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PREFACE

HE YEAR 1991 witnessed events of historic importance for the world economy.

World output declined for the first time since the Second World War. Dramatic
political events brought about the dissolution of the Soviet Union and catapulted the
economies of the successor republics into transition to the market system. They also
brought in their wake severe economic disruption and a sharp fall in output and con-
sumption levels. The Persian Gulf war left deep marks ona number of economies. The
Maastricht agreement was a milestone to European integration. In South Africa a his-
toric step was taken towards multiracial democracy.

The year was also marked by inaction and disappointments. The developed mar-
ket economies slumped but caution prevailed and no decisive steps were taken to
stimulate growth. The Uruguay Round of multilateral trade negotiations remained
stalemated. The prospects of reaping the peace dividend receded into the future.

The developing countries maintained their modest rate of economic growth of
recent years. Several among them continued to grow fast. Alarge number of countries
have been making serious efforts at economic reform and in a number of cases these
are beginning to show up in a revival of growth. On the other hand, many countries
continued to stagnate and face an uphill task. A large part of Africa is in the grip of a
severe drought.

The World Economic Survey 1992, examines these and related developments and
major issues in the world economy. Chapter I provides an overview of the state of the
world economy in 1991 and the key policy issues and presents a short-term economic
forecast. Chapter II examines output trends and macroeconomic policies in the vari-
ous regions and country groups. It analyses, in particular, the policy stance in the de-
veloped market economies, the reform efforts in developing countries, and issues of
transition to market economies. Chapter IIl analyses trends in world trade, highlights
the continuing tendency towards the formation of trading blocs and briefly discusses
issues of trade and environment. Chapter IV analyses recent trends in world savings
and investment, examines the question of global savings shortage and discusses re-
cent trends in the net transfer of financial resources among countries. Chapter V analy-
ses recent trends in the oil markets, the potential role of natural gas, and the energy
situation of the least developed countries. Chapter VI discusses the conversion of
military facilities into civilian use and their links to the peace dividend. Chapter VII
examines some of the basic issues related to entrepreneurship as a major agent of eco-
nomic development and discusses them in the specific context of the developing
countries and the economies in transition. The Survey ends with an expanded statisti-
cal annex of world economic and financial data.

ix
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The Survey has been prepared in the Development Policy and Analysis Division’
of the Department of Economic and Social Development with the cooperation of
other agencies and offices of the United Nations system, to all of whom we express
our appreciation. As in the past, the Survey has drawn extensively on the data and
analysis of the United Nations Conference on Trade and Development, the United Na-
tions regional commissions, the General Agreement on Tariffs and Trade, the Interna-
tional Monetary Fund, the World Bank and the Organisation for Economic Co-opera-
tion and Development.

For the past seven years the World Economic Survey has been prepared under the
overall guidance of Assistant Secretary-General Goran P. Ohlin. This Survey s the last
produced under his supervision. As he leaves the Department he leaves us with amuch
improved annual report, thanks to his rigorous intellectual standards and patient ef-
forts. His leadership was highly valued by all those who worked with him.

We hope that the World Economic Survey 1992 will be of use to Governments,
policy makers, academic institutions and the public and that, most of all, it will assist
the Economic and Social Council and the General Assembly in their examination of
current and emerging issues in the world economy.

g Chpl

J1 CHAOZHU
Under-Secretary-General for
Economic and Social Development



EXPLANATORY NOTES

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

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

Adash
indicates that the amount is nil or negligible.

A hyphen
indicates that the item is not applicable.

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

A full stop
is used to indicate decimals.

A slash
between years indicates a crop year or financial
year, for example, 1989/90.

Use of a dash

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 “dollars” ($) United
States dollars, unless otherwise stated.

Annual rates

of growth or change, unless otherwise stated,
refer to annual compound rates. In most cases,
the growth rate forecasts for 1991 and 1992 are
rounded to the nearest half of a percentage
point.

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

xi

The following abbreviations have been used:

bcm
Billion cubic metres

CEPU
Central European payments union

CIS
Commonwealth of Independent States

CMEA
Council for Mutual Economic Assistance

DAC
Development Assistance Committee of OECD

DESD
Department of Economic and Social
Development of the United Nations Secretariat

EBRD
European Bank for Reconstruction and
Development

EC
European Community

ECE
Economic Commission for Europe

ECLAC ;
Economic Commission for Latin America and
the Caribbean

ECU
European Currency Unit

EEA
European Economic Area

EFTA
European Free Trade Association
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EMS
European Monetary System

EMU
Economic and Monetary Union

FILP
Fiscal Investment and Loan Programme
f.o.b.Free on board

GATT
General Agreement on Tariffs and Trade

GDP
Gross domestic product

GNP
Gross national product

GSP
Generalized System of Preferences

IDA
International Development Association

IDB
Inter-American Development Bank

IFC
International Finance Corporation

ILO
International Labour Organisation

IMF
International Monetary Fund

LIBCR
London interbank offered rate

LNG
Liquefied natural gas

mtoe
Million tons of oil equivalent

NAFTA
North American Free Trade Agreement

NATO
North Atlantic Treaty Organization

NGL
Natural gas liquids

NMP
Net material product

ODA
Official development assistance

OECD
Organisation for Economic Co-operation and
Development

OPEC
Organization of the Petroleum Exporting
Countries

PHARE
Pologne-Hongrie: Assistance a la
restructuration économique

Project LINK

International research group of econometric
model builders, with headquarters in the
Department of Economic and Social
Development of the United Nations Secretariat

PTA
Preferential Trade Area for Eastern and
Southern Africa

SADCC
Southern African Development Co-ordination
Conference

SDR
Special drawing rights

S
Structural Impediments Initiative

SIPRI
Stockholm International Peace Research
Institute

tcm
Trillion cubic metres

TRIMS
Trade-related investment measures

TRIPS
Trade-related intellectual property rights

UNCTAD
United Nations Conference on Trade and
Development

UN/DESD
Department of Economic and Social
Development of the United Nations Secretariat

UNEP
United Nations Environment Programme

VAT
Value-added tax
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Xiii

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 couniry, 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 Yugoslavia),
Australia, Japan, New Zealand, South Africa.

Economies in transition:

Albania, Bulgaria, Czechoslovakia, Hungary,
Poland, Romania 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, Yugoslavia. For some analyses,
China has been shown separately.

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

Mediterranean:
Cyprus, Malta, Turkey, Yugoslavia.

West Asia:

Bahrain, Iran (Islamic Republic of), Iraq, 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:

Capital-surplus countries
(or surplus energy exporters):

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

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

Other net energy exporters

(or deficit 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.

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,
Céote d’Ivoire, Ecuador, Mexico, Morocco,
Nigeria, Peru, Philippines, Uruguay, Venezuela,
Yugoslavia.

Least developed countries: (47 countries)
Afghanistan, Bangladesh, Benin, Bhutan,
Botswana, Burkina Faso, Burundi, Cambodia,
Cape Verde, Central African Republic, Chad,
Comoros, Djibouti, Equatorial Guinea,
Ethiopia, Gambia, Guinea, Guinea-Bissau,
Haiti, Kiribati, Lao People’s Democratic
Republic, Lesotho, Liberia, Madagascar,
Malawi, Maldives, Mali, Mauritania,
Mozambique, Myanmar, Nepal, Niger,
Rwanda, Samoa, Sao Tome and Principe, 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
Tunisia), South Africa.

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



I

The state of the world economy

ECONOMIC MALAISE

THE GROSS global product—the total world output of
goods and services—actually dipped in 1991, even
if only by one half of 1 per cent (table I.1 and chap. II).
This is a rare occurrence, and the main reason was that
the economies of eastern Europe and the former Soviet
Union plunged even deeper into disruption than in 1990,
but growth in the big industrial economies slowed down
too and several of them were in recession. World output
per capita declined by over 2 per cent in 1991, after vir-
tually stagnating in 1990. African economies, on an av-
erage, barely kept up with population growth. Latin
American economies seemed to revive from a decade of
stagnation, and in Asia growth remained widespread and
fast despite the slow-down in world trade.

It was a year of relentless and dramatic political and
economic events—the military operation in the Gulf,
major policy reforms in many developing countries and
political upsets in others, the eruption of new regional
conflicts, slides in some financial markets, the failure to
complete the Uruguay Round, the ambitious Maastricht
agreement on European integration, the apparent break-
through towards multiracial democracy in South Africa,

the coup d’etat in Moscow and the formal dissolution of
the Soviet Union at the end of the year. Many of these de-
velopments were of a positive nature, but others added to
the uncertainties already surrounding the principal mar-
kets of the world economy.

The relative lack of growth had grave conse-
quences around the world, as economic and social con-
ditions deteriorated. It was becoming increasingly clear
that the high unemployment—and the non-employment
due to disenchanted withdrawal from the labour force—
in industrial countries is directly related to widespread
frustration, homelessness, drug trafficking and abuse,
crime and ethnic tension. By late 1991 and early 1992,
electorates in many industrial countries expressed their
discontent with the economic situation.

In developing countries on every continent, pov-
erty, economic chaos and fear of the future promotes fa-
naticism, terrorism, uncontrollable migration, or civil
war, compounding the problem of getting development
onto its tracks. Developed countries have not been im-
mune to violent conflict with losses of life and property.

Table I 1.
Growth of the world economy, 1988-1993
Annual percentage change
1988 1989 1950 1991* 1992° 1993°
World output 44 3.2 1.8 -04 1.0 3.0
Developed market economies 44 33 26 ¢ 09 1.7 3.2
Economies in transition® 45 23 -5.0 ¢-159 -12.0 4.1
Developing countries 44 33 32 3.4 4.5 55
World trade (export volume) 85 7.2 4.7 34 4.5 6.5
Memo item:
Growth of world output per capita 27 1.5 — 2.1 -0.7 1.3

Source: UN/DESD.

Preliminary.

o0 o

The former Soviet Union and eastern Europe.

1

Forecast, based on Project LINK and DESD estimates.

After 1990, the former German Democratic Republic is included in Germany.
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WAITING FOR GROWTH

But growth and employment have not been the priority
objectives of the industrial countries. They are, with dif-
ferences in nuance, committed to controlling inflation
and maintaining stable exchange rates and fiscal condi-
tions. The expectation is that this will provide a sound
base for renewed growth and employment which should
not be forced but treated with benevolent neglect.

In the meantime, Governments and the business
community have waited since early 1991 for a spontane-
ous recovery from the present recession, repeatedly pre-
dicting it and then deferring it for another half-year. The
policy stance has not only been passive, but as docu-
mented at length in later chapters, Governments have
proceeded to cut budgets and payrolls of public service,
accentuating the problem rather than remedying it.

Several other things make the present recession dif-
ferent from the earlier ones in the post-war period. One
is the unusually heavy indebtedness of households and
firms—and of Governments, notably that of the United
States of America. High debts and high real long-term in-
terest rates dampen both demand and supply for credit
and even drastic cuts in short-term interest rates have lit-
tle stimulating effect. Purchases of durable consumer
goods can be easily deferred and are thus as volatile as
investments in productive equipment. So consumer con-
fidence is as sensitive as investor confidence.

Another new feature is the change in the interma-

tional financial system, which is now ruled by the mar-
kets for foreign exchange and short-term international
funds. Governments compete to attract funds and retain
their own, both short-term and long-term, but they have
abdicated most of their policy instruments. Inordinate at-
tention is given to day-to-day fluctations in exchange
rates and interest rates.

The prevailing system seems to suffer from a reces-
sionary bias. Financial markets react negatively to any
announcement of a policy of economic stimulation that
they suspect of being inflationary: the result is likely to
be arise in the interest rates demanded. So Governments
anxious for market confidence press for wage repression
and zero inflation, trying to make their currencies
“strong”.

But the social cost of driving down inflation from,
say 4 per cent to zero is likely to be very heavy. It is by no
means certain that investment will be more stimulated by
zero inflation than by an environment of gently rising
prices. Measures of inflation are imperfect. At an aver-
age of zero, some prices will be declining. The process
of contraction tends by itself to discourage rather than
encourage investment. In any case, it is by now widely
accepted that on present policies the recovery, which by
some accounts is under way, will be weak and make little
dent on unemployment.

SHIFTING PREOCCUPATIONS AND POLITICAL PRIORITIES

Governments across the world tend to be caught in much
the same financial trap: recession is hurting their reve-
nues and often increasing their spending obligations; the
public debt is already large, and tax increases politically
difficult. It is the perennial dilemrna of public finance but
it is accentuated by the recession and real interest rates,
which are higher than the rate of growth of the tax base.
The message is to cut spending, and proposals for new
programmes are rejected out of hand, no matter what the
purpose.

But the industrial countries have recently been able
to shoulder some very considerable outlays which
seemed politically imperative: in support of the military
operation against Iraq; in support of defaulting banks,
notably the savings and loans institutes in the United
States; and in support of the reconstruction of eastern
Europe and the former Soviet Union. This has been a
pointed reminder that when political priorities are strong

enough, considerations of public finance are swept
aside.

If unemployment and poverty at home and abroad
were given similar priority, there are abundant opportu-
nities for infrastructure construction and maintenance,
vocational training and the mobilization of human re-
sources. The hard money doctrine that has come to pre-
vail in the 1990s is so predominant that many believe it
is the only way and that the stagflations and the failures
of “locomotive policies” in the 1970s and early 1980s
show conclusively that it would be inflationary and fi-
nancially irresponsible to try to put the real economy at
the centre of policy.

A more practical objection has been that the upturn
is relatively imminent, that any stimulus would take ef-
fect so late that it would only fuel inflation. The weak-
ness of the expected recovery robs that argument of
much of its strength, and many of the old industrialized
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countries are in any case in dire need of refurbishing their
infrastructure.

All the big industrial countries would like others to
shift policies towards growth, but find themselves
hamstrung. Recently, the United States, addressing
the Group of Seven, eloquently called for concerted ac-
tion to promote recovery in the world economy.

However, outside pressure is usually not very successful
in changing policies that Governments think are in their
national interest or which have been laboriously negoti-
ated in the national political system. Effective interna-
tional cooperation for growth and recovery is possible
only when all the major countries make it their own ob-
jective.

A SEA-CHANGE IN DEVELOPMENT POLICY

The economic reform launched by Brazil and India in
1991 was a landmark in the remarkable change in policy
orientation that has swept across the continents of Latin
America, Africa and Asia in recent years. The pressure of
IMEF and the World Bank for structural change in institu-
tions and policies contributed, but the wave of liberaliza-
tion, privatization and fiscal reform that has come about
since the mid-1980s reflects a genuine recognition of the
need to mobilize and enable the economic talents of the
people and to make the State more efficient and less op-
pressive. Governments had been overwhelmed by the
external debt burdens and the reduction of net financial
transfers in the first half of the 1980s. But the experience
of the successful developers in South-East Asia also at-
tracted increasing attention, and the demise of central
planning seemed to make a historic point.

The pendulum may have swayed too far in the di-
rection of market orientation, leading to a neglect of the
role and responsibility of the State in development. Both
historical and contemporary experience suggest that the
State has indispensable functions in defining legal
frameworks, providing infrastructure, establishing
monetary and financial stability, ensuring education and
health, maintaining an acceptable distribution of income
and social justice, safeguarding the environment, and
providing a vision of the future role of the country in the
world economy.

The international debt situation has been defused,
although in many countries debt burdens remain serious.
A patient approach to commercial debt situations has
opened the roads to an untangling of many knots. Relief
of official debts is gradually progressing and, to a large
extent, debt is no longer perceived as a major threat to in-
ternational development. ‘

The tendency to see human rights and democracy
as essential to development policy has also gained
ground among donors, although its application is viewed
with considerable hesitation in countries groping for a
workable transition to multi-party rule.

The analysis of the various chapters of the Survey
focuses on the main current and emerging trends and
some of the major national and international policy is-
sues. Chapter II examines the global trends in output and
policies in the major groups of countries. While there is
a great diversity of trends and policies both between and
within groups, several features stand out. In the devel-
oped market economies, the slide to stagnation and, in
some cases, recession and rising unemployment has not
been followed by decisive steps on the fiscal or monetary
fronts. Policy issues in the countries of eastern Europe
and the former Soviet Union were dominated by the
problems of transition from a command economy to a
market economy. In the developing countries, amidst a
great diversity of situations ranging from prolonged
stagnation or sharp decline to very high rates of growth,
the focus of policy has in many cases shifted to economic
liberalization.

Chapter III, while analysing recent trends in inter-
national trade, examines the continuing trend towards
managed trade and formation of economic blocs, high-
lights the stalemate in the Uruguay Round of multilateral
trade negotiations and describes some of the recent
moves towards trade liberalization among the develop-
ing countries. It also briefly discusses policy aspects of
the relationship between trade and the environment.

A great deal of attention has recently been given to
the issue of global shortage of savings, constraining in-
vestment and growth. Chapter IV examines recent trends
in saving and investment and concludes that world eco-
nomic growth is expected to be restrained in the medium
term, but not by shortage of savings in the ordinary
sense. It examines in this context the recent trends and re-
lated policy issues of resource transfer and external debt
of developing countries.

The availability, demand and price of energy re-
main critical variables in the world economy. Chapter V
examines recent trends in the oil market and the potential
role of natural gas. It reviews the energy situation of the
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least developed countries and highlights their vulner-
ability to energy crises.

The end of the cold war produced a burst of opti-
mism about the prospects of diversion of resources from
military to civilian use, leading to higher economic
growth. Reaping the “peace dividend”, as these pros-
pects have been called, depends in large part on the ease
of conversion of military facilities into civilian use.
Chapter VIthrows light on key aspects of conversion and
the peace dividend in the developed market economies
and related policy issues.

One of the consequences of the end of ideological
conflict between the East and the West has been a world-
wide renewal of interest in the potentialities of entrepre-
neurship, when released from stifling State control, in
fostering economic development. Some of the basic pol-
icy issues of entrepreneurial development, including
those of the role of the State in fostering it, are discussed
in chapter VII, which also examines some of these issues
in the specific context of the experience in the develop-
ing countries and in the economies in transition.

SHORT-TERM OUTLOOK FOR THE WORLD ECONOMY"

RISKS AND UNCERTAINTIES

Although many indicators now suggest that recovery is
finally under way in the United States and a number of
other countries, economic activity has recently been
weakening in both Germany and Japan. The recovery is
likely to remain weak and could falter in the event of sig-
nificant adverse shocks.

Political instability in several parts of the world and
the great difficulties encountered in the process of tran-
sition in eastern Europe and the former Soviet Union ob-
scure the economic prospects in these regions to an ex-
ceptional degree.

Great uncertainties also prevail in world markets,
notably with regard to the future course of interest rates.
The large investment requirements of the European
economies in transition and the needs of the Guif States
are leading to an increased world demand for credit, over
and above the continuing, though declining, current-ac-
count deficits of the United States. Moreover, in some
major developed market economies commercial banks,
shaken by falling equity prices and large bankruptcies
among borrowers, are reluctant to lend to even credit-
worthy traditional customers. Thus, real interest rates
may remain relatively high and credit scarce.

Despite the professed commitment of the major in-
dustrial countries to bring the Uruguay Round of trade ne-
gotiations to a successful conclusion, there is considerable
apprehension that failure of the Round could lead to in-
creased protectionism which would seriously undermine
investment and growth prospects in many countries.

POLICY ASSUMPTIONS IN THE FORECAST

The forecasts for the growth of the world economy in
1992 and 1993 are based on the following assumptions.
Monetary conditions are expected to ease furtherin

a number of developed market economies such as Can-
ada, Japan and the United States in order to counteract re-
cessionary trends or to strengthen recovery. Average an-
nual short-term interest rates in the United States are as-
sumed to fall by about 140 basis points in 1992 and then,
in response to the expected economic recovery, torise by
120 basis points in 1993. In Japan, interest rates are as-
sumed to fall by 130 basis points in 1992 and to change
little in 1993. In Germany, on the other hand, interest
rates are expected to rise by about 20 basis points in both
1992 and 1993. The operation of the Exchange Rate
Mechanism (ERM) of the EC is expected to cause inter-
est rates in most European countries to follow those in
Germany.

Interest rate differentials between the United States
and major countries in the EC are thus assumed to widen
in 1992 and then to fall in 1993. With respect to Japan,
little change in interest rate differentials is expected in
1992, but the differential is expected to widen in 1993 in
favour of the dollar. Since expected changes in interest
rate differentials are important determinants of exchange
rate movements, the deutsche mark is expected to appre-
ciate in 1992 and then to depreciate slightly in 1993. The
yen, on the other hand, is expected to change little in
1992, but to depreciate slightly in 1993.

Continued concern over budget deficits means that
the stance of fiscal policy in most economies represented
in the Organisation for Economic Co-operation and De-
velopment (OECD) is expected to remain moderately re-
strictive or neutral in 1992. However, a modest fiscal
stimulus is expected in some countries, notably in Japan.
In Canada, where the structural deficit is under control,
and in the United Kingdom of Great Britain and North-
emn Ireland, real government spending is expected to in-
crease more rapidly in 1992 than in 1991. In several
small economies, where the level of govemment spend-
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ing has fallen, it is expected to decline by a smaller per-
centage than in 1991. Germany, on the other hand, is ex-
pected to maintain the restrictive fiscal stance that began
in the middle of 1991 through a temporary income tax in-
crease, arise in indirect taxes and tight control on expen-
diture. In 1993, more divergent patterns are expected
with somewhat expansionary, or less restrictive, policies
among the seven large industrial countries, and a slow-
ing of government spending or a further fiscal tightening
in other developed market economies.

In many developing countries that are pursuing sta-
bilization or structural reform programmes, the empha-
sis is on restraint on government spending, the initial im-
pact of which tends to be deflationary. It is assumed,
however, that several Latin American countries will be
able to adopt somewhat less restrictive fiscal policies
than in the recent past. In Asia, a number of East and
South-East Asian developing countries are expected to
tighten fiscal and monetary policies, some in respornse to
increasing inflationary pressures and others owing to
balance of payments difficulties.

It is assumed that the average dollar price of oil
(Saudi Arabian Light) will be $15 per barrel in both 1992
and 1993 (compared with $17.50 in 1991) reflecting
considerable shut-in capacity and expected slow growth
in world demand. Among non-fuel commodities, prices
of food and beverage exports are expected to increase by
2.5 and 2 per cent in 1992 and 1993, respectively. In the
case of agricultural and industrial raw materials, a 0.9 per
cent increase is expected in 1992 followed by 4.7 per
cent in 1993. The prices of manufactured exports are ex-
pected to rise by 4.3 and 2.4 per cent in 1992 and 1993,
respectively. Thus terms of trade are expected to con-
tinue to deteriorate for most exporters of primary com-
modities in 1992, and improve in 1993.

FORECASTS FOR 1992 AND 1993

World output is expected to recover slowly in the course
of 1992 with the growth of the gross domestic product
(GDP) averaging only about 1 per cent, and to grow by
about 3 per cent in 1993 (see table 1.1). Any policy
changes made in recent months would have little impact
on growth in the next half year, though the second half of
the year is expected to be better than the first. The pro-
jected recovery in 1992-1993, averaging 2 per cent, is
much weaker than the 1983-1984 upswing of the world
economy, when output grew at an average of 3.5 per cent.

The volume of world trade in 1992 is expected to
grow by about 4.5 per cent, up from just over 3 per cent
in 1991. Stronger growth is expected for 1993.

Despite a significant relaxation of monetary policy
in many countries, economic recovery in the developed
market economies is not expected to be evident until the
second quarter of 1992, and GDP growth is expected to
average somewhat less than 2 per cent for the year as a
whole. In 1993, growth is expected to rise to about 3 per
cent. Lower interest rates and modest fiscal stimulus in
some major countries, especially Japan and the United
States, are expected to provide some initial momentum
to the recovery. In response to the increase in demand,
exports of a number of countries are expected to increase
in tumn, contributing to overall growth, but the tightened
monetary and fiscal policy in Germany will have a re-
straining impact. Slow growth of import demand in Ja-
pan is also expected to have a dampening effect. Thus re-
covery is likely to be gradual, but to become stronger and
more widespread by 1993. (For the relative size of the
developed market economies see box 1.1.)

In the United States, the recovery is expected to be
led by growth in personal consumption and residential
construction, modest inventory building, and continued
export growth. For the year as a whole, the growth of the
national product (GNP) is expected to be 1.6 per cent, in-
creasing to 3.5 per cent in 1993 as growth in business
fixed investment starts reinforcing the recovery. In Can-
ada, a similar pattern is expected to result in GDP growth
of 2.5 per cent in 1992, increasing to 4.5 per cent in 1993.

Aggregate GNP growth in the EC is expected to re-
cover slowly from 0.7 per cent in 1991 to 1.8 per cent in
1992 and to accelerate to 2.6 per cent in 1993. The Maas-
tricht targets on inflation, the fiscal deficit and public
debt are expected to limit scope for discretionary fiscal
policy and the high interest rate in Germany will restrain
rapid growth, After a 2.1 per cent fall in GDP in 1991,
positive growth in the United Kingdom is expected to re-
sume in the second quarter of 1992. However, even with
interest rates down by more than 400 basis points since
1990 and the introduction of mild fiscal stimulus in late
1991, GDP is only expected to register 2.0 per cent
growth in 1992, increasing to 2.5 in 1993. The mild re-
covery in 1992 is expected to be the result of a modest
rebound in consumption expenditure and export growth.

GDP in France is expected to grow by 2.0 per cent
in 1992 and by 2.5 per cent in 1993, although business
investment is expected to remain flat. Household income
and personal consumption are expected to benefit from a
slightly more expansionary fiscal stance and a very sharp
recovery of agricultural incomes after a bad 1991. In It-
aly 1992 is expected to be another year of weak growth,
averaging 1.5 per cent. Consumption growth is expected
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BOX I.1.
How large is the world economy?

T MIGHT seem the most simple and straight
forward question to ask, but anyone trying to
measure the size of the world economy is
quickly caught up in many inherent com-
plexities. All economic activity—whether
farming in the United Republic of Tanzania,
doctors’ services in Sri Lanka, o0il production
in Venezuela, computer programming in
Hungary, or the writing of a novel in Can-
ada—has to be valued in a common way and
expressed in a common unit of measurement.
Evenif all the world’s goods and services
were provided in markets and could thus be
valued at market prices, the valuation of total
production would change from year to year
because prices change, not least the prices of
the different currencies in which each nation
measures its production. Meaningful com-
parisons over time thus require fixing prices
in one year. No one year is the single correct
one to fix, nor is there a single best way to
measure and to average individual prices.
But whatever approach is taken to calculat-
ing the price index relative to a base year, as
that year recedes in time its prices become
less and less relevant and a new “base year”
is needed.

For much of the 1980s, the World Eco-
nomic Survey used 1980 as the base year for
its aggregations of world output. Sufficient
data are not yet at hand to make 1990 a new
base year, but it was feared that increasing
distortions would be introduced into esti-
mates of global output if the old base year
were retained. Thus, the Survey has shifted
its base year to 1988.

The value of world output in 1980 val-
ued in 1980 prices was under $13 trillion.
The same output valued in 1988 prices ex-
ceeded $15 trillion. While there had beena
certain amount of inflation, relative price
changes also took place that had important
consequences. Thus, the share of the devel-
oped market economies in world output,
measured in 1988 prices, was 71 per cent
compared to 61 per cent when valued in 1980
prices (see figure).

Both fuel and non-fuel commodity
prices reached a peak in 1980 from which
they receded sharply through much of the
decade, especially measured against the

prices of manufactured goods. This affected
especially the oil exporting developing coun-
tries and the former Soviet Union, which was
also a major oil exporter. In addition, most
developing countries and economies in tran-
sition underwent substantial currency devalu-
ations, which more than compensated for in-
flation differentials with the major currency

World output in 1980 and 1990
Trillion dollars
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15

1980
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1980
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[ Developing economies

[T Transition economies

Developed economies

Source: UN/DESD.

- countries. Declining terms of trade and

sharply curtailed international financing
made it necessary to encourage exports and
discourage imports by devaluing the domes-
tic currency in real terms.

In 1990, the world économy produced
almost $21 trillion worth of output, measured
in 1988 prices. Since there was very little
change in world output last year, this was
roughly the total value of global GDP in
1991 as well.

The developing countries had the most
rapid growth in the decade, although it aver-
aged only slightly over 3 per cent a year.
Measured in 1988 prices, their share of the
total rose half a percentage point to 16 per
cent by 1990. But these countries also had
the most rapid population growth; so on a per
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capita basis, their growth rate was the slow-
est. The terms-of-trade decline, due to price
changes already noted, meant that their in-
come per capita at the end of the decade was
lower than at the beginning although their
output per capita was higher.

The transition economies had the slow-
est growth, averaging only slightly above 2
per cent a year. But growth averaged 3 per
centa year up to 1989 and was followed by a
decline of almost 5 per cent in 1990. Their
share of world output, measured in 1988
prices, declined slightly, from 13 per cent to
12 per cent over the decade, but is expected

to drop to about 9.5 per cent this year as a re-
sult of the collapse that began in 1990.

The developed market economies main-
tained their share of world output at almost
72 per cent throughout the decade. They had
the slowest rate of population growth among
the major country groupings (0.6 per centa
year) and the most rapid growth of GDP per
capita, over 2 per cent annually, twice the
rate of increase in the developing countries
and 50 per cent more than in the economies
in transition (for more detailed comparisons,
see statistical annex).

to stay at slightly more than 2 per cent in 1992 while pri-
vate investment will remain stagnant. No stimulus from
public spending can be expected as the budget deficit is
higher than the norms of the Maastricht agreement. In
1993, GDP growth is forecast to accelerate to 2.1 per
cent, with stimulus from both stronger domestic demand
and faster export growth.

GDP growth in western Germany is expected to av-
erage only 1.7 per cent in 1992. Consumption is likely to
rise only slightly owing to higher tax rates. In eastern
Germany high investment levels as well as growth in
consumption and exports are likely to yield a positive
GDP growth rate of about 9 per cent in 1992. In 1993 a
moderate acceleration of growth of private consumption
and exports is expected to raise GDP growth in western
Germany to 2.4 per cent while in eastern Germany GDP
growth is likely to remain the same as in 1992. The coun-
try as a whole is expected to achieve a GDP growth of
about 2.0 per cent in 1992 and 3.2 per cent in 1993.

In Japan, GNP growth is expected to slow to 1.9 per
cent in 1992, but a moderate recovery is expected to be-
gin in the second half of the year. For 1993, GNP growth
is projected at 3.9 per cent.

'In 1992 inflationary pressures are likely to ease fur-
ther in North America, but to increase slightly in Europe.
Consumer prices in the developed market economies as
a whole are expected to increase by 3.8 per cent, slightly
lower than in 1991. In North America, wage restraint,
low raw materials prices, and falling oil prices. are ex-
pected to contribute to moderating inflation. Cost pres-
sures in Germany and elsewhere in Europe are expected
to be reflected in a slight increase in inflation, to 4 per
cent. In 1993, inflation rates are expected to converge
and to be only slightly higher than in 1992, with eco-

nomic recovery leading to a slight acceleration of infla-
tion in North America, and tight macroeconomic poli-
cies leading to some reduction in the EC. Reflecting the
usual lagged response, the average unemployment rate
in 1992 is expected to increase to 7.1 per cent for the de-
veloped market economies a a whole, with the increases
concentrated in Australia, Finland, Sweden, the United
Kingdom, and the United States. Unemployment rates
are expected to begin to fall in 1993, but only by less than
one half of 1 per cent, since the recovery is not expected
to be vigorous and since businesses are likely to be cau-
tious in adding to payrolls.

In South and East Asia, GDP growth is expected to
be about 5.5 per cent in 1992, about the same as in 1991,
and torise to 6.5 per cent in 1993. A rebound in domestic
demand following a period of fiscal restraint is expected
in India. Rapid growth is expected to be maintained
among the newly industrializing economies (NIEs). For
most of these economies, double-digit growth in exports
is expected in 1992 and 1993 with intraregional trade, es-
pecially with China, continuing to grow faster than ex-
ports to Europe and North America. In several NIE’s, es-
pecially the Republic of Korea and Singapore, labour
shortages and rising wages have caused a partial shift in
the locus of growth to domestic demand resulting in in-
flationary pressures and a need for fiscal restraint, which
is expected to mean somewhat lower rates of GDP
growth in the medium term.

In China, the continuation of less restrictive mone-
tary policies coupled with the easing of external retric-
tions on imports of machinery and equipment is ex-
pected to maintain investment at a high level, and growth
is forecast at around 7 per cent in 1992, about the same
asin 1991. Economic reforms are expected to gather mo-
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mentum, with an emphasis on price reform and auton-
omy for State enterprises. Political commitment to re-
form is expected to be strengthened when the quinquen-
nial Comnmunist Party Conference meets toward the end
of 1992.

In West Asia, GDP growth is expected to be about
4 per cent in 1992, which could rise significantly in 1993
owing to reconstruction in the aftermath of the Gulf war
and increases in oil output, with the gradual restoration
of oil production and refining capacity.

In a number of the large and medium-sized coun-
tries in Latin America, growth is expected to improve,
raising GDP growth for the region as a whole to around
3 percentin 1992 and around 4 per cent in 1993. Argen-
tina, Chile and Mexico are likely to grow in the range of
4 to 7 per cent in 1992. Investment growth is expected to
be high in all three, but consumption growth is also ex-
pected to be high in Argentina since an abrupt decline in
inflation is expected to increase real wages substantially.
Much of the investment expected in Mexico is in antici-
pation of the successful completion of the North Ameri-
can Free Trade Agreement. Brazil, the largest economy
of the region, is expected to grow by 1 to 2 per cent but
there is considerable uncertainty about its prospects.

Aggregate GDP growth in Africa is projected to
pick up slightly in 1992 to around 3.5 per cent, but with
sub-Saharan Africa growing by only around 2 per cent.
The recent droughts may have dimmed the prospects fur-
. ther. Low prices for tropical beverages, metals and oil are
expected to depress export earnings in 1992.

The efforts of the countries of eastern Europe and
the former Soviet Union republics to dismantle their
command economies and to transform them into market
economies were accompanied by a further contraction of
output in 1991 (see chapter II). In 1992, output in these
economies is expected to contract by 12 per cent, after a
16 per cent decline in 1991. Output is likely to fall further
in 1993, but at a slower rate. The successor States of the

former Soviet Union are expected to experience a de-
cline in GDP of about 15 per cent in 1992 following a
contraction of 17 per cent in 1991. In the five countries
of eastern Europe (Bulgaria, Czechoslovakia, Hungary,
Poland and Romania) output is expected to decline by
about 3 per cent in 1992, after a 13 per cent fall in 1991.

Growth prospects in these countries will depend
largely on their success in restoring fiscal balance, con-
trolling inflation, building up financial institutions, and
privatization. In Czechoslovakia, reducing inflation to a
range of 10 to 14 per cent is the main economic policy
target, followed by exchange rate stability and current
account balance. In Hungary, though bringing down in-
flation to the level of 20-25 per cent is high on the
agenda, the main priority is to achieve a current account
surplus, enabling the country to further increase interna-
tional reserves and to slightly decrease the level of net
foreign indebtedness. In other countries, a deceleration
of inflation and restoring fiscal balance will continue to
be major policy goals. Yet, whatever the economic pol-
icy targets adopted, the major issues in 1992 will be
credibility and business confidence, since their mainte-
nance is expected to attract foreign direct investment and
encourage domestic private saving and investment,
which are regarded as the key elements for successful
economic transformation and macroeconomic stabiliza-
tion.

The course of economic transition will be critically
determined by political factors in most countries.
Czechoslovakia is confronting secessionist pressures.
Both Czechoslovakia and Romania have scheduled elec-
tions in 1992, the resuits of which may have important
repercussions on economic policies. The outcome of the
recent elections in Poland has shown the fragility of eco-
nomic policies which do not enjoy wide public support.
Rising unemployment and the inevitable streamlining of
social security systems will further increase the political
pressure on policy makers.

CONCLUSION: THE PRIMACY OF GROWTH

The expectations of recovery in late 1992 and 1993 are
not entirely confident: the downside risks are great in the
present climate of pervasive uncertainty. But even on the
assumption of a sustained acceleration in the OECD
economies, it is expected to be too weak to make a dent
in unemployment, and growth in the 1990s may be in-
adequate to resoive the many and varied problems
around the world.

Without a more dynamic world economy, the cur-

rent liberalization efforts of developing countries will
not bear fruit. Qutward oriented development strategies
largely rely on buoyant international trade and, hence, an
expanding world economy, to achieve their objectives.

There is today much concern about the lack of re-
sources for such urgent needs as the reconstruction of the
east, a concerted attack on poverty and human develop-
ment in the poorest countries, and environmental invest-
ments of all kinds. If the growth of world output returns
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to the levels of the 1980s, total output would grow by
about one trillion dollars a year. There is, in fact, no other
way to resolve the economic and political crises multi-
plying in the world community than to give priority to
the restoration of growth.

The “peace dividend” has vanished from sight, frit-
tered away in budgetary squabbles in the west and en-
gulfed by economic chaos in the former Soviet Union. In
conditions of stagnant and sluggish demand, the task of
conversion—of shifting resources from military to civil-
ian uses—appears to be more of a burden than a boon. In
a buoyant economy jobs are abundant and skills valued.
Only in such conditions can the benefits of the peace
dividend be reaped.

In the long run only productivity increases can en-
sure meaningful growth and development, but the first
need is to reduce the waste of human lives in poverty and
unemployment, which is the scourge of the world and at
the root of its most acute problems. Restoring a more
vigorous and dynamic climate of growth in the world
economy must be the principal objective of international
economic cooperation in the years ahead.

! This assessment by the United Nations Secretariat is largely
based on Project LINK,, a global econometric model incorporat-
ing over 70 national models.
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Trends in global output
and policies

ORLD output declined in 1991 for the first time

since the Second World War and is expected to re-
cover only modestly in 1992 (see table I1.1). It was the
world’s first global recession of the post-war era.

The economic decline of 1991 was pervasive. In
the developed market economies, which account for
over 70 per cent of world output, growth fell from 2.6 per
cent in 1990 to just under 1 per cent in 1991. Several
countries slid into outright recession. In many of them,
unemployment rose to its highest level since the early
1980s. Although inflationary pressures subsided sub-
stantially, Governments and central banks responded
slowly and tentatively, or not at all, to the recession.

Table 111,

Their policies were premised on the assumption of a
spontaneous upturn, and the unexpected prolongation of
the recession created a dilemma. A recovery may begin
in 1992 but it is generally expected to be subdued and
not of a nature that would give a push to the world econ-
orny.

In eastern Europe and the former Soviet Union,
output plummeted by around 16 per cent in 1991, after a
5 per cent fall in 1990. The difficulties of enacting a tran--
sition of these economies to a market system are becom-
ing apparent to all. The people in the transition econo-
mies will pass throngh yet another very difficult year in
1992.

Growth of gross domestic product (GDP) and population by region, 1981-1992

Memo items: 1991 indicators

Growth of GDP
(annual percentage change) pi?ﬁg: GDP
(percentage © Population  (billions of
1981-1987 1988 1989 1990 1991* 1992° change) (millions) 1988 dollars)
‘World 2.7 4.4 32 1.8 -0.4 1.0 1.7 5315 20 868
Developed market economies 2.5 4.4 33 26 ¢ 09 1.7 0.5 833 15,177
of which: .
United States 29 39 2.5 1.0 -0.7 1.6 0.7 252 5,038
European Community 1.8 4.0 35 29 ¢ 07 1.8 0.2 342 5,181
Japan 3.7 6.3 4.7 5.7 4.5 1.9 0.5 124 3,350
Economies in transition® 2.9 45 23 5.0 ¢-159 -12.0 0.4 387 2,212
Developing countries 2.9 44 33 32 34 45 2.1 4,095 3,479
Latin America
and the Caribbean 1.5 0.7 1.1 -0.1 2.6 30 2.1 451 895
Africa 1.8 23 2.7 31 3.1 35 32 591 338
West Asia 2.0 -0.5 2.3 1.6 —_— 4.0 3.0 130 446
South and East Asia 55 8.5 6.1 6.3 54 5.5 2.2 1,685 1,157
China 9.7 10.9 3.6 52 7.0 7.0 1.5 1,156 511
Mediterranean 3.0 1.3 1.0 1.1 -7.0 2.5 1.6 82 133

Source: UN/DESD. Data on population are those published by the Department in World Population Prospects, 1990

(United Mations publication, Sales No. E.91.X111.4).

a Preliminary.

b
estimates are rounded to the nearest half percentage point.

c The former Soviet Union and eastern Europe.

P
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Forecast, based on project LINK and DESD estimates. For the group of developing countries,

After 1990, the former German Democratic Republic is included in Germany.
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The developing countries as a whole grew slowly
in 1991, as they have for several years, mainly following
the same pattern of strong growth in eastern Asia and vir-
tually no change in per capita incomes in Africa. Latin
America, however, showed the first signs of emerging

‘from its decade-long stagnation. Nevertheless, in almost

half the developing countries, per capita output fell or
stagnated. In a small number of countries, albeit ac-
counting for almost half the people living in developing
countries, per capita output grew significantly.

DEVELOPED MARKET ECONOMIES: RECESSION AND RESPONSE

In early 1991, three of the seven major industrial econo-
mies were in outright recession—Canada, the United
Kingdom and the United States—while production
surged in the western part of Germany and in Japan (see

table I1.2). By the end of the year, Germany and Japan
were in recession, and the recovery elsewhere was weak
and fragile. For 1991 as a whole, the developed market
economies grew by less than 1 per cent, the slowest rate

Table 11.2.
QOutput, unemployment and inflation in seven major industrial economies, 1990-1991
1990 1991
Quarter Quarter Year
I i b1 v 1 i} o Iv¢ 1990 1991°
Growth of domestic product®
Canada 21 07 -10 47 -438 58 1.0 -08 05 -15
France 46 -03 35 -03 0.3 2.8 3.1 — 2.8 1.0
Germany® 10.1 1.3 7.5 23 101 24  -19 -14 45 3.1
Ttaly 35 -17 2.8 0.3 1.4 1.0 02 1.2 2.0 1.0
Japan® 64 5.6 4.5 25 8.4 2.8 1.8 02 5.1 45
United Kingdom 4.2 38 53 40 27 -24 04 -14 1.1 2.1
United States 1.7 1.6 62 -39 25 14 1.8 0.4 1.0 -07
Total 4.3 2.3 21 -1.1 1.9 14 1.3 0.1 2.7 1.1
Unemployment!

Canada 75 7.4 8.1 91 101 103 103 103 81 102
France 9.0 9.0 8.9 8.9 9.0 92 9.5 9.7 8.9 94
Germany 53 52 5.1 4.7 43 4.3 44 4.3 49 43
Ttaly 10.1 9.7 9.8 9.8 9.9 100 9.6 99 103 9.9
Japan 2.1 2.1 2.1 21 20 2.1 22 2.1 2.1 2.1
United Kingdom 6.7 6.7 6.8 73 8.2 9.2 99 103 6.9 94
United States 52 52 55 5.8 6.4 6.7 6.7 6.9 54 6.6

Total 55 55 56

5.8 6.1 6.3 6.4 6.5 5.6 6.3

Consumer price increases®

Canada 54 4.6 42
France 33 31 35
Germany 2.7 2.3 2.7
Ttaly 6.4 6.0 6.5
Japan 35 25 2.6
United Kingdom 78 9.6 104
United States 52 4.6 55

Total 48 44 49

Source: UN/DESD, based on data of IMF, OECD and national authorities (n.b., Germany is western Germany only

in this table).

Partly estimated.

a
b Percentage change in seasonally adjusted data from preceding quarter, expressed at annual rate
(total is weighted average with weights being 1990 GDP, valued at 1988 prices and exchange rates).

Gross national product.

c

d Percentage of total labour force; seasonally adjusted data as standardized by OECD.

[ Percentage change in average consumer price index in quarter relative to same quarter of preceding year
(total is weighted average with weights being annual consumption valued in 1988 prices and exchange rates).
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Figure Il.1.
Consumer confidence in six major economies, 1989-1991%
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a For Canada and United States, measure is an index (1961=100, 1982=100 respectively); for others,
measure shows percentage of respondents to a survey who expect an improvement minus percentage
who expect a deterioration. '
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since the 1982 recession (see table A.2). The policy re-
sponse, analysed below, was tentative and weak.

Three million people were added to the unemploy-
ment rolls in the developed market economies last year.
In December, the unemployment rate in the United
States reached 7 per cent, measured on an internationally
standardized basis, about a percentage point higher than
ithad been a year before. In Canada and the United King-
dom unemployment was above 10 per cent of the labour
force at year-end and in France and Italy, it was almost as
high. Only in the western part of Germany and in Japan,
among the seven major economies, were unemployment
rates still at moderate or low levels relative to industrial
country averages in recent years (see table A.6).

Several of the smaller developed market econo-
mies also were inrecession last year, including Australia,
Finland, New Zealand, South Africa and Sweden. Un-
employment rose during the year by 2 percentage points
in Australia and New Zealand, and about 6 percentage
points in Finland. By December it exceeded 10 per cent
in all three countries. In Finland, the crisis of the Soviet
economy, as well as slow growth in other major export
markets, made for great difficulties. Unemployment also
rose in countries with chronic unemployment problems,
such as Ireland, where a 2 percentage point increase
pushed the rate to 16 per cent.

The recession came after the longest, though not
the strongest expansion in post-war history. Renewed in-
flationary concemns in the late 1980s had led to monetary
stringency that weakened several of the developed mar-
ket economies by the end of 1990.! Although inflation
was brought down in 1991 (see table A.7), some coun-
tries were pushed into recession. For others, the coup de
grdce was adrop in consumer and business sentiment as-
sociated with the crisis situation between Iraq and Ku-
wait that began in August 1990.

After the war in the Middle East ended in February
1991, consumer confidence rebounded in several indus-
trial countries (see figure II.1) and the spending slide
eased. Even so, consumers remained cautious, espe-
cially in Canada, France, Italy and the United States. In
France, for example, 16 per cent more respondents ex-
. pected their situation to deteriorate rather than to im-
prove in March, which was the most “optimistic” month
of last year. Output began to recover, notably in Canada,
France and the United States; but the recovery never
gathered steam (see table I1.2).

WHY DOES THE UNITED STATES GROW SO SLOWLY?

Since the United States accounts for more than a third of

the output produced in the developed market economies,
it is of special concern when the economy of that country
becomes mired in recession. A year ago it was thought
that the United States downturn had ended and that the
dip in output had been rather short and mild. But since
late summer and through early 1992 output has been al-
most stagnant. Moreover, from the second quarter of
1989 until the recession began at the end of 1990, real
GDP grew at an annual rate of only 1.25 per cent. If the
crisis in the Persian Gulf provoked the United States re-
cession, the United States economy may have returned
to the pre-recessionary, nearly stagnant growth path. The
trend may continue until structural imbalances stem-
ming from the 1980s are corrected.

One such imbalance is the high level of debt of
households and enterprises. After a decade of stability,
the debt/equity ratio of non-financial corporations rose
from about 50 per cent in the early 1980s to 82 per cent
by 1989. The ratio of consumer and mortgage debt to dis-
posable income rose from about 70 per cent in the early
1980s to nearly 95 per cent by 1990. In the light of a dis-
appointing outlook for jobs or sales growth, coupled
with widely publicized difficulties of some of the most
prominent United States corporations, it became pru-
dent—if not necessary—to use additional cash flow to
reduce debt. Thus, neither consumer nor investment
spending grew last year. Personal consumption expendi-
tures in constant dollars rose slightly in the second and
third quarters (1.4 and 2.3 per cent, at annual rates), but
then fell in the last quarter; non-residential fixed invest-
ment continued to drop throughout the year.” If it is a bal-
ance-sheet restructuring that is taking place, the process
may well take longer than the inventory adjustments of a
few quarters in traditional business cycles.

The one bright spot in the second half of 1991 in the
United States economy was the 10 per cent rise in resi-
dential construction over the first half of the year. This
has to be seen, however, against the 16 per cent decline
that took place in the first half. For the year as a whole,
residential construction was down 10 per cent. The coun-
try is still in the midst of a correction to the building
boom in the 1980s that had been stimulated by the re-
laxation of regulations in the banking sector and a tax
structure that is highly favourable to real estate invest-
ment. Thus, despite the incentive from lower interest
rates this year, construction is unlikely to become a ma-
jor growth sector until high vacancy rates in over-built
commercial real estate and generally depressed housing
prices are worked off.

Government expenditure has not been a stimulus to
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growth. Since the mid-1980s, fiscal policy has been re-
strictive, as the earlier uncontrolled growth of Federal
deficits had to be corrected. In 1990, additional Federal
spending cuts and tax increases were enacted just as the
recession was beginning. However, the recession made
amockery of deficit-reduction commitments, as the con-
solidated Federal Government deficit surged to $269 bil-
lion in the year ending 30 September 1991 (5 per cent of
GDP). The United States Administration expected in
February 1992 that the 1991/92 budget deficit would
reach $399 billion (almost 7 per cent of GDP) and that
the deficit in the proposed budget for 1992/93 would still
be as high as $352 billion.* The rise in the deficit has
mainly been the result of passive changes in revenues
and expenditures, rather than counter-cyclical spending
efforts. Moreover, in the absence of Federal assistance
state and local governments have had to cut back ex-
penditures as the recession hit their revenues, adding a
directly contractionary factor. As a result, the current re-
cession is the first one in at least 30 years in which the
fiscal stance was not pressing for recovery.*

The United States Administration and Members of
Congress proposed several fiscal stimulus packages in
the early months of this year, but they would only have
given a small fiscal impulse if enacted. On the other
hand, many calls from outside the Government were
heard during the winter months for a substantial, tempo-
rary fiscal impulse. The argument was that consolidation
of the Federal deficit remained a very important me-
dium-term policy goal, but that short-term exigencies—
social as well as economic—required immediate
counter-cyclical action and that investment in education
andinfrastructure would also improve long-term growth
prospects. “The nation cannot afford the economic waste
and human distress of protracted high unemployment”
stated an open letter to the Government from 100 emi-
nent United States economists in March 1992.

THE USE OF MONETARY POLICY
IN THE MAJOR ECONOMIES

Though fiscal policy was hamstrung, United States
monetary authorities had more room to act and they did,
as did monetary policy makers in the other major indus-
trial countries. But policy actions were very cautious for
fear of setting off new inflationary pressures. In the
event, repeated doses of monetary easing have been ap-
plied in most of the major countries, as the economies
failed to respond adequately.

In fact, inflationary pressures were generally weak.
The sharp run-up in spot prices on international petro-

leum markets that occurred in the last third of 1990 was
largely unwound by the first quarter of 1991, and the unit
values of fuel imports of the industrialized countries re-
turned essentially to pre-crisis levels by the second quar-
ter. Moreover, if dollar fuel prices are deflated by dollar
prices of manufactured exports of developed market
economies—reflecting exchange rate changes among
other factors—the oil-price “shock” in late 1990 is seen
to have been much smaller than the nominal dollar data
indicate (see figure I1.2). In addition, non-fuel commod-
ity prices on international markets weakened last year
and were especially low when measured in terms of the
volume of manufactured exports of industrial countries
that they could buy (see chapter IIT). Coupled with the re-
cessionary dampening of wage pressure and an attendant
slow-down in the growth of labour cost per unit of out-
put, fears about inflation and inflation itself eased, ex-
cept in Germany.

In the United States, the Federal Reserve reduced
its discount rate in several stages from 7 per cent in De-
cember 1990 to 3.5 per cent in December 1991, the low-
est level since 1964. The full range of short-term interest
rates has fallen significantly through 1991; longer-term
rates declined less. While such reductions in interest
rates ease the cost of servicing outstanding debt, they
seem to have provided only a very limited stimulus to de-
mand as there has been little inclination to borrow—or to
lend—in the face of lingering recession and high levels
of personal and corporate debt. Thus, in spite of the eas-
ing of credit terms, the broad money supply in the United
States (M2) actually declined in real terms last year (see
table A.8).

In Canada, short-term interest rates declined sub-
stantially in the face of the steep recession there. By year-
end the prime rate at commercial banks was 6.5 percent-
age points below its 14.75 per cent peak, reached in sum-
mer, 1990; by the end of January 1992 it had fallen an ad-
ditional 0.5 percentage point.®

British authorities have similarly eased monetary
conditions: the three-month money rate fell from 15 per
cent in 1990 to below 12 per cent in 1991. As in the
United States, however, long-term rates have changed
less (see table A.8).

In Japan, economic growth weakened in the course
of the year. By the summer, the Bank of Japan took the
opportonity of a calming of inflationary concerns to ease
monetary policy slightly; during the second half of the
year it lowered the official discount rate by 1.5 percent-
age points to 4.5 per cent and then by an additional 0.75
percentage point on 1 April 1992.
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Figure I1.2.

Fuel import prices of developed market economies, 1982-1991
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The unification of Germany added 1.5 percentage
points to the growth rate of the western part of the coun-
try in 1990 and about 1 percentage point to the growth
last year.® Large financial transfers were made by the
Federal Government to the eastern Linder, which were
financed by government borrowing. German macroeco-
nomic policy in 1991 aimed at easing the resulting de-
mand pressures. On the one hand, as will be analysed in
more detail below, the Government imposed a tax in-
crease from 1 July along with other measures of fiscal re-
straint. On the other hand, the Bundesbank raised official
interest rates, first in February by half a percentage point
and then again in August when the discount rate was in-
creased by 1 percentage point and the Lombard rate was
raised 0.75 percentage point. Consumer price inflation in
western Germany rose above 4 per cent, a moderate rate
in many countries but high by German standards. Thus,
although the German economy began to contract, the
Bundesbank remained firm in its stance against infla-
tionary pressure and its commitment to avoid a wage-
price spiral this year. As the year ended, the Bundesbank
raised interest rates another notch. As a result, German

interest rates became the highest they have ever been in
the post-war period.

GOVERNMENT ACTIVISM IN THE 19908

Much discussion of economic policy in the 1980s em-
phasized the limits to the role of government in a market
economy. In many governmental and academic circles,
fiscal policy lost favour as a tool for countering the inher-
ent fluctuations in aggregate economic activity, let alone
steering national economies onto adequate and sustain-
able economic growth paths. A common theme in na-
tional parliaments and international policy discussions
was the need to contain the growth of budgetary expen-
diture and reduce public sector borrowing requirements.
Official borrowing was considered excessive and
thought to be less in the national interest than private sec-
tor borrowing.

However, the reality of government policy did not
match the thetoric. As the failure to contain the United
States budget deficit has shown, political pressures in a
democratic government may prevail over economic ob-
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jectives. Three other cases—from Germany, Italy and Ja-
pan—{further illustrate this point.

The unification of Germany

Towards the end of 1989, the prospect of German unifi-
cation, long dismissed as impossible, became all of a
sudden a very distinct possibility. By early 1990 the
question was no longer whether or when but how and
how soon. Proposals for a gradual process of economic
reintegration seemed reasonable from a purely economic
point of view, but they did not take account of political
and social issues, including the prospect of a tide of emi-
gration from east to west. It also could not be said how
long the new fluid political situation in eastern Europe
would remain. The Government believed it to be of over-
riding political importance to create an irreversible uni-
fication of the country as quickly as possible. Thus, on
1 July 1990 the German Economic, Monetary and Social
Union was created and by 3 October the former German
Democratic Republic (GDR) became part of the Federal
Republic of Germany (FRG).

From the beginning, economic union meant the full
integration of the former GDR into the economic system
of the FRG.” As a result, from July 1990 the economies
of the eastern Ldnder became exposed to market forces
without any transitional period. Moreover, a political de-
termination had been made to avoid creating a “two-
class society” by bringing incomes in the east up to the
levels in the west as quickly as possible.

This political imperative clashed with another
overriding policy imperative, to avoid setting off infla-
tionary forces in the economy. This required tight control
of the fiscal situation. At first, it was argued that the
budgetary impact of integration would be moderate, as
adjustment in the eastern Linder was to be mainly a pri-
vate, market-driven process. The conventional wisdom
said that policy makers should avoid new subsidies to in-
dustries, encourage flexibility in the labour market and
limit the redistribution of income through the tax system,
all in order to minimize political interference in resource
allocation through markets. Nevertheless, a limited
package of tax and investment incentives, social spend-
ing subsidies and privatization measures was adopted,
including establishment of Treuhandanstalt, the institu-
tion that carries out privatization. Moreover, as a resuit
of earlier fiscal consolidation, the general government
accounts had gone into surplus in 1989 for the first time
in 15 years. The fiscal position was in any case slated to
be relaxed, as the final part of a multi-year tax reform—a

tax cut of DM 25 billion—went into effect on 1 January
1990.

But when unification began, the demand for east-
ern goods plummeted, as had been predicted. East Ger-
man industry virtually collapsed overnight. Its earlier
customers in eastern Europe and the USSR could not pay
in hard currency and domestic consumers switched to
western products. Eastern productivity and quality were
drastically inferior and industrial output in the east de-
clined 44 per cent from 1989 to mid-1990. Unemploy-
ment rose and migration raised great alarm, although
many firms were able with government subsidies to keep
large numbers of employees on short-time payrolls.
Beneficiaries retained their jobs according to this
scheme, but worked substantially fewer hours and were
paid in part by their employer and in part out of official
funds, with their total compensation amounting up to 90
per cent of their full-time pay.

At the same time, under political pressure from un-
ions for convergence of wage rates, negotiations raised
wage rates in the east and targeted nominal wage equal-
ity with the west by 1994, although productivity in the
eastern Ldnder is about one third of that in the west.
Western business executives found eastern infrastruc-
ture more obsolete than expected and environmentally
unacceptable. Moreover, the claims of former property
holders in the eastern Lander remained to be settled, so
ownership of assets was not clear. Investors thus hesi-
tated to go into the east.

The economic collapse east of the Elbe in 1990 was
a clear sign that successful integration of two such vastly
different economies required more radical policy meas-
ures. Government expenditure on public transfers to the
east in the first six months of economic integration ran
about twice the level that had been expected during the
summer. But the Government would have to play an
even more forceful role to encourage néw investment or
see its political commitment to the east become embed-
ded in persisting consumption subsidies.

An additional two-year DM 24 billion public
spending package was agreed on 8 March 1991, focus-
ing on investment by local authorities in schools, hospi-
tals and social institutions. Funds were also earmarked
for a variety of job-creation measures as well as invest-
ment programmes in housing, shipyards and environ-
ment.

These and other transfer and investment expendi-
tures for the east raised net German government spend-
ing by about DM 105 billion in 1991 and about
DM 125 billion was anticipated in 1992.% Together with



BOX 11.1.

Maastricht: halfway to a United States of Europe

ON 11 DECEMBER 1991, the European Council,
meeting at summit level at Maastricht, the
Netherlands, adopted a document that will
strengthen the union of the European Com-
munity (EC). Maastricht is not, however, the
final step. By the time all the new policy com-
mitments are implemented at the turn of the
new century, the Community may wish to fur-
ther strengthen its union by according more
authority and a larger budget to its central in-
stitutions.

The Maastricht agreement will never-
theless set the EC on a clear path to economic
and political usion, even if the word “fed-
eral” does not appear in the document, and
the United Kingdom reserved therightina
separate protocol to “opt out” of the new
structure at a later date. While important po-
litical and security commitments were part of
the Maastricht treaty, it seems in particular
that the new economic structures will step up
pressures for a further centralization of deci-
sion-making.”

The economic part of the Maastricht
agreement sets out the procedures for trans-
forming the European Monetary System
(EMS) into an Economic and Monetary Un-
ion (EMU) that would overcome some of the
shortcomings of the EMS. Currently under
EMS, 10 of the 12 EC member States fix
their exchange rates vis-d-vis each other
(nominally, they agree to maintain their ex-
change rate within a narrow band around a
rate set against the European currency unit
(ECU), a composite of major European cur-
rencies). Exchange rates can be changed by
mutual agreement, although the last general
realignment was in January 1987 and no fur-
ther realignments are expected. In addition,
since adopting the Single European Act in
1985, the Community has been taking down
all barriers to the flow of goods, people and
finance across borders. By the end of this
year, it will have completed the creation of a
single internal market. With finance thus free
to flow across borders, the only way to main-
tain fixed exchange rates is to closely coordi-
nate monetary policies so that changing dif-
ferences in interest rates do not cause disrup-
tive transborder flows.

As EMS has worked in practice, the
largest economy sets monetary policy accord-
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ing to domestic preferences and local needs,
and the rest of the EMS members are more or
less constrained to follow suit. The attraction
of this arrangement has been that the firm
anti-inflationary mandate of the Bundes-
bank, the German central bank, has been an
anchor for monetary policy in other coun-
tries. The difficulties arise when Bundesbank
policies force adoption of policies elsewhere
that run counter to local needs. A case in
point arose last year when repeated actions to
raise German interest rates to rein in the surg-
ing German economy prevented other central
banks from taking steps to ease monetary
conditions to counter their weakening econo-
mies.

By 1999, under the new EMU, national
currencies would be replaced by a single
European currency (the ECU) and a single
Community institution would set monetary
policy. As noted by the Governor of the Cen-
tral Bank of Ireland, the loss of formal sover-
eignty over monetary policy —which for
small countries had been greatly circum-
scribed anyway under EMS—was balanced
by acquiring an actual input into the formula-
tion of European monetary policy.”

Something, however, is still missing.
The Maastricht agreement contains certain
conditions on the convergence of national
policies so that participants in the final stage
of the agreement begin more or less in a com-
parable macroeconomic—or more properly,
monetary-—situation. The criteria are that a
country’s rate of inflation should be within
1.5 percentage points of that of the three best
performing Community members, its ex-
change rates within the exchange rate mecha-
nism of the EMS should be stable, long-term
interest rates should converge within 2 per-
centage points of the three best performing
member States in terms of price stability, and
the financial position of the Government
should be acceptable.® If in 1996, a simple
majority of member States satisfies the con-
vergence criteria, a two-thirds majority of
States can decide to implement the single cur-
rency and central bank by 1 January 1997.
Failing that, the new system would be estab-
lished by 1 January 1999, with countries that
meet the criteria taking part.

Nothing, however, is required with re-
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spect to rates of growth of real income or lev-
els of output per capita. In principle, coun-
tries with high rates of inflation could
squeeze out their inflation in time to meet the
criteria at the expense of a serious contrac-
tion in output and income. They would qual-
ify, but the situation might not be sustainable
in a politically meaningful way.

Ultimately, in other words, the Commu-
nity needs to hold out the promise of a con-
vergence of real incomes per capita. Yet un-
der the present and agreed structure, the eco-
nomic institutions of the centre have only a
limited role. Individual national Govern-
ments are free to pursue macroeconomic poi-
icy stimuli for growth, but their expenditure
would be effectively restricted to a small ex-
cess over fiscal revenues, the limits being de-
termined by what the Government can fi-
nance by borrowing from the public without
unduly raising interest rates. There would

also be Community oversight. National bor-
rowing from the regional monetary authority
would not be allowed.

This is desirable from the point of view
of inflation control, but severely limits the
scope for national growth policies or counter-
cyclical fiscal policies, particularly for the
relatively poorer regions of the union. If the
centre were so empowered, it could borrow
on far better terms than the individual States
and pass on funds to member Governments
to cover mutually agreed deficits. Moreover,
a union-wide fiscal policy with stronger
“automatic stabilizers” for regions hit hard-
estby economic shocks would make for a po-
litically more robust arrangement.® There is
thus a contradiction between what the union
needs to be a dynamic political entity and the
present commitment to a limited central
authority and fiscal autonomy for the mem-
ber States.®

2 For the full text of the Maastricht agreement, see The New Treaty on European Union: Legal
and Political Analyses (Brussels, Belmont European Policy Centre, 1992).

b Jreland has perhaps a unique perspective on monetary union as it had been part of a mone-
tary arrangement with the United Kingdom for 150 years, from which it broke away after
sterling became a relatively high-inflation currency in the 1960s and 1970s and it sub-
sequently joined the EMS on its formation in 1979 (Maurice F. Doyle, speech to the Centre
for European Policy Studies, Brussels, 11 December 1991).

¢ The formal requirements on the fiscal side of harmonization are that the consolidated gen-
eral government budget deficit should not exceed 3 per cent of GDP and the ratio of public
debt to GDP should not exceed 60 per cent. Efforts to meet the targets are, however, subject
to interpretation by the Community and it is possible that a country making adequate pro-
gress, say, in consolidating its budget but failing to meet the debt-to-GDP target might be
deemed to qualify to join in the final stage of EMU.

4 In the case of the United States, the regional stabilizers principally take the form of lower
federal taxes and larger federally-funded unemployment payments (see Xavier Sala-i-Mar-
tin and Jeffrey Sachs, “Fiscal federalism and optimum currency areas: evidence for Europe
from the United States”, National Bureau of Economic Research Working Paper, No. 3885

(October 1991)).

© This argument is developed in greater detail in “European Monetary Union: problems re-
maining after Maastricht”, Supplement to World Economic Survey 1991 (United Nations

publication, forthcoming).

unforeseen expenditures in assuming a share of the cost
of the war in the Persian Gulf and transfers to the Soviet
Union, this raised the general government deficit to 3.7
per cent of GNP last year and almost the same level was
forecast for this year.”

Germany’s hard-wrought budget discipline was
thus sacrificed for a higher political goal. Government
borrowing had to be resorted to in 1990, given the quick
pace of events, but by 1991 the need for budgetary ad-
justment was clear to all. Thus, in March a one-year in-

come tax surcharge of 7.5 per cent was agreed, to begin
in July, and in September the Federal Government intro-
duced legislation to reallocate some transfers from the
old Ldnder to the new through additions to the federal
and state Unity Fund for the east.

Although the Bundesbank leaned against rising in-
flationary pressures and raised interest rates, the public-
sector deficit could easily be financed. Increased govern-
ment deficits, even very large deficits, can thus be found
appropriate as short-run policy choices under certain cir-
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Table I1.3.
Current government expenditure in Italy and the European Community, 1980-1991
Percentage of GDP
1980 1987 1988 1989 1950 1991
Interest payments
Italy 53 8 8.2 9 9.7 10.1
EC average 32 4.8 4.7 4.8 5 52
Non-interest expenditure
Italy 324 37.% 379 38 38.5 38.8
EC average 376 39.6 39 383 385 39.7
of which:
Government consumption
Italy 14.7 16.8 17 16.7 17.3 174
EC average 18.2 18.6 18.3 17.9 18 18.1
Transfers to households
Italy 14.1 174 17.5 17.6 18 18.3
EC average 15.9 17.4 17.2 16.9 17 17.1
- Total current expenditure
Italy 37.7 45.7 46.1 47 48.1 48.9
EC average 40.8 444 43.7 43.1 43.5 449

Source: Ministry of the Budget and Economic Planning of Jtaly,
Relazione Previsionale e Programmatica per il 1992 (Rome, 1991), p. 18.

cumstances even in the most economically cautious
countries. This notwithstanding, a new budget consoli-
dation was programmed under the 1992 fiscal budget
and medium-term plan. In early 1992 the Government
agreed to raise the value-added tax as of 1993 and further
tax and expenditure adjustments can be expected, as the
Government is committed to return to a more normal fis-
cal balance by mid-decade.

Italy after Maastricht

Countries participating in the European Monetary Sys-
tem (EMS) accept a strong measure of discipline in
monetary policy as a consequence of effectively fixing
their exchange rates vis-a-vis other EMS currencies and
eliminating controls on capital movements. However,
restraints on fiscal policy have been weak and indirect.
In the case of Italy, joining EMS in 1979 meant that the
large fiscal deficits that began in the early 1970s could no
longer be financed with the help of low real interest rates
under rapid inflation. Italy’s general government deficit
in the 1980s nevertheless averaged 11 per cent of GDP,
about the same as in the second half of the 1970s (10.4
per cent). Although deficits of this magnitude were read-
ily financed, Government interest payments rose from 5
per cent of GDP in 1980 to 10 per cent last year. Now,
however, under the agreement at the December summit
of the European Community (EC) at Maastricht, the
Netherlands, the process was set up for establishing the

Economic and Monetary Union (EMU). It requires, inter
alia, that budget deficits and other key macroeconomic
indicators of participating countries be harmonized by
1996 (see box I1.1). For Italy, this means a sharp adjust-
ment.

To reduce the overall deficit in accordance with the
Maastricht target, Italy will have to run a substantial sur-
plus in its “primary balance”, i.e., the budget balance ex-
cluding net interest payments on public debt. Italy re-
duced its primary deficit from 4-5 per cent of GDP in the
mid-1980sto 1.5 per cent in 1989 and 1990, and to an es-
timated 0.4 per cent in 1991.!° But with the growth of
debt-servicing obligations, this decline still left the over-
all deficit unmanageably high.

Deficit reduction efforts concentrated first on in-
creasing revenue, largely by means of once and for all
measures. The Government introduced two tax amnes-
ties in the 1989 and 1991 budgets, as well as measures to
reduce tax evasion, which has been pervasive in Italy, es-
pecially among small businesses and the self-employed.
There have been various increases in value-added tax
rates, excise taxes and fees for public services. Social se-
curity contributions of employers and employees were
also raised. The scope for further increases in tax rates,
however, now apyears limited as Italian rates are close to
the EC average.

In addition, both the 1991 and 1992 budgets pro-
vided for revenue increases through sales of public as-
sets. However, only about half of the expected revenue
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from privatization in 1991 was realized. There is also
controversy about how to share the proceeds of privati-
zation between the Treasury and the privatized enter-
prises, as the latter need funds for restructuring and in-
vestment in technology. The privatization measures in
the 1992 Budget (Finance Act), which account for a
quarter of the planned budget savings, were approved in
Parliament at the end of January 1992. It remains to be
seen whether the amounts involved can be realized
within the course of the year, given the limited size of the
Italian stock market and the need to transform the enter-
prises involved into independent corporations and to se-
cure Government and Parliament approval.

The bulk of the budget correction in Italy thus en-
tails reducing Government expenditures. Although ex-
penditure as a share of GDP has largely stabilized in the
EC, it has continued to rise in Italy, in particular as re-
gards government consumption and transfers to house-
holds (see table I1.3). Italy could follow a different ex-
penditure trend than its partners only if it could pay for it.

Government social expenditures and transfer pay-
ments have been on a rising trend since the 1970s, partly
to make up for earlier deficiencies. In the early 1970s, the
years of compulsory schooling were extended, the
health-care system was reformed, health-care benefits
were linked to eamings instead of contributions, and so
on, opening a gap in public finances that has never been
closed." There was also a gradual change in policy from
enterprise aid and capital expenditures to income trans-
fers, particularly in the less-developed south of Italy. The
transfers were carried out in direct and not-so-direct
ways. For example, not only were unemployment bene-
fits raised and pension benefits made among the most
generous in Europe, but a practice arose of according
disability and seniority benefits under liberal interpreta-
tions of need or qualification.'” Together with health care
expenditures, pension reform has become a major focus
of policy attention in Italy.

Improving the flexibility of the labour market has
also become a big issue. Wage rates in medium and large-
scale sectors have long been set through centralized
wage bargaining and wage indexation (scala mobile).
Coupled with a Government-condoned policy of wage
equalization between the north and south of the country
(except for a 2 per cent differential in hourly wages), sub-
stantial subsidies have been required to offset the large
gap in productivity between the two regions. Moreover,
a Wage Supplementation Fund (Cassa Integrazioni di
Guadagni) compensates public and private sector work-

ers who have been made redundant for a large part of lost

salaries for up to two years. Fund disbursements have
been growing on the heels of recent restructurings in the
private and public sectors,

Successive Italian Governments have followed a
policy of active participation and intervention in almost
every area of economic activity, coupled with a readiness
to dispense funds and issue regulations to reach eco-
nomiic and social goals. The State controls two thirds of
the banking systemn, three fourths of transportation and
communications and all public utilities. It is active in ba-
sic industries, transport equipment and chemicals, as
well as electronics and food, mainly through holdings
with private participation. These have had substantial
budgetary consequences. Regional policy has increased
the commitments, as the Government has given large in-
vestment incentives in the south and has imposed costly
procurement requirements from southern firms. More-
over, the Government assists ailing private firms through
provision of equity, ordinary and subsidized credits and,
if all else fails, takeover by a State corporation for re-
structuring with a view to a later return to the private sec-
tor.”

The Italian economy is thus characterized by a
large public sector and a heavily dependent private sec-
tor, which is not the ideal towards which the European
Community is aiming. The model may have given Italy
one of the highest economic growth rates in the EC over
the past two decades, but even aside from the budgetary
difficulties discussed here, the model may have reached
its limits. Competitive pressures from abroad have risen
and the European Commission is increasingly scrutiniz-
ing State aid to industry and other market-distorting
mechanisms in member States.

Substantial investment is needed in Italy to restruc-
ture traditional industries and invest in new technology
and the State has a substantial role to play. Government
subsidies for innovation and research and development
spending have been fruitful and less market-distorting
than many other subsidies." The need, in brief, is not for
a wholesale withdrawal of the Italian State from the
economy, but for a redirection of the effort within a sus-
tainable fiscal framework.

More generally, the Italian Government can only
maintain its social and economic policies in real terms if
its services and transfers are provided more efficiently
and targeted more narrowly as well as funded more fully
through tax revenues. In the past, inflationary financing
provided an escape valve to the inability to forge a politi-
cal consensus on financing the economic and social role
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of Government. The EMS tightened that valve and the
EMU is closing it.

Japan invests infiscal policy

Ever since the end of the Second World War, Japanese
Governments have abhorred fiscal deficits, while using
them to play a macroeconomic policy role when needed.
Indeed, following the severe inflation before and during
the war, the Finance Act of 1947 established very restric-
tive conditions under which the Governiment could issue
bonds. No medium-term or long-term bonds were issued
before 1965, a year of sharp economic slow-down. The
bonds issued then and subsequently, which were called
“construction bonds” (Kensetsu Ksai), were formally
meant to finance public construction and a limited num-
ber of other activities. Ten years later, after the “oil
shock” and subsequent recession, the Government is-
sued the first bonds in exception to the Finance Act re-
strictions. In Japanese discussions, issuance of those
“deficit-financing bonds” (Tokurei Ksai or Akaji Ksai)
were taken to indicate the existence of budgetary dise-
quilibrium. Such bonds were issued in substantial
amounts until the mid-1980s, as policies to eliminate the
deficit they represented had to be postponed repeatedly.
The goal of ending issnance of the bonds was finally
achieved in 1990." ‘

Currently, the Government is working under a me-
dium-term target to reduce the public sector borrowing
requirement. The Ministry of Finance submitted its Fis-
cal Policy Reform Plan (the medium-term fiscal policy
perspective), at the end of January 1992 to cover fiscal
years to 1995. It revised the earlier plan submitted in
March 1990, owing to the present slow-down of the
economy, but kept the original target of reducing the bor-
rowing requirement to less than 5 per cent of budget ex-
penditures by fiscal 1995. According to the old plan, the
issuance of construction bonds would be reduced by
¥450 billion annually from 1992 to 1995. However, with
the prospect of revenue declining this year owing to the
economic slow-down, the budget for 1992 envisions the
issuance of over ¥7 trillion in construction bonds. This
would put the borrowing requirement over 10 per cent
(compared to 7.6 per cent in 1991) of budget expendi-
ture. The Ministry now plans to contract the deficit by
¥1.15 trillion annually over the remaining years, on the
assumption that economic growth will begin to acceler-
ate again in the next fiscal year.

In terms of internationally standardized measures,
the central Government currently nuns a deficit of about

1.5 per cent of GDP while the general government sec-
tor-—including local authorities—has been in surplus
since 1987. This follows a period of large deficits in the
late 1970s and early 1980s, when they peaked at 5.5 per
cent of GDP in 1977. The deficit was initially caused by
the impact of recession and certain counter-cyclical ex-
penditures, but government investment and related capi-
tal transfers were also increased in support of adjustment
activities (see figure I1.3). Government-supported capi-
tal formation has, in any event, been consistently main-
tained at a high level, roughly twice the average for de-
veloped market economies as a whole.'® The consider-
able adjustment of the general government accounts that
did take place, from a deficit of over 5 per cent of GDP in
the late 1970s to a surplus of over 2 per cent by 1990, re-
sulted from revenue increases."’

Figure IL.3.
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The Japanese fiscal response to the slow-down of
1991 was consistent with this broad pattern. Aside from
a passive deterioration in the budget balance owing to the
slow-down in economic growth, certain discretionary
expenditures were increased, all of which were in the na-
ture of additions to investment. The major technique for
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so doing was already clear in a supplementary budget for
1991, adopted in December, wherein the Government
added almost ¥2 trillion to the Fiscal Investment and
Loan Programme (FILP)—in Japanese, Zaiseityshi or
Zait. In fiscal 1992, the FILP is slated to come to ¥41 tril-
lion, amounting to over half of the General Account
Budget. It will be the first time in five years that FILP
lending has grown by double digits.

FILP resources do not derive from direct budgetary
allocations but from the surplus funds and reserves of
various government accounts (e.g., National Pension
Fund and Postal Savings Fund) and proceeds from vari-
ous bonds and borrowings guaranteed by the Govern-
ment. The FILP investments must earn sufficient income
to cover obligations on the resources deployed. The
Government thus engages in socially and economically
important, yet income-earning investments. In fact, re-
cipients of FILP funds are often themselves intermediar-
ies, including local authorities. Certain financial institu-
tions receive FILP funds, such as the Japan Development
Bank, whose allocation is to be raised 22 per cent this
year. It will, in turn, boost its lending for “living and ur-
ban infrastructure” projects and major transportation im-
provements. Other recipients of FILP resources include
the Japan Export-Import Bank, the People’s Finance
Corporation and the Small and Medium Business Fi-
nance Corporation.

Although FILP expenditures are proposed by the
Government and approved by the Diet, they are not con-
sidered part of the budget per se. The formal budget for
1992 was an austere one, as the prospects for tax revenue
were subdued. The expenditure increase was thus kept to
less than 3 per cent, compared to over 6 per cent in the
initial 1991 budget. Yet, in keeping with the emphasis on
investment, the overall public works component of the
budget was to grow by 4.5 per cent.' The 1992 budget
also contained temporary tax increases to offset some of
the revenue shortfalls from the slow-down, but it also
contained provision for a 36 per cent increase in con-
struction bonds.

In sum, as the concern about economic slow-down
grew, the Government announced several economic re-
vitalization measures, including utilizing government fi-
nancial institutions to expand resources for small and
medium-sized companies and scheduling more public
works to be started in the first half of the fiscal year. It
even requested public utilities, such as electricity and
telecommunications, to follow suit in accelerating their
own investment expenditures. The net effect of these
various components of the Japanese fiscal effort is ex-
pected to be a small stimulus to the economy as a whole
and a somewhat more significant addition to gross in-
vestment. All in all, it is a strategy to wed demand man-
agement and supply enhancement.

THE TRANSITION TO NEW MARKET ECONOMIES

A revolution is under way in the eastern part of Europe
and in the former Soviet Union. In its economic dimen-
sion, it entails a complete change of system. Without
precedents against which to compare national progress,
Governments have been changing policy-making teams,
sometimes frequently. Expectations have tended to be
over-optimistic and disappointments have been sharp.
Untried policies and considerable “learning by doing”

are the order of the day. As of early 1992, these econo-
mies were still in transition: the old order of central plan-
ning had broken up, but the new system had not yet crys-
tallized.

In such a situation, severe economic disruption
might be expected; indeed, with output falling 16 per
cent last year, it was happening. Output fell sharply even
in the countries that were expecting recovery to begin,

Table 11.4.
The last year in which economic indicators matched 1991 levels in transition economies
Gross industrial
GDP at market prices production Gross investment  Private consumption
Bulgaria 1979 1979 1977 1983
Czechoslovakia 1979 1979 1978 1988
Hungary 1981 1978 1975 1983
Poland 1982 1975 1974 1983
Romania 1980 1979 1973 1988
Soviet Union 1983 1985 1984 1989

Source: UN/DESD and ECE.
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notably Poland and Romania (see table A.3). Activity in
the private sector has begun to flourish, but, because of
its small share in overall activity, that could only moder-
ate, not arrest, the decline. In the former Soviet Union,
national income in 1991 was at least 15 per cent less than
in the previous year."”

By all indicators, the region is in the grip of a sav-
age economic contraction. The fall in economic activity
is without precedent in industrialized countries. Levels
of output in 1991 were no higher than ten years ago (see
table I1.4). Investment fell to the levels of the middle
1970s. The last three years have witnessed such deep
cuts in investment outlays that even essential mainte-
nance has been delayed or neglected, threatening much
of the viable capital stock.

In the Soviet Union, practically all of the increment
in national income in the period 1986-1990 had been ex-
pended on current consumption and on non-industrial
construction. In 1991, the stock of unfinished construc-
tion grew by 30 per cent; in 1990 it had already amounted
to 17 per cent of investment, compared to 5 per cent in
1985. According to estimates of Goskomstat of the
USSR, the Union ended with two thirds of machinery
and equipment in industry technically obsolete and 42
per cent of fixed assets due for replacement. In individ-
ual sectors, the situation was even worse; e.g., in the Rus-
sian Federation’s oil refining industry, 90 per cent of
equipment was reported to be due for replacement.*

Industrial production has been especially hard hit.
Anti-inflationary demand restraints sharply cut back do-
mestic purchases in eastern Europe. With the collapse of
trading relationships under the Council for Mutual Eco-
nomic Assistance (CMEA), orders from neighbouring
CMEA countries fell by a half or more, seriously hurting
production for exports. Exports to hard-currency mar-
kets have not been able to make up the slack (see chapter
). Import restraints in some countries deprived indus-
try of necessary raw materials, equipment and replace-
ment parts, in the USSR especially in the food, pharma-
ceuticals, textile, garments and footwear sectors.

The deterioration in the agricultural sector became
an international focus of attention, particularly in the
countries that were relatively late starters in the transfor-
mation to market economies, namely Bulgaria, Romania
and the former Soviet Union (see table A.10). Bulgaria,
formerly a food exporter to the east and the west, was
forced to import large quantities of food. In the former
Soviet Union, the grain harvest dropped 25 per cent last
year. The acreage sown fell 3.3 million hectares, after
having fallen 2.1 million hectares from 1986 to 1990.

The rural economy has generally been buffeted by
inflationary cost increases and heavy taxation, making
many formerly profitable farms unprofitable. The politi-
cal debates continue about new land laws and how to re-
privatize the agricultural sector. The claims of earlier
owners of the land largely remain to be settled and some
unregulated transfers of propetty have made the people
working in the still collectivized sector uncertain even of
their continued habitation on those properties.

At the same time, markets for the agricultural out-
put of the countries with more successful harvests were
not readily found. Thus, while Hungarian and Polish ex-
ports to western Europe increased substantially, they
were insufficient to offset the steep drop in sales to for-
mer CMEA partners. Coupled with domestic demand
constraints, this has led to large unsold supplies in those
countries. As in the past, farmers expected their Govern-
ments to provide guidelines and intervene to help them.

- The assistance that could be mustered was only suffi-

cient to arrest a drastic collapse in confidence, but not
enough to stop the decline in production.?! In this policy
environment, production and exports in 1992 will suffer.

Inflation, except in Czechoslovakia, exceeded by a
wide margin what policy makers had planned. Czecho-
slovakia pushed down the month-to-month inflation rate
from 26 per cent in January 1991 to practically nil by
September and maintained a low rate for the rest of the
year. At the other extreme, triple-digit inflation became
the order of the day in Bulgaria, Romania and in the dis-
integrating Soviet Union. In Poland, the target had been
to reduce inflation to 1 per cent a month before the end of
1991. The actual monthly rate declined to virtually zero
by July, but then began to rise as macroeconomic policy
was eased. For the year as a whole, the inflation rate was
thus 70 per cent (it had been 584 per cent in 1990). The
1991 Hungarian inflation rate, while half that of Poland,
was nevertheless higher than in 1990 (see table A.11).

Inflation exploded in the USSR: consumer prices
in October 1991 were 2.1 times and wholesale prices 2.7
times higher than a year before, in part due to a price rise
put into effect in April. But the real spurt of inflation oc-
curred at the very end of 1991 and the beginning of 1992,
especially after the liberalization of prices on 2 January.
By mid-February, prices had jumped at least 350 per cent
above the year-end 1991 level.

THE HIGH COST OF TRANSITION

The excitement in 1989 over the political opening for the
full economic transformation of the centrally planned
economies of Europe has now been tempered by the re-
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alization of how arduous the transformation will be. The
strategy that carried the day in many countries was to
make the transition as rapidly as possible, accepting
wholesale disruption of economic activity as a short-
term cost. This was the plan of attack that the German
Government adopted for the former German Democratic
Republic, with the rest of Germany absorbing most of
the cost of the changes. In the first year of what might be
called shock therapy with a safety net, GDP in the eastern
Ldinder fell 25 per cent; last year it fell another 19 per
cent. Output is expected to begin to recover this year,
with growth of about 10 per cent, which will leave GDP
still one third less than in 1989. This is an enormous de-
cline of economic activity and a very large scale of finan-
cial support is needed to make it socially and politically
possible. In this sense, the German case is unique; in no
other country has there been an equivalent “shock ab-
sorber”.

The experience of the Soviet Union was at the other
extreme in the sense that there was a long period of
equivocation and hesitation about economic and politi-
cal transformation, as forces for reform contended with
the opposition. This was reflected in economic stagna-
tion and then decline.?? The dénouement came inlate Au-
gust 1991, The failure of the half-hearted attempt at a
coup d’état temporarily paralysed the entrenched oppo-
sition to political and economic reforms, thus creating an
opportunity to radically speed up the process of transi-
tion. But at the same time, the paralysis of the old centre
made it impossible to contain the drive for independence
in the constituent republics. Within a fortnight following
the coup, the largely symbolic declarations of sover-
eignty issued by the republics in 1989 and 1990 were so-
lidified by acts of full independence in most of the repub-
lics. The three Baltic States regained their independence
early in September and in October became members of
the United Nations. The Governments of the new States
became new /oci of decision-making. With this unravel-
ling of the Soviet State, the political and economic trans-
formation of the USSR split into the parallel and interre-
lated, but far from uniform, transformation of 15 sepa-
rate States.

The short-run effect of these events was an intensi-
fication of the disruption of economic activity. The tradi-
tional mechanisms for economic exchange and distribu-
tion broke down without new mechanisms to replace
them. The successor countries and their Commonwealth
of Independent States have thus begun their economic
transformation, but neither the path of their transition nor

the character and mix of State and private activity to-
wards which they are aiming is clear vet.

Most of the other eastern European countries can
be said to have begun their transitions to market econo-
mies. Stabilization-cum-liberalization policies have
started to bear fruit in the countries that began the proc-
ess first. Thus, serious shortages have disappeared in
Czechoslovakia, Hungary and Poland. The social cost,
however, has been high and popular impatience with the
sacrifices is growing. This was clear in the parliamentary
elections last year in Poland, an early shock-therapy
country. Voters expressed a wish to loosen the contrac-
tionary policy in force since January 1990, voting its pro-
ponents out of office. Disaffection has also been shown
in Hungary by declining voter participation in local elec-
tions.

Czechoslovakia started an ambitious transforma-
tion exercise at the beginning of last year, with good re-
sults in arresting inflation, as noted above. But one by-
product was that strains between the Czech and Slovak
components of the Federal Republic intensified substan-
tially. Indeed, the stabilization programme affected the
two republics very differently; thus, the 1991 unemploy-
ment rate in the Czech Republic was 4 per cent and in the
Slovak Republic almost 12 per cent.”

The increase in the number of unemployed last year
was dramatic (see figure 11.4). In Bulgaria and Czecho-
slovakia there was a sixfold increase in the unemploy-
ment rate; in Hungary the increase was more than four-
fold; Poland witnessed a more than 50 per cent increase
(and this was on top of unemployment that had already
risen to 6.1 per cent in 1990). Romania’s rate increased
fivefold. These rates of unemployment are very high by
historical standards, particularly the more than 11 per
cent for Poland and Bulgaria’s 9.6 per cent, and no end to
the problem is in sight.

The continued worsening of the employment situ-
ation is also seen in the dwindling number of unfilled va-
cancies. In Czechoslovakia, for example, there were
about 100 unfilled vacancies per 100 unemployed job
seekers in December 1990; by the end of December 1991
there were only 12. In Hungary, there were 21 vacancies
per 100 job seekers at the end of 1990, but only 5 at the
end of 1991. In Poland, there were 9 vacancies per 100
job seekers in December 1990 and only 2 in December
1991.%

Some unemployment is an unavoidable conse-
quence of the economic transformation process, as the
work force needs to be reallocated in a more efficient
way; but some is fallout from anti-inflationary demand
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contraction and policies that did not work as expected.
Since the fight against inflation is not over, the anti-infla-
tionary component of unemployment is likely to remain
this year, adding to that associated with economic re-
structuring. Even in countries that began their transition
programmes relatively early, management will still be
under great pressure to shed non-essential labour and it
is certain that the evolving but still rather limited private
sector will not be able to absorb the additional pool of
workers for some time. Thus the prospect is that unem-
ployment will worsen in the short run.

Figure I1.4.
Unemployment in eastern Eurepe, 1989-1991
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Source: UN/DESD, based on national statistical publications.

Although all of these countries introduced unem-
ployment insurance schemes some time ago, the benefit
entitlements are now almost exhausted. Moreover, eco-

nomic decline caused a substantial decrease in the enter-
prise and employee tax payments that financed the
schemes.? At the same time, some economic units shed
labour by accelerating the retirement of their employees,
which increased the outlays for pension benefits. The re-
sult has been an unanticipated drain on the budget. As
long as budgets remain under tight constraint, social ex-
penditures are vulnerable. Indeed, since pensions are not
indexed but changed periodically, their real value has
been declining.

Real wages and salaries declined last year, after
earlier declines (see table A.11). The real value of family
and child-care allowances also fell. Most families appear
to have sought to cope with this income loss in the “first
economy” by extra work, particularly in the “second
economy”, i.e., the informal and private sectors.?

All in all, the drastic and sudden decline in house-
hold income, social transfers and, in some cases, in pub-

" lic expenditure on health, education, and child care is

making the transition very painful for large portions of
society. The safety nets for vulnerable groups are inade-
quately funded and affected by design problems. Poverty
is thus growing and there is a gradual but worrying in-
crease in homelessness. Yet, distributive issues and so-
cial policy have remained, by and large, a marginal topic
in the debate about the transition to market economies.”’

In the economic history of the centrally planned
economies in eastern and central Europe the State has
had the double task of managing the economy and shap-
ing societal relations. Policy developments since 1989
seem to have exposed the limits of the role of the State as
a manager of socio-economic change, while also creat-
ing a certain disenchantment with the newly dominant
market ideologies of development. A certain degree of
intellectual disarray has now begun to set in and various
forms of political decay seem possible. Fear is spreading
that new democratic institutions will be at risk if more
authoritarian types of government come to be seen as an
acceptable response to today’s social and economic in-
stability. There is already a decline in certain forms of be-
haviour. Although individual freedom has been strength-
ened by the weakening of various forms of authority and
of previously accepted values of collectivism, in a sense
society has become more fragile.

THE SOVIET UNION DISSOLVES ITSELF

The year 1991 will go down as a turning point in world
history. A superpower crumbled from internal discord
and disarray provoked, to a major extent, by economic
difficulties. The statistics on economic decline in the
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USSR, as noted previously, showed a system ceasing to
function. For all its indisputable faults, the command
system had a certain integrity, established rules and pro-
cedures, hierarchical structures and enforcement mecha-
nisms that held the national economy together for dec-
ades. This structure was partially demolished to give
way to market mechanisms.

The central ministries and other economic agencies
at first tried to preserve some semblance of supply man-
agement and production coordination. But their operat-
ing principles were the diametrical opposite of the “in-
visible hand”; and they were not capable of “planning”
their own demise. Today, the ministries simply are no
longer there or have reconstituted themselves as unregu-
lated monopolies or capitalist trusts.

In the successor States, the first order of economic
business seemed at times to be capturing the property of
the former Union, exchanging claims and counter-
claims, and introducing restrictions on exports. Deci-
sions on economic reform and normalization of produc-
tion and distribution on their sovereign territories have
been harder to make. Lack of agreement between newly
independent States and in legislative and executive bod-
ies on vital issues such as tax collection, currency, prop-
erty, inter-republic trade and privatization have delayed
reforms and contributed to the general economic disar-
ray. This, in turn, reinforced aspirations of individual re-
publics (and even localities) to barricade themselves
from the economic decline in their erstwhile partners and
to try to “go it alone”. But, given the integrated nature of
the former Soviet economy, no partner could achieve this
without dislocating all others.

The process of disintegration in 1991 was particu-
larly pronounced in the budgetary area. Even before the
dissolution of the Union, the republics had failed to make
expected payments to the central budget: for the first
nine months of the year actual payments were only 45
per cent of the plan. The central Government budget
deficit for the same period was nearly 90 billion roubles.

One major cause of the deficits was the prolifera-
tion of social entitlement programmes that were promul-
gated by elected bodies at all levels without any regard
to the availability of funds. The Union-level pro-
grammes alone carried 1991 authorizations of 50 billion
roubles, the same amount in nominal terms as for the
whole of the preceding decade.

~ For the year as a whole, the consolidated budget
deficit reached 300 billion roubles (including Union,
Republic and extrabudgetary funds), or nearly 18 per
cent of GNP compared to 1.8 per cent in 1985. Budget

deficits of such magnitude could only be financed
through money creation, which accelerated as the year
progressed. Although 3.4 billion roubles were with-
drawn from circulation in the first quarter in a confisca-
tory manner, 25 billion and 49 billion roubles, respec-
tively, were added to the money supply during the sec-
ond and third quarters. In October alone the money sup-
ply rose by 12 billion roubles. As a result, the total
amount of money creation from January to October was
4.5 times larger than in the corresponding period of
1990.

‘Another perspective on the inflation was the rapid
expansion of credit made possible by very liberal lend-
ing policies of both State and commercial banks. During
the first nine months of 1991 the amount of credit dis-
bursed by the banks grew almost 70 per cent. In the Rus-
sian Federation, bank credit grew 1.8 times. The struc-
ture of lending was indicative of the inflationary spiral
that was gathering steam: 86 per cent of credits were
short-term, used by enterprises to cushion the effects of
higher prices for energy, raw materials and other capital
goods and, generally, to avoid the pain of adjustment to
arapidly changing economic environment.

Thus, at the same time as the Government at all lev-
els was starved for funds, the cash flow of enterprises and
organizations grew. During the first nine months of
1991, the profits from operations of enterprises in-
creased 80 per cent compared to the same period of 1990,
primarily through price increases for their products.
Much of the increase in profits went into social expendi-
tures and bonuses for employees and little of it to long-
term investment.

The ability of firms to raise prices was testimony to
the high degree of monopoly in various sectors.”® The
idea had been to encourage the enterprises to raise pro-
duction by making it more profitable. But with supply
lines disrupted, extreme uncertainty about the distribu-
tion network and risk-averse management, producers
only inflated the prices for their products and services in-
stead of increasing their output.” Even agricultural
goods, which were widely presumed to be hoarded by
producers in anticipation of higher prices in early 1992,
failed to arrive in volumes sufficient to satisfy the de-
mand and restrain further price hikes.

The general picture that emerges of enterprise be-
haviour in this environment is one of excessive and de-
bilitating “short-termism”. State enterprises are com-
plex organisms whose top priority is survival and whose
traditional habitat has been a bureaucratic State struc-
ture. Their behaviour may be arational response to a very



BOX II.2.

Out of one, many: the USSR breaks up

THE DISSOLUTION of the Soviet Union

in 1991 into 15 independent republics was
precipitated by a failing political and eco-
nomic system that was unable to reform it-
self. It was largely a peaceful change, driven
less at first by nationalist or ethnic fervour
than out of frustration with the inability of
the central Government to manage economic
life. It gave rise to a diverse collection of in-
dependent States, all of which seek to build
modern market institutions as their basic eco-
nomic structures.

Although the new republics largely de-
fine themselves along ethnic lines, they have
quite mixed populations. They have conven-
tionally been grouped into three Slavic re-
publics, three Baltic republics, Moldova,
three Transcaucasian republics, and Kazakh-
stan and the central Asian republics (see ta-
ble). Thus far, the republics maintain the bor-
ders they last had as constituents of the So-
viet Union, albeit with some instances of con-
flict, notably in the Nagormo-Karabakh re-
gion of Azerbaijan, with its mainly Armenian
population.

The new republics have inherited
economies that are very diverse, reflecting
their disparate origins and economic condi-
tions before and during the existence of the
USSR. Toillustrate the diversity insize, the
republics range from Armenia, with less than
30,000 square kilometres (km?) of territory,
to the Russian Federation, itself containing
16 autonomous republics and six autono-
mous regions with a total area of 17,075,400
km?. While the Russian Federation is of con-
tinental proportions, economically diversi-
fied, and the world’s largest petroleum pro-
ducer, Armenia is land-locked, mainly a pro-
ducer of agricultural and mineral commodi-
ties, and completely dependent on imports
for hydrocarbon fuels.

Armenia was neither the smallest repub-
lic in terms of population (Estonia is) nor the
poorest. Indeed, Armenia has the second
highest life expectancy among the 15 coun-
tries, while the Russian Federation has al-
most the lowest life expectancy. By several
measures, the central Asian republics are the
least developed countries of the group.

All of the new republics can be charac-
terized as middle-income or low-income

countries. The former Soviet Union’s aver-
age per capita output in the late 1980s was
about the same as that of Poland, slightly less
than in Hungary, about 25 per cent less than
in Czechoslovakia and one third less than in
the former German Democratic Republic.”
By this measure, production per person in Es-
tonia, Latvia and the Russian Federation
would be slightly below the Czech and Slo-
vaklevel.” Atthe other extreme lie the cen-
tral Asian republics, with per capita output

on the order, roughly, of half or less of the So-
vietaverage. Indeed, the latter countries
used to receive very considerable resource
transfers from the other republics (again, see
table). These transfers are not likely to be
available again in the near term.

Until its dissolution, the economy of
the USSR was developed and administered
as a single, territorial complex, with what
was perceived as “national”—meaning
USSR—economic and security interests pre-
dominant. The industrial infrastructure,
power grids, labour migration policy, and so
on, all reinforced the unitary character of the
complex. In many cases, unique industrial fa-
cilities were established in the territories of
now-independent States to serve the whole
of the country. Nobody—at least in the eco-
nomic decision-making bodies—had ever se-
riously considered the possibility that the Un-
ion might break apart.

The successor States thus begin their
lives with economies that are highly inte-
grated with each other. Before the dissolu-
tion, the exports of Belarus, Moldova and the
Baltic republics to other Soviet republics ex-
ceeded three fifths of their net material prod-
uct. For the other republics, the comparable
ratio was also quite high. The new republics
will certainly now seek to diversify their trad-
ing partners, but, it may be hoped that they
will not also unduly sacrifice intra-republic
trade that would be viable with adequate
mechanisms for trade promotion and finance
(see chapter III).

The transition process to a market econ-
omy in these republics is likely to be even
more difficult than the process that is already
under way in eastern Europe. Unlike the east-
ern European countries, which adopted cen-
tral planning after the Second World War, the
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former Soviet republics (except the Baltics)
were under central planning for more than
two generations. People in eastern Europe
also had more contact with life in market
economies than the citizens of the new repub-
lics.

Thus, while it had seemed obvious to
think of the Soviet Union as a unitary econ-

omy, the diversity of the successor States is
their most striking feature. International as-
sistance efforts need to appreciate this diver-
sity, expect the economies to evolve along
several different lines and support multiple
approaches to their transformation into mar-
ket economies.

2 Based on Secretariat estimates from national data for 1988.
b It should be emphasized that the measure is of production and not household consumption.
In the Russian Federation, in particular, output included considerable production in the mili-

tary sector.

Economic characteristics of the former Soviet Republics

Life Export to Net resource
NMP per capita Infant expectancy other republics transfers
Population Land area (percentage of mortality at berth (percentage (percentage
(million) (1000 kmz) Soviet average) (per 1 000) (years) of NMP) of NMP)
Baltic republics
Estonia 1.6 452 137.0 12.3 70.0 66.4 13.0
Latvia 2.7 64.6 131.2 13.7 69.6 66.1 4.1
Lithuania 37 652 106.5 10.3 71.5 61.1 50
Central Asian republics
Kazakhstan 16.7 27173 79.3 26.4 68.8 28.9 214
Kyrgyzstan 44 198.5 542 30.0 68.8 455 275
Tajikistan 54 143.1 39.0 40.7 69.6 46.0 20.3
Turkmenistan 37 488.1 56.2 452 66.4 49.7 8.2
Uzbekistan 20.7 447.4 44.9 34.6 69.5 39.7 14.7
Moldova 44 337 88.6 19.0 68.7 60.6 7.6
Slavic republics
Belarus 103 207.6 113.4 11.9 713 64.8 -10.8
Russian Federation 148.5 17,075.4 119.8 17.4 69.3 18.2 -3.6
Ukraine 51.9 603.7 89.6 12.9 70.5 37.2 -0.9
Transcaucasian republics
Armenia 34 29.8 82.0 18.6 71.8 522 3.7
Azerbaijan 7.1 86.6 58.9 23.0 71.0 58.1 -26.9
Georgia 55 69.7 78.2 15.9 72.8 56.4 -4.4
Source:

UN/DESD, based on national sources (data for 1990, except exports to other republics and net transfers,which are 1989).

a

A positive number is a net receipt of resources from elsewhere; a negative number is a net transfer to other countries

(includes transfers vis-d-vis other republics and foreign countries). Data are rough estimates, calculated as the difference
between NMP produced and utilized (as such, they are valued in domestic prices and include the statistical discrepancy).

uncertain situation, but it could doom efforts to reverse
the decline of production. Indeed, there has been a grow-
ing policy concern about enterprise performance under
the new economic conditions, about job preservation in
enterprises and about the lack of interest in investment.
An adequate supply response to market signals that
result from rising prices will depend on the success of the
- ambitious measures for demonopolization and privatiza-

tion that are planned for the remainder of 1992. Compe-
tition is needed to provide a healthy shock to existing
management. Sometimes, however, risk-averse organi-
zations require a different management to become more
entrepreneurial. Sometimes bankruptey, redistribution
of assets and starting from scratch are required. All that
can be said with certainty is that no simple, general pre-
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scription will suffice. Considerable experimentation in
changing the State enterprise sector is warranted.”

For all the excitement about the appearance of non-
State forms of property such as cooperatives, commer-
cial banks, commodity exchanges, private stores, etc.,
the State still owns the productive economy. By the end
of 1990, less than 5 per cent of fixed assets belonged to
cooperatives and individuals.** Moreover, over 80 per
cent of cooperatives were established by State enter-
prises to service their needs. Thus, more than four fifths
of aggregate production of cooperatives was sold to the
sponsoring State enterprises, and the share was close to
100 per cent in construction and research and develop-
ment. In the beginning of 1992 in the Russian Federa-
tion, non-State enterprises (including individual pro-
prietorships) owned less than 4 per cent of the Republic’s
fixed assets, and produced 14 per cent of the aggregate
output.

In agriculture, the number of private farmers is
growing rapidly, but from a tiny base. In 1991 it in-
creased in the Russian Federation from 4,400 to 50,000
and by the beginning of February it had reached 75,500.
However, the restrictions on ownership and sale of land
remain a major obstacle, and the acreage used by private
farmers was less than half of 1 per cent of the total agri-
cultural area. On the average a private farm in Russia has
42 hectares of land, 4 cows, 3 pigs and 5 sheep. The share
of private farmers in 1991 aggregate agricultural produc-
tion in the Russian Federation was less than 1 per cent.
Private farmers also suffer from lack of agricultural
equipment, fodder and fertilizers. In Russia, for every
100 private farms there were only 47 tractors, 5 com-
bines, 17 ploughs.

If the economic reform is to take hold, 1992 will
have to be the year when privatization of State property
begins in earnest. The Russian Government has stated its
intention to have a substantial share of State assets pri-
vatized by the end of the year, though the procedures are
yet to be finalized. But that is just one, albeit the largest,
of the effective decision-making units in the former
USSR. There are 15 successor States with a common in-
heritance of economic and social problems but with dif-

ferent political agendas (see box I1.2). Moldova, Turk-
menistan and Kyrgyzstan have already adopted rela-
tively advanced national legislation on privatization and
foreign investment.

The one inter-republic authority, the Common-
wealth of Independent States, has not been accorded a
coordinating mechanism of real significance or effec-
tiveness. Vital economic agreements-—including preser-
vation of the rouble as the currency of the Common-
wealth, at least for a transitional period, and of a “com-
mon economic space”—were all but abandoned. Former
all-Union branch ministries, when retained at all or
transformed almost intact into something called “com-
bines” or “concerns”, are for all practical purposes con-
fined to the territory of the Russian Federation. Central
economic bodies like Gosplan (the planning agency), or
Gossnab (the resource allocation agency), were surnma-
rily disbanded as symbols of the discarded Union.

But none of these actions diminish the fact that the
economy of the former Soviet Union was, and in many
ways still is, a complex conglomeration of interdepend-
ent parts which demands at least a modicum of coordina-
tion and cooperation in economic policy. There are no
clear-cut recipes for carving out viable national econo-
mies from the existing structure and, at the same time,
carrying out their transition to market mechanisms.

A further complication is that the decision makers
of the newly independent States have to reconcile solid
national economic interests with powerful—if not al-
ways rational—sentiments of resurrected national iden-
tity and State independence. This is one area in which
concessions to symbolism and political posturing could
entail a high long-term price. In several major problem
areas, considerations of long-term economic need have
been overruled or hindered by political expediency.

At the same time there are certain encouraging
signs of cooperation. An inter-State coordinating mecha-
nism was created in February 1992 in the area of statis-
tics, and a certain level of cooperation is maintained in
customs services, transport and environmental protec-
tion. Progress lies in building on these successes.

DEVELOPING COUNTRIES: SLOW GROWTH ONCE MORE

In 1991, overall economic growth in developing coun-
tries remained sluggish. It averaged about 3.4 per cent in
1991, about the same as in 1989 and 1990. There was
also great diversity. In Latin America and the Caribbean,

economic recovery is taking place in several countries
and, after a virtual stagnation in 1990, the region showed
a 2.6 per cent growth in 1991. On the other hand, there
was not much change in growth in Africa. In the Medi-
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Table I1.5.
Developing countries: rates of growth of gross domestic product, 1981-1992
Memo item;
approximate
1981- share in 1991
1987 1988 1989 1990 1991 1992°  world ontput
Developing countries® 29 44 33 32 3.4 4.5 16.6
Latin America and the Caribbean 1.5 0.7 1.1 0.1 2.6 3.0 43
Energy exporters 13 3.1 0.7 42 44 4.0 1.6
Energy importers 1.7  -05 i4 24 1.6 1.5 2.7
Africa 1.8 2.3 2.7 3.1 3.1 35 1.6
Energy exporters 1.9 1.1 2.8 38 35 35 1.1
Energy importers 1.8 4.6 2.7 1.9 1.7 3.0 0.6
West Asia ’ 20 -05 2.3 1.6 — 4.0 2.1
South and East Asia 55 8.5 6.1 6.3 54 55 55
China 9.7 109 3.6 52 7.0 7.0 2.4
Mediterranean 3.0 13 1.0 1.1 7.0 2.5 0.6
Memo items:

15 heavily indebted countries? 1.3 1.2 13 -03 1.3 25 47
Sub-Saharan Africa (excluding Nigeria) 1.8 29 2.1 13 0.7 20 0.5

Major developing economies
Brazil 23 0.1 32 -38 1.0 1.0 1.7
India 47 9.6 52 5.0 25 35 1.5
Korea, Republic of 83 115 6.1 9.0 8.6 7.0 1.1
Mexico 1.1 1.4 3.1 3.9 3.6 45 0.9
Iran (Islamic Republic of) 23 20 1.0 10.0 55 6.0 0.9
Taiwan Province of China 82 73 7.6 50 72 7.0 0.6
Indonesia 39 6.5 7.4 7.4 58 6.0 0.5
Saudi Arabia -3.9 6.4 12 9.0 116 2.0 0.5
Argentina 07 -28 -46 -02 45 4.0 0.4
Turkey 54 3.4 1.1 92 2.0 4.0 0.4
Thailand 53 132 122 100 8.0 85 04

Source: UN/DESD.

Preliminary estimate.

Forecast.

=T e - ol 4

Covers 92 countries that account for 98 per cent of the population of all developing countries.

Countries in this group are: Argentina, Bolivia, Brazil, Chile, Colombia, Cote d’Ivoire, Ecuador,

Mexico, Morocco, Nigeria, Peru, Philippines, Uruguay, Venezuela and Yugoslavia.

terranean region, caught between the impact of the Gulf
war and the war in Yugoslavia, growth collapsed. South
and East Asia remained the fastest growing region in the
world, as it was throughout the 1980s, but world reces-
sion and the consequences of the Gulf crisis for labour
remittances, tourism and oil imports, affected the coun-
tries of the region in 1991 in various degrees. The result
was a deceleration from 6.3 per cent in 1990 to 5.4 per
cent in 1991 (table IL5).

There are large differences in the patterns of invest-
ment and rates of growth within the regions, which are
highlighted in the analysis that follows, but there also is
an identifiable convergence of growth performances, as
table 11.6 shows. The deceleration in 1991 is concen-
trated in the bracket of high growth. While 12 countries

had attained growth of over 7.5 per cent in 1990, only 8
reached such levels in 1991. The decline was even
sharper in the performance bracket of 5 to 7.5 per cent.
This reflects developments in the newly industrializing
countries and in the second generation of successful
manufacture exporters in South and East Asia. At the
other extreme, there were fewer countries with zero or
negative growth in 1991 than in 1990. The number of
countries in the moderate to slow growth bracket of 2.5
to 5 per cent increased.

LATIN AMERICA:
IMPROVED INFLATION AND GROWTH RECORD

Economic growth in Latin America and the Caribbean
was 2.6 per cent in 1991, marking a return to marginally
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Table I1.6.
Developing countries: frequency distribution of rates of growth of output, 1983-1991
Population of countries

1990 1991
Number Percentage Number Percentage
1983 1984 1985 1986 1987 1988 1989 1990 1991  (million) oftotal  (million) of total
Zero or below 35 28 27 20 25 20 18 21 18 356 12.4 351 11.%
0.1-2.5 per cent 17 15 17 15 15 18 20 15 23 451 15.7 691 235
2.6-5.0 per cent 16 20 28 26 29 20 27 30 35 1,539 53.6 1607 54.7
5.1-7.5 per cent 15 16 11 20 12 21 19 13 7 310 10.8 69 2.3
7.6 per cent and over g8 12 8§ 10 10 12 7 12 8 216 7.5 222 7.5
Total 91 91 91 %1 91 91 91 91 61 2,872 100.0 2940 100.0

Source: UN/DESD. The data on population and population growth rates are those published by
the Department in World Population Prospects 1990 (United Nations publication, Sales No. E.91.XIIL4).

a Based on data for 91 countries that account for 98 per cent of the population of developing countries in 1991, excluding China.

positive per capita growth for the first time since 1987.%

Also for the first time since 1987, all major and medium-
sized countries experienced positive GDP growth. Infla-
tion slowed down (see figure I1.5), even in the three
countries where it is still above 100 per cent per year,
viz., Brazil, Peru and Nicaragua.3 The net financial
transfer to the region turned positive, reversing alinost a
decade of net outflow, and considerably increasing the
availability of imports. The debt problem looks more
manageable (see chapter IV).

During 1991, adjustment and stabilization efforts
were finally successful in reducing inflationary pres-
sures and improving fiscal balances in virtually ail coun-
tries. Stability and sustainability in growth and macro-
economic performances appear to have improved on bal-
ance, althongh the achievements are still fragile, espe-
cially with respect to the external position and to the so-
cial acceptability of adjustment strategies which imply
continuing sacrifices from the majority of the popula-
tion.

Growth performances were mixed, as the countries
are going through different stages of economic reform
programmes which are themselves quite different, al-
though most of them share an inclination towards free
markets, trade liberalization and a reduced role of the
State in the economy. The highest output growth, 9 per
cent in Venezuela, was made possible by higher output
and price of oil. In Mexico and Chile, growth in the 4-5
per cent range was essentially due to consolidation of
successful adjustment policies while in Argentina a re-
bound from severe depression led to similar rates of
growth. In ten countries GDP growth roughly equalled
population growth, or 2 to 3 per cent. Persistent external
and domestic disequilibria restricted growth to marginal

levels in four countries (Brazil, Costa Rica, Honduras,
Nicaragua) and to virtual stagnation in the Dominican
Republic. Only Cuba and Haiti suffered dramatic de-
clines in economic activity, due in both cases to excep-
tional exogenous shocks.

Improvedfiscal balance

Restoration of fiscal balance is increasingly recognized
as essential to macroeconomic policy in Latin American
countries. The burden of the fight against inflation has
been put on fiscal policies and an array of measures
aimed at curtailing real wages in the formal sector. Dur-
ing 1990-1991, fiscal austerity intensified, and deficits
have been reduced substantially in many countries.>* Ef-
forts to restore the fiscal balance have involved post-
ponement of essential public expenditures and privatiza-
tion of State enterprises, generating a once-and-for-all
increase in government revenue. Privatization, often
linked to foreign debt buy-backs and debt-equity swaps,
has gained momentum. In Brazil, the sale of the steel
company Usiminas and of three other heavy industrial
enterprises in late 1991 brought more than $1.2 billion.
Argentina opened to foreign investors sectors tradition-
ally considered State monopolies, such as electricity,
telephones and oil. In Peru, the divestment of 200 State
enterprises was authorized in September. The scale of
privatization was particularly large in Mexico, where in
1991 alone the sale of various enterprises in the steel and
banksiglg sectors generated receipts of several billion dol-
lars.

Large improvement in net transfer of resources

The rapid growth in export revenues in previous years
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gave way tostagnation in 1991, owing to recession in the
industrialized countries, and also to increased domestic
absorption in some countries. The volume of imports
surged by 14 per cent, fuelled by the recovery in eco-
nomic activity and by trade liberalization. The trade
surplus fell by more than 50 per cent for the region as a
whole, but this was more than compensated by an im-
provement in the capital accounts.

International interest rates declined, easing the bur-
den of the debt service. The reduction in interests due on
Latin American debt contracted at floating rates was
around $4 billion. The large differential between domes-
tic and international rates and an overall improvement in
investors’ confidence contributed to a surge in private

capital inflows into the region and to a return of capital
exported in earlier years. Net capital inflows doubled
their 1990 level to $34 billion, while net payments of
profits and interests declined to below $30 billion for the
first time in ten years. As a result, the net transfer of fi-
nancial resources to Latin America turned positive for
the first time since 1981, exceeding $4 billion.”” This
shift was due to developments in Mexico, Venezuela and
Argentina. Mexico’s capital account surplus was almost
$20 billion in 1991. A large portion was directed towards

‘the stock market, but direct investment and short-term fi-

nancial flows were also important. Net transfers to Vene-
zuela turned positive, and net capital outflows from Ar-
gentina decreased.®

Figure IL.5 10000 Countries (log scale) Region 1200
Latin America: Consumer price indexes, 1983-1991 .
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Source: UN/DESD and ECLAC.

This rapid inflow of capital, partly due to conjunc-
tural circumnstances rather than long- or medium-term in-
vestment decisions, is not an unmitigated blessing. Cen-
tral Banks increased their foreign exchange reserves, and
were not always able to neutralize the corresponding ex-
pansion of money supply. The extra liquidity that was the
counterpart of the rapid increase in foreign reserves did
run counter to the predominantly restrictive monetary
policy of countries where inflation still runs high. At the
same time, where capital flows shifted rapidly the cur-
rency appreciated in real terms, as in Argentina, Chile

and Mexico. Combined with trade liberalization, cur-
rency appreciation is leading to a rise in imports much
faster than in exports, which is sustainable only if there
is a continued net inflow of capital.

AFRICA: BROADENING THE ADJUSTMENT

The growth of output in Africa was around 3 per cent in
1991, less than population growth. For the second con-
secutive year, the energy-exporting countries performed
significantly better than the energy-importing countries.



BOX IL.3.

Desertification: short- and long-term factors

ROUGHTS have occurred in Africa, as in
other parts of the world, for centuries. How-
ever, their incidence has increased during the
last two decades. In almost all years

since 1970, rainfall in the Sahel has been be-
low the average of this century. A recent
study calculated for the 1980s an average an-
nual vegetation index for the Sahel which dis-
played a close correlation between precipita-
tion and vegetation (see figure).” An interest-
ing aspect of these data is that the vegetation
index, and with it the extent of the desert,
quickly rebounded after 1984, the driest year
in this century. The study estimates that the
Sahara desert and the Saharan-Sahelian tran-
sitional zone expanded from 8,633,000 km*
in 1980 to 9,269,000 km? in 1990. During
the 1980s, it fluctuated following closely the
oscillation of the vegetation index. In 1990
the mean position was 130 km south of its po-
sition in 1980, but this movement varied
greatly across the continent. Variation was
high from Mali through central Niger and
from eastern Chad through western Sudan.
Variation was however low in southern cen-
tral and south-eastern Mauritania, from cen-

tral Niger through western Chad, and in east-
ern Sudan and northern Ethiopia. These data
cannot, however, measure desertification
which is currently understood to mean sus-
tained land degradation in arid, semi-arid,
and dry sub-humid areas resulting from ad-
verse human impacts.”

Desertification is not a function of rain-
fall alone. A combination of drought and
structural factors is at work. In situations
where short-term subsistence is at stake and
uncertainty and risk prevalent, cultivation or
grazing practices that are environmentally
damaging become, in practice, inevitable.
Poverty induces a high rate of discount of fu-
ture costs of current use of resources. Precau-
tionary measures are taken to cope with un-
certainty and risk associated with weather,
markets and policies. Real assets (land, live-
stock, grain and household items) are saved,
production and income are diversified. Land
is left fallow to recover its fertility. But the
long periods of below-average rainfall have
caused a decline in the resilience of the eco-
system and have exhausted traditional insur-
ance mechanisms. There are few possibilities

Average vegetation index and precipitation in the Sahel
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the Sahara Desert from 1980 to 1990”, Science, vol. 253 (19 July 1991), pp.299-301.
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left to sell non-productive (small livestock,
jewelry) or productive assets (livestock,
tools, land), to change grazing, cropping and
planting practices or to collect wild foods.
Dissaving of the environment is the result.

This process is aggravated by popula-
tion pressure.® Larger populations lead to a
higher demand for land, shorter fallow peri-
ods, use of marginal land, improper irriga-
tion methods and a higher demand for fuel-
wood. The effects are overgrazing, tram-
pling, overcultivation, waterlogging, salini-
zation, alkalinization, cutting of vegetation
and deforestation. These factors make the
natural resources more vulnerable to the sun
and to water and wind erosion, and finally
lead to desert-like conditions.

There are few signs that the fundamen-
tal causes of land degradation have beenre-
lieved. Poverty inrural areas in Africa is still
pervasive, little progress has been made in
the creation of rural off-farm employment,
and population growth rates are still high.
The decrease in commodity prices during the
1980s has only aggravated the problem.
Population growth rates are expected to de-

crease in the 1990s, although slowly, for the
first time since the 1950s.¢

Some measures have been taken to con-
trol desertification by attacking the direct
cause, namely poor land use. However, ef-
fects are only recognizable after some time.
Awareness of the problem has increased sig-
nificantly, national plans for resource man-
agement have been written and popular par-
ticipation has improved. The demand for fu-
elwood has been reduced by increased use of
fuel-efficient stoves and the supply has in-
creased as a result of afforestation projects,
for example in Burkina Faso, Ethiopia, the
Niger, Senegal and the Sudan.®

Proposals for the action plan to be
adopted at the United Nations Conference on
Environment and Development in June 1992,
contain sections on measures to be taken to
control desertification and rehabilitate de-
graded land, including strengthening the
knowledge base, developing information and
monitoring systems, afforestation and refor-
estation, eradication of poverty, and promo-
tion of alternative livelihood systems.

8 Basic data are from Compton J. Tucker, Harold E. Dregne and Wilbur W. Newcomb, “Expan-
sion and contraction of the Sahara Desert from 1980 to 1990“, Science, vol. 253 (19 July
1991), pp. 299-301. The vegetation index is calculated from data sensed by satellites in the

red and near-infrared spectral regions.

b See “Protection and management of land resources; combating desertification and drought”,
report of the Secretary-General of the Conference, Preparatory Committee for the United Na-
tions Conference on Environment and Development (A/CONFE.151/PC/[62, 26 July 1991),

p.-3.

¢ See Charles Perrings, “Incentives for the ecologically sustainable use of human and natural
resources in the drylands of sub-Saharan Africa: a review”, World Employment Programme
Working Paper, No. 219 (Geneva, International Labour Office, July 1991); and Robert
Repetto and Thomas Holmes, “The role of population in resource depletion in developing
countries”, Population and Development Review, vol. 9, No. 4 (December 1983), pp. 609-

632.

4 Kenya, for example, which has one of the highest population growth rates in Africa, an-
nounced in April 1991 that the results of the 1989 census point to a reduction of the popula-
tion growth rate to 3.3 per cent per year from somewhat below 4 per cent 10 years ago.

© “Situation of countries stricken by desertification and drought in Africa”, report of the Secre-
tary-General (A/46/268-E/1991/107, 1 July 1991); and United Nations Sudano-Sahelian Of-
fice, “Drought and desertification in the context of the United Nations Programme of Action
for African Recovery and Development (UNPAAERD) 1986-1990".
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Growth in the energy-importing countries was less than
2 per cent in 1991, half the rate for the oil-exporting
countries.

Economic performance in 1991 was affected by the
events in the Gulf which had an impact on export and
government revenues in oil-exporting countries and on
tourism and oil import prices in oil-importing coun-
tries.” During the second half of 1991, however, the ef-
fects of the Gulf crisis had subsided. Energy prices fell
and tourism rebounded in Egypt, the Gambia, Ghana,
Kenya and Mauritius. In Egypt, Suez canal revenues al-
most doubled in 1991 and workers’ remittances were far
higher than expected. In the Sudan, on the other hand, the
loss of workers’ remittances continues to be felt. As
terms of trade continued to deteriorate, Africa’s export
revenues did not increase despite a nearly 10 per cent in-
crease in their volume.

Total food production in Africa increased by 14 per
cent in 1991, although agricultural output was curtailed
by civil strife, notably in Mozambique, Rwanda, Sierra
Leone, Somalia and the Sudan, and by drought in some
areas in eastern and southern Africa. In countries with
more normal weather, for example, Mozambique, the
United Republic of Tanzania and Zambia, agricultural
production continued to suffer from lack of credit,
poorly developed marketing, distribution, and transpor-
tation systems, inadequate extension services, and un-
timely delivery of fertilizers and seeds. Maize output in
Zambia suffered from low producer prices, forcing the
country to import maize.

A large number of countries continued to pursue
programmes of economic reform, but their effects on in-
vestment and growth are still disappointing. Despite
modest results in some areas, a conclusive empirical as-
sessment is not yet available. This is partly because the
assessments are difficult to compare, owing to limited
information on the methodology. Neither do adjustment
programmes of individual countries have the same start-
ing point. For many countries, too little time has elapsed
since the adoption of structural adjustment measures.
Statistical data are inadequate in particular in economies
in which the subsistence factor is still very large. And po-
litical reform aimed at greater pluralism has brought
changes to the implementation of economic reform pro-
grammes.*

Continuing instability

Civil strife continued to obstruct economic activity in
several countries in 1991, although in Angola, Ethiopia

and Liberia major hostilities have ended. Given the
length and intensity of these conflicts, their effects will
persist. For Angola it is estimated that 70 per cent of the
roads are unusable because of mines and poor conditions
and that other infrastructure is scarce or non-existent.
Reconstruction, demilitarization, mine clearing and re-
settlement of refugees and internally displaced persons
will require a large effort. In Liberia, peace talks have
progressed and a main rebel group has agreed to disarm.
Production of minerals, tobacco and rubber has picked
up. Fighting caused major disruption in the most fertile
and mineral-rich areas of Sierra Leone. In Rwanda, war
has disrupted agricultural production and tourism. Bu-
rundi also suffered from the war in Rwanda through
higher transportation costs. In Zaire, political instability
and the deteriorating law and order situation have led to
an exodus of many citizens and expatriate skilled labour.
Coupled with the deterioration in mining, manufacturing
and infrastruture, this will have long-term effects on the
economy of the country. In Somalia, destruction and loss
of human life have been massive and the harvest has
probably fallen to 40 per cent of the normal level. Distri-
bution and food aid efforts were seriously impeded by
hostilities.

In Ethiopia, Mozambique and the Sudan precipita-
tion was very uneven, with poor rainfall in some areas
and heavy rains and flooding occurring in others. In
Ethiopia and the Sudan, agricultural production
increased in 1991, but was still below requirements.
Famine conditions exist, especially among displaced
persons, in Ethiopia, Mozambique, Somalia and the
Sudan. In Angola and Zaire, food shortages exist in
urban areas. Across Africa, famine threatens approxi-
mately 34 million people, of which about 9 million each
are in Ethiopia and the Sudan and some 4.5 million in
Somalia. In eastern and southern Africa, insufficient or
irregular rainfall has resulted in below-average crops
and even food emergencies. At the beginning of 1992
drought conditions were worsening in southern Africa.
Zimbabwe is facing a second year of drought which is
having a devastating effect on the economy and its struc-
tural adjustment programme introduced in March 1991.
Lesotho has appealed for food aid, and Kenya is to
import food in 1992 for the first time since 1980-1981.
In western Sahel, poor rain and locusts infestations
curtailed harvests, but Burkina Faso, Chad, Mali and
the Niger all achieved record harvests of cereals.
In northern, western and central Africa agricultural out-
put is in general near or above normal due to good
weather.
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Inflation

Inflation accelerated during 1991. The consumer price
index for the region increased by about 29 per cent in
1991, after about 19 per cent in 1990. Inflation was in
four digits in Zaire by the end of 1991, and in double dig-
its in Angola, Uganda, Zambia and Zimbabwe. How-
ever, among the members of the Franc Zone, inflation
was modest and slowing down. Energy prices fell in
some countries in the second half of 1991, easing infla-
tionary pressure. In others, civil strife and drought have
contributed to high inflation, as in Liberia, Mozambique,
Sierra Leone, Somalia, the Sudan and Zaire. In other
countries, inflationary pressures were high due to large
devaluations, as in Algeria and the Sudan, price liberali-

zation, as in Egypt and Zimbabwe, increases in tax rates
and wage increases, as in Togo. Because food takes up
about half of household expenditures in many African
countries, food shortages, reduction of food subsidies
and food price liberalization have a large impact on con-
sumer prices. Drought and food shortages in particular
contributed to inflation in east African countries such as
the United Republic of Tanzania and Zimbabwe. In
Ghana and Nigeria, inflation declined in 1991 as aresult -
of increased agricultural output.

Fiscal adjustment

In the 1980s, government deficits were generally be-
tween 4 and 6.5 per cent of GDP, with a range from sur-

BOX II.4,

Consequences of integration of South Africa with the African economy

HE POLITICAL changes taking place in South
Africa will change the role of the country in
Africa, in particular in the southern region of
the continent, and will have important conse-
quences, both for the economy of the country
and for the African economy.

The size and the stage of development
of the South African economy make thisa
challenge and an opportunity for the other
countries of the continent: in 1989 South Af-
rica accounted for about 22 per cent of total
GDP, 29 per cent of the total merchandise ex-
ports, but only 6 per cent of the population of
the continent. It accounts for about one third
of the manufactured output of the continent
and has the potential to become a large sup-
plier of capital and technology-intensive
goods to the rest of Africa.

The financial sector is integrated with
world financial markets, and South Africais
likely to become the financial centre of Af-
rica in the future. It also has scientific and
educational resources that could make it an
important growth pole for the continent. The
country’s large market should attract labour-
intensive manufactures from other African
countries which would also be able to export
a variety of agricultural commodities, oil,
water and hydroelectricity to South Africa.

Currently, the percentage of officially
reported trade between South Africa and the
rest of Africa is small. During the 1980s,
about 4 per cent of South Africa’s exports

went to other African countries and 2 per cent
of its imports was of African origin.”

Interdependency in southern Africa is,
however, in several ways more important
than these figures suggest. First of all, trade
sanctions against South Africa created a mu-
tual interest in keeping trade unreported, and
the figures are no doubt lower than actual
trade. Secondly, such as they are they sug-
gest that a third of South African manufactur-
ing exports went to other African countries.”
Moreover, exports to Scuth Africa constitute
a large share of the latter’s total exports. The
10 countries in the Southern African Devel-
opment Coordination Conference (SADCC)
import about five times more from South Af-
rica than from each other. They export about
twice as much to South Africa as they export
to each other.” Moreover, the bulk of foreign
trade of the land-locked countries is routed
through South African ports. Apart from con-
siderations of geography, this trade owes
much to past sabotage of neighboring coun-
tries’ transport systems as well as to the
higher reliability and the lower costs of the
South African ports which offer containeriza-
tion and more frequent departures of ships to
Europe.*

Another factor of interdependency is
workers’ remittances. South African mines
have always employed hundreds of thou-
sands of migrants from neighbouring coun-
tries, although the number of these workers
has diminished since the mid-1970s.
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Direct investment between the coun-
tries in the region is still another aspect of in-
terdependency. South African mining com-
panies have long dominated mining opera-
tions throughout southern Africa as well as in
other countries in Africa. South African com-
panies also own manufacturing firms in sev-
eral neighbouring countries, such as Mozam-
bique and Zimbabwe.

These regional relations will probably
be boosted by the end of apartheid and lifting
of sanctions. The first signs are already

there. Trade of South Africa with the rest of
Africa increased by 40 per cent in 1989 and
22 to 30 per cent in 1990. This might be
partly a statistical illusion if leakages to the
embargo existed. Yet, about ten new South
African trade missions have been opened in
the recent past, and the establishment of a re-
gional trade bloc has been discussed between
South African businessmen, anti-apartheid
leaders and officials from SADCC and PTA
(Preferential Trade Area for Eastern and
Southern Africa).”

2 The official trade figures of South Africa, which are published by the IMF, do include the
trade of Botswana, Lesotho, Namibia and Swaziland (the members of the Southern African
Customs Union). Trade among these five countries is therefore not included in the export

and import figures of these countries.

b Carole Cooper, Colleen McCaul, Robin Hamilton, Isabelle Delware, John Gary Moonsamy
and Kristine Mueller, Race Relations Survey 1989790 (Johannesburg, South African Insti-

tute of Race Relations, 1990).

¢ Robert Davies, “A statistical profile of the SADCC countries in the 1980s”, Southern Afri-
can Perspectives, Working Paper No. 3, Centre for Southern African Studies of the Univer-
sity of Western Cape, South Africa (December 1990).

4 Qliver S. Saasa, “The South African factor in the SADCC transport and communication sys-
tems”, University of Zambia, paper presented to the Conference on Southern Africa into the

1990s, Johannesburg, 14-19 April 1991.

¢ “Interim report of the Special Committee against Apartheid”, (A/AC.115/L.675, 10 June
1991); and Africa Recovery, vol. 5, No. 1 (June 1991), p. 5.

pluses of over 20 per cent of GDP in Botswana to deficits
of more than 20 per cent in Guinea-Bissau. There is no
clear overall trend. However, some countries have been
able to improve their fiscal position markedly during the
1980s, among them Botswana, Ghana and Mauritius.
Many countries have implemented policies to reduce the
budget deficit by privatizing State-owned enterprises, by
increasing tax revenues or by reducing payroll expendi-
tures.

Reduction of payrolls has often been difficult. In
various countries in Africa, real salaries of civil servants
have declined drastically. Sometimes Governments have
found it difficult to pay salaries on time. Benin, the Cen-
tral African Republic, Chad, the Congo and the Niger
faced this problem in 1991. Delays in payments to sol-
diers in Zaire was one of the causes of the looting in Sep-
tember and October 1991. In some countries, such as An-
gola, Botswana, the Central African Republic, Guinea,
Senegal and Zimbabwe, strikes broke out in support of
wage demands. These demands were often impossible to
meet without impairing the fiscal targets of stabilization
programmes put in place with the support of the Bretton
Woods institutions. Some countries, among others An-

gola, Gabon, the Gambia, Guinea, Lesotho, Mali, Togo -

and Zaire were thus impelled to increase pay in 1991, but
Cameroon did cut fringe benefits. As an alternative tore-
ducing pay, the number of civil servants could be cut.
However, this has not always been a guarantee for reduc-
tion of expenditures—unless non-existent workers are
on the payroll—because severance pay and pensions can
be substantial, as was the case for example in Guinea and
with the Cocoa Marketing Board in Ghana.” In 1991,
Madagascar and Sierra Leone cut the number of govern-
ment employees and Benin and Zimbabwe announced
their intention to do the same. The number of employees
was frozen in Angola, Kenya and Mozambique.

Programmes of economic reform may themselves
lead to reduction in government revenue in the short
term. For example, almost all countries in Africa depend
on tariffs for at least a quarter of total government reve-
nue, and trade liberalization can lead to declining reve-
nues from this source.

Foreign debt service, high real interest rates and
terms of trade are important determinants of government
deficits. The decline of commodity prices during the last
decade had a depressing effect on export tax revenue. In
the Central African Republic, Namibia and the Niger
weak commodity prices reduced government revenues
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in 1991. Other exogenocus determinants of government
revenue were internal disturbances and wars which re-
duced tax collection and increased government expendi-
ture in Ethiopia, Mali and Sierra Leone.

African Governments have attempted to raise reve-
nues by adjusting the tax rates, widening the tax base,
changing the structure of the tax system or improving
collection. Kenya, in January 1991, replaced the sales
tax with a value-added tax (VAT), and in the 1991/92
budget the rate was increased and the base widened.
Egypt introduced a new sales tax in 1991, which is ex-

Figure I1.6.

pected to raise government revenues; it also improved
collection and reduced price subsidies on energy. How-
ever, since slow growth reduced tax receipts, it may
prove hard for Egypt to meet the budget deficit target of
10.3 per cent of GDP for 1991/92. Among other coun-
tries which took measures to change tax rates and im-
prove collection were Angola, Benin, Cameroon, the
Congo, the Gambia, Guinea, Mauritania, Senegal, the
United Republic of Tanzania, Uganda, Zambia and Zim-
babwe.

West Asia: budget balances in selected countries, 1981-1990
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WEST ASIA: THE AFTERMATH OF WAR

The economic situation in the region in 1991 was
marked by the Gulf war. Output plunged in the war-dev-
astated economies of Iraq and Kuwait but rose in other
major energy-exporting countries. Loss of trade, tourism
and workers’ remittances in the aftermath of the war
caused great difficulties for energy-importing and
poorer countries. The combined gross domestic product
of the region declined.

Although oil output expanded in 1991, output in

other sectors declined. Most of the decline occurred
early in the year and economic activities recovered after
the end of hostilities. In most countries, output was af-
fected by the massive departure of foreign workers at the
outbreak of the crisis. Construction slowed down and
many projects scheduled for 1991 were delayed. Air
transport and shipping were badly affected by the war. In
some countries, other services were also affected: some
banks stopped operation, and hotel occupancies and re-
tail sales declined as foreigners left the region.

Almost all countries in the region faced increased
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budget deficits owing to an unprecedented rise in gov-
ernment outlays (see figure IL.6) In many countries much
of this was war-related spending, but others had to cope
with rising spending on social services, owing to a mas-
sive influx of returnees or refugees. To finance the
budget deficits, most countries borrowed domestically
and externally. The Saudi Government, for the first time
in 20 years, raised a syndicated loan of around $4.5 bil-
lion in the international capital market. It also raised a
$2.5 billion loan from the local banking system.

Despite increased government spending, inflation
in energy exporting countries remained relatively low,
the major exceptions being the Islamic Republic of Iran,
Iraq and the Syrian Arab Republic. By contrast, con-
sumer prices increased on the average by over 20 per cent
in the net energy-importing countries.

The external balance of most countries worsened in
1991. The volume of oil exports increased with ex-
panded oil production, but their value was 11 per cent
lower than in 1990. Non-oil exports contracted, due
partly to the importance of aluminium, which fetched
lower prices. In the major countries of the region, there
were heavy outflows of official transfers, mostly related
to war commitments. Private transfer payments in-
creased owing to the massive transfer of savings by the
departing foreign workers. As a result, the region’s cur-
rent account deficit widened in 1991.

Soon after the war, most countries turned their at-
tention to accelerated implementation of infrastructural
and industrial projects which had been delayed by the
Gulf crisis and the war. With the oil sector providing only
limited scope for further expansion, the emphasis was on
the development of other sectors such as aluminium,
light industry and services. A major aim of long-term
policy has been to attract foreign investment in these sec-
tors and to this end many countries have revised their
ownership regulations. Wholly foreign-owned compa-
nies are now allowed in Bahrain. The Islamic Republic
of Iran passed new legislation allowing up to 49 per cent
foreign ownership in joint ventures. In May 1991, the
Syrian Arab Republic passed a new investment law to
promote foreign participation.

The Iraqi collapse

The war, United Nations sanctions and internal conflicts
inflicted heavy damage on the Iragi economy. The total
output of the economy in 1991 was probably 50 per cent
lower than its 1990 level. The closing of many industries
caused widespread layoffs. This, combined with dwin-

dling employment opportunities in the public sector and
demobilization, led to increased unemployment. A large
proportion of the population fell back on the informal
sector which expanded rapidly. Inflation reached over
1,000 per cent in 1991, and real earnings and incomes
sharply declined. The disruption of electricity hampered
water purification and sewage treatment in urban areas,
causing a rise in the incidence of cholera, typhoid, dys-
entery and gastroenteritis.

Agricuitural output in 1991 was probably around
30 per cent of the previous year’s bumper crop, despite a
reported 50 per cent increase in the cultivated area.”
This drastic reduction was caused mainly by an acute
shortage of inputs, such as fertilizers, pesticides, seeds,
and spare parts for agricultural machinery, a complete
breakdown of the irrigation system and poor rainfall in
the north of Iraq. Livestock output declined by 50 per
cent due to shortages of fodder and veterinary services.**

Industrial production may have dropped by around
50 per cent* as some industries were damaged by air at-
tacks during the war and others faced shortages of water,
electricity, raw materials and spare parts. The pharma-
ceutical industry ceased to function, owing to shortages
of inputs.* Chemical and fertilizer plants were de-
stroyed by allied attack because of their potential for
chemical weapons manufacture. As aresult, chlorine and
aluminium sulfate were no longer available for water pu-
rification.”” Oil-refining plants were severely damaged
by bombing. Gil output declined sharply, at first ad-
versely affecting transportation and power generation.
By the end of the war, only two of the country’s power
stations, generating less than 4 per cent of Iraq’s pre-war
output, were in operation.* Iron and steel plants also suf-
fered serious damage during the war. Construction ac-
tivities were slow to recover after the war, as the shortage
of raw materials persisted.

Reconstruction of Kuwait

Kuwait was subjected to systematic pillaging during the
occupation and to looting and vandalism by retreating
Iraqi forces. With oil refineries, communication facili-
ties, power stations and water desalination plants either
destroyed or disrupted, real GDP declined by around
30 per cent in 1991.

With some 700 of the country’s 1,130 oil wells set
on fire, crude-oil production came to a complete stand-
still. Refineries and petrochemical plants were damaged,
and there was an acute shortage of natural gas. In addi-
tion, most machinery and equipment was vandalized and
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inventories of raw materials, spare parts and finished
products were destroyed or stolen. Qil transport facilities
were damaged.

Qil production has recovered faster than expected.
By November 1991, all the fires in the oil wells were ex-
tinguished, production resumed and averaged more than
189 thousand b/d (including the Neutral Zone) for 1991
as a whole. This was, however, less than one tenth of the
mid-1990 level.

Other sectors are also recovering. Electricity sup-
ply was gradually restored in most of the country in
1991. With desalination plants functioning again, clean
water supply resumed and reached more than half the
pre-invasion level. Repair work on roads, airports,
schools and hospitals began soon after liberation, and by
the end of 1991 most of these facilities were back in op-
eration.

The reconstruction costs resulting from the direct
damage inflicted on the Kuwaiti economy exceeded
$21 billion.” This includes some $10 billion for rebuild-
ing the country’s oil infrastructure and restoring output
to the pre-invasion level. Given the sharply reduced oil
export earnings in 1991 and the Government’s decision
not to liquidate its overseas investment for reconstruc-
tion purposes, the alternative was to borrow. In October,
for the first time in its history, Kuwait entered the inter-
national capital markets, raising a medium-term syndi-
cated loan of around $5 billion for reconstruction pro-
jects. It also obtained trade credits from its main suppli-
ers.

Jordan: struggling for recovery

The Jordanian economy declined by 1 per cent in 1991
after a fall of nearly 6 per cent in 1990. The country was
critically affected by the Gulf crisis and the war but by
mid-1991 economic activity began to pick up in re-
sponse to a combination of increased aid disbursements,
external debt rescheduling, and the repatriation of some
savings by Jordanian returnees. Tourism and related ac-
tivities resumed but remain below pre-Gulf crisis level.
The low level of economic activity and the massive
influx of Jordanian returnees, led to a rise of unemploy-
ment to over 25 per cent in 1991, War-related outlays
worsened the fiscal deficit in 1991 to 16 per cent of GDP.
Export receipts recovered as Saudi markets (10 per
cent of Jordan’s exports in the past) were reopened and
phosphate and potash prices rose. Invisible earnings,
however, continued to deteriorate in 1991. With 250,000
expatriate Jordanians (around 10 per cent of the work

force) retwmning, private transfers declined. Official
grants from Gulf Arab countries did not resume in 1991
and this loss was not offset by the inflow of $475 million
in grants from industrial countries. The trade deficit,
lower levels of aid, and the drop in tourism and transit
trade earnings, raised the current account deficit to over
$1 billion in 1991.

Growth in the Islamic Republic of Iran and Saudi Arabia

The growth of output in the Islamic Republic of Iran, the
largest economy in the subregion, decelerated from 10
per cent in 1990 to about 6 per cent in 1991. Crude oil
production increased from 3.18 million b/d in 1990 to
3.34 million in 1991. Industrial output continued its re-
covery though many industries are still operating at be-
low capacity. The windfall oil revenues in 1990 allowed
large imports of inputs which helped to revive industry.
Agricultural output contracted due to floods and partial
drought.

Saudi Arabia was the only country of the region
which witnessed a sharp acceleration in economic activ-
ity in 1991, with domestic output increasing by around
12 per cent after a 9 per cent increase in 1990. The bulk
of economic expansion emanated from the oil sector,
with crude oil production averaging some 8.2 million
b/d in 1991 compared with 6.4 million b/d in 1990. Pet-
rochemical production also increased thanks to the im-
proved competitiveness of gas-based industries. Bank-
ing industries recovered quickly after the end of the Gulf
war.

SOUTH AND EAST ASIA:
THE BEST PERFORMERS SLOWED DOWN

The region was once more the fastest growing in the
world, but it slowed down almost a full percentage point,
to 5.4 per cent in 1991.

On the whole, economies in South and East Asia
showed remarkable resilience to the unfavourable inter-
national environment in 1991. As in 1990, growth in-do-
mestic demand rather than exports was the locomotive of
growth. Fiscal policy was expansionary in several of
them. In Hong Kong, Malaysia, Taiwan Province of
China and Singapore, govermnment investment increased,
especially in infrastructure projects in the transport sys-
tem. Government expenditures increased also in Bang-
ladesh and in the Philippines, as they struggled to rebuild
after natural catastrophes. In Indonesia and in the Repub-
lic of Korea, on the other hand, public expenditures were
contained, as inflation rose to near double digits. Infla-
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tionhad accelerated across the region from 1989 to 1990,
but was kept under control in 1991, although it did in-
crease in Hong Kong, Pakistan and more markedly in the
Philippines.*

Except for the Philippines and India, all economies
in the region grew much faster than their population, but
slower than before. Among the exceptions are Hong
Kong and Taiwan Province of China, where higher
growth in 1991 owed much to the boom of the southern
provinces of China. Other cases of recovery are Afghani-
stan, with hopeful signs of peace after more than a dec-
ade of civil war and four years of steep GDP decline, and
Papua New Guinea, going through a mining boom after
two years of decline.

In recent years the second generation of newly in-

Figure 11.7.
South and East Asia: GDP growth, 1983-1991
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dustrialized Asian economies (Indonesia, Malaysia and
Thailand) had begun to replace the original four newly
industrialized economies (NIEs) as the engine of growth
in the region, but this trend seemed to halt in 1991.
Growth of the original NIEs outstripped that of the sec-
ond generation. Among the original four, the rate of
growth was higher than in the previous year in Hong
Kong and Taiwan Province of China and only slightly
lower in the Republic of Korea and in Singapore (figure
I1.7). In this group, export growth accelerated in 1991 to
almost 14 per cent compared to around 8 per cent in the
previous year, specially due to a sharp rise in trade with
China, which benefited in particular Hong Kong and Tai-
wan Province of China.
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Newly industrialized economies (NIEs): Hong Kong, Republic of Korea, Singapore

Second Generation NIEs: Indonesia, Malaysia and Thailand

Others: Afghanistan, Bangladesh, Myanmar, Nepal, Papua New Guinea, Pakistan,
Philippines, Sri Lanka and Viet Nam

and fiscal and monetary austerity measures. In Thailand
growth slowed from 10 to 8 per cent, as infrastructural
bottlenecks and shortages of skilled manpower in some
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industries emerged. Exports, on the average, grew faster
in 1991 than in 1990, despite deceleration in Indonesia.
Despite some decline in the overall flow of foreign direct
investment to these countries in 1991, the tendency tore-
locate manufactures from Japan and from the first gen-
eration of NIEs towards Indonesia, Malaysia and Thai-
land continued. The same process is continuing in Indo-
china, as Thai and Taiwanese investment is increasing in
Viet Nam and its possibilities are being explored in Cam-
bodia. In general, economic interlinkages witl:in the re-
gion, as well as between it and China and Japan have
been increasing.*

India’s economic performance improved in the
1980s when growth of output averaged 5.3 per cent 2
year compared to 3.2 per cent in the 1970s. The path of
the 1980s had been one of “growth-cum-debt”. Current
account deficits in the second half of the 1980s were on
average more than double those of the first half, financed
by increasing external borrowing. Rising from $2.6 bil-
lion at the beginning of the decade, the current account
deficit averaged $8 billion in the period 1990-1991. To-
tal external debt, from $21 billion in 1980, reached over
$70 billion in 1990, representing 12 per cent of GNP at
the beginning of the period and 25 per cent at the end.
The debt service-exports ratio tripled from 9 per cent in
1980 to 27 per cent in 1990.

* In 1991, India’s growth rate fell to 2.5 per cent from
over 5 per cent the year before. Restrictions on imports
and bank credit in the first half of 1991 led to sharp de-
celeration in industry. The country suffered from the
Gulf crisis: it had to reabsorb 200 thousand returnees, it
had lost $500 million in workers’ remittances and ex-
ports to the Guif area and it had faced a higher oil bill in
1990. Furthermore, there was an abrupt halving in trade
with the rupee payment area including the former Soviet
Union, which had accounted for about 20 per cent of the
country’s trade in 1990. These losses compounded the
deterioration of the balance of payments already in
course.

Rising sectarian conflicts and the political uncer-
tainty following the assassination of Prime Minister Ra-
jiv Gandhi in May 1991 delayed the policy response
needed to adjust to the short-run unfavourable external
changes. The worsening current account position
reached crisis proportions, with foreign exchange re-
serves down in June 1991 to a level that was not suffi-
cient to cover even one month’s imports. India was on the
brink of having to default on its foreign debt.

India’s new Government, which took power at the
end of May 1991, has embarked on an IMF-supported

programme of macroeconomic stabilization and struc-
tural adjustment, including devaluation of the rupee,
measures to eliminate traditional subsidies and adminis-
tered prices, and to liberalize foreign trade. A privatiza-
tion programme is also on the drawing board, but faces
opposition of the unions. Austerity measures that had to
be introduced in the last quarter of 1991 to contain rising
inflation and meet IMF criteria further slowed down
growth. In support of its economic reforms, India has
been able to draw on a new line of credit opened by the
IMF in the last quarter of the year.

Despite sectarian tensions, the Government has
consolidated its position since it won parliamentary by-
elections in November 1991 and obtained victory on a
parliamentary motion on its economic reforms in March
1992. In this regard, the reforms programme has gained
sustainability. On the other hand, devaluation and reduc-
tion of subsidies and administered prices are initially
feeding inflation, and the budget deficit, which accord-
ing to the IMF programme has to be reduced from 8.5 to
6.5 per cent of GDP, remains at the higher end.

The external environment was no more favourable
to the transition economies in Asia, such as Mongolia,
Viet Nam or the other countries in Indochina, which suf-
fered from the disruption in trade and other economic
links resulting from the dismantling of the CMEA and
the break-up of the Soviet Union. To adjust to the new
situation, economic and political reforms began in Mon-
golia at the end of 1989. In 1991 the Mongolian Govern-
ment embarked on a privatization programme. The first
step was the sell-off of State stores and some food serv-
ices. To prepare for the privatization of larger enter-
prises, two types of “privatization vouchers” were given
to citizens born before 31 May 1991 entitling them to
purchase shares of State enterprises and other assets.
This bold attempt at creating a market economy is still to
be tested in the next years. Until now adjustment and
transition have been painful: output declined some 10
per cent in 1991, industrial production contracted by 12
per cent, unemployment has risen almost 50 per cent, the
Government deficit shot up and inflation surpassed 50
per cent.

Adjustment has been more successful in Viet Nam,
with better than expected economic performance {(about
2.5 per cent output growth in 1991). The country has
taken measures to attract foreign investment and in 1991
signed projects with a total value of $1.2 billion. To bal-
ance its hard currency trade accounts, Viet Nam has cut
back imports and succeeded to increase exports in spite
of the United States embargo. The Government has in-
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Macroeconomic policy and the domestic economy

The stabilization programme which was launched in late
1988 to combat inflation came to an end during 1991,
and the Government began to follow more expansionary
monetary and fiscal policies. Money supply increased 28
per cent during 1991, only slightly less than in 1990. In-
terest rates were lowered. Fiscal spending exceeded the
government plan, partly due to unexpected fiscal outlays
to aid victims of the summer floods.

A relatively loose monetary and fiscal policy
played an important role in boosting investment de-
mand. Although areduction in interest rates by itself may
have only a small impact on total demand for investment
in a country like China, the general relaxation of macro-
economic policies following the end of the stabilization
programme opened a floodgate that had been holding
back expenditure.

Consumer spending also boomed, as reflected in a
sharp rise in retail sales. Urban real income per capita in-
creased close to 8 percent in 1991 while farmers’ income
per capita grew by 2 per cent in the same period. In-
creased personal income boosted consumpticn spending
directly while lower interest rates on bank deposits
helped shift income from savings to consumption. An-
other factor which led to increased retail sales was the
Government’s decision to cut prices of overstocked
goods.

The performance of the agricultural sector was un-
expectedly good, considering that China experienced se-
vere flooding in some of the richest agricultural areas of
the country during the summer of 1991, Asfloods hit the
provinces along the Yangtze River, an estimated total of
68 billion yuan (about $13 billion) worth of properties
and output was lost. Flood waters destroyed summer
crops and delayed the planting of autumn crops. Despite

this, China harvested 435 million tons of grain, only 2.5

- per cent less than the 1990 crop and the second highest

in history, and 5 million tons of cotton, which was over
25 per cent more than the 1990 record. Total agricultural
output increased by 3 per cent in 1991.

Growth of industrial output accelerated (table I1.7).
The collective and the private enterprises grew by 18 per
cent and 44 per cent, respectively, compared with 8.4 per
cent in the State sectors. The relative size of the State sec-
tor has been declining, and in 1991 it fell below 45 per
cent.

The State sector continued to be troubled by alarge
inventory of unsold finished products and mounting bad
debts. Even after extensive government rescue opera-
tions, total debts of these enterprises remained around
300 billion yuan at the end of 1991.%

Supporting a State sector in which one third of the
firms were losing money, coupled with aid to flood vic-
tims, pushed the Government’s budget deficit above the
planned figure of 12.3 billion yuan ($2.3 billion) by
about 8.8 billion yuan. But its inflationary effect will be
limited since issue of bonds rather than printing money
was the primary means of financing the deficits, and fi-
nancial institutions were used as underwriters selling the
bonds on the emerging financial markets.

After a year of relative price stability, the accelera-
tion of growth in 1991 was accompanied by amodest up-
turn in inflation as reflected in the retail price index,
which increased by around 3 per cent (table IL.7). The
cost of living index in major cities increased by 8 per cent
in the same period. This difference reflects partly the in-
crease in the official prices of cooking oil and other sta-
ple food items sold to urban residents at State stores last
May (which has a much smaller impact on the first price
index). The existence of stocks of finished goods also

Table I1.7.
China: selected economic indicators, 1989-1992
1989 1990 - 1991° 1992°
Gross national product 3.6 52 7.0 7.1
Industrial output 8.5 7.8 142 10.2
Agricultural output 31 7.6 3.0 4.4
Gross fixed investment -8.0 7.5 18.6 15.0
Value of retail sales -1.6 0.3 10.0 12.0
Retail price index 17.8 2.1 29 6.8
Total exports 106 18.2 15.8 124
Total imports 7.0 -9.8 19.5 16.3

Source: UN/DESD and China’s State Statistical Bureau.

a
b

Preliminary.
" Forecast based on project LINK.
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cushioned the inflationary pressure brought on by looser
fiscal and monetary policies.

External trade and investment

During 1991, China was involved in a trade dispute with
the United States over issues of copyright protection and
barriers to trade. The growth of Chinese foreign trade
seems to have been little affected by these frictions (see
chapter IIT).

Foreign investment continued to grow following
the upward trend set in 1990. Contracted projects
reached a total value of $17.8 billion in 1991, rising by
47.6 per cent over 1990. Actual investmient totalled
$11.3 billion in the same period, or 9.6 per cent higher
than in the previous year.*® Rapid growth was seen in in-
vestment from Hong Kong, Japan, the Republic of Korea
and Taiwan Province of China. Combined with in-
creased revenues from the recovery of tourism in 1991
and the trade surplus, these inflows pushed China’s for-
eign reserves to about $40 billion at the end of Septem-
ber of 1991.%* China, with a debt service ratio less than
10 per cent, has not encountered any difficulties in meet-
ing its external liabilities.

MEDITERRANEAN: BETWEEN TWO WARS

With the war in Yugoslavia® and the slow-down in Tur-
key and Cyprus, the region’s real GDP declined by 7 per
cent in 1991, This reflects the collapse of the Yugoslav
economy, brought about by civil war and ethnic vio-
lence. Industrial production dropped by more than
20 per cent in 1991. Construction declined by about
16 per cent and tourism virtually disappeared, with a
drop of almost 90 per cent. Agriculture seemed to re-
cover precariously. Altogether, domestic output declined

by more than 20 per cent in 1991, after about 9 per cent
in 1990. Fueled by successive devaluations, falling pro-
duction and increased import prices, inflation reached
more than 250 per cent for the whole of 1991. Unem-
ployment exceeded 20 per cent. There was a complete
breakdown of inter-republican trade. External trade also
fell between 20 and 30 per cent. The country’s political
disintegration made programmes of economic reform
meaningless.

In Turkey economic growth decelerated sharply in
1991, to only about 2 per cent, from over 9 per cent in
1990. The sharp economic contraction stemmed mainly
from the effects of the Gulf crisis which led to a collapse
of trade with Iraq, the country’s main trade partner in the
area and to an erosion of consumer and business confi-
dence. The effects were felt in all sectors, excepting ag-
riculture.

Interest rates rose sharply at the outbreak of the
Gulf war and as banks, in times of uncertainty created by
the crisis, sharply reduced lending. Monetary policy re-
mained restrictive. Expansionary fiscal policies, and the
end of the Gulf war led to a recovery in the second half
of 1991. Industrial production recovered somewhat,
mainly in consumer durables. The service sector also be-
gan to grow, albeit slowly, thanks to the revival in tour-
ism. '

Government outlays increased sharply to accom-
modate higher wage demands from civil servants, a rise
in agricultural support prices and higher military expen-
ditures. The budget deficit widened to 11 per cent of
GNP and was financed mainly through short-term bor-
rowing from the Central Bank, and to a lesser extent
through sale of treasury bills and external borrowing. In-
flation accelerated to nearly 70 per cent from 60 per cent
in 1990. Unemployment rose to over 11 per cent.
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International trade

ROWTH in the volume of world trade slowed for the

third consecutive year in 1991 to about 3 per cent.
This constituted the smallest gain since 1985, but was
none the less remarkable in a year when world output de-
clined (figure IT1.1). In value terms, world merchandise
exports rose 2 per cent in 1991 to a record $3.47 trillion,
as prices declined on average (table II1.1).

The slow-down in world trade was largely due to
the recession in the industrial economies and, to a lesser
extent, to the collapse of the economies of eastern
Europe and the former Soviet Union. The growth of ex-
port volume of the industrial countries dropped from 5.7
per cent in 1990 to a little under 3 per cent last year. De-
spite the decline, trade remained more resilient than out-
put in these economies which increased by only 1 per
cent in 1991 (see chapter II). Exports from eastern
Europe and the former Soviet Union fell by almost 22 per

Figure IIl.1.
‘World trade and output, 1981-1991
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cent last year in volume terms, while their imports con-
tracted by 30 per cent. Exports of the developing coun-
tries, on the other hand, increased by about 10 per cent in
volume while their imports increased by around 9 per
cent (table A20).

The revival of world trade will clearly depend on
the speed of recovery of the industrial economies from
the current recession. The pent-up import demand in
eastern Europe and the republics of the former Soviet
Union both for current consumption and reconstruction
should also lead, if adequately financed, to increased im-
ports into that area. Moreover, the present efforts at trade
liberalization in the developing countries should make a
modest contribution to the resuscitation of world trade.

Continuing protectionist trends in many parts of
the world, on the other hand, could dampen these possi-
bilities.

As of May 1992, when this Survey was completed,
the outcome of the Uruguay Round remained uncertain.
The biggest sticking point continued to be agriculture,
but there were other important areas where the negotia-
tions were not nearly complete. Despite declared com-
mitments at the highest political levels among the major
countries, no breakthrough looked imminent.

While the Uruguay Round negotiations wavered,
forces eroding the multilateral trading system appeared
to gather strength. Among the moves towards unilateral-
ism and managed trade was the attempt to re-activate the
Super 301 process in the United States. There was little
abatement of protectionism among the major trading na-
tions. In contrast, anumber of developing countries—es-
pecially in Latin America—were undertaking signifi-
cant liberalization of their trade regimes.

Attempts at forming regional trading arrangements
continue. Some have viewed these arrangements as
building blocs, and others as stumbling blocs, in the evo-
lution of the trading system. In the latter case, the prolif-
eration of blocs is seen as inherently likely to impair mul-
tilateralism. In the former case, trade liberalization
agreed to in so-called “mini-multilaterals” is expected to
spread throughout the global trading system.
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Table II1.1
World trade, 1982-1991

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
Value of exports (billion dollars)
World 1806 1771 1873 1895 2083 24383 2768 2988 3408 3469
Developed market economies 1186 1171 1248 1289 1504 1759 2007 2148 2476 2534
Developing countries 494 475 501 485 452 547 630 711 808 846
Economies in transition 126 125 124 121 127 132 131 129 124 90
Eastern Europe 62 61 62 64 67 69 69 67 65 43
Former USSR 64 64 62 57 60 63 62 62 59 47
Volume of exports (annual percentage change)
World -2.6 2.1 83 3.7 4.1 6.2 8.5 72 4.7 34
Developed market economies -1.8 1.8 9.9 5.1 33 5.0 8.6 6.7 57 2.8
Developing countries -6.9 2.1 5.6 1.1 12.0 10.9 10.2 85 59 10.1
Economies in transition 5.7 47 4.6 -1.0 4.3 24 43 -09 -10.7 -21.6
Eastern Europe 7.0 6.3 7.0 25 -1.2 1.3 3.6 -1.9 19 -162
Former USSR 45 33 2.5 43 10.0 33 4.8 00 -131 -250
Source: IMF, International Financial Statistics, and DESD estimates.

a Preliminary estimates

Among the other long-term issues of special con-
cern for developing countries, commodity prices, which
have been falling since the early 1980s but recovered
slightly in the late 1980s, are now at record low levels.
Moreover, prices are not expected to recover substan-
tially in the near future.

The relationship between development and the en-
vironment has assumed great importance in national and
international discussions in recent years. Concern with
the issues of trade and protection of the environment has
correspondingly increased.

TRADE FLOWS IN 1991: SALIENT FEATURES

DEVELOPED MARKET ECONOMIES

The value of the industrialized economies’ merchandise
exports and imports, which represent about 70 per cent
of world trade, increased about 2 per cent in 1991, the
smallest rate of increase since 1985. In volume terms, the
growth of their exports slowed to just under 3 per cent
from around 6 per cent in 1990, while the growth of their
imports slowed from about 5 per cent to 3 per cent (table
A20). This lethargic growth of trade in 1991 is largely at-
tributed to the recession in both North America and the
United Kingdom and the consequent decline in their im-
port demand. A strong growth of import demand in Ger-
many and the continuing strength of United States ex-
ports were the major factors sustaining the growth of in-
dustrialized country trade.

For the United States, export growth was one of the
few bright spots in the economy last year. The volume of
exports increased by about 7 per cent in 1991, and al-
though this represented a slow-down from an 8 per cent

increase in 1990, the growth was much higher than that
of other major developed countries’ exports. The growth
was fueled by the decline in the value of the dollar, which
reached historic lows against the mark and the yen in
February 1991. Thereafter, the dollar began to rally and
economic growth overseas began to stall just as the
United States economy was showing signs of recovery.

The strength of exports contributed to a further re-
duction of United States merchandise trade deficit which
shrank by about $34 billion to $74 billion in 1991. Over
the period 1987-1991 the deficit as a proportion of ex-
ports declined from over 60 per cent to under 20 per cent,
which makes the current protectionist sentiments in the
country incongruous. The focus of protectionism has,
however, shifted from overall deficit to bilateral deficits
some of which remain large. Deficits were especially
large with China, Japan and Taiwan Province of China,
which together accounted for some four fifths of the
United States’s trade deficit in 1991, up from roughly
half in 1988. The fact that the United States trade deficit
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with Asia, and particularly Japan, is not shrinking fast
has put a particular spin on United States trade policy vis-
a-vis these countries which continued in 1991.

The Japanese response has been one of accommo-
dation. For example, in mid-March 1992, Japan an-
nounced that it would reduce its ceiling for automobile
exports to the United States to 1.65 million cars per year,
down from 2.3 million. This gesture is, however, ex-
pected to have only a limited impact on the American
automobile industry—in part because of the depressed
market and in part because of the increasing number of
cars being manufactured at Japanese “transplant” facto-
ries in the United States.’

In a further bid to offset trade tensions, Japan's
Ministry of International Trade and Industry (MITI) was
said to be considering announcing a similar reduction in
its exports of cars to Europe—though, here too, a 5 per
cent quota cut would have little effect on total Japanese
sales because of the existence of Japanese auto plants in
Europe. Nevertheless, such a move is expected to sym-
bolize Japanese auto makers’ willingness to abide by last
summer’s MITI-European Community (EC) accord to
limit their European market share until the end of the
century.’ -

The growth of Japanese imports slowed in 1991 in
response to the slow-down of the economy and was no
longer one of the major growth poles of world trade that
it had been since the mid-1980s. Exports also grew only
modestly, at just about the same rate as imports. Never-
theless, the country’s trade surplus increased by $40 bil-
lion to around $103 billion. This was largely duetoa 10
per cent improvement in the terms of trade of the country,
partly resulting from an appreciation of the yen and a de-
cline in prices of oil imports. The trade balance with the
United States increased, though only by just over 1 per
cent, for the first time in four years. Much of the increase
in overall trade surplus in 1991 was due to a sharp switch
of the trade balance of the country with the EC from a
deficit to a surplus, and an increase in the surplus with
South and East Asia.

Largely as a consequence of unification, German
imports increased sharply in 1991 while exports de-
clined. Total imports in 1991 were some 10 per cent
higher than in 1990 for Germany and was one of the ma-
~ jor sources of growth of world trade.

DEVELOPING COUNTRIES

In 1991, exports of developing countries increased by
around 10 per cent in volume and by 5 per cent in nomi-
nal dollar terms as average prices of exports fell. Imports

also increased sharply, by about 9 per cent in volume and
8 per cent in value. The growth of developing country
trade was thus much higher than the growth of world
trade. As with economic growth, there were however
very large differences among countries.

Developments in 1991 that affected the merchan-
dise trade of developing countries include the recession
in developed market economies which reduced demand
for their exports, the price effects of the unanticipated in-
crease of exports of some mineral and metals from re-
publics of the former Soviet Union (see below), the loss
of export markets in eastern European countries and re-
publics of the former Soviet Union, and the lingering ef-
fects of the Persian Gulf conflict. The roll-back of oil
prices benefited the energy-importing countries. Imports
of Latin America and the Caribbean surged at the highest
rate in recent years, growing 14 per cent in volume in
1991. On the other hand, exports, which had been grow-
ing at an annual rate of around 6 per cent in volume over
1987-1990, slowed to under 5 per cent. Export revenues
declined by 1.4 per cent as export prices fell. The terms
of trade of the region deteriorated by around 6 per cent.

The volume of Africa’s exports increased by
around 4 per cent but this was more than offset by a 9 per
cent decline in export unit values, leading to a 6 per cent
fall in export earnings. Prices of oil, coffee, cocoa, cop-
per and other commodities that together account for over
80 per cent of Africa’s export revenues were lower in
1991. The terms of trade of the region worsened by over
7 per cent. The volume of imports increased only mar-
ginally.

The volume of exports of South and East Asia in-
creased by around 14 per cent, while region’s imports
grew almost as fast, at around 12 per cent. Along with the
growth of China’s trade, it was one of the most dynamic
elements in world trade in 1991. Although the world-
wide recession had an adverse impact, trade perform-
ance remained strong because of high rates of economic
growth in the region and increased trade and investment
links between developing countries in the region and
with Japan. Singapore’s export growth slowed, but was
not halted, by recession in the United States and other ex-
porters of manufactures—Hong Kong, Republic of Ko-
rea and Taiwan Province of China—were also able to in-
crease their exports substantially, mainly to China and
the European Community. Exports from Malaysia and
Thailand continued to grow fast. Indonesia’s exports
were relatively sluggish because of lower oil and com-
medity prices. On the other hand, exports of India and
Viet Nam stagnated, partly because of reduced import
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demand in eastern Europe and the former Soviet Union.
Trade flows of several countries in South Asia were ad-
versely affected by the disruptions caused by the Persian
Gulf conflict.

China’s trade expanded robustly with the value of
exports increasing at a rate of about 16 per cent. Imports,
recovering from a decline of over 15 per cent in 1990, in-
creased by almost 20 per cent in 1991. China’s trade
benefited from strong trade links with the United States,
Japan and other countries in South and East Asia. The
rapid expansion of exports can be attributed to reforms
that allowed for increased autonomy in the export sector,
an overall depreciation of the yuan, and rapid industrial
growth. The import growth was a result of the lifting of
austerity measures that had restricted imports in the past
two years.

In West Asia lower oil prices led to a 10 per cent fall
in export revenue despite an increase in the volume of oil
exports. Much of the increase was due to higher levels of
production and exports of oil in Saudi Arabia, the Islamic
Republic of Iran and the United Arab Emirates. The com-
bined volume of exports of these three countries, which
normally account for about two thirds of the region’s ex-
ports earnings, increased by 4.5 per cent in 1991.

ECONOMIES IN TRANSITION

The volume of foreign trade of the economies in transi-
tion fell sharply in 1991. There were two major compo-
nents of this decline: the sharp contraction of intra-
CMEA trade and the collapse of Soviet foreign trade.

The value of exports of the five eastern European
countries declined by about 10 per cent in 1991, as trade
with other eastern European economies and the Soviet
Union contracted sharply. Their exports to the industrial
countries, on the other hand, increased by about 8 per
cent. The share of inter-group trade, which had been de-
clining recently, plummeted (see figure II1.2). Imports of
these countries increased by around 6 per cent. As with
exports, there was a substantial increase in imports from
the market economies, and a very sharp decline of im-
ports from other eastern European countries, while im-
ports from the former Soviet Union increased slightly.
Exports of the former Soviet Union declined by over 20
per cent in value while its imports plunged by almost 40
per cent. Trade of the country with eastern Europe fell
even more drastically.’

The collapse of intraregional trade

Anew trading system based on convertible currency set-

tlements and world market prices came into force in
January 1991. However, because of the shortage of con-
vertible currencies and in the absence of a system to re-
place the old payments mechanism, all countries in East-
ern Europe and the former Soviet Union tried to reduce
their mutual trade drastically.* Lack of hard currency led
to virtual destruction of an intraregional trade for Bul-
garia, Romania and the Soviet Union. Other reinforcing
factors helped to destroy trade in the region. The deep re-
cession caused by the economic transition disrupted
trade. Production suffered as the established sources of
foreign inputs disappeared. Widespread failure to hon-
our foreign trade obligations was both a cause and con-
sequence of the declining trade.

In the former Soviet Union, foreign trade was both
a casualty, and a direct cause, of major difficulties for the
economy. The fall in output, in particular of oil, which
was the Union’s main export item,’ chaos in the institu-
tional arrangements for foreign trade, as well as a num-
ber of ill-considered tax and regulatory measures, re-
sulted in a steep decline in export revenue.’ This led to a
sharp reduction in hard currency imports, by probably as
much as a third.

Anew array of potentially significant international
trade issues emerged with the dissolution of the Soviet
Union and the sudden transformation of centrally-ad-
ministered inter-republican flows into international
trade between sovereign States. The 15 successor States
have quite different levels of socio-economic develop-
ment (see chap. IT). A common characteristic is that, with
the possible exception of Russia, trade with other repub-
lics of the former Union has been far more important
than trade with the rest of the world.

Several of the newly independent States have de-
clared their intention to re-orient their foreign economic
ties “outwards”. This task is compounded by their lack
of competitive products other than raw materials and en-
ergy. Given the current protectionist trends in interna-
tional trade, and the need for restructuring domestic in-
dustries to meet the requirements of the world market, it
will be some time before these economies can achieve
their goal of outward orientation.

Recognizing this, the Governments of the succes-
sor States attempted to preserve the “common economic
space” of the former Union, as well as the rouble as the
common currency of their trade. Political obstacles have
greatly complicated this task. Nevertheless, in February
1992, 11 countries of the Commonwealth of Inde-
pendent States (CIS) signed an agreement regulating the
relationships between member states in the field of trade
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Figure lI1.2.
Eastern European intra-group shares of trade
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and economic cooperation. This agreement stipulated
that the rouble would continue to be used for all pay-
ments and credits. Trade between them would be based
on world market prices (with the exception of a limited
number of “most critical products™). The participants
agreed to allow the free flow of goods and services be-
tween member States.

Groping for trade and payments arrangements

Almost all the eastern European economies in transition
have endeavoured to divert at least part of their intrare-
gional trade flows to the market economies, with partial
success in the case of Hungary and Poland. Domestic de-
mand was severely depressed in the former CMEA coun-
tries but import demand in the west was high, and spe-
cific eastern European products were in considerable de-
mand. Moreover, western trade concessions have had
some effect. Beginning in 1990, all eastern European
countries received the Generalized System of Prefer-
ences. Several quota restrictions have also been eased for
them, making their access to western markets somewhat
easier.

The difficulties inherent in diverting trade flows
from the eastern European markets to the west should
have prompted the countries in transition to reconsider

the possibility of increased trade among themselves.
They are, however, unwilling, mostly on political
grounds, to consider this option. The idea of a Central
European payments union (CEPU), suggested by United
Nations staff” among others, received some attention® in
1991 but still does not have adequate political backing.
The opponents of this proposal emphasize the difficul-
ties of certain countries—mostly the republics of the for-
mer Soviet Union—in meeting their trade commitments.
None the less, since most partners have a serious short-
age of convertible currencies, some form of payments ar-
rangement would be advantageous for all. Even the ex-
tension of the association agreements with the EC to
Czechoslovakia, Hungary and Poland—forming a free
trade area—might warrant some kind of transferable
currency arrangement. The collapse of the Soviet Union
as a political unit in 1991 should revive interest in this
proposal since its intra-republican relations (see box I1.2
in chapter IT) clearly warrant a mutually acceptable trade
and payments framework, perhaps in the line of the
CEPU.

Several countries in the region have approached
western Europe for so-called “triangle” trade financing.
The idea is that, since the economies in transition cannot
count on rapid liberalization of imports by the Commu-
nity, the EC would partially finance trade flows between
eastern Europe and republics of the former Soviet Union.
So far several commitments for such financing have
been made; actual disbursements, have, however, been
rather small.’

At present, the only possible way for eastern Euro-
pean countries to restore trade with the CIS is to establish
direct trade relations with the individual republics and
territories in the Soviet Union on a barter basis. All the
eastern European countries have in fact been resorting to
this method.™

Meanwhile, Czechoslovakia, Hungary and Poland
have initiated closer cooperation among themselves, as
well as with Austria, Italy and Yugoslavia on political,
economic and environmental issues and have formed an
organization, the Hexagonale,™ for the purpose. The two
latest summit meetings of the leaders of the three eastern
European countries, in Visegrad (Hungary) in February
1991 and in Cracow (Poland) in October 1991, decided
on a common approach to foreign trade as well. As a first
outcome of this collaboration, the ministers of the three
countries agreed in November of last year to liberalize
their mutual trade within the next five years.'* Further-
more, the three Governments decided to form a free-
trade zone which would probably go into effect in June



BOX III. 1.

Association with the Common Market: the case of Hungary

THE TRADE chapters of Hungary’s association
agreement with the EC will ultimately result
in a free-trade zone, excluding agricultural
products, between the 12 EC countries and
Hungary by 31 December 2000. However,
trade will be asymmetrical, with EC-granted
benefits being reciprocated by Hungary only
at a later date.

An interim agreement, entering into
force on 31 December 1992, eliminates all
quantitative restrictions on Hungarian indus-
trial exports other than textiles by the end of
2000. Over 70 per cent of these products are
now duty-free, while the remaining duties
will be reduced to zero in stages, over five
years.

Customs duties for steel will be reduced
by 20 per cent in the first stage, and wholly
eliminated in five years, but EC expects vol-
untary export restrictions from Hungary.
Quantitative restrictions on textile exports
will be lifted in five years under a schedule to
be specified later. Textiles manufactured un-
der contract are now duty free, and customs
duties for other textiles have been reduced by
29 per cent. These duties will be eliminated
in six years.

As far as agricultural products are con-
cerned, the parties are to grant one another
mutual preferences. In the next three years,
the European Community will reduce cus-
toms duties for Hungarian exports by 20 per
cent annually. The quotas of farm products
falling under preferential treatment will be

raised by an annual 10 per cent in the next
five years. On its part, Hungary has reduced
its farm subsidy ceiling from 35 to 30 per
cent and has set the floor at 10 per cent.
Four categories of products—beef, chicken,
some dairy products (cheese, butter), and
bottled wine—receive the highest level of
protection. There will be no subsidization
of goose livers, feathers and grain.
Subsidies on mutton have been reduced

by 10 per cent.

On 1 March 1992 Hungary reduced cus-
toms duties on 15 per cent of industrial im-
ports from the EC. These duties are to be
eliminated in three stages, by 1 January
1994. The rest of the industrial imports will
become duty-free by 31 December 2000.
Under the interim agreement, Hungary has
the right to protect its new industries or its
branches undergoing reconstruction by in-
creasing customs duties in the transition pe-
riod. ‘

According to the agreement, any reduc-
tion of EC duties on Hungarian products can
be granted only for products containing at
least 60 per cent Hungarian value-added. The
issue of origin, however, is further compli-
cated by a so-called “cumulation” rule—
which applies when a final product contains
inputs from several countries. Hence, manu-
factured products assembled in Hungary, but
using foreign value-added, might well be ex-
cluded from this agreement based on the is-
sue of origin.

54
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1992. The partners would give each other the same privi-
leges in trade as required in their association agreements
with the EC.

Association agreements with the
European Community

Czechoslovakia, Hungary and Poland have been press-
ing for an association agreement with the European Eco-
nomic Community, which would not-only ease some im-
port quotas but would also acknowledge the possibility
of an eventual membership in the Community sometime
in the late 1990s. After protracted negotiations, the
agreements were concluded on 22 November 1991 and
were signed in Brussels in December.”

These association agreements comprise a new
form of contractual relations between the EC and eastern
Europe and serve as an instrument of common foreign
policy towards eastern Europe. Priority is given to fos-
tering transformation in these economies and promoting
the integration of the region into western-style economic
and social systems. Although the reaction to the agree-
ments in the region has been very positive, a number of
reservations have been made. Free trade for industrial

goods, for example, is subject to restrictive anti-dump-
ing and escape clauses. Furthermore, the EC remains re-
strictive on the question of liberalization of trade in agri-
culture as well as the so-called “sensitive” goodsBox
II.1Box III.1 p.2 (textiles, iron, steel and coal) which are
vital for eastern Europe’s exports. When and if the Uru-
guay Round comes to an agreement on textile trade, new
negotiations on textiles are foreseen.'*

The trade part of the association accords came into
force on 1 March 1992 and has a duration of 10 years, di-
vided into two stages of 5 years each. The eastern Euro-
peans’ obligation under these treaties—to bring their for-
eign trade and investment laws, business regulations and
other legislation governing the establishment and opera-
tion of foreign businesses into line with EC norms—be-
gan immediately with a significant easing of restrictions.
In stage two—the period 1997-2001 —they will have to
change their laws to reflect EC norms. The three coun-
tries are obliged to end most protection of their weak in-
dustries by the end of stage one, thus exposing them to
EC competition at that point. The goal of eventual mem-
bership in the Community is clearly set out in the treaty
text.

COMMODITY PRICES IN 1991

The average price of non-fuel commodities, as measured
by the combined index of nominal dollar prices of the
United Nations Conference on Trade and Development
(UNCTAD), declined by 6.3 per cent in 1991 (figure
1I1.3). Measured in special drawing rights (SDRs), the
decline was a slightly steeper 7.4 per cent, reflecting the
slight overall depreciation of the dollar. In real terms, i.e.
in terms of manufactures they would buy, the decline in
prices was also around 6 per cent, as prices of manufac-
tured goods exports of industrialized countries remained
practically unchanged. The decline was smaller than the
14.9 per cent fall in real commodity prices in 1990 that
resulted from a combination Figure IL.30f a 5.9 per cent
decrease in nominal dollar prices and a 10.6 per cent in-
crease in the average prices of manufactured goods (ta-
ble A.22).

The continning fall of commodity prices, which
started to weaken in 1989, mainly reflected demand con-
ditions as a consequence of the recession in developed
market economies. Prices for many commodities had
strengthened early in the year at the onset of the Persian
Gulf war. After the conclusion of the war, forecasts of an
end to the recession in the United States and a resump-

tion of growth in other economies spurred producers of
some commodities to maintain high levels of production
and exports. These forecasts turned out to be over opti-
mistic, and many markets were left with large stocks.
Prices of many commodities then resumed their down-
ward trend from the second quarter of 1991 to the end of
the year.

Commodity prices in 1991 were also influenced by
the supply and demand shocks to several markets that re-
sulted from the breakup of the Soviet Union and in-
creased participation of eastern European economies in
western commoditiés markets. On the supply side, ex-
ports of zinc, aluminium and copper from republics of
the former Soviet Union increased by 92 per cent, 65 per
cent and 15.3 per cent, respectively. Prices for alumin-
ium and zinc fell almost to the lows of the mid 1980s.
Copper prices also declined on average for the year, but
were supported by low stockpiles and production short-
ages stemming from political disturbances in Zaire and
Zambia. The increased commodity exports were driven
by the need for increased foreign exchange eamings and,
in the case of the Russian Republic, changes in foreign
exchange control laws that provided incentives for indi-
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Figure I11.3.
Non-fuel commodity price indexes, 1981-1991
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vidual companies to increase exports rapidly. The flood
of exports in 1991 came largely from stockpiles growing
as a consequence of reduced domestic demand for indus-
trial production.

Foreign exchange shortages and sharply reduced
economic activity in these countries caused significant
reductions of imports. The dismantling of the CMEA and
other trading arrangements between the former Soviet
Union and several developing countries created other
types of market dislocations. The Soviet Union was the
world’s biggest importer of tin and provided the largest
export market for India’s tea and Cuba’s sugar. Com-
modity imports of the Soviet Union from developing
countries were reportedly cut by half in the first quarter
of 1991 compared with the same period in 1990. Prices
of these commodities weakened as the excess supplies
were diverted to world markets. On the other hand,
prices of certain food items—wheat and grain, in par-
ticular— strengthened as production shortfalls and the
threat of famine in the new republics led to massive im-
ports of food from the United States and the European
Community.

Among the major commodity groups, food prices
declined by 6.6 per cent. Sugar led the decline with a loss
of 27 per cent of free-market prices although the United
States import price decreased by only 7 per cent. The
European Community import price for sugar actually in-
creased by a slight 3.7 per cent. Wheat prices, following
a steep decline of 19 per cent in 1990, recovered from
lows at the beginning of the year to almost boom levels
in the fourth quarter as a result of increased shipments to
the former Soviet Union, strong demand from China and
reports of dwindling United States stockpiles. Neverthe-
less 1991 prices were on average 12 per cent lower com-
pared with 1990,

Tropical beverage prices declined by 8.1 per cent.
Increased production, weak demand in western coun-
tries, and a slump in purchasing power in the former So-
viet Union and eastern Europe resulted in surpluses of
coffee and cocoa that took prices to their lowest levels in
16 years. Coffee prices fell about 9 per cent in 1991.
Prices for robusta coffees, exported mainly by African
countries, fell by 9.4 per cent. By comparison, prices of
mild arabicas, exported mainly by the major Latin
American producers to North American markets, fell by
4.6 per cent. Although demand for cocoa outstripped
production for the first time in eight years, seven years of
bumper crops have resulted in huge stockpiles that fur-
ther reduced prices by 10 per cent in 1991 but they had
strengthened somewhat towards the end of the year on
the basis of forecasts of lower production in some of the
major exporting countries. London Auction tea prices
registered a decline of about 9 per cent. Export sales re-
main depressed because of reduced demand in the for-



INTERNATIONAL TRADE 57

mer Soviet Union and the additional loss of the Iragi
market on account of the continuing United Nations
trade embargo. Increased supplies of lower grade teas
accounted for much of the price decline.

Vegetable oils and oilseeds was the only commod-
ity group to register an increase in prices in 1991. The
UNCTAD index for this group increased by 8.1 per cent
following two successive years of steep declines. Coco-
nut oil and copra prices increased, by 29.2 per cent and
25.5 per cent, respectively, largely because of drought
conditions and supply problems in the Philippines. In-
creases were also recorded for palm oil (18.4 per cent)
and palm kernel oil (22.4 per cent). Prices of every other
commodity in this group fell in 1991.

Prices of most agricultural raw materials declined
in 1991 leading to an overall decline in the UNCTAD in-
dex of these prices of 8.1 per cent. Cotton prices started
the year with an increase but fell to a cumulative loss of
26 per cent during the second half of the year. Bumper
harvests in the United States and in China, which became
anet exporter for the first time in 1991, and large quanti-
ties of exports from the republics of the former Soviet
Union caused the downturn in prices. Wool prices de-
clined by 19 per cent largely because of the ending of
Australia’s 17-year-old price-support scheme. Jute
prices rose in the fourth quarter of 1991 when Bangla-
desh reintroduced export price controls but fell by 16 per
cent, on average, for the year because of weak export de-
mand. Rubber prices fell by 5 per cent mainly because of
the world-wide slump in the tyre industry. Prices of sisal,
hides and skins and tropical timber also fell.

The UNCTAD composite index of minerals, ores
and metals prices declined by 9.4 per cent, the steepest
decline of all the commodity groups. Aluminium prices
in December 1991 were 47 per cent lower than their peak
in September 1990 and were down 20 per cent for the
year as a whole. Tight stocks on the London Metals Ex-
change and supply problems in Zaire and Zambia held
copper prices to only a 13 per cent decline for the year.
Zinc prices declined by 31 per cent mainly because of
oversupply conditions and reduced demand in construc-

tion and automobile industries. Tin prices have been
depressed since the collapse of the International Tin
Council price support scheme in 1985. Prices fell by a
further 10 per cent in 1991. Small increases were
recorded for phosphate rock, manganese ore and iron
ore.

Negotiations aimed at reviving stalled price-stabi-
lization schemes produced no significant results in 1991.
The major coffee producers, Brazil and Colombia, failed
to arrive at an agreement to withhold a percentage of ex-
ports from the market in order to strengthen prices,
though Brazil actually suspended exports briefly in
March 1991. The International Coffee Organization ex-
tended the International Coffee Agreement without eco-
nomic clauses. Disagreements remain over export quo-
tas between different types of coffee and a retention plan
that allows for sales to non-members at substantial dis-
counts. The buffer stock agreement of the International
Cocoa Organization remains suspended because of dis-
putes between major producers and consumers over the
price range to be defended and over accumulated pay-
ment arrears of some producers. The International Cocoa
Agreement is operating without economic clauses with
an extension to December 1993. The most stable com-
modity agreement, the International Rubber Agreement,
came under pressure in 1991 as major producers and
consumers in the International Natural Rubber Organi-
zation failed to agree on whether to start negotiations on
a new pact. The current agreement expires in December
1993 but major producers, led by Malaysia, maintain
that the present agreement only succeeds in stabilizing
prices at the lower end of the price support band of the
Agreement.

The Association of Tin Producing Countries
(ATPC), formed in 1985 after the collapse of the Interna-
tional Tin Council was strengthened in 1991 when
China, the world’s second largest producer, became a
member. The association has already agreed on export
reductions aimed at reducing stockpiles to 20,000 tons
from present levels of 45,000 tons in order to boost
prices.

THE URUGUAY ROUND

The Uruguay Round of multilateral trade negotiations
has been the most ambitious by far of all the GATT ne-
gotiating rounds. Two features distinguish it from pre-
vious rounds, first, the attempt to bring some entirely
new areas, services, the trade-related aspects of intellec-

tual property rights (TRIPS), and trade-related invest-
ment measures (TRIMS), under GATT’s purview and,
second, the effort to bring the two old, but contentious,
issues of agriculture and textiles under normal GATT
rules. It has also attracted wider participation than pre-
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vious GATT rounds, with a much larger number of de-
veloping countries than before taking active part in the
negotiations.

The negotiations, which started in October 1986
and were scheduled for completicn in four years remain
stalled. After the suspension of the talks in Brussels in
December 1990, negotiations were restarted in early
1991 and were intended for completion by the end of the
year. In December 1991 the GATT Director-General, in
his capacity as chairman of the Trade Negotiations Com-
mittee, the main negotiating body, tabled a comprehen-
sive package of draft agreements on a take-all or leave-
all basis. While this was widely regarded as a bold step
to nudge forward a process of negotiations of extreme
complexity, the necessary political will to accept it, or to
come up with an acceptable alternative package, was
lacking. Among the most contentious issues was agricul-

ture, where the position of the United States and the
European Community remained far apart on the question
of production and export subsidies. However, although
suiccess in farm issues has been considered the linchpin
of the success of the negotiations as a whole, there are a
number of other difficult issues the resolution of which
would not automatically depend on solution of the prob-
lem of agriculture.

Whatever the terms of a final compromise, there is
little doubt that it would be of enormous consequence for
the world trading system. There is, however, no clear-cut
criterion of success. Some, in fact, maintain that while a
comprehensive agreement would be optimal, the value
of a modest agreement should not be discounted—espe-
cially where the alternative to a modest agreement may
be no agreement.

THE TRADING SYSTEM IN 1991

ATTEMPTS TO MANAGE TRADE CONTINUE

The past few years have been characterized by growing
impatience in certain quarters with the multilateral trad-
ing system. This has led to the pursuit of aggressive uni-
lateralism and managed or results-oriented trade by
some countries in an attempt to pry open foreign mar-
kets, especially those of countries deemed to be “unfair”
traders. In 1991, with a large part of the industrialized
world in economic slow-down, or outright recession, in-
terest in these trade measures appeared to gather
strength.

In the United States, the focus on “aggressive uni-
lateralism” and “results-oriented” trade continued to be
on bilateral trade with Japan and a number of other coun-
tries. The ostensible justification for these policy meas-
ures has been to increase market access in situations
where the partner country is perceived to be an “unfair
trader”. To this end, the measures utilized have been the
Special 301 provision of the 1988 Omnibus Trade and
Competitiveness Act, the Super 301 provision, and the
Structural Impediments Initiative (SII). There is little
doubt, however, that support for these measures—both
among the public at large and in Congress—coincided
with the poor performance of the American manufactur-
ing sector over the past few years,”® or that it has been
greatly strengthened by the large job losses in the reces-
sion of 1990-1991.

The various provisions of the 1988 Act specifying
actions to be taken in response to foreign trade practices

judged pernicious to United States export interests con-
tinue to dominate much of United States trade policy.

The Special 301 provision of the Act, which was
designed to enhance the Government’s ability to negoti-
ate improvements in foreign intellectual property re-
gimes, provides for trade retaliation against countries
judged to be insufficiently protective of United States in-
tellectual property rights. Each year a review is under-
taken to determine which countries to charge with inade-
quate protection. While a number of countries have been
named, retaliatory action has not actually been taken in
any instance. Rather the cited countries have been placed
on “watch” and “priority watch” lists. Discussions are
currently under way to determine which countries, if any,
should be cited this year.

Super 301, which had a two-year mandate expiring
31 December 1990, differed from Special 301 in that, un-
der its provisions, the definition of unfair trade practices
was expanded to include general patterns of trading be-
haviour. Under this statute, therefore, a whole array of
barriers of a particular foreign country could be investi-
gated at the same time. Attempts are currently under way
to revive the law in the shape of the Gephardt-Levin
amendment. Under the provisions of this amendment,
countries would be placed on a Super 301 list for priority
trade negotiations if they (a) account for at least 15 per
cent of the United States trade deficit, (b) have a current
account surplus, and (c) engage in protectionist practices
limiting market access for the products of the United
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States and other countries. According to Gephardt, this
bill “will force the United States administration to deal
with trading sectors that have the greatest export poten-
tial and where the most jobs are at stake, and it will force
United States trading partners to live up to agreements
they sign.”"®

The case against aggressive unilateralism—which
is what the proposed five-year extension of Super 301
represents—is that opening foreign markets is an ongo-
ing process since traditional trade barriers persist in most
countries. For example, the United States agenda for
1992 includes the reduction of European aircraft subsi-
dies, as well as improving market access in telecommu-
nications. Similarly, there is the question of Japanese
barriers to trade in the auto parts, glass and paper indus-
tries. All of these are, in fact, currently under negotiation
or, in the case of aircraft, in GATT dispute-resolution.

Neither is targeting countries that have a trade sur-
plus with the United States economically rational. Trade
deficits and surpluses and the problem of market access
are distinctly separate issues. For instance, the United
States claims serious market access problems in a num-
ber of sectors in Europe; none the less, it ran a sizeable
trade surplus with western Europe in 1990 and 1991.
Furthermore, there is wide agreement that the United
States deficit is a function of a number of macroeco-
nomic variables—including exchange and interest rates
and low domestic savings."

The Structural Impediments Initiative (SII),
launched in mid-1989 with the aim of modifying the
workings of the Japanese and United States economies
the better to reduce trade barriers between the two, con-
stitutes another example of an attempt to “manage”
trade. The 1989 and 1990 SII talks focused in large part
on ways of further opening the Japanese market to
American manufactures.

The question of the openness of the Japanese mar-
ket remains highly contentious. A substantial number of
econometric studies of cross-country import ratios that
now exist fail to support unequivocally the conclusion
that Japan’s imports are below what could be expected
given its income level and resource endowments. More-
over, Japan is a large importer, the world’s third largest,
and its imports have been growing fast in recent years.

President Bush’s visit to Japan in January 1992 was
a continuation of the ongoing effort by the United States
to pry open the Japanese market. The President arrived
in Tokyo seeking a commitment by Japanese officials to
increase their imports of American automobiles and auto
parts. The results were only modest. The initial response

was an announcement that Japanese auto makers would
try to import nearly 22,000 “Big Three™® vehicles and
$10 billion more in auto parts by 1995, as well as propos-
ing measures to boost sales of American computers and
paper products.

The complexity and futility of any attempt at man-
agement of trade in today’s world can be illustrated by
the recent example of the United States automobile in-
dustry. Given the importance of inter-industry trade and
transborder trade of transnational corporations, it is not
clear what an “American” or “foreign car” actually is.
Thus, a car may be made in the United States by a for-
eign-based company or may be built abroad by a United
States company. The definition of what is “foreign” or
how much of a car is “foreign” has led to trade disputes.
The recent dispute over import duties on United States
imports of cars partly made in Canada using United
States-made components is an example.

SHIFT TOWARDS TRADE LIBERALIZATION
IN DEVELOPING COUNTRIES

In a significant development since the mid-1980s that
contrasts with the growth of unilateralism, managed
trade, and non-tariff barriers, a large number of develop-
ing countries have been liberalizing their trade regimes.
Between September 1986 and April 1991, more than 30
developing countries undertook autonomous trade liber-
alization initiatives. Almost one third of those were in
Latin America.” Furthermore, since the start of the Uru-
guay Round, a dozen developing countries have joined
the GATT, and others have started negotiations to be-
come a contracting party or are exploring the possibility

“of acceding.’® The new members agreed to reduce and

bind most if not all tariffs and, in several cases, to take
other significant steps to liberalize non-tariff restric-
tions.

There are several reasons for the shift towards lib-
eralization. First, the debt crisis and the ensuing reduc-
tion in private external finance led to outward-looking
trade policies as a means to increase foreign exchange
earnings and as an element in policies to promote
growth. Second, in many cases the availability of exter-
nal assistance for stabilization and adjustment pro-
grammes in developing countries has been conditional
on their adopting more liberal policies, including in the
trade area. Third, views on the role of the State in devel-
opment have been changing in the 1980s. Fourth, the
limits of the import-substitution mode! and of inward-
looking strategies became apparent and contrasted with
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the growth and resilience of a number of countries that
followed outward-looking policies.

The most marked policy shift occurred in Latin
America. Trade barriers have been higher in Latin Amer-
ica than in some of the other developing regions. A study
of 50 developing countries in the mid-1980s estimated
that the average tariff for all regions, and on all goods,
was 30 per cent (see table IIL.2). In Central and South
America, the average tariff levels were far higher—
namely, 66 and 51 per cent, respectively. Moreover, the
incidence of non-tariff barriers—as measured by the
proportion of goods covered by non-tariff measures—
was higher in Central and South America—at 100 and 60
per cent, respectively—than the average for all regions
(40 per cent).

Latin American countries have been active in dis-
mantling these high tariff and non-tariff barriers. Argen-
tina has lifted most of its traditional trade regulations,
thus modifying effective rates of protection in several in-
dustrial, agricultural and agro-industrial (sugar, cotton,
tobacco, wine) sectors. Similarly, Brazil has started a
four-year liberalization programme aimed at bringing
down its import tariffs to a level common in most of the
Organisation for Economic Co-operation and Develop-
ment (OECD) countries. The average import tariff is
thus to be reduced to 17 per cent by October of this year
and to 12 percent by July of 1993. However, certain sec-
tors—such as automobiles and high-technology manu-
factures—are to retain special protection. Mexico elimi-
nated most licenses and quantitative restrictions and uni-
laterally reduced tariffs over the past years, before it
started negotiations on a free trade zone with the United
States and Canada.

Chile undertook extensive liberalization starting in

Table II1.2
Developing country tariff and non-tariff barriers, 1985
Tariff rates®
Geographical Non-tariff
region Manufactures All sectors barriers®
Caribbean 20 17 23
Central America 71 66 100
South America 55 51 60
North Africa 45 39 85
Other Africa 37 36 86
West Asia 6 5 11
Other Asia 27 25 21
All regions 32 30 40
Source: UNCTAD.

a Ad valorem tariff.
b Percentage of tariff lines covered by non-tariff barriers.

the early 1980s. It abolished quantitative restrictions and
by 1988 the average tariff rate was down to 15 per cent.
Colombia, Jamaica, Peru and Venezuela all commenced
or accelerated trade reform last year. In August, the Gov-
ernment of Colombia accelerated its planned tariff re-
duction programme. The average duty is expected to fall
to 14 per cent, down from 25 per cent before the most re-
cent wave of liberalization measures. Peru, meanwhile,
commenced reforms in March 1991, reducing tariffs to
an average level of 17 per cent. Moreover, many non-tar-
iff barriers, which reached a peak in 1987, have been
eliminated, as have foreign exchange controls. The
Venezuelan Government announced new measures
aimed at liberalizing automobile imports. The tariff on
certain types of cars was lowered last September to 25
per cent, down from 40 per cent earlier.

In Africa, a number of countries undertook tariff re-
ductions or simplified their tariff structures since the
mid-1980s, most frequently as part of their structural ad-
justment programmes. Céte d’Ivoire, Cameroon, Egypt,
the Gambia, Ghana, Kenya, Madagascar, Malawi, Nige-
ria, Senegal, the United Republic of Tanzania and Zaire
abolished many quantitative restrictions. Zambia freed
its gemstones export. Algeria, the Central African Re-
public, Ghana, Nigeria, Sierra Leone and Togo abolished
import licensing procedures, and other countries, includ-
ing Morocco and Mozambique, reduced the number of
products subject to licensing. Egypt, Morocco and Tuni-
sia reduced tariffs.

Trade liberalization proceeded also in Asia during
the second half of the 1980s. The Republic of Korea
eliminated its import surveillance system that had been
in place since 1977. Gradual tariff reductions aim at
reaching the average tariff rate of 7.9 per cent by 1993.
In India, a comprehensive set of reforms introduced in
early 1991 attempted, among other things, to increase
the openness of the economy. Barriers, both tariff and
non-tariff, were reduced or eliminated, but severe exter-
nal payments problems brought back temporary restric-
tions to some imports in 1991. Indonesia introduced suc-
cessive trade liberalization measures since 1985, gradu-
ally cutting its average tariff to a level equivalent to less
than 60 per cent of the level of 37 per cent prevailing in
1984. Initstrade liberalization programme, which began
in 1988, Pakistan reduced import licensing, replaced
non-tariff barriers with tariffs and reduced from 225 per
cent to 125 per cent in April 1991 the maximum applica-
ble tariff. Some import restrictions for balance of pay-
ments purposes remain. The Philippines also reduced
non-tariff barriers and the average tariff level. Thailand
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reduced import duties across the board, eliminated ex-
port taxes and removed some items from the list of prod-
ucts requiring import licence.

ECONOMIC INTEGRATION

1991 saw a continuing trend towards the formation of re-
gional trading blocs. Although such blocs are not neces-
sarily and in themselves harmful to the global trading
system and are not prohibited under GATT rules, their
impact on the system has remained a subject of debate.
Many view these emerging regional groupings as “build-
ing blocs”, forging a more open and liberal trading sys-
tem. However, there is little doubt that such arrange-
ments have diverted attention away from multilateral ef-
forts to liberalize the world trading system and, from this
perspective, they have often been described as “stum-
bling blocs” to liberalization.

Proliferation of trading blocs in recent years coin-
cided with the move in Europe towards a single market
in 1992 and the fear that it might become “fortress
Europe”. The recent United States-Canada Free Trade
Agreement—itself in large measure a reaction to EC
1992—has added impetus to the process.

The rationale behind the formation of trading blocs
is both economic and political, On the economic side, it
gives smaller countries the benefits of an expanded mar-
ket, thus enabling them to realize economies of scale,
while all countries in the bloc realize welfare gains
through trade creation—or, the substitution of lower cost
imports for domestic production. But there may be pow-
erful political grounds for establishing a bloc—namely,
that it may augment the group’s negotiating leverage vis-
d-vis third countries or other blocs and that it may help to
promote regional political cooperation.

The welfare effects of creating free trade areas are
ambiguous. Since free trade is generally acknowledged
to be a good thing, logic would suggest that the trend to-
ward free trade areas is an equally good thing. There are,
however, at least three well-known complicating factors.

First, a trading bloc might be trade diverting rather
than trade creating. Second, there could be beggar-thy-
neighbour effects. These consequences stem from the
substitution of consumption of their own goods for im-
ports from the rest of the world. While the net effect on
bloc members is ambiguous, the effect on outside coun-
tries is quite clear. The demand for outside couniry goods
falls. Hence, to clear markets, the prices of these goods
must fall. Thus, without any overt increase in protection-
ism; the formation of a free trade area might well hurt
countries outside the scheme. These outcomes are, how-

ever, based on static considerations which ignore the ef-
fects of a possible increase in income on the demand for
imports from the rest of the world. Third, there is also the
possibility that trade blocs, having more market power in
the world trading system than do bloc members indi-
vidually, will be tempted to engage in more aggressive
trade policies.

The costs of consolidation of the world into a few
large trading blocs would probably be borne not by the
countries in the blocs, but by those left out.> These
would most likely be small, open, export-oriented coun-
tries—especially developing ones—that thus far have
gained the most from a strong and liberal multilateral
trading system.

Regional and subregional trading arrangements

The 12-member European Community dominates as a
trading bloc. The Canada-United States agreement of
January 1990 makes the two countries the second largest
trading area in terms of the volume of intraregional trade.
The North American Free Trade Agreement (NAFTA)—
which will consist of the United States, Canada and
Mexico—is now under negotiation, and an Asian trading
bloc may emerge in the not so distant future. A number
of other bilateral, subregional and regional trade agree-
ments have emerged in all parts of the world over the past
year or So.

The EC continues to move towards greater integra-
tion and will have achieved its goal of a single market by
the end of 1992. At the same time, the creation of a con-
tinent-wide European Economic Area, encompassing
both the Community and countries of the European Free
Trade Association (EFTA) remains an ultimate objec-
tive.

The treaty of Maastricht, agreed upon by the twelve
members of the EC in early December 1991, represents
yet another step towards deepening integration—i.e., the
creation of a fully-fledged European Union. The basic
thrust of the treaty is both economic and monetary, as
well as political. The move toward economic and mone-
tary union (EMU) will centre on the establishment of a
single currency by 1999 (see chap. II).

In addition to deepening its integration, the EC con-
tinues to widen the range of its associations. On 22 Oc-
tober 1991, the twelve nations of the EC and the seven
nations of EFTA reached an historic agreement to form
the European Economic Area (EEA). This accord, which
is scheduled to take effect at the start of 1993, will create
a free trade area embracing 380 million people, with a
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combined gross domestic product of nearly $6.9 trillion
and accounting for roughly 40 per cent of world trade.
Nearly all obstacles to the flow of people, goods, money
and services will be eliminated, though the sensitive ag-
ricultural sector has been excluded from this agreement
and special arrangements will cover food, fish, energy,
coal and steel. EFTA will keep its own farm policy and
will not have to join the EC’s Common Agricultural Pol-
icy, though both parties will work toward agricultural
liberalization. Decisions in the EEA will be made by a
Council of Ministers, which will meet at least once every
six months. There will also be an independent joint court,
modelled on and linked to the EC’s European Court of
Justice, to settle disputes.?

The agreement may be the first step for many EFTA
countries to full membership in the EC. Thus, Austria,
Finland and Sweden, as well as Cyprus and Malta, have
already applied for membership, while Switzerland has
also indicated its intention to do so.

Eastern Europe has also looked toward the Com-
munity for preferential access. As mentioned before,
Czechoslovakia, Hungary and Poland sought radical im-
provements in their EC market access and associative
agreements were reached in November 1991, paving the
way for complete free trade between the EC and the three
eastern European nations within 10 years.

In the Black Sea area, Turkey, together with Bul-
garia and Romania, as well as the Republics of Armenia,
Azerbaijan, Georgia, Moldova, Russia and Ukraine,
agreed in early February of this year to establish the
Black Sea Economic Cooperation Region. The formal
pact is to be signed in mid-year. The grouping is seen as
a step to integration with the world economy and as a
way of resolving regional dislocations and conflicts.

Also, in February 1992, Azerbaijan, Kyrgyzstan,
Tajikistan, Turkmenistan and Uzbekistan were admitted
to the Economic Cooperation Council founded by the Is-
lamic Republic of Iran, Pakistan and Turkey 27 years
ago.

In the Baltic, the three newly independent States of
Estonia, Latvia and Lithuania announced their intention,
in September 1991, to form a customs union modelied on
the European Community in order to promote economic
growth. Joint projects are planned to improve transport
and telecommunications and to modernize agriculture.

In the Western Hemisphere, progress continues to-
wards the establishment of a number of free trade agree-
ments. Furthest advanced in this regard is the North
American Free Trade Agreement, latching together Can-
ada, Mexico and the United States. Trade ministers from

these three countries began negotiations last June in
Toronto. Nineteen working groups were set up to nego-
tiate under six headings: market access, trade rules, serv-
ices, investment, intellectual property and dispute settle-
ment. The talks, if successful, would establish a free
trade zone encompassing some 360 million people with
a combined income of $6 trillion. However, by the early
spring of 1992, it seemed increasingly unlikely that the
pact could be concluded within the year, as originally
hoped. None of the 19 negotiating groups had reached an
agreement, while talks in the highly contentious energy
and automobile negotiating groups were still “in the con-
cept stage”. Moreover, in the light of the controversial
implications of the proposed NAFTA agreement for the
industrial states of the American midwest, where there is
concern about possible job losses to low-wage Mexican
workers, it seems unlikely that such a trade agreement—
even if concluded—would be put before the Congress
for “fast-track” approval in an election year.
Meanwhile, other free trade initiatives continue in
the Americas. Thus, on 1 January 1992, the Andean Pact,
consisting of Bolivia, Colombia and Venezuela, came
into effect. Ecuador and Peru are slated to join the free-
trade accord by mid-year. The initial agreement did not
specify a common external tariff, though, when set, it
could be as low as 5 to 20 per cent, depending on the
goods being imported, thanks to a round of independent
tariff cuts in these countries over the past few years.

The free trade agreement between Argentina, Bra-
zil, Paraguay and Urugnay, the Southern Cone Common
Market or “Mercosur”, took effect in March of last year.
According to this pact, goods, services and labour are
scheduled to have complete freedom of movement be-
tween Argentina and Brazil by the end of 1994, with
Paraguay and Uruguay following a year later.* The Mer-
cosur trade pact has already led to the expansion of trade
among its members. Perhaps more important, the invest-
ment strategies of firms in the region are being influ-
enced by the existence of the pact.

In Central America, attempts are under way to re-
vive the Central American Common Market, which was
originally set up in the 1960s, but which disintegrated in
1969 because of dissension among some of its members.
The five members—Costa Rica, El Salvador, Guate-
mala, Honduras, Nicaragua—and Panama decided in
July of last year to re-establish the Common Market by
mid-1992. In December, they signed the “Tegucigalpa
Protocol” to introduce basic changes in the constitution
of the Organization of Central American States to enable
a regional economic bloc to be formed.
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Attempts also continue to create a customs union
among the members of the Caribbean Economic Com-
munity (CARICOM). Implementation was originally
slated for 1991. The stumbling block appears to be the
establishment of a common external tariff and concern
over the impact of such a tariff on the individual econo-
mies.

Bilateral trade arrangements are also being pursued
in the Western Hemisphere. For example, a free trade
agreement was signed between Chile and Mexico in
September 1991. Bilateral tariff and non-tariff barriers
are to be progressively lowered, commencing in January
1992. The basic common tariff applicable to most prod-
ucts is to be 10 per cent in 1992 and this is gradually to
be reduced to zero by 1998. Then, too, some 16 “frame-
work” agreements have been signed between Latin
American countries and the United States since 1987.
Ostensibly agreements merely to discuss trade issues,
these may pave the way for a continent-wide trading bloc
inthe Americas. :

In Africa, the members of the Organization of Afri-
can Unity signed, in June 1991, a treaty establishing the
African Economic Community.”* The Community is to
be set up in stages of variable duration over a transitional
period not exceeding 34 years. The Community is to be-
gin with the stabilization of tariff and non-tariff barriers,
pass through the phase of a Free Trade Area, and eventu-
ally evolve into a fully-fledged Customs Union at the
continental level.

Meanwhile, leaders of eastern and southern Afri-
can countries met at the end of January 1992 to discuss
efforts by the 18-nation Preferential Trade Area (PFTA)to
evolve into a common market.”® According to the PTA’s
Secretary-General, the trade flows in the region have the
potential to increase two-fold from their current level.
Official trade between PTA member States amounted to

$1.1 billion in 1989-1990, a fraction of the countries’ ex-
ternal trade.

In Asia, members of the Association of South-East
Asian Nations (ASEAN)—whose members are Brunei,
Indonesia, Malaysia, the Philippines, Singapore and
Thailand—agreed in late January of this year to take the
first steps toward the creation of a regional common mar-
ket. Under the accord, the six nations will integrate their

economies by reducing or eliminating tariffs and non- -

tariff barriers on manufactured goods within 15 years.
Though the agreement has been criticized for its drawn-
out timetable and for the fact that hundreds of products
may be exempted from tariff cuts by each Government,
the accord none the less represents a considerable change
for ASEAN, a grouping which has so far moved slowly
on proposals to expand regional economic cooperation.
The present move is seen as a response to the trading
blocs being formed in western Europe and North Amer-
ica and ASEAN's concern that South-east Asia could be
shut out of these mega-markets.

Under the terms of the agreement, 15 large groups
of goods made in the region will immediately be singled
out for tariff cuts, including ceramics, chemicals, elec-
tronics, jewellery, pharmaceuticals, plastics, textiles,
and wood furniture. ASEAN members pledged toreduce
tariffs on these products to no more than 20 per cent
within § years, and to no more than 5 per cent by the year
2008. The agreement takes effect on 1 January 1993,

It is evident from the above that trading blocs have
become a fact of life in the early 1990s. There may be
grounds to view these blocs as complementary to multi-
lateralism rather than an alternative. For a trading system
filled with blocs to be manageable, and for inter-bloc
trade to proceed smoothly, however, an efficient and ef-
fective GATT system is more critical than ever.

TRADE AND ENVIRONMENT

Issues of the environment have become increasingly im-
portant at both national and international levels in recent
years. There is also a shift in the way these issues are
viewed. Rather than considering them in isolation, they
are now beginning to be viewed as an integral part of a
complex set of issues linking patterns of current produc-
tion and consumption and future economic growth with
the quality of the human environment. International
trade, as the vehicle of exchange of goods and services
across national boundaries and as an engine of growth of
world output has important implications for the environ-

ment. Concern with these implications is not new. The
growing interdependence of the world economy, the en-
vironmental degradation that has already taken place in
many parts of the world, as well as the need for further
trade liberalization, have only heightened the concem.
The preparations for the United Nations Conference on
Environment and Development have greatly stimulated
discussions of these issues.

Rules governing the multilateral trading system
have not ignored environmental issues. Although GATT
bas no rule specially directed towards protection of the
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environment, its provisions allow exceptions to the nor-
mal rules on environmental grounds. Article XX pro-
vides that nothing in the Agreement should prevent
member countries from adopting measures to protect hu-
man, plant and animal life or to conserve exhaustible
natural resources. Differences have arisen on the inter-
pretation of these exceptions and the GATT dispute set-
tlement panels have so far examined a number of such
disputes.

The Agreement on Technical Barriers to Trade
(TBT) signed under the Tokyo Round of multilateral
trade negotiations allows signatories to deviate from in-
ternational regulations and standards for health, safety
and environmental considerations. It, however, obliges
them to ensure that the exceptions are not applied in a
way that unnecessarily obstructs trade and discriminates
against imports vis-d-vis domestic production. The
Agreement requires signatories to notify the GATT sec-
retariat, in all cases where technical regulations are not
based on international standards, products covered and
the rationale and objectives of the regulations. During
the period 1980-1990 the secretariat received over 200
notifications the objectives of which were environ-
mental protection.”’ Negotiations under the Uruguay
Round have sought to modify the scope of the Agree-
ment to include processes and production methods as
well as product characteristics which alone are covered
by the definitions of the present Agreement.

A number of other areas of negotiations under the
Uruguay Round involve issues relating to protection of
the environment.? In “Agriculture” the draft decision on
sanitary and phytosanitary measures is designed to en-
sure that they are only those that are necessary for the le-
gitimate protection of human, animal and plant life and
are not arbitrary barriers to trade. The draft agreement on
subsidies and countervailing measures contains modifi-
cations to normal trade rules allowing subsidies for the
purpose of protection of the environment, among other
specific aims.

A GATT Group on Environmental Measures and
International Trade was set up as far back as 1971, to ex-
amine, upon specific request of member countries, trade
policy aspects of measures to control pollution and pro-
tect the environment. The Group was, however, never
convened. In early 1991, renewed concern with issues of
trade and environment resulted in an informal meeting,
but differences of views remained on the competence of
GATT to deal with environmental matters beyond its
current scope. The reservations of a number of GATT
members on the legitimacy of GATT work in these mat-

ters also stemmed from their eagemess to ensure that
these questions do not divert effort from the completion
of the Uruguay Round.

A GATT Working Group on Export of Domesti-
cally Prohibited Goods and Other Hazardous Substances
was set up in July 1989. It aims at increasing the trans-
parency of national measures adopted for products
which present a serious and direct danger to human life,
animal life and the environment, but for which no
equivalent measure has been taken on the export side.””

A large number of international agreements and in-
struments relate to the environment. The number is
partly a reflection of the fact that there are many environ-
mental problems that are beyond the power of individual
nations to control. The United Nations Environment
Programme (UNEP) lists 152 such agreements,” many
of which concemn international trade, though mostly in-
directly. Among the most important of them are the Vi-
enna Convention for the Protection of the Ozone Layer,
and the Montreal Protocol; the Basel Convention on the
Control of Transboundary Movements of Hazardous
Wastes and Their Disposal; the London Guidelines for
the Exchange of Information on Chemicals in Interna-
tional Trade; and the Convention on International Trade
in Endangered Species of Wild Fauna and Flora. Being
international agreements which set common standards
for all parties, they do not constitute any real hindrance
to trade. The aim should be to make them as universal as
possible, except for agreed exemptions, so that all trad-
ing nations have the same code of conduct to follow and
friction is avoided.

Not all international agreements have universal
participation and neither do they cover all matters of
relevance to international trade. Frictions and trade dis-
tortions arise when a country attempts to enforce its na-
tional rules and standards in a way that affects the trading
interest of other nations whose rules and standards may
be different or non-existent. This may be the case even
where the country applies its rules and standards equally
to domestic production as well as to exports. The recent
tuna dispute between Mexico and the United States is a
case in point.”’

In other cases, Japan has objected to bans on ex-
ports of raw logs in various countries aiming to protect
forests, and Germany has complained about Denmark’s
insistence on deposits on beer bottles. While environ-
mental standards are sometimes seen as a new form of
non-tariff barriers, environmentalists complain that
some countries are tempted to use lax regulations to at-
tract industries.



INTERNATIONAL TRADE 65

Clearly, the protection of the environment and pro-
motion of trade need a set of rules that are acceptable to
all trading nations. However, complications arise on the
questions of internalization of environmental costs and
international competitiveness. Some countries, espe-
cially those at low levels of income, place a greater pre-
mium on growth than on the environment. National en-
vironmental standards thus vary greatly. Consequently,
particular industries in some countries might include en-
vironmental costs in their cost calculations more com-
pletely than their competitors in other countries, giving
the latter a competitive advantage.* These questions can

be resolved only in a multilateral framework.But they
also lead to the broader issues of development priorities
in a world where nations are at very different levels of de-
velopment and production and consumption patterns
vary greatly among countries.

While protection of the environment is a legitimate
concern of any nation, it can also be used as a cover for
trade protection. This is one of the major dangers to the
trading system. Here again, the balance between the le-
gitimate environmental interests of a country and the
need for an open trading system that benefits all can only
be attained through multilateral action.
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IV

Saving, investment, and
the international transfer of resources

O JUDGE by commentary in the world press and in

some international forums, there is widespread con-
cern that the total level of saving in the world will not be
large enough to meet global investment needs over the
1990s. Investment plans would have to be cut back to fit
the savings being generated by national and international
economic processes, and a slow rate of world economic
growth would result. Concern is also expressed that the
global allocation of world saving as it was in much of the
1980s will persist in the 1990s, with higher income areas
continuing to receive a net inflow of foreign saving from
lower income areas.

This chapter reviews recent trends in saving, in-
vestment and the net international transfer of resources
and concludes that world economic growth is expected
to be unnecessarily restrained in the medium term, but
not by a saving shortage in the ordinary sense. There is,

rather, an inadequate allocation of the world’s resources
to investment projects. Developing countries, particu-
larly in Asia, have demonstrated the “virtuous cycles”
that result from a high investment, high growth policy in
a context of relatively well-managed financial and fiscal
systems. In other cases, debt overhang and fragile eco-
nomic situations hold back possible investment and
growth levels. Among the formerly centrally planned
economies, the disruptions of the transition process are
deterring investment, and medium-term progress re-
quires success in implementing new systems of financial
intermediation. Among the developed market econo-
mies, government investment needs to be stepped up, in-
ternational flows need to be augmented to support capi-
tal formation in developing and transition economies,
and, especially in the United States, private investment
could be effectively stimulated as well.

INVESTMENT, SAVING AND NET TRANSFERS

In recent years, annual world investment has surpassed
$5 trillion. But as a share of gross world product it has
been on a declining trend for decades. From 1950 until
the early 1970s, the share of world investment in gross
world product rose almost steadily, reaching a figure of
almost 27 per cent in 1973, from which point it fell to al-
most 22 per cent in 1983, before beginning to rebound.

Changes in the world investment share have
roughly followed the cycles of growth in world output,
generally rising during periods of more rapid world
growth and declining during periods of slower growth
and recession, as can be seen in figure IV.1.! Since pro-
ducers generally seek to expand capacity when sales and
profits are rising and since investment in the capital stock
is the major means by which productive capacity is aug-
mented, this cyclical relationship is an expected one.
However, a long-term downward trend in the share, ex-
tending over several cycles, is disturbing since a sus-
tained decline in investment effort could translate into
slower world economic growth in the future. As dis-
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cussed in chapter IT, world output actually declined in the
early 1990s, and only a slow recovery is forecast for the
medium term. In that light, the prospects for investment
could well be a cause for concern. :

There is no a priori reason that expenditure on in-
vestment should be a fixed proportion of output. Since
1973, the prices of investment goods have fallen relative
to those of other goods and services. The real value of in-
vestment as a share of output could be maintained with a
decreasing share of investment expenditure. Thus, when
measured in constant prices and exchange rates, the in-
vestment share in global output seems to have fallen less
than when measured in current prices (see figure IV.1).
This notwithstanding, the trend is still a declining one.

The relationship between the investment effort, as
measured by the share of capital formation in gross prod-
uct, and the growth of labour productivity, as measured
by the growth in output produced per person in the labour
force, has long been a close one. Thus, average gross out-
put per worker in the world economy rose rapidly during
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Figure V.1.
World investment and the growth of output, 1970~1990
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the 1960s and early 1970s, a period when investment ef-
fort steadily increased in all main regions of the world
economy. During the period of falling investment share
from 1974 to 1982, the growth of world labour produc-
tivity also slowed. Indeed, it became negative and output
-per worker fell from 1980 to 1982. When the investment
share began to recover after 1983, so, too, did productiv-
ity, atleast until the current recessionary cycle began (see
figure IV.1).

This is not to say that productivity is exclusively
determined by the investment effort. Productivity rises
for a variety of reasons and even the contribution that in-
vestment makes to productivity growth is affected by
more than the volume of resources mobilized for capital
formation. It depends, in particular, on the technology
embodied in the investment, the flexibility of manage-
ment and labour in making the most efficient use of new
capacity, the education and skills of the workforce, the
level of unemployment, and so on. An increasing stock
of capital per worker is, nevertheless, recognized as a
fundamental source of productivity growth.

From the first half of the 1970s to the latter half of
the 1980s gross output per worker rose only about 20 per

cent in the world as a whole (see table IV.1). Most of the
increase took place in the developed market economies,
where investment per worker has been far higher than in
the rest of the world, even if it grew only in the last half
of the 1980s.

Data for the countries of eastern Europe and the for-
mer Soviet Union also showed substantial productivity
gains over two decades, although as has subsequently
become more clear, the quality of their output was fre-
quently inferior. As may also be seen in table IV.1, in-
vestment per worker in the countries that are now in tran-
sition to market economies was never as much as half the
level of the developed market economies, and the effi-
ciency of the investment undertaken was generally low.?

Productivity growth in the developing countries
displayed a pattern that has been repeated for almost all
macroeconomic indicators: Latin America and the Car-
ibbean experienced a measure of productivity growth in
the 1970s and stagnation thereafter; Africa has enjoyed
virtually no growth in average productivity in the entire
period and Asia’s productivity has doubled, albeit from

Table V.1

Productivity and investment in the world economy,
1971-1990

Thousands of 1980 dollars

1971- 1976- 1981- 1986-
1975 1980 1985 1990
Gross product per worker
Developed market economies 202 220 23.0 258
Eastern Europe and USSR 60 73 82 92
Developing countries 1.5 17 18 19
of which:
Africa i8 20 18 18
Asia, excluding West Asia 06 08 09 12
Latin America and the 54 60 59 58
Caribbean
World 55 60 62 66
Investment per worker -
Developed market economies 51 52 51 62
Eastern Europe and USSR 1.9 23 23 24
Developing countries 03 04 05 05
of which:
Affica 04 05 04 03
Asia, excluding West Asia 02 02 03 04
Latin America and the 12 15 11 09
Caribbean
World 14 15 15 16

Source: UN/DESD.

Note: Workers include unemployed as well as employed labour
force, in accordance with ILO practice.
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a very low starting point. Not surprisingly, investment
per worker barely rose at all in the developing countries
and in Africa and Latin America it actually declined. In
these countries, in particular, it is crucial that investment
spending be raised in a significant and sustained manner.

SAVING AND NET TRANSFERS

The case for an increase in world investment effort in the
1990s thus seems compelling. And if investment in-
creases, world saving also increases. It is a matter of defi-
nition, because, for the world as a whole, the level of sav-
ing and investment are identical. Saving is that amount
of the value of production that is not expended on con-
sumption. Investment is all capital expenditure; that is,
expenditure made with a view to increasing production
later.’ The investment intentions of enterprises, house-
holds and the government are formed independently of
their plans to save. But investment that is not financed
from the investor’s own saving is financed from the sav-
ing of others. Hence, any increase in the rate of world
capital formation will be financed by a reallocation of in-
come somewhere in the world away from consumption
spending—whether by the private sector or govem-
ment—and towards saving.

This is not true, however, at the level of individual
countries. If the desired level of investment in a country.
exceeds the domestic saving that is forthcoming under
the economic conditions then present, foreign saving
may be transferred to make up the shortfall. The transfer
takes place through any number of financial channels,
but in the end the recipient country imports more than it
pays for with exports and so the country can spend more
on investment and consumption than it could from its
own income alone. When that happens, the country is
said to receive a “net transfer of resources from abroad”.
And vice versa, a country is said to make a net transfer
(or sometimes, receive a “negative net transfer”) if its
saving exceeds what is applied to domestic investment.

Thus, the shares of world investment and saving of
the different major country groups—developed market,
transition and developing economies—are not exactly
equal, as net transfers occur between the groups, but at
this level of aggregation the transfers are relatively
small. In other words, the overwhelming majority of in-
vestments in each group of countries is financed out of
its own saving. The broad orders of magnitude in the late
1980s reflected the great weight of the developed market
economies in the world economy, namely that about two
thirds of global investment and saving were in those
countries, about 15 per cent were in eastern Europe and

the former Soviet Union and roughly a fifth in the devel-
oping countries.*

Atamore disaggregated level, the net transfer of re-
sources has been economically important and politically
sensitive. Indeed, the direction and composition of the
international transfer of resources as regards developing
countries, which will be discussed in some detail below,
has been a topic of major policy interest in international
forums.® The net transfers do not necessarily follow eco-

Figure IV.2.
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nomically efficient or politically desirable directions.
They embody the net result of innumerable international
trade and financial transactions, while also being the net
result of all the domestic investment and saving deci-
sions. Net transfers are, moreover, only partly under the
influence of Governments.

If the global investment effort were strengthened in
the 1990s, most of the saving for the investments would
be generated within the country groups, indeed, within
the domestic economies of the investing countries. Yet,
given the economic dominance of the developed market
economies, a proportionally greater increase in their sav-
ing than in their investment might provide considerable
resources for investment in the other country groups.

It appears, however, that the developed market
economies have been saving less over time as a share of
total output, as have the capital-surplus oil exporters of
the Middle East, a grouping of developing countries that
once had been a significant source of net transfers to
other countries (see figure IV.2%). Excluding the latter
countries, the developing countries appear to have sig-
nificantly raised their saving rate, in particular after the
recession-induced fall that affected all these country
groups in the early 1980s. This has mainly been ac-
counted for by the rapidly growing economies of Asia. In
countries in which per capita income was stagnant or
falling, to raise the share of income saved would have re-
quired reducing the level of consumption per head.

As investment promotes growth, so growth pro-

Table IV2.

motes saving. In countries where per capita income is
rising rapidly, a relatively large portion of the increment
to income is more easily saved. Individuals, family
groups and corporate enterprises are encouraged to in-
vest by the dynamic situation and the greater availability
of resources to invest. A developing financial system
provides the means to marry project ideas and financing.
And if the tax system is effectively designed to raise ap-
propriate revenues from the increasing incomes, govern-
ment saving increases, allowing more government in-
vestment to be financed from government resources. If
the public sector borrowing requirement is thereby re-
duced, yet additional resources are freed for private in-
vestment.

In countries where such “virtuous cycles” take
place over many years, saving continues to grow and
eventually surpasses the domestic demand for invest-
ment. Net transfers of resources begin to be made to
other countries, financially taking the form of reduced
foreign debt levels and increasing investment abroad.
This has already been the case for the first generation of
Asian exporters of manufactures, Hong Kong, the Re-
public of Korea, Singapore and Taiwan Province of
China. However, for many other developing countries,
in particular, the heavily indebted ones, net foreign trans-
fers have been made under far less advantageous condi-
tions. Indeed, 1991 marked the first break in what has
been a decade of very difficult years.

World net transfer of financial resources, by country group, 1981-1991?

Billions of dollars

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
Developed market economies 123 7.1 47 356 262 -149 9.6 43 249 237 -245
of which:
Germany® -3.4 -13.5 -104 -132 -21.0 449 -545 -594 -59.8 -478 ¢ 75
Japan 7.2 -65 -193 323 -440 -784 -740 -62.7 -37.8 -182 -584
United Kingdom -147 -85 -38 11 48 4.1 80 303 327 237 84
United States 167 249 581 1103 123.6 141.1 1542 1176 945 826 138.6
Developing countries 53 342 182 -229 -179 107 -351 -244 -306 -364 237
Eastern Europe and the Soviet Union® -2.8 -12.1 -139 -157 -89 6.6 -133 93 -13 ¢ 36 ¢ 0.5
Eastern Europe® 25 66 66 -78 -69 -41 -40 45 23 25 ¢24
Soviet Union -03 55 73 719 20 -25 93 .48 10 ¢ 1.1 -19

Source: UN/DESD, based on data of IMF and international sources.

Indicates break in series.

Preliminary estimate.

oo @

Expenditure basis (negative of balance of payments in goods, services and private transfers, excluding investment income).

The former German Democratic Republic is included in eastern Europe until 1990 and as part of Germany thereafter.
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THE NET TRANSFER OF RESOURCES IN 1991

Iast year the developed market economies transferred
about $25 billion to developing and transition econo-
mies, mainly the former (see table IV.27). Only a year be-
fore, the advanced industrialized countries had received
a transfer of $24 billion and a similar transfer of $25 bil-
lion the year before that. The developing countries had
made transfers abroad of $24 billion to $36 billion in
each of the previous four years.

In much of the 1980s, the major feature of the net
transfer of financial resources of the industrialized coun-
tries was the large inflow of resources to the United
States and to a lesser extent the United Kingdom. Al-
though Germany and Japan made large outward trans-
fers, they were less than the transfers being absorbed by
the other countries and thus the developed market econo-
mies as a whole absorbed resources from the rest of the
world. The major reason for the $48 billion shift in the
net transfers of these countries in 1991 was that the net
transfer to the United States fell by $44 billion,

The United States reduced its net intake of financial
transfers from several sources, but especially from the
developing countries (see table IV.3). Latin America and
the Caribbean, in particular, did not make a net transfer
to the United States in 1991 for the first time in 10 years.

Table IV.3.

Japan’s net transfer to the United States was virtually un-
changed, but the United States transferred $18 billion to
Europe, probably mainly to Germany, which is a sharp
departure from the relative balance of the United States
vis-d-vis western Europe in the previous two years. In~
deed, the world transferred resources on a net basis to
Germany, instead of Germany transferring $45 billion to
$60 billion abroad as it had done each year since 1986
(table IV.2). The high cost of integrating the eastern Lén-
der into the Federal Republic, as discussed in chapter II,
is the main reason for Germany’s absorption of external
transfers.

The changes in the net transfers of major industri-
alized countries in 1991 were accompanied by major
changes in the financial flows through which the trans-
fers were effected. One of those changes was unique,
namely the $42 billion net drop in flows of official grants
from the United States, turning it into a recipient country
instead of a donor (see table A.27). This reflected the of-
ficial transfers to the United States to help finance its par-
ticipation in the war in the Persian Gulf. In 1992, the flow
of official grants is expected to return to normal, and
other financing would be needed if the overall net trans-
fer to the United States were to remain unchanged.

In fact, United States exports are expected to grow

Net resource transfers to the United States, by region, 1980-1991

Billions of dollars

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
Canada 05 03 71 90 123 131 102 80 75 44 32 —
Japan 95 145 155 246 421 513 521 534 474 407 324 336
Westem Europe -167 9.0 27 54 214 311 348 322 189 15 -32 -180
of which:

Germany 24 29 53 83 132 159 200 214 182 139 162 ..

United Kingdom 22 11 29 28 30 53 56 47 01 43 -47 45
Latin America and the Caribbean -22 -63 47 180 206 166 127 153 102 107 112 ~—
of which:

Mexico 27 55 42 101 79 75 73 83 55 52 49 ..
Major oil exporters of Africaand Asia® 367 249 58 08 52 31 23 71 59 113 150 69
Other developing countries 47 06 1.1 94 213 221 316 421 349 360 326 2064
Eastern Europe and USSR 27 29 -28 -17 21 -14 — 02 -16 -36 -22 -21
Other countries® 01 -47 -44 -80 -110 -129 -34 -49 -67 -76 -74 90

Total® 194 16.1 243 57.6 109.8 123.0 1404 153.1 1166 935 817 37.7

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

Preliminary; full country breakdown unavailable at this time.

et o

Comprising OPEC member countries, excluding Ecuador and Venezuela.
Including net transactions with international organizations and unallocated amounts.
Differs slightly from total in table A.27 because data on certain private transfers are unavailable on a geographical basis.
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more rapidly than imports in 1992, as a continuing re-
sponse to the past decline in the dollar exchange rate and
the decline in unit labour costs in the United States rela-
tive to its major trading partners (see table A.9). The
trade deficit and the net transfer are thus expected to de-
cline on this account.

Germany and Japan were in the past major sources
of financing of the large net transfer to the United States,
but the prospects for their playing that role again have
dimmed. As noted above, Germany is now an overall re-
cipient of net resource transfers and although Japan’s net
transfer burgeoned once again last year, the character
and direction of its capital flows have changed. Although
Japan’s net outward transfer grew by $40 billion, its net
transfer to the United States was unchanged. Most likely,
a significant part of the funds sought the higher eamings
available in western Europe.

Moreover, Japan did not supply long-term credits
on a net basis to the rest of the world in 1991, as it had for
most of the 1980s, but instead absorbed them. Foreign
purchases of Japanese securities outpaced Japanese in-
vestment abroad. Instead, Japan made its net financial
transfer by producing a large net outflow of short-term
capital (see table A.27). This was brought about, in part,
through a reduction in the large amount of short-term

Table IV 4.

foreign borrowing that had been undertaken over the
previous five years.® Thus, at both the short and the long
end of the financial spectrum, Japanese finance seemed
to be looking inward to a greater degree than before.

Although involving far smaller flows in dollar
terms, major changes are also under way in the net trans-
fer of eastern Europe and the former Soviet Union.
Through much of the 1980s, several eastern European
economies were debt-constrained and had to curtail im-
ports and push exports—much like the heavily indebted
developing countries—and the.region transferred re-
sources to the market economies. Since 1990, however,
they have been absorbing resource transfers, as the inter-
national community has supplied finance and debt relief
to assist their transition to market economies. In 1989
and 1990, the Soviet Union also became a net recipient
of resource transfers, partly through assistance, but
mainly through external credits and use of official
reserves. In 1991, reserves were depleted, credit was cut
off and the net transfer turned negative. But if the finan-
cial assistance proposals for the successor republics
that are discussed later in this chapter are carried out,
the net transfer to those countries in 1992 will be quite
large.

The developing countries did not all share in the

Net transfer of financial resources to groups of developing countries, 1981-1991%

Billions of dollars

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990  1991°
Long-term capital importers 51.6 337 -40 -315 -223 :-129 -442 -363 -385 -315 4.6
of which:

Deficit energy exporters 102 115 -100 -23.1 -203 -15 -212 -80 -19.6 -327 -7.1

Energy-importing countries 43.7 277 93 -75 -143 -186 -224 -319 -236 120 242

Recent surplus economies® 37 05 46 91 -12.1 -238 -309 -266 -225 -114 -06

Other energy importers 400 282 139 16 -22 52 85 53 -1.0 234 248

China 22 55 -33 08 123 71 05 3.6 47 -109 -125

Surplus energy exporters -46.3 05 221 86 44 236 9.1 119 79 49 191

All developing countries 53 342 182 229 -179 107 -351 -244 -306 -364 237
Memorandum items

15 heavily indebted countries® ~ 20.4 94 -238 -406 -40.6 -22.1 -284 -31.1 -377 -352 -11i5

Africa 155 147 84 26 -06 6.8 10 40 38 47 -12

of which: sub-Saharan Africa® 9.1 7.4 54 2.3 3.1 53 6.3 6.7 6.5 7.0 6.9

Latin America 14.3 37 -255 -355 -30.8 -141 -193 -220 -29.5 -29.7 -13.2

Source: UN/DESD, based on data of IMF, official national and other sources (for memorandum items, see statistical annex, table A.28).

Preliminary estimate.

a0 o

and Yugoslavia.
© Excluding Nigeria.

Expenditure basis (negative of balance of payments in goods, services and private 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, Morocco, Nigeria, Peru, Philippines, Uruguay, Venezuela
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$24 billion inflow shown in table IV.2. The “capital-sur-
plus” exporters of oil received $19 billion of the total,
largely financed by the sale of official reserves and other
assets, as well as by capital-market borrowing, mainly to
finance reconstruction after the cessation of the Gulf
war. However, the “capital-importing” countries also
shared in the inflow. This was the first positive net trans-
fer to that group of countries since the developing-coun-
try debt crisis burst open in 1982 (see table IV.4). Con-
sidering the large number of countries involved, the size
of the transfer was small, only $5 billion, but it repre-
sented a swing from a net “negative” transfer of $31 bil-
lion in 1990. It meant that imporis could increase last
year by $36 billion more than exports grew.’

Most of the change was enjoyed by a group of
countries that have been making very large net resource
transfers since 1983, illustrated in table IV.4 by a sample
of 15 heavily indebted countries that were originally as-
sociated with a plan for debt restructuring proposed by
the United States in 1985."° The net transfer of this group
improved by $24 billion. It was still negative, however,

by more than $11 billion; that is, there was a surplus in
the balance of trade in goods and non-capital services of
this amount. Countries had received a larger net transfer
in financial terms-—that is, the net inflow of capital mi-
nus the net payments of income to capital left these coun-
tries with a surplus of $8 billion, the first surplus on this
account since 1981 —and they took the opportunity to
build up their foreign reserves by $20 billion (see table
A.28). They thus ended the year with reserves sufficient
to cover almost four months of imports of goods and
services (table A.29).

Aside from these countries, most changes in the net
transfer in 1991 were not large. One exception was that
of the group of “recent surplus countries”, which in
chapter II was identified as the first generation of Asian
exporters of manufactures. The growth of exports from
these countries to the more slowly growing world econ-
omy did not keep pace with the growth of imports, main-
tained in particular for investment purposes, and so the
resources available for foreign transfer virtually disap-
peared.

AID, FINANCE AND DEBT OF THE
DEVELOPING COUNTRIES

The financial side of the net transfer of resources of the
developing countries has changed as dramatically as the
change on the expenditure side (see table A.28 for de-
tails). The largest change has been in the inflow of short-
term funds and the outflow of funds from the developing
countries themselves." The change was especially evi-
dent in Latin America, where a combined net outflow on
account of these two categories of $9 billion in 1990 be-
came an estimated net inflow of $16 billion in 1991. The
change reflects the success of stabilization programmes
in some countries and the return of investor confidence,
as well as some speculative capital inflows (see chap. II
for additional details).

The net transfer through direct investment contin-
ued its upward trend last year, particularly on the
strength of resurgent flows to Latin America. In part,
these were associated with privatization-cum-debt re-
structuring, as noted below in the discussion of foreign
debt. But there has also been an increasing perception of
long-term investment opportunities in manufacturing
and services.

The return of investor confidence in Latin America

carried over to the international credit markets as well,
perhaps best symbolized by the successful flotation in

Figure IV.3.

Gross borrowing on international capital markets by
developing countries, 1981-1991
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October of a 10-year Euro-bond issue by Mexico’s na-
tional development bank. The interest rate on the bond,
however, embodied a 3 percentage point premium over
10-year United States treasury bonds, so the finance was
expensive. But the maturity of the bond shows the mar-
ket’s vote of confidence in Mexican policy and the econ-
omy’s medium-term prospects.

Indeed, developing country activity on interna-
tional financial markets has resumed (see table A.31).
This is most clearly seen when one focuses on loans
made “voluntarily”; that is, when credits that were part
of debt-restructuring packages are excluded (see figure
IV.3). On the other hand, access to the market is quite
limited. The developing countries served are primarily
Asian, although Latin American borrowers took almost
$6 billion in credits last year. Asian borrowers accounted
for 78 per cent of the developing country bank loans and
bond issues arranged in 1991. African countries have
barely any access to the markets. For them and for others
with limited access to private credit, official finance is
crucial.

OFFICIAL FINANCE FOR DEVELOPMENT

Official finance swelled in 1990 and 1991, principally
owing to the expansion of grants to countries seriously
affected by the situation between Iraq and Kuwait. In
1990 grants more than doubled to $29 billion and in
1991 they rose to $32 billion (table A.28). This year they
will begin to fall back as the international crisis ebbs, but
the need for highly concessional development assistance
remains.

Not all developing countries require financing on
the highly concessional terms of official development
assistance (ODA); some developing countries even pro-
vide assistance to other countries. Arab countries, in par-
ticular Kuwait and Saudi Arabia, have consistently been
substantial donors (see table A.32). But in some coun-
tries, poverty is extreme and warrants international as-
sistance. This is especially the case in the countries need-
ing to reconstruct in the aftermath of civil war. Addi-
tional assistance is also necessary if low-income coun-
tries are to be able to undertake their proper global re-
sponsibilities in environmental protection and clean-up.

Policy makers agree that insufficient aid is being
provided at this time. Donor country authorities have
been explicit:

“Members [of the Development Assistance
Committee (DAC)] recognize that in view of the
huge development tasks ahead, particularly given
the strong efforts towards democratization and eco-

nomic policy reform throughout the developing

world, substantial additional aid efforts will be re-

quired both quantitatively and qualitatively.”*
Some treasuries and legislatures, however, have been
hard to convince. Perhaps Governments erred in arguing
for ODA as a policy tool in the cold war when, in fact, the
best case for ODA is the simple one of human solidarity.

The real value of ODA actually declined in the sec-
ond half of the 1980s (table A.32). DAC countries in-
creased their aid flows by over 1 per cent a year, on aver-
age, but other donors were not able to maintain their aid
efforts, particularly the capital-surplus oil exporting
countries. Available evidence suggests that the real value
of total ODA in 1991 was the same as in 1990. The pros-
pects for the years ahead are not encouraging. Although
many donor countries in DAC and some new donor de-
veloping countries will seek to raise their ODA commit-
ments, other donor countries do not seem to be in a posi-
tion to do so. Certainly, the former Soviet Union and the
countries of eastern Europe are not able to maintain the
aid programmes that their predecessor States and Gov-
ernments provided.

Amajor test of the prospects for ODA lies in the ne-
gotiations currently under way for the Tenth Replenish-
ment of the International Development Association
(IDA), the concessional lending facility of the World
Bank. Donor Governments have looked to the Bank to
take the lead role in mobilizing and coordinating official
assistance.” To be credible in this role, IDA needs to be
able to commit substantial amounts of its own resources
to a country’s lending programme. IDA is primarily fi-
nanced through multi-year replenishments, although re-
payments of past IDA credits and transfers from the net
income of the World Bank on its non-concessional lend-
ing are also made available for IDA lending. The current
replenishment went into effect on 23 January 1991,
when sufficient commitments were received from donor
Governments, and it is to last until June 1993.14

The Tenth Replenishment will cover the period
July 1993 to June 1996 and ought to entail a substantial
increase over the Ninth Replenishment in real terms. In
addition to meeting the needs of the long-term IDA re-
cipients, resources will be needed for new low-income
member countries. Eight have been admitted to IDA
membership since the Ninth Replenishment went into
effect, not counting successor States of the Soviet Union
admitted at the time of the Development Committee
meeting in April 1992. Moreover, increasing demands
may well be put on IDA to fund environmental projects
as part of the global initiatives that are expected to be
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agreed upon at the United Nations Conference on Envi-
ronment and Development in Rio de Janeiro in June
1992.%

It is unclear whether agreement will be reached on
an adequate replenishment. One encouraging develop-
ment is that the delayed replenishment of the Asian De-
velopment Fund, the concessional window of the Asian
Development Bank, was agreed upon in December
1991. This Sixth Replenishment will combine $4.2 bil-
lion in new commitment authority and a residual
$1.5 billion that were not committed under the Fifth Re-
plenishment.

Another positive sign is that multilateral conces-
sional assistance has been rising. IDA itself committed
over $7 billion in loans in 1991, up from under $5 billion
the year before and the operational agencies of the
United Nations accorded grants of $4 billion, up from
under $3 billion in 1990 (see table A.34). The IDA in-
crease included added financial flows to the countries se-
riously affected by the crisis in the Persian Gulf and the
beginning of the second phase of the Special Programme
of Assistance to sub-Saharan Africa. In this programme,
which covers 1991 to 1993, 18 donors pledged $7.4 bil-
lion in bilateral co-financing or “coordinated financing”
of IDA lending. The net flow of concessional lending by
the International Monetary Fund (IMF) also rose appre-
ciably last year to $1 billion, after having been nil the
year before (table A.30).

A troubling sign, however, is the delay in imple-
menting intergovernmental commitments for three mul-
tilateral financing initiatives: the $1 billion capital in-
crease of the International Finance Corporation (the af-
filiate of the World Bank that lends and takes equity
stakes in private-sector projects), the Ninth Quota Re-
view of IMF, which will raise Fund lending resources by
50 per cent, and the $1.2 billion Multilateral Investment
Fund, which was to be administered by the Inter-Ameri-
can Development Bank.

The IMF quota increase has become an especially
serious matter as a sharp deterioration in the liquidity of
the Fund will result if the Fund meets expected demands
on its resources, especially with regard to those of the
new member countries that emerged out of the former
Soviet Union. Implementation of the quota increase is
contingent on a sufficient number of members approving
both the quota increase itself and a proposed third
amendment to the Fund’s Articles of Agreement con-
cerning treatment of members in arrears on repayment
obligations to the Fund that were not cooperating with
the Fund to clear the arrears. To be adopted, the quota in-

crease itself needs approval by members holding at least
70 per cent of the quotas existing when the Board of
Governors approved the proposed increase, on 30 May
1990 (an 85 per cent majority had been required until
30 December 1991). As of late April 1992, a 75 per cent
majority had approved the increase and so the quota in-
crease will be approved as soon as the third amendment
is adopted. The latter requires approval by three fifths of
members having 85 per cent of quotas. As of late April,
members holding more than 30 per cent of the quota
votes had not acted. The United States has not acted on
either proposal, but when it does the quota increase will
go into effect.

In the case of the Multilateral Investment Fund, the
Congress of the United States did not agree to the Ad-
ministrations’s $500 million funding request in a vote on
2 April 1992. The United Kingdom contribution was
also stalled in Parliament. France, Germany, Japan,
Spain and a few Latin American donors approved their
respective shares. As a result, the Fund, which had al-
ready been constituted, was suspended, since the agreed
contributions were conditional on participation by all
prospective donors. The Fund had been proposed by the
President of the United States as part of his Enterprise for
the Americas Initiative and was to finance technical as-
sistance, human resources and enterprise development
projects.

Another multilateral institution that supports enter-
prise development, the International Finance Corpora-
tion (IFC), cut back its commitments in 1991 for the sec-
ond year in a row (see table A.34), in part because of the
capital constraints on the facility. The IFC’s Board of Di-
rectors had approved almost a doubling of the institu-
tion’s capital in June 1991, but only after a protracted de-
lay. The target for implementing the capital increase was
31 December 1991, but it was not met. Finally, notice of
United States Government approval was received by
IFC on 4 May 1992 and the funding increase went into
effect. L

In contrast, lending commitments of the Inter-
American Development Bank (IDB) jumped for the sec-
ond year in a row, as its capital increase that was agreed
in 1989 for 1990-1993 went into effect. In addition, in
1991 IDB was able to begin to offer loans for a new pur-
pose, namely to buy back publicly guaranteed commer-
cial bank debt at a discount or to buy financial instru-
ments that would serve as collateral in debt and debt-
service reduction agreements (see below).

Lending by IMF also rose appreciably in 1991, in
part for the countries in transition from central planning
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to market economies, discussed below. But lending to
the developing countries rose considerably as well and
became positive on a net basis for the first time since
1985 (see table A.30). Over $1 billion of net lending was
under the Compensatory and Contingency Financing
Facility, the bulk of it under the temporary oil element,
part of the Fund’s response to the crisis in the Middle
East. Another $1 billion of net lending took place on con-
cessional terms, primarily for African countries under-
going structural adjustment programmes. The total net
flow was nevertheless only $1 billion because other
countries were making net repayments, particularly
Latin American borrowers. The largest net repayments
were made by Argentina, Brazil and Chile, while some
countries that had concluded major debt reduction agree-
ments in 1990 that included IMF-supported enhance-
ments were still drawing from the Fund on a net basis
(Costa Rica, Mexico and Venezuela).

STATUS OF THE DEBT SITUATION IN
THE DEVELOPING COUNTRIES

At the end of 1991, the total stock of debt owed by the
capital-importing developing countries was virtually un-
changed from a year earlier (see tables A.35 and A.36).
The addition to the debt stock from net lending of an es-
timated $38 billion was offset by debt reduction of about
$22 billion plus a valuation change.'® In dollar terms, the
total amount of debt remained at about the level of 1987;
however, as a share of GDP it fell from 50 per cent in
1987 to 36 per cent, although in 1991 it showed little
change from 1990. The debt-to-export ratio was also a
little lower at 133 per cent compared to 134 per cent in
1990.
) Africa’s total debt decreased slightly, reflecting in
part a large write-off of the debt owed by Egypt. This
helped reduce the debt-to-export ratio for Africa as a
whole by about 3 percentage points."” The debt stock of
sub-Saharan Africa increasedslightly. Although its debt-
to-GNP ratio declined by roughly 5 percentage points,
the debt-to-export ratio increased by nearly 13 percent-
age points owing to poor export earnings. About the
same magnitude of reduction of the stock of debt as in
Africa was seen in Latin America, reflecting debt nego-
tiations in 1990 and debt conversion schemes. A notable
case was Argentina, where proceeds from the privatiza-
tion of telephone and airline companies agreed in 1990
effectively eliminated $7 billion of debt. The debt stock
of Asian countries grew, reflecting their market access.
This increase was balanced by their strong export per-

formance, causing a further decline of their debt-to-ex-
port ratio.

Breaking with convention in official debt restructuring

The seven major industrialized countries, the Group of
Seven, the leading bilateral official creditors of the de-
veloping countries, recognized last year that debt relief
“well beyond Toronto terms” was needed for the lower
income countries whose debt burden was high.'* How-
ever, the seven could not reach consensus on how much
to improve the terms of relief, mainly due to the hesita-
tion by the Governments of Japan and the United States
to endorse a proposal of the United Kingdom, known as
the “Trinidad terms”. The key principle governing the
joint debt relief operations of these countries—and the
other participants in the Paris Club where official debt is
renegotiated—is to equitably share the costs of granting
relief. When straightforward consensus on the terms of
relief is unattainable, complicated compromises result,
as in 1991.

The Toronto terms allowed for a partial write-off of
capital, reduction of interest rates or an extension of ma-
turities, but debt relief was negotiated on an annual basis,
necessitating repeated and time-consuming negotia-
tions. Also, the grant element of arrangements under the
Toronto terms averaged only 20 per cent. The Trinidad
terms, which were proposed by the British Chancellor of
the Exchequer at a Commonwealth meeting in Septem-
ber 1990, would have a much greater impact. They
would cancel two thirds of the stock of outstanding bilat-
eral official debt in a single operation, with the remaining
one third to be rescheduled over 25 years; and they
would capitalize interest payments due in the first five
years, to be paid later in a phased manner depending on
a debtor country’s ability to pay. If all creditors imple-
mented debt relief on these terms, debt of around $17 bil-
lion would be written off out of a total $26 billion for
some 20 eligible countries." The “eligibility” criteria in-
clude low income levels, a high-debt burden and having
a current economic programme with IME. After failing
to win approval of the Group of Seven, the United King-
dom announced its unilateral implementation of the
Trinidad terms in October 1991 and Canada agreed to do
the same.

In response to the call by the Group of Seven to sof-
ten the terms of debt rescheduling for highly indebted
low income countries, the Paris Club did introduce new,
exceptional terms towards the end of 1991. Creditors
could choose from two variants: (a) a 50 per cent cancel-
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lation of repayment obligations with the other half con-
solidated at market rates, to be paid over 23 years, with
six years of grace; and (b) consolidation of loans at con-
cessional rates, so as to reduce payments due by 50 per
cent in net present value, to be repaid over 23 years with-
out a grace period. When the Paris Club offers the new
terms to a debtor, there is still a third option for any credi-
tor country not wishing to participate in the new terms. It
is an option that was also available to creditors under the
Toronto terms, namely consolidation of loans at market
rates to be repaid over 25 years with a grace period of 14
years.”® These new terms were applied to agreements
with Benin and Nicaragua in December 1991 and Bo-
livia and the United Republic of Tanzania in January
1992,

The new Paris Club terms followed another major
development in the restructuring of official debt. This
was the agreement in the first half of 1991 to write off up
to 50 per cent of the debt owed by Egypt and Poland. It
set a precedent that the arrangements for low-income
countries built upon. These cases included several major
changes from the past Paris Club agreements with se-
verely indebted middle-income countries. First, the en-
tire stock of eligible outstanding obligations was con-
solidated. All previous Paris Club agreements, except for
the Ghana agreement in 1974, had dealt only with debt-
service payments falling due during a certain period of
consolidation. Second, the interest payments were uni-
formly reduced during the first three years of the agree-
ment. Third, non-concessional debt was rescheduled on
highly concessional terms. Fourth, the basis of debt re-
lief was the net present value (NPV) of scheduled debt-
service payments. In this way, burden sharing among
creditor countries would be more equal because each bi-
lateral agreement had to achieve the same percentage re-
ductions of NPV. Fifth, the benefits are “front-loaded”;
that is, the schedule of principal payments increases an-
nually froma very low level and more than offsets annual
declines in interest payments, so that the total debt-serv-
ice payment grows over time. Last, the debt relief is
phased, so as to provide a continuing incentive to meet
the targets of IMF programmes and those set under the
Paris Club Agreements. The full 50 per cent reduction in
NPV will be granted only after three years of satisfactory
performance. Eligible maturities covered by these agree-
ments were estimated at $30 billion for Poland and
$28 billion for Egypt, including $7 billion cancelled ear-
lier by the United States.?!

A final exceptional arrangement under the Paris
Club machinery was that for Peru. It rescheduled all the

arrears incurred on eligible debt, including previously
rescheduled debt. In effect, it restructured virtually the
entire stock of long-term intergovernmental debt and ex-
port credit debt. There are two special features in this
agreement. One is that all the moratorium interest due
during the consolidation pericd will be deferred. An-
other is that repayment of arrears on long-term debt con-
tracted after the cut-off date of 1 January 1983 will be
made in equal semi-annual instalments from 30 June
1993 to 31 December 1998, The deferment is contingent
on Peru’s performance under an IMF “rights accumula-
tion agreement”, which is comparable to the stand-by ar-
rangements a country would have with the Fund were it
not in arrears to the Fund.”

Finally, a significant development at the regional
level has followed from the announcement by the Presi-
dent of the United States of his Enterprise for the Ameri-
cas Initiative in June 1990. The Initiative would provide
debt reduction, investment and free trade to accompany
free-market policy reforms in Latin America and the
Caribbean. Under the Initiative, concessional debt that
arose from food and development assistance loans
would be exchanged for a new debt obligation with a re-
duced face value, which would not be eligible for further
restructuring or rescheduling. The discount or the
amount of forgiveness would be determined on a case-
by-case basis. The new debt instruments would carry a
concessional interest rate. The Initiative also includes a
component that would enable non-concessional debt
owed to the United States to be reduced somewhat. In ad-
dition, it has a provision for debt-for-nature swaps. Three
countries received the reduction in their food-aid debt in
1991: Chile in June and Bolivia and Jamaica in August.
Overall, including provisions outside the Initiative, the
United States Government agreed to forgive more than
90 per cent of its bilateral debt with Guyana, Honduras
and Nicaragua, around 70 per cent of that owed by Bo-
livia and Haiti, 25 per cent of that of Jamaica and 4 per
cent of Chile’s.

Maintaining the strategy for commercial bank debt

In recent years, the negotiations to restructure the debt
owed to international commercial banks have mainly
been conducted under the “Brady initiative”, named af-
ter the Secretary of the Treasury of the United States who
proposed it in 1989. The centrepiece of the plan was vol-
untary bank acceptance of negotiated debt and debt-
service reduction—as opposed to postponement through
rescheduling—with enhancements offered to the banks
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in the form of earmarked bonds and other partial guaran-
tees of remaining obligations.”® Negotiations over the
past year have, in essence, continued to implement the
plan, although the negotiating process has sometimes
been protracted.

The Philippines, for example, reached a new agree-
ment with its creditor banks on the framework for a sec-
ond “debt and debt service reduction” (DDSR) arrange-
ment in February 1992, which replaced the September
1991 agreement. This is to be the second phase of a two-
part arrangement, the first part of which was signed in
January 1990. The replacement of the September agree-
ment was necessitated because the Philippines did not
achieve the economic targets agreed with IMF and its fi-
nancial assumptions needed recalculation when no ac-
cord was reached to continue United States leases of
military bases in the Philippines. None the less, the Feb-
ruary agreement was not very different from the one it re-
placed. The agreement covers $5.2 billion of the coun-
try’s commercial bank debt.

The package provides creditor banks with three
choices for exchanging their bank claims for debt-con-
version bonds: (a) a package of new money and conver-
sion bonds that are not collateralized, where for each dol-
lar of new money committed, four dollars of eligible debt
may be converted to bonds; (b) par bonds paying low but
rising interest rates; and (c) collateralized par bonds with
longer maturities and low interest rates. Those banks that
do not want to provide new money will choose the sec-
ond or third option. Both the conversion and new-money
bonds under the first option have a maturity of 17 years
with five years of grace and carry an interest rate of LI-
BOR plus 13/16 percentage points. The bonds under the
second option mature in 15 years with seven years of
grace. The interest rate on these bonds starts at 4 per cerit
for the first two years, rises to 5 per cent in the next two,
and to 6 per cent in the sixth year. From the seventh year
onward, the interest rate will be LIBOR plus 13/16 per
cent. These bonds have a 12-month rolling interest guar-
antee of up to 6 per cent for six years. The bonds offered
under the third option will have a 25-year bullet maturity
and be collateralized with zero-coupon United States
treasury securities. The interest rate will be 4.25 per cent
initially, then gradually increase to 6.5 per cent in the
sixth year, which will be maintained thereafter. These
bonds will have a 14-month rolling interest guarantee of
up to 6.5 per cent. The Philippine Government will pay
afee of 1/8 of 1 per cent on the new money committed by
the banks. There is also a provision for the buy-back of
up to $1 billion of the commercial bank debt prior to the

bond conversion at a discount of 48 per cent, except for
most of the debt incurred in the construction of a nuclear
reactor at Bataan that, it was later charged, was unsafe
and has been “mothballed”. The discount on the Bataan-
related debt will be 57 per cent.

The DDSR agreemerit for Nigeria was concluded
in January 1992. The package initially consisted of three
options: (a) a cash buy-back of eligible debt at a 60 per
cent discount; (b) exchange with collateralized par
bonds with a 30-year maturity at a low interest rate; and
{c) provision of new money and conversion to non-col-
lateralized par bonds with a 20-year maturity. The bonds
under the second option are collateralized with zero-cou-
pon United States treasury securities. The interest rate
starts at 5.5 per cent for the first three years and rises to
6.25 per cent thereafter. The bonds will have a 12-month
rolling interest guarantee and “Payment Adjustment
Warrants”, which depend on the international price of
crude oil after November 1996. Under the third option,
banks were asked to provide 20 per cent of the amount of
conversion in new money. The interest rate on the bonds
under the third option is fixed at LIBOR plus 1/16 of a
percentage point. The new money will carry interest at
LIBOR plus 1 percentage point and will be payable over
eight years after six years of grace.

Subsequently, the participating banks made their
choices and none took the third option involving provi-
sion of new money. Of $5.3 billion restructured,
$3.3 billion were converted under the first option of cash
buy-back and the remaining $2 billion were exchanged
for collateralized par bonds under the second option.

The debt negotiations of Brazil have perhaps been
the most difficult. An agreement was reached in April
1991 that covered the interest arrears of Brazil accrued
during 1989-1990, totalling $8 billion, plus $0.5 billion
of late interest charges. Under the agreement, one quarter
of the interest arrears was paid in instalments. The re-
maining three quarters of the arrears and the late interest
charges are to be exchanged for dollar-denominated
bearer bonds, maturing in 10 years with three years of
grace. The bonds will be issned upon agreement between
the commercial bank advisory committee and Brazil on
the treatment of its medium-term and long-term debt.
There will be two options for the interest rate on the
bonds. One will pay fixed interest during the three-year
grace period, starting at 7 13/16 per cent in the first year,
rising to 8 3/8 per cent in the second year and 8 3/4 per
cent in the third year. The interest rate during the seven-
year amortization period will be at LIBOR plus 13/16 per
cent. The second option will offer variable rates that will
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fluctuate between limits for the first five years and then
the rate will be at LIBOR plus 13/16 per cent as in the
first option. The bonds will be eligible for swap under
Brazil’s privatization programme, as well as under other
types of investment programmes that Brazil may estab-
lish. What remains is to settle the restructuring of the me-
dium-term and long-term bank debt itself. After being on
and off for some time, negotiations were resumed in late
January 1992. Right after they had resumed, Brazil re-
ceived a long-awaited $2.1 billion stand-by facility from
IMF. One quarter of this loan will be set aside for en-
hancements to support the debt-reduction component of
the agreement.

Argentina, like Brazil, has been involved in a pro-
tracted negotiation process with its commercial bank
creditors. Argentina finally reached an outline accord
with its creditor banks in early April 1992. The agree-
ment covers $23 billion of medium-term debt and $8 bil-
lion in interest arrears. The banks holding the medium-
term debt may exchange it for (a) 30-year bonds at a 35
per cent discount from the face value, with interest at LI-
BOR plus 13/16 percentage points or (b) 30-year bonds
with the same face value as the debt, with interest rates
rising in steps from 4 per cent in the first year to 6 per cent
in the seventh to the final year. They have a 12-month in-
terest guarantee. As for the arrears, Argentina will pay
$400 million in cash and $300 million worth of Argen-
tine zero-coupon notes, fully coilateralized by United
States treasury paper, when the deal is completed. The
rest of the arrears will be settled by the issue of 12-year
Argentine bonds carrying interest at LIBOR plus 13/16
percentage points. The bonds will amortize in 19 semi-
annual instalments starting after three years.

IMF had approved a $1 billion stand-by arrange-
ment for Argentina in July 1991, Following the review of
the programme under that arrangement and the strong
progress that Argentina had made towards the stringent
targets set with IMF, a $3 billion arrangement was ap-
proved under the Fund’s extended facility. It is antici-
pated that this will prompt additional lending from such
sources as the Inter-American Development Bank and
the World Bank. Some portion of the funds can be set
aside for “enhancements” to guarantee the concessional
bonds exchanged for bank debt under the Brady Plan re-
structuring.

Other debt conversions

Outside the negotiations under the international debt
strategy, both large- and small-scale debt conversions

have continued to take place. Large-scale debt-for-eq-
uity swaps were seen especially in conjunction with pri-
vatization measures and there have been some develop-
ments in debt-for-nature swap schemes.?*

The largest debt-equity swaps were made in con-
junction with the privatization of the national telephone
company and airline in Argentina. They converted
$7 billion of the country’s commercial debt into equity
and reduced the debt stock by 6 per centin 1991. In Vene-
zuela, $295 million of debt were swapped for $243 mil-
lion in direct investment in two large petrochemical pro-
jects by a group of United States and European banks.
The two swaps represented 40 per cent of the debt con-
version that the Government had approved in petro-
chemicals. The Government of Venezuela has also
authorized debt conversions for projects in mineral ex-
traction, aluminium, tourism, paper and pulp and infra-
structure.

In Brazil, two funds were set up to invest in privati-
zation through debt conversion. Both were launched by
a group of commercial banks and will use Deposit Facil-
ity Agreements (DFA) from commercial bank portfolios
for the privatization. DFAs are matured debt, which are
held at the central bank, and, according to the privatiza-
tion programme, DFAs are discounted by 25 per cent.
However, foreign participation has been limited, as for-
eign bankers wait to see the terms of settiement of the
DDSR negotiation rather than convert DFAs at a 25 per
cent discount into shares in a private company, which
they would have to hold for some years. Only 2 per cent
of the $1.7 billion in privatization thus far has been paid
in foreign debt paper.

In the realm of debt-for-nature swaps, one notable
development in 1991 was the purchase and redemption
of the debt of a multilateral institution, the Central
American Bank for Economic Integration. It was pur-
chased by an environmental non-profit organization in
order to acquire and protect land at the International
Children’s Rainforest in Costa Rica. In addition, two in-
ternational commercial banks donated debt claims of
$6 million and $1 million to non-govermmental organi-
zations working for conservation in developing coun-
tries. The $6 million arrangement, by a United States
bank, represents the largest donation of its kind since
1987, when debt-for-nature swaps were first introduced.
The other donor was a Japanese bank, marking the first
operation of its kind by Japanese banks.

The Enterprise for the Americas Initiative noted
above also has a provision for building an environmental
fund by using the local-currency equivalent of certain in-
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terest payments. Chile became the first beneficiary of
this scheme in late February 1992. The interest due this
year on a $38 million official development assistance
loan will be deposited into the fund. The operation could
help accumulate some $30 million in the fund over the
coming 10 years. In a multilateral initiative, the Inter-
American Development Bank (IDB) has allocated
$400 million to a pilot programme called the Special Fi-
nancing Modality for Environmental Projects. Under the
programme, IDB will lend money to its member coun-
tries to purchase commercial debt.

Tenyears of debt crisis

In 1982, the foreign debt situation of the developing
countries became a focus of international attention in the
midst of a major global economic slow-down. One fear
in the industrialized countries was that a liquidity crisis
in large debtor countries would bring down several of the
world’s main commercial banks and severely disrupt in-
ternational commerce and payment systems. The initial
international policy response to the crisis was to
strengthen the credit lines that IMF could bring to bear
on the problem and help troubled debtors through what
was expected to be a short-run problem. The global
banking crisis then passed, but the developing country
debt crisis remained.

As it became clearer that the world economy of the
1980s would differ appreciably from that of the 1970s, it
was realized that fairly deep structural adjustments were
required in the economies of the heavily indebted coun-
tries. This was the case both for low-income countries
principally indebted to official creditors and middle-in-
come countries whose main creditors were international
commercial banks. As far as debt relief was concerned,
the principal idea was that breathing space was needed in
which to undertake the reforms, after which countries
would return to full creditworthiness. Debt servicing
needed to be postponed, perhaps for several years, but
debtors were generally considered to be solvent.

As the 1980s wore on, it became evident that this
policy strategy, too, was over-optimistic. Debtors con-
tinued to have difficulty fully servicing their debts. Ad-
justment programmes were repeatedly redesigned, and
the social costs of adjustment became more salient, Ar-
rears to banks and Governments became more prevalent.
And banking supervisors increasingly required the
banks to treat their loans to debt-crisis countries as
“value-impaired”. A secondary market arose on which
bank claims on countries with debt-servicing difficulties
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Market bids on bank debt of 15 developing countries,
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were traded and by 1989, claims on the major debtor
countries sold at about 30 per cent of face value (see fig-
ure IV.4 for the average secondary-market bid on the
debt of the 15-country sample noted previously). Bids on
the debt of some low-income countries fell as low as one
cent on the dollar, and mostly they disappeared from the
market.

Today’s international debt strategy recognizes that
many heavily indebted countries cannot work them-
selves out from under their “debt overhang” and that
some of the debt has to be written off as uncollectible,
which creditors have increasingly been willing to do
when debtor countries undertake the structural changes
that are required for adjustment. The specific technigues
for debt reduction have become extremely complex and
varied, primarily to accommodate banks and official
lenders operating under different legal, tax and regula-
tory systems.

Although in application the new strategy has not
brought about a major net reduction in the debt itself,
progress towards resolution of the debt problem seems
well on its way. Certain heavily indebted countries, prin-
cipally in Latin America, that had been closed out of the
financial markets are again considered creditworthy, if at
the price of a considerable interest premium and re-
stricted calls on the market for funding. Secondary mar-
ket quotations on bank debt have risen, especially in
1991, albeit not all the way back to the levels of 1986.%
The apparent return of flight capital in some of the coun-
tries also points to renewed confidence in these econo-
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mies. The situation in many smaller economies, how-
ever, still seems fragile.

To some the evidence that the debt situation has im-
proved is still tenuous. As a case in point, the debt-serv-
icing ratios of major groupings of developing countries
have improved considerably in recent years (see table
A.36), but this can be attributed to factors other than the
progress in negotiated debt restructuring. First, dollar in-
terest rates, on which much of the interest on commercial
bank debt is calculated, are at unusually low levels (see
table A.8). When industrialized countries begin their
economic recovery these rates will rise again. Secondly,
for some debtor countries, the debt agreement has
mainly regularized the cash flow they had without an
agreement. Arrears on interest payments in Latin Amer-
ica and the Caribbean alone were estimated to have

reached $25 billion at the end of 1991.%° A debt agree-
ment is, however, superior to arrears even if the cash
flow is roughly the same because arrears entail reduced
access to trade finance and official funds.

This notwithstanding, the big improvement in the
net transfer of resources of the heavily indebted coun-
tries in 1991 indicated what seems to be the principal
benefit of the debt regularization process; that is, new di-
rect investment, the return of flight capital, foreign port--
folio investment and new lending. What is crucial is that
these new flows continue and that depends on the pros-
pects for export earnings and thus the growth of the
world economy, the unhampered access to major mar-
kets, continued progress in adjustment reforms with
greater social equity, and political calm.

FINANCE FOR THE TRANSITION TO
NEW MARKET ECONOMIES

The countries of eastern Europe and the former Soviet
Union are redesigning and reforming all the institutions
of economic life. In the financial realm they are introduc-
ing commercial banks, central banks as they exist in mar-
ket economies and financial markets to undertake func-
tions that for the most part did not exist under central
planning. These institutions will have the major respon-
sibility for mobilizing saving—foreign as well as do-
mestic—and allocating it to investment. To some degree
they are a prerequisite for the effective application of the
financial resources that the donor and creditor commu-
nity is committed to providing. If domestic saving is not
used efficiently, there is no reason to presume that for-
eign saving will be either. For that reason the introduc-
tion of financial intermediation systems in these coun-
tries will be reviewed before the recent international fi-
nancial flows themselves.

DEVELOPING NEW FINANCIAL STRUCTURES

Although some of the economies in transition have been
implementing economic reforms for decades, until 1990
they were still essentially working under a central plan-
ning model. The essence of a market economy is the de-
centralization and independence of economic actors who
make what are ultimately interdependent decisions. In
particular, decisions to save and invest are made sepa-
rately by a myriad of entities, ranging from large enter-
prises to small shops, households to government. Re-
sources for investment may be mobilized from the inves-

tors’ own saving, or the saving of others may be mobi-
lized through equity investment or loans. In the end, the
“anarchy of the market” brings saving into balance with
investment and allocates saving to a set of investment
projects. Markets typically have “distortions” (e.g., ade-
quate information is not available to all potential users),
and even when the market is efficient, it is not generally
thought to produce a socially optimal allocation of capi-
tal; some role is required of government. But the finan-
cial sector plays a central role in the investment alloca-
tion process and the money that churns through the sec-
tor serves the three basic functions of unit of account,
means of payment and store of value.

This sharply contrasts with the subsidiary role of
the financial sector under central planning. Almost all
decisions on production and distribution were made in
physical terms by the planning authorities, who would
determine the volume and allocation of investment, con-
sumption and production. The effort to achieve consis-
tency was in the derivation of the material balances of the
plan. Financial balances, such as for saving and invest-
ment, were derived from the decisions in material terms.

The major function of financial institutions was to
help implement the production plan. A single state bank
served as a combined central bank, issuing currency, and
a clearing system for payments to and by enterprises. It
advanced working capital to firms to pay labour and
other production costs before receipts from planned
sales came in, Firms that earned profits (when receipts



82 WORLD ECONOMIC SURVEY 1992

exceeded advances for production) found them largely
siphoned off and used to subsidize the accounts of loss-
making firms. Long-term investment was provided by
allocations from specialized “banks” that advanced
funds for outlays on planned investment projects and
monitored implementation of the projects. These banks
received their funds from the government budget; the
Government, in tum, received the funds it allocated
largely from the proceeds of the “turnover tax”, a sales
tax on manufactured consumer goods and the net profits
of enterprises. None of the financial institutions acted as
independent financial intermediaries, but as administra-

tive agencies of the central government.”’

Money did not have all the attributes it has in a mar-
ket economy. It was the means of keeping account of
economic activity and effecting transactions: goods de-
livered and paid for, work provided and wages paid, and
so on. Paying wages in money also gave households
some choice in consumption from the range of goods
that the central planners provided and, through saving,
allowed them to plan consumption over time—or, as
goods were often in short supply, forced them to save.
Enterprise management, however, did not have the op-
tion to plan major investment expenditures. For them,
money was not a store of purchasing power and there
was 1o mechanism for accumulating it.

The system of central planning, rational as an ideal,
became an administrative nightmare in practice, espe-
cially as the planned economies grew more complex. By
the 1950s, a halting process of economic decentraliza-
tion began that eventually touched virtuaily all the cen-
trally planned economies.”® To varying degrees, central
directives to enterprises were replaced with financial in-
centives and disincentives, and centrally determined,
compulsory state orders were as a rule set below capac-
ity, making increased enterprise autonomy possible.

The reforms had a significant impact on the finan-
cial sector, but only began to prepare it for market econ-
omy operations. Thus, while state banks continued to ad-
vance credit for planned activities on advantageous
terms and routinely covered losses, they were also al-
lowed to make loans for what they judged to be sound ac-
tivities that were not in the plans. Moreover, specialized
long-term investment banks that were set up for impor-
tant economic sectors in the early stages of reform mul-
tiplied and were allowed to extend short-term as well as
long-term credit. In addition, self-financing (khozra-
schet) of investment was permitted and enterprises be-
gan to rely more on their own and borrowed resources.

Enterprises also began to deal directly with each other in-
stead of only through the state planning machinery.

Today, with central planning jettisoned, additional
and large steps to restructure the financial system are be-
ing taken or discussed in all the transition economies.
The first generally accepted goal for the banking system
is to separate the state “monobank” into a “two-tier” sys-
tem comprising a central bank that enjoys a large meas-
ure of independence from political influence and several
commercial banks that compete for deposits and loans.
The specialized banks are also being given a greater de-
gree of autonomy.

Czechoslovakia, Hungary and Poland are farthest
advanced along the restructuring path. Independence of
the central banks from the Government was legally es-
tablished in Hungary and Poland in 1991 and on 1 Feb-
ruary 1992 in Czechoslovakia, when the State Bank Act
came into force. Procedures have been established for
central bank supervision of the new banking system and
for carrying out monetary policy.”

It is too soon to judge the effective degree of inde-
pendence that will be enjoyed by each of the central
banks that are or will be established in the transition
economies, or how rapidly they can build up their tech-
nical competence and their ability to create the confi-
dence of the domestic and international market, which is
the bedrock of central banking. One concern in Hungary
and Poland, for example, has been that the government
deficit has mainly been financed by the central bank, al-
though the degree to which the deficit is monetized has
been reduced in Hungary. Moreover, as of early 1992, in
none of the countries had the banking system imposed
credit discipline on its client banks and enterprises,
which were thus operating not all that differently from
the way they operated under planning, at least as far as
financial relationships were concerned.*® An important
test of the independence of the central bank will be the
willingness of Governments to allow flexibility of inter-
est rates, and in particular to allow them to rise to clear
markets, as well as to enforce credit discipline.”!

It is also too soon to judge the prospects for the
commercial banks that were created out of the state
banks in each country. It would be an exaggeration to say
that a competitive banking market has been created in
any of the countries. The primary function of loan offi-
cers in banks is one that did not exist as such under cen-
tral planning, namely to assess the creditworthiness of
prospective borrowers—including new enterprises or
individuals looking to establish enterprises—and the vi-
ability of their borrowing plans. Time will be needed to
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develop ongoing banking relationships with enterprise
customers and introduce a set of banking services that lo-
~ cal businesses find attractive. On both accounts, a corps
of skilled banking personnel and management needs to
be developed. Technical assistance in this area is one key
benefit from new relationships being established with
banks in developed market economies.

In addition, the banks began their existence having
inherited considerable “bad debt” on their books (al-
though one positive consequence of the rapid inflation in
Poland has been to reduce the real value of such debt). If
the stock of bad debt can be kept from growing, the prob-
lem can be handled with partial government guarantees,
recapitalization of the banks—one of the potential bene-
fits of privatizing them-—and innovations such as the
Konsolidacni Banka in Czechoslovakia, which takes
over bad debt, and the use of the National Property Fund,
under which banks can exchange bad debt for convert-
ible bonds.*

In the former Soviet Union, banking reform was
still at a formative stage when the Union was dissolved.
A central bank that might have gained acceptance was an
all-Union system with branches of the monetary author-
ity located in the various republics, modelled after the
Federal Reserve System of the United States. Now it
seems that each successor State is building a banking
system of its own.

Meanwhile, new commercial banks have prolifer-
ated, particularly in the Russian Federation. They are es-
sentially of two types. Several large specialized banks
which used to service specific economic branches or in-
dustries, such as Agroprombank (Bank for the Agro-In-
dustrial Complex), were transformed into unrestricted
commercial banking entities with essentially the same
range of banking functions. In addition, over a thousand
commercial banks have been set up, mostly by enter-
prises as a vehicle for interenterprise financing inde-
pendently of government restriction. As a rule they are
very small, undercapitalized and vulnerable, since the le-
gal framework for commercial banking has yet to be es-
tablished. And, rules for such basic banking principles as
collateral on loans and conditions for foreclosure, as well
as a system of deposit insurance, do not yet exist. No
mechanism has yet been adopted to enforce central bank
oversight, or for reliable reporting of bank operations. In
this sitvation, it is feared that many of the new banks will
not be able to survive the first wave of bankruptcies and
defaults that may follow if, say, subsidies of firms are
withdrawn.

In market economies, commercial banks form the

essential core of the financial system. They are supple-
mented by other credit institutions and by various finan-
cial markets. Important examples are the highly liquid
markets for short-term credits. The major actors in these
markets are commercial banks that lend each other ex-
cess funds for short periods. They also lend or borrow
short-term funds from the non-financial institutions in
the market, as does the government whose tax and ex-
penditure flows follow different cycles and whose short-
term instruments often form the virtual currency of the
market. Along with marketable longer-term government
bonds, they are virtually risk-free placements of funds,
making them ideal for cash management purposes in en-
terprises. Indeed, central banks generally put monetary
policy into effect through “open market operations” in
these markets to reduce the money supply by selling
government securities and increase it by buying them.

A money market of this sort was introduced in Feb-
ruary of this year in Czechoslovakia, when Statni Banka,
the State Bank, held its first treasury bill auction, selling
$450 million worth of 29-day bills. At this time, only
commercial banks may buy the bills. Longer-term treas-
ury bonds that are tradable on an informal market will be
offered to the public later and are expected to become an
important saving instrument. Poland has begun sales of
bills drawn on the National Bank itself for short-term
monetary management. But the country with the most
developed securities market among the transition econo-
mies is Hungary, whose Government has been issuing
domestic securities since 1983. Maturities range from
30-day treasury bills to 15-year bonds and can pay inter-
est in fixed coupons, or using arcane formulas. Never-
theless, securities form only a small percentage of finan-
cial assets in the private sector in these countries.® In
other transition economies, the money markets and gov-
ernment bond markets are at the earliest stages of devel-
opment, as a functioning commercial banking system is
a prerequisite. In time, the banks and enterprises them-
selves will be a force pushing for their creation.

Stock exchanges, on the other hand, have been es-
tablished in many of the transition economies, which is
curious given the paucity of domestic corporations
whose equity shares might be traded on the market. As of
the end of 1991, they had begun operation, if on a limited
basis, in Bulgaria, Hungary, Poland and the Russian Fed-
eration and their opening was planned for 1992 in Be-
larus, Czechoslovakia, Romania and Ukraine.** In the
Russian Federation, stock trading is embryonic but 12
exchanges operate. No legislation as yet governs the is-
suance and trading of shares, although a provisional di-
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rective on the matter was issued by the Government at
the end of December 1991. The number of stocks traded
is miniscule—about 40 companies had their stock
quoted, with only five companies listed more or less per-
manently—and prices fluctuate wildly.**

Stock markets may serve more of a symbolic value
at the present time than an economic one, perhaps legiti-
mizing in the public eye the new rights of private owner-
ship of the means of production. The reality of estab-
lishing clear property rights is, however, far more com-
plex and the economic contribution of stock markets
even in developed market economies is not uncon-
troversial.*®

The markets nevertheless do figure in privatization
plans. Itis not that the average state firm could be privat-
ized through a share issue floated on a domestic stock
market; the markets are too thin for that and in the ab-
sence of large-scale institutional investors, such as pen-
sion funds in developed market economies, public assets
would be immediately and visibly concentrated in a thin,
rich stratum of the population. While sales of state enter-
prises to private groups and foreign direct investors are
being arranged, proposals have also found favour—and
have started to be implemented in Czechoslovakia—for
virtually free mass distribution of shares in state enter-
prises to the adult population at large. Owning such
shares is more attractive to the new shareholders if the
shares have a measure of liquidity; that is, if they can be
sold for cash.

Indeed, the prospect of high capital gains has made
the Czechoslovak programme very popular. More than
half the population bought and validated voucher books
for roughly the equivalent of one week’s average salary.
The books contain voucher points that are to be used to
bid on shares inup to 10 newly privatized companies. In-
dividuals are permitted to place their own bids or to place
their voucher points in a mutual fund that would bid in
bigger blocks of points. About 600 Privatization Invest-
ment Funds were established in a relatively unregulated
environment, and in a fierce competition for voucher
books many have guaranteed returns of 10 to 20 times
the initial investment and promised investors the right to
sell their holdings for cash in a year’s time. The first
round of the mass privatization is scheduled to begin on
18 May 1992,

EXTERNAL FINANCING AND DEBT MANAGEMENT

Over time, the emerging financial structure in the transi-
tion economies will facilitate the mobilization of domes-
tic savings and their decentralized allocation to invest-

ment, especially as inflation is controlled and as prices
come to better reflect relative scarcities in the econo-
mies, not least as regards foreign exchange (see box IV.1
on the rouble in the former Soviet Union). There is also
every reason to expect the economies in transition to
draw financial resources from the world’s major capital
markets, although for the time being they are almost all
excluded from those markets.

The disruption of economic activities seems to be
part and parcel of the transition to new market econo-
mies, as discussed in chapter II. The consequence has in-
cluded external debt-servicing difficulties for some
countries and a general downgrading of the countries of
eastern Europe and the former Soviet Union as credit
risks.

In comparison with the world as a whole, these
countries had been considered above-average credits by
the market in recent years, except for Poland and Roma-
nia (see table IV.5). This year, only Czechoslovakia and
Hungary are still so rated, and each was able to raise
funds on international capital markets ($0.3 billion and
$1.4 billion, respectively, mainly in bond issues). Al-
though the rating of Poland is still quite low, the market
has been raising its evaluation in the light of Poland’s ad-
justment prograr.ume and international support and it is

Table IV.5.
Credit ratings of eastern Europe and the former Soviet
Union, 1988-1992%

Percentage of global average

1988 1989 1990 1991 1992
Eastern Europe
Albania . . . . 41
Bulgaria 123 120 111 73 56
Czechoslovakia 140 141 112 132 126
Hungary 120 115 112 108 111
Poland 46 47 49 57 68
Romania 86 84 85 73 68
Former USSR 168 168 159 117 79°
Memorandum item:
Global average rating  38.9 38.7 39.0 380 375

Source: UN/DESD, based on Institutional Investor.

a Ratings are the result of a survey of 75 to 100 banks,
weighted according to their worldwide country exposure
and country analysis systems; respondents rate countries
from 0 to 100, with 100 being the least chance of default;
data were from March surveys.

b Comparable ratings for the successor republics were: Arme-
nia 39, Azerbaijan 40, Belarus 51, Estonia 69, Georgia 36,
Kazakhstan 47, Kyrgyzstan 34, Latvia 64, Lithuania 63,
Moldova 38, the Russian Federation 66, Tajikistan 34,
Turkmenistan 34, Ukraine 60 and Uzbekistan 37.
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BOX IV.1.
How much is a rouble worth?

HE NATIONAL currencies of market eco-
nomies are “worth” whatever the going rate
for the currency is in the international mar-
ket. Under central planning in the former So-
viet Union, in contrast, the exchange rate
could be arbitrary and it was. The State
would plan to export an amount sufficient to
earn the foreign exchange needed to pur-
chase the planned import bill. The trade cal-
culations were in foreign exchange and the
production for export was figured in domes-
tic currency just as it was for production for
the domestic market, except that a bonus
might be credited to the enterprise’s accounts
for the greater effort needed to meet export
standards. No foreign money came across the
exchanges into the domestic accounts.

The situation began to change with the
commitment to make the transition to market
economies and integrate them into the world
economy. Beginning in 1989, some enter-
prises received permission to trade abroad
for their own account, the proceeds to be held
in foreign currency deposits at Vneshekonom-
bank, the State foreign trade bank. These
funds could be used to purchase foreign
goods but there was no need or desire to con-
vert them into local currency, especially if
the transaction had been at the official rou-
ble/dollar exchange rate (0.6 rouble per dol-
lar), which bore no relationship to market re-
alities.

The right to trade and hold foreign cur-
rency deposits was expanded in 1990 and
1991 until practically all enterprises in the
USSR were covered. The official rouble/dol-
lar exchange rate now had to be supplanted
by something providing a practical measure
of the rouble’s worth.

In November 1990, the Soviet authori-
ties introduced a so-called “commercial ex-
change rate” of 1.7 roubles per dollar, which
was three times the official rate. Henceforth,
goods imported through central state chan-
nels for enterprises would be valued and paid
for in roubles at this exchange rate and ex-
porters could convert foreign currency bal-
ances at Vneshekonombank into roubles at
this rate. Exporters had to sell 40 per cent of
their convertible currency earnings to the
Government at that rate to help it service the
country’s foreign debt. It was considered a

bold step that acknowledged the overvalu-
ation of the official rate and it was the first ac-
tual exchange rate for enterprises. However,
the rate was still overvalued and did not pro-
vide any incentive for enterprises to convert
more than the required amount of foreign ex-
change to domestic currency.

In April 1991, the Government pulled
back further from exchange control by abol-
ishing the special exchange rate which So-
viet residents had been required to use to con-
vert roubles into foreign exchange for travel
abroad.” It also decreed that within the coun-
try’s borders, convertible currency could be
bought and sold by enterprises and individu-
als at State Bank currency exchanges. The ex-
change rates would be set at “auctions” to re-
flect changing supply and demand. Now the
rouble exchange rate was supposed to be-
come meaningful for domestic economic
agents, as well as for foreign investors, who
for the first time were promised a workable
mechanism to convert their rouble earnings
into hard currency for repatriation. However,
the “commercial” rate would still be used by
enterprises for the required sales of foreign
exchange earnings and for billing for cen-
trally provided imports.

The Soviet authorities gradually wid-
ened the circle of agents authorized to deal in
foreign currency and permitted more banks
and enterprises to buy and sell currency for
roubles at the regular auctions. The initial
auction exchange rate was fixed at the begin-
ning of April 1991 at 27.6 roubles per dollar.
But within weeks the rouble beganto slide
steeply, since the supply of hard currency be-
ing presented at the currency exchange was
consistently much lower than demand.

In June, the Ministry of Finance intro-
duced a retroactive confiscatory tax on rou-
ble earnings from the sale of hard currency
by enterprises, thus further diminishing their
incentive to sell hard currency for roubles.
The impact of these measures on the rouble
rate at the auctions was dramatic.

In addition, exporters began to rou-
tinely spend foreign currency earnings to im-
port food, medicine and consumer goods for
their employees and for resale at rouble
prices that far exceeded the official prices, at
which little supply was forthcoming. Other
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enterprises then found it increasingly diffi-
cult to obtain hard currency for needed im-
ports, as in food processing and pharmaceuti-
cals. Meanwhile, the high rate of money crea-
tion to finance the burgeoning Government
deficit (see chap. II) increased inflationary
pressure and exacerbated the by now wide-
spread “flight from the rouble”, which perme-
ated even retail trade and, especially, serv-
ices. Thus, the demand for hard currency by
both population and enterprises grew rapidly,
while the supply remained very limited.

At the end of July, the USSR Gosbank,
the State Bank, introduced a new “tourist”
rate for purchase of foreign exchange by indi-
viduals of 32 roubles per dollar. Early in No-
vember, the tourist rate was raised to 47 rou-
bles per dollar. These actions of the Soviet
central bank, taken against the widespread
perception that the rouble’s “true” exchange
rate was always much lower than the one de-
clared officially, provided an additional,
speculative impulse for a further devaluation
of the rouble.

With the dissolution of the Soviet Un-
ion, the USSR Gosbank and the official, com-
mercial and tourist exchange rates were abol-
ished. The Central Bank of the Russian Fed-
eration then introduced two new exchange
rates, a “market” rate and a “special commer-
cial rate”. The latter, set at 55 roubles per dol-
lar, was to be used to exchange the 40 per
cent of foreign currency earnings by enter-
prises, as before, on top of which, a further
sale of 10 per cent of earnings was mandated
at the market rate. The Central Bank fixed
that rate at 110 roubles to the dollar in Janu-
ary 1992; it then appreciated to 90 roubles,
but as of the beginning of April it was again

100 roubles per dollar. The announcement of
the Government of the Russian Federation
that it would liberalize prices in January

1992 significantly increased inflationary ex-
pectations. The effect could be seen on the
Moscow Interbank Currency Exchange. The
exchange rate on this market reached 230
roubles per dollar in January, after the domes-
tic price increases went into effect. It then ap-
preciated to 140 roubles in late February, de-
preciated again to 160 roubles in mid-March,
and during April it gradually strengthened to
150 roubles per dollar, in part backed by the
intervention of the Central Bank. As these
wild price gyrations show, the market is quite
thin.

Many experts—both in Moscow and
abroad—believe that these rates now under-
value the rouble.” Officials of the Govern-
ment of the Russian Federation, in arguing
for the creation of an international rouble sta-
bilization fund, have talked of their plans to
peg the rouble’s rate somewhere close to 50
roubles per dollar. The Central Bank report-
edly does not have sufficient hard-currency
resources to sustain a massive intervention to
defend such a rate on its own. The April com-
mitment of the Group of Seven industrial
countries to include a $6 billion stabilization
fund as part of a package of financial assis-
tance for the former Soviet republics would
assist in holding the rate in the desired range,
not because $6 billion would necessarily suf-
fice to stem a speculative flight from the rou-
ble, but because before it is established, a
strict adjustment programme would be
signed with IMF which would signal an inter-
national consensus, backed by financial com-
mitments, on where the rouble rate should be.

® Official exchange rates existed to convert the value of hard currencies earned or expended
by the foreign trading organizations into a common measure, the valuta rouble, but that was
not the rouble used in domestic transactions. Some 2,000 coefficients were used to convert
valuta roubles into domestic roubles in enterprise accounts. In addition, a different cur-
rency, the transferable rouble, was used for valuing trade among member countries of the for-
mer Council for Mutual Economic Assistance. In principle, a state trading authority could
use a transferable rouble surplus with one member country to clear a deficit with another, but
in practice, each set of bilateral balances was kept separate. !

b This rate and the small amounts of transactions carried out under it had been the only direct
conversions of local into foreign currency. Hard-currency eamings of individuals could
only be converted at the official rate, held in valuta rouble accounts for spending in special
stores.

¢ For example, it is said that in Moscow a given sum of hard currency would buy three to four
times as much if converted into roubles at the market rate, than if spent at the state hard-cur-
rency shops (Izvestia, 14 February 1992). Moreover, imported inputs of raw materials, ma-
chinery and equipment, and so on, would cost a prohibitive amount in roubles at the market
rate compared to equivalent domestic supplies when available.
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possible that Poland might soon qualify in the eyes of the
banks for, say, project-related financing.

The most spectacular decline ever recorded in the
creditworthiness ratings was that of the former Soviet
Union.” In 1989, the international banking community
put the riskiness of lending to the USSR on a par with
lending to Ireland, the Republic of Korea and New Zea-
land and below lending to Greece, Portugal or Saudi Ara-
bia. Last year the markets closed to the USSR and are
closed to each of the successor republics. Indeed, all of
them were rated below the last, hypothetical rating of the
former USSR (see table IV.5).

One major focus of uncertainty has been the serv-
icing of the outstanding debt of the former Soviet Union.
After the breakup of the Union, the Governments of the
Russian Federation, Ukraine and most other successor
States declared their intention to honour the debts in-
curred by the former Union. This would help assuage
creditors, but there was considerable difficulty at first in
establishing a mechanism and formula for sharing the
obligations. One early idea was to divide up the debts and
make them the responsibility of individual republics.
This did not prove feasible, in part because there were
more than 600 individual credit agreements with sub-
stantially differing terms and conditions, making it all
but impossible to divide up.

It thus had to be handled collectively and in rmnid-
March 1992 the 11 members of the Commonwealth of
Independent States (CIS) agreed to assume “joint and
several” responsibility for repaying the debt of the
USSR, that is, if one State defaulted, the others would
take over the financial payments. This arrangement had
originally been negotiated with the Governments of the
Group of Seven in October and November 1991, but it
was not joined at the time by Azerbaijan, Georgia,
Ukraine and Uzbekistan. Part of the problem seemed to
be the mechanism for debt payments. They used to go
through Vneshekonombank, the foreign trade bank of the
USSR, but Ukraine preferred another agent, not as di-
rectly associated with the former Union and not under
the Russian Federation’s control. The compromise
reached in March under pressure from the western credi-
tors was that a successor agency, also called Vneshek-
onombank, will continue to be the only medium for debt
payments, but the Russian Federation and Ukraine will
assume two of three positions as co-chairs of a standing
inter-state council which will govern it, with the third
seat going to other republics on a rotating basis.*®

If a concrete arrangement was thus agreed under
the machinery of the CIS, some uncertainty remains

about its implementation, not least because many repub-
lics simply do not have the necessary hard-currency re-
serves, their export earnings are negligible and the
mechanisms for enforcement of existing currency regu-
lations and tax collection are in their infancy. Indeed, ear-
lier this year the Russian Federation declared that it had
assumed overall responsibility for the totality of the for-
eign debt of the former USSR, with the outstanding share
of other republics to be treated as their debt to the Rus-
sian Federation.*® The Russian Federation was also re-
ported to be the only successor State to have made any
payment on the foreign debt as of April 1992.

Even so, substantial obligations were rescheduled,
while others are in abeyance. Among the latter, for exam-
plé, isthe agreement the Soviet Union reached with Hun-
gary to convert outstanding transferable rouble obliga-
tions to about $2 billion in convertible currency debt. As
with the balances of about 5 billion roubles owed to
Czechoslovakia, arrangements will need to be worked
out under the new Government.

As part of the agreement with the Group of Seven
in November noted above, $3.6 billion of principal fall-
ing due in 1992 on debts owed to Paris Club creditors
was to be deferred. In early December, Vneshekonom-
bank had to suspend principal payments on debt to com-
mercial banks and the international bank advisory com-
mittee that coordinates debt rescheduling for the Soviet
Union agreed to roll over principal payments falling due
from December 1991 to March 1992, on the under-
standing that interest payments would be kept current.
Official and commercial creditors were to receive equal
treatment.*

In any event, the agreed debt servicing has not been
kept current. Nor has the debt servicing owed to the for-
mer USSR. According to Soviet data, the Union’s for-
eign debt at the end of 1991 was around $80 billion, ex-
cluding debt of individual Soviet enterprises incurred on
their own, clearing and barter accounts, amounts owed to
former socialist countries in hard currency and lend-
lease debt. But the debt owed to the Soviet Union by de-
veloping countries and former socialist countries
amounted to $158 billion, at the official exchange rate.*!
Most of this debt is believed not to be recoverable,
though attempts to arrange at least partial payment in
kind are under way in certain countries. One way in
which this might work was illustrated by an arrangement
with the Crimean Executive Committee. It bought a part
of the debt of the Syrian Arab Republic from the then So-
viet Government. The Committee then swapped the debt
for various Syrian goods, which were subsequently re-
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sold in the Crimea. Outright sales of such debt on the sec-
ondary market have also been proposed. They would un-
doubtedly be made at deep discounts since the debt of
most of the countries on which the USSR had claims is
not actively traded.

The immediate need in the former USSR is to im-
prove the international cash inflow. Unhappy with gov-
emment regulations that a substantial part of export
revenues be exchanged for roubles (see box IV.1), ex-
porters are said not to repatriate their earnings, but, in
clear violation of existing currency regulations, to de-
posit them in overseas bank accounts, buy securities or
make investments abroad. Substantial amounts of hard
currency are also reported to be circulating within the
borders of the CIS, which should not be surprising given
the growing number of commercial banks officially li-
censed to deal in hard currency and the widespread “dol-
larization” of internal economic activity, down to retail
level. But hard currency used as a domestic means of
payment is not available to purchase necessary imports.
The Government of the Russian Federation thus de-
clared its intention to tighten control of currency flows
and enforce regulations.*

The damage from capital flight is direct, but it is
perhaps even more significant as a sign of the adjustment
task that still lies ahead, of the need to rebuild confidence
in the currency and of the need to create an environment
in which enterprise management will seek to produce for
the short term and invest for the long term. It requires a
firmly established legal structure, clearly defined rights
in property and contract, agreed standards of accounting,
and a stable tax and regulatory regime. Once all that has
been established, the pay-off will be not only in the de-
velopment of domestic economic activities, but also in
attracting the interest of foreign direct investors in long-
term participation in a newly dynamic situation.

The experience of the eastern European countries,
which have been in transition for a longer period, is that
laying down these prerequisites for market economy de-
velopment takes considerable time. And as far as the di-
rect investment response is concerned, there seems to be
first a rush to establish formal agreements and perhaps
distribution facilities for foreign goods and services, fol-
lowed only slowly by investment in local production fa-
cilities.”® :

Nevertheless, the financial inflow associated with
direct investment can build up quickly, as Hungary’s ex-
perience attests, It has been the most popular destination
of direct investment flows to the transition economies, a
consequence of being a relatively “creditworthy” coun-

try, being further along in the transition process—re-
forms having begun in 1968—compared with its neigh-
bours and offering, at least in 1990, relatively attractive
interest rates on hard-currency deposits at the central
bank.* In 1991, the inflow of foreign direct investment
almost tripled, rising to $1.5 billion, excluding contribu-
tions in kind.** Half of this amount was invested through
the privatization process in the country, the other half
through the establishment of new joint ventures.

Only a fraction of the accumulated capital import,
however, has yet been spent on investment projects and
imports and considerable sums have been kept in hard-
currency deposits at the National Bank of Hungary.*®
While this has helped raise official foreign exchange re-
serves, it is not the purpose of direct investment.

Moreover, with the large net inflow of foreign ex-
change last year, to which direct investment contributed,
the real value of the forint appreciated (i.e., the forint was
devalued by less than the rate of inflation). Coupled with
rising labour costs, this is limiting the attractiveness of
Hungary as a lccation for joint ventures that produce for
export. Some plants were temporarily closed and an-
nounced expenditure plans were deferred. In addition,
despite the Government’s import liberalization policy,
joint ventures have pressed, thus far without result, for
more protection against imports than the Government
had already granted.*’

OFFICIAL FINANCE FOR THE TRANSITION

It is clear that if external finance is to contribute to the
early stages of the transition to market economies, it has
to be primarily through the activities of official entities.
For this, the international donor and creditor community
has a formula that it applies universally. Outside of hu-
manitarian assistance, official flows for economic assis-
tance are provided in the context of adjustment and de-
velopment programmes agreed with IMF and the World
Bank. As membership in these organizations is seen in
any event as part of becoming reintegrated into the inter-
national market economy system, all transition econo-
mies that were not already active members have either
become members of these organizations, reactivated
dormant membership or applied to join. In particular, all
15 successor States of the former Soviet Union submit-
ted applications for membership. Five transition econo-
mies in eastern Europe already maintain active stand-by
or extended arrangements with the Fund.* Last year the
Fund lent them $3.6 billion on a net basis; the largest pre-
vious outlays were of the order of $500 million in the
early 1980s, when Hungary and Romania had pro-
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grammes with the Fund. World Bank disbursements
were about $2 billion.

Overall official flows to the transition economies
have been coordinated by the European Community, in
accordance with the agreement of the Group of Seven at
its summit in July 1989. All eastern and central European
countries were recipients under this arrangement in
1991, including Albania, Yugoslavia and, from Novem-
ber, the three Baltic States. The main goals of the assis-
tance have been to help the countries create democratic
political institutions and market-based economies and
become better integrated into the world economy. Funds
are provided through bilateral sources, which are mobi-
lized in the Group of 24;* the EC itself, principally
through the European Investment Bank, the European
Coal and Steel Community and PHARE;* and interna-
tional financial institutions, namely IMF, the World
Bank Group and the new European Bank for Recon-
struction and Development (EBRD).

The EBRD announced its first project on 25 June
1991, a loan of almost $50 million to eight medium-
sized Polish cities for modernizing the domestic heating
operations of their local authorities. Taking only 17
months from the beginning of the first negotiations on its
creation to its first project commitment, the EBRD has
shown how quickly the international community is able
to mobilize itself for high priority programmes on which
an effective consensus is reached. As a relatively small
institution, capitalized at $12 billion, the Bank is to lend
mainly to private sector activities and take equity stakes.
Through mid-February 1992, the Bank committed al-
most ECU 450 million (less than $560 million) in 14
projects, ranging from a small equity stake (about
$3 million) in a Hungarian computer system company, to
a loan of almost $180 million for Romanian telecommu-
nications and a loan of over $75 million for a joint ven-
ture in Hungary involving one of the world’s largest
automobile makers. These, of course, are financially
small amounts, meant to fill a niche in the official flows
provided by the bilateral creditors and the larger institu-
tions.

Altogether, according to the European Commu-
nity,” the industrialized countries have pledged $45 bil-
lion since 1989 to speed economic recovery in eastem
Europe. Only about 20 per cent of this amount, however,
has been disbursed. Eighty per cent of the pledged
amount came from the EC and from the European Free
Trade Association; $32 billion were supplied by the in-
dividual countries, the rest came from international insti-
tutions. One quarter, $8 billion, of the amount pledged
by the countries in the Group of 24 was in grants, the rest
in loans.” ‘

The Economic Commission for Europe (ECE) has
estimated that $8.6 billion were disbursed from official
sources to eastern Europe in 1991, about four times the
1990 level. It did not expect the same level to be main-
tained this year, nor did it expect private finance to make
up the difference.”® This does not, however, include
flows to the former Soviet Union. Various estimates have
been made of the financial assistance needs of the suc-
cessor republics. In early April 1992, a multilateral fi-
nancial assistance package for the Russian Federation
was announced by the Group of Seven. The package con-
sists of three major elements: (a) roughly $18 billion in
financial support in 1992 to help the Russian Federation
stabilize and restructure its economy ($2.5 billion in de-
ferred debt payments, $3 billion in IMF loans and
$1.5 billion in loans from the World Bank, EBRD and
the like, and up to $11 billion in bilateral assistance, in-
cluding export credit guarantees, food credits, humani-
tarian aid); (b) a $6 billion currency stabilization fund to
help support the rouble exchange rate (see box IV.1); and
(c) early membership in IMF. In addition to this, accord-
ing to IMF estimates, the other 14 republics of the former
USSR would need $20 billion in 19925

At the Washington conference on assistance to the
States members of CIS in January, the EC reported that
almost $79 billion had been committed to them from
September 1990 to January 1992, of which about three
quarters was from the EC. Much of this has yet to be dis-
bursed. How large the net additional commitments need
to be for the region remains unclear at this point.

SHOULD INDUSTRIALIZED COUNTRIES PROMOTE SAVING?

The developed market economies have been called upon
to financially assist and invest in the transition econo-
mies, while also strengthening their transfers to develop-
ing couniries and meeting their own investment needs.
Putting aside questions of political and economic desir-

ability, is such an effort even feasible? There was a de-
cline in saving in many high-income industrialized
countries in the 1980s, and there has been talk of a global
saving shortage in the 1990s.% Yet the experience of the
1980s was complex and some of the factors that made for
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alow saving rate have changed. As the scenario that con-
cludes this chapter will seek to show, the amount of sav-
ing in these countries, and in transition and developing
countries as well, can be raised significantly higher with
a more appropriate policy focus.

THE SAVING RECORD

Typically, the discussions of a global saving shortage
draw on studies that measure saving in nominal terms
and relate it to GDP or another numéraire also measured
in nominal terms.*® By such measures, the saving rate in
each of the seven major industrialized countries, in par-
ticular, was lower on average in the 1980s than in the
1970s (see table IV.6). However, if consumption and in-
come are measured in fixed prices, the saving rate in
Canada, Germany and Japan rose in the 1980s. And, as
the table shows, the saving rate in the 1980s in fixed
prices—in this case, the prices of 1980~was higher than
in nominal terms in all of the countries.

The importance of price changes in the measure-
ment of saving follows from the economic concept of

Table IV.6.
Average saving rates in the seven major developed
market economies,

1951-1990
Percentage of GDP*
1951-1960 1961-1970 1971-1980 1981-19%0

Canada

Nominal 23.1 23.8 247 22.6

Real 24.6 254 24.1 26.4
France

Nominal 219 26.1 25.6 20.5

Real 17.9 225 23.6 20.8
Germany®

Nominal 26.5 28.3 252 24.3

Real 26.7 26.6 23.6 243
Ttaly

Nominal 204 230 22.2 21.8

Real 24.5 29.0 24.8 225
Japan

Nominal 27.7 36.3 345 323

Real 15.2 24.6 294 344
United Kingdom

Nominal 15.1 18.7 19.2 17.1

Real 16.6 20.4 216 18.3
United States

Nominal 19.9 19.6 19.2 15.7

Real 19.5 19.3 18.1 17.0

Source: UN/DESD.
a Percentage of GDP in real terms based on components of

real GDP as reported to the United Nations by national
authorities, rebased to 1980=100.
b Western Germany only.

Figure IV.5.
Real and nominal saving in the developed market
economies, 1950-1990
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saving as current expenditures forgone. If, say, in one
year imported goods fell in price relative to the prices of
exported production, then the same volume of goods and
services could be purchased as the year before using less
income. If that amount were in fact purchased, measured
saving would be higher although “real saving” in the
sense of consumption forgone would be no different.
And similarly, if the price of investment goods fell rela-
tive to those of consumption goods, more investment
could be undertaken in real terms with a given level of
income not consumed.

Figure IV.5 indicates how significant the relative
price effects have been in the developed market econo-
mies. From the 1950s to the early 1970s, the terms of
trade improved and real saving was less than nominal
saving. The trends in both measures, however, were
fairly close. Since then, with the terms of trade becoming
more volatile, movements of the two indicators differed
more. In 1986, for example, saving in nominal terms rose
half a percentage point as a share of GDP, but the saving
share fell by three quarters of a percentage point when
corrected for the 6 per cent improvement in the terms of
trade that year.”’ The overall trend of the saving rate for
these economies since the mid-1970s is also quite differ-
ent measured in real terms compared to nominal terms:
in real terms, saving has been a rising share of GDP.

But if saving in real terms has been rising for the de-
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Figure IV6.
Real saving in high-income developed market
economies, 1950-1990

Percentage of GDP in 1980 prices and exchange rates
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a Western Burope, excluding Greece, Ireland,
Portugal and Spain,

veloped market economies as a whole, table IV.6 shows
that this was not the case for all countries individually.
Three patterns that seem to have characterized the post-
war era are illustrated in figure IV.6. First, the United
States has had a declining—if volatile—real saving
trend over the entire period. Second, the high-income
countries of western Europe®® had a rising saving share
until a dip following the oil-price increase and recession
in the mid-1970s and a stable share thereafter that aver-
aged over 22 per cent of GDP. Third, the saving share of
Japan has risen almost steadily.

Fear about a world saving shortage in the 1990s
would thus entail concern that the long-run trend of a
falling real saving share in the United States would not
be reversed, while the rising trend in Japan could not be
sustained. Indeed, the Japanese saving rate is so high that
further increases are unlikely thers, especially in view of
the ageing of the population and evolving social mores
concerning leisure and work.

On the other hand, figure IV.6 also shows that the
rising saving trend in the second half of the 1980s was a
widespread phenomenon. Real saving rose in almost
every year as a share of GDP in each section of the figure.
To investigate the meaning of these shorter run develop-
ments, it is necessary to decompose gross saving in the
period into its major components.

First, one may separate saving that in essence
serves to replace capital that is being worn out in the
process of production. Known as the capital consump-
tion allowance (CCA) in national income accounting, it
is analogous to depreciation in business accounts. In
principle, CCA is part of the saving of all users of capital,
whether the Government, business enterprises or indi-
vidual households. In practice, national accounts statis-
ticians are not always able to make separate estimates of
the CCA for different economic groupings (in particular,
the dividing line between enterprises and households is
not always easy to discern). For international compari-
sons, the CCA is thus often reported for the economy as
a whole, rather than by saving sector. This is the ap-
proach taken in table IV.7, showing saving in the seven
major industrialized economies. The CCA is seen there
to be a very substantial share of saving in each economy,
generally exceeding half the total. It is also the most sta-
ble part of saving. Thus, even though there was a small
negative trend in the CCA in the second half of the 1980s
in five of the seven countries (see table IV.8), the trend
appears to be guite small when set against the size of the
CCA in each country.

The remainder of saving, “net saving”, is the part
that increases the size of the capital stock, whether it is
invested at home or abroad. Most of that capital stock is
owned in the first instance by enterprises, the saving of
which comprises profits that are reinvested in the firm,
rather than paid out in taxes or distributed to enterprise
owners, as in the form of dividends. Management makes
choices about whether to retain earnings—and thereby
build up existing stockholders’ equity in the firm—or
distribute additional dividends. Retaining profits, every-
thing else being equal, raises stock prices, and when divi-
dend income is taxed more heavily than capital gains on
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Table IV7.
Composition of gross saving in seven major economies, 1985-1989
Percentage of GDP
Net saving
Capital Total
consumption General Enterprise Total gross saving in
allowance government sector” Houscholds  gross saving 1980 prices
Canada 11.6 -2.8 39 6.7 194 23.5
France 12.5 -0.5 2.9 5.3 20.3 20.0
Germany® 12.5 1.7 25 7.8 24.4 23.7
Ttaly 120 -6.6 35 11.9 20.8 213
Japan 14.0 58 2.8 10.2 33.0 353
United Kingdom 114 04 2.8 1.5 16.1 17.7
United States 12.5 -35 1.9 44 15.3 16.6

Source: UN/DESD, based on OECD, National Accounts, Detailed Tables (Paris, 1991).

a Including corporate and quasi-corporate enterprises in the private and public sectors.

b Western Germany only.
sales of equity shares, stockholders tend to favour higher
enterprise saving. Management tends to favour retaining
earnings because by raising share prices it makesraising
funds through new share issues easier. Moreover, firms
with poorer access to credit and higher investment rates
tend to retain more profits and pay smaller dividends.

The operation of these factors at the aggregate level
can be seen in the three countries that had a significant
trend in enterprise saving in the second half of the 1980s,
namely Germany, the United Kingdom and the United
States (see table IV.8). Firms in Germany raised their
saving rate by almost 1 percentage point of GDP a year,
from less than half a per cent of GDP in 1985 to 3.5 per
cent in 1988 and 1989. During the same period, inflation
virtually ceased in Germany, while long-term interest
rates were barely lower than they had been in the early
1980s (see tables A.7 and A.8). Real interest rates were
thus quite high and so when increasing rates of economic
growth raised corporate profits and the demand for addi-
tional net investment, there was a strong incentive to re-
tain those profits as enterprise saving,

The United Kingdom and the United States pro-
vided exampiles of contrary developments. In the United
Kingdom, economic growth was relatively strong and
the investment share of GDP rose. But enterprise saving
fell significantly as a share of GDP. Real long-term inter-
est rates had been relatively high in the mid-1980s, but
then growth of the real money supply began to surge in
1986 and real interest rates fell until 1989, while new
forms of credit and deregulation of financial markets
made financing more attractive. Indeed, financial market
conditions attracted a large net transfer of resources from
abroad to British financial markets beginning in 1988
(seetable A.27). Asaresult, British firms rapidly builtup

their debt obligations, and when credit tightened and re-
cession followed, so did numerous bankruptcies.” This
is likely to limit the practice in the 1990s.

In the United States, several factors help to explain

_ the significant decline in enterprise saving from over 3.5

per cent of GDP in 1985 to about 1 per cent in 1989. First,
corporate profits (surplus on operations) slackened as a
share of nominal GDP in the latter 1980s. Second, real
long-term interest rates declined. The rising stock mar-
ket, despite the 1987 crash, provided an additional incen-
tive to finance investment with outside funds. These fac-
tors might be sufficient explanation, but financial market
developments provided an additional impetus.

There was a wave of mergers and hostile takeovers

Table V8.

Trends in components of saving in seven major indus-
trial economies during 1985-1989%

Average annual change in percentage of GDP

Net saving
Capital

consumption General
allowance government Enterprises Houscholds
Canada -0.2 0.8 — —
France — 0.4 — —
Germany® 0.1 — 0.8 -
Italy -0.2 - 0.3 —_ —
Japan 0.2 1.0 — -0.4
United Kingdom 02 1.0 -0.5 -0.7
United States -0.1 04 -0.3 —

Source; UN/DESD, based on OECD, National Accounts,
Detailed Tables (Paris, 1991).

a Trends are defined as regression coefficients on time that
are significant at the 10 per cent level.
b Western Germany only.
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of large corporations, especially but not exclusively in
the United States, virtually all of which were financed
with corporate debt that stripped away funds that might
otherwise have been used as enterprise saving. Typically,
firms with low debt levels and steady cash flow were the
ones most vulnerable to takeover. An aggressive group
of investors would borrow heavily on the expectation
that the loans would be serviced out of the target com-
pany’s cash flow. This allowed them to buy a controlling

part of the firm’s outstanding equity shares at high.

prices. The speculative nature of these endeavours was
well captured in the industry rating of such financing as
“junk bonds”.®° The subsequent bankruptcy of many
firms that would otherwise have weathered the current
recession was one result.

Management is thus likely to follow more conser-
vative approaches to enterprise finance in the 1990s in
the United States as in the United Kingdom and this will
help raise enterprise saving when recovery from reces-
sion gathers steam. In any event, although enterprises
undertake the bulk of investment in the developed mar-
ket economies, they supply only one of three basic parts
of net saving. Among the seven major economies, net en-
terprise saving only ranges between 2 per cent and 4 per
cent of GDP (see table IV.7).

If aggregate saving is to rise appreciably in the
1990s, net savings by households is often considered a
likely candidate to bring it about. Considerable research
has been undertaken over the years with respect to
household saving, as in the United States, where it be-
came a focus of policy in the early 1980s.®' Household
saving nevertheless continued to decline in the United
States, as in other countries, most especially the United
Kingdom.

In both those countries, the decline in household
saving rates appears to have ended. In the United King-
dom, net household saving dropped to nil at the low
point, following deregulation of financial markets and a
boom in new forms of consumer credit, but that was in
1988 and saving rebounded thereafter. In the United
States, the low point was in 1987 but the subsequent in-
crease in the saving share has not been large.” Many hy-
potheses have been suggested to explain the fall in sav-
ing ratios, including demographic factors, the growth of
public and private pensions and insurance, tax policy,
and errors in measuring saving itself, but the most com-
pelling factors in these countries and other major indus-
trialized economies seem to involve the optimism and
net wealth of households.*

Whether households save for retirement, as a pre-

caution against unforeseeable (and uninsured) expenses,
or to leave an inheritance, they would see less of a need
to save if the real value of their net wealth, their assets
minus their debts, grew appreciably, which is what hap-
pened during most of the 1980s. Financial innovations in
the 1980s also made new forms of credit—particularly
home-equity loans and credit cards-—readily available to
the bulk of households, which made it less necessary to
save before making large purchases. Moreover, the abil-
ity to borrow against the equity in home ownership in-
creased the effective liquidity of housing assets and
made it less necessary to build up other financial assets
for precautionary motives. Coupled with a widely
shared, confident outlook for overall economic growth
and stability, creditors aggressively marketed loans, and
household debt levels rose rapidly.

The “go-go” 1980s appear to have been replaced by
more sober household attitudes to debt and saving in the
1990s. Many creditors, especially in the United States,
entered into bankruptcy, following the inability of bor-
rowers—both corporations and households—to service
their debts. The growth of the prices of houses and many
financial assets slowed and prices even fell. In addition,
under the recent recessionary conditions, households
have become more cautious consumers, as noted in
chapter II. The rise in unemployment and the fear that the
duration of any spell of unemployment could be long and
painful appear to make for prudence. Merchandising
specialists notice a trend that could last well beyond the
recession, namely that consumers are not only spending
less, but they are also spending in more deliberate ways,
looking less for panache and more for durability.

The implication of the new consumer psychology,
as well as the slower growth expected over the medium
term in the prices of housing and financial assets, isof a
moderately stronger household saving in the 1990s than
the 1980s. But this also means less of an impetus to eco-
nomic growth from consumer spending, which is one of
the reasons that in the forecast for the developed market
economies presented in chapter I an unusually slow re-
covery period is anticipated.

1t is also possible that slower economic growth in
the 1990s may itself serve to reduce personal saving
rates, This would be the case if, say, households had tar-
get ratios of personal wealth to income, so they would in-
crease their saving share over the long run if they ex-
pected income increases to be long-lasting and would re-
duce saving as a share of income if what was thought to
be a permanent fall in income occurred. There are vari-
ous reasons such an “accelerator” relationship might ob-



94 WORLD ECONOMIC SURVEY 1992

tain, and it was judged recently by one research team as
a relatively attractive explanation of the fall in personal
saving rates from the 1970s to the 1980s in the United
States.* If so, the prospects for personal saving and its
role in raising or holding back the growth of aggregate
saving are unclear.

BUDGET POLICY AS SAVING POLICY

If the prospects for household saving in the 1990s are
thus somewhat murky, there seems to be at least a broad
consensus among researchers that direct government ef-
forts to stimulate personal saving have very little impact.
An engineered increase in economic growth, particu-
larly one that is investment-led, is likely to raise personal
saving, but saving-promotion policies—such as special
tax advantages for contributions to saving accounts from
which withdrawals cannot be made until retirement-—do
not seem to raise the level of saving. What they do is af-
fect the forms in which people save.% Policy makers
would thus need to look elsewhere if their goal were to
directly raise gross domestic saving and the prime place
to look is their own government operations.

Indeed, the increase in aggregate saving in the latter
part of the 1980s in the industrialized countries, noted
above, was mainly the result of an increase in saving by

Table IV.9.
General government net investment in seven major
economies, 1970-1989

Percentage of GDP; period average or annual

United United
Canada France Germany® Italy Japan Kingdom States
1970-1974 3.7 3.6 40 31 52 48 23

1975-1979 3.1 3.3 33 33 57 35 1.8
1980-1984 2.7 3.2 28 36 57 20 16

1985 2.7 32 22 37 47 20 16
1986 2.5 32 23 35 48 18 1.6
1987 24 3.0 23 35 50 1.6 1.6
1988 23 3.1 22 35 51 13 16
1989 24 33 23 35 50 1.7 17

Source: UN/DESD, based on OECD, National Accounts,
Detailed Tables (Paris, 1991).

a Western Germany only.

Governments, or in the case where government saving
was negative, by a reduction in “dissaving”. In six of the
seven major industrialized countries, general govern-
ment saving had significant positive time trends; in Can-
ada, Japan and the United Kingdom the increase aver-
aged as much as 1 per cent of GDP a year (see table IV.8).

The improvement in government saving, however,
was not recycled into higher government investment. In
the case of Japan, as discussed in chapter II, a high rate
of government capital formation was in any event main-
tained. Bui net government investment as a share of GDP
fell in Canada and the United Kingdom, in the latter case
to well under half the average in the 1970s (see ta-
ble IV.9).

The dissociation of government saving and invest-
ment trends seems to have been rooted in the motive un-
der which the saving improved, which was to reduce the
public sector borrowing requirement. Government defi-
cits had widened significantly in the late 1970s, as ex-
penditure commitments grew, while tax revenues did not
increase to the degree expected because average rates of
growth of incomes slowed. Some of the additional
spending was under entitlement programmes and trans-
fers such as social security that, once legislated, were
only partly under govermnment control. Other expendi-
ture increases were responses to cold-war fears about in-
adequate military preparedness and the desire to be able
to better address regional concerns militarily. Finally,
political pressures toreduce tax rates became irresistible,
abetted in the United States by the adoption by the Ad-
ministration that took office in 1981 of untried notions
about the relationship between taxation and economic
growth.

By mid-decade there was agreement on all fronts
that government deficits in several industrialized coun-
tries were unsustainable and that, in particular, the huge
deficits and high real interest rates in the United States
were seriously distorting the world allocation of inves-
tible resources.®® The United States and other countries
instituted new efforts to consolidate their government
accounts and it is mainly the results of those efforts that
areshownintable V.8, ‘

Howeyver, a reduction in the public sector borrow-
ing requirement is not the same thing as an increase in
government saving. Government saving is the difference
between current government revenues and current ex-
penditures. Non-current expenditures are the Govemn-
ment’s investment. If a Government reduces its borrow-
ing needs by cutting back investment, there is no change
in its saving. This happened to a degree in Canada, the
United Kingdom and the United States in the second half
of the 1980s, when their public sector borrowing require-
ment fell as a share of GDP by more than the rise in gov-
ernment saving because there was a fall in the GDP share
of government investment.

The issue is not merely one of definition. A focus on
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reducing the public sector borrowing requirement re-
flects a concern about the impact on financial markets of
government borrowing. Yet, as long as the central bank
does not accommodate the government borrowing by
monetizing the deficit (i.e., buying government bonds
with additions to the money supply), there are no general
inflationary consequences and no policy worries on that
score. Instead, policy makers are at least implicitly mak-
ing the judgement that the additional private sector bor-
rowing that the government might “crowd out” is prefer-
able to what the government would have done with the
funds. That might be the case, but not all private uses of
borrowed funds are ipso facto superior to public uses.

In contrast, if government saving is taken as the
policy target for budget consolidation, policy makers
perforce will focus on issues of government and private
investment.®’ For example, a Government that sustains a
deficit in its current budget will be identified as dissaving
and thereby absorbing saving from the rest of the econ-
omy for uses that do not add to that country’s productive
capacity. If a presumption can thus be made that govern-
ment saving outside of emergency situations should not
be negative, the public sector borrowing requirement it-
self might well be positive. That is, government borrow-
ing, which requires interest and principal payments over
time, can be justified as a means of financing public in-
vestments that yield streams of benefits over time. Indi-
vidual investment proposals still need to be evaluated,
but there is no presumption that the “optimal” public sec-
tor borrowing requirement is zero.

Moreover, a focus on government saving helps to
propetly assess privatization proposals. If government
assets such as public enterprises are privatized, the pro-
ceeds do not form part of current revenues and thus have
no immediate effect on government saving, although
they may reduce the Government’s borrowing require-
ment, if only for the year in which the sale is made. How-
ever, if the enterprise had been earning a profit, iis sale
would reduce government saving in future years.

The difficulty is most clearly seen in the budgeting
by the United States Federal Government, which makes
no distinction between current and capital expenditures.
As the United States Council of Economic Advisors
noted,

“Because the Federal budget treats all bor-
rowing the same, it imposes a bias in favour of cur-
rent-account spending relative to spending for
long-term infrastructure and productivity-enhanc-
ing programmes...Separating the Federal budget
into a current and capital account could dramati-

cally alter the way the public views fiscal policy, as

well as the way the public views particular compo-

nents of government spending....”*

In sum, Governments of industrialized countries
raised their saving rate in the late 1980s as a consequence
of their efforts to reduce overall deficits and this contrib-
uted importantly to the increase in aggregate saving and
a desirable redirection of resources towards investment.
But investment by the public sector itself seems to have
been inopportunely cut back in the process because
when the criterion is consolidating the overall deficit,
postponing public investment helps meet that criterion
just as well as increasing tax revenues or reducing mili-
tary expenditures.

SAVE MORE BY INVESTING MORE

The 1991 recession postponed fiscal consolidation in the
major economies, but the priority that Governments at-
tach to reducing deficits remains intact. Govermment in-
tentions to radically reduce fiscal deficits as soon as con-
ditions permit were included as part of the policy as-
sumptions in the baseline forecast of Project LINK, pre-
sented in chapter I. According to that forecast, the
growth rates of GDP in the major economies and in the
world would be quite modest. The full LINK “baseline”
forecast, which extends to 1996, entails an average
growth of the developed market economies of 3 per cent
a year during 1993-1996. For a period of recovery from
economic recession, that is quite low. Unemployment
would still be about 7 per cent in these countries at the
end of the period and about 10 per cent in western
Europe.

The baseline does, however, entail a recovery by
1995 of the world investment share to the level of the late
1980s in real terms; that is, 25 per cent of world output in
1980 prices and exchange rates (see figure IV.1). Infla-
tion is held in check in the industrialized countries and
the budget deficits come down sharply. In the United
States, the Federal deficit (unified basis) is forecast to
fall from $330 billion in 1992 to $185 billion in 1996,
from 5.6 per cent of gross national product to 2.4 per
cent. In Germany, the budget deficit falls from
DM 114 billion to DM 31 billion over the same period,
from 4.2 per cent of the GNP of the former Federal Re-
public to 0.9 per cent. In Japan as well, the general ac-
count deficit of the Government declines from 1.5 per
cent of GNP to 0.5 per cent.

These results are the fruits of the strategy that fo-
cuses on reducing the public sector borrowing require-
ment. Yet, with a different focus, following from the pre-
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ceding analysis, it is possible for the economic outturn in
these countries to be better domestically and better for
the world economy. To demonstrate the point, a scenario
was run using the LINK model to trace the global conse-
quences of a different set of policy assumptions.

To keep the exercise tractable, it was assumed that
the policies of only the three major industrialized econo-
mies would change, namely Germany, Japan and the
United States. They were each assumed to make roughly
half the cuts in their budget deficits as were contained in
the baseline.®” In the United States, the extra government
resources were assumed to be split equally between ad-
ditional government investment and additional official
flows to developing and transition economies. On top of
this, the United States was assumed to restore a 10 per

cent investment tax credit in order to help boost private
investment, which was slated to grow relatively slowly
under the baseline, considering that it was during a pe-
riod of recovery from recession. Germany and Japan
were assumed to fully use their extra resources to in-
crease official international flows. Monetary policy was
assumed not to change in any of the countries.

The additional international transfers were allo-
cated to a group of lower-and middle-income developing
countries that are traditional aid recipients and have
rather restricted access to international capital markets,
and to five eastern European countries and the former
Soviet Union.™ The transfers were distributed among the
recipient countries according to their import shares. The
recipient countries were assumed to use all the additional

Table IV 10.
Results of a scenario in Germany, Japan and the United States, 1992-1996
Germany* Japan United States
Baseline Scenario Baseline Scenario Baseline Scenario
Central government deficit
Current prices®
1992 114.1 114.1 73 73 329.8 329.8
1993 93.4 98.2 6.1 73 306.1 3533
1994 67.8 674 5.0 6.6 263.6 3382
1995 56.7 50.7 38 5.8 240.5 340.9
1996 31.1 16.1 29 54 184.8 2974
Percentage of GDP
1992 42 4.2 1.5 1.5 5.6 5.6
1993 32 34 1.2 1.5 49 5.6
1994 22 22 0.9 12 4.0 5.1
1995 1.8 1.6 0.7 1.0 34 4.7
1996 0.9 0.5 05 0.9 24 3.8
Real interest rate (percentage®)
1992 4.5 4.5 3.9 3.9 42 4.2
1996 3.6 34 . 4.5 4.5 5.6 6.1
Unemployment rate (percentage)
1992 6.7 6.7 217 21 73 73
1996 6.2 4.5 32 3.1 54 5.1
Growth of key indicators, 1993-1996
(average annual percentage change)
GDP 1.8 24 34 3.7 33 37
Investment 0.8 1.4 39 39 6.6 10.6
Saving 2.0 38 34 42 8.0 10.1
Private consumption
deflator 3.6 3.7 2.1 2.3 3.9 4.1

Source: UN/DESD, based on Project LINK (see the text for a description of the scenario).

‘Western Germany only.

a
b For Germany, billions of deutsche mark; for Japan, trillions of yen; for United States, billions of dollars.
c Short-term interest rates deflated by change in GNP deflators (for Germany, money market rate; for Japan, bank loan rate;

for United States, prime rate).
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external financing to increase investment and, conse-
quently, their imports of investment goods.

The results of the scenario are quite favourable,
first of all, for the recipient countries. In the target devel-
oping countries, the inflow of funds considerably relaxes
the import constraint to growth. The average annual
growth rate of output in 1993-1996 is 0.7 percentage
points higher; the average annual growth rate of real in-
vestment is almost 4 per cent higher. By 1996 the invest-

ment share of GDP is almost 3 percentage points higher -

than it is under the baseline.

In the countries of eastern Europe, the results are
even more dramatic. The average growth rate of GDP
from 1993 to 1996 rises 1.2 percentage points, while that
of investment rises 8.5 per cent. Instead of a very lack-
lustre growth of investment under the baseline of 1.6 per
cent a year, investment would grow 10 per cent annually
and reach 30 per cent of GDP by 1996.

The reason the result is so strong is that the coun-
tries are expected to have passed the most difficult years
of adjustment and be primed for the surge in investment
which the scenario would see financed. In the former So-
viet Union, in contrast, output is expected to be lower in
1996 than in 1992 even under the scenario. Investment
would grow, however, under the scenario by 1 per cent a
year instead of falling at a 0.7 per cent annual average
rate.

The scenario also produced quite positive results
for the three industrialized countries. The baseline fore-
cast had entailed such a large degree of economic slack
that the extra spending and GDP growth under the sce-
nario have virtually no inflationary impact.

In the United States, investment and GDP rise ap-
preciably. Investment rises from 18 per cent of GDP in
1992 t0 23.3 per cent in 1996, which is slightly above the
1996 level in Germany (22.4 per cent), although still far
below that in Japan (almost 40 per cent), all measured us-
ing United Nations definitions in 1980 prices and ex-
change rates. In this regard, the scenario is a considerable
improvement over the baseline, under which the United
States investment share rises to only 20.6 per cent of
GDP.”" The tax credit adds to the initial increase in the
budget deficit that arose from the scenario’s change in
government expenditures, but by 1996 the deficit in
nominal terms is less than the 1993 deficit in the base-
line. Moreover, since output grows more rapidly under
the scenario, the ratio of the deficit to GDP in 1996 is
lower than the baseline ratio in 1994 (see table IV.10).

As monetary policy was unchanged, the additional
economic growth in the United States raises the demand

for credit and thus interest rates, which are 0.5 percent-
age points higher than the baseline in real terms by 1996.
This is not a large increase and only tempers the stimulus
to investment from the investment tax credit. Moreover,
the United States trade deficit deteriorates, as demand
for imported capital goods rises more than foreign de-
mand for United States exports. But the additional deficit
is easily financed, with assistance from the higher inter-
national interest-rate differential and no additional de-
cline in the exchange rate of the dollar is assumed be-
yond that in the baseline.

In Japan, the extra aid effort slows budget consoli-
dation. Japanese exports receive a boost and greater net
foreign private transfers result, in particular, it seems, to
the United States. In the case of Germany, increased
transfers have a major feedback effect on export demand,
which raises incomes so much that the induced rise in tax
revenues closes the budget deficit even faster than in the
baseline case from 1994 on. Indeed, the growth of the
sluggish German economy is given a lift and a major
dent is made in the unemployment rate. Moreover, real
saving grows more rapidly under the scenario than it
does in the baseline in all three economies.

At the global level, the result of the exercise would
be to make world investment in 1996 over $200 billion
above what it would have been under the baseline (see
figure IV.7). This necessarily means that world saving
would likewise have been raised by over $200 billion.

Figure V.7.
World investment, 1990-1996
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The extra saving came out of higher income, which was
gained without jeopardizing macroeconomic stability in
the major industrialized countries. And with the higher
level of investment, it can be assumed that in the years

after the scenario period, the productivity and capacity
enhancements of the investments take effect and addi-
tional benefits would be forthcoming in the developed,
developing and transition countries.
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form on labour supply, investment, and saving”, Journal of
Economic Perspectives, vol 6, No 1 (Winter 1992), pp 3-25.

66 It was not expected that the amount of world saving would grow
pari passu with a correction of United States Government dis-
saving. Saving in the world’s major economies is co-deter-
mined. In other words, if a budget correction raised the overall
United States saving rate, the net absorption of resources from
abroad and the United States trade deficit would fall. To the ex-
tent that, say, the reduction in Japan’s net transfer to the United
States was not replaced with transfers elsewhere, Japan’s trade
surplus would contract. If domestic investment did not rise to
absorb the freed resources, income and thus saving in Japan
would drop.

67 The argument is not that the current-capital dichotomy is the
only correct way to measure government performance, because
different budget measures are useful for different aspects of
economic analysis and all measures have their operational limi-
tations (a variety of budget measures are reviewed in Mario Ble-
jer and Adrienne Cheasty, “The measurement of fiscal deficit:
analytical and methodological issues”, Journal of Economic
Literature, vol XXIX, No 4 (December 1991), pp 1644-1678).

68 United States Government, Economic Report of the President,
transmitted to the Congress, February 1992, p 270,

69 More precisely, fixed amounts were added to the government
expenditures contained in the baseline. In the United States, it
had been assumed in the baseline that military spending would
be reduced by $18 billion in 1993 and by additional amounts in
subsequent years. Instead, the military savings were assumed
reallocated to non-defence uses during 1993-1996. In Japan,
government expenditures were increased by $10 billion in
1993, rising to $30 billion in 1996, and in Germany the addi-
tions were $5 billion in 1993 rising to $15 billion in 1996.

70 Recipients were determined in part by the structure of the LINK
system; e.g., Albania was excluded as a recipient because there
is no Albania model. The developing-country sample excludes
the capital-surplus oil-exporting countries, the first and second
generation Asian exporters of manufactures (see chap II),
China, OPEC members and the large middle-income countries
of Latin America.

7t The model’s result, while quite strong, is not outside the histori-
cal experience of the United States. The tax credit makes some
marginal investments profitable and also accelerates the invest-
ment expected in a period of recovery from recession.
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Energy: recent developments
and emerging trends

THIS CHAPTER consists of three sections. The first
section provides an overview of the oil market in the
aftermath of the Persian Gulf crisis and an outlook for the
1990s. '

The second section examines global natural gas
prospects and addresses opportunities and constraints in
the evolution of natural gas as an important source in
meeting a higher share of the world’s energy needs. It
raises key issues relevant to the development of natural
gas demand, supply and trade, and assesses its potential
in the future energy mix of major groups of countries.

The third section considers the energy situation in
the least developed countries and highlights their de-
pendence on petroleum imports and their vulnerabilty to
energy crises. The fall in oil prices since 1986 may have
helped to alleviate their payment difficulties in the short
term. Over the longer term, however, their need for in-
creased assistance may become more urgent. Such assis-
tance should be directed more towards exploration and
development of indigenous energy resources and im-
provements in the efficiency of energy use and produc-
tion, particularly in the electricity sector.

THE INTERNATIONAL OIL MARKET

Following a period of unprecedented price volatility,
which lasted throughout the Persian Gulf crisis from Au-
gust 1990 to January 1991, the oil market in 1991 settled
into a period of tranquillity, with a few gyrations up-
wards and downwards, despite the disintegration of the
Soviet Union and uncertainties regarding its ailing oil in-
dustry. In late 1991, Soviet oil output reached its lowest
levelin 15 years because of technical and logistical prob-
lems as well as general disorganization caused by politi-
cal instability.

More than a year has passed since the end of the
Persian Gulf war, but normalcy has not yet completely
returned to the oil market. The timing and extent of the
worldwide oil industry’s return to normal activities
hinge on the magnitude and timing of the resumption of
oil exports by Irag and Kuwait.

Although Kuwait’s oil exports were resumed late
last summer and have recently picked up some momen-
tum, Iraq’s exports are still embargoed. Without the oil
facilities of Iraq and Kuwait, the rest of the world’s oil
industry in 1991 was operating at a high level of capacity
utilization in both production and refining.

However, because of sluggish world oil demand

and OPEC overproduction, oil prices weakened in late
1991, falling to about $16 a barrel, or $5 below that

OPEC target price of $21 per barrel. Weak oil prices con-
tinned during the first quarter of 1992, although prices
then increased somewhat because of uncertainties with
regard to Libyan oil supplies.

The evolution of oil prices in the short term will de-
pend on a variety of factors, such as the timing and mag-
nitude of the resumption of economic growth in industri-
alized countries and elsewhere, the volume of oil pro-
duction in the former Soviet Union and the participation
of international oil companies in the overhaul of its oil
industry. It will also depend on the implementation of
ongoing and announced plans for expanding oil produc-
tion capacities in major OPEC countries and the result-
ing margin of spare capacity in the world oil supply sys-
tem.

In 1991, world oil demand was relatively weak due
to mild weather conditions, increased conservation ef-
forts and low economic growth, particularly in the indus-
trial countries. On a regional basis, total oil consumption
in the developed market economies is estimated to have
remained virtually flat in 1991, with increases in western
Europe and the Pacific offset by declines in North Amer-
ica. In eastern Europe and the Commonwealth of Inde-
pendent States, oil consumption continued to decline,
mainly owing to the adjustment problems of the former

101



102

WORLD ECONOMIC SURVEY 1992

centrally planned economies. In the developing coun-
tries, growth in total oil consumption was relatively
strong, especially in the rapidly growing economies of
Asia.

World oil output declined slightly, but OPEC pro-
duction reached its highest level in almost a decade. Out-
put in the former Soviet Union continued to decline sig-
nificantly. Elsewhere, production increased moderately.

A factor of paramount importance that helped cre-
ate a rough balance between supply and demand in the
aftermath of the loss of exports from Iraq and Kuwait
was the ability of OPEC to expand capacity quickly and
significantly. This decisive expansion of output allayed
fears of an oil supply shortfall, but it has since prompted
new concerns of oversupply. It is possible that these
quick developments on the supply front may have de-
layed the expansion programmes needed to meet the
substantial growth of oil demand expected during the
1990s.

Most experts agree that in the 1990s demand for
OPEC oil, especially from the Persian Gulf, will increase
substantially because of abundant reserves and low
costs. At present, OPEC produces only 40 per cent of the
world’s output but possesses 78 per cent of the world’s
proved reserves of one trillion barrels. The Persian Gulf
contains two thirds of these reserves and is the most sig-
nificant source of incremental supply in the future. De-
spite these vast oil reserves, raising the required finances
to expand capacity will be a major challenge to OPEC
countries, most of which have serious financial prob-
lems.

The anticipated resumption of growth in world oil
demand and the increasing concentration of supplies in
OPEC countries, particularly in the Persian Gulf region,
focus attention on the need for cooperation between ma-
jor participants in the international oil market to ensure
that incremental production capacities will be sufficient
to match incremental oil demand in an environment of
reasonable price stability.

The uncertainty over the ability of OPEC to expand
capacity may be allayed by the new reintegration of the
oil industry, in which the major international oil compa-
nies are being offered joint ventures and partnership in
some OPEC countries that had previously nationalized
their oil industries. Similarly, producers are expanding
investments in the downstream end of consumer mar-
kets. These developments may mark the beginning of a
new era of cooperation among the principal participants
in the energy market. The aim of such cooperation
should be to provide security of supply to consumers and

security of markets to producers in a mutually acceptable
framework beneficial to all. The recent crisis in the Per-
sian Gulf brought into sharp focus the need for such co-
operation and led to preliminary talks and exchanges of
views between producing and consuming countries and
international oil companies. The continuation of this dia-
logue will be essential in view of the very large invest-
ments involved; according to an estimate given below,
they may exceed $1 trillion for the rest of the decade.

OIL PRICE MOVEMENTS

For the whole of 1991, the average price of the OPEC
basket of seven crudes was $18.65 a barrel, or $2.35 less
than the minimum reference price of $21 a bairel set at
the OPEC meeting in July 1990. Comparable prices for
1990 and 1989 were $22.26 and $17.31 per barrel, re-
spectively (see figure V.1).

Figure V1.
Crude oil prices, f.0.b.
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The volatility and high prices during the Persian
Gulf crisis were due to fears of supply interruptions from
the possible destruction of oilfields in Saudi Arabia and
tankers in the Persian Gulf. That no emergency oil stocks
were released by the member countries of the Interna-
tional Energy Agency added to those uncertainties. Fears
of supply interruptions dissipated with the outbreak of
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the war, causing oil prices to tumble by one third and
confounding earlier predictions that they might rise to
$100 a barrel with the start of ground hostilities.

Since the beginning of the Persian Gulf crisis in Au-
gust 1990, all OPEC countries have been producing at
full capacity to meet the loss of supply from Iraq and Ku-
wait. With demand relatively weak, surplus production
by OPEC became evident early in 1991. However, un-
certainties with regard to declining Soviet cil output as
well as depressed production in the North Sea kept prices
fairly buoyant throughout mid-1991, the agreement of
the OPEC market monitoring committee in March 1991
to reduce output by 5 per cent to an informal quota of

22.3 million barrels per day through voluntary cuts pro-

vided strong price support.

Towards the end of the second quarter of 1991,
prices began to weaken, prompting several OPEC mem-
ber countries to voice concern. Atthe OPEC Conference
in June 1991, the oil ministers tentatively agreed to keep
the production ceiling at 22.3 million barrels per day for
the third quarter of the year despite conflicting views of
market fundamentals.

During most of the second half of the year, declin-
ing Soviet vil production and a steady fall in export vol-
umes added to speculations about supply tightness in the
winter and kept prices hovering around $19 a barrel.

In anticipation of higher oil demand for the winter,
OPEC members, at their meeting on 24-25 Septernber
1991, raised their ceiling to 23.65 million barrels per day
without setting firm guotas for individual members. Fol-
lowing that meeting, OPEC oil production rose to 23.9
million barrels per day in October and 24.0 million bar-
rels per day in November without any erosion of prices.
However, as OPEC output continued to climb and earlier
expectations of an end to recession and strong winter de-
mand for oil failed to materialize, oil prices dropped to
about $17 a barrel in early December. At the same time,
oil production and exports of the former Soviet Union’s
various republics had stabilized despite political disar-
ray there. Moreover, the possibility of the resumption of
Iragi exports following reports that Iraq was to meet with
United Nations representatives in January exerted
downward pressure on prices. Prices remained weak in
January 1992 despite voluntary production cuts by sev-
eral OPEC members. The agreement reached in the Feb-
ruary 1992 OPEC ministerial meeting to reduce produc-
tion to 22.9 million barrels per day did nothing to shore
up oil prices.

The recent declines in oil prices have deeply hurt
the income of many OPEC countries. Many of them have

serious financial difficulties, having based their eco-
nomic plans on the basis of a price close to the OPEC tar-
get of $21 a barrel. Oil revenues for OPEC as a whole are
estimated at $134 billion in 1991, as compared to $147
billion in 1990 (see table A.39).

OIL CONSUMPTION REMAINS DEPRESSED

Following the precipitous decline in oil prices in early
1986, world oil consumption grew at about 2.3 per cent
per annum for three years. However, in 1990 and 1991,
demand for oil remained almost stagnant, rising at only
0.3 per cent and 0.2 per cent, respectively (see table
A.40).

Oil is still the largest source of commercial energy
worldwide despite two decades of efforts to change the
energy mix in favour of other energy sources. In 1990,
oil accounted for approximately 39 per cent of global
commercial energy, followed by coal (27 per cent), natu-
ral gas (22 per cent) and primary electricity (12 per cent).
After a considerable incerease during the 1970s, oil de-
mand in the 1980s continued to grow relatively fast in
developing countries while it declined in the developed
market economies as well as in eastern Europe and the
former Soviet Union.

Between 1980 and 1985, demand for oil in the de-
veloped market economies fell by about 2.0 per cent per
annum owing to the introduction of energy conservation -
measures, improvements in energy efficiency and sub-
stitution away from oil in response to the large price in-
creases of the 1970s. However, lower oil prices since
1986 reversed this trend and oil consumption has risen
by 2.5 million barrels per day, or 1.4 per cent per annum.
The increase was particularly noticeable in the Pacific
region, where demand rose by 0.9 million barrels per
day, or 17.3 per cent. In western Europe demand in-
creased by 1 million barrels per day, or 8.2 per cent,
whereas in North America, demand grew by only 0.5
million barrels per day, or 2.8 per cent.

In 1991, consumption in the developed market
economies remained at the 1990 level. Small increases
in demand in western Europe and the Pacific were more
than offset by declines in North America. The growth of
demand in western Europe was mainly due to German
demand for fuel oil, which replaced high-sulphur coal
for electricity generation in the former German Demo-
cratic Republic. In North America, consumption contin-
ued to decline for the second year in a row, mainly be-
cause of mild weather and economic recession. Oil con-
sumption in the developed market economies in 1991
was still 9 per cent below the peak level of 1979.
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In developing countries, oil consumption has
grown considerably faster than in the developed market
economies. It rose at an average annual rate of 4.2 per
cent during the period 1986-1991, reflecting rapid ur-
banization and increasing industrialization and also lim-
ited possibilities for substitution of oil. Much of the
growth was in Asia, where oil demand increased by 2.2
million barrels per day, or about 7 per cent per year. The
surge in demand was most apparent in certain rapidly in-
dustrializing countries or areas—of the Republic of Ko-
rea, Singapore, Taiwan Province of China and Thai-
land—where demand for oil has grown at double-digit
annual rates in recent years.

In the developing countries of Africa and Latin
America, as well as the oil-exporting countries, oil de-
mand grew more slowly in 1991, and growth in oil de-
mand in the developing countries as a group is estimated
at 3.3 per cent.

Following rapid growth in the 1970s, oil demand in
eastern Europe and the former Soviet Union stabilized in
the early 1980s and then declined through the rest of the
decade. It was the only region in which demand declined
during the period 1986-1991. In 1991, oil consumption
in the former Soviet Union and in eastern Europe fell by
a further 4 per cent, as compared to 1990.

WORLD CRUDE OIL PRODUCTION

OPEC production continued to rise in 1991, although at
a slower pace than in previcus years, while total non-
OPEC production declined, mainly because of the size-
able drop in output in the former Soviet Union (see table
A.41). Production continued to rise in a number of other
developing countries and production from the North Sea
reached a record level, reflecting a surge in output from
the Norwegian sector.

The increase in world oil demand since 1985 and
the virtual stagnation in non-OPEC supplies caused by
the fall in output in the United States and more recently
in the former Soviet Union have raised the OPEC market
share over the past six years from 30 to 39 per cent (see
figure V.2).

OPEC production patterns and policies during
1991 have demonstrated a new determination to keep
and enhance the market share by providing security of
supply to consumers even at the risk of somewhat lower
prices. Despite the loss of oil from Iraq and Kuwait,
OPEC output rose above the levels of 1990 and 1989.
This increase in output, however, has led to more con-
centration of supplies, with Saudi Arabia’s share rising

from 25 per cent in 1989 to 35 per cent in 1991 (see ta-
ble A.42).

Output of the non-OPEC oil-exporting developing
countries continued to grow in the second half of the
1980s. The increased output from those countries has re-
sulted from expansion of existing capacities and devel-
opment of new discoveries in a number of countries, in-
cluding Angola, Colombia, Egypt, Malaysia, Oman, the
Syrian Arab Republic and Yemen. As a result, total out-
put has increased by some 3 per cent a year between 1985
and 1990. In 1991, it rose by another 3 per cent to 10.3
million barrels per day.

In the oil-importing developing countries, oil pro-
duction decelerated considerably in the second half of
the 1980s, which reflected a slow-down in exploration
and development. It grew at an average annual rate of 1.6
per cent as compared to 12 per cent between 1980 and
1985. In 1991, total production grew by 3.3 per cent to
2.16 million barrels per day.

The growth in oil output of the developed market
economies throughout the 1970s and early 1980s came
to an end with the collapse of oil prices in early 1986.
Since then, their crude oil production has dropped by 5
per cent. The drop was especially significant in the
United States, where crude oil production in 1991 was 18
per cent below its 1986 level.

However, in 1991, total crude oil production in the

Figure V2.
World crude oil production
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developed market economies rose for the first time in six
years increasing by 2.7 per cent. Although production in
the United States increased marginally in 1991, the
downward trend is expected to continue. In Canada,
crude oil output remained essentially unchanged in
1991, with a small decline in conventional crude produc-
tion offset by an increase in synthetic crude production.
However, recent reductions in government financial
support for exploration and development of conven-
tional as well as tar sand projects may be expected to re-
sult in lower production in the near future.

In the North Sea, crude oil production in the United
Kingdom recorded a decline of 3.8 per cent, but crude oil
output in Norway reached record levels. The decline in
output in the United Kingdom was largely due to disrup-
tions from a series of shutdowns for repairs and refur-
bishment in a number of platforms. Substantial incre-
mental crude oil output from the United Kingdom sector
of the North Sea is unlikely at current price levels, but
with the commissioning of new smaller fields, total pro-
duction may, in the absence of platform maintenance
problems, rise during the next few years.

The Norwegian level achieved in 1991 resulted pri-
marily from the commissioning of additional platforms
in new fields. Despite the expected decline in Statford
production, the expansion of output in more recent fields
and the coming on stream of new ones are expected to set
Norwegian output for further growth in much of the
1990s.

Among other developed market economies, there
was an increase in Denmark, where crude production
rose by 16 per cent, to 0.14 million barrels per day, mak-
ing the country self-sufficient in oil for the first time
since production began in 1972." In Australia, crude out-
put declined by 5.7 per cent from the record level
achieved in 1990. With some relatively large offshore
fields in their early phase of production, the decline may
be temporary, resulting from the downturn in explora-
tion and development activities in 1991.

In 1991, output in the former Soviet Union plunged
to its lowest level in more than 15 years, as a result of
technical problems that have beset the oil industry for
years. These include declining well productivity, reduc-
tion in upstream oil investments, outdated equipment
and shortages of materials and technical supplies as well
as general disorganisation. Crude oil output reached an
all-time peak of 12.5 million barrels per day in 1987 and
1988, but fell to 12.17 million barrels per day in 1989 and
11.4 million barrels per day in 1990. A further decline to
10.3 million barrels per day was estimated for 1991. Ex-

Table V.1
Oil production® in the former Soviet Union,
1988-1991

Millions of barrels per day
1988 1989 1990 1991°
Russia 1141 11.10 10.40 9.32
Kazakhstan 0.51 0.51 0.50 0.50
Azerbaijan 0.27 0.26 0.24 0.22
Others 043 0.40 0.39 0.37
Total 12.62 12.27 11.53 10.41

Source: International Energy Agency, Monthly Oil Market Report,
5 February 1992, p.11.

a Includes, condensate and natural gas liquids.
b Estimated.

ports of crude oil and petroleum products are estimated
to have declined to 3.05 million barrels per day in 1990
from a record of 4.1 million barrels per day in 1988, and
to have fallen another 30 per cent, to 2.1 million barrels
per day in 1991.

Foreign oil companies have been discussing a vari-
ety of joint ventures with local Soviet firms. However,
political, economic, legal and contractual obstacles have
stood in the way. The devolution of the institutional
authority of the oil industry to the new republics is ex-
pected to clarify the situation for oil and gas investors,
leading to wider international participation. In view of
the favourable potential and geological prospects, exter-
nal financial and technological participation is expected
to have considerable impact on future production levels.

Practically all of the large reserves of the former
Soviet Union are located in only four republics: Russia,
Kazakhstan, Azerbaijan and Turkmanistan. Table V.1
shows an estimated breakdown of oil production by re-
public recently published by the International Energy
Agency. About 90 per cent of output is accounted for by
Russia.

Oil production in all eastern European countries
declined sharply in 1991. In Romania, the only one with
significant oil reserves, output dropped by 19 per cent.
Some of the eastern European countries with favourable
geological conditions and good exploration potential are
promoting joint venture participation with international
oil companies.

THE OIL INDUSTRY IN THE 19908

Much of the uncertainty about the future of the world pe-
troleum industry in the 1990s is due to the continuing po-
litical instability in major oil exporting areas. Adding to
the uncertainty is the increasing concentration of pro-
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duction capacities in these areas, and the continuing
separation between the owners of reserves and the coor-
dinators of petroleum technologies, finance and mar-
kets. Increasing environmental concerns which affect oil
consumption policies, are also bound to influence the fu-
ture of the oil industry.

At present, half of the world’s oil supply is traded
internationally. With the exception of Australia, Canada,
Norway and the United Kingdom, all industrialized
countries, including the countries of central and eastern
Europe, are net importers of oil. In the developing world,
some 30 countries, including the OPEC members, are
net oil exporters, while about 100 countries and territo-
ries are net oil importers. Both Russia and China are net
oil exporters, but this may change unless there is a mas-
sive infusion of foreign capital, technology and expertise
in the near future.

Although world oil demand has been sluggish the
past two years owing to the recession and weather con-
ditions, it is expected to resume growth soon. Most fore-
casts expect it to increase by at least 1 million barrels per
day per year for the rest of this decade. Such a rise in in-
cremental supplies can only be provided by the massive
oil reserves of the OPEC countries (see table V.2). Of the
world’s proved oil reserves of 1 trillion barrels, 78 per
cent is in OPEC countries, 67 per cent in the Persian Gulf
alone. If those countries were to produce at the current
rate without ever discovering additional oil, their re-
serves would last for nearly 100 years. The Persian Gulf
also has the lowest production costs. Increasing oil de-
mand need not be inhibited by the availability of reserves
or rising costs for a long time to come.

With the resumed growth in world oil demand and
the anticipated stagnation in non-OPEC supplies, de-

Table V.2

World proved oil reserves,end 1979 - end 1991.
End 1979 End 1991
Millions Percentage  Millions Percentage
ofbarrels  of world  of barrels  of world
Developed market economies 58796 9.2 47555 4.8
Eastem Burope and the USSR 70 000 109 58774 59
Developing countries 512 545 799 884682 893
OPEC member countries 435611 67.9 7697392 71.6
Other oil-exporting countries 69 930 10.9 101826 10.3
Oil-importing countries 7004 1.1 13464 14
World total” 641341 1000 991011  100.0

Source: UN/DESD, based on Oil and Gas Journal,
24 December 1979 and 30 December 1991.

a Totals may not add up because of rounding.

mand for OPEC oil is expected to reach 27 to 28 million
barrels per day by 1995 and 30 to 32 million barrels per
day by 2000. This would lead to a gradual tightening of
market conditions unless production capacity is ex-
panded. As shown in table V.3, OPEC capacities are al-
most fully utilized at the present time, while surplus ca-
pacities will again occur after the mid-1990s if an-
nounced capacity expansion plans by OPEC members
are implemented fully. Surplus production capacities are
essential as safety margins against political instability,
which has often caused sharp temporary cuts in oil sup-
plies (e.g., the Iranian revolution, the Iran-Iraq war, the
Persian Guif crisis).

Aninvestment of $10,000 to $15,000 is required to
raise production capacity by one barrel per day. On this
basis, OPEC has estimated that expanding capacity by
five million barrels per day will cost over $50 billion.
Other estimates® indicate that in non-OPEC countries,
approximately $80 billion to $100 billion wiil be needed
to maintain output at 40 million barrels per day and in
OPEC countries, over $150 billion will be required to
sustain the current output level and add an extra 8 million
to 10 million barrels per day of incremental production
by the year 2000.

The growing awareness of shared responsibilities
for the security of both supply and demand in an environ-
ment of reasonable price stability is bringing the major
participants in the international oil market together in an
effort to increase transparency. The producer-consumer
dialogue that took place at the invitation of the Govern-
ments of France and Venezuela at a ministerial seminar
held in Paris on 1 and 2 July 1991 had as its primary ob-
jective the promotion of mutual understanding in order
to facilitate this process.

If the necessary investments are undertaken by pro-

Table V.3.
Estimated OPEC production capacity
Millions of barrels per day

1991 1995 2000
Demand for OPEC oil (including NGL?) 24.5 278 31.5
Demand for OPEC crude(excluding NGL?) 227 25.7 292
OPEC crude capacity 23.6° 3381° 375
OPEC excess capacity 09 8.1 83
Percentage of capacity utilization %3 759 717

Source: UN/DESD, based on Ian Seymour, “OPEC in the 1990s”,
Middle East Economic Survey, 3 June 1991.

a Natural gas liguids.
b No export capacity from Iraq or Kuwait.
c Iraqi and Kuwaiti export capacity restored to pre-war levels.



ENERGY

ducing countries in cooperation with oil companies un-
der new arrangements, it may lead to a re-integration of
the oil industry and a reduction in the volatility of oil
prices. But international cooperation with the involve-
ment of Governments as well as financial institutions
may be necessary because of the large investments
needed not only in the upstream sector of the oil industry
but even more so downstream. Expansion of refining
and transportation capacities, storage, distribution and
marketing will call for even more capital than explora-
tion and development. Figure V.3 contains some esti-
mates of upstream and downstream investments needed
to meet oil demand growth in the 1990s.”

Investment in new tankers and replacement of old
ones is estimated at $120 billion. Adding to this some
50,000 miles of additional oil and gas pipelines at an av-
erage cost of $1 million per mile, the total capital cost for
transportation is $180 billion. New construction of 10
million barrels per day refining capacity and conversion
and upgrading of capacity at existing refineries will re-
quire $250 billion. Finally, investment in storage, distri-
bution and marketing, service stations and logistics is
projected at some $340 billion.

Excluding investments in petrochemicals, total oil
industry investment needs are, therefore, likely to ex-
ceed $1 trillion over the remainder of the decade.

The increasing dependence of consuming coun-
tries on OPEC oil has stimulated attempts to diversify
supplies through regional rather than global arrange-
ments. To this end, proposals have been made for an
American continental energy policy and a European En-
ergy Charter.

Apart from the increasing dependence on OPEC
oil, there is also a dependence on natural gas imports
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Estimated capital expenditure requirements of the oil
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“Oil industry needs in the 1990s, will $1 trillion be enough?
will it be available?”

Petroleum intelligence Weekly, 13 January 1992, p.7.

from several OPEC countries (e.g., Algeria, Indonesia,
the Islamic Republic of Iran, the Libyan Arab Jama-
hiriya, Nigeria, Qatar, the United Arab Emirates and
Venezuela). Natural gas projects provide an opportunity
for further cooperation between petroleum companies
and host Governments as their capital and high technol-
ogy requirements necessitate long-term arrangements
for security of supply and markets.

THE INTERNATIONAL GAS MARKET:
RECENT DEVELOPMENTS AND FUTURE PROSPECTS

The use of natural gas has not been commensurate with
its availability largely owing to the high investments and
costs of its transportation and distribution. However, in
recent years, natural gas has received increasing atten-
tion as it is an abundant, versatile and environmentally
less polluting fuel.

At present, world proved gas reserves are estimated
to be the energy equivalent of about 785 billion barrels
of crude oil, approximately 80 per cent of world proved
oil reserves. Yet, natural gas provides only half of the en-
ergy supplied by oil, or 22 per cent of the total world sup-
ply of commercial energy.

Greater environmental awareness, increased em-
phasis on interfuel substitution and the expansion of gas
markets in developing countries are expected to create
opportunities for producers to supply gas to rapidly ex-
panding markets in the future. With gas no longer re-
garded as a scarce and premium fuel, its penetration into
such markets as electricity generation will contribute
significantly to market growth in many developed coun-
tries. The availability of new technologies that use gas
more efficiently, such as combined-cycle electricity gen-
erating plants, will make for further market growth.

The expansion of gas markets will also depend on



108

WORLD ECONOMIC SURVEY 1992

the development of international gas trade. This, in tum,
will depend on a number of important factors, such as the
flexibility of trade arrangements and long-term invest-
ment schemes, as well as the reliability of gas supply at
prices that are acceptable to both producers and consum-
efs.

At present, the volume of gas traded internationally
amounts to 15.8 per cent of world consumption, of which
four fifths is transported by pipelines and one fifth in the
form of liguefied natural gas (LNG) by special tankers.
The former USSR is the largest exporter by pipeline, ac-
. counting for about half of the international gas trade by
pipeline with annual exports of 110 billion cubic metres
(bcm), followed by Canada and the Netherlands with 40
bem and 36 bem, respectively. International LNG trade
is dominated by Indonesia, accounting for 40 per cent of
total exports with annual volumes of 28 bem, followed
by Algeria at 19 bem and Malaysia at 8.6 bem.

NATURAL GAS RESERVES

The world’s natural gas reserves may be two to three
times the 119 trillion cubic metres (tcm) of gas now esti-
mated as proved reserves. Estimated proved reserves are
commonly defined as those supplies remaining in the
ground, which geological and engineering data demon-
strate with reasonable certainty to be recoverable from
known reservoirs under existing economic and operat-
ing conditions.

Until recently, exploration efforts rarely targeted
natural gas, which was regarded as much less valuable
than oil. In remote locations, particularly in developing
countries, gas discoveries were often abandoned as
worthless. Some of these remote gas deposits have be-
gun to acquire commercial status in the past decade or so.

Since most natural gas outside North America and
western Europe has been found as a byproduct of the
search for oil, many other areas still have great potential.
When more of the world's gas prospects are explored and
additional drilling activities at greater depths are under-
taken, the overall proved reserves may turn: out to be
much larger than oil reserves. Since 1950, gas reserves
have been doubling every 10 years.

Table V.4 gives some recent estimates of proved
gas reserves by region. The present reserves would be
sufficient to maintain current rates of world gas con-
sumption for another 58 years. Although gasreserves are
widely distributed among about 80 countries, the lion’s
share is located in a few places: the former Soviet Union,
Algeria, the Islamic Republic of Iran, Qatar, Saudi Ara-

bia and the United Arab Emirates. Together, they account
for three quarters of the total.

Although natural gas reserves of developing coun-
tries account for half the world total, they are mostly lo-
cated in the oil-exporting countries, including the mem-
ber countries of OPEC. Natural gas reserves of oil-im-
porting developing countries are very modest, and they

Table V4.

Proved gas reserves at the end of 1990
Reserves-to-
Trillion  Percentage  production
cubic metres of world ration (Years)
Developed market economies 13.0 10.9 16
Former USSR and eastern Europe 45.9 38.4 54
Developing countries 60.3 50.5 160
OPEC member countries 494 414 238
Other oil-exporting countries 7.1 59 69
Oil-importing countries 3.8 32 57
World total 119.2 100.0 58
Source: UN/DESD, based on Oil and Gas Journal,
31 December 1990.

have barely begun to be exploited. In those countries,
where oil import bills constitute a heavy burden on the
balance of payments, the development and use of indige-
nous gas resources could contribute significantly to en-
ergy availability and economic growth.

GEOGRAPHICAL DISTRIBUTION OF RESERVES

As shown in figure V4, the former Soviet Union ac-
counts for about 40 per cent of the world’s gas reserves.
Most of these reserves are located in western Siberia. By
the end of 1991, the former Soviet Union had 1,097 gas
fields, of which 500 are on stream or under development.
The bulk of these reserves are in a few big fields each
with reserves in excess of 300 bem.

The Persian Gulf countries have the second largest
accumulation of proved gas reserves, nearly 30 per cent
of the world total. Although these reserves are much eas-
ier to develop than the Russian reserves, they have
hardly been exploited. Most of the gas produced in those
countries is in the form of associated gas, a large part of
which is being flared or reinjected in oilfields to repres-
sure reservoirs. At present, the only significant ship-
ments of natural gas from the Persian Gulf move from
the United Arab Emirates in the form of LNG to Japan
and from the Islamic Republic of Iran through a pipeline
to the former Soviet Union. However, huge programmes
of gas development are being planned or under way in
the Islamic Republic of Iran and Qatar. These aim at
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Figure V4.
Geographical distribution of gas reserves at end 1990
Per cent of total world
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Source: UN/DESD, based on Oil and Gas Journal,
31 December 1990.

pipeline exports from the Islamic Republic of Iran to
central Europe and Asia, and LNG exports from Qatar to
Japan and other markets.

The developed market economies have only 12 per
cent of the global proved gas reserves but produce 40 per
cent of the world output. Current proved reserves are
mainly in the United States, Canada, Norway, the Neth-
erlands and the United Kingdom. Production in many of
those countries has already peaked and is expected to de-
cline.

Natural gas reserves in Latin America amount to 6
per cent of the world total and have been developed on a
commercial scale in 10 countries: Argentina, Bolivia,
Brazil, Chile, Colombia, Ecuador, Mexico, Peru, Trini-
dad and Tobago and Venezuela. Argentina, Mexico and
Venezuela have the largest reserves in the region and are
by far the largest producers, accounting for three quar-
ters of the volume produced in the region in 1990. The
modest natural gas reserves in Asia have begun to be ex-
tensively developed in recent years and may start to run
out soon as consumption is growing rapidly.

EXPLORATION, DEVELOPMENT AND PRODUCTION

As in oil exploration, the introduction of three-dimen-
sional seismic surveys and advanced computer technol-
ogy have made gas exploration more efficient and re-
duced the risk of dry holes. The threefold increase in

natural gas reserves in the past two decades is areflection
of this.

Natural gas is found either in free form or associ-
ated with crude oil. Associated gas includes dissolved
gas and free gas contained in a “gas cap” overlaying the
crude oil in the reservoir. Non-associated gas is produced
from reservoirs containing only gas, usually called “dry
gas”.

Associated gas separates out when pressure drops
as oil is extracted from the reservoirs. In general, the rate
of production of associated gas is determined by the rate
of production of the accompanying crude oil. With pri-
mary production techniques, usually less than one third
of the oil originally in place is produced. However, with
the application of enhanced oil recovery methods, more
oil can be produced and more gas can be recovered. Re-
covery from non-associated gas reservoirs, on the other
hand, usually averages more than two thirds of the gas in
place.

Because of the long lead times and the large invest-
ments required to develop and transport natural gas, the
discovery of gas does not automatically create a source
of supply if it is not commercially justified to develop the
reserves. The price of gas, the distance to markets, the
size of the reservoir and the quality of the gas must be
taken into account when evaluating the viability of de-
veloping gas reserves.

Technical costs of gas production are usually only
slightly higher than those of oil, but the higher invest-
ment costs of gathering gas and bringing it to the market
give oil an economic advantage over equally distant gas.
Moreover, whether gas is transported by pipelines or by
special tankers, a local network is required to distribute
the gas to consumers. In developing countries in particu-
lar, the lack of financial resources to construct domestic
gas networks is a big impediment.

At present, about 62 developing countries are
known to have some gas reserves, including 28 that are
oil importers. Because of high economic costs and a lack
of markets, 28 of those countries have so far not devel-
oped their indigenous gas resources. Overall, develop-
ing countries consume less than 0.5 per cent per year of
their 60 trillion cubic metres of proved gas reserves. By
comparison, the developed market economies consume
the equivalent of 7 per cent per year of their gas reserves,
which are estimated to be able to maintain current pro-
duction for another 16 years (see figure V.5). However,
as gas reserves close to existing markets become de-
pleted, increasing quantities of gas will have to be devel-
oped and transported from more remote areas.
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World marketed production of natural gas rose
from 1,090 bem in 1970 to 2,060 bem in 1990, at an av-
erage growth rate of 3.3 per cent per year (see table V.5).
There have been significant changes in the relative struc-
ture of supply and demand. Output in the developed mar-
ket economies as a whole remained roughly at the same

Figure V.5. - -
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level during the past two decades, but its share of global
production has dropped from 73 per cent to 40 per cent
over the same period. The major producers of the devel-
oped market economies are the United States, Canada,
the Netherlands, the United Kingdom and Norway.

Between 1970 and 1990, natural gas production in
the former Soviet Union more than tripled, increasing at
an average rate of 7.5 per cent per year. In 1983, the for-
mer Soviet Union took the lead from the United States as
the world’s largest producer of natural gas and by 1990,
it accounted for 38 per cent of world production and 36
. per cent of world exports of natural gas. This was the re-
sult of the development of major gas and gas condensate
fields in western Siberia, Turkmenistan and the Caspian
lowlands. In the past 5 years alone, production in western
Siberia has grown by 40 per cent, and since the comple-
tion of the pipeline through which gas from the Urengoy
field is delivered to western Europe, total exports have
escalated to over 110 bem per year.

Despite a fivefold increase in the past two decades,

natural gas production in developing countries is still
well below potential, although 40 countries produce it. -
With 50 per cent of the world’s proved reserves, devel-
oping countries account for only 18 per cent of world
production. Over four fifths of this is accounted for by
oil-exporting countries.

Algeriais the largest producer, followed by Indo-
nesia, Saudi Arabia, Mexico, the Islamic Republic of
Iran and Argentina. Those six countries produced over
half of all the gas produced in developing countries in
1990. The Libyan Arab Jamahiriya, Nigeria, Qatar, the
United Arab Emirates and Venezuela also have consider-
able potential. »

South-East Asia is one of the most dynamic pro-
ducing regions. The natural gas industry in this region is
growing rapidly owing to the expansion of domestic gas
use, particularly for electric power generation and ex-
ports to Japan.

Although the Persian Gulf States have approxi-
mately one third of the world proved reserves of gas, they
account for only 4 to 5 per cent of world production.
Most of the gas produced in the Persian Guif is associ-
ated with oil, and a large portion of it is either flared or
reinjected. Recently, most of the countries in the region
have reduced flaring of associated gas and embarked on
gasification of their domestic markets.

In Africa, Algeria, which produces 70 per cent of
the gas of the continent, maintains its dominant position
as the principal exporter of natural gas to Europe. In ad-
dition to its trans-Mediterranean pipeline across Tunisia
to Italy, Algeria has embarked on a plan to expand its ex-
port capacity through the construction of a pipeline via
Morocco and Gibraltar to Spain. Algeria is also expand-
ing its LNG exports to Japan and the United States. Else-
where in Africa, the only important gas producers are Ni-
geria and the Libyan Arab Jamahiriya. Out of 20 coun-

Table V5.
World marketed natural gas production
Billion cubic metres ‘

Percentage of

1970 1980 1990 world, 1990

Developed market economies 798 847 829 40.2
Former USSR and eastern Burope 229 491 857 415
Developing countries 60 176 378 183
OPEC member countries 27 84 208 101
Other oil-exporting countries 19 66 103 5.0
Oil-importing countries 14 26 67 32
World total 1087 1514 2064 100.0

Source: UN/DESD, based on Oil and Gas Journal, various issues;
and Petroleum Economist, August 1991. '
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tries in Africa with proved gas reserves, only eight have
commercial production.

In Latin America, 10 countries produce natural gas
on a commercial scale. Mexico, Argentina and Vene-
zuela are the largest producers, accounting for 80 per
cent of marketed production in the region in 1990. Vene-
zuela has embarked on a joint venture with Shell, Exxon
and Mitsubishi to develop a 4.4 million ton (6.1 bcm) per
year LNG project, and other projects are being consid-
ered in Peru, Bolivia and Trinidad and Tobago.

No consistent information on the amounts of gas
being flared or reinjected in all countries is available, but
it is estimated that out of 2,380 bem of gross production
in 1988, 85 bcm were vented and flared, 200 bcm were
reinjected into reservoirs, 85 bcm were extracted in the
processing of natural gas plant liquids and the rest was
available as dry natural gas.* Algeria, Canada, the Is-
lamic Republic of Iran, the United States and Venezuela
account for 79 per cent of all reinjected gas.’

Investment constraints for gas development in de-
veloping countries have eased somewhat in recent years
because of the willingness of international oil companies
to participate in the development of gas reserves in ex-
change for competitive pricing in domestic markets
(e.g., Egypt and Pakistan). Similarly, in a few oil-export-
ing countries, gas is being used as a substitute for oil in
order to increase oil export capacities (e.g., Egypt, the
Syrian Arab Republic, Indonesia, Nigeria).

NATURAL GAS CONSUMPTION

In 1990, natural gas provided 22 per cent of world pri-
mary energy consumption, oil 39 per cent, coal 27 per
cent, hydro power 7 per cent and nuclear power 6 per
cent.

In most of the developed market economies and in
the former Soviet Union, widespread natural gas infra-
structures have been established for household con-
sumption and industrial purposes, but natural gas net-
works in developing countries are still very limited. Are-
gional breakdown of natural gas consumption is shown
in figure V.6.

In 1990, the share of developing countries in world
consumption of gas was 15 per cent as compared to 32
per cent for coal and 25 per cent for oil. Nearly half of the
gas consumed was in the countries of OPEC where there
is a relatively strong natural gas market mainly for elec-
tric power and petrochemicals (see table V.6).

In 1990, natural gas accounted for 12 per cent of
overall commercial energy demand in developing coun-
tries as compared to 38 per cent in eastern Europe and the

Figure V.6.
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former Soviet Union and 20 per cent in the developed
market economies. In OPEC markets, the share is par-
ticularly high at 42 per cent, whereas in the other devel-
oping countries, the share is only 9 per cent. As of 1990,
natural gas was consumed in only 15 oil-importing de-

_ veloping countries.

In the developing countries, industry and electric
power generation are the dominant end-use sectors,
while residential gas use accounts for less than 10 per
cent of the total (see table V.7). In Asia, industry is the
predominant end-use sector, with China, India, Indone-
sia, Malaysia and Pakistan as the principal consumers. In
Affica, power generation is the largest consumer of natu-
ral gas, and demand increases rapidly, notably in Algeria,
Egypt, the Libyan Arab Jamahiriya and Nigeria. In Latin
America, power generation and industry both use gas ex-

Table V.6.
World consumption of natural gas
Billion cubic metres

Percentage of

1970 1980 1990  world, 1990

Developed market economies 733 850 928 480
Former USSR and eastern Europe 214 428 707 356
Developing countries 56 147 297 154
OPEC member countries 27 64 133 69
Other oil-exporting countries 19 56 75 39
Oil-importing countries 10 27 89 46
Worldtotal 1003 1425 1932 100.0

Source: UN/DESD, based on Energy Statistics Yearbook,
various issues; and BP Statistical Review of World Energy,
June 1991.
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tensively. In the Middle East, a large portion of natural
gas is used for power generation, particularly in Saudi
Arabia, but industry is the leading end-use sector in the
Islamic Republic of Iran and Kuwait.

In recent years, natural gas networks have been
constructed in several developing countries, where gas is
being promoted as a substitute for oil, either to ease the
pressure on demand for oil products or to augment oil ex-
port capacities. The countries with a developed gas in-
dustry, notably Argentina and Pakistan, demonstrate the
versatile role that gas can play to meet a large portion of
energy demand.

Gas use in developing countries will continue to be
inhibited by local availability and the high cost of its in-

Table V.7.
Natural gas consumption by end-use sector in develop-
ing countries
Percent
Power  Industrial and Residential/

Sector generation raw material commercial
Africa 80.5 16.0 35
Asia 38.5 53.0 8.5
Latin America 475 43.0 9.5
Middle East 60.0 340 6.0

Source: UN/DESD, based on CEDIGAS.

frastructure. However, where economies of scale can
offset the higher costs of transportation and distribution
systems, gas demand is expected to increase rapidly.

There has been a rapid expansion of gas markets in
western Europe in the past two decades, but gasuse inthe
United States went down until 1987 when demand in-
creased. During the 1970s and early 1980s, the develop-
ment of natural gas in some countries was constrained by
expectations that the low-cost gas resource base was
shrinking and that prices would escalate. Energy policy
was aimed at conserving gas reserves for high-priority
users such as residences and hospitals and phasing out
gas demand from industry and electricity generation.
These attitudes have changed in recent years and now
natural gas is regarded as the energy medium of choice
for all end-use sectors.

Although there has been a revival of gas use in in-
dustry and electricity generation in recent years, residen-
tial and commercial use absorb most of natural gas in
North America and western Europe, typically account-
ing for 40 to 50 per cent of gas consumption. The natural
gas market in Japan is different from those in western
Europe and North America. Japan relies almost entirely

on LNG imports, of which over 70 per cent is used for
electric power generation. In the mid-1970s, a number of
long-term LNG contracts were implemented for supply-
ing large combined-cycle electricity-generating plants.
Gas demand increased from almost nothing to 50 billion
cubic metres in 1990, equivalent to nearly 1 million bar-
rels of oil per day. The Japanese demand for LNG derives
from a deliberate policy aimed at diversifying energy
sources and reducing the country’s dependence on im-
ported oil. More recently, Japan has shown a commit-
ment to environmental improvement, which could lead
to further increases in gas demand. Natural gas con-
sumption in eastern Europe and the former Soviet Union
more than tripled between 1970 and 1990, growing from
less than 200 million tons of oil equivalent (mtoe) to 637
mtoe. Almost 90 per cent was consumed in the former
USSR. The share of gas in total primary energy con-
sumption stands at 38 per cent. Oil and coal account for
29 per cent and 26 per cent, respectively. In the former
Soviet Union natural gas provided approximately 42 per
cent of energy requirements, but in the countries of east-
ern Europe only 20 per cent of the total. That share is ex-
pected to increase as the countries of eastern Europe seek
to alleviate their massive environmental problems by re-
ducing the use of coal and lignite.

INTERNATIONAL GAS TRADE

The international trade in natural gas amounted to 306
billion cubic meters in 1990. Of this, 76 per cent was
transported by pipeline; the remainder was shipped by
tankers in the form of LNG. The major exporters and im-
porters are shown in table V.8. Out of 56 gas trade con-
tracts in operation in 1990, 53 were for the markets of
western Europe, North America, eastern Europe and the
Far East.

Transoceanic gas shipments by tankers can cost up
to five times as much as crude oil transport on an energy
equivalent basis and transport by pipelines twice as
much. Because of the large differences in heating value
between oil and gas, a typical oil pipeline can transport
almost five times as much energy as a high-pressure gas
pipeline of the same diameter. This implies that if a gas
pipeline is to carry the same capacity as an oil pipeline,
its diameter must be larger and its wall must be thicker,
which makes it more expensive.

LIQUEFIED NATURAL GAS TRADE

When it is not possible to lay pipelines through very deep
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Table V8.
International gas trade in 1990
Billion cubic metres
To: From:
Former Brunei Total
USSR Canada Netherlands Algeria Indonesia Norway Malaysia Darussalam Others Imports
Germany 29.3 19.9 8.0 04 57.6
Japan 0.1 235 8.6 7.2 8.5 479
United States 40.2 2.5 427
Italy 13.8 59 11.1 30.8
France 10.0 4.6 9.3 5.7 29.6
Czechoslovakia 12.6 12.6
Belgium 39 39 2.3 10.1
Poland 84 84
United Kingdom 0.1 75 7.6
Romania 7.3 7.3
Bulgaria 6.8 6.8
Hungary 6.3 6.3
Others 15.9 1.3 44 4.2 2.3 10.0 38.1
Total exports 1104 40.2 35.6 314 27.6 25.8 8.6 7.2 19.0 305.8

Source:UN/DESD, based on BP Statistical Review of World Energy, June 1991.

oceans or very long distances, gas transport by special-
ized double-walled LNG tankers is the alternative.

When natural gas is liquefied by cooling to about
-162 degrees Celsius (-260 degrees Fahrenheit), its vol-
ume is reduced to 1/600 of the gaseous volume. This
makes tanker transportation economically feasible. At
the receiving end, the LNG is warmed in re-gasification
facilities and returned to its gaseous state.

The share of LNG in the world trade in natural gas
has been increasing steadily since 1973. LNG trade is
currently confined to eight exporters and eight importers
(figure V.7). Indonesia is by far the largest exporter.
Nearly 85 per cent of its export goes to Japan, where it
accounts for 50 per cent of total LNG imports. New LNG
liquefaction plants are being built in Indonesia to meet
the rapidly rising regional demand driven by strong eco-
nomic growth and environmental concerns.

Japan is the world’s largest consumer of LNG,; it
imported 48 billion cubic metres, or 66 per cent of all
LNG trade, in 1990, and its LNG consumption could rise
to perhaps 60 bem by the end of the century.® The LNG
markets of the Republic of Korea and Taiwan Province
of China are also developing rapidly and imports there
are expected to double or treble in the 1990s.

The growth of demand in those countries or areas
has led to the signing of additional supply contracts with
Indonesia and new contracts from Malaysia. In addition
to the capacity expansion programme aiready under way
in Indonesia, Malaysia and Brunei Darussalam are mak-

ing extra volumes available to importers; Malaysia in-
tends to double its export capacity to 21 bem per year by
1997.7 Another potential supplier of LNG to the Far East
market is Australia. In 1990, Australia exported 3.9 bil-
lion cubic metres of LNG to Japan. Further expansion of
Australia’s LNG capacity is expected in the next few
years as gas fields off the north-west coast come on
stream.

Algeria continues to expand its LNG supply capac-
ity, and in 1990 it exported to seven countries, including
Japan and the United States. Exports to the United States,
which stopped in 1987, were resumed in 1988 and
reached 2.5 bem in 1990. Exports to Japan are still at a
minute level, amounting to 0.1 bcm in 1990. Most of the
Algerian LNG trade, however, is committed to the close
market of Europe, with France, Belgium and Spain being
the largest buyers, importing 16.4 bem in 1990. Sona-
trach, the state-owned oil and gas company, has em-
barked on a number of projects aimed at expanding gas
trade by LNG as well as by pipeline. The expansion pro-
gramme of LNG is designed to increase capacity from
about 20 bem per year to 32 bem per year. A further plan
to expand capacity to over 50 bem per year is expected to
be initiated in 1995.

Nigeria has large gas reserves and recently started
an LNG project; exports are due to begin in the second
half of the decade. Agreements in principle have been se-
cured to sell LNG to France, Italy, Spain and the United
States. Deliveries will be for a period of 22.5 years, be-
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Figure V7. .
International trade by LNG tankers in 1990
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ginning in early 1997. Deliveries of LNG from the Lib-
yan Arab Jamahiriya to Spain, its only customer in 1990,
amounted to 1.3 bem. The Libyan Arab Jamahiriya is
considering whether to expand LNG capacity or to con-
struct a trans-Mediterranean pipeline to Europe.

In the Middle East, the only LNG exporter so far is
Abu Dhabi, which, for the past several years, has been
exporting LNG to Japan. However, the first phase of a gi-
ant gas project in Qatar was completed in 1991. So far,
Qatar has secured an agreement in principle involving
the marketing of over 5 bcm per year for a 25-year period
to a Japanese electric utility. Deliveries are expected to
start in January 1997. The north gas field in Qatar is the
largest in the world, with proved reserves in excess of
4,000 bem.

France 9.3

A potentially large future supplier is Venezuela,
which plans a joint venture with a supply capacity of
about 10 bem per year based on the gas reserves in the
Gulf of Paria to be marketed in the United States in the
second half of this decade. Another new LNG supplier

" may be Norway, where several studies on the possibility

of marketing LNG in the United States have been carried
out. :
Existing forecasts of world demand for LNG are
about 90 bcm per year by the turn of the century. With Ja-
pan accounting for two thirds of LNG trade, much of
which is used for electricity generation, future trends of
LNG supplies will be influenced by developments of the
power generation sector in that country. A key issue will
be the extent to which Japan’s nuclear power develop-
ment programmes are implemented in the country.

But, future LNG demand will also depend on flexi-
bility in long-term LNG sales agreements and confi-
dence in the long-term stability of prices at levels that re-
pay costs and still allow gas to compete with other fuels,
as well as on advances in LNG engineering to cut costs
of plant and equipment.®

GAS TRADE BY PIPELINE

The commonly used form of transporting natural gas is
by pipeline. Improvements in pipeline technology over
the years include large-diameter pipes and deep-water
pipe-laying techniques. However, the capital costs of
transporting gas over long distances are high and inter-
national gas trade by pipeline has developed mainly on a
regional scale. The list of regional gas pipelines is large,
but the most important ones transport gas from the for-
mer Soviet Union to eastern and western Europe, from
Canada to the United States, from the Netherlands and
Norway to western Europe and from Algeria to Italy.
These account for 98 per cent of the world’s gas pipeline
trade in 1990. On a smaller scale, gas pipelines also exist
between Mexico and the United States, Bolivia and Ar-
gentina, Algeria and Tunisia, Iraq and Kuwait (before the
Persian Gulf crisis), and the Islamic Republic of Iran and
Afghanistan to the former USSR.

In 1990, the former Soviet Union was the leading
exporter of gas by pipeline, with a share of 47 per cent
(figure V.8). The most important markets for piped gas
are Germany, with a share of 25 per cent and the United
States, with 17 per cent. The countries of eastern Europe
are particularly reliant on gas from the former Soviet Un-
ion, where they depend on a pipeline network estab-
lished under an old CMEA agreement.

New pipeline projects are in various stages of
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Figure V.8.
International gas trade by pipeline
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study, planning or completion. One of the largest is the
proposed 775-mile pipeline to transport Algerian gas via
Morocco and Gibraltar to Spain. The project is expected
to cost $1.3 billion and completion is scheduled for the
end of 1995.° Initial deliveries to Morocco and Spain are
planned to be about 10 bem per year, which may be dou-
bled once pipeline connections are extended to France
and Portugal. Algeria is also studying the feasibility of
expanding the capacity of its existing trans-Mediterra-

nean pipeline, through which some 12 bem per year are
being supplied to Italy.

Despite the current weakness in natural gas prices
in North America, new pipeline projects and the expan-
sion of existing ones connecting Canada to the United
States are in various phases of completion or planning.
The largest will transport gas from western Canada to the
north-eastern markets of the United States. The project,
costing about 2.5 billion Canadian dollars and including
nearly 1,000 miles of lines, is scheduled for completion
by the end of 1992. The pipeline is expected to boost Ca-
nadian export capacity to the United States by about 7
bem per year.

Despite past extensive negotiations concerning re-
gional trade of natural gas in Latin America, the only ex-
isting operation is the export of 2.2 bcm per year of piped
gas from Bolivia to Argentina under two contracts,
which were due to expire in April 1992,

No gastrade by pipeline exists in Asia, where some
of the largest gas producers and potential gas markets are
found. This has prompted interest in an ambitious plan to
link the main producing areas of Malaysia and Indonesia
to the Philippines, Singapore and Thailand. Although lit-
tle progress has been achieved since the drafting of the
plan in 1989, the pipeline will, when completed, be ca-
pabile of transporting about 20 bem per year.

Another project is the Peninsula Gas Utilization
Project currently under way in Malaysia. When com-
pleted, it will supply gas to the fast-growing power gen-
eration sector in Singapore. The power generation sector
in Thailand, which has been growing by over 10 per cent
per annum in recent years, is also planning to import gas
from Malaysia.

Petrovietnam, the national petroleum company of
Viet Nam, and the Petroleum Authority of Thailand have
recently reached an agreement in principle to form a joint
venture involving the construction of a $140 million gas
processing plant.'® The plant would use offshore associ-
ated gas in Viet Nam, have an annual capacity of 300 mil-
lion cubic metres, and export to Thailand. The develop-
ment of the gas discoveries in Myanmar and more re-
cently in Viet Nam could prove an attractive option for
the supply of domestic markets as well as for export to
the fast-growing gas markets in Thailand. Similarly, the
vast gas reserves in Bangladesh may be developed fur-
ther not only for domestic consumption but also for ex-
ports to India.

In what would be considered one of the biggesi
pipeline projects ever, Japan is planning to build a 2,000-
mile gas transmission pipeline linking Sakhalin Island in
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eastern Russia to southern Japan.'! An agreement to con-
struct this line has recently been signed by 32 natural gas,
power and trading companies. The project is expected to
cost 3 trillion yen ($23.6 billion) and be completed by
2005.

With 14 per cent of world reserves and less than 1
per cent of world consumption, the Islamic Republic of
Iran is also exploring the possibilities of pipeline exports
to both Asia and Europe. However, no definite plans
have been announced.

ENERGY IN THE LEAST DEVELOPED COUNTRIES

The vulnerability of the least developed countries to en-

ergy crises once again came to the fore during the Persian
Gulf crisis, which revived concemns about their extreme
dependence on imported oil. Although many of them re-
ceived bilateral and multilateral assistance to cushion the
impact of the crisis, supply shortfalls and high import
bills constituted serious though temporary external
shocks.

As officially defined by the United Nations, there
are 47 least developed countries with a total population
of over 500 million and an average per capita income of
just over $250 per year.

While there are at least as many people living in
deep poverty in other developing countries, the least de-
veloped countries are not only poor but also tend to get
poorer. Development is not taking hold and they are
heavily dependent on international assistance for devel-
opment programmes and, in many cases, even for fi-
nancing of ordinary government services. Though uni-
formly poor, they differ greatly in their resource endow-
ments, and generalizations about their energy situation
can be misleading.

Commercial primary energy consumption in the
least developed countries was 23.7 million tons of oil
equivalent in 1989. Per capita commercial energy con-
sumption of the least developed countries averaged 48
kg of oil equivalent as compared to 4,350 kg for the de-
veloped market economies (see table V.9).

The least developed countries continue to depend

Table V9.

Commercial primary energy consumption in the least
developed countries

Thousand metric tons of oil equivalent

1970 1980 1989

Oil 8133 12129 14 625
Natural gas 159 1461 6387
Coal 1591 1158 939
Hydropower 581 1826 1711
Total 10464 16 574 23662

Source: UN/DESD, Energy Statistics Yearbook, various issues.

heavily on traditional forms of energy such as fuelwood,
charcoal and bagasse. Such energy sources provide
about 75 per cent of the total energy consumption of
those countries as compared to 25 per cent for all devel-
oping countries.

ENERGY CONSUMPTION

The difficulty in generalizing about the least developed
countries is apparent in their energy use during the
1980s. Their aggregate use of commercial energy grew
steadily at 4.5 per cent per annum during the 1970s and
1980s, but rising oil prices in 1979/80 held back oil con-
sumption and stimulated the development of alternative
domestic energy sources, particularly natural gas, which
increased by 18 per cent a year in the 1980s. This is cor-
rect but fails to make the point that natural gas was used
in only four of the 47 countries in the group (Afghani-
stan, Bangladesh, Myanmar and Rwanda). At the other
extreme, 15 countries depended exclusively on oil.

In 1989, gross energy imports of the least devel-
oped countries amounted to 19.1 m toe and accounted
for 80 per cent of their total commercial energy con-
sumption. Imports contributed more than 90 per cent of
energy consumption in 29 countries. Sixteen of those
countries depended totally on imports. Four countries
(Afghanistan, Benin, Yemen and Zaire) were net energy
exporters.

OIL AND NATURAL GAS

Only Bangladesh, Benin, Myanmar, Yemen and Zaire
produce any oil (see table V.10). Commiercial production
of natural gas takes place only in Afghanistan, Bangla-
desh and Myanmar. Except for Myanmar, Yemen and
Zaire, all the least developed countries are net oil import-
ers. Yemen became an oil exporter in late 1987 after the
completion of a pipeline connecting two major oil fields
to a port terminal on the Red Sea. In 1990, crude oil pro-
duction in Yemen averaged 179,000 barrels per day. Af-
ter a peak of 7,300 barrels per day in 1986, production in
Benin has declined to 4,000 barrels per day in 1990. Out-
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Table V.I0.
Crude oil production in the least developed countries
Thousands of barrels
Country 1970 1980 1985 1986 1987 1988 1990
Bangladesh 0 44 161 168 183 329 329
Benin 0 0 2379 2 665 2555 1679 1460
Myanmar 5825 11381 11972 10 439 7358 5475 4745
Yemen 0 0 0 2577 6570 62927 65335
Zaire . 8030 11133 11717 11 607 10768 10620
Total 5825 19455 25645 27 568 28273 81178 82489

Source: UN/DESD, based on Energy Statistics Yearbook, various issues; and Oil and Gas Journal, various issues.

putin Myanmar has also dropped from about 33,000 bar-
rels per day in 1985 to 13,000 barrels per day in 1990. In
Bangladesh, oil production is still negligible, amounting
to less than 1,000 barrels per day. In Zaire, cutput has
been on the decline since 1986.

At least eight of the least developed countries have
known gas reserves (table V.11). Some of these gas finds
were discovered in the course of oil exploration but have
hardly been evaluated or developed owing to the lack of
capital and incentives. Only in Bangladesh, which has
proved gas reserves estimated at 12.7 trillion cubic feet,
is there significant natural gas production. Some 80 per
cent of the current output of 500 million cubic feet per
day is used for power generation and fertilizer manufac-
ture, with the rest consumed in residential, commercial
and industrial sectors. The exploitation of these re-
sources could meet the future domestic requirements of
Bangladesh and generate foreign exchange.

Natural gas production in Myanmar was 110 mil-
lion cubic feet per day in 1987 but has declined in 1989.
Afghanistan has natural gasreserves estimated at 5.3 tril-

Table V11.

lion cubic feet, and output in the recent past produced
240 million cubic feet per day, much of which was ex-
ported to the former Soviet Union.

Activity in exploration and development has con-
tinually declined in the least developed countries during
the period 1982-1988, with the exception of countries
with already established crude oil production. This re-
flected a general slowing in the pace of exploration by in-
ternational oil companies as well as the relinquishment
of acreage considered unprospective in view of the de-
cline in oil prices. The sharpest decline in exploration
took place in African countries without proved petro-
leum potential. Exploratory and development drilling
took place only in Yemen and activities such as explora-
tion, licensing of acreage, and seismic surveys declined
towards the end of the 1980s.

With increasing urbanization and industrialization,
the least developed countries will increase their con-
sumption of commercial energy, especially oil. Given
their inadequate energy infrastructure, other forms of en-
ergy such as natural gas, coal or electricity would not be

Proved oil and gas reserves of the least developed countries

Oil: millions of barrels,
Gas: billion cubic feet

End 1980 End 1985 End 1990
Country 0il Gas Oil Gas 0il Gas
Bangladesh 0 8 000 0 7000 05 12700
Benin 0 0 100 100
Mozambique - - - - - 2290
Myanmar 25 135 28 170 51 9430
Somalia - - - - - 210
Sudan - - 300 3000
United Republic of Tanzania - - - - 4100
Yemen 0 0 0 0 4000 7 000
Zaire 130 50 110 30 56 30

Source: UN/DESD, based on Oil and Gas Journal, various issues.
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readily substituted for oil. Oil and natural gas explora-
tion and development programmes must be pursued de-
spite the obvious impediments.

COAL

Only 10 least developed countries have known coal re-
serves. Nine of them have some production at the present
time (see tables V.12 and V.13). The estimates of coal re-
serves include some coal that is technically accessible
but only at costs far in excess of prices likely to be ob-
tained within the foreseeable future. With the second
largest deposits of coal in Africa, Botswana has proved
recoverable coal reserves amounting to 3.5 billion met-
ric tons, with proved coal in place estimated at twice that
amount. Production of coal in Botswana rose in the past
two decades from 12,000 tons in 1970 to about
576,000 tons in 1987.

In Mozambique, coal production is now only a
fraction of the level reached in the late 1970s owing to
political disruption and difficulties of transport. Produc-
tion peaked in 1980 and 1981 at about 400,000 tons and
declined to about 40,000 tons in 1987. Production in
Zaire and Zambia has also declined in recent years. In
Malawi, the prospects of most of the coal deposits were
considered to be poor, but with the disruption of coal
supply from Mozambique and the rapid increase in the
cost of coal from Zambia and Zimbabwe, a coal mine
was opened in the northern part of Malawi in 1985. It
currently contributes some 30 per cent of the country’s
coal consumption.

The proved recoverable coal reserves of the United
Republic of Tanzania are estimated at about 200 million
tons, but production averaged only 3,000 tons in 1989.
Total production of coal in the Niger was about
157,000 tons in 1989 after an increase from 30,000 tons

Table V.12.

-Production of coal and lignite in the least developed
countries
Thousand metric tons of coal equivalent

Country 1970 1980 1985 1987 1989
Afghanistan 164 145 151 167 145
Botswana 12 360 432 576 -
Mozambique 351 400 35 43 42
Myanmar 11 18 60 52 52
Niger 0 0 61 153 157

United Republic of Tanzania 3 4 4 3 3

Zaire . 138 115 122 125
Zambia 623 488 430 390 335
Source: UN/DESD, based on Energy Statistics Yearbook,

various issues.

Table V13.
Estimated coal reserves in the least developed coun-
tries at end 1987

Million metric tons
Proved
Proved amount recoverable
Country in place reserves Type
Afghanistan 112 66 Bituminous
Bangladesh 1054 . Bituminous
Botswana 7000 3500 Bituminous
Malawi 25 12 Bituminous
Mozambique 240 240 Bituminous
Myanmar 4.5 23 Bituminous/
sub-bituminous
Niger 45 .
United Republic of 304 200 Bituminous
Tanzania
Zaire 600 200 Bituminous
Zambia 69 55 Sub-bituminous

Source: World Energy Conference, 1989 Survey of Energy Re-
sources.

in 1981. All the coal produced was consumed locally for
electricity generation. The production of coal in Myan-
mar declined from about 69,000 tons in 1986 to about
52,000 tons in 1987 and has since stabilized at that level.
In Afghanistan, production reached 167,000 tons in
1987 but declined to 145,000 tons in 1989.

There is ample scope for coal development in some
least developed countries, but there is pervasive uncer-
tainty about prices and demand, the ability to finance and
expand coal production, and the environmental accept-
ability of coal. It is therefore doubtful that the least de-
veloped countries with coal reserves could achieve ap-
preciable gains in export markets in the foreseeable fu-
ture. It is expected that the main markets for the rela-
tively small recoverable reserves in those countries will
continue to be the domestic electricity generation sec-
tors.

Fuelwood and other biomass account for the bulk
of household energy in most least developed countries.
In some African least developed countries, 90 per cent of
total energy consumption is provided by non-commer-
cial fuels. This puts great pressure on a progressively de-
forested local environment. Rural fuelwood is rapidly
exhausted despite the steady migration of rural popula-
tion to cities. For example, demand for fuelwood is esti-
mated to be 2.5 times the sustainable yield in Ethiopia
and two times the yield in the Sudan."

ELECTRICITY

Electricity use in the least developed countries was 34
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Table V.14.

Electricity in the least developed countries

Usage
Production Utilization

capacity Production rate Imports Exports Total Per capita
105%kW 10°kWh Per cent 10°%kWh 10°%kWh 10°%Wh kWh/per capita
1973 6.22 16.89 31.0 2.12 0.56 18.45 60.0
1980 10.68 41.13 44.0 0.60 13.55 28.57 71.0
1987 15.02 34.76 26.4 1.27 2.58 34.13 70.0
1989 16.37 34.75 25.0 1.17 3.07 34.03 68.0

Source: UN/DESD, Energy Statistics Yearbook, various issues.

billion kilowatt-hours (kWh) in 1989, about 68 kWh per
capita, which may be compared to 5,000 kWh for Euro-
pean countries. Electricity demand in the least developed
countries has grown about 4.1 per cent per year in the
past two decades.

The price of oil is an important element in the cost
of electricity generation in the least developed countries.
Most of those countries rely on oil-fired electricity gen-
erating plants. During the rise in oil prices in the 1970s,
consumers of electricity in the least developed countries
were, for the most part, shielded from the impact of ris-
ing international oil prices. Demand for power rose
about 7.0 per cent per year between 1973 and 1980 (table
V.14). After the 1979/80 oil price increase, electricity tar-
iffs were raised. These increases and the delays in pass-
ing on to final consumers the benefits of declining oil
prices since 198l retarded electricity demand growth in
the least developed countries during the 1980s. In the
past few years, these effects have been reinforced by the
stagnation or decline of incomes. Electricity demand
growth dropped to only 2.0 per cent annually during the
period 1980-1989.

There is approximately 16.4 million kilowatt (kW)
net installed capacity of electricity generating plants in
the least developed countries. About 40 per cent of this
capacity is thermal (using oil, natural gas or coal), and
60.per cent is hydroélectric. This production capacity
generated approximately 34.8 biilion kWh of electrical
power in 1989, at a capacity utilization rate of only about
25 per cent. A great deal of generating capacity is techni-
cally obsolete and inefficient. By comparison, utilization
rates for the developing countries as a whole and for the
developed market economies are about 50 and 80 per
cent, respectively.

Generating capacity in the least developed coun-
tries grew by 6 per cent annually over the 1973 to 1989 pe-
riod, whereas electricity output grew by S per cent, as the
capacity utilization rate declined from 31 to 25 per cent.

There is some international trade in electricity
among the least developed countries, especially in Af-
rica. Benin, Burundi, Mozambique, the Niger, Rwanda
and Togo import a part of their power usage, and Uganda,
Zaire and Zambia export some of their power output to
neighbouring countries. In Asia, Nepal is a net importer
of electricity, while Bhutan and the Lao People’s Demo-
cratic Republic are net exporters. Overall, the least de-
veloped countries imported 1.17 billion kWh and ex-
ported 3.07 billion kWh of electrical power in 1989.

FUTURE TRENDS AND PROSPECTS AND POLICY
IMPLICATIONS

The following projection is only an indication of a plau-
sible development of aggregate energy demand in the
least developed countries based on the assumption that
GDP will rise at an average annual rate of 3.1 per cent.
The approach relies on the income elasticity of energy
demand (the percentage change in energy consumption
associated with 1 per cent change in GDP). Developing
countries usually have an income elasticity greater than
one, indicating that more energy is used to accompany
marginal growth in real income.

Using historical data, the income elasticity of en-
ergy demand in the least developed countries was esti-
mated at 1.4 per cent. Based on this and on expected GDP
growth, their commercial energy consumption is pro-
jected to grow from 23.7 mtoe in 1989 to 37.8 mtoe by the
year 2000 (see table V.15). This is equivalent to an aver-
age growth rate of 4.3 per cent a year.

The least developed countries will still be heavily
dependent on oil at the end of the century. Demand for oil
would increase from 14.6 mtoe in 1989 to approximately
22.5 mtoe, at an annual rate of 4 per cent. The future
natural gas supply in the least developed countries will
depend on developments in the two gas-rich countries—
Afghanistan and Bangladesh.

These projections are dominated by a few large
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Table V15.

Estimated future commercial energy demand
in the least developed countries

Million tons of oil equivalent

1989 1995 2000
Total primary commercial energy 237 305 378
Liquid hydrocarbons 146 185 225

Source: UN/DESD.

countries. Bangladesh alone accounted for nearly 23 per
cent of the commercial energy in the least developed
countries in 1989 and 56 per cent of the natural gas con-
sumed in those countries. Five other countries (Afghani-
stan, Myanmar, Yemen, Zaire and Zambia) accounted
for a further 41 per cent of the commercial energy con-
sumed in all the least developed countries.

During the period 1973-19809, the rate of growth of
electricity use in the least developed countries was 1.5
times that of the rate of growth of GDP. If this relation-
ship persists over the next decade, electrical poweruse in
those countries will reach over 50 billion kWh in the year
2000. This implies heavy capital requirements.

With more efficient utilization of existing capacity,
these investment needs could be greatly reduced. The ex-
planation for the high incidence of service interruptions
lies in inadequate maintenance, lack of spare parts, and
operating practices. In addition, transmission and distri-
bution losses dissipate 20 per cent or more of gross elec-
tricity production in those countries as'compared to the
10 per cent or less regarded as the norm for efficient op-
eration. Technical losses associated with systems design,
overloading of lines and insufficient maintenance ac-
count for the bulk of such losses.

The least developed countries have to develop their
indigenous energy resources. Special measures to assist
those countries in their energy exploration and develop-
ment are called for. Several least developed countries are
believed to have considerable potential for petroleum re-
sources, but financing and modern technology are re-
quired for exploration and development. National efforts
to revise petroleum laws and regulations in order to at-
tract direct investment and international oil companies
are needed.
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VI

Conversion and the peace dividend:
prospects and emerging policy issues in the
developed market economies

IN THE LIGHT of the end of the cold war, the potential
gains from a reduction of military expenditures have
been the subject of extensive debate. In 1991, transfor-
mation of the Soviet Union into the Commonwealth of
Independent States reopened the debate on the “peace
dividend” in the developed market economies. As long
as a communist superpower existed, there was a case for
its potential opponents to remain vigilant and not to re-
vise drastically their military spending plans.

The cold war played a role in fuelling arms races in
developing countries and in prolonging conflicts there.
Since such conflicts were often seen by the major alli-
ances as being primarily a reflection of their ideological
differences, and largely caused by military assistance
from the ideological rival to one party in a dispute, there
was an incentive for all parties to look for a military so-
lution. Resort to the military option was reflected in mili-
tary assistance being extended to developing countries
for strategic reasons. It also helped determine the con-
figuration of the military forces of some members of the
two alliances.

With the end of ideological confrontation, there is
now a far greater possibility for the United Nations and
other regional bodies to be effective in finding solutions
to many conflicts. Possible involvement in peace-keep-
ing operations and greater reliance on collective security
could help decide the configuration of the armed serv-
ices. In the World Economic Survey, 1991,' an analysis
was provided of the economic implications of a reduc-
tion of military expenditures in industrialized and devel-
oping countries.

The results for developing countries of the end of
the cold war could be faster development as resources
absorbed in military expenditure, including arms im-
ports, are redirected to civilian purposes and as the death
and destruction caused by conflicts give way to recon-
ciliation and a national consensus on peaceful develop-
ment within democratic norms.

The historical reasons for the failure of the commu-
nist model in the Soviet Union are several, but one must

surely be its high level of military expenditure, which en-
tailed a vast diversion of resources in an attempt to main-
tain strategic parity with the United States. The resulting
levels of military expenditure proved unsustainable as
the overall economic performance of the Soviet Union
slipped further behind world standards. The “new think-
ing” in Soviet foreign policy introduced by General-Sec-
retary and, later, President Mikhail S. Gorbachev had, as
one of its aims, the reduction in the size of the Soviet
military budget and the conversion of military industries
to civilian production.

If conversion in the Soviet Union had been as suc-
cessful as its proponents had expected, this would have
provided considerable support for arguments in the west
that conversion should also be attempted there. How-
ever, conversion efforts in the Soviet Union did not meet
with the success that had been hoped for, in that civilian
production did not increase sharply as military produc-
tion fell.? This was surprising to some observers, as it
was claimed that one of the advantages of the centrally
planned economic system was that it enabled resources
to be redirected quickly to those areas where they were
needed.’ Recent discussions on conversion have con-
firmed that the nature of the economic system is itself a
very important factor to consider in any analysis of this
issue. In the present chapter, then, an assessment will be
given of what can be expected as the developed market
economies reduce their military spending.

In the short run, cuts in military expenditure will
have an effect on domestic demand. At a time of eco-
nomic difficulty, when there might be a need for a boost
to demand as appears to be the case in some developed
countries at the present time, this macroeconomic effect
could complicate matters.* Yet a reduction in military ex-
penditure can free resources for alternative uses and so
lead to greater long-term growth of the economy. It is as-
pects of the medium- to long-term transition to a peace
economy that will be analysed here, rather than the short-
term macroeconomic aspects of reductions in military
expenditure.

121
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MILITARY MANPOWER

Table V1.1 shows the size of the armed services of
some of the principal developed market economies be-
tween 1960 and 1991. The end of the colonial empires of
France and the United Kingdom was reflected in a sharp
fall in the total size of the armed forces of those countries
between 1960 and 1970. At the same time, Germany was
assuming a more active role in the North Atlantic Treaty
Organization (NATO) and its armed forces expanded
rapidly. Japan’s armed forces expanded broadly in step
with population, although they remain comparatively
small: in 1988, they were equivalent to 0.2 per cent of the
population, compared with 0.9 per cent for NATO as a
whole.® The size of the armed forces of the United States
reached a peak in 1968, at over 3.5 million, at the height
of that country’s commitment to the Viet Nam war. By
1980, when the United States had turned to an all-volun-
teer force, the size of its armed services had fallen to just
over 2 million.

that between 1981 and 1987, NATO’s procurement of
major weapon systems in real terms increased by 54 per
cent. With the relaxation of tensions after General-Sec-
retary Mikhail S. Gorbachev came to power in the Soviet
Union, NATO procurement fell by 16 per cent between
1987 and 1990.

The earlier build-up was very heavily concentraied
in the United States: procurement there rose by 77 per
cent between 1981 and 1987. Whereas in 1981 United
States procurement of major weapons systems ac-
counted for 59 per cent of NATO's total, by 1987, it ac-
counted for 68 per cent.® This reflects the high level of
sophistication of the weaponry employed, as well as
United States possession and development of nuclear
forces. In Japan, the industrial country with the largest
military expenditure outside NATO, expenditure on pro-
curement also rose rapidly in the 1980s.

The emphasis on procurement reflected the fact
that the industrial countries were drawing on their com-

Tuble VI.1

Armed forces in selected countries

Thousands

United States Japan Germany France  United Kingdom Total

1960 2514 206 270 781 520 4291
1965 2723 225 441 510 500 4399
1968 3547 235 440 505 405 5132
1970 3066 259 466 - 506 373 4670
1975 2130 236 495 503 345 3709
1980 2050 242 495 495 329 3611
1985 2152 243 478 464 327 3664
1990 2118 249 469 461 306 3603
1991 2030 246 476 453 300 3505

Source: International Institute for Strategic Studies, The Military Balance, various years.

The military build-up of the 1980s resulted in very
large increases in military expenditure—in the United
States, for example, by 38 per cent in real terms between
1981 and 1986. However, the size of the armed services
increased less—in the United States, by 5 per cent be-
tween 1980 and 1985. In many other countries, the size
of the armed services fell. The combined armed forces of
the European members of NATO were larger than the to-
tal of the armed forces of the United States, but there was
relatively little change over the 10-year period. NATO
includes Turkey, whose armed forces were greater than
those of any other member except the United States.

The expansion of military expenditure after 1980
could largely be accounted for by expansion of the pro-
curement item of military budgets as countries improved
the quality of equipment deployed. Figure VL1 shows

parative advantage in high technology as against man-
power and attempting to build up military forces that
would be able to stop a mass conventional attack, espe-
cially by tank forces, in Europe. Another reason for the
concentration on procurement was the direction of popu-
lation trends, which constrained the pool of labour avail-
able for the armed services. Table V1.2 shows the rate of
increase in population of the industrialized countries. In
all regions, this slowed down markedly between 1950-
1955 and 1985-1990, whereas for the world as a whole,
there was relatively little change.

The result of this slow-down was that the age-
bracket of those aged between 17 and 30, the potential
pool for military manpower, fell. In the case of NATO,
this pool reached a peak in the mid 1980s.” One implica-
tion drawn at that time was that “most countries may be
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Figure VL1,
NATO procurement, 1981-1990.
Constant 1988 United States dollars
Millions
120
lw ‘_.1- e e® °® LY L] .
80 Lot **
-t ”________...h\\~——_'
- - T~ o~
-
60 . e -
-
-
-
- -
40 -
20
\
0
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
. USA
— == European NATO
—— NATO

Source: SIPRI Yearbook, 1991, New York and Oxford, Oxford University Press, 1991,

forced to recruit women to fill a greater proportion of
» 8

their military forces support echelons”.

Women did assume a greater importance in the
armed forces of several countries, although this may
have been more areflection of general social change. Be-
tween 1979 and 1991, the percentage of women in the to-
tal active armed services of Canada, the United Kingdom
and the United States increased from 5.6, 4.7 and 6.6 per

cent, respectively, to 10.9, 6.0 and 11.0 per cent, respec-
tively.

In spite of recruitment efforts, population trends
could have been expected to put pressure on the military
wage bill, especially if the supply elasticity of military
personnel with respect to military wages was low, as ap-
pears to be the case, at least from the experience of the
United Kingdom.” Increasing levels of conscription was

Table V1.2

Population growth rates in the developed market economies, 1950-2005

Percentage
Country group 1950-1955 1985-1990 2000-2005
Northern Europe 0.37 0.25 0.14
Southern Europe 0.84 024 0.16
Western Europe 0.83 0.24 0.03
Australia-New Zealand 233 1.28 0.89
Japan 1.43 0.43 0.31
Northern America 1.80 0.82 0.55
Eastern Europe 1.02 0.27 0.30
Soviet Union 1.71 0.78 0.61

World 1.79 1.74 1.47

Source: World Population Prospects, 1990 (United Nations publication, Sales No. E.91.XIIL4).
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not a favoured option. In many industrial countries, con-
scription had been abandoned by 1980, and both the
number of conscripts and their length of service were
generally smaller by the end of the decade.

THE COMPOSITION OF MILITARY SPENDING

The effect of these influences on military expenditure
was reflected in its composition. Table V1.3 shows the
composition of the military budgets of a group of devel-
oped market economies as reported in the United Na-
tions standardized reporting instrument. At its inception
relatively few countries replied to the Secretary-Gen-
eral’s request to use this instrument, and so a comparison
is possible between only a limited number of countries.
The table gives figures for the industrial countries that
replied when the reporting instrument was instituted.

In almost all of these countries, the percentage of
military expenditure accounted for by procurement in-
creased from 20 per cent to nearly 30 per cent in the

course of the decade. The exceptions were Austria and

Sweden, the two neutral countries in the group, and Bel-

gium and Italy. The share of United States expenditure
accounted for by procurement rose by 50 per cent in the
course of the decade. As could be expected, with the vol-
ume and quality of equipment increasing over time, the
share of the budget going to operations and maintenance
also rose in many countries.

Military research and development is a small per-
centage of military expenditure in all except the major
weapons producers shown in the table: France, Germany
and the United States. The large share of research and de-
velopment in the total for France reflects the independent
development of its nuclear capability. Similarly, Swe-
den’s military research and development absorbs a rela-
tively large percentage of its expenditure because its pol-
icy of armed neutrality has entailed the development of
its own military production.

The large category of military expenditure whose
importance tended to decline as emphasis was placed on
military procurement was expenditure on personnel. In
the case of the United States, in particular, this fell from

”/nearly 50 per cent of total military expenditure to 35 per

cent in the course of the decade. However, in all coun-

Table VI.3.
Comparison of major categories of defence spending 1978-1990
Percentage
Operations and Research and
Personnel  maintenance Total  Procurement  Construction  Total  development  Total
Australia 1979 50.4 262 766 16.7 3.6 203 3.1 100
1989/90 40.9 276 685 21.6 76 291 24 100
Austria 1979 479 202 68.1 23.6 83 318 0.1 100
1990 56.3 17.8 74.0 20.1 59 260 0.0 100
Belgium 1978 55.4 195 749 18.7 - 64 251 0.0 100
1987 55.3 236 789 17.9 32 210 0.0 100
Canada 1978/79 55.1 28.7 838 129 25 154 0.8 100
1989/90 469 298 76.7 19.0 29 219 14 100
France 1980 36.8 27.1 639 18.8 43 231 13.0 100
1590 325 20.8 532 25.8 48 305 162 100
Germany 1978 41.4 282 69.6 19.0 7.0 260 44 100
1989 44.7 245 693 202 5.1 253 54 100
Ttaly 1980 49.0 239 729 24.0 - 1.8 258 1.3 100
1990 47.9 25.8 73.7 20.7 3.1 238 26 100
Netherlands 1978 56.7 194 76.1 19.6 34 230 09 100
1989 48.7 265 752 20.6 40 246 02 100
New Zealand 197879 59.4 29.3 887 7.4 3.1 105 0.8 100
1989/90 38.3 292 674 17.1 155 326 0.0 100
Norway 1978 457 274 731 21.0 51 261 0.8 100
1990 36.4 285 650 244 106 35.0 00 100
Sweden 1978/79 40.4 192 59.6 29.3 56 348 56 100
1989/90 349 243 592 26.0 3.0 291 11.8 100
United States 197778 49.0 205 695 20.3 1.8 221 84 100
1988/89 353 21.7 569 29.6 1.8 314 11.6 100

Source: Department of Economic and Social Development of the United Nations Secretariat,
based on Reduction of Military Budgets: Military Expenditures in standardized form reported by States,

various years (United Nations publication).
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tries expenditure on personnel remained the largest sin-
gle item in the military budget.

EFFECTS OF REDUCTIONS IN MILITARY EXPENDITURE
ON ITS COMPONENTS

An immediate effect of diminished tensions has been the
scaling-down of the desired size of armed forces. The
largest army in the world, that of the Soviet Union, num-
bered about 3.4 million before the establishment of the
Commonwealth of Independent States. With the mem-
bers of the latter ceasing to be perceived as a potential
military threat to the NATO countries, the need for
NATO to have such large numbers of armed forces in
Europe has diminished. Plans have already been made to
reduce the size of armed forces. Areduction in the United
States from 2 million in 1991 to 1.6 million persons is
foreseen by 1995. In July 1990, the United Kingdom an-
nounced plans to cut its armed forces from 312,000 to
255,000, with the forces in Germany being halved from
55,000 to 20,000-25,000.10 The German armed forces
are to be reduced to 370,000 as against a combined total
of the forces of the Federal Republic and the former Ger-
man Democratic Republic of 607,000 in 1990. As the
number of the armed services falls, the number of civil-
ian employees of the armed forces will also fall. A reduc-
tion in the desired number of active service personnel
will put a dJownward pressure on the service wage bill, as
there will be less reason to raise service remuneration to
attract recruits. :

The decline in procurement can be expected to con-
tinue through the 1990s. With smaller armed forces,
much military equipment will be added to inventory or
scrapped. These cuts can be expected to exceed those
that would be dictated by the Conventional Forces in
Europe agreement once it enters into force.!" Further-
more, with the cold war over, weapon systems that were
being planned to meet the Soviet threat are coming under
increasing scrutiny and orders are being scaled back or
cancelled. This applies not just to nuclear missiles and
strategic bombers, but also to conventional weapons.

The growing sophistication of new equipment,
even if purchased in smaller quantities than before, ex-
erts an upward pressure on the operations and mainte-
nance item in military budgets. Training and equipment
purchases will also be directed towards responding to a
greater variety of challenges than in the past, when the
military threat posed by the Soviet Union dominated
military thinking and planning. In this connection it may
be noted that, apart from the United States, only two de-
veloped countries, France and the United Kingdom, de-

ployed land, air and sea forces in the Persian Gulf. The
United States deployed 2,000 tanks, the United King-
dom 177 and France 40."* This disparity is partly ac-
counted for by the much larger size of the United States
armed forces, but it also revealed the difficulty that other
countries had in sending armed forces for action outside
Europe.

Military research and development in the United
States, which accounts for the bulk of such spending, ex-
panded more rapidly in the course of the 1980s than did
overall military spending. After 1987, it stabilized in real
terms.'* Military research expenditure can be expected to
fall in the future. However, the United States can also be
expected to maintain a defence industrial base and to re-
main in the forefront of military technology. It has been
suggested that the focus of the Pentagon be shifted from
building weapons to an approach revolving around labo-
ratory research and only limited production, with full-
scale production starting when the need arose.'

A research programme that has generated much
controversy is the United States Strategic Defense Initia-
tive."® It has been proposed to increase spending on this
programme from $4.1 billion in 1991/92 to $5.4 billion
in 1992/93. Much could depend on discussions between
the Russian Federation and the United States on the pos-
sibilities of establishing a joint ballistic missile early
warning centre and sharing anti-missile technologies.

THE PUBLIC DEBATE OVER DEFENCE EXPENDITURE

Decisions on levels of military spending and force levels
are matters of public debate. The present public debate
‘about the military is probably more searching than that
which took place at other times when military spending
was winding down; for instance, after the Korean and
Viet Nam wars in the case of the United States, or after
the decisions by former colonial powers to accede to de-
mands for independence. Even after these events, the
principal military threat that they perceived remained—-
the vast conventional forces, supported by nuclear
forces, of the Soviet Union.

At the present time, this military posture has to be
rethought, bearing in mind the commitment of forces to
United Nations operations and the formation of regional
intervention forces. NATO has decided to form a Rapid
Reaction Corps made up of four divisions and available
for deployment to any part of NATO.'* However, a com-
mon European defence policy raises many issues, espe-
cially concerning the relationship with NATO, that could
take some time to resolve."”

The outcome of defence reassessments in countries
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that are not directly involved in NATO or the European
theatre is difficult to assess. This applies with particular
force to Japan, whose military spending is compara-
tively small—1 per cent of gross national product
(GNP). Japan has in recent years modernized its forces
by increasing its procurement expenditure.

Govemnments have made estimates of the future
size of their military establishments and of their antici-
pated military spending. However, it is probable that
these plans will be revised in the next few years. The like-
lihood is that such revisions will be downwards rather
than upwards. In the case of the United States, estimates
of future defence spending have been revised down-
wards in recent years. Even the proposed revisions have
been seen by some as inadequate.

THE MILITARY SECTOR IN DIFFERENT COUNTRIES

Table V1.4 shows the relative orders of magnitude of

military expenditure in the developed market economies
in 1989, as given by the United States Government. Fig-
ures for the Soviet Union are also given for the sake of
comparison. Countries have been ranked according to
their military expenditure. In 1989, the United States de-
voted 5.8 per cent of its GNP to military expenditure—a
larger percentage than any other industrialized country
except Greece. Of the seven major economies, only two,
France and the United Kingdom, devoted more than 3
per cent of their GNP to defence. For almost all other
countries, less than 3 per cent of GNP was devoted to de-
fence. Germany and Japan devoted 2.8 per cent and 1 per
cent, respectively, of their GNP to defence. The military
expenditure of the United States was about 50 per cent
greater than that of all the other industrialized countries

__combined, but the size of its armed forces was only about

two thirds of those of the other countries. The armed
forces of several other countries account for a larger per-
centage of the population than in the case of the United

Table V1.4
The military burden in the developed market economies, 1989
Military Military

expenditure  expenditure as Military forces  Armsimports  Arms exports Arms as Arms as

(millions of  percentage of Military forces per thousand of (millions of (millions of  percentageof  percentage of
Country dollars) GNP (thousands) population dollars) dollars)  total imports total exports
United States 304 100 5.8 2241 9.0 1600 11200 0.3 3.1
France 35260 37 554 2.9 210 2700 0.1 15
United Kingdom 34630 4.2 318 5.6 650 3000 03 20
Germany 33600 2.8 503 8.1 875 1200 0.3 0.4
Japan 28410 1.0 247 2.0 1400 110 0.7 0.0
Tialy 20720 24 533 9.3 300 60 0.2 0.0
Canada 10840 2.0 88 34 190 410 0.2 03
Spain 7775 21 277 7.1 750 130 1.0 0.3
Netherlands 6399 29 106 7.1 480 140 0.5 0.1
Australia 6153 2.3 70 42 675 80 1.5 0.2
Sweden 4872 2.6 62 74 70 575 0.1 11
Belgium 3881 2.5 110 11.1 220 20 02 0.0
Switzerland 3806 2.1 17 2.5 300 60 05 0.1
South Africa 3786 44 100 2.6 100 0 0.5 0.0
Greece 3097 59 201 20.1 2000 ) 0 124 0.0
Norway 2925 33 43 10.2 340 30 . 14 0.1
Denmark 2184 2.2 31 6.0 110 20 04 0.1
Finland 1788 1.6 39 7.9 20 0 0.1 0.0
Portugal 1457 33 104 10.1 60 40 03 03
Austria 1402 1.1 48 6.3 100 40 0.3 0.1
New Zealand 847 22 12 3.8 50 0 0.6 00
Ireland 449 1.6 13 3.7 .5 0 0.0 .0
Luxembourg 76 0.9 1 2.6 10 5
Non-United States 214357 3477 8915 8 620
USSR 311000 1.7 3700 12.8 900 19 600 0.8 17.9

Source: United States Arms Control and Disarmament Agency, World Military Expenditures and Arms Transfers,

1990 (Washington, D.C., 1991).
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States, but in these countries reliance was placed upon
conscripts. Countries without conscription, such as Can-
ada, Japan and the United Kingdom, had smaller armed
forces in relation to the population.

- The United States exported more arms than did all
the other developed market economies combined, and its
exports of arms were a larger percentage of total exports
than in the case of any other country. Imports of arms
constituted a small percentage of imports in all the devel-
oped market economies except Greece.” In general, the
figures for imports and exports of arms changed much
more year by year than did those for military expenditure
or the size of the armed services. Furthermore, different
sources give different relative orders of magnitude for
arms transfers.”

These statistics show that in the military sector the
United States is more dominant than in other sectors,
such as total world trade. Therefore, changes in military
spending in the United States dwarf the effects of such
possible changes elsewhere. A reduction in military ex-
penditure to 3.5 per cent of United States GNP by 1997,
which is envisaged by some scenarios,”' means a reduc-
tion by 2 percentage points of United States GNP over
six years, which would be significant if the slow annual
growth in output experienced recently were not to pick
up. For the sake of comparison, in the case of Japan, a
similar reduction in defence spending (which is not en-
visaged at the present time), would reduce Japanese de-
fence spending by 0.4 percentage points of Japanese
GNP, which could be compared to the growth of Japa-
nese GNP of 5.6 and 3.4 per cent in 1990 and 1991, re-
spectively.

HISTORICAL EXPERIENCE OF DISARMAMENT

In some situations in the past, it has been claimed that
military spending has had a favourable impact on eco-
nomic conditions and stimulated economic growth, no-
tably when alternative ways of creating employment
seemed beyond reach. Recent empirical work testing the
connection between economic growth and defence
spending has also often produced conflicting results.??

However, there are few historical parallels to the
nature of the decrease in military expenditure that isnow
anticipated, notably in the United States. In view of the
dominant size of United States military spending and the
great attention given to the consequences of cuts in mili-
tary spending, much of the following review will con-
cemn effects in that country.

At the end of the Second World War, military ex-
penditure decreased rapidly in the United States from

over 40 per cent of GNP in 1944 to 7 per cent in 1947.
However, the rapid build-up of military expenditure dur-
ing the war years was considered at the time to be a tem-
porary phenomenon. Civilian employees were often put
to work making military products, but using their exist-
ing skills, as in the welding together of Liberty ships by
civilian welders. With the end of the war, there was no
question but that civilian workers would resume their ci-
vilian occupations. Similarly, the United States had mo-
bilized a large conscript army, which was rapidly demo-
bilized at the end of the War. The pent-up demand for
goods and services, which resulted not just from the war
years but also from the Depression years of the 1930s,
helped keep employment high in the transition to a peace
economy and provided demand that enabled firms to re-
convert to their original lines of production quickly.?®

The Second World War also ended in the way that
the victors had hoped for and, quite early on in the course
of the struggle, had anticipated— with the military defeat
and surrender of the opposing forces. At the end of the
War, there was little or no support for the maintenance of
high military expenditures or sizable armed services.
However, it was soon discovered that the pre-war world
could not be reconstituted. The European colonial pow-
ers had to adjust to withdrawal from their empires. The
United States was also profoundly affected by the War,
in particular by the development of new weapons—the
long-range bomber, the jet fighter, the V-1 flying bomb,
the V-2 rocket and the atomic bomb. It could no longer
rely on its continental isolation for immunity to any hos-
tile attack. At the same time, it had assumed a role of in-
ternational leadership.

After the Soviet Union developed the atomic bomb
in 1949, the United States felt that it could not depend on
its possession of atomic weapons to deter any possible
aggression, but considered it necessary to foster the crea-
tion of a defence industrial base which would produce
weapons superior to those possessed by the Soviet Un-
ion. The defence industry remained in private hands and
expanded with the progress of the cold war.

The magnitude and nature of the perceived threat of
the cold war to national survival thus brought about the
creation of a powerful “military industrial complex” in
the United States in a way that the Second World War had
not.2* Much of the discussion in the United States con-
cerns what kind of defence industrial base the country
needs now that the Soviet threat has been removed. It is
widely accepted that the country should retain a defence
industrial base that would enable it to produce the most
technologically advanced weaponry .’
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THE DEFENCE INDUSTRY IN
THE INDUSTRIALIZED COUNTRIES

In 1989, of the 100 largest arms producing companies in
the industrialized countries in terms of sales, 47 were
domiciled in the United States and their total salés were
$106.2 billion. 5 A total of 42 companies were domiciled
in Western Europe and had sales of $52.5 billion. Of
these, the United Kingdom accounted for 14 companies
with sales of $17.2 billion, France for 9 companies with
sales of $16.3 billion and Germany for 7 companies with
sales of $7.6 billion. Japan had 6 of the 100 largest arms-
producing companies, whose total sales were $6.2 bil-
lion, The developing countries had 5 companies with to-
tal sales of $3.7 billion.

Arms sales do not account for all of the output of
the arms-producing companies. Table VL5 gives figures
for the 10 largest arms-producing companies, ranked by
their sales in 1989. There was a considerable difference
in their reliance on arms sales. Northrop, the California-
based aircraft producer, derived about half of its revenue
from the B-2 bomber programme. As early as 1989, it
foresaw cut-backs in the B-2 programme and began to
institute layoffs.”’” In January 1992, the Administration
announced that it would shut down production of the
bomber after 20 had been produced. Northrop was the
only one of the 10 largest companies to post a loss in
1989. On the other hand, the largest of the 10 in terms of
total sales and employment, the automobile giant, Gen-
eral Motors, derived only 4 per cent of its sales from
arms. What an individual company supplies is some-
times as much a determinant of its vulnerability to de-
fence cuts as the percentage of sales accounted for by
arms. General Dynamics, for instance, is a diversified
weapons producer, making missiles and electronics, for

which the market held up better in 1989 than for military
aircraft; it showed a profit in 1989. Lockheed, on the
other hand, barely made a profit on a similar volume of
sales.

THE INDUSTRIAL EFFECTS OF THE TRANSITION
TO LOWER MILITARY SPENDING

With cancellations in arms purchases, the major compa-
nies are resorting to layoffs. Estimates of those who will
eventually be affected vary. A study group found that
Federal cuts in military spending could result in the loss
of between 210,000 to 420,000 jobs in Los Angeles
County by 1995 as military spending there falls from
$8.88 billion in 1990 to between $3.5 and $4.9 billion.?®
This county received more Federal military dollars than
any other in the United States, and in December 1991 had
225,600 workers directly employed in the aerospace in-
dustry, accounting for 5.3 per cent of non-farm employ-
ment and 28.3 per cent of manufacturing jobs. Besides
the prime contractors, the subcontractors and suppliers
would also be affected.

To assess the net effects on employment of changes
in military spending, two factors have to be taken into
consideration—the rate at which new jobs are being cre-
ated in a region, and the transferability of displaced
workers to non-defence activities. A disaggregated
analysis for the United States attempted to calculate the
effects of cumulative reductions in military expenditure
between 1990 and 1995.” Some of the results are given
in table VL.6. In 1988, there were 1,337,900 active duty
service personnel in the United States and 936,900 civil-
ians working for the Department of Defense. These are
known magnitudes. An estimate for the number of em-
ployees in defence-related industries was 3.4 million,

Table VI.5.
The largest arms-producing companies among the market economies
Arms as
Armssalesin = Totalsalesin  percentageof  Profit (million Employment in
Rank Name Country 1989 1989 total sales of dollars) 1989
1 McDonnell Douglas United States 8 500 14 581 583 219 128 600
2 General Dynamics United States 8400 10053 83.6 293 103 000
3 Lockheed United States 7350 9932 74.0 2 82 500
4 British Aerospace United Kingdom 6300 14 898 423 546 125000
5 General Electric United States 6250 54574 11.5 3939 292 000
6 General Motors United States 5500 126932 4.3 4224 775 000
7 Raytheon United States 5330 8796 60.6 529 77 600
8 Boeing United States 4 800 20276 23.7 973 164 500
9 Northrop United States 4700 5248 89.6 -81 41000
10 Rockwell International United States 4500 12633 35.6 735 109 000

Source: SIPRI Yearbook, 1991 (New York and Oxford, Oxford University Press, 1991), p. 311.
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Table VI.6.
Estimates of potential defence-related employment
losses in the United States under different scenarios

Active duty personnel in 1988 1338000
Civilian Department of Defense in 1988 937000
Private sector in 1988 3400000
Total defence-related employment in 1988 5675000
Total employment in 1988 115049 000
Private sector defence employment as
a percentage of total employment 3.0
Private sector workers
potentially displaced by a 3 per cent -
cut in defence spending 102 000
Private sector employees
potentially displaced by a 6 per cent
cut in defence spending 204 000
Gains in annual total employment
in 1988-1989 2325000
Ratio between gain in total employment
and losses in defence related employment:
for a 3 per cent defence cut 22.8:1
for a 6 per cent defence cut 11.4:1

Source: David D. Whitehead, “FYI: the impact of private-sector
defence cuts on regions in the United States, Federal Reserve
Bank of Atlanta Economic Review, March/April 1991.

equivalent to 3 per cent of total employment. A 3 per cent
annual cut in military spending would result in an annual
loss of 102,000 jobs in the private sector and a 6 per cent
annual cut in an annual loss of 204,000 jobs.” However,
between 1988 and 1989 total annual employment in the
United States economy grew by 2.3 million, meaning
that 11 and 22 times as many jobs were generated as
would have been lost by a 6 per cent and 3 per cent annmal
cut in defence spending, respectively.

In the north-east of the United States, potential ab-
sorption rates’’ tended to be lower as employment
growth was small and the number of potentially dis-
placed defence employees high. California, on the other
hand, saw the greatest absolute loss in defence-related
employment, but had the largest absolute change in em-
ployment and so its absorption rate was near the national
average.

A study for the United Kingdom and for the coun-
tries members of the Organisation for Economic Co-op-
eration and Development (OECD) came to a similar con-
clusion: the share of military expenditure is not a signifi-
cant influence on the unemployment rate, except in the

case of major wars, when aggregate demand and em-
ployment rise rapidly.*”

Such calculations can show that if the economy is
performing well, as in the OECD countries in the late
1980s, the absorption of defence-sector workers should
proceed in a reasonable manner. Between 1980 and
1989, the number of employees on non-farm payrolls in
the United States expanded from 90.4 to 108.4 million—
by about 2 million persons a year. An annual loss of just

- over 200,000 jobs from a 6 per cent cut in military expen-

diture is small in comparison. However, with the reces-
sion, total employment fell by about a million between
the end of 1990 and the end of 1991.* To exacerbate mat-
ters, about half of the 3.14 million workers in private sec-
tor defence-related employment in 1988, or 1.55 million
people, were in the manufacturing sector.* This sector is
small and was already shrinking before the recession: it
fell from 20.3 million employees in 1980 to 19.4 million
in 1989. With the recession, the sector shrank even more
rapidly—to 18.4 million employees at the end of 1991.
In these circumstances, the loss of jobs from, say, a 6 per
cent cut in defence expenditure begins to appear large.

Job losses in the defence industry can be particu-
larly severe for a particular community, as the figures for
Los Angeles County indicate. At a time of recession they
are doubly severe. One estimate was that defence cut-
backs in the United States were responsible for about 25
per cent of lost jobs and industrial production between
July 1990 and February 1992.%

Salaries in the defence industry tended to be higher
than those in other industries, not only for scientists, en-
gineers and other professionals but also for production
workers.* Even if defence workers are able to find new
employment, they might have to accept a cut in salary.

As illustrated by the decline in jobs in the manufac-
turing sector in the United States in the 1980s, at a time
when total employment increased, the economy is con-
stantly changing, with some jobs being lost to be re-
placed by others. The potential job availabilities for dis-
charged defence-related workers will also depend on
government action in the wake of defence cuts. Govern-
ment could decide to do nothing when defence expendi-
ture declines, or it could offset the decreases in various
ways: by increasing its own purchases of civilian goods
and services, by cutting personal taxes by the amounts of
the reductions, by increasing transfer payments or grants
to states and local government. These different policies
would lead to different results for key macroeconomic
variables such as interest rates, the budget deficit, the in-
flation rate, real disposable income and productivity.
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They would also lead to different demands for labour: for
instance, if taxes were cut and consumer demand rose,
employment would be likely to increase for the manu-
facture of consumer goods. On the other hand, if grants
were given to states and local authorities, they would
tend to employ more teachers, court officials and high-
way maintenance workers.”’

Besides laying off workers and shutting down pro-
duction facilities, another strategy that defence compa-
nies are adopting to cut costs and become more competi-
tive is to merge with other national producers or to coop-
erate with companies in other countries. Companies in
the United States have tended to merge with other United
States companies, while in Europe, where the arms sales
of individual companies tend to be smaller, joint compa-
nies are being formed by the main p;;éducers of engines,
military electronics, missiles and helicopters.®

Military revenue has helped some companies com-
pete in international markets. Furthermore, lessons
learned from military production have been applied to
similar civilian products, particularly in the aircraft in-
dustry.” With the prospective decline in military orders,
manufacturers will have to ensure that their civilian pro-
duction is profitable. This is doubly important now that
the market for commercial aircraft is depressed—in
1991, orders for new commercial jets were $32 billion,
compared with a peak of $90 billion in 1989.*°

In November 1991, McDonnell Douglas reached a
preliminary agreement to sell the Taiwan Aerospace
Corporation 40 per cent of its commercial aircraft divi-
sion for $20 billion. It required the funds to develop a
new jetliner. This prospective infusion of funds into Mc-
Donnell Douglas is but one indication of how interna-
tionalized the large companies that are arms producers
are becoming. The Boeing Company will use three Japa-
nese companies as subcontractors for its next large com-
mercial jet.*! In military applications, supplies are also
purchased from other countries, in particular Japan,
which is pre-eminent in many technologies required for
military applications. Japan supplies about 50 per cent of
the world’s semiconductors and it alone can supply the
semiconductors used in some weapon systems.*

The use of Japanese technology in United States
weapon systems has highlighted the fact that military
technology is no longer setting the pace for civilian tech-
nology, as was frequently the case earlier. Rather, the re-
verse appears to be true, with the military trying to adapt
for their purposes technologies developed for civilian
uses. Military specifications for some products in elec-
tronics tend to be less demanding now than are specifi-

cations for civilian products, again the reverse of earlier
experience.

These developments suggest that a switch of re-
sources from military to civilian research would not de-
press the long-run technological advance of a society
and thereby harm its competitiveness and potential eco-
nomic growth. However, there is not a limited pool of
scientific talent which is either employed in defence or
civilian research: changes in military and civilian re-
search and development can often move in the same di-
rection.”” At the present time, after reaching a peak in
1989, it appears that both private and government re-
search and development spending in the United States
are falling as a result of the recession and the military cut-
backs.* Moreover, the pool of scientific talent itself
grows as a result of government policies: defence needs
can lead to increases in universities’ output of scientists.
Migration and the greater entry of women into the scien-
tific field also contribute to the supply of research scien-
tists.

It is sometimes argued that military production was
not sufficiently competitive to prepare companies for ci-
vilian production. Cost considerations were secondary
to performance considerations, and defence ministries
were less demanding customers than private consumers
were. Within the military establishment, it was generally
accepted that military personnel would be trained at
great cost to operate technologically advanced equip-
ment, whereas the emphasis in civilian markets is on
making equipment “user friendly”. An element of com-
petition was introduced by having companies compete
for defence contracts and by the existence of competitors
in export markets, but this was not thought to be as in-
tense as competition in civilian markets.

Some companies have made the transition from
military to civilian production successfully, with overall
sales expanding and civilian sales taking up a greater
percentage of total sales. Others have failed to diversify
into a new line of business.” The case for using public
monies to assist in conversion attempts has been resisted
because of general scepticism about government inter-
vention in industry.* Decisions on conversion will, then,
ultimately be taken by private businesses, which will
have the responsibility for success or failure ¥’

The strategy of the United States Government is to
leave matters in the hands of the companies themselves.
The basic philosophy is that the Government should not
intervene to steer companies towards new areas of pro-
duction or to subsidize the transition: it should, in fact,
treat defence companies just like other companies that



CONVERSION AND THE PEACE DIVIDEND

131

are facing a loss in demand. Some special steps have
been taken, however. The Defense Economic Adjust-
ment Diversification, Conversion and Stabilization Act
of 1990 provided $200 million in funding for commu-
nity and worker-centred adjustment assistance. Of this
amount, $150 million is to be provided by the Depart-
ment of Defense to the Job Training Partnership Act pro-
grammes of the Department of Labor and $50 million to
the Department of Commerce’s Economic Development
Administration for disbursements as planning grants to
communities adversely affected by defence cuts.*®

Other laws passed in the United Statesreflect a con-
cern over maintaining the technological benefits pro-
vided by the defence industry.* The National Defense
Authorization Act for Fiscal Year 1992 (Public Law 102-
90) included provisions to fund technology pro-
grammes, such as high definition display, through the
Defense Advanced Research Projects Agency, and also
increased funding for research and development of
manufacturing technologies. The American Technology
Preeminence Act of 1991 (Public Law 102-245) author-
ized funding for the Department of Commerce’s pro-
grammes relating to technology and established two
commissions, the National Commission on Reducing
Capital Costs for Emerging Technology and the Com-
mission on Technology and Procurement, to investigate
and report on methods of promoting technology devel-
opment in the United States and on the role of federal
procurement policies in fostering and maintaining a
technology base.

The needs of military personnel have been given
special attention. The National Defense Authorization
Act for Fiscal Year 1992 also contained provisions for
voluntary separation incentive and special separation
benefit programmes for military personnel wholeave the
services early.

There have been criticisms that legislation has not
gone far enough; in particular, that support was not given
for small businesses used as subcontractors by the main
arms-producing companies, and that unemployment
compensation was not extended for a longer period. A
more radical criticism has been made that there is no plan
for conversion to a civilian economy, and that legislation
should mandate company-based advance planning for
conversion.” The general view of the Administration is
that the proposed defence budget changes “do not seem
to call for new and extraordinary economic adjustment
or conversion programmes...Public adjustment supports
already available are broadly adequate for the portended

changes”.®

In the matter of putting to alternative uses military
bases that are to be closed down, local governments have
been largely successful in generating new employment
opportunities. Most former military bases have been
turned into industrial and office parks. Some have be-
come educational establishments. From the records of
100 communities over a 25-year period to the mid-
1980s, it was estimated that the loss of employment due
to the base closings was 93,000, but that the new employ-
ment generated was 138,000.%

THE COST OF TRANSITION TO ALOWER MILITARY
ESTABLISHMENT: THE ENVIRONMENT

During the 40 years of the cold war, particularly during
the early years, there was relatively little appreciation of
the hazards of nuclear power and of the environmental
damage that was being caused. Now attention can be di-
rected from producing nuclear weapons to cleaning up
the environment. The environment was not polluted only
by nuclear programmes and the leaking of radioactive
wastes into the soil. Chemical byproducts were also dis-
posed of in an unsafe fashion and unexploded shells
were left on firing ranges.

The scale of the clean-up is likely to be very large,
particularly in the United States, which had the largest
military establishment and a large nuclear programme.
By autumn 1991, the Pentagon had investigated 17,500
sites on 1,855 installations in the United States and found
that 11,000 were likely to warrant future restoration
work.>* These estimates exclude environmental damage
in installations outside the United States. In fiscal year
1993, $3.7 billion was earmarked in the defence budget
for the clean-up of pollution o military bases. A further
$5.5 billion was requested for cleaning up the pollution
from the Department of Energy’s nuclear weapon pro-
grammes. As the clean-up progresses, new technologies
could be developed that would reduce costs; further evi-
dence of pollution could also be produced. In these cir-
cumstances, estimates of the time scale and eventual to-
tal cost of the clean-up are necessarily subject to wide
margins of error. One estimate for the total cost over 30
years of removing contarnination from military bases
and Energy Department sites was $400 billion.*® This
clean-up work could provide alternative sources of reve-
nue for military contractors, although doubts have been
expressed on whether such work could compensate for
the cancellation of military production.®®
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THE COST OF WEAPON DESTRUCTION

With the enhanced emphasis on environmental protec-
tion, weapon destruction is likely to be more costly than
before.

In the 1960s, for instance, the primary method of
disposing of United States chemical weapons and muni-
tions was dumping at sea. In 1969, the National Acad-
emy of Sciences called for an environmentally sound
method. In 1984, the United States formally adopted di-
rect incineration as the preferred method of destroying
its chemical stocks.” Its first full-scale destruction facil-
ity is the Johnston Atoll Chemical Disposal System
(JACADS) in the Pacific. Eventually, the United States
hopes to have a destruction facility at each of its nine
chemical stockpile sites. As safety is the overriding con-
cem in destruction, delays and rising costs can be ex-
pected. Between 1985 and 1988, the estimated cost of the
United States chemical destruction programme dou-
bled.*® One recent estimate of the cost of destroying the
United States chemical weapons, including verification
costs, was over $6 billion.”

Similar considerations apply to the destruction of
nuclear weapons, where environmental concems and
safety should be the first priorities. The size of the reduc-
tion depends on the final outcome of negotiations and
unilateral steps. In 1991, before the START treaty was
signed, it was estimated that the strategic forces of the
Soviet Union and the United States had a total of 10,877
and 11,602 warheads, respectively. If implemented, it
was calculated that the START treaty would have cut
these to 6,940 and 8,592 warheads, respectively, by the
late 1990s.% In his State of the Union address, President
Bush proposed eliminating all the United States 10-war-
head MX-missiles, converting all other land-based mul-
tiple-warhead missiles to single-warhead models and
cutting by a third the number of sea-based ballistic mis-
sile warheads. Each side would thus have about 4,500
warheads deployed on long-range nuclear weapons.
These proposals were accepted by the Russian Federa-
tion, which proposed even lower limits of about 2,500
warheads for each country.

Whatever the final results in terms of the number of
warheads destroyed, a very considerable expense will
have to be incurred by the developed market economies
not only in destroying their own nuclear weapons, but
also in assisting in the destruction of the nuclear weap-
ons of the Commonwealth of Independent States. In
1991, the United States Congress voted to set aside $400
million to help the Commonwealth destroy its weapons
of mass destruction. It is impossible to estimate the final

cost of the destruction of nuclear weapons because of the
lack of experience in this field.®

The platforms on which weapon systems are
mounted, such as tanks, ships and aircraft, cannot easily
be converted to civilian use: for instance, it is probably
cheaper to buy a tractor or a fire engine than to convert
the chassis of a tank to one, and cheaper to build a
freighter than to use a decommissioned destroyer for
cargo.®® However, the environmental and safety factors
in the destruction of conventional weapons are not so
complicated as they are with chemical or nuclear weap-
ons. The technology of cutting up equipment and melt-
ing down the scraps to recover the original metal is well
known. The cost of labour seems the determining factor
in the cost of destruction: it takes between 300 and 500
man-hours to cut up a tank whose scrap value would be
about $4,000.°

The destruction of conventional equipment could
not, then, be expected to place insuperable costs on the
countries undertaking it. However, destruction is made
necessary not only by the terms of arms reduction agree-
ments,* but also to prevent the weapons being recom-
missioned or sold.

THE COST OF VERIFICATION

The technology to verify arms reduction agreements is
continually developing. Therefore, as with the destruc-
tion of nuclear weapons, it is difficult to begin to estimate
the costs of verification. However, verification technolo-
gies could have important civilian applications. For in-
stance, French experiments with Thomson-CSF air-
borne radar used to detect submarine periscopes indi-
cated that this system had the potential for locating tuna
shoals more accurately.65 In turn, this could render obso-
lete the practice of driftnet fishing for tuna, which hasled
to the netting and killing of dolphins. It is also possible
to envisage the sharing and mutual development by dif-
ferent countries of verification technologies that would
lead to a reduction in costs.

AN OVERALL ASSESSMENT OF THE ECONOMIC COSTS
OF MOVING TO ALOWER MILITARY ESTABLISHMENT

Environmental clean-up costs are being incurred be-
cause of a perceived necessity. The end of the cold war
allowed attention to be directed to the environmental
consequences of much military activity, but environ-
mental clean-up could not have been indefinitely de-
layed, and further delays would only have added to total
eventual costs.
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The financial costs of these various operations re-
flect the volume of resources they consume. Capital and
human resources are being employed in tasks which fre-
quently have or could have a direct civilian application.
This is the case with environmental clean-ups and veri-
fication techniques. The experience that enterprises ob-
tain in these military-related activities could help pre-
pare them for subsequent civilian operations: the short-
term costs involved could lead to longer-term civilian
benefits.

Similarly, recent research indicates that enterprises
moving from military to civilian production often find
that it is more economic to shut down existing produc-
tion facilities and build new facilities for civilian produc-
tion than to attempt to convert existing facilities to civil-
ian production. The view that conversion would be a
matter of mechanical re-engineering of facilities from
military to civilian production was cast into doubt by the
experience of the Soviet Union; the experience of the
market economies confirms that such a short-term
change-over is seldom realistic. If the longer term struc-
tural adjustment of economies towards a position where
the military sector and military production are consider-
ably smaller is successful, the benefits should certainly
outweigh the costs of the transition.

ARMS TRANSFERS

There is great concern about fuelling armsraces in devel-
oping countries. This concern is not just about the trans-
fer of surplus weapons to them, but about the possibility
of defence-industry scientists from the former Warsaw
Treaty Organization States finding employment in third
countries which wish to develop their own weapons of
mass destruction. The United States decided to appropri-
ate $25 million to assist the Commonwealth of Inde-
pendent States to establish an international science and
technology centre that would support scientists of the
Commonwealth in redirecting their talents to non-mili-
tary endeavours. Westem European countries were ex-
pected to help fund the centre.

The effects of the rejection of ideological confron-
tation by the Governments of the Commonwealth of In-
dependent States and eastern Europe on the trade in arms
are difficult to predict. Some exporters, such as Czecho-
slovakia, have stated their intention not to export arms to
developing countries, but this is proving difficult to
achieve. However, the dismantling of much of the for-
mer Soviet Union’s weapons industry has meant that the
Commonwealth’s role in the arms trade will be consider-
ably diminished, although there is the possibility that

some excess Commonwealth supplies will find their
way on to international markets.

The United States is the largest arms exporter, but
it is also a large importer of arms and, as table V1.7
shows, during the period 1985-1989 was the largest re-
cipient of arms transfers among the developed market
economies.

The arms trade is dominated by political considera-
tions, with countries often encouraging domestic pro-
duction instead of making foreign purchases, or deliber-
ately restricting their exports to certain countries or re-
gions. This is also shown in table V1.7. The countries that
had fairly free access to the United States market—its
friends and allies—tended to obtain their arms imports
from that country. There were exceptions——the special
relationship that Finland had with the Soviet Union is re-
flected in a high degree of dependence on that country for
its arms supplies, while South Africa was excluded from
the United States arms market for political reasons. The
other large exporters—France, Germany and the United
Kingdom—relied very heavily upon the United States
for those supplies that they did not produce domestically.
In all, the industrialized countries purchased over three
quarters of their supplies from the United States.

The sophistication of United States weaponry
means that, if domestic producers were to make up for
declining sales at home by exporting to developing
countries,® existing arms races in those countries would
become more expensive, being not only over quantity
but also over quality. Apart from the dangerous implica-
tions for world peace, such qualitative arms races would
be a massive waste of the resources of developing coun-
tries and could set back their socio-economic develop-
ment.

Steps are being taken to avert such arms races.
There was considerable conceri after the war in the Per-
sian Gulf to ensure that arms exports, particularly into
the Middle East, were monitored carefully. On a pro-
posal from the United States, the permament members of
the Security Council took an initiative to meet in July and
October 1991 in Paris and London to work out guide-
lines to restrain their conventional arms transfers to all
regions and to ensure the non-proliferation of weapons
of mass destruction.”” In their Paris communiqué, they
“agreed to support continued work in the United Nations
on an arms transfer register to be established under the
aegis of the UN Secretary General, on a non-discrimina-
tory basis, as a step towards increased transparency on
arms transfers and in general on military matters”. In
1991, the General Assembly, in resolution 46/36 L, re-
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Table VI.7.

Arms transfers among the developed market economies, 1985-1989

Millions of current United States dollars

Recipient Source
United States
percentage United Eastern Other
Total of total USSR France Kingdom Germany Europe Europe Other

United States 9930 - — —_ 1300 2700 900 5 1300 3725
Japan 5490 5300 96.5 — 10 160 20 — — —
Australia 4550 4100 90.1 — 30 130 80 —_ 190 20
Germany 3530 2600 73.7 — 360 60 — — 10 500
Spain 3335 2 800 84.0 — 70 210 10 —_ 230 15
Greece 3210 1800 56.1 90 1000 — 210 20 60 30
United Kingdom 3200 3200 100.0 —_ — — — — — —
Netherlands 2560 2200 85.9 — —_ 10 330 _— 20 -—
Switzerland 2210 450 20.4 —_ 30 350 1200 —_ 20 160
Belgium 1460 1400 95.9 — 60 — — — — —-—
Norway /1275 675 52.9 — 10 — 60 —_ 525 5
Italy 1220 1200 98.4 —_ — —_ o — — 20
France 980 900 91.8 — — 10 — —_ 60 10
Canada 825 735 89.1 —_ —_ — —_ — 90 —
Finland 650 50 79 440 20 40 — — 100 —_
Denmark 570 500 87.7 — 20 20 — — 30 —
Sweden 540 420 77.8 — 20 30 40 — 30 —
Portugal 390 250 64.1 —_ 30 — 20 —_ 40 50
New Zealand 315 190 60.3 — — 30 20 —_ 5 70
Austria 240 70 29.2 — 10 - — — 160 -
South Africa 185 5 2.7 —_ — — 30 —_ — 150
Ireland 90 40 44.4 —_ 20 20 —_ —_ 10 —
Luxembourg 40 40 100.0 — — — — — — -
Non-United States 36865 28925 78.5 530 1690 1070 2020 20 1580 1050
Total developed 46795 28925 61.8 530 2990 3770 2920 25 2880 4755
market economies
USSR 5910 — — — — — — 5900 10 —
Non-Soviet Warsaw Pact 17 755 — — 15500 30 — 20 2175 20 10
Economies in transition 23 665 — — 15500 30 — 20 8075 30 10
Total non-developing 70460 28925 411 16030 3020 3770 2940 8100 2910 4765
countries
Developing countries 186125 31355 17.0 86435 15055 10325 3250 9875 11090 18540
OPEC 70235 6375 9.1 19130 10450 8290 380 6020 6735 12855

World 256585 60480 23.6 102465 18075 14095 6190 17975 14000 23305

Source: United States Arms Control and Disarmament Agency, World Military Expenditures and Arms Transfers, 1990 (Washington, D.C., 1991).

- quested the Secretary-General to set up this register,
which would cover imports and exports of certain types
of conventional weapons.

THE FUTURE FOR THE PEACE DIVIDEND

The main lesson from the discussions about the peace
dividend may be that the greatest peace dividend coming
from the end of the cold war is peace itself and that inter-

national action and cooperation are required to achieve
it.

A critical issue concerning military spending and
industrial reorganization in the developed market econo-
mies is what will happen in the United States, the pre-
eminent military power. Now that the strategic situation
has changed radically, the United States is locking at its
military structure and reviewing the options. Some sug-
gestions might be controversial® and the executive
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branch, the legislature and the media can be expected to
review very carefully the contingencies that the armed
forces are supposed to meet and the underlying assump-
tions. Alternatives, often involving an enhanced role for
international cooperation, particularly through the
United Nations, are often invoked.

The force of arguments for a careful scrutiny of the
defence posture comes from the growing appreciation
that a country’s security and its international standing
depend not just upon its military strength, but also upon
the robustness of its economy, which reflects its domes-
tic spending priorities, and upon its ability to participate
in international cooperation. Security can never be meas-
ured solely in terms of an individual country’s military
strength; security also depends upon the confidence a
country can place in its neighbours and other countries,
mutually beneficial economic cooperation, the stability
of a country’s import supplies and the ensured access to
markets for its exports, as long as they remain competi-
tive.

The ongoing domestic debate within the United
States on the kind of role it expects to play in the world

and, by implication, the kind of military it will have, is of

profound importance not just for the country itself, but
for the overall global community.

With the end of the cold war, the participation of
United States forces in peace-keeping operations can be
envisaged. The concept of peace-keeping is itself being
refined with experience and, unfortunately, new con-
flicts. In this connection, it has been suggested by a for-
mer United Nations official that countries which find it
difficult to pay their assessments for peace-keeping
should shift this cost to the defence budget rather than the
diplomatic or foreign aid budgets, which tend to be much
smaller.”

In the longer term, then, the question of a peace
dividend can be seen not so much as one of how to spend
a given volume of resources or compensate for the short-
term demand-reducing effects of cuts in military expen-
diture, but of how the military structure and the resources
that it currently absorbs should be redesigned to support
anew system of global relations. The large volume of re-
sources absorbed by the military are potentially avail-
able for helping resolve some of the most important
problems on the global agenda and for making possible
sustained socic-economic advance in a peaceful interna-
tional environment.
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Vi

Entrepreneurship and

the development challenges
of the 1990s

nfavourable global economic conditions and disap-
Upointments with past development strategies have
focused new attention on domestic policies and institu-
tions. A growing consensus recognizes that appropriate
interaction between government activities and market
forces, rather than exclusive emphasis on one or the
other, provides the most conducive environment for
tackling the complex problems of sustained economic
development and the alleviation of global poverty. Al-
though it would be naive to assume that there is any sim-
ple solution to these problems, a longer-term vision of
change in which entrepreneurship has a key role can
open new perspectives on the challenge of develop-
ment.'

This chapter sets forth a number of key features
pertaining to entrepreneurship and its role in bolstering
productive potential and promoting rapid restructuring.
The chapter begins with a reassessment of the concept of
entrepreneurship and offers some broad historical les-
sons drawn from the performance of rapidly developing
economies over the last century. The nature of an ena-
bling environment for private enterprise is outlined and
more specific institutional requirements and policy
measures in support of productive entrepreneurship are
suggested. Experiences with entrepreneurship in Africa,
Asia and Latin America, as well as the transition econo-
mies in the eastern part of Europe are presented in the lat-
ter part of the chapter.

ON THE CONCEPT OF ENTREPRENEURSHIP

Because the development challenge facing many econo-
mies involves the simultaneous destruction of a consid-
erable proportion of existing capacity and the installa-
tion of new capacities, geared in many cases towards the
production of altogether new goods and services, it is
useful to recall Schumpeter’s idea of entrepreneurship as
“creative destruction”. This implies a process of unset-
tling and unseating the established routines of producing
and distributing goods and services through the intro-
duction of new knowledge or the combination of old
knowledge in radically different ways with the goal of
improving the competitive strength of the productive
unit into which the change is introduced.

Although it provides a useful backdrop, the tradi-
tional Schumpeterian analysis concentrates on dramatic
technological breakthroughs by a single individual or
firm driven by the expectation of monopoly rents, and ig-
nores the wider institutional innovations that must be an
integral part of economic transformation and the incre-
mental and cumulative changes of products, processes
and organization that are a permanent aspect of success-
ful entrepreneurship. In both respects, entrepreneurship

calls for learning, imitating and experimenting capabili-
ties in addition to the more familiar qualities of risk-tak-
ing and a willingness to challenge established producers.
Moreover, the assumption that the profit motive guaran-
tees creative outcomes fails to distinguish among differ-
ent types of entrepreneurial activity in terms of their ef-
fect on the growth potential of the economy.

Given the variegated and complex nature of mod-
em entrepreneurship, it is helpful to distinguish among
entrepreneurial activities, capabilities and environment.
Entrepreneurial activities are the actual processes of in-
troducing new knowledge to transform the existing use
and combination of resources, improve the availability
and quality of goods and services and increase the effec-
tiveness of organizations and markets through which
wealth is generated and distributed. As such, entrepre-
neurial activities are not exclusively aimed at improving
cost competitiveness or, for that matter, at yielding wider
benefits for the economy as a whole. Indeed profit incen-
tives may encourage activities that aim to divert existing
resources rather than create something new.’

A distinction among productive, unproductive and
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destructive entrepreneurial activities helps to identify
both the actual and possible developments facing devel-
oping countries.® Productive activities are those that
eventually will have to be promoted in order that coun-
tries may attain a sustainable, higher-level growth path.
Unproductive entrepreneurship involves rent-seeking
activities of questionable value to society as a whole, al-
though it is possible that unproductive entrepreneurial
activities can give rise to or be transformed into produc-
tive entrepreneurship. Destructive entrepreneurship
leads to subtracting value from society, perhaps by inhib-
iting the emergence of productive entrepreneurship. To
the extent that unproductive and destructive activities
predominate, the outlook for the emergence of produc-
tive entrepreneurship, and hence an important stimulus
to regaining a new, self-sustaining growth path, remains
poor.

Seen in this light, promoting entrepreneurial capa-
bilities and an environment conducive to productive en-
trepreneurship takes on great significance. Entrepre-
neurial capabilities encompass attitudes, knowledge and
skills required to engage in productive entrepreneurship.
This involves more than simply risk-taking or the knowl-
edge required to purchase and install the appropriate
technologies. Rather, it involves a broadly based com-
mitment to learning, imitating and experimenting by

productive agents throughout the economy. In this sense
entrepreneurial capabilities will not be the exclusive pre-
serve of one individual but will often reflect the collec-
tive endeavours of diverse groups of people, both within
and outside the firm.

The expansion of the private sector and the emer-
gence of a variety of independent practices geared to
profit-making are necessary conditions of entrepreneur-
ship. But these are not necessarily sufficient conditions
for the emergence of productive entrepreneurship. And
in any case, productive entrepreneurship is not always a
spontaneous outcome of self-interested behaviour and
many activities are likely to be unproductive or even de-
structive, particularly where a very uncertain future pre-
sages short-term horizons. This represents a situation of
incipient entrepreneurship. An urgent task facing the
transforming economies in eastern Europe in particular
must be creating the appropriate capabilities with which
to enhance productive entrepreneurship. The agenda of
infant entrepreneurship combines the tasks of encourag-
ing and disseminating appropriate entrepreneurial capa-
bilities among individuals and organizations and con-
structing an enabling environment in which these capa-
bilities can be fully utilized in productive activities.
Once established, the evolution towards a more mature
entrepreneurship should be a realistic goal.

NATIONAL SYSTEMS OF ENTREPRENEURSHIP IN MARKET ECONOMIES

‘Why some societies have grown more quickly than oth-
ers is a complex question to answer. An obvious starting
point is to look for possible lessons from countries that
have successfully traversed the path from rapid eco-
nomic growth to long-term development. Needless to
say, policies and institutions that have worked for one
country may not produce the desired results in a different
socio-economic context. However, to the extent that eco-
nomic development can be described as catching-up
with more advanced countries through imitation and ad-
aptation of the institutions that have fostered rapid
growth, identifying the relevant institutions seems a
logical starting point.

THE STRENGTHS AND WEAKNESSES
OF PRIVATE ENTERPRISE

The acceleration of the pace of economic change over
the past two centuries reflects more than the augmenta-
tion of factor inputs. Indeed, the rapid assimilation of
frontier technologies, the continual upgrading of goods

and services, and the reorganization of production, dis-
tribution and marketing have played a critical role in ac-
celerating the pace of economic growth and prosperity.
Productive entrepreneurship broadly describes this
process of transformation. The experiences of late devel-
opers show that a national system of entrepreneurship*
describing a network of public and private incentives
and linkages that encourage risk-taking, leaming, imitat-
ing and experimenting is essential to rapid economic
growth. In this respect late developers have adopted
mixed-economy models, with varying combinations of
incentives and linkages.

A private-enterprise economy is characterized by
firms with well-defined property rights who contract
with other firms, financial institutions and individuals to
guarantee their necessary supply of inputs and the distri-
bution of their output. Decisions affecting the activity of
producing and distributing goods and services are the re-
sponsibility of individual owners or their delegates—
usually those managing the firm. The information neces-
sary to carry out transactions is supplied through market
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prices and motivated by self-interest within the national
macroeconomic and legal frameworks. The advantage
of such a system is the decentralization of decision-mak-
ing. Individual responsiveness to price signals removes
the need for a complicated structure of authority through
which information is gathered and disseminated and
guarantees an element of responsiveness and flexibility
in the system. In addition, the proliferation of sources of
innovation that accompanies decentralization and the re-
ward of transient quasi rents encourage risk-taking
through experimentation and the institutional frame-
work in place is sufficiently flexible to respond ade-
quately to this need. The private-enterprise system
thereby not only accommodates different individuals
seeing different opportunities in a diversity of ways but
also ensures that winners and losers are determined in an
actual contest.’ However, whereas speed as such may be
essential to each individual unit in a private-enterprise
system, the direction of change may be more important
for the system as a whole. In this respect, innovation and
productive entrepreneurship may not be best served by
unrestrained private enterprise. Consequently, rapidly
developing economies have established various organ-
izational mechanisms to enhance and in some cases sup-
plement the creative role of markets.

THE MODERNIZING STATE

Prior to the period of rapid economic development and
industrialization in developed market economies, the
orientation of State activities with respect to economic
affairs was governed by a system of tutelage and patron-
age favouring existing routines rather than fostering in-
novation. Consequently, breaking the links with non-
productive activities and the associated interest groups
was a conditio sine qua non of modem development. The
initial shock was often exogenous.®

But disruption alone is not enough to ensure a crea-
tive role for the State. In this respect, two conflicting
pressures have shaped the formation of modemizing
States. On the one hand, the State has had to accept, and
indeed encourage, a more flexible economic structure
supportive of independent entrepreneurial activity. This
process of liberalization was often initiated through the
sale of State property or the loosening of the legal and fis-
cal frameworks that impeded buoyant economic activ-
ity.” Subsequently, transforming economies have
evolved a competition policy that recognizes the positive
stimuli coming from the entry of new producers and the
exit of established, but less competitive firms. Although
many countries or areas have succeeded in developing

rapidly with little government ownership (Hong Kong,
Japan and Sweden), some modest public ownership par-
ticularly of infrastructure (Singapore and the Republic of
Korea) or more extensive control extending into industry
itself (Austria, Finland, France and Taiwan Province of
China) is not inconsistent with the activities of amodern-
izing State.

On the other hand, regardless of the precise mix of
private and public ownership, the State has acquired ca-
pabilities and leverage to force the pace and direction of
economic change, and to respond to entrepreneurial ac-
tivity developing in unproductive directions and in ways
that would not enhance national productivity and com-
petitiveness. In this respect, the formation of new State
institutions and ministries with creative, rather than sim-
ply dictatorial or reactive, links to independent private
economic agents has been crucial.® These State capabili-
ties have often been fostered through infrastructural de-
velopment (as in Austria, Finland, France and Sweden)
and/or agricultural restructuring (as in Japan, Republic
of Korea and Taiwan Province of China), establishing
the skills and linkages that could subsequently be em-
ployed in the more challenging areas of industrial trans-
formation. Above all the State created a modern educa-
tion system to support a broadly based development of
human capital and the creation of appropriate vocational,
particularly engineering, skills that enhanced experi-
ence-based learning.®

Such educational reforms have established long-
term learning strategies and tolerance of experimenting,
which has developed into a national commitment to in-
novation with a particularly high value placed upon re-
search and development (R&D).'°

INDUSTRIAL LEADERSHIP

An ideal private-enterprise economy would comprise a
large number of small firms. However, the industrial
structure generated by successful national systems of en-
trepreneurship comprises firms of varying sizes. Cer-
tainly small and medium-sized firms provide many of
the horizontal relations characteristic of a market-type
economy and encourage organizational flexibility; they
can provide employment opportunities in rapidly devel-
oping economies. However, large firms are particularly
supportive of entrepreneurial activity that involves
economies of scale and scope. This is true of much R&D-
intensive industry, especially those firms involving a
commitment to basic research or where the imitation of
new products and processes from international sources
is involved. Moreover, the financial stability and the
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ability to persevere with a project through its initial
stages of commercialization favour entrepreneurial ac-
tivity involving sizeable initial investments, such as in
the case of new production technologies. The chemicals
industry, transportation equipment and machinery for
heavy industry typify industries where entrepreneurship
is best harnessed through larger firms. Sweden, for ex-
ample, has a remarkable number of large international
companies that dominate domestic supply and have been
encouraged despite strong domestic anti-trust policy; in
Japan the post-war attempt to break up the zaibatsu mis-
carried as new types of association, the keiretsu, were
quickly reconstituted; the chaebol (inherited from colo-
nial times) in the Republic of Korea were preserved even
in the drive against industrial corruption by the Park
Government in the 1960s; and in post-war France, and
more recently in Taiwan Province of China, large State-
owned enterprises have been established as technologi-
cal leaders. In these cases, larger corporations have pro-
vided the basis of a strong employers’ organization that
could articulate an independent voice for industry or
have forged informal contacts with the Government to
press their demands.

However, sectors with smaller-scale producers
have, through the entry of new firms, been an important
source of entrepreneurship and economic dynamism.
This is particularly true in certain areas of precision en-
gineering, but also in consumer goods and craft-based
industries, often drawing on strong family or regional
ties as a source of dynamism. Moreover, even where
large firms have taken a prominent role, the links be-
tween large and small firms have become increasingly
important, such as in the more sophisticated Japanese
and Swedish engineering sectors, where extensive sup-
plier networks have supported a flourishing entrepre-
neurial environment.

INTERNATIONAL INTEGRATION

Competitive pressure has not only come from domestic
Tliberalization but through integration into the interna-
tional economy. Building export capacities is essential to
rapid growth. It not only provides the resources to fi-
nance imports of machinery and debt service, but also
the opportunities of scale economies, a cost discipline on
domestic producers and increased awareness of product
standards. But export promotion has not meant blind ac-
ceptance of market competition. External competition
* from mature industries can prevent new entrants from
establishing the required capabilities to foster produc-
tive entrepreneurship. Consequently, a wide variety of

strategic measures have been employed to direct interna-
tional market pressure.

Tariffs have been used extensively but selectively.
The development of both Japan and Sweden testifies to
the benefits that can be achieved by pursuing an out-
ward-looking strategy behind temporary protective
walls; protection of agriculture in late nineteenth century
Sweden acted as an incubator for more important infant
industries and in inter-war Japan, protection was part of
a broad strategy to build an endogenous technological
base through reverse engineering. Most westem Euro-
pean and North American economies raised their tariffs
during periods of rapid development." The Republic of
Korea and Taiwan Province of China have employed a
variety of selective controls on imports and selective
subsidies for exports; both have developed incentive
schemes that tie export performance to import capaci-
ties, although such schemes have diminished in impor-
tance as the industries mature.

International integration of the goods market has
often been related to other external linkages. Access to
foreign capital and technology has played a critical role
particularly in the early stages of development. Sweden
was the largest debtor nation in Europe in the late nine-
teenth century, and the Republic of Korea was highly in-
debted during its early stages of development. Japan was
more cautious in its formative stages of development in
the late nineteenth century and Taiwan Province of
China has hardly resorted to foreign private capital mar-
kets. But careful government monitoring, strong em-
ployers’ organizations or networks of professionals, in-
cluding financiers, have ensured the development of en-
dogenous entrepreneurial capabilities. Foreign direct in-
vestment has been used to access the latest technology
and transfer appropriate capabilities in a number of
countries' but functional support through training and
selective intervention to ensure the evolution of more so-
phisticated technologies have been necessary.

INDUSTRIAL BANKING

An appropriate financial structure is essential to an en-
trepreneurial mixed economy." However, there can be
no assumption that the interests of private banks and the
producers of goods and services will coincide through
market signals. Considerable diversity, in fact, charac-
terizes market-type financial systems. These differences
are not only apparent between countries of a “bank” or
“stock exchange” orientation, but also between those
that have adopted a similar design. These differences re-
flect the evolution and adaptation of financial institu-
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tions and regulations in market economies to their par-
ticular pattern of development, changing economic
structures and specific demands for financial services, as
well as to tradition and cultural influences.

However, productive entrepreneurship requires
certain common responses from the financial system.
Giving up existing routines and experimenting with
novel paths for solving problems entail considerable risk
and are likely to involve longer gestation periods when
profits are uncertain. Many such projects are proposed
and carried out by newcomers, often by small busi-
nesses, lacking established contacts with financial insti-
tutions or the corporate sector. Although the challenge is
probably bigger for individuals and smaller firms than
for large corporations, their situation in facing a new op-
portunity is similar in many ways.

In order to support such activities, some kind of in-
dustrial banking has to be developed. It must be capable
of identifying and selecting entrepreneurs with some po-
tential for success, realistically assessing risks associ-
ated with various entrepreneurial projects and adjusting
credit arrangements, assisting and cooperating with
would-be entrepreneurs in launching and managing pro-
jects providing a variety of standard and non-standard
services. This capability involves adequate professional
knowledge (such as strategic management, industry as-
sessment and credit options), skills (risk-assessment
techniques) and an appropriate risk orientation.

Sometimes the financial system has been closely
controlled by the State. In other cases it has evolved un-
der the auspices of powerful industrial bankers or as part
of larger industrial conglomerates. In all cases, however,

their success has derived from the establishment of long-
term financial relations and a necessary element of trust
and familiarity between suppliers and capital recipients.
The nature of support has varied, ranging from direct
subsidization through favourable repayment schedules
and at below-market interest rates; guaranteeing equity
issues or directly purchasing shares; establishing link-
ages between firms with complementary activities; and
in many cases, the banks themselves becoming agents of
restructuring in the face of faltering enterprise perform-
ance.

The importance of entrepreneurship lies in its
transformative function. Private enterprise provides a
powerful but incomplete incubator for productive entre-
preneurship. In successful national systems of entrepre-
neurship a diverse mixture of market incentives and non-
market relations has facilitated rapid growth. A success-
ful system provides the opportunity for entrepreneurial
activity by removing constraints, improving information
flows and enhancing the capabilities of learning, imitat-
ing and experimenting, and sharing the risks surround-
ing entrepreneurial activity. This creative element is ac-
companied by the removal of existing routines and skills
threatening the interests and livelihood of “traditional”
groups in society. Some way of managing the conflict ac-
companying productive entrepreneurship must be
found. Historically, and with varying degrees of success,
it has been achieved through widely divergent political
structures, authoritarian or hierarchical control, corpora-
tist traditions or the extension of already robust demo-
cratic practices.

ESTABLISHING AN ENTREPRENEURIAL ENVIRONMENT

Over the past decade the failure of many developing and
planned-economy countries, the unmanageable domes-
tic and external debt, the misallocation of capital, fiscal
imbalances, uneconomic subsidies and inefficient State
enterprises have destroyed the belief in the elusive bene-
fits of planned development, and “market-friendiy re-
forms” are now urgent in support of private enterprise
and decentralized decision-making.

The goal of establishing and extending a viable pri-
vate-enterprise economy has revolved around three in-
terlocking sets of measures: liberalization, privatization
and stabilization. The precise policy mix differs depend-
ing upon the legacies and constraints facing any particu-
lar economy and the potential resources they have avail-
able. However, the common emphasis is on the unim-

peded use of market signals and the establishment of an
environment that enables entrepreneurs, managers and
suppliers of productive factors to respond in the most ef-
fective manner to price information.

LIBERALIZATION

Markets, almost by definition, provide a framework
within which micro-economic agents voluntarily engage
in contracts. These may be tacit or explicit, but transac-
tions involve an agreed modus for transferring a good,
service or production factor (and oftentimes only its
service streams) from one agent to another using price
information. The ready availability of such information
establishes competitive pressures as central to the out-
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comes of a market economy. This can work smoothly
only if basic institutions of property rights are in place
and agents obtain access to resources with which they
can seek to increase their income stream.

Despite its integral role there are markedly differ-
ing expectations attached to the liberalization process.
On the cone hand it signals a decisive break with a pre-
vious regime of hierarchical and politically prescribed
economic coordination. On the other hand, by providing
the most hospitable environment for self-motivated indi-
viduals, liberalization is expected to improve welfare by
eliminating shortages, increasing the responsiveness of
domestic producers and creating an environment suit-
able for longer-term economic prosperity through ex-
plicit policy actions encouraging the flexibility of mar-
ket-based adjustment. The precise relation between
these two aspects of liberalization is complicated and
continues to form part of the debate on the proper se-
quencing of reform (see box VIL1).

Certainly, a competitive environment in which
firms must continuously assess their current costs and re~
spond to changing consumer demands through appropri-
ate investment and restructuring strategies harbouring
significant growth potential is a necessary condition of
entrepreneurship. However, competition does not sim-
ply take place through price considerations nor does it re-
turn an economy to some well-defined equilibrium state.
Rather, exit and entry pressures provide the rewards and
sanctions that foster continuous change through the in-
troduction of better ways of doing things. In this respect,
two areas of competition policy merit attention.

The relatively unencumbered entry and exit of
firms is essential. A new—or renewed—class of entre-
preneurs will thereby be encouraged to establish firms
offering unfamiliar products or producing existing prod-
ucts in more effective ways. In addition, emerging small
firms can be expected to impart an important element of
organizational flexibility and provide a valuable source
of employment. The incentives to encourage these new
activities require, in addition to a robust price system, a
legal and fiscal framework to ensure that the potential
profitis captured by the innovative firm; the introduction
of alegal code enforcing contracts and regulating cartels,
mergers and market power; the establishment of a patent
system; and the introduction and effective implementa-
tion of bankruptcy laws. Only then can markets provide
an environment in which creative entrepreneurship
could begin to prosper.*

In addition, productive entrepreneurship must as-
semble a series of complementary activities and create

an interactive environment conducive to learning and in-
formation exchange. A critical issue is how quickly firms
develop the entrepreneurial capabilities needed to func-
tion in this new environment. The lack of competent
managers with the requisite technical and personnel
skills poses an obvious barrier to growth. Publicly
funded training programmes can be effective in this re-
spect, and policies in support of a mobile labour force
with the appropriate skill profile are needed.

PROPERTY RIGHTS AND PRIVATIZATION

Although public and private property may have very dif-
ferent effects on the allocative and productive efficiency
of resource use, including their dynamic efficiency, in
both cases if the owner does not exercise direct property
rights a manager must be employed, which gives rise to
the so-called principal-agent. An effective monitoring
system is required."”® Changing from public to private
property rights does not intrinsically alter this need for
monitoring managerial behaviour and company per-
formance.

Property-rights embody features that do not neces-
sarily pertain to private ownership per se. Certainly,
property rights’ reform includes assigning property
rights to existing assets, and here the overlap with pri-
vatization is obvious. However, protecting existing
property rights through monitoring, incentives and legal
enforcement mechanisms refers more broadly to gov-
ernance structures. In addition, the assignment and guar-
antee of property rights to assets to be created from pub-
lic and private savings is critical to elicit new savings and
the formation of small and medium-sized enterprises
that can form the backbone of successful entrepreneur-
ship and provide the platform whence a new, self-sus-
tainable growth path can take off.

Although examples of efficient public enterprises
exist in both developed and developing countries, it is
now widely felt that taking the State out of the decision-
making process about the allocation of assets that it
nominally owns is one of the most urgent and difficult
tasks confronting transforming countries, particularly
those of eastern Europe,'® but also developing countries
that had established large State sectors. The process of
removing the State from micro-managing the allocation
of capital assets forms the subject proper of privatization
in developing economies. The desirability of doing so
depends upon the existing environment for private enter-
prise and on how quickly improvements in this environ-
ment can be brought about. This is particularly important



BOX VII.1.

Structural adjustment and the sequencing of policy

ACROECONOMIC stability and liberalization
have been identified as mutually enforcing
conditions of productive entrepreneurship.
Policy measures identified with the former
mainly work on the demand side, reducing
inflation and balance-of-payment difficulties
through sound fiscal and monetary policies
and a competitive and flexible exchange rate.
Regaining stability is seen as essential to
promoting higher rates of domestic saving
and investment, attracting foreign capital
and technology and retaining the trained
labour force, all of which are possible
prerequisites of productive entrepreneurship.
However, stabilization is unlikely to sustain
longer-term growth without the structural
reforms that can ensure the appropriate sup-
ply-side response and the effective use of
capital. These reforms have been identified
with the removal of regulations impeding
market flexibility, such as price controls,
subsidies, trade barriers and procurement
policies.

The implementation of both sets of re-
forms and the appropriate relation between
them are surrounded by trade-offs, credibil-
ity questions and timing problems that en-
gage the capacities of politicians as well as
the technical competence of economists.

The process is complicated by the fact that
accompanying institutional reforms—pri-
vatization, deconcentration, demonopoliza-
tion and financial restructuring—will meet
resistance from vested interests, and that con-

siderable social costs will accompany such
reforms. Finally, the effectiveness of any pol-
icy agenda will be influenced by develop-
ments in the global economy. Consequently,
and although some policies can be intro-
duced more quickly and effectively than oth-
ers, a suitable sequencing of the process of re-
form is necessary.

All these factors will have a bearing on
the emergence of productive entrepreneur-
ship. The sequencing of reform has not paid
sufficient attention to the interaction be-
tween macroeconomic stability and entrepre-
neurship which is by definition a destabiliz-
ing process. Inadequate demand, high inter-
estrates, liquidity problems, low profitabil-
ity and high failure rates may be as great an
obstacle to entrepreneurship as high rates of
inflation, underfunded public infrastructure
and an uneducated and polarized workforce.

The recent lessons from the east have
raised new issues in the sequencing of reform
that in part reflect the particular legacies of
these economies. It seems increasingly appar-
ent that in a second-best world where theo-
retical simplifications rapidly break down, a
considerable degree of pragmatism is called
for in the search for appropriate strategies to
bolster the supply side. The required linkages
to establish productive entrepreneurship will
not evolve spontaneously with the correction
of short-term imbalances and must anyway
depend on the type of market economy that is
aimed for.

in transforming economies that previously relied over-
whelmingly on the central allocation of resources.

A rich literature on the mechanics of privatization
has emerged from the experience of formerly planned
economies and, although their particular legacies cau-
tion against any overgeneralizations, important lessons
can be drawn. First, any process of privatizing is likely
to encompass a sequence of distinct phases, possibly
ranging from endowing State enterprises with a corpo-
rate structure recognized in a legal code, to placing such
firms on a firm commercial footing, to divesting part of
the property rights (the usufruct) to non-State agents and

ultimately to full divestment through sale or free distri-
bution to the population at large and former owners.
Though this concept differs from the way privatization is
widely viewed in advanced market economies, it is prob-
ably the preferred concept in economies in transition.'” It
also applies to developing countries with limited finan-
cial infrastructure and savings.

Second, depending upon the extent of the existing
State sector, an effective privatization agency is re-
quired, which itself needs to display a good deal of entre-
preneurial spirit in determining the speed, sequence and
comprehensiveness of privatization, resolving legal dis-

145



146

WORLD ECONOMIC SURVEY 1992

putes and putting in place as quickly as possible interim
regimes that provide incentives to existing management
and workers to improve the efficiency of their firms.
Such an agency will, moreover, have to face difficult po-
litical choices that cannot be resolved through simple
technical schemes, independently of the wider social
context.

The reasons for privatization include political,
ideological and financial pressures on the State itself, in
addition to past disappointing economic developments.
However, in the context of entrepreneurship two addi-
tional points need to be carefully considered. Privatiza-
tion implies investing economic agents at large with
greater entrepreneurial incentives, but there are consid-
erable differences between economies in the way in
which potential agents can fully utilize this opportunity.
The lack of entrepreneurial capabilities, weak incentives
or inappropriate linkages supporting innovative activity
could rapidly derail the privatization process. Addition-
ally, it cannot be assumed that one form of ownership
will be superior to another in all industries and in all
countries and at all times. Moreover, economies of scale
and sunk costs of existing State-owned enterprises place
fairly stringent limits on the degree of deconcentration

and demonopolization that can be pushed through at an’

acceptable cost, given the inevitable disruption of estab-
lished links. For both reasons, a diversity of governance
.structures, with varying links between Government and
private enterprise is likely to be the best solution to com-
bining risk-taking, learning and experimentation.'®
Moreover, these links, including subcontracting, fran-
chising and licensing, are likely to provide the appropri-
ate environment in which large and small private sector
firms can share the tasks of entrepreneurship.

Consequently, the allocative and productive effi-
ciency implications of property assignments depend
very much on the competitive and regulatory environ-
ment in which economic agents operate. This environ-
ment typically has substantially larger effects on per-
formance than ownership per se. But ownership, compe-
tition, and regulation are essentially three shorthand ex-
pressions for complex sets of mutually interlocking in-
fluences. The efficiency implications of a change in one
of these elements will, as a rule, be contingent upon what
happens to the other two. Effects of privatization, there-
fore, cannot properly be assessed in isolation from these
additional influences on incentives.

Once clear property rights and adequate market in-
stitutions of the market are in place, the role of the private
sector becomes critical in determining how to evolve to-

wards fully fledged market economies. Private capital
formation should be encouraged within the boundaries
set by law and the macroeconomic policies and institu-
tions. This is particularly important in the case of small
and medium-sized firms. Fostering the formation of
such firms, whether through a structural policy of the
State or simply through the market, should rank high on
the agenda of creating an enabling environment. How-
ever, market-friendly reforms do not lead to the sponta-
neous correction of structural imbalances. Moreover, a
variety of institutions must evolve so as to foster the
longer-term relations that do not arise from market in-
centives alone.

THE FINANCIAL INFRASTRUCTURE
AND ENTREPRENEURSHIP

Financial intermediaries—banks, non-bank institutions
(including insurance companies, pension funds, invest-
ment and unit trusts) and securities markets—play a
critical role in allocating national resources to various
sectors and activities. Their main functions consist of
collecting and allocating savings; monitoring their use
and, if necessary, disciplining the managers and/or own-
ers of past savings; and finally creating and managing the
system of payments, clearance and settlement of recipro-
cal claims, including international transactions.

The historical evidence presented earlier shows
that financial intermediaries have an important “insider”
role, encouraging restructuring and innovative activity.
To undertake such tasks they have to assume a certain en-
trepreneurial approach and acquire the appropriate capa-
bilities in a way that will help allocate resources to inno-
vative projects. The latter requires not only short-term fi-
nancing arrangements but the establishment of longer-
term commitments. In a “bank-based” system commer-
cial banks have a leading role.'® Such a system is centred
on strong, lasting relationships between the banking and
corporate sector, with major banks owning substantial
equity in big corporations and many medium- and
smaller-size companies. Their representatives sit on
boards of directors closely monitoring and shaping the
decision-making and management process. Influence on
corporate decisions and access to information enhance
understanding and the propensity to support experiment-
ing in a longer-term policy framework. However, limit-
ing the control of the system to a small group of insiders
has its price in the concentration of power and the possi-
ble lack of competition to foster allocative efficiency.

To encourage experimenting and rapid change is
not the only function of the financial system. There is a
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certain trade-off between the macroeconomic stability of
the system and the longer-term dynamism of enterprises
facilitated by risky ventures. At a general level of discus-
sion, there is broad agreement that commercial banking,
with some insurance instruments, should play a leading
role in the near- and medium-term development process.
Moreover, a well functioning two-tier banking system is
a key element in successful privatization and the provi-
sion of financing for new companies. New commercial
banks are expected to improve the allocation of re-
sources through enforcing hard budget constraints on
both State-owned and private enterprises. A financial
system based on a solid commercial banking sector is
consistent with the actual stage of development and the
demand for financial services in many developing coun-
tries. However, special attention must be paid to the fi-
nancial needs of smali enterprises engaged in productive
entrepreneurial activity (see box VII.2). In many devel-
oping countries, a large proportion of new small and
some medium-sized enterprises are managed by women,
who have found it particularly difficult, just like the
newly emerging agents in transition economies, to ob-
tain access to bank financing, as well as a host of other
elements essential to the expeditious running of their en-
trepreneurial activities (see box VIL.3). Over the medium
to longer term other segments of the financial system
could and should naturally develop.”

EDUCATION AND ENTREPRENEURSHIP

Entrepreneurship, through experimenting with new
ideas and the continual upgrading of existing products
and processes, implies a learning process and a high
level of general education. The starting point in training
modern entrepreneurs is a national education system that
can accommodate not only scientific and managerial
personnel, but also the labour force at all levels. It must
also provide continuous opportunities for retraining and
the upgrading of acquired skills and knowledge. In most
successful countries the State plays a major role in sup-
porting and financing national education and basic re-
search. However, and as the case of the “star” industrial
performers of South-East Asia demonstrates, inherited
high levels of formal education at the outset of rapid de-
velcpment is not enough unless there exists the capacity
to continuously upgrade and restructure the educational
system towards tertiary and technical training as the de-
velopment process advances.?!

Many business skills (such as accounting, statis-
tics, information gathering and economic analysis) are
certainly helpful in launching new ventures and are rela-

tively easy to acquire. The entrepreneur himself need not
possess those skills, but in that case they should be avail-
able for hire within the economy.

Would-be entrepreneurs exhibit certain attitudes:
imagination, initiative and creativity, urge for inde-
pendence, high self-confidence, risk-taking, persever-
ance or readiness to hard work; and they often sacrifice
present pleasures and comforts for uncertain future re-
wards. Success depends on individual combinations of
these and other elements permitting departure from
standard practices, rapid recognition of new opportuni-
ties and innovative approaches to take advantage of
them. Entrepreneurial talents crucial for success are
often unique or experience-based and, as such, difficult
to teach and acquire. But attempts to introduce motiva-
tional training aimed at changing attitudes towards inno-
vation, active search for improvements and persistence
in acquiring a competitive edge are being launched.
Other channels for educating entrepreneurs are courses
on venture entrepreneurship, including opportunity
identification, product development, venture planning
and financing. Emulating business-school programmes
in advanced economies deserves to be encouraged.” In
addition, educational support is an important channel
through which to reach and encourage entrepreneurship
among minority groups and the small enterprises in the
informal sector.**

The complex and cumulative nature of contempo-
rary technical progress, as well as the amount and quality
of information and knowledge required to innovate,
make modern entrepreneurship more of a collective ef-
fort than an individual one. The rapid diffusion of inno-
vations means that this team effort is not a unique act of
risk and courage but a continuous learning process. Con-
sequently, appropriate educational processes must be
grounded at the firm level and training programmes es-~

tablished with the support of both private and public

funds. The strategies of reverse engineering favoured by
some South-East Asian economies deserve to be consid-
ered more carefully in transforming countries, and the
value of engineering courses and industrial design given
particular attention. Moreover, university-based entre-
preneurship has underpinned the development of new
technology-based firms.

This changing character of entrepreneurship goes
some way to reversing the roles of talent and education.
The new team concept increases the demand for workers
and executives who are able to cooperate in initiating and
keeping up with small adjustments necessary to improve
everyday routine operations of their companies and to



BOX VII.2.

Financial obstacles facing small firms

N THE BEST of cases, the banking system and
financial markets would provide adequate fi-
nancial services for entrepreneurs. However,
in country after country, lack of financial ac-
commodation is reported as the principal
problem of small entrepreneurs. Lack of
credit access seems especially acute for
women, who are often excluded from regular
credit systems, and for growing enterprises
that need capital to expand. Typically there is
an even greater shortage of venture and eq-
uity capital for new enterprises.
Consequently, Governments have cre-
ated guarantees, lines of credit and special
financial facilities to serve new small enter-
prises. Commercial banks in Asia and Latin
America have been required to lend to small
enterprises or have been provided with spe-
cial central bank or apex institutions, refi-
nancing or discount windows or concessions
in the levels of reserves they must hold
against small-enterprise loans. Special
small-enterprise development finance institu-
tions or small-enterprise windows within the
context of foreign direct investment and
other forms of assistance have been created.
Apex refinancing lines have been opened on
favourable terms to refinance small-enter-
prise lending, and partial and total guaran-
tees have been arranged. All of these credit
facilities have resulted in an increase in enter-
prise lending and new enterprise formation.

Nevertheless, small-enterprise lending
programmes involve a high le el of risk and
are subject to potential mismanagement.
Over the last few years, however, the pre-
scription of how these credit schemes might
be used has changed. The goal of interven-
tion by aid donors is no longer simply to dis-
tribute money but also to provide a financial
system that serves the needs of entrepre-
neurs. Creating sustainable financial irstitu-
tions is an important element in these pro-
grammes. The management standards and
acceptable levels of repayment for credit
programmes have risen and market-level
interest rates enable a larger loan fund
(avoid decapitalization) and serve to
direct funds to the most productive
projects.

A greater openness to competition and
freedom in financial markets have been com-
bined with a renewed emphasis on prudential
regulation. Less developed countries and do-
nors now realize that financial innovation
and competition may enable financial mar-
kets to meet many needs without government
involvement.

Interest in extending credit to the small-
est entrepreneurs is also growing. A number
of initiatives across different countries have
demonstrated that even the smallest entrepre-
neurs can be served by largely self-sustain-
ing credit institutions.

continually upgrade products and technologies. Better-
than-average abilities of workers and executives are cru-
cial for innovating processes in most successful coun-
tries. In this situation, much more can and should be done
in education for entrepreneurship.

TECHNOLOGY POLICY AND ENTREPRENEURSH.P

The contribution of technological change to longer-term
economic prosperity is widely accepted. However, there
is disagreement about which institutional conditions and
policy measures best encourage its rapid development.
To encourage individual producers to commit resources
to an uncertain future without seriously curtailing the

benefits of a miore widely available product requires a
complex incentive system and a diversity of public and
private institutional support.

Research and development has a central place in
any national system of entrereneurship. For the enter-
prise, R&D involves a long-term commitment of re-
sources with uncertain returns. Under these conditions,
there are considerable barriers to investing in R&D. The
difficuiuws facing private enterprise in this regard, re-
sulting in both under-investment in R&D and duplica-
tion of existing research, has provided a strong reason for
government-supported R&D in market economies.
Governments have themselves directly committed re-
sources to R&D, including for research, and have reaped
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BOX VIL.3.

Entrepreneurship and the socio-economic advancement of women

IS SUES of equality, fairness and non-
discrimination are behind most discussions
of the economic role of women, including
their role as entrepreneurs. Yet, under-utiliza-
tion of the potential for decision-making and
innovation of half the population is wasteful
in and of itself. Corporate culture and the pre-
vailing modi operandi of firms, at least im-
plicitly, inhibit the participation of women,
and in particular their climb in the enterprise
hierarchy. Social attitudes and expectations
about gender behaviour help to determine the
parameters for the participation of individu-
als, male or female, in the work environment
and as entrepreneurs. If the entrepreneurial
potential of women is to be realized, changes
in long-established attitudes and prejudices,
will be necessary, together with a non-dis-
criminatory legal system and supportive poli-
cies in such areas as education and training,
jobsegregation and wage discrimination,
creditand child care.

Labour participation can be a platform
and a learning process from which to pro-
gress towards entrepreneurial activities.
‘Women’s share in the labour force has in-
creased almost everywhere in the last two
decades. From 1970 to 1990, the share of
women in the total economically active popu-
lation rose from 35 to 39 per cent in the devel-
oped regions, from 24 to 29 per cent in Latin
America and the Caribbean, and from 12 to
17 per cent in northern Africa and western
Asia. Inthe rest of Asia it did not change
much, staying between 35 and 40 per cent in
South-East and East Asia, and ata lower
level, near 20 per cent, in South Asia.

Most of the increase in the women’s la-
bour force has been absorbed by services.
Mirroring this development, a more than pro-
portionate number of the new female entre-
preneurs chose the service economy.” In de-
veloped countries, the number of women-
owned businesses is growing, and is ex-
pected to continue growing inall OECD
countries.® For instance, in the United States,
in 1987, excluding large incorporated firms,
30 per cent of the businesses, accounting for
14 per cent of total receipts, were owned by
women, as compared to 22 per cent and 10
per cent, respectively, in 1982.¢ Besides be-
ing more than proportionately represented

among small-scale enterprises, the majority
of women-owned businesses in OECD coun-
tries are concentrated in retail trade and serv-
ice sectors, which are also traditional areas of
female employment.®

In the east, the transition is changing
the employment structure and labour market
conditions. With de facto decentralization, it
is uncertain how much of the existing favour-
able labour legislation, from job-protected
maternity leave to day-care and preschool fa-
cilities, is being or will be kept intact. Unem-
ployment has risen and inflation is eroding
benefits. Some analysts claim, however, that
in the long run the changes will benefit the
entrepreneurial activity of women, because
there will be more choice and opportunity.®

In developing countries, even more
than in developed countries, women entrepre-
neurs are often in small firms. A good deal of
small-scale industry in developing countries
might more accurately be described as micro-
scale: small businesses are set up in the home
or on the premises of the family, as “house-
hold” or “cottage” industries. A large share
of these small firms are run by women. In
Latin America, on average, one third of the
micro-entrepreneurs and their workers are
women, but the proportion is as high as 60
per cent in the rural area of Honduras, for ex-
ample. In Africa, women play a major role in
small-scale business."

In rural areas such small-scale industry
is an important form of side-income for peas-
ant households. According to one recent
study, in southern Sudan the wife’s off-farm
income arising from activities such as basket-
making, grass-cutting and beer-brewing pro-
vided on average one third of the household’s
off-farm income. This share was 50 per cent
in the poorest households.’ For many of the
poorer developing countries, the United Na-
tions Industrial Development Organization
(UNIDO) has estimated that some 50 per

cent of women in rural small industrial enter-

prises provide such supplementary income to
farm households.

Very often small manufacturing enter-
prises are in the informal sector. The pres-
ence of women in the informal sector is large
in developing countries. In a number of
them, women account for a third or more of
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total urban informal sector employment.
Often half, or more, of total women’s em-
ployment in the urban area is in the informal
sector. A majority of them are active in petty
trading and service activities, where it is pos-
sible to start a business with little or no capi-
tal and little or no skills. Many also work at
home performing piece-rate work for manu-
facturing enterprises.*

Micro-enierprises attract women be-
cause of low barriers to entry and the flexible
nature of the work, which permits gainful em-
ployment to be combined with domestic re-
sponsibilities. These very factors, however,
also make it difficult to expand their enter-
prises. Obstacles faced by women as busi-
ness owners are connected to the limitations
on their overall socio-economic attainment."
Such constraints can be grouped as social, le~
gal and institutional, educational, and eco-
nomic and financial.

Studies of family businesses in the in-
dustrialized countries have shown that while
a woman’s direct and indirect contributions
to the family business may have been of vital
importance, she was usually not expected to
take an open leadership role.” Sons (and
sons-in-law), but not daughters, were
groomed to take over the business. This pat-
tern may be changing in industrialized coun-
tries, but it still exists in large parts of the de-
veloping world. Women as a rule do not re-
ceive encouragement from family and peers
to launch a business venture; and they tend
not to have access to traditional business net-
works that provide contacts and assistance
because these contacts are often found in as-
sociations that are de facto if not de jure for
men only.

Domestic and business responsibilities
can conflict. Even if there were no other ob-
stacles, there is an obvious competitive ad-
vantage for those whose attempts to climb
the corporate ladder or to succeed as entre-
preneurs are unencumbered by what has been
called the “dual work journey” of combining
profession and family duties. Even if jobs
were desegregated, if access to education
and training were equal and if job-protected
matemity pay were generalized, not much en-
couragement for female entrepreneurs could
exist without affordable child-care and pre-
school facilities."

Public laws, government regulations
and institutional policies reinforce socio-cul-

tural norms and attitudes. Some countries dis-
courage dual wage-earner families through
tax policy; others restrict the occupations a
woman can enter, her ownership in a busi-
ness, herright to join a trade union and her
ability to borrow or lend without permission
of husband or father, and there are still coun-
tries that do not allow women to vote or to
drive a vehicle.”

Today, women are better educated than

ever before. Yet the progress they have made

in the corporate world has been far slower.
Studies of sex-role and socialization indicate
that young women are steered away from
non-traditional fields very early. There are
many indications that the attitude of girls to-
wards science and technology is established
ata very early age.? Girls have already nar-
rowed their possible career choices to fe-
male-dominated fields by the time they leave
elementary school. Traditional education,
with differential emphasis on technical ca-
reer options, sex stereotyping and unequal ac-
cess to training schemes, and child-raising
patterns rather discourage women from
thinking of entrepreneurial activities as a vi-
able path. There is a need to increase the
awareness of school children about a variety
of technical career options, to reduce sex
stereotyping in schools and to provide equal
access to training schemes.

Occupational segregation of women in
the labour market is another barrier to poten-
tial female entrepreneurs. Lack of employ-
ment opportunities for women in certain pro-
fessions or occupations means that important
avenues to training and experience are
blocked to them. Occupational segregation
and low income have a cumulative effect,
limiting the access of women to credit and eg-
uity through savings.*

Several studies in developing countries
report that women entrepreneurs regard their
major business problem as not being able to
obtain adequate financing for their opera-
tions." So do men, but socio-cultural norms
may further restrict the access of women to
credit. It may be considered inappropriate,
for instance, for a woman to travel alone be-
tween her home in a rural area and the finan-
cial institutions in town. In many rural areas
of developing countries a high proportion of
wormen are de facto heads of household, as
male migration to urban areas in search of
employment leaves them managing their
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farms alone, and thus the above-mentioned
constraints inhibit efficient use of farm re-
sources.

When formal financial institutions fail
to meet their need for capital, women turn to
informal sources. The need to rely on infor-
mal networks for start-up capital and initial
loans may put women at a disadvantage.
‘Women are often barred from local male or-
ganizations, such as agricultural coopera-
tives or social clubs through which informa-
tion regarding sources of credit and applica-
tion procedures can be obtained and where
many contacts for arranging informal financ-
ing are made.

Various non-govemmental organiza-
tions and financial institutions provide exam-
ple on how to assist women entrepreneurs.
Women’s World Banking (WWB) encour-
ages entrepreneurial women in any country
to join as WWB affiliates and their loan guar-
antee programme provides first-time credit.
Another example is the Grameen Bank in
Bangladesh, which lends in particular to lan-
dless and assetless people.® Today this bank
serves one million borrowers, 92 per cent
women. The repayment rate is over 98 per
cent.

® The increase of female labour in the service sector was stronger in the developed economies
in Latin America and the Caribbean and in northern Africa. See The World’s Women 1970-
1990: Trends and Statistics (United Nations publication, Sales No. E.90.XVII.3).

b This preference has been explained by the fact that much of service-sector activities are a
market substitution of activities formerly performed in the household, such as child-care cen-
tres or restaurants, and by psychological traits that would give women competitive advan-
tage “to establish trust relationships when dealing with customers” (Rein Peterson and Klaus
Weiermair, “Women entrepreneurs, economic development and change”, Journal of Devel-
opment Planning, No. 18 1988 (United Nations publication, Sales No. E.88.1.A.13).

¢ See the issues papers and country reports prepared for the Conference on Women, Local In-
itiatives and Job Creation, organized by OECD in Oslo, May 1987; George Silvestri and
John Lucasiewiecz, “A look at occupational employment trends to the year 2000”, Monthly
Labour Review, September 1987, pp. 46-63.

4 International Research and Training Institute for the Advancement of Women, “Sources of
data on women entrepreneurs in the United States and the companies they own”, Working Pa-
per No. 11, paper submitted by the United States Bureau of the Census to the Conference of
European Statisticians: Work Session on Statistics of Women, Geneva, 27-29 April 1992.

¢ Candida Brush, “Women and enterprise creation: an overview of women-owned busi-
nesses”, in Enterprising Women (Paris, OECD, 1990).

fR. Andorka, “Economic difficulties—economic reform—social effects and preconditions”,
Acta oeconomica, No. 3 (1988), pp. 291-302.

& Monica Fong and Gillian Paull, “Women’s economic status in the restructuring of Eastern
Europe”, in Privatization and Democratization in Central and Eastern Europe and the Soviet
Union: the Gender Dimension, Valentine M. Mogdadam, ed. (Helsinki, WIDER/United Na-
tions University, January 1992), p. 47.

h Carl Liedholm and Donald Mead, “Small scale industries in developing countries: empirical
evidence and policy implications” (Washington, D.C., United States Agency for Interna-
tional Development, 1987); Marilyn Carr, “Women in small-scale industries—some lessons
from Africa”, Small Enterprise Development, No. 1 (1990).

i William J. House, “The nature and determinants of socioeconomic inequality among peasant
households in southern Sudan”, World Development, No. 7 (1991).

i “The integration of women in industrial development: UNIDO policy and field operations in
the small- and medium-scale industry sector”, Working Paper No. VI of the United Nations
Industrial Development Organization, 4 September 1990.

¥ “Informal Sector and Urban Employment—a Review of Activities in the Urban Informal
Sector” (Geneva, International Labour Office, 1990).

! Charlotte Taylor, Women and the Business Game: Strategies for Succesful Ownership (New
York, Cornerstone Library, 1980), p. 16.

m Pat B. Alcorn, Success and Survival in the Family-Owned Business (New York, McGraw-
Hill, 1982).

" This “competitive disadvantage” is illustrated by the fact that in the United States, forin-
stance, women aged 21 earn onaverage 90 per cent of the male wage, while by the time they
are 35, working full-time with two children, their earnings are down to 46 per cent of the av-
erage male wage (see Sylvia Ann Hewlett, “The ’price’ of motherhood”, Financial Times, 26-
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27 October 1991). Outside the extended family, the provision of these services is largely con-
fined to middle and upper income countries. However, even in these cases provision varies

tremendously.

° The United Nations Convention on the Elimination of all Forms of Discrimination against
Wornen establishes norms for the countries acceding to it and principles to foster awareness
among countries that are not parties to it. At present, 111 States ratified or acceded to the
Convention. Equality, however, will be attained only when States convert the principles of
the Convention into national policy and practice.

P Ingrid Granstam, “Girls and women in science and technology education”, in Innovations in
science and technology education, vol. II, David Layton, ed. (Paris, UNESCO, 1990).

9 See Richard Morse, “The capital gap”, Setting the Research Agenda: Proceedings of the Ben-
tley Small Business Conference, Waltham, Massachusetts, Bentley College, 1981.

f Margaret Lyceite and Karen White, “Improving women's access to credit in Latin America
and the Caribbean: policy and project recommendations”, in Women’s Ventures, Marguerite
Berger and Mayra Buvinic, eds. (West Hartford, Connecticut, Kumarian Press Inc., 1989).

s Berger and Buvinic, eds., op. cit.; Muhammed Yunus, “Credit and the informal sector: the ex-
perience of the Grameen Bank”, paper presented at the Consultation on the Economic Ad-
vancement of Rural Women in Asia and the Pacific, jointly organized by IFAD and APDC.
Kuala Lumpur, Malaysia, 15-21 September 1991,

commercial benefits from their investment and indi-
rectly provided support through university research and
training, government agencies and their procurement
policies.

However, R&D is not an exclusive respousibility
of Government. Indeed, in most countries the bulk of re-
search is carried out by private firms, including through
collaborative research and market-based transactions.
There are sound economic reasons why private firms
should acquire capabilities in R&D, despite the risks,
once it is recognized that technology is not off-the-shelf.
First-mover advantages, and learning and reputation ef-
fects, place firms in a position to recognize, adopt and
market latest developments from a wide variety of
sources. In particular, R&D establishes a culture of inno-
vation that is increasingly important, given the incre-
mental and imitative nature of much technological de-
velopment.

Technology policy should be seen as a necessary
complement to industrial restructuring and competition
policy. To the extent that R&D represents a long-term in-
vestment subject to cost calculations, tax incentives and
financial support can provide valuable encouragernent
to in-house R&D. However, successful enhancing of
R&D requires competent private entrepreneurs sup-
ported by a strategic commitment from the State with a
view to fostering a longer-term vision of development
(see box VIL4). v

Although foreign direct investment provides rapid
access to skills, technology and international linkages
and is a powerful surrogate for missing endogenous ca-
pabilities, caution is warranted given the pervasive con-

ditions of asymmetric information and the large poten-
tial for opportunistic behaviour. Efforts should be made
to establish domestic linkages in order to avoid becom-
ing a passive recipient of technology, thereby restricting
growth and undermining domestic capabilities. The ex-
periences of the South-East Asian countries should be
helpful in this respect. Theirs has been a highly selective
approach to openness, with the State playing a critical
role as “selector” or “facilitator”, aiming in the end at ad-
vancing cumulative progress towards widening existing
domestic capabilities. In most cases the host country will
be a passive recipient of entrepreneurial activity rather
than its initiator. Appropriate measures are required in-
cluding the participation of local engineers and design-
ers, information and bargaining support and methods to
foster reverse engineering. More selectively, support for
the basic and applied sciences must be accompanied by
access for firms to higher education. The technological
needs of small and medium-sized firms calls for particu-
lar attention to be paid to their appropriate enabling en-
vironment (see box VILS).

The possible benefits from a well-constructed tech-
nology policy are great. However, the appropriate meas-
ures must be selective and provide necessary safeguards
that do not permit uneconomic or unnecessarily lengthy
support. Such concerns readily extend to policies in sup-
port of industrial investment and the burden of retraining
or relocating workers in declining sectors. The need to
ensure the flexible response of all factors of production
to the changing opportunities associated with productive
entrepreneurship must be a paramount concern of policy.
makers in its dialogue with the private sector.
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ENTREPRENEURSHIP IN DEVELOPING COUNTRIES

The period between 1950 and 1973 was a golden age of
economic development for the global economy with
growth in real income per capita faster than ever pre-
viously recorded. Among the developing countries
growth was most rapid in Asia and slowest for the Afri-
can countries. The Latin American economies fell some-
where in between. However, all the regions showed con-
siderable variation at the national level. This was par-
ticularly marked in Asia where rapid industrialization in
some countries contrasted with the cumulative problems
of recent decolonization and weak rural economies.
Such variety reflected inherited economic, political and
cultural legacies, variations in policy performance and
the ability to forge new institutions capable of providing
solutions to the development problems of a new age.

The emergence and influence of an entrepreneurial
class reflected these differences. In many countries the
perceived absence of prerequisites for private sector de-
velopment encouraged the State to take an entrepre-
neurial role, which became extensive in a number of
economies, particularly in Africa. Similar considera-
tions led many economies to protect their domestic mar-
kets in the hope of encouraging fledgling enterprises and

building their industrial base. In only a few economies
did a powerful national elite establish a strategy of do-
mestic saving and investment in both the physical and
human capital, thereby creating conditions for export-
led growth, which benefitted from expanding global
trade. The newly industrializing economies of South-
East Asia typified the latter strategy. By comparison, the
acute economic distortions of colonial structures in Af-
rica were compounded by the weak or inappropriate eco-
nomic linkages constructed by the newly independent
States, which acquired economic responsibilities that, in
many cases, far exceeded their managerial abilities and
disposable resources. The fledgling national entrepre-
neurs who emerged under these conditions were only
partially successful in building a modem economic base.
In these circumstances, considerable resources have re-
mained in the agrarian sector or were directed to the in-
formal sector.

In the immediate post-oil-shock period after 1973,
developing countries with energy resources and others
able to obtain access to recycled petro-dollars were in a
position to overcome some of the financial constraints
on development. However, cumulative debt problems in

BOX VII.4.,

R&D: the case for strategic intervention

ANUMBER of successful developing countries,

particularly those in South-East Asia, have
invested heavily in R&D from both private
and public sources. In this respect, the case
of the Republic of Korea stands out with 2.3
per cent of GNP spent on R&D in the late
1980s, a figure higher than that of a number
of OECD countries. The bulk of R&D is car-
ried out by the large private companies
known as chaebol and has a strong industrial
bias. In addition, the commitment of these en-
terprises to the process of continuous upgrad-
ing does not stop with the formal efforts of
R&D: since the 1960s they have beenre-
quired to commit 5 per cent of sales to em-
ployee training. Both commitments establish
strong capabilities at the enterprise level.

However, government policy has

played a strategic role by openly supporting

large-scale production units, encouraging in-
vestment in technologically sophisticated in-
dustries and restricting foreign direct invest-
ment. Fiscal incentives and the formation of
an elaborate scientific and technical infra-
structure have been central to industrial up-
grading, often closely tied to “priority sec-
tors” or “promising sectors”. In addition,
firms have been forced to enter export mar-
kets at the earliest date and subsidies have de-
clined as the more mature firms have proved
themselves on international markets.

In other developing countries where
R&D expenditures have been high, such as
Brazil, India and Mexico, too little has been
concentrated in the productive sector, and the

linkages between the public producers and

private users of R&D have been poorly
developed.




BOX VILS.

Technology parks, incubators and industrial estates

TECHNOLOGY parks, incubators, and indus-

trial estates all try to meet the needs of enter-
prises by concentrating support services in
one location. Technology parks target high-
technology enterprises, often in specific in-
dustries that are the focus of publicly sup-
ported promotional programmes and are
connected with nearby academic and re-
search institutions. Incubators are designed
to provide transitional assistance to start-up
enterprises. They are not typically focused
on any one industry. Industrial estates,
public and private, provide key elements of
infrastructure, such as land and utilities,
training and common production facilities.
Although industrial estates were typically
part of earlier enterprise-promotion efforts,
their importance has decreased inrecent
years. As with credit, industrial estates are
increasingly expected to be self-financing,
unlike incubators and technology parks. Any
of these types of facilities may be combined
with export-promotion zones, which also
benefit from particularly favourable tax and

regulatory regimes designed to promote ex-
ports.
While Governments can play an impor-
tant role in promoting incubators and technol-
ogy parks, their bureaucratic style is fre-
quently not appropriate. An incubator or tech-
nology park is itself an entrepreneurial ven-
ture that must be flexible, changing rapidly

to keep up with the pace of shifts in technolo-
gies and markets. More and more of these fa-
cilities are therefore being launched either in
the private sector, or as joint private and pub-
lic sector efforts on private initiative.

In country after country, it has been pos-
sible to create a supportive mini-environ-
ment for high-technology, high value-added
enterprises through planned coordination of
R&D, training, prototype production and
commercial production in a single technol-
ogy park. The renewed focus on technology
as the cornerstone of development policies,
especially in Asia and eastern Europe, almost
guarantees that the number of technology
parks and incubators will grow.

Latin America and Africa, aggravated by the decline in
prices of primary commodities, which remain the major
export earner in many countries, rapidly spilled over into
domestic macroeconomic imbalances. The subsequent
tightening of monetary and fiscal policies and the re-
alignment of currencies put considerable pressure on do-
mestic entrepreneurs. But privatization and liberaliza-
tion embraced in recent years have offered new opportu-
nities for the private sector. Growth has revived, though
not returned to pre-1973 levels, unemployment has been
difficult to reduce and income inequalities have wid-
ened. In this context, interest has grown in new strategies
to meet the development challenges of the next decade.
Considerable interest has been shown in the expe-
rience of successful Asian economies that have main-
tained respectable growth rates and in some cases have
even strengthened the pace of their economic expansion,
while managing their macroeconomic situations in a
_manner that did not exacerbate income inequalities or

their affordable debt-service obligations. Characteristic
of these economies has been a more complementary re-
lation between the private and public sector. This has al-
lowed the State to intervene strategically in support of
private entrepreneurship rather than as a surrogate. Con-
sequently, the recent moves of these countries to expand
the private sectors and further open their economies have
not appeared as an abrupt break in policy and have not
generated the difficult political problems typical of
many other developing economies. The recent adoption
of some of these measures by China will be watched with
considerable interest by many developing economies,
including those previously planned economies that have
embarked on a transition to market economies. Under
the current global conditions, the potential success of
productive entrepreneurship transforming the world’s
most populous country offers a bright spot on an often
dark horizon.
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ENTREPRENEURSHIP IN DEVELOPING COUNTRIES—THE CASE OF AFRICA

Post-war growth was much slower in Africa than in other
developing-country regions, and since independence
many African countries have experienced a gradual ero-
sion in their linkages with the global economy without
being able to substitute improved domestic or regional
linkages. The effects of the global slow-down in growth
after 1973 have been particularly marked. A growing
sense of disillusion and frustration has been forcing a
radical rethinking of development strategies on the con-
tinent and a transformation of existing structures. A fresh
approach to policy seems to be required.

THE ENABLING ENVIRONMENT

The virtual absence of market institutions and adequate
infrastructure to support the development process pro-
vided the rationale for State entrepreneurship in many
post-colonial African economies. Consequently, al-
though there is considerable variation across the conti-
nent, a number of African economies, notably Angola,
Mozambique, Guinea, Senegal, the Sudan, Tunisia and
Zambia, have fostered large State sectors.

Evidence on the performance of State-owned en-
terprises is limited and equivocal. For example, in sub-
Saharan Africa, notable examples of successful State en-
terprises include the Kenyan Tea Development Author-
ity, the Ethiopian Telecommunications Authority, the
Tanzanian Electricity Supply Company Limited and the
Guma Valley Water Company of Sierra Leone.* How-
ever, in many cases the contribution of State enterprises
to the government budget has been negative and the pres-
sure to reform the State sector has grown.

Although privatization programmes have been
adopted by many Governments on the continent, con-
crete actions to date, with the exception of some West Af-
rican countries, have been modest. Poorly defined legal
structures, weak capital markets, the absence of skilled
professionals and political disputes along ethnic or re-
gional lines have all contributed to the disappointing
pace of reform. Moreover, the strategic nature of many
State-owned concemns has heightened resistance to
greater foreign involvement in the privatization process
in many countries. Needless to say, many of these obsta-
cles will not be removed by simply transferring property
rights.

Many of these obstacles have a particular bearing
on entrepreneurship in agriculture which remains the
dominant sector in a number of economies. Agricultural

producers are often constrained in efficient production
by insufficient access to land. Equally important to pro-
ductive entrepreneurship, housing and office rentals are
often distorted in urban areas because of monopoly con-
trols and speculation. Likewise, inability to obtain
needed space at affordable rates prevents enterprises
from developing fixed locations, obtaining assets that
could collateralize loans and having sufficient confi-
dence to invest in expansion. African countries are inter-
ested in projects to help alleviate this constraint, for ex-
ample, by conducting cadastral surveys and regularizing
industrial settiements.

The credibility of reform is a particularly serious is-
sue in the African context. Privatization should not be-
come a means for reinforcing rent-seeking behaviour,
through continued subsidies or inappropriate protection.
Consequently, the effectiveness of privatization meas-
ures will be dependent on wider changes in the competi-
tive and regulatory environment.

African Governments have taken numerous steps
in the recent past to improve the environment for the de-
velopment of entrepreneurship. Economic stabilization
and structural adjustment have aimed at creating the
macroeconomic conditions required for entrepreneur-
ship. To take advantage of the stabilization process,
many African countries are now restructuring their
economies with the assistance of various multilateral
and bilateral donors. In July 1991, 24 African countries
were implementing economic adjustment programmes,
supported by IMF arrangements. Certainly, these more
orthodox financial policies have reduced government
expenditures and postponed the extension of credit by
the banking system, thereby curtailing inflationary pres-
sure. Moreover, by diminishing the privileges of certain
enterprises and opening the market to others, they have
increased the effectiveness of entry and exit pressures on
enterprise performance. The intent is to enable the
growth of those sectors that have previously been dis-
criminated against but have entrepreneurial potential in
more stable and open markets. On the other hand, these
same policies have reduced incomes and thus market
purchasing power. Preeing prices, particularly of inputs,
has put additional pressure on some entrepreneurial ac-
tivities, particularly those lacking accessto credit, whose
longer-term potential is not fully reflected in their imme-
diate financial position.

The effects have been most visible in the formal
sector and on larger enterprises. However, the conse-
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quences for smaller firms are particularly salient because
Affrican economies differ most from other economies in
the prominence of the informal sector. Unregistered, un-
licensed and sometimes illegal activity often plays a pre-
dominant role in employment generation and aggregate
output. This is particularly true in the agricultural sector,
where informal activity routinely accounts for at least 75
per cent of employment and 40 per cent of GDP. The in-
formal sector is also responsible for a large part of manu-
facturing and service industries. Some estimates suggest
that perhaps a quarter of the Ghanaian work force is em-
ployed in informal manufacturing and services, usually
in commercial trade or food-processing and that one
third of GDP in Niger derives from informal sector min-
ing, manufacturing and services.

The positive effects of structural adjustment meas-
ures on the informal sector come from the reduction in
uncertainty and pressure for payoffs and regulation and
in easy access to goods at market clearing prices. Every
indication is that the latter is the more important. Be-
cause regulation per se is often avoided by informal
firms, access rather than price is the key obstacle to small
informal enterprise. In Ghana, when foreign exchange
was permitted to find its equilibrivm market price,
larger, formal sector enterprises reduced their use of im-
ported inputs. Smaller enterprises which were already
paying black market prices, were able to save on import
costs and increased their imported inputs.?® In general,
however, the greater adjustment was not on the input but
the output side. More entrepreneurial firms, especially
those recently formed, developed new products, moved
into customized products, or found market niches and
prospered. In comparative terms, the informal sector
flourishes. According to a World Bank model, employ-
reent in the informal sector of Africa will increase 6 per
cent annually from 1990 to 2020.”

However, the positive factors must be weighed
against the negative consequences of structural adjust-
ment on small and informal sector entrepreneurs. These
include the loss of the advantages obtained on the black
market under previous policies that rationed foreign ex-
change (such as a decline in cheap, smuggled spare parts
used by small repair shops); increased prices of imported
and domestic raw materials and inputs due to price liber-
alization and inflation; the breakdown of previous sup-
plier and customer credit arrangements resulting from
severe shortages of working capital; falling real incomes
and depressed purchasing power among low income
groups, who are their major customers; and excessive
competition among small producers with falling profit

margins and fewer orders per enterprise due to large
numbers of new entrants.

In light of these potential problems, a number of
targeted efforts in structural adjustment have focused di-
rectly on the informal sector. Licensing and land-use re-
quirements have been reduced and programmes to pro-
vide training and finance to the informal sector intro-
duced, often in collaboration with business associa-
tions—all designed to reduce the costs of doing busi-
ness. In 1973, the Kenyan Government legalized private
minibuses, or mutatus. Today there are roughly 30,000
mutatus that provide the key transportation service for
low income and commercial districts.

Although the public sector is still dominant, the im-
portance of the private sector in generating economic
wealth has increased since the mid-1980s, as African
economies have liberalized their policies and promoted
entreprencurial development. However, despite rising
productivity, the African private sector is not always able
to compete effectively in a liberalized trade regime.
Many formal sector firms need to break with practices
acquired under protected markets, discriminatory and
rent-seeking administrative procedures and controlled
banking practices.

FINANCIAL INTERMEDIATION AND ENTREPRENEURSHIP

In most countries, lack of credit is reported as the main
problem facing small entrepreneurs. Informal and small-
scale formal entrepreneurs rarely have access to formal
sector credit. Nevertheless, informal entrepreneurs
(often women) represent a valuable segment, with
proven ability to service debt in a timely manner and pay
fees for non-credit bank services. Thus, a key structural
challenge facing Africa’s banking entrepreneurs is a re-
examination of credit risk assessment and allocation pro-
cedures in the formal banking sector, as well as promo-
tion of incentives to encourage the mobilization of capi-
tal from banks to serve this dynamic segment of the
economy.

The majority of smaller enterprises in African
countries, except the very smallest, want credit but are
unable to get it. One recent survey conducted in Kenya
indicated that 66 per cent of private sector firms believed
that lack of credit was an important constraint. Similarly,
41 to 45 per cent of small, medium-sized and large enter-
prises in Kenya claimed that high taxes and government
regulations in general slowed enterprise growth.?® In
Ghana, more than 50 per cent of private sector entrepre-
neurs believed that lack of credit and aggressive tax col-
lection were serious constraints. Small enterprises report
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that up to 50 per cent of their capacity is idle because of
a shortage of working capital.

Bankers generally complain that smali-scale entre-
preneurs lack collateral or equity. Although some of
these entrepreneurs become good bank customers, many
cannot get loans because their net worth or asset base is
too small for banks to satisfy their requests. However, it
is not only that African enterprises are not able to fulfil
the banks’ formal requirements. Arrears in current credit
programmes are high. The World Bank reports a figure
as high as 39 per cent in the programmes it has funded in
Africa.

Despite these difficulties, some institntionalized fi-
nance to small enterprise development continues in a
number of countries. Countries in which the banking
system has either ceased to lend or never lent to small en-
terprises need to build up a system for small enterprise
lending. Directed and preferential lines of credit have
been provided through banks and non-governmental or-
ganizations. Despite controversy on how valuable these
programmes are for the smallest units, they are consid-
ered critical for the transformation of smaller units into
larger ones.

Perhaps one of the major changes occurring in Af-
ricatoday is renewed emphasis by banks on project cash-
flow generation as a measure of repayment prospects.
This is contrary to prevailing methods of credit alloca-
tion in earlier decades that focused on development
needs without prudent controls and collection methods.
This cash-flow approach is being adopted in many Afri-
can countries undertaking structural adjustment pro-
grammes. Because these reforms are so recent, it is diffi-
cult to evaluate results, especially because the volume of
credit has been low in recent years because of monetary
policy constraints.

Apart from the commercial banking system, there
has been a great deal of experimentation using mutual
savings and loan societies and credit unions. These semi-
formal financial institutions have shown mixed success
when they have concentrated on credit extension rather
than on savings mobilization. Successful ventures in-
clude a project in Togo, where credit unions rank as one
of the leading financial institutions in consolidated as-
sets and where earning assets (loans) are more current
and are serviced more punctually than in the commercial
banking system. Various efforts to copy the Grameen
Bank’s microcredit approach have also been undertaken
by the Association pour la Productivité in Burkina Faso
and the Mudzi Fund in Malawi with a focus on funding
the enterprises of the poorest segments of society.

Of course, credit institutions are only one part of
the financial market-—capital markets and other finan-
cial institutions have been developed in those African
countries with an adequate size and sophistication. For-
mal stock exchanges are operating in a number of coun-
tries but ata very low level. Informal markets, though not
as extensive as in Latin America, continue to play some
role in financing informal sector enterprises and rotating
credit arrangements continue to be importan{ mecha-
nisms for savings mobilization.

EDUCATION, TRAINING AND ENTREPRENEURSHIP

The educational infrastructure remains a significant bar-
rier to entrepreneurship. Literacy rates are substantially
below those in other developing countries and secondary
and particularly tertiary education is at a very low level.
For example, in the mid-1980s, Kenya had only 1 per
cent of the relevant age group enrolled in tertiary educa-
tion and 20 per cent in secondary education. Arguably,
this low level of human capital development is the most
binding constraint on entrepreneurship in Africa.

The problems are exaggerated by the weak link-
ages between education and industry. Levels of technical
and vocational training are particularly low, with the par-
tial exception of some North African economies such as
Egypt and Tunisia. Employees lack training and skills.
The problem is exacerbated by the poor management of
the available labour and inadequate entrepreneurial
skills.

This problem has been recognized by African
countries. Considerable effort has gone into expanding
training, both in management skills and entrepreneurial
orientation. The International Labour Organisation has
assisted programmes in almost every country in Africa,
including assessments of and training in the vast infor-
mal sector of the African economy. Considerabie train-
ing occurs at the school level. Several regional manage-
ment training institutes provide graduate business man-
agement and public administrative training. There are
also private-sector management training institutions,
such as management training advisory centres in Kenya
and Uganda. Small-scale entrepreneurship training with
a focus on psychological orientation such as the pro-
gramme in Ghana, which was influenced by the National
Institute for Entrepreneurship and Small Business De-
velopment (NIESBUD) of India and assisted by the
World Bank, has also been conducted. Non-governmen-
tal organizations also promote training in small-scale en-
trepreneurship, such as CARE’s technical assistance
and credit training programme in Niger, and Technos-
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erve’s grass-roots cooperative programmes in Ghana,
Kenya, Rwanda, the Sudan, the United Republic of Tan-
zania and Zaire. All of these programmes are designed to
address important issues affecting enterprises in pro-
curement, production, processing, marketing and fi-
nance.

TECHNOLOGY POLICY AND ENTREPRENEURSHIP

Technology transfer is particularly difficult in Africa not
because of the sophistication or cost of the technologies
needed, but because of a lack of absorptive capacity.
Technology transfer requires skilled technical man-
power to assess, acquire, adopt and assimilate trans-
ferred technologies. In their absence inappropriate tech-
nology will be acquired at excessive cost, inadequately
modified to fit the environment and poorly assimilated.
As soon as the vendors leave, the technology is likely to
become inoperable. In light of this, the failure of most
African economies to devote adequate resources to R&D
stands out as a major obstacle to productive entrepre-
neurship. Greater commitment to technical education
and the construction of research laboratories to produce
the kind of technostructure required to manage technol-
ogy transfer is urgently needed.

Most countries have received assistance from do-
nors and non-governmental organizations to assist with
technology transfer units and the development of appro-
priate technology. In a number of countries, particularly
Kenya, the United Republic of Tanzania and Zambia,
technical cooperation grants have become an important
component of gross domestic investment. The assistance
is intended to provide low-cost, low-maintenance equip-
ment for agricultural production and processing and cost
containment in manufacturing. These approaches are
also meant to alleviate the dual problems of spare parts
availability and production stoppages resulting from
lack of power, materials, technical know-how and finan-
cial requirements to sustain large-scale operations.

An alternative source of access to the required tech-

nology and capabilities is foreign direct investment.
With the exception of Egypt and Nigeria, African econo-
mies have not yet been successful in attracting foreign
direct investment. Net foreign direct investment in Af-
rica peaked at nearly $4.3 billion in 1989, of which $3.7
billion (86 per cent) went to Egypt and Nigeria. From
1985 through 1989, these two countries alone attracted
$9.8 billion (85 per cent) of Africa’s $11.6 billion in for-
eign direct investment. Africa’s aggregate share repre-
sents approximately 16 per cent of global foreign direct
investment. Thus, excluding Egypt and Nigeria from the
calculation, the rest of Africa attracts less than $600 mil-
lion in net foreign direct investment in any year, with the
1985-1989 average at $357 million, or 2.4 per cent of to-
tal foreign direct investment world-wide. Indeed, Af-
rica’s 1989 total of $590 million (excluding Egypt and
Nigeria) is comparable to the figure for Turkey ($663
million), the Philippines ($563 million) or Colombia
($547 million) and significantly below that for Brazil,
Malaysia or Mexico.

The small size of many domestic markets in Africa
and limited linkages abroad, have prevented enterprises
from taking advantage of economies of scale. The weak-
ness of national cooperative movements has undercut
one vehicle by which small-scale producers and distribu-
tors could have generated economic benefits charac-
teristic of large enterprises. Business associations have
also failed to provide needed services, though they are
becoming more active and are a critical part of many new
programmes.” Subcontracting has not proved popular
and in agriculture it has been connected with the ex-
ploitative policies of State-owned enterprises. On the
other hand, subcontracting with informal enterprises in
the cities is increasing. Informal market networks al-
ready exist between entrepreneurs and are important
sources of marketing and product ideas. Measures to en-
courage more formal networks are likely to be an impor-
tant ingredient of entrepreneurial development in Africa
over the coming decade.’

ENTREPRENEURSHIP IN DEVELOPING COUNTRIES—THE CASE OF ASIA

Asmall group of Asian countries and areas have now ex-
perienced rapid and sustained growth for a number of
decades. The notable performance of Hong Kong, Sin-
gapore, the Republic of Korea and Taiwan Province of
China continued in the 1980s during a period of rapid
structural adjustment, and these were joined by a group
of newly industrializing economies, including the Peo-

ple’s Republic of China, that embarked on their own
rapid growth paths. In all cases an expanding private sec-
tor has created a market environment supportive of en-
trepreneurship, investment and development. In most
Asian countries or areas, with the exception of Hong
Kong, Malaysia and Singapore, the role of private for-
eign capital in the ongoing promotion of new enterprises
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has been relatively low, and entrepreneurial develop-
ment has been fostered by endogenous forces, often with
a substantial involvement on the part of the State. Al-
though larger enterprises and the State will continue to
play an important entrepreneurial role in the region, sig-
nificant changes in the place of both in the development
process are currently taking place.

THE ENABLING ENVIRONMENT

Two models of entrepreneurial development have ex-
isted in Asia: a comprehensive model, such as in India,
and a strategic model, which is more common in South-
East Asia. In the comprehensive model, the primary re-
sponsibility for enterprise promotion rests with govern-
ment bodies. Progressively, business associations and
joint private-public sector bodies assume a greater pro-
motional role, and there is an increasing role for larger
enterprises that subcontract with smaller ones. However,
since the fall of 1991, the Indian model is undergoing a
radical change and may lose many of its comprehensive
features.

In the 1990s, the development of entrepreneurship
in the region’s formerly centrally planned economies,
such as Cambodia, China, the Lao People’s Democratic
Republic, Mongolia and Viet Nam, will be of particular
interest. All of these countries have undertaken major in-
itiatives over the last decade to encourage private entre-
preneurs, as well as entrepreneurs in the public sectors.
In China there has been special focus on rural industries.

During the 1980s, Asia experienced a rapid in-
crease in production that was based on a high level of
small-scale entrepreneurial activity. In a large number of
Asian countries, small and medium-sized enterprises ac-
count for more than 90 per cent of the total number of en-
terprises and a high percentage of production and em-
ployment. They account for 22 per cent of value added in
Singapore, over 30 per cent in the Republic of Korea and
over 50 per cent in Thailand. Small firms have grown
rapidly, and compared with other regions Asia has the
largest number of small firms; many promise to grow
into large ones.*

Most Asian countries have institutionalized their
small-scale enterprise promotion and the orientation of
entrepreneurs. Entrepreneurship development is the sole
responsibility of some institutions, such as NIESBUD in
New Delhi, the Entrepreneurship Development Institute
of India (EDII) in Ahmedabad, the Institute for Small-
Scale Industry of the University of the Philippines, the
Majlis Amanat Rakyat (MARA) programmes in Malay-
sia, the Bangladesh Small-Scale and Cottage Industries

Corporation and the Industrial Development Bank in Sri
Lanka. In addition, a large number of institutions, such
as the Technical Consultancy Organizations (TCOs) of
India and the Korea Credit Guarantee Fund, include en-
trepreneurship among their other functions, such as
management training and consultancy or provision of fi-
nancial services.

Concern over high levels of unemployment and
poverty has led to private and public efforts to promote
micro-enterprise activity. Asia has been the locus of suc-
cessful microcredit programmes such as the Grameen
Bank of Bangladesh, the Integrated Rural Development
Programme (IRDP) in India, the General Village Credit
Programme of the Bank Rakyat Indonesia (KUPEDES)
and the activities modeled after the Badan Kredit Ke-
camatan (BKK) in Indonesia.

The growth of small firms has reinforced the
shrinking of the public sector in many Asian economies.
However, the task facing the formerly centrally planned
economies of Cambodia, China, the Lao People’s Demo-
cratic Republic, Mongolia and Viet Nam, differs consid-
erably from that in Thailand or Hong Kong where the
State sector has never acquired extensive economic re-
sponsibilities. In India, where public enterprises have re-
ceived considerable protection from competitive pres-
sures and have often been burdened with social welfare
responsibilities, the tasks of restructuring are likely to
prove more intractable than in the Reépublic of Korea or
Taiwan Province of China which have developed effi-
cient public sectors to complement export-led growth.

Although privatization schemes are being intro-
duced in a large number of economies, the main motiva-
tion has been pragmatic, leading to case-by-case ap-
proach, rather than political and ideological pressure for
ownership change. This has been the case with the
South-Fast Asian economies whose rapid growth coin-
cided with a managed expansion of state-owned enter-
prises. Thus Singapore, with one of the largest and finan-
cially most solvent State sectors in the region, has em-
ployed privatization in a strategic effort to expand the
private sector where appropriate.

The performance of public sector enterprises has
also been improved through upgraded management
techniques, reduction of State subsidies, and lifting of
price controls. State enterprises in Singapore and Taiwan
Province of China have been forced to meet the same
market tests as private ones. Efforts to improve the man-
agement of State enterprises in China and Viet Nam
seem to have been less successful.

As in other developing countries, privatization has
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been slowed by poorly defined legal structures and po-
litical or ideological opposition. The adverse conse-
quences of a weak regulatory environment for private
economic activity have been demonstrated in the case of
Bangladesh, and ethnic considerations are important in
the reform process in Indonesia and Malaysia. In many
countries the fear is that privatization will further rent-
seeking behaviour by the political elite.

Although the continent has continued to emphasize
export-led growth, some of the newly industrializing
economies have recently lost part of their export com-
petitiveness owing to labour scarcity and a rise in domes-
tic wages. This has led to a process of relocating labour-
intensive manufacturing from higher- to lower-wage ar-
eas which has gained particular momentum in Hong
Kong and Taiwan Province of China. China now re-
ceives about two thirds of Hong Kong’s investment.
Some relocation has occurred in the countries of South
Asia, several of which still have significant restrictions
on foreign investment. Combining such relocation with
upgrading the domestic industrial and technological
base, while not always easy, has been pursued with con-
siderable success in the Republic of Korea and Taiwan
Province of China.

As a result of structural reforms in the 1980s,
South-East and East Asian countries have continued to
develop sound economic environments that foster entre-
preneurial development in industry and export competi-
tiveness. Import barriers have been lowered in many
countries and incentives offered for foreign direct in-
vestment.*!

The countries of the region have supported inten-
sive educational and production-oriented R&D to assist
the development of high-technology enterprises. Some
countries find that their educational system still focuses
too much on the humanities and preparation for civil
service careers, and they are moving to increase its tech-
nological content. They have facilitated joint ventures
and the use of technical personnel from abroad, as
needed. They have provided finance for high-technol-
ogy ventures, particularly in the Republic of Korea, Tai-
wan Province of China and Singapore. Some countries,
like Indonesia and Thailand, have regional and sectoral
imbalances in human resource development which they
are addressing on a priority basis.

FINANCIAL INTERMEDIATION AND ENTREPRENEURSHIP

Many Asian banks were initially nationalized to manage
credit flows, but Governments have recently moved to
privatize them as part of the general pattern of credit re-

form. An element of State direction will almost certainly
remain.

Financial reforms in support of entrepreneurship
are under way in countries as varied as Bangladesh, In-
donesia, Sri Lanka and Thailand. Foreign and private
banks have expanded their operations and decontrolled
interest rates and lending. In formerly centrally planned
economies, such as China, the Lao People’s Democratic
Republic and Viet Nam, a decentralized and diversified
banking system is being built, and financial instruments
and markets are being developed. There has been a dra-
matic growth in stock and other institutions, and a more
competitive atmosphere in financial markets has taken
hold.

Most countries have development finance institu-
tions. Many are in the public sector, but there are also
some successful initiatives in the private sector in South
and East Asia, as well as very active capital markets. The
World Bank provided more than $1 billion in Asia over
the 1973-1989 period to small enterprises alone, primar-
ily through these development finance institutions. The
Government has provided guidance to the banks and de-
velopment finance institutions in credit allocation, with
special provisions for agriculture, small enterprises and
other new ventures. By these means, India and Malaysia,
for example, have succeeded in directing roughly 20 per
cent of their commercial bank credit to small enterprises.
The Philippines and Indonesia have now issued a man-
date for a similar percentage. The Republic of Korea has
achieved a similar result by creating specialized banks,
such as the Industrial Development Bank of Korea. Con-
siderable support has been forthcoming from interna-
tional sources.

Leasing companies, factoring, small-deposit gath-
erers and other types of financial institutions have grown
rapidly. In some cases, prudential regulation has not been
able to keep pace with the creativeness of the market, and
short-term reverses have been experienced. Some coun-
tries, such as the Republic of Korea, have resisted the
trend towards private financial institutions. None the
less, the norm in a number of Asian developing countries
has been rapid financial development through the intro-
duction and popularization of new financial instruments.

Many countries have mandated concessional inter-
est rates and repayment terms for new enterprises and
tolerated high levels of arrears. Much of the lending to
the very smallest enterprises in India, for example, has
been under the Differential Rate of Interest scheme at
4 per cent a year; the rate for other enterprises has been
closer to commercial terms in recent years. Malaysian
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Ioans to small enterprises are kept at less than 9 per cent
per annum. In addition, many of the Governments oper-
ate guarantee schemes for small enterprise and export-
connected loans to encourage bank lending to small and
medium-sized firms. The Credit Guarantee Fund pro-
gramme of the Republic of Korea has been quite success-
ful. It has, in fact, been given credit for some of the coun-
try’s success in export promotion, as well as small enter-
prise growth. Like the Malaysian guarantee programme,
but unlike that in India, the guarantee is used for a small
proportion of total loans where collateral is deemed tobe
inadequate. Although some of these special facilities are
likely to remain, there has been a general drive to reduce
the degree of concessionality in enterprise lending be-
cause of fears that “cheap credit” was undercutting the
sustainability of the financial system. An analogous
problem exists in former planned economies with arrear-
ages mostly from enterprises in the public sector. In East
Asia, where banks are typically privately owned, con-
cessional lending was never as extensive, and overdue
loans have never been a major problem.

In recent years the relative role of capital markets
has increased considerably. Asia has been the location of
some of the largest “emerging stock markets”, and in
countries such as Malaysia, Singapore, Taiwan Province
of China and Thailand, these markets have been the fo-
cus of a great deal of overseas investor interest, espe-
cially through mutual funds. Even in India and other
countries where access to the stock markets has been
limited to nationals, they have boomed.

EDUCATION, TRAINING AND ENTREPRENEURSHIP

Asian countries have, in general, invested heavily in
education at all levels, but especially in tertiary and tech-
nical education. The commitment of the Republic of Ko-
rea and Taiwan Province of China stand out in this re-
gard. Both have impressive records on vocational train-
ing provided through the State and atthe enterprise level,
often in close collaboration with each other. The exten-
sive nature of Asian education and high levels of literacy
both facilitate the move into high technology and explain
the generally greater income equality in the Asian re-
gion.

In poorer countries, however, such as Bangladesh,
India and Pakistan, most of this investment is on govern-
ment account, and provision at all levels remains low.
Lack of expertise and skill, both generally and in entre-
preneurship, is still recognized as a major obstacle to en-
terprise. Extensive training programmes are operated at
all levels in the Asian region, drawing on enterprise-pro-

motion organizations, vocational training programmes
and business schools and colleges. Internationally repu-
table institutes have emerged, such as the various Indian
Institutes of Management and the Asian Institute of
Management in Manila.

Asia is also the region that has the most extensive
entrepreneurial orientation programmes, which have
been key elements in the comprehensive programmes of
entrepreneurial development, particularly in India. The
Entrepreneurship Development Institute of India con-
ducts courses with a strong orientation focus, combined

_with assistance in preparing and launching new projects.

In Malaysia, where government policy aimas at promot-
ing entrepreneurship among ethnic Malaysians (bumi-
putras), thesé-orientation courses have been conducted
by the Majlis Amanat Rakyat (MARA), a special devel-
opment organization for the bumiputras. From 1960 to
1988 MARA conducted courses for more than 160,000
bumiputras. MARA requires entrepreneurship courses
of all students, including those taking diplomas in its
various technical courses.

Other types of entrepreneurial training have been
developed by the Small Business Promotion Project
sponsored by the German Technical Cooperation in Ne-
pal, and widely duplicated elsewhere. Management
Services has been promoting another model with the
support of the United Nations. However, business
schools in Asia have been slower to-establish entrepre-
neurial curricula than have their counterparts in the in-
dustrialized countries of Latin America. As elsewhere,
studies of entrepreneurial training programmes, espe-
cially in India, Bangladesh and Malaysia, show positive
results—although it is often difficult to separate the en-
trepreneurial training programmes from other elements
of the promotional package in attributing these fesults.

Although industrial consultancy was pioneered in
Asia by the Small Industry Service Centres in India and
the Singapore Light Industries Service and is continued
by programmes supported by both Government and in-
dustry, the pace of expansion of government pro-
grammes has lessened. For-profit consultancy and train-
ing have grown in the more rapidly developing coun-
tries. Many others that receive external support clearly
do valuable work as well, for example the Technical
Consultancy Organizations (TCOs) in India, supported
by the banks to serve ailing or fledgling firms.

TECHNOLOGY POLICY AND ENTREPRENEURSHIP

High priority is placed on the development of entrepre-
neurship capable of leading growth in technology-inten-
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sive development strategies of the newly industrializing
economies as well as in some other countries.*? Govern-
ment spending on research in higher education and pub-
lic research institutes support an environment of learning
and knowledge production and serve as the breeding
ground for entrepreneurs and start-up companies. The
contribution of expenditure on R&D and higher educa-
tion to the growth of technology-intensive enterprises is
contingent upo close linkages between research institu-
tions and private industry. Thus in Taiwan Province of
China professors can serve as consultants to private in-
dustry, and personnel exchanges are accepted between
public institutions and private sectors. In addition, direct
government investment in high-risk advanced technol-
ogy hashelped to diffuse such technology among private
entrepreneurs. This has been particularly true in Singa-
pore, the Republic of Korea and Taiwan Province of
China where large R&D expenditures have been closely
linked to their commercialization in the productive sec-
tor, but less so in India, despite its considerable invest-
ment in R&D.

In the Republic of Korea the Government has in re-
cent years given financial backing and technical support
to facilitate technology transfer between research insti-
tutions and the industrial sector, with emphasis on pro-
moting small and medium-sized enterprises. China also
encourages the flow of knowledge and expertise be-
tween academia and industry. Over the short period of a
few years many new entrepreneurs have sprung from the
academic and research community.

The Governments of the newly industrializing
economies have also been directly involved in creating
research organizations to facilitate the transfer of tech-
nology. In the case of the Republic of Korea, ETRI (Elec-
tronics and Telecommunications Research Institute, a
national research organization under the Ministry of Sci-
ence and Technology) has established support for small
and medium-sized enterprises as one of its objectives to
enhance their technical level and promote their competi-
tive strength in the international market. In Taiwan Prov-
ince of China, where there is a lack of focus and insuffi-
cient financing of R&D efforts among the many small
enterprises, the Government has invested in cooperative
research institutes. The largest of these government-
funded institutes is the Industrial Technology Research
Institute, with an annual budget of over $150 million. It
. has a good record in the support of small firms, but it has
yet to elevate the level of technology for civilian produc-
tion to match that of the more advanced countries of the
region.

Government investments have also been used in re-
cent years to establish legally independent investment
entities. They invest in R&D companies, give condi-
tional interest-free loans (interest due if the R&D project
is successful), facilitate joint research and offer R&D in-
formation services. In investing in R&D companies and
facilitating joint research, particular emphasis is placed
on partnership within the private sector and between pri-
vate companies and public institutions. The technology
resources (facilities as well as know-how) of public in-
stitutions are made available to the private sector at a
very low cost.

Recently Taiwan Province of China has taken this
approach to create the Industrial Technology Investment
Corporation, legally an independent entity but affiliated
with the Industrial Technology Research Institute. China
has initiated a similar programme. The “Torch Pro-
gramme” under the State Science and Technology Com-
mission is solely for the purpose of promoting entrepre-
neurship and commercialization of products from their
research institutes and universities. It provides seed
money as well as arrangements for favourable loans
through the central bank.

The development of an infrastructure on which
technology-intensive enterprises can flourish has also
been a government priority. One form of such infrastruc-
ture is the technology park, which has been accepted as
an effective vehicle to advance high-technology. It is an
organized concentration of technology-based enter-
prises in a defined geographic area located in close prox-
imity to science and technology research facilities and
with easy access to special services and plant facilities.
One example of a high-tech park is the Hsinchu Science-
Based Industrial Park in Taiwan Province of China. It is
important to note that its success is attributable to the
government’s effort to ensure continued financing and
highty efficient management.

Asian governments have also invested heavily in
physical infrastructure. Power, roads, ports and telecom-
munication services have ali been important. Recogniz-
ing the limitations on government funding, private roles
have increased in all of these areas. Roads are being built
by private consortia on a toll-paying basis, power gen-
eration is increasingly in private hands and telecommu-
nication systems and airlines are being privatized.

Subcontracting can be an important tool for tech-
nology transfer, enhancing the dynamic potential of
small and medinm-sized enterprises. Anumber of South-
East Asian countries have followed the Japanese model
in this respect. Transnational corporations have also em-



ENTREPRENEURSHIP

163

ployed subcontractors to which they provide technical
assistance and raw materials and technology, as well as
marketing channels. Large trading companies similarly
subcontract products and components.

In India, the government has made subcontracting
compulsory for large firms. Some have set up their own
industrial estates to accommodate their subcontractors.
The Government’s Small Industries Development Or-
ganization maintains a register of potential subcontrac-
tors and atternpts to link them with larger units. Few, if
any, other countries have followed this rigid path. The
cumulative effect of natural and voluntary subcontract-
ing in India is apparent in the purchases made by large
firms from smali firms, which rose from Rs 257 million
in 1969-1970 to Rs 2,830 million in 1988. The Govern-
ment of the Republic of Korea has actively promoted
subcontracting through the Medium Industry Systemati-
zation Promotion Law. Under the law, the Government

plays a role—as in Japan—in protecting subcontractor
interests as well as in providing credit and technical as-
sistance to promote subcontracting,.

Although the Indian policy of reserving a large
number of products for small-scale industry has been
widely criticized (834 such products were reserved at the
height of the policy in the 1980s), some mild form of pro-
tection is common throughout Asia. Indonesia and the
Republic of Korea have reserved 128 and 110 items, re-
spectively. China has tried to allocate certain products to
small industry as part of its planning process. Other pref-
erences are granted to small-scale industry in relation to
government purchases. Although these protection meas-
ures are now being drawn down throughout the region on
the ground that they interfere with competitiveness,
some degree of protective discrimination is likely to con-
tinue.

ENTREPRENEURSHIP IN DEVELOPING COUNTRIES—THE CASE OF LATIN AMERICA

In the Latin American context the need seems to be for
an extensive redefinition of public and private sector
roles, including the privatization of State assets as well
as the restructuring of enterprises that remain under State
control. The size and influence of the State sector has
shown considerable variation across Latin America, al-
though a rising trend characterized the 1970s-and early
1980s.

THE ENABLING ENVIRONMENT

The evidence on public enterprise performance in Latin
America is ambiguous, but there has been a growing sen-
timent that the public sector is too large and requires con-
siderable pruning. Privatization programmes have been
adopted by most Latin American Governments and sup-
ported by the private sector. However, the pace of pri-
vatization varies considerably across the continent, re-
flecting the differing legacies of State enterprise, politi-
cal considerations and budgetary pressures. Moreover, it
is important to recall that transfers of property rights per
se will not guarantee improvements in economic per-
formance.

Chile and Mexico appear to have had the greatest
success in privatizing large segments of their public sec-
tors. Argentina has also experienced some success de-
spite opposition from trade unions and an unfavourable
economic situation. In Bolivia and Brazil, rhetoric has
outstripped action. Despite initiating one of the first pri-

vatization programmes in Latin America, Bolivian ef-
forts have met considerable political resistance, and
changes to the State sector have largely been cosmetic.
Similarly, Brazil’s large State-run sector has been slow
to disappear. Although the Samey and Collor Govern-
ments have offered a menu of privatization schemes in a
bid to keep the fiscal deficit down and thus contain infla-
tionary pressures, the net result has been modest.

Some countries have favoured a more gradualist
approach and others have tried a rapid sale of State as-
sets. The former approach has been adopted in Mexico.
From 1983 to 1985, the Mexican Government closed
down non-viable enterprises; from 1986 to 1988, it pri-
vatized small and medium-sized firms and only under-
took large privatizations in 1988. Chile adopted the latter
approach, and during 1975-1981 the Government was
committed to the rapid sale of State assets. During this
period, financial liberalization took an extreme form and
ignored prudent regulation, credit demand was biased
towards high-risk firms, and banks adopted risky lend-
ing strategies. Policy makers often paid inadequate at-
tention to the capabilities of the potential buyers of State
assets. As a consequence, many privatized firms were
unable to withstand the crisis of 1982-1983 and partial
renationalization took place. The resumption of privati-
zation has been slow, with greater efforts to diffuse own-
ership and screen prospective buyers.

Reform of remaining State assets is also under way,
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as exemplified by the Chilean electricity company,
which generated an internal software subsidiary that it
eventually sold to a transnational corporation. In the area
of infrastructural and municipal activities, joint private-
public initiatives have been established in a number of
countries.

Successful privatization programmes require ac-
companying changes at both the micro- and macroeco-
nomic levels to ensure that the destructive legacy of rent-
seeking behaviour, patronage and corruption is broken
and that the assets made available to the private sector are
directed towards productive entrepreneurship. Enforc-
ing competitive pressures through the entry and exit of
firms requires legislative changes to ensure liberaliza-
tion and clarity of property rights. In the Latin American
context considerable emphasis has been placed on trade
liberalization.*® Rapid liberalization has been favoured
both for reasons of credibility, particularly with outside
investors, and to ensure that new activities are not chan-
nelled towards rent-seeking behaviour.

Economic liberalization has benefited entrepre-
neurs by improving access to financing and reducing
costs of imported inputs. Institutional changes in the
form of legal, regulatory and judicial reforms have in-
creased the efficiency of domestic markets by removing
barriers to entry, lowering transaction costs and reducing
the growth of the informal sector. However, the effec-
tiveness of rapid liberalization is not independent of the
global economic context or the nature of capital flows.
The Chilean experience has shown that the benefits of
successful trade reform are often stretched out over a
decade.

Structural adjustment in this general context of lib-
eralization has lowered inflation rates, produced more
currency stability, revived the impaired banking systems
and financial markets, and created a more open market
for trading goods and inputs. Steps have been taken to re-
form tax and public expenditure systems, and negotia-
tions on the debt overhang have improved international
investment prospects.

However, reform measures have also had unin-
tended negative consequences for entrepreneurship, par-
ticularly in the case of smaller businesses. In some coun-
tries, a system of advance tax payments has been insti-
tuted as a way of improving collections. These can serve
as a barrier to entry into the formal sector. Smaller busi-
nesses also have problems dealing with increased com-
petition resulting from lowered tariff barriers.

- Aresponse to these and other problems is the pro-
motion of responsible associations of entrepreneurs. In

Latin America the number of business associations and
think-tanks has grown rapidly. These are privately and
internationally funded groups of economists, entrepre-
neurs, lawyers and social scientists who publish newslet-
ters, books and magazine articles and speak in public fo-
rums.

Latin American Governments need to develop and
use new approaches to regulating business activity to en-
sure that the benefits of entrepreneurship accrue to soci-
ety as well as to individual entrepreneurs. Government
should remove barriers to entry, allow entrepreneurs to
hold and reinvest their earnings, obtain its rightful share
of earnings (through appropriate tax legislation) and pro-
tect consumers and workers. Several countries, notably

Panama and Peru, have begun to make progress in the

realm of regulatory reform. Governments also need to
learn how to act in partnership with the private sector—
an activity that overlaps but is not synonymous with pri-
vatization.

FINANCIAL INTERMEDIATION AND ENTREPRENEURSHIP

In the 1970s and early 1980s, many commercial banks in
Latin America reduced lending to such an extent that
small businesses were squeezed out of the credit mar-
kets. Bolivia is a case in point. Attempts in the 1980s to
encourage formal financial institutions to expand their
portfolios to include small and microenterprise through
targeted and subsidized rediscount lines, such as those in
El Salvador, are generally recognized as failures from
the perspective of both the banks and the smaller-scale
entrepreneurs. Mexico is an exception where small-busi-
ness lending by banks expanded in the 1980s. The new
Global Microenterprise Loans provided by the Inter-
American Development Bank are not subsidized, and
often include an institutional development component
through which banks, credit unions and other participat-
ing financial institutions can modify their lending prac-
tices to be more responsive to small-scale entrepreneurs.

When the debt problem intensified, investment
credit became available in the latter half of the 1980s
through the Private Sector Revolving Loan fund of the
Agency for International Development (AID), World
Bank loans to national financial intermediaries, and the
European Investment Bank. The Inter-American Invest-
ment Corporation (IIC) was established in 1989 to pro-
vide equity and quasi-equity investment in small and
medium-sized enterprises. It invests in businesses di-
rectly and indirectly through investment in banks spe-
cialized in the small and medium-sized marketing firms
and venture capital companies. Home-grown equity in-



ENTREPRENEURSHIP

165

vestment and venture capital funds are a very recent phe-
nomenon, occurring primarily in Mexico in the form of
Sociedades de Inversion de Capitales (SINCA), a tax-
deferred investment vehicle. Pension funds lead the way
in Chile. In the early 1980s some venture capital compa-
nies, which still exist despite the lack of exit mecha-
nisms, were established by AID and the European In-

vestment Bank in the Caribbean. The IIC views local -

venture capital funds as useful channels for its own in-
vestment in small and medium-sized enterprises.

To take advantage of improved terms of trade and
newly revitalized capital markets, entrepreneurs must
invest in new technologies. In addition, more family
owned and operated companies need to be become pub-
lic or at least turned over to professional management.
Capital markets must be structured in such a way as to
permit greater participation by smaller and newer enter-
prises and address local government issues. The expan-
sion of capital markets under way in several countries
quite naturally begins with the trading of government se-
curities, and in some countries it is becoming possible
for municipalities or other jurisdictions singly or in col-
lusion to issue revenue. The existence of a market for
such securities is crucial to sustainable privatization.

EDUCATION, TRAINING AND ENTREPRENEURSHIP

Although most Latin American countries, with the ex-
ception of some of the poorer countries in Central Amer-
ica, have well developed primary education systems, the
secondary and particularly the tertiary levels are less ad-
vanced. However, even a high level of human capital
does not automatically translate into better economic
performance unless the appropriate skills and attitudes
are cultivated and the appropriate linkages to other ac-
tivities are fostered.

Education offers an active role for Government in
promoting entrepreneurship through modernizing the
school curricula, in order to ensure that children learn the
information-gathering, problem-solving and risk-taking
skills and behaviours needed to succeed as an entrepre-
neur in the private or public sector. The under-repre-
sentation of the hard sciences in general and engineering
in particular among the tertiary student body is notice-
able in all Latin American economies and stands in
marked contrast to the rapidly developing economies of
South-East Asia. Further, State administration needs to
be reworked to allow these skills and behaviours to be
used in the public sector.

The national skills training programmes funded by
payroll taxes which are characteristic of the region have

often lacked any orientation towards entrepreneurship,
with recent exceptions in Mexico and Trinidad and To-
bago. Both of these World Bank-funded national skills
training programmes contain elements of training for
self-employment.

Other programmes are designed to foster entrepre-
neurial orientation. The Empresarios Juveniles pro-
gramme in El Salvador is designed for high-school stu-
dents and is modelled after the Junior Achievement pro-
gramme in the United States. Entrepreneurship develop-
ment workshops are offered through local business asso-
ciations and banks in Argentina, Brazil, Chile and Uru-
guay by a private firm under the auspices of the United
Nations. The Instituto Centroamericano de Adminis-
tracion de Empresas (INCAE), a graduate school of busi-
ness, offers certificate programmes in small-business
management in Costa Rica, Guatemala and Nicaragua.
Programmes in Bolivia, Brazil, Peru and elsewhere are
conducted by non-governmental organizations and oth-
ers using materials developed by the International La-
bour Organisation and Fundacion Carvajal.

Universities and research institutes in Latin Amer-
ica (international and State-controlled as well as private
institutions) can be important contributors to and benefi-
ciaries of private business development, as sources and
channels of technological innovation. Formal mecha-
nisms—internships, extension services and investment
or incubator-like activities—for creating linkages be-
tween university generation and commercial application
of technologies are being tried, among others, in Argen-
tina, El Salvador, Guatemala and Mexico. An evaluation
of these experiences would be valuable—and the results
could be shared with post-secondary educational and re-
search institutions throughout the region.

TECHNOLOGY POLICY AND ENTREPRENEURSHIP

For most of the 1960s and 1970s, Latin American coun-
tries favoured import substitution strategies in the capital
goods sector. This policy was reversed in the 1980s, and
Latin American countries have been actively stimulating
foreign investment by moderating perceived risks
through the establishment of enclaves, tax relief and re-
lated measures. Investment promotion in the Caribbean
to aitract manufacturing has resulted in the estab-
lishment of “free zones”. This investment has created
considerable employment and improved national trade
statistics. It could also be argued that enclave measures
combined with trade incentives are the genesis of the
huge and growing magquiladora industries in Mexico.
Subcontracting provides one important means to



166

WORLD ECONOMIC SURVEY 1992

foster domestic entrepreneurial capabilities and develop
technological know-how. The major form of subcon-
tracting in Latin America is with United States-based
transnational corporations and, to a lesser extent, large,
locally owned private firms. However, the patterns of in-
volvement are changing. East Asian transnational corpo-
rations are overtaking United States firms in some sec-
tors, bringing with them different methods of supply and
distribution. Business associations and non-governmen-
tal organizations are active intermediaries in promoting
subcontracting. They operate or promote subcontracting
exchanges (as in Brazil, Ei Salvador and Peru); sector-
specific manufacturing networks (as in Costa Rica, El
Salvador and Nicaragua); banks for financing raw mate-
rials projects (as in Guatemala); and contract farming (as
in Belize, El Salvador and Guyana). Subcontracting in
services (such as data-processing in Jamaica) and distri-
bution of consumer durables occurs without the involve-
ment of non-governmental organizations. Two legal is-
sues bar greater reliance on subcontracting as a means
for business formation and growth in Latin America: un-
predictable adjudication of contract disputes and inade-
quate intellectual property protection.

Another increasingly important form of enterprise
development in Latin America is franchising. Wide-
spread transnational corporate franchising is comple-
mented by domestic producers that combine contract
farming and fast-food franchising.

Although the import of embodied and disembodied
technology is important in stimulating productive entre-
preneurship; there must be the skills and capabilities to
absorb it. In this respect, the commitment of most Latin
American economies to R&D has been disappointing:
Moreover, existing efforts have been poorly integrated
with industrial needs. Mexico, which has one of the

highest R&D expenditures in the region, devotes only a
little over one quarter to research in the productive sec-
tor. In a number of countries with debt problems expen-
ditures fell during the 1980s. For example, Brazil’s R&D
expenditures fell during the decade from 0.7 per cent to

- 0.4 per cent of GNP.* Such a short-sighted strategy is

damaging to the entrepreneurial potential of the region.

Some new initiatives in stimulating technological
development have been undertaken. A number of Latin
American countries have experimented with incubators,
which are a facility for the maintenance of controlled
conditions to assist in the cultivation of new companies.
Incubators may be for- or not-for-profit operations and
are often started by non-governmental organizations or
educational institutions. Efforts to establish incubators
in Latin America have run into the long-standing prob-
lem of technology transfer in the region resulting from
the weakness and isolation of science and engineering
education and research. Incubators work best in environ-
ments that are supportive of information flow and inno-
vation. There are successful exceptions, notably the In-
stituto Tecnoldgico de Monterrey in Mexico, which has
an active private sector outreach and development pro-
granume,

Furthermore, there have been experiments with in-
dustrial estate projects, such as the projects financed by
the World Bank in Barbados in the early 1980s. These
provide physical infrastructure and have proven attrac-
tive to a range of manufacturing enterprises, which in
turn have generated a market for independent manage-
ment consulfing companies to assist those businesses.
But more typically, they have been beset by difficulties,
as is the case in the 93 industrial parks built by a devel-
opment organization in Mexico.

ENTREPRENEURSHIP IN THE ECONOMIES IN TRANSITION

Itis difficult to convey the deep uncertainty and instabil-
ity that now surround economic activity across the coun-
tries of eastern Burope. The rapid, anarchic disintegra-
tion of the social and economic fabric is unprecedented
in recent history and the volatile political situation is
eroding the support, that existed at the outset of the tran-
sition, for pluralistic decision-making and the creation of
market-based economic systems; and all this is occur-
ring at a time of wider global economic uncertainties, as
reported in earlier chapters of this Survey. Initially it was
believed that monetary stabilization in conjunction with

privatization would create the environment within
which independent economic agents would be able to
make decisions beneficial both to themselves and to the
overall health of the economy. Perhaps economic agents
have been doing precisely that, but with the unexpected
result of exacerbating the negative economic effects of
the macroeconomic policy stances maintained by those
managing the transition.

There is now little doubt that successful transition
to viable market-based economic systems requires ac-
tive policy on the supply side. Available resources must
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be allocated in a more effective way, given prevailing de-
mand structures at home and abroad. In addition, avail-
able investment funds must be directed at the creation or
modification of small and medium-sized enterprises that
will produce not only more efficiently but also create
newer products for which demand at home and abroad is
highly income-elastic. In this respect, transformation
will rest heavily on cultivating the endogenous learning,
experimenting and imitating capabilities that are associ-
ated with productive entrepreneurship.

Developments in the east to date prove that chang-
ing from the degenerative administrative planning envi-
ronment to more market-oriented economic systems is
indeed a slow and difficult process. The formal elimina-
tion of old laws, regulations and institutions has not auto-
maticaily led to a new ethic and market-type behaviour,
and expectations of this have been repeatedly frustrated.
Neither does public support for new values imply proper
understanding by managers of privatized enterprises,
workers, bureaucrats and emerging businessmen of the
requirements and practices of a market economy. The
State continues to be seen as responsible for saving fail-
ing enterprises; demands for negotiations with the Gov-
ernment and presentation of plans to save certain enter-
prises or sectors are abundant, including in the most mar-
ket-oriented countries of Central Europe.

Certainly, the spread of the private sector is an al-
ready noticeable and impressive feature of the transition
economies. But its growth has been confined to agricul-
ture, construction, some of the better manufacturing sec-
tors and, in particular, retail and service sectors. Much of
this growth reflects spontaneous privatization and the le-
galization of the second economy. However welcome
such liberalization, rather than representing a com-
pletely new departure much of this activity forms an in-
tegral part of the “distributive state” or derives from
“political capitalism”, and thus does not automatically
lead to buttressing the aimed-for private sector.’® In
many of these areas ingenuity and independent activity
were combined with short-term horizons not conducive
to building up the kinds of capabilities associated with
productive entrepreneurship; above all, much entrepre-
neurial energy was, and remains, directed to procure-
ment rather than production.

Under the existing circumstances of profound un-
certainty and institutional instability, profit maximiza-
tion has reinforced this development. The institutional
and legislative mix of old and new provides many oppor-
tunities for unproductive and destructive entrepreneur-
ship through loopholes and inconsistencies. The privati-

zation process across the east has been marred by specu-
lative and fraudulent practices. It bears stressing that
these incidents have by no means been confined to, say,
Czechoslovakia or Poland. They have even occurred in
the eastern parts of Germany, in spite of the institutional
controls introduced by the German Government to “nor-
malize” the economy of what used to be the German
Democratic Republic. Perhaps more damaging has been
the rational but short-sighted strategy adopted by many
larger monopolies under price liberalization.

But the commendable features of the tentative re-
structuring and adaptation that have begun to take place
should not be ignored. Under the hardening of budget
constraints and the pressures and opportunities provided
by more open trade, enterprises have begun the difficult
task of introducing the kinds of practices required for
producing, distributing and marketing goods and serv-
ices in a market economy.

This mosaic of separate and largely uncoordinated
decision-making arenas, new developments and lega-
cies of the previous system define a situation of incipient
entrepreneurship. This is characterized by the emer-
gence of a variety of independent practices released from
the hierarchical tutelage and dependence of a central
State, or emerging from the once barely tolerated “sec-
ond economy”, and geared to profit-making. Although
aiming at profits, the activities of these organs are as
likely to be unproductive, and possibly even destructive,
as they are productive. In these circumstances, an urgent
task during the transformation must be to create the ca-
pabilities with which to enhance productive entrepre-
neurship. Without such changes, former bureaucrats,
managers and ordinary workers will keep the character
of their work, its organization, personal behaviour and
institutional relations bent towards the past”’ rather than
towards the future conditions necessary to generate the
desired growth path.

In the conditions currently prevailing in the transi-
tion economies it seems particularly unrealistic to rely
exclusively on private responses. Moreover, if it is ac-
cepted that correcting the structural imbalances inherited
from the command economy will not be a spontaneous
outcome of expanding market forces and that unavoid-
able political conflicts will prevent simple technical re-
sponses to many of the problems encountered, then a se-
quencing of reform seems unavoidable.”® This would
certainly include the gradual improvement of the envi-
ronment for productive entrepreneurship to take root.
The move from incipient to infant entrepreneurship must
be an integral component of any such sequencing of re-
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form. There would seem to be three separate areas of in-
fant entrepreneurship that merit the attention of govern-
ment policy makers of the transition economies: the en-
try of new firms, regardless of whether they are financed
from domestic savings or foreign direct investment; the
establishment of small and medium-sized finms through
privatization of State-owned property, including the de-
concentration of giant State-owned firms; and finally the
management and monitoring of the firms that will re-
main in the State’s hands for the foreseeable future but
are inurgent need of wholesale restructuring. Among the
institutions needed to support entrepreneurship in these
areas a reconstituted State is central.

Itis already apparent that States in the eastern coun-
tries are undergoing a process of reform by abandoning
their old economic role and encouraging the rise of inde-
pendent economic decision makers. In the light of these
changes, the commitment to infant entrepreneurship
should not be seen as a continuation of the old State tute-
lage but as the forging of new relationships. An integral
part of this process must be the acquisition of new capa-
bilities by the State itself to support and encourage entre-
preneurship. These capabilities can be borrowed from
abroad, for example, by imitating the legal and fiscal
codes that are more or less standard in mature market
economies or acquired through formal training courses
in such areas as accounting, book-keeping and manage-
ment. However, productive entrepreneurship is often
specific to particular industrial or regional contexts and
dependent upon tacit knowledge of these circumstances.
Consequently, the appropriate entrepreneurial capabili-
ties can be fully developed only in an interactive rela-
tionship with infant entrepreneurship itself.

THE ENABLING ENVIRONMENT

In contrast to many developing countries where pressure
from below represents a significant component of the
transformation process, the economies in transition must
rely to a considerable extent on the State simultaneously
divesting itself of the detailed responsibilities over eco-
nomic activity that were part and parcel of the command
economy and building up the appropriate environment in
which productive entrepreneurship can flourish. The
scale and breadth of this transformation needs to be kept
in mind, and full consideration must be given to the
longer historical context of economic development in
the region. The dismantling of the system of central plan-
ning reflects an explicit recognition of its failure 1o attain
the performance levels established by market economies

and perhaps even more strikingly those originally estab-
lished by the planning systems themselves.

The initial success of the system has exposed its
subsequent inability to sustain transformative growth, a
failure which has systemic origins in the very institutions
of the planned economy. In particular, with the growing
complexity of the division of labour achieved under a
highly centralized productive system, neither the incen-
tives available to decision makers at the enterprise level
nor the linkages established across economic activity
supported a national system of productive entrepreneur-
ship. Rather, the quantitative growth criteria centrally
imposed and independent of cost considerations, pro-
duced an undue industrial bias and a concentration of
economic activity in giant firms with monopolistic pro-
tection. The isolation of economic units from the pres-
sures of international competition, which extended far
beyond the concerns of infant industries or establishing
requisite skills, reinforced these structural weaknesses.

Consequently, the linkages between firms and with
other institutions necessary for innovation and entrepre-
neurship were weak or non-existent, vulnerable to the
bounded rationality of the central authority and the un-
certainty imparted by often arbitrary political oversight.
The incentives generated by quantitative planning tar-
gets reinforced conservative behaviour and in the face of
increasing coordination problems and informational
asymmetries gave rise to extensive rent-seeking activity
rather than the cumulative improvement in the quality of
goods and services produced and the continuous upgrad-
ing of economic activity.

The economies in transition now aim at replacing
the relations of a command economy as quickly as pos-
sible with a “normal market economy”. That will call for
taking the State out of much of the direct decision-mak-
ing about the allocation of resources, putting in place the
institutions of the market (including banking, legal
framework, proper accounting, insurance and the like)
and rejuvenating from the ground up the macroeconomic
framework within which the market will be allowed to
operate.

The pace and priorities in moving towards market
institutions and democratic legislation vary consider-
ably among the eastern economies and depend on pre-
vious experiences with systemic reforms, the adopted
transition model and the prevailing sociopolitical situ-
ation. The outlook for countries such as those of Central
Europe is different from that of the Balkan countries or
successor Soviet republics. In most countries priority
has been given to dissolving political structures and re-
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defining property rights. This has markedly raised the
freedom of individuals to take independent decisions.
But it has also removed the powerful apparatus, includ-
ing the Communist Party, that controlled and coordi-
nated the planning system. Reestablishing effective eco-
nomic governance structures is an urgent task of the tran-
sition and essential for entrepreneurship.

Property rights and privatization

Establishing clear property rights is complicated in the
transition economies because the legal frameworks in
place are inadequate to guarantee private property and
allow owners to enforce their rights through ordinary le-
gal channels. Two additional constraints in the east com-
plicate this process. One stems from attempts to embrace
restitution of property, including financial compensation
for assets acquired by the State. The other concerns the
question of how to re-establish clear property rights pre-
sumptively inherited from the old administrative plan-
ning structures.

The first constraint has been built up over time as a
result of the intrinsic inability of the central planning or-
gans to overcome the principal-agent problem with those
managing State-owned firms. This has built up rights for
management (and sometimes workers) that resemble
implicit property rights that will have to be recognized to
some degree in any attempt to successfully privatize
these economies. Repugnant as it may seem to those dis-
advantaged under Communist rule, this has raised the is-
sue of implicit property rights held by these vested inter-
est groups that can be ignored only by aggravating the
transition depression.*

The other constraint stems from the fact that some
of the societal property rights were confiscated from pri-
vate owners or from citizens who were forced to save.
The first are confiscated property rights that may call for
restitution (or compensation) claims that encumber the
process of privatization and new capital formation. The
latter form of denied property rights calls for unorthodox
mechanisms of privatizing State-owned assets through
free or nearly free distribution.

These ambiguities over property rights have af-
forded economic agents with insider information an op-
portunity to capture basic property rights not explicitly
transferred to decentralized economic agents. Honour-
ing legitimate claims to property rights in some form is
something quite different from the opportunities af-
forded insiders to remove property rights that legiti-
mately belong to others, possibly society at large. Pre-

emptive renationalization of these assets would remove *
the uncertainty over these assets. But doing so without
resolving the conundrum of accrued, implicit or vested
property rights might be unfair as well as counter-pro-
ductive. And this process can be carried out only if there
is broad cooperation on the part of enterprise manage-
ment and workers.

Although in principle the economies in transition
committed themselves to recognizing all existing prop-
erty rights and to enable the emergence of a wide range
of types of property rights, ranging from pure State prop-
erty to pure personal property, the difficulties intrinsic to
the transition have been compounded by the perceived
need to restitute property formerly confiscated and to ap-
ply equity concerns in the transfer of property rights
from the State to other owners. In any case, toomuch em-
phasis appears to have been placed on what to do with ex-
isting State-owned enterprises at the expense of resolv-
ing ownership and property rights over other assets,
which is more important for erecting new market sys-
tems and bolstering entrepreneurship.

The greatest assets of the former planned econo-
mies are urban and rural real estate and human capital,
property rights to which have thus far been inadequately
addressed. This lack of clarity has considerable implica-
tions for entrepreneurship. If economic agents cannot
have secure rights, for example, to land and structures,
the activities they are bound to opt for will be those with
a short-term horizon requiring little long-term invest-
ment. These rights need not encompass full ownership;
clearly defined leases to land and structures could gener-
ate sufficient certainty for economic agents.

The process of privatizing the transition economies
may encompass a sequence of distinct phases, possibly
ranging from endowing State enterprises with a corpo-
rate structure recognized in a legal code, to placing even
such firms on a firm commercial footing, to divesting
part of the property rights (the usufruct) to non-State
agents, and to full divestment through sale to domestic
and foreign agents or free distribution to the population
at large and former owners. Though this concept differs
from the way privatization is widely viewed in market
economiies, it is the preferred concept precisely because
market economies that decided to shrink their public sec-
tor never faced the daunting complexity of making a
market economy out of a mismanaged planned econ-
omy.*

The privatization process in the east is generally
separated into so-called “small” (or “petty”) and “big”
(or “real” or “mass”) privatization, basically for two rea-
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sons. One is the goal of improving the efficiency of asset
use, buttressing private ownership as a key ingredient for
strengthening democracy and permitting the population
at large to acquire in some form, possibly through free-
distribution schemes, assets that were earlier withheld
from it for ideclogical, political or administrative rea-
sons. The other is that it is now widely recognized that
divestment, particularly in the case of core industry can
proceed only over a fairly protracted period of time, even
if policy makers are bent on divesting assets without
having to worry too much about proceeds and distribu-
tional implications.

The dividing line between small and big privatiza-
tion is not set hard and fast. The first is essentially con-
cerned with the sale to the public at large (possibly resi-
dents, nationals, expatriates and other foreign private
and legal persons), of assets that the State should never
have arrogated to itself. These are essentially capital
goods (including possibly arable land and housing, but
certainly service shops, retail outlets, catering estab-
lishments, small workshops and similar productive
units) which can be run at least cost through private own-
ership.

However defined, petty assets should be sold
quickly through fair allocation mechanisms, such as
public auctions (land reform may be organized differ-
ently). The goal is to quickly establish a core of private
agent-owners who constitute the nucleus of an emerging
middle class and can help strengthen democracy, the ef-
ficient production of new goods and services, and job
creation for those idled by the transformation of the old
economic structures.

Big privatization refers in particular to divestment
through the sale or free distribution of shares in public
firms that tend to be large, organized in conglomerates
and highly monopolistic. The congiomerates may first
have to be broken up into meaningful units to facilitate
transfer and encourage competition. Multi-product or
multi-plant conglomerates that have few links can be
quickly split up, normally at a small cost. Monopolies, in
some cases, can be disaggregated into smaller, compet-
ing units. However, the economies of scale and sunk
costs place fairly stringent limits on the degree of decon-
centration and demonopolization that can be pushed
through at an acceptable cost because of inevitable dis-
ruption of established links. The objectives of such di-
vestment, as well as the ways in which it could be
achieved, are therefore considerably more complex than
is the case for small privatization. Consequently, the for-
mation of a State agency to oversee the programme of

privatization has proved unavoidable in virtually all
eastern European countries.

Although the debate on privatization and divest-
ment of State-owned assets has been at the centre of the
economic and sociopolitical discussion in the east, the
progress made by early 1992 remained rather modest
(except, of course, in the eastern Linder of Germany, al-
though even there progress has lagged well behind the
expectations set and reset by the German Government).
A few spectacular sales, mostly to foreigners, have oc-
curred and laws on privatization and property rights have
been put in place in a number of eastern countries, but
progress in the successor Soviet republics remains
spotty. With petty privatization, rapid progress has been
made notably in Czechoslovakia and Poland. In spite of
the progress and experience gained, much remains to be
done and it is far too early to draw any firm inferences
from the experiences to date. The conclusions that can
usefully be drawn*' could be viewed as warning signals
that the countries that have not yet moved forward with
privatization and others that still have leeway in design-
ing the nuts and bolts of that part of their transition phase
may wish to factor into their approach to designing and
fine-tuning the privatization process.

These conclusions are, notably, that neither privati-
zation nor divestment can be pursued solely for eco-
nomic reasons but must be part and parcel of the political
economy of the transition par excellence; a well-func-
tioning privatization agency with minimal political in-
terference is a critical ingredient; revenues from privati-
zation invariably remain well below estimates made at
the outset of the transition and are best not counted on to
plug budget deficits; restitution and compensation
claims gravely hinder making headway with privatiza-
tion and clog the legal system, which in most countries
is already overburdened; even new owners of privatized
assets may engage in strategic behaviour, waiting to ex-
ercise their acquired rights until the sociopolitical situ-
ation becomes less unstable and opaque; attempts to dis-
tribute most of the nation’s wealth directly to the popu-
lation at large have foundered and schemes currently
contemplated to distribute shares free or nearly free of
charge to the population at large via investment or mu-
tual fund certificates, shares or vouchers do not circum-
vent the problem of monitoring those running privatized
firms; privatization, however motivated, is bound to be-
come pragmatic over time, but learning from mistakes
committed during the transition can be very costly and
delay the transformation process; information during the
transition tends to be exceedingly “noisy” and asymmet-
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rically distributed; efforts to restrict the distribution of
wealth to resident nationals is bound to founder as prox-
ies can always be found, albeit at a cost; and privatization
without even a rudimentary capital market makes it very
difficult to filter useful from noisy activities in the pri-
vatization process.

Once clear property rights are in place, the role of
the private sector will acquire growing importance. Pri-
vate capital formation should be encouraged within the
boundaries set by law and the economic environment
traced by macroeconomic policies and institutions. This
is particularly important in the case of small and me-
dium-sized firms. Fostering the formation of such firms,
whether through a structural policy of the State or simply
through the market, should rank high among the priori-
ties on the agenda of the transition.

Stabilization, price liberalization and
opening up to foreign competition

Most of the eastern countries introduced price liberaliza-
tion in the course of 1990 and 1991, removing adminis-
trative controls and allowing prices to fluctuate in re-
sponse to supply and demand within the context of tight
macroeconomic policies. The prices of some basic goods
and services (such as housing, public utilities and non-
tradable social services) and also wages remain closely
administered. e

The immediate effect of this liberalization can be
measured both by the falling share of government out-
lays in GDP and the increased supply of goods, particu-
larly from an expanding private sector. But this policy
has also led to significant macroeconomic disturbances
whereby dramatic falls in output have been accompanied
by unanticipated price rises, especially in the large mo-
nopolies that continue to dominate output.

~ Trade liberalization, involving the abolition of the

- State monopoly of foreign trade and payments, is a natu-
ral analogue of domestic price reform. The result is a
closer link between domestic and trade prices, in part
through an operative exchange rate. This is also fostered
by revisions in the protective regimes, by the nearly
complete elimination of non-tariff protection and usu-
ally by bringing customs duties in line with international
usances or even cutting them below prevailing levels.

Although world market prices are seen as the most
reliable indication of relative prices, and trade liberaliza-
tion has been recognized as a powerful source of disci-
pline on domestic producers, differences have emerged
over the pace of reform. The question is not whether to

open up, but at what pace domestic producers should be
exposed to the full force of international competition
given the weakness of the transition economy. The
choice is between letting a large segment of domestic in-
dustrial enterprises fail, hence having to engage in a sub-
stantial social safety net, or retaining the protective re-
gime over some period of time, thereby easing the social
demands for some form of subsidy. This choice was pre-
sent also in deciding how best to disengage from the
CMEA trade, pricing and payment regimes. But precipi-
tous action on the part of some partners in Central
Europe combined with the disintegration of the former
Soviet economic and political regimes, hastened the
CMEA’s demise. Similar events are currently transpiring
in the dinar currency regime in Yugoslavia, under the
stark realities of wartime destruction, and under the rapid
erosion of the rouble currency regime in the former So-
viet Union, and in its successor, the Commonwealth of
Independent States (CIS).

Relatively unencumbered entry and exit of firms is
essential for successful entrepreneurship. Through these
pressures and incentives, a new class of entrepreneurs
will establish firms offering unfamiliar products or pro-
ducing and marketing existing products in more effec-
tive ways. In addition, newly emerging small firms can
be expected to impart an important element of organiza-
tional flexibility and provide a valuable source of em-
ployment in the east. The appropriate incentives to en-
courage these new activities require, in addition to a ro-
bust price system, a legal and fiscal framework to ensure
that the potential profit is captured by the innovative
firm. The introduction of a legal code enforcing con-
tracts and regulating cartels, mergers and market power
and the establishment of a patent system are under way
in most eastern countries.*?

A second area of particular importance in the east
concerns the exit of firms. Firm survival was not an en-
terprise-level decision under central planning and bank-
ruptcy became an unfamiliar event. Both the institu-
tional and ideological acceptance of firm exit is an essen-
tial feature of competition policy. To expedite and
smooth this adjustment, the introduction and effective
implementation of bankruptcy laws is an urgent task.
Correspondingly, the indiscriminate use of subsidies to
and taxes on State-owned enterprises is gradually disap-
pearing and a complete overhaul of the fiscal system to
ensure a predictable and transparent relation between en-
terprise and State is being undertaken. Equally, an active
labour market policy to ensure that the appropriate re-
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sponse to exit is forthcoming from the affected employ-
ees needs to be urgently addressed in the east.

Many of the measures to facilitate entry and exit of
firms can imitate those already found in advanced mar-
ket economies. However, even if transplanted with con-
siderable professional assistance from the west, these
environmental changes will take time to be fully estab-
lished. Moreover, as no single model of industrial gov-
ernance exists in reality in mature market economies, the
need to make choices about the appropriate path is al-
ready apparent at this early stage.

FINANCIAL SYSTEM AND ENTREPRENEURSHIP

The rapid disintegration of State coordination has placed
an additional burden on emerging financial institutions
meant to fuel the fledgling market economy.*> Whatever
form of banking system may eventually be best suited to
individual countries, the absence of banking experi-
ences, even in the more advanced eastern countries, may
caution against too close a link between banking and in-
dustry. Striving immediately for a universal banking sys-
tem may simply concentrate decision-making power
over the corporate sector in the hands of inexperienced
bankers lending to inexperienced managers.* However,
the daunting fask of transformation and the already es-
tablished links between existing financial institutions
and industrial concerns strongly suggest the need for
some kind of industrial banking. This difficult dilemma
has yet to be seriously faced in the east.*

Progress has been made in dismantling the mono-
bank system and replacing it with a two-tier banking
structure. Central banks have been established and sepa-
rated from commercial banks. However, independent
private banks have so far been slow to emerge in the east
with the notable exception of Poland.* The most obdu-
rate legacy of the State banking system is the acute ab-
sence of skilled personnel to run a modem financial sys-
tem. Consequently, advice is being sought from western
banks with respect to technology, know-how and per-
sonnel training.*’ “Twinning” with western banks has al-
ready proved attractive to newly commercialized Polish
banks and has been supported by the International Fi-
nance Corporation. However, clarity on the role of the
new financial system in the restructuring of enterprises
has not matched these initial developments.

Most eastern countries have demonstrated a strong
proclivity for setting up a stock exchange and moving
rapidly forward with other securities markets. Part of this
inclination stems from the chosen models of privatiza-
tion, including share sales or free distribution of shares

that can be adjusted to portfolio preferences through
public trading. Though tradability is needed to enable
agents to re-equilibrate their preferred portfolio, a good
deal of the sentiment in favour of erecting securities mar-
kets derives from misconceptions about the role of the
stock exchange in economic development. Abuses have
rapidly come to the fore and volatility of stock markets
and the quick saturation of markets, particularly at a time
of stringent monetary control, have eroded investor con-
fidence.

The disappointing returns for individual investors
and the slow pace of privatization have seriously compli-
cated the task of building capital markets in the eastern
economies. Other non-banking financial institutions
(such as insurance and pension and mutual funds) are
still in an embryonic state, even in countries that are most
advanced in restructuring their financial systems. The
banking sector itself tends to be more a source of distor-
tion than of support to infant entrepreneurship. Restruc-
turing of the banking sector is not progressing fast
enough and the roles of the banking sector as opposed to
securities markets and stock exchanges are not well de-
fined. The whole process seems to be evolving hap-
hazardly and not within a comprehensive longer-term vi-
sion of the basic requirements for entrepreneurship.

Credit continues to be allocated primarily to “cli-
ents”, chiefly the State-owned enterprises, cultivated un-
der administrative planning. This is partly due to the per-
sistence of old established ties, the debt structure inher-
ited from the past and the fact that the vast majority of
banks continue to function more as arms of the treasury
than as commercial entities entitled to enforce bank-
ruptcy for bad clients. This problem cannot be solved
without clearing the balance sheet of enterprises and tak-
ing\‘pglitical decisions about how to absorb and distribute
the losses. That does not necessarily require that all bank
debt be taken over by the Government.*®

The weakness of the financial system has several
negative consequences for entrepreneurial activities.
First, many financially weaker firms have advantages
over economically more robust firms in obtaining bank
credits, which militates against the promotion of devel-
opment. Second, there is a tendency to allocate resources
to sectors and activities that do not involve longer-term
financial commitments but guarantee quick repayment
of credits (commerce and short-term arbitrage transac-
tions). As an example, during the initial phase of the tran-
sition in 1991, Kommerni Bank in Czechoslovakia,
which handled the majority of private accounts, in-
structed its subsidiaries not to grant long-term credit to
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private firms.* Moreover, although the credit ceiling to
State firms is Ks 100 million, it is only Ks 5 million for
private firms. Third, access to credit for new firms is lim-
ited by their lack of familiarity with applying for credit
and the banks’ lack of knowledge about how to process
them (risk evaluation, forms of financing to offer or
guarantees to accept).”® Some of these skills can be trans-
ferred through training arrangements with westemn
banks but others can only evolve with the establishment
of appropriate financial linkages between banks and po-
tential entrepreneurs.

Credit facilities in support of small enterprises in
the east have been established by a number of interna-
tional agencies, notably the World Bank and the Euro-
pean Investment Bank, offering favourable interest rates
and conditions. Moreover, domestic institutions have
emerged to provide financial assistance to small and me-
dium-sized ventures. A case in point is the Hungarian
Enterprise Development Foundation created in 1990

with resources from the Government of ECU 21 million.

EDUCATION, TRAINING AND ENTREPRENEURSHIP

In comparison with other transforming economies, the
eastern countries have had well-developed systems of
national education at all levels, in part because of the
strong commitment to formal learning. It is a reminder of
the short-term outlook in some of the transition econo-
mies that even essential education, taken for granted in
most western societies, is now being increasingly sub-
jected to “market” criteria. Although economic stagna-
tion over the past decade adversely affected resources di-
rected to education in the east, a stock of skilled human
capital remains, and the quality of human resources in
most countries of the region is considered an important
asset and potential for entrepreneurship. Workers and
managers have acquired relatively high levels of profes-
sional knowledge and skills, particularly in traditional
activities such as heavy industry, textiles and engineer-
ing.

There are, however, major obstacles in activating
this potential. First, the undeveloped market culture
means poorly developed knowledge of how the market
economy functions and what its basic rules and relation-
ships are. Major changes in the education system and de-
velopment of business schools and management training
are essential to overcome this obstacle. A new education
system should provide not only diversified channels to
acquire new professional skills but also new curricula
that can serve to remodel old mentalities, habits and atti-
tudes.™

Under the current conditions, a new system of na-
tional education and basic research faces severe organ-
izational and financing problems. Education was pre-
viously a truly public good freely available to virtually
everyone.” A new concept of how to guarantee the sup-
ply of education is yet to be formulated. Not only will re-
organization be required but a complete retooling must
be undertaken, something that will require considerable
resource commitments. Most countries are responding
ad hoc, usually taking short cuts to meet budgetary con-
straints. Perhaps the most immediate concerns for edu-
cation systems in the region derive from serious cuts in
funding because of current macroeconomic stringen-
cies.

In addition to formal education, productive entre-
preneurship requires a considerable amount of experi-
ence-based knowledge which can only be cultivated in
the particular sectoral and enterprise context. The forma-
tion of regional business centres to provide advisory, re-

. search and educational programmes in Hungary and the

rapid spread of technical consultancies in Poland are en-
couraging in this respect. Executive programmes pro-
vided by public and private agencies, company-based
programmes and sector-based training courses for spe-
cialists in various areas should be part of the broadening
of education in support of productive entrepreneurship.

A successful transition to a market economy and
the maturing of entrepreneurial activities requires major
changes in the sectoral structure of employment parallel
to the restructuring of economic activities towards more
efficient industries and services. New skills and knowl-
edge will be needed and a whole system of training, in-
cluding active labour market policies, should be put in
place, accompanied by a robust and financially viable
welfare policy for those temporarily cut of work. The
primary effort should be in fostering labour-market
flexibility rather than unemployment compensation or
simply subsidizing present employment. There is also an
urgent need to reallocate many highly qualified special-
ists and workers who are underutilized in their current
positions, as a legacy of administrative planning. Anum-
ber of international agencies, including the International
Labour Organisation, have begun to foster programmes
targeted at these groups.

TECHNOLOGY POLICY AND ENTREPRENEURSHIP

The eastern societies have inherited a distorted R&D and
technology policy, which unduly favoured some sectors,
discriminated against others and in general failed to es-
tablish the necessary links between basic and applied re-
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search and between research institutes and the enter-
prises that could make full commercial use of the re-
sources committed.* These economies will have to de-
centralize R&D responsibility, create links that enhance
its commercial applicability and redefine the role of pub-
lic involvement and support. In this respect, a technol-
ogy policy should be seen as an integral component of in-
dustrial restructuring and a complement to competition
policy.

The earlier discussion emphasized the importance
of establishing a commitment to R&D at the enterprise
level. To the extent that R&D represents a long-term in-
vestment subject to cost calculations, tax incentives and
financial support can provide valuable encouragement
to in-house R&D. In addition, predictability of legisla-
tion and macroeconomic policies to enhance business
confidence are likely to make for a more appropriate en-
vironment. Under the current uncertainties in the east it
is urgent that these longer-term commitments not be sac-
rificed to short-term financial expediency. Similar con-
siderations extend to the introduction of new process
technologies through investment decisions.

In the apparent rush to dismantle large firms, their
advantages in the area of R&D and the diffusion of proc-
ess technology should not be ignored. This is particularly
true in the heavier industries and engineering closely at-
tached to the military complex, where firms have access
to an established research network and cadre of trained
personnel. Undoubtedly much existing research will
have to be turned to more commercial applications, per-
haps in the areas of information technology, environ-
mental improvement or health care, all of which have un-
tapped market potential in the east. Moreover, such con-
siderations do not exclude the formation of independent
research-based enterprises in these areas with close links
to larger firms. Indeed, the need to strike a balance be-
tween large and small firms is particularly apparent in
the important engineering sector, where sub-contracting
relations organized by larger firms has been an important
incubator of entrepreneurship in market-type econo-
mies.

The proliferation of small and medium-sized firms
in the east should also give rise to innovation centres and
small business support groups providing information,
consultants and educational training, all of which have
become increasingly important in developed countries
in recent years. Technology parks are now under consid-
eration in a number of eastern European countries. The
Wielkopolska Innovation Centre in Pozna is engaging
the support of provincial councils, indusiry and eco-

nomic and craft associations to facilitate such 2 venture.
A joint venture between the Finnish and Hungarian Gov-
emnments is under discussion to establish a 100 hectare
park comprising firms from both countries. The Bovis
group of the United Kingdom is developing a technology
park adjoining the University of Brmo in Czechoslova-
kia. In the Russian Federation, the Moscow Institute of
Aviation Technology and Moscow University have pio-
neered efforts at creating an entrepreneurial environ-
ment that can harness existing educational expertise.
Undoubtedly the established commitment to education
in most countries in the east has provided considerable
opportunities for entrepreneurship through knowledge-
based activities, and such developments seem particu-
larly encouraging to productive entrepreneurship. The
formation of industrial districts that can share the burden
of delivering necessary services to small firms might
provide useful lessons for some industries in the east. In
all these respects, considerable initiative will have to be

—forthcoming from regional and local state and business

organizations.

These changes require major institutional reforms
of the eastern societies. With greater enterprise responsi-
bility and the establishment of a more robust and inter-
nationally standardized patent system, fewer layers of
middle-level R&D administration will be required.
However, some kind of ministerial recognition should be
given to technology policy. In addition, links to westem
European technology programmes might be considered
as part of the rising tide of cooperation among European
Governraents.

The urgency of technological restructuring in the
east, to enhance productivity and competitiveness on in-
ternational markets and to improve environmental con-
ditions, has focused considerable attention on foreign di-
rect investment as a source of technical know-how and
entrepreneurial capabilities. The sharp rise in the number
of registered joint ventures since 1990 is encouraging,
even though the actual flows of foreign direct investment
have been less pronounced. Thus far, Hungary has been
disproportionately favoured in this respect. Over the
longer term, once a modicum of stability in monetary
and fiscal policies is restored, the east might become a fa-
voured location for foreign direct investment. Under the
current circumstances, however, it would be unduly op-
timistic to expect foreign direct investment to underpin
the transition.*

Caution is also called for in view of the asymmetric
information facing most eastern countries dealing with
large foreign companies and the potential for opportun-



ENTREPRENEURSHIP

175

istic behaviour by international firms. Although there is
some evidence that foreign firms are finding the avail-
ability of a cheap scientific labour force a significant at-
traction for enhancing their own R&D efforts,” consid-
erable domestic efforts should be made to establish the
appropriate linkages between such activities and the
wider economy in order to avoid becoming a passive re-
cipient of innovation.

EXPERIENCES AT THE ENTERPRISE LEVEL

Economic recovery and the emergence of a pro-growth
alliance will in all these economies be dictated by the ex-
tent to which productive entrepreneurship takes hold at
the enterprise level. In this final section the focus will be
on the emergence of independent small enterprises, the
creation of medium-sized firms through privatization
and the restructuring of large State-owned enterprises.

The growth of small firms has dominated the
change in industrial structure in nearly all eastern coun-
tries over the past two years. Their number has grown ex-
plosively, particularly in Central Europe. In Czechoslo-
vakia between May 1990, when private business was le-
galized, and March 1991, just under 700,000 individuals
had registered to conduct business. In Hungary, between
December 1989 and June 1991, the number of individual
entrepreneurs rose by over 118,000 and the number of
limited liability companies by over 22,000. In Poland the
number of small firms rose from over 800,000 in Decem-
ber 1989 to nearly 1.3 million in December 1991. The
pace has been somewhat slower elsewhere. However, in
countries with legislation on privatization, clear prop-
erty rights and liberalization, the pressure to create small
firms is inevitable. ‘

Often, these new firms come about through “spon-
taneous privatization” by hiving off parts of the large
State-owned firms or the legalization of activities pre-
viously confined to the second economy. Many ob-
servers suggest that the second economy is a repository
of actual or latent entrepreneurial initiative and will be in
the vanguard of moves towards new economic structures
in the east. There is undoubtedly some truth to this. How-
ever, the attachment of many of these smaller firms to the
previous economic regime does not confirm their ability
to underpin transition to market-based economic deci-
sion-making in the east. Expectations should not be set
too high and the second economy should certainly not be
equated with the small innovative enterprise sector typi-
cal of fast-developing market economies.

True, much of the activity in the second economy
required independent initiative, particularly in the case

of small businesses supplying State enterprises with nec-
essary inputs and responding to user needs through close
supplier-customer relations. However, engaging in these
activities depended on having access to labour, machin-
ery and inputs acquired from the State sector, often illic-
itly and well below fair value, if not through outright
theft. Many facets of the second economy, perhaps para-
doxically, depended on the hoarding practices of State
enterprises. Mobilizing resources required channelling
entrepreneurial energies into procurement rather than
production. With restructuring, many of these activities
will lose their rents and become unviable.

Even when approved in formal legislation, small
firms were moving quickly in and out of various busi-
nesses and were not allowed to become too conspicuous.
Longer-term efforts involving investment risks and ex-
perimenting with new products or technologies did not
pay off in such a hostile and unpredictable environment.
Furthermore, the conditions of seller’s markets in a mo-
nopolistic environment that many private firms or coop-
eratives managed to build for themselves did not stimu-
late creativity and entrepreneurship. Many managers of
cooperatives and private firms under central planning
had thus similar priorities and positions to those of their
co-equals in the State sector. They tended to be more in-
clined to lobby and bribe than to innovate and look for
new opportunities.

Whether the new small firms, once they become
operational, which many never do, will eventually pro-
vide the buttress for productive entrepreneurship re-
mains to be seen. Many new firms represent part-time or
second occupations, mostly of an arbitrage nature, and
will disappear in a more stable economic environment.
The tumnover rate is particularly high, which may rein-
force short-term horizons. Most remain concentrated in
services and trade, have an employment of five or less
and tend to cluster in large urban areas. The initial capital
outlay, in most cases, is very small.** Many of them face
extraordinary difficulties, some of which have been de-
tailed in eatlier sections. Although incomes tend to be
larger in small enterprises the risks of failure are alsc
high, and entrepreneurs voice considerable skepticism
over their future prospects. The main obstacles tend tobe
lack of technological skills, absent or inappropriate bank
services to meet their needs, inadequate government
support, fiscal disincentives and the difficulties posed by
an unstable macroeconomic climate.

None the less, the preponderance of new small
firms in the service sector and trade is indicative of an
improving entrepreneurial environment and further
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“petty” privatization should add considerably to the
numbers. Developments in the service sector can be ex-
pected to make a significant contribuation to the growth
of the economy-—providing necessary skills for other
small businesses such as accounting, legal services, mar-
keting and advertising. Equally, the rapid expansion of
the retail sector has been the source of important institu-
tional innovations—such as franchising agreements and
leasing arrangements®’—and potentially of capital accu-
mulation to entrepreneurship in other sectors.

It is the weak showing of small firms in manufac-
turing that is worrisome. Evidence from Hungary sug-
gests that profit rates are considerably lower than in trade
or the service sector, and the dependence on outside sup-
pliers and the market of State-owned enterprises is
greater. However, examples of smaller engineering com-
panies, technology-intensive and design-based small

firms producing a high quality product can already be

found in some countries, including the former Soviet
Union.*®

One immediate problem is the weak voice of small
firms in presenting their common grievances and de-
mands. In response, a number of countries have estab-
lished small business institutions of some kind. The
Hungarian Small Business Administration is responsi-
ble for coordinating policy affecting small business ac-
tivity, and the Foundation for the Development of Small
Enterprises provides additional support and a voice for
small business. The Polish Government has formed the
Department for the Promotion of Entrepreneurship to
provide informational services to small and medium-
sized firms, and training programmes are being estab-
lished through the European Community’s PHARE
(Pologne-Hongrie: assistance d la restructuration
économique). Government support has been slower in
Czechoslovakia although an active association has
emerged that was instrumental in preparing the draft of
the first entrepreneurial law and a number of private in-
itiatives to promote training and funding have emerged.
Bulgaria has recently established a small business asso-
ciation. The nucleus of institutions such as the Union of
Small Enterprises, the Trade Union of Small and Innova-
tive Enterprises and the Small Business Development
and Support Federation, inherited from the ex-USSR
may provide support in the successor republics.

A pressing need that should be addressed is fiscal
support in the initial stages of enterprise formation
through allowances or tax exemption.* Fiscal reform
has so far been dictated by macroeconomic and distribu-
tional concerns. However, fiscal incentives for invest-

ment are essential during the transition period. This is
particularly true in the case of smaller enterprises whose
return to investment, as in sophisticated engineering and
scientific research, can be expected to take a longer time
to materialize. The State could also favour these small
firms through its own procurement policies.

Privatization has created a growing number of in-
dependent small and medium-sized enterprises that may
underpin the transition to effective market relations in
the east. However, the pace and depth of this process var-
ies widely across the various countries. Undoubtedly,
further developments rest heavily on the actions of the
public agency established to oversee the privatization
process.

Despite its many unique features, the lessons of the
Treuhandanstalt responsible for privatizing firms in the
former German Democratic Republic are instructive.
Faced with a highly concentrated production sphere and
avariety of conflicting economic and political pressures,
the Treuhand’s agenda quickly evolved from auctioneer-
ing State assets into an implicit industrial policy distin-
guishing between viable firms that could be quickly pri-
vatized, firms in need of restructuring and firms that are
unlikely to achieve competitiveness and must be closed.
Despite the agency’s commitment to selling State-
owned assets, it has often been necessary to forgo reve-
nue maximization in exchange for ensuring the appropri-
ate managerial capabilities and commitments to invest.

The Treuhand has disposed of the majority of its
20,000 small businesses in retail and services and close
to half of the 10,000 larger enterprises; chemicals, phar-
maceuticals and engineering companies have found
ready buyers. However, the Treuhand has been forced to
monitor prospective buyers more closely in the face of a
number of fraudulent deals and enforce penalties for bro-
ken contracts.* The medium-sized enterprises that have
underpinned the economic success of the western Lin-
der have not been attracted to the eastern Linder in great
numbers. The reasons lie with the still poorly defined
structure of property rights, the debt of many firms, pol-
lution levels and the existing capabilities still embedded
in the old management.

In other economies the privatization process pre-
sents a more varied picture although, as previously de-
scribed, progress has generally remained modest. Efforts
to date have been concentrated in real estate, trade, serv-
ice industries and construction. However, there is some
evidence that the industrial firms sold have been in the
more competitive sectors.’’ Many of these companies
have had exposure to western markets and have export
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potential based upon an established brand name. More
aggressive marketing and organizational reforms of the
workplace can be expected to bring substantial benefits.
In many respects, these firms face some of the greatest
restructuring problems in the transformation period. In
particular, they lack the necessary links to banks to help
finance a systematic restructuring programme and are
least able to increase prices in response to liberalization
while having to accept higher input prices for energy and
basic metal producers. Moreover, small and medium-
sized producers are usually more dependent upon an ex-
tensive supplier network, which remains unpredictable
in many eastern countries.

Despite these obstacles small and medium-sized
firms have shown great willingness to engage in serious
restructuring. The squeeze on profits stemming from the
economic recession has produced a managerial commit-
ment to restructuring and a greater degree of cooperation
from the labour force. Enterprises, particularly in the
consumer goods sector but also light engineering, have
been quicker to introduce modern marketing strategies
compatible with the new environment—including such
organizational innovations as consignment systems and
factory outlets. Market research and advertising have
also been more readily adopted, and improvements in
product quality and diversity is more common among
smaller than larger producers.®

Although privatization has not yet become an es-
tablished strategy in the former Soviet Union, produc-
tive entrepreneurship has developed in the cooperative
sector. Significantly, between 1989 and 1990 the number
of firms engaged in project design, scientific research,
information technology and computers rose markedly,*
based upon a higher quality product and service. Similar
developments can also be found in consumer goods in-
dustries, such as clothing.*

The supply of appropriate entrepreneurial capabili- V

ties is a major concern for medium-sized enterprises.
Evidence from Germany and Poland suggests that the re-
moval of an existing management structure is likely to
generate significant improvements in company perform-
ance. However, it is inevitable that the vast majority of
the present management will remain in place and, de-
spite some striking evidence of the qualities of manage-
ment in the east and entrepreneurial commitment of bu-
reaucrats,” considerable retraining will be essential.
For small and medium-sized enterprises, financial
services and access to credit are a significant problem.
Many firms require sizeable financial commitments to
make the necessary restructuring and introduce a more

up-to-date capital stock and, despite being less saddled
with debilitating debts than some of the larger firms,
many domestic financial institutions remain committed
to the latter. Consequently, short-term cash-flow prob-
lems might force the closure of viable firms and existing
distortions allow inefficient firms to survive.

The difficulties surrounding privatization and re-
structuring are most pronounced with the large enter-
prises that dominate the east’s economic landscape.
Some of these giants can be disaggregated into self-con-
tained smaller units. But there is now a growing aware-
ness that a number of these firms will remain in State
hands. Unfortunately the continuation of State owner-
ship has been a strategy of last resort and a positive pro-
gramme of restructuring has yet to evolve.® However,
the viability of an industrial policy with an explicit com-
mitment to winners and losers has recently been receiv-
ing more careful attention, although the institutional
support and expertise is as yet not in place.

The requirements for restructuring are arguably
largest in energy and metals complexes, particularly
those directly related to defence activities. Substantial
investment in more efficient and environmentally-
friendly technology and the development of downstream
industries will be required. This task is especially daunt-
ing in the case of the former Soviet Union. The necessary
investments to bring up mining and production opera-
tions to an acceptable international level will almost cer-
tainly involve agreements with transnational corpora-
tions.®” Similar problems and opportunities face the en-
ergy sector.

The military complex and its related engineering
firms face a difficult period of conversion to civilian pro-
duction, which has only just begun.® Many of these en-
terprises are overly diversified and have a hierarchical

_managerial structure hostile to innovative activity. The

collapse of established domestic and export markets has
increased the urgency of drawing on this potential in
electronics, computer technology, materials and com-
munications, from modern fibre optics to aircraft. In the
former Soviet Union the room for joint ventures in air-
craft, space-related projects including satellite technol-
ogy and communications technology is already under
discussion and similar agreements in more traditional
consumer goods should also be possible.” The emer-
gence of successful larger enterprises in the engineering
sector may become the basis of subcontracting relations
to small firms.

The development of the transport and telecommu-
nications infrastructure offer real possibilities for re-
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structuring in support of productive entrepreneurship
drawing on an established and internationally respected
R&D base. Expansion of the telecommunications net-
work is an urgent task across the east. The OECD has es-
timated that the cost of reaching westem levels will be
some $50 billion and the cost of modernizing exchanges

and introducing satellite technology considerably more.
Many of the major lending institutions have targeted
telecommunications, and western investment is follow-
ing slowly. Opportunities for a constructive dialogue be-
tween private and public enterprise abound in this area.”
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Annex

STATISTICAL TABLES

The statistical annex contains the main sets of data on
which the analysis in the World Economic Survey, 1992
is based. The data are presented in greater detail than in
the text and the time series have been extended. In pre-
paring the annex, the Development Policy and Analysis
Division of the Department of Economic and Social De-
velopment obtained the collaboration of the secretariats
of the Economic Commission for Europe (ECE) and the
United Nations Conference on Trade and Development
(UNCTAD). The annex is based on information from the
Statistical Division and Population Division of the De-
partment, the International Monetary Fund, the Organi-
sation for Economic Co-operation and Development, the
World Bank and selected national and private sources.
Estimates of economic data for most recent years are
made by the Development Policy and Analysis Division,
in consultation with the regional commissions. Fore-
casts are largely based on the results of Project LINK, a
collaborative international research group for economet-
ric modelling, headquartered in the Division. Data in the
present Survey are based on information available as of
1 May 1992.

The data in the annex pertain mainly to large econo-
mies and groups of countries, which are defined in the
explanatory notes 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 major geographical changes that have taken place re-
cently in Europe and Asia. Aggregated data of develop-
ing countries are generally based on samples of coun-
tries, since some country data are at times unavailable or
are available with a long time-lag. However, in general,
the samples are large. For example, estimates of rates of
growth of output in developing countries are based on
data of 92 countries, accounting for an estimated 98 per
cent of the population of all developing countries.

The World Economic Survey, 1992 introduces two
important changes which bear upon the comparability of

the 1992 published figures and those of previous Sur-
veys. Pirst, the base year and the associated country
weights for calculating the average growth rates of real
output have been changed from 1980 to 1988. The base
year was updated to better reflect the economic size of
countries (see box I.1). The new base year was the latest
year for which reliable data were available for the great-
est number of countries. Second, new adjustments and
revisions have been made to output and foreign trade
data of the economies in transition in order to better ap-
proximate standard international definitions and thus en-
hance comparability with data from the rest of the world.

UPDATING GROWTH RATES OF AGGREGATE OUTPUT

The growth of output of each group of countries is calcu-
lated from the sum of the gross domestic product (GDP)
of individual countries measured in 1988 prices and ex-
change rates. The starting point for the calculation was
thus to convert the GDP in national currency in 1988 into
a dollar figure. In cases where the conversion at the offi-
cial exchange rate yielded unrealistic results, adjust-
ments were made based on other economic variables.'
Two changes were made in the grouping of devel-
oping countries. First, the sample of developing coun-
tries and regions now contains 92 countries, as compared
with 83 in the previous Surveys. Second, among the capi-
tal-importing developing countries, because of changes
in the importance of their energy exports, Colombia is
now included in the group of net energy exporters and
Peru becomes part of the grouping of energy importers.

OUTPUT OF THE ECONOMIES IN TRANSITION

‘When the transition economies of eastern Europe and the
former Soviet Union were centrally planned, they meas-
ured aggregate output according to the concept of net
material product. They now measure aggregate output in
terms of GDP or gross nat;’]ional product (GNP) and have
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begun to publish this data in local currency, although
times series in real and nominal terms do not always ex-
tend very far back in time. For purposes of the Survey,
estimates of missing years had to be made, notably in the
case of the former USSR.

Furthermore, in order to convert 1988 national out-
put estimates into dollars for the calculation of base-year
weights, a set of currency conversion factors was
needed. In most cases, market-clearing exchange rates
were unavailable for making the conversion. Estimates
were thus made and compared for consistency with other
estimates of relative economic size, including an update
of an exercise carried out by the Statistical Office of the
former Council for Mutnal Economic Assistance
(CMEA). This resulted in the regional averages con-
tained in table A.3.

However, the level of output of the region in dollars
underlying table A.3 seemed to understate the size of
these economies relative to market economies, where
prices were very different and played a different role in
resource allocation. Thus, in calculating world output
growth, as in table 1.1, a purchasing-power-parity con-
version factor was used to arrive at the weight of the re-
gion in the world economy. All in all, major shortcom-
ings in the data preclude calling the results anything
other than tentative estimates. They will be replaced with
more firmly grounded statistical data as they become
available.

THE VALUE OF FOREIGN TRADE OF
THE ECONOMIES IN TRANSITION

Data on international trade among the member countries
of the former CMEA have long been plagued by statisti-
cal difficulties arising from the artificial role that prices,
particularly exchange rates, played in trade statistics.
ECE has recomputed the dollar value of foreign trade of
these countries to bring them closer to international
standards® and these have been incorporated in table
A20.

Until 1990, the CMEA trade régime used units of
payment and accounting, a commodity classification
and reporting rules that differed from common interna-
tional practice. A major source of the difference was the
use of an accounting unit, called the “transferable rou-
ble” (TR), for valuing intra-CMEA trade. Each country
translated its local valuation of trade with CMEA part-
ners into transferable roubles at its own TR exchange
rate and used these figures for calculating TR balances in
the CMEA clearing mechanism at the International Bank
for Economic Cooperation in Moscow. For statistical
purposes, the TR-valued trade was translated into dollars
by each country at its own TR/dollar exchange rate. This
resulted in widely divergent cross rates and inconsisten-
cies between the statistics of trade pariners (country A’s
exports to B were valued differently in dollars from
country B’s imports from A). In order to correct this,
ECE recalculated the intra-regional trade of eastern
European economies and the former Soviet Union until
1990 using a single TR/dollar exchange rate.

Although, in the past, intra-CMEA trade that was
not transacted in transferable roubles was a small part of
the total trade of the group, that portion jumped in 1991
with the dissolution of CMEA. Indeed, data in 1991 were
largely valued in local currency and converted into dol-
lars at national exchange rates, although substantial rou-
ble-based trade still took place. In 1992, the problem will
disappear as the transferable rouble is no longer in use.’

Thus, 1991 is a transition year for trade data of the
region and the nationally measured changes in the value
of trade from 1990 to 1991 should be interpreted as giv-
ing only very rough approximations of actual changes.
The corrected trade series of ECE gives a somewhat bet-
terestimate; however, detailed data on commodity flows
and national trade volumes, which are not yet available,
will be needed for a more comprehensive analysis. In
particular, unit values derived from trade value and vol-
ume data, as in table A.20, have to be interpreted with
great caution.
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1. GLOBAL OUTPUT AND MACROECONOMIC INDICATORS

Table A.1. World population, output and per capita GDP, 1972-1991

Growth rate Growth of real
of population GDP per capita
(annual GDP GDP {annual
percentage (billions per capita percentage
Population  change) of 1988 (1988 change
{millions) 1972- 1982-  dollars) dollars) 1972- 1982-
1981 1991 1981 1991 1981 1991 1981 1991 1981 1991
Developed market economies 769 833 08 08 11530 15177 14999 18211 24 20
of which:
United States . 230 252 10 09 3991 5038 17357 20009 1.6 14
European community” 319 342 04 07 4067 5181 12761 15135 2.8 1.7
Japan 118 124 11 05 2184 3350 18561 26990 33 38
Other developed market
economies : 102 116 12 12 1288 1609 12578 13909 20 1.0
Eastern Europe and .
the Soviet Union 377 387 07 07 2093 2212 5546 5722 . -04
Eastern Europe 110 97 07 04 652 545 5938 5648 - -0.9
Soviet Union 268 290 08 08 1441 1667 538 5746 . -0.2
Developing countries 3321 4095 22 21 2466 3479 718 830 27 1.5
by region:
Latin America 365 451 24 21 770 895 2109 1984 2.8 -0.6
Africa 436 591 29 31 267 338 611 572 1.6 -0.7
West Asia 91 130 36 35 441 446 4865 3492 -0.2 -33
South and East Asia 1352 1685 23 23 641 1157 500 711 3.6 36
Mediterranean 69 82 18 17 115 133 1662 1616 28 -0.3
China® 1009 1156 1.7 14 215 511 214 442 39 7.5
by analytical grouping:
Capital-surplus countries 70 99 38 35 398 379 5684 3834 -0.6 -39
Capital-importing countries 3251 3996 22 21 1963 3099 636 754 31 1.7
our recent surplus
economies 64 72 18 12 205 436 3185 6015 59 6.6
Other 3187 3923 22 21 1863 2663 585 679 2.9 15
Memo items:
Sub-Saharan Africa 249 340 29 32 91 107 367 313 -0.5 -1.6
Fifteen heavily indebted
countries 495 625 25 24 874 992 1764 1587 26 -1.0

Source: UN/DESD.

a  'The former German Democratic Republic is included in Germany and thus the European Community,
beginning 1991.
b Net material product until 1988.
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Table A2. Developed market economies: rates of growth of real GDP, 1982-1992
(Annual percentage change®)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991®  1992°

All developed market
economies

(=]
[
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Major industrial

countries - 2.8 4.6 34 29 33 45 33 27 €09 1.8
Canada -32 32 6.3 48 33 43 4.6 2.5 0.5 -1.5 2.5
France 2.6 0.7 13 19 2.5 23 42 39 28 1.0 20
Germany? -1.1 18 3.0 19 23 16 37 37 45 ¢15 20
Italy 02 -0.3 4.0 2.6 29 31 41 3.0 20 10 1.5
Japan? 34 2.8 43 51 27 43 6.3 4.7 5.7 4.5 19
United Kingdom 14 338 1.7 37 4.0 4.6 42 23 1.1 2.1 20
United States 22 3.9 6.2 32 29 31 39 2.5 1.0 -0.7 16
Other industrial
countries 0.6 15 34 28 24 29 35 3.6 24 0.6 1.7
Memo item:
Western Europe 0.7 1.5 26 2.5 28 27 39 34 27 406 1.7
European Community 0.6 14 25 24 28 2.8 4.0 35 29  ¢07 18
Other 0.8 24 3.0 32 24 24 30 32 1.7 0.7 0.9

Source: UN/DESD.
¢  Indicates discontinuity in the series: from 1991, Germany includes eastern Lénder.

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 in 1part on Project LINK.

d  Real gross national product.
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Table A.3. Eastern Europe and the former Soviet Union: rates of growth of GDP, 1982-1992

(Annual percentage change)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992
Eastern Europe and

the former Soviet Union 28 42 34 20 35 26 4.5 23 ¢ 50 159 -120
Former Soviet Union 4.0 43 30 1.7 36 28 53 33 21 -170 -150
Eastern Europe 0.2 42 46 26 32 23 27 - ¢-121 -125 -2.6
Bulgaria 23 34 34 2.7 42 6.1 26 -14  -118 230 9.7
Czechoslovakia 0.8 24 21 22 1.8 08 2.6 13 47 -16.0 -53

German Democratic
Republic 2.0 40 54 55 39 33 31 24 ¢-251 - -
Hungary 28 0.7 2.7 03 1.5 38 27 38 -4.0 -8.0 -
Poland -4.8 56 5.6 3.6 42 20 44 02 -120 -93 30
Romania 40 6.1 59 0.1 24 0.8 0.5 -5.8 -82 -130 9.6

Sources: UN/DESD and ECE.

¢

Indicates discontinuity in the series.

Table A.4. Developing countries: rates of growth of real GDP, by country group, 1982-1992

(Annual percentage change)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991®° 1992°
All developing countries 35 18 41 35 38 39 44 33 32 34 45
by region:
Latin America -10 26 38 36 42 30 07 11 01 26 30
Africa 39 14 08 S50 19 02 23 27 31 31 35
West Asia 84 09 -13 36 30 -17 -05 23 16 - 40
South and East Asia 36 60 57 36 62 69 85 61 63 54 S5
Mediterranean 25 09 37 27 54 35 13 10 11 -70 25
China® 88 102 145 130 78 94 109 36 52 70 70
by analytical grouping:
Capital-surplus countries 89 11 -23 48 44 22 -15 23 13 05 40
Capital-importing countries 30 09 29 23 32 31 35 34 30 33 40
et energy exporters 49 05 08 - -11 - 16 27 36 27 45
Net energy importers 15 21 47 40 64 53 47 39 27 37 40
Four recent surplus economies 45 85 89 38 110 117 96 62 69 74 65
Other 09 07 37 41 53 37 34 32 14 25 30
Memo items:
Sub-Saharan Africa 28 06 12 19 26 06 29 21 13 07 20
Fifteen heavily indebted 04 27 27 34 41 24 12 13 03 13 25
countries

Source: UN/DESD.

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 savin,

Gross Net
domestic Government Private financial
investment Total saving saving transfer
Total® 1980 23.0 223 0.9 213 08
1985 20.7 204 0.7 21.0 04
1986 20.7 209 04 213 0.2
1987 209 20.9 0.5 204
1988 2.0 220 1.1 20.8 .
1989 23 222 1.6 20.6 0.1
1990 219 219 . -0.1
Major industrial
countries® 1980 228 223 0.8 214 0.5
1985 20.7 20.1 0.8 21.0 0.5
1986 20.6 20.7 0.6 213 .
1987 20.8 20.7 04 203 0.1
1988 218 217 1.0 20.7 0.1
1989 220 21.9 1.6 203 0.1
1990 21.6 216 . .-
Germany 1980 234 229 25 204 05
1985 19.6 231 2.7 204 3.5
1986 19.6 24.7 24 223 -52
1987 194 244 1.8 226 -5.0
1988 20.0 253 14 239 -5.2
1989 213 26.7 38 229 -5.4
1990 220 275 - . -5.5
Japan 1980 322 313 32 282 0.9
1985 282 315 49 26.6 34
1986 278 318 4.7 27.0 -4.0
1987 28.7 318 6.3 255 3.2
1988 30.6 329 15 254 23
1989 31.7 331 84 248 -1.4
1990 332 339 - . 0.7
United States 1980 189 183 0.1 184 0.6
1985 18.7 15.6 2.7 18.4 31
1986 18.1 14.8 3.1 17.9 33
1987 173 140 21 16.1 34
1988 173 149 2.1 17.0 24
1989 17.1 153 -1.6 16.9 1.8
1990 16.0 14.5 . . 1.5

Source: OECD, National Accounts.

a  National currency data converted to dollars for aggregation at annual average exchange rates.
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Table A.6. Developed market economies: unemFloyment rates, 1982-1992°
(Percentage of total labour force)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°  1992°

All developed market

economies 79 84 78 17 ‘ 7.6 72 6.6 6.1 6.0 6.7 71
Major industrial
countries 1.7 8.1 73 72 71 6.7 6.1 57 5.6 63 6.7
Canada 10.9 118 112 104 95 8.8 71 7.5 8.1 10.2 10.0
France 8.1 8.3 9.7 10.2 104 105 10.0 94 89 9.4 99
Germany 59 7.7 71 72 6.4 62 62 5.6 49 43 4.5
Italy 84 8.8 94 9.6 10.5 109 11.0 10.9 10.3 99 10.5
Japan 24 2.6 2.7 26 28 28 25 23 21 21 22
United Kingdom 113 124 11.7 11.2 112 103 85 71 69 94 103
United States 9.5 95 74 71 69 6.1 54 52 54 6.6 71
Other industrial 8.6 9.6 10.2 103 99 9.6 9.1 8.1 79 8.8 91
countries
Memo item:

European Community 92 101 105 106 106 103 9.7 838 83 8.7 91

Source: UN/DESD, based on data of OECD.

a  For the 7 countries shown and 10 others, unemployment 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, 1982-1992*
{Annual percentage change)

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991° 1992°

All developed market economies 7.0 48 4.8 42 25 31 34 46 52 45 38
Major industrial countries 65 43 44 38 19 27 31 44 48 42 34
Canada 108 59 43 4.0 42 43 41 50 48 56 40
France 118 96 715 5.7 25 33 27 35 34 31 28
Germany 52 34 24 22 01 02 13 28 27 35 35
Italy 165 146 109 9.2 58 47 51 63 64 64 55
Japan ‘ 27 18 23 20 0.6 01 07 23 31 33 24
United Kingdom 86 45 50 6.0 34 42 49 78 95 59 47
United States 62 32 43 35 1.9 37 40 48 54 43 34
Other industrial countries 100 83 72 6.9 6.0 54 52 62 70 63 6.0

Source: UN/DESD, based on IMF, International Financial Statistics.

a Data for countryésgroups are weighted averages where weights for each year are consumption expenditure
for the year valued at 1988 prices and exchange rates.
Partly estimated.
¢ Forecast, based on Project LINK.
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Table A.8. Major developed market economies: financial indicators, 1981-1991

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991
Growth of real money*
(percentage change)
Canada 82 -34 56 2.8 2.7 54 39 54 84 - 46 26
France 0.7 07 1.1 11 1.0 23 35 26 -08 03 -24
Germany 0.0 25 22 35 53 31 4.0 42 24 147 24
Italy -7 10 37 19 2.1 1.6 24 20 53 22 2.8
Japan 68 58 5.5 4.5 72 75 111 9.5 9.6 6.4 0.4
United Kingdom 12.5 56 47 6.6 52 184 154 107 121 43 47
United States 4.8 24 118 44 5.7 6.1 0.8 21 05 09 03
Short-term interest rates®
(percentage)
Canada 128 104 91 101 9.8 82 85 104 121 116 7.4
France 153 149 125 117 9.9 7.7 8.0 75 9.1 9.9 9.5
Germany 113 8.7 54 55 52 4.6 3.7 4.0 6.6 7.9 8.8
Italy 196 202 184 173 153 134 115 113 127 124 122
Japan 7.4 6.9 6.4 6.1 6.5 48 3.5 3.6 49 72 7.5
United Kingdom 131 114 9.1 76 108 107 97 103 139 147 117
United States 164 123 91 102 8.1 6.8 6.7 76 92 8.1 57
Long-term interest rates®
(percentage)
Canada 152 143 118 128 110 95 100 102 9.9 109 9.8
France 158 157 136 125 109 8.6 94 9.1 88 100 9.1
Germany 10.4 9.0 7.9 78 6.9 59 58 6.1 7.1 89 8.6
Italy 206 209 180 150 130 105 97 102 107 115 101
Japan 8.7 8.1 74 6.8 6.3 49 42 43 5.1 74 6.5
United Kingdom 147 129 108 107 106 9.9 9.5 9.4 96 111 9.9
United States 139 130 111 125 106 7.7 84 8.9 8.5 8.6 79
General govemment financial balances®
(percentage)

Canada -15 59 69 -65 -68 -54 38 26 31 38 -52
France 19 28 32 -28 -29 27 -1% -18 12 17 -17
Germany 37 33 25 -19 11 -13 -19 21 62 25 37
Ttaly <116 -113 -107 -116 -125 -11.7 -110 -109 -101 -10.7 -10.1
Japan 38 36 36 -21 08 -09 0.5 1.5 24 2.7 23
United Kingdom 26 -24 -33 -39 27 23 -1.2 1.2 13 0.7 21
United States -10 35 -38 28 33 34 24 20 -17 24 27

Source: UN/DESD, based on IMF, Intemational Financial Statistics, and OECD, Economic Outlook.

a Real money is defined here as broad money (denoted M2 and comprising currency outside banks and
demand deposits plus 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 (1991 data

are partg[estimated .
b oney 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, 1981-1991
(1985=100)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Nominal effective exchange rates: global®

Canada 1060 - 1063 1084 1043 1000 931 92.6 977 1031 1029 1047
France 1152 1065 1003 981 1000 1039 1029 1011 1001 1044 1029
Germany 88.8 934 984 982 1000 1100 1151 1148 1140 1196 1185
Italy 1181 1106 1085 1044 1000 1628 997 972 982 1000 987
Japan 89.1 838 921 9.5 1000 1320 1415 1538 1439 1323 1429
United Kingdom 1149 1105 1033 991 1000 933 892 %4 916 900 910
United States 80.2 880 922 973 1000 845 728 675 692 673 66.3

Real effective exchange rates: industrial country pariners®

Canada 96.0 990 1037 1032 1000 936 991 1112 1277 1356 1453
France 1100 1118 1048 998 1000 994 971 948 927 9.7 937
Germany 95.6 967 994 983 1000 1113 1212 1220 1202 1267 1265
Ttaly 9R.7 925 978 1008 1000 1005 1028 1017 1095 1157 1158
Japan 102.5 914 972 1006 1000 1227 1279 1369 1300 1143 1203
United Kingdom 1219 1145 1055 1010 1000 941 93.8 995 987 1007 1044
United States 80.6 910 931 985 1000 791 673 62.3 634 5715 56.1

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. Eastern Europe and the Soviet Union: output and demand indicators, 1981-1991
(Annual percentage change)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990  1991°

Indust ross product ‘
%ih 32 03 -126 213

Bulgaria 54 46 43 42 32 4.7 6.0
Czechoslovakia 21 11 28 39 35 32 2.5 21 08 35 -231
German Democratic Republic 47 32 42 42 4.4 3.7 31 32 23 281 ¢ -
Hungary 24 25 12 32 0.7 19 35 03 25 45 -191
Poland ] -108 21 6.4 52 4.5 4.7 34 53 05 -242 -119
Romania 28 1.0 4.7 6.7 39 73 24 31 21 -190 -187
Eastern Europe 0.5 11 44 49 39 4.6 32 33 01 -189 ¢-187
USSR 34 29 42 41 34 44 38 3.9 17 12 718
Eastern Europe and the USSR 23 24 43 43 35 45 3.6 3.7 12 62 ¢ 99
A%riculture, gross product

ulgaria ‘ 6.4 53 -6.6 72 -119 117 35 0.9 12 -86 -64
Czechoslovakia 25 44 42 44  -16 0.6 0.9 29 18 35 88
German Democratic Republic 15 41 39 6.6 3.9 00 03 21 16 -300 + -
Hungary 20 73 2.7 29 55 24 20 43 -13 -38 30
Poland 38 28 33 5.7 0.7 50 23 12 15 22 20
Romania 0.4 6.9 00 133 07 55 -89 58 50 29 12
Eastern Europe 19 15 12 68 09 18 -28 20 01 -78 ¢ 30
USSR -11 5.7 6.3 -0.2 0.1 53 05 1.7 13 28 70
Eastern Europe and the USSR 0.1 43 4.6 21 02 41 -13 1.8 09 44 ¢ 58

Gross investment

Bulgaria 55 37 0.0 1.7 62 137 03 45 -101 -120 -50.0
Czechoslovakia 46 -23 06 42 54 14 44 41 16 77  -300
German Democratic Republic 24 5.1 03 -4.9 34 53 8.0 7.3 0.9 57 ¢ -
Hungary 47 -16 34 37 30 6.5 98 91 56 87 -110
Poland 23 -121 94 114 6.0 51 42 54 24 -101 80
Romania 11 31 24 6.0 16 11 14 22  -15 383 -168
Eastern Europe <76 44 22 24 3.6 4.5 32 24  -14  -136 ¢-214
USSR 37 35 56 19 30 83 57 62 4.7 06 -70
Eastern Europe and the USSR 0.1 12 4.7 21 32 73 5.0 52 32 28 ¢-108
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Table A.10 (continued)
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991*
Export volume b‘
ulgaria 83 114 45 4.7 74 37 1.8 24 23 242 300
Czechoslovakia 03 6.1 5.7 9.5 26 12 34 32 20 42 200
German Democratic Republic 98 62 120 23 23 -4.5 -0.1 02 0.5 - 4 -
Hungary 2.6 7.3 9.4 58 03 =22 39 5.0 0.3 43 -10.7
Poland -19.0 87 103 9.5 13 49 48 91 02 137 -14
Romania 113 -8.3 32 159 03 02 43 74 -108 460 -30.0
Eastern Europe 2.7 53 8.0 70 25 -1.2 14 36 -19 -19 ¢-16.1
USSR 19 4.5 33 25 43 100 33 48 - 131 250
Eastern Europe and the USSR 23 49 55 46 -10 4.4 24 43 09 -107 -211
Import volume
ulgaria 9.3 31 52 22 105 39 -14 53 46 242 -500

Czechoslovakia -6.9 2.9 21 03 4.6 27 43 29 27 9.7 -350
German Democratic Republic <1.7 -6.2 72 48 41 29 9.0 4.7 24 -150 o -
Hungary 0.1 -0.1 39 0.1 1.1 21 32 19 11 34 23
Poland -169 -13.7 52 8.6 79 49 4.5 94 1.5 -179 390
Romania 72 224 38 105 85 183 6.3 -5.8 37 40 @ -50
Eastern Europe 43 53 4.0 39 58 4.8 34 33 12 -86 ¢-147
USSR 6.4 9.7 4.0 44 47 60 -1.6 40 9.3 -14 400
Eastern Europe and the USSR 04 1.7 4.0 41 53 -0.6 1.0 36 5.0 -51 274

Sources: UN/DESD and ECE, based on national data.

¢ Indicates discontinuity in the series.

a Preliminary estimate.
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Table A.11. Eastern Europe and the Soviet Union: inflation and real wages, 1981-1991*
(Annual percentage change)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Bulgaria
onsumer prices” 04 03 14 0.7 1.7 27 27 24 62 193 2498

Real wages 438 25 01 32 14 16 43 37 -12 -106 -450
Czechoslovakia

Consumer prices® 0.9 47 1.1 0.9 13 04 0.1 0.2 15 9.9 579

Real wages 06 -23 0.7 038 03 11 19 21 08 56 -240
German Democratic Republic

Consumer prices® 0.2 - - - - 02 05 22 23 25 -

Real wages 22 19 13 20 41 37 49 0.7 0.2 . -
Hungary

Consumer prices 4.6 6.9 73 83 7.0 53 86 155 188 289 352

Real wages 17 04 23 3.6 26 19 04 121 43 38 50
Poland

Consumer prices® 244 1015 230 158 144 173 255 590 2595 5847 703

Real wages 24 249 12 0.5 38 27 35 144 83 -2713 20
Romania

Consumer prices’ 19 169 53 1.1 04 03 0.4 1.7 0.9 5.7 3055

Real wages 26 17 22 55 15 0.7 02 0.9 31 116 -283
Saoviet Union

Consumer prices> 14 34 07 13 08 19 19 23 19 53 1960

Real wages 07 -06 11 38 22 0.9 18 5.9 73 66 -102

Sources: UN/DESD and ECE.

a  Gross remuneration of full-time workers and employees in the socialist sector, excluding cooperative farmers,

deflated by the consumer price index.
Retail prices in the State sector.
Cost of living index for workers and employees.
Including fees and charges of various kinds (1985 weights).
Cost of living index for workers and employees in the socialist sector.
%nclug;ra_glgg7 lic catering; based on rounded index numbers; approved "list price" changes only

or 1 .

O e o
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Table A.12. Developing countries: investment, saving and net transfers, 1980-1990

(Percentage of GDP)

Country and grouping Gross domestic Gross domestic Net transfer
investment saving of resources
1980 1985 1989 1990 1980 1985 1989 1990 1980 1985 1989 1990
All developing countries 245 208 238 232 260 222 252 234 15 14 14 02
by region:
Latin America 241 175 217 186 227 224 249 210 14 48 -32 23
Africa 234 185 204 213 225 168 158 194 0.9 17 46 19
West Asia 217 219 199 198 509 223 227 172 -292 04 28 26
South and East Asia 269 247 273 286 245 249 286 284 24 01 -14 03
Mediterranean ©225 215 233 233 144 178 217 189 82 37 15 44
by analytical grouping:
Capital-surplus countries 209 218 216 209 573 237 265 184 364 -19 49 25
Capital-importing countries 245 208 238 232 264 223 253 236 -18 -16 -15 -04
NErgy exporters 249 218 236 226 357 250 261 249 -108 -33 25 -24
Energy importers 243 200 239 234 194 203 250 231 49 03 -11 04
Recent surplus economies 343 261 296 313 291 315 352 340 52 -54 -56 27
Other countries 227 185 218 207 178 176 213 192 49 09 05 14
Memo items:
Sub-Saharan Africa 188 157 162 159 113 117 100 95 75 40 62 65
Fifteen heavily indebted ‘
countries 241 163 214 186 235 211 247 212 05 48 33 -26
Selected developing countries
Argentina 222 85 90 89 200 152 170 156 22 66 80 67
Bangladesh 149 128 122 116 21 19 20 1.9 128 109 102 9.7
Brazil 233 170 248 211 211 220 283 226 22 50 -35 -14
China 322 401 390 390 322 361 384 425 00 41 07 35
Cote d’Ivoire 282 126 85 17 222 258 115 139 61 -132 -30 -61
t 275 267 236 231 152 145 69 99 124 121 168 132
India 228 254 236 231 192 223 209 203 36 31 27 28
Indonesia 243 280 347 364 371 298 372 377 -128 -18 25 -12
Kenya 292 260 251 228 181 249 193 175 111 11 57 53
Mexico 272 212 228 187 249 263 237 182 23 51 09 05
Nigeria 205 75 125 158 295 108 210 350 91 -33 -84 -192
Peru 215 216 206 229 275 263 217 232 - 47 11 03
Republic of Korea 317 293 345 373 243 305 373 367 74 -13 28 06
Sudan 151 45 91 92 34 38 22 26 116 84 69 66
Thailand 264 240 311 3638 201 212 287 336 6.3 28 23 32
Tunisia 294 266 227 267 240 204 186 200 54 61 41 67
Turkey 219 210 227 231 141 178 217 187 78 32 10 44
United Republic of Tanzania 230 157 194 197 98 74 -104 -144 132 83 298 344
Zambia 233 149 87 147 193 154 131 141 40 05 44 06

Source: UN/DESD, based on World Bank, World Tables, and Secretariat estimates.
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Table A.13. Developing countries: structure of trade in goods and services, 1980-1988
(Percentage) -

Share in total exports of goods and services of:

Non-fuel Travel
prim receipts and Fuels trade
Manufactures commodities _remittances ___balance

Country and grouping 1980 1985 1988 1980 1985 1988 1980 1985 1988 - 1980 1985 1988
All developing countries 209 329 481 182 174 177 69 77 98 379 176 100
by region:
Latin America 138 185 280 319 290 334 59 62 19 140 193 90
Africa 50 72 139 242 229 303 95 124 177 483 427 244
West Asia 48 95 179 13 26 42 26 33 37 790 50.7 394
South and East Asia 465 566 66.4 221 153 134 75 71 94 -59 36 -24
Mediterranean 408 514 470 228 175 173 441 272 305 365 -238 -127
by analytical grouping:
Capital-surplus countries 22 43 106 04 12 22 10 01 02 870 609 508
Capital-importing countries 201 323 469 179 172 178 72 79 103 336 110 76

nergy exporters 37 83 193 77 91 128 38 49 171 788 615 446

Energy importers 408 504 585 308 232 199 114 101 116 215 -239 .58

Recent surplus economies 673 735 7712 100 76 69 41 40 79 -135 -93 40

Other countries 251 320 369 431 358 348 157 151 158 -260 -321 -70
Memo items: '

Sub-Saharan Africa 81 97 137 582 520 552 57 67 13 -13 32 -14

Fifteen heavily indebted

countries 154 223 318 281 266 303 85 79 107 222 207 93
Selected developing countries
Argentina 166 174 204 525 580 574 31 351 56 <12 15 21
Bangladesh 522 507 552 255 239 234 218 317 487  -426 -313 -178
Brazil 334 391 443 514 427 446 06 02 03 -446 -175 -85
China 43.1 427 647 250 215 172 - 37 36 207 222 55
Cote d’Ivoire 81 83 100 730 764 69.0 22 11 24 -87 37 -78

gypt 55 68 128 110 83 68 464 401 470 476 424 287
India 419 455 579 253 20.7 189 351 234 223 496 -258 -129
Indonesia 24 122 261 254 186 256 08 30 65 606 43.7 270
Kenya 102 77 97 356 441 380 116 155 209 -210 -19.0 -143
Mexico 102 157 363 126 96 88 151 104 134 454 475 195
Nigeria 0.5 06 20 34 20 88 03 03 0.7 884 872 774
Peru 138 162 153 508 43.0 514 61 176 110 148 154 47
Republic of Korea 696 836 79.7 76 51 51 16 24 44 292 -193 .76
Su 18 34 55 69.5 660 65.7 317 604 498 -223 -315 -234
Thailand 220 274 317 534 413 349 101 114 143  -330 -195 97
Tunisia 239 290 357 78 84 110 299 306 437 133 147 32
Turkey 213 454 421 568 238 222 653 247 231  -988 -290 -145
United Republic of Tanzania 120 104 1438 623 474 660 42 150 68  -33.7 -558 -352
Zambia 08 23 20 819 905 925 13 09 04 -110 -158 -56

Source: UN/DESD, based on World Bank,; World Tables, and Secretariat estimates.



ANNEX 197
Table A.14. Developing countries: inflation, 1981-1991*
(Annual percentage change)
1981 1982 1983 1984 1985 198 1987 1988 1989 1990  1991°
All developing countries 294 271 445 589 758 337 485 1131 2958 4770 71.5
by region:
Latin America 65.5 715 1346 1706 2492 96.7 1454 3760 10025 17468 2279
Africa 163 122 16.7 18.2 11.0 133 13.0 19.6 221 18.6 294
West Asia 344 25.7 304 56.6 43.1 172 19.8 18.9 15.5 8.1 13.5
South and East Asia 10.8 5.6 56 6.5 6.8 54 6.6 11.4 9.6 6.2 82
Mediterranean 340 317 344 484 555 58.1 740 1256 5896 2928 86.1
China 2.6 20 1.9 28 119 70 88 20.7 16.3 22 3.0
by analytical grouping:
Capital-surplus countries 16.7 12.7 12.9 7.6 2.0 10.8 17.8 18.5 14.7 5.6 13.0
Capital-importing countries 305 283 473 63.6 822 357 512 1214 3206 5187 76.7
nergy exporters 19.5 238 345 293 833 298 41.8 602 1400 2759 302
Energy importers 35.0 30.2 525 . 783 81.8 382 550 1464 3934 6170 95.7
Recent surplus economies 179 6.3 37 37 1.7 20 2.5 5.1 5.7 73 82
Other 385 351 62.5 892 98.2 45.6 657 1754 4729 7425 1136
Memo items: '
Sub-Saharan Africa 215 16.7 240 16.9 13.2 132 162 . 202 255 376 61.0
Fifteen heavily indebted
countries 60.1 646 1205 1550 2216 8.0 1341 3393 9477 15712 2058
Source: UN/DESD, based on IMF, International Financial Statistics, and Secretariat estimates.
a  Weights used are GDP in 1988 dollars.
b Preliminary estimates based on data for part of the year.
Table A.15. Selected developing countries or areas: real effective exchange rates, 1981-1991
(1980-1982 = 100)
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991
Argentina 107.5 77.0 71.6 80.2 71.0 61.1 53.7 59.8 50.0 58.8 69.1
Brazil 103.2 113.0 86.0 85.7 852 75.0 744 814 98.3 117.8 9.5
Chile 108.1 973 89.3 90.1 79.6 68.8 65.6 60.8 62.3 60.0 65.0
Colombia 100.6 105.7 105.0 99.7 85.5 679 63.6 61.4 60.7 55.5 56.1
Mexico 114.1 827 79.0 91.9 874 62.9 64.6 712 74.0 69.2 753
Peru 105.0 105.7 98.3 106.1 96.7 97.0 108.2 125.0 1383 178.1 1723
Venezuela 99.6 110.2 1173 85.9 93.0 90.7 653 719 62.0 524 517
Hong Kong 99.4 1014 94.9 99.5 103.6 94.0 90.0 90.6 98.6 98.9 106.1
Indonesia 99.7 1117 96.2 96.0 94.7 73.6 56.1 538 553 544 544
Malaysia 99.3 105.6 1139 119. 116.3 95.5 89.6 80.0 794 758 75.6
Philippines 1012 106.7 96.1 1079 1147 91.0 877 89.4 95.4 88.5 87.2
Republic of Korea 101.2 101.9 976 . 965 894 76.4 75.7 822 922 849 833
Singapore 101.9 100.8 101.8 102.5 95.7 81.0 74.6 732 78.1 80.5 83.0
Taiwan Province of
China 102.6 96.6 94.6 97.1 942 86.4 918 952 100.8 93.8 9R.7
Thailand 101.6 1029 1042 102.6 91.8 782 73.7 74.6 71.1 74.6 79.5
Israel 9.2 108.7 120.8 119.5 - 106.6 101.0 97.7 1072 109.5 103.2 1049
Turkey 1014 90.8 859 713 710 79.1 83.0 91.1 97.9 1169 1148

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 the
international price competitiveness of the country’s manufactures due to currency changes and differential inflation. The relative
price changes are based on indices most closely measuring thgl_ﬁﬁws of domestically produced finished manufactured goods,
excluding food and energy at the first stage of manufacturing.
trade patterns of the corresponding countries.

e weights for currency indices are derived from 1980 bilateral
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II. INTERNATIONAL TRADE

Table A.16. Direction of trade: exports, 1980-1990

Destination Eastern
Developed Europe and  Developing South
Origin market the Soviet countries Latin and East Other®
World economies Union total America Africa West Asia  Asia Asia

Billions of

dollars Percentage
World 1980 2 000.9 66.8 72 252 6.3 42 4.8 7.6 11
1985 19334 66.4 7.8 24.6 4.8 33 4.6 8.6 22
1989 3 024.1 70.3 57 23.1 4.1 23 3.0 10.6 20
1990 3 386.7 72.0 43 224 39 23 29 10.9 1.7
Developed 1980 12389 70.8 34 251 6.1 52 53 6.7 1.1
market 1985 12669 74.0 2.7 222 4.5 36 4.5 70 20 .
economies 1989 2 128.7 76.9 23 19.9 40 2.4 2.8 9.0 12
1990 2 4469 774 21 193 3.8 2.3 2.8 89 0.9
Eastern 1980 155.1 279 50.7 209 33 28 38 22 2.5
Europe and 1985 1722 240 532 214 4.0 25 30 22 37
the Soviet 1989 194.0 27.7 48.8 229 42 2.0 2.7 24 4.5
Union 1990 172.5 385 382 22.7 42 24 24 58 50
Developing 1980 586.8 684 39 26.5 7.6 2.6 4.0 111 0.7
countries 1985 494.3 61.6 53 318 b¥) 2.1 5.5 14.7 24
1989 7014 62.1 4.1 327 45 23 40 18.0 3.6
1990 76713 62.5 39 325 42 22 35 186 35
of which:
Latin America 1980 167.8 644 6.5 215 213 22 1.5 14 0.7
1985 109.2 69.0 8.0 20.8 11.9 2.5 1.9 2.8 15
1989 123.5 68.9 6.3 227 14.6 12 1.6 37 14
1990 131.5 70.2 6.1 211 14.0 1.0 14 33 11
Africa 1980 94.9 829 26 13.7 6.2 31 1.9 12 03
1985 593 80.4 41 143 39 5.0 2.0 1.7 03
1989 56.1 79.2 3.9 155 14 6.9 31 26 6.7
1990 62.5 9.9 43 14.8 1.6 6.6 3.0 24 0.5
West Asia 1980 211.0 71.6 16 254 5.6 1.7 53 122 0.1
1985 104.8 502 25 463 8.8 29 13.6 20.0 0.1
1989 100.2 558 3.7 39.6 6.4 32 122 16.7 02
1990 106.3 63.5 33 325 54 28 9.6 13.9 02
South and 1980 141.6 62.2 25 343 2.6 ~3.0 53 213 1.7
East Asia 1985 178.5 62.7 2.0 34.0 1.7 20 41 20.6 52
1989 349.0 63.5 12 346 1.5 1.7 2.8 218 6.4
‘ 1990 3845 61.5 12 36.2 1.6 18 2.8 232 6.4
Other 1980 20.4 435 131 434 1.8 56 49 30.6 -
Asia® 1985 301 392 12,6 48.2 22 19 6.0 363 17
1989 $6.1 348 10.9 53.2 1.0 13 24 474 1.0
1990 65.8 351 10.2 546 10 13 2.5 488 1.0

Source: UNCTAD secretariat computations, based on data from the Statistical Office of the United Nations Secretariat.

a Including China, the Democratic People’s Republic of Korea, Mongolia and Viet Nam.
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Table A.17. Direction of trade: imports (f.0.b.), 1980-1990

Destination Eastern
Developed Europe and  Developing South
Origin market  the Soviet countries Latin and East  Other®
World economies Union total America Africa  West Asia Asia Asia
Billions of dollars
World 1980 2 0009 1 336.0 144.0 504.0 126.1 84.4 96.5 1523 212
1985 19334 12833 1517 4753 92.6 63.6 89.0 165.5 433
1989 3 024.1 21273 1723 697.1 123.9 70.5 918 3217 59.0
1990 3 386.7 2 438.6 146.2 760.1 131.6 76.3 99.8 3700 57.5
Percentage
Developed 1980 62.9 66.7 293 62.7 60.5 77.0 69.5 55.1 634
market 1985 65.5 731 222 592 619 719 63.4 536 57.7
economies 1989 70.4 770 28.5 60.7 682 71.8 64.1 594 423
1990 722 77.6 346 62.1 70.0 724 68.6 58.7 380
Eastern 1980 7.8 32 54.7 64 41 52 6.0 22 18.6
Europe and 1985 8.9 32 60.4 78 7.5 6.8 5.9 23 14.6
the Soviet 1889 6.4 2.5 549 6.4 6.5 56 56 14 14.7
Union 1990 51 2.7 45.1 51 55 54 41 2.7 149
Developing 1980 293 30.0 16.0 308 - 354 17.8 24.5 42.7 18.0
countries 1985 256 237 173 330 30.6 213 30.7 44.0 276
1989 232 20.5 16.6 329 253 226 302 392 430
1990 227 19.7 203 328 245 222 273 386 47.1
of which:
Latin America 1980 54 52 4.8 59 18.2 28 16 1.0 34
1985 5.6 59 5.8 4.8 14.1 43 23 1.9 39
1989 41 40 4.5 4.0 14.6 21 21 14 29
1990 3.9 38 55 36 14.0 18 19 12 26
Africa 1980 4.7 59 1.7 26 4.7 35 19 0.8 1.5
1985 31 3.7 16 1.8 2.5 4.6 13 0.6 0.4
1989 19 21 13 12 0.6 5.5 19 0.5 0.6
1990 1.8 20 1.8 12 0.8 54 18 0.4 0.6
West Asia 1980 10.5 113 23 10.6 9.3 42 11.5 169 1.4
1985 54 4.1 1.7 10.2 9.9 4.7 16.1 12.7 04
1989 33 2.6 21 57 52 4.5 13.3 52 04
1990 31 28 24 4.5 44 3.9 10.2 40 03
South and 1980 71 6.6 25 9.6 29 5.0 7.7 19.8 111
East Asia 1985 9.2 8.7 23 12.8 32 5.7 83 22.2 214
1989 115 10.4 2.4 17.3 42 85 10.5 23.7 38.0
1990 114 9.7 32 18.3 4.8 9.1 10.9 242 42.5
Other 1980 190 0.7 19 18 0.3 14 1.0 4.1 -
Asia® 1985 16 0.9 25 3.0 0.7 0.9 20 6.6 12
1989 19 0.9 3.6 43 0.4 1.0 1.5 83 0.9
1990 19 0.9 4.6 4.7 0.5 11 16 87 11

Source: UNCTAD secretariat computations, based on data from the Statistical Office of the United Nations Secretariat.

a Including data for China, the Democratic People’s Republic of Korea, Mongolia and Viet Nam.



Table A.18. Commodity composition of world trade: exports, 1980-1989
(Billions of dollars and percentage) -

007

TOTAL Primary commodities
EXPORTS Food Agricultural Fuels Ores and
Exporting (biilions of dollars) raw_materials metals
country groups 1980 1985 1989 1980 1985 1989 1980 1985 1989 1980 1985 1982 1980 1983 1989
World (billions
of dollars) 20009 19334 30241 2211 1992 -~ 2898 739 612 103.5 480.8 361.6 292.1 935 70.6 118.9
World (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100)
Developed market
economies 12589 12669 21287 644 61.1 66.3 612 64.5 66.7 183 279 272 675 64.5 669
Eastern Europe and
the USSR 1552 1722 194.0 44 4.6 38 8.8 9.0 72 88 14.7 17.0 52 63 50
Developing countries  586.8 4943 701.4 312 343 29.9 30.0 265 26.1 729 574 558 273 29.2 281
Latin America 107.8 1092 123.5 14.2 158 12.1 4.6 4.0 4.7 9.5 11.0 9.6 10.9 133 122
Africa 94.9 593 56.1 4.6 39 29 40 39 29 149 11.5 10.5 6.0 47 4.1
West Asia 211.0 104.8 100.2 12 15 i4 13 1.1 0.5 415 24.7 257 12 14 18
South and East Asia 141.6 178.5 349.0 8.0 9.5 10.1 171 13.7 144 63 82 84 6.4 6.5 6.6
China 204 30.1 56.1 23 2.6 2.7 21 31 28 0.6 20 15 12 19 16
Manufactures :
Textiles Chemicals Machinery Metal Other
Exporting i and transport manufactures manufactures
country groups 1980 1985 1989 1980 1985 1989 1980 . 1985 1989 1980 1985 1989 1980 1985 1989
World (billions
of dollars) 96.0 103.2 186.9 140.7 1524 264.3 5131 6011 10521 1141 104.8 163.6 2211 2213 4396
World (100) (100) (100) (100) (100) (100} (100) (100) (100) (100) (100) (100) (100) (100) (100)
Developed market »
economies 613 52.7 482 87.1 83.2 843 85.0 823 832 85.7 719 76.7 80.1 76.2 742
Eastern Europe and
the USSR 50 4.6 28 55 71 4.5 9.0 83 4.7 6.8 82 6.6 52 4.6 34
Developing countries 337 42.7 49.0 74 9.7 112 6.0 94 121 7.5 13.9 16.7 14.7 19.2 224
Latin America 22 23 20 2.0 2.9 23 1.0 15 13 16 42 43 1.7 24 2.1
Africa 12 1.3 1.6 0.6 0.8 0.9 0.1 0.1 0.1 0.2 03 0.6 0.5 04 04
West Asia 15 28 3.0 1.0 09 1.1 03 04 0.2 0.4 15 11 0.6 0.9 0.8
South and East Asia  23.1 29.8 343 2.3 34 5.0 39 6.6 9.8 4.0 6.4 8.5 9.9 136 16.9
China 4.8 56 1.5 0.8 1.0 12 0.1 02 04 0.6 0.6 12 12 1.0 16

2661 AFAMNS DINONODT ATIOM

Source: UNCTAD secretariat computations, based on data from the Statistical Division of the United Nations Secretariat.



Table A.19. Commodity composition of world trade: imports, 1980-1989
(Billions of dollars and percentage)

TOTAL Primary commodities
IMPORTS Food Fuels Ores and
Importing (billions of dollars) raw_materials metals
courntry groups 1980 1985 1989 1980 1985 1980 1980 1985 1989 1980 1985 1989
World (billions
of dollars) 200609 19334 30241 2211 199.2 739 480.8 3616 2921 935 70.6 118.9
World (100) (100) (100) (100) (100) (100) (100) (100) (100)
Developed market
economies 13360 12833 21273 614 63.0 68.3 753 682 56.2 79.1 73.1 76.9
Eastern Europe and ' '
the USSR 1552 172.2 194.0 11.3 11.2 8.0 77 6.1 58 10.2 217 77 9.3 43
Developing countries  504.0 4753 697.1 273 258 237 24.0 24.7 245 189 21.6 221 132 17.6 18.8
Latin America 126.1 92.6 123.9 6.0 4.8 42 31 31 3.0 6.7 55 55 31 38 2.7
Africa 84.4 63.6 705 6.0 6.1 41 23 2.6 21 1.6 1.7 1.8 14 14 11
West Asia 96.5 89.0 918 5.6 6.1 4.9 21 21 18 20 25 2.5 15 18 18
South and East Asia 1523 165.5 3217 72 72 82 10.6 11.2 12.9 74 10.0 10.0 51 6.9 10.4
China 212 433 59.0 1.6 10 1.6 40 38 32 0.1 04 0.9 0.6 21 13
Manufactures
Textiles . Chemicals Metal Other
Importing and transport manufactures manufactures
country groups 1980 1983 1989 1980 1985 1989 1 -1 1 1 1
World (billions .
of dollars) 96.0 1032 186.9 140.7 152.4 5131 114.1 104.8 163.6 2211 2273 439.6
World (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100)
Developed market
economies 69.7 70.8 719 63.8 65.1 59.5 563 56.9 66.6 722 739 76.5
Eastern Europe and
the USSR 72 70 48 7.7 74 92 8.7 54 9.9 9.9 6.7 58 52 42
Developing countries 23.1 222 233 28.5 275 313 25.7 23.0 338 332 26.7 220 20.9 193
Latin America 36 24 26 8.0 6.6 78 52 4.5 6.4 3.5 36 4.9 36 31
Africa 4.4 25 22 47 3.6 6.2 37 24 6.4 5.0 31 39 2.6 1.8
West Asia 5.8 6.0 35 42 41 6.9 51 28 8.7 8.2 4.0 56 53 3.0
South and East Asia 74 8.0 113 8.8 9.5 82 8.0 10.9 8.6 85 111 6.2 73 9.6
China 1.0 24 28 14 2.5 12 30 19 22 6.6 36 0.6 15 14

Source: UNCTAD secretariat computations, based on data from the Statistical Division of the United Nations Secretariat.

a Including data for the Democratic Peoples’s Republic of Korea, Mongolia and Viet Nam; China accounts for more than 90 per cent of the amounts shown.
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Table A.20. World trade: changes in value and volume of exports and imports, by major country group, 1981-1991
(Annual percentage change)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°

Value of exports

World ) 02 72 20 58 12 99 171 135 79 140 20
Developed market economies - 55 12 6.6 32 167 170 141 70 153 1.9
North America 89 76 -18 113 -14 25 110 246 103 7.5 52
European Community 710 37 26 2.6 54 229 204 109 67 209 04
Japan 167 -8.7 62 155 44 190 97 145 34 5.0 9.5
Other industrialized countries 06 53 -10 49 30 163 209 106 62 166 -09
Developing countries 0.8 -136 -39 55 31 68 209 152 130 136 48
Latin America 64 -88 05 109 46 -163 113 141 102 76 -14
Africa -147 -318 196 06 -19 -246 139 03 111 285 57
West Asia 53 221 231 -10. -80 -21.0 108 -09 264 216 -100
South and East Asia 54 07 49 151 24 88 297 235 118 102 130
Mediterranean 133 20 28 112 64 -39 215 129 38 99 63
China 17.5 19 14 120 101 140 269 202 91 181 158
Memo items:
Net energy exporters -58 -205 - 110 -17 -76 -255 138 12 212 244 37
Net energy importers 66 -38 51 132 0.1 80 247 227 9.5 72 85
Eastern Europe and the USSR 0.9 35 -11 01 26 52 41 08 -1.5 42 ¢-168
Eastern Europe -1.9 08 -14 19 29 5.6 28 0.5 32 33 -106
USSR 38 63 09 -19 81 47 57 22 04 51 -218
Value of imports
World -~ 64 28 64 0.9 97 164 140 84 1338 1.6
Developed market economies 40 63 20 9.4 21 131 184 131 81 148 0.6
North America 75 -88 69 267 2.1 80 105 107 7.1 43 -10
European Community 94 48 45 1.5 36 181 226 129 80 215 23
Japan i1 -80 -38 77 42 22 184 241 119 122 0.5
Other industrialized countries 51 57 78 47 14 191 205 120 85 114 45
Developing countries 120 66 -48 05 32 01 141 202 99 129 82
Latin America 73 -19.7 -186 54 01 1.6 96 10.8 64 9.7 140
Africa 135 -119 61 87 -125 - -19 107 26 183 0.9
West Asia 19.5 33 65 -103 -157 -108 13 9.5 14 82 -50
South and Fast Asia 10.7 -1.8 18 57 -4.8 42 288 297 152 160 121
Mediterranean 60 -89 40 63 30 22 180 44 119 329 -150
China 107 -126 129 216 639 15 0.5 274 57 -101 195
Memo items:
Net energy exporters 199 34 -116 62 -146 93 12 164 66 164 6.5
Net energy importers 61 -89 - 40 -18 53 232 209 11.8 146 1.1
Eastern Burope and the USSR 01 68 -33 -l11 38 69 06 21 4.6 1.6 ¢-195
Eastern Burope 52 -89 36 0.4 62 130 08 2.7 21 32 6.1
USSR 68 47 -3 2.6 15 05 22 79 12.0 - 374
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1989

Table A.20 (continued)

1991°

1990

1982 1983 1984 1985 1986 1987 1988

1981

Volume of exports

World

21 83 37 41 6.2 85 72 4.7 34

-26
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North America

Developing countries
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¢ Indicates break in the series.

Source: UN/DESD.
a Preliminary estimates.
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Table A.21. World trade: changes in prices of exports and imports and terms of trade,
by major country group, 1981-1991
(Annual percentage change)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991*

Unit value of exports

World -2.0 48 40 23 25 56 103 4.6 0.7 89 -14
Developed market economies -49 37 29 30 -18 129 114 51 02 91 09
North America -4.7 45 -18 26 27 118 05 57 18 03 02
European Community 4.8 35 33 32 -16 124 158 44 01 142 20
Japan -59 23 32 -33 02 196 9.4 94 04 05 6.5
Other industrialized countries 4.7 45 -34 28 27 88 146 43 0.9 92 29
Developing countries 42 72 59 01 41 -168 9.0 4.5 41 72 48
Latin America =29 81 34 07 49 -124 36 6.4 32 43 57
Africa 8.1 56 49 -  -34 311 54 55 90 136 91
West Asia 11.3 47 98 16 -38 373 106 87 95 187 -110
South and East Asia -0.7 -82 29 26 42 92 9.6 83 12 26 -10
Mediterranean -8.6 64 03 23 25 176 7.7 84 04 70  -190
China 16 -104 -38 03 -38 46 24 3.9 22 4.6 58
Memo items:
Net energy exporters 8.6 -58 15 .05 59 321 8.6 38 62 124 -108
Net energy importers -4.4 92 -15 27 41 -13 79 108 12 14 -12
Eastern Europe and the USSR -14 13 63 45 -16 0.8 1.7 49 06 73 ¢ 62
Eastern Europe -4.5 43 86 48 04 6.9 14 30 -13 5.0 6.6
USSR 19 17 41 43 40 48 23 67 0.4 9.2 43
Unit value of imports
World 20 51 40 17 23 4.5 100 42 0.5 90 -1.5
Developed market economies -20 49 39 -13 24 38 110 41 0.6 98 -24
North America -2.5 -55 33 49 35 44 47 29 11 16 -16
European Community 21 46 40 49 05 99 139 43 01 132 -24
Japan 1.7 58 51 28 46 -11.7 9.1 7.4 41 64 25
Other industrialized countries -3.6 43 35 -17 46 121 117 42 - 64 50
Developing countries 24 47 38 23 24 56 8.8 53 0.1 67 03
Latin America 32 48 32 24 229 6.2 52 57 0.5 44 63
Africa 3.1 42 37 26 22 65 114 5.0 08 105 -16
West Asia 2.8 46 -37 26 21 6.7 105 4.6 0.1 94 09
South and East Asia -1.6 50 41 21 25 53 8.5 57 02 52 0.5
Mediterranean 0.7 40 45 22 28 03 131 32 21 134 -19
China -3.8 49 23 17 30 8.8 73 51 0.2 35 0.5
Memo items:
Net energy exporters : -3.7 45 32 24 -23 8.0 83 54 0.2 6.6 0.2
Net energy importers -1.1 49 44 20 -28 38 85 5.6 01 5.6 -
Eastern Europe and the USSR -0.3 84 70 50 -i4 75 -16 -14 04 71 ¢150
Eastern Europe -09 38 713 34 04 78 25 58 33 129 244
USSR : 04 -131 67 67 -31 69 -06 38 25 14 43
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Table A.21 (continued)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°

Terms of trade

World - 03 - 06 01 11 03 04 02 01 02
Developed market economies -3.0 13 10 -17 0.6 8.7 04 10 04 06 11
North America 23 10 16 72 08 169 -50 27 07 -18 13
European Community 2.8 11 0.8 18 -11 23 1.7 61 02 69 -01
Japan -74 37 20 05 46 354 03 19 43 65 9.2
Other industrialized countries -1.2 0.2 01 -1 20 29 26 01 09 26 22
Developing countries 6.8 27 22 23 <17 212 01 -08 4.0 05 45
Latin America ' 03 35 02 17 21 -176 -15 0.6 27 - 460
Africa 11.5 14 -12 27 13 353 -53 -100 82 28 -16
West Asia 14.5 02 64 10 17 412 01 -127 9.4 84 -102
South and East Asia 0.9 -33 12 47 -17 -138 1.0 25 14 24 15
Mediterranean -79 -2.6 45 01 03 173 48 50 25 -56 0.9
China 5.6 -58 -16 20 08 -123 46 -11 20 11 53
Memo items:

Net energy exporters 12.8 -14 45 19 37 371 02 -15 60 54 -109

Net energy importers -33 -4.5 3.0 48 -13 49 05 49 1.1 40  -12
Eastern Europe and the USSR -1.1 .18 08 05 02 -62 34 35 02 02 ¢-77
Eastern Europe -3.6 05 -14  -14 - 08 4.0 30 21 70 -143
USSR 15 17.0 28 26 09 -109 29 -101 20 7.7 -

Source: UN/DESD.
¢ Indicates break in the series.

a Preliminary estimates.
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Table A.22. Indices of prices of non-fuel primary commodities
exported by developing countries, 1981-1991

(1985 = 100)
Agn-
Vegetable cultural Minerals Combined Prices of  Real Memo item:
Tropical  oilseeds raw and index manufac- = prices of crude
Food beverages and oils materials  metals Dollar SDR tures® commodities® petroleum*

1981 192 97 112 119 121 142 122 109 130 123
1982 131 92 90 103 105 111 102 107 104 121
1983 138 96 107 110 113 118 112 103 114 108
1984 116 110 144 111 105 114 112 100 114 102
1985 100 100 100 100 100 100 100 100 100 100
1986 110 124 62 102 95 104 90 120 87 55
1987 117 81 73 119 113 107 84 135 79 62
1988 152 82 96 129 164 135 102 144 94 49
1989 161 70 85 129 164 135 107 143 94 59
1990 151 62 74 137 149 127 95 158 80 75
1991 141 57 80 129 135 119 88 158 75 62
1990 1 165 58 74 132 140 129 99 145 89 64
I 157 63 73 135 148 129 100 153 84 51

I 144 62 73 140 160 128 95 160 80 82

v 137 63 77 142 148 123 87 169 73 103

1991 I 145 61 78 139 142 124 89 166 74 64
II 142 57 76 128 136 119 90 152 78 58

III 138 55 80 125 132 1i6 88 152 76 62

v 140 56 85 123 130 116 85 157 74 66

Sources: UNCTAD, Monthly Commadity Price Bulletin, and United Nations, Monthly Bulletin of Statistics.

. 3 ltg.ggit value of exports of manufactures from developed market economies. The base of the original index has been
shifted to .
b Dollar index deflated by unit values of manufactured orts of develoge,d market economies.
¢ OPEC oil price, which is the aver%ge s%ot price of a basket of seven OPEC country crudes (Saharan Blend, Minas,
Bonny Light, Arab Light, Dubai, T. J. Light and Isthmus).
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III. INTERNATIONAL FINANCE AND FINANCIAL MARKETS

Table A.23. World balance of payments on current account by
country group, 1981-1991°
(%illions of dollars)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
Developed market economies -36 4.1 28 292 -29.2 9.1 -144 92 327 -36.1 5.0
M%}jor developed market economies 222 188 101 309 -304 102 -115 46 -131 -181 202
of which:
Germa'nyc “ ' 27 112 109 160 235 479 570 626 699 628 85
Japan 62 81 222 364 505 873 8.7 86 603 404 843
United States _ 14.1 25 -31.5 -882 -1088 -1314 -1477 -1131 928 -71.7 -305
Other industrial countries -258 229 <713 1.7 11 -11 -3.0 47 -196 -180 -152
Developing countries 374 155 539 214 246 458 -59 -180 -131 20 -60.7
Capital-surplus countries 614 179 -2.4 68 115 49 6.7 52 100 212 36
Capital-importing countries -988 934 515 -282 -361 409 -126 232 -231 -232 -574
nergy exporters =292 -365 -135 -2.7 46 -196 27 -16.6 -1.5 58 -176
Energy importers -716 628 424 -279 201 -141 -102 28 -11.2 -410 -534
Recent surplus economies <72 28 21 72 10 239 318 294 252 161 46
Other 644 -600 -445 351 -311 -380 420 -322 -364 571 -580
China 20 59 44 24 -115 72 03 38 4.5 119 138
Eastern Europe and the Soviet Union? -6.3 42 78 102 31 0.5 715 32 61 ¢-169 -55
Eastern Europe -4.7 0.6 20 35 30 01 0.4 0.9 21 ¢ -58 37
Soviet Union -1.6 3.6 58 6.7 0.1 04 71 23 40 ¢ -51 -1.8
World residual® 473 755 433 404 508 362 128 241 519 490 612
of which:

Trade residual (imports, f.ob.) . -315 -121 -198 -291 -162 -10.7 -355 -377 -17.7 <252 201
Services and private transfers 788 875 0 695 669 469 483 617 696 742 814

Source: UN/DESD, based on data of IMF and other national and international sources.

¢

CQoo®

Indicates break in series, based on the latest official data.

Balance on goods, services and private transfers.

Preliminary estimate.

Including transactions of the former German Democratic Republic as from July 1990.

Balance in convertible currencies; total includes the former German Democratic Republic until 1990.

Unreported trade, services and private transfers, as well as errors and timing asymmetries in reported data.



Table A.24. Current account transactions: developed market economies, 1981-1991*

(Billions of dollars)
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
Major developed market economies
Merchandise exports 905.2 846.2 836.6 897.7 9262 10717 12393 14355 15409 17494 1798.1
Merchandise imports (f.0.b.) -905.7 -846.4 -849.5 -945.5 9665 -10719 -1251.0 -14265 -15487 -17579 -17743
Trade balance 0.5 0.2 -12.9 -47.7 40.2 -03 -11.7 9.0 77 8.5 239
Net services and private transfers 22.7 19.0 230 16.9 9.9 10.5 - 03 -13.5 -5.4 -2.6 -3.7
of which: investment income 23.7 182 225 213 140 13.7 154 179 18.7 229 184
Current account balance 222 18.8 10.1 -30.9 -30.4 102 -11.5 -4.6 -13.1 -18.1 202
of which:
Germany®
Merchandise exports 166.8 1658 1599 161.4 173.7 2310 278.5 308.6 3249 391.6 3783
Merchandise imports (f.0.b.) -150.7 -141.1 -138.5 -139.2 -145.1 -1753 -208.3 -228.8 2472 -320.0 -356.8
Trade balance 16.1 24.7 214 22.1 28.6 55.8 70.2 79.8 71.8 71.6 215
Net services and private transfers -134 -135 -10.5 6.2 5.1 <19 -13.2 -173 -19 -8.8 -1390
of which: investment income 06 -12 1.6 36 33 42 40 51 116 17.2 173
Current account balance 2.7 112 109 16.0 235 479 570 62.6 69.9 62.8 8.5
Japan
Merchandise exports 149.5 1377 1455 168.3 174.0 205.6 224.6 2598 2696 280.4 306.6
Merchandise imports (f.0.b.) -129.6 -119.6 -114.0 -124.0 -118.0 -112.8 -128.2 -164.8 -192.7 -216.8 -2033
Trade balance 200 18.1 315 443 56.0 92.8 96.4 95.0 76.9 63.6 103.3
Net services and private transfers -13.8 9.9 93 -19 -5.5 -5.5 6.7 -124 -16.6 =232 -19.0
of which: investment income -0.8 1.7 31 42 6.8 9.5 16.7 210 234 232 26.6
Current account balance 6.2 8.1 22 36.4 50.5 873 89.7 826 603 40.4 843

80¢
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Table A.24 (continued)

1981 1982 1983 1984 1985 1986 1987 1988 . 1989 1990 1991°
United States
Merchandise exports 2371 2112 201.8 2199 2159 2234 2503 3203 361.5 3895 416.5
Merchandise imports (f.0.b.) -265.1 -247.6 -268.9 -3324 -338.1 -368.4 -409.8 -447.3 4774 -497.7 -490.1
Trade balance -280 < 364 -67.1 -112.5 <1222 -145.1 -159.5 ~127.0 -115.9 -108.1 -73.6
Net services and private transfers 42.1 389 35.6 244 133 13.7 11.8 13.9 232 364 43.0
of which: investment income 314 283 274 234 16.1 11.0 7.6 53 27 11.9 9.4
Current account balance 14.1 25 -31.5 -88.2 -108.8 -1314 -147.7 -113.1 9238 -7 -30.5
Other industrial countries
Merchandise exports 3299 3124 3088 3233 332.8 393.7 474.0 537.8 569.7 674.8 679.3
Merchandise imports (f.0.b.) -360.3 -3384 -318.8 -323.6 3322 -3982 -486.0 -550.8 -591.5 -696.8 6943
Trade balance -304 -26.0 -10.0 0.3 0.6 4.6 -12.0 -13.0 219 220 -15.0
Net services and private transfers 4.6 31 27 20 0.5 35 9.0 83 23 4.0 0.2
of which: investment income -12.5 -130 -12.9 -134 -15.0 -162 -16.0 -18.6 =219 =218 -320
Current account balance <258 -229 -13 1.7 11 -11 -3.0 4.7 -196 -18¢0 -15.2
All developed market economies
Merchandise exports 12351 11586 11454 12210 12590 14653 17133 19733 21106 24242 24715
Merchandise imports (f.0.b.) -1 266.0 11848 -11683 -12690 -12986 -14702 -17370 -19774 -21402 -24546  -2468.6
Trade balance -30.9 =262 -22.9 -48.1 -39.6 -4.8 -23.7 4.1 -29.6 -30.4 8.9
Net services and private transfers 273 221 25.7 18.9 10.4 13.9 9.3 -5.2 31 -5.7 -39
of which: investment income 11.2 52 9.6 79 -1.0 2.5 0.6 0.7 32 49 -13.7
Current account balance -3.6 4.1 28 -29.2 292 9.1 -144 -92 -32.7 -36.1 50
Source: UN/DESD, based on data of IMF and national sources.
a Balance on goods, services and private transfers.
b Preliminary (based in part on Secretariat estimates).
c Including transactions of the former German Democratic Republic as from July 1990.

XANNY
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Table A.25. Current account transactions: Eastern Europe and the Soviet Union, 1981-1991*
(Billions of dollars)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
Eastern Europe®
Merchandise exports 318 310 315 335 334 30.6 337 36.6 38.1 391 ¢ 373
Merchandise imports (f.0.b.) -313 -26.0 -26.2 -26.8 277 -28.0 -31.5 -33.7 -36.4 -42.8 +-38.3
Trade balance -0.5 50 53 6.7 57 26 22 2.9 1.7 =27 ¢ -11
Net services and private transfers -5.2 -4.4 -3.3 3.2 -2.7 -2.5 - -1.8 -2.0 -3.8 -2.1 ¢ 26
Current account balance -4.7 0.6 20 35 30 0.1 04 09 =21 -5.8 ¢ =37
Soviet Union
Merchandise exports 39.1 434 442 433 369 34.6 40.8 427 451  ¢335 31.8
Merchandise imports (f.0.b.) -399 -39.1 -38.0 -36.6 -36.2 -333 -32.7 -39.2 474  ¢-35.1 -30.7
Trade balance -0.8 43 6.2 6.7 0.7 13 8.1 35 23 ¢ -16 11
Net services and private transfers 0.8 -0.7 -0.4 0.0 -0.6 -0.9 -1.0 -12 1.7 ¢35 -2.9
Current account balance -16 36 58 6.7 0.1 0.4 71 23 46 ¢ 51 -1.8
Eastern Europe and the Soviet Union®
Merchandise exports 70.9 74.4 75.7 76.8 703 65.2 74.5 793 726 €726 69.1
Merchandise imports (f.0.b.) -71.2 -65.1 642 -63.4 639 613 -64.2 -72.9 -838  ¢-779 -69.0
Trade balance 03 9.3 115 134 6.4 39 103 6.4 £6 ¢ 53 -
Net services and private transfers 4.0 -5.1 -37 -32 -3.3 -34 -2.8 -32 55 ¢-56 -55
Current account balance 63 42 78 102 31 0.5 75 32 61 109 -55

Source: UN/DESD, based on data of IMF and ECE.

¢ Indicates break in series based on the latest official data.

a Balance in convertible currencies on goods, services and private transfers.

b Preliminary (based in part on Secretariat estimates).

c Including transactions of the former German Democratic Republic until 1990.
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Table A.26. Current account transactions: developing countries, 1981-1991°

(Billions of dollars)
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
Surplus energy exporters
(8 economies)
Merchandise exports 1975 1559 121.1 1125 94.8 61.6 76.2 768 943 112.1 98.6
Merchandise imports (f.0.b.) -91.5 -95.3 -86.4 -76.8 61.9 -54.3 -55.5 -61.1 -67.0 671 -66.9
Trade balance 106.0 60.6 34.7 35.7 330 - 173 20.7 157 274 45.0 316
Net services and -44.5 -42.7 -372 -28.9 -21.5 -122 -14.0 -10.5 -17.4 -238 -352
private transfers
of which: investment income 152 18.4 19.7 15.4 159 18.7 15.8 171 17.9 16.3 15.5
Current account balance 614 179 =24 6.8 11.5 -4.9 6.7 52 10.0 212 3.6
Deficit energy exporters
(19 economies)
Merchandise exports 140.1 125.7 1213 1335 1271 91.6 1112 113.6 1343 169.7 1713
Merchandise imports (f.0.b.) -129.3 -117.9 -99.6 989 -94.0 -80.9 -85.4 -102.5 -111.9 -134.0 -163.0
Trade balance 108 7.8 21.7 34.6 330 10.7 258 112 223 35.7 84
Net services and
private transfers -40.0 -443 -35.2 -373 -37.6 -304 -28.6 =278 -29.8 -299 -26.0
of which: investment income -193 <251 -23.7 -26.2 -25.6 222 248 -25.7 -282 -28.0 -26.0
Current account balance -29.2 -36.5 -13.5 27 -4.6 -19.6 27 -16.6 -15 58 -17.6
Energy-importing countries
(100 economies)
Merchandise exports 214.7 2044 211.6 2396 236.6 258.7 3218 396.1 4335 466.4 5126
Merchandise imports (f.0.b.) -270.5 -248.1 -238.9 -246.1 -240.1 -255.9 -317.8 -3824 -429.6 -495.4 -550.4
Trade balance -55.8 -43.7 =273 -6.6 -3.5 28 40 13.7 38 -29.0 -378
Net services and
private transfers -15.8 -19.1 -15.1 -213 -16.6 -16.8 -14.2 -16.5 -15.0 -12.0 -15.6
of which: investment income -303 -373 -354 -38.0 -37.1 -36.0 -36.5 -39.2 -38.0 -329 -33.6
Current account balance -71.6 -62.8 -424 =279 -20.1 -14.1 -10.2 28 -11.2 410 -534
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Table A.26 (continued)

1981 1983 1984 1985 1986 1987 1989 199§ 1991°
Recent surplus economies
(4 economies)
Merchandise exports 84.6 90.7 107.6 108.6 130.2 1755 2437 262.8 302.8
Merchandise imports (f.0.b.) -93.7 -932 -101.0 -99.8 -111.1 -150.0 2243 -2553 -304.4
Trade balance 9.0 2.5 6.5 88 19.1 255 193 75 -1.6
Net services and
private transfers 19 4.6 0.6 22 4.8 6.3 59 8.6 6.2
of which: investment income 38 29 22 -14 0.7 0.1 2.7 4.7 4.1
Current account balance 12 21 72 110 239 318 252 16.1 4.6
Other energy importers
(96 economies)
Merchandise exports 130.1 121.0 1320 1280 128.4 1463 189.8 203.6 2136
Merchandise imports (f.0.b.} -176.8 -145.7 -145.1 -140.3 -144.8 -167.8 -205.3 -240.1 -259.0
Trade balance -46.7 -24.8 -131 -12.3 -16.4 21.5 -15.5 -36.5 -36.2
Net services and
private transfers -17.7 -19.7 220 -18.8 -21.6 20.5 -20.9 -20.6 -21.8
of which: investment income -26.5 326 -35.7 -35.7 -353 -36.4 -40.7 =376 -37.7
Current account balance 64.4 -44.5 =351 -31.1 -38.0 -42.0 364 =571 -58.0
China
Merchandise exports 220 20.7 239 25.1 258 34.7 432 515 59.7
Merchandise imports (f.0.b.) 203 -18.7 239 -38.2 =349 364 -48.8 -42.4 -50.6
Trade balance 1.7 20 0.0 -13.1 91 -1.7 -5.6 92 20
Net services and
private transfers 03 24 24 16 20 20 12 28 48
of which: investment income 0.2 1.2 1.5 0.8 0.0 0.2 02 1.1 13
Current account balance 20 44 24 -11.5 72 03 -4.5 - 11.9 138

(444
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Table A.26 (continued)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
Long-term capital-importing countries
(120 economies)
Merchandise exports 3768 3512 353.6 397.0 388.8 376.0 4677 550.8 611.0 687.6 7436
Merchandise imports (f.0.b.) -420.1 -382.9 -3572 -369.0 -3724 -371.7 -439.5 -5312 -590.4 6717 -763.9
Trade balance -43.3 -31.6 -3.6 28.1 164 4.4 282 196 20.6 159 -20.4
Net services and
private transfers -55.6 -61.8 -479 -56.3 -52.6 -452 -40.8 -42.8 -43.7 -39.1 -36.8
of which: investment income -49.8 620 -58.0 -62.7 61.9 -58.2 -61.6 -65.0 -66.0 -59.8 -583
Current account balance -98.8 -93.4 -51.5 -28.2 -36.1 -40.9 -12.6 -23.2 231 -232 -57.1
All developing countries
{128 economies)
Merchandise exports 5743 5072 474.8 509.5 483.6 437.6 543.9 627.7 705.3 799.7 8422
Merchandise imports (f.0.b.) -511.6 -478.2 -443.6 -445.7 -4342  -426.0 -495.0 -5923 -657.4 -738.8 -830.9
Trade balance 62.7 29.0 311 63.8 494 117 489 353 479 61.0 113
Net services and
private transfers -100.1 -104.5 -85.0 -852 -74.0 -574 -54.8 -533 -61.0 -63.0 -72.0
of which: investment income -34.6 -43.6 -383 -47.3 -46.0 -39.5 -45.8 -47.9 -48.1 -43.5 -42.8
Current account balance -374 =155 -53.9 =214 -24.6 458 -5.9 -18.0 -13.1 20 ~60.7

Source: UN/DESD, based on data of IMF, official national and other scurces.

a  Balance on.goods, services and private transfers.

b  Preliminary estimate.
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Table A.27. Net transfer of financial resources of industrial countries, 1981-1991
{Billions of dollars)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°

United States

Net capital flow 1.1 87 452 1044 1268 1422 1580 1267 1432 1092 769
Private grants® 096 69 9 12 14 12 -12 -H8 10 -10 -13
Official grants -5.8 -83 -87 -108 -134 -140 -125 -133 -136 -205 219
Direct investment® 262 199 186 283 213 277 477 521 634 400 312
Portfolio 155 9.5 1.7 250 686 815 617 660 733 49 126
Medium- and long-term loans -19.0 227 -180 -128 8.0 -5.1 06 116 34 240 251
Short-term capita 349 255 410 488 238 375 69.7 203 0.6 80 95
Errors and omissions 196 367 114 272 199 159 -6.7 91 184 637 -31
Use of IMF credit - - - - - - - - - - -

Net dividends and interest 208 212 140 9.1 0.7 -14 -13.0 52 235 243 292

Net transfer of resources
(financial basis) 218 299 593 1135 1274 1408 1450 1215 1197 848 477

Use of official reserves? 52 S50 -12 3.1 -3.8 03 9.1 39 253 22 93

Net transfer of resources

(expenditure basis) 16.7 249 581 1103 1236 1411 1542 1176 945 82.6 385
United Kingdom

Net capital flow 209 -125 7.5 29 =59 29 283 369 260 252 20.1
Private grants® 0.1 0.1 0.5 0.5 04 61 02 05 05 05 05
Official grants -2.8 -3.1 -29 -2.9 -44 -33 -53 -5.9 -7.0 83 -18
Direct investment® -53 -0.8 -1.5 =52 4.3 55 -106 -83 1.5 240 135
Portfolio . -87 -133 83 -115 86 -152 442 100 295 -143 -166
Medjum- and long-term loans 39 -7 -39 24 21 6.6 20 43 78 114 126
Short-term capital -1.7 103 76 106 83 98 11 269 419 118 217
Errors and omissions 1.8 -3.7 1.1 8.1 04 104 28 103 11.7 1.1 -89
Use of IMF credit 03 0.3 0.1 - - - - - - - -

Net dividends and interest 1.6 1.6 29 2.7 1.7 2.7 0.1 -1.8 2.1 -14  -67

Net transfer of resources
(financial basis) -193 -109 -4.7 0.2 4.2 55 282 351 239 238 134

Use of official reserves® 4.7 24 0.9 1.3 0.6 -14 202 -4.9 88 01 -50

Net transfer of resources

(expenditure basis) -14.7 -8.5 -3.8 1.1 4.8 4.1 80 303 327 237 84
Germany

Net capital flow -53 96 -138 -159 209 417 -368 -7190 -679 -533 .72
Private grants® 12 11 11 08 09 -13 14 20 16 22 -13
Official grants -6.0 6.3 -5.7 -6.5 6.6 81 111 -123 130 -160 -289
Direct investment® 2.7 -1.8 -1.4 2.5 33 -7.0 7.1 92 68 -16.7 -16.1
Portfolio 82 -0.5 35 13 18 236 <19 -436 -5.0 23 226
Medium- and long-term loans -1.1 -39 -5.1 -4.3 -19 0.1 -3.6 42 01 -174 -206
Short-term capital 2.5 63 -4.6 -53 -133 -507 -111 -189 474 -163 273
Errors and omissions 0.1 24 0.6 23 32 1.7 0.6 28 59 17.6 9.7
Use of IMF credit - - - — - - - - - - -

Net dividends and interest 03 -1.0 1.5 23 2.1 22 38 42 109 128 149

Net transfer of resources
(financial basis) 56 -107 -124 -136 -188 -395 330 -748 -570 405 77

Use of official reserves? 2. 2.9 19 03 2.2 54 215 154 2.8 -7.3 13

Net transfer of resources
{expenditure basis) 34 -135 104 -132 210 -449 -545 -594 -598 478 8.9
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Table A.27 (continued)
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990  1991°
Japan
Net capital flow 25 129 208 344 -514 -731 528 672 -740 480 -90.6
Private grants® 0.2 0.1 0.2 0.1 0.3 0.6 -1.0 -1.1 -1.0 -1.0 0.7
Official grants -1.2 -1.3 -1.4 -1.4 -1.4 -1.5 2.7 3.0 33 4.5 -11.
Direct investment® 4.7 4.1 32 6.0 -58 -143 -184 347 452 463 -298
Portfolio 7.7 0.8 29 240 418 -1020 -913 528 -325 -145 374
Medium- and long-term loans <4 -130 -126 201 -157 -158 243 296 -160 77 254
Short-term capit 49 0.1 26 134 97 586 886 509 458 315 -1046
Errors and omissions 04 4.7 21 3.7 38 25 -3.7 31 218 -209 6.5
Use of IMF credit - ~- - - - - - - - - -
Net dividends and interest 0.8 1.7 31 42 6.8 95 167 210 234 232 267
Net transfer of resources
(financial basis) 33 112 -177 302 -446 636 -361 -462 -506 -248 -639
Use of official reserves? -39 4.7 -1.6 21 06 -148 379 -165 128 6.6 54
Net transfer of resources
(expenditure basis) <12 65 193 323 4490 -784 740 6277 -378 182 585
Other industrial countries
Net capital flow 344 350 234 159 25 08 524 530 683 1032
Private grants® 0.6 0.2 0.5 02 0.1 0.7 0.4 03 0.6 2.8
Official grants 34 -52 3.6 -3.4 2.9 7.0 6.7 74 97 -133
Direct investment® 91 0.2 -1.4 41 -105 94 -116 86 -136 -150
Portfolio 39 49 41 109 165 144 213 298 570 488
Medium- and long-term loans 20.7 218 18.7 13.5 57 34 243 145 226 286
Short-term capit 29.8 32 8.9 2.7 50 9.7 267 345 297 814
Errors and omissions -6.6 102 32 41 -114 92 0.4 94 -172 -246
Use of IMF credit 0.4 0.6 03 0.2 0.0 0.4 0.8 0.5 0.0 0.0
Net dividends and interest 226 266 -280 305 -298 -345 382 467 -526 -66.5
Net transfer of resources
(financial basis) 11.8 85 4.7 -146 273 -337 142 63 158 368
Use of official reserves® 9.0 23 -152 -157 02 35 382 -276 204 -534
Net transfer of resources
(expenditure basis) 208 107 -199 303 275 -372 -240 -213 46 -16.6

Source: UN/DESD, based on data of IMF and the World Bank, and United Nations Secretariat estimates.

oan oe

Preliminary estimate.
Excluding workers’ remittances.
Net of reinvested earnings.

Additions to reserves are shown as negative numbers.
Including transactions of the former German Democratic Republic as from July 1990.
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Table A28. Net transfer of financial resources of capital-importing
developing countries, 1981-1991
(Billions of dollars)
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
All countries®

Transfer through direct investment

Net investment flow 9.7 72 6.3 6.3 7.5 59 94 146 168 170 189

Net dividends and other income -102 98 %4 86 80 -71 81 85 -100 -108 -104

Net transfer 04 -26 31 23 05 -2 12 6.1 6.7 62 84
Transfer through medium- and long-

term foreign private borrowing

Net credit flow 482 414 274 189 127 8.0 22 84 4.5 74 102

Interest paid -31.2 373 -355 -404 -394 -349 -340 -39.7 -327 -296 -34.1

Net transfer 17.0 41 81 215 -266 -269 -31.7 -313 -282 -222 -239
Transfer through short-term borrowing

and domestic outflows®

Net transfer -137 -291 -221 -138 -131 -34 71 -152 88 -713 136
Transfer through private grants (net) 18 1.7 21 26 29 38 41 49 35 38 4.0
Transfer through official flows

Official transfers (grants) 12.0 93 102 109 116 112 126 131 139 286 317

Net official credits 298 326 300 248 191 19¢ 172 168 207 210 223

Interest paid 68 -82 96 -111 -127 -156 -168 -183 -186 -204 -23.7

Net transfer 350 337 307 245 179 146 131 116 160 292 303
Total net transfer (financial basis) 397 78 05 -106 -194 -130 -204 -239 -10.7 96 325
Use of official reserves? 30 192 64 -187 22 87 -131 -82 -183 -356 -456
Total net transfer (expenditure basis) 427 269 -70 -293 -172 43 335 321 -290 -260 -130

Africa

Grants

Private 02 02 03 0.5 0.9 11 0.9 1.0 1.0 0.9 1.0

Official 34 29 39 42 48 51 6.1 62 73 202 115
Net direct investment 05 08 02 02 0.6 02 01 0.2 2.5 04 0.3
Foreign official credit 74 7.4 6.3 42 21 1.6 31 21 25 0.2 15
Foreign private credit © 12 26 04 22 31 09 06 08 40 -44 41
Short-term borrowin"g and

domestic outflows 04 08 -17 35 36 -13 -70 48 49 -161 93
Total net transfer (financial basis) 113 116 81 29 1.7 5.7 24 4.0 4.4 11 0.9
Use of official reserves® 42 3.0 03 03 23 19  -15 00 05 -58 21
Total net transfer (expenditure basis) 155 147 84 26 06 6.8 1.0 4.0 38 47 -12

Sub-Saharan Africa

Grants

Private 01 02 0.2 0.5 0.7 0.6 0.7 0.9 0.7 0.8 0.8

Official 32 2.8 29 30 35 39 49 5.1 58 5.7 59
Net direct investment 04 03 03 H6 H5 07 H6 05 06 09 04
Foreign official credit 48 42 4.0 22 15 1.7 2.7 22 22 2.6 29
Foreign private credit © 0.6 12 91 02 H6 04 05 01 02 02 -02
Short-term borrowing and

domestic outflows 08 05 9 24 05 07 02 04 -14 -14 -16
Total net transfer (financial basis) 92 75 58 26 40 58 7.0 74 6.4 6.5 7.4
Use of official reserves? 01 01 04 H3 08 H5 0T -06 0.1 05 05
Total net transfer (expenditure basis) 9.1 74 54 23 31 53 63 6.7 6.5 7.0 6.9
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Table A28 (continued)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°

Asia

Grants

Private 0.6 08 1.0 1.0 0.9 1.5 1.8 2.0 0.6 08 2.0

Official 74 5.6 52 53 4.6 46 43 4.6 42 43 42
Net direct investment 24 2.5 2.6 -1.8  -14 0.1 03 31 35 43 34
Foreign official credit 111 93 104 35 33 14 1.1 08 49 27 6.6
Foreign private credit © 36 44 52 20 20 23 125 87 64 48 52
Short-term borrowing and .

domestic outflows 52 38 =29 0.5 23 0.4 14 39 56 101 142
Total net transfer (financial basis) 152 138 163 106 116 48 -34 57 125 175 252
Use of official reserves® -14 -39 56 -58 48 0.7 -83 -123 100 -125 -106

Total net transfer (expenditure basis) 137 929 107 47 164 56 -11.7 -66 25 49 146

Latin America

Grants

Private 0.6 04 0.5 0.7 0.9 1.0 1.1 15 15 16 1.6

Official 11 0.7 09 1.2 21 14 1.9 19 20 30 34
Net direct investment 23 0.6 -0.4 -0.5 01 -1.8 0.7 20 -0.5 02 37
Foreign official credit 36 72 47 6.2 2.1 15 -1. -1.7 -1.8 - -5.8
Foreign private credit © 13.2 08 -118 -190 -235 -224 -188 -242 -180 -i14 -149
Short-term borrowing and

domestic outflows 80 -242 -188 -11.5 -118 -1.7 08 -82 99 90 164
Total net transfer (financial basis) 128 -161 -248 -229 -302 -220 -159 -286 -267 -156 4.4
Use of official reserves? 1.5 197 07 -122 -06 79 3.4 6.6 28 -141 176

Total net transfer (expenditure basis) 143 37 -255 -352 -308 -141 -193 220 -295 297 -132

Fifteen heavily indebted countries

Grants

Private 08 0.6 0.7 09 1.0 11 13 14 1.6 1.9 21

Official 11 0.7 0.7 0.8 13 09 12 13 1.5 27 25
Net direct investment 19 02 05 0.5 03 -1.7 0.6 25 1.6 11 48
Foreign official credit 45 73 55 55 02 0.0 27 -39 -3. -19 -5.4
Foreign private credit® 15.1 12 -121 223 -260 -253 212 -270 -209 -133 -190
Short-term borrowing and

domestic outflows -102 -238 -191 117 -159 27 -38 -101 -123 10 235
Total net transfer (financial basis) 132 -139 -248 -274 -391 -278 -247 -358 -321 -165 84
Use of official reserves? 72 233 10 -132 -15 58 37 4.7 56 -187 -199

Total net transfer (expenditure basis) 20.4 94 -238 406 -406 -221 -284 311 377 -352 -115

Source: UN/DESD, based on data of IMF and the World Bank, and United Nations Secretariat estimates.

Note: Direct investment is net of reinvested earnings (cash flow approach); official credits include use of IMF credit; interest
includes IMF charges; private grants include net flow of gifts from overseas residents (excluding workers’ remittances) and grants by
non-governmental organizations.

a Sample of 93 countries (principal difference with data in tables IV.2 and IV.3 is omission of certain countries, mainly from
Asia, for which full financial data were unavailable).
Preliminary estimate.
¢ Calculated as a residual (including short-term trade financing, normal and unusual outflows ("capital flight"?, arrears of interest
due and other flows captured in balance-of-payments data as errors and omissions and presumed to be financial flows).
d Additions to reserves are shown as negative numbers.
e Medium- and long-term foreign borrowing.



Table A.29. Official reserves and coverage of current expenditures of capital-importing developing countries, 1981-1991

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
Billions of dollars
Level of reserves®
All countries 1110 1008 1093 127.5 139.0 1571 2073 2092 2284 2717 3307
Energy exporters 434 314 320 36.2 386 343 445 318 373 538 752
Energy importers 62.1 576 61.8 73.5 872 1109 1459 158.2 172.6 1936 2102
Recent surplus countries 17.5 200 236 290 385 628 96.0 1040 1094 1157 1278
Other 445 376 382 44.5 48.7 481 499 543 632 779 825
China 56 11.8 15.5 17.8 13.2 12.0 16.9 19.1 185 302 453
Memo items:
Fifteen heavily indebted
countries 417 263 275 396 409 344 387 335 38.1 572 74.4
Sub-Saharan Africa 31 2.6 29 3.0 4.0 50 58 63 6.9 82 90
Coverage of current
expenditures®
Months of import cover
All countries 22 19 23 2.7 2.7 2.6 2.8 25 2.6 30 34
Energy exporters 2.6 1.9 23 2.6 28 29 36 22 2.4 3.0 3.7
Energy importers 19 20 23 2.7 26 24 24 26 2.6 30 33
Memo items:
Fifteen heavily indebted
countries 23 16 21 3.0 32 28 29 22 23 31 38
Sub-Saharan Africa 0.9 0.9 1.0 11 14 1.6 1.7 1.7 1.9 21 23
Source: UN/DESD, based on data of IMF and national estimates.

®  Partly estimated.

Total reserves, end of period {(with gold valued at SDR 35 per ounce).
¢ Expenditures on goods and services (including interest payments) for given year relative to total reserves at end of year,

sample of 93 countries.

81¢
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Table A30. Net IMF lendi:&itﬁ)i develf(_)%in co)untries, by facility, 1981-1991
ons of dollars

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Regular facilities 6.3 43 84 44 11 01 38 40 30 -6 -12
Repayment terms:
3-5 years (Credit tranche) 19 0.5 08 02 06 13 05 04 02 17 02
3.5-7 yrs (SFF/EAP)® 33 26 52 26 06 -10 27 27 -28 07 -08
4-10 years (Extended Facility) 1.1 1.1 23 1.6 00 02 05 -09 0.1 07 -07
Concessional facilities 0.2 02 01 -02 03 05 02 -03 09 02 11
In order created:
Subsidized Oil Facility® 03 -02 - - - - - - - - -
Trust Fund® 0.4 06 01 02 03 06 07 -07 05 04 01
SAF? - - - - - 0.1 0.5 03 0.7 01 02
ESAF! - - - - - - - - 08 05 09
Additional facilities® 0.2 1.6 23 00 05 -16 07 -04 02 -08 12
In order created:
Compensatory financing' 0.6 16 21 00 04 -14 07 04 02 08 12
Buffer stock? - 0.1 03 - 02 02 -01 - - - -
Oil Facility® -0.4 -0.2 - - - - - - - -
Total 6.7 56 106 43 03 20 47 47 -19 23 10
Memo items: .
Selected characteristics of higher
conditionality lending agreements
Number initiated during year 31 19 33 20 26 31 25 28 23 13 24
Average length (months 23 14 18 14 16 22 26 25 25 19 22
Total amount committed 244 26 157 40 34 4.0 44 54 138 19 64

Source: Data of IMF, International Financial Statistics and IMF Survey.

a The Supplementary Financing Facility (1979/81) and Enhanced Access Policy (1981-present) have provided resources
from funds borrowed by IMF from member States, on which the Fund pays a hi%her interest rate than the remuneration paid
to countries that have a net creditor position with the Fund. Thus, users of SFF and EAP resources have paid a higher
interest rate than on drawings from ordinary resources, which are partly subsidized. However, up to a 3 percentage point
subsidy was made available for IDA-eligible countries and up to half that for countries with GDP per capita above IDA limits
but under the maximum for Trust Fund eligibility, in order to reduce interest on SFF drawings towards the rate on ordinary
drawings. There has been no subsidy on drawings.

b See Oil Facility below; a subsidy was originally available to "most seriously affected” countries as defined by the
United Nations for drawings under the 1975 Facility; it was extended to all users of the 1975 Facility that were also eligible
to use the Trust Fund, as resources permitted; the subsidy was 5 per cent, reducing interest to 2.7 per cent; maturity was 7
years and repayments began in 3.5 years.

¢ Mainly using resources from IMF gold sales, the Trust Fund lent during 1977/81 under 1-year adjustment
grogrammes. ligibility was based on maximum per capita income criteria and loans had 10 year maturities, with repayments

egmm'ng in the sixth year. The interest rate was 0.5 per cent per year.

d Structural Adjustment Facility and Enhanced Structural Adjustment Facihi% (the first financed mainly from Trust
Fund reflows and the second from loans and grants) have made loans to IDA-eligible countries with protracted
balance-of-payments problems; funds are disbursed over 3 years (under Policy Framework Paper arrangements), with
repayments beginning in 5.5 years and ending in 10 years; the interest rate is 0.5 per cent.

€ All having final maturity of 7 years and repayments beginning in 3.5 years.

88f Compensatory Financing Facility from 1963 to 1988; Compensatory and Contingency Financing Facility from August
1988.
1969g Helps to finance buffer stock purchases under approved international buffer stock arrangements; established June

h Two separate Qil Facilities were established with borrowed resources in 1974 and 1975; data shown here exclude

subsidized arrangements for most seriously affected and other countries referred to above.
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Table A.31. Funds raised on international credit markets, 1981-1991
(Billions of dollars)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991
World total 2006 1791 1578 2288 2791 3214 303.7 3719 3853 3614 4172
Grouped by borrower:

Developed market economies 1372 1232 1133 1825 2313 2852 2603 3303 3450 3125 3613

Eastern Europe and the USSR 1.6 0.7 1.1 34 53 39 3.7 43 4.7 4.7 1.7

Developing countries 551 467 358 331 293 222 278 268 227 289 395

Multilateral institutions 6.7 85 7.7 98 132 101 119 105 129 154 147

Grouped by instrument:

Bonds 528 755 771 1115 1691 2281 1808 229.7 2558 2299 2976
International bonds 313 503 501 814 1365 1877 1405 1789 2129 1801 2485
Foreign and special placements  21.5 252 270 301 325 404 403 508 429 498 491

Loans 1477 1036 807 1173 1101 933 1229 1422 1295 1315 1196
Bank loans 946 982 672 620 611 632 917 1256 1212 1245 1133
Other facilities 53.1 54 135 553 489 300 312 166 84 7.0 6.3

Source: OECD, Financial Statistics Monthly.
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Table A32. Net ODA from major sources, by type, 1981-1990
(Millions of dollars and percentages) .

Donor group Growth rate of ODA ODA as Total ODA Percentage distribution of ODA by type, 1990
and country (1989 prices and percentage (billions Bilateral Multilateral
exchange rates) . of GNP of dollars)
Technical
coopera- United
1981-1985 1986-1990 1990 1990 Grants? tion Loans NMations IDA Other
Total ODA 1.6 0.5 65.4 78.9 21.1%
Total DAC countries 36 13 0.36 55.4 614 224 10.7 72 76 129
Total EC 4.0 2.6 0.49 26.3 61.7 280 10.2 54 6.6 16.0
of which:
France 56 39 0.79 94 633 36.6 201 1.5 29 122
Germany 2.6 0.8 041 6.2 714 278 -0.9 4.5 84 16.5
Italy 134 73 031 34 38.0 114 24.1 7.7 86 21.6
Netherlands 0.5 35 0.92 2.6 68.6 302 4.5 9.7 6.8 105
United Kingdom 13 -1.8 027 26 594 26.9 -35 7.4 117 25.0
Denmark 73 4.7 0.93 12 60.5 93 -1.1 19.4 6.6 14.7
Belgium 24 0.3 0.45 0.9 583 234 33 7.6 9.8 210
Ireland 86 -5.4 0.16 0.1 404 193 - 7.0 838 439
Australia 4.0 4.1 0.34 09 788 24.6 - 8.0 0.2 13.0
Austria 121 -5.5 0.25 0.4 399 162 356 6.4 121 57
Canada 54 14 0.44 2.6 91.1 13.6 -22.7 109 9.6 111
Finland 15.9 137 0.62 08 529 122 5.1 242 49 12.8
Japan 2.0 6.4 0.31 9.1 332 14.8 41.6 53 11.0 88
New Zealand 2.4 23 0.23 0.1 853 36.8 - 8.4 53 1.1
Norway 59 49 1.17 12 62.7 8.1 - 225 6.5 82
Sweden 35 30 0.88 20 79 9.0 - 18.8 6.2 71
Switzerland 72 29 031 0.7 70.9 - 24 15.6 - 109
United States 05 03 0.21 114 74.6 235 -1.2 6.6 84 11.5
Total non-DAC OECD® .. . 0.16 1.0 64.1° 35,
Arab countries . . N 63 97.5° 2.5
Saudi Arabia . . 3.89 37 96.4° 3.6
Kuwait . A .. 17 99.5° —0.5¢
United Arab Emirates .. . 2.63 0.9 99.7° ke
Other . . 0.1 833" 16.7°
Other developing
countries . . “ 0.5 67.1° 32.9°
China . . 0.05 02 73.3 26.7¢
India . - . 0.1 57.3° —4. T
Republic of Korea W “ 0.03 0.1 429 57.1¢
Taiwan Province
of China - . 0.04 0.1 96.7° 3.3°
Venezuela . . 0.09 - 65.9° 34.1°
Eastern Europe and
the Soviet Union " " " 22 98.6° 1.5¢

Source: UNCTAD calculations, based on OECD, Development Co-operation, various issues.

Including technical cooperation.

Total bilateral: nts, technical cooperation and loans.
Total multilateral: United Nations, IDA and "other".
Greece, Iceland, Luxembourg, Portugal and Spain.

[« e W 2]
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Table A33. Regional distribution of ODA from major sources, 1980-1990
(Billions of dollars and percentage)

All develop- South and
ing countries Latin_America Africa West Asia East Asia Mediterranean
Donor and 1980- 1989- 1980- 1989- 1980- 1989- 1980- 1989- 1980- 1989- 1980- 1989
donor group 1981 1990 1981 1990 1981 1990 1981 1990 1981 1990 1981 1990
Total ODA
(billions of dollars) 655 989 7.6 12.0 221 435 222 28.6 104 78 1.8 1.6
Percentage share of:
DAC countries, bilateral 497 646 571 825 620 665 49.1 70.5 229 51.7 711 573
Australia 1.5 1.4 - - 03 04 41 42 - 0.1 - -
Austria 0.6 0.5 0.2 0.2 0.5 03 0.6 08 0.6 0.5 34 43
Belgium 12 0.7 0.5 05 2.6 12 0.6 02 0.1 - 09 0.4
Canada 1.6 2.1 1.8 3.1 23 23 1.9 23 - 0.5 1.1 -
Denmark 0.6 1.0 0.1 03 1.1 14 0.7 09 0.1 03 - -
Finland 02 0.8 0.1 0.5 04 12 02 0.6 - 02 0.1 0.4
France 101 132 213 21.7 174 184 4.6 N 08 2.1 32 7.1
Germany 6.3 6.6 8.1 8.1 7.0 6.7 4.6 5.9 2.7 6.8 350 249
Ireland - - - - 0.1 0.1 - - - - - -
Ttaly 0.3 38 03 6.5 0.7 5.7 - 13 0.1 0.8 1.5 26
Japan 63 12.7 3.9 94 31 52 13.6 29.9 0.8 31 28 254
Netherlands 33 30 15 52 34 28 34 35 04 11 03 0.2
New Zealand 0.1 0.1 - - - - 04 04 —_ - - -
Norway 0.7 1.1 02 1.0 13 1.7 08 08 - - 0.6 0.1
Sweden 1.7 2.1 0.7 2.0 2.9 29 2.0 21 - 0.5 0.7 -
Switzer_fand 0.4 0.8 0.5 1.0 0.6 1.0 04 0.8 0.1 04 0.6 03
United Kingdom 34 23 1.7 1.6 42 29 4.7 29 04 0.6 38 -0.8
United States 113 12.4 10.1 21.4 143 124 6.4 62 168 347 17.0 -15
DAC countries,
multilateral 216 233 234 17.5 236 265 28.7 29.7 6.7 113 62 2.5
Arab countries,
bilateral 171 6.4 0.2 - 12.8 6.8 3.7 -0.1 690 362 21.7 40.1
Arab countries,
multilateral 1.0 0.1 0.6 - 1.6 0.2 04 0.1 14 08 11 -
Eastern Europe and
the Soviet Union 10.6 55 18.8 - - - 18.1 - - - - -

Total ODA 100 100 100 100 100 100 100 100 100 100 100 100

Source:  UNCTAD calculations, based on data supplied by OECD.



Table A34. Resource commitments of multilateral development institutions, 1981-1991*
(Millions of dollars)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991
Financial institutions 18668 18339 22036 20300 23809 24960 26640 27655 32518 34862 39840
African Development Bank 636 766 899 897 1154 1 640 2 140 2176 3 000 3300 3288
Asian Development Bank 1 694 1702 1922 2 257 1845 2 044 2 508 3241 3709 4 067 5117
Caribbean Development Bank 42 45 48 65 50 67 41 - 74 73 124 112
Inter-American Development Bank 2534 2793 3099 3615 3102 3057 2 408 738 2 694 4 005 5661
of which:
Inter-American Investment Corporation 15 67 102
International Fund for Agricuitural
Development 377 338 282 211 131 147 233 244 - 277 323 281
World Bank Group: 13385 12695 1578 13255 17527 18005 19310 20182 22765 23043 25381
International Bank for
Reconstruction and Development 8 905 9398 11721 9448 12952 13593 14066 14411 16251 15176 17021
International Development Association 3688 2832 3112 3222 3541 3373 3841 4 350 4924 6 300 7 160
International Finance Corporation 792 465 953 585 1034 1039 1 403 1421 1 590 1567 1200
Operational agencies of the United Nations 1839 1947 1722 2028 2032 1933 2242 2763 2 851 3012 3978
United Nations Development Programme® 696 621 527 531 567 656 809 942 1063 1111 1 159
United Nations Population Fund 127 115 117 134 141 116 134 169 194 211 212
United Nations Children’s Fund 295 405 182 204 452 248 330 454 498 545 947
World Food Programme 721 806 896 1159 872 913 969 1198 1096 1145 1 660
Total commitments 20507 20286 23758 22328 25841 26893 28882 30418 35369 37874 43818
Memo item:
Commitments in units of 1980 purchasing power® 21816 22050 26694 25963 30048 26110 24898 24531 28755 27849 32219

Source: Annual reports and information supplied by individual institutions.

a
b
e

Loans, grants, technical assistance and equity participation,

Inciuding UNDP-administered funds.

as appropriate; all data are on a calendar-year basis.

Total commitments deflated by the United Nations index of manufactured export prices in dollars of developed market economies, 1980=100.

XINNV
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Table A.35. External debt of capital-importing developing countries, 1981-1991
(Billions of doliars)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°
All countries®
Long-term debt 5485 6214 7213 753.5 839.6 9449 10672 10504 10499 10561 10609
Concessional 1502 1617 1762 169.6 193.7 2224 2669 2767 2903 279.6
Bilateral 1222 1305 141.9 1324 1512 1740 2099 2164 2241 2043
Multilateral® 28.0 312 343 372 426 48.5 571 60.3 66.2 753
Official, non-concessional 922 1106 135.6 147.6 180.1 2189 2638 2525 2577 279.6
Bilateral 458 518 61.0 692 80.1 948 1140 110.7 1153 117.9
Multilateral 321 391 - 456 474 64.6 863 1114 1095 1139 131.5 .
IMF 143 19.7 29.1 31.0 354 37.8 384 322 28.5 302 303
Private 3061 3490 409.5 436.3 465.7 503.6  536.5 5212 5019 4968 4875
Short-term debt 1489 1644 1383 131.1 130.8 1256 1443 150.8 1654 1944 198.9
Tetal external debt 6974 7858 859.6 884.6 9704 10705 12112 12012 12154 12505 12599
Africa
Long-term debt 1088 1219 131.5 136.6 159.6 1872 2276 2309 2376 2482 2454
Concessional 39.0 424 449 450 523 603 723 754 80.9 90.0
Bilateral 29.7 319 332 335 378 432 51.0 525 55.0 60.8
Multilateral® 93 10.5 11.7 12.5 14.4 171 214 23.0 25.9 292
Official, non-concessional 25.0 30.0 36.7 40.5 502 64.3 81.6 80.6 84.7 84.9
Bilateral 15.2 18.3 227 26.1 318 415 533 53.6 576 55.6
Multilateral 58 6.7 78 80 111 152 20.1 19.6 20.5 232 ..
IMF 39 50 6.1 6.4 73 7.6 82 7.4 6.6 6.1 5.7
Private 44.8 495 50.8 50.1 571 62.6 73.7 74.8 79 732 61.7
Short-term debt 18.1 19.2 204 226 24.1 256 237 25.0 284 29.5 293
Total external debt 1269 1411 152.8 159.2 183.6 212, 2513 2558  266.0 27717 2747
Asia
Long-term debt 1656 1903 2148 219.6 253.7 2925 3315 3333 3399 3472 360.7
Concessional 702 75.1 82.1 782 90.0 103.5 1266 1322 1382 130.7
Bilateral 563 594 64.7 59.1 68.0 79.0 98.6 102.7 1063 93.6
Multilateral® 13.9 15.7 174 19.1 220 24.5 280 295 319 371
Official, non-concessional 29.7 363 427 442 50.4 579 62.7 55.1 544 6190
Bilateral 13.9 15.9 17.7 19.6 20.6 218 212 159 14.0 143
Multilateral 9.6 119 14.6 14.9 19.7 253 321 324 349 413 .
IMF 6.2 85 10.4 9.7 10.1 10.6 94 6.8 55 54 5.7
Private 65.6 789 9.0 97.2 1133 1313 1422 146.0 1473 155.5 158.1
Short-term debt 38.6 47.1 494 503 517 519 618 634 65.0 759 79.4
Total external debt 2042 2375 2642 269.9 305.4 3444 3933 3967 4049 4231 4401
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Table A35 (continued)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990  1991°

Sub-Saharan Africa

Long-term debt 45.8 50.1 55.0 582 69.9 82.6 100.0 101.0 1054 118.7 121.2
Concessional 17.6 19.1 21.2 232 275 331 41.6 43.8 483 57.7
Bilateral 114 12.5 132 14.4 17.1 20.2 24.8 253 27.0 319
Multilateral® 62 6.6 8.0 8.8 10.4 12.9 16.8 18.5 212 258
Official, non-concessional 12.6 142 17.8 18.7 231 28.1 345 33.6 333 36.3
Bilateral 62 6.7 8.7 93 11.6 14.8 18.9 19.0 20.0 223
Multilateral 3.0 35 4.0 4.1 55 69 9.0 8.6 8.6 9.6 .
IMF 34 4.0 5.1 53 6.0 64 6.6 6.0 4.7 44 35
Private 15.6 16.8 16.0 16.3 193 214 239 236 238 24.7 227
Short-term debt 6.4 6.7 63 75 93 99 126 134 16.6 189 18.8
Total external debt 522 56.8 613 65.6 792 92.5 112.6 1144 122.0 137.6 140.0
Latin America
Long-term debt 231.7 263.9 3240 3473 3674 398.5 429.7 407.0 391.0 3773 3n2
Concessional 304 322 351 318 351 395 44.6 454 46.5 339
Bilateral 26.6 282 30.8 272 30.1 34.1 38.8 39.5 404 273
Multilateral® 3.8 4.0 43 4.6 5.0 54 57 58 62 6.6
Official, non-concessional 254 310 421 48.8 62.7 711 96.8 96.3 98.7 112.9
Bilateral 112 123 15.6 183 221 252 328 34.9 37.0 413
Multilateral 12.7 15.7 17.7 19.0 26.1 356 458 45.0 46.1 53.6 .
IMF 1.5 29 8.8 11.5 14.5 16.3 18.1 163 15.6 18.1 17.1
Private 1759 200.7 2469 266.7 269.6 2820 288.4 2653 2458 230.5 2237
Short-term debt 855 92.1 62.5 512 45.8 36.8 452 50.5 61.0 704 722

Total external debt 3172 3561 386.5 398.5 4132 4353 475.0 4575 452.1 447.7 444.9

i
P

Fifteen heavily indebted countries

Long-term debt 246.0 280.7 3414 3670 393.5 433.8 475.8 4513 4363 4419 439.7
Concessional 15.8 16.2 16.2 16.0 18.9 231 253 253 256 292
Bilateral 12.8 132 13.1 12.8 155 194 214 215 21.7 247
Multilateral® 29 3.0 31 3.2 34 3.7 39 38 39 4.5
Official, non-concessional 29.1 352 474 553 71.4 943 120.5 118.7 126.0 1452
Bilateral 104 11.0 14.5 18.8 231 32.7 442 46.5 53.1 60.8
Multilateral 153 18.7 214 226 30.9 424 552 53.6 55.6 65.0 .
IMF 35 5.5 11.5 13.9 174 193 21.0 18.6 17.4 194 18.0
Private 201.1 2292 2778 295.7 303.2 316.4 3300 3073 285.8 267.4 268.4
Short-term debt 99.7 105.4 750 64.4 570 413 459 502 60.2 718 65.0
Total external debt 345.7 386.1 416.4 4314 450.5 475.5 521.7 501.5 496.5 513.7 504.7

Source: UN/DESD, based on data of IMF, OECD and the World Bank.

a  Estimate.

b Debt of 122 economies, drawn primarily from the data of the Debtor Reporting System of the World Bank (107 countries). For
non-reporting countries, data are drawn from the Creditor Reporting System of OECD (15 economies), excluding, however, non-guaranteed
bank debt of offshore financial centres, much of which is not the debt of the local economies.

¢ Including concessional facilities of IMF.
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Table A.36. Debt indicators and debt-service payments for capital-importing developing countries, 1981-1991

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991°

Debt indicators

(percentage)
Ratio of external debt to GNP
All countries 30.8 359 40.7 413 446 482 50.1 439 40.1 386 36.0
of which:
Africa 444 482 525 533 59.9 74.9 92.4 96.1 99.8 98.2 99.6
Asia 213 244 276 26.1 29.2 30.6 321 27.5 253 26.1 26.5
‘Latin America 373 502 62.6 59.1 60.9 62.9 54.0 539 474 40.7 373
Memo items:
Fifteen heavily indebted
countries 356 436 555 55.8 579 61.6 65.4 554 48.6 42.6 43.1
Sub-Saharan Africa 53.2 59.5 64.2 66.3 76.4 80.7 93.3 94.6 99.9 109.5 104.7

Ratio of external debt to exports

Afll ct?luntries 1321 156.4 171.6 161.9 1809 199.8 1863 157.4 142.1 133.8 132.6
of which:
Africa 1462  180.0 197.5 1943 224.0 303.1 3253 320.1 3082 263.1 260.3
Asia 1213 144.6 155.2 1458 1729 182.6 169.1 143.6 133.0 128.2 124.4
Latin America 2331 2898 3285 305.8 331.7 3993 388.8 3331 290.5 266.7 280.6
Memo items:
Fifteen heavily indebted
countries 2003 2515 2873 2712 289.2 3430 334.7 285.5 248.7 2239 230.6
Sub-Saharan Africa 190.7 2227 2473 226.8 2758 314.6 350.9 345.6 344.6 363.5 3761

Ratio of debt-service to exports

Afll countries 213 24.0 229 224 238 24.6 220 20.2 16.9 15.2 15.8
of which:
Africa 18.7 218 240 25.6 26.4 300 249 284 273 24.0 25.6
Asia 11.6 129 133 12.9 16.1 158 15.5 12.1 10.5 10.0 93
Latin America 40.4 47.7 423 393 376 433 375 395 29.2 252 294

Memo items:
Fifteen heavily indebted
countries 371 449 40.8 392 370 40.8 348 364 27.7 22.6 253
Sub-Saharan Africa 19.9 208 224 20.6 237 274 24.0 240 21.1 18.6 19.0
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Table A36 (continued)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 19917

Debt-service payments
(billions of dollars)
All countries

Total debt service 106.9 115.0 108.9 117.5 1229 1271 1371 1473 1379 139.5 1476
Interest payments 60.3 67.5 64.3 68.5 68.2 63.7 632 731 66.4 63.8 713
of which: non-concessional 57.8 65.6 62.5 66.7 65.9 61.0 60.0 70.2 58.0 55.0 "
By region:
Africa
Total debt service 156~ 164 17.5 198 21.6 21.0 19.2 227 235 254 274
Interest payments 79 7.9 8.0 9.0 8.8 8.5 7.4 9.8 928 9.7 110
of which: non-concessional 7.3 15 15 8.5 82 78 6.8 9.0 89 89
Asia
Total debt service 2717 305 322 351 432 47.1 58.8 55.5 54.7 56.8 583
Interest payments 154 175 17.0 18.7 19.7 19.8 216 234 247 250 212
of which: non-concessional 11.0 14.8 14.5 16.3 16.7 16.4 176 19.5 20.8 20.6 .
Latin America
Total debt service 56.3 59.8 510 - 525 48.6 48.6 47.0 55.2 459 425 48.1
Interest payments 332 379 351 35.6 352 304 28.8 338 26.1 227 26.7
of which: non-concessional 32.9 377 349 353 349 30.1 284 334 259 220 .
Memo items:
Fifteen heavily indebted countries
Total debt service 64.0 68.9 59.1 624 577 56.6 543 63.9 552 51.7 553
Interest payments 38.0 431 39.6 41.6 39.8 343 325 389 314 2716 31.0
of which: non-concessional 37.6 42.8 392 413 395 34.0 322 385 311 271 .
Sub-Saharan Africa
Total debt service 54 53 55 59 6.8 8.1 1.7 79 15 71 6.6
Interest payments 2.7 28 2.6 2.8 3.0 34 3.0 32 30 29 29
of which: non-concessional 2.5 25 1.6 27 2.8 3.0 26 28 26 2.5 .

Source: UN/DESD, based on data of IMF, OECD and the World Bank.

a Preliminary estimate.



Table A.37. Debt restructuring with official creditors, 1982-1991

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Number of agreements 5 15 14 22 19 17 15 24 17 14

Developing countries, total
Middle-income countries - 4 2 9 3 4 3 5 1 2
Lower-middle-income countries - 3 5 4 6 5 3 5 6 8
Low-income countries 5 8 7 9 10 7 8 12 9 3

Sub-Saharan Africa 5 9 9 10 15 9 9 16 9 6

Amounts rescheduled® (millions of dollars)

Developing countries, total 428 8 644 3764 6 457 12 183 19 969 9362 18 600 6 075 43 708°
Middle-income countries - 4172 704 3 789 2201 6 670 6 721 6 016 200 1825
Lower-middle-income countries - 1635 1939 1692 7 502 10 962 1342 9312 3320 41 063°
Low-income countries 428 2 837 1121 976 2 480 1987 973 2 518 2 445 330°

Sub-Saharan Africa 428 2 854 1494 1192 9 466 2 904 1299 10 330 3374 1920°

Average consolidation period (years)

Developing countries, total 11 11 12 12 12 12 13 14 15 g
Middle-income countries - 1.1 1.0 1.1 12 11 14 1.6 1.4 0.8
Lower-middle-income countries - 11 12 12 12 14 14 14 14 4
Low-income countries 1.1 1.0 1.1 13 12 12 1.2 13° 1.7 12

Sub-Saharan Africa 1.1 1.0 1.1 1.2 12 12 1.2 13° 1.6 12

Average maturity on consolidated debt (years)

Developing countries, total 88 8.7 10.7 99 103 131 16.1 13.7 153 g
Middle-income countries - 8.8 9.1 99 8.1 94 94 923 98
Lower-middle-income countries - 10.0 10.1 10.1 10.4 9.0 10.1 140 4
Low-income countries 88 . 118 10.6 10.5 176 220 17.6 174 174

Sub-Saharan Africa 88 9.8 114 10.5 103 159 20.7 152 171 152

Sources: UNCTAD, based on Paris Club Agreed Minutes.

Notes: In 1988, Paris Club creditors adopted new concessional debt relief measures for low-income countries, which are known as the Toronto measures.

Lower-middle-income countries: this group of countries will likely be the main beneficiaries of the Houston terms although a small number of them have

benefited from the Torento terms.

Preliminary.
Excluding Equatorial Guinea.

anoce

Including previously rescheduled debt.

Owing to the menu options for Egypt, it is not possible to calculate consolidation periods and maturity averages for 1991.

8¢
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Table A.38. Debt-restructuring agreements with commercial banks: all developing countries, 1983-1991

1983 1984 1985 1986 1987 1988 1989 1990 1991*

Number of agreements 27 26 14 12 19 10 4 6 2
Amounts rescheduled

(billions of dollars)® 476 913 232 77 8.7 197 68 11.9 16
Average consolidation period (years) 1.5 2.8 28 28 4.0 6.5 33 39

Average repayment terms:

Maturity (years) 6 9 11 10 15 19 16 13
Grace (years) ) 3 3 4 4 5 7 5 4
Spread over LIBOR (percentage) 20 18 15 13 1.0 0.8 0.9 0.8

Sources: World Bank Debtor Reporting System and IMF.

a At the time of writing, creditors had not completed making their choices from the options available under Nigeria’s
agreement for debt and debt service reduction (the other agreement was for Uruguay). Thus, very little data can be reported
for the year.

b "Including previously rescheduled debt.

IV. THE INTERNATIONAL OIL MARKET

Table A.39. Value of oil m&g‘rﬁf of Ot?dE(]:l me;mber countries, 1970-1991*
ons of dollars

Country 1970 1980 1985 1986 1987 1988 1989 1990 1991°
Algeria 681 12647 9170 4 819 6 057 498 7000 8 854 7 162
Ecuador 1 1551 1926 983 724 976 1147 1258 1200
Gabon 62 1745 1629 723 896 779 1200 1967 1953
Indonesia 46 15595 9083 5501 6 157 518 6059 8 700 5313
Iran (Islamic Republic of) 2358 1328 13115 7 183 10 515 8170 12 500 17300 16 750
Iraq 788 26296 10 686 6 905 11 416 10952 14 500 9 463 -
Kuwait 1596 17678 9817 6378 7 520 5584 9306 5536 789
Libyan Arab Jamahiriya 235 21378 9962 5438 5432 5169 7500 9 700 947
Nigeria 716 25290 12353 6 010 7 161 6267 7500 13200 10573
Qatar 227 5406 3068 1720 1829 1536 1955 2 800 2 556
Saudi Arabia 2418 105813 24 180 16975 19271 19607 24093 39700 50000
United Arab Emirates 523 19 558 11 842 7453 8 665 7352 11500 15000 15528
Venezuela 231 18248 10352 6 653 6 959 8162 10020 13958 13 247
Total 14 542 284 491 127 180 76739 92601 84731 114280 147436 134 542

Source: UN/DESD, based on OPEC Annual Statistical Bulletin.

a  Where appropriate, petroleum product exports are included. Data for some countries may include exports of condensate.
Starting in %3980, Saudi Arabia data exclude natural gas liquids. ;
b stimate.
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Table A.40. World oil demand, 1986-1992*
(Millions of barrels per day)

1986 1987 1988 1989 1990 1991 1992° change in percentage
quantity change
1986 and 1991 1986 and 1991

Developed market economies 354 36.0 375 378 380 37.9 383 25 71
North America 18.0 18.5 19.2 193 18.9 18.5 18.9 0.5 28
Western Europe 122 12.3 12.8 12.8 13.0 132 133 1.0 82
Pacific 52 52 55 58 6.0 6.1 62 0.9 173

Eastern Europe and the

USSR 11.0 11.1 10.8 10.7 10.1 9.7 9.0 -13 -11.8
Eastern Europe 2.0 21 19 19 1.7 14 13 0.6 -30.0
USSR® 9.0 9.0 89 8.8 84 83 1.7 0.7 -18

Developing countries 15.2 15.8 16.6 17.5 181 18.7 19.5 35 23.0

Africa 18 19 20 21 21 22 22 0.4 222
Middle East 29 3.0 3.0 31 33 33 34 04 138
Asia 38 4.0 4.5 49 53 5.6 6.0 18 474
Latin America 47 4.8 4.9 50 5.1 52 54 0.5 10.6
China*® 20 21 22 24 23 24 25 04 200
Total world? 61.6 62.9 64.9 65.0 662 663 66.8 4.7 7.6

Source: UN/DESD, based on International Energy Agency, Monthly Oil Market Report, April 1991 and January 1992.

tz; glcluding deliveries from refineries/primary stocks, marine bunkers, refinery fuel and non-conventional oils.
stimate.

¢ Based on estimates of apparent domestic demand derived from official production figures and quarterly trade data.

d Totals may not add up because of rounding.



Table A41. World crude oil production, 1970-1991
(Millions of barrels per day)

change in percentage
1976 1980 1985 1986 1987 1988 1989 199¢ 1991 volume change
1985 and 1991 _ 1985 and 1991
Developed market
economies 1124 1260 1436 1425 1420 1412 1350 13.27 13.63 0.73 51
Eastern Europe and .
the USSR 742 1240 1224 1262 1279 1281 1254 1174 10.52 -1.72 -14.1
Developing countries 2684 3458 2660 29.12 2876 3147 3335 353 35.77 9.17 345
OPEC member countries 2331 2680 1608 1839 17.59 2002 2171 2322 2335 727 452
Other oil-exporting
countries 2.66 6.68 8.59 8.77 9.25 9.51 9.70 9.99 10.26 1.67 194
Oil-importing
countries 0.87 1.10 193 1.96 1.92 1.94 1.94 2.09 2.16 0.23 119
World total 4550 5958 5320 5599 §5.75 584 5939 6031 59.92 6.72 12,6

Source: E,I;I‘DESD, based on Energy Statistics Yearbook, various issues, and Oil and Gas Journal, 25 December 1989 and

31 December

XHNNY
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Table A.42. OPEC crude oil production, 1991
(Thousands of barrels per day)

Country Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. Dec.
Algeria 800 800 800 800 800 800 800 800 800 800 800 800
Ecuador 290 290 290 290 280 280 280 290 290 290 300 300
Gabon 300 300 300 300 300 300 300 300 300 300 300 300
Indonesia 1450 1450 1450 1500 1450 1450 1450 1450 1400 1400 1400 1400
Iran (Islamic

Republic of) 2960 3470 3300 3276 3214 3250 3250 3200 3200 3260 3080 3400
Iraq 300 - - 200 300 300 300 300 400 400 420 420
Kuwait® 100 - - - - 70 155 235 320 420 480 510
Libyan Arab

Jamahiriya 1550 1530 1470 1450 1500 1550 1500 1500 1536 1500 1550 1550
Nigeria 1900 1900 1900 1850 180 180 1830 1870 185 180 1920 1950
Qatar 350 380 390 380 400 400 400 400 400 400 400 400
Saudi Arabia® 8350 8400 8400 7500 7500 8250 8385 8475 8500 8500 8480 8500
United Arab

Emirates 2400 2400 2500 2500 2300 2300 2300 2300 2300 2330 2430 2470
Venezuela 2350 2350 2350 2300 2300 2300 2300 2350 2300 2350 2350 2350
Total 23100 23270 23150 22346 22194 23100 23300 23470 23 620 23 850 23 950 24 300

Source: UN/DESD, based on Middle East Economic Survey, 13 January 1992.

¢ Including share of Neutral Zone.
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Corrigendum

Page 43, last paraqgraph

The last sentence should read

The Government has increased taxes while cutting spending in order to slow
down inflation, which remained, however, at around 60 per cent.

Page 44

At the top of the page insert a subheading and first paragraph reading

CHINA: GROWTH ACCELERATES

Economic growth accelerated in China during 1991. The gross national
product (GNP) is estimated to have grown by 7 per cent, two percentage points
higher than both the rate of 1990 and the government target for 1991. Growth
in total output was fuelled by rapid increases in both consumer demand and
investment demand. Total retail sales rose 10 per cent in real terms while
fixed investment expanded by 17 per cent. Inflation inched up in 1991 but
still remained moderate (table II.7).
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