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Unless otherwise indicated, the following classification of countries and territories has been used in this Report.
It has been adopted for the purposes of statistical convenience only and does not necessarily imply any judge-
ment concerning the stage of development of a particular country or territory:

Developed market-economy countries (DMECs): Australia, Austnia, Belgium, Canada, Denmark,
Faeroe Islands, Finland, France, Germany, Federal Republic of, Greece, Iceland, Ireland, Israel, Italy,
Japan, Liechtenstein, Luxembourg, Netherlands, New Zealand, Norway, Portugal, South Africa, Spain,
Sweden, Switzerland, United Kingdom, United States.

Countries of Eastern Furope: Albania, Bulgaria, Czechoslovakia, German [Democratic Republic,
Ilungary, Poland, Romania, USSR.

Socialist countries of Asia: China, Democratic People’s Republic of Korea, Maongalia.

Developing countries and territories: All other countries, territories or areas not specified above.
Generally speaking, sub-groupings within geographical regions and analytical groupings (e.g. Major petroleum
exporters, Major exporters of manufactures and Least developed countries (LDCs)) are those used in the

UNCTAD Handbook of International Trade and Development Statistics 1989.*

Latin America corresponds to the Handbook grouping “Developing America” and thus includes the
Canibbean countries.

South Asia includes Afghanistan, Bangladesh, India, Myanmar (formerly Burma), Nepal, Pakistan, Sri

Lanka and East Asia includes all other countries in South and South-East Asia as well as countries in
Oceania. In general, data for the People’s Republic of China exclude Taiwan Province.

Unless otherwise stated, the classification by commodity group used in this Report follows generally that em
ployed in the Handbook of International Trade and Development Statistics 1989.

* United Nations publication, Sales No. E F.90.11.D.1.
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In the tables and in the text: references to “countries” are to countrics, territories or areas as appropriate.
References to TDR are to the Trade and Development Report (of a particular year). For example, TDR 1989
refers to Trade and Development Report, 1989 (United Nations publication, Sales No. E.89.11.D.14).

The term dollar ($) refers to United States dollars, unless otherwise stated.
The term ’billion’ signifies 1,000 million.

The term "tons’ refers to metric tons.

Annual rates of growth and change refer to compound rates.

Exports are valued f.0.b. and imports c.i.f., unless otherwise specified.

Use of a hyphen (-) between dates representing years, e.g. 1965-1966, signifies the full period in-
volved, including the initial and final years.

An oblique stroke (/) between two years, e.g. 1980/81, signifies a fiscal or crop year.
One dot (.) indicates that the data are not applicable.

Two dots (..) indicate that the data are not available, or are not scparately reported.
A dash (-) or a zero sign (0) indicates that the amount is nil or negligible.

A plus sign (+) before a figure indicates an increase; a minus sign (-) before a figure indicates a
decrease.

Details and percentages do not necessarily add up to totals, owing to rounding.
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Al the turn of the decade the world economy appears poised for a number of changes of
Sfar-reaching importance. These include the transformation of the economies of Lastern Europe
and their integration into the world trading and financial systems; the creation of a single
market in Western Europe; major reduction of the United States budget deficit, with the
prospect of the United States ceasing (o be a large net capital importer, and changes in the
international trading system, following the conclusion of the Uruguay Round. [n some of these
areas - for example the creation of a single market in Europe in 1992 - the shape of the even-
tual outcome is reasonably clear, but its consequences for the world economy none the less re-
main uncertain. In others - for example the transformation of LEastern Furope and the assault
on the United States budget deficit - the shape of the outcome is at present quite unclear, and
the consequences of the policy initiatives under way therefore all the more uncertain. The
outcome of the Uruguay Round is also difficult 1o foresee. Should it fail, there is a very real
danger that the international trading system could become fragmented into a few powerful
trading blocs and that the forces for managed trade could gain the upper hand, with negative
consequences for developing countries.

These major changes are occurring at a time when the ascendency of finance over in-
dustry together with the globalization of finance have become underlying sources of instability
and unpredictability in the world economy. Financial markets have for some time had an in-
dependent capacity to destabilize developing countries; there are now increasing indications of
the vulnerability of all countries to financial crisis. The evidence indicates that the costs of fi-
nancial liberalization and deregulation can be quite high, despite this, further liberalization of
banking has become a major goal of some participants in the Uruguay Round. Overall, there
appears 1o be a need for more collective control and guidance over international finance.

A large part of the developing world remains mired in economic stagnation that is often
accompanied by various forms of financial disorder. The international debt strategy has made
important advances, but policy responses - both national and international - often appear 1o be
too little and too late. The task of breaking the vicious circle of poor growth, over-indebredness
and economic disorder remains for the decade ahead.

The policy challenge of the 1990s is to restore development while managing the rapid
changes that are occurring in the world economy in a way that ensures that they contribute to
the prosperity of all. This will be no easy task, requiring further policy innovation and adequate
command over resources. The latter would be facilitated by overall economic buoyancy, but the
near-term prospecls are not encouraging. The world economy seems 1o be slipping into re-
cession, a lendency that only some economies in Asia and some members of the EEC appear
likely to resist.

The pace of activity in the world economy has decelerated markedly. World output, which
grew at 4.3 per cent in 1988, and by more than 3 per cent in 1989, is expected to advance at around
2.5 per cent in 1990, and 1n both North America and Lastern Europe the balance of uncertainty
in this forecast suggsts that it may be optimistic. The outlook for 1991 1s for a small improvement
in growth performance; on the whole, however, activity appears to be settling down at rates dis-
tinctly below those achieved in 1987-1988. In 1989 stagnation or slowdown of growth occurred in
all major groups of countries, except in Africa.




Developing countries are recording highly divergent growth experiences. Output in [atin
America barely rose in 1988 and 1989, and appears set to decline in 1990, so that since the carly
1980s output per head will have fallen by some 10 per cent, implying significant welfare losses.
The improved performance in Africa simply brought to a halt the significant declines in output per
head of the earlier period. Moreover, a number of countries in the region suffered economic sct-
backs. Growth in [Fast and South Asia continued to be vigorous, though cxpansion in both arcas
slowed from previous high rates, and some signs of increased vulnerability were appearing in South
Asia. The pace of activity in West Asia strengthened in 1989, but does not appear to be following
the same course in 1990. [-or many countries, especially in Africa and Latin America, economic
performance remained heavily influenced by the need to cope with external debt,

In China output growth has slowed markedly from the exceptionally high rates recorded in
1987-1988, following the initiation of adjustment policies to counter inflationary and balance-of-
payments pressures.

As regards the developed market-cconomy countries, growth has weakened noticeably in
North America. In Japan, on the other hand, activity remains relatively strong, as it does in
Western Europe, with the notable exception of the Scandinavian countrics and the United
Kingdom. These developments mark a decided shift in the locus of growth dynamics, with conti-
nental Western Lurope emerging as a major growth pole, and North America ceding this role
which it had played throughout much of the 1980s. Policy in the United States is entering a par-
ticularly delicate phase, with further substantial adjustment of the budget balance likely to occur
at a time of decided weakness in the economy.

Economic activity in the countries of Eastern Europe continues to be heavily influenced by
the diflTiculties of engineering a transition to market-oriented economic structures. This process is
in differing stages of evolution in the various countries, and at present a wide variety of ap-
proaches, time frames and desired final outcomes is in evidence. [n many cases the old adminis-
trative system of cconomic governance is not functioning sufficiently, while the new mechanisms
of economic regulation and market incentives have not yet become fully operational. The inevi-
table outcome is poor growth performance overall, a condition that appears likely to persist for
some time into the future.

Patterns of growth and cconomic performance in 1989 and carly 1990 in many respects
marked the continuation of trends that emerged in the early 1980s, and which became more pro-
nounced as the decade progressed. Some of these trends are a source of satisfaction - for example
the high degrec of success achieved by OECD member countries in sustaining expansion while
containing price inflation. But others are far less favourable and some arc a source of deep con-
cern.

Foremost among the latter has been the tendency for the dichotomy between those doing
well and those doing poorly to sharpen. Within many national cconomies, this has manifested it-
self as a worsening in the distribution of income. The costs of recessionary adjustment and
macroeconomic disorder in Africa and Latin America have fallen disproportionately on the poor.
In both continents the share of real wages in GNP declined during the 1980s. In a number of
countries these shifts have pushed a larger proportion of the poor into absolute poverty in which
even minimal nutritional needs cannot be met. The well-being of many in the middle social classes
has also often deteriorated.

These same tendencies are mirrored at the international level. The 1980s have seen an en-
largement - rather than a reduction - in the gap between income and wealth in the developed world
and those of the developing world.. During this period per capita output of OECD countries rose
by about 2 per cent per annum. For developing countries as a group, however, output per hecad
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declined. Morcover, within the group of developing countries there emerged a further distinction
between countrics - mainly in Africa and Latin America - that consistently turned in poor growth
performances, and in which per capita output declined sharply, and those - mainly in East Asia -
where per capita output cxpanded (albeit at a rate below that recorded in the 1970s).

Thus, within the developing world itself fundamental differences in economic dynamics have
emerged. Thesc differences now defy simple explanation in terms of the usual economic analysis
of structures, markets and policies, and appear to be the product of cumulative forces that have
become deeply entrenched. For countries caught in the vicious circle of low growth, excessive ex-
ternal indebtedness and internal economic and financial disorder, these cumulative forces are a
matter of deep concern. A number of aspects of these negative dynamics are particularly worrying.

A first concern is the cumulative impact of the behaviour of investment. IFor a large number
of debt-distressed developing countries investment remained throughout the 1980s at levels signif-
icantly below that reached in 1980. In some countries gross investment was so low that net in-
vestment must have been insignificant. The resulting deterioration in the stock of productive
capital 1s now becoming increasingly evident in a number of countries, in particular as regards so-
cial and cconomic infrastructure. This in itself creates a severe handicap to future growth. An
additional concern, however, 1s that stagnation in investment has necessarily entailed a slow-down
in the pace of the technological up-dating of the productive base. This is contributing to a wid-
ening gap as between debt-distressed and other developing countries in their capacity to secure and
utilize effectively the most modern forms of technology, and helps explain the differences in eco-
nomic dynamics mentioned above.

A second concern is the deterioration in income distribution within debt-distressed countries,
mentioned carlier. In addition to the serious fall in human welfare that this often entails, worsened
income distribution increases the burden on economic policy: when such changes are not socially
or politically sustainable, the need to reverse them heavily mortgages future gains in income, and
the scope of future policy action.

The worsening of income distribution is tn large part the product of the sheer size of the
macroeconomic losses that were sustained by these economies, together with the particular social
and political mechanisms in force in each country. The operation of the international system,
however, also plays a role. Unskilled labour is not mobile internationally to any significant degree.
Capital, on the other hand, is highly mobile - a mobility that is often facilitated by prevalent policy
stances cmphasizing liberalization of external payments. llighly educated nationals with
internationally-marketable skills - individuals who are in the upper income brackets in their own
countries - arc also rcasonably mobile. The upshot is that the overall macroecconomic burden of
adjustment cannot be made to fall to any significant degree on capital or the highly skilled without
provoking their migration - 1.e. an acceleration of capital flight and the “brain drain”. Specific
policies to mitigate the impact of adjustment on the most vulnerable groups must be put in place
and intensified. But as long as cconomies cannot be shiclded from large macrocconomic losses,
and upper income groups cannot be made to share to any great degree in thosc losses, a deteri-
oration in income distribution is inevitable. It should be noted that an international debt strategy
that is oriented toward improving the investment climate and encouraging the return of flight
capital as instruments for overcoming the debt crisis (rather than incorporating them as factors
that will follow the resolution of the crisis) works to intensify this phenomenon and thus to worsen
the distribution of income in the short run, even though this is clearly not the intent.

A third concern is the resistance of inflation in some countries to policy action. An essential
ingredient in mastering inflation is succeeding in changing the expectations of economic actors so
that the sum of their individual decisions becomes consistent with a lowering of the rate of in-
flation. When Governments put forward anti-inflationary programmes that subsequently fail to
meet their objectives, inflationary expectations can actually become more decply ingrained, and
inflation itself becomes more impervious to future policy action. This has undoubtedly already
occurred in some countries.

A final, overriding concern is the extent to which the policy-making and policy-executing
capacities of many countrics have been - and continue to be - overloaded. There can be no doubt
that improvements in both the formulation and execution of policy are often nceded. But the
exigencies of bringing about simultaneously reform, adjustment, stabilization and liberalization -
and all of this within a relatively short time and in the context of reduced resources - while pro-
moting growth, protecting the most vulnerable and dealing with the conflicting demands of various
groups, would tax severely the most experienced and sophisticated governmental apparatus. When
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such an array of tasks is thrust upon administrations that are themselves in the process of devel-
opment, it should come as no surprise that objectives are frequently not met.

A notable feature of the 1980s has been the changed relationship between economic per-
formance in the North and the South. The deep recession experienced by OECD countries in
1980-1982 produced an external environment that was unfavourable to developing countries - be-
cause of its implications for interest rates, trade volumes and commodity pnces It was thercfore
widely expected that recovery in the OECD countries would foster recovery in developing coun-
trics. Ilowever, this did not turn out to be the prevalent pattern: most of the developing countrics
that performed poorly during recession in OECD countries performed equally poorly - or worse -
during the OLECD recovery, and most of the countries that performed well during the OECD re-
covery also performed reasonably well during the OECD recession.

[For many countries that have done poorly, this outcome is explained in the first instance by
the collapse of financial inflows, in particular bank lending. But it also reflects the fact that re-
covery in OECD countries in the 1980s has produced weaker growth impulses for developing
countrics than have previous periods of expansion. In particular, recovery failed to return interest
rates and commodity prices to the ranges experienced during the 1960s and 1970s. Because of this,
changes in the external parameters that had at first appeared to be mainly cyclical in character had
to be viewed as longer-term changes requiring adjustments to the domestic economy that were -
and continue to be - costly in terms of welfare and growth.

As regards interest rates, this outcome had much to do with policy stances in the major in-
dustrial countries, particularly the United States. The recovery of OECD economies in the carly
1980s was characterized by considerable fiscal stimulus in the United States and high interest rates
driven first by the policy of disinflation, and later by the need to protect the economy from a re-
surgence of inflation, given the fiscal stance. Throughout the 1980s the nced to finance the fiscal
deficit also excrted upward pressure on interest rates. Consequently, although monetary policy
passed through a number of distinct phases and interest rates came down from their peak, they
none the less remained high throughout the expansion: the average real long-term rate of interest
was S to 6 times higher than in the previous two cyclical expansions.

The failure of commodity prices to respond to the economic recovery in the OECD reflected
a variety of factors: the investment boom in raw materials resulting from the previous high level
of prices often resulted in oversupply; attempts by producer countries to increase export carnings
in responsc to their external debt problems added further to supply; the sharp reduction of infla-
tionary expectations in the OECD arcas and the return to positive real interest rates reduced the
demand for raw materials for speculative purposcs; the raw material content of output in the
OECD arca was on a downward trend. In gencral, commodity prices during the upswing appear
to have been governed as much by supply considerations as by the relatively weak growth of de-
mand.

[n retrospect, it can be scen that the shift in policy priorities in OECD countries, and in the
relative roles of monetary and fiscal policy, virtually precluded the emergence of strong linkages
between expansion in OCECD countrics and the foreign exchange availabilitics of developing
countries. The high priority assigned to combating inflation, together with the reliance of the
United States exclusively on monctary policy as the macrocconomic regulator, meant that rela-
tively low interest rates and relatively high commodity prices were an improbable combination:
low interest rates would emerge when inflation was deemed to be firmly under control; that meant
low and,or declining commodity prices. Any tendency for commodity prices to rise would be read
in industrial countrics as a resurgence of inflation and would trigger a response by the monctary
authoritics (even in circumstances in which interest rates were already high). Given the policy




parameters of the 1980s, macro-management in OECID countries was virtually assured to contrib-
ute to either weak commodity prices or high interest rates; often it contributed to both.

The recent decision of the United States Administration to scek agreement with Congress
on a package of [iscal measures designed to reduce the Federal budget deficit is of special signif-
icance. Should these efforts - which were still under way when this Report was being completed -
be successful they could lead to a fundamental shift in policy parameters. A credible cffort at
budget deficit reduction would undoubtedly be accompanied by a relaxation of monetary policy
and a lowering of interest rates, and any cyclical weakness in the pace of United States activity
could be expected to reinforce this. The outcome that should be sought is a budget position that
produces balance at high levels of activity in the United States economy, and real interest rates
substantially below those recently experienced: monetary policy would retain its vigour and flexi-
bility, but the range within which interest rates fluctuate would be moved permanently downward.

Such a shift in the parameters of United States macroeconomic policy would have a positive
impact on the external environment for development, provided that it were effected in the context
of rapid growth in the United States economy - an outcome that is by no means assured. I'or such
a “soft landing” to materialize a number of difficultiecs will have to be skirted. Budget correction,
taken by itself, will have an immediate and dircct contractionary impact on the economy, as taxes
arc raised (thercby reducing private expenditure) and governmental outlays reduced (thereby re-
ducing public expenditure). This contractionary impact should be offset by increased outlays in-
duced by lower interest rates, but here the mdgmtude and timing ol changes in private expenditure
are much less certain, and investment decisions will be influenced negatively by the reduction in
expenditure resulting from budget correction, as well as positively by the reduction in interest rates.
Lower United States interest rates would probably lead to at least some weakening of the dollar
and a strengthening of net exports. This would also help sustain the pace of activity. IHowever,
excessive weakness of the dollar would risk rekindling inflation and would undoubtedly be resisted.
Consequently, should a large drop in interest rates prove nccessary in the United States, this might
be feasible only if there were some lowering of interest rates in other major financial centres. Other
major industrial countries may therefore need to examine their own fiscal stances to ensure that
they provide the monetary authorities with sufficient flexibility.

While the growth of world trade slowed significantly in 1989, relative to the preceding year,
it continued to be strong (about 7.5 per cent in volume) and to outstrip the growth in world out-
put. The fastest growing import markets were those of the EEC and Japan, reinforcing a trend
that has been in evidence since the mid-1980s. In Japan, this growth is likely to continue into the
future, as the cxpansion of domestic demand and particularly of public investment could remain
strong. In Europe, imports will remain buoyant, as a conscquence of fast economic growth. New
investments, both domestic and foreign, in anticipation of the EEC’s 1992 deadline for completing
the internal market and strong demand stemming from German reunification will most probably
lead to rapid growth in output, incomes and imports. Import growth in the United States could
well decelerate further, as a result of recent dollar depreciation and weak overall demand condi-
tions.

All in all, the outlook for world trade is relatively optimistic: the growth of trade could con-
tinuc to outstrip the growth of output, two of the three largcst import markets are hl\cly to con-
tinuc cxpandmg briskly, and trade imbalances could show signs of correction, encouraging further
growth in output and trade.

There are, however, a number of disquieting factors. The overall dichotomy among devel-
oping countries in growth performance, discussed above, was mirrored in trade performance: ex-
port growth has been strong in developing countries of Last Asia, while other developing countries
have not performed ncarly as well. Export growth in latin America has been very erratic, and




exports have stagnated in sub-Saharan Africa. This uncven performance has been due partly to
the commodity composition of exports of the dillferent regions: primary commodities with slowly
expanding demand and fluctuating prices predominate in the exports of Africa and several Latin
American countries, while the Asian cconomics derive a large proportion of their export earnings
from manufactures in high demand in the rapidly growing Japanesc market. It also reflects long-
standing differences in trade strategies. [Finally, the debt crisis and the instability it has engendered
have prevented some countries, particularly in Latin America, from building supply capabilitics in
manufactures.

The continuation of trade growth will depend to a large extent on the ability of the Uruguay
Round to reverse the protectionist tendencies that have gained ground in the trade policies of most
developed countries.  Success in strengthening the multilateral trading system acquires particular
importance becausc of the acceleration of economic integration in Europe and the emergence of
a free trade arca in North America.

Political and cconomic reform and progressive economic integration and co-operation in
Europe have created a new dynamics that may lead eventually to the formation of a “Common
European House”. The new dynamics is bound to have implications for the cxport opportunitics
of developing countries. On the one hand, Europecan economic growth will undoubtedly acceler-
ate, and so may the demand for developing country exports. On the other hand, given the diversity
of economic conditions and development levels in Europe, the pursuit of greater economic inte-
gration will give rise to the temptation to resort to protectionist policies towards third countries
which could result in significant trade diversion. Political decisions at the highest levels may be
needed to resist such temptation.

The rapidly evolving cconomic links between Eastern and Western Europe raise a number
of issues in this regard. Several Lastern European countries are already seeking to enter into some
form of association with EFTA and the EEC. While the situation is still quite fluid and difficult
to predict, it 1s possible that these countries might obtain access to Western Europcan markets on
better terms than those granted to competing developing countries. In any case, sourcing in
Eastern Curope and investment links which promote exports from East to West could be at the
expense of developing country exports, especially if trade barricrs against the latter are maintained
or increased. Morcover, once economic reconstruction in Eastern Europe 1s underway, a hesitant
approach by these countries toward opening their markets could be damaging to the export pros-
pects of developing country exporters of manufactures. It could also deprive the Eastern European
countries of cheaper sources of supply. These arc possibilitics which need to be forestalled, and
the best way to do this is through the integration of the Eastern Europcan countries into a
strengthened multilateral trading system.

In the United States, thc dnft away from GATT disciplines on grounds of the
unenforceability or lack of clarity of the relevant rules, and increasing resort to non-tari{f measures,
have been conspicuous. A particularly worrisome departure from multilateralism has been the
increasing willingness to practice or threaten unilateral retaliation against trading partners per-
ceived to be engaging in unfair trading practices, cven in arcas such as trade in services, intellectual
property and foreign direct investment where no accepted international norms yet exist. In this
environment, the move by the United States to enter into bilateral trade agrecements with its
neighbours has given risc to concern that, unless they are accompanied by adherence to multilat-
eral disciplines and a rollback of existing non-tariff measures, such agreements could lead to sig-
nificant trade losses for non-members.

The “Structural Impediments Initiative” (SI1) talks with Japan are further evidence that the
United States is attempting to broaden trade ncgotiations beyond what has traditionally been un-
derstood as their proper scope. In the SII talks, the United States” emphasis has been on Japan's
domestic laws, regulations and business practices which are perceived as constituting barriers to
United States cxports to Japan and, therefore, as being partially responsible for its trade deficit
with Japan. For its part, the United States has had to recognize that several of its own economic
policies have had a bearing on the loss of competitiveness of its exports.

It may well be that in certain special circumstances the consequences for trading partners
of domestic policies and institutions become appropriate objects of trade policy discussion. When
this occurs, however, such discussions are best undertaken in a multilateral sctting, where decisions
can take into account the nceds and interests of all trading partners. Morcover, any attempt to
generalize the SII procedures would pose particular problems for developmg countries.
Development-oriented policies and institutional arrangements in developing countries have an in-
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fluence on both the level and the composition of their imports and exports, and could be seen to
have implications for the trade of other countries. But failure to recognize fully the need for such
policies and institutional arrangements would jeopardize development itself. Morcover, a bilateral
approach to the trade impact of domestic policies would open the door to unwarranted intrusions
by powerful countries into the domestic ecconomic policies of weaker ones.

Most of the changes in economic structures and domestic policies agreed to in the SII talks
arc unlikely to have a significant impact on the United States bilateral trade deficit with Japan.
One of the results of the SII talks, however, was a promisc by Japan to increase public investment,
thereby strengthening recent reliance on domestic demand as the main source of growth. At the
same time, the United States promised to continuc its efTorts to reduce its budget deficit. Such
actions are squarely in the macroeconomic ficld and have little to do with the direct and indirect
market access issues with which United States trade policy has been preoccupied. Policy changes
in this direction, by assisting in the reduction of long-standing international imbalances, would
make an important contribution to an casing in protectionist pressures and to the preservation and
strengthening of the multilateral open trading system.

The Japanese cconomy has undergone major changes since 1985. One of the most striking
has been the emergence of an import boom as the economy has shifted from growth led by exports
to growth led by domestic demand. Imports from a number of Asian developing countries have
grown particularly rapidly. The recent surge in Japanesc imports is a most welcome development,
and its continuation should make an important contribution to world economic growth and to the
cxports of developing countries. However, in some quarters it is feared that the bulk of Japan’s
trade growth will be confined to a select group of Asian developing economies which are recipients
of Japanese foreign direct investment and that countries, both developed and developing, which
arc not part of this nectwork could be relatively disadvantaged when competing in the Japancse
markect.

There is some quantitative evidence that in some dynamic manufacturing sectors (partic-
ularly capital cquipment) intra- firm trade of Japanesc corpordtlons has played an important role
in the expansion of exports from the Asian developing economies to Japan. However, the bulk
of the increase in these economies’ exports to Japan has not been the outcome of the investment
activitics of Japanese corporations. These economies have beccome competitive not only in the
Japanesc market but in other major markets as well. In addition, they have developed supply ca-
pabilitics in those goods which have been in high demand in international markets. Generally,
developing countries seeking rapid growth in exports to the Japanese market will have to empha-
size p011c1cs which promote the cfficient development of supply capabilities in goods which are, and
will be, in strong demand in Japan. International assistance to overcome obstacles to producuve
investment would help to expand the number of developing countries in a position to take advan-
tage of this growing market.

1989 saw a continuation of the stark contrast between the overall buovancy of international
capital markets and the sluggishness of major categories of lending to developing countries. Net
lending to developing countries by commercial banks remained negative. This stemmed largely
from banks” cfforts to reduce their exposure to countries in Africa and in Latin America and the
Caribbean, because of their debt overhang. Overindebtedness was also an important force behind
the continuing prevalence of the high costs and restrictive conditions of official insurance and
guarantecs for export credits, and low levels of demand for investment goods in developing coun-
trics. The upshot was stagnation in export credit flows.

The low perceived creditworthiness of most debtor developing countries has been strongly
influenced by the failure of their external financial position to register sustained improvement.
During 1989, such improvements as were forthcoming in ratios of debt to exports were to levels




Vi

still above those of 1982, and were not accompanied by improvements in ratios of interest pay-
ments to exports, partly becausc of the rise in interest rates during the year. Net outward financial
transfers [rom developing countries remained high, and arrears continued to increase for many
major borrowers among them.

Commercial banks and the Brady initiative

The strengthened debt strategy, adopted following the Brady initiative, began to be imple-
mented last year. Although this new approach marks a significant step forward, it promises to
yicld only half the amount of debt and debt service reduction needed by highly indebted countries.
Its viability therefore depends, like the Baker plan, on the willingness of creditor banks to supply
new money.

However, as explained in last year’s Trade and Development Report, the willingness of banks
to extend their exposure 1s questionable. The level of concerted bank lending dwindled to a mere
$2.3 billion in 1989 (one fifth of the 1984 level). Some of the impediments to lending intensified.
FFor instance, many banks further raised their loan-loss provisions, thereby adding to the cost of
new lending, and arrears to commercial banks rose very steeply.

The banks” lack of interest in providing new money is also obvious from the experience of
the three “Brady” agreements concluded thus far. (The agreements in principle reached by
Morocco and Venezucla include a new money option; but it is not yet known what the banks” re-
sponse will be).

The Mexican agreement succeeded in eliciting only half the target set for new money,
with many creditors opting instead for debt or debt service reduction.

Subscriptions to the “new money bonds” offered by the Philippines fell short of the tar-
get figure, while more tenders were received for buy-backs than could be accommodated.
The Costa Rican agreement made no attempt to raise new money and concentrated in-
stcad on debt and debt service reduction.

Since the agreements were negotiated without authoritative estimates of the debt and debt
service reduction required by individual countries, it is difficult to judge their adequacy. However,
some of their features are worrisome. First, outcomes were in most cases below expectations.
Secondly, the remaining debt is more difficult to restructure, since it is now mainly in the form of
bonds; moreover, these may come to be held by investors less willing to provide new money but
more willing to engage in litigation. Thirdly, the agreements are asymmetric regarding future
contingencies: the creditors will gain if the country’s position improves, but arc not obliged to help
if it deteriorates.

The absence of authoritative estimates of debt reduction needs, together with the failure to
assign to any international financial agency the role of “honest broker”, has left the level of debt
reduction to be shaped by the balance of negotiating strength rather than by objective needs. In
the Mexican deal, pressure on creditors by the United States Government helped to reduce this
imbalance; but such pressure is not part of the architecture of the strengthened debt strategy. In
the Costa Rican agrecement, the creditors” willingness to conclude an agreement owed much to the
decision of the Fund and Bank to provide financial support to the country’s adjustment
programme despite its arrears (reflecting the authorities” success in managing the consequences of
these arrears for the domestic economy). Systematic resort to this approach where arrears are
unavoidable, combined with firm internationally-set targets for the debtors” medium-term cash
flow and debt profile, would give the negotiating process the anchor which it currently lacks.

Providing creditors with additional incentives to engage in debt and debt-service reduction
on a larger scale and to accept steeper discounts in such operations could usefully complement
increasced pressures. A wide variety of proposals in this vein have been put forward in recent years
(for instance, to establish an international debt facility), and have been discussed in previous issues
of the Trade and Development Report.

National laws and regulations could also be directed more effectively towards achieving ad-
cquate levels of debt and debt-service reduction. One recent suggestion (made with European
countrics in mind) is that creditors should qualify for tax deductions on their loan-loss provisions
only to the extent that they participate in debt reduction packages. Another {made with the
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United States in mind) is that creditors that fail to participate in debt reduction packages sanc-
tioncd by the IMF and World Bank should be required to make special provisions on their loans,
and should not be cligible for tax relief on losses.

The broad conclusion is that the scale of debt and debt service reduction by commercial
banks needs to be enlarged very considerably. llowever, the combination of additional incentives
and disincentives chosen in order to enlarge the scale of debt reductions should not be tilted in
favour of increased financial support from the World Bank and the regional development banks.
Unless additional funds are put at their disposal, such support could reduce lending for new in-
vestment, which 1s the key to successful adjustment.

Official debts

The relief resulting from the Toronto measures has proved to be very limited. As explained
in last vear’s Trade and Development Report the cligibility criteria need to be reviewed, so as to
increase considerably the number of beneficiary countrics. As a first step, all lcast-developed
countries and all IDA-eligible countries should benefit from the Toronto treatment. The recent
agrecement with Bolivia, which became the first country outside sub-Saharan Africa to benefit from
the Toronto terms, is encouraging. The concessionality of the Paris Club mecasures should be
cnhanced considerably, especially for the most distressed countrics, and the coverage of
consolidation should be widened up to 100 per cent of Paris Club obligations. Multi-year
rescheduling should be the rule, with the length of the consolidation period being related to
financing necds rather than invariably being fixed to the length of IMF arrangements.
Co-ordination between the Paris Club and donor groups should be strengthened, particularly to
ensure that debt relief is not at the expense ol aid. Finally, other bilateral creditors should consider
the adoption of comparable measures.

Many middle-income developing countries whose debt 1s mostly owed to official creditors
also have a debt overhang. Recent action within the Paris Club to extend longer repayment peri-
ods to some middle-income countries represents a step in the right direction but a timid one. Many
debtor countries in this category will need reduction of their official bilateral debts. For them, debt
reduction by commercial banks alone is not enough: official bilateral creditors also need to reduce
their claims. Despite the difficulties involved - such as the impact on the finances of export credit
agencies - this i1ssuc has been receiving closer attention by policy makers in creditor countries, as
evidenced by the initiatives most recently announced by the Presidents of France and the United
States. However, these initiatives were not followed by agrecement for global action on this im-
portant matter at the Houston summit.

For many developing countrics, and especially some of the poorer, debt owed to the multi-
lateral financial institutions represents an important part of their overall debt burden. Additional
resources need to be brought to bear on this problem, so as to reduce debt and;or debt service
payments when needed, and in a manner that safeguards the financial viability of those insti-
tutions.

Attention must also be paid to those countries that do not at the moment have an overt debt
problem but are struggling to avoid that eventuality. The vulnerability of some of these countries
has recently increased considerably.

Last vear witnessed further bouts of instability in financial markets. Shifts in exchange rates,
interest rates, assct prices and the volume and direction of capital movements are now too frequent
to be viewed as cpisodic. They are a characteristic of the global cconomy that has been emerging
over the past two to three decades.




The volatility involves a very wide varicty of monetary and (inancial instruments and is
international in scope. [ts intensity 1s due to the globalization of finance interacting with the new
thrust of government policies which favour liberalizing and dercgulating private finance and aim
fiscal and monetary policies at nominal (as opposed to rcal) objectives. This shift sought to un-
leash initiative and enterprisc. But since asset markets are ruled by changing expectations and
temperament, its end result may have been, rather, to unshackle speculation.

Admittedly, thus far a global crisis has been avoided; indeed, the growth of the world econ-
omy as a whole has proceeded apace. Nevertheless, disruptions have not been absent, most no-
tably in indebted developing countries. Moreover, the need to avert crisis and contain the spread
of damage has obliged Governments to take actions inconsistent with their own economic philos-
ophy and objectives. Besides, production and trade continuc to be subject to acute uncertainty
and unpredictability because of financial turbulence. It is therefore none too early to consider how
to diminish, if not remove, the instability of the international monetary and financial system.

By post-war standards, instability has been very high in the 1980s.

[nterest rates in the main financial centres have been much more variable, and the di-
rection of movement has changed more frequently.

The amplitude of fluctuations has risen even for countries with relatively low interest
rates. Levels of nominal and real interest rates have reached extraordinary heights.
The principal exchange rates have gyrated more in the past decade, and have deviated
for substantial periods {rom levels warranted by differences in productivity and thrift.
Swings in equity prices have registered an intensity unprecedented in the post-war pe-
riod. The general level of equity prices has risen, but downward movements have at
times been extraordinarily steep and abrupt.

A number of developed countries have experienced sudden short-term inflows or out-
flows of funds on a massive scale.

Many developing countrics have experienced breakdowns in their external financing
from capital markets, as well as large-scale capital flight.

One of the main sources of the increased instability is the liberalization and deregulation of
financial activity. Since the late 1970s the removal of policy barriers to capital movements has
become an objective of policy, and “hands-off” has pervaded official thinking generally. Moreover,
attempts by countries to retain and attract financial activity to their shores has led to competitive
deregulation and reduction of taxes, the principal result of which has been to make funds more
mobile. Dercgulation has also encompassed interest rates and the range of activities permitted to
different types of financial institutions. This has reduced considerably the degree of segmentation
of markets and widened the potential for funds to move across institutions, markets and borders.

The “hands-off” approach has also led to greater risk-taking. While some of the financial
innovation characteristic of 1980s has been designed to spread risks, a good deal of it has been
intended to exploit openings for capital gains on the basis of debt instruments. Because increased
market {reedom has not been adequately matched by prudential regulation, the lure of quick
profits has put at risk not only imprudent creditors and debtors but the financial system as a
whole.

Aided by advances in clectronics, as well as by changes in government policy, the
globalization of finance has proceceded rapidly. Its centrepiece has been the closer integration of
national money markets as holders of liquid funds have increasingly regarded interest-bearing
money-market instruments denominated in different currencies as potential substitutes for each
other. Bond and equity markets too have become more closely integrated. These trends have been
closely connected with the internationalization of industry, banking and various other services such
as insurance. Fund managers have become increasingly alert to opportunities to improve their
returns by continuously rcadjusting their portfolios, and borrowers have become more conscious
of possibilities for raising funds from different markets abroad.

[Financial integration, liberalization and deregulation have been the main factors causing
international (inancial activity to expand rapidly. Growth in world output, trade and direct in-
vestment naturally causes international financial transactions of various kinds to grow as well.
ttowever, the latter’s tempo has been very much faster.

International financial deepening does not appear to have improved the international allo-
cation of savings. There has been no narrowing ol differences in rates ol return on capital invest-




ment in the major market economies, or in vields on financial asscts with differing currency
denominations but similar risk and maturity, or in real interest rates; nor has the link between the
level of savings and investment in individual countries been weakened. The main reason is that
most international financial transactions have been portfolio decisions, largely by rentiers, rather
than business decisions by entrepreneurs.

Similarly most currency transactions have been generated by trade in the stock of financial
asscts rather than by flows of saving. Conscquently, foreign exchange markets have been ruled
by expectations (including as to how currency expectations will evolve). The speculative compo-
nent of the market has therefore predominated, giving rise to speculative “bubbles”, “bandwagon
effects”, over-reactions and under-reactions to news, and sudden shifts of view cven as regards the
relationship between economic variables. [t is therefore not surprising that exchange rates have
shown no systematic tendency to move towards “cquilibrium” values, and that speculation on fu-
ture currency movements frequently has acted not as a stabilizing mechanism but as a source of
turbulence.

The approach to policy {ollowed by Governments has also been a major factor behind the
increased instability. In the 1980s monetary policy became far less concerned to stabilize interest
rates and much more concerned to control monetary growth. Governments have also become
extremely reluctant to usc fiscal policy to manage the level of demand, and even more so to control
prices and incomes in order to combat inflation. This has left monetary policy as the only tool for
macroeconomic management - something not synonymous with controling the stock of money.
Monctary policy has been further overloaded by the need to take account of the exchange rate.
Moreover, Governments have failed to pay duc regard to the impact of their own policy ap-
proaches and actions on the rest of the world. Conscquently, major inconsistencies have emerged
among the policy stances of countries, resulting in vast trade imbalances and sharp swings in ex-
change ratces.

Exchange rate instability has inflicted damage on international trade and finance through
two main routes.

It has increased the cost of conducting trade, as well as the uncertanties faced by in-
dustries producing tradeable goods and scrvices. Unpredictability has shortened the
time-horizons for investment decisions, and made it necessary for firms to maintain
higher mark-ups and financial reserves. Equally important, it has diminished the use-
fulness of the exchange rate as a signal for resource allocation, reducing the ability of
depreciations and appreciations to alter exports and imports. Moreover, currency
overvaluations have added to pressures for protection; and the protectionist measures
taken have often been maintained long after the overvaluation has ended. Continuous
uncertainty regarding exchange rates has also encouraged pressures for permanent pro-
tection to compensate for the exchange risk.

It has also tended to disrupt finance. IFor onc thing, uncertainty in exchange-rates, like
that in interest rates, has increased the preference of wealth-holders for liquid over
long-term assets, and thus put upward pressure on long-term interest rates. Morcover,
sudden shifts in exchange-rate expcctations have set off movements of funds out of
certain markets, for instance bonds and equities,on a scale large enough to depress
prices very sharply (as in Japan in late 1989/early 1990). They have also made it nec-
essary to tighten monetary policy (or created the expectation that this will occur), with
similar conscquences; pressure on the dollar played an important role in bringing about
the Wall Street crash of October 1987. Attempts to counteract with monetary policy
undesirable movements in exchange rates (eg. ones that are perverse from the standpoint
of trade or which represent over-reactions to changes in trade imbalances) have in
practice led to a ratcheting up of interest rates. This has added to other upward pres-
sures, including those produced by the instability of exchange rates and interest rates.

High interest rates have had numerous adverse consequences.

They have increased the cost of external debt in developing countries. This, together
with the resulting increase in the volume and burden of internal debt, has had a devas-
tating impact on macroeconomic stability, domestic interest rates, income distribution,
investment, growth, and development.

In developed market economies, higher interest rates have redistributed income in
favour of rentiers at the expense of investment, wages and raw material prices. Al-
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though rates of profit have now regained their 1960s levels, the share of investment in
income has not.

To remedy instability and reduce uncertainty to more tolerable levels requires action across
a broad front, including the mobility of funds.

Governments need to commit themselves to defend a publicly announced pattern of
exchange rates which should be internationally agreed and compatible with high levels
of activity and employment. Serious consideration should be given to establishing an
[EMS type arrangement (i.c. adjustible pegs with predefined obligations, intervention
rules, and relatively narrow bands) between the dollar, the ECU and the yen.
Multlateral surveillance of policies of major industrial countries should be much
strengthened. In particular, targets nced to be set for demand growth and current ac-
count balances. The burden of adjusting policy when outcomes deviate from those tar-
gets should be clearly specified. This burden should be shared between deficit and
surplus countrics in such a way as to avoid bias towards deflation and high interest
rates; this is an especially important consideration for developing countries. Fiscal as
well as monetary policies need'to be included among the instruments of policy. Global
targets and indicators should also be used to ensure that the world economy as a whole
is neither deflated nor over-heated.

The cost of speculation should be increased through policy intervention, using such de-
vices as taxes on financial transactions. Considerable policy innovation in this area is
called for.

Prudential regulations need to be tightened to raise the cost of excessively risky oper-
ations in both credit and security markets. They also necd to be harmonized, and ap-
plied in all major financial centres including those off-shore.

In order for the approach outlined above to command consensus, it would be necessary to
recognize that financial markets need to be managed if they are to serve the needs of enterprise;
that interdependence has already resulted in a loss of policy autonomy; and that in a multi-polar
world co-operation is cssential to prevent interdependence from accentuating conflict.

The internationalization of finance has thus far affected the character of monetary and fi-
nancial instruments more than the actors themselves. In most countrics, the bulk of banking op-
crations remains in the hands of domestically owned and controlled institutions. Moreover, most
countries, including the majority of developing countries, maintain restrictions on cross-border
capital movements and on foreigners” access to domestic financial markets.

Banking is an important subject at the multilateral negotiations on services taking place as
part of the Uruguay Round. The impetus for an agreement on international trade in banking
services as part of the Uruguay Round comes mainly from certain developed ¢countrics, their ob-
jectives concerning both each others’ markets and thosc in developing countrics. Banks from the
developed countries clearly perceive widespread opportunities in developing country markets, par-
ticularly in the supply of certain retail banking services to the better-off and in the provision of
services to corporations, the exploitation of which could be facilitated by an agreement at the
current multilateral trade negotiations.

The costs and benefits of competition in banking and the relations between liberalizing the
banking sector, on the onc hand, and the conduct of monetary policy and the direction of credit
allocation, on the other, need to considered in the context of efforts to establish an agreed regime
for trade 1n banking services. Banking services generally play a pivotal role in the functioning of
economies since a great many economic transactions are linked to their use. The banking sector
1s therefore a powerful instrument for controlling or influencing production and other major eco-
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nomic aggregates. As a result of banking’s potential in this regard and of the large number of
different services of which the sector consists, the establishment of norms and regulations in the
[icld at national and international levels is a complex process, and {requently also a contentious
one.

Proponents of an agreed regime generally are supporters of substantial liberalization, and
point to analogies between restrictions of international competition in the provision of bankmg
services, and quotas and tanffs affecting trade in goods. [‘or example, according to this view, re-
strictions on the establishment of foreign banks (and thus on “trade” in the form of [inancial scr-
vices supplied locally by such institutions) lead via lower levels of competition to reduced
innovativeness and microcconomic efficiency or to excess prolits (or both) among banks already
in the market. Restrictions on such banks” operations are thought to lead via increcased costs to
higher interest rates and other charges and to lower levels of lending. Thus liberalization of re-
strictions on the establishment and operations of foreign banks, it 1s believed, will improve the
performance of financial sectors both with respect to the opportunities made available to depos-
itors and investors for the placement of their funds and with respect to the amount and allocation
of financing for borrowers.

For developing countries, liberalization of international trade in banking services also brings
with 1t substantial dangers, which help to explain their widespread apprehensions.

Commitments to liberalize cross-border transactions in banking services would entail
dismantling significant parts of national regimes of exchange control. Some developing
countries are alrecady integrated with the financial world outside, cither by deliberate
choice or because of inability to exercise control over foreign exchange operations (due,
for instance, to the extent of carnings from emigrants’ remittances, tourism, illicit pro-
ducts, etc. or to the weaknesses in the national administration). But in many others this
is not the case, and exchange controls have proved effective in stemming capital flight,
thereby makmg an essential contribution to macroeconomic management.

Unless subject to appropriate controls, the presence of foreign banks also would com-
plicate the conduct of autonomous national monctary policies owing to the character
of the banking operations which this presence facilitates, and to the lower degree of
‘moral suasion’ to which such banks tend to be susceptible.

Economic development often requires direction of the allocation of credit. The hberal,
market-driven banking systems of the type currently prevailing in many OECD coun-
tries may therefore not be appropriate models to follow.

Much of the protection accorded to domestically owned and controlled banks in devel-
oping countries 1s of an infant-industry nature. The avoidance of financial dependence
and the establishment of indigenous banking systems are an integral part of cconomic
development. These objectives can generally be achieved only through the provision of
appropriate protection and support to national institutions which would otherwise risk
being swamped by the superior competitive strength of banks from the OECD area.

These dangers will nced to be borne in mind and the issues they raise given proper weight in
the Uruguay Round negotiations.

K .K.S Dadze
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International Markets and Developing Countries

Chapter |

A. Introduction

International markets are the main vehi-
cle through which changes in the overall cco-
nomic environment affect developing countries.
Inflation, deflation, growth, recession and
structural change in the world economy at large
arc transmitted to developing countries in the
first instance through international trade and
financial transactions. Decveloping countries
are naturally influenced by the overall ebb and
flow of the markets, in some of which they are
important actors. But they are also influenced
by changes in their own capacity to participate
in current market dynamics.

Both factors were at work in 1989. The
growth of world trade slackened and this was
rellected in a considerable decline in the pace
of growth of the trade of developing countrics.
Likewise, the overall index of commodity prices
wecakened throughout 1989, and this was re-
flected in a somewhat more pronounced weak-

cning in the price of commodities exported by
developing countries.

In capital markets, however, the sharp
contrast - alrecady visible in preceding years -
between the general buoyancy of markets and
the increasing marginalization of developing
countrics in these markets persisted and was
accentuated. The increasingly marginal role of
developing countries in capital markets reflects
mostly the continued perception of the lack of
creditworthiness of most of them, despite their
own adjustment efforts and improvements in
the international debt strategy. Indeed, the
changes introduced in the strategy appear to
havc led directly to a reduction in new lending,
without, however, having provided sufficient
cash flow through the reduction of existing
debt.

These and related issues are explored in
the paragraphs that follow.

B. The growth of international trade

Uneven volume growth as between dif-
ferent countrics and regions and price instabil-
ity have characterized developing countries’

trade during the 1980s. These features were
well in evidence in 1989. In a few countries of
South-Last Asia, export performance based on
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Table 1

GROWTH OF IMPORT VOLUMES IN SELECTED GROUPS OF COUNTRIES, 1980-1989

(Percentage)
1980-1985 1985-1989 1987 1988 1989 @
Imporls into (Annual average)
World 32 71 6.4 94 75
Developed market-economy
countries 3.2 75 7.0 8.4 79
EEC 2.5 7.8 8.2 8.3 85
Japan 19 10.0 9.2 16.5 7.5
United States 7.7 55 3.5 6.0 50
Developing countries 04 6.2 80 14.7 59

Source: UNCTAD secretariat, based on official international sources.

a Estimates.

increasingly sophisticated manufactures has
continued to be strong; in some other South
and West Asian countries, export growth has
accelerated relative to the first half of the dec-
ade. However, in many countries, particularly
in Africa and Latin America, export earnings
continue to be at the mercy of the vagaries of
primary commodity prices; in others, which
have developed some capability for exporting
manufactures, domestic instability and the bur-
den of debt do not allow for a self-sustained
expansion of exports and output.

1. The evolution of trade volumes

The estimated 7.5 per cent rise in world
import volumes in 1989 was well below the re-
cord 9.5 per cent achieved in 1988. This decline
in the growth of world trade reflected mainly
the slower output expansion in developed mar-
ket economics, but also the important decline
in the growth of output in the relatively more
industrialized South-East Asian economues,
leading to a lower demand for internationally
traded goods. None the less, the rise in the
volume of world trade was still appreciable,
having regard to the average 4 per cent per an-
num increase recorded between 1980 and 1988.

Although there was a sharp fall in the
growth of imports into Japan in 1989, the trend
toward faster import growth mn Japan and EEC

in comparison to the United States, which had
begun in 1987, continued in 1989 (see table 1
and also chapter IIT below, section C). How-
ever, imports into the United States continued
to grow strongly relative to output and, as al-
ready mentioned, Japanese import volumes de-
celerated markedly. Part of this evolution was
caused by exchange rate movements, as the yen
depreciated and the dollar appreciated in inter-
national markets. The recent reversal of these
currency movements, together with the
likehood of a more expansionary fiscal policy
in Japan and greater fiscal restraint in the
United States, could well lead to a resumption
of fast import growth in Japan and to a further
deceleration of import volumes in the United
States. Import expansion into Western Europe
continued to be very strong in 1989. This
dynamism is likely to persist into the next few
years, as firms invest in readiness for the com-
pletion of the single European market in 1992
and as a result of the expected opening up of
trade opportunities in Eastern Europe.

Developing countries again lost momen-
tum as importers in 1989, after what now ap-
pears as a recovery in 1987-1988 from
previously very depressed levels. Imports in
most of these countries continue to be affected
by the debt overhang and other sources of for-
eign exchange shortage. The total imports of
developing countries rose by almost 6 per cent
in volume terms in 1989, considerably less than
the 14.7 per cent growth observed in 1988. The
decline in 1989 affected all developing regions,
and import volumes stagnated or even declined
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Table 2
DEVELOPING COUNTRIES: GROWTH IN THE VOLUME OF IMPORTS, 1980-1989
(Percentage)
1980-1985 1985-1989 1987 1988 1989 @
Imports into (Annual average)
All developing countries 04 6.2 8.0 147 59
Africa 15 1.2 2.0 80 07
North Africa 3.5 2.4 17 10.5 14
Sub-Saharan Africa -1.7 -12 2.3 2.2
Asia 3.2 91 11.0 180 7.5
West Asia 0.6 -5.1 -4.8 1.3 34
South and South-East Asia 49 123 16.0 252 8.3
Latin America -5.6 1.6 - 54 2.6

Source: UNCTAD secretariat, based on official international sources.

a Estimates

i most developing country groups except
South and South-East Asia, where they rose by
8.3 per cent. However, this latter region pro-
vided considerably less support to world eco-
nomic growth in 1989 than it did in preceding
years. Latin American imports rose very little
in volume terms in 1989, reflecting major
problems in some countries (c.g. Argentina,
Brazil, Peru and Venczucla). In these coun-
tries, slow growth or even declining output and
investment decreased the demand for imports.
Modest increases in export carnings in most
countries and the unavailability of external
capital resources restricted the foreign exchange
available for imports. In sub-Saharan Africa,
imports stagnated in 1989, partly because of the
fall in export earnings for tropical beverage
exporters, and partly owing to import com-
pression within the context of generalized ad-
justment efforts (sec table 2).

2. Exports from developing countries

In 1989, there was a significant deceler-
ation in the growth of export volumes in de-
veloping countries, from 13.5 per cent in the
previous year to about 6 per cent (sce table 3).
The exports of both manufactures and raw
materials were aflfected by the slowdown in in-
dustrial production in the developed market

economies. Several supply-side factors also
contributed to the export slowdown. These in-
cluded, especially in Latin America and Africa,
disruption of investment in previous years
brought about by strong domestic disequilib-
rium or stabilization and adjustment efforts.
In Africa, much of the small increase in exports
was accounted for by oil, with the largest in-
creases in cxport volumes taking place in oil-
exporting countries such as Algeria and
Nigeria.

As regards manufactures, apart from cer-
tain countries, therc has been a generalized de-
ccleration of export growth. The growth of
manufactured exports from South and South-
East Asia slowed down markedly in 1989,
Currency appreciation, domestic inflation and
rising wages in the major cxporters of manu-
factures (Hong Kong, the Republic of Korea,
Singapore and Taiwan Province of China) re-
duced the competitivencss of their manufac-
tured exports, the value of which fell sharply
(sec table 4). In contrast, the new exporters of
manufactures from that region (Indonesia,
Malaysia, Thailand and Philippines) continued
to expand the valué¢ of their exports strongly.
There was also strong growth in the value of
manufactured exports from other Asian devel-
oping countries (c.g. Bangladesh and India) and
from China.

The exports of manufactures of the Latin
American countries are heavily concentrated in
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Table 3

DEVELOPING COUNTRIES: GROWTH IN THE VOLUME OF EXPORTS, 1980-1989

(Percentage)
1980-1985 1985-1989 1987 1988 1989 a
Exports from (Annual average)
All developing countries -12 95 59 13.5 6.0
Africa -41 2.5 1.2 8.5 2.8
North Africa -49 50 -3.4 18.8 40
Sub-Saharan Africa -3.7 08 7.8 1.2 20
Asia 55 8.9 7.8 15.7 73
West Asia -12.3 11.4 -12.1 15.0 2.0
South and South-East Asia 74 150 18.9 16.0 9.5
Latin America 37 2.8 1.7 8.4 41

Source: UNCTAD secretariat, based on official international sources.

a Estimates.

the United States (sce chart 1). The growth of
such exports to the United States dccelerated
considerably in 1989. On the supply side,
internal problems in several Latin American
countrics strongly affected the manufacturing
scctor. Manufactured exports to the United
States declined by 8.7 per cent in Brazil and by
14 per cent in Argentina. In contrast, Mexico
increased such exports by approximately 15 per
cent, to recach nearly S18 billion. Sizeable ad-
vances were also observed in Chile, Colombia
and Costa Rica.

West Asian countries resumed their ex-
port growth of manufactured products in 1989,
mainly in the petrochemical and aluminium
sectors. Production capacities in the
aluminium sector have increased in Bahrain
and Qatar, leading to incrcased shares of the
world aluminium market. In the petrochemical
sector, increased oil revenues have allowed
Wcst Asian countries to pursue their diversifi-
cation process.  Consequently, exports of
petrochemical products have increased.

African countries increased the value of
their manulactured exports markedly in 1989.
Estimates of such imports into OECD coun-
tries for the first three quarters of 1989 show a

growth of well over 15 per cent. However, this
trade still represents a very small percentage of
manufactured imports by OECD countries and
involves only a few countries.

3. The behaviour of commodity prices

The combined index of commodity prices
(excluding petroleum), expressed in current
dollars, rose marginally in 1989. The index for
the principal export commodities of the devel-
oping countrics, however, was the same for
1989 as 1988, but this concealed a reversal of
the underlying trend. The quarterly index,
which had been on a steady upward trend for
ten quarters until the first quarter of 1989, then
began declining. As may be seen from table 5,
by the first quarter of 1990, it was 1l percent-
age points below its level a year earlier. The
index of real prices, expressed as the combined
index deflated by the unit value index of man-
ufactured goods exported by developed
markct-economy countries, also declined by
more than 10 percentage points over the same
period.t

! During certain periods (as happened in 1985-1986) exchange rate fluctuations for the dollar may cause radical di-
vergences between the index expressed in dollars and in other currencics or in SDRs, making difficult the
intrepretation of price movements. However, over the last two years the indices ¢xpressed in dollars and in SDRs

have moved fairly consistently.
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Table 4

GROWTH OF THE VALUE OF IMPORTS OF MANUFACTURES FROM DEVELOPING
COUNTRIES INTO THE UNITED STATES, EEC AND JAPAN, 1980-1989

(Percentage)
1980-1985 1985-1989 1988 1989 4
Imports from (Annual average)
United States
World 15.1 10.3 10.5 54
Developing countries 17.3 14.7 14.4 43
Latin America 18.4 16.3 25.2 8.3
East Asia four b 176 123 88 1.3
ASEAN four € 139 23.1 27.8 251
Africa 6.0 32.8 16.0 198
China 295 42.9 36.0 455
EEC
World d {6 21.1 16.0 7.7
Developing countries 0.1 28.1 258 7.8
Latin America 0.6 23.0 354 17.4
East Asia four b 2.2 30.1 240 2.2
ASEAN four € 6.7 31.7 33.5 18.8
Africa 2.6 250 196 141
China 3.2 43.3 39.2 24.2
Japan
World 49 29.2 39.2 18.3
Developing countries 6.1 38.8 48.9 19.6
Latin America 9.2 19.2 53.9 5.7
East Asia four b 5.3 39.7 46 4 16.4
ASEAN four € 42 55.9 52.2 63.3
China 10.2 38.8 62.2 29.8
Memo item:
Change in index of unit value
of manufactured
exports of DMECs -1.7 71 6.1 -0.3

Source: UNCTAD secretariat, based on data from the United Nations Statistical Office

a Estimates based on partial data.

b Hong Kong, Repubtic of Korea, Singapore, Taiwan Province of China.

¢ Indonesta, Malaysia, Philippines, Thailand.
d Excluding intra-EEC trade.

From the point of view of developing
countries, the overriding elements of the com-
modity market situation were the collapse of
cocoa and coffee prices, high prices for basic
foods and the short duration of the copper and
aluminium price boom. Prices for vegetable
oilseeds and oils declined, but those for agri-

cultural raw materals remained firm. For
many developing countries in Africa, in partic-
ular those which rely on exports of coffee and
cocoa and depend on imports for much of their
basic food requirements, foreign exchange dif-
ficulties were exacerbated.
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Chart 1

DEVELOPING COUNTRIES AND CHINA: SHARE IN THE MANUFACTURED
IMPORTS OF THE UNITED STATES, EEC AND JAPAN, 1985 AND 1989

(Percentage)
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Source: UNCTAD secretariat, based on dala from the United Nations Statistical Office.
a Preliminary, based on partial data.

b Excluding intra-EEC trade.
¢ Hong Kong, Republic of Korea, Singapore, Taiwan Province of China, India, Malaysia, Thailand and

Philippines.
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Table 5
QUARTERLY INDICES OF FREE MARKET PRICES IN CURRENT DOLLARS
FOR GROUPS OF PRINCIPAL COMMODITIES EXPORTED BY
DEVELOPING COUNTRIES, 1987-1990
(1985 = 100)
Quarter
Annual
Commodity group Year average / Il I\
Food, tropical beverages 1987 101 98 99 98 110
and vegetable oilseeds 1988 126 118 125 132 128
and oils 1989 127 128 132 124 123
1990 124 @ 124
of which:
Food 1987 117 111 114 114 129
1988 152 139 150 163 156
1989 161 154 163 164 164
1990 165 @ 165
Tropical beverages 1987 81 85 78 76 84
1988 82 85 82 77 82
1989 70 87 81 58 54
1990 59 @ 59
Vegetable oilseeds 1987 g3 68 73 71 79
and oils 1988 g6 88 g5 105 35
1989 85 91 g2 80 77
1990 744 74
Agricultural raw 1987 119 112 117 123 126
materials 1988 129 128 133 129 127
1989 129 131 129 128 128
1990 1324 132
Minerals, ores and 1987 113 96 104 115 135
metals 1988 164 149 173 158 177
1989 164 183 168 156 149
1990 140 @ 140
Combined index 1987 107 100 103 106 118
1988 135 126 137 137 139
1989 135 140 139 132 130
1990 129 @ 129
Combined index of 1987 84 77 78 87 92
real prices © 1988 95 88 g5 99 96
1989 94 88 99 91 89
1990 87 a 87

Source: UNCTAD, Monthly Commodity Price Bulletin.
a First quarter.
b Prices deflated by the unit value index of manufactured goods exported by developed market-economy
countries
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The prices of tropical beverages contin-
ued to fall throughout 1989, reflecting surplus
production. The surplus in the cocoa market
persisted despite a relatively rapid growth in
demand. The recent upsurge in the price index
of the tropical beverages group reflects the im-
provements in the price of arabica coffee and
of cocoa (sec boxes 1 and 2).

Prices for cereals, by far the most impor-
tant commodity import of developing coun-
tries, surged in 1988 and 1989 owing to the
drought in North America. Recently there has
been a slight weakening in cereal prices because
the current wheat harvest is likely to meet
world consumption needs for the first time
since 1986. Prices for rice, which is the most
important cereal export of developing coun-
tries, also followed this trend. Among the main
non-cercal basic food exports of developing
countries prices for bananas and, in particular,
sugar have been relatively high. In both cases
lower output, partly as a result of weather
conditions in some of the principal producing
countries, and strong demand have been the
main causes. [t should be noted that rice and
sugar are also important import commodities
for many developing countries.

Prices for vegetable oilseeds and oils have
been on a declining trend, reflecting supply side
developments, notably the recovery of United
States production after the 1988 drought and
increasing output in other parts of the world.
In the case of palm oil, high production levels
increased the price differential between it and
soyabean oil to unprecedented levels. Overall
stock levels, howcver, are not very high and
make for a volatile market situation.

Prices for both copper and aluminium
(which, together, account for over 50 per cent
of dcveloping countries” exports of minerals,
ores and metals) reached pcak levels in the scc-
ond half of 1988 but declined markedly during
1989. The volatility of mineral and metal prices
in this period reflected a supply situation char-
acterized by disruptions to production and by
relatively low stock levels. Base metal con-
sumption responded fully to the strong rise in
OECD industrial production which occurred
during 1987 and 1988. During 1989 mctal
consumption secems to have reacted less
strongly to the continued, albeit smaller, rise in
industrial activity. These developments suggest
that while minerals and mectals consumption 1s
affected by the level of gencral economic activ-
ity, the positive impact of economic growth on
metal prices continues to bc moderated, over

the longer term, by a declining trend in the raw
material intensity of production and increasing
recycling of scrap.

Throughout 1989, despite the slowing
down of economic growth, the price index of
the agricultural raw materials group remained
around its level of 1988. In the first quarter of
1990, 1t even registered a small increase, princi-
pally becausc of restricted supplies of certain
commodities, such as tropical timber (the most
important agricultural raw material export of
developing countries) and jute.

The close link betwecen metals and min-
crals prices and economic growth i 1987-1989
can be attributed in particular to the rapid and
sustained growth in gross fixed investment in
industrialized countries. The investment com-
ponent of GDP involves a more intensive use
of industrial raw materials than the consump-
tion of goods and services. In contrast, in the
recovery in 1984-1985, when metals and min-
crals prices did not increase, growth in public
expenditures was a major element of the ex-
pansion but fixed investment grew for only a
short period.

Macroeconomic conditions in the devel-
oping countries which are suppliers of com-
modities also influence commodity markets. In
several countries, general cconomic policies,
such as those relating to exchange rates and
protectionism, have had a larger impact on the
agricultural sector than sector-specific meas-
ures such as price policies.z In this respect, de-
valuations which Iead to higher domestic prices
of tradeables, including commodities, rclative
to non-tradeables tend to encourage an expan-
sion of output and exports, in spite of lower
world market prices. However, the diversity of
experience of developing countries with regard
to the relationship between currency depreci-
ation, the strength of trade liberalization poli-
cies and the resulting commodity export growth
suggests that many factors other than macroe-
conomic policies are respounsible for commodity
export growth.

[n most of the highly indebted dcveloping
countries there has been a shift of resources
into the production of exportable commodities
(as mcasured by the ratio of non-fucl com-
modity exports to GNP) and a genceral tend-
ency for commodity cxport volumes to expand.
Macrocconomic adjustment policies, however,
do not scem to have been a prerequisite for in-
creasing exports. For example, between 1985
and 1988, an increase in the volume of non-fuel
commodity exports was obscrved both in

2 Krueger, Anne O., Maurice Schiff and Alberto Valdes, "Agricultural Incentives in Developing Countries: Measuring
the Effect of Sectoral and Economy-wide Policies”, The World Bank Economic Review, vol. 2, No. 3, 1988.




International Markets and Developing Countries /]

Box 1

DEVELOPMENTS IN THE WORLD COFFEE MARKET

The International Coffee Agreement, 1983 was due to expire on 30 September 1989, On 3 July
1989, the International Coffee Council decided 10 extend the Agreement for a penod ol two years
and to suspend quotas as from the following day. The Council also resolved 1o prepare the way
for a resumption of negotiations for a new Agreement.

While quotas were 1n force [rom October 1987 to 3 July 1989, the world colfee market was
characterized by a situation of oversupply, with acewmulation of stocks in the producing
countrigs. The suspension of guotas immediately tngeered a dramatie fall of prices.  The
composite indicator prce of the International Colfee Orgamization fell m one month by more than
26 per cent. A sharp rise in colfee exports took place from virtually all sourees. Exports increased
by as much as 24 per ceént ant the second hall of 1989 compared with the first hall of that year,
Dunng 1989 as a whole, prices collapsed by mare than 50 per cent - from 126.69 cents/lb. in
January 10 61.90 centsilb, in December and recovered only modestly to 74,6 cents/lb. by the end
of May 1990 (sce chart below).

Of the two major varieties of coffee (arabica and robusta), consumer preferences have in recent
years tended to favour arabica. Until the suspension of expont quotas the prce margin between
the two varnieties widened on account of the stronger demand for drabica.  However, following the
suspension of quotas the bulk of increase in cxports was in arabica coffees and the margin
narrowed temporarily. At the end of March 1990 the price differential between “other mild”
arabicas and robustas amointed to over 40 per cent of the indicator price of “other mulds”.

World coffee prices, 1987-1990 4@
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DEVELOPMENTS IN THE WORLD COCOA MARKET

The Intemnational Cocoa Agreement, 1986 was due Lo expire on 30 September 1990, The
eoonamic mechanism of the Agreement has, in ellect, been inoperative since Iebruary 1988, when
the levy-financed buffer stock held under the Agreement reached ils maximum capacity of 250,000
tons. The withholding scheme, the second hine of prce defence, under which a total of 120,000
tons of cocoa could be withheld, was not put into effect

On 30 March 1990, the Intemational Cocoa Council adopted, without dissent, a decision to
extend the Agreement “in pant” for & penod ol two years from | October 1990 and to maintain
the bufler stock dunng the penod of extension. The economic provisions of the Agreement were
not extended, except for certain provisions relating 10 the maimtenance of the bulfer stock, In
adopting this decision the members of the Agreement were “convinced of the necessity of
contintiing intémational co-operation i all sectors of the world cocoa economy” and appreciated
“the need to continue the search for adequate solutions to the problems of the world cotoa
cconomy i the framework ol a new international cocod agreement”.

I'he intemational cocoa cconomy is in its sixth consecutive year of overproduction despite steady
growth in demand. Statistically derived world stocks of cocoa; including those held under the
Agreement, were expected to reach an unprecedented level of 1,385,600 tons by October 1990
which would correspond to as much as 63 per cent or 7.6 months of world consumption. As a
result, prices have been extremely low and stood at their lowest level for 14 years at the beginning
of 1990,

I'ollowing the decision 1o mamntain rather than liquidate the buffer stock of 250,000 tons and
certain difficulties in major producers to meet supply commitments, prices improved mpidly. In
early April 1990, 1.e immediately after the Council’s session, prices in London were nearly £250
per ton higher than at the beginming of Pebruary, an increase of almost 40 per/cent (see chart
below)

World cocoa prices, 1987-1990 4
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countries which introduced significant liberali-
zation programmes (Malaysia, Chile, Mexico)
and those with restrictive import policics
(Venezuela). Similarly, an increase in com-
modity exports took place both in countrics
implementing large real devaluations of their
currencies (Ghana, Nigeria, Ecuador) and in
those with high recal appreciations (Peru, Cote
d’'lvoire).

Higher productivity 1s a major factor be-
hind expanding output, which is the main cause
of lower prices for several export commodities
of developing countrics. Palm oil and cocoa
are good examples in this respect in the agri-
cultural field, where productivity has increased
because of cloning and hybrids.

In the case of metals lower production
costs have likewise ecxerted a downward pres-
sure on market prices. For example, substan-
tial cost reductions have been achieved for
copper and tin in recent years, basically
through a reduction in employment, profit-
related wage rates, new technologies, closure
of high cost mines and the coming on stream
of more cfficient installations. Most recent in-
dications, however, are that, gencrally, costs
have already reached their trough and have
started to rise.

4. The outlook for 1990-1991

(a) Trade volumes

Short-term trade prospccts are relatively
good, despite a probable (urther slowdown in
world economic activity in 1990. The forces
which nurtured the prolonged trade expansion

since 1983 continue to prevail. World trade is
expected to grow by 6-7 per cent in both 1990
and 1991, with a tendency for current trends
towards regionalization of trade becoming
more pronounced, cspecially i Western
Europe and in South-Last Asia. The product
composition of East Asian exports should con-
tinue to shift towards higher quality goods as
exporters in those countries become more
competitive. Trade among Lastern European
countrics 1s likely to continue to decline in the
short term, as these countries scek western
markets and technology. With the exception
of oil, trade in primary products is likely to be
sluggish.

(b) Prices and the terms of trade

Alter two years of improving terms of
trade for non-oil primary commodities relative
to manulactures, the short-term outlook is for
a probable decline.  While a number of
commodity-specific factors have been at play in
determining the overall terms of trade of pri-
mary commodities, their particular strength in
1988 and 1989 can be scen as a result of unu-
sually rapid growth in the more industrialized
parts of the world economy, together with rel-
atively modest rates of increcase in world priccs
of manufactures. By the same token, their
forccast weakness in 1990-1991 is bascd on an
expected slowdown in industrial activity, to-
gether with a resumption of trend rates of in-
crease in prices of manufactures (sec chart 2).
After an average annual risc of about 3.4 per
cent in 1988-1989, prices of manufactures are
expected to increase by somewhat more than §
per cent i 1990-1991. In contrast, non-oil
primary commodity prices, after increasing by
more than 14 per cent in 1988-1989, arc fore-
cast to remain virtually unchanged in
1990-1991.

C. Money, finance and debt

1. Overall trends

During 1989 there was a continuation of
the stark contrast between general conditions
in the international capital markets and the

performance of major categories of lending to
developing countries such as that of commer-
cial banks and private export credits. Overall
activity in the international capital markets has
been notable for its buoyancy, although there
have been substantial fluctuations in particular
types of lending. By contrast, new external fi-
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Chart 2
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PRICE INDICES FOR MANUFACTURES AND PRIMARY COMMODITIES, 1985-1990
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nancing for developing countries from private
sources has remained at a low level, the result
being negative net flows for many borrowers.
Moreover, data concerning developing coun-
tries” creditworthiness in the international capi-
tal markets (such as that discussed bclow in
sub-section 2) indicate the continuing preva-
lence of unfavourable perceptions in this re-
gard.

The contrast between the overall scale of
international f{inancial activity and lending to

developing countries is exemplified {or major
catcgorics of gross borrowing in table 6. The
rapid cxpansion in 1989 of the largest of the
categorics of international financing shown,
external bonds, was accompanied by declines in
syndicated credits and committed borrowing
facilities. These movements reflected supply
and demand conditions (or external financing
for borrowers in developed market-economy
countries, while lending to developing countries
was ol clearly marginal importance. Indeed,
developing countries” borrowing in the form of
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Table 6
SELECTED CATEGORIES OF INTERNATIONAL FINANCING AND SHARES
OF DEVELOPING COUNTRIES THEREIN, 1983-1989
Category 1983 1984 1985 1986 1987 1988 1989
External bond offerings
Total ($ billion) 771 109 5 167.8 2271 180.8 227 1 253.9
Share of developing
countries (per cent) 3.4 32 3.7 1.3 0.9 1.5 0.9
Syndicated credits
Total ($ billion) 67.2 57.0 43.0 52.4 917 125.5 96.8
Share of developing 47.8 396 37.4 191 18.3 10.2 11.6
countries {per cent) @ (26.5) (20.2) (20.9) (19.1) (7.9) (6.1) (9.2)
Committed borrowing
facilities »
Total ($ billion) 9.5 288 429 293 31.2 16.6 6.8
Share of developing
countries (per cent) 7.4 215 4.7 8.5 42 7.8 11.8

Source: OLECD, Financial Market Trends (Paris: OECD), various issues, and UNCTAD secretariat estimates.

a [lFigures in parentheses exclude managed loans -

debt restructuring agreements.

i.e. new money facilities extended by banks in the context of

b Multiple-component facilitics, note issuance facilities and other international facilities underwritten by banks,

excluding merger-related stand-bys.

external bonds continued on its post-1985
downward trend, their sharc of such financing
in 1989 being only about 1 per cent. Their
share of syndicated credits was higher, but still
well below the level of 1983, the year following
the outbreak of the debt crisis, and still further
below the typical figures recorded in the late
1970s and the early 1980s. Devcloping coun-
tries” share of committed borrowing facilities
was also greater than of external bonds, but
total funds raised for all borrowers by this
means are small in relation to the other cate-
gories of financing shown in the table.

The low or negative net lending to devel-
oping countries in the form of commercial bank
loans and export credits is shown in tables 7, 8
and 9. The exposure to developing countries
of banks in the BIS reporting arca declined in
1989 for the seccond consecutive year but at a
pace somcwhat less than in 1988. As indicated
by table 7, a large part of the contraction was
due to negative net lending to Africa and to
Latin America. N\cgative net lending to these
two regions and to certain other borrowers re-

flected the effects on banks” policies of the
unfavourable perceptions as to creditworthiness
mentioned above as well as the impact of debt
reduction and conversion {as discussed further
in sub-section 4).3

The long-awaited revival of export credits
to developing countries does not appear to be
materializing. As shown in table 8, the propor-
tion of developing countries experiencing nega-
tive net flows of export credits (after
adjustment for the effects of fluctuations in ex-
change rates) has tended to fall since 1987 but
still exceeded 30 per cent in the first half of
1989. Similar trends are obscrvable for the
various regions specified in table 8. These fig-
ures have been accompanied by continuation
of the series of low or negative net flows of ex-
port credits to developing countries since 1985
(shown for medium- and long-term export
credits in table 9), although there are indi-
cations that a more favourdble trend may be
emerging for Latin America. For such credits
the main influences on the supply side are of
official origin. Some are in the form of direct

5 Declining gross flows of bank lending to developing countries are exemplified by figures for syndicated credits, which
fell from S16.8 billion in 1987 to $12.8 billion in 1988 and S$11.2 billion in 1989 (sce table 6).
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Table 7
EXTERNAL ASSETS OF BANKS IN THE BIS REPORTING AREA a
VIS-A-VIS DEVELOPING COUNTRIES, 1983-1989
Average Stock at
1980-1981 1983 1984 1985 1986 1987 1988 1989 end-1989
Percentage rate of increase P $ billion
All developing
countries € 17.8 5.2 07 49 42 64 -4.0 -2.6 499 d
By region:
Latin America 222 3.1 0.1 3.0 038 15 -5.3 -6.7 229
Africa © 109 16 -44 148 103 8.8 -8.0 -4.9 52
West Asia € 39 20.0 32 00 46 167 3.7 86 91
South and South-East
Asia 185 7.9 3.3 8.3 64 110 -4.2 0.1 116
Europe 9 18.0 20 -13 7.6 -2.1 -0.4 95 141 8
Memo items:
All borrowers: Total i 18.0 40 32 1914 270 285 74 117 5031
Countries of
Eastern Europe -12.2 -82 -14 259 187 173 29 122 98

Bank for International Settlements, International Banking Statistics, 1973-1983 (Basle, April 1984) and

International Banking and Financial Market Developments, various issues.

a Including certain offshore branches of United States banks.

b Based on data for end-December.

¢ Excluding offshore banking centres, ie. in Latin America: Barbados, Bahamas, Bermuda, Netherlands
Antilles, Cayman Islands and Panama; in Africa: Liberia; in West Asia: Lebanon; in South and South-East
Asia. Hong Kong and Singapore.

d Including a small amount not shown under the regions.

e Libyan Arab Jamahiriya is included in West Asia up to 1982 (since it could not be separated from this area

Source:

in the BIS series). Since 1983, it is included in Africa.

f Including Oceania.
g Malta and Yugoslavia
h Including multilateral financial institutions.

lending by OECD Governments. But much the
largest part consists of private lending by banks
and suppliers carrying official insurance or
guarantees whose availability and terms reflect
government policies in this area.

On the demand side the main influences
on levels of borrowing are the pace of invest-
ment and macroecconomic conditions more
generally in developing countries, export credits
being a major source of finance for imports of
capital goods. Both scts of factors have re-
cently been depressing levels of export credits.
The high costs and restrictive conditions re-
cently associated with oflicial insurance cover
for private export credits and the closely related
topic of continuing widespread losses amongst

export credit agencies (ECAs) are discussed
further in the next sub-section.

The low perceived creditworthiness of
most debtor developing countries has been
strongly influenced by the continuing lack of
evidence of sustained improvement in their ex-
ternal financial positions. Selected indicators
of recent trends in these positions are presented
in table 10. Favourable changes can be ob-
served in some cases for 1989 but not for all the
indicators or regions shown. Thus, for net
debtor countries as a whole and for the group
of 15 highly indebted countries the ratios of
cxternal debt to exports continued to decline in
1989 but were still above the level of 1982,
while for sub-Saharan Africa the ratio in-
creased. The ratios of interest payments to ex-
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Table 8
DEVELOPING COUNTRY RECIPIENTS OF NEGATIVE NET FLOWS OF
TOTAL EXPORT CREDITS 2
(Percentage of developing countries - in each region or grouping -
for which figures are available)
1986 1987 1988 1989
(2nd half)  (1st half)  (2nd hall)  (1st half)  (2nd half)  (1st half)
All developing
countries 49 50 47 43 42 31
Africa 56 56 54 38 40 24
Latin America 42 39 35 38 38 32
West Asia 53 60 67 60 53 47
South and South-East
Asia b 48 38 45 45 34
Memo item:
Highly indebted
countries € 3 53 67 60 BO

Source: BIS and OECD, Statistics on External Indebtedness. Bank and trade-related non-bank external claims on
individual borrowing countries and territories, new series, various issues,
a After adjustment for the effect of movements of exchange rates.

b Including Oceania.

¢ Argentina, Bolivia, Brazil, Chile, Colombia, Cote d’lvoire, Ecuador, Mexico, Morocco, Nigeria, Peru,

Philippines, Uruguay, Venezuela and Yugoslavia.

ports rose slightly for the highly indebted
countries, but changed little or not at all for net
debtor countries as a whole and sub-Saharan
Africa.4 The failure of these ratios, an impor-
tant indicator of pressures on current external
cash flows, to improve in line with debt-to-
export ratios reflects primarily the impact of
higher interest rates, discussed in the following
paragraph. Provisional estimates suggest that
net outward financial transfers remained high
for both net debtor countries as a whole and for
highly indebted countries. Other signs of diffi-
culties in debtor-creditor relations tend to rein-
force the picture of no significant improvement
given by table 10. For example, arrcars con-
tinued to increase for major borrowers among
the developing countries, and the number of
reschedulings of thetr official debts reached 22
in 1989, a figure above the previous peak of
1985.

As indicated by table 11, average short-

term International dollar interest rates were

more than onec percentage point higher in 1989
than in the previous year, (although there was
a reduction in the first quarter ol 1990). The
incidence of such an increase on indicators of
developing countries” external financial posi-
tions is difficult to estimate owing to the effects
of arrears and of the varying proportions of
variable rate debt for different countries. Nev-
ertheless, 1t should be ¢mphasized that the rise
of $5-6 billion in developing countries’ debt
service obligations on an annual basis that re-
sults from such an increase in short-term inter-
national interest rates is a large sum in relation
to the relief to developing countries” external
cash outflows under operations for reducing
their bank debt already negotiated or envisaged
in the near future.

The analvsis in this chapter does not
point to an imminent revival of financial flows
to developing countries from the international
capital markets. Prospects in this regard should
not be greatly affected by borrowing on the

4 Ratios of debt and interest payments to exports valued at 1981 prices are also included in table 10 to illustrate the
impact on external financial indicators of declines in average export prices since 1981.
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Table 9

NET FLOW OF MEDIUM-TERM AND LONG-TERM EXPORT CREDITS TO
DEVELOPING COUNTRIES, 1981 AND 1983-1989

(Millions of dollars)

— _—

Net flows to: 1981 1983
All developing countries
Total 11278 7429
Private 9211 4802
Africa
Total 3640 3009
Private 2934 2499
Latin America
Total 3442 2243
Private 2695 1284
West Asia
Total 589 456
Private 385 523
South and South-East Asia ®
Total 3178 1687
Private 2797 585

1984 1985 1986 1987 1988 1989
5055 243 3041 -6750  -3145 - a
3728 428 1932 -4264  -2132

1070 635 -875  -2801  -2306

717 541 -281  -2244  -1866

855 -146 -716 -859 278

461 -240 -965  -1037 251
1201 260 -309 248 950

1377 477 -226 218 1025

1869 198 -651  -2884  -1691

1196 333 -94 -821  -1254

Source: Estimates of the UNCTAD secretariat based on OECD figures.

a Preliminary estimate.
b Including Oceania.

part of Eastern European countries in the con-
text of their programmes of economic reform.
These programmes will indeed require {inancing
(rom the international capital markets over and
above the expected flows of new direct invest-
ment to Eastern Europe. Even a substantial
increase in lending to them by commercial
banks would be small in relation to total bor-
rowing in this form (as shown in table 7), so
that, in the aggregate, apprehensions concern-
ing competition with developing countries for
available funds from this source seem unjusti-
fied. Part of the borrowing by Eastern
LEuropean countries from private sources will
be in the form of export credits. A re-
evaluation of policies as to the availability of
official insurance cover to these countries 1s to
be expected as part of OECD countries’ re-

sponse to recent developments in the region but
its outcome is not yet clear.

2. The costs and other terms of
private export credits

The costs and other terms of export
credits to developing countries arc of special
interest not only because of their influence on
the level of lending 1n this form but also owing
to the indications they give concerning trends
in creditworthiness.  These costs and terms
comprise not only interest rates, determined ci-
ther in the capital markets or by the OCLCD
Consensus,’ but also the premiums and other
conditions® as to availability for credit insur-
ance and guarantees provided by ECAs in de-

Rates of interest under the OCLCD Arrangement on Guidelines for Officially Supported Interest Rates (the so-called

OECD Consensus) are shown in table 11.

&  These conditions comprise the proportion and size of credit for which insurance cover is available, the size of the limit
on the amount of financing below which the exporter can exercise discretion in granting insured credits, the length
of the period after the occurrence of non-payment before claims are met (the claims-waiting period), and the types

of sccurity required.
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Table 10

SELECTED INDICATORS OF EXTERNAL FINANCIAL POSITIONS OF NET
DEBTOR DEVELOPING COUNTRIES, 2 1981-1989

1981 1982 1983 1984 1985 1986 1987 1988 1989

Ratio of debt P to exports of goods and services

(per cent)

All net debtor countries @

Actual 1521 1928 2151 2073 2272 2636 2520 2279 206.0

In 1981 export prices 1521 1807 1851 1779 190.7 1980 2071 1821 169.7
Highly indebted countries €

Actual 211.3 2833 3209 299.7 3045 3692 3651 3105 286.7

In 1981 export prices 2113 2603 2670 2533 2484 2725 2889 2531 2445
Sub-Saharan Africa

Actual 1305 1883 2322 2289 2528 3404 3921 3803 3845

In 1981 export prices 1305 1656 1911 1836 2072 2684 3130 3066 3060

Ratio of interest payments dto exports of goods and services

(per cent)
All net debtor countries @
Actual 16.0 17.2 16.8 16 6 16.7 16.5 13.7 145 143
In 1981 export prices 16.0 16.2 14.5 143 14.0 12.4 11.3 11.6 11.8
Highly indebted countries ¢
Actual 26.8 306 29.4 280 26.9 26.6 228 239 24.4
In 1981 export prices 26.8 28.1 24.5 23.7 21.9 19.7 18.1 18.5 20.8
Sub-Saharan Africa
Actual 9.4 10.8 11.7 12.9 12.3 12.0 101 12.0 12.0
In 1981 export prices 9.4 9.5 96 107 101 9.6 81 9.7 95
Net financial transfers €
($ billion)
All net debtor countries @ 277 233 -312 -288 -466 -491 -308 -451 -509f
Highly indebted countries € 19.6 33 -439 -353 -50.3 -470 -200 -315 -313f
Sub-Saharan Africa 4.7 45 59 20 -1.2 1.3 3.1 11 1141

Source: Figures for total externa! debt and interest payments for 1981-1988 were taken from The World Bank, Wor/d
Debt Tables 1989-90 (Washington, D.C., 1989); figures for 1989 were estimated on the basis of data in IMF,
World Economic Outlook (Washington, D.C., April 1990). Figures for exports of goods and services at
current prices are data of the UNCTAD secretariat, exports of goods and services at 1981 prices are
extrapolations of 1981 figures at current prices on the basis of data of the UNCTAD secretariat for export
volumes; figures for exports at current and 1981 prices in 1989 were estimated on the basis of data in IMF,
op. cit. The figures for net financial transfers for 1981-1988 were estimated from data in The World Bank,
op. cit., and those for 1989 were estimated on the basis of data in ibid., and IMF, op. cit.

Excluding Islamic Republic of Iran, Kuwait, Libyan Arab Jamahiriya, Qatar, Saudi Arabia, Taiwan Province
of China, and United Arab Emirates.

Total short-term and long-term debt.

See note ¢ to table 8.

Interest on total short-term and long-term debt.

Disbursements of, minus repayments of principal and interest on, total short-term and long-term debt.
Preliminary estimates,

[V

- oot

veloped market-economy countries or by the
private market. In general, levels of insurance
premiums and the restrictiveness of the other
conditions tend to increase with perceived risks
of non-payment, and eventually credit insur-
ance may cease to be available altogether. The

cost and availability of financing and payments
arrangements other than official insurance tend
to be affected in the same direction by risks of
non-payment.  These arrangements include
private credit insurance and payments mech-
anisms such as letters of credit.
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Table 11
SELECTED INTERNATIONAL INTEREST RATES
LONDON INTER-BANK OFFERED RATE (LIBOR) ON DOLLAR DEPOSITS
(Period averages in per cent per annum)
Maturity Maturity

Year/period 3-month 6-month 3-month 6-month
1975-1978 6.86 7.36 1985 8.40 8.64
1979 12.09 12.15 1986 6.86 6.85
1980 14.19 14.03 1987 7.18 7.30
1981 16.87 16.72 1988 7.98 8.13
1982 13.28 13.60 1989 9.28 9.27
1983 372 993 1990 (1st quarter) 8.40 8.48
1984 10.94 11.29

MATRIX MINIMUM INTEREST RATES UNDER THE OECD ARRANGEMENT ON
GUIDELINES FOR OFFICIALLY SUPPORTED EXPORT CREDITS

(Per cent)

Maturity: 2 to 5 years

Malurily: over 5 years

Rate as from: Group | Group 1l Group I Group | Group 1l Group lll
July 1976 7.75 7.25 7.25 8.00 7.75 7.50
July 1980 8.50 8.00 7.50 8.75 8.50 7.75
November 1981 11.00 10.50 10.00 11.25 11.00 10.00
July 1982 12.15 10.85 10.00 12.40 11.35 10.00
Oclober 1983 12.15 10.35 9.50 12.40 10.70 8.50
July 1984 13.35 11.55 10.70 13.60 11.90 10.70
January 1985 12.00 10.70 9.85 12.25 11.20 9.85
January 1986 10.95 9.65 8 80 11.20 10.15 8.80
July 1986 9.55 8.25 7.40 9.80 8.75 7.40
January 1988 1015 8.85 8.00 10.40 935 8.00
July 1988 @ 9.15 8.30 9.66 8.30

Source: IMF, International Financial Statistics, OECD press releases and publications.

Note: Under the OECD Arrangement Group | consists of relatively rich borrower countries, Group Il of
intermediate borrower countries, and Group Il of relatively poor borrower countries.
a As from 15 July 1988 matrix minimum interest rates for Group | countries were abandoned.

Recent years have been characterized by
the widespread imposition of increased premi-
ums and other restrictive conditions in the case
of official credit insurance for developing
country borrowers. The prevalence of such
terms is exemplified in tables 12 and 13 by data
for two major ECAs, the Export-Import Bank

(EXIM) of the United States and the Export
Credits Guarantee Department (ECGD) of the
United Kingdom. The tables also indicate the
absence of any marked improvement between
late 1988/carly 1989 and late 1989/early 1990.
No change between these two periods is re-
corded in table 12 for the number of instances’

7 As explained in note b of table 12, an instance corresponds to the terms on official insurance cover either for short-
term or for medium-term and long-term credits available from one of the two ECAs.
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Table 12

o — =

TERMS 2 OF INSURANCE COVER AVAILABLE TO SELECTED DEVELOPING
COUNTRIES FROM THE EXPORT-IMPORT BANK (EXIM) OF THE UNITED
STATES AND THE EXPORT CREDITS GUARANTEE DEPARTMENT (ECGD)

OF THE UNITED KINGDOM

(Number of instances b in which EXIM or ECGD applied specified terms)

Normal terms @ No cover @ Restrictive conditions @
Medium- Medium- Medium-
Short- and long- Short- and long- Short- and long-
Region/period term € term term € term term € term
Africa
Late 1986/early 1987 6 4 14 18 50 48
Late 1988/early 1989 9 8 18 21 43 41
Late 1989/early 1990 9 8 18 18 43 44
L.atin America
Early 1987 7 7 5 8 40 37
Late 1988 7 7 6 9 39 36
Late 1989 7 7 6 8 39 37
South and South-East
Asia ©
Early 1987 16 14 5 5 27 29
Early 1989 16 16 3 3 29 29
Early 1990 16 16 3 3 29 29
Memo item:
Highly indebted
countries
Late 1986/early 1987 2 1 3 4 25 25
Late 1988/early 1989 3 4 5 23 22
Late 1989/early 1990 3 3 4 4 23 23

Source: Exporter’s regional guides in Euromoney Trade Finance Report, Trade Finance and Trade Finance and

Banker International, various issues.

a Normal terms apply when cover is available to a borrower subject to no restrictive conditions. Such
conditions include surcharges and restrictions on the availability of insurance cover and reflect the
perceived riskiness of the provision of financing to the borrower in question (or in certain cases other
considerations). The number and stringency of the conditions vary. For some borrowers cover is not
available on any terms.

b Each country for which information is available corresponds to two instances for the terms available on its
insurance cover for short-term credits, one for EXIM and one for ECGD, and likewise to two instances for
the terms available on its cover for medium- and long-term credits.

¢ Insurance cover for credits with maturities up to 180 days except in the case of credits from EXIM for certain
equipment goods and bulk agricultural commodities, for which maturities up to 360 days are also classified
as short-term.

d Insurance cover for credits other than short-term

e Including Oceania.

f See note c to table 8.

in which cover for short-term export credits
was unavailable. While for Africa there was a
decrease of 3 in the number ol instances for
which medium-term and long-term cover was
unavailable, elsewherc there was scarcely any
change under this heading. Simuilarly, there

were no increases in the number of instances
for which short-term or medium-term and
long-term cover was available without any spe-
cial restrictions (i.c. under normal conditions).
For all regions restrictive conditions were ap-
plicd in more than 60 per cent of the instances
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shown for late 1989/early 1990, the proportion
being greater than 70 per cent for Latin Amer-
ica. Table 13 provides a further demonstration
of the small amount of change in the terms on
which credit insurance was available from the
two ECAs. A similar situation has character-
ized the market for private credit insurance.
The terms on which such insurance is available
improved for three African countries but re-
mained unchanged for the other countries cov-
ercd in tables 12 and 13.

The [inancial positions of ECAs in devel-
oped market-economy countries also reflect the
continuing disruption of payments and financ-
ing for developing countrics’ imports.
Throughout most of the 1980s premium income
has been adversely affected by downward pres-
sures on developing countries’ imports, while
claims have been increased by their difficulties
in servicing their external debts. As can be scen
from table 14, in consequence the proporation
of cases in which claims under ECAs’ insurance
activitics were greater than premium income
and rccoveries has remained above 70 per cent
in all the years shown except onc since 1983,
the proportion being three-quarters in 1988.
Since ECAs arc generally required to be sclf-
supporting on their commercial operations over
the medium term, the positions evident from
table 14 have themselves been a source of
pressure for restricting both the availability and
the terms of official export credit insurance.

3. Rescheduling of developing
countries’ official debts

The rescheduling of developing countries’
official debts continued in 1989 and early 1990
at a higher pace, 22 meectings taking place in
1989 at the PParis Club (where bilateral official
debts are rescheduled) in comparison with an
average of 16 during 1983-1988. A large part
of such debts consists of export credits, and the
frequent reschedulings reflect the same disturb-
ances of North-South financing and payments
as the prevalence of restrictive conditions asso-
ciated with credit insurance described in sub-
section 2 above. The recent acceleration of
rescheduling activity is also a symptom of the
short-term approach of the Paris Club whereby
the consolidation period (the period in which
debt service payments to be rescheduled fall
due) 1s typically only 12 to 18 months. Thus,

in 1989 and the [irst six months of 1990, of the
29 rescheduling countries, 23 had rescheduled
at least once before. Of these, ten had alrcady
done so three times or more and threc others
at least six times. Moreover, debt service due
on previously rescheduled debt has become an
increasingly important portion of the consol-
idated amount, reflecting the inadequacy of the
terms of the original agreement.

A number of improvements have, how-
ever, been recently introduced in Paris Club
practices. The most significant development
was the Toronto agreement on concessional
debt relief for poorer debtors. Others include
longer maturitics and the reintroduction of
multi-year rescheduling agreements (MYRAs).

The Toronto summit in June 1988
marked a major advance in the trecatment of
non-concessional debt owed by poorer coun-
tries. In accepting the principle that in speci-
fied cases the servicing of such debt might not
be met in full, official creditors agreed to the
nced for debt and debt service reduction. This
led to the adoption of a menu of options to be
chosen by Paris Club creditor countries for se-
lected low-income countrics: (a) partial
forgiveness of debt service; (b) longer repay-
ment periods; and (c) concessional interest
rates. While no formal cligibility criteria have
been established, creditors initially offered the
Toronto terms to sub-Saharan African coun-
trics included in the World Bank’s Special
Programme of Assistance (SPA), most of them
least developed countries. So far, 16 of these
African countries have benefited {rom this ini-
tiative.8 FEarlier this year, however, Bolivia be-
came the first country outside sub-Saharan
Africa to obtain Toronto terms.

Implementation of the options has re-
vealed a number of shortcomings.? The scale
of relief they give rise to i1s extremely Limited.
As compared with previous practices, options
(a) and (c) - but not option (b) - will generate
cash-flow benelits over the next few years for
the 15 countries benefiting during 1989 in the
form of savings on interest payments roughly
cquivalent to 30 per cent of those under previ-
ous Paris Club terms. However, these savings
in that vear were less than 2 per cent of the
debt service payments of these countries, and
several of them will still have to make payments
at least three times higher than those they have
been able to make in recent vears. The small
impact of the Toronto scheme reflects its low
concessionahty: for the 15 beneficianes, the
overall grant element was, on average, about

Benin, Central African Republic, Chad, Equatorial Guinea, (Guinea, Guinca-Bissau, NMadagascar, Mali, Mauritania,
Mozambique, Niger, Senegal, Togo, Uganda, United Republic of Tanzania and Zaire.

(]

For a more detailed discussion of the Toronto options sece TDR /989, box 7.
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Table 13
CHANGES IN TERMS @ ON INSURANCE COVER AVAILABLE TO SELECTED
DEVELOPING COUNTRIES FROM THE EXPORT-IMPORT BANK (EXIM)
OF THE UNITED STATES AND THE EXPORT CREDITS GUARANTEE
DEPARTMENT (ECGD) OF THE UNITED KINGDOM
(Number of instances)
More favourable terms @ Less favourable terms @
Late 1986/ Late 1988/ Late 1986/ Late 1988/
early 1987- early 1989- early 1987- early 1989-
Late 1988/ Late 1989/ Late 1988/ Late 1989/
Region early 1989 early 1990 early 1989 early 1990
Africa 14 b 3 15 b
Latin America 3 1 6
South and South-East
Asia € 4
Memo item;
Highly indebted
countries 9 4b 1 3b -

Source: Exporter’s regional guides in Euromoney Trade Finance Report, Trade Finance and Trade Finance and
Banker International, various issues.

a All instances in which there has been a change in the terms of export credit insurance cover available to
a borrower from EXIM or ECGD between the categories “normal cover”, “no cover”, and “restrictive
conditions”. (For “instances” and these three categories see table 12.) Such changes are recorded
separately for short-term and for medium- and long-term credits.

b Including the case of one borrower for which a favourable change in the terms of insurance cover available
from one agency for long-term credits was accompanied by an unfavourable change in the terms for
short-term credits.

¢ Including Oceania

d See note c to table 8.

20 per cent, less than half of the average on  Mali, Bolivia and Mozambique. [n cach case
current official loan commitments to low-  the length of the consolidation period was cov-
income African countries. cred by an IMF programme: extended ar-
o rangements for the Philippines and Mexico, a
Another reason for the limited scope of  Structural Adjustment Facility (SAF) in the
the measures is that only debts meeting certain = case of Mali and an Enhanced Structural Ad-
criteria can be rescheduled. Moreover, until  justment Facility (ESAF) for Bolivia and
very recently, only debt service payments falling  Mozambique. The provision of medium-term
duc during a relatively short period benefited  support for a debtor country’s efforts to over-
from the new terms, so that recourse was still  come its problems through MYRAs linked to
necessary to time-consuming and costly re- IMF programmes is a welcome development.
peated reschedulings. It should also be noted  But wider use of this practice would imply
that the additionality resulting from the much more extensive recourse to these longer-
Toronto measures has been reduced by some  term IMF facilities than is currently expected.
creditors who finance the cost of debt relief by

the transfer of funds from their aid budgets. . The past year has also witnessed the ap-
plication of so-called "Venice terms”, that is

After the unsatisfactory experience with  longer maturities than the standard 10-vear pe-
MYRAs in 1985-1986, there was a return to  riod.!® Under this new policy, Guyana received
them in 1989-1990 for the Philippines, Mexico, a 2l-vear maturity, and a 15-vear maturity was

1 At the Venice Summit of 1987 the Group of Seven agreed to extend longer repayment and grace periods to low-
income countries. This was a prelude to the concessional terms adopted at the Toronto Summit in 1988.
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Table 14
PROPORTION OF EXPORT CREDIT AGENCIES IN SELECTED DEVELOPED
MARKET-ECONOMY COUNTRIES THAT INCURRED LOSSES @ ON
INSURANCE ACTIVITIES, 1981-1988
(Percentage)
1981 1982 1983 1984 1985 1986 1987 1988
Proportion: 50 60 85 70 65 70 70 75

Source: 1981: D. Bown, D. Mills and M. Knight, The Euromoney Guide to Export Finance (London: Euromoney
Publications, 1986), Part I; 1982-1988: ed. M. Knight, J Ball and A. Inglis-Taylor, The Guide to Export Finance
1988 (London: Euromoney Publications, 1988), Part |; ed. J. Ball and M. Knight with the assistance of R.
Saxena, The Guide to Export Finance 1989 (London: Euromoney Publications, 1989), Part IlI; and E. Ford,
"Agency review. The curate’s egg of export credits - mixed results all round”, Trade Finance and Banker

International, January 1990

a Losses occur when claims exceed the sum of premium income and recoveries (adjusted in some cases for
the inclusion of other factors). The number of loss-making agencies is expressed as a proportion of the total
number of agencies for which data were available (18 in 1981, 20 in 1982-1987 and 16 in 1988).

agreed for Cote d’lvoire. This improvement
implies the creation of an intermediate category
between the standard rescheduling terms and
Toronto terms. However, it should be recalled
that, as with option (b) under thc Toronto
menu, longer repayment periods entail neither
additional cash-flow relief in the short and me-
dium term nor concessionality. Thus, the
Venice terms cannot be seen as a proxy for the
Toronto terms as they do not provide the debt
or debt service reduction required by many
countries which are not yet beneficiariecs of
concessional debt relief.

The issue of official bilateral debt re-
duction for middle-income countries whose
debt is mostly owed to official creditors has re-
ceived increasing attention by policy makers in
creditor countries. In June 1990, President
Mitterrand announced measures to lower in-
terest rates on non-concessional loans by
FFrance to four middle-income countries of
sub-Sahara (Cameroon, Congo, Céte d'Ivoire,
and Gabon). At the same time, President Bush
launched a programme aimed at reducing the
official debt obligations of Latin American

countries to the United States, within the
framework of the “Enterprise for the Americas”
initiative dealing with the region’s trade, in-
vestment and debt.!!  The debt reduction
programme of the United States envisages a
substantial cancellation of concessional loans
and the payment of interest in local currency
which may be used to support environmental
projects.  Furthermore, a portion of non-
concessional official loans (such as export
credits) would be sold in the market in order to
facilitate the conversion of debt into equity and
debt-for-nature swaps. The financial problems
of lower middle-income countries with high
levels of official debt were also considered by
the Houston Summit of the Group of Seven in
July 1990. Although no new global initiative
was agreed upon, the Group encouraged the
Paris Club to lengthen the repayment period
for these countries and to continue reviewing
additional options to address debt burdens.

Despite recent improvements, the essen-
tial features of the Paris Club remain intact.!?
With few exceptions, official creditors continue
to require that a rescheduling country conclude

11 The precise modalities and overall impact of these proposals will become more clear as they are implemented. At this
stage it would appcar that debt reduction under President Bush’s programme is to be conditional on the adoption of
cconomic reforms, in particular measures designed to encourage inflows of foreign investment.

12 The rescheduling of Polish debt carlier this year marked a significant departure from standard Paris Club practices
in many respects. Poland’s official creditors exceptionally agreed to reschedule virtually all payments on outstanding
debt falling due during the 15 months to March 1991. The amount involved (59.4 billion), was the second largest in
the Club’s history. Moreover, it is payable over a period of 15 years, an unusually long maturity. Finally, creditor
countries agreed to set up a working group with the Polish Government to examine matters relating to Poland's fi-
nancial obligations to Paris Club Governments. Within this group, Poland is sceking a long-term solution to its

problem through debt reduction.
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a prior arrangement with [MF. This often im-
plies delays and a further deterioration in the
country’s financial position. In a few agree-
ments negotiated recently, the link with IFund
conditionality has become even stronger, as
creditors made the implementation of the
agrecement contingent upon the mecting by the
debtor country of performance criteria under a
Fund arrangement.

4. Commercial bank lending and debt

The level of concerted bank lending to
developing countries with debt servicing diffi-
culties fell in 1989 to $2.3 billion, or half the
level of 1988 and less than one-fifth that of
1984. This small figurc was associated with a
small number of new debt restructuring agree-
ments!3 and the brecakdown of a number of
agreements concluded previously.’ It was also
accompanied by a significant rise in arrears on
debt service to commercial banks, which
reached $18 billion in March 1990 compared to
$6.5 billion at the end of 1988. [ndeed, only 5
of the 20 countries with debt servicing difficul-
ties in the Latin American and Caribbean re-
gion managed to avoid significant arrears in
1989, and at the beginning of 1990 three of the
five countries from the region with the largest
debts remained in arrears.!s

The most notable event last vear was the
start made in implementing the strengthened
debt strategy adopted by IMF and the World
Bank in responsc to the initiative proposed by
United States Treasury Secretary Nicholas
Brady. As explained in TDR 1989, by making
debt and debt service reduction a central
element of the debt strategy this initiative
marked a major step forward. Ilowever, the
amount of debt and debt service reduction that
1S In prospect comes, at most, to only about

of the minimum needed if the highly indebted
countries are to be able to grow out of their
debt problem over time.16

Other sources of financing are unlikely to
revive sufficiently to make good the shortfall.
Over the past eight years almost all tvpes of
capital flows to debt-distressed countries have
declined together. This is largely becausc the
debt overhang has acted as a powerful deterrent
across the board. The experience of the 15
highly indebted countrices 1s illustrative (see ta-
ble 15). Net flows of export credits have fallen
sharply since 1982, registering negative figures
during several years since 1985. As indicated
in table 12, most countries have recently faced
restrictions on terms regarding the availability
of official insurance and guarantces for such
credits, and the very limited improvement in
these terms during the last three years does not
presage an imminent upturn of lending in this
form. Foreign direct investment also declined
after 1982, and, despite widesprecad cfforts by
Governments to encourage it by liberahizing
their laws and policics and by granting new in-
centives and guarantees, in 1988 inflows were
at only about one-half their 1982 level in real
terms.

Capital flight, which has assumed dra-
matic proportions in a number of debtor coun-
tries, is encouraged by the macroeconomic
disorder and sluggish growth associated with
the continuing debt overhang - the same factors
that discourage forcign investment. Rencwed
dynamism in {lows of export credits and direct
investment, and large-scale capital repatriation
arc capable of providing ways to avoid recourse
to commercial bank lending in the future, once
external financial viability and growth have
been restored. They cannot, however, be ex-
pected to occur while external payments are in
structural disequilibrium.

The rationale of the present approach
depends critically on how far new lending by

half the cstimate by the UNCTAD secretariat

13

15
16
17

banks can be increased.!” It is often argucd

There were few restructuring agreements of developing country debt in 1989 other than those of Mexico, the
Philippines, Costa Rica, Morocco and Venczuela (all under the auspices of the Brady initiative). Zaire reached
agreement with its creditor banks to defer payments of its arrears and principal due in 1989 and early 1990; Jordan
agreed in principle with its creditor banks on a restructuring package, including some new money; and londuras
(whose 1987 agrcement in principle proved stillborn) managed to reach an agreement with two of its main creditor
banks to reschedule part of its outstanding obligations. Colombia was able to obtain the refinancing of most of its
bank debt due in 1989-1990.

For instance, the agreement reached in 1988 between Cote d'lvoire and its creditor banks could not be implemented
because interest payments had not yet resumed. The agreement between Brazil and its creditor banks in November
1988 was already encountering difficulty by early 1989, and in September Brazil suspended interest payments to
creditor banks. Negotiations on a new agreement are expected to start in the second half of 1990.

One of these countries, Venezucla, began to reduce its arrears in early 1990 to facilitate an agrcement on bank debt.
See TDR 1989, Part One, chap. I, sect. B.

For estimates by the World Bank of the amounts of new commercial lending required for severely indebted middle-
income countries sce The World Bank, World Debt Tables 1989-1990. External Debt of Developing Countries
(Washington D.C.: The World Bank, 1989), vol. I, p. 25.
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Table 15

e — ————

NET RESOURCE FLOWS TO 15 HIGHLY INDEBTED DEVELOPING COUNTRIES, 4
1982-1988

(Billions of dollars at current prices)

1986

Type of flow 1982 1983 1984 1985 1987 1988
Official flows P 7.2 64 8.9 84 97 114 90
ODA 21 19 1.9 2.5 30 3.1 34
Other 5.0 4.4 7.0 59 6.7 83 55
Private flows 189 12.5 228 -50 66 -33
of which:
Direct investment € 3.0 0.2 2.0 -0.4 21 2.8 25
Private borrowing d 14.3 9.8 19.7 -47 57 -47 -87
Total net flows 26.0 18.8 31.7 34 16.4 8.1 17
Memo items:
Export credits € 25 39 18 03 -11 -09 0.8
IMF credits 2.2 6.3 3.3 1.6 -0.2 -1.3 -14
GDP growth (per cent) 1.1 -2.6 20 3.1 37 20 0.9

Source: OECD, Geographical Distribution of Financial Flows to Developing Countries, various issues; IMF for data
on borrowing from IMF; and UNCTAD secretariat estimates.
Medium- and long-term. For the 15 highly indebted countries see note ¢ to table 8.

a
b Excluding IMF credits.

¢ The figures for direct investment in this table are based on data reported by the investing (DAC) countries,
They differ significantly from those obtained from balance of payments statistics (such as those in IMF,
International Financial Statistics), which are based on data provided by the recipient countries

d Bank lending and other private borrowing from capital markets.

e Medium- and long-term.

that adequate solutions can be found by giving
creditors the options either to reduce debt and
debt service or to provide new money. The ex-
tent and strength of creditor banks’ interest in
providing new money 1s, however, question-
able.

As was pointed out in TDR 1989, “By and
large, [banks] sce reduction of their level of
exposure as offering a morc certain outcome
than trying to improve the quality of their
exposure by adding to it (‘defensive lending”).
This is clearly the case for those banks which
have managed to reduce their exposure and to
set aside sizeable loan-loss provisions, and
which are able to absorb thec book-keeping
losses from selling (or swapping) loans at a
discount. But, those creditors whose exposure
still remains high, or which have not yet been
able to make substantial loan-loss provisions
(or both), and which therefore show less
interest in debt reduction, are also extremely
reluctant to keep adding to their exposure.

18 TDR 1989, pp. 43 and 46.

Such banks can be expected to participate
(albeit reluctantly) in concerted lending only for
big debtors, and only when, and to the extent
that, the alternative 1s a discontinuation of debt
servicing.  They are not likely to finance
growth, unless the debtor refuses to continue
servicing its debt otherwise, or to provide new
money to debtors too small to pose a serious
threat to their own positions. This situation
also implies that potential lenders will resist
providing fresh funds if these are to be used for
debt reduction”.” It was also pointed out that
regulatory pressures to raise capital ratios, the
higher level of provisioning against losses and
the low cquity prices of highly exposed banks
also militate against new lending.

These various impediments to new lend-
ing still exist, and some of them have intensified
over the past year. Between mid-1989 and carly
1990 a number of banks in the United States,
the United Kingdom and Canada undertook a
new round of reserve increases, thus further in-
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creasing the cost of new lending. In the United
Kingdom, three of the four large clearing banks
now have provisions amounting to 70 per cent
of their claims on developing countries. Lven
the big United States banks, which previously
maintained small provisions, have raised their
ratios to levels ranging from 40 per cent to 80
per cent (in one case, 100 per cent).

By contrast,there has been official action
to reduce the cost of debt and debt service re-
duction. For example, to facilitate the Mexican
agreement (see below), United States regulators
agreed not to require banks to mark down im-
mediately (rom par to market value the dis-
count bonds exchanged for their loans.
Similarly, in France it was decided that the par
bonds would not entail accounting losses and
that, as regards the discount bonds, any tax li-
abilitics incurred as a result of having loan-loss
provisions in cxcess of the loss of face value
could be spread over the life-span of the bond.
In the United Kingdom, regulators decided not
to require discount bonds to carry any addi-
tional provisions, in this way intending to en-
surc that the two types of bonds received equal
treatment. In the case of Japan, banks partic-
ipating in the Mexican package were allowed
to realize some of their capital gains on equity
holdings.

The paucity of banks’ interest in provid-
ing new lending has become more evident from
the experience of the “Brady” agreements con-
cluded thus far. The Mexican agreement pro-
vided creditor banks with three options: (a) to
exchange their loans for 30-year bonds carrying
a market interest ratc at a 35 per cent discount,
(b) to exchange them at par for 30-ycar bonds
carrying a fixed below-market interest rate; and
(¢) to provide new monecy over three years
amounting to 25 per cent of their exposure. It
had been expected that banks accounting for
20 per cent of the debt would take up the new
moncy option. In practice, however, only half
that figure was attained, while the debt re-
duction option was chosen by many more
banks than anticipated. Although Mexico will
receive a larger amount of debt reduction and
less new money than expected, the net change
in its debt stock resulting from the agreement
1s likely to be negligible.? The Philippines
agrecement included a cash buy-back option
whereby banks could tender their loans for sale.
[t was expected that banks not participating in
the buy-back would provide new money; “new
moncy bonds” with a I5-year maturity and a
floating rate of interest were thus offered.

[Towever, the 700 million pledged in this form
fell far short of the Government’s target of $1.2
billion. By contrast, more tenders for buy-
backs were received than could be accommo-
dated, the debt retired by this means amounting
to about $1.3 billion and the discount being 50
per cent.  As a result of the agrcement the
medium-term  and long-term debt of the
Philippines to banks will undergo a net re-
duction of about $600 million (about 5.5 per
cent), while it borrowed about S$500 mullion
from multilateral financial institutions and
banks to finance the buy-backs. The Costa
Rican agreement recognized at the outset that
no new money would be available, and was
therefore geared towards large reductions in
debt and debt service obligations and clearing
arrcars. Buy-backs werc a key feature. This
option was taken up by banks representing
about 65 per cent of the country’s total debt,
and the sale took place at a very steep discount
- 84 per cent of face value. The remaining
claims were to be converted into bonds carrying
a low and fixed interest rate. In order to stim-
ulate interest in buy-backs, creditors willing to
reduce their claims 60 per cent or more by this
means received a partial guarantee on the in-
terest due on the bonds, while those offering a
reduction of less than 60 per cent received no
such guarantee. The first group also received
bonds of longer maturity. The buy-back will
reduce Costa Rica’s medium-term and long-
term debt to banks by $980 million (or by
about 35 per cent), while its borrowings from
IMF, the World Bank and bilateral sources will
increase by about $250 mullion.

Two other agreements in principle have
been reached. The Moroccan agreement con-
tains options for new money, debt exchange
and buy-back, while the Venezuelan agreement
also includes an additional option to reduce in-
terest charges for a limited period. However,
since the agreements have not yet been signed,
the response of banks is not known.

The absence of authoritative estimates of
debt reduction needs (mentioned below) makes
it difficult to draw definite conclusions regard-
ing the adequacy of thesc agrecments. How-
ever, several of their features have given rise to
concern. In the first place, as noted, the final
outcomes were well below expectations (which
werce themselves shaped as much by debtors’
views on what they could expect from the ne-
gotiating process as by their own long-term
needs).  Sccondly, the agrcements have ren-
dered the remaining debt more difficult to re-

19 The option of discount bonds (at a 35 per cent discount) will result in a reduction of bank debt of §7 billion, while the
option of new bonds with low interest rates represents a S1.2 billion increase. The resulting net reduction of $5.8
billion in bank debt is roughly equivalent to the new loans Mexico has to secure from IMF, the World Bank and the

Japancse Government to finance the bond guarantees.
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structure., The debt is now in bond form, and
may come to be held by investors even more
reluctant than banks to provide new money,
and more willing to take legal action in the
cvent of arrcars. The bonds are perceived as
exit instruments, and often carry explicit
undertakings by the borrower to exclude them
from future restructuring and calls for new
money. In the Philippines package, not only
the new loans but also part of the previous
claims of the lenders of new money were con-
verted into bonds. Thirdly, the agreements are
asymmetric with regard to future contingencies.
The Mexican and Venezuelan agreements allow
creditors to benefit in the event of a significant
risc in the price of petroleum. The Costa Rican
package contains a similar clause related to
GDP growth. However, no comparable pro-
visions are made in the event of a significant
deterioration of the country’s situation. Con-
tingency clauses are also absent in the other
agreements discussed above. Consequently, it
would appear that by incurring additional
multilateral debt and converting bank loans
into bonds of various kinds, debt and debt ser-
vice have been reduced, by a relatively small
margin, at the price of increased vulnerability
to cxternal shocks and decreased
manocuvrability overall.

Moreover, two aspects of the debt strat-
egy following the Brady initiative are especially
problematic. In the first place, the negotiations
have lacked firm targets based on authoritative
estimates for what would constitute an ade-
quate level of debt or debt service reduction for
debtor countries (although the creditor com-
munity has displayed little inhibition about
setting domestic financial targets or assessing
the adequacy of adjustment efforts for such
countrics). Secondly, neither the Fund nor the
Bank have been assigned the task of acting as
an “honest broker” in negotiations with credi-
tors.

These two lacunae, especially where
combined with reluctance by debtors to sus-
pend interest payments as a negotiating device,
have naturally resulted in a tendency for the
cxtent of debt and debt service reduction to be
determined by the negotiating process rather
than for the negotiating process to be shaped
by authoritative estimates of needs. This was
most evident in the Philippines agreement,
which was based on a co-opcrative approach:
not only was a large financing gap left, but a

number of creditors were able to obtain a “free
ride”; they neither provided new funds nor quit
at a discount. Mexico managed to avoid “free
riding” among its creditors (almost no banks
refusing to participate) because the imbalance
in negotiating strengths was partly offset by
pressure cxerted by the United States Govern-
ment. However, pressure from this source is
not part of the architecture of the debt strategy,
and cannot be expected to fill the void system-
atically.

The Costa Rican agreement provides a
more promising model. Here the willingness
of the Fund and Bank to provide financial
support to  the country’s adjustment
programme despite its arrears, and the rela-
tively successful management by the authorities
of the consequences of these arrears for the
domestic economy, provided a powerful incen-
tive for the creditors to conclude an agreement.
These factors also help explain why Costa Rica
was able to ensure that almost all its creditors
took up one of the options offered. Systematic
resort by the Fund and Bank to this tactic,
combined with firm targets for the debtors’
medium-term cash flow and debt profile, would
give the negotiating process the anchor which
it currently lacks.

Providing creditors with additional incen-
tives could usefully complement increased
pressures on them to engage in debt and debt
service reduction on a larger scale and to accept
steeper discounts in such operations. A wide
variety of proposals in this vein have been put
forward in recent yecars, and have been dis-
cussced in previous issues of the TDR.

National laws and regulations could also
be directed more effectively towards achieving
adequate levels of debt and debt service re-
duction. One recent suggestion??® is that credi-
tors should qualify for tax deductions on their
loan-loss provisions only to the extent that they
participate in debt reduction packages. This
proposal is designed for European countries,
where tax treatment of provisions tends to be
generous.  The recent decision of the United
Kingdom tax authoritics to provide more lib-
cral relief for loan sales to, or exchanges with,
debtors 1s in accord with the rationale of this
suggestion.2!

Another recent suggestion®? is that credi-
tors that fail to participate in debt reduction

0 S. Griffith Jones "European banking regulations and third world debt: the technical, political and institutional issues”,

UNCTAD Review, vol. 1, No. 3 (forthcoming).

21 The tax relief will apply when the discount associated with the sale or exchange of the loan is greater than that required
by the Bank of England’s matrix (which is designed as a guide to appropriate rates of provisioning for banks’ loans).

By Walter Fauntroy, Chairman of the United States House Sub-Committec on International Development, Finance,
Trade and Monectary Policy (as reported in Financial Times, 29 June 1989).
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packages sanctioned by IMF and the World
Bank should be required to make special pro-
visions on their loans, and should not be cligi-
ble for tax relief on losses. This proposal is
designed for the United States, where banks
have generally not been required to mark down
the value of their loans, and have been allowed
tax relief only after incurring losses. In con-
clusion, three points warrant emphasis:

{a) the scale of debt and debt service reduction
needs to be enlarged very considerably;

(b) this should be done by providing addi-
tional incentives and disincentives to cred-
itors; and

(c) the combination should not be tilted too
heavily in favour of increased financial
support from the World Bank and the re-
gional development banks. Unless addi-
tional funds are put at their disposal, such
support could result in diverting funds
away from lending for new investment,
which is the key to successful adjust-

ment.®
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Chapter Il

A. Introduction

The pace of activity in the world ccon-
omy has decelerated markedly. World output,
which grew at 4.3 per cent in 1988, and by more
than 3 per cent in 1989, is expected to advance
at around 2-1/2 per cent in 1990 (see table 16),
and in both North America and Eastern
IZurope the balance of uncertainty in this fore-
cast suggsts that it may be optimistic. The
outlook for 1991 is for a small improvement in
growth performance; on the whole, however,
activity appears to be settling down at rates
distinctly below those achicved in 1987-1988.
In 1989 stagnation or slowdown of growth oc-
curred in all major groups of countries, except
in Africa, where some improvement was re-
corded.

As has been the case for a number of
years, developing countrics recorded highly di-
vergent growth experiences.2? Output in Latin
America barely rose in 1988 and 1989, and ap-
pears sct to decline in 1990, so that since the
carly 1980s output per head will have fallen by
some 10 per cent, implying significant welfare
losses. The improved performance in Africa
simply slowed the significant declines in output
per head of the carlier period. Morcover, a
number of countries in the region suflered eco-
nomic sctbacks. Growth in East and South
Asia continued to be vigorous, though expan-
sion in both areas lost some momentum, and
some signs of vulnerability were appearing 1n
South Asia. The pace of activity in West Asia

strengthened in 1989, but does not appear to
be following the same course in 1990.

In China output growth has slowed
markedly from the exceptionally high rates re-
corded in 1987-1988, following the initiation of
adjustment policies to counter inflationary and
balance of payments pressures.

As regards the developed market-
cconomy countries, growth has weakened no-
ticcably in North America. In Japan, on the
other hand, activity remains relatively strong,
as it does in Western Europe, with the notable
exception of the Scandinavian countries and
the United Kingdom. These developments
mark a decided shift in the locus of growth dy-
namics, with continental Western Europe
emerging as a major growth pole, and North
America ceding this role which it had played
throughout much of the 1980s. Policy in the
United States is entering a particularly delicate
phase, with the need for [urther substantial ad-
justment of the budget balance at a time of de-
cided weakness in the economy.

Economic activity in the countries of
Eastern Europe continues to be heavily influ-
enced by the difficultics of engineering a tran-
sition to more market-oriented economic
structures. This process is in differing stages
of evolution in the various countries, and at
present a wide variety of approaches, time
frames and desired final outcomes is in cvi-

23 These divergences, and some of their underlying causes, including their rclation to the business cycle in developed
market-cconomy countrics, is cxplored in detail in the annex to this chapter.
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Table 16
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WORLD OUTPUT, 1987-1989, AND FORECASTS FOR 1990 AND 1991

(Percentage change)

1987
Country group
World 3.5
Developed market-economy
countries 34
of which:
North America 3.8
Western Europe 28
Pacific 4.1
Countries of Eastern Europe 21
Socialist countries of Asia 99
Developing countries 3.2
of which:
Latin America 2.5
Africa 1.1
Asia 4.6
Memo item:
Least developed countries 2.6

1988 1989 1990 1991
Actual Estimated Forecasts
4.3 3.3 2.5 29
4.2 3.5 2.8 2.9
45 3.0 2.0 2.5
36 3.5 2.9 29
5.3 46 4.1 3.7
40 19 124 02@
11.0 3.9 53 6.0
35 33 2.8 4.0
0.6 1.1 -0.4 2.7
1.7 2.8 2.9 2.4
6.5 5.1 52 5.3
3.0 2.7 3.4 29

Source: UNCTAD secretariat calculations, based on national and international sources for 1987-1989, and SIGMA

for forecasts.
a Based on forecasts of Project Link.

dence. In many cases the old administrative
system of economic governance is not func-
tioning sufliciently, while the new mechanisms
of economic regulation and market incentives
have not yet become fully operational. The in-

evitable outcome is poor growth performance
overall, a condition that appears likely to per-
sist for some time into the future.

These and related matters arc explored in
the present chapter.

B. Developing countries

The economic performance of developing
countries continues to be governed by their ca-
pacity to secure command over foreign ex-
change and to foster investment through
mobilizing external purchasing power and do-
mestic resources. [For many heavily indebted
countries, the outward transfer of resources has
remained an important claim on both external
purchasing power and domestic saving. The
size of this claim, and its significance for do-

24 See also the annex to this chapter, especially table A-7.

mestic investment, are illustrated in the narra-
tive on Latin America, in sub-section | below.
In addition, for countries highly dependent on
commodity exports, changes in the prices of
those exports largely accounted for changes in
cconomic performance, and this is highlighted
in the narrative on Africa (sub-section 2).24 For
a small group of countries, the expansion of
export earnings has been of such vigour that
command over external purchasing power is no
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WORLD CURRENT ACCOUNT BALANCES, 1987-1989, AND FORECASTS
FOR 1990 AND 1991

(Billions of dollars)

1987
Country group
Developed market-economy
countries -3.0
of which:
North America -137.6
Western Europe 52.3
Pacific 824
Countries of Eastern Europe 45
Socialist countries of Asia 0.2
Developing countries -13.0
of which:
Latin America -16.8
Africa -14.6
Asia 16.9
Statistical discrepancy -11.3
Memo item:
Least developed countries -8.8

Table 17

1988 1984 1960 1991
Actual Estimated Forecasts

-15.4 -43.2 -41.1 -34.7
-121.8 -107.2 -102.2 -102.1
340 =27 -0.7 49
724 66.7 61.7 62.5
31 60 -6.2 -5.8
-4.1 -4.5 4.2 48
-28.9 -29.0 -37.0 -29.1
-17.0 -14.7 -8.0 0.0
-20.7 -24.4 -24.7 -22.4
6.6 7.7 -7.3 -10.0
-45.3 -82.7 -80.1 -64.8
-8 -10.4 -114 -11.2

Source: UNCTAD secretariat calculations, based on national and international sources for 1987-1989, and SIGMA

for forecasts.

longer a constraint on the expansion of activity.
For such countries, it has now proved possible
to rely more on domestic demand as an engine
of growth, and imports have risen sharply, as
described in the narrative on [East Asia (sub-
section 3 (a)).

1. Latin America

(a) Background: trends in the 1980s

GDP per capita in Latin America de-
clined by approximately 1 per cent in 1989 after
a fall of 1.5 per cent in 1988, and an even
sharper drop appears to be occurring this year.
Thus the 1980s have registered a cumulative fall
of more than 10 per cent, implying a very seri-
ous drop in the standard of living. By 1989 real

privatc and government consumption per
capita in the major countries of the region were
estimated to have fallen by 10 per cent and 13
per cent, respectively, from their 1980 levels.

A major cause of this poor performance
has been the inability of the major countries in
the region, to varying degrees throughout the
decade, to translate their domestic savings into
domestic investment and the growth of their
export volumes into increased imports. Ini-
tially, balance of payments adjustment policies
concentrated on import reductions in order to
secure the trade surplus required for financing
debt service payments. Conscquently, the carly
1980s were characterized by dcliberate
recessionary adjustment policies. The ratio of
imports and domestic investment to GDP for
seven major Latin American countries?s
dropped from 14.8 per cent and 22.3 per cent
in 1981 to 9.2 and 16 per cent in 1983, respec-
tively (in terms of 1980 dollars). In the

25 Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela. Those countries account for about 90 per cent of

the region’s GDP and 87 per cent of its external debt.
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Table 18

—— -_— e, - =

CURRENT ACCOUNT DEFICIT OF DEVELOPING COUNTRIES: 2
SOURCES OF FINANCING IN 1987-1989 AND FORECASTS FOR 1990 AND 1991

(Billions of dollars)

1987
Item Actual
Current account balance -14.3
Source of financing:
Increase in official reserves 455
Total net capital flows 59.8
Official flows 322
Grants b 12.3
Medium- and long-term loans 199
Private flows -5.8
Direct investment 117
Private borrowing -17.5
Other capital, unrecorded flows,
errors and omissions 334

1988 1989 1990 7991
Actual Estimated Forecasts
-259 -31.9 -37.4 -27.8

7.0 15.0 150 158

329 469 524 43.6

286 383 374 358

13.8 150 16 0 17.2

14.8 23.3 214 18 6

-0.4 20 -0.8 -7.0

13.5 138 152 16.9
-13.9 -11.8 -16.0 -239

4.7 6.6 15.8 14.8

Source: UNCTAD secretariat calculations, based on national and international sources for 1987-1989, and SIGMA

for forecasts.

a Excluding oil-dominant countries (Iraq, Kuwait, Libyan Arab Jamahiriya, Oman, Qatar, Saudi Arabia,
United Arab Emirates) and developing countries of Europe.

b Excluding technical assistance.

mid-1980s the ratios remained relatively stable
at around these levels, allowing some
resumption of growth in per capita GDP.
However, from 1987 onwards maintenance of
the trade surpluses brought about by these
recessionary policies was mainly the result of a
large expansion in the export volumes of most
of the seven countries. Nevertheless, real in-
vestment and import volumes did not recover
correspondingly, with the result that per capita,
and in some cases total, GDP started to decline
after 1987.

The trade surpluses required to service
external debt have also been associated with
macoeconomic instability, reflected mainly in
high rates of inflation. Indeed, the efforts to
generate trade surpluses have themselves
tended to increase inflationary pressures.
Firstly, trade surpluses achieved either directly
via import compression or indirectly through

macroeconomic restraint have led to economic
stagnation in place of growth, thus reducing
real revenues available for fiscal adjustment.26
Secondly, in many cases countries resorted to
successive currency devaluations to increase the
competitiveness of their exports. While this
generally had the desired effect, 1t also accen-
tuated the inflationary process and caused
drastic changes in the internal terms of trade
between agriculture and industry.?” The nega-
tive net transfer of resources to Latin America
reflected in its surpluses militated against both
growth-oriented external adjustment and non-
inflationary internal adjustment.

The experience of the seven major Latin
American countries is illustrative of the prob-
lems faced throughout the region. The efforts
of these countries, taken as a group, to mobilize
domestic saving have in general met with a
certain degree of success. There was a steady

26 As pointed out by the ECLAC secretariat, the inflationary pressures had their origin in the inability of the fiscal system
to simultaneously cope with their essential functions and with payment of external debt ( Preliminary Overview of the

Economy of Latin America and the Caribbean, 1989 ).

27 Sce TDR 1989, Part One, chap. IV, on macroeconomic disorder in deyveloping countries




Current Trends and Prospects for the World [.conomy

35

Table 19

DEVELOPING COUNTRIES: DEBT OUTSTANDING, 2 1987-1989,
AND FORECASTS FOR 1990 AND 1991

(Billions of dollars)

1987

Total debt outstanding 1107.6
of which held by:
Latin America 4957
Africa 271.7
Asia 340.1

Memo item:

Debt of least developed countries 71.7

1991

1988 1989 1990
Actual Estimated Forecasts
1079.7 1096 8 1110.5 1113.9
468.5 474.0 4727 463.6
2736 2852 299.1 308.1
3376 337.6 338.7 341.2
735 76.9 815 858

Source: UNCTAD secretariat calculations, based on national and international sources for 1987-1989, and SIGMA

for forecasts.
a End of year.

b Excluding oil-dominant countries (see note a to tabie 18) and developing countries of Europe.

increase in their aggregate domestic saving ra-
tio from around 21 per cent of GDP in 1980 to
almost 23 per cent in 1989. Since income
growth has been generally low or negative this
increase in saving involved likewise low or neg-
ative growth of consumption. Such a sacrifice
of consumption would have incrcased welfare
in the future if the resources saved could have
been used to increase investment and growth.
However, domestic investment ratios during the
decade generally declined, from 22.7 per cent
of GDP in 1980 to less than 16 per cent in 1989.
Instead of financing investment, the sacrifice
of consumption has been required to cope with
the decline in external financing, the rise in
world interest rates and the deterioration of the
terms of trade (see box 3). The gap between
investment and saving and the external factors
to which it was due in different periods in each
of the seven countries, and for the seven as a
whole, is shown in table 21. The periods dis-
tinguished are 1983-1985 and 1986-1987, when
growth was relatively satisfactory but the na-
ture of external shocks differed, and 1988-1989,
the main concern of this sub-section. The table
also shows the eflect of the net transler ol re-
sources when net interest income (obviously
negative for a net debtor country) is excluded.
In the text which follows an attempt is made to
relate the behaviour of the various ratios in
1988 and 1989 to the external and domestic
developments which actually took place in
those two years.

It can be seen from table 21 that the net
transfer of resources and changes in the terms
of trade, for the seven countries taken together,
contributed almost equally to the difference
between domestic saving and domestic invest-
ment - a difference that amounted to 6 per cent
of GDP for the whole of the period 1983-1989.
If net interest income is excluded there results
a positive net transfer amounting to 0.2 per
cent of GDP, reflecting mainly net capital in-
flows. These inflows would, in all probability,
have been higher had it not been (or the ad-
verse effect of the debt crisis on the growth and
creditworthiness of debtor countrics. This pe-
riod contrasts starkly with the pre-crisis period
(1981-1982 - not shown in table 21), when there
was almost no gap (0.6 per cent) thanks bas-
ically to the substantial net capital inflows in
that period and to the fact that the terms of
trade had not yet worsened. In other words,
external factors did not constrain investment.
While in 1981-1982 investment and saving ra-
tios were 20.9 per cent and 20.3 per cent, re-
spectively, in 1983-1989 the corresponding
ratios were 15.8 per cent and 22.0 per cent, in-
dicating that the decline in domestic absorption
since 1983 was more the result of investment
cutbacks than a fall in consumption levels.

The investment ratio, having experienced
a large decline, on average, between 1981-1982
and 1983-1989, remained more or less constant




36 Trade and Development Report, 1990

Table 20

WORLD TRADE VOLUMES, 1987-1989, AND FORECASTS FOR 1990 AND 1991

(Percentage change)

1987 1988 1989 1980 1991
Country group Actual Estimated Forecasts
World
Exports 53 9.1 6.5 6.2 7.2
Imports 6.4 9.4 75 58 6.6
Developed market-economy
countries
Exports 53 8.1 7.5 69 74
Imports 7.0 8.4 7.9 6.2 67
of which:
North America
Exports 1.0 17.2 7.0 6.5 72
Imports 3.6 7.4 54 5.1 59
Western Europe
Exports 4.3 66 6.5 6.0 65
Imports 7.8 7.5 8.6 6.8 7.0
Pacific
Exports 21 3.2 45 6.4 6.8
Imports 8.6 15.0 9.5 538 6.9
Countries of Eastern Europe
Exports 21 4.3 -15 25 85
Imports 0.1 3.6 3.9 8.0 8.0
Socialist countries of Asia
Exports 16.7 10.0 79 6.9 9.0
Imports -7.7 18.7 3.3 -9.8 11.0
Developing countries
Exports 59 13.5 6.0 5.1 63
Imports 80 147 5.6 6.1
of which:
Latin America .
Exports 1.7 8.4 4.1 74 7.4
Imports 0.0 5.4 26 30 3.5
Africa
Exports 1.2 8.5 238 54 53
Imports 2.0 8.0 0.7 27 21
Asia
Exports 7.8 157 7.3 45 61
Imports 110 180 7.5 66 72
Memo item:
Least developed countries
Exports 18.5 -8.0 4.5 8.1 8.8
Imports -3.5 0.3 39 4.4 3.4

Source: UNCTAD secretariat calculations, based on national and international sources for 1987-1989, and SIGMA
for forecasts.
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Box 3

NET TRANSFER OF RESOURCES, TERMS OF TRADE AND INVESTMENT FINANCING GAP

I'he trade defieit or sumplus (goods and non-factor services) delines the net resource transfer

[he bakince of payments wdentity 15 writlen as follows

(I X-M+ NP1+ NCF-OB=0

-

where X(M]) s exports (impaors) of goods and non-factor services
NELis net fa

NCEF 1500t capttal Hows and OB s the overall balance (chiange i reseryes)

lOr fneome

Equanon (1) can e wntlen ast

() X-NM=-NFI(NCF-0OBYyor M-X=(NCP-0OB) + NFI
Delimng the wade deficit (or supplus) as bejng the difference: between domestic absorption and
{

I
101 (1.e. the sum of net capital Hows and net factor income) canstitutes the absorption approach
to the net transler coneept. I is.clear from (2) that for this (o hold tmie, the change in reserves

should be pefted out from NCE, which 15 defined 1o mglude the sum of net capital mflows o all
reaidents, melading the Central Bank.  This concept of net transfer differs from that adopted by

the T .C1AC secretarint, where the chanpe mn reserves 15 not netted out and ornly net interest and
rahits are conmdered as NEI this concept 13 useful m mdicatmg the impacdt of the operation of

=

rmationdl finandial system on a country; indeed, in the Latin Amencan case the negatiy
net transfer 1s manly the result of Mgh interest payrments on debt and of shnnking capital inflows,

and 11 15 financed [rom a trade surplus generally generated by reduced domestic absorption.  This

contrasts with the case of many oil exporters, where the negative net transier resulted prneipally
from investing abroad and was financed from a trade surplus basically amsing from structuraily

Hmited domestic absorption
As lor the effect of the net transfer of resources and ¢chanpges my the lerms of trade, the
methodology used 15 as follows
Domestic mvestment (1) s delined as the sum of national and external saving

(3) I=NS+M-X-NFI

where NS is national saving-and the other vanables are defined as above
Equation (3) can be written as
(4)y I=DS+M-X

where 1S 15 domestic saving

¢t redl resource

Domestic mvestnent is therelore scen o be eqguud to domestic saving: and

tensler. Thas wentity, whieho s wntteén i teoms of gurredt prices, can be rewritten (1 canstant
poice terms as lollows
(5)  P=DRNRSNE)
where thie supersonpt (3) indicates that the viamables arg measured in constant pnees.
Equation (3) can'be wnlten as:
ST A

(6) P=DSSX-M)-(dPx.Qx-dPm Qm)|

where dPx(diPim) s the change in export (import) pnces from the base to the current

year und Qx({Im) is the guantum of exports (imports) in the current year
['sing (2) above, (6) can be wntten as
(7y  IP=DS3ENTLONCE-OR))-(d Px.Qx=d P Q)|
(8) P=DSS+(NFHANCTOB) + (dPx.Ox-dPm.Qm)

where NCEOB=NCTH-0OB
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Box 3 (concluded)

which is

domestic

According to (8), potential investment, represented by Saving, is alfected by
factors beyond the control of the government of a country, namely, the net transfer of fnungial
resources and the evolution of the terms of trade. THowever, while capital [ight, which is included
in the defimtion of net transfer of resources adopted here, does lie within Government control, it
is.also encouraged by the dercgulation ol international financial markets:  Moreover, since the
change mn reserves is netted out of 1||r net capital inflow Irom ébroad, an addition 1o reserves is
considered as “capital autllow” and a drawing down of reserves is con idered as capital inflow.

Nute: Tor delails on this methodology see E. Bacha, “[Debt enists, net transters and the GIIP growth rale
of the developing counlries™ in Sludies on Internaiional Monetary and Flnancial ssues for the Developihg

Couniries (L

NETAD RDP 1), Geneva, August 1489,

during the latter period.  As the saving ratio
continucd Lo increase (table 21), it 1s apparent
that the effect of negative nct transfer and
terms of trade dcterioration fell primarily on
consumption. Thus, both investment and con-
sumption were negatively affected when the
whole decade 1s taken nto account, with
harmful cflects on growth prospects and social
development. Moreover, whereas in 1983-1985
the nct transfer of resources played a more
predominant role in depressing consumption
than the terms of trade, in the subsequent pe-
riods the reverse was true, mainly on account
of the collapse in oil prices in 1986 and their
weakness in 1988, which affected the three oil
cxporters in the group, namely, Mexico, Peru
and Vencrzucla.

(b) Recent developments

The period 1988-1989 was characterized
by a vigorous advance in the volume of exports
from the seven major countrics taken as a
group. Consequently, and despite a further
deterioration in the terms of trade, the pur-
chasing power of cxports (1.e. cxport values de-
flated by import prices) rose significantly, and
stood about 18 per cent above its level in
1986-1987 (sce table 22). Particularly sharp
advances were experienced by Brazil and Chile.
The outward transfer of resources - which must
be effected by surrendering cxport receipts - 1s
a first claim on this purchdsmg power (see box
4). Import capacity 1s thus determined by sub-
tracting the outward transfer from exports. As

may be scen from table 22, when this is done
import capacity rose shightly in 1988-1989 over
1986-1987, but remained well below levels
rcached in 1980. In Argentina and Brazil the
outward transfer absorbed more than one half
the purchasing power of cxports.

The deterioration in the terms of trade,
the outward transfer of resources and the
higher export carnings that allowed the transfer
all worked to reduce the volume of the goods
and scrvices available to the domestic economy.
With one exception (Chile, see below) this re-
sulted in a decline in either consumption or in-
vestment or both, relative to output, depending
in part on the sct of policies chosen to help the
cconomy absorb the loss of resources. The
following paragraphs comment bricfly and se-
lectively on some individual cases, and are de-
signed to illustrate the wide varicty of
experiences.

With respect to Chile, the favourable
change 1n the terms of trade was an important
factor behind its relatively high growth and low
inflation, a change that was largely due to the
45 per cent increasc in the price of copper in
1988, which almost complctcly wiped out the
terms of trade losses of prcwous periods.  In
fact the gain, in export carnings duce to higher
cxport prices (mainly copper), amounting to
S1.3 billion, was greater than that from the
overall improvement in the terms of trade (SI.1
billon} which, in turn, ecxceeded the
improvement in  the trade surplus (S989
million).” In contrast, the shight decline in the
terms of trade in 1989 contributed relatively

% The current surplus of copper exports {current export earnings less costs of production), while financing the external
scctor also compensated for the negative effects of the increase in public foreign debt. Whereas during 1981-1987 the
servicing of public debt was consistently higher than the surplus of copper exports, the reverse was true in 1988, when
copper prices rosc substantally. As a proportion of GDP in current prices the current surplus of copper exports in
1988 amounted to 8.5 per cent, whereas the servicing of public debt was 5.4 per cent. ‘The average corresponding
ratios for the period 1986-1987 were 3.9 per cent and 6.2 per cent of GDP.
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Table 21
MAJOR LATIN AMERICAN COUNTRIES: SAVING-INVESTMENT GAP AND
THE EFFECTS OF NET TRANSFER OF RESOURCES AND CHANGES IN
THE TERMS OF TRADE, 1983-1989
(Per cent of GDP in 1980 prices)
Gap
Due to Due to Net transfer
Country/ Domestic  Domestic net terms of excluding net
period investment  saving Total transfer @ trade interest income @
1983-1985
Argentina 12 4 167 -43 -29 -14 07
Brazil 15.8 21.0 -5.2 -37 -1.5 0.3
Chile 12.9 20.0 -71 -15 -56 47
Colombia 17.0 154 16 24 08 52
Mexico 17.2 237 -6.5 -59 -06 -1.5
Peru 18 4 254 -7.0 -32 -38 2.0
Venezuela 17 4 282 -10.8 -99 09 -6.9
Total above countries 157 214 -57 -43 -1.4 -0.3
1986-1987
Argentina 12.3 15.4 -31 -0.9 -2.2 1.7
Brazil 171 20.4 -3.3 =27 0.6 0.5
Chile 148 23.4 -8.6 2.7 -59 2.7
Colombia 16.4 21.3 -49 -34 -15 -0.4
Mexico 16.3 258 95 -37 -58 -0.5
Peru 18.2 22.2 -3.0 2.8 -5.8 6.0
Venezuela 17.6 29.4 -11.8 -0.3 -115 15
Total above countries 16.0 21.9 -59 -2.3 -3.6 0.7
1988-1989
Argentina 14.2 194 52 -31 -2.1 06
Brazil 16.5 226 -61 -49 -1.2 -1.4
Chile 172 214 -41 -40 -01 09
Colombia 16.2 200 37 -08 -29 1.9
Mexico 15.7 23.6 -79 -13 -66 19
Peru 20.0 27 1 -71 -19 -52 1.8
Venezuela 14.3 29.1 -14.8 07 -14.1 1.9
Total above countries 15.8 228 -70 -29 -41 0.5
1983-1989
Argentina 12.8 170 -4.2 24 -18 1.0
Brazil 16 .4 214 50 -3.8 -1.2 -0.2
Chile 149 21.8 -6.9 -27 -42 2.9
Colombia 16.6 18.6 -20 -03 17 2.5
Mexico 16.5 243 -78 -39 -3.9 -0.2
Peru 19.1 24.9 -58 -0.9 -4.9 3.2
Venezuela 16.5 28 .8 -123 -43 -80 -1.8
Total above countries 15.8 220 -6.2 -3.3 -29 02

Source: UNCTAD secretariat calculations, based on nationa! and international sources.

Note: Figures for 1988-1989 are estimates.
a For the definitions of net transfer used in this table see box 3.
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Table 22
MAJOR LATIN AMERICAN COUNTRIES: PURCHASING POWER OF
EXPORTS AND NET TRANSFER OF RESOURCES, 1983-1989
(Index numbers, 1980 = 100)
PPE adjusted for net transfer @
Including net interest income Excluding net interest income
Purchasing
power of exports Adjusted Percentage Adjusted Percentage
Country/ (PPE) index adjustment b index adjustment b
period A B (B-A)/A C (C-A)/A
1983-1985
Argentina 112 47 -57.9 84 =249
Brazil 135 71 -47.4 90 -33.5
Chile 84 65 -21.9 81 -2.6
Colombia 94 109 16.5 126 34.6
Mexico 151 70 -53.7 91 -39.8
Peru 92 90 -2.8 102 10.7
Venezuela 90 71 -21.3 90 -10
Total above countries 118 70 -40.6 91 2.7
1986-1987
Argentina 87 53 -39.4 77 -11.1
Brazil 142 79 -43.9 97 -31.8
Chile 102 75 -26.6 89 -13.0
Colombia 128 99 -22.7 119 -7.6
Mexico 117 66 -43.5 77 -34.7
Peru 75 105 38.8 106 40.6
Venezuela 53 69 293 81 52.3
Total above countries 103 73 =295 88 -14.9
1988-1989
Argentina 102 45 -55.8 74 -27.2
Brazil 182 87 -52.0 104 -42 .8
Chile 142 102 -27.9 112 -21.3
Colombia 120 111 -78 128 6.7
Mexico 129 96 -25.5 100 =227
Peru 78 83 6.1 86 98
Venezuela 55 70 280 84 548
Total above countries 120 83 -30.5 98 -18.7
1983-1989
Argentina 102 48 -52.8 79 -22.2
Brazil 151 78 -48.1 96 -36.3
Chile 105 79 -25.5 92 -12.7
Colombia 111 107 -3.9 125 121
Mexico 135 76 -43.5 89 -33.8
Peru 83 92 10.3 99 18.2
Venezuela 70 70 23.1 86 232
Total above countries 114 75 -34.7 92 -19.5

Source: UNCTAD secretariat calculations, based on national and international sources.
Note: Figures for 1988-1989 are estimates.
a For the definitions of net transfer used in this table, see box 3.
b See box 4.
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Box 4

NET TRANSFER OF RESOURCES AND IMPORT CAPACITY IN LATIN AMERICA

The discussion in the text dealt with the effect of the evolution of the net transfer of resources and
terms. of trade on the anvestment-saving gap. [This evolution also: affected the purchasing power
of cxports, or the import capacity of the countnes surveyed. In recent years, unlike the beginning
of the decade, the trade surplusin [ atin Amenca has been generated, as discussed earlier, through
a substantial inerease in the export volume, which in tum incréased considerably the capacity to
import. The index of purchasing power has thus risen even though the terms of trade (the other
fuctor detenmitning the import capacity) have generudly detenorated

While this increase defines the potential inicrease in imports, récent expenence indicates that this
potential has not been fully realized, implying that terms of trade and export volume changes were
not, due to the accentuation of the debt cnsis, the anly vanables determining purchasing power,

Import capacity, which 15 a central concept, 15 therefore determined not only by exports and the
terms of trade but also by net factor mcome and net capttal flows. In other words, for purchasmg
power 1o refleet aceurately amport capaaty, exports should be adjusted fer the net lransler of
résources. Such an index 15 computed (with and without net integest payments) and compared
with the trade-determined (export volume and tenms ol trade) purchasing power mdex. I'hose
computations are¢ shown in lable 22 together with the impact of the adjustment of exports for the
net transfer of resources.

An impoenant observation that may be drawn from table 225 that the countnes, taken as a group,
were able o counter the temms of trade detenioration through considerable efforts to increase the
export volume, In 1988-1989 the purchasing power index was 20 per cent higher than m 980,
FHowever, whén exports are adjusted for the net transfer of resources the purchasing power
declines by spme 16 per cent from its level of 1980, In other words, having overcome one shock
the countnes were deéfeated by another (limancial shock), which disturbed their macrocconomic
environment and growth achievements and prospects. They lost almost one- third of their import
capacity; the loss falls 10 almost 20 per cent when net interest payments are excluded.

I he indices changed substantially in 1988-1989 as compared to the previous pemod for the
countries taken as a group. The improvement i the purchasing power index in this penod was
due mainly to the expansion i export volume, which apparently was also responsible for the
improvement i the index when exports are adjusted for the nat transfer of resources, as both the
lutter und the terms of trade worsened in this perod.

Because Colombia and Mexico were the only countnes where the net transfer position improved
in 1988- 1989, the loss i umpoert capacity of the seven major countnes was rediced 1.¢. the import
volume rose, In Colombia purchasing power excluding the net transfer actually declined. The net
transfer position of the remaning countries generally worsened, bul only m Argentina and Peru
did this aflect negatively their unport capacily, in the sense that the adjusted mdex (for the net
transfer of resoureds) was lower in 1988-1989 than in 1986-1987. Other countries were able to
avord this; however, Brazil succeeded in doing so through a large expansion in ¢xport volume, as
was lso the ease to a lesser extent in Vengauela, whereas Chile was helped by a substantial
improvement m its terms of trade, especially m 1988.

{ This index s simply the import volume index. I the net transfer of resources is M@X, as defined in hox
3. then the index under consideraton 15 (X+ M-X) Pm or M Pm (Pm being the import price index)
I'his index indicates what was possible [or the Country to actually import altar adjustng experts for the
clfects ol posilive or negative nel transfers.

little to the worsening of the trade balance
(S143 million, against an overall decline of $549
million).? The picture in 1987 was broadly
similar to that of 1988. Thercfore the trade cl-
cments of the external environment cannot be
construed as having been hostile to growth
prospects, at Icast in the last three yvears.

The favourable terms of trade evolution
m Chile in 1988-1989 as compared to 1986-1987
permitied both consumption and investment to
increase, In contrast to the situation in the
other six countries. Private consumption expe-
nienced a notable recovery, due in the main to

29 The main reason for the worsening trade balance in 1989 was the increase in the import volume, related to the strong

increase in domestic absorption.
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the relatively low inflation, and investment ex-
penditures also increased, cspecially on major
projects.

[t was thus largely the negative net
transfer of resources that determined the
saving-investment gap. Flowever, this negative
net transfer reflected cssentially the decision of
the Government to add to international re-
serves.

The experience of Mexico in 1988-1989
was characterized by a significant expansion of
capital inflows, particularly in 1989 (over $5
billion), consisting of direct investment,
repatriation of capital and disbursements of
multilateral financial institutions. There was in
consequence a significant reduction in the
outward transfer, which, despite continued
deterioration in the terms of trade, provided
some breathing space to the economy. This
room for manoeuvrc was utilized to expand
consumption, as reflected, among other things,
in a substantial risc in imports; the pace of
investment actually decreased in 1988. The
vigorous anti-inflationary policies undertaken
in the context of the Economic Solidarity Pact,
together with the increased availability of goods
in the domestic market, produced a dramatic
fall in the inflation rate. This, together with the
successful application of the Brady plan, set the
stage for a resumption of investment growth in
the course of 1989.

Of all seven countries surveyed, financial
transactions in 1988-1989 had the most severe
impact on the real economy in Brazil. In 1988,
the subtraction of purchasing power from the
economy amounted to more than S$16 billion,
reflecting a decline in net capital inflow, a rise
in interest rates, and the accumulation of
official reserves. In 1989 the situation was
attenuated somewhat by the cumulation of
arrears on cxternal debt service. The reduction
of available resources alfected both investment
and consumption, and was accompanied by
substantially higher inflation. The relationship
among changes in net transfer and the
behaviour of consumption, investment and
prices thus roughly mirrored that experienced
by Mexico.

The experience of Venezuela exhibited
distinctly different patterns. The impact of
financial transactions on the economy, though
important, was less marked than in the other
countries, in part because official reserves were
drawn down in 1988. The terms of trade, on
the other hand, had a sharply negative impact
on the economy. The policy responses in 1989,
which focused on ecxternal adjustment and
domestic stabilization, led to a reduction in
investment, particularly in the public sector.

As a result, Venczuela, which in 1988-1989 had
the highest saving ratio of the scven countries,
also had the lowest investment ratio.

The national experiences described above
call for the following broad comments. Firstly,
the combined impact of changes in terms of
trade and the outward transfer of resources
continued to dominate economic performance.
These two factors had a combined annual neg-
ative Impact on incomes in 1988-1989 that
ranged from 4 per cent to 15 per cent of GDP,
averaged 7 per cent for the seven countries to-
gether, much more than their average output
growth for those years. Secondly, while good
export performance was a necessary condition
for economic recovery, its impact on domestic
growth was offset - sometimes substantially -
by worsening terms of trade and’or increased
outward transfers. Thirdly, although domestic
policies undoubtedly had a dominant role, it is
significant that countries that made substantial
progress in achieving stabilization (e.g. Mexico)
or secured rapid growth with relative price sta-
bility (e.g. Chile) did so in an environment
characterized by increased command over cx-
ternal resources. It did not matter whether
these were sccured through improvements in
the terms of trade (as in Chile) or a reduction
in the outward transfer (as in Mexico). Finally,
and following from the preceding two points,
debt and debt service reduction can play an
important role in ensuring that improvements
in export performance translate more directly
into improvements in the domestic economy,
and In creating an environment in which do-
mestic policy efforts can produce the desired
results.

(c) Prospects

The prospects for growth in Latin Amer-
ica depend, initially, on the extent to which
macroeconomic order is restored, which, in
turn, requires a supportive external environ-
ment. Overall growth in Latin America in 1990

1s expected to be negative due to the
deflationary effects of the adjustment
programmes, especially in Brazil. In that

country a severe adjustment programme was
put in place by the new Administration, which
placed a ceiling on pavments of forcign debt of
1.5 per cent of GDP. Inflation can be expected
to be greatly reduced, but growth will also be
negatively aflected. The growth outlook will
remain sensitive to the behaviour of commodity
prices in the coming year, with a number of key
prices expected to be lower (copper for Chile
and coffece for Colombia). This may exert some
pressurc on [iscal positions.
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2. Africa

(a) Recent developments

Compared to carlier yecars, 1989 was a
rcasonably encouraging yecar for developing
countries of Africa as a whole, though a num-
ber of countries suffered cconomic sctbacks.
Relatively good weather in many parts of the
continent favoured continued growth in food
crop production; however, several countrics
still confront food shortages. Some countries
of Central and [zastern Africa experienced
grasshopper and locust plagues and a lack of
adequate rainfall in the last agricultural season.

Africa’s combined GDP growth rate is
estimated to have reached 2.8 per cent in 1989,
against 1.7 per cent in the previous year.
However, this faster growth was lower than
that of population, entailing a further decline
in per capita GDP in most countries.

A widespread decrease in prices of pri-
mary commodities exported (above all, the col-
lapsc of prices of tropical beverages), coupled
with a continued growth of food imports,
worsened the trade balances of many African
countries, and the overall current account bal-
ance deteriorated further in 1989. At the same
time, the external position of oil exporters, pri-
marily of North Africa, recorded a shight im-
provement due to the increase in oil prices and
in the volume of exports. Despite some debt
relief measures undertaken by some developed
countries, the mounting external debt burden
continued to aggravate the external imbalances
of the continent.

The vulnerability of the African countries
to the external economic environment, notably
to movements in commodity prices, 1S in many
cases compromising their ability to implement
reforms envisaged in their respective recovery
programmes. Since for many of them the ex-
port production of commodities remains the
main stimulus to growth, fluctuations on world
markets can have serious effects on their eco-
nomic development. 1989 witnessed the further
confirmation of a handicap common to most
countries of the region: primary commodity
producers, above all cocoa and coffee produc-
ers in the East and Central African sub-regions,
were severely hit by the collapse of world
prices. For countries which depend largely on
coffee or cocoa for export earnings the price
collapse poses enormous handicaps to recovery
and could provoke social unrest. In Cote
d’lvoire, for example, the economic austerity

programme, agreed with IMI" and the World
Bank in July 1989, has been scriously compro-
mised by the slump in prices of the country’s
traditional cxports. The continuing fall of ex-
port receipts exacerbated the already severe
liquidity crisis, with the result that important
social tensions have accompanied the imple-
mentation of the measures envisaged in the
programme. At the same time, the experience
of Gabon shows that good performance by a
predominant cconomic sector can lift the econ-
omy from long-term recession. [n that country
good results in the oil sector permitted a re-
versal in 1989 of previous negative economic
trends. However, this improvement docs not
necessarily imply a solution of Gabon’s long-
term development problems, and the risk of in-
stability remains.

The overall macrocconomic results of the
continent reflect varied performance of differ-
ent African countries and sub-regions. On the
onc hand, several countries achieved a signif-
icant rise in GDP in 1989, notably Botswana
and Ghana. On the other hand, there were de-
clines in countries such as Cameroon and Céte
d’Ivoire. In Sierra Lecone and Sudan output
declined respectively for the seventh and fifth
successive ycar. During the last decade for
most African countries the alternation of eco-
nomically good and bad years has been the
dominant reality. Only a few countries
(Mauritius, Botswana and, to a lesser extent,
Kenya), were exceptions to this generally rather
pessimistic picture.

The almost 3 per cent GDP growth In
sub-Saharan  Africa  reflected the good
performance of oil-exporting countries in the
region, where firm hydrocarbon exports and
favourable trends in world prices remained a
major  source of economic  dynamism
throughout the vyear. Because of these
developments, growth in 1989 was stronger
than expected. In Nigeria, for example, the
ecconomy grew by nearly 4 per cent for the
second year running. The rencwed strength of
the oil sector, which for the last few years had
been the most dynamic sector of the economy,
was supported in 1989 by other productive
sectors, in particular by agriculture, with a rise
of output in food crops. All  these
developments cased the country’s external
(inancial position.

At the same time, due to the depressed
world coffee market, total foreign exchange
carnings of some important African coffee pro-
ducers were substantially reduced. In partic-
ular, the depressed prices of coffce, as well as
of cocoa (as already mentioned), adversely af-
fected the cconomy of Cote d’lvoire. In
Ghana, despite an overall growth rate of 6.1 per




14 Trade and Development Report, 1990

cent in 1989, foreign exchange receipts from
cxports of goods and services fell by 7.5 per
cent. As a result, painful revisions of targets
have had to be made for 1990. On the other
hand, Kenya which has a more diversified ex-
port structurc, has not only achicved a sub-
stantial ratc of growth since the mid-1980s but,
despite a fall of coflee prices, has also suc-
cecded in increasing its total earnings from
merchandise exports, due to the development
of horticulture exports.

Alfrican metal and mineral producers were
favoured by excellent external conditions.
Flowever, only some of them, such as Botswana
and Togo, benefited from this situation. In
Togo, the strong performance of the phosphate
industry in 1988-1989 boosted overall economic
growth and largely contributed to positive de-
velopments in the external sector. On the other
hand, in Zambia the cconomy virtually stag-
nated 1in 1989 and the external position wors-
encd, in spite of a very good performance by
the mining sector, because of setbacks in agri-
culture and the devaluation of the national
currency.

In North Africa 1989 witnessed a reversal
of the negative trends of 1986-1988, with a
resumption of a more normal rate of growth,
thus exceeding the average for the 1980s. The
balance of payments situation was mixed: while
major oil exporters of the region modestly
improved their trade and overall balances,
especially in the second half of the year, other

countries (such as Morocco and Egypt)
recorded growing deficits. The sub-region’s
overall trade  deficit, which  widened

substantially in 1988, increased [urther in 1989.
tHligh interest payments on external debt, due
by some countrics, also contributed to a further
deterioration of overall current account
balances.

In spite of the generally favourable trend
in (989, growth in some countrics was less than
cxpected. In Sudan continuing internal con-
flict, combined with drought, brought about a
further decline in activity.

In Algeria the increase in GDP in 1989
was less than originally expected, reflecting
unfavourable weather (a large part of the
cercals crop was lost due to drought) and a
slowdown 1n industrial activity due to uncer-
tamties hinked with the country’s economic re-
form programme. Nevertheless, because of the
good, performance of the oil sector GDP
growth rose slightly, after marginal growth in
1987 and an absolute decline in 1988. Despite
the continuing necessity to import {ood, the
trade balance remained in surplus, owing to in-
crcased natural gas sales.

[Likewise, in Morocco growth was disap-
pointing, despite results in agriculture close to
the peak achieved in the preceding scason. The
widening trade deficit and high debt service
obligations, coupled with an acceleration of in-
flation, were among the rcasons for this out-
come. The trade deficit continued to widen on
account of reduced carnings from phosphates
and a significant decline in exports of semi-
finished goods.  Furthermore, the import bill
increased owing to higher oil prices. Morocco,
which 1s one of the most indebted African
countries, continued to make high interest
payments on its external debt. After two years
in which the current account was marginally in
surplus, the combination of a large trade deficit
and a deterioration on account of invisibles
brought the current account back into deficit.

In Egypt, though rcal GDP is estimated
to have grown marginally, the risc was well be-
low that of population. Despite a slight in-
crease in cotton cxport prices, the foreign
exchange carnings from this source fell sharply,
as cotton output was lower than in 1988. Even
the increase in o1l exports was not able to pre-
vent a growing trade deficit, caused by sub-
stantial imports as a result .of a decline in
agricultural production.

(b) Prospects

Some modest improvement in the eco-
nomic situation of Africa is expected in the
short run. llowever, a further deterioration of
both trade and current account balances scems
likely, taking into consideration the meagre
prospects for major commodity prices (with the
possible exception of oil), growing import re-
quirements (primarily of food) and persistent
debt servicing problems.

The prospects for North Africa are
somecwhat better, although much depends, as in
previous years, on weather conditions, the evo-
lution of tourism to those countrics and private
transfers. Faster growth in almost all countries
1s hkely to raise the regional growth rate in
1990 by one percentage point over 1989, Lx-
port prospects arc favourable, which could
bring about some alleviation of the trade defi-
cit, but current account balances are likely to
deteriorate further, although at a slower pace.

As in the past, the motor of growth, if not
devclopment, for many countries of sub-
Saharan Africa will be agriculture, with its var-
ious multiplier eflects on manufacturing,
transport, construction and other cconomic
sectors. The prospects for agricultural output
depend much on highly unpredictable chmatic
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factors. In any event, cocoa and coffec pro-
ducers are likely to sufler another bad year as
world prices in 1990 continue to be weak. At
the same time, oil-exporting countries may well
beneflit from the multiplier effects of increased
oil production as the increased revenues of 1989
feed through the economy. As a conscquence,
their growth rates are expected to be at least
at the level of the previous year. Iorecast
lower mineral and metal prices could consider-
ably worsen the external positions of countries
producing copper (e.g. Zambia) and phos-
phates.

Because of its dependence on imported
inputs, the manufacturing sector in a number
of African countries will be afTected by foreign
exchange shortages. Investment, which is likely
to be one of the cngines of growth in some
countries of the region, is highly dependent on
foreign capital inflows, and thus on continued
donor support.

3. Asia

(a) East Asia

(1) Recent developments

After two years of particularly rapid ex-
pansion, growth slowed down in 1989 in many
countrics in East Asia, particularly among the
major exporters of manufactures. Nevertheless,
East Asia continued to outperform other re-
gions of the world, with the focus of growth
shifting to the southern countries of the region.

Among the major exporters of manufac-
tures, growth decelerated significantly in Hong
Kong and the Republic of Korea, to 2.5 per
cent and 6.1 per cent respectively, which was
only half the rate of 1988. In Singaporc and
Taiwan Province of China the economies grew
by 9.2 per cent and 7.7 per cent, respectively.
The rapid expansion of previous years in most
of these countries had created a tight labour
market, with rapidly rnsing wages and a
build-up of inflationary pressures. The contin-
ued appreciation of the won, the weakening of
the ven against the dollar and the emergence
of competition from other countries in the re-
gion reduced the price competitiveness of man-
ufactured exports from the Republic of Korea.
As a result, and also because of frequent
strikes, and weaker import demand in the de-

veloped market-economy countries, the value
of exports increased by only 2.7 per cent,
against 28.4 per cent in 1988, The clectronics
industry, one of the main scctors of growth,
lost much of 1its momentum, with an increase
in the value of exports of only 6 per cent,
against almost 20 per cent the previous year.
At the same time, Hong Kong, through its tra-
ditional role as an entrepot for re-exports, suf-
fered from the weak ecconomic performance of
China. Growth slowed down in various sectors
and was also affected by a fall in the number
of tourist arrivals.

Efforts to reduce dependence on external
trade for the maintenance of economic growth
have forced many countries to liberalize do-
mestic markets and stimulate domestic demand.
Rising private consumption in the Republic of
Korea, attributable to substantial wage in-
crecascs and a declining savings rate, boosted
the consumption of tradeables and sharply de-
creased the relative contribution of net exports
to ecconomic growth in 1989. This shift from
cxport-led to domestic demand-led growth
more than halved the current account surplus,
which fell from $14.1 billion to $5.1 billion.
Characteristic of this switch to consumption
was the increase, by almost 50 per cent, in the
number of cars sold in the domestic market,
whereas the number exported fell by 38 per
cent. Fixed capital formation remained strong
In most countries, particularly in Singapore and
Taiwan Province of China, due to increased
spending for technological improvements in in-
dustry (incorporation of a higher value-added
content) and rising public expenditures on so-
cial and infrastructure projects.

Singapore benefited from cxpansion in
other countries of the region (such as strong
demand by assembly plants for components of
electronic and telecommunications equipment,
and refined petroleum products) and from the
growth of intraregional trade. Increased ship-
repair business, active banking and financial
services and an important incrcase in tourist
arrivals helped the service sector to expand by
4 per cent in value terms in 1989. Higher net
receipts from services made up for the larger
trade deficit.

Monetary and fiscal policies aimed at a
gradual move to a lower growth path were
considered nccessary in order to cool down
some overheated economies and reduce infla-
tionary pressures. In Taiwan Province of
China, where large balance of payvments sur-
pluses had been achieved and international re-
serves reached high levels, money supply (M1)
was allowed to grow by only 6.1 per cent,
compared with 24.4 per cent the previous year,
so as to curb speculative activities in the stock
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and real estate markets and reduce hiquidity, the
excess of which was partially responsible for
increases in rents and wage rates. Tax incen-
tives were granted for direct investment abroad
with a similar aim of reducing excess domestic
liquidity and curbing the growth of foreign ex-
change reserves. Much of this capital outlflow
has been directed to lower labour-cost coun-
tries of South-Last Asia for direct investment.
Among other measures mtroduced to reduce
the trade surplus were reductions in tariffs, re-
laxation of import restrictions, currency appre-
ciation and heavy imports for infrastructure
development.

High domestic as well as foreign direct
investment in major countries of the southern
part of the region since 1987 continued to sus-
tain very high rates of GDP growth in 1989,
which were only marginally lower than those
recorded for the previous year. This expansion
stemmed in part from the ability to implement
fiscal and financial reforms combined with in-
centives to reinforce business confidence for
promoting production and exports. Relatively
stable domestic oil prices, interest rates and cx-
change rates were also contributory factors.
As these investments were concentrated in the
manufacturing sector, some countries were able
to reduce their reliance on exports of primary
commodities, speed up the pace of industrial-
ization and widen their productive base.

Malaysia and Thailand led the growth in
the sub-region, growing respectively by 8.5 per
cent and 10.8 per cent in 1989. Domestic ac-
tivity picked up rapidly as private consumption,
with higher disposable income, increased by
more than 10 per cent. While the construction
sector grew rapidly, manufacturing remained
the most dynamic scctor, with an increase in
output of about 15 per cent in both countries,
induced by both domestic and external demand.
Agricultural output grew by as much as 5.5 per
cent in Malaysia and 4.1 per cent in Thailand.
Faster growth in 1989 in Indonesia (7.3 per
cent, compared with 5.7 per cent the previous
year), was attributable to the continued
strength of non-oil/gas cxports (forcign ex-
change earnings from which more than doubled
in the last three years) and to financial stability
with declining lending rates, low inflation and
higher savings rates. [Econornic growth in the
Philippines slowed down somecwhat; imports
rose more than exports and there was some
deceleration in the manufacturing scctor.

In the foreign trade sector, imports grew
more rapidly than exports in most countrics of
the sub-region, particularly in Malaysia and (as
just noted) the Philippines. The sharp increases
in imports affected capital and intermediate
goods, In response to growing investment de-

mand, although consumer goods imports also
tended to increase, as a result of higher wages
and employment. Therc was a consequential
worsening of trade balances; the surplus of
Malaysia contracted by S1.8 billion and the
deficit of the Philippines widened by S1.5
billion. In Malaysia there was also an in-
creased deficit on invisible account, due to a
sharp increase In net investment payments and
rapidly rising freight and insurance charges.
The combined current account deficit of coun-
tries of the sub-region rose to $5.7 billion in
1989, from S2.4 billion in the previous year.
Malaysia’s external debt, which started to de-
cline in 1988, with pre-payments of outstanding
loans, declined further in the following year and
the debt service ratio fell to 19.9 per cent, from
23.5 per cent in 1986. The debt service ratio
improved in [ndonesia and Thailand, due to
higher export revenues. International reserves
continued their upward trend in most countries.

Monetary policies were generally accom-
modating in South-East Asia. Liquidity in-
creased, partly as a result of large capital
inflows, while rapid growth in private invest-
ment as well as foreign trade fuelled an expan-
sion of commercial bank credit. In Thailand,
while continued rapid growth has been putting
a strain on infrastructure and on prices (espe-
cially for construction materials, where some
shortages have arisen), government spending
remained genecrally cautious, in order to avoid
overheating. Consequently, the budget surplus
almost doubled in fiscal year 1989 to B60
billion, from B3$ billion in the previous year.
In Malaysia and the Philippines, where some
increase in budget deficits was registered, inter-
est rates on deposits were raised and reserve
requirecments of banks were increased to tighten
liquidity.

(ii) Prospects

Growth in the East Asian economies will
decelerate further in 1990, reflecting in part a
slower growth of export demand. The impact
of falhing external demand will be partially ofl-
set by higher domestic consumption in most
countries, with the exception of long Kong.
A strong advance in fixed capital formation,
particularly in Singapore and Taiwan Province
of China, due to high spending on new housing
and infrastructure projects, should help stimu-
late cconomic activity. Major efforts to up-
grade industrial technology, which have already
begun, will continue in the next two years. [t
1s expected that products with a higher value
added content will be coming onto the pro-
duction line. In Singapore, the services sector,
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including tourism, will continue to be a major
source of growth.

In countrics other than the major
cxporters of manufactures, though export
growth will not be as strong as in 1989, overall
GDP growth 1s expected to remain high and to
be only marginally lower than in 1989. Sus-
tained foreign dircct investment, strong manu-

facturing  output and  high  personal
consumption will continue to fuel growth.
Morcover, public spending on infrastructure

projects, which had fallen behind schedule in
order to avoid crowding-out private sector in-
vestment, will be increcased. In Thailand, more
funds will be allocated for the development of
human resources to meet the rapid increcase in
demand for skilled manpower in some pro-
fessions. To narrow the income incquality and
rcgional disparitics brought about by rapd
economic growth in certain countrics, such as
Indonesia and Thailand, programmes designed
to widen employment opportunities and im-
prove the provision of cducational and social
services in rural arcas will be sct up. Growth
performance in the Philippines will be influ-
enced by the success of policy in reducing im-
balances, containing inflationary pressures, and
reinforcing business confidence.

(b) South Asia

(i) Recent developments

In South Asia, growth slowed down sig-
nificantly in 1989, partly reflecting the relatively
modest growth of agricultural production in
India after an exceptional year that followed
two years of drought. GDP growth in India
thus fell to an estimated 4.3 per cent, after a
rise of 10.6 per cent in 1988. Other factors
contributing to slower growth in the sub-region
were cflorts made to control trade and budget
deficits, higher costs of raw materials and in-
dustrial inputs, low investment ratios and de-
clining international reserves. In Pakistan
manufacturing output was further affected by
social unrest, while Bangladesh still suffered
from the lagged effect of floods in previous
years. Unrest in Sri Lanka continued to de-
press many sectors, resulting in declines in tea
production and manufacturing and reduced re-
venues {rom tourism. Altho'ugh exports from
India improved sigmficantly in the last three
years, growmg by almost 20 per cent in value
n 1989 in response to trade incentives and a
managed depreciation of the rupce, in other
countries export growth weakened as a result
of supply disruptions. On the other hand, im

ports continued to grow moderately in
Bangladesh and Pakistan, following liberali-
zation measures, while a sharply reduced
growth of imports in India (an increase of only
2.6 per cent in value terms) led to an improve-
ment of S2 billion in the trade deficit. Reducing
the large budget deficit, through proper man-
agement of revenue, expenditure and debt, re-
mained the main concern of most governments.
Reforms in the management of the public scc-
tor enterprises and the privatization of State-
owned enterprises, accompanied by some
liberalization of the banking system to encour-
age private initiatives, were in an advanced
stage of implementation. Incentives to attract
foreign investment in some low-cost manufac-
turing industries have been announced in
Bangladesh and Sri Lanka.

(1i) Prospects

Better performance in agriculture is ex-
pected during the coming year for most coun-
trics, resulting from improved social stability
and the implementation of policy measures to
encourage investment and diversified cropping
patterns. Prospects for food grain output in
Bangladesh arc encouraging and a good har-
vest, partly the result of increased irrigation and
more widespread use of high-yielding varietics,
1s expected to result in an overall GDP growth
of more than 5 per cent. Industrial production
in India should rise in response to stronger do-
mestic demand. Exports arc expected to im-
prove only moderately in both India and
Pakistan, due to bottlenecks on the supply side,
while export growth in Bangladesh should re-
cover rapidly from the relatively low level of
1989 and teca exports [rom Sri Lanka should
revive. Overall prospects are for higher eco-
nomic growth in most countries, with an in-
crease in rural employment.

(c) West Asia

(i} Recent developments

Because output, exports and public {i-
nances in the countries of West Asia depend to
a large, though varying, extent on oil, the cvo-
lution of oil prices and exports plays an impor-
tant role 1n determining the growth
performance and f{inancial stability of those
countries. [For some countries, like those in the
Gulf, oil 1s all-important, since they lack more
diversified structures such as exist in Iraq,
Egypt and the Syrian Arab Republic. While 1t
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1s not an oil-exporting country, Jordan is
strongly aflected by developments in the oil
sector due to the importance of financial flows
from the Gulf states, whether in the form of
ODA or of workers’ remittances.

In 1989, the average price of oil rose to
S17.31 per barrel, against $14.28 in 1988, an
increasc of about 21 per cent.3® In addition,
output by OPLEC members significantly in-
crecased (by more than 9 per cent), production
ceilings having been raised three times during
the year.

These developments, together with the
improved confidence engendered by the
ccasefire in the Gulf area, brought about a fur-
ther stimulus to economic activity in the region.
GDP growth, which had already recovered in
1988 from carlier setbacks following the col-
lapse in oil prices in [986, accelerated further
in 1989, rising to 3.1 per cent, as against 2.9 per
cent in the previous year. In both years, how-
ever, the Gulf countries registered higher-than-
average growth (3.3 per cent and 3.5 per cent
in 1988 and 1989, respectively). Growth in
1989 was highest in Kuwait, reflecting essen-
tially a 15 per cent increase in oil production
following the quota enlargements of that year.
In conjunction with the firming of oil prices,
this is thought to have boosted the government
budget.3! In contrast, oil production declined in
Saudi Arabia, with consequent lower growth
of overall GDP. However, due to the increase
in oil prices, export earnings rose, with benefi-
cial effects on the budget deficit. In addition,
the deficit has been increasingly contained via
non-oil revenues, such as import taxes, or becn
financed by domestic borrowing. Direct taxa-
tion measures were contemplated but later
shelved. Public expenditure cuts were made in
most arcas, the major cxceptions being allo-
cations to lending institutions such as the Saudi
Fund for Development. It should be noted that
the budget deficits of recent years were also fi-
nanced by the the drawing down of reserves.

Other Gulf countries, such as the United
Arab Emirates and Bahrain, witnessed some
degree of economic recovery. In the Emirates
this resulted largely from an increase in export
earnings from oil of about 50 per cent, but

there was also a recovery in other sectors, no-
tably in construction, both private and public.
Private construction was encouraged by the in-
creasc in rents and the availability of cheap fi-
nancing and public construction by the climate
of confidence emanating from firmer oil prices
and political stability in the region. While this
led to an increase in imports, there was a boom
in re-exports, which increased by about 36 per
cent, especially from the IEmirate of Dubai.
Tourism, a relatively recent area of generation
of non-oil income, continued to expand, espe-
cially in Dubai. Banking activity also recov-
ered; the major banks registered large increases
in the pre-tax profits over the 1988 levels,
ranging from 10 per cent to 80 per cent. A
similar evolution has taken place in Bahrain as
a result of oil prices and the ceasefire in the
area. There was an expansion in 1989 in the
financial and services sectors, whose combined
contribution to GDP surpasses that of oil.

The combined growth in 1989 of other
countries of the region3? was somewhat higher
than in the previous year, although at 2.4 per
cent it remained below the average for the re-
gion as a whole. Most of the countries in this
group face severe payments problems as a re-
sult of reduced external financial flows, espe-
cially to Jordan and the Syrian Arab Republic.
Growth has also been impeded by security
concerns flowing from the failure to resolve the
Arab-Israeli conflict and the associated high
levels of military expenditure in some countries.

The payments position of Jordan, being
dependent to a large extent on external {inanc-
ing and workers’ remittances, was adversely af-
fected when aid from Arab countries declined
in 1988, largely as a result of the expiration of
the aid commitments established at the
Baghdad Summit of 1978. The weakening oil
market was reflected in a reduced volume of
workers” remittances.33 Consequently, and also
because of budgetary problems, the Govern-
ment was forced to adopt austerity measures,
including import cuts, with adverse effects on
growth. The worsening external environment
exerted pressurc on the national currency,
which depreciated in 1988 and again in 1989.
The devaluation induced an increase in exports

i This was basically the result of a rise in world consumption and a decline in non-OPEC supplies. While the latter is
thought to be part of long-term trend in reserves, it was also caused by the decline in exports from Eastern Europe
and by supply interruptions in the North Sca because of accidents.

31 The budget deficit, however, increased in fiscal year 1988 89 (Middle Last Economic Survey, 5 March 1990) as a result
of an increase in wages and salaries and transfers to parastatal agencies. Development spending on non-oil activities
declined, indicating the larger role played by the oil sector in 1989. It should be noted that, while the expenditures
include transfers to the Reserve Fund for Future Generations, an obligatory payment by the Government, the
revenues do not include Kuwait’s income from its investment abroad which, in some years. excceded oil revenues.

Iraq, Jordan, (former) Democratic Yemen, Syrian Arab Republic and (former) Yemen.

11 However, there was an initial, once-for-all, jump in remittances to Jordan, as many cxpatriates were faced with di-
minished job opportunities and returned home with their savings.
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of goods and of non-factor services, especially
tourism. In addition, the resultant increasc in
the domestic currency equivalent of workers’
remittances (which actually declined in dollar
terms) improved the budgetary position. Re-
cently the Gulf states decided to make deposits
on Jordan’s behalf in the Arab Monctary [Fund
cquivalent to S300 million, and at the last Arab
Summit (Baghdad, May 1990) an aid pledge
was made to Jordan according to which $70
million has already been disbursed by Iraq,
Kuwait and the United Arab Emirates.®* De-
spite these favourable developments and de-
spite the fact that Jordan reached agreements
with the Paris and London clubs on the re-
scheduling of part of its official and commercial
debt, Jordan’s policy is to depend primarily on
domestic sources to finance the deficit, includ-
ing the imposition of new taxes and increasing
the yield from income tax.

Like other oil exporters, Iraq benefited
from an improvement in the international ol
market in 1989, which contributed to acceler-
ated growth in that year. Iraq has recently
been striving to generate additional resources
from the non-oil sector in view of the major
requirements arising from post-war recon-
struction and development and the servicing of
its cxternal debt. Among thc measures c¢m-
ployed to that end have been reduced public
expenditures through privatization and the en-
couragement of investment from other Arab
countrics and of the repatriation of flight capi-
tal through “Imports without foreign exchange
allocation”. Iraq has been negotiating its debt
repayment with its commercial creditors on a
bilateral basis and has reached agreements with
some of them.

Economic activity slowed down in 1989
in the Syrian Arab Republic, partly as a result
of reduced aid from Arab countries on expiry
of the Baghdad Summit agreement. The re-
duced level of aid apparently more than offset
the increase in foreign exchange carnings from
higher oil prices. Budget revenue has conse-
quently become more dependent on domestic
sources. A heavy devaluation in 1988 (by more
than 200 per cent) had the effect of increasing
the domestic currency receipts for oil, which
had become all the more necessary in order to
finance higher defence expenditures, which
constitute 40 per cent of total budget outlays.

34 Sce Alhayat (London), 20 June 1990.
35 Middle East Economic Survey, 28 May 1990.

(ii) Prospeclts

The short-term outlook will continue to
depend heavily on developments in the inter-
national oil market. Oil prices assume crucial
importance for structural and fiscal adjustment
since they influence budget receipts directly and
also - by raising import capacity and import tax
receipts - indirectly.

Oil prices, which started to weaken in
January 1990, had fallen to $14.24 per barrel
by mid-June, reflecting an ¢xcess of supply over
demand in the second quarter of the year,
amounting to 2-3 million barrels per day.35 This
recently, on 26 July 1990, induced OPEC to re-
inforce efforts to limit production in order to
reach a target price of $21 per barrel. Such ef-
forts have a rcasonable prospect of success,
since the underlying market developments point
to firmer prices in the 1990s. For one thing,
while demand for oil has becn increasing, world
production capacity, as indicated by the level
of reserves, has increased little; the required in-
vestment for capacity increases has been dis-
couraged by the weak oil market of the 1980s.
Secondly, countries where additional reserves
are most likely to be found are in the Gulf re-
gion, but these countries are beset with budg-
ctary and technical difficulties. In addition,
they may deem that the current level of reserves
at their disposal is sufficient for medium-term
demand. Thirdly, it remains true that the in-
creasing demand will be met initially by
non-OPEC sources, with OPEC suppliers act-
ing, as always, as residual suppliers. As no
significant discoveries have taken place outside
OPEC member countries in the last decade, the
demand for OPEC o1l will increase, thus con-
tributing to the firming of oil prices.

Be that as it may, in the short run lower
production and exports, though helping to
make oil prices firmer in the remainder of 1990
and in 1991, may have necgative elfects on
growth unless the increase in price is large
enough to bring in higher export revenues. For
non-oil exporters, such as Jordan, growth
prospects could be less severely alfected, as
commitments of external finance made to them
by Arab donors are likely to case the burden
of adjustment.
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C. China

1. Recent developments

After two years of rapid economic growth
averaging 10.6 per cent annually, the Chinese
cconomy experienced a significant slowdown in
1989, when it grew by only 3.9 per cent. This
was the result of adjustment policies, initiated
in September 1988, to cool down inflationary
and balance of payments pressures and to re-
strain high consumer spending (particularly on
consumer durables). Economic strains also
emerged following social and political unrest in
mid-1989, which provoked widespread con-
fusion in the Chinese cconomy. Disruptions in
the transport system brought about delays in
distribution  and  influenced  production
unfavourably. A further tightening of macroe-
conomic policy was enforced when public order
was restored. Among the austerity measures
taken were: tightening of bank credit and
money supply, raising interest rates on savings
deposits while at the same time increasing indi-
rect taxes on consumer goods, curtailing gov-
ernment expenditures to lower financial deficits
and reducing investment in f{ixed assets.

Although the rate of inflation cased only
slightly for the year as a whole compared with
1988 (17.8 per cent, against 18.5 per cent), the
year 1989 began with a very high rate of more
than 30 per cent, falling sharply thercafter to
only 6.4 per cent by year-end. As inflationary
expectations fell, consumption demand slowed
and the saving ratio increased rapidly. How-
cver, total fixed capital investment declined in
volume by 11l per cent, compared with an in-
creasc of 18.5 per cent the previous year. Some
factories even temporarily stopped production
because of lagging demand and/or lack of op-
erating capital. Many rural enterprises closed
down because of the austerity policy aimed at
rationalizing production and saving on raw
materials and cenergy consumption. Light in-
dustries, especially consumer durables, with
large inventories, were the most affected. To
avoid a further decline in industrial production,
additional units of coal and electric power gen-
cration were brought onstream and output
from these two sectors rose respectively by 6.1
per cent and 6.7 per cent in 1989. Investment
in the transport and telecommunication sectors
also increased by 3 per cent. Overall, industrial

growth decelerated to 8.3 per cent, compared
with 20.7 per cent in the previous year.

Thanks to a good harvest and stimulated
by higher producer prices and greater avail-
ability of inputs, agricultural output rose 3.3
per cent, to reach the highest level since the re-
cord crop of 1984 (in spite of an earthquake in
the northern part of China). An increase in
area cultivated and better irrigation facilitics,
as a result of increased funds allocated for ag-
riculture, also contributed to this output
growth.

The substantial trade deficit in the first
half of 1989 ($5.8 billion on the basis of cus-
toms data, a level five times that of the same
period a year earlier) was reduced considerably
in the second half as a result of tighter controls
on imports and stimulation of exports. Though
tourist earnings fell sharply during the year, by
an estimated 20 per cent, the current account
deficit widened only marginally (to around $4.2
billion, against $3.94 billion in 1988).

Aware of the approach of the peak period
for repayment of forcign debt, while at the
same time pursuing the problem of the deficits
of State-run enterprises and curbing growing
unemployment, the Government revised its
priorities for investment, accelerated the mod-
crnization of existing industries and devalued
the currency by 21.2 per cent against the dollar
in December 1989, in order to stimulate pro-
duction and foreign trade. To improve the in-
vestment climate for foreign investors, credits
were relcased for joint ventures and inventories
of finished products were bought by the Gov-
ernment. The basic policies adopted for the
special economic zones and coastal regions re-
mained unchanged. For example, joint ven-
tures still enjoy exemption from import taxes.
Simultancously, martial law was lifted, a step
which may be expected to reinforce implemen-
tation of economic policy measures and open-
ing the door to the outside world.

It appears that China is gradually regain-
Ing access to international finance. After the
World Bank's approval of a $30 million loan in
Febuary 1990 for earthquake relief, the frst
since martial law was declared in June 1989,
loans were announced by the United States
Export-lmport Bank for the Shanghai trans-
port system and for the oil sector. In March,
the World Bank approved another loan to
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China (S60 million) for the agricultural sector.
[t 1s probable that bilateral development lend-
ing will bc resumed by other developed
market-cconomy countries. Japan has alrcady
announced its intention to resume lending.
IForeign banks expanded lending to China in
the second half of 1989; according to BIS data,
outstanding loans rosc to $23.0 billion at ycar-
end, from $17.5 billion in June 1989.

2. Prospects

With inflation continuing to abate and
expected to settle at around 8 per cent for 1990,
the strict controls on credit and the money
supply were relaxed and interest rates and the

volume of lending adjusted in consequence.
Consumption 1s expected to rise more slowly in
1990. Total investment and industrial output
arc cxpected to increase, the growth of the lat-
ter reaching around 9 per cent. Efforts are be-
ing made to improve and accelerate the
distribution of raw materials and energy, par-
ticularly to large State-owned enterpriscs, so as
to help them meet production quotas of fin-
ished goods for delivery to the State. Agricul-
tural production is expected to grow by 4 per
cent, following cfforts initiated last year. ‘the
trade balance is likely to show a sizcable sur-
plus, facilitating debt repayment. In the first
half of the year, the trade surplus had alrecady
reached $2.5 billion (on the basis of customs
data), compared with a deficit of $5.8 billion for
the same period a year carlier. Overall pros-
pects for 1990 are for improved economic con-
ditions, with growth of around S per cent.

D. Countries of Eastern Europe

1. Recent developments

After a modest upswing in 1988, growth
in Eastern Europe slowed down in 1989. This
result contrasted sharply with the objectives
laidd down in development targets for 1989,
which envisaged some acceleration of economic
growth (from 4.0 per cent to 5.1 per cent in the
USSR and from 3.1 per cent to 4.5 per cent in
the other countries). It has been expected that
there would be strong output increases in in-
dustry, as well as in agriculture, throughout the
arca.

Flowever, these cxpectations failed to
materialize and on the whole economic growth
in Eastern Europe in 1989 not only decelerated
but came to a virtual standstill. This can be
attributed primarily to sertous economic imbal-
ances, a slowdown In investment, and growing
difficulties in the foreign trade scctor. In addi-
tion, the transition from heavy reliance on cen-
tral planning has proved to be difficult and
painful. In many cascs the old administrative
system ccased to be sufficiently supportive to
ensure a smooth functioning of the economy,
while at the same time market incentives and

36 This statistical indicator was introduced only recently.

instruments ol economic regulation have not
yet become fully functional.

Economic performance in 1989 (as meas-
ured by NMP) varied among countries, ranging
from 1.9 per cent growth in the German Dem-
ocratic Republic to a fall in output of 2 per cent
in Ilungary. Negative economic growth of
about -0.5 per cent was registered also in
Bulgaria. The cconomies of Poland and (prob-
ably)  Romania  underwent  stagnation.
Czechoslovakia managed to reach its 1989 out-
put target, although growth was markedly
slower than jn the previous year.

Available data point to a slight increase
in industrial output in Eastern European coun-
triecs as a whole, with negative growth in
[Tungary (-3 per cent) and Poland (-2 per cent),
virtual stagnation in Bulgaria, Czechoslovakia
and (probably) Romania and a modest increase
in the German Democratic Republic.

In the USSR the net output ol enter-
prises producing material product3 increased in
1989 by only 1.5 per cent, reflecting a very low
rate of industrial growth (1.7 per cent) and a
slight increase in agricultural output (1 per
cent). The slowdown was caused primarily by
increasing 1mbalances in the cconomy, inter-
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ruptions in enterprise-to-enterprise deliveries
and losscs connected with strikes equivalent to
around 7 million man-days. Supply shortages
for consumer goods persisted and the situation
was complicated by an acceleration of inflation.
One of the most serious problems of the Soviet
economy has become the huge budget deficit.

A major limitation to the overall eco-
nomic performance of the countries of Eastern
Europe was unsatisfactory agricultural per-
formance, which in general remained well below
expectations. In Bulgaria, for example, agri-
cultural production fell by 0.4 per cent from its
1988 level, and in Hungary by 2 per cent.
Output probably also declined in
Czechoslovakia and Romania. In contrast
there was a marked increase in Poland where,
inter alia, wheat output reached in 1989 a
record 8.3 million tons; crop production also
rosc in the German Democratic Republic.

The foreign trade of Eastern Europcan
countrics also underwent some unfavourable
developments in 1989. In contrast with overall
trends in world trade, there was an estimated
1.3 per cent fall in export volume for the region
as a whole and a modest increase in the volume
of imports. In value terms total exports de-
crcased by some 2.8 per cent, while imports
rose by an estimated 2.4 per cent. As a result,
the traditional surplus in the overall trade bal-
ance turned into a deficit in 1989.

Most of the deterioration in the 1989
deficit for the region as a whole was duc to a
decline in the trade balance of the USSR. Its
terms of trade with other Eastern European
countrics deteriorated, but this was partly offset
by an improvement vis-a-vis the rest of the
world, so that its overall terms of trade wors-
ened only slightly, in contrast to 1988, when a
fall of 7.8 per cent was recorded. Both the
volume and the value of Soviet exports declined
in 1989. [However, the fall in the volume of fuel
exported, due largely to domestic supply prob-
lems, was more than compensated by the rise
of world o1l prices, at lcast on Western markets.
The growth of the value of exports to the de-
veloped market economies was thus maintained
at the 1988 level. Exports to developing coun-
tries rose slightly in value, but were virtually
unchanged in volume. The value of exports to
other Eastern European countries continued to
fall, for the third consecutive year.

On the other hand, USSR import
growth, both in volume and in value, was
rather pronounced. With the exception of
trade with other Eastern European countries,
where import growth remained at the 1988
level, the valuc of imports rose impressively.
The liberalization of imports and the transition

to direct links at the enterprise level was partly
responsible for this growth. On the other hand,
there were also important imports of consumer
goods by the State.

Some 1mportant changes werc also re-
corded in the geographical distribution of the
region’s trade. Intraregional trade, which was
predominant in these countries’” overall trade
turnover in previous years, experiecnced a sec-
ond successive year of decline and accounted
for the bulk of the general decline in trade
turnover.

2. Prospects

The fundamental political transf-
ormations presently taking place in Eastern
European countries are being accompanied by
cfforts to introduce market features into their
economies. This process 1s complex and diffi-
cult and raises a host of fundamental questions.
A first question is with regard to the end result
to be sought. Should it be a market economy
organized strictly along laissez faire lines or a
mixed economy in which the State retains ma-
jor production responsibilities but a small,
though strategic, part of the economy is gov-
erned by the free market? Or should it be any
of the innumerable possibilities that lie in be-
tween? A second question concerns the opti-
mal pace of change, and the resultant length of
the transition period. A third, inevitably linked
to the first two, is how to mitigate the short-
term social costs of reform. A f{inal issue, less
fundamental but nevertheless important, is
what role CMEA can play in the process.

The process of transition to market
economics will undoubtedly be rather long and
painful. Its duration and social consequences
will be difTerent for each country depending on
the size and structure of the cconomy and the
current economic situation, as well as on the
scope, sequence and proposed pace of the re-
forms. Developments in the world economy
will also be of considerable importance in this
context.

A successful transition to a market econ-
omy requires fundamental changes to be made
in economic structure, including new economic
legislation, demonopolization and the decen-
tralization of property rights, as well as, for
example, substantial changes in the banking
and financial sectors. Even where Eastern
European countries successfully carry out
macroeconomic stabilization programmes over
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Box 5

ECONOMIC TRANSITION IN HUNGARY

Iungary was the first of the Eastern Furopean countries to eéxpenment with market-onentid
ceconomtic reforms, 1ts Starting powut dating back to more than 20 years ago. However, until the
late 1980s, the process of reform, which had been gradual, was aimed at the improvement of the
exasting system. of planning and management and at mtegrating market elements into the
traditional centrally planned system. Asa resull, few real market conditions were created: despite
some liberalization of policy as regards the private séctor, 1ts development was limited on the
whald 10 consumer serviees. There was no real competition between the state and pnvate sectors
i mdustry, and state enterprses, though freed from many central controls, were protected from
external and internal competition through state-controlled prices, The State also continued to
exerase ught control over foreign trade operations, with adverse effects on the exiernal
competitiveness of unganan products.

However, m the last two years the reform process Has sharply accelerated.  Enactment on |1
January 1989 of a new Law on Economi¢ Associations marked a tuming point in the pace of
teansihion to'a market economy. This law abolished restrictions on the vanety of company lypes
(company limited by shares, limited hability companies; etc)), and also recognized stale and
co-operative praperty, private property and forcign capital as pariners of equal standing m
¢conomic associations. Sumultancously, the foreign trade monopoly of the State was chminated
and foreign trading activity became the substantive nght of gach and every economic actor. Such
activity was radically hibéralized with regard 1o both exports and unports of a wide range of
commaodities

I'he creation of the legal and mnstitutional basis for the new economic structure will continue
through 1990. Furher libenlization of unports and the establishment of an mstitutional
framework [or the reform of ownership are expected. Also eavisaged in connection with the
further restructuring of the Henganan economy 15 (he creation of a stock exchange, modification
of the legal system to regulate competition, the continued liberalization of prices and reform of
the tax system.

While coping with the creation of an appropriate institutional infrastructure;, Hungary faces the
equally difhicult prablem of creating an adequately funcliomng competitive environment {or
producers. Further, while moving in this direction, the wviability of the sconomy must be
mainfained and Lhe grave internal and external disequilibnums kept within manageable
proportions

Phe Hunganan concept of restructuring has at its centre a programme of privatization supported
by an important inflow of foreign capital, The privatization prospects are stll unclear - in the
sense that the extent of privatization conducive to improvement in efficiency and increased
competitiveness of the Tunganan economy cannot be wdeniified in advance.

It is considered, however, that the process itsclf will take some 6-10 years, and as a result the
private seetor will become predominant in the cconomy. (At present the State owns about 92
per ¢ent of the assets in the cconomy.) Some doubts also concemn the scope of foreign capital
mvolvement. The expenence 15 somewhat contradictory: despite some suceessful takeovers of
Hunganan enterprises by westem companies or the setting up of vanous forms of joint venture,
many artempts to involve western capital my privatization have failed

the next vear or so, structural problems will
persist for many years. Radical changes in

indebtedness.  Tlowever, the scale and the
acuteness of these problems varies, so that

cconomic relations will almost certainly entail
the risk of recession, steep rises in prices and
uncmployment. Thus the process of transition
to properly functioning market cconomies
could be a lengthy process.

Most Eastern European countries are
entering the transition period with common
macroeconomic problems: imflation, budget
deficits, structural descquilibrium and cxternal

ways and means of overcoming the problems
may differ significantly from country to country
(sec boxes 5 and 6 for a discussion of the expe-
ricnce of Hungary and Poland).

The state of implementation of the
programmes of economic reform varies consid-
erably among Eastern Luropean countrics.
While Hungary and Poland may be said to be
furthest advanced. the approaches of their
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Box 6

ECONOMIC TRANSITION IN POLAND

I'he Polish approach to the establishment of a market economy differs from the Tlungarian one,
most significantly in respect of the mtended pace of change. The starting point [or ¢conomic
reform 15, in many respects, less favourable than in [Mungary! anterndl problems are more
pronounced and the problem of external indebtedness 1s more acute. The new Polish
Goyvernment has deaded {o carry out sunultaneously both radical structural adjustment and a
programme of economic stabilization designed 1o stern intlation and eliminate the budget deficit
through so-called "shock therapy” treatment. During the first phase of reform, untl the middle
of 1990, the objective is to slow down inflation and' stabiliz¢ pniees within soaally acceptable
limits, as well as to stienigthen the national currenty (zloty). The second, and longer phase deals
with structural adjustment, including prvatization of industry, transport and trade.

I'wo major elements of the programme-are total deregulation of prices and a freeze of wages, It
should be noted that such policy measures had been altempted m Poland m the past, bul the
liberalization of prices was limited and was not accompanied by wage restraint, so that the result
was even higher inflation.

Initial success i the implementation of Poland’s macroeconomic stabilizalion programume has
been achieved. Dunng January 1990, the lirst month of imiplementation of 4 new programme,
prices-rose on average by 90 per cent, but in February by 4 per cent. Nevelherless, the price nse
during the ficst phase was 435 per cent higher than expected. [t was accompanied by a decrease an
consumption and real wage levels, though there was a noticeable mmprovement in the supply of
consumer goods. Progress towards some umportant macrocconomie goals is already evident in
the following areas: stabilization of the memal market; alleviation of 1he budget defient; internal
converublity of pational currency; establishment of a umfied and relanvely stable exchange rate
without recourse to credits from a special stabilization fund, seét up by a number of developed
western countnes.

Thus the process of rehabilitation of the Polish economy is moving in the intended direction,
though sometimes more slowly than enyvisaged. Certain problems have emerged, however. For
example, production continued to decline - by as much as 30 per cent in the first quarter 1990
as compared to the same period of 1989, Many small and medium-sized enterprises have been
closed. Consumer demand for many products also declined and many manufactured goods could
not find markets. The structural reerganization of the Polish economy has not yet been mitiated.
The lirst enecouraging signs of recovery in the consumer market cannof overshadow the
unbalances in the capital goods, finaneial and labour markets.

Unemployment is another growing eoncem. In February 1990 more than 100,000 persons were
registered as unemployed (more than 0.6 per cent of the econvmically active population), as
compared to around 10,000 i1 December 1989. According to some estimates, the level of
unemployment 1 Poland may reach 400,000 1in the near future, and several mullion in the
long-term

Privatization represents the second and a longér phase of the Polish programme of economie
reforms. The specifiaity of the Polish case can be related to a relatively high proportion of pavate
property alrcady existing i agreulture, trade and transport. A large-scale pnvatization of
industnal enterprises 15 now proposed

The programme of privatization, as in Hungary, faces many problems. Firstly, a revision of more
than 100 laws 1s necessary 1o legalize the process. Sceondly, the Polish Government understands
privatization primarily in the sense of increasing the number of private companies and not of
transferning existing pubhic sector firms 1o, the pavate sector. Finally, the extent of the overall
progress in pnvatization is not yet very clear, owever, the assocated political decisions haye
proved to be difficult inview of the eurrent social situation in the country.

Governments with regard to the objectives, ally started. The discussions in the Supreme

scope and pace of these programmes differ no-
tably (see respective boxes). In the USSR,
though the Government’s strategy for the
transition to a regulated market economy has
been made public, market reforms have not re-

Soviet (the main legislative body) revealed not
only differing opinions on how to make the
transition to a market economy, but also con-
tradictory concepts of the nature of market re-
lations.  Attention was drawn to differences
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between the principles of a market economy
declared by the government programme and
the system of measures cnvisaged so far for
their implementation. Vastly different views as
to the best ways of achieving the proposed
goals also emerged during the discussions.
Final adoption of the programme is scheduled
for autumn 1990.

The schedule of reforms in countries
other than Hungary, Poland and the USSR has
yet to be fully defined, though parliamentary
clections due in these countrics during the
course of 1990 will certainly speed up the
process of their formulation.

The more or less inevitable short-term
consequence of all these restructuring measures
will be economic recession. For example, for
IMungary, and despite the fact that it is already
well engaged in the process of reform, the most
optimistic scenario (given the present pace of
reforms and the evolution of the political situ-
ation) indicates that the country may overcome
these restructuring problems and return to
positive growth by 1992. As regards Poland, 1t
should be noted that the programme of a rapid
transition to a market economy will also almost
certainly lead to a decline in output. Input
constraints in the state scctor (imports and
labour), cspecially in manufacturing, will sig-
nificantly influence overall performance. 'The
projected expansion of the private sector is
likely to be insufficient to offset the decline of
net output in the state scctor for at Jeast two
yecars. Steep declines in rates of capacity utili-
zation, already noted in 1989, will continue in
19906. In addition, more difficult financing
conditions are expected to result in a fall in ag-
ricultural output. While overall rccovery can
eventually be expected, 1t is unlikely, even on
the most optimistic assumptions that output
will exceed 1988 levels before 1992.

Given the extremely difficult economic
situation in the USSR at the beginning of 1990
and the fall in the values of the main cconomic
indicators, the overall economic prospects of
the country are uncertain and difficult to
quantify. Negative growth rates are in prospect
no matter what the assumption about the pace
and nature of the reforms. The preservation
of the present system of economic management
without any serious effort at reform could lead,
according to some estimates, to a decline of
NMP not only in 1990 but also for several
subsequent vears; the adoption of radical re-
forms could even aggravate the situation during
the first stage of implementation. Of course,
much will depend on how fast the government
programme 1s implemented, on the further de-
velopment of its legal basis and on the internal
political situation. The most likely short-term

prospect, taking into account the actual eco-
nomic situation and the scale of the changes
proposed, 1s for recession over the next few
years. The question 1s how long this recession
will last and how deep 1t will be. The Govern-
ment cxpects to adjust the ecconomic structure
to a market-oriented basis within two years, in
which casc a resumption of growth may be en-
visaged in 1993,

The future of CMEA is of crucial impor-
tance for the forcign trade prospects of its
member countries. The intensification and dif-
ferent pace of cconomic reforms in Eastern
Europe have made incvitable radical changes in
the nature of their mutual cconomic relations.
Much will therefore depend on the ability of
CMEA to adapt to the systemic changes taking
place in the individual countries. [t is evident
that bilateral trade commitments at the level of
the State, based on more or less co-ordinated
plans, will have to give way to links at the en-
terprise level. The introduction of market re-
lations involves the design and harmonization
of new tariff and non-tariff regulations, cre-
ation of genuine multilateral payments ar-
rangements, development of regional banks and
harmonization of codes of conduct at the sec-
toral level, among other things. Attempts to
create a {reec trade zone within Eastern Europe
do not necessarity contradict the process of
wider European co-operation within the frame-
work of a European Economic Space (which is
discussed in section A of the following chapter).

At the same time, the rcal problem lies in
the unevenness of the reform process in differ-
ent countries as well as in institutional inertia.
The institutional setting of CMEA nceds to be
rapidly transformed so that 1t can be effectively
used as a multilateral body adopting “new rules
of the game” in forcign economic relations of
its member countries and as a watchdog for
their implementation. The transition to the use
of convertible currencies as a means of pay-
ment among Eastern European -countries,
through its strong disciplinary impact, may ac-
tually bring about trade contraction in the re-
gion in the short run.

However, the necessity of expanding
trade may eventually drive countries into a
more active use of national currencies in their
mutual settlements, bringing about partial
convertibility at the regional level. This will
probably be implemented in the context of
multilateral arrangements based on realistic ex-
change rates. Ultimately, all depends on the
credibility of national economic policies pur-
sued, including the transition to a market
cconomy, fiscal, monectary and financial re-
forms, elimination of internal monetary over-
hang, and improvement in the supply and
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quality of goods to satisfy pent-up internal de-
mand.

A gradual liberalization of payments ar-
rangements, supervised by the central banks,
could facilitate the development of trade and
co-operation in the region. Should there be
persistent  monetary  disturbances in  these
countries a financial mechanism could be de-
vised in support of multilateral exchanges
among CMIEA countries, as a transitional sol-
ution, until such time as it became possible to
put in place a lasting multilateral payments
agreement among [astern European countries
as a first step towards full national currency
convertibility.

The creation of a frec trade arca among
Izastern European countries, accompanied by a
steep, once-and-for-all devaluation of their na-
tional currencies (vis-a-vis hard currencies)
could exert a strong stimulus on the flow of in-
vestment and “know-how” into the region and
considerably improve productive capacitics,
provided that the transition towards market

mechanisms is successfully implemented.

Moreover, the strong trade links of the
German Democratic Republic with the USSR
and other Eastern European countries could lay
the ground for expansion of economic links
between East and West after unification with
the Federal Republic, which would be to the
benefit of the international economy cven
though it could have a contractionary impact
on intra-CMEA trade in the short or even me-
dium term.

Taking into account the above, the
short-term outlook for the external cconomic
relations of the Eastern [Luropean countries is
hardly encouraging. The persistence of the
problems in trade within CMEA 1s very hkely,
and it is thus probable that almost all the indi-
cators of foreign trade will fall.

In the Soviet Union the dcterioration of
the trade balance will probably continue at
least for the next two years. A significant in-
crcase in imports of consumer goods is likely,
linked with the overall programme of social re-
orientation. As regards cxports, the supply

I:xpansion in the developed market ccon-
omies, which had shown remarkable conver-
gence and stability in recent vears as compared
to the carly 1980s, has begun to show some di-
vergent trends. While in North Amenica and in

E. Developed market-economy countries

difTiculties for oil that were experienced in 1989
scem likely to continue, with a consequent fur-
ther fall in the volume of oil exports. The pace
of domestic production during the second half
of 1989 and first months of 1990 docs not give
much hope that exports, in general, will expand
this year. Similarly, significant declines in do-
mestic output of a number of key inputs will
not allow savings to be made in imports of such
inputs in favour of continued higher imports
of food and other consumer goods.

In Hungary, unless demand is com-
pressed, the liberalization of imports can be
cxpected to lead to a further deterioration of
the balance of payments, thus compounding
the present difficultics.  Another matter of
concern, which could seriously influence the
overall performance of the Hungarian economy
in the short run, is the unfavourable prospects
for trade within the CMEA framework. For
cxample, traditionally the exports of [Hungarian
engineering products are oriented to the Soviet
market. (In some Eastern European countries
sales to that market represent more than 50 per
cent of production.) A substantial surplus in
trade with the Soviet Union (in transferable
roubles) has been created in recent years which
many observers associate with the underpricing
of Soviet raw materials exports and/or over-
pricing of Hungarian machinery exports. If
this 1s indeed the case, it may be corrected in
the near future - for example, by the expected
transition in trade rclations within CMEA to
convertible currencies and world prices. Either
way, the terms of trade of [lungary in its trade
with the USSR would decteriorate, perhaps
substantially. 1n addition, a drop in the de-
mand for investment goods in the USSR has
already caused a rcduction in the volume of
Hungarian exports, which may well continue.

Export deliveries 1 Poland will most
probably follow the declining trend in general
cconomic activity. Total exports may well
stagnate or cven fall in 1990 and only return to
former levels by 1992. The projected increased
scope of forcign financing of imports of invest-
ment goods will lead to a further deterioration
of trade and current account balanccs, which
could take more than five years to overcome.

the United Kingdom the pace of economic ex-
pansion slackened noticeably 1n the second half
of 1989, the buoyant growth in continental
Europe and Japan appears to be continuing
virtually unabated (seec chart 3). Europe has
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become one of the most dynamic regions of the
world economy as attention is increasingly fo-
cused on the completion of the single EEC
market3” and economic and political restruc-
turing proceeds in Eastern Europe.

Chart 3

REAL GROSS DOMESTIC PRODUCT AND
CONSUMER PRICES IN MAJOR DEVELOPED
MARKET-ECONOMY COUNTRIES, 1980-1988
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Source: Data of OECD.

In most developed market-cconomy
countries there was a slight increase in the rate
of inflation in 1989: typically, the rise in the
rate of increase in prices (as measured by the
GDP deflator) was about 1 percentage point.
However, the firm stance of monetary authori-
tics seems to have succeeded in keeping price

increases within acceptable bounds. The price
of o1l, which rose in 1989 by about 21 per cent,
weakened in the first half of 1990, but a re-
newed firming in the second half of the year

‘cannot be ruled out. Overall, non-oil primary

commodity prices are expected to remain vir-
tually unchanged in the short term.3¥ The an-
ticipated gradual slowdown in demand may
also ease somewhat inflationary pressures
stemming from unusually high rates of capacity
utilization and growing shortages of skilled
labour. While inflation is not expected to ac-
celerate, monetary authorities are likely to
maintain their cautious policy stance. The
global trend towards liberalization of capital
markets has left them with the difficult task of
pursuing domestic policy objectives while at the
same time trying to avoid unwanted exchange
ratc movements induced in part by changes in
interest rates in major partner countries.?

Fiscal policics are expected to contribute
to a further budgetary consolidation in most
OECD countries (with certain important ex-
ceptions). Morcover, there are indications that
in the medium term the overall improvement in
the political climate will lead to reductions in
military expenditures in both East and West
which should alleviate budget deficits and/or
release resources for other priority needs. In
the Federal Republic of Germany, however, the
costs involved in the unification process will
probably increase the budget deficit, in spite of
probable increases in revenues due to buoyant
growth.

In the United States, monctary policy
eased slightly in the second half of 1989 as
preliminary figures indicated a slowing down
of the ecconomy. Output growth in the first
quarter of 1990 was estimated at 2.1 per cent,
up from 1.1 per cent in the last quarter of 1989.
There is still some .uncertainty about the
strength of the economy and the balance of in-
flationary and deflationary forces operating on
it. There continues to be a need to reduce the
budget deficit, which exceeded the target for
fiscal year 1989 of $136 billion (by $16 billion)
due to outlays associated with the thrift rescue
legislation of August. While the bail-out of the
savings and loan institutions is expected to put
some strain on the budget, sincc mid-1990 the
exccutive and legislative branches have been
attempting to reach an understanding on a fis-
cal package, containing measures to both in-
crease revenue and to decrease cxpenditure,
significantly reducing the budget deficit.
Should a credible understanding emerge, there

37 The potential impact of the completion of the single LEC market is discussed in box 7 below.

38 For further details sec chap. I above, sect. B.4.

39 For a more detailed discussion sce chap. I, sect. C, and Part Two, chap. 1.
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Box 7

A SINGLE EEC MARKET: ITS IMPACT ON GROWTH AND WELFARE

Although miernal tarffs and quantitative restnetions within [1:C were already eliminated in 1968,
intra-Community trade was still hampered by many obstacles including fiscal and regulatory ones.
The new integration elfort aiming at the removal of these remaining barriers has received
considerable impetus dunng recent years. To achieve the smgle market legslation based on 279
directives that will govem intra-Community movements of goods, services, capital, and labour
will be enacted. The purpose of the dirgctives will be to eéliminate border controls, promote
capital mobility and access to government procurement as well as to increase mtra-Community
competitian.

It 15:an mndication of the recent momentum for integration that by June 1989, over hall of the 279
directives had been approved by the Council.  Progress has been most rapid mn the area of
technical harmoenization and standardization of industnal products. Much, however, remans (o
be done in the barmonization of indirect taxation, a particularly difficult hurdle. 1n the medantime,
at the Madnd Summit of June 1989 the Counail also decided 10 launch the lirst stage of the
Lconomic and Monetary Union by the middle of 1890, although full monetary mtegration 1s not
part of the 1992 projuct

What will be the likely consequences for growth and welfare? Recent research, including a
detailed analysis undertaken for the Commission of the Furopean Communities, ! and
subsequent reactions 1o it, as wellias other independent werk, has afforded elements of an answer.
Needless to say, the task of analyzing and estimating the likely effects s a complex one.
Schematically, gains in weélfare could anse directly from the lowenng of costs associated with the
abolition of existing barmiers such as border delays, differences in product standards, and restrictive
public procurement practices. [Integration will thus probably have a large umpact in industres
with a significant share of public procurement, which very often favours domestic sources of
supply, as wmn telecommunications equipment and energy production plants. The impact will
probably also be more pronounced in industnes operating under national regulations of industnal
standards such as pharmaceuticals and elecincal appliances.  The resulting lower costs and prices
will benefit both consumers and producers. Indirectly, welfare'is raised through the exploitation
of ceonomies of scale m an enlarged market. Scale effects may vary sigmificantly across imdustries.
They are expected to be substantial in heavy electrical equipment or transport equipment (other
than cars) but much less i sectors such as petroleum. It 1§ also expected that improved
competition within the Community will lead to the rediction or ehimination of monopoly profits
and other forms of inefliciency that arise when there 15 a lack of competitive pressures and firms
operate below their optimum level, thus benefiting consumption and stunulating exports. But
estimates of the likely order of magnitude of the resulting inercase in welfare are subject to wide
margins of uncendinty. A priori, such estimates are by nature very sensitive to ‘both the
methodology used and the underlymg assumptions conterning the extent of the implementation
of the programme. The deal situation is one in which all the directives are implernented and the
mternal market 15 a truly mtegrated one where production takes place al the lowest cost and
intra-Community price differences reflect only differences in transport costs. The most optimistic
estimates of the gains from miégration also assume that all ceanbmies of scale will be realized.
Depantures from any of these conditions necessarily lead to yvery different estimates of the potential
welfdare gams

All m all, given the existing strueture of the member countries’ economies, available estimates
suggest that gains in welfare for the Community 2 can be broken down as follows: gains of about
the same order of magnitude would come from the removal of intemal barners affeeting
Communty trade and prodoction and from more optimum explontation of cconomies of scale;
somewhat lower pains would come from enhanced competition within the Community.
According to estimates by the Commussion of the European Communities, the sum ol these gains
rmught amount 1o some 4.3 - 6.4 per cent of GNP, These are strictly stalic gains and are beheved
by some quiarters 1o be too optimistic; but it has also been suggested that in a dynamic context,
improved efficiency will also result i lugher returmn to capital and thus highér rates of investment
and faster growth, thus leading to gamns larger than those estimated by the Commission

I Research on the “Cost af Non Lurope” (known as the Ceechini report), a massive body of analysis, the
main findings of which are summarized in Paolo Cecehini, The European Challenge 1992. The Benefits
of a Single Market (Aldershot, Wildwood louse, 198%)

2' Tor an analysis of the impacl on trade with the rest of the world and. in particular, the trade of the
developing countries, see Parl One, chap, 111
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1S a strong presumption that monectary policy
would case - at least somewhat. Long-term in-
terest rates in the United States arc now lower
than in the Federal Republic of Germany and
the difIerential with Japan has narrowed signif-
icantly in the last 12 months. An casing of
monetary policy would confirm these trends
and create a different configuration of short
term interest rates. The outcome could be an
increase in investment demand, a further weak-
ening of the dollar in exchange markets, and
some strengthening in net exports, leading to
an improvement in internal and external im-
balances in a context of relative price stability
and continued growth. Whether such a benign
scenario will in fact emerge depends in part on
the skill with which monetary policy is exe-
cuted. But 1t also depends critically on invest-
ment responding more forcefully to a reduction
In interest rates than to the cutbacks in aggre-
gate demand implied by the budget correction.
There is also an assumption that the expansion
of investment and nct exports will together
roughly offset the contractionary impact of
deficit reduction.

Japan continues on an expansionary path
driven by strong domestic demand led by both
business fixed investment and private con-
sumption. The weakness of the yen and in-
creasing inflationary expectations have forced
the Bank of Japan to more than double its of-
ficial discount rate during the {2-month period
ending in March 1990, so that it now stands at
5.25 per cent. A further increase, in order to
underpin the yen and avoid overheating the
cconomy, cannot be excluded. There 1s a
growing feeling that the employment situation
1s tightening, with unemployment in March
1990 at 2.2 per cent of the labour force.* Fixed
investment is rising in both the manufacturing
and the non-manufacturing sectors in response
to capacity constraints. lligh employment will
keep disposable income high and consumer de-
mand 1s cxpected to grow at about the same
rate as in 1989. [lousing investment remains
strong. In value terms, exports were flat in the
fiscal year ending in March 1990, while imports
rosc by 15 per cent, reducing the trade surplus
by 31 per cent. GDP growth is expected to be
well above 4 per cent in 1990.

In Western Europe preparations for the
single EEC market continue to stimulate in-
vestment, much of which is destined for mod-
ernization and rationalization, and increasingly
also for capacity expansion to help relieve pro-
duction constraints, in anticipation of increased

sales. Capacity utilization rates are higher than
in previous peak periods in many countries and
a lack of skilled manpower is increasingly being
felt. Industrial production 1s therefore expected
to maintain the high rates of increase achieved
in the last two years. Private consumption has
remained buoyant, ecspecially in [taly and
Spain, and is expected to pick up in the Federal
Republic of Germany, as the employment situ-
ation continues to improve. While exports
from contincntal Western Europe to North
America and the United Kingdom are likely to
slacken due to slower growth in those coun-
tries, trade among the continental countries
continues to grow vigorously. Developments
in the economics of the countries of Eastern
Lurope have provided a further stimulus to
trade, though in the short-term the effect will
be limited, since Eastern Europe accounts at
present for only a small fraction of Western
LEuropean exports. However, the huge capital
requirements for financing the transition and
restructuring ol the Eastern Europcan econo-
mies will put some strain on capital markets
and leave little room for a lowering of interest
rates in the short and medium term. In addi-
tion, a shortage of forcign exchange will tend
to restrain any sudden surge in import demand
in Eastern Europe. A redirection of exports to
hard currency countries from currently domi-
nant intra-CMEA trade will take some time as
contractual obligations arc fulfilled and as
product quality and supply 1s adapted to world
markets.

In the I‘ederal Republic of Germany
growth in 1989 largely exceeded carlier expec-
tations, while the rate of inflation was less than
3 per cent. [Following buoyant growth in do-
mestic demand, capacity utilization in manu-
facturing reached very high levels in 1989. The
unemployment rate in May 1990 fell to well
below 7 per cent, despite the large influx of
immigrants from the German Democratic Re-
public and other Eastern European countries.4!
Private consumption should provide the main
stimulus to domestic demand 1n 1990. Orders
for housing construction in the [irst quarter of
1990 exceceded those of the corresponding
quarter of the previous vear by 26 per cent in
real terms. Imports continued to grow
strongly, reflecting increasing capacity con-
straints. In contrast, export growth has slowed
down, due to weaker demand in the United
States and the United Kingdom. llowever, an
increase in demand from Eastern European
countries may partly compensate, although the

40 The ratio of job offers to job seckers is, at 1.37, the highest for over a decade. See National Institute Economic

Review, No. 2, 1990, p. 34.

41 In 1989 720,900 immigrants arrived in the Federal Republic of Germany, i.e. an increase of 1.2 per cent in population.
Sce ECE, Economic Survey of Furope in 1989-1990 (United Nations publication, Sales No. E.90.11.F.1), footnote 76.
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full potential of this source of demand 1s likely
to be realized only in the medium term. The
record trade surplus of DM 135 billion in 1989
i1s cxpected to fall slightly in 1990. Interest
rates arc lkely to remamn firm as the
Bundesbank is expected to maintain its strongly
anti-inflationary stance, particularly in the light
of the monetary union with the German Dem-
ocratic Republic which came into force in July.
The discussions and negotiations preceding the
introduction of the monetary union had already
led to expectations of higher inflation and to a
rise in interest rates in the Federal Republic in
the last quarter of 1990. So far, however, there
has been no further rise in interest rates. Indi-
cations arc that inflation will not accelerate
significantly in 1990. However, given the
monetary union and the prospective unification
of the two countries, much will depend on the
time and cost involved in revitalizing and mod-
ernizing the productive capacity of the German
Democratic Republic.42

Stable and co-ordinated policy [ormu-
lation and implementation in the EEC coun-
tries participating in the Curopean Monetary
System have resulted in converging rates of

growth of output and of inflation in recent
years. As a consequence, no major realignment
of currencies has taken place since 1987. Es-
pecially noteworthy is the relative strength of
the French franc and the Italian lira, which has
enabled both countries to advance the liberali-
zation of their capital markets, initially planned
for July 1990. In the United Kingdom the
monetdry authorities were forced to maintain
relatively high interest rates to fight persistent
inflationary pressures and to prevent a further
fall in the exchange rate (in 1989 sterling fell
by about 10 per cent vis-a-vis the ECU). Eco-
nomic indicators of the last few months suggest
that the cconomy is starting to cool down,
though less than expected.

Trade imbalances among EEC countries
remained large and arc not expected to undergo
much change in the near future. The surplus
of the Federal Republic of Germany is unlikely
to fall significantly in 1990, while the large def-
icits of the other major EEC countries are not
expected to contract much. Hence, the posi-
tion for the Community as a whole is expected
to remain close to balance.

F. Current uncertainties and the prospects for developing
countries

Of primary importance in the 1990s to
the development of the world economy in gen-
cral and the developing countries in particular
arc the major cvents currently taking place in
both Western and Eastern Europe, the effects
of which are still in the process of working
themselves out. The completion of the single
EEC market in 1992 not only has the potential
of bringing about once-for-all gains to the
Community and its member States but also,
and more importantly, will have major impli-
cations for the rest of the world. Potential
benefits arising from higher income and im-
ports or lower inflation with the Community

may be offset by protectionist barriers. The
effects on developing countries, however, have
not been taken into consideration in the vari-
ous studies undertaken by the Commission of
the European Communities.*3

For countries in Eastern Europe, the
consequences of the transition to a market
cconomy will depend greatly on the strategy
adopted, and especially on the speed of transi-
tion - slow and gradual, as intended in the case
of Ilungary, or fast and radical, as intended in
Poland. It is likely that the newly created
market economies will turn to developing

42 The situation in the German Democratic Republic is unique in that the restructuring of its economy will follow the
principles of the social market economy system of the Federal Republic of Germany. Like other Eastern Luropean
countries, the country faces serious systemic problems due to outdated production structurcs and output product mix,
both of which were accentuated after monetary union. In addition, certain sectors such as construction suflered from
severe losses of manpower. For example, the construction industry lost more than 6 per cent of its work force in 1989.
Consumer goods industries find it hard to sell their products, now that goods from Western countries are so easily

available.
closed down or rationalized.

43 See, in this connection, Part One, chap. HI.

In the transition period prodpects are for unemployment lo rise sharply as unprofitable enterprises are




Current Trends and Prospects for the World Fconomy 6/

countries to meet their needs [or consumer
goods, with a consequent increase in their trade
with such countries.

With regard to development finance,
there is concern that assistance to Eastern
F-uropean countries may well be at the expense
of flows to developing countrics. On the other
hand, the scaling down of military expenditures
which seems likely in the present political cli-
mate may release additional resources for de-
velopment finance.

The primary purpose ol this section is to
explore alternative long-term growth prospects
for developing countries in the light of new
policy initiatives or changes in the nature of
international finance and trade linkages. The
approach i1s based on the UNCTAD
secretariat’'s  System of Interlinked Global
Modelling and Analysis (SIGMA), briefly de-
scribed in box 8). The simulations involve as-
sumptions which reflect the effects of specific
policy measures. In order to facilitate compar-
ison of the results of the various scenarios, a
baseline scenario is first constructed. Certain
assumptions of the baseline scenario are then
modified, and the results of each set of modifi-
cations are compared with those of the base
run. Finally, the assumptions of the various
runs arc combined into a single scenario to
provide an overall picture of the prospects for
developing countries in the 1990s under gener-
ally optimistic conditions.

1. The baseline scenario

A baseline scenario is normally carried
out under the assumption that there are no
significant changes in current trends, policy
measures, or major behavioural relationships,
and is intended to serve as a reference basis for
cvaluating situations where such changes are
assumed to have taken place. Thus, it 1s as-
sumed that rates of growth of labour produc-
tivity will be the same in the 1990s as in the
1980s for the developed market economies.
Combining this assumption with a predicted
slowing in the rate of growth of the working
age population (partly compensated by some-
what increased participation rates) implies that
the developed market economies would grow
by about 2.7 per cent per annum over the rest
of the decade as a whole, compared to 2.9 per
cent for the 1980s.

Similarly, no radical changcs arc assumed
in the arca of international finance. Recent
performance of donor Governments is

projected to continue for the 1990s and no new
private lending is assumed to be forthcoming
for currently indebted countries. Nevertheless,
the bascline scenario assumes that outstanding
debt will be repaid as scheduled. The one-year
LIBOR rate 1s forecast to be the United States
dollar in(lation rate plus the average real rate
of growth of the developed market economies
plus 1.5 percentage points, i.c. about 8.7 per
cent.

Bilateral trade is assumed to be governed
by estimated trade shares which prevailed at the
end of the 1980s and prices of internationally
traded foods are assumed to increase only
modestly, at about 3.3 per cent per annum,

Results of the bascline scenario for the
various groupings of developing countries arc
summarized in table 23. As can be scen from
the table, the prospects for developing coun-
tries arc blecak. For the developing countries
as a whole, given that population is projected
to grow at 2.3 per cent per annum during the
1990s, per capita income would rise by only 1.3
per cent. While for Asian developing countries
per capita income would grow by 2.4 per cent
per annum, the corresponding rate would be
merely 0.7 per cent for Latin America and -0.7
per cent for Africa. For the least developed
countries taken together, per capita income is
expected to be practically stagnant during the
decade.

For Latin America, one key underlying
assumption in the baseline scenario is that
there will be no new net private lending in the
1990s, whereas interest payments will continue
to be made. The absence of new net private
lending accounts for the relatively slow income
growth as well as for much of the decline in the
debt and interest payments ratios during
1991-2000. For Africa, as for Latin America,
adopted structural adjustment policies and debt
initiatives have so far failed to climinate the
debt overhang. In fact, since the emergence of
the debt problem in Africa in 1982, debt ratios,
and until quite recently also debt service ratios,
have continued to rise, particularly for the
low-income countries of the region. These ra-
tios are projected to decline in the 1990s but at
the expense of a relatively stagnant per capita
income.

2. Assumptions of alternative
scenarios

In modifying the assumptions of the
baseline scenario, consideration has been given
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Box 8

A SYSTEM FOR INTERLINKED GLOBAL MODELLING AND ANALYSIS

lhe UNCTAD sceretariat’s System for Interlinked Global Moedelling and Analysis (SIGMA) 1
is used to suppori its global macroecononie analysis, includmg both short-term forecasts and
long-term projections.  The system consists of macrocconomic models for 58 countries and
sut ional aggregates linked together via vanous modules for intermational prices, trade and
financial flows, in a manner which ensures that the global balances are internally consistent. For
purposes of bilateral linkages the individual modbles are organized inta 15 regonal blocks. For
long-term projections a set of 15 regiopal madroeconomic models tdke over from the
country-based forecasting models, while the rest of the system remains the same

International dollar price indices by SITC groups are compuicd on the basis ef detailed forecasis
of internatiopal pnees {or mdividual commodities. The country and regional trade prnice indices
are then compiled using country- and regon-specific weights. The export pnees are then passed
through the relevant trade matrices 1o denve regional tmport prices by SITE groups. By the same
token, regional export volumes are denived by applying the commodity-specific bilateral import
share matnces to ihe regional imports. The capiial-flows module controls the allocation of
vanous forms of international capital flows: ODA (grants and loans), other offimal flows, private
long-term financial flows, direct investment and short-term flows

I'he rt‘_lq,‘.oni-al macrocconomic models arc ;.‘n‘i‘.:';ti;i“y neoclassical, IWo-gap grow th models l"l‘;:signud
10 capture the imteraction between the mtemal and extemal constraints facing developing
gconomies, Thewr function 15 to determine import demand and output consistent with domestic
consumption, export demand and external linancial llows lrom the rest of the world.

I An earlier version of SIGMA was described in the annex lo the ENCTAD secretlanat’s “Scenarios of
Growth, Trade, Finance and Deb A Technical Note”™ (UNCTAD ST MFD,3), Geneva, 19 June 1987,

pp: 18-22.

mostly to parameters which are external to the
national economies of developing countrics.
The importance of domestic policics, however,
should not be overlooked. Most developing
countries will still need to carry out policy re-
forms and structural adjustments geared to
raising productive efficiency, cspecially thosc
with relatively high population growth. And
because of the debt overhang, somc countrics
may be forced to rely more on domestic savings
and foreign direct investment for [inancing do-
mestic Investment projects.

The modifications of the assumptions of
the baseline scenario are described below. [t
should be noted that, in practice, it is not al-
ways possible to adopt policies which affect a
specific set of parameters without at the same
time directly changing the value of others.

Eight alternative scenarios have been
constructed (A-H). In scenario A, the rate of
income growth in each OECD member country
is assumed to accelerate by 0.5 per cent per
year during 1992-2000 over the bascline sce-
nario. Such a situation could arise from vari-
ous policies which, 1ndependently or 1n
response to the process of market integration
within EEC, result in productivity gains, higher

investment or employment rates or greater efli-
clency in resource utilization, including a more
cffective co-ordination of policies among
OLCD countries. Although higher rates of in-
come growth are the underlying objectives of
most policies, they are not generally specified
as policy targets per se.

Scenario B shows what happens when
exports of developing countries are assumed to
cxpand morce rapidly than those of developed
market cconomies. In the base run, for cach
major SI'TC group, exports of cach region are
derived by applying the import margin of a bi-
lateral trade flow matrix to a bilateral import-
share matrix which has been assumed to be
constant. In the modified run, bilateral trade
flows originating from developing countries for
cach SI'TC group during 1992-2000 are set to
increase by 1 per cent over the previous year
before they are normalized to become import
shares. The implicit weighting scheme 1s thus
in favour of trade flows which have a more-
than-average market share. In any case, the
resulting exports of cach region would also be
dependent on the affected import margins.

The case of higher domestic saving rates
1s given bv scenario C. Since savings are de-
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Table 23
BASELINE PROJECTIONS OF GDP GROWTH, DEBT SERVICE AND EXTERNAL
BALANCES OF DEVELOPING COUNTRIES
(Per cent)
1990 2000
All developing countries
GDP growth 2 : 3.6
Debt/exports 106.4 58.0
Interest payments/exports 7.4 3.4
Current account balance/exports -4.2 -5.4
Latin America
GDP growth @ — 26
Debt/exports 2229 739
Interest payments/exports 19.2 58
| Current-account balance/exports -45 -58
Africa
GDP growth @ - 24 -
Debt/exports 320.7 194.2
Interest payments/exports 17.3 94
Current account balance/exports -28.6 -18.8
Asia
GDP growth @ 45
Debt/exports 455 38.8
Interest payments/exports 2.8 22
Current account balance/exports -1.1 -3.8
Memo item:
Least developed countries
GDP growth @ 2.8
Debt/exports 460 3 363.0
Interest payments/exports 11.4 84
Current-account balance/exports -68.4 -54.4

Source:
a Average annual rate for 1991-2000.

rived as a residual in SIGMA, the exercise is
carried out by compressing consumption in all
developing countries, except for those in Asia
which are oil-dominant or major Eurocurrency
borrowers. Specifically, it is assumed that both
private and public consumption are reduced by
S per cent as compared to baseline levels. In
terms of policy, the purpose is to increasc the
level of savings available for investment, pref-
erably through greater mobilization of domestic
resources or other means rather than by an
absolute reduction in either private or govern-
ment consumption.

In scenario D, the assumptions of sce-
nario B are applied to the countries of Eastern

UNCTAD secretariat calculations, based on SIGMA projections,

Europe as a group. Since the shares of devel-
oping countries in the exports and imports of
the region arc small relatively to those of
intra-regional trade and trade with Western
Lurope, exports of the region are assumed to
grow at 2 per cent, instead of | per cent, in or-
der to make the eflects on developing countrics
more cvident. Since this amounts to increasing
the share of Eastern Europe in the imports of
all tradc partners, the developing countries may
be adverscly aflected in terms of their current
account balance and income growth.

The effect of a 2-percentage point re-
duction 1n international interest rates (LIBOR)
1s given 1n scenario E. The determination of
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interest rates is greatly influenced by such fac-
tors as rates of inflation and the extent of
budget deficits and trade imbalances.

In scenario IF, official development as-
sistance (ODA) to developing countries is in-
creased by doubling the parameters which
define the proportion of donor income assigned
as such flows to recipient regions on a bilateral
or multilateral basis.4* The major ODA donors
are the developed market-economy countries
and the members of OPEC. There 1s room for
improvement in donor performance, since the
target of 0.7 per cent of GNP has yet to be
achieved.

Scenario G reflects the proposal in TDR
198845 of writing off 30 per cent of the
commercial debt of some of the most heavily
indebted countries, which was considered to be
the minimum necessary to enable those
countries to break out of their foreign exchange
constraints. The present exercise, however, is
limited to seven of the 15 most heavily indebted
countries covered by the original proposal.#
The write-off is assumed to apply to the debt
outstanding at the beginning of 1992.

Finally, all the above assumptions, with
the exception of those of scenario D, are com-
bined into a single run to give scenario H.

Scenarios A to G, unlike scenario H, are
in the nature of a proper sensitivity analysis.
In addition, with the exception of scenario D,
cach 1s sclected to incorporate assumptions
which appear to be realistic in terms of policy.
They are also interdependent in the sense that
the realization of a given scenario may well be
dependent on that of another. Crucial to sce-
nario I, for example, is the attainment of an
effective solution, implicit in the debt write-off
scenario G, to the problems of debt overhang.
Given the appropriate political will and inter-
national co-ordination, however, the projected
growth for developing countrics under scenario
H should be attainable.

3. Analysis of results

The results of the various simulations arc
presented in table 24. In analysing the results,

it is essential to keep the following consider-
ations in mind:

Changing the initial conditions implicit in
the basclinc scenario may have a signif-
icant impact on the results obtained for
alternative scenarios;

The impact arising from changes in pa-
rameter values should not be assumed to
be linear. In other words, doubling the
value of a given paramcter does not nec-
essarily imply that its ecffect on a given
variable will be correspondingly doubled,

Similarly, the cffects of individual sensitiv-
ity runs may not be cumulative when they
arc combined into a single run, as in sce-
nario H;

The figures in the table have been derived
as algebraic  increments from the
corresponding values of the variables in
the baseline scenario, 1n order to facilitate
the comparison of results of the various
scenarios. Thus, the figure of L5 for the
current account to exports ratio under
scenario A for all devcloping countries
indicates that the value of the ratio has
increased from -5.4 per cent in the base run
to -3.9 per cent in the year 2000,

Since population growth is projected
exogenously in the system, what is shown
in the table as the difference in the rate of
income growth between a given run and
the base run 1s for all practical purposes
the same as that in terms of the difference
In per capita income.

As can be seen from the table, the cflects
of different scenarios vary {rom region to re-
gion. As a whole, however, the effects of
changes in assumptions which are of a financial
or monctary naturc scem to be more localized
than those which affect real variables. The cf-
fects of debt write-offs, for example, are largely
confined to the countries directly affected by
the exercisc, viz. Latin America in scenario G.
The apparent dramatic and immediate impact
may be attributed to the debt structure specific
to Latin America, as well as to the fact that
commercial loans generally carry fairly high in-
terest rates and short repayment periods. For
similar reasons, the region which benefits least
from a reduction in LIBOR is Asia (scenario

44 Excluded from SIGMA computations are technical assistance flows.

45 Part Onc, chap. IV, sect. C.

46 ['hese seven countrics (Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venczuela) constitute an entire regional
entity in SIGMA. The eight excluded countries are Bolivia, Cote d'Ivoire, Fcuador, Morocco, Nigeria, Philippincs,
Lruguay and Yugoslavia. Including these cight countries in the exercise would have meant writing off the debt of all
other countrics in the regions to which they belong since debt data have been aggregated to the regional level in

SIGMA.
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Table 24

ALTERNATIVE PROJECTIONS OF GDP GROWTH, DEBT SERVICE AND
EXTERNAL BALANCES OF DEVELOPING COUNTRIES

(Increment over baseline scenario, in percentage points) @

A B
All developing countries
GDP growth 0.2 0.2
Debt/exports -6.6 -85
Interest payments/exports -0.2 -0.5
Current account balance/exports 15 23
Latin America
GDP growth 00 0.0
Debt/exports -6.6 -8.4
Interest payments/exports -04 -0.6
Current account balance/exports 1.2 1.5
Africa
GDP growth 0.1 0.3
Debt/exports -125 -16.5
Interest payments/exports -04 -0.8
Current account balance/exports 0.7 1.6
Asia
GDP growth 0.3 04
Debt/exports -5.6 -8.8
Interest payments/exports -0.3 -0.6
Current account balance/exports 1.6 2.6
Memo item:
Least developed countries
GDP growth 0.3 0.2
Debt/exports -28.4 -333
Interest payments/exports -0.6 -0.8
Current account balance/exports 31 55

Source:

Scenario b

C D I f G H
0.4 0.0 0.1 0.2 0.0 1.2
2.2 2.2 3.1 8.1 -3.9 -8.1
0.2 0.2 -0.3 0.2 0.3 10
-0.5 -0.5 -05 -2.3 04 0.8
0.7 00 0.0 0.1 -0.1 0.8
1.0 1.9 05 44 -203 -250
00 0.1 -0.7 0.0 -1.8 -2.6
-0.2 -0.4 0.0 -1.5 1.8 15
05 -0.1 0.2 0.6 0.0 1.8
1.2 6.2 1.2 41.5 0.0 11.2
0.0 0.3 -1.2 0.8 0.0 -1.3
0.1 -0.6 -0.1 -14.3 00 -10.7
01 0.0 00 0.2 0.0 1.3
2.7 2.2 3.9 54 0.1 52
0.1 0.1 -0.2 0.1 0.0 0.7
-0.7 -0.6 -0.7 -1.3 0.0 1.8
05 0.0 0.0 1.8 0.0 2.7
4.6 70 25 1339 0.1 64.2
0.1 0.2 -0.3 30 0.0 1.2
-0.8 -1.2 -0.4 -475 00 -345

UNCTAD secretariat calculations, based on SIGMA projections.
a Algebraic increments over corresponding values of the baseline scenario (table 23).

Figures for GDP

growth are average annual rates for 1991-2000, while those for other variables refer to the year 2000.

b Briefly, the various scenarios are as follows: A - higher OECD income growth; B - increased exports of
developing countries; C - higher domestic savings rate in developing countries; D - increased exports of
Eastern European countries; E - lower LIBOR; F - increased ODA flows; G - write-off of commercial debt for
major borrowers in Latin America; H - A to C and E to G combined. See text for a more detailed

explanation.

E). Incrcased ODA flows to developing coun-
tries, on the other hand, have a greater impact
on the LDCs or Alfrica than on Latin America
(scenario F).

In contrast, the effects of accelerated in-
come growth in OECD countries (scenano A),
an increased trade share of developing coun-

trics (scenario B), or higher domestic savings
rates in most developing countries (scenario C)
are more widespread, in terms of both ge-
ographical regions and key macroeconomic
variables within a region. As may be expected,
increased exports from Eastern Europe (sce-
nario D) have a negative impact on developing
countries.
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The results show quite clearly that, in the
abscnce of appropriate policies to mobilize
savings, to stimulate investment or to reverse
capital [light, even a substantial reduction in
debt cannot be expected to have a significant
impact on incomc growth in the long run. In
the context of the bascline scenario, the imme-
diate and direct impact of a debt reduction is
to raise the level of import demand 1n all SI'TC
catcgorics, not all of which are destined for
production. With the subscquent increase in
income, there i1s a corresponding increase” in
consumption, as specified in the consumption
functions for both the private and the govern-
ment sector. The same argument also explains
why the results of scenarios It and F are not as
significant as might have been expected.

The results when the assumptions in sce-
narios A to C and E to G arc combined into a
single simulation run are given by scenario I1.
IFor developing countries as a whole, the aver-
age annual rate of income growth during the
1990s, with an increase of 1.2 percentage points
over the base run, amounts to 4.8 per cent, or
2.4 per cent in per capita terms.  Underlying

this average, however, arc considerable regional
discrepancies. Ior cach regional grouping, the
gain in income growth is higher than in any in-
dividual scenario. [or both Africa and the
LDCs, there is also a notable increase in the
debt to exports ratio over the base run but
considerably less than in the case of scenario
['. For Latin America, there are significant
improvements in terms of the other indicators.

fmplicit in scenario 11 is a positive annual
average rate of growth in per capita income in
the 1990s for all individual regions (3.6 per cent
[or Asia, 2.6 per cent for the LDCs, 1.4 per cent
for Latin America and 1.0 per cent for Africa).

Apparently, general policy measures
which benefit developing countries as a whole
bring only limited benefits to the African region
in general and to certain particular countrics
of the region. Besides greater debt relief and
official development assistance, these countries
require international initiatives specific to their
situation, including perhaps measures to
strengthen the commodity markets, which are
crucial to their national economics.®
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Annex to Chapter Ii

During the past decade many developing
countrics have been subjected to repeated ad-
verse cxternal shocks, the immediate effects of
which were to disrupt the normal functioning
of their cconomies. In addition, conscquent
falls in investment activity depleted productive
capacity and jecopardized longer-run develop-
ment prospects. The following paragraphs

bricfly review the development record of the
past decade and the changes in the external
environment which were so instrumental in its
shaping. It is argued that the adverse shocks
and resulting disparities in individual countries’
economic performance have alrcady contrib-
uted to a large cxtent to shaping the pattern of
their development in the years to come.

A. Widening disparities in the economic performance of
developing countries

1. Patterns of per capita income

Average per capita income in the devel-
oped market-cconomy countriecs has grown
steadily at an annual rate of over 2 per cent
over the last two decades. In contrast, it has
fallen in the developing countries during most
of the 1980s. As a result, the absolute income
gap between the two groups of countries in-
creased by over $1,900 (in 1980 prices) during
the first eight years of the 1980s (sce table
A-1).4 In relative terms, per capita income In
developing countries fell from 9.2 per cent of
that in developed market-economy countries in
1980 to 7.7 per cent in 1988, the last vear for
which reasonably complete information exists.

Iowever, while the disparity in per capita
incomes became significantly more pronounced
in the 1980s, the picture among developing
countries themselves 1s considerably more
complex. Indeed, disparities in per capita in-
come among the major developing country re-
gions actually narrowed over the 1980s. With

the exception of the poorer countries of Africa,
this was the result of large falls in per capita
income in regions with relatively high incomes
and of significant increases in per capita income
in some regions with relatively low initial levels.

In certain regions the declines in per
capita income were dramatic. [For example, in
sub-Saharan Africa during the first cight vears
of the 1980s the decline amounted to about
twice the income gains accumulated during the
preceding 10 years. If Nigeria is cxcluded, the
fall was ten times as great. At the same time,
in West Asia and North Africa the income
gains of the 1970s were more or less wiped out
during 1980-1988. The fall in per capita income
in Latin America was also substantial, since by
1988 income was more than 8 per cent below
the 1980 level. Furthermore, in many cases the
reductions 1n income fell particularly harshly
on the poorer sections of the population. In
many debtor countnes, espccially those in
Latin America, weak or declining real output
growth was compounded by accclerating in-
flation, which further eroded the purchasing
power of wage carners.

47 This compares with an increase in the gap of more than $1,800 during the decade of the 1970s.
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Table A-1
PER CAPITA INCOME IN DEVELOPED MARKET-ECONOMY COUNTRIES
AND DEVELOPING COUNTRIES, 1970-1988
{In 1980 dollars)

1970- 1980-

1980 1980 1988

Region Level Increment
DMECs 10183 2037 1904
Developing countries 937 232 -8
of which.

Latin America 2245 561 -189
North Africa 1259 - 133 -141
Other Africa (including Nigeria) 549 52 -96
(excluding Nigeria) 394 -3 -25

West Asia 2893 712 -704
South Asia 232 24 75
East Asia 919 388 351

Source: UNCTAD secretariat calculations, based on national and international sources.

All these losses stood in sharp contrast to
the steady and large increases in per capita in-
come in East Asian countrics, where the aver-
age annual gains during 1980-1988 ecven
exceeded those recorded during the preceding
decade. Per capita income in South Asia also
rose significantly during the 1980s, though its
level still remained below that of other devel-
oping regions.

2. Patterns of growth

While the fall in per capita income of de-
veloping countries over the 1980s was substan-
tial, in addition there is a serious risk that the
uncqual pattern of income growth among de-
veloping countries established in the 1980s
could persist in the vears to come. In fact, the
reccent recovery in the world economy con-
ccaled the fact that improvements in growth
performance were recorded mainly in those
countries which had also done well during the
recession years, those whose performance was
poorest during the recession also by and large
were the poorest performers during the recov-
ery.

This point may be illustrated by compar-
ing the growth performance of different coun-
trics during recession and during recovery. To
this end, the growth in per capita income of a
sample of 6l developing countries for which
consistent data were available was compiled for
two periods, 1980-1983 and 1983-1988. The
(irst period was broadly one of recession, with
an uneven recovery in the f(inal year, and the
sccond was one of more sustained recovery.
As can be seen from table A-2, very low or
negative per capita GDP growth rates predom-
inated during the recession years. For two
thirds of the countries in the sample growth
was cither ncgative (averaging -3.5 per cent
annually) or very low (0.5 per cent). The re-
maining countries were evenly divided between
those with moderate growth rates (averaging
1.9 per cent annually) and those with high rates
(5.8 per cent on average).

Signiflicantly, this growth pattern did not
change substantially in the subsequent recovery
vears. Thus, of the 37 countries with negative
per capita income growth rates during the re-
cession, 20 continued to register declines during
the recovery, while the growth of per capita in-
come 1n the other {7 remained very modest,
averaging less than 1.5 per cent annually. [ur-
thermore, among those countries having either
poor or moderate per capita growth in
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Table A-2
PER CAPITA GDP GROWTH IN DEVELOPING COUNTRIES,
1980-1988
(Annual percentage change)
Number of Average
countries rate @
Countries with negative growth
in 1980-1983 37 -3.5
of which in 1983-1988:
Growth performance: - unchanged 20 -2.1
- improved 17 14
Countries with poor growth
performance in 1980-1983 b 0.5
of which in 1983-1988;
Growth performance: - deteriorated -1.2
- unchanged 09
- improved -
Countries with moderate growth
performance in 1980-1983 € 11 19
of which in 1983-1988:
Growth performance: - deteriorated 7 -2.1
- unchanged 2 1.6
- improved 2 4.4
Countries with high growth
performance in 1980-1983 4 10 5.8
of which in 1983-1988:
Growth performance: - unchanged 6 57
- deteriorated 4 0.5

Source: UNCTAD secretariat calculations, based on national and international sources.
a Arithmetic average of growth rates for respective country groups.
b Per capita growth between 0 and 1 per cent per ycar.
¢ PPer capita growth between | and 3 per cent per year.

d Per capita growth over 3 per cent per year.

1980-1983, the number of those experiencing
deteriorating or unchanged performance out-
numbered those showing improvements during
1983-1988. In fact, many countries in this
group actually recorded declining per capita
income during 1983-1988. Finally, there were
also six countries in the sample which consist-
ently recorded high per capita growth rates
(over 5.7 per cent on average) during
1980-1988.

3. The external environment and
growth

It 1s worth emphasizing that, notwith-
standing the above results, at the start of the

1980s the world economy went through one of
the most protracted recessions in recent history.
World industrial production fell steadily during
those years, and the external environment fac-
ing developing countries deteriorated generally
as well (see table A-3). Economic growth in the
developed market-economy countries came to
a virtual halt during 1980-1982; the volume of
world trade actually declined, after a period of
rapid expansion during the second half of the
1970s. Primary commodity prices dropped by
about 6 per cent annually on average from 1979
to 1982; the declines were particularly sharp
during 1981 and 1982, when prices fell on av-
erage 20 per cent in cach year. Prices of man-
ufactures exports also fell in dollar terms, but
by much less, and thus the terms of trade
turned sharply against primary exporters. As
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Table A-3
SELECTED GLOBAL ECONOMIC INDICATORS, 1975-1989
(Annual percentage change) @
1975- 1978- 1980- 1983- 1987 1980-

Indicator 1977 1979 1982 1986 1989 1989
World trade 8.1 54 -07 48 6.9 4.1
Real GDP growth

in DMECs 4.3 39 0.9 34 3.8 29
LIBOR 6.2 10.5 14.8 9.0 8.2 10.5
Primary commodity

prices 3.6 6.6 -6.1 -1.6 6.3 -3.4

Developing countries

Terms of trade:

All developing countries 1.4 2.0 10.1 -91 0.5 -3.6
Oil exporters 2.5 4.7 195 -17 .8 0.0 -6.8
Others -3.1 -4.3 -24 -14 -04 -1.7

Exports
Value 16.5 211 50 -3.9 150 1.3
Volume 100 2.4 -6.5 47 7.5 3.2
Imports
Volume 9.3 23 94 -4.1 9.7 3.1

Source: UNCTAD secretariat calculations, based on national and international sources.

a Except for LIBOR (average annual rate).

a consequence, the purchasing power of the
exports of the majority of the primary exporters
in Latin America and Africa declined steeply
during 1980-1982. The dcterioration in the
terms of trade also contributed to reducing the
pace of output growth In many primary
cxporters during thesc years (sec scction B.2
below).  For many oil-exporting developing
countrics the adverse terms of trade of their
non-oil exports and the reduced cxport volumes
more than offset the increases in earnings from
oil. At the same time, the pervasive high infla-
tionary pressures in the developed market-
economy countrics gave rise to widespread
adoption of deflationary policies in these coun-
trics. In particular, the restrictive monctary
policy pursued by the United States resulted in
sharp increases in interest rates. For example,
LIBOR averaged almost 15 per cent during
1980-1982, 1.e. more than double the 1975-1977
average (see table A-3).48 Furthermore, the in-
creascs In interest payments on external debt

were accompanied by generalized declines in fi-
nancial flows from both the private banking
sector and other sources.

That these developments had a scvere
negative impact on growth in developing coun-
trics could hardly be a surprise. 'What emerges
from the comparison made in the preceding
sub-section, however, 1s that many developing
countries secem to have been bogged down in
very sluggish growth, a condition which has
persisted cven during years of economic recov-
ery in the developed market-economy coun-
tries. It is true that adverse factors other than
the deteriorating cxternal environment were
also at work during the decade. In particular,
towards the middle of the decade African
countries suffered one of the most severe peri-
ods of drought in recent history and growth in
many countries in the region suffered in conse-
quence. Nevertheless, for developing countries
in general domestic conditions did not improve

8 Tt has been calculated that excess interest payments duc to the higher rates prevailing during 1980-1982 accounted for
between one third and onc half of total interest payments of devcloping countrics in 1982. See TDR 1985, Part Two,

chap. 1, sects. B and C.
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and, in some important respects, the external
environment cven worsened following the onsct
of economic recovery in the developed market-
gconomy countrics.

Cumulatively, the external shocks of the
carly 1980s were reflected most dramatically in
the sudden doubling of the major debtor coun-
tries” external payments deficits to S50 billion
in 1981.4% Because of the sharp reduction in
external financial flows debtor countries were
forced to adjust mainly through heavy com-
pression of their imports, since in the early
years of the crisis cfforts to expand exports
were made difficult by the slow pace of output
growth in the developed market-economy
countries. While market penetration potential
existed for their exports of manufactures to
those countries, 1t was also much reduced be-
cause of the high levels of unemployment and
the prevailing pressures for protectionism. In
the event, debtor countries’ imports would have
declined cven more abruptly had they not con-
tinued to be [inanced by continued debt accu-
mulation in some instances. IHowever, as debt
service became heavier and external financing
became more scarce, imports had to be re-
duced, with consequent reductions in the ex-
ternal payments deficits of many countries.5

With the onsct of the recovery in the de-
veloped market-cconomy countries toward the
end of 1982 export performance of the devel-
oping countries also improved. However, duc
to the uneven character of this economic re-
covery, significant increascs in export earnings
accrued to only a handful of exporters. Since
the boost in aggregate demand occurred mainly
in the United States, where the strong recovery
gave rise to a large upsurge in import demand
for manufactures,5' demand for primary pro-
ducts remained weak, and in spite of the brief
rise in 1983 their prices still stood some 30 per
cent lower than the 1980 average. As a result,
between 1980 and 1984 the losses in earnings
of major primary non-oil commodities exported
by the developing countries amounted to as
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much as S55 billion.32 The lack of significant
responsc of commodity prices during the re-
covery owed much to the continued sluggish
demand growth in Western Lurope, an impor-
tant market for many primary commoditics ex-
ported by the developing  countries.
Furthcrmore, due to the disparate policy
stances pursucd by the developed market-
cconomy countries, their uncqual demand ex-
pansion during the carly phase of the recovery
led to a noticeable increase in the instability of
market growth facing the developing countrics
during 1983-1984.53

Market conditions facing primary exports
continued to worsen along with what turned
out to be the longest economic expansion in the
developed market-economy countries in the
post-war period. As inflationary pressures in
these countrics became less pronounced their
real output growth rates also becamc less di-
vergent, mainly because of the marked deceler-
ation in the United States. In fact, activity in
Western Europe remained basically very slug-
gish well into 1987. However, while interest
rates dropped in both 1985 and 1986, the terms
of trade of non-oil commodities fell steadily and
by 1987 had reached their lowest levels since
the Great Dcepression; those of oil fell below
their 1974 levels due to the price collapse in
1986.54 As a consequence, many oil exporters
joined the ranks of thosc having acute external
payments problems and some of them were
forced by their worsened external payments
positions to reduce drastically domestic activity
through restrictive policics.5> The losses in-
curred by developing countries on account of
these adverse terms of trade tended to offset, in
some Instances by large margins, the savings
on interest payments thanks to the lower rates.
Intcrest rates, however, resumed their climb in
1987 and by the end of the 1980s LIBOR aver-
aged 8.2 per cent, 1.e. not much lower than the
1983-1986 average of 9 per cent (see table A-3).

The consequences of the external shocks
on rcal activity, especially in the highly in-
debted developing countries, have been docu-

49 For the developing countries taken together the payments surplus of $26 billion in 1980 turned into a deficit of $84
billion in 1982. The deterioration affected all major country groups but reflected in particular the virtual disappear-
ance of the large surplus of West Asia during the latter ycar.

50 The reduced import demand on the part of developing countries, especially those in Latin America, had significantly

postponed the recovery in the United States.
the 1980s.

51 For details sce TDR 1984, Part 1, chap. 11
52 See TDR 1986, table 13, p. 46.

It also exacerbated the cxternal payments problem of this country during

It should also be noted that the steady decclines in primary commodity prices

contributed to ease considerably inflationary pressures in the developed countries during these years.

33 Jbid. chap. IlI, scct. A.

54 The terms of trade of developing countries detertorated by some 20 per cent in 1986, as both oil and non-oil export

prices f{ell sharply.

The losses in income duce to these adversc terms of trade amounted to about S80 billion and thus

wiped out any gain in GIDP growth recorded during the year.
55 As a result, Mexico’s real GDP, for cxample, declined by 4 per cent in 1986.
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mented in detail in past 1ssucs ol the TDR. One
of the more visible consequences was that real
output growth rates started to diverge
noticcably in the early 1980s. This divergence
in growth performance did not come about be-
cause the traditional fast growers had become
more dynamic but because the reverses suffered
by others were so severe, in particular as activ-
ity in many countries was increasingly affected
by debt service difficulties.  Many debtors
which had been obliged to reschedule their debt
servicing were also faced with the task of re-
ducing their external payments deficits. With
a slow-growing world export market and de-
pressed export prices, the reductions in the ex-
ternal deficits necessarily entailed sharp
reductions in imports, which in turn impinged
scverely on growth performance. Dellationary
policies werc also adopted in many other de-
veloping countries and government outlays, in-
cluding development spending, were reduced.
Output forgone was particularly large in Latin
America, in both 1982 and 1983, after a year
of stagnation in 1980. Thus, even hitherto
fast-growing cconomics such as Brazil, with its
dynamic manufactures export sector, experi-
enced declines in production during these years.
In sub-Saharan Africa drought further com-
pounded the difficulties already faced by many
debtor countries on account of both reduced
cxport carnings and higher debt service pay-
ments. The very unfavourable terms of trade
facing primary exports also tended to have a
direct impact on activity in many countries in
the region, particularly in 1982 (sce section B.2
below). Output losses in the region were thus
even more pronounced and of more extended
duration.

IHowever, even during the worst years of
the crisis, economic activity was on the whole
well sustained in the larger developing ccono-
mies, especially those in South Asia. Indeed,
because of the size and diversity of their econ-
omies they cmerged virtually unscathed. As
these countries also enjoyed relatively lighter
debt burdens, their growth performance re-
mained much more stcady than that of most
other developing countries, notwithstanding
occasional sctbacks in the agricultural sector
due to bad weather. T‘or different reasons, the
exporters of manufactures in East Asia also
fared relatively well during these years. These

countries had already for some time been
transforming their production structure in
favour of products with fast growing world de-
mand. With only a short interruption toward
the middle of the decade because of stagnation
in export market growth, they cnjoyed much
better growth performance than other develop-
ing countries. During the years of weakening
foreign sales various countercyclical measures
were adopted to bolster aggregate demand, es-
pecially during 1986: in the Republic of Korea
and Taiwan Province of China government
budgets provided for increased public invest-
ment, while in other countries interest rates
were lowered or tax cuts were effected (as in
Singapore). Subsequently, fuclled by acceler-
ating exports, real growth resumed in the re-
gion and domestic activity was further
sustained by capacity expansion in response to
renewed export buoyancy. Since the currencies
of many countries in the region were pegged to
the dollar, the strengthening of the yen, espe-
cially toward the end of 1985, also contributed
to improving the competitive positions of
exporters of industrial products, in particular
the Republic of Korea and Taiwan Province of
China, vis-a-vis Japan. Their conspicuous suc-
cess, however, stimulated a reaction by their
trading partners, especially the United States.56
Subsequent currency appreciations, but also
rising domestic costs, sharply eroded their
competitive edge, with a consequent weakening
of export performance. Meanwhile, industrial
output in some traditional primary exporters
revived rapidly, as Japanese firms relocated to
the region in order to overcome the handicap
of an appreciating yen.5”

All 1n all, the growth pattern of the de-
veloping countries did not undergo any marked
change toward the end of the decade. In East
Asia output growth appears to have scttled to
a more sustainable, albeit still relative high,
pace following diminishing reliance on the ex-
port sector. On the other hand, recent growth
performance of some major debtors has suf-
fered seriously from setbacks to their stabiliza-
tion cfforts.?8 As inflation in many of these
countries had also accelerated dramatically, the
twin targets of containing inflationary pressures
and improving the external payments positions
continued to be their major preoccupation.

56 Since 1 January 1989, the major exporters of manufactures in East Asia no longer qualify for benefits under the GSP

scheme of the United States.

Of late, some other major developing exporters of manufactures have also invested substantially in these countries (see

scction B.3 below).

58 In particular, there was a marked deceleration of real output growth in Brazil and also, to a lesser extent, Argentina

in 1987.




The Legacy of the /9505

Because of the disorder engendered by the
acute imbalances in their economies many
debtor countries, especially those in Latin
America, were unable to translate the recent
buoyancy of their external sector into satisfac-
tory domestic expansion.® DPer capita income
continued its decline in many African countrics.
There is therefore a risk that, on present trends,
the uncqual growth pattern of the past decade,
during which a great many countries saw their
living standards decline steadily, while prosper-
ity was the preserve of but a very few, could
become entrenched in the years to come. Many
factors point to the possiblity of such an out-
come. First, available evidence indicates that
because investment activity in many developing
countries was very low throughout the 1980s,
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their productive capacity has on the whole be-
come inadequate for accelerating growth. Scc-
ond, activity in many countrics with a high
degree of dependence on primary exports, cs-
pecially those in Africa, has continued to sulfer
from very depressed export prices. For exam-
ple, the prices of tropical foodstuffs continued
to weaken even during the recent short boom
in primary exports. Meanwhile, through the
relocation of productive plants and related ac-
tivity, the buoyancy of activity in the tradi-
tional exporters of manufactures in East Asia
has been spreading to the neighbouring coun-
trics as well, thus setting the stage for contin-
uous dynamic expansion in the region. The
following paragraphs take up these issues.

B. The legacy for development: negative systemic
reinforcement

1. The insufficient expansion of
productive capacity

Available data show that there were sig-
nificant declines in investment in a large num-
ber of developing countries during the crisis
years. As may be seen from table A-4, in 31
developing countries (of the sample of 61 for
which consistent data could be compiled - 1.e.
those covered by table A-2) the volume of in-
vestment during 1981-1983 was on average 14
per cent lower than in 1980. Moreover, in most
of these countries it continued to decline even
during the rccovery years. In fact, in all but
five of thesc countries it remained in 1983-1988
about one third lower than in 1980. Twelve of
the highly indebted countries figure promi-
nently in this group (Argentina, Bolivia, Brazil,
Chile, Cote d’Ivoire, Ecuador, Mexico, Nigeria,
Philippines,  Uruguay,  Venezuela, and
Yugoslavia). In contrast, real investment ex-
panded substantially in a number of the re-
maining countries of the sample, most notably
in the steadily growing economies of South and
East Asia, where it rose steadily during both
1981-1983 and 1983-1988.

It was incvitable that investment should
have fallen so steadily in the problem countries
during the 1980s, since forcmost among the
factors accounting for their poor economic
performance, especially as regards investment,
was the extent to which their imports had been
compressed because of balance of payments
constraints.

A priori, it is to be expected that sharp
reductions in imports will seriously affect
cconomic performance in most developing
countries. Since imports in these countries
largely constitute inputs for production or
consist of capital goods for investment, the
steady expansion of the economy requires that
such imports be in adequate supply. Indeed,
the scope for compressing imports without
harmful effects on activity was very narrow,
since the possibilities of import substitution
were very limited in many countries, especially
the low-income ones.®® As a consequence,
economic activity suffered most in countries
where possibilities for internal adjustment to
import reductions were very limited. Growth
prospects were particularly jeopardized where
the import cuts (most notably in Latin
America) alfected mainly capital goods in order
to sustain imports of inputs for current
production. At the onset of the crisis efforts

59 For a discussion of macrocconomic disorder in the developing countries, sce TDR 1989, Part One, chap. IV.

60 Nevertheless, in many countries cfforts were also made to reduce dependence on food and petroleum imports.
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Table A-4

REAL INVESTMENT IN DEVELOPING COUNTRIES, 1980-1988

(Index numbers, 1980=100)

— s

Number of Average
counlries index @
Countries with declining investment
from 1981 to 1983 ‘ 31 86
of which from 1983 to 1988:
Investment: - declined 26 68
- increased 5 111
Countries with moderate increases in
investment from 1981 to 1983 b 20 110
of which from 1983 to 1988:
Investment levels: - declined 6 30
- unchanged 4 109
- increased 10 138
Countries with significant increases in
invesiment from 1981 to 1983 € 10 150
of which from 1983 to 1988:
Investment: increased or unchanged 5 205
- declined 5 113

Source: UNCTAD secretariat calculations, based on national and international sources.
a Arithmetic average for the respective country groups in the relevant period.

b Not exceeding 25 per cent.
¢ Over 25 per cent.

were made by many countries to maintain
imports at required levels, especially through
external financing, but they proved to be
short-lived in view of the mounting cost of debt
service. At the same time, countries sought to
increasc the volume of their exports in order to
finance necessary imports, but in view of the
low price clasticity of their primary cxports, this
often resulted in lower prices. Furthermore,
efforts to diversify primary cxports towards
more profitable items or towards those with
potentially faster world demand growth were
handicapped by the shortage of foreign ex-
change for the purchase of the required inputs
for these diversification programmes as well as
by barriers in the developed market-economy
countries to the entry of new products. Con-
sequently, such efforts proved successful only
among the larger economies, which already had
relatively diversilied export sectors.® On the
other hand, the scope for increasing exports
through reductions in domestic expenditure on
consumption were limited in countries where

61 Sce TDR 1986, chap. II, scct. A .

the domestic consumption goods were mostly
not tradeable in world markets. In any cvent,
cven when success{ul, export expansion did not
always casc the investment constraint since the
higher export proceeds olten had to be devoted
to incrcased debt servicing.

Moreover, the purchasing power of these
cxports was croded by the steady deterioration
in the terms of trade of primary products dur-
ing the 1980s. As a consequence, in many
countries, cspecially the highly indebted oncs,
rapid expansion of export volumes went hand-
in-hand with large and increasing outflows of
resources. As may be scen from table A-5, In
47 developing countries (of the same sample of
61) export volumes increased on average by 27
per cent between 1980-1983 and 1983-1988, but
in 32 out of those countrics there was also an
increase in the ratio of net transfers abroad to
exports, on average as high as 27.6 per cent
between these periods.62 In other words, in
many developing countries whatever increase in

62 Net transfers are defined as the difference between net capital inflows (including transfcrs) and net factor service
payments and are equivalent to the balance on goods and non-factor scrvices. 'The concept implies that a country’s
excess of factor payments (including interest payments on external debt) over net capital inflows must be covered by

a corresponding surplus from the trade account.
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Table A-5
DEVELOPING COUNTRIES: CHANGE IN EXPORT PERFORMANCE AND NET
TRANSFER OF RESOURCES FROM 1980-1983 TO 1983-1988
Average
Number of change
countries (per cent) @
Countries with improved export performance 47 2750
of which:
Net transfer: - increased outflow 32 -276°¢C
- increased inflow 15 153 ¢
Countries with deteriorating export performance 14 145 b
of which:
Net transfer: - increased outflow 6 -113¢€
- increased inflow 3 619 ¢C

Source: UNCTAD secretariat calculations, based on nationai and international sources.
a Arithmetic average for respective country groups.

b Change in export volume.
¢ Change in the ratio of net transfers to exports.

earnings resulted from attempts to increase the
volume of exports was draincd away by trans-
fers abroad, a situation typical of debtor coun-
tries with significant increases in interest
payments. It should also be noted that large
positive net transfers (mostly ODA) have ben-
efited a small number of countries, comprising
many least developed countries, with partic-
ularly weak export performance in the post-
recovery period (sce table A-5). Especially
because of sharply reduced imports in countries
with debt service problems the import per-
formance of developing countries varied greatly
in the carly 1980s. In particular, there were
significant reductions in import volumes in
Brazil and Argentina, as well as in African
countries with debt service dilliculties. The
poor prospects for oil exports also led to sharp
import curtallments in both Venezuela and
Mexico. Available data show that this process
of import compression continued almost una-
bated in many debtor countries throughout the
1980s. [Llsewhere, on the contrary, although
import growth showed some temporary slack-
ening, 1t remained on the whole relatively
strong, especially in East Asia.

The incidence of import compression on
real investment during the recovery period

(1983-1988) 1s illustrated in table A-6. Decclines
in import/GDP ratios between 1980-1983 and
1983-1988 were rccorded in 48 developing
countries in the sample (of 61 countrics). The
great majority (37) of these countries also re-
corded declines in their investment:GDP ratios
during these vyears. On the other hand,
investment;GDP ratios rose in § of the 13 de-
veloping countries in which the ratio of im-
ports to GDP also improved.

The worsening in investment performance
in the developing countries took place amid in-
dications of widespread 1mprovements 1In
savings ratios. This came about because of the
large net outward transfers of resources, a
process already described earlier. In this con-
text 1t should be noted that since net transfers
arc made up of flows which are beyond the
control of the developing countries themselves,
the extent to which domestic savings are actu-
ally available for investment is largely governed
by exogenous decisions and conditions.83 The
disparity between savings and investment per-
formance 1s 1llustrated in table A-7. Among the
39 countries n the sample which recorded an
improvement in the savings ratio between

63 This is because investment js equal to the sum of net transfer and domestic saving; net transfers, on the other hand,
are made up of net capital flows and of net factor payments. But except for capital flight, the net capital flows were
largely beyond the control of the developing countries in the years following the onset of the debt crisis and net factor
payments consisted mainly of interest payments on the external debt. For a dctailed analysis sce, Edmar L. Bacha,

op.cit. (sece box 3).
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Table A-6

IMPORTS AND INVESTMENT IN DEVELOPING COUNTRIES:
CHANGE FROM 1980-1983 TO 1983-1988

Countries with increased import ratios
of which:

- increased
- decreased

Investment ratio:

Countries with decreased import ratios
of which:

- increased
- decreased

Investment ratio:

Average
Number of change
countries (per cent) @
13 27
8 2.6
5 -41
48 -4.0
11 1.7
37 -5.2

Source: UNCTAD secretariat calculations, based on national and international sources.
a Average change for respective country groups (expressed as a percentage of GDP).

1980-1983 and 1983-1988 as many as 26 also
cxpericnced a drop in the investment ratios
during these years.® Many others, however,
including six of the highly indebted countrics,
witnessed a decline, including 6 of the highly
indebted countries.$s Developing countries in
Latin America were among those most affected
by the long recession in investment activity.
Investment has been particularly unstable in
the region during recent years and also slowed
down considerably in 1988 as net capital in-
Tows almost disappcared during the vear and
debtor countries in the region continued to rely
on their trade surpluses, or international re-
serves, to meet their debt payments. 6

2. Terms of trade and economic activity

While economic activity in the short run
1s influenced by many factors, in many devel-
oping primary exporters it is also highly vul-

64 These include nine highly indebled countries:

Venezuela, Yugoslavia.

Brazil, Chile, Colombia

nerable to bad weather because of the
preponderance of the agricultural sector. In
particular, the serious drought affecting African
countries in the mid-1980s was reflected most
indelibly in their growth record during those
years. Moreover, primary exports, of both ag-
ricultural raw materials and metals, also appear
to be vulnerable to large variations in the terms
of trade. As changes in these terms affect the
real incomes of individuals, the prolitability of
production and government budgets they also
influence expenditures and thus domestic ac-
tivity.%” Often, however, the effects of changes
in the terms of trade are outweighed by other
factors, as happens, for example, when the
pricc changes arc small or if foreign trade is
small in relation to GNP. None the less,
available data suggest that the recent large
swings in the terms of trade did affect the pace
of output growth in many primary exporting
developing countries, especially in Africa. Ta-
ble A-8 relates movements in the terms of
trade, on the one hand, to the change in the
rate of growth of real output, on the other, for

Ecuador, Morocco, Nigeria, Uruguay,

65 Argentina, Bolivia, Cote d’lvoire, Mexico, Peru, Philippines.

66 ccause of the fall in investment, productive capacity in Latin America at the end of the 1980s was estimated to have

67

been 13 per cent below pre-crisis trends. See  ECLAC, Preliminary Overview of the Economy of Latin America and
the Caribbean 1989.

[Towever, increases in profitability (in domestic currency) through currency devaluation can have perverse effects on
world markets for commodities with low price clasticities of demand. For example, for 12 commodity country situ-
ations in which world prices in dollars fell between 1980 and 1984 but real domestic prices rose by 10 per cent or
more, there was an average increase since 1978-1980 of 17 per cent in harvested area while production rose by 12
per cent and the volume of exports by 26 per cent. Sece TDR 1986, chap. IlI, sect. B.
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Table A-7
DOMESTIC SAVING AND INVESTMENT IN DEVELOPING COUNTRIES:
CHANGE FROM 1980-1983 TO 1983-1988
Number of Average
countries change @
Countries wilh increasing saving ratios 39 38
of which:
Investment ratio: - increased 13 20
- decreased 26 -4.2
Countries with decreasing saving ratios 22 -11.5
of which:
Investment ratio: - increased 6 2.2
decreased 16 57

Source: UNCTAD secretariat calculations, based on national and international sources.
a Average change in the respective ratios {expressed as a percentage of GDP).

a sample of primary (non-oil) exporting devel-
oping countries during 1980-1988.68

The terms of trade worsened for most
primary exports during the carly 1980s. Among
the primary exporters in the sample, in 7 coun-
tries in 1981 and 14 in 1982 the dccline ex-
ceceded 7 per cent. More than two thirds of
these countries (5 in 1981 and 10 in 1982) also
had a slower growth of output. Lxport prices,
however, did increasc for a few products,
mainly tropical fruit and some ores, in 1981,
and thus improved the terms of trade of some
primary cxporters. Thus, of 15 such countries
in the sample, slightly over half (8), recorded
an 1mprovement in growth performance in
1981. In the other 7 countries it seems that
conditions were not conducive to faster growth,
despite improvements in their terms of trade.
In 1987 and 1988 as well, significant terms of
trade movements aflected the growth perform-
ance of a relatively large number of primary

exporters. Thus, for 7 countries out of 11 for
which the terms of trade worsened in 1987 there
was also a slowdown of output growth;® like-
wise, real output growth improved in 8 coun-
tries among the 11 which also had improved
terms of trade in 1988.7 Since they still con-
stitute the single most important market for
most primary products, demand conditions in
the developed market-economy countries re-
main critical for many primary exporting de-
veloping countries. After a brief recovery
during 1988-1989, the dollar prices of non-oil
commodities started to weaken again as real
growth in the developed market-economy
countries slackened, and by early 1990 they had
fallen to below their 1988 average.” In partic-
ular, prices of commodities of export interest to
African producers fell heavily, as coffee prices
more than halved and cocoa prices dropped by
morc than one-third between January 1989 and
January 1990.72

63 The present analysis is intentionally restrictive since it is difficult to provide plausible explanations for growth per-
formance in such a partial approach. The presentation is thus confined to changes in terms of trade of more than 7
per cent (both positive and negative) and the primary exporters arc those whose primary commodity exports amount
to at least 80 per cent of their total exports. The major oil exporters are also excluded because oil prices and oil output
often have a tendency to move in opposite directions, thereby resulting in a different relationship than that posited in

the analysis.

69 Dollar prices of tropical beverages dropped by over one third in 1987.

70 Dollar prices increased most significantly for minerals, ores and metals, temperate zone food, and vegetable oilseeds
and oils, but much more moderately for agricultural raw materials. Tropical beverage prices, however, were more

or less stable in 1988.

71 The impact of the recent fall in primary commodity prices has been moderated by declines in the dollar prices of
manufactured cexports due to the appreciation of the dollar, except for commodities such as tropical beverages, which

recorded very sharp declines during recent months.
Sce chap. |, scct. B.4, above.
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Table A-8
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DEVELOPING COUNTRY EXPORTERS OF PRIMARY PRODUCTS: @
ANNUAL CHANGES IN THE TERMS OF TRADE AND
GROWTH PERFORMANCE, 1981-1988

(Number of countries) b

1981
Countries with deteriorating
terms of trade
of which:
- Growth declined 5
- Growth improved 2
Countries with improving
terms of trade 15
of which:
- Growth declined 7
- Growth improved 8

Source:
a Except oil (see text).

1982 1983 1984 1985 1986 1987 1988
14 i X 1 11
10 1 1 4 7 -
4 2 1 3 4
10 4 11
1 2 4 - 2 3 3
- 2 6 - 4 1 8

UNCTAD secretariat calculations, based on national and international sources

b Includes only countries where the change in terms of trade was at least 7 per cent (see text, footnhote 68).

3. Growth convergence in East Asia

In spite of recent dilficulties associated
with the external sector because of currency
recaligments and labour cost pressures, the tra-
ditional developing country exporters of manu-
factures in ELast Asia continued to maintain
rclative high GDP growth rates, though never-
theless lower than in earlier years. Accelerating
foreign investment in other developing coun-
tries of the region should also pave the way for
a period of sustained growth in those countrics
in the coming years.

Since 1988, the loss of some competitive
edge due to currency appreciation and mount-
ing domestic wage costs has led to a slowing
down of the pace of economic expansion in the
major developing countries exporters of manu-
factures in East Asia.” Firm growth of domes-
tic demand, however, contributed to sustaining
activity during the carly phase of the transition
toward lesser dependence on exports as an cn-
gine of growth. Available data suggest that
these fast-growing traditional exporters of

manufactures have thus settled down to a more
sustainable pace of expansion, while remaining
some of the fastest-growing economics in
world. Their recent performance, however, has
been surpassed by some neighbouring develop-
ing countries which were the recipients of sub-
stantial direct investment, especially since 1988.
GDP growth in the major developing exporters
of manufactures in [East Asia (Hong Kong,
Republic of Korea, Singapore, and Taiwan
Province of China) is estimated to have slowed
down from 9.9 per cent in 1988 to 6.6 per cent
in 1989. On the other hand, real output in
Indonesia, Malaysia, Philippines and Thailand
taken together is cstimated to have risen by
around 7.5 per cent in both years. Particularly
appealing to foreign investors are the abun-
dance and quality of the local low-cost labour
and the size of the potential domestic markets.
There has thus been increased relocation of
labour-intensive production units in these
countries, especially from the Republic of
Korea and Taiwan Province of China.™® [Fast-
growing manufactures exports also contributed
to reducing significantly their traditional de-

pendence on exports of primary products.m

73 In fact, the contribution of net exports to growth has been negative in Taiwan Province of China since 1987.

74 Forcign investment in Thailand rose from $1.9 to $6.2 billion and in Indonesia from $1.5 to S4.4 billion from 1987
to 1988. Although less substantial, FDI has grown very fast in Malaysia and also the Philippines. Partial data indi-
cate a continued rapid growth of FDI in these countries in 1989. Sec Nomura Rescarch Institute, Quarterly Economic

Review, February 1990, table 2, p. 30.
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Chapter 1l

The recent past has been rich in changes
In economic structures and policy orientations
in the developed market economies and in
Eastern Lurope. Three issues are singled out
for consideration in this chapter. In Europe,
the decision to complete the single EEC market
by 1992 has alrcady given rise to cxtensive
comment, including that contained in TDR
1989. This programme must now be scen in a
broader context, which includes closer
co-operation between EEC and EFTA and the
movement by some countries in  Lastern
Europe to establish preferential trade links with
the Western European trade groupings. The
opportunities and dangers for developing
countries inherent in these developments are
the first topic discussed below.

The second issuc refers to trade policies
in the United States. In that country, tenden-
cies toward unilateralism and bilateralism in
trade policy have become increasingly evident
in the past few years. The recent strengthening
of trade laws which mandate negotiations un-
der the threat of retaliation with trading part-
ners perceived to be engaging in “unfair”
trading practices is a cause for concern for de-
veloping countries. There has also been a move
by the United States to enter into bilateral
trade arrangements, the most important of
which to have been concluded to date being the
United States-Canada Free Trade Agrcement.

In its negotiations with individual trading part-
ners, the United States has sought to expand
the notion of what constitutes trade policy, the
most recent instances of which have been at-
tempts to draw into trade negotiations norms
on intellectual property rights, trade in services,
foreign direct investment and even domestic
regulations and ways of doing business {as wit-
nessed by the so-called “Structural Imped-
iments Initiative” with Japan). Some of the
implications for developing countrics and for
the world economy arc explored.

The third issue revolves around Japan’s
import boom. In spite of its low tariffs and few
non-tariff’ barriers, Japan has often becn ac-
cused of being an economy closed to imports.
However, since 1985, imports have grown con-
siderably faster than in other developed econo-
mics. The value of imports of manufactures
almost tripled between 1985 and 1989. The
growth of intra-Asian trade centred around
Japan has been particularly rapid. Eight de-
veloping economies of the Pacific Rim have
been in the forefront as exporters to Japan;
they have also been important recipients of
Japanese foreign direct investment. This has
led some observers to specculate that an
investment-led trading bloc centred around
Japan may be emerging. The extent to which
this 1s so would have important impiications for
different groups of developing countries.

A. The formation of a wider European Economic Space:
Implications for exports from developing countries

Political and  economic changes and
progressing economic 1ntegration and co-
operation in Europe are hkely to assume a new
dimension and may lecad cventually to the for-
mation of a wider "Luropean L.conomic Space”.

EEC has been enlarged by its new southern
member countrics and a single market will be
formed by 1992, In parallel, EEC and EFTA
will be moving closer to each other. And the
momentous changes in Lastern l:urope may
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entail the gradual reintegration of these econo-
mics into the mainstrecam of Luropcan cco-
nomic development. There arc bound to be
implications for the export opportunities of de-
veloping countrics. On the one hand, if eco-
nomic growth were to accelerate significantly,
as 1s likely, greater Europcan cconomic inte-
gration could boost the demand for developing
country exports. On the other hand, given the
diversity of economic conditions and develop-
ment levels in Europe, in their pursuit of a
“Common European House” Governments may
be tempted to resort to trade policies towards
third countries which could result in significant
trade diversion. Pressures in this direction need
to be resisted.

1. The completion of the Single
European Market

(a) Implications for developing countries

With the introduction of the Single
European Act in 1987, approved by cach na-
tional legislature of the Community, the ELC
member States committed themsclves to the
formation of a single European market without
internal frontiers by the end of 1992. The
completion of the single market 1s expected to
improve productivity and competitiveness, and
hence economic growth and welfare, within the
Community. The implications of the integrated
market for the Community’s trade with non-
member countries, in particular the developing
countries, have increasingly become a topic of
discussion. The potential impact of such trade
1s difficult to assess at the present stage, as re-
forms within EEC have not taken final shape
and multilateral trade negotiations are pro-
ceeding in parallel in the Uruguay Round,
which continues until the end of 1990. Poten-
tially, trading partners may benefit {rom the
creation of new trade, particularly if the process
of European integration is accompanied by the
strengthening of the multilateral system. If this
1s not the case, trading partners could suffer
important sctbacks as a result of trade diver-
sion.

[Lven in the absence of new barriers
against non-members, the Community is likely

to increase output at the expense of some pre-
viously imported goods, owing to the reduction
in cost and prices arising from the removal of
trade barriers and customs control procedures
within the Community and to longer-run dy-
namic clfects such as cconomies of scale in
production and distribution, the stimulus from
stronger competitive pressurcs, and the larger
inflow of foreign investment into import-
competing scctors. The extent of trade cre-
ation, on the other hand, will depend on the
extent to which economic growth in the Com-
munity accelerates and the responsiveness of
imports to such acceleration.

Some ecstimates indicate that the com-
pletion of the single market could reduce im-
ports into EEC from developing countries by
10 per cent, and even by as much as I5 per
cent, on the assumption that the long-run dy-
namic gains of the single market are fully real-
ized. On the other hand, according to the same
estimates, as a result of higher incomes, imports
from developing countries into the Community
could increase by about 15 per cent, provided
income in LEC increases by at least S per cent,
which corresponds roughly to the impact of the
1992 programme on Community income esti-
mated by the Commission of the European
Communities. Ilence, at an aggregatc level, the
net impact on developing countries could be
small.”s

The net effects of the 1992 programme
will, of course, vary widely among developing
countries, depending on the product composi-
tion of their exports to the EEC market. In the
case of commodities not produced in the Com-
munity, trade creation is generally expected to
be more dominant than for manufactured pro-
ducts. The main beneficiaries of trade creation
could be exporters of fuel, who are expected to
capture some 80 per cent of the potential gains,
due to the high income elasticity of demand for
fuel compared to most other primary
products.’®  Both trade-creating and trade-
reducing effects are, on the other hand, likely
to be marginal for commodities and manufac-
tured products with relatively low income
clasticities of demand and for industries which
have already reached a more advanced stage of
integration within EEC. Thus, 1t is expected
that the impact of the single market will be
ncgligible on the textile and clothing industries
(see box 9).

Trade creation, whether for commodities
or manufactures, would of course be more sig-

+ Sce M. Davenport and S. Page, "Regional Trading Agreements: The Impact of the Implementation of the Single

Luropean Market on Developing Countries”, report prepared for the UNCI AD secretariat, October 1989, pp. 25-27.

76 Alan Matthews and Dermot MlcAleese, "LDC Primary Exports to the EC: Prospects Post 19927, paper for the
Netherlands Ministry of Foreign Aflairs, The Hague, October 1989.
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Box 9

IMPACT OF THE THE SINGLE EUROPEAN MARKET ON THE
TEXTILE AND CLOTHING INDUSTRY

The ympact of the Single Duropean Market on the textiles and clothing (T-C) sector will be
marginal, because of the advanced state of micgration already achieved in this sector. EEC’s T-C
industry has already undergone significant structural changes, starting from the early 19708,
Structural changes, and notably technical tmprovements in the industry, were partly 4 response
to increased intra-EEC competition resulting from the first enlargement of the Community
following the aceession of the Unied Kingdom, Ireland and Denmark in the early 19705, More
unportantly, the T-C industry bas faced significant and increasing competitive pressure [rom
lower-wage non-EEC countries, notably some developing countries of Asia.  As a result, there
have been substantial technical improvements in the EEC industry, both ' production (e.g.
rationalization and use of automated machines) and in management and sales.

T-C producers in the Community have vigorously pursued a vanety of new marketing and
production strategies, including a shifl away from mass production of standardized products and
towards: smaller mins and more high-fashion products 1o serve niche markets. ‘This has been
purticularly the case in the Federal Republic of Germany and in Italy. In the lattér ¢country, the
development of a llexible organization of the mdustry was achieved through the “putting out” of
production to many small firms and through rapid responses o changes in consumoer tastes by
means ¢f computenzed mformation systems linking sales ‘outlets and design  operations,
Flexibility and cfficiency have also been obtained by sub-contracting cither labour-intensive
production processes or the manufacture of final products to production units in developing and
Eastern Buropean countries. The Federal Republic of Germany has used this strategy extensively
in' the last decade.

Since a high level of market integration and specialization has already been achieved, the scope
tor price reductions due to the completion of the Single Market would be insigmificant.
Furthermaore, the low income elasticity of demand for the products of this industry in general
imiplics that the mncome effects of a more rapid growth of consumption alter 1992 are likely to be
smuall. By implication, the scope lor trade creation is limited, particulasly if current trade barriers
against unports from developing countnes are not removed. Therefore, the major factor which
will reshape: the T-C sector in the Community in the years to come is not intemal market
integration, but agute competition from lower-wage countries. The full absdmption of the Ibenuan
countries into the Community and possible trade aereements with some Easlermn European
countries will undoubtedly ticrease competition in the European market for textiles and' clothing,
singe these two: groups of countries are significant producers of these goods.

Svurce: Kurl Noliman, Technological and Organizational Change in the Global Texule=Clothing Indusiry:
Implications far Indicsirial Policy in Developing Countries, Technology case study No. 2, UNIDO, Vieana,
April 1989, M. Breitenacher, S. Pabaand G, Rossini; “The Cost of "Non-Europe’ in the Textile-Clothing
Industry”, i Research on the “Cost of Non-Europe”, vol. | - Basic Studies: Executive Sunmaries {Brussels:
Commission of the Luropean Communities, 1987).

nificant should incomes in the Community in-
crease by more than 5 per cent as a result of the
1992 programme. [‘aster growth may occur,
for cxample, as a result of larger-than-expected
flows of foreign dircct investment to the Com-
munity.”7  Morcover, the completion of the
Single European Market 1s now taking place in
the context of profound changes in l:urope as
a whole, which are hkely to lcad to a significant
increasc i ivestment and to a boost in growth
rates beyond what would have resulted from

implementation of the 1992 programme alone.
FFor one thing, growth forecasts for the Federal
Republic of Germany in the near future have
alrcady been raised to take into account the
impact on demand of German monctary and
cconomic union. Conversely, trade creation
could be dampened if the adjustment costs
arising for the Community from the completion
of the single market turn out to bec more sub-
stantial than estimated by the Commission and
if, as a conscquence, trade restrictions on non-

77 Forcign direct investnent has two potential effects: on the one hand, it could raise the production of import-competing
goods; on the other, it raises incomes and, therefore, leads to higher imports generally.
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members are raised. If this were to be the case,
trade diversion away [rom non-members and
towards the Community could well anse.

(b) EEC trade policy vis-a-vis developing
countries

EEC has a complex system of trade pref-
erences and import restrictions in its trade with
developing countrics.  Under successive [.ome
Conventions, 68 African, Caribbean and Pacific
(ACP) countrics have been accorded duty-free
access for their exports of manufactures and for
most agricultural products not covered by the
Common Agricultural Policy (CAP).”® Twelve
developing countries in the Mediterrancan
basin have free access to the EEC market for
most manufactures and semi-manufactures,
with restrictions notably on imports ol textiles
and clothing. Agricultural products not cov-
ered by CAP benefit from tariff reductions. By
contrast, the developing countries in Asia and
Latin America have a lower preferential status
in the EEC market than the ACP and the
Mediterranean developing economies. These
countries benefit from tariff’ preferences under
the Community’s GSP scheme. These prefer-
ences have been croded over the years by re-
ductions in MI'N rates through consecutive
rounds of GATT ncgotiations and by increas-
ing limits placed on access to preferential rates.
Moreover, MFA quotas and other non-tanff
measures affect mostly countries in this latter
group. Some of these measures are applied at
the Community level, but a significant number
of them, including MFA and other textiles and
clothing quotas, are still distributed among
member States on a national basis.”

While the EEC market is of far greater
importance for the ACP countrics and the
Mediterrancan developing countries than for
the developing cconomies of Asia and Latin
America, the ACP countrics have lost market
shares in EEC, despite their preferential status,
duc 1n part to limited supply capabilities, but
also as a result of a fall in commodity prices
and financial stringencies caused by debt prob-
lems. On the other hand, the Asian developing
countries, in particular the large exporters of
manufactures, have gained (sce chart 4).

Over the last two decades, EEC trade
policy has been characterized by increasing re-

coursc to a wide array of non-tariff measures.
These include quantitative restrictions such as
voluntary cxport restraints (VLRs), orderly
marketing arrangements and basic price sys-
tems imposed by the Community, individual
member States or by both, particularly on
manufactured imports from developing coun-
trics. VERs imposed at the Community level
are concentrated on agricultural goods, textiles
and stecl products, whereas those of member
countrics focus mainly on clectronics products,
automobiles and shoes.8®  Another sympto-
matic feature 1s the increasing use of
countervailing and anti-dumping mecasures
mainly for protectionist purposes. Further-
more, anti-dumping measures, at first applied
mainly to constrain imports of chemical pro-
ducts, arc now used to impede market access
for a wide range of hcterogenous products,
most notably clectronic consumer goods. Be-
sides Japan, the main “target” countries are the
Republic of Korea, Taiwan Province of China,
Hong Kong, Brazil and Mexico.

With the approaching completion of the
single market, the key issuc 1s whether the trade
policy stance of EEC will evolve in a liberal or
non-liberal direction. The critical aspect is the
disparitics in the application of non-tarifl’ bar-
riecrs among ELC member countrics. As bilat-
eral 1mport restrictions depend for their
effectiveness on internal border controls, such
restrictions  cannot possibly be maintained
within the framework of a single European
market. Rather, a unified market will require
fully unified import rules toward third coun-
tries. Hence, the completion of the single mar-
ket will nccessitate the removal of the
differences in the import regimes of member
countries resulting from national quantitative
import restrictions.

The removal of differences in the import
regimes can be achieved by an climination of
all non-tariff’ barriers or by substituting new
EEC-wide restrictions for the existing national
barriers. While the first solution would be de-
sirable in the interest of an open international
trading system, it might not be politically fca-
sible. Concern has accordingly been expressed
by the Community’s trading partners that
member States may exert pressure to extend
their own restrictive regimes to third-country
cxports to the Community as a whole. If
compromises are struck at the lowest common
denominator, such pressures would, indeed,

/8 Two countries (Haiti and Dominican Republic) signed the Convention for the first time in 1989, bringing the number
of ACP countries from 66 under Lome 11l to 68 under Lome IV.

79 The impact of national restrictions on the Asian textile and clothing industry is claborated in R.J.  anghammer, "FEC
Trade Policies towards Asian Developing Countries”, Asian Development Review, vol. 4, No. 2, 1986.

80 GATT, Review of Developments in the Trading System, September [988-February 1989, Geneva, 1989; and G.
Koopman and LL-E. Scharrer, "EC Trade Policy Beyond 19927, /ntereconomics, September October 1989.
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lead to the adoption of the position of the most
restrictive Government by the entire Commu-
nity. While such cxtension of protectionism
may be intended to be temporary, cxperience
shows that protection, whatever its nature, has
a strong tendency to become permanent.

Chart 4
SHARE OF DEVELOPING COUNTRY
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Member countries with a relatively high
level of quantitative restrictions are, in fact,
demanding that Community-wide restrictions
should replace their national protective meas-
ures in “sensitive” areas. Some member coun-
tries are also seeking compensation for the loss
of national non-tariff barriers which they now
apply.8" Such compensation could be in the
form of tariff equivalents of abolished quanti-
tative restrictions or of import quotas set at the
Community level. Furthermore, there is grow-
ing anxiety that EEC will make access to its
single external market dependent on the

fulfilment of reciprocal demands, urging trading
partners to make concessions on their part and
liberalize trade on a bilateral basis. Hence, ac-
cess to the enlarged Community market could
become the result of quid pro quo agreements.

The devcloping countries will gain from
trade creation only if liberal tendencies domi-
nate in the trade policy stance of EEC after
1992, though some redistribution of gains
among the developing economies may occur in
view of the highly differentiated trade policy of
the Community towards different groups of
countries. Thus, liberalization could affect
unfavourably ACP exporters of some manu-
factures such as clothing and exporters of cer-
tain tropical products, notably bananas, which
at present enjoy guarantecd access to the EEC
market. At least threc EEC member States
limit at present banana imports from non-ACP
suppliers through the imposition of quantita-
tive restrictions (see box 10). The removal of
these restrictions could adversely affect ACP
suppliers, who may prove to be less competitive
than exporters in Latin America. The ACP
countries are also concerned about the possible
erosion of their preferences due to reductions
of MFN tariff rates, particularly in the case of
tropical products, currently under negotiation
in the Uruguay Round.

(c) Impact of the southward enlargement
of EEC

The access of Spain and Portugal to the
markets of the other EEC members will im-
prove considerably once the two countries are
fully integrated into the Community. At pres-
ent, they are still in a transitional period, which
extends for industrial products up to January
1992 and for agricultural products up to Janu-
ary 1996.

Spain is the larger and more industrial-
ized of the two, with significant supply capa-
bilities in both industry and agriculture.
Spain’s agricultural output is substantial,
amounting to about 17 per cent of the Com-
munity total. The agricultural produce of both
Spain and Portugal competes in the EEC mar-
ket with a broad range of products from
Mecditerranean developing countrics such as
fresh and processed vegetables and fruit (par-
ticularly citrus fruit), olive oil, fish products and
winc. For Morocco, Tunisia, Israel and
Cyprus, these products account for some 70-95

81 For an interesting discussion, see D. Spinanger. “lIs the EC Foreshadowing a Fortress Europe in 1992? Examining
Implications of 1992 and Current EC Trade Restrictions for PACRIM countries”, Pacific Rim Institute of Compar-

ative Economic Studies, Kiel, July 1989.
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Box 10

THE SINGLE EUROPEAN MARKET AND BANANA EXPORTS OF
DEVELOPING COUNTRIES

Presently half of the Community’s consumption of bananas 1s supplicd by ACP countries and the
French averseas departments of Guadeloupe and Muartimigque, while the other half consists of
“dollar” bananas, mostly from Latin Amenca. The latter aré smported pnmanly by member
States which do not have quantitative restnctions favouring specific ACP countries. At preésent,
three ELC member States hmit ‘banana imports through guantitative restnetions speaifying the
orgin of the product. The Unmted Kingdom has been providing a puaranteed muarket for
unlimited quantities of bananas from the English-speaking Canbbean and Sunname.  FPrance
provides similar guarantees for the French ovérseas depammunts, Cameroon and Cote d'Ivone,
and Italy reserves a share of its market for Somalia. For a number of these developing countnes
bananas constitute a substantial share ol total merchandise expornts - 50 per cent in Guadeloupe
and Martinique, 40 per cent in Saint Vincent and the Grenadmes, and 20 per cent in Somalia -
with the Community accounting for 90- 100 percent of their banana exports.

Althovugh these producers enjoy a 20 per cent tanff preference over producers of dollar bananas
i all EEC countnes except the Iedéral Republic of Germany, it 15 unlikely that they could
campete without a guaranteed markel,  Latin Amencan producers already dominate the markety
of countries other than France, Italy and the United Kingdom. Maost of the ACI producers are
small-scale and relatively inefficient, and their costs are considerably higher than those of the large
plantations of Central Amenca, Colembiia and Ecuador. The banana trade in. Latin Amenca is
dominated by large Umted States corporations with efficient marketing and distnbution laalities.

Under the Lome IV Convention the Commussion has repeated comumitmients te mainlair
preferential access for traditional suppliers, but with the removal of national quantitative
restrictions after 1992, the current preference margin 1s unlikely ito be adequate to sustain their
exports. One solution to the dilemmma would be helping the ACP producers to ralse productive
efficiency and improve infrastructurdl facilities, Other selutons melude direet compensation, an
EEC subsidy 1o ACP producers, or assistance to diversify out of bunanas, perhaps atcompanied
by a gradual unwinding of protcction

Source: N Davenport and 5. Page, op. ciis, pp- 2527 and “the Lome 1Y Convention”, The Courier

(Brussels), No. 120, March-April 1990

wood products, cork, iron and steel and ma-
chinery. lrec access by Spain and Portugal to
the market of the Community will substantially
increase the competition for suppliers from de-
veloping economics.

per cent of their total agricultural exports 1o
EEC.

Prior to the most recent enlargement of
the Community, the Mecditerrancan developing
countries cnjoyed more privileged access to the
EEC market than the [berian countries. When

: The Iberian enlargement of the Commu-
the process of enlargement of the Community

nity could also affect [atin American exports

1s compileted, the Iberian countries will be able ¢ agricultural  products to Spain and
to compete with the Mediterrancan COuntries — pory04183 Both countries had special trade

on an equal footing, and this may afllect ad-

yerselv the exports of the latter to LEC.32 agrecements with countries in lLatin America,

offering import duties below the common cx-

['urthermore, the new members and many
developing countries are dircct competitors in
the FEC market with regard to a number of
manufactured products such as textiles and
clothing, footwear, leather, pulp and paper,

ternal tarifl” of the Community for a number of
commodities (including collce, millet, maize,
soya, unprocessed tobacco and beefl). [laving
terminated these preferential agreements, they
are likely to import agricultural products such

i1 P Gray, “The Economic Lffects of the CEC Sccond Inlargement”, United Nations Department of lnternational
Economic and Social Affairs, New York, 1989 (mimeo), pp. 16-25.

83 Jbid., pp. 22-24.
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as ccreals, livestock and dairy products in-
creasingly [rom other EEC member countries
rather than {rom lLatin America. The exports
of several countries in Latin America, including
Argentina, Uruguay, Suriname and Brazil, will
in conscquence be adversely allected.

There 1s a certain danger that the ab-
sorption by the Community of labour-intensive
manufactures or agricultural products from the
new member countries rather than from devel-
oping countrics may be viewed as one way of
reducing the social cost of integration, and the
southward enlargement of the Community
could therefore increase internal protectionist
pressures. The developing countries have gen-
erally a competitive advantage on account of
lower labour costs, and this advantage may be-
come more pronounced as and when labour
costs in the new member countries risc as a
conscquence of a greater convergence of wages
in an integrated Community market. Ifence,
any attempts to restrict further the access of
developing countries to the EEC market need
to be resisted.

2. The strengthening of EEC-EFTA
relations

EEC and EFTA are currently engaged in
preliminary discussions for the extension of the
existing bilateral free-trade arrangements to all
essential features of the Single Europcan Mar-
ket. Negotiations between the two groups are
to be concluded in time for an agreement on a
[:uropcan [zconomic Space (EES) to enter into
effect by January 1993.

Such an arrangement will result in a sub-
stantial cxtension of present preferential
EFTA-EEC relations to cover arcas such as
agricultural trade, government procurement,
services, investment, and others. EFTA-EEC
trade has been substantially free for some time,
and recent multilateral agreements have re-
moved technical barriers to trade, reduced the
cost of customs documentation, and opened
EFTA participation in EEC research and tech-
nology programmes.

LLS, if realized, will also affect third
countries, both European and other. In the
first place, some Central and Eastern Europcan
countries have already sought to establish spe-

cial association arrangements with EIF'TA; if
these matenalize, they will carry over into an
eventual EES. It is even possible that EES may
develop its own dynamics, eventually encom-
passing most [uropean countries. The motives
of EFTA member States for secking association
with EEC are just as valid for other European
countrics: the removal of barriers to intra-
European trade and the encouragement of
greater competition will reduce costs and boost
investment. The establishment of a EES would,
therefore, lead to a further concentration of the
trade of European countries within Europe.
Likewise, Europe is likely to absorb a substan-
tially larger share of the world’s foreign direct
investment than in the past.

3. The possible effects of economic and
political change in Eastern Europe®

Political and economic reforms in Eastern
Europe are going ahead at a rapid pace. The
reforms could entail a significant impact on ex-
ports from developing countries, and concern
has been voiced by many of them about po-
tential ramifications which could affect their
exports adversely.  Increased purchases by
Western European countries in  Eastern
Europe, at the expense of imports from the de-
veloping countries, could be one corollary of
the changes under way. Other configurations
arc conceivable and some could imply
favourable export prospects for developing
countries, such as ncw opportunities in Eastern
Europe where the reforms are taking place.

Over the short term, it appears unlikely
that the patterns of production and exports of
countries in Eastern Europe will change signif-
icantly. Nor will the volume of their exports
increase dramatically. Export expansion is lim-
ited by insuflicient supply capability and, to
some extent, by the inability to meet the quality
recquirements of Western markets.

In the medium term, structural change is
possible, and investment by both domestic and
forcign firms may lead to a substantial en-
hancement in productive capacities in goods
which could compete with those exported by
developing countries. The factor endowment
of the countnes of Eastern Europe is likely to
give them a good competitive position for ex-

81 The discussion in this section refers mostly to the changes that have occurred, or can be envisaged at this point, in
Bulgaria, Czechoslovakia, the German Democratic Republic, Hungary, Poland and Romania. The situation in the
Soviet Union is still too fluid and uncertain for an observer to be able to discern trends or to build credible alternative

scenarios.
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ports of goods within the lower and middle
segments of Western markets, i.c. the type of
goods cxported by several developing countries.
In particular, if trade and investment relations
with Western European countries are strength-
ened, goods from Lastern Europe could dis-
place exports from developing countries in
Western European markets. Investments by
Western Luropean firms for export back to
their home countries could go increasingly to
Lastern Europe rather than to developing
countrics.8  Such investment-led trade links
would reinforce those created by preferential
trading arrangements.

Economic policies will play a pivotal role
in shaping future trade relations. The process
of reforms in Eastern Lurope and the structural
changes in the direction of more open and
market-oriented economics are likely to lead to
greater cconomic Integration with Western
Lurope and, possibly, other developed market-
cconomy  countrics. The unification of
Germany will result in the automatic incorpo-
ration of one of the countries of the region into
the Community. The conclusion of trade and
co-operation agrecements by EEC with a num-
ber of other countries of Eastern Lurope and
rcadiness to consider concluding association
agreements at a later stage reflect the strong
political determination to establish closer eco-
nomic links. It can reasonably be expected that
such rapprochement will involve easier access
to the markets of Western Europe and other
developed market-economy countries for ex-
ports from the economies of Eastern Europe.
Preferential market access with relatively wide
product coverage would significantly extend the
scope of preferences which some of these econ-
omics have alrcady been accorded in the past,
such as benefits under the GSP and outward-
processing arrangements. (Greater ease of mar-
ket access could favour imports from countries
of LEastern [Lurope at the expense of imports
from developing countries. The potential for
trade diversion could be significant if Eastern
European countries reccive preferential treat-
ment which 1s as favourable as or more
favourable than the trecatment granted to im-
ports from developing economics.

The future course of trade and other eco-
nomic policies in the countries of Eastern
Lurope will also strongly influence the export
prospects of the developing countries in thesc
markets, though the direction of the impact i1s
as vet unclear. If economic liberalization and
the shift towards greater outward orientation
continues in the countries of Eastern Europe,
1t can reasonably be assumed that these coun-

trics will increasingly meet their needs from ex-
ternal sources of supply whenever foreign
suppliers arc more competitive than their own
producers.  Thus, the propensity to import
would generally increase over the medium term,
benefiting all trading partners with competitive
supply capabilities.

Another possibility i1s that Eastern
Luropean countries decide to protect their in-
dustrial and other economic sectors over a
transitional period during which the productive
base 1s modernized and restructured in line with
competitive positions, while deregulation and
the progressive introduction of market-oriented
mechanisms continue in the domestic econo-
mies. In such a case, imports would evidently
be adversely affected, and the barriers to mar-
ket access could turn out to be higher for im-
ports from developing countries than for those
from Western European ones.

The speculative nature of all this 1s evi-
dent, and the longer the time horizon of the
analysis, the more speculative will be the cs-
sence of the [indings. The dynamic character
of current developments in Eastern Europe and
their interaction with cconomic developments
and structural changes in other countries, both
developing and developed, make the analysis
of the potential implications for exports of de-
veloping countries extremely complex.

4. International policy issues

Undoubtedly, the new political and eco-
nomic realitics in Europe hold out great prom-
isc for an acceleration of the region’s economic
growth. This in itself would be highly positive
for the evolution of world trade. However, the
process of European ecconomic integration in
Western Europe and the systemic changes tak-
ing place in LEastern Europe are likely to be
difficult and fraught with short-term adjust-
ment problems. In this context, it i1s important
that Governments do not succumb to
protectionist options and that the structural
changes that are taking place go hand in hand
with a commitment to open markets. Other-
wise, the outlook for a sustained expansion of
world trade could prove to be dim. The devel-
oping countries could be the main ones to losc,
while the gains of other countries, including
thosc in Europe, would be less than they could
be in the presence of an open international
trading environment.

85 See Henry S. Gill, "Los Cambios en Europa Oriental y sus Implicaciones para America [atina y el Caribe”, SELA
Seminar on International Economics, Caracas, 12-15 February 1990, p. 17.
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A hesitant approach by the countries of
Eastern Europe towards opening their markets
to the competitive pressures of international
trade and the formation of a single market by
ELEC without a significant reduction in pro-
tection, or, still worse, coupled with heightened
protectionism, could be particularly damaging
to the export prospects of developing countries.
Trade diversion effects at their expense could
become ceven more intense if, in this context,
Luropean integration assumes a new and wider

dimension.  While closer cconomic links of
Western Lurope with countries of Eastern
Europe would be a welcome development, the
danger that the formation of a “Common
European [louse” could entail new discrimi-
nation against imports from developing coun-
trics has to be kept at bay. In this connection,
the strengthening of the multilateral trading
system through the successful conclusion of the
Uruguay Round assumes a critical importance.

B. Aspects of trade policy in the United States

1. General trends

Changes in trade policy in the United
States are particularly important for the inter-
national trading system, not only because the
United States is the single largest trading nation
but also because its commitment since World
War Il to an open trading system has given a
major impetus to trade liberalization under the
aegis of GATT.% Recent actions and legis-
lation would scem to indicate that the United
States’ traditional support for an open trading
system and for multilateral norms governing
the conduct of international trade has tended
to weaken.

The drift away from GATT disciplines
and the increasing resort to non-tariff meas-
ures, not only by the United States but also by
practically all major trading countries, has al-
ready been commented upon extensively.” As
regards the United States, a recent cxpression
of this trend was the extension in 1989 for a
period of two and one-half years of the volun-
tary export restraints (VERs) limiting steel im-
ports. Under the Steel Import Program, which
began in 1984, VERs had been negotiated with
19 countries and EEC and were valid up to 30
September 1989. The new agreements will al-
low steel imports to incrcase overall by one
percentage point per year. The annual in-
creases will be allocated preferentially to coun-
trics that reduce or eliminate subsidies to stecl

producers and/or offer United States producers
greater access to their markets. At the same
time, the United States announced that it will
seek an international consensus with regard to
free trade 1n steel, including disciplines over
subsidies, tariffs and non-tanfT barriers. It is
unclear, however, whether the United States
would seek to extend the VERs in 1992 if it
were unable to negotiate a consensus accepta-
ble to it.

In recent years, there have been addi-
tional striking departures in United States trade
policy from its previous commitments to open
markets and multilateralism. One of them has
been the increasing willingness to practise or
threaten unilateral retaliation against trading
partners perceived to be engaging in unfair
trade policies. Another has been the attempt
to expand the scope of trade policy discussions
and to demand that trading partners change
domestic laws, regulations and business prac-
ticcs when they are perceived by the United
States Government to have adverse effects on
United States exports.  In particular, the
United States has sought unilaterally to impose
on trading partners norms regarding trade in
services, intellectual property and foreign direct
investment, areas in which there are no ac-
cepted international norms and disciplines and
in which negotiations are taking place in the
Uruguay Round.®8

Yet another trend that could have ad-
verse implications for the multilateral system,

% This commitment has always been qualified. From the very beginning, it excluded agriculture; the United States has
also supported the exclusion of textiles and, more recently, steel, from full GATT disciplines.

87 Sce TDR 1989, Part One, chap. IlI, sect. B, and the annual reports of the UNCTAD secretariat to the Trade and
Development Board, "Protectionism and Structural Adjustment”.

88 See William A. Niskanen, "The Bully of World Tradc”, Orbis - A Journal of World Affairs, Fall 1989; and Jagdish
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if the protectionist drift of recent years is not
reversed, 1s the move by the United States to
enter into bilateral free trade agrecements and
other special bilateral arrangements with spe-
cific groups of countries. The United States-
Canada Free Trade Agreement has now entered
into force, and comparable arrangements with
Mexico are under discussion. Coupled with
preferential agreements with Central American
and Caribbean countries under the Caribbean
Basin Initiative, these arrangements could come
to constitute a large North American trading
group. Such an outcome need not necessarily
give rise to concern. If barriers to trade with
countrics not participating in the arrangements
are kept low, the trade-creating effects of the
formation of such a group could tend to be
larger than their trade-diverting ones. low-
ever, in the current atmosphere, with frequent
and increasing resort to non-tariff trade barriers
and grey area measures such as VLRs, the trade
interests of countries not participating in the
arrangements could be adversely alfected. In
particular, the developing countries, because of
their weak bargaining power and inability to
retaliate cffectively, could be especially vulner-
able to the imposition of VERs and other non-
tariff barriers.

2. The new unilateralism

The intent to usc unilateral means to
make trading partners change policies - be they
in the trade or other areas - perceived as “un-
fair” or “unrcasonable” has gained ground in
recent years. Since mid-1985, the United States
Government has been engaging in a policy of
pursuing “reciprocity” ncgotiations under the
threat of retaliation with sclected trading part-
ners, many of which are developing countries.
Thesc necgotiations - which have been con-
ducted under the mandate of section 301 of the
Trade Act of 1984, as amended (sce box 11) -
have covered practices ranging from partners’
import barriers and export subsidies to alleged
violations of United States intellectual property
rights. Since the adoption of this new policy,
the USTR has initiated a total of 32 cases un-
der section 301, most of which are still unre-
solved, and devcloping countries have
accounted for more than half of them.

The Trade Act of 1988 went further in
giving the USTR discretionary powers in in-
vestigating and taking retaliatory action against
unfair practices by trading partners. Under the
so-called “Super 301" provision, the USTR was
required to identify specific unfair traders in
1989 and 1990 and to enter into negotiations
with them for the removal of the offending
practices. Another provision (“Special 3017)
referred specifically to the identification of
countries denying adequate protection to intel-
lectual property rights of United States compa-
nies or citizens.

The first three countries to be placed on
the priority list in 1989 under the Super 301
provision were Japan, Brazil and India. Japan
was cited for restrictions on foreign purchascs
of space satellites by governmental entities,
procurement ol Japanese-made supercomputers
by government agencies and pubtlic universitics
at deep discounts that make foreign supercom-
puters uncompetitive, restrictions on imports
of certain wood products from the United
States, and building codes and product stand-
ards that make United States wood products
uncompetitive.  Restrictive import licensing
procedures were 1dentified as the major cause
for placing Brazil on the list. In the case of
India, 1t was restrictive policies with respect to
insurance imports and foreign dircct invest-
ment. As regards the Special 301 provision, a
number of countries and territories werc put on
watch lists, although none of them was named
as a “priority” target.?

These actions were generally viewed by
trading partners as a threat to multilateralism.
India refused to necgotiate with the United
States. While denouncing the procedure, Japan
did engage In intense negotiations and was ablc
to arrive at compromises considered satisfac-
tory by the United States. Negotiations with
Brazil have not yet concluded, but there are in-
dications that the recent import liberalization
programme announced by Brazil may lead the
United States to drop its procecedings against
that country. In April 1990, the second priority
list was announced under the Super 301 pro-
vision, and 1t included only India, for the same
rcasons as in the preceding year. However, in
June the United States decided not to impose
sanctions on India stemming from its refusal to
ncgotiate on the 1989 charges. The argument
used by the USTR was that sanctions would

Bhagwati, “The International Trading System”, Keynote Speech, Symposium for the 25th Anniversary of UNCTAD,
Geneva, 18-19 September 1989, reprinted in /DS Bulletin, vol. 21, No. 1 (January 1990), p. 9.

89  As a result of bilateral negotiations, the countries on these lists have tended to change since they were first announced

in MVay 1989.

As of May 1990, four countries were still on the “priority watch list” (Brazil, India, China and

Thailand), and 19 were on the "watch list” (Argentina, Canada, Chile, Colombia, Egypt, Greece, Indonesia, haly,
Japan, Malaysia, Pakistan, Philippines, Republic of Korea, Saudi Arabia, Spain, Taiwan Province of China, Turkey,

Venezucla and Yugoslavia).
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Box 11

SECTION 301 OF THE UNITED STATES TRADE ACT

[984 is ¢lesigned to enforce United States nghts under trade
to what are perceived to be unfair forcign trading
practices.  The law covers foreign practices regarding goods; services, mvestment and the
protection of mtellectual property nights.  Section 301 allows the United States Trade
Representative (LS TR to take all appropaate action, including retaliation, 1o obtain removal of
any act, poliey, or practice of a foreign Government which s found 10 violate an mlemational
trade agreement or wlich 1s found to be unjustifiable, unreasonable, or disenminatory and
burdens or restricts United States commerce.  “Unjustifiable” practices are those which are
meonsistent with intemational legal mghts, Tunreasonable” practices are defined as unfair or
mequitable practices, although they may not be inconsistent with intermational legal nights; |1)'
distrirninatory” 18 meant prachees which deny MIEN treatment to United States goods, serviees

or investment. In the Trade Act of 1988, Congress further expanded the notion of “unrea sonable”

to anclude the denul of the fair and equitable provision of adequate and effective protection of
intellectual property nghts; the denmal of far and equitable market opportunities; meluding
toleration for pnyate anticompetitive schemes; export targeung, and the persistént demal of
workers nghts

Section 300 of the Trade Act of
agreements and to provide lor responses

Fhe perecived general lack of success in ehimmating forcign unlar practices, either through
bilateral consultations or through the GATT dispute settlement process, led Congress in 1988 to
strengthen section 301 considerably. It now mandates retahation in cases mmlxmg unjustifiable
acts and provides lor retaliation, al the LS TR's discretion, [or cases imvolving unreasonable or
diseriminatory foreign practices, More specifically, retaliation 1s required il the USTR determines
that the loretgn practice demes Umted States nghts under a trade agreement; violates or denies
benehits 1o the United States under a trade agreement; or 1s unjustifiable and burdens or restricts
United States commerce. Mandatory retalistion has certain exeeptions:. The USTR néed not
retaliate when the United States receives an unifavourable determination, repoert or ruling under
GATT or other dispute settlement provisions; when the foreign country is taking cortain speafied
measures to alleviate or ehimunate the problem or lo compensale the United States for it; when
action would adversely harm the United States economy; or when it would senously harm
national secunty interests.

The Trade Act of 1988 also amended section 301 te add a provision that has come to be known
as “Super 3017 Tlas provision required the USTR 10 identify in 1989 and 1990 prionty unfair
practices and pnonty countries and negotiate with these countnes over a three-vear penod 1o
chminate, reduce,; or compensate for these practices. If any country does not comply with the
agreements negotiated, the USTR midst initiate an unfair trade mvestigation and take action under
United States trade laws,  Furthermore, the Trade Aet of 1988 requiges the USTR 1o identify
foretgn countries which deny adequate and effective protectipn of intellectual property nghts or
dony market access to United States entities that rely an intellectual property protection.  These
countrics arc.considercd ta be prianty countries under the so-cdlled “Special 3017 provisions

Sowvce: UNCTAL,

I’rogramime

Hundbook on Major United States Trade Laws (L
oft the Generalized System of Preferences and Other Trade Laws and Reégulations Direcily

NCTAD Technieal Assistance

Alfecting the Exports of Developing Countries), Geneva, 1989,

be nappropnate at this time, while negoti-
ations on services and investment werc under
way in the Uruguay Round. The more re-
strained usc of Super 301 and the failure to
name any country as a priority under Special
301 for the sccond consccutive vear have given
risc to hopes that in the future the United
States will rely on multidateral mechanisms,
rather than on unilateral actions, to resolve its
trade conflicts.

If unilateralism and forced negotiations
under the threat of retaliation were to become
the cstablished norm in United States trade
policy, this would have verv adverse conse-
quences for developing countries, which do not
have sufficient leverage to dissuade a powerful
trading partner [rom such practices. Moreover,
the rule of law 1 international trade would be
unavoidably wceakened, and the results that
may cmerge from the Uruguay Round would
be mevitably compromised.
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3. The Structural Impediments
Initiative

Evidence of the attempt by the United
States to widen the scope of what is understood
by trade policy is the discussions it launched in
1989 with Japan on ways of reducing the bilat-
cral trade imbalance between the two countries,
known as the “Structural Impediments [niti-
ative” (SII). Since Japan has gencrally low
tariffs and relatively few non-tarifl” barriers, 1t
is claimed that its barricrs to trade arc embed-
ded in domestic laws and business norms which
discriminate against imports. The removal of
such barriers, in this view, would result in im-
proved market access for United States cxports
and would reduce the United States bilateral
deficit with Japan. The following structural
characteristics of the Japanese economy arc al-
leged to contribute to keeping United States
exports out of Japan: government procurement
practices; the unique brand of co-operation be-
tween Government and business found in
Japan (as contrasted to the laissez-faire ap-
proach to business of the United States); com-
plex licensing, testing and certification
requircments which are found to be oncrous by
forcign companies; a complex distribution sys-
tem which favours small family-run stores,
which do not tend to stock -imports; the
“keiretsu” system of business conglomerates,
which discriminates against non-group (includ-
ing forcign) suppliers; and low levels of public
consumption - and, conscquently, high savings
ratcs.?

During the negotiations, Japan countered
with some observations on the structural char-
acteristics of the United States economy which,
in its view, contributed to the United States
deficit with Japan. Among the more important
of these were: the low United States savings
rate, duc mainly to the large and persistent
budget deficit; the short-term view of United
States corporations, which concentrate on
quarterly changes in balance sheets rather than
long-term investments that strengthen interna-
tional compctitivencss; excessive corporate
take-over activity; the poor quality of United
States cducation, particularly in science and
mathematics; and low and declining rescarch
and development expenditures.

After arduous negotiations, the two sides
issucd an interim report in carly April 1990.
Japan agreed to reduce the waiting period
nceded to sct up supermarkets and other large
rctail stores, to enforce the anti-monopoly law
more strictly by imposing tougher fines, and to
increase investment in housing, parks, scwers,
airports, and other arcas of infrastructure.
Japan also agrced to open its distribution sys-
tem further by expanding customs facilities at
airports and scaports; to issuc guidelines to
private businesses aimed at making their activ-
itics and decision-making more transparent;
and to treat price-fixing as a criminal act. For
its part, the United States promised to continue
cfforts to reduce the budget deficit, to work to
expand cligibility for individual retirement ac-
counts, to lower the capital gains tax with a
view to stimulating investment, to lift some cx-
port controls, and to reccommend to Congress
the partal lifung of the ban on Californian
heavy crude oil exports.?!

Perhaps the most remarkable aspect of
the SII talks is that they represent a widening
of the scope of what Governments consider to
be within the purview of trade negotiations.
Certainly, many domestic regulations, norms
and ways of doing business can and do have an
impact on trade. However, if taken to an ex-
treme, such an approach would give licence to
a Government to examine the policics, laws and
rcgulations of other countrics and seek changes
in them when they are considered to cause in-
jury to their export interests. Since such pres-
surcs can be exerted only by those with strong
bargaining power, thc economically strong
would have an additional weapon to impose
their will on the weak. Development policies
have a direct and indircct impact on the struc-
turc and rate of increcase of a country’s exports
and imports.  Thercfore, these policics are
bound to aflect the interests of its trading
partners, in some cases positively and in others
ncgatively. 1f generalized, the approach im-
plicit in the SII talks could open the door to
unwarranted intrusions by special interests,
with the support of their Governments, into the
development policies of developing countrics.

A widely held perception among United
States policy makers, particularly in Congress,
1s that the large United States trade deficit can
be reduced through trade policy action aimed
at correcting what are perceived as the unfair
trade practices of others. In this view, such

91 These arguments arc discussed in C. Fred Bergslen and William R. Cline, The United States-Japan Economic
Problem, Policy Analyses in International Economics No. 13 (Washington, D.C., Institute for International
Economics, January 1987), pp. 4-11 and 63-72. Sec also Robert Z. L.awrence, "How Open is Japan?” (New York,
National Bureau of Economic Research), October 1989 (mimeo).

91 International Trade Reporter (Washington, D.C., The Burcau of National Affairs, lnc.}, 11 April 1990. In late June,
as this report was being prepared, the two countries agreed on a final report.
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action should take the form ofllmltmg imports
into the United States (rom countries pcrccwcd
to be engaging in unfair trade practices or
whose policies have an adverse impact on
United States trade interests.  As alrcady ar-
gued in TDR 1989, such trade policy action is
unlikely to lead to a significant change in the
trade deficit.  Pressuring other countries to
open their markets or to change specific
policics may not result in larger exports: third
countrics or domestic companics may well be
the beneficiaries. Policy changes such as most
of those agrced to in the interim SIT report still
have to go through complex domestic approval
procedures; their impact on trade (lows 1s likely
to be tenuous and, at best, of a Jong-term
naturc. In the short and medium term, trade
balances respond to fundamental macro-
cconomic variables, not trade policies. Even if
tradc policy changes were to induce a
correction of the bilateral trade deficit of the
United States with Japan, this would be no
guarantce that the overall United States trade
deficit would decrease.

In the long term, the competitive decline
of United States firms relative to thosc of its
major trading partners, particularly Japan,
could be partially responsible for the obdurate
naturc of the United States trade deficit.  This
could be the result of the dollar not having de-
preciated enough to compensate for productiv-
ity growth differentials between the United
States and its major competitors. The persist-
ence of the trade deficit and the fall in the dol-
lar that has taken place since 1985 have given
rise to concerns regarding the decline in the per
capita income of the United States relative to
other devcloped countries. To the extent that
there 1s some truth in this argument, the cor-
rcction of the long-term factors noted by the
Japanesc side in the Sl11 talks as responsible for
the United States trade deficit may have a pos-
itive ellect in reducing the trade deficit and
reinvigorating growth in real incomes. How-

ever, action along these lines cannot be ex-
pected to have a positive cllect on the deficit in
the near future.

Perhaps the only policy changes identified
in the SII talks which have a fair chance of in-
fluencing the United States trade deficit in the
medium term are, primarily, the reduction in
the United States budget deficit  and,
sccondarily, thc more cxpansionary fiscal
stance implicit in Japan’s promise to increase
public investment. Such actions arc squarely
in the macrocconomic field and have httle to
do with the dircct and indirect market access
issues with which United States trade policy has
been preoccupied. In order to preserve growth
and employment in the United States and clse-
wherce in the world economy, budget deficit re-
ductions would have to be accompanied by an
casing of monctary conditions and dpproprl—
ately cxpansionary policies in other major
countrics, to which the greater Japanese
spending  would undoubtedly  contribute.
Greater fiscal and monetary case in Japan, to-
gether with the more expansionary policics as-
sociated with German unification, may provide
the opportunity for policymakers in the United
States to reduce the fiscal deficit while avoiding
recession. The current relaxation in East-West
tensions would appear to be a particularly
favourable moment for reducing military
spending in the United States.

Thus a shift in the mix of fiscal and
monctary policies in the United States and a
morc appropriate balance in the overall stances
of policy as between the United States and 1its
major trading partners could bring about a
swift reduction in the United States trade deficit
(as well as in the surpluscs of other major
OECD countries). This would make the single
greatest  contribution to an casing of
protectionist pressures and to the preservation
and strengthening of the multilateral open
trading system.

C. The Japanese |mport surge

1. Japanese import performance and
developing countries

The Japanese economy has undergone
major changes since 1985. One of thc most

striking has been the emergence of an import
boom as the cconomy has shifted from growth
led by exports to growth led by domestic de-
mand. Total Japanesc merchandise imports
grew from S132.3 billion in 1985 to S210.8
billion 1in 1989. The growth in the value of
manufactured imports has been even more
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Chart s

NON-OIL IMPORTS AND IMPORTS OF MANUFACTURES @ INTO JAPAN:
SHARES OF DEVELOPING COUNTRY GROUPS, 1985 AND 1989
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rapid - from $31.8 billion to $88.5 billion.% The recent surge in Japancse imports is a
These gains in dollar value were not simply due  most welcome development, and its continua-
to the depreciation of the dollar: between 1985  tion should make an important contribution to
and the first quarter of 1989, the volume of world economic growth and to the exports of
manufactured imports into Japan doubled. The  developing countries. However, in some quar-
prospects are that Japan will continue to be the  ters there is a growing concern that the benefits
most rapidly growing developed country mar-  from Japanese import growth will not be widely
ket.

92 Manufactures are here defined as SITC groups 5-8 less 68. The figure for 1989 is an estimate based on data for the
first three quarters.
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enjoved because an Astan network is develop-
ing into an informal trading group centred
around Japan and propelled by Japanese for-
cign investment. It is feared that the benefits
of Japan’s trade growth will be largely confined
to a sclect group of Asian developing econo-
mics on the Pacific Rim (PACRIM) - Hong
Kong, Indonesia, Malaysia, Philippines, Re-
public of Korea, Singapore, Taiwan Province
of China and Thailand - and that countries,
both developed and developing, which are not
part of this network could be relatively disad-
vantaged when competing in the Japanese
market.

Japanese non-oil imports are primarily
from developed economies (64 per cent in 1985,
against under 30 per cent from developing
countries, of which more than half was from
the cight PACRIM developing cconomies).
Since 1985, growth in imports from developing
countries, and particularly from the PACRIM
economies, has been very rapid. The latter
group now accounts for 23 per cent of Japanese
non-oil imports and for 26 cent of manufac-
tured imports (see chart 5).

While Japanese imports from the
PACRIM economies expanded rapidly after
1983, two points should be stressed. First, even
after this rapid surge in growth, by 1988 Japan
had only regained its relative importance as a
market for the PACRIM economies, compared
with the combined markets of EEC and the
United States, that it had held in 1981.9 Secc-
ond, by 1988 Japanese imports from the
PACRIM economies were still only 28 per cent
of the combined imports of EEC and the
United States from those economies. Thus far,
therefore, the degree to which the Japanese and
the PACRIM economies are in the process of
constituting a self-contained grouping should
not be exaggerated.

The growth in Japanese non-oil imports
from other developing countries over the period
was also rapid - but it was slower than the
growth of total imports and much slower than
the growth in non-oil imports from the
PACRIM economies. In particular, although
Japan represented a rapidly growing market for
developing countries in America and Africa, the
growth in imports from these regions was con-
siderably less than that of total non-oil imports.
The result was a significant decline in the shares
of developing countries other than the
PACRIM cconomics in non-oil Japanese im-
ports. Although they lost in terms of market
share, by the end of the 1980s, this group of

developing countries was exporting consider-
ably more to Japan than at the beginning of the
decade because of the rapid growth of Japanese
overall imports.

Chart 6

INCREASE FROM 1985 TO 1988 IN THE
VALUE OF IMPORTS FROM DEVELOPING
COUNTRIES INTO JAPAN AND OTHER MAJOR
DEVELOPED COUNTRY MARKETS
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There could be alternative explanations
for the geographical concentration of the in-
crease in Japanesc imports. In the first place,
the PACRIM economies benefit from physical
proximity to Japan, and high transport costs
may be a strong competitive disadvantage for
many other developing countries, particularly
those in Africa and America. Second, thesc
rccent geographical growth patterns could, in
principle, simply reflect the commodity compo-
sition of Japanese imports, with its concen-
tration on certain manufactured goods. The

93 Schott notes that intra-regional trade in East Asia declined as a share of total East Astan trade from 34 per cent in
1980 to 28 per cent in 1986 and back to 33 per cent in 1988. Sec Jeffrey J. Schott, "Is the World Devolving into
Regional Trading Blocs?” (Washington D.C., Institute for International Economics), December 1989 (mimeo), p. 20.
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relatively slower growth in imports from other
developing countries might be due to the fact
that these countries tend to be less specialized
in manufactured goods. Conversely, the strong
growth 1n the exports of the PACRIM econo-
mics to Japan could be the result of the mix of
commodities in which they have specialized.?
A third explanation could lic on the supply
rather than the demand side. The performance
of the PACRIM economies in the Japanese
market could simply reflect the increased
attractiveness of their products in world mar-
kets, rather than a growing Asian bilas in
Japanese imports. Conversely, other develop-
ing countries could be losing competitivencss.

The commodity mix and competitivencss
factors have played an important role in ex-
plaining the geographical composition of
Japanesc import growth since 1985.% Indced,
as can be seen from chart 6, judging simply by
the changes in the shares of the PACRIM
cconomics in the combined markets of EEC
and the United States, the relative performance
of those cconomies appears to have been quite
similar in all major developed country markets,
suggesting that the competitiveness factor may
have been an important one.

None the less, the data do suggest that
foreign direct investment and intra-firm trade
account for a growing, albeit small, share of
Japanese imports from the PACRIM econo-
mies. In some sectors, such imports have becn
predominant. The next sub-section tackles this
1ssue.

2. The role of foreign direct
investment

Foreign companies have often found the
Japanesc cconomy extremely hard to penctrate.
As noted above, they frequently complain of
hidden barriers which inhibit them from making
sales in Japan. Japanesc firms with established
distribution systems do not suffer from thesc
barriers in Japan. If these perceptions have a
basis in reality, 1t might be expected that coun-
trics which are successful in attracting Japanese
foreign direct investment would have an edge
in sclling in Japan.

Since the mid-1980s, in fact, growth in
Japancse manufacturing I'DI has accelerated,
but the rise has been confined to the developed
cconomics and Asia. The non-Asian develop-
ing countries have not benefited - in fact, real
[lows of FDI to developing countries other
than PACRIM cconomies have actually de-
clined.% Between 1985 and 1988, Asia ac-
counted for 80 per cent of all manufacturing
I'DI flows to developing countries. The most
important host economies in Asia are Thailand,
Indonesia, the Republic of Korea, Singapore
and Taiwan Province of China. In real terms,
corresponding flows to Latin America, the
Middle East and Africa fell dramatically in this
period.

Chart 7

SHARE OF IMPORTS FROM AFFILIATES IN
JAPAN’S IMPORTS OF MANUFACTURES
FROM ASIA, BY SECTOR, 1980 AND 1986
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How important are imports from
Japancse foreign affiliates in Japanecse trade
with developing countries? As can be seen
from chart 7, while the share of FDI-related
imports from Asia for the manufacturing sector
as a whole 1s sull relatively low, it has been
growing. The role of foreign investors, how-
ever, varies considerably as between scctors.

4 Of course, the coincidence between the commodity composition of Japanese import growth and PACRIM export
expansion could be due to some extent to investments of Japanese corporations in the PACRIM economies for export

back to Japan.

95 lhe technical analysis can be found in the annex to this chapter.

96 Kenji Takeuchi, "Japanese Direct Foreign Investment: A Promoter ol Japanese Imports from Developing Countrices?”
(Washington, D.C., The World Bank). May 1990 (mimco).
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Table 25

IMPORTS INTO JAPAN OF FDI-INTENSIVE PRODUCTS, 2 1985 AND 1988

Value
(% million)

Origin 1985

World 11,856.9

PACRIM economies 1.225.8
Hong Kong 47 2
Indonesia 0.8
Malaysia 62.9
Philippines 21.0
Republic of Korea 438.6
Singapore 172.5
Taiwan Province of China 424.9
Thailand 58.1

Source: United Nations Statistical Office.

Share of non-oil imports
(Per cent)

1988 1985 1988
25587.5 14.5 18.1
43940 8.8 12.7
234 4 5.3 10.8
83 01 0.3
141.1 3.2 46
63.3 1.9 3.2
1,658.5 12.4 14.4
469 9 33.4 368
1,840.3 12.6 18.7
180.4 57 6.6

a SITC 7 (machinery and transport equipment) and 87 (instruments).

While in most industries affiliates play a minor
role, in non-ferrous metals they are significant
(about a third of all imports), and in four scc-
tors (general machinery, clectrical machinery,
transportation machinery and precision cquip-
ment) their share in Japanese imports is over-
whelming. Typically, around three quarters of
Japanese imports from Asia in these commod-
ities are shipped by Japanese foreign affiliates.
Morcover, in 1986 cxports from just these four
sectors accounted for 74 per cent of all imports
from manufacturing affiliates in Asia, and the
electrical machinery and clectronics sector
alonc accounted for 50 per cent.

The high degrece of industrial concen-
tration of imports from thesc affiliates makes
it appropriatc to calculate an I'Dl-intensive
aggregate which comprises machinery and
transportation equipment (SITC 7) and preci-
sion instruments (SITC 87). As reported in ta-
ble 25, in the 1985-1988 period Japancse
imports of IFDI-intensive products increased by
116 per cent, compared with the rise of 91 per
cent for other non-oil imports. Thercfore,
countrics which are hosts to affiliates of
Japancse corporations producing for the
Japancse market did have an advantage over
countries which do not have an important
presence of Japanese corporations. FHowever,
the quantitative importance of ['DI-related im-
ports was insufficient to account fully for the
performance of the PACRIM cconomies.
While the share of FDI-intensive imports from
PACRIM economies increased rapidly (from

8.8 per cent to 12.7 per cent) over this period,
FDI-intensive trade accounted for just 15 per
cent of the growth in non-oil imports from this
group. Thus, while they constituted a rapidly
growing part of Japanese imports from the
PACRIM cconomies, the I'DI-intensive sectors
continued to account for a rclatively small part
of the overall rise in imports.

Examining individual country perform-
ance suggests a similar conclusion. IFDI-in-
tensive sectors were important in the growth in
non-oil imports from Singapore, in which they
accounted for 39.1 per cent of overall growth.
They were less important for other economies
such as Taiwan Province of China (22.5 per
cent), Republic of Korea (15.3 per cent) and
FHong Kong (14.2 per cent), and less so in the
other countries in the group.

3. Some tentative conclusions

The analysis suggests that their ability to
attract Japanese FDI played a role in the rapid
growth of thec PACRIM economies’ exports to
Japan. The presence of affiliates of Japanese
corporations allowed them to outperform the
growth in their markets as determined both by
their commodity mix and by their general
competitive performance. The influence of af-
filiates of Japanese corporations in the strong
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export performance of the PACRIM cconomies
in the Japanese market was particularly strong
in Singapore and, to a lesser extent, in Taiwan
Province of China, Republic of Korea and
ITong Kong.

In sum, the evidence indicates that, in the
machinery and precision instruments industries,
Japanese FDI plays a critical role in Japancse
imports from Asian developing countrics. In
this sense, there is support for the view that a

trade network centred around the activities of

Japancsc corporations abroad has becn devel-
oping in the PACRIM economies. However,
the overall contribution of this network to
Japanese non-oil imports should not be exag-
gerated.  While [FDl-intensive imports grew
extremely rapidly, they accounted for only 15
per cent of the overall growth in Japancse

non-oil imports from the PACRIM economies.
Generally, developing countries secking rapid
growth in cxports to the Japanese market in
scctors other than machinery and instruments
will have to rely on possession of the appropri-
atc commodity mix and competitiveness. This
mecans that the emphasis will have to be on
policies which promote the cfficient develop-
ment of supply capabilitics in goods which are,
and will be, in strong demand in this growing
market. Thesc policies will also be essential for
success in the markets of the United States and
Europe, which are likely to remain the major
markets for developing country cxports of
manufactures for some time to come. On the
other hand, developing countrics seeking to
pencetrate the Japanese market for machinery
and instruments will probably have to attract
investment by Japanese corporations.®
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Annex to Chapter Il

What role did the patterns of specializa-
tion play in performance in the Japanese mar-
ket? One reasonable benchmark is to estimate
what Japanese imports from a trading partner
would have been had that partner been able to
maintain its share in the import growth of cach
of the commodities it sold to Japan. A com-
parison of this constant-share performance
with the actual growth in total Japanese non-
oil imports would indicate the role played by
commodity composition in changing the part-
ner’s market share.

The constant market share growth index
(relative to base year 1985) can be expressed as:

CJj = EWj x GJj
i

where GJ; = index of Japanese imports of
commodity 1 at the two-digit

SITC level in 1988;

W;:: = share ol

i commodity 1 1in

country |'s exports to Japan
in 1985.

The ratio of this index to the growth of
total Japanese non-oil imports is an estimate
of the role of commodity mix in the change in
market share of the trading partner. Expressed
in index form:

(CJ; | GJ) x 100

where GJ = index of total Japanese non-
oil imports in 1988.

Commodity composition does play a ma-
jor role in explaining the favourable perform-
ance of the PACRIM economies. The constant
share market for the non-oil products of the
PACRIM economies grew by 128.6 per cent
between 1985 and 1988 (the last year for which
complete data are available), compared with
the 94.5 per cent growth in non-oil imports
overall. Thus of the 28 per cent growth in the

share of the PACRIM economies in non-oil
Japancse imports, fully 18 percentage points
could be ascribed to the commodity composi-
tion of trade (see table A-9).

By the same token, the commodity com-
position of imports from developing America
also helps cxplain some of the slower growth
of Japanese imports from these countries. Had
these countries been able to maintain their
shares in each commodity they exported, the
share of developing America would have de-
clined 8 per cent. This still leaves 10 percentage
points, or about half, of the decline in the share
of developing America unexplained. Commod-
ity composition sheds less light on the African
performance, accounting for only 3 percentage
points of the decline in the market share of
these countries.

The influence of commodity mix reflects
Japanese demand patterns. In addition, how-
ever, the supply-side performance of exporters
to Japan could play an important role. Pro-
ducts from the PACRIM economies could have
become more competitive in world markets
generally, because of cither improved quality
or lower prices. Conversely, products from
other developing countries may have lost
competitiveness. One way to ecstimate and
quantify these changes is to examine perform-
ance In non-Japanese markets. The mecasure
of competitiveness on the supply side that is
used 1s the change in the market share of cach
trading partner in the combined market of EEC
and the United States that is nor attributable to
commodity-mix effects. Each trading partner’s
constant-sharc market growth is estimated on
the assumption that it was able to hold its 1985
share of each commodity in the combined
EEC US market over the period 1985-1988. In
order to obtain a measure that will be relevant
for usc in the Japanese market, the 1985 shares
of each commodity in non-oil exports ro Japan
are used.
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Table A-9

ANALYSIS OF JAPAN’S IMPORT GROWTH FROM 1985 TO 1988

(Percentage)
Change in: Change in share attributable to:
Share of Market
Imports from Imports  Japan’s imports growth Competitiveness Residual
World 945
Developed countries 82.3 -6 -4 - -2
Developing countries 119.6 13 9 -2 6
PACRIM 149.9 28 18 11 -
Other 68 8 -13 -5 -B -2
Africa 57.3 -19 -3 -2 -15
Latin America 589 -18 -8 -11 1
Other Asia 911 -2 - 19 -21
PACRIM economies:
Exporters of manufactures
Hong Kong 148.8 28 30 -2 -
Republic of Korea 2252 67 35 17 16
Singapore 147.4 27 1 7 19
Taiwan Province of China  180.7 34 27 -8 15
ASEAN four
Indonesia 139.7 23 4 25 -6
Malaysia 55.6 -20 -4 -2 -14
Philippines 56.3 -20 -2 -17 -1
Thailand 168.1 38 7 68 -37

Source: UNCTAD secretariat calculations, based on data of the United Nations Statistical Office.

In this casec, the constant market share
growth index of a country in the combined
EEC/US market (1985 = 100) can be expressed

as:

CEUS; = IWjj x GEUS;
1

where GEUS; = index of EEC + US imports

of commodity i (at the two-
digit SITC level) in 1988;

Wi = share of commodity 1 in
country |’s exports to Japan.

In order to derive the competitiveness in-
dex of a particular country in the Japanesc
market, CEUS; is compared to an index of ac-
tual performance in the combined EEC/US
market using Japancse market weights:

AEUS; = iZ\Vij x GEUS;

where GEUS;;

ij index of EEC + US imports

of commodity 1 from country
i in 1988.

The desired competitiveness index for
country J is equal to:

CELS;

(1 = —) x 100
AEUS;

To be sure, performance in the combined
LEC/US market might not be a perfect
benchmark for appraising competitiveness.
['irst, some countries could be subject to more
stringent import barriers in EEC or the United
States than in Japan, thus biasing the measures
of competitivencss downward.  Second, the
analysis could be sensitive to the level of disag-
gregation and the choice of 1985 as a base year.
Third, the measures are affected by the fact that
they arc based on import shares rather than on
shares which include consumption of domestic
products. None the less, the results obtained
arc an interesting first approximation to thce
measurcment sought.

The competitiveness  residuals that were
obtained accord with expectations: the
PACRIM economics have relatively large in-
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Table A-10

PACIFIC RIM ECONOMIES: PERFORMANCE IN FDI-INTENSIVE AND
NON-FDI-INTENSIVE EXPORTS TO JAPAN, 1985-1988

{(Percentage) @

Change in: Change in share attributable to
Share of Market
Imports from Imports  Japan’s imports growth Competitiveness  Residual
FDI-intensive sectors P 258.5 66 10 16 40
Non-FDI-intensive seclors 139.5 25 19 10 -4

Source: LUNCTAD sccretariat calculations, based on data of the United Nations Statistical Offjce.

a Or percentage points, as appropriate.

b SITC 7 (machinery and transport cquipment) and 87 (instruments).

creases in competitivencess, and most groups of
other devcloping countries (with the exception
of other Asian countries) exhibit declines (see
table A-9).

At the level of broad country aggregates,
the statistical analysis does not point to a major
role for a special Japanese residual which could
be ascribed to unique institutional develop-
ments in the Japanese economy. Instead, per-
formance in the Japancse market over the
period secms to be well explained by the com-
modity mix of trading partners and changes in
national competitiveness.  The spectacular
growth in the share of the PACRIM ecconomics
in Japanese imports (28 per cent) is almost fully
accounted for by the contributions of
favourable commodity mix (I8 percentage
points) and improvements in competitiveness
(I'l percentage points). Similarly, the 13 per
cent decline in the share of other developing
countries is largely explained by a 5 per cent
decline due to commodity composition and a 6
per cent decline due to competitiveness. At less
aggregated levels, large positive residuals do
remain for the Republic of Korea, Singapore
and Taiwan Province of China. If there is an
unusual bias towards the PACRIM cconomics
that i1s not explained by commodity composi-
tion or competitiveness, it would appear to be
confined to these three economies, rather than
being widely spread across the Asian Pacific
economies in general.

On the other hand, among other regional
developing country groups, countries in devel-
oping America have done as well as their po-
tential markets and competitiveness would lead
onc to expect. Other Asian countries and
African countries have not performed as well
as might have been expected according to the

commodity mix of thcir cxports and their
competitiveness.

In sum, the analysis does not point to a
pervasive bias in Japanese trading patterns in
favour of the PACRIM economies and against
other developing countrics. On the one hand,
five of eight PACRIM countries performed no
better than (or worse than) might have been
cxpected on the basis of commodity mix and
competitiveness.  On the other hand, while
African and other Asian cconomies did record
ncgative residuals, developing countries in
America performed as well as could have been
expected.

It 1s also illuminating to perform the
constant market sharc analysis undertaken
above on the PACRIM economics, splitting the
sample into I'DI-intensive and non-I"DI-in-
tensive industries. The former are composed
of imports of machinery (SITC 7) and precision
instruments (SITC 87). The latter are all other
imports. This allows one to obtain an idea of
the role of the F'DI-intensive sectors in the
favourable commodity mix and competitive ra-
tios estimated above. The results are reported
in table A-10. Overall, one can fully explain the
25 per cent share improvement in Japancse
non-FDI-intensive imports from the PACRIM
cconomies on the basis of commodity compo-
sition (19 percentage points) and improvements
in competitiveness (10 percentage points).
[However, the 66 percentage points rise in the
PACRIM economies” share in [FDI-intensive
products is less fully explained. Only 10 points
arc due to market growth and 16 to an im-
provement in competitiveness. The 40 per-
centage point positive residual suggests a
considerable role for the direct effect of
Japanese investments in this performance.®
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Introduction

One of the principal charactenistics of the
world economy in recent years has been the
rapid pace at which financial activity has grown
and become international in character. As re-
strictions on their movement have been relaxed,
funds have increasingly flowed back and forth
across national boundaries; and as capital has
lcarned to operate globally, restrictions on its
behaviour have progressively lost their force.
At the same time, trade in financial services and
assets of varying maturities has grown by leaps
and bounds, both nationally and interna-
tionally, far exceeding the expansion of pro-
duction and trade in goods.

This dual process - the tightening of the
financial linkages among countries and the ap-
parent delinking of finance from production -
has asserted itself in various ways. In the first
place, the money markets in many countrics,
including all the developed market economies,
have become closely interrelated. So, too, have
bond markets, both via the linkage of money
markets and directly; equity markets have dis-
played a similar tendency. Secondly, since cur-
rency transactions are required for cross-border
movements of funds, foreign exchange markets
have become more important transmission
belts for monetary and financial fluctuations.
Conscquently, trade - and hence production,
investment and cmployment - have become
more directly exposed to changes in the finan-
cial environment. Equally, national money and
capital markets have become highly vulnerable
to conditions in currency markets, and uncer-
tainties from this source, by augmenting
wealth-holders’ preference for liquidity, have
added to upward pressures on interest rates.

Banks have played a key role in the
internationalization of finance, both on behalf
of their customers and on their own account.
Thus, their deposits and loans have become in-
creasingly - and for many large banks, highly -
diversified in their country composition, and
cross-border fee-carning activities have become
increasingly important sources of profit and
growth. The expansion and diversification of
international banking has in part been duc to
the growth of other transnational corporations
whose overseas branches, subsidiaries and af-
filiates have drawn in thc banks which served
them in their home base, both to provide
international banking services and to deal with
the residents of the host countries. But at the
same time, financial innovation and deregu-

lation have blurred the distinction between
banks and non-bank financial institutions, most
notably 1n a number of major financial centres:
banks have increasingly entered into lines of
business from which they were previously
barred, while various other types of institutions
have taken on banking activities of various
kinds. Financial services have as a result be-
come more easily “unbundled” and traded, do-
mestically and globally.

The process of internationalization,
though rapid, remains incomplete - in partic-
ular as regards the developing countries and the
actors involved. Most developing countries
maintain restrictions on capital movements
(though in some these are inoperative owing to
the opportunities for leakage provided by flows
of trade and scrvices of other kinds, opportu-
nitics which in some countries have interacted
with acute economic stress to generate
“dollarization” and large-scale capital flight).
Morcover, notwithstanding the growth of
cross-border transactions and the establishment
by banks of a presence inside other countries,
the bulk of purely domestic transactions gener-
ally remains in the hands of domestically owned
institutions. Restrictions on the right of estab-
lishment and differential treatment of foreign
and domestic institutions have been critically
important factors in preventing banks from in-
creasing their presence and participation in fi-
nancial markets abroad to the full extent of
their wishes. For developing countries, how-
ever, the question of foreign access to domestic
financial markets remains closely connected to
the issuc of financial openness generally, in-
cluding the ability to control capital move-
ments and conduct autonomous monetary and
financial policies directed at their own develop-
ment.

Much controversy has been generated by
the internationalization of finance. On one
view, it has brought major benefits to the world
economy by improving the allocation of re-
sources internationally. [t is argued that dis-
mantling restrictions has allowed capital to
flow freely to countries in response to oppor-
tunities for real investment, while increased fi-
nancial openness has made it possible for
individual countries to save more than they in-
vest or to invest more than they save, thereby
raising the global levels of production, invest-
ment and savings. Similarly, restrictions on
market access in the provision of banking ser-
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vices have eflects similar to quotas and tarifTs
on international trade in goods. Thus, for ex-
ample, restrictions on establishment can lead
via lower levels of competition to reduced
innovativencss and microcconomic efliciency
or to excess profits (or to both) among banks
alrcady in the market. Operating restrictions
can lead, via the increased costs imposed on
banks affected, to higher interest rates and
other charges and to lower levels of lending.
It is thus argued that the liberalization of re-
strictions on the establishment and operations
of foreign banks will improve the performance
of financial sectors as regards both the oppor-
tunities it makes available to depositors and
investors for the placement of their funds and
as regards the amount and allocation of fi-
nancing for borrowers.

On another view, however, the interna-
tionalization of finance has been harmful. For
one thing, so it is said, increased financial
openness has made each country more suscep-
tible to changes in the international financial
environment and has greatly reduced policy
autonomy. Equally important, it has weakened
the impact of domestic monetary and financial
policy instruments, and hence the ability of the
Government to manage the macroeconomy.
Morcover, Governments have become highly
vulnerable to shifts in the degree of confidence
they command in the international financial
community, over which they have far less lev-
crage than over purely domestic financial insti-
tutions. According to this view, the increased
power of international finance to discipline
Governments has not been accompanied by a
lessening of the financial markets” penchant for
speculative excesses and overreactions. Indeed,
international financial integration has resulted
in stronger and swifter propagation of financial
instability across different countries and mar-
kets. The increased fragility of the interna-
tional monetary and financial system, and the
resulting risks and dangers for the “real” sec-
tors, reflect in part the failure of the official
sector to respond adequately to the new reali-
ties.

Similarly, it is argued that a liberalized
regime for international trade in banking ser-
vices - one of the most important issues under
negotiation at the Uruguay Round - poses
dangers, particularly to developing countries.
Commitments to liberalize cross-border trans-
actions in banking services may entail aban-
doning exchange controls essential to
macrocconomic management and to limiting
capital flight. Moreover, unless subject to ap-
propriate controls, the presence of foreign
banks will complicate the conduct of auton-
omous national monetary policies owing to the
character of the banking operations which this

presence [acilitates, and to the lower degree of
“moral suasion” to which such banks tend to
be susceptible:  since economic development
often requires direction of the allocation of
credit, the liberal, market-driven banking sys-
tems of the type currently prevailing in many
OECD countries are not the right model to
follow. Besides, much of the protection of
banking in developing countries is of an infant
industry nature. [t is argucd that the avoidance
of financial dependence and the establishment
of indigenous banking systems arc an integral
part of economic development, and generally
rcquirc protection and support to national in-
stitutions which would otherwise risk being
swamped by the superior competitive strength
of banks from the OECD area.

The issues underlying this debate consti-
tute the subject matter of Part Two of this re-
port.  Chapter I cxamines the extent of
financial intcgration among countries, its
causes and effects. [t first examines the extent
of the internationalization of finance; assesses
its relationship to output, trade and investment;
and cxamines the role of financial deregulation
and liberalization in increased financial inte-
gration and openness. It gocs on to discuss its
effects on financial stability, emphasizing thc
links between currency and financial markets
and the role of policies, drawing on the experi-
ence of the 1980s. It concludes with a dis-
cussion of ways to improve the functioning of
the international monctary and financial sys-
tem.

Chapter I1 begins with a discussion of the
definition of the banking sector and the meas-
urement of the services it provides. These top-
ics show the relation between the key concept
of market access and the existence of different
banking sub-markets and give an idca of the
scale of international banking transactions.
Subsequent scctions discuss the nature of com-
petition in banking and its connection to the
costs and benefits of liberalization for the sec-
tor, some aspects of financial dependence, re-
lations between credit allocation and the
promotion of economic development, and
problems which liberalizing trade in banking
services may posc for monetary policy. There
is also a review of some of the comparative ev-
idence concerning the actual incidence of re-
strictions on the market access and operations
of forcign banks in developing countrics. The
final part of the chapter takes up the question
of applving to banking various concepts and
principles on which discussions at the multilat-
eral trade negotiations have centred, and which
may cventually become key constituents of an
agreed framework for international trade in

banking services.®
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Recent ycars have witnessed many sharp
and unpredictable shifts in the major monetary
and financial variables, including the prices of
financial assets, interest rates and exchange
rates, and flows of capital, both across borders
and across markets for {inancial assets denomi-
nated in different currencies. There have also
been periods in which these variables have
persistently stayed at levels not compatible with
their fundamental determinants; instability has
thus been latent ecven when it has not actually
occurred. As a result, serious strains have been
put on international debtor-creditor relations,
the banking system, capital markets and the
international payments and exchange arrange-
ments. Many observers, analysing these devel-
opments from the standpoint of both the world
economy and individual countries, have con-
cluded that actions to make the monetary and
financial system more stable and less suscepti-
ble to disruptions and crises should have high
priority.

Monetary and financial disorder is not a
ncw phenomenon. The international monetary
and financial system has exhibited disorderly
and sometimes cven chaotic behaviour since
the carly 1970s - although the latter has fortu-
nately been relatively short-lived.  Until the
carly 1980s this behaviour could plausibly be
explained by shocks and abrupt changes in the
environment in which the international mone-
tary and financial system operated. First, the
early 1970s saw progressive disintegration and
the eventual breakdown of the Bretton Woods
system; currency market turbulance and ex-
change rate instability could thus be cxpected
to persist until floating was gencralized and the
markets learned and established new rules of
the game. Second, the inflationary expericnce
following the oil-price rises of the 1970s had
destabilizing influences for the international
monetary and financial system. On the onc
hand, not only did foreign exchange markets
have to operate under conditions of price in-
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stability, but also relative price levels of major
countries underwent drastic changes because
of significant inter-country differences in rates
of inflation. On the other hand, the trade im-
balances that ecmerged as a result of oil price
increases and terms-of-trade changes, together
with policies designed to avoid contraction in
economic activity, resulted in substantial in-
creases In international liquidity and debt-
financing of current account deficits which
proved a major problem subsequently. IFinally,
the disinflationary process of the late 1970s and
early 1980s entailed substantial instability in fi-
nancial and currency markets because the mix
and stance of policies in the major countries
gave rise to large swings in key financial prices.
The pace of disinflation also differed among the
major countries, implying substantial changes
in relative price levels.

However, such  conjunctural and
transitory factors arc much less capable of ex-
plaining the continued instability in interna-
tional money and finance over the last six to
cight years. This period has seen neither espe-
cially high inflation nor serious supply shocks,
and the major market economies have increas-
ingly converged in their growth performance
and displayed increased willingness to under-
take joint interventions to manage cxchange
rates. Even so, the international monetary and
financial system has remained unstable, as wit-
nessed by the sharp swings in stock prices, ex-
change and interest rates, continued failures of
banks and other financial institutions, and per-
sistence of strains In international debtor/
creditor relations.  As pointed out by the Pres-
ident of the Federal Reserve Bank of New
York: “The past fifteen years have witnessed a
greater number of financial disruptions with
potential systemic implications than was the
casc over the post-war period prior to 1974,
And if we divide the 1974-1989 period roughly
in half, the latter half of that interval has seen
more disruption than the former.”97

Winter 1989-1990, p. 9.
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These considerations suggest that defi-
ciencies in the structure of international finan-
cial and monctary system and in the philosophy
underlying policies arc more important factors
in the observed behaviour of financial and cur-
rency markets. Disruptions and disorder in
such markets have so far been contained in that
they have not led to crises with serious and
widespread damage for the real economy.%
However, crisis management has been costly.
For instance, an international banking crisis
has been staved off at the expense of living
standards, stability and development in debtor
developing countries while exchange rate man-
agement has tended to rarse world interest
rates. More important, so long as the interna-
tional monetary and financial system remains
structurally vulnerable, the potential for an ex-
tremely costly crisis will remain. Again, in the
words of the President of the [Federal Reserve
Bank of New York, “if a crisis were to develop
... 1ts capacity to generate major damage to the
recal cconomy may be greater today than it was
in the past. The fundamental reason for this is
the nature, speced and complexity of the opera-
tional, liquidity and credit interdependences
that bind together all major financial insti-
tutions and markets in the world.”®

There are three basic deficiencies:

(a) The main activity of financial markets has
become not so much to intermediate be-
tween ultimate savers and investors, allo-
cate resourccs on the basis of asset
valuations reflecting long-term risk and
profits, and facilitate transactions and
payments necded for investment, trade and
production, but rather to crcate short-term
opportunities for speculation in volatile
and musaligned assct valuations. Specu-
lation is not of course a new phenomenon;
but the increased internationalization of
finance has enhanced the scope for propa-
gation of disturbances from one market to
another within as well as across borders;

{(b) The policy approach prevailing in the ma-
jor countries has also tended to contribute
to instability. Since the beginning of the
decade many countries have effectively
ceased to use the government budget and
prices and incomes policies for macroeco-
nomic management, thereby overloading
monetary policy and making different pol-

icy objectives more difficult to reconcile.
Morcover, the conduct of monetary policy
has changed significantly: not only have
interest rates been dercgulated, but, except
at times of crisis, monetary policy has been
directed at certain monctary aggregates
rather than thc management of financial
asset prices and interest rates. Conse-
quently, monetary and real shocks to fi-
nancial markets have tended to gencrate
sharp swings in financial asset prices and
interest rates. Moreover, interest rate de-
regulation has not always been accompa-
nied by incrcased prudential regulations;
excessive risk-taking in the financial sys-
tem has played a major role in financial
failures in some major countries. Mean-
while the dismantling of quantitative and
tax restrictions on movements of capital
across countries, markets and currencies
has accorded markets greater scope to
generate and/or propagate speculative dis-
turbances;

(c¢) Effective multilateral constraints and obli-
gations on policy making in the major
countries have been absent. Although ex-
isting institutional arrangements have been
outmoded by the increased financial inte-
gration and internationalization of finance
that has taken place, there has been no
reform designed to ensure effective multi-
lateral surveillance over the policies of
countries which have a large impact on the
world economy.

This chapter analyzes thesc shortcom-
ings, and points to possible ways of dealing
with them. Section A discusses the extent and
causes of the internationalization of finance,
and the relationship between international fi-
nancial “deepening” and output, capital forma-
tion, international trade and foreign direct
investment. It then discusses the role of finan-
cial deregulation and liberalization in increasing
financial integration and openness.

Section B cxamines some important con-
sequences of the internationalization of finance.
[t discusses its contribution to efficiency in the
allocation of savings internationally, and to in-
vestment and trade, and asscsscs the extent to
which it has increased the scope for speculative
activities and financial instability. It examines
the interactions between currency and financial

98 Concepts such as financial crisis, disruption and disturbance do not have unique definitions, and can mean different
things to different people. llere financial crisis is reserved to describe a situation characterized by falling asset prices,
widespread insolvency among debtors and financtal intermediaries which seriously undermine the capacity of the
markets to allocate capital and exert a visible and significant damage to the real economy. However, it should also
be remembered that “the line between ‘disruption” and ‘crisis’ can be fine indeed, since it is not at all difficult to imagine
circurnstances in which specific “disruptions” of the past ten or fifteen years could have tripped into the category of

‘crisis”.” (/bid., p. 8.)
9 Ibid.,p.9.
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markets and identifies the channels through
which disturbances are propagated, contained
or attenuated, and the effect of financial
openness on the ability of national authoritics
to pursuc autonomous policies.

Section C examines the behaviour of fi-
nancial and currency markets in the 1980s, cs-
pecially destabilizing interactions among three
key prices - interest rates, exchange rates and
cquity prices. It discusses the role of financial
and monctary policies in the major OECD

countrics and market behaviour in generating
these movements.

Scection DD opens with a brief discussion
of the effects of financial and monetary insta-
bility, in particular the adverse consequences
for countries, especially developing countrics,
unable to take protective action; these raise the
costs and risks of integrating more fully into the
world economy. The section then discusses the
nced for reform in exchange rate arrangements,
the treatment of speculative capital flows and
institutional arrangements for multilateral sur-
veillance and policy co-ordination.

A. International financial integration

1. The nature and volume of
international finance

The primary function of a financial sys-
tem is to transfer funds from savers to investors
by reconciling the desire of the former to re-
main liquid with the need of the latter to ac-
quire indivisible, illiquid physical assets.
Financial intermediaries (such as banks) can
help achieve the required maturity transforma-
tion by holding assets that are less liquid than
their liabilities. They thus carry a liquidity risk
for which they expect to carn profits. Alterna-
tively, savers can have direct claims on inves-
tors, for instance in the form of bonds; the
possibility of selling such claims in sccondary
markets provides the necessary liquidity, but
there is a risk of capital loss.

Strictly speaking, the term domestic
finance covers only financial transactions
among residents denominated in the country’s
own currency (the “home currency”). By
contrast, international finance involves cither a
non-resident or asscts denominated in a foreign
currency, or both - i.c. financial transactions
across borders or across  currencics.
International banking thus involves claims and
liabilities vis-a-vis residents denominated in
foreign currencies, as well as claims and
liabilities vis-a-vis non-residents denominated
in cither home or foreign currencies.

This definition of international finance is
wider than [urocurrency or offshore banking,
which excludes international bank loans to and
deposits of non-residents denominated in the

home currency. [t also includes bond and eq-
uity 1ssues 1in LEurobond and Euroequity mar-
kets - 1.c. in a currency not that of the country
in which the bond or the cquity is issued; issues
in the so-called foreign bond markets - i.e.
bonds issucd by non-residents in a country in
the currency of that country; and non-resident
holdings of sccuritics issued by residents in the
home currency (i.c. issued in the so-called na-
tional stock market).

[However, domestic and international
transactions are not segmented into separate
markets.  When the financial market of a
country is opened to non-resident investors
and’or borrowers, or when residents are al-
lowed to deal in foreign currency assets and li-
abilities, these markets become  inter-
nationalized. As national and international fi-
nancial transactions develop relations of
substitutability and complementarity, financial
transactions with purely domestic character-
istics become subject to strong external influ-
ences.

The share of transactions with interna-
tional characteristics can, in principle, provide
a good indicator of the exposure to such influ-
ences.!% Table 26 puts together some data on
international banking, covering major financial
markets and offshore centres. Almost one-third
of total bank assets in this group of countrics
taken together qualifies as international. The
sharc 1s very large in some countrics - two-
thirds in London and more than three-quarters
in offshore centres - but relatively low in the
Federal Republic of Germany. About two-
thirds of international asscts arc interbank
transactions.  In general, claims on non-

166 There are sertous practical difficulties in estimating financial transactions with international characteristics and inte-
grating national and international aspects of finance since such data are not readily available for most countries. Thus,

the estimates in this scction need to be used with caution.
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TOTAL AND INTERNATIONAL ASSETS OF BANKING OFFICES IN SELECTED
INDUSTRIAL COUNTRIES AND OFFSHORE BANKING CENTRES, 1982 AND 1988
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Table 26
International
Total assets as a
assets @ percentage
($ billion) of total assets
Country/centre 1982 1988 1982 1988
8 European
countries 3811 7427 319 307
of which:
United Kingdom 893 1841 723 624
Federal Republic
of Germany 1140 2528 7.5 8.3
France 654 1271 288 273
United States 2109 3048 17.2 184
Japan 1157 4625 154 250
11 industrial
reporting
countries € 7313 15504 249  26.2
Eight offshore
centres 6060 87.4
Source:

Assets with international characteristics
(as a percentage of total assets)

Claims on Claims on Claims on
non-residents non-residents residents
in foreign in home in foreign
currencies currency currencies
1982 1988 1982 1988 1982 1988
199 197 45 4.8 74 63
489 438 29 4.2 205 144
17 2.4 56 5.7 0.2 0.2
190 184 37 3.3 6.1 56
0.4 2.3 16.8 16.1 - -
57 8.4 2.2 7.4 7.5 9.1
124 127 76 7.7 54 59
756 " 1.3 105

1982 data (except for Japan) from Ralph C. Bryant, International Financial Intermediation, Washington,

D.C., 1987, table 3.1, 1988 data from BIS, /nternational Banking and Financial Market Developments, and

national sources. All data are end-year.
a Gross size of banks” balance sheets.

b Belgium, Federal Republic of Germany, France, Ireland, Italy, Netherlands, Switzerland and the United

Kingdom.

QO

residents in foreign currencies account for a
substantial portion of international assets, but
banks in the United States and the IFederal Re-
public of Germany appear to have a stronger
preference for the home currency in interna-
tional lending.

Data for 1982 and 1988 are not directly
comparable, particularly in the Federal Repub-
lic of Germany and Japan; between these dates
the deutsche mark appreciated against the dol-
lar by nearly 40 per cent and the yen by more
than 90 per cent, raising considerably the dollar
value of total bank assets in these countries.

The eight European countries plus Canada, Japan and the United States.
Bahamas, Bahrain, Cayman Islands, Hong Kong, Lebanon, Netherland Antilles, Panama and Singapore.

Nevertheless, they reveal a number of tenden-
cies regarding changes in the importance of
intcrnational banking. Iirst, therc has been a
significant increase in the share of international
banking in Japan despite the yen appreciation.
Second, there has becen a decline in the share
of offshore centres in international banking
(from about 25 per cent in 1982 to 20 per cent
in 1988), and in the share of international
banking in some traditional financial centres
such as London.!19 This probably reflects com-
petition - financial deregulation and liberali-
zation by other centres.

101 It has to be pointed out that sterling depreciated between 1982 and 1988, i.e. figures in table 26 underestimate the
relative decline in international banking in the United Kingdom.
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Table 27

SIZE AND STRUCTURE OF WORLD FINANCIAL MARKETS IN 1982 AND 1988

Value of
assets
($ billion)

Bank assets @ 8,887
Domestic 6,218
International 2,669

Capital markets 4977
Euroequity -
International bond markets © 259
Stock markets 1,591
Bond markets 3127

Total 13,864

1982

Value of
assets
($ billion)

Per cent of
total assets

Per cent of
total assets

64.1 17,005 46 6
44.8 11,500 315
19.3 5,505 15.1
359 19,507 53.4
- 40 01

1.9 1,085 30
1.5 9,563 26.2
225 8.819 241
100.0 36,512 100 0

Source: See table 26; capital market information has been supplied by Salomon Brothers International. All data

are end-year.
a Gross size of banks’ balance sheets.
b Eurobonds and foreign bonds.

The combined size of world financial
markets can be cstimated at over $36,000
billion (table 27), half of which is accounted for
by commercial banks.192 Assets which are
strictly international (i.e. international bank
assets, LEuroequities, Eurobonds and forcign
bonds) account for 18 per cent of total world
markets; but including those “national” capital
markets which have become morc open to
non-resident investors raises substantially the
share of world financial markets having an
international character.

The 1980s have seen a major shift in
international financial intermediation from
banking to sccurity markets (“sccuritization”).
International bank lending slowed down, re-
flecting the cutback of lending to developing
countries and the increased recourse of inter-
national borrowers to direct security issues
while Eurobond markets became important;
Eurocquity markets also emerged.  While
sccuritization has reduced the share of interna-
tional banking in world financial markets, it has
increased the involvement of banks in security
transactions, greatly widening the grey area
between banking and security market trans-
actions, often in the form of ofl-balance-shect
business. Seccuritization has gone hand-in-hand
with the introduction of a varicty of new fi-

nancial instruments (e.g. rate-issuance facilities,
swaps, options and forward ratc agrecements)
designed to reduce investors’ exposure to credit,
liquidity and exchange rate risk.

The internationalization of f{inance has
also meant financial decpening at a global level.
Growth in world output, trade and investment
naturally tends to cause the volume of financial
transactions to grow. Ilowever, over the last
two to three decades the pace of growth of
international {inancial transactions has been far
in excess ol that of the real variables. This is
demonstrated in table 28, which compares two
measures of international banking (the only
time series available on a continuous basis)
with indicators of “real” world economic activ-
ity - production, trade and investment. These
figures tend to underestimate the deepening
since, as noted above, securities transactions
have grown even faster than international
banking.

Since the carly 1970s, international bank-
ing has grown at more than 20 per cent per
annum, i.c. about twice as fast as international
trade (12 per cent) and world output (10 per
cent). Between 1972 and 1987 world trade in-
creased by about $2,500 billion whereas inter-
national banking expanded by $4,000 billion.

102 These figures include total gross assets of commercial banks and stock and bond markets in major financial centres,
and Eurosecurity issues. It should be noted that table 27 gives the gross size of world markets not only because bank
assets include interbank claims but also because they include direct securilies.
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Table 28

INTERNATIONAL FINANCIAL DEEPENING: INTERNATIONAL BANKING IN
RELATION TO WORLD OUTPUT, TRADE AND INVESTMENT, SELECTED YEARS

1964 1972 1980 1983 1985 1987
As a percentage of world output @
Net international bank loans b 0.7 37 80 12.0 132 14.8
Gross size of international
banking market € 1.2 6.3 15.5 218 253 27.9
As a percentage of world trade @
Nel international bank loans 64 25.7 352 573 63.9 729
Gross size of international
banking market € 106 438 67.8 1040 122.2 137 .2

As a percentage of world gross fixed investment @

Net international bank loans b 40 18.0 39.2 66.3 72.4 78 2
Gross size of international
banking market € 6.7 30.6 75.4 1205 138.7 147.3

Source:

Note:

UNCTAD secretariat estimates based on Bryant, op. cit.; BIS, Annual Report (various issues) and Morgan
Guaranty, World Financial Markets (various issues).

The table relates the stock of bank toans outstanding at the end of the year to world aulput, trade and
gross fixed investment in current dollars during the year.

Excluding Eastern European countries.

a

b Claims of banks in the BIS reporting area, excluding inter-bank redepositing.

¢ Claims of banks in nearly all European countries, the Bahamas, Bahrain, Canada, Cayman Islands, Hong
Kong, Japan, Netherlands Antilles, Panama, Singapore and the United States, including inter-bank

redepositing.

[n 1987 the stock of international bank assets
exceeded world trade by around 40 per cent.

A comparison of finance with capital ac-
cumulation would provide an cven better
measure of financial decpening in view of the
role of finance in converting savings into in-
vestment. Between 1982 and 1988 the annual
increment in the stock of world financial asscts
was, on average, about $3,800 billion, whereas
the annual average level of world fixed capital
formation was around $2,300 billion. The ratio
of the size of the international banking market
to total global fixed investment doubled in less
than a decade (table 28).

2. Deregulation and
internationalization of finance

The strong tendency for the pace of the
internationalization of finance to outstrip the
growth of real activity has been facilitated (and
itself accelerated) by developments in commu-

nication and transportation technology, partic-
ularly in electronics.  These have allowed
information to be acquired, processed and dis-
seminated much more rapidly and at very low
costs, and to greatly improve the payments
transmission mechanisms across countries. As
a result, opportunities for cross-border
arbitrage have increased, the costs of interna-
tional financial transactions have been reduced
and national markets have been brought closer
together.

The progressive dismantling of policy
barriers to capital movements has also played
a cardinal role. Financial deregulation and lib-
eralization quickened after the collapse of the
Bretton Woods system, and has further accel-
erated in the 1980s. As a result, the financial
system prevailing in the major countries now
has the following broad characteristics: cross-
border and foreign exchange credits are virtu-
ally unrestricted in all the countries concerned;
cross-border and forex deposits are allowed in
all major financial centres, and are being hber-
alized in others (c.g. some member countrics of
ELC); and sccurity transactions now enjoy a
high degree of freedom (sce box 12).
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Box 12

FINANCIAL DEREGULATION IN INDUSTRIAL COUNTRIES

Industmal countnes loosened substantially capital controls following the second devaluation of the
dollar in 1974; the deregulation drive accelerated at the end of the 19705 and the early 1980s. By
the mid- 19805 six of the major industrial countnes (Canuda, PFederal Republic of Genmany,
Nutherlands, Switzerland, Enited Kingdom and United: States) had become [ully Gpén to eapital
movements, In Japan, the 1980 revision of the foréign exchange law consttuted a kindmark in
the process of integrating Japanese markets with world finapcial centres, and the mid- 1984
agreement with the United States has further opened up ts inuncial markets 10 non-residents, and
widened the range of yen-denominated assets for intemational transactions.  In many countries
restrictions on eutward credits had been vintually removed, while m a few others (Denmark,
France and Naly) flexibility was being miroduced on the procedures of control.  Restretions on
irnward eredits as well as on deposits abroad' by non-bank, non-financial mstitutions had already
been removed in the Federal Republic of Germany, the United Kingdom and the United States.
International portfolio operations in secunties had already benefited from significant liberalization;
i five developed market-economy countries (Canada, Pederal Republic of Germany, Japan,
[mited Kingdom, United Statésy the flow ol secutities was virtually free from limitations.
Although restictions werg sull widvspread, particulurly on outward portfolio operations, other
countnies were already making moves towards liberalization.  'or ipstance, mn 1985 France
reopened the bura-French frane bond marcket, allowing non-residents toissue Euro-IFrench frane
bonds and French residents o purchase them freely; i 1986, the system of the devise-titre, used
o monitor outwird portfoho myestment, was abolished. Most major developed market-economy
countries also allowed operations on'a/'wider range of new financial instruments; including lloating
rate notes (FRNs), forward, futures and options contracts; certificates of deposit, swap-driven
bond 1ssues, zero-coupon bond 1ssues and money market instniments.  For instance, in 1985 the
Bundesbank expanded the range of deutsche mark bonds 1o include FRNS, zero-coupon bonds,
double-coupont bonds and bonds linked to mterest rate and currency swaps, to be available to
residents and non-residents, The Netherlands teok simtlar deessions tn [985.

In the second hall of the decade the move toward hberatization received further unpetus,
particularly in EEC, where most restnctions on capital movements are to be climinated by the
end of 1992. The project to complete the single intemal EEC market by 1992 began with a
Commission white paper m 1985 calling for the liberalizaton of capial movements in the
Commurity: and creation of an integrated linancial market. All restnctions have already, been
climinated in Deumark, the Foderal Republic of Germany, the Netherlands and the United
Kingdom,. Some othér countnes (e, Belmum, Prance and Italy) took ymportant steps m 1988
and 1989 with 4 view 1o climinating controls by mud-1990, In Irance, for mstance, restnctions
on borrowing abroad in foreign currency or French franes have been chminated, as well as certain
restrictions on foreien currency accounts i France or abroad m foreign exchunge or French
trancs. In italy, the foreign exchange law of 1988 permits Wl foreign exchange transactions unless
expressly prohibited, and guarantees free repatmation of capital and factor incomes,  Most
restmetions on seeunty operations (c.g. pror approval of secunty issues by nonsresidents on the
[talian capital markels) have been hifted.  Inttianves have also been taken eutside EEC 1o reduee
exchange and capital controls. In Swilzerland, for nstance, most restpetions on capital outtlows
by banks and quasi-bank mnstitutions have been removed; Japan has completed the libéralization
of Euroyven lending; and in the United States banks have been allowed to aceept foreign currency
deposits from non-bank residents,  Turthesmeore, 2 number of actions have been taken to
gnicourage international trading of secunties, In the Lnited States exchanges have been allowed
sinee 1987 to trade futures contracts in government sceuntics of some developed market-cconomy
countnes (for instance, Canada, Japan and the United Kingdom). Since 1987, too, sales of foreign
currency options have also been allowed by the Lnited States Commodity Futures Commission.
In the United Kingdom, mles have been relaxed for the hisung of fortign companies. The
mtroduction of certain new instruments (in particular on some oplions and futures exchanges) 1s
also a sign of the increasing financial integration.  Por instance, the London Intemational
I'inancial Futures Exchange (LIFEF]) mtroduced o September 1988 the first furures contract in
DM on a ten-year government bond of the Federal Republic of Germany; and a sinnlar contract
was later imtroduced on the marché a terme des instrurnents financiers (MATIF) in France.

The 19805 have alsa been marked by easing of restnctions on the entry of foreign banks and
Iimancial msttutions to domestic markets.  The most impertant deselopments i this arca took
place in EEC. The Sécond Banking Co-ordination Dirgetive, adopted 1 June 1989, allows banks
1o do busmess anywhere i the Commumnity under home country rules. Some non-EEC countries
have also taken steps o inerease participation of foreign lnancial mnstitutions i their markets




112 Trade and Development Report, (990

Box 12 (concluded)

pan, {or instance, hay

Faj

fapin, 10 alow them to deal in government

of the Tekyo Stock Exchange to foreign firm

since 1985, Canada,

markets, has been progressively liberalizing access.
membership of its pe nent syndicate or

subsidianes

of the major binks of the Fede

A more liberal lax

1 . ST E )
{ treatment ol

nalionalizatuon hnance

for increased |
direct supervision and from withholding tax
i interest |n.'_i_lii 1O non-rest
France, the Federal Re

the Pederal K

prily by

| s fed 1 al outflows,

the authonties to abolish the tax

Since the carly 1970s, freedom of capital
movements has been increasingly viewed as an
important policy objective. This trend 15 in
stark contrast to government attitudes in the
post-war years: the Bretton Woods era was
based on a consensus that capital flows unre-
lated to foreign direct investment or trade
should be discouraged (or cven prevented).

By contrast, in the field of trade, re-
strictions of various kinds have proliferated.
The tendency for financial policics to become
less restrictive cannot be explained by consid-
erations of efficiency; the efficiency argument
has greater validity in respect of trade hiberali-
zation. A more plausible reason 1s that costs
of financial openness (loss of policy autonomy,
increased financial instabihity, ctc.) being col-
lective are anonymous in their incidence,
whereas the benefits accrue to particular eco-
nomic agents (especially international financial
and non-financial ecnterprises, and rentiers).
Political pressures by the latter for financial
opening therefore does not meet significant re-
sistance. By contrast, in the field of trade, 1t 1s
the costs of restrictiveness that are borne col-
lectively, and the benefits accrue to particular
groups.

The failure of controls imposed under the
Bretton Woods system to check capital move-
ments also played an important role in chang-

ing ofhicial  attitudes towards financial
dercgulation. Most controls and regulations
were adopted ad hoc for macroeconomic

reasons, and did not slow down the growth of
unregulated offshore markets and relocation of
financial activities. This in turn entailed a more
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liberal treatment of financial operations in
order to avoid a loss of competitiveness for
domestic financial institutions.

Similarly, competition among national fi-
nancial markets has also been an important
factor in the prolifcration of dercgulation and
the reduction or abolition of taxes. [xamples
include competitive abolition of withholding
tax on sccurities held by non-residents; wide-
spread decisions concerning non-resident issucs
1 national capital markets; authorization given
to foreign banks to lead-manage bond issucs;
and removal of restrictions on trading in certain
financial instruments. When many major fi-
nancial centres deregulate, the rest have little
choice but to follow suit. The process tends to
be circular and cumulative also because mar-
kets themselves generate pressures (or further
freedom; for dercgulation generates fluctu-
ations and turnover for many f{inancial opera-
tors on which their profits depend.

Morcover, there has been a tendency for
national financial regulations to become subject
to international negotiations and agreements.
These include the move towards a unified single
market within EEC; the Canada-United States
I'ree Trade Agreement of 1989, which provides
for the removal of restrictions on United States
financial institutions operating in Canada and
cqual treatment of Canadian banks in the
United States; and the 1984 United States-
Japan agreement (which contributed to a mas-
sive Increase in the Japanese portfolio and
forcign direct investment in the United States
imstead of increasing the penetration of
Japancse financial markets by United States
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institutions). So far such agreements have been
at the regional or bilateral level; but financial
scrvices are on the agenda of the current
multilateral trade negotiations (sce chapter 11
below).

3. Financial openness in developing
countries

In developing countrics the degree of fi-
nancial openness (i.e. the ease with which resi-
dents can acquire assets and liabilities in
foreign exchange, and non-residents operate in
national financial markets) is not accurately
reflected by the restrictiveness of regulations
ostensibly in force. The administrative capacity
to implement rules and regulations cllectively
is often lacking, and the under-development of
financial intermediaries and the importance of
informal financial (“curb”) markets make it rcl-
atively casy to circumvent regulations.

The degrec of financial opennesss also
depends on specific national factors. For in-
stance, a high level of earnings from tourism
and workers’ remittances facilitates the forma-
tion of a curb market in foreign currency.
Similarly, the presence of transnational corpo-
rations (whether in financial or non-financial
sectors) makes it casier to transfer funds in and
out, as does physical proximity to hard-
currency countries and financial havens. [For
ecxample, in Uruguay, where banks arc free to
accept forex deposits and banking sccrecy pre-
vails, about one-half of forex deposits (which
account for about 80 per cent of total bank
deposits) belong to Argentinians.

Other examples can also be cited of how
liberal treatment of financial inflows abroad
can impede a country from limiting its degree
of financial openness. The United States, for
instance, exempts foreign depositors from tax-
ation. Until the recent tax reform in Mexico
this, in combination with the tax deductibility
of interest payments in that country, gave en-
terprises an incentive to shift their funds
abroad, and recycle them back as loans to
themselves or to enterprises under their control,
thereby avoiding taxes on interest income re-
ceived in the United States while deducting in-
terest payments on loans from their taxable
income in Mexico.

Nevertheless, a country’s own policies
and regulations also play a major role in deter-
mining the degree of financial openness. Since
the early 1970s there has been in general an
easing of restrictions on the access of residents

to loans from international markets; on portfo-
lio investment of residents in foreign currency
asscts at home and abroad; and on the access
of non-residents to domestic capital markets.
Although some countries have subsequently
reimposed restrictions because of the adverse
consequences for external indebtedness, capital
outflow and balance of payments, developing
countries generally have become much more
integrated into world financial markets.

The first wave of liberalization in dcvel-
oping countries gencrally took the form of al-
lowing the private scctor to borrow abroad.
This happened not only in the Southern Cone
countries in Latin America (i.e. Argentina,
Chile and Uruguay) after the mid-1970s in the
context of broader programmes of financial
deregulation, but also in a number of countries
where domestic financial markets continued to
be highly regulated (c.g. Turkey, Yugoslavia,
Philippines). Domestic banks were often in-
volved as intermediaries between international
capital markets and domestic borrowers, often
raising funds in the former to extend to the
latter in the domestic currency. In many cases,
particularly in the Southern Cone countries, the
need for government approval and guarantec
was lifted, the reasoning being that private
firms would assess the costs and benefits of
domestic and foreign debt equally carefully
since their survival depended on it.

The frecdom to borrow triggered a mas-
sive build-up of foreign exchange liabilities in
the private financial and non-financial sectors,
particularly in countries where borrowers con-
tinued to cnjoy cxchange rate guarantees or
where domestic interest rates rose sharply
(which they often did as a result of deregu-
lation). The consequent over-borrowing by the
private sector contributed significantly to the
subsequent debt servicing difficulties and the
debt crisis. In many such countrics Govern-
ments found it nccessary to subsidize private
debt servicing through special exchange rates,
or assume the liabilities of insolvent f{inancial
institutions. Controls over foreign borrowing
by the private sector were subscquently rein-
stated in many such countrics. Resident banks
are now gencerally allowed to hold short-term
forcign exchange liabilities vis-a-vis interna-
tional capital markets provided they are for Ii-
nancing trade, and covered by short-term
foreign exchange claims on exporters.

The liberalization episode in the 1970s,
particularly in Latin America, also included re-
laxation of restrictions on convertibility and
capital movements. In some cases this went
cven further than in some major industrialized
countries. This, in combination with inappro-
priate exchange and interest rate policies, gave
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risc to a substantial outflow of capital. Re-
strictions had to be reimposed but capital flight
continucd, particularly in the carly years of the
debt crisis. The cumulative outflow of capital
from Latin America during 1977-1983 has been
estimated at over S100 billion. There can be
little doubt that an important part of it was
channelled to financial markets and institutions
in the major industrial countries, and partic-
ularly the United States, and constituted part
of the category of “assets with international
characteristics” described above; 1n 1988 the
total labilitics of the banks in the United States
to non-bank forcigners amounted to $87
billion. There was also a close correlation be-
tween its country breakdown and capital flight,
with the residents of countries such as
Argentina, and particularly Mexico, holding
greater amounts of deposits in United States
banks than, say, Brazil, where capital controls
were much tighter.

While a large majority of developing
countries have restrictions on capital outflows,
there has been an increased tendency to permit
and encourage holding of foreign exchange de-
posits with resident banks. Previously many
developing countries where remittances from
workers abroad were sizeable had already of-
fered such deposits to non-resident nationals
at attractive terms in order to divert foreign
exchange from curb markets. However, during
the 1980s many countrics also allowed residents
to hold foreign exchange deposits in resident
banks. Usually, interest rates oflered on such
deposits have been kept above world levels in
order to be attractive. These deposits are very
liquid, and accessible even to the moderately
wealthy. They have often enjoyed {ull govern-
ment guarantecs and, in some countrics, de-
posit holders have also been allowed to transfer
limited sums abroad to cover certain types of
spending (c.g. tourism). On the other hand,
many countries have also permitted exporters
to retain part of their export receipts in the
form of foreign currency deposits, and to use
them to finance imports without being subject
to forcign exchange restrictions.

Whereas in most major developed coun-
trics bank liabilities to non-bank residents de-
nominated in foreign currency have barely
exceeded 10 per cent of total bank liabilities, in
several developing countries the share of forex

deposits in total deposits has grown rapidly to
reach very high levels, even exceeding the share
of deposits in thc home currency (c.g. about 20
per cent of the total in Chile, and between 40
per cent and 60 per cent in Bolivia, Costa Rica,
Philippines, Turkey and Yugoslavia). This
substantial increase in banks’ liabilities having
international characteristics represents an on-
going process of currency substitution that
undermines autonomy in monetary policy (see
section B.3 below), and has been brought about
by increased resort to currency depreciations,
heightened macroeconomic instability, and in-
creased risks and uncertainty regarding returns
on domestic currency asscts.

Recent years have also witnessed in-
creased access of non-residents to financial
markets in developing countries. Deregulation
of domestic financial markets has often been
accompanied by relaxing restrictions on the
entry of foreign banks. Of equal or even
greater importance is the substantially in-
creased access of non-residents to national eq-
uity markets. Some countries have encouraged
this, often within the context of privatization
programmes, in order both to acquire foreign
currency and to generate private demand for
public assets; such demand 1s often small rela-
tive to the size of the enterprises to be sold off.
In some cases the development of the domestic
capital markets has also been a goal.

The debt crisis has also increased the
internationalization of finance through resort
to various debt conversion facilities, which have
significantly raised the amount of equities and
domestic currency debt-assets held by non-
residents.! In some countries residents have
also been allowed to buy foreign currency in
the curb market to repurchase debt in second-
ary markets; since the purpose is also to bring
back flight capital, such schemes have often
also included tax and other forms of amnesty.
Similarly, relending and onlending facilities
have served to reallocate the external liabilities
of the country among various sectors, often
from the public to the private sector, establish-
ing direct links between the latter and external
creditors. The “market-based menu” has raised
the degree of financial openness by opening up
new prospects for international arbitrage and
speculation for both residents and non-
residents in debtor countries.

103 For a more detailed account of these schemes and their effects see TDR 1989, Part One, chap. IV.
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B. Some consequences of the internationalization of finance

1. Capital mobility, speculation and
rates of return

The main argument put forward in favour
of financial openness and internationalization
of finance is the same as that for trade liberali-
zation, namely, that it would improve the allo-
cation of resources internationally. The
reasoning 1s that, if allowed to move freely,
capital would [low to countries in responsc to
opportunitics for real investment, thereby
cqualizing rates of return on investment cvery-
where, and allow individual countries cither to
save morc than they invest, or to invest more
than they save, according to market disciplines.

Whether openness and internationaliza-
tion in practice have had these results can, in
principle, be assessed in three ways: by com-
paring rates of rcturns on physical capital; by
comparing rcturns on similar financial asscts;
and by cxamining the links between national
savings and investment rates.

Comparison of rates of return on capital
investment among the Group of Seven coun-
trics shows that, on average, inter-country dif-
ferences in rates of return (as measured by the
coellicient of variation) during the 1980s have
been as large as they were during the 1960s and
carly 1970s,104

[.owering of national barriers to financial
flows has undoubtedly reduced substantially
the degree of scgmentation of financial markets
and, hence, international dispersion of prices
for financial assets denominated in the same
currency but issued in different countries.
Rapid dissemination of information, increased
case of market access and greatly reduced
transaction costs have indeed helped cqualize
yiclds on asscts denominated in the same cur-
rency and with identical default risk and term
to maturity in various parts ol integrated fi-
nancial markets (e.g. dollar CDs issued by
London and New York banks).

But a similar tendency is not discernible
for financial assets with identical risk and ma-
turity characteristics but different currency de-
nominations (e.g. United States Treasury bills
in dollars and United Kingdom Treasury bills
in sterling), even though certain financial inter-
mediaries, institutional investors and large cor-
porations accounting for an important part of
the market find them close substitutes (sce box
13). The interest rate differential between two
such assets should indicate that the currency in
which the asset offering a higher rate of interest
1s denominated will depreciate against the other
currency, over the same time interval as the
maturity of thc assets, so as to cqualize the
rates of return on the two assets, expressed in
a common currency. But this has not been the
case, especially in the 1980s; for example, dur-
ing the first half of the 1980s the dollar offered
higher interest rates and sold at a discount in
the forward markets against most other cur-
rencies, and yet dollar depreciation failed to
matecrialize within the time frame of the con-
tracts entered into; again, some European cur-
rencies have persistently offered higher interest
rates and appreciated against the others during
the same interval of time (c.g. the French franc
against the Swiss franc during recent years).

This, together with the fact that nominal
exchange rates do not move in line with the
purchasing power parity of the two currencies,
mcans that rcal interest rates have not tended
to be equalized across countries. Disparitics in
rcal interest rates among major countrics arc
also reflected in differences in the cost of capi-
tal. Firms in the United States and the United
Kingdom suffer from a decided disadvantage in
this respect compared to those in the Federal
Republic of Germany and Japan, and need a
higher rate of return on their investment in or-
der to cover financing costs.105

This last obscrvation suggests a relatively
strong link between national savings and in-
vestment. Indeed, direct evidence on this link
1s in line with the evidence on relative rates of
return and interest rates. Theyv suggest that
cven among the OECD countries where capital
has become increasingly mobile, the strength

104 The figures are given by the OECD for the business sector; sec, e.g. OFCD Economic Outlook, No. 45, June 1989.
It should be noted that there are serious conceptual and practical problems in the measurement of rates of return, and
they cannot always be comparcd among countries because of country-specific factors (e.g. taxation of earnings on
capital assets). Thus, available estimates nced to be interpreted with caution.

105 Sce Federal Reserve Bank of New York Quarterly Review, Summer 1989, vol. 14, No. 12, pp. 7-28.
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Box 13

EXCHANGE RATES AND RATES OF RETURN ON FINANCIAL ASSETS

Rates of rétum on assets denominated in different currencies ean only be eompared by using
exchange rates. Convergence of rates of retum implies a tendency for interest rate differentials to
equal the expected change i the exchange rate of the currencies in which they are denominated
When assets are close substitutes, the forward rate rellects the expected future rate, and the
forward premium (1.e. the proportionate differential between the forward and spot exchange rales)
the expected rate of currency depreciation. The evidence shows that the premium tends to be
equalized with the interest rate differential over the same time interval, 1.e. "covered interest panty”
holds; but that forward exchange rates have failed 10 predict the future spot rates (1e. “uncovered
interest panty” does nat hold). The deviations are (oo Jarge to be explamned by the msk premium,
which implies that rates of returmn onassets denominated i different currencies are not equalized

I'his strongly suggests thal markets systematically leave unexploited opportunities for abnormal
profits; Le, they are inefficient in the sense that they faill to incorporate relevant information in the
determination of exchange rates. Indeed, divergenee between forward rates and future spot rates
has taken place in a manner that s far fom random; rather, it can be related n & systematic way
to the information available at the time the forward rates are established. For instance, it has been
found that millation and miterest rate differenuals @ve better predictions of future spot rates than
have lorward rales l'his evidence, m combmnation wilh bandwagon type exchange rate
movements, strongly suggests that speculation has been predominant in the determination of
exchange rates, and that o has been destabilizing. !

When nominal mterest rate differeatials do not cover exchange rate changes, there 18 no reason
to expect redl rates of mmterest 10 be equalized dcross gountries. Such i process requires nol only
that exchange rates move in line with the relative purchasing power parity of the two currencies,
but also that exchange rate changes are fully cavered by interest differénnials; 1.e. that differences
between nominal interest rales are cqual to changes m the exchange rale between the two
currencies and that these are equal to changes i the relative price levels, The evidence shows
clearly that neither the uncovered ntercst panty nor ex anle purchasing power panty have been
attained. This tallies with the observation that there 15 no tendency for real interest rales to be
cqualized across countnes; admittedly they ténd to move together, but this synchronization s as
likely to be the resull of convergence mn ¢conomic performance and in monttary policies as of
capital mobility

! For a more detailed account af the speculative nature of foreign exchanpe markels sce the papen by the
UNCTAD secretanat on “The Fxchange Rate System”, in Compendiim of Selected Studies on
Imternational Monetary - and Firancial Jssues for the Developing Cowntries (UNCTADL STMED 4),
Linited tNations publication, Sales No. k8711133, particularly pp. L1 H3 and 107112

trade and investment.

of the correlation between national savings and
investment rates has not duninished, and a very
large share of new domestic savings remains at
home.

I'he evidence does not necessarily mean
that financial markets are not integrated, or
that capital is not very mobile: to gauge the
degree of [inancial integration and capital mo-

bility in terms of the extent to which rates of

return are equalized reflects a  priori
assumptions about the role of international
finance which may not nccessarily tally with
reality. Massive flows ol capital are not always
motivated by opportunities for real investment.
Indeed, a very large proportion of international
financial transactions today 1s unrelated to

The daily volume of
foreign exchange trading in major currency
markets has reached almost the average
monthly volume of world trade. International
capital flows reflect portfolio decisions rather
than business decisions, c.g. to establish a
production basc in a foreign country. The
annual increase in the size of the international
banking market alonc now amounts to almost
nine times total foreign direct investment made
across all borders (table 29). Since a large
proportion (about threc-quarters, sec table 26)
of transactions in the international banking
market represents cross-border transactions
(1.c. claims on non residents), this cvidence
alone implies that capital flows across countrics
have little to do with investment.  Besides,
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Table 29

THE GROWTH OF INTERNATIONAL BANKING RELATIVE TO FOREIGN DIRECT
INVESTMENT AND NET CAPITAL FLOWS ACROSS COUNTRIES

Net international bank loans

Gross size of international
banking market

Net international bank loans
Gross size of international
banking market

Source:
Note:

1972-1979

1980-1984 1985-1987

As a percentage of foreign direct investment
331 217 487

650 391 889

As a percentage of net capital flows across
countries 4

161 115 224

316 219 407

As for table 28. See also that table for definitions.
The figures relate the annual average increase of international bank loans in each period to the average

annual FD! or net capital flows across countries during the period.
a Net capital flows are measured as the absolute sum of current-account balances divided by 2.

annual increases in cross-border banking
transactions are several times greater than the
annual net capital flows across countries (table
29).

These transactions have increasingly
come to be governed by perceptions of pros-
pects of short-term capital gains and losses
rather than long-term yields, and are capable
of generating gyrations in exchange rates and
security prices (see section C). These, in turn,
increase profit opportunities and, hence, the
speculative component of the market. [t is thus
far from clear that the process of international
financial deepening is contributing to elficiency
in the allocation of resources internationally.
The extent of predominance of speculation over
enterprise, which Keynes long ago foresaw to
increase as the organization of financial mar-
kets improved, tends to suggest that the degree
of financial deepening has gone beyond the
point needed for trade and investment (sce box
14).

2. Links between currency and
financial markets

The internationalization of finance and
integration of financial markets have consider-
ably increased the importance of securing an
exchange rate system conducive to financial

stability. For one thing, the increased denomi-
nation of assets and liabilities of financial in-
termediaries, debtors and investors in foreign
currencies mean that the value of assets and li-
abilitics 1s directly influenced by exchange rate
changes. For another, events in exchange
markets can exert a strong influence on asset
(e.g. bond and equity) prices because exchange
rate expectations can induce funds to be shifted
among sccuritics denominated in different cur-
rencies, and/or because policy measures taken
to manage exchange rates or to deal with the
inflationary or deflationary influences of ex-
change rate changes alter interest rates and sc-
curity prices. Exchange rate instability can
therefore increase the level of risk in the finan-
cial system. For instance, banks can incur
substantial losses when there 1s a serious mis-
match between currency denomination of their
assets and labilitics, and many Governments in
major countrics have introduced regulations
restricting open positions. [However, perfect
matching (e.g. by taking forward cover) is very
difficult and costly, particularly since bank li-
abilitics are much shorter in maturity, and their
currency composition can undergo sharp
changes. Thus, regulations do not generally
require perfect matching since this would imply
serious restrictions on banks’ ability to accept
forex deposits and, hence, loss of international
business.

The impact of unexpected changes, and
hence uncertainty, cannot be fully removed
unless there are forward markets for all goods
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Box 14

KEYNES ON SPECULATION AND ENTERPRISE

“It happens ... (thal the) ... professional investor and speculator ... are, in fact, largely concerned,
not with making superior long-term forecasts of the probuble yield of an investment over its whole
life, but with foreseeing changes in the conventional basis of valuation a short time ahead of the
general public, They are goncemned, not with what an investment is really worth to a man who
buys 1t for keeps”, but with what the market will value at, under the influnce of mass
psyvehelogy

three months ar a year hence

Uhis baltle of wits 1o anticipate the basis of conventional valnation a few months hence, rather
than the prospective yield of an investment over a long term of years, docs not even require gulls
amongst the public to feed the maws of the professional; - it can be played by professionals
amnongst themselves.  Nor 15 it necessary that anyone should keep his simple faith in the
conventonal basis of valuation hdaving any genuine ‘cm“ term validity.  lor it ds, so to speak, &
game of Snap, of Old Mad, of Musical Chairs - a pastume in which he is victor who says bnap
neither too soon nor too lute, who passes the Old Mad to hus neighbour before the game 1s over,
who secures a chair for himself when the music stops. These games can be played with zest and
enjoy rient, though all the players know that it is the Old Maid which is cireulating, or that when
the mmusic stops some of the players will find themiselves unsgaled.

Or, 10 ¢change the metaphor slightly, professional investment may be likened (o those newspapes
compelitions in which the competitiors have to pick out the six prettiest faces from a hundred
photographs, the prnze being awarded to the competitor whose choice most nearly corrésponds
o the average prelerenees of the competitors as a whole; so that sach competitior has to pick,
not those faces which be himself hnds prettest, but those which he tlunks likeliest to catch the
fancy of the other competitors, all of whom are looking at the problem from the same point of
view. It 1s not a case of choosing those which, to the best of one’s judgement, are really the
prettiest, nor even those which average opinton genuinély thinks the prettiest. We have reached
the third degree where we devele our intelligences (o anticipating what average opunion expects
the average opiion to be. And there are some, | believe, who practice the fourth, ilth and higher

doprees.

1ese considerations should not lic bevond the pumview of the cconomist.  But they must be
legatee | o their right perspeetive. I 1 may be allowed 1o appropnate the temm speculation for
» activity of forecasting the psychology of thie market, and the teem eaterprise for the activity
of forecasting the prospective yaeld of assets over their whole life 11 is by no means always the case
that speculation predominates over enterprise.  As the orgamzation of investment markets

improves, the nsk of the predominance of speeulation does, however, increase...
of enterprise

tubble on a whirlpool of speculation.
a by-product of the activities of
ttuned by Wall Street, regarded as an mstitution of which the proper social
maost
: H"lm[:}h of laissez
il I am pmght in thinking that the best bramns of Wall ¢

do no harm as bubbles on a steady stream
erterprise becomes the
A counlry
measure ol success a
purpose s to diredt new investment into the
cannot be claimed as one of the sutstandi
slupi :il'l}.l.
towards

heconies

duferent object.”

John Maynard Keynes,
Employment

: “xr.!ccu‘lulurs may
But the position' 15 senous when
When the capial development of
a casino, the jub 15 likely to beil-done. The

WH!ﬁT‘}\.L' channels ini témmns of future yield,
-faire capilalism - which is not
trecet h.n._ been in fact directed

The General Theory of
, [nterest and Money, chap. 12.

and asscts for which there are current markets,
and theyv reach far into the future. Since there
arc not, the financial system 1s subject to a
systemic risk.  Existing forward and futures
markets and mstruments simply transfer risk to
those who are willing 1o take it at a price,
rather than climinate risk by providing guid-
ance as to the future course of prices; these in-

struments arc used as much for gambling as for
hedging. Risk transfer may be possible for cach
operator taken individually, but not collec-
tively, because the quality of assets held by f1-
nancial intermediarics or savers investing in
direct securities will remain vulnerable to unex-
pected changes in cxchange rates since their
debtors cannot be [ully covered. Exchange rate
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uncertainty thus tends to raise the credit risks
assumed by the financial system. As put by the
General Manager of BIS, “you may argue that
when risk-averse market participants shift risks
associated with uncxpected interest and ex-
change rate developments onto willing risk
takers, everybody is going to be better off. This
may well be the case, but increased collective
happiness does not necessarily mean greater
systemic stability.”106

The effects of monetary policy and inter-
est rates on cxchange rates are familiar:
changes in interest rate differentials (current
and/or expected) can lead to massive shifts of
portfolios among financial assets denominated
in different currencies, exerting a significant in-
fluence on exchange rates. What is less appre-
ciated is the influence of changes in expected
exchange rates on prices of sccurities denomi-
nated in different currencies, and, hence, on in-
terest rates. These cffects occur because, as
noted above, the demand for securities denom-
inated in different currencies depends, inter
alia, on ecxpected changes in exchange rates.

Changes 1n expectations can thus shift
portfolios between bonds and equities
denominated in different currencies, even

causing sharp changes in their prices (as well
as in current exchange rates). Such shifts can
generate disparate movements in the prices of
securities in different countrics, as was
witnessed between New York and Tokyo in the
carly months of 1990 (see section C below).

It is to be stressed that the shifts in
question are in the srock of financial wealth,
not merely in the flow of cxternal savings as
measured by current account deficits, which are
very small in comparison (possibly less than 1
per cent in the United States) and do not have
a significant influencc on domestic interest
rates. Morcover, portfolio shifts from, say,
yen-denominated to dollar-denominated
securities can occur and alter the exchange
rates and their relative prices significantly quite
independently of current account balances and
the flow of external savings between the two
countries concerned.

Similarly, policy responses to develop-
ments 1n currency markets can generate
changes in security prices. Management of ex-
change rates under conditions of extreme
volatility tends to generate considerable swings
in interest rates (and hence financial asset
prices), particularly when domestic monetary
policy is targeting certain reserve aggregates
and exchange market intervention needs to be

sterilized through domestic open market oper-
ations; such sterilization could have a signif-
icant effect on bond prices, particularly when
the market pressurc on the exchange rate 1s
strong. Alternatively, when sterilization 1s too
difficult, action may be nceded on interest rates
(e.g. discount and interbank rates) to check
liqudity expansion. When pressures on the
currency markets are due to serious inconsist-
encies in the mix and stance of policies in major
countrics, attempts to manage exchange rates
through monetary policy and currency market
intervention can prove highly destabilizing for
the financial system, as exemplified by the
cvents leading to the October 1987 crash (see
section C).

Exchange rate management and/or trade
adjustment can introduce a bias towards higher
interest rates. [If the burden of responsibility
for policy action is put entirely on deficit
countries and monectary policy is the only tool,
defending the exchange rate and/or reducing
demand will require interest rates to be raised,
possibly to extremely high levels.

Currency markets themselves intensify
the instability of interest rates arising from the
way monetary policy is conducted, and hence
enlarge the interest rate risk for banks due to
maturity mismatching of their assets and liabil-
ities, particularly in international business.
Variable-interest loans allow banks to pass
through changes in funding costs to borrowers.
However, these do not eliminate the risk but
simply transform it into credit risk, as has becn
witnessed during the debt crisis.’7 Moreover,
such loans represent only a portion of total
bank assets. The difficulty of matching per-
fectly the maturity structure of liabilities with
the length of rollover periods (which are, in
general, fixed at certain intervals) increases the
interest rate risk when interest rates are very
volatile, especially since the maturity of lhabil-
ities tends to be shorter the more volatile are
mterest rates.

This shortening results naturally from the
increased uncertainty created by the volatility
of the financial environment and the increased
liquidity preference of market participants. Fi-
nancial instability tends to increase uncertainty
and reduce the degree of confidence in the ex-
pectations held with respect to the future
course of interest and exchange rates and secu-
rity prices. Since uncertainty is the essence of
liquidity preference, as uncertainty grows,
liquidity preference increases. Not only are
maturities shortened as the demand for

106 A. Lamfalussy, “The Changing Environment of Central Bank Policy”, American Economic Review. Papers and

Proceedings, May 1985, p. 411.
107 See TDR /985 and TDR 1988.
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capital-uncertain assets is reduced, but also in-
terest rates, especially long-term rates, are
pushed up to cover increased riskiness of
interest-bearing financial assets.

There is evidence that this has indeed
been happening. In the 1970s, as instability
and uncertainty increased significantly along-
side inflation, markets started to innovate to
meet the increased demand for interest-bearing
short-term assets (such as the negotiable order
of withdrawal (NOW) and the automatic
transfer service (ATS) accounts in the United
States to by-pass regulations regarding interest
rates on savings and demand deposits). Inno-
vations have continued to burgeon, particularly
in short-term liquid paper, in more recent years
even though inflation has becn kept relatively
low and stable. On the other hand, as will be
scen  below, intercst rates have stayed
persistently high in the 1980s, particularly in
the United States (and on dollar assets), where
financial instability has been morec pronounced
than in other major countries. The increase in
long-term interest rates in most countries has
been greater, and these rates have been less
sensitive to fluctuations in short-term rates
compared to past decades.

Thus, the high interest rates experienced
in recent years are due not only to the stance
of monetary policy in major countries (which
has, on average, been tighter in the 1980s than
in the past - see section C), but also to a num-
ber of systemic factors stemming from the
asymmetry in international adjustment and cx-
change ratc management, and from the insta-
bility of the financial environment and of key
financial prices.

3. Financial openness and policy
autonomy

Increased financial openness and disman-
tling of barriers to capital flows have consider-
ably strengthened the links among the financial
markets of national economies. This has had
significant implications for national policy au-
tonomy and domestic and global effects of na-
tional economic policy. The degree of policy
autonomy has declined cverywhere, but most
of all in smaller and,or less developed countries
having a high degree of financial openness. On
the other hand, the global effects of the policies
pursued by the major countries have increased
considerably, even though their policy auton-
omy too has diminished.

Policy autonomy refers to the ability of
national policy makers to control national pol-
icy goals by using the policy instruments at
their disposal. The ultimate goals of policy in-
clude the volume of output, the level of em-
ployment and the rate of inflation. Policy
instruments arc those variables that can be
precisely controlled by policy makers. These
include not only the parameters that can be di-
rectly set by policy makers (c.g. tax rates, the
discount ratc and reserve requirements), but
also a number of variables that are otherwise
influenced by market behaviour but that can
be precisely or very closely controlled by policy
makers through intervention if they choose to
do so (c.g. interbank rates or total reserves of
banks, which can be closely controlled through
open market operations). Most cconomic var-
1ables are, however, intermediate between ulti-
matc goals and instruments of policy (e.g.
long-term interest rates, money supply, fiscal
balances and cxternal balances). These inter-
mediate variables influence the ultimate goals,
and are influenced by the latter as well as by
policy instruments. They are not pursued as
final goals of policy; nor can they be precisely
controlled by policy makers.

The degree of policy autonomy or the ef-
fectiveness of national policy instruments in
controlling ultimate goals of policy depends on
the strength  of the influence of these
instruments (dircctly or indirectly, through
intermediate variables) on goals. It also
depends on the stability of the link between
instruments and goals and, hence, the
predictability of the influence of the former on
the latter.  Financial openness reduces the
degree of autonomy because it weakens the
national policy influence on national goals
while 1t raises the external influence. It also
renders the link between national instruments
and targets less stable and reliable, making the
relationship dependent on the behaviour of
policy makers and markets elsewhere.

The more open an economy, the smaller
1s the impact of national policy instruments on
national policy goals, because the effects of
policy action tend to spill abroad. Thus, in-
creased openness raises the impact of national
policy instruments on variables in other coun-
tries relative to their influence on national var-
1ables. More important, foreign policy action
and cconomic shocks originating abroad exert
significant constraints on the conduct of na-
tional policy, and on its ability to attain policy
goals.

Such cross-country influences, including
thosec of policy instruments, are not usually
known with a rcasonable degree of accuracy.
Knowledge about structural and behavioural
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relations that link the national cconomy to the
rest of the world is extremely inadequate;
available empirical models linking major coun-
tries differ not only as regards the magnitude
but cven the direction of cross-country policy
influences.  Morcover, access to information
abroad 1s more difficult and costly, and devel-
opments in other countries are difficult to as-
sess. An equally and perhaps more important
source of uncertainty is the game-theoretic na-
ture of decision making by policy authoritics in
an interdependent world. What constitutes an
appropriate policy action of a home Govern-
ment depends on what 1s assumed of the
behaviour of foreign policy makers; but the
latter, in turn, depends on assumptions about
the policy course in the home cconomy. This
not only creates problems in policy making, but
can also lead to serious conflicts when coun-
tries have incompatible objectives for the same
and common variables such as exchange rates
and trade balances. These difficulties arise
from a variety of sources, among the more im-
portant of which is the fact that international-
ization of finance and financial opennesss raise
the degree of substitutability of assets denomi-
nated in home and foreign currencies, and is-
sued by residents and non-residents. They also
create increased possibilities for the private
sector to circumvent various restrictions im-
posed by monectary authorities, such as credit
ceilings and reserve requirements.

Indced, in a financially open economy
domestic monetary and credit aggregates be-
come ecxtremely difficult to define in a mean-
ingful and uscful way, i.e. so as to provide
reliable guidance to the conduct of monctary
policy. For instance, there is no satisfactory
and gencrally agreed way of dealing with the
assets and habilities of Eurobanks. Should a
dollar deposit held in a London bank by a
Colombian resident in Switzerland be included
in the money supply of Colombia, the United
States, the United Kingdom or Switzerland?
The same question arises also with respect to
credits from Eurobanks. Here the difficulty is
not a practical but a conceptual one - that of
identifying the influence of such deposits and
credits on spending decisions in the various
countries involved, and thus interpreting
movements in such aggregates in taking mone-
tary policy action. These difficultics become
particularly serious when monctary policy is
targeting certain monctary and credit aggre-
gates.

That increased financial interdependence
lcads to loss of policy effectivencss and auton-
omy for national Governments does not imply

108 Sce TDR 1989, Part One, chap. IV.

that influences due to financial openness always
undermine the achievement of policy objec-
tives. That depends on the objectives pursued,
and actions taken at home and abroad. I-or
instance, in a financially open cconomy fiscal
stimulus tends to leak abroad because the con-
sequent risc in interest rates encourages capital
inflow, thereby appreciating the domestic cur-
rency and reducing nct cxports. By contrast,
monctary tightening can lead to currency ap-
preciation, which can reinforce the disinflation-
ary impact of the monetary policy. Again, the
ability to attract capital through financial poli-
cies can help avoid taking deflationary action
at times of scrious external payments difficul-
tics. However, in both cases there is a great
deal of uncertainty as to the final outcome, not
only because of unpredictability of the response
of international financial markets to such pol-
icy actions, but also because of their interna-
tional repercussions and the policy response of
forcign Governments. This uncertainty and the
associated costs of loss of control over national
economics can only be reduced by collective
action, involving management of international
money and finance and of interdependence (see
section D).

For a developing country complete fi-
nancial openness would bring an even greater
loss of policy autonomy. For one thing, the
country would be unable to delink its real in-
tercst rates from those abroad. Indeed, do-
mestic real interest rates would be pushed well
above the levels prevailing in world markets,
particularly where there is macrocconomic in-
stability and a persistent external debt problem.

Morcover, the link between exchange and
interest rates can be much more destabilizing in
developing countries. A major industnal
country may be able to influence its exchange
rate by monctary policy actions regardless of
the state of its external balances. In developing
countries, however, ecxchange rates are influ-
enced to a much greater extent by external
payments. This means that payments disturb-
ances tend to fecd into domestic interest rates;
for competition with foreign assets requires
that domestic interest rates should cover inter-
cst rates on foreign assets plus the expected rate
of depreciation of the currency. When the
currency 1s expected to depreciate in real terms,
domestic real intecrest rates would be raised
further. This link can pose serious problems for
fiscal and monetary management, particularly
where the public sector needs to borrow in do-
mestic markets in order to service its external
debt, as has been observed in many countries
In recent years. 198
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Table 30
SHORT-TERM INTEREST VARIABILITY @ IN THE MAJOR RESERVE
CURRENCY COUNTRIES, 1960-1990
{Index numbers, 1960-1969 = 100)
Federal
United Republic United
States Japan of Germany Kingdom France
Period B A B A 5| A B A
1973-1979 191 209 223 211 139 117 296 276 231 269
1980-1982 573 752 182 186 135 109 263 259 310 340
1983-1989 b 155 170 123 134 52 50 179 172 96 105

Source: UNCTAD secretariat calculations, based on OECD, Main Economic Indicators, various issues; IMF,

International Financial Statistics, various issues,

Note: Data are for the following interest rates: United States - 3-month Treasury bills; Japan - money market
rate; Federal Republic of Germany - 3-month interbank loans; United Kingdom - 91-day Treasury bills,

France - money market rate.

a Average annual range of monthly interest rates (measure A) and average annual standard deviation of

monthly interest rates (measure B).
b Including also the first quarter of 1990.

IFollowing the period of serious problems
of adjustment between 1973 and 1980, real
economic activity in the major developed mar-
ket cconomies in the 1980s has shown a con-
siderable degree of stability. This was helped
by an incrcased acceptance of relatively high
rates of uncmployment in a number of coun-
trics which, together with weak commodity
prices, served to reduce inflation substantially.
Both were largely the results of the prolonged
recession at the beginning of the decade, which
was followed by modest but sustained growth.
By contrast, financial and currency markets
have been more unstable than in the 1970s, due
to various types of destabilizing interactions
among monectary policy, interest rates, sccuri-
ties prices and exchange rates described in the
previous scction.

1. Monetary policy and interest rates

During the past decade, interest rates in
the major reserve currency countries have been

C. Financial and currency markets in the 1980s

both extremely high by historical standards and
highly unstable. Table 30 provides some indi-
cators of short-term interest rate instability,
which suggest that in the 1980s instability has
been no lower than in the 1970s and markedly
higher than in the 13 years before the advent
of floating exchange rates. Interest rate vari-
ability increased substantially in all the major
currency countries during the period of disin-
flation in the early 1980s; compared to the
1960s it had doubled in Japan, the United
Kingdom and France and increased more than
five times in the United States. Since 1982 in-
terest rate instability has been lower than in the
1960s in the Féderal Republic of Germany, but
it has remained particularly high in the United
States and the United Kingdom.

The uncertainty ruling f{inancial markets
also becomes cvident when account is taken of
the fact that alterations in the direction of
movements in interest rates have been more
frequent than at any other time since the war,
incJuding in Japan and the Federal Republic of
Germany. In addition to increased short-term
(weekly or monthly) instability, there were two
periods in the 1980s during which interest rates
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underwent substantial swings in all the major
currency countries: in the early 1980s, when
monctary policy was geared to disinflation; and
during 1987-1989, when the focus of monetary
policy shifted back and forth between currency
and financial markets, and, particularly in the
United States, between fears of recession and
inflation (sce chart 8). The latter period also
witnessed substantial swings in share prices, to
an extent unprecedented in the post-war period.

Chart 8

CENTRAL BANK DISCOUNT RATES IN THE
UNITED STATES, JAPAN AND FEDERAL
REPUBLIC OF GERMANY, 1978-1990
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Source: IMY, International Financial Statistics,
various issues.

Intcrest rates in the major reserve cur-
rency countries, in particular in the United
States and the United Kingdom, have also been
higher in the past decade than previously (see
tables 31 and 32). Short-term nominal rates
were, on average, also high in the 1970s, but so
was inflation: in real terms, with the cxception
of the Federal Republic of Germany, they were
negative. After 1981, as inflation eased, nomi-
nal rates began to fall from their peak of
1980-1981. But, generally they did not fall sig-
nificantly below the average level of the 1970s,
although inflation declined considerably. Con-
sequently, real interest rates increased strongly
compared to the previous decade, and also ex-
ceeded those of the more stable 1960s by be-
tween one-half (Federal Republic of Germany)
and more than four times (United Kingdom).

This generalized increase in interest rates
1s primarily due to the fact that monectary pol-
icy has been, on average, tighter. [However, as
alrcady noted, increased instability and uncer-
tainty have also influenced the level and term

structure of interest rates. [t is noteworthy
that, comparing the 1980s with the 1960s, in
the United States long-term interest rates have
increased much more than short-term rates.
This steepening of the yield curve cannot be
explained by expectations of an acceleration of
inflation; inflation has not only been falling
sharply since the early 1980s, but it has been
lower, on average, than in the 1960s. These
factors could have been expected to push future
short-term interest rates below the current
rates. The steepening of the yield curve in the
1980s, together with the proliferation of
holdings of liquid short-term assets, suggests
that the increased instability of interest rates
and the exchange rate of the dollar has been an
important factor in the increase in interest
rates, one which can also help explain the evi-
dence that the ability of the term structure of
interest rates to forecast future inflation is very
much limited.

Three basic factors account for the in-
creased financial instability of the 1980s. First,
a fundamental change took place in the con-
duct of monetary policy, away from targeting
interest rates. Second, financial deregulation
allowed markets greater scope to innovate and
generate disturbances, thereby reducing the ca-
pacity of central banks to achieve their objec-
tives. Third, as will be seen in sub-section 2
below, monetary policy became overloaded as
Governments tried to manage exchange rates
without co-ordinating their macroeconomic
and particularly fiscal policies. The pressures
in exchange markets tended to be propagated
to cquity markets through their effects on
monetary policy and interest rates; but when
cquity prices fell precipitously, monetary policy
had to be redirected once again.

In the 1960s and the 1970s monetary
management was mostly concerned with keep-
ing interest rates low and stable with a view to
providing a favourable financial environment
for productive investment. This was helped in
many countries by the widespread practice of
direct regulation of interest rates. Monetary
policy was discretionary and shared the task of
short-term demand management with fiscal
and, to some extent, prices and incomes poli-
cies. In the late 1970s and early 1980s many
central banks switched to quantitative targets
for certain monetary aggregates and embarked
upon a strict disinflationary policy stance.
During this phase both the level and the insta-
bility of nominal interest rates reached new
peaks, particularly in the United States. This
happened not only because interest rates are
inevitably more unstable under the operating
procedure chosen, but also because the as-
sumptions underlying this monetarist approach
proved wrong, resulting not only in a substan-
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Table 31
SHORT-TERM INTEREST RATES IN THE MAJOR RESERVE CURRENCY
COUNTRIES, 1960-1990
(Per cent per annum)
Nominal interest rates
Federal
United Republic of  United
Period States Japan Germany  Kingdom France LIBOR
13860-1368 40 7.8 46 55 49 58@
1873-1878 6.3 7.6 6.6 10.2 9.6 86
1980-1982 121 84 10.2 13.2 14.0 148
1983-1989 b 7.5 51 53 10.6 35 8.6
Real interest rates
Federal

United Republic of United

States Japan Germany Kingdom France
1960-1969 1.6 2.4 2.2 2.0 1.1
1970-1378 -0.9 27 1.6 -4.6 -1.0
1980-1982 3.3 3.3 45 -0.3 1.1
1983-1989 P 4.0 3.7 3.3 5.2 45

Source: OLCCD, Main Economic Indicators, various issues; IMF, International Financial Statistics, various issues.

Note: Data are for the interest rates specified in table 30; LIBOR is the rate for 3-month Eurodollar deposits. Real
interest rates are derived by adjusting the annual average of nominal monthly rates by the rate of change in
the consumer price index in the same ycar.

a 1963-1969.
b Including also the first quarter of 1990.

tially increased instability in the financial sys-  strict monetarism, but greater instability than
tem, but also in a deflationary overkill (sec box  a regime of interest rate targeting.
15).

Strict monetarism 1in the conduct of
monetary policy was abandoned in the United o Exchange rates and financial
States at the end of 1982, when it was recog-
nized that financial deregulation and inno- markets
vation had significantly reduced the control of
the Federal Reserve over certain monetary ag-
gregates, and that inflation was not as closely The exchange rates of the major curren-
governed by monetary aggregates as had been  cies in the 1980s have been much more unstable
assumed. Money supply targeting has contin-  than their interest rates (see tables 33 and 34);
ued, though with broader definitions of money,  short-term instability intensified at the begin-
wide target ranges, and the use of a number of  ning of the 1980s, when monetary policy began
indicators, including interest rates, in the con- to be targeted at monetary aggregates rather
duct of monectary policy. The new operating than interest rates, and has shown no tendency
regime has tended to result in less pronounced  to diminish in subscquent years. Bilateral ex-
short-term fluctuations in interest rates than change rates among the United States dollar,
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Table 32
LONG-TERM INTEREST RATES AND YIELD GAP IN MAJOR RESERVE
CURRENCY COUNTRIES, 1960-1990
Long-term interest rate 8 Yield gap b
(per cent per annum) (percentage points)
Federal Federal
United Republic of United Republic of
Period States Japan Germany States Japan Germany
1960-1969 486 70¢ 6.6 06 -c 2.0
1973-1978 79 8.0 8.0 1.6 0.1 14
1979-1981 11.5 85 8.8 -0.4 05 -0.7
1982-1989 d 10.0 59 71 22 0.6 1.3
Source: IMF, /nternational Financial Statistics, various issues

a Interest rates are for the United States long-term government bond yield, for Japan government bond
yield, and for the Federal Republic of Germany public authorities bond vyield.
b Difference between long-term interest rates and short-term rates as specified in the note to table 30.

¢ 1966-1969.
d Including also the first quarter of 1990

Japanesec yen and the deutsche mark have been
particularly volatile. By contrast, since the in-
ception of the Furopean Monectary System, bi-
lateral exchange rates among member
currencies have, on average, (luctuated much
less; this is reflected in the substantially lower
figures in table 33 for the cxchange rate insta-
bility of the Federal Republic of Germany and
France. As noted above, in these countries the
interest rate instability has also been lower than
in the other major OECD countries (sce table
30).

More important, key exchange rates in
the 1980s have shown persistent deviations
from the levels consistent with sustainable cur-
rent account balances and the underlying capi-
tal flows. The real effective exchange rate of
the dollar rose by more than 40 per cent be-
tween 1980 and mid-1984, remained there for
about a year, and then fell back below the level
of 1980 within a matter of about two years.
The Japanese yen, in turn, moved up in real
terms by more than 35 per cent between early
1985 and November 1988, but fell by around
20 per cent between that date and March 1990.

The behaviour of exchange rates in the
1980s cannot be systematically explained by the
variables generally cited as their determinants,
1.c. interest rates, price levels, and trade and
current account balances; empirical models

sccking to do so have failed.1® These variables,
and the macroeconomic policies that exert a
strong influence on them, do influence the de-
mand for foreign exchange, but their impact on
cxchange rates is not systematic or predictable.
Because of the speculative nature of currency
markets, the influence of the variables cited de-
pends on whether or not they have been antic-
ipated, and on how they affect expectations
regarding the futurc coursc of exchange rates.
Morcover, for the same reason, expectations
recgarding the future course of exchange rates
can change and alter the current pattern of ex-
change rates independently of macroeconomic
policy; in other words, speculative bubbles oc-
cur, whercby a currency appreciates simply be-
cause investors believe that it will go even
higher in the future.

In some periods exchange rates have
moved in line with current account develop-
ments becausc the latter were expected to trig-
ger monetary policy actions that would
influence the future course of exchange rates.
IFor instance, in 1987 and early 1988 an-
nouncements of United States monthly trade
figures caused strong reactions on foreign ex-
change markets. But the widening of trade im-
balances among the major OECD countries in
the first half of the 1980s did not influence the
dollar until 1985, when they had grown so big
as to give risc to expectations that policy

109 For various influences on exchange rates see UNCTAD, "The Exchange Rate System”, ap. cui
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Box 15

THE CONDUCT OF MONETARY POLICY IN THE UNITED STATES

A major difficulty in the conduct of monetary policy is that central banks can only influence their
final godls in 4 very indirect way; for the relatonship between policy instruments and goals is
highly complex, invelving a number of intermediate varables. Moreover, monctary authoritics
cannot control both short-term interest rates and rescrves - one is chosen 4s the control vanable,
the other becomes a shock-absorber, changng freely with market conditions

Monetary policy may be conducted by targetmg an intermediate varable (¢.g. maney supply), but
the success of such strategy depends on two assumptions; namely, that such inermediate targets
can be closely controlled, and 1that they are reliably linked to ultimate goals. This approach can
be very troublesome when these assumptions prove wrong. Aliernatively, monetary policy may
concentrate directly on the behaviour of its ultimate goals. Such a one-stage strategy can cause
senous swings in the real economy if reserve growth is tied nigdly to nflation, and when the link
between money and prices 18 weak and unstable. Flexibility may be mtroduced inte both regmes
by using vanous itermediate varables as indicators of the need for policy action as well as of the
cffects of actions taken. This procedure allows maore discretion but can encounter prablems when
indheators pve confhicting signs: These difficulties explain why different central banks use different
aperaling regmesand revise them from tune to lime

Some of these points can be exemplified from the expenence of the Linited States. In the 1970s
the Federal Funds Rate (FER) targeting was the operating réggme of monetary policy. It was
closely controlled through open market operations, and assumed to reflect changes in the hiquidity
of the bankmg system and fo have a systematic relationshup with other short-term inlerest rates,
Bank reserves were adjusted whenever the FFR tended to move out of a relatively narrow target
range, except when the consequent monetary expansion was considered exoessive. Consequently,
this operating proceduire resulted in relatively large Nuctuations in reserves, whereas interest rates
remmained fairly stable.

In the course of the 19705 this operating repme came under strain as it implied accommodation
of the wmflationary pressures; besides, stabilizing interest rates became very difficult becavse of
volanlity: of inflation.  In October 1979 the Federal Reserve Board changed its operating
procedure 1 order 1o control monetary expansion and nflation; it staried adopting targets for
money supply (M and M2), using non-borrowed reserves as its main instrament, thus allowing
mnterest rates 1o Hoat freely. This operating regime tumed out 1o be dll-founded!  dercpgulation
resulted in the introduction of vanous types of mnterest-beanng transaction acceunts which
reduced the control of the Pederal Reserve Board over M 1. Targets were missed mast of the time,
and the velocity of circulation of money fell sharply, causing an excessive hguidity squeeze. Thus,
deregilation and monctarism made disinflation extremely costly, generating the longest and
decpest recession since the Great Depression.  During 1980-1982 the mstability of shor-tenm
intercst rates (as measured by deviations from the mean change) rose by four timies compared to
the 1970s.

Fhis operating procedure was abandoned i early 1983, Money supply targeting has continued
but the Federal Reserve Board moved gradually to broader apgrepates. First, M1 was
de-emphasized and later (in 1986) dropped altogether as a target of policy; M2 and M3 have been
targeted with wide ranges (i.e. 3-7 per cent annual growth). More important, the Federal Reserve
Board started to use borrowed reserves (BR) as its control vanable, introducing discretion in
monetary policy: a target is set for BR consistent with intermediate monetary targels and final
goals; Since any subsequent change in the demand [or reserves is accommodated by open market
operations, the FI R 1ends to be more stable than under the sinetly: monetanst regime, but
sormewhat less stable than under the FER regme. Moreover, smce there i1s no direct ink between
BR and monctary growth, a2 number of the intermedidte indicators can be used to determine the
need to revise BR; these have so far included strength of economic expansion, inflation, interest
rates, exchange rates and linancial macket conditions. This lack of automatic control over money
prowth and redirection of monetary policy according to varous intermediate indicators have
resulted i siguficant vapations in tofal reserves and monetary growth, but inflation has been low
and stable. The short-term interest rate volatulity fell sharply compared to 1980-1982, but
remained relatively high eompared to the 1960s
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Table 33

e —

AVERAGE MONTHLY CHANGES IN NOMINAL EFFECTIVE EXCHANGE RATES @
OF THE MAJOR RESERVE CURRENCIES, 1961-1990

Period United States Japan
1961-1972 018 0.24
1974-1979 1.06 1.64
1980-1989 b 1.76 173

Federal Republic United
of Germany Kingdom France
0.31 0.32 0.28
1.04 1.23 101
0.89 1.45 0.89

Source: IMF, International Financial Statistics, various issues
a Average percentage change, ignoring sign, in the monthly average nominal effective exchange rate index

b Including also the first quarter of 1990.

actions would be taken to avert the resulting
tensions in the trading system.

In certain periods the dollar’s exchange
rates against other major reserve currencics
moved in line with current short-term interest
differentials: for instance, during the period of
dollar appreciation in the early 1980s; during
1986, when the dollar declined; and in the early
phase of yen deprecciation at the beginning of
1989. But, there have also been a number of
episodes when the relationship was inversed:
for example, during 1983-1984 the dollar con-
tinued to appreciate although therc was no
clear trend for interest rates in the United
States to rise more than clsewhere; in 1988 the
dollar strengthened against the deutsche mark
although the short-term interest differential was
narrowing, and weakened on two occasions de-
spite a widening interest diflerential in favour
of the dollar; and in the last quarter of 1988 the
dollar again depreciated against the yen at a
time when the interest rate differential widened
in its favour.

As well as increased difficulties in pre-
dicting the future course of monetary policy,
one of the factors increasing the volatility of
market sentiment, and thus adding substan-
tially to both the short-term variability of ex-
change rates and, more important, the
medium-term swings, has been inconsistencies
in the fiscal and monetary policies of the major
OECD countries. The expansionary fiscal and
restrictive monetary policies pursued by the
United States, at a time when the overall stance
of policies in the other major OECD countries
was contractionary, was a major factor in the
appreciation of the dollar in the early 1980s;
this, together with disparities in the pace of

domestic demand in the United States and its
major trading partners, was the most important
rcason [or the huge United States trade deficit.
Most major OECD countries, however, chose
to ignore these developments for almost half a
decade.

The Plaza meeting in September 1985
marked (or most Governments a major reas-
sessment of the roles to be assigned to markets
and public policy in the determination of ex-
change rates. It marked the beginning of ex-
change rate management which played a major
role in correcting the misalignment of the dollar
until the Louvre mecting in early 1987. How-
cver, the Plaza agreecment emphasized primarily
monetary policy and intervention in exchange
markets. The dollar had already begun to de-
cline before this date, and 1t was believed that
co-ordinated intervention and monectary meas-
ures were nceded to bring about further deval-
uation thought necessary for adjustment; but
there was no general agreement on the need for
expansionary fiscal policy outside the United
States.

At [irst this did not prove troublesome as
monetary policy actions were “lcaning with the
wind”. However, the exchange rate mechanism
proved much less effective than expected in
correcting payments imbalances, given the pat-
tern of demand gencration. At the Louvre
meeting in February 1987, conscnsus was
reached among Group of Scven Governments
that the dollar should be stabilized, and the
adjustment in trade balances be achieved
through enhanced co-ordination of macroeco-
nomic policies among the participating coun-
tries directed at changing the international
pattern of domestic demand; the actions taken
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Table 34
SWINGS IN MONTHLY NOMINAL EFFECTIVE EXCHANGE RATES 2
OF THE MAJOR RESERVE CURRENCIES, 1980-1990

Period United States dollar Japanese yen Deutsche mark
1980/1-1985/9 53.4 30.6 14.0
1985/10-1987/2 231 241 14.8
1987/3-1987/9 29 6.2 08
1987/10-1990/3 11.2 21.3 76

Source: IMF, International Financial Statistics, various issues.
a Difference between highest and lowest monthly average rate during the periods indicated, divided by the

average rate during the period.

in pursuit of this objective were to include fiscal
policies. This implied a restrictive monetary
policy and budget cuts on the part of the
United States, and the pursuit of more
expansionary management of domestic de-
mand, partly through a stronger [iscal stimulus,
on the part of the Federal Republic of
Germany and Japan. Thus, it was broadly
agrecd that the trade adjustment required was
not attainable solely through cxchange rate
management.

The period from February 1987 to Sep-
tember 1987 witnessed a degree of exchange
rate stability unprecedented during the decade.
The orderly decline in the dollar attained be-
tween the Plaza and Louvre meetings, and the
subsequent success in keeping the dollar stable,
gave impetus to new initiatives to manage ex-
change rates in the OECD area. The reasons
for this move towards managed floating were
clearly expressed by the Chancellor of the
Exchequer of the United Kingdom at the an-
nual meetings of IMF and the World Bank in
September 1987: “The belief that markets
would provide a stabilizing influence, through
the operations of medium-term speculators, has
not been borne out. ... In particular, we have
seen wild gyrations in the dollar that have
clearly not been a reflection of economic fun-
damentals. ... Morcover, these gyrations have
damaged growth in world trade. ... And the
major uncertaintics about exchange rate move-
ments inhibited risk taking and required a
switching of resources at a pace that was totally
unrealistic.”1? The regime of managed (loating

adopted at the Louvre meeting has worked be-
cause countries have “been prepared in practice
to give significant weight to cxchange rates in
the conduct of monetary policy ... and to back
up (the) agreement with co-ordinated inter-
vention”.  Moreover, the experience gained
should be used “to build up a more permanent
regime of managed floating”.1t!

However, the exchange rate stability be-
tween l'ebruary and September 1987 was at-
tained at the cost of increased pressures on
monctary policy. The Louvre agrcement was
translated only partly into actual measures, the
United States trade deficit failed to improve
and, consequently, pressures on the dollar in-
tensified. Heavy intervention in foreign ex-
change markets by the United States, the
Federal Republic of Germany and Japan was
therefore required. Thus, monetary policy had
to bear the brunt of adjustment and soon be-
came overburdened. Intervention and the con-
sequent monetary expansion by surplus
countries gave risc to concerns that exchange
ratc management would undermine their efforts
to maintain price stability and contain infla-
tionary expectations. As a result, monetary
policy was tightened in the course of the year,
causing interest rates in the major OECD
countries to rise.

FHowever, this created a situation of fra-
gility in [inancial markets. Rising long-term
bond yields were accompanied by falling divi-
dend yields; in the three major stock markets,
increases in share prices pushed the price-

110 See Press Release \No. 44 of the Annual Mectings (30 September 1987), p. 3.

1 Jbid., p. 5.
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earnings ratios to record levels.!2 On the other
hand, failure of the depreciation of the dollar
to significantly improve the United States trade
deficit gave risc to concerns that interest rates
in the United States might have to be raised
further to stem downward pressurcs on the
dollar. Fears that such developments would
cause a drop in activity and profitability trig-
gered the collapse of stock prices in October
1987.

This collapse induced monetary authori-
ties, particularly in the United States, tempo-
rarily to put aside other objectives and provide
the financial markets with additional liquidity.
This succeeded in its objective of containing fi-
nancial market turbulence and in avoiding a
recession, but i1t also meant a relaxation of ex-
change rate management. The perception of
an inflationary danger mounted as output
growth intensified, and the choice between ex-
change rate and domestic stability in deficit
countrics came incrcasingly to be decided in
favour of the latter. Thus, monetary policy
tightened again in the course of 1988 and in-
terest rates were pushed even higher than be-
fore the crash.

A similar situation also evolved in the
course of 1989. In October 1989 the second
largest day-to-day fall in the Dow Jones index
was rccorded, and again this was closely related
to exchange ratc pressures and monctary pol-
icy. The dollar had been rising when the
United  States trade  deficit  increased
uncxpectedly in October 1989, gencrating un-
certainties about future macroeconomic poli-
cics and interest rates. Bringing down the
external deficit through currency depreciation
would have required United States interest
rates to be lowered, but that was considered
mimical to domestic price stability; alterna-
tively, reducing imports through cuts in do-
mestic demand via monetary restraint would
have implied higher interest rates and depressed
corporate profits.

Finally, the behaviour of the Tokyo Stock
Exchange during early 1990 generated similar
destabilizing feedbacks between currency and
financial markets, and policies failed to block
their propagation. The Tokyo Stock Exchange
was not aflected by the “mini-crash” of 1989 in
the United States and the Federal Republic of
Germany, but continued to boom, rcaching a
new peak at the end of that year. lHowever,
during the subsequent four months the Nikkel
index dropped by about 25 per cent (stecper
though slower than the drop in the Dow Jones
in October 1987), government bonds by more
than 20 per cent and the yen by over 10 per
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cent. These changes were interrelated. As fears
of recession in the United States subsided and
inflation became the primary concern of mone-
tary policy, interest rates tended to rise.  This,
in combination with the policy of low interest
rates in Japan and the expectation of higher
rates in the Federal Republic of Germany
(prompted mainly by developments in Eastern
Europe), exerted substantial downward pres-
surc on the yen, and triggered massive shifts
from yen-denominated assets, which accen-
tuated the downward pressures on the value of
the ven and also brought down bond and eq-
uity prices. The central banks of the other
major countries gave only limited support to
the yen. This created a dilemma for Japan,
similar to that faced by the United States in
1987; higher interest rates were necded to sta-
bilize the currency, but these could further de-
stabilize the equity market. Morcover, the
continued decline of the yen triggered expecta-
tions of substantial increascs in domestic inter-
est rates, which fed into further declines in
bond and equity prices. Eventually interest
rates had to be raised, with the discount rate
reaching double the level of mid-1989.

These episodes illustrate the point that
interactions among financial and currency
markets are often destabilizing and that mone-
tary policy cannot casily deal with them simul-
tancously. Monctary policy has had to shift
from one objective to another as actions taken
to ensure stability in one market have destabi-
lized others. These shifts have tended to make
the Miture course of key financial prices more
unpredictable and uncertain. Morcover, be-
cause the burden of adjustment has generally
been on weak-currency and/or deficit countrics,
cflorts to manage cxchange rates have tended
to push up interest rates.

The enthusiasm regarding cxchange rate
management faded away with the 1987 stock
market crash, brought about because, as noted
above, there was an unwillingness, particularly
in the United States and the I'ederal Republic
of Germany, to make the necessary fiscal policy
adjustments. Immediately after the crisis, ex-
change rate instability rose again as monetary
policy was focused first on the stability of the
financial system and then on internal objcc-
tives, in particular the price level. Yoreign ex-
change market intervention was reduced and
monetary policv largely lost view of cxchange
rates.

There can be little doubt that there is now
an increased awarcness by policy makers that
action is needed to attenuate instability. Thus,
these shifts of direction in the conduct of mon-
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etary policy simply reflect the major dilemmas
that the policy makers are facing; namely, too
few policy instruments to attain many objec-
tives simultancously in an environment charac-

terized by increased volatility of markets and
continued failure to co-ordinate policies in or-
der to manage exchange rates and reduce trade
imbalances.

D. Strengthening the international monetary system

The adverse consequences of the in-
creased instability of the international mone-
tary and financial system are not always fully
appreciated, in large part because visible and
significant damage to the real cconomy of de-
veloped countries has so far been averted.
However, the experience of the past decade
shows that financial instability and disruption
are costly not only potentially but also in fact.
Morcover, the incidence of these costs do not
always fall on countries and sectors whose
actions contribute most to instability. Devel-
oping countries are particularly vulnerable to
financial disruption and exchange rate disorder,
as amply illustrated by the experience of the
1980s.

The adverse cffects of instability on
growth and development work primarily
through debt, investment and trade, and flow
from three sources. First, therc is a systemic
bias towards higher rates of interest. Sccond,
cxchange rates are delinked from the funda-
mentals of the real economy. Third, both in-
terest rates and, particularly, exchange rates
tend to move excessively and unpredictably .

The stock of external debt of developing
countries 1s the most important channel of
transmission of disruption and instability in
world financial and currency markets into their
domestic economies. Thus, the absence of a
tendency for cqualization of rates of return on
asscts denominated in different currencies
means that the cost of servicing debt depends
crucially on its currency composition, and is
influenced not only by changes in the overall
level of interest rates, but also by changes in
exchange rates. This causes serious problems
in the management of debt, and can give rise
to significant losses when there is a mismatch
between the currency composition of debt and
foreign exchange receipts and reserves. On the
other hand, since most developing countries do
not have unlimited access to each of the major
international capital markets, they cannot eas-
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ily adjust the currency composition of their ex-
ternal debt or take forward cover to alleviate
the effects of financial and currency market
disturbances.

There can be little doubt that the
systemic tendency of interest rates to remain
high has been an important factor in the debt
crisis of the 1980s. Its effects on developing
countrics have been aggravated because a large
stock of debt had alrecady been built up before
this tendency emerged in force; interest rate in-
creases were passed on to the debtors via the
variable-interest loan practice; and rates of re-
turn on real domestic assets in debtor countries
were depressed by deflationary adjustments,
mainly because of investment cuts.

The tendency of interest rates to stay high
depresses investment permanently unless the
increasc in the cost of finance i1s offset by re-
ductions in other costs. Declines in real unit
labour and material costs in the major indus-
trial countries in the 1980s have indeed helped
first to stem and then reverse the downward
trend in rates of profits, raising them by the end
of the decade to the levels of the late 1960s and
carly 1970s.183 However, this has been attained
at the cost of a substantial rise in unemploy-
ment and a fall in commodity prices. Since real
interest rates remain, on average, much higher
than in the 1960s, profit rates characteristic of
the 1960s may not translate into investment
rates experienced during that period. Indeed,
despite recent increascs, the share of investment
in GDP in the Group of Seven countries re-
mains below the level of the late 1960s and
carly 1970s.

Given the present and prospective stance
of fiscal policies, the degree of monetary relax-
ation nceded to bring interest rates down to
levels conducive to a rapid pace of capital ac-
cumulation is likely to be regarded as too
expansionary by many central bankers. At the
same time, systematically high interest rates
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place monetary policy on a tightrope. Should
there be a supply shock on prices, for example,
policy makers would be faced with the unat-
tractive option of cither tightening policy, al-
lowing interest rates to shoot up from alrcady
high levels, thereby virtually ensuring recession,
or allowing prices to feed through, thereby cre-
ating a ratcheting upward of rates of inflation.
While this dilemma is always present, the
higher the interest rates to begin with the more
acutely it is felt.

Investment is hindcred also by increased
instability of cxchange rates. Unpredictable
swings in cxchange rates tend to deter invest-
ment in the tradeable goods sector because of
uncertainty as regards profitability: for, once
in place, production capacity cannot be rede-
ployed from one industry to another without
incurring substantial costs.  Morcover, In-
crcased unpredictability of cxchange rates dis-
torts the spatial allocation of foreign direct
investment, which tends to be governed by the
desire to reduce the exchange rate risk rather
than by considerations of cfficiency.

Exchange rate volatility also increases the
risk and uncertainty in international trade, and
depresses cexports and imports; this happens
even when risks are covered in forward markets
because of the costs involved. Indeed, many
studies indicate that exchange rate fluctuations
have had significant adversc effects on trade for
a number of both developed and developing
countries, in large part because of increased
costs on the demand and supply sides.

Morc important, exchange rate misalign-
ments tend to disrupt the international trading
system by triggering protectionism. Overvalu-
ation of currencies gives rise to protectionist
pressures, and ultimately to protectionist
mcasurcs which are not removed when misa-
lignment 1s corrected; often permanent pro-
tection 1s sought in order to compensate for
long-term exposure to exchange rate risk.
Similarly, currency undervaluation can lead to
investment in industries which are otherwise
uncompetitive; again, such industries could ex-
crt substantial pressure for protection when the
cxchange rate misalignment is corrected. Evi-
dence strongly suggests that these effects have
played a major role in the proliferation of non-
tari{l barriers in the 1980s.

These and other adverse consequences of
instability, as well as the susceptibility of the
financial system to crisis, necessitate actions
designed to attain a more stable system of
international money and finance. The previous
scctions show that while the factors that gen-
erate disturbances and disruption are several
and complex, and it 1s not always easy to assess

accurately their relative importance, action will
be needed simultancously on two broad fronts
- namely, markets and policies. This section
briefly discusses possible ways of improving the
functioning of markets, and the design and
mutual compatibility of policies in the major
OLCD countries.

1. Regulation and supervision of
finance and capital flows

Given the degree of development of the
organization of financial markets, and the in-
crcased predominance of speculative activities,
it is not altogether clear that an appropriate
design of policies both within and among the
major OECD countries would be sufficient to
avert financial disruptions and destabilizing
capital flows. Consequently, there is a need to
give serious consideration to possible ways and
means of reducing the scope of markets to
gencrate disruption and instability without
undermining their ability to facilitate the proper
allocation of investment. In this respect, two
main questions arise: is regulation necessary to
ensurc stability? and does regulation undermine
efficiency?

Answers to these questions will clearly be
shaped, inter alia, by the type of regulation
being considered. In this respect a distinction
can be made among three categories: (a)
prudential regulations designed to limit the risk
taken by financial institutions (such as capital
adequacy and liquidity requirements and
diversification rules); (b) protective regulations
designed to shelter investors, in particular
depositors at commercial banks (e.g., deposit
insurance and the lender of last resort facilities);
and (c) what may be called “systemic (or
macroprudential) regulations” designed
primarily to reduce systemic disturbances and
instability. Clearly, both prudential and
protective regulations also serve this purpose,
but their focus 1s more on specific institutions
and investors. Among the types of measures
included in systemic regulations are various
controls and restrictions on capital movements,
and taxation designed to  discourage
spcculation.

Under conditions in which interest rates
are fully deregulated, and restrictions are sig-
nificantly eased on access to financial markets
and types of transactions permitted, the impor-
tance of having an effective system of
prudential regulations 1s considerably en-
hanced. However, in the 1980s, until recently,
the tendency was to broaden protective regu-
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lations (through deposit insurance or ex post
financial rescuc operations) without matching
this with prudential regulation. This created a
moral hazard problem and played a major role
in financial disruptions in certain countries (c.g.
the Savings and Loan Associations in the
United States). There 1s now an increased
consensus concerning the need for vigorous
prudential regulations to avoid such dis-
ruptions, at least for financial intermediarics.

Prudential regulations often trigger inno-
vations by markets to avoid them, and with in-
creased financial openness such reactions tend
to gravitate more to the international than to
the national level. Recent efforts to harmonize
the regulatory regimes for the financial systems
of different countries reflect awarcness of this
tendency. An important reason for improving
international co-operation in the arca of bank-
ing supervision is that differences in national
regulatory regimes can generate international
financial transactions with little or no underly-
ing economic justification. Various evidence
indicates that large capital movements fre-
quently take place solely with the aim of cir-
cumventing monetary regulations such as
minimum reserve requirements, prudential con-
trols regardmg capital adequacy and liquidity,
and restrictions and rules concerning foreign
exchange transactions. Moreover, during peri-
ods when confidence is adversely affected by
financial turbulence, large movements of funds
may be triggered from financial centres per-
ceived as “soft” to safer havens, principally the
major financial markets in the OECD arca.
Thus, the Basle Agreement of July 1988 among
the central bank governors of the Group of Ten
countries and Luxembourg concerning a com-
mon, risk-based standard of capital adequacy
for international banks!™ constitutes a useful
step in the process of reducing the incentive to
international capital movements associated
with divergences in national regulatory regimes.

Since  such agreements concerning
prudential regulations do not cover offshore
centres, they may encourage further relocation
of banking activities. This had indeed hap-
pened in the 1960s and 1970s and subsequently
triggered competitive deregulation in the major
money and capital market countries. Now the
need for effective prudential regulation is in-
creasingly recognized, but unless the regulatory
regime becomes truly international, differential
regulatory and tax trcatment may continue to
shift activity to offshore centres.

Moreover, there are serious gaps in pre-
ventive rcgulations even at the national level.
Many countries do not have adequate and cf-

114 See TDR 1989, annex 2.

fective safeguards against the assumption of
excessive risks in securitics markets. Thus, the
1980s have seen increased proliferation of
high-risk debt instruments used primarily for
corporate takeovers (such as junk bonds in the
United States). Absence of prudential regu-
lations in such arcas has also encouraged regu-
lated institutions to enter into such transactions
via off-balance-sheet business.

While it is widely recognized that finan-
cial and currency markets have become in-
creasingly speculative, the issue of restrictions
on short-term capital movements remains
highly controversial. The resistance to such
measures 1s based on two premises; namely,
they will not be cffective, and they tend to re-
sult in inefficiencies in the allocation of re-
sources internationally because it is not
possible to separate speculative flows from
those that respond to fundamentals.

There can be little doubt that restrictions
on capital flows can be ineffective and even
counterproductive if they are used as substi-
tutes for exchange rate alignment and/or policy
adjustment. However, as stressed above, regu-
lations and restrictions regarding financial
transactions and flows would need to comple-
ment appropriate policies rather than be a
substitute for them, and would be used solely
for the purpose of reducing the scope of mar-
kets to create autonomous disturbances.

On the other hand, there are forms of
regulations, other than quantitative and ad-
ministrative controls, that work primarily via
the price mechanism and that help to deter
short-term, as opposed to long-term, capital
movements. An example of such a measure is
the interest equalization tax which was used in
the past before the advent of floating. Another
mcasure available for the purpose is the appli-
cation to foreign exchange markets of the tax
on financial transactions originally proposed
by Keynes:

“It is usually agreed that casinos should, in
the public interest, be inaccessible and ex-
pensive. And perhaps the same is true of
Stock Exchanges. That the sins of the
London Stock Lxchange are less than those
of Wall Street may be due, not so much to
differences in national character, as to the fact
that to the average Englishman, Throg-
morton Street is, compared with Wall Strect
to the average American, inaccessible and
very expensive. The jobber’s ‘turn’, the high
brokerage charges and the heavy transfer tax
payable to the Exchequer, which attend
dealings on the London Stock Exchange,
sufficiently diminish the liquidity of the mar-
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ket to rule out a large proportion of the
transactions charactenstic of Wall Street.
The introduction of a substantial government
transfer tax on all transactions might prove
the most serviceable reform available, with a
view to mitigating the predominance of spec-
ulation over enterprise in the United
States”.115

Such a tax, to be effective, should be an inter-
nationally agreed uniform tax, applied in pro-
portion to the size of transactions involving
conversions of one currency into another in
order to raise the cost of short-run transactions
relative to longer-run currency conversions and
maturities. Such an agrecment would be of
unprecedented scope. Its benefits, however,
would be fully commensurate with the effort
required.

2. Exchange rate arrangements

There is now a widespread recognition
that the floating exchange rate system has
failed to promote stable and sustainable current
account balances, and that there is a need to
move to a more stable system of exchange
rates. Such a system should be sufficiently
flexible to allow exchange rates to adjust to
underlying economic conditions, in particular
to changes in prices and productivity and,
hence, to avoid the mistakes of the Bretton
Woods regime. It should also avoid the mis-
takes of the last two decades.

One of the arguments in favour of float-
ing exchange rates was that they would give
countries autonomy and mdependence in do-
mestic policy making. The autonomy in ques-
tion was partly with respect to monetary policy;
since there would be no obligation to defend a
particular exchange rate, monetary policy
would have greater scope to deal with domestic
objectives. However, as discussed above, this
has proved rather illusory, because of increased
financial integration of the countries and in-
creased instability of exchange rates. It is no
longer possible to ignore the consequences of
exchange rates for domestic policy objectives,
and pursue an autonomous monetary policy.

A broader issue of policy autonomy 1is
related to trade adjustment. It was implicitly,
and sometimes explicitly, assumed that external
equilibrium could be attained primarily through
movements in exchange rates, rather than in

domestic demand and income, thereby allowing
countries to pursuc macroeconomic policics
geared to full employment and growth. This
expectation was based on two premises. First,
there would be no major shortcomings in the
conduct of policics both within and across the
countrics. Sccondly, trade balances would re-
spond swiftly to changes in exchange rates.
[However, as recent experience has shown, both
of these assumptions have proved wrong.

There can be little doubt that no ex-
change rate system can work efficiently when
there are serious macrocconomic policy short-
comings. As the experience of the United
States has demonstrated, inconsistency in the
mix of monetary and fiscal policies can causc
cxchange rate movements that aggravate trade
imbalances. On the other hand, when trade
imbalances are due primarily to major diver-
gences between the overall stances of the
macroeconomic policies of the major trading
partners, and/or because trade policy is signif-
icantly restrictive in some ol these countries,
attempts to reducc trade imbalances through
exchange rate movements would entail sharp
swings in exchange rates; or, should exchange
rates come under pressure, attempts to stabilize
them could cause serious strains.

Regarding the second assumption of the
floating system, recent experience has also
shown that the response ol exports and imports
to exchange rates can be very sluggish. Mar-
kets for traded goods do not necessarily operate
on the basis ol the type of competitive pricing
envisaged by the proponents of floating ex-
change rates. In particular, greater instability
of exchange rates raises the average profit
margin. The latter also becomes much more
variable in order to allow prices to be adjusted
to changes in exchange rates, thereby rendering
exchange rate movements much less effective in
correcting trade imbalances. The sharp depre-
ciation of the dollar since early 1985 brought
about much less improvement in trade imbal-
ances among the major OECD countries than
had been expected because exporters preferred
to take cuts in their profit margins rather than
reduce export volumes and lose their share of
the United States market, whereas United
States producers tended to respond to the dol-
lar depreciation not so much by raising their
export volumes as their profit margins.

These considerations show that the scope
for attaining a stable pattern of exchange rates
will depend, inrer alia, on the degrce of
consistency of policies within and across the
major countries. Tlowever, experience has

15 Keynes, op. cit., pp- 159-160. See also James Tobin, “A Proposal for International Monetary Reform’, The Eastern
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shown that the discipline needed to climinate
policy inconsistencies is hard to obtain without
efTective multilateral surveillance, an issuc that
will be taken up in the following sub-section.

The second important issue in thc man-
agement of exchange rates is the need for an
international commitment by the major OECD
countrics to an explicitly announced pattern of
exchange rates that is compatible with under-
lying fundamentals, and to defend it by inter-
vention in currency markets and regulation and
control of financial flows. Such commitments
would play an important role in achieving sta-
bility by providing an anchor for cxpectations,
thereby influencing market behaviour, and by
disciphining policy making.

The experience with exchange ratc man-
agement by the Group of Ten countries after
the Louvre meeting (i.c. the so-called reference
ranges) constituted a direct targeting of ex-
change rates without, however, containing
some of the above clements needed for durable
stability. The ranges were not announced cx-
plicitly; they were agreed provisionally with a
view to short-term adjustment needs, and not
because they reflected fundamentals; there were
no formal obligations and rules in the event of
the divergence of the rates from the agreed ref-
crence ranges; and, more important, the agree-
ment did not secure policy adjustments needed
to reducc pressurcs on exchange rates.

lLack of a firm commitment to defend the
agreed pattern of exchange rates is also a fea-
ture of a version of the target zones proposal
which favours “soft margins” in order to allow
considerable flexibility and facilitate exchange
ratc management. Wide margins (e.g. plus and
minus 10 per cent) arc advocated, inter alia, in
order to absorb certain temporary shocks
within the zones, and because of substantial

uncertainty in calculating the appropriate
pattern of exchange rates. Ilowever, wide
margins make sensc only if there i1s a

commitment to defending the targets.
Moreover, it is not clear if such a sytem can
ensurc the discipline nceded, and thereby be
regarded as credible by the markets.

Since a firm commitment among partic-
ipating Governments is essential for achicving
greater exchange rate stability, and since re-
duction of unsustainable trade imbalances
should rely more on adjustment in policies in
both deficit and surplus countries than cx-
change rates, the question arises as to whether
an adjustable peg system with predefined obli-
gations and narrow ranges along the lines of
the M S would be feasible. Such a system, in
combination with regulation and control of
short-term capital {lows discussed above, would

leave much less room for speculative pressures
and policy inconsistencies to build up, and
could thus be more successful in preventing the
emergence of misalignments.  However, like
other proposals for reference ranges and target
zones, it would require not only agreed inter-
vention rules but also a framework within
which national monctary and fiscal policies
would have to be conducted and co-ordinated.

3. Interdependence, policy
co-ordination and surveillance

Since exchange rate instability is undesir-
able because of adverse eflects of unpredictable
and misaligned exchange rates on growth and
development, it is essential that a system de-
signed to attain exchange rate stability does not
contain a deflationary bias. This clearly raiscs
the question of assigning responsibilities and
obligations to defend exchange rates and to
undertake policy adjustment in order to correct
destabilizing and unsustainable trade imbal-
ances. Indeed, it evokes the whole question of
the management of interdependence, which has
become the central concept in recent dis-
cussions of policy co-ordination among the
major OECD countrics. IHowever, actions have
not always reflected its true meaning and policy
implications.

Interdependence among countries implies
that the cconomy of cach is both sufficiently
open for it to come under considerable influence
from abroad, and sufficiently large for its own
policics to make a significant impact on others.

An appropriate management of interde-
pendence implies that no country with a suffi-
ciently open economy {even if it is too small to
have itself an impact on other cconomies)
should be expected to be able to put its house
in order regardless of what the other countries
are doing. Otherwise, the burden of adjustment
would be put on deficit countries, thereby in-
troducing a global deflationary bias. Nor
should any country set its policies without
paying attention to their possible international
consequences, an approach that would lead to
“beggar my neighbour” policies designed to ex-
port unemplovment or inflation, thereby creat-
ing considerable frictions in the international
monectary and trading systems. The experience
of the 1980s leading to the emergence of serious
exchange rate misalignments and large trade
imbalances, and the subsequent failure to re-
duce them and to manage exchange rates, show
that the major OECD countries have been un-
able to take a proper account of interdepend-
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ence, and to co-ordinate their macroeconomic
policies accordingly.

EfTfective policy co-ordination necessitates
agrcement on certain goals, and on policy
actions nceded when outcomes differ from the
agreed goals. [irst, certain objectives need to
be sct for each country concerned, including
admissible rates of growth of domestic demand
as well as exchange rates and current account
balances. Consistency of objectives needs to
be attained both within and across the coun-
tries concerned. It is particularly important to
sccure a pattern of demand generation consist-
ent with trade and exchange rate objectives;
and the latter nced to be mutually consistent
among the countries since the number of ex-
change rates or current account balances that
can scrve as independent targets 1s less than the
number of countries. There should be a clear
understanding about the allocation of the bur-
den of adjustment when the outcomes
persistently deviate from the agreed targets.

Second, a sct of global targets and indi-
cators may be used to prevent a dellationary
or inflationary bias in the overall policy stance,
and to provide a basis for global action by all
the countries concerned. A rccent proposal in
this respect is that of introducing a commodity
price index as an indicator to help in “monitor-
ing the performance of the group (of industrial
countries) as a whole”,116 and to scrve “as an
carly-warning  signal of potential price
trends”.!7 This proposal 1s based on the as-
sumption that global demand pressures are re-
flected in movements in commodity prices;
indeed deflationary policies have played a ma-
jor role in the collapse of commodity prices in
the 1980s. Since they still remain depressed, an
important issue 15 the level to be taken as the
basis for assessment of their future movements.
An upward adjustment would certainly be nec-
essary before cmbarking on the use of this in-
dex as an indicator of global demand pressures.

Co-ordination of policiecs within such a
framework does not nccessarily imply auto-
matic policy rcactions to developments in cer-
tain indicators. A considerable amount of
flexibility and discretion may be introduced,
based on extensive consultations among the
partics concerned. However, it should also be
recognized that it necessarily implies a certain
degree of constraint on national policy making.

There can be little doubt that there are
serious dilliculties in attaining the required de-
gree of co-ordination. Experience shows that
co-ordination has been more successful when
collective goals were pursued (such as the ad-
justment to the o1l price rises in the 1970s), but
1t 1s not always possible to reach agrecment on
such goals. Often, policy co-ordination is re-
quired where the precise nature and causes of
problems affecting several countries do not
command consensus. [For instance, in the
present situation the problem of trade imbal-
ances is perceived differently by different coun-
trics. Morcover, there may be considerable
differences in priorities attached to different ul-
timate goals by different countries. For in-
stance, views as to what is sustainable in terms
of output growth can differ according to per-
ceptions regarding trade-offs with environ-
mental objectives. Another major difficulty is
that the contribution of a national Government
to international economic co-opecration carries
little weight in the formation of voters’
opinion,!8 and the policy record of a Govern-
ment usually takes little account of external in-
fluences on the home economy. A basic
rcquirement to overcome such difficulties is
that policy makers and electorates in the major
OLECD countries understand that the interna-
tional oricntation of macrocconomic policy is
a necessity stemming from interdependence
that the very samec countrics have been pro-
moting by advocating more liberal policies and
open economies, nor 1s i1t against their own
country’s interest since the alternative would
be scrious disruptions to national and global
cconomies.

Policy co-ordination among the major
countries would also need to take into account
its implications for small but open economies,
and, particularly for developing countries. As
experience has demonstrated, these countries
arc affected not only by the the overall stance
of macrocconomic policies in the major OECD
countries, which exerts a major influence on
their volume and terms of trade, but even by
the mix of monetary and fiscal policies which,
through its effects on interest rates, has a major
influence on their external debt burden. This
1s perhaps one of the most important reasons
why conduct of policies in the major countries
should be subject to multilateral surveillance.

The record in this respect is cxtremely

poor. Increased interdependence among the

116 The statement of Chancellor of the Exchequer Nigel Lawson at the Annual Meetings of IMF and the World Bank,
Washington, D.C., September 1987 (as reproduced in Press Release No. 44 of 30 September, p. 6).

117 The statement of Sccretary James Baker I at the Annual Meetings of INF and the World Bank, Washington, D.C,,
September 1987 (as reproduced in Press Release No. 50 of 30 September, p. 3).

118 This has been exemplified by the continued failure of many industrial countries (with some honourable exceptions) to

comply with their commitments for ODA.
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major OECD countrics, increased dependence
of economic performance in developing coun-
trics on the mix and stance of policies in the
major OECD countrics, and the greatly cn-
hanced capacity of financial markets and capi-
tal flows to gencrate global disturbances, mean
that the world economy today is considerably
different from the one envisaged by the archi-
tects of the post-war monetary arrangements.
This would have required the strengthening of
the surveillance function of IMF in order to
help attain the objectives of growth and stabil-
ity as laid down in article I of its Articles of
Agreement. Instead, the last two decades have
secn a considerable strengthening of the Fund’s
position vis-a-vis the devcloping countries while
issues of great importance to the global econ-
omy have continued to be dccided within the
Group of Five or the Group of Seven countries.

The inadequacy of IMF surveillance 1s
now widely recognized. The Group of Ten
countries, for instance, agreed that “surveil-
lance has not been as effective as desirable in
influencing national policies and in promoting
underlying economic conditions conducive to
exchange rate stability”, while also noting that
some “countries appear to have been able on
occasion to sustain policy courses not fully

compatible with the goals of international ad-
justment and financial stability”.1® The Group
of Twenty-F'our has argued that surveillance
should not be limited to members” exchange
rate policies, but should also include the inter-
national adjustment process.!?¢ There 1s a broad
agreement that cflective surveillance requires
assessment of all policies affecting trade, capital
flows, external adjustment, and the eflective
functioning of the international monetary sys-
tem, particularly of the major OECD countries.

IMT* has so far developed a number of
medium-term economic indicators, and used
them primarily for periodic bilateral consulta-
tions with Governments. However, the sur-
veillance function of the Fund has particular
importance for the process of policy co-
ordination itself; i1t should be conducted on a
multilateral basis before issues regarding poli-
cies and indicators are taken up in bilateral
consultations. In this way, it may help allocate
the burden of adjustment between deficit and
surplus countries, and assure that co-ordination
of macroecconomic policy in the major indus-
trial countries leads to results for the world
economy that are conducive to growth as well

as stability.m

19 JMF Survey, Supplement on the Group of 10 Depulies” Report, July 1985, para. 36.

120 JMF Survey, Supplement on the Group of 24 Deputics

Report, September 198S.
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A.

As a result of the numerous interactions
between financial and non-financial activities in
most types of economy, pivotal importance is
generally attributed to the sector which pro-
vides banking services.'?! Not only arc a great
many transactions bectween economic agents
linked to the use of one or more of such ser-
vices, but the very pervasivéness of this con-
nection also means that the banking sector can
be a powerful instrument for controlling or in-
fluencing the character and scale of production.
This potential and the large number of different
banking scrvices make the establishment of
norms and regulations in this field a partic-
ularly complex matter. This statement applics
alike to national regulatory rcgimes and to
agreements about norms at an international
level.

The impctus for an agreement on inter-
national trade in banking services as part of the
current multilateral trade negotiations comes
mainly from certain OECD countries, their ob-
jectives concerning both cach others” markets
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and thosc in developing countries. Under the
first heading is the achievement of a more uni-
form competitive regime for banks throughout
the OLECD arca. Agrecment on such a regime
will have to reconcile divergences among the
countriecs in question stemming from differ-
ences In the competitive strengths of their fi-
nancial sectors and in existing regulatory
systems. The objectives regarding markets in
developing countries spring from the belief
that, as a group, banks in OECD countrics
possess a competitive advantage in the pro-
vision of a wide range of financial services vis-
a-vis their counterparts in the rest of the world.
This competitive edge 1s based on such factors
as wider mastery of banking technique and rel-
evant advanced technology, cconomies of
scope,!22 supcrior access to information and to
currencics widely used in international trans-
actions, greater capacity for innovation, and
stronger links to suppliers of other supporting
services for international trade such as insur-
ance and shipping.123

121 This chapter is limited to international trade in banking services and does not cover insurance. Financial services are

122

often defined as including insurance, and an agrecment on the sector reached at the current multilateral trade nego-
tiations may comprise insurance as well as banking. But for an explanation of the issues to be tackled at the negoli-
ations, banking should be treated scparately from insurance owing to major differences in such arcas as industrial
organization, the role and importance of the various categories of transaction included in services trade, and sigmif-
icance for macroeconomic management and monetary policy.

F.conomies of scope are those which result when goods or services arc produced together in one unit rather than in
separate ones. More formally, if C is a function representing cost of production, and X and Y are two goods or
services subject to economies of scope, C(X,Y) < C(X) + C(Y).

It might be argued that a competitive edge based on superior finks to the suppliers of the other supporting services
required for inlernational trade are alrcady covered under the first two factors cited in the main text. However, there
is a casc for drawing scparate attention to these links owing to the role which they have played historically in the rise
of many of the world’s traditional financial centres.
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In 1985 the world’s 100 largest banks
maintained more than 2,200 oflices in develop-
ing countries.!2 With only a few exceptions the
home bases of these banks were in the OECD
area, so that this figure indicates the scale of
the presence of banks from OLCD countries in
developing ones.  Although the figurc has
ceased to increase during the 1980s, flows of
foreign direct investment in the financial sector
by major OECD countries to all destinations
have continued to grow rapidly. Moreover,
there can be no doubt of transnational banks’
conviction that there remains widespread un-
tapped demand in developing countries for
many of their services, access to which could
be facilitated by an agreement liberalizing the
international regime for this sector.

Developing countries too can benefit
from increased international competition in the
provision of banking services (as explained in
more detail in section C). However, there are
dangers for such countries that an agreed re-
gime may contain restrictions on their options
as regards policies in arcas such as monetary
management and credit allocation, and may
take insufficient account of their nced in many
cases to accord infant industry protection to
their banks owing to the lower levels of devel-
opment typically characterizing their financial
systems. Pressures for a regime with short-
comings of this kind are especially great in a
period noteworthy for widespread belief in lib-
cralization among policy makers in OECD
countries not only as an instrument for the
achievement of well-defined objectives but also
as a more general panacea.

The focus of the sequel is the North-
South dimension of current negotiations con-
cerning international trade in banking services.
[lowever, it should be emphasized that issucs
primarily related to the regime for banking
trade among OECD countries will incvitably
have an important influence on the shape of
any eventual agreement, with the result that
such 1ssues are raised incidentally at various
points below. Section B takes up key aspects
of the definition and measurement of interna-
tional trade in banking services, and section G
surveys some of the more systematic cvidence
concerning market access for foreign banks and
restrictions on their operations in developing
countries. Key concepts and principles at the
centre of the multilateral negotiations on ser-
vices are discussed in section H. Certain prob-
lems here derive from the practicalities of the
application of these concepts and principles to
banking, in some cases because they were ori-
ginally designed for trade in goods. Other
problems, particularly many of those relating
more specifically to the position of developing
countries, are connected to the nature and ef-
fects of competition in banking (the subject of
section C), perceptions concerning financial
dependence (some possible implications of
which are explored on the basis of historical il-
lustrations in section D), the role of banking
systems as instruments for the allocation of
credit for development purposes (considered in
section E), and the impact of foreign banks on
various dimensions of national monetary pol-
icy, 1n particular on Governments’ autonomy
in this area (the subject of section F).

B. Definition and measurement

1. The scope of banking services

IFor the purpose of this chapter the defi-
nition of banking services in a recent OECD
study is appropriate, namely “all financial ser-
vices and related ancillary services that may be
offered by financial institutions such as banks,
savings banks, securities firms, brokers and

other providers of financial services including
non-financial enterprises.”125 Various classifica-
tions of banking services by major category
and by sub-categories are possible. For exam-
ple, a classification focusing on major func-
tional categories might distinguish between
payment scrvices, facilities for holding liquidity
reserves and financial savings and investments,
facilitics and instruments for borrowing, trading
facilities for marketable financial instruments,

124 Offices include branches, subsidiaries, affiliates and representative offices.

125 G. Broker, Competition in Banking (Paris: OECD, 1989), p. 103,

This definition includes insurance brokerage

provided by the financial institutions mentioned in the main text but not insurance underwriting which belongs under
the heading of the insurance industry proper and, as noted in the introduction, is not covered in this chapter.
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brokerage facilities for buying and selling fi-
nancial instruments, investment services for
private individuals and institutional investors,
special financial services for industrial and
commercial enterprises, and miscellaneous
finance-related scrvices such as real estate and
commodity brokerage, tax advice and safe cus-
tody. Another broader sct of major categories
sometimes used consists of domestic activities
taking the form of retail banking, wholesale
banking, securitics-related services and inter-
bank scrvices, on the onc hand, and interna-
tional financial services, on the other.126

Each major category in such classifica-
tions comprises scveral sub-categories. Thus,
for example, international financial services in-
clude taking deposits from non-residents, tradi-
tional services associated with financing and
payments in international trade, international
lending not closely linked to partlcular interna-
tional transactions, various services associated
with international dealmg in securities, buying
and sclling foreign exchange, and services asso-
ciated with the provision of instruments (such
as futures and options) for managing the risks
of positions in foreign exchange and other fi-
nancial assets.

These definitions serve to bring out the
important point that banking services are pro-
vided through many different sub-markets dif-
ferentiated by product, by type of customer and
supplying institution, and by territorial bound-
aries.  The set of sub-markets in any given
country is determined by various features of its
history, geography and cconomic development.
Thus, for example, many aspects of the avail-
ability of a country’s financial services, includ-
ing the modalities of their provision, reflect the
influence of its legal and regulatory framework.
In view of this connection between a country’s
particularities and the character of its financial
system, it is not surprising that the various
sub-markets for financial services manifest
considerable differences among countnes, and
that some services are largely or completely
absent in many countries. For example, several
services such as those associated with dealing
in securities or with credit cards are used by
only a restricted number of people and enter-
prises in most low-income countrics, and many
of the services associated with the management

of financial risk (such as forward exchange
markets, futures and options) are frequently of
negligible significance in such countries.

The multiplicity of sub-markets consti-
tuting banking systems and the variations
among countries in the ways in which banking
services are provided and regulated both bear
importantly on the possible contents of an
agreement on an international framework for
trade in such services. Diflerences between
sub-markets mean that for many purposes, in-
cluding several relevant to such an agreement,
particular banking activitics need to be consid-
ered separately. It is true that a major objec-
tive of such an agreement would be to achieve
greater uniformity in several aspects of the
ways in which banking services are regulated in
different countries. [However, the effort in this
direction would need to be balanced by a flexi-
bility taking due account of dilferences among
countries in such respects as levels of develop-
ment, geography and the philosophy and
modalities of economic policy.

2. The meaning of international trade
in banking services

The definition of international trade in
banking (and other) services has been the sub-
ject of much debatc. For the purposec of an
agreed international framework for such trade,
the most important issue in this debate has
been whether to include not only service trans-
actions betwcen the residents of a territory and
non-residents, but also services provided by
forcign-owned branches, subsidiaries and affil-
iates. Thus, a more restrictive definition would
limit trade in services to “international trans-
actions in services between the residents of one
country and the residents of another country
irrespective of where the transaction takes
place”.127 Under the accepted balance of pay-
ments definition the concept “non-resident”
applies to cconomic agents whose presence in
the economy of a territory is temporary and
associated with a specific purpose.! Such a
definition would not include the branches, sub-
sidiarics and affihates of foreign-owned enter-

126 In the case of this latter categorization confusion is sometimes causcd by failure to distinguish clearly under the first

four categorics between domestic and international activities.

Most services provided under these four headings may

now have an international as well as a domestic character either becausc they are employed for cross-border trans-
actions or because they entail the use of foreign currencices.

127 "Towards a possible multilateral framework for trade in services:

some issucs and conceplts” - report prepared by

Dcepak Nayyar at the request of the UNCTAD secretariat (UNCTAD ITP:17), para. § (reproduced in UNCTAD,
Technology, Trade Policy and the Uruguay Round. Papers and Proceedings of a Round Table held in Delphi, Greece,
Srom 22 to 24 April 1989 (UNCTAD ITP,23), New York, 1990).

128 INF, Balance of Payments Manual Fourth Edition (Washington, 11.C

IMF, 1977), paras. 59-66.
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prises since their presence is not temporary. In
conscquence it would exclude several types of
banking scrvice that are diflicult to provide to
residents without a long-term physical presence
In a territory. Yet among these services arc
those in which the major proponents of an
agreed international framework are primarily
interested.  Thus, an alternative definition
would extend international trade in banking
services to cover resident suppliers owned
abroad.

At the current multilateral negotiations
on trade in services, final agreement on defi-
nition has yet to be reached. The document
setting out the results adopted by the Trade
Negotiations Committee at the Mid-term Re-
view states that "Work on definition should
proceed on the basis that the multilateral
framework may include trade in services in-
volving cross-border movement of services,
cross-border movement of consumers, and
cross-border movement of factors of pro-
duction where such movement is essential to
suppliers.” Certain of the concepts considered
by the Committee to be relevant in the context
of the elaboration of a multilateral framework
(such as national trcatment, market access and
the regulatory situation) seem especially perti-
nent to cases where international transactions
in services are associated with a long-term
presence on the spot.

The sequel focuses more on services sup-
plied by foreign-owned banking units present in
a territory. The lesser attention given to trans-
actions between residents and non-residents re-
flects partly the emphasis of recent discussion.
But it is also duc to the difficulty of abstracting
issues under this heading from the separate but
related question of foreign exchange control.
Several of the major categories of financial
transaction between residents and non-
residents (such as borrowing from foreign
banks, the buying and selling of foreign securi-
ties and other financial mnstruments, and the
servicing of cxternal debts) are widely subject
to such control in developing countrics. How-
ever, policies in this area involve questions of
macroeconomic management that transcend
trade in banking services. Morcover, foreign
exchange control is a subject covered by the
IMF Articles of Agrcement. Considerations
such as these may complicate agreement on a
framework for trade in banking services that
includes developing as well as developed coun-
trics. However, a full explanation of the impli-
cations of the many connections between such
trade and foreign exchange control 1s beyond

the scope of this chapter (although there are
references to the topic at various points).

3. Measuring international trade in
banking services

Perhaps the most appropriate measure of
international trade in banking services is the
value added of the activitics chosen for inclu-
sion in the definition of such trade. This
mecasure differs from the gross output concept
used for trade in goods, and has the advantage
of avoiding the problem of defining the gross
output of the banking sector. lowever, 1t still
presents serious difficulties. Current methods
of measuring the contribution of banking scr-
vices at a national level to GDP are still widely
regarded as unsatisfactory in certain respects.
One source of this dissatisfaction concerns the
trcatment of sales of banking scrvices to non-
residents. Unless appropriately adjusted on an
ad hoc basis, current methods take no account
of the contribution of such sales to GDP.12?
With the growth of international banking and
the spread of offshore banking centres, the
distortion due to this omission has increased in
importance. In the extreme case of
Luxembourg it resulted by the late 1970s in an
underestimate of GDP amounting to about 25
per cent.

These difficulties bear on the possibility
of mcasuring international trade in banking
services according to the narrower of the two
definitions discussed under section B.2 above,
namely, intcrnational transactions in such ser-
vices between residents and non-residents. [t
would appear that such figures arc not in gen-
eral rcadily available from national accounts.
They could be estimated from such information
as charges on banks" business with non-
residents and the margins between lending and
borrowing rates of interest on their loans to
non-residents. But the establishment of uni-
form guidelines for estimates on this basis
would require an international initiative.

Once estimates of international trade in
banking scrvices under the narrower definition
of such trade were available, mecasurcment
which includes also the value added of banking
units established in foreign countrics should not
involve any insuperable problems in principle.
Lstimates of this value added could be made
from data for the income of such units from

129 This paradox is due to the failure in national accounts to separate from the part of banks’ value added resulting [rom
services to economic agents other than final consumers most or all of their net income from foreign sources. Ac-
cording to prevailing conventions this part of banks’ value added is treated as making no net contribution to GDP.
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their charges and interest rate margins. The
absence of data measured in accordance with
generally accepted criteria for international
trade in banking services on cither of the defi-
nitions described here can be expected to com-
plicate ncgotiations concerning such trade
owing to consequent uncertaintics as to the
value of concessions by participating countrics.

Several statistics are frequently cited to
give an idea of the recent growth of different
categories of international banking business.
Although these statistics are typically values of
assets, liabilities or transactions and arc thus
not measures of trade in financial services ac-
cording to either of the definitions discussed
above, they do give useful indications of recent
trends. Thus, for example, the annual average
rate of growth of the external assets in dollars
(after adjustment for movements in exchange
rates) of the deposit money banks of OECD
countries was 22 per cent in 1960-1970, 23 per
cent in 1970-1980, and 15 per cent in

1980-1985. The number of foreign branches of
the [ederal Reserve member banks of the
United States rose from 131 in 1960 to 532 in
1970 and 916 in 1985, while the corresponding
figures for the branches and subsidiaries of
Japanese banks were 37, 67 and 346, respec-
tively.  Scveral types of financial transaction
(which are frequently vehicles for international
transactions in banking services) have also re-
cently shown very rapid rates of expansion.
For example, the transactions in foreign secu-
ritics of the residents of four major OECD
countries increased at an average annual rate
of 67 per cent in 1980-1986, and for the trans-
actions of non-residents in the domestic securi-
ties of the same countries during this period the
average annual rate of growth was 53 per cent.
Similarly high rates of expansion have also
characterized during extended recent periods
transactions in categories of futures and
options that are rclevant in the context of
international trade in banking services.

C. Benefits and costs of a more liberal regime for international
trade in banking services

The benefits claimed for a more liberal
regime for international trade in banking ser-
vices spring mainly from two sources: in-
creased competition and the transfer of skills.
Both types of international trade in banking
services described above, namely that between
residents and non-residents and that supplied
through units established in forcign markets for
the purpose, can bring increased competition.
The transfer of skills, on the other hand, will
be associated primarily with the latter type of
trade.

The extent of the bencfits actually
achieved by means of the transfer of skills will
depend to a great extent on policies in host
countries. Such policies nced to be taken into
account in the elaboration of the concepts and
principles agreed upon at the Montreal Geneva
Mid-term Review as relevant to a framework
for international trade in services. Among
these concepts and principles (which are taken
up in section H below), those of “market ac-
cess” and “increasing participation of develop-
ing countrics” scem particularly appropriate for
elaboration that recognizes the importance of
this objective.

Competition in banking services may in-
volve any of the spectrum of methods for
managing financial institutions’ assets and li-
abilities, and may affect any or all of the prices,
costs and qualities of such services in different
sub-markets. Not all of its manifestations
would be generally considered to be socially
beneficial, and many of them leave losers as
well as gainers. Its favourable effects may in-
clude lower rates of interest to borrowers and
higher rates to depositors or lenders as a result
of increased pressurc on profit margins or re-
ductions in costs (or both). Other benefits are
the introduction of new services or the im-
provement of cxisting ones leading to better
satisfaction of the needs of banks’ clientele.

The frequently complex ways in which
the benefits and costs of change in banking
may be interrelated can be illustrated in the
case of the emergence of so-called “assets and
liabilities management”. This term refers to the
increasingly structurcd approach of banks to-
wards managing assets, liabilities and off-
balance-sheet business. Banks, of course, have
always had to manage their assets and habil-
ities, but until recently in most OECD countries
their decisions rellected longer-term consider-
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ations associated with the relatively stable en-
vironment in which they operated. The shift to
a more active management stance resulted from
various trends such as greater dependence (be-
ginning as carly as the 1950s in the United
States) on wholesale funds lent by non-financial
enterprises with a greater sensitivity to interest
rates than traditional retail depositors, higher
and more unstable interest and exchange rates
since the early 1970s, and widespread financial
deregulation and the growth of international
banking from the 1960s onwards, one conse-
quence of which was reduced compart-
mentalization of financial markets and in-
creased competition among the different types
of institution serving them. Increased risks due
to greater fluctuations in interest and exchange
rates also stimulated the introduction of new
techniques and instruments (such as financial
futures) to reduce or offset them.

[For depositors and lenders there have
been benefits from assets and liabilities man-
agement in the form of the higher rates of in-
terest resulting from competition for their
money, and of a greater range of financial in-
struments for the placement of savings and
liquidity (for some of which active secondary
markets have developed). However, for bor-
rowers the outcome has been less clear-cut.
These have benefited from the greater avail-
ability of funds and innovation in lending in-
struments which have accompanied increased
competition and financial deregulation. But
many borrowers have at the same time had to
pay higher rates of interest. Moreover, the new
techniques and instruments for risk manage-
ment have in some cases had double-edged cf-
fects, and have probably themsclves acted as
sources of volatility in financial markets.

Thus, for example, lending at variable in-
terest rates by banks facilitated labilities man-
agement by making it possible to reduce or
climinate risks due to differences between bor-
rowing and lending rates of interest. But this
result was achicved by shifting the burden of
possible rises in interest rates onto borrowers,
thus increasing credit risks. Moreover, while
new financial instruments such as futures are
capable of providing protection against fluctu-
ations in financial variables, protection by this
means can be costly and its coverage i1s not
complete. It is also widely believed that the
connection between such protection and the
tradeability of many of the financial instru-

ments in question has led to a situation where
the instruments themselves contribute to [luc-
tuations in interest rates and the prices of fi-
nancial assets. Indeed, in a recent book one
banker referred to “the vested interest in insta-
bility” of the bulk of participants in financial
markets.13® The consequences of the greater
unpredictability of financial variables for eco-
nomic agents in the rest of the economy are not
easy to identify precisely but are potentially
quite substantial.

Levels of competition vary considerably
among the sub-markets for different banking
services. At one much-cited extreme is the lo-
cal market for retail banking services in a vil-
lage or small town. In such cases competitive
pressures are typically low, although the banks
In question may not abuse their monopoly po-
sitions. These pressures tend to increase in
large cities, even in retail banking. They are
also greater in the sub-markets for services such
as credit cards or those to corporations. In
certain areas co-operation among banks is en-
couraged by the authorities as being more ap-
propriate than competition. Such encourage-
ment, for example, has been evident towards
efforts by banks to take advantage of the po-
tential of new technology for the development
of more efficient inter-bank payments circuits.

The position in particular sub-markets is
in general significantly affected by the level of
development of a country. As already men-
tioned in section B.1, certain banking services
do not exist or are available only on a small
scale in low-income countries. Moreover, even
in the case of retail banking services, both the
level of competition and the quality and char-
acter of services provided vary substantially
between low-income and high-income coun-
triecs. Indeed, in many low-income countries
large parts of the population make no use of
banks, depending instead for such financial
services as they require on money lenders and
other arrangements more or less formal. In
situations of this kind it is frequently govern-
ment policy to increase the number of people
making use of banking services with such aims
as expanding the degree of monetization of the
economy, making possible a more efficient use
of savings, and bringing down the cost of credit
for those with no alternative to dependence on
money lenders. Such a policy may be pursued
through muxtures of controls and incentives,
and an agreement on a framework for interna-

130 -uller quotation of the passage in question may be of some interest. “A more controversial fcature of the new shape
of the financial system is that the bulk of its participants now have a vested interest in instability. This is because the
advent of high-technology dealing rooms has raised the level of fixed costs. High fixed costs imply a high turnover
for profilability to be achieved. High turnover tends to occur only when markets are volatile.” (J. Walmsley, The New
Financial Instruments. An Investor's Guide (New York, etc.: John Wiley and Sons, 1988), p. 13.)




Fowards a Multilateral Framework for International Trade in Banking Services 143

tional trade in banking services should provide
for flexibility in this regard. 3t

Foreign banks have in certain instances
contributed to the expansion of banking nct-
works in developing countrics and to injccting
increased competition into the sub-markets for
particular banking services. Yet there remain
widespread reservations among developing
countries as to the desirability of a broad
opening-up of their economies to foreign
banks. Thesec rescrvations go beyond concerns
about the potential losses from increased com-
petition discussed above, and involve such
matters as the use of the banking system for the
promotion of a country’s development objec-
tives, the possibility that the operations of for-
cign banks may complicatc monectary policy,
and more generally the competitive strength
and governability of foreign banks.

The first two of these subjects are given
separate trcatment in sections E and [ below.
The third includes a number of 1ssues on which
reservations and apprchensions in developing
countries are less well defined. Nevertheless,
these concerns influence restrictions on the
entry and operations of foreign banks and fig-
ure in parts of the discussion in section H of the
concepts, principles and rules relevant to an
agreced framecwork for international trade in
banking services. Particularly important in this
context is the infant industry dimension of de-
veloping countries’ policiecs towards foreign
banks. Underlying infant industry consider-
ations in this sector is the conviction, which
developing countries share with OLCD coun-
trics, that the banks of the latter have a com-
petitive edge. While in OECD countries this
competitive cdge is scen as a reason to press for
a liberalized regime for international trade in
banking services, in developing countries it is
seen as a rcason for protecting indigenous
banking sectors whosc expansion is considered
to be an integral element of successful devel-
opment.  Finding a balance between these
points of view is thus central to the cffort to
achicve agreement on a framework for interna-
tional trade in banking services.

The concerns deriving from the size,
“transnationality” and competitive strength of
forcign banks have in some cases a fairly spe-
cific character. Yor example, there are con-
cerns as to these banks” governability. Issues

under this heading with a bearing on the con-
duct of monetary policy arc taken up in section
F. Governability also involves the capacity of
transnational banks to usc their international
networks to evade taxes, to facilitate capital
flight, or to conccal aspects of their operations
from decveloping countries’ regulatory authori-
tiecs. Thus, governability, for example, is re-
lated to the concept, “transparency”, discussed
in section H, which covers the exchange of in-
formation under an agreed framework for
international trade in banking services.

Another apprehension sometimes ex-
pressed concerning foreign banks is that their
superior strength makes it possible for them to
squecze or stifle indigenous competitors
through price discrimination between markets
in different countries.  Such discrimination
would be for international trade in banking
services the counterpart of dumping in the case
of trade n goods. 'The possibility of such
practices undoubtedly exists. A prerequisite of
successful price discrimination is the existence
of impediments to arbitrage between the
lower-price and higher-pricec markets. In the
case of services the impossibility of storing
them is generally cited as preventing arbitrage.
As regards many services, including those of a
bank in different countries, there are also many
other obstacles both to acquiring the know-
ledge about price differentials neccessary for
arbitrage operations and to carrying them out.
Systematic evidence concerning price discrimi-
nation by banks 1s unsurprisingly difficult to
obtain. Predatory price discrimination clearly
exists only when losses associated with low
prices in some markets for the purposc of
damaging competitors are subsidized from pro-
fits made eclsewherc. In other instances both
the 1dentification of price discrimination and
the demonstration of its connection to unfair
competition are much more complex. In all
cases of discrimination the relevant information
concerning prices and costs 1s not generally
available, and cven if 1t were, its interpretation
would be controversial. [t can perhaps at most
be conjectured that the use by foreign banks of
price discrimination as a competitive weapon 1s
unlikely to have been extensive in their retail
banking opcrations in devcloping countries.
But it should not be discounted that such dis-
crimination may sometimes be used in the pro-
vision of banking services to businesses,
whether domestic or transnational enterprises.

131 For example, it is an objective of government policy in India to extend banking facilitics throughout the country’s
villages, estimated to number about 575,000. Onc of the instruments for achieving this objective is an centilement
formula under which the right to open offices in urban arcas alrcady having several banks is linked to the number
of offices opened in rural or semi-urban areas with few or none.
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D. Some relevant historical experience

There can be little doubt that, in devel-
oping countries as elsewhere, attitudes towards
foreign banks and beliefs in the desirability of
promoting domestic ones have been formed
partly in response to historical experience. The
many different relevant aspects of such experi-
ence are much too extensive to be discussed
here. Nevertheless, a little history of interna-
tional and interregional banking may serve to
bring out more clearly reasons why it has becn
an objective of policy in so many countrics to
limit or reduce relations of dependency in
banking, and why the belief is so widespread
that an indigenous banking sector is an indis-
pensable part of economic development. [IHis-
torical experience is always in many respects
unique. Ilowever, situations today do often
have analogies with thosc of the past. Morc-
over, historical experiecnce is an abundant
source of perceptions, political folklore and
other determinants of attitudes towards foreign
banks and international banking transactions.

1. Financial dependence on New York
in the ante-bellum South. London
as global financial pivot before
1914

The plantation economy of the southern
states of the United States before the Civil War
furnishes an interesting example of dependence
for the services needed for its trade and pay-
ments on external suppliers, in this case
middlemen and bankers in New York City and
elsewhere in the North-East of the country.
Via a system of intermediaries in which a key
role was played by agents known as factors,
cotton planters depended on bankers from New
York and the North-East for long-term loans
for the purchase of land and slaves, for the
short-term borrowing necessary for buying
supplies, and for the realization of their receipts
from the sale of their crops.

The short-term credit was usually pro-
vided through arrangements highly favourable
to the factors. For example, in return for

making such credit available, the factor was
given the exclusive right to seli the borrowing
planter’s crop. Under another frequently used
arrangement the factor was guaranteed a mini-
mum number of bales, and his commission as
selling agent was paid on this number even
when there was a shortfall in production. The
interest rates under these financing and pay-
ments arrangements tended to be fairly high.
Moreover, the receipts accruing to planters
were subject to further risk in that payment
typically consisted of a draft or bill payable in
two to four months in New York. Such a bill
or draft could be discounted at a rate depending
on conditions in financial markets over which
planters had no control. Planters were gener-
ally under pressure to receive payment quickly.
In the event of one of the periodic financial
crises experienced in New York, the bills and
drafts could be discounted only at rates involv-
ing heavy losses. Resentment at this financial
dependence and the desire to substitute direct
trading and financial relations with export
markets in Europe became one of the rcasons
for growing pressures in the South for secession
from the Union.

The dependence of whole regions on
highly localized financial and entrepdt centres
for the services required for international trade
has been common throughout history. Perhaps
the outstanding instance during the last two
centuries 1s provided by London, where suppli-
ers of all the main types of service required for
international trade have long been clustered
together . During its halcyon period before the
world war of 1914-1918, London’s dominance
of world banking was such that “if a man in
Peru wished to send money to a man in
Afghanistan, the final payment, as like as not,
would be made by a bookkeeping transaction
in London”.132 Dependence on financial centres
has not always been a source of resentment
such as that which characterized relations be-
tween the ante-bellum South and banks in the
North-East United States, since the centres’
pre-eminence was often acknowledged as being
associated with efficient provision of banking
and other trade-related services. Nevertheless,
there has been inevitable growth of the percep-
tion that international banking can be highly
profitable, and that the activities of which it

132 C. Quigley, Tragedy and Hope. A History of the World in Our Time (New York: The Macmillan Company; London:

Collier-Macmillan, 1966), p. 68.
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consists demand skills which can be acquired
by anyone (although development of a financial
centre also depends either on location condu-
cive to economies of scope or, as in the casc of
present-day offshore centres,!33 on the willing-
ness of the government to extend tax and reg-
ulatory  advantages). This  perception
unsurprisingly often acts as a stimulus to ef-
forts to promote indigenous enterprises capable
of international banking in countrics lacking
them.

2. Foreign banks in Africa before 1950

Various aspects of the performance of
foreign enterprises supplying financial services
in Africa between the 1880s and the 1950s il-
lustrate reasons for the convictions in develop-
ing countries concerning the need for an
indigenously controlled banking sector. This
performance was marked not only by omissions
as regards the financing of indigenous develop-

ment but also by involvement in non-
commercial  political or  administrative
functions. The latter historical role of such

enterprises has undoubtedly left lasting traces
in political attitudes.

The activities of foreign banks and the
spread of their networks in Africa during this
period were in general closely linked to the in-
terests of enterprises from their home countrics.
Some of the larger of these enterprises were
highly diversified, and were themselves suppli-

ers of several banking services (in some cases
being responsible for the establishment of
banks). Iinancing from these sources went
mainly to expatriates, a large part of the bor-
rowing being used for such purposes as foreign
trade and mortgages. The capital needs of
indigenous farmers, traders and peasants were
mostly met in other ways, for example, from
money lenders and associations for mutual
help. The failure of foreign banks to be more
active in the promotion of indigenous develop-
ment was due not only to their links to
expatriates but also to the lack of borrowers
with suitable collateral and of lending opportu-
nities which would have been considered suit-
able according to these banks’ usual guidelines.
Indeed, such promotion would have been pos-
sible in most cases only if the banks had as-
sumed a much more entreprencurial role than
that to which they were accustomed in their
home countries.!34

The large, diversified enterprises were in
some cases more entreprencurial. But the
banking and trade-related services provided by
them generally cither met the needs of their
own constituent businesses or those of other
expatriate firms. Moreover, among these en-
terprises were those whose activitics often went
beyond the commercial sphere and extended to
involvement in political and administrative
matters.135 Their role in such cases might in-
clude the use of police powers and the col-
lection of customs dutiecs and other taxes, not
to mention the exercise of great influence over
the character and direction of government in
the countries in which they operated.

E. Credit allocation and development policy

As noted in the introduction to this
chapter, finance offers powerful means of con-
trol.13¢ Credit can thus be an important instru-

ment for influencing the pace and character of
economic development. Consciousness of the
potential role of banks as tools for promoting

133 Such offshore centres may not be particularly relevant to a discussion of the rationale of policies promoting indigenous
participation in international banking, since the banks using them frequently have at most limited links with the

economies where the centres arc located.

134 British banks, for example, typically preferred the provision of short-term credit. While this should not have excluded
meeting demands for such lending from indigenous as well as expatriate economic agents, it did serve as an imped-

iment to longer-term lending for development.

135 For example, the 1889 charter of the British South Africa Company gave it authority, inrer alia, to "make treaties,
promulgate laws, preserve the peace, maintain a police force and acquire new concessions”.

136 As a recent study of the relation between financial systems and cconomic policy in a number of OLCD) countries put
it, “"Very simply, in market economics ... money is not only a medium of exchange but also a means of political and
social control: it is one way of deciding who gets what.” (). Zysman, Government, Markets and Growth. Financial
Systems and the Politics of Industrial Change (Oxford: Martin Robertson, 1983), p. 8.)
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industrialization first became widespread in the
second half of the nincteenth century. The in-
volvement of the Credit Mobilier (established
by the Pereire brothers in I'rance) in the pro-
vision of long-term [inancing to industry is of-
ten cited as the most notable pioncering
cxample in this regard. But more systematic
links, with more pervasive cffects, were those
between large banks and industry in Germany.
The strength of these links was based on the
broad range of financial services that such
banks furnished to industrial enterpriscs, ser-
vices which included short-term and long-term
lending, the underwriting and marketing or
placement of securitics, and the making of cq-
uity investments on their own account. A ma-
jor manifestation of these links was the
appointment of bank officials as directors of
industrial centerprises. It was thus frequently
truc that “a German bank, as the saying went,
accompanied an industrial enterprise from the
cradle to the grave, from cstablishment to lig-
uidation throughout all the vicissitudes of its
existence”.137 Among the results generally attri-
buted to German banks’ close involvement in
industry during the period betwcen the 1850s
and 1914 were great influence over the evolving
structure of the country’s industry, in particular
as a result of their role in promoting mergers,
amalgamations and cartelization, and a sig-
nificant  contribution to 1ts  technical
innovativeness. 138

Recognition in countries now developed
of the potential usefulness of controlling credit
allocation as part of economic policy has not
been limited to cases where banks had a central
role in the mobilization of the resources re-
quired for laying the foundations of national
industry. [For example, during much of the pe-
riod since 1945 Governments of OECD coun-
triecs have intervened in the process of credit
allocation through measures designed to influ-
ence the price and pace of lending for different
purposcs.’?  This intervention has taken place
both as part of overall industrial policies and in
pursuit of narrower or scctoral goals such as
cxport promotion and aid to agriculture.

Intervention of an analogous kind is a
well-established feature of economic policy in
most developing countries. Such intervention
can be classified under five main categories:
lending requirements 1mposed on banks,
schemes for refinancing loans, lending at pref-
crential interest rates, credit guarantees or in-
surance, and lending through specialized
financial institutions designed to provide types
of lending believed to be otherwise unavailable
or insuflicient. In many instances the inter-
vention has a long history. In several countries
in Africa, for example, the original introduction
of such policics, especially the establishment
and promotion of financial institutions for par-
ticular purposes, was a response to foreign
banks’ concentration on expatriates and the
difficulties faced by indigenous economic
agents in obtaining loans. Policies of this kind
were already under way in a few cases early in
this century. One example was the cstablish-
ment in Lgypt in 1902 of an Agricultural Bank
designed to provide cheap credit to poorer
peasants. lHowever, the main beneficiaries of
most of these early efforts in other African
countries were colonial settlers engaged in
farming.

The record of government intervention in
credit allocation in developing countries, as in
developed ones, has been mixed, including
many successes as well as failures. The banks
in developing countries through which such
intervention was carried out did not escape the
sprecad of financial distress during the 1980s,
which has affected financial institutions in most
major regions of the world economy. This dis-
tress is often connected to the policies that fi-
nancial institutions were used to promote, and
in many instances reflects mismanagement and
inadequate regulation. But it should also be
noted that policies to influence credit allocation
become more difficult to implement success-
fully in an environment of macroeconomic in-
stability (such as that which followed the debt
crisis in several developing countries), and one
in which particular sectors (such as agriculturc)

137 A. Gershenkron, “"Economic backwardness in historical perspective”, in B. Hoselitz, ed., The Progress of
Underdeveloped Countries (Chicago: Chicago University Press, 1952) and reprinted in A. Gershenkron, Economic
Backwardness in Iistorical Perspective. A Book of Essays (Cambridge, Massachusetts: the Belknap Press of Harvard

University Press, 1962), p.14.

138 Alfred Marshall quotes a pamphlet of this period by William Olsson, a Swede who had undertaken a comparison of
the methods of finance in Germany, Britain and other countries as follows: “[in Germany] the pioncer would take
his proposal to onc of the great banks with an Industrial department; and the proposal would immediately be put
before experts, scientific and technical, well known to the bank and thoroughly trusted who (on the assumption that
the proposed business was really good) would report well on it, and would be believed”. Marshall clearly thought that
the scale of the effort made by German banks in the scientific and technical sphere was exceptional. (A. Marshall,
Industry and Trade, 4th edition (London: Macmillan, 1923), pp. 347-348.)

139 T he reference here is not to policies designed to influence or control broad lending aggregates as part of macrocco-
nomic policy. It should, however, be noted that in practice the macroeconomic and the other dimensions of credit
policy cannot be kept separate, since measures to regulate the quantity of credit are often accompanied by attempts

to influence the direction of banks’ lending.
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arc subjected to strains to a significant extent
bevond their control.

In a recent study™® national financial
systems in developed countrics are classified
under threce major types:  firstly, capital
market-based systems, in which there is heavy
reltance for long-term financing on borrowing
in the form of securitics, and relations between
Governments and borrowers tend to have an
arm’s-length character; secondly, credit-based
systems, in which a much larger role in the
provision of long-term financing is played by
banks and specialized lending institutions, while
the Government exerts a measure of control
over key prices and the allocation of financial
resources; and, thirdly, credit-based systers,
also characterized by a major role for financial
institutions in long-term financing but in which
government intervention to affect prices and
the allocation of lending i1s more limited. Most
financial systems in developing as well as de-

F. Foreign banks and the

There is concern in developing countrics
that liberalization of international trade in
banking services is capable of reducing the ef-
fectiveness of monetary policy. This concern
applies both to the regimes for banking trans-
actions between residents and non-residents
and to those for forcign banks with a long-term
presence in a country.

As noted in section B.3, the question of
liberalizing banking transactions between resi-
dents and non-residents cannot be abstracted

veloped countries can be broadly characterized
as belonging to onec of these three types
(though borrower-lender relations in particular
sectors may often more closely approximate
thosc in one of the other two). [n the context
of a possible agreement on a framework for
international trade in banking services the most
important points indicated by the discussion of
this section are that the evidence does not sug-
gest the superiority of any of these three types
of financial system over the others, and that
reliance on one rather than the others in a par-
ticular country should be understood in the
light  of its  historical and  current
circumstances. ™! Thus, incorporation in such
an agreement of explicit or implicit assump-
tions as to the superiority of a particular type
of financial system (which would incvitably be
a source of pressure to adopt this system on the
countries covered by the agreement) is not jus-
tified.

conduct of monetary policy

from that of foreign exchange control. Ex-
change control with respect to financial trans-
actions may serve major objectives of a
country’s monetary policy such as those re-
garding inflows and outflows of capital and the
level of the exchange rate. Thus, the strategic
nature of such control may have an important
influence on the nature of commitments that
developing countries are prepared to make as
to the liberalization of trade in banking services
between residents and non-residents. 2 In the
case of foreign banks with a long-term presence

140 Zysman, op. cit., pp. 18 and 70-72. The word, "borrowers”, has been substituted in the main text for the author’s
“industry”. Zysman'’s book is concerned with relations between financing and industrial policies, and the substitution
is intended to bring out that his catcgorics of financial system have a broader applicability.

141 This staterent should not be taken as suggesting that the functioning of particular financial systems of any of the three

types could not usually be improved.

142 Controls over international capital transactions are permitted under article VI of the IMF Articles of Agrecment, of
which scction 3 provides that “Members may exercisc such controls as arc necessary to regulate international capital
movements” subject to certain provisos, such as that measures for this purpose should not conflict with a member
country’s commitments under article V111 as to the convertibility of its currency for current transactions.

Capital transactions are those not included in the following definition of current transactions given in article XXX(d):

“Payments for current transactions means payments which are not for the purpose of transferring capital, and

includes, without limitation:

(1) all payments due in connection with foreign trade, other current business, including services, and normal

short-term banking and credit facilities;

(2) payments due as interest on loans and as net income from other investments;
(3) payments of moderate amount for amortization of loans or for depreciation of dircct investment; and
(4) moderate remittances for family living expenses.”

Conscquently, a large number of cross-border financial transactions such as certain forms of borrowing and lending
and the sale and puchase of several types of financial instrument would be classified as “capital” and not “current”

according to this definition.
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in a country, concern as to the possible conse-
quences of their operations for the cflcctiveness
of monetary policy stems from the belief that
such banks typically have better access than
domestic ones to external sources of funds, and
that, thanks to their links to other banks
abroad owned by the same parent, they also
have greater latitude as regards their lending.
Thus, it 1s feared that foreign banks may bor-
row from external sources in order to cvade the
impact of policies designed to restrain mone-
tary expansion, and that they may usc their
connections with banks abroad to shield bor-
rowers from other effects of restrictive mone-
tary policies. A further concern about foreign
banks in the context of monetary policy is that
they may be less susceptible to “moral suasion”
than domestic ones.

Some of the instruments of monetary
policy take the form of open-market aperations
designed to increasec or decrease banks’ re-
serves, and by this means to influence their
liquidity and the level of interest rates. Other
instruments affect reserves, lending and interest
rates more directly. These include the imposi-
tion on banks of minimum ratios of cash to
deposits, the sctting of ratios of hquid to total
assets, the immobilization of part of banks’
lendable resources, limits on the amount banks
may borrow from the central bank, ceilings on
the pace of banks’ lending, mcasures designed
to restrain the growth of banks’ interest-
bearing deposits (such as the siphoning-off of
increases above prescribed levels into special
deposits with the central bank that pay no in-
terest), and dircct control of interest rates.
Cecilings on the pace of banks’ lending may be
accompanied by attempts to influence its di-
rection. The authorities” recourse to persuasion
(the "moral suasion” to which reference was
made above) takes place principally with regard
to the pace and qualitative character of lending
but also in some cases involves other matters
such as levels of interest rates.

The degree of reliance on the different
instruments of monetary policy varies greatly
among countries. The relative importance of
open-market operations has tended to increase
in most OECD countries during recent years.
However, heavy reliance on these so-called
“classical” techniques of monetary policy is
possible only in countries where there exist well
developed money markets (1.e. markets for lig-
uid, mostly short-term, financial assets). This
precondition is rarely met in developing coun-
tries, which in consequence have to place
greater reliance on the more direct methods of
controlling credit and interest rates. The in-
creased prominence of the “classical” tech-
niques of monetary policy in developed
market-economy countries has tended to be

accompanied by reduced recourse to “moral
suasion”, which has, however, not disappeared
in such countries. As might be cxpected,
“moral suasion” plays an important part in the
conduct of monetary policy in several develop-
ing countrices.

The possibility for banks of borrowing
abroad 1n such a way as to frustrate the impact
of monectary policy depends partly on the inci-
dence of a country’s banking regulations. For
example, use of such borrowing to evade poli-
cies to reduce the growth of credit in the ccon-
omy can bec rendered impossible by
appropriately designed regulations. Neverthe-
less, certain practices remain difficult to control
under any regulatory system leaving economic
agents some degree of latitude as regards the
nature of particular banking transactions.
Morcover, it should be emphasized that re-
course to these practices need not be limited to
foreign banks, since they arc also available to
local ones with foreign branches or subsidiaries.

These points can be illustrated for the
technique of back-to-back loans, in a case in-
volving a local borrower (denoted here as firm
L) and an enterprise under the same ownership
abroad (firm [), on the one hand, and a local
bank (bank L) and one under the same owner-
ship abroad (bank F), on the other. Firm F
makes a deposit in a foreign currency at bank
F, while bank L lends a corresponding amount
in local currency to firm I.. When monetary
policy 1s being tightened, the loan by bank L
may carry a rate of interest below market levels,
firm F frequently in such cases also receiving a
low rate of interest on its deposit. The bank L
in this scenario 1s not nccessarily foreign-
owned. On occasion locally-owned banks in
developing countries with forcign branches or
subsidiaries also have had recourse to such op-
erations.

Similarly, domestic as well as foreign
banks may resist “moral suasion”. Neverthe-
less, there 1s a presumption that domestic banks
are generally morc biddable than foreign ones,
owing to the greater importance to them of
considerations such as the authoritics” regula-
tory favour and facilities provided by the cen-
tral  bank. This  biddability may be
strengthened in the casc of domestic banks if
their major sharcholders include the Govern-
ment.

In the context of a possible agreed
framework for international trade in banking
services the relation of the presence of foreign
banks to the conduct of monetary policy thus
raises matters bearing on the issue of market
access for such banks. Some countries may be
reluctant to grant foreign banks right of entry
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to those parts of the banking system, control
over which is regarded as indispensable to the
conduct of monetary policy. Governments in
other countries may have apprehensions con-
cerning the presence of foreign banks for the
same rcason, while none the less being unwill-
ing to impose an outright ban on their entry to
the sub-markets in question because of the
prejudice which this would cause to other pol-
icy objectives. Any guidelines adopted as part
of an agreed framework would need to ac-
knowledge the great secnsitivity of most Gov-
ernments  concerning the question  of
maintaining autonomy in the conduct of mon-
etary policy. Onc approach which might merit
consideration would entail acceptance that the
granting to foreign banks of access to certain

sub-markets would be provisional in the sense
that it could be withdrawn if the banks in
question engaged in operations that conflicted
with national monctary policy. However, it
should be noted that whercas such an approach
would provide Governments with (lexibility in
this arca, its embodiment in actual guidelines
may not be a simple matter. For example, such
guidelines would nced to provide for some form
of redress where there were good grounds for
belicving that the ostensible withdrawal of a
bank’s licence owing to opcrations prejudicial
to the conduct of monetary policy was in reality
due to other causes not acceptable for this
purpose under an agreed framework for trade
in banking services.

G. Some evidence concerning restrictions on foreign banks’
market access and operations in developing countries

Recurrent surveys of the treatment of
foreign banks in developing countries are not
available. It seems reasonable to assume that
a mechanism for producing such surveys would
be a required feature of an agreed framework
for international trade in banking services ow-
ing to the importance for its application of up-
to-date information. At present the most
recent comprehensive study of restrictions on
entry and operations faced by foreign banks
remains that undertaken for the United States
Department of the Treasury in 1979.43 This
study was followed by two updating exercises
in 1984 and 1986, but the numbers of develop-
ing countries included were small - eight in 1984
and ten in 1986.14¢

Although the results of the 1979 study
can no longer be taken as an accurate repre-
sentation of the position in particular countries,
its overall picture of the situation continues to
be of interest for its illustration of the wide va-
riety of restrictions and regulations used in this
context, and its cvidence concerning the re-
lation between policies towards foreign banks,

on the one hand, and such characteristics of
countrics as their levels of economic and finan-
cial development, on the other. The study
contains a classification of countries by degree
of the restrictiveness of their policies towards
the entry of foreign banks, which is shown in
table 35. The degree of restrictiveness de-
creases in the table from (B) to (E), and each
country is included only in the most restrictive
category applying to it. Categories (B) and (C)
are self-explanatory. The restriction of foreign
banks to representative oflices (category (D))
precludes the taking of deposits and the making
of loans, such oflices serving merely as vehicles
for soliciting and developing business relation-
ships on the spot. Branches, the subject of the
prohibition specified in (E), arc integral parts
of the parent bank and can borrow and lend.
Banks may also expand abroad through sub-
sidiaries and afliliates. The first of these forms
is a legally separate entity in which the original
bank holds a controlling interest, while the
second denotes an enterprise of which the bank
owns less than a majority of the equity. Some
of the countries in the table which prohibited
branching none the less permitted the acquisi-

143 Department of the Treasury, Report to Congress on Foreign Government Treatment of U.S. Commercial Banking
Organizations (Washington, D.C., September 1979) (henceforth cited as National Treatment Study).

144 Department of the Treasury, Report to Congress on Foreign Government Treatment of U.S. Commercial Banking
Organizations 1984 Update (Washington, D.C., July 1984) (henceforth cited as /984 Update) and idem, National
Treatment Study 1986 Update (Washington, D.C., December 1986) (henceforth cited as {986 Update).
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Table 35

RESTRICTIONS ON ENTRY OF FOREIGN BANKS @ [N DEVELOPED
MARKET-ECONOMY AND DEVELOPING COUNTRIES, MID-1979

—_— — — — — —_—_— =

Number of countries

(A) No restrictions

Developed market-economy countries 9
Developing countries 27
(of which by region)

Africa 1

Latin America

West Asia

South and South-East Asia
(of which by income group - GDP per capita in 1980)

Over $1500

$500-1500

Under $500 10

_ Ao,

& oo

(B) Prohibition of presence of foreign banks in any form
by law @

Developed market-economy countries -
Developing countries 10
(of which by region)
Africa 5
Latin America 1
West Asia 1
South and South-East Asia 3
(of which by income group - GDP per capita in 1980)
Over $1500 3
$500-1500 -
Under $500 7

(C) Prohibition of entry of foreign banks in any form
by current policies or licensing practices @

Developed market-economy countries -
Developing countries 7
(of which by region)
Africa
Latin America
West Asia
South and South-East Asia
(of which by income group - GDP per capita in 1980)
Over $1500 4
$500-1500
Under $500 2

NN

—_

(D) Prohibition b of entry of foreign banks except
in form of representative offices @

Developed market-economy countries 4
Developing countries 14
(ol which by region)

Africa

Latin America

West Asia

South and South-East Asia
(of which by income group - GDP per capita in 1980)

Over $1500

$500-1500

Under $500 3

WWo =

(&3]

For source and notes see end of table.




Towards a Multilateral Framework for International Trade in Banking Services 151

Table 35 (concluded)

RESTRICTIONS ON ENTRY OF FOREIGN BANKS 2 IN DEVELOPED
MARKET-ECONOMY AND DEVELOPING COUNTRIES, MID-1979

Number of countries

(E) Prohibition b of entry of foreign banks in form
of branches

Developed market-economy countries 4
Developing countries 30
(of which by region)
Africa 10
Latin America 9
West Asia 4
South and South-East Asia 5
(of which by income group - GDP per capita in 1980)
Over $1500 12
$500-1500 13
Under $500 5

(F) Prohibition b of any purchase by foreign banks
of interest in indigenous banks

Developed market-economy countries
Developing countries
(of which by region)
Africa
Latin America
West Asia
South and South-East Asia
{of which by income group - GDP per capita in 1980)
Over $1500
$500-1500
Under $500

(52 I

N N

N = N

(G) Limitation bon purchases by foreign banks to less
than controlling interest in indigenous banks

Developed market-economy countries 10
Developing countries 23
(of which by region)
Africa 8
Latin America 4
West Asia 6
South and South-East Asia 4
(of which by income group - GDP per capita in 1980)
Over $1500 12
$500-1500 7
Under $500 4

Source: Estimates based on Department of the Treasury, Report to Congress on Foreign Government Treatment
of U.S. Commercial Banking Organizations (Washington, D.C., September 1979), tables 5.2-5.8. The survey
covered by this report includes 109 developing countries.

a Countries appear under the most restrictive of the headings (B)-(E) to which they belong. Thus a country
classified under (B) does not appear under (C)-(G); a country classified under (C) does not appear under
(D)-(G); a country classified under (D) does not appear under (E}-(G). However, some countries classified
under (E) appear also under (F) or (G).

b By law, policy or administrative practice.
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tion of minority interests in indigenous banks
and are thus included in (G) as well as (E).145

One point evident from the table is the
relatively large number of developing countries
found to be imposing no restrictions on the
entry of foreign banks, and the prominence
within this group of relatively low-income
countries (GDP per capita in 1980 either below
$500 or between $500 and $1,500). Another
point about the figures in the table which
should be noted is that their implications for a
bank differ according to its preferred strategy
of expanding its presence abroad. For example,
United States banks tend to prefer the branch
form for such expansion, cspecially during its
early stages. Thus, for United States banks the
relatively large number of developing countries
prohibiting entry through branching has par-
ticular significance. Morc generally, the table
suggests the lack of any clear-cut relation be-
tween the restrictivencss of countries” policics
towards the entry of foreign banks and levels
of economic and financial development.

The 1979 study of the United States
Treasury also surveyed various restrictions and
other discriminatory measures affecting foreign
banks” operations. Many of these restrictions
are designed to protect domestic banks, but
some are also imposed primarily for prudential
reasons. Among those cited in the study were
restrictions on foreign banks” access to deposits
and limits on their branching networks (both
of which were found to be particularly preva-
lent), the non-availability of discount facilitics
at the central bank, limits on diversification
that excluded foreign banks from major sub-
markets, differential regulations as to capital-
1zation, recquirements concerning the
nationality of staff, and differentially higher
rates of taxation.!¢ The form that restrictions
took might differ among countries. [For exam-
ple, limits on access to deposits might involve
prohibitions on accepting particular types of
retail deposit or restrictions on access to the
deposits of public sector institutions. The var-
ious kinds of differential regulation as to cap-
italization frequently were due at least in part
to prudential considerations. One such regu-
lation reflected the decision to treat branches
of foreign banks as entities independent of their
parents, and thus to limit their lending to a

multiple of the branches’ own capital rather
than the combined capital of the branches and
their parents.

Not all the differential treatment de-
scribed 1n the 1979 study and the 1984 and
1986 updating exercises was unfavourable to-
wards forcign banks. Thus, for example, in
India foreign banks, unlike nationalized do-
mestic ones, are not required to open branches
in rural areas or to lend to small, frequently
high-risk borrowers at concessionary rates of
interest.  In the Republic of Korea foreign
banks have benefited from exemption from re-
quirements to support government bond issues
and to devote substantial proportions of their
lending to specific sectors, while also enjoying
certain tax privileges. Legal lending limits for
foreign banks in Taiwan Province of China
were found in the 1984 study to be less restric-
tive than those for domestic ones. Perhaps
mention under the heading of differentially
favourable treatment for foreign banks should
also be made of the exemption of Citibank
from the nationalization of banks in Mexico in
1982.

The updating exercise carricd out by the
United States Treasury in 1984 comprised only
cight developing economies (Brazil, India, Re-
public of Korea, Mexico, Philippines, Thailand,
Venczuela and Taiwan Province of China), and
that of 1986 covered the same group plus
Argentina and Singapore. The two studies fo-
cused principally on restrictions on foreign
banks” operations, although developments in-
volving entry were also mentioned in cases
where they had taken place. The changes be-
tween 1979 and 1984 cited were mostly modest.
On balance, some relaxations in levels of
restrictiveness were found in three economies
(India, Republic of Korea and Taiwan Province
of China), and some increase in two others
(Philippines and Thailand), while no significant
change was identified in a further three (Brazil,
Mexico and Venezuela). Little change ap-
peared to have taken place between 1984 and
1986, except in the Republic of Korea and
Taiwan Province of China (although the con-
tinuing entry of additional foreign banks was
noted in the case of India). In the Republic of
Korea and Taiwan Province of China foreign
banks were found to have benefited from sig-

145 The maximum permitted size of foreign banks” interest in indigenous banks varied from 10 per cent to S0 per cent
among the countries in the survey prohibiting acquisition of a controlling interest. Some countries which did not
permit branching by forcign banks also prohibited their purchase of any interest in domestic banks. Such countries

are included under (F) as well as (E).

146 The distinction between restrictions on entry and those on operations in National Treatment Study does not coincide
precisely with analogous concepts in section H. Thus, "market access” in section H refers to admittance to particular
banking sub-markets, while “entry” in National Treatment Study denotes admittance to any part of a country’s
banking system. In consequence certain measures classified as restrictions on foreign banks’ operations in National
Treatment Study (such as those limiling diversification of their activities by banks that have obtained “entry”) belong

under the heading, “market access”, of section H.
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nificant relaxations of opcrating restrictions
closely associated with the morc general

programmes undcrtaken to liberalize their na-
tional banking systems.

H. The application to trade in banking services of key concepts
and principles

1. Introduction

As mentioned carlier, certain concepts
and principles bearing on central features of a
possible agreed framework for international
trade in banking services were singled out for
special attention at the Mid-term Review of the
Uruguay Round. No attempt will be made here
cither to comprehend all the subjects that may
nced to be covered by an eventual agreement
or to provide a blueprint for the integration of
the concepts and principles into such an agree-
ment. Rather, the discussion which follows
takes up aspects of the concepts and principles
and of their interrelations suggested by the dis-
cussion of trade in banking services in previous
sections.

[t is convenient to begin with the three
concepts that are at the heart of the issues at
which an agreed framework would presumably
be directed, namely “market access”, “national
trcatment”, and “progressive liberalization”.
Various matters discussed under these three
headings also have a bearing on “most-
favoured-nation/non-discrimination” and “in-
creasing participation of developing countries”,
the concepts which arc thus taken up next.
“Transparency” and “regulatory situation”,
which have a number of interrelations, follow,
and the final concept discussed is “safeguards
and exceptions”.

2. Market access

[t is important to make a clear distinction
between “market access”, which covers the right
of entry to particular banking sub-markets, and

“national treatment”, which concerns the treat-
ment received from the authorities by a supplier
of banking services after the granting of such
access. Control over market access 1s the pol-
iIcy instrument perhaps most crucial to enabling
Governments in developing  countries to
choose the banking regimes which they belicve
to be most appropriate to their particular cir-
cumstances and needs.¥? As emphasized in
scction B.l, banking consists of scveral sub-
markets, and the access granted to forcign
banks generally applies only to certain of them.
Thus, control over such access makes it possi-
ble for governments to pursue policy objectives
towards the different constituent parts of a
country’s banking system.

These policy objectives may concern var-
lous subjects discussed elsewhere in this chap-
ter. Particularly important herc are the
objectives which may be pursued through in-
fant industry policies for financial scctors and
other policies that can be expected to play a
role in cventually increasing the participation
of developing countries in international trade in
banking services. Thus, for example, control
over market access can serve as an instrument
for the achievement of the transfer of banking
skills (as noted below in section H.6.). Fur-
thermore, such control can be used to influence
the level and character of competition in bank-
ing. By this means it should be possible to
avoid certain adverse effects of such competi-
tion {mentioned above in section C), while em-
ploying the entry of foreign banks as a stimulus
to increasing efficiency among indigenous ones.
In particular, control over market access ena-
bles Governments to restrict activities likely to
be associated with financial instability, and to
protect indigenous banks from premature ex-
posurc to unfair pricing practices (a matter
discussed further in section 11.7). Moreover,
as already noted in section I, control over
market access may enable Governments to rec-

147 The remarks in the main text concentrate on the strategic policy rationale of control over market access. An agreed
framework for international trade in banking services may also need to cover various matters related to modalities
such as the procedures to be followed when there is a change in the nationality of the parent institution of a bank
branch or subsidiary which has been granted market access.
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oncile the objectives of liberalizing regimes for
(oreign banks, on the one hand, and of main-
taining desired levels of autonomy in the con-
duct of monectary policy, on the other.

3. National treatment

The principle of national treatment is de-
signed to ensure that foreign suppliers are not
subject to discriminatory treatment under a
country’s internal taxes, laws and regulations.
In the case of international trade involving ser-
vices provided by non-resident banks national
treatment would appear to have implications
similar to those for trade in goods. But in the
case of services supplied by a foreign cnterprise
with a long-term presence in the country in
question, different problems have to be faced.
Thus, for banking services provided in this way
national treatment is intended to ensure to for-
eign banks a measure of equality of competitive
opportunity. It should be emphasized that the
degree of competitive equality thus afforded
will necessarily be less than complete. Several
types of competitive inequality among enter-
prises may exist even in instances wherc laws
and regulations do not discriminate in any way
in favour of particular suppliers. For example,
competitive advantages may accrue to certain
enterprises mainly as a result of their being
carly entrants into an industry or market, and
may have adverse implications for other do-
mestic as well as foreign suppliers. Such cases,
which arec a commonplace ol industrial cco-
nomics, may somctimes be an appropriate sub-
ject for the country’s competition policy, but
the remedy does not belong under the heading
of national treatment.

So long as a country has control over
market access, it 1s reasonable to assume that
the presence of foreign banks in particular
banking sub-markets is in accord with (or at
any rate does not conflict with) the Govern-
ment’s policy objectives. In such circumstances
it can be argued that the regulatory and tax re-
gime should be the same (or foreign as for do-
mestic banks. Nevertheless, this principle is
likely to be accepted only subject to various
provisos, of which three possible examples are
given in the paragraphs which follow.

Firstly, reference was made in section G
to several countries which imposed on (oreign
banks differential requirements as to capital-
ization for prudential reasons. Such measures
can be justified by differences in the regulatory
regimes under which domestic banks and the
parent institutions of foreign banks operate,
and by a degree of confidence concerning the
support likely to be forthcoming from its parent
to a foreign bank in difficulties that 1s lower
than in the casc of an analogous situation in-
volving a domestic bank.!8 [t should be added
that the rcasons that justify differential capital
requirements for foreign banks also draw at-
tention to the desirability of improved co-
ordination among the supervisory authorities
of the countries that would be covered by an
agreed framework for international trade in
banking services, a subject discussed further
below under “transparency” and “regulatory
situation”.

Secondly, if allowance is to be made for
infant industry protection for domestic banks
in developing countries, references in an agreed
framework to national treatment may need to
accommodate measures designed to serve this
objective such as differential income or profit
taxation. The concept of national treatment in
GATT article I1I is intended to apply to goods
supplicd by non-residents, and permits the
levying of import taxes at the frontier. It is
thus compatible with infant industry tariffs.
When banking sub-markets are supplicd by
firms on the spot, this option is not available.
But higher income or profit taxation for foreign
banks or restrictions designed to impose
differentially higher operating costs'¥® on such
banks could be used for the same purpose. The
danger here is that infant industry protection
by such means could easily become a way of
circumventing the obligations entailed by na-
tional treatment. This danger might be avoided
if recourse by a country to infant industry pro-
tection were to be hedged with a duty to specify
both the particular tax or restriction used and
a limited duration for the pertiod of protection.

The third proviso relates to regulations
that have the effect of increasing the hiring of
local staff by foreign banks. Such regulations
may be an important vehicle for achieving the
transfer of banking skills. As was mentioned in
section C, the transfer of skills is a major ele-

M8 A few countries are prepared to accept lower prudential requirements as to capitalization if the parent institution
provides to the regulatory authority a letter of comfort concerning its obligation to support the branch or subsidiary

in the event of difficulties.

149 Restrictions on the operations of banks are often classified according to their "tax-like” or "quota-like” characteristics.
‘The former raise banks’ costs in a manner analogous to the effect of a tax, and thus suggest themselves as a subslitute

for tariffs.

Examples of "tax-like” restrictions are differential reserve requirements, limits on or prohibitions against

accepting retail deposits, and lack of access to relinancing facilitics at the central bank.
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ment of the rationale for admitting foreign
banks to developing countries, so that it would
be incongruous if an agreed framework werc
not to accommodate staffing regulations in-
tended to achieve this aim.

4. Progressive liberalization

The carlier discussion in this chapter, in
particular that in section C, indicated that lib-
eralization and increased competition in bank-
ing can be expected to result in both benefits
and costs. The thrust of policy towards this
sector during recent years in developed
market-cconomy countries has been in the di-
rection of dercgulation. However, during ear-
lier periods policy was characterized by less
emphasis on the benefits of competition, and
deliberate use was often made of banks as in-
struments for the achievement of sectoral and
developmental goals. There i1s thus no reason
to anticipate generalized willingness among
Governments in developing countries to view
liberal banking systems as being appropriate to
their circumstances and needs. Various steps
(some of which are mentioned below) might be
undertaken as part of an agreed framework for
trade in banking services to enhance the pro-
spective beneflits of liberalizing regulations af-
fecting the entry and operations of foreign
banks. But the possibility remains that many
countries will still choose not to make signif-
icant moves in this dircction.

This  possibility  raises  important
questions as to the relation not only of “pro-
gressive liberalization” but also of other key
concepts and principles to an agreed frame-
work. The way in which the possibility might
be handled depends partly on whether a frame-
work for banking is to be part of a larger,
overall agreement also covering other service
sectors, or whether it is to stand alone. If the
former option is chosen, cross-sectoral conces-
sions can be cnvisaged under which countries
unwilling to liberalize restrictions in banking
may none the less be prepared to make offers
for other services. By enabling such countrics
to participate in an overall agreement, offers of
this kind would make them eligible for benefits
under a framework for trade in banking scrvices

even in the absence on their part of concessions
affecting this sector.

However, if an agreed framework for
banking were to be separate or sclf-contained,
more intractable problems might arise. In this
casc the unwillingness of countrics to reduce
restrictions on the entry and operations of for-
eign banks could not be balanced by conces-
sions involving other services. Reciprocity has
been a significant influence in many developed
and developing countries on their willingness to
grant market access to foreign banks.!® Thus,
it 1s difficult to visualize general acceptance by
participants in a separate agreement on trade
in banking services that countnies unwilling to
commit themselves to reduce restrictions on
foreign banks should be eligible for bencfits
under the agrecment.

There remains the question of what kinds
of commitment to liberalization might be ac-
ceptable for an agreement. Such commitments
would not necessarily need to be large so long
as the framework for banking was part of a
larger, overall agreement, since in this casc they
could be accompanied by concessions affecting
other sectors. For a separate agreement on
banking, willingness to accept commitments to
liberalization would almost certainly be en-
hanced by allowing for considerable discretion
as to the timing of the phasing-in of the meas-
ures to be taken. Articles VIII and XIV of the
IMF Articles of Agrcement may provide a use-
ful precedent in this regard.

Article XIV allows a Fund member to
avoid committing itself to the obligations of
article VIII as to the convertibility of its cur-
rency. Instead, it may avail itself of transitional
arrangements under which it is permitted “to
maintain and adapt to changing circumstances
the restrictions on payments and transfers for
current international transactions that were in
effect on the date on which it became a mem-
ber”. Article X1V is especially interesting in the
context of a possible framework for trade in
banking services owing to two of its provisions.
Firstly, although under the article a member
may “adapt” its restrictions to changing cir-
cumstances, introduction of new restrictions
and the reintroduction of restrictions with-
drawn are not permitted. Commitments under
article XIV may thus be considered similar in
certain respects to the “bindings” (maximum
tariffs) contained in countries’ schedules of tar-

150 Reciprocity is not a precise derm in this context. It covers poficies under which countries admit banks from another
country only if their own banks are granted broadly similar opportunitics in that country. The lack of precision
concerns what are acceptable as broadly similar opportunities. Mirror-image reciprocity is not generally insisted on
owing to the discriminatory nature and complexity of policies based on this principle. Other possibilities range from
the granting of national treatment to more stringent conditions that still fall short of mirror-image reciprocity.
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iff concessions under GATT article I1.15% Sec-
ondly, article X1V does entail the commitment
to move in the direction of a more liberalized
foreign exchange regime. llowever, it should
be noted that while the flexible modalities of
article XIV may provide an interesting
precedent in the context of the application of
“progressive liberalization” to trade in banking
services, there 1s an implicit ultimatc objective
of a particular norm of convertibility, namely
that in article VIII. An analogous norm in the
field of banking would have to be defined more
loosely to allow for the varicty of different
banking regimes that participants in an agreed
framework for this sector could be expected to
wish to maintain.

5. Most-favoured-nation/inon-
discrimination

Inclusion of the most-favoured-nation
(MFN) principle in an agreement on interna-
tional trade in banking services would be in-
tended to prohibit discrimination among the
parties to it, thus guaranteeing that concessions
made by one party would be equally accorded
to all. However, cxtension of this principle
from its usual field of application, trade in
goods, to services such as banking raises new
problems, two of which are discussed below
owing to their bearing on other matters treated
in this chapter.

Firstly, there is the question of the re-
lation of the MFIN principle to the form of an
agrecment or agreements concerning services
more generally and banking in particular. Pre-
sumably, as in the case of “progressive liberali-
zation”, the principle would apply to all parties
to an overall agreement covering several ser-
vices, if banking were part of such an agree-
ment, but would be limited to the partics to a
separatc agreement on banking if this was the
form of agreement reached.

Secondly, the identity of the parties to
which the MFN principle would apply presents
peculiar difficulties in the case of trade in
banking services. If the definition of such trade
were to be limited to transactions between res-
idents and non-residents, the principle would
seem to involve issues similar to those arising
in the case of trade in goods. But its applica-

tion to transactions associated with the long-
term presence of supplicrs on the spot is less
straightforward. The granting of market access
must be bank-specific and not to countries if|
as suggested above, it is to be used as a policy
instrument for such purposes as providing in-
fant industry protection. Restriction of market
access to banks from countries covered by an
agrecment and granting it to such banks on the
basis of first come first served might be consid-
ered as representing a form of non-
discrimination among the partics. However, it
would be non-discrimination in a sense differ-
ent from that traditionally envisaged under the
MEFN principle.

Whatever the solution to this problem
adopted as part of any agreement, the need for
transparency as regards the procedures for
granting market access should be emphasized.
Absence of transparency could be expected to
increase the probability that certain countries
would feel unfairly treated under these proce-
dures.

6. Increasing participation of
developing countries

The aim of this principle is to increase
developing countries’ role in international trade
in banking services. Banks from developing
countries alrecady participate in this trade but
to a still limited extent. Further progress for
the great majority of devecloping countrics re-
quires first the strengthening of domestic
banking systems. Such a strengthening can be
expected to lead eventually not only to greater
participation by domestic banks in banking
transactions between residents and non-
residents but also to an increase in their pres-
ence abroad through the usual means of
representative offices, branches, subsidiaries,
and affiliates. Thus, subjects within the ambit
of “increasing participation of developing
countries” can be broadly classified under two
headings: one comprising measures directed at
the domestic banking systems of such coun-
trics; and the other measures directly affecting
participation in international trade in banking
services.

Under the first heading a key point is ad-
mission of the right of Governments of devel-

151 As noted in section H.7 below, some countries still have only rudimentary systems of banking regulation or are cur-
rently in the process of establishing such systems virtually from scratch. Countries in these situations may not be
prepared to accept commitments of a character analogous to those under IMF article XIV as part of an agreement
concerning inlernational trade in banking services, at least for a period fong enough to enable them to carry out certain

changes regarding national banking regulations.
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oping countries to use market access s an
instrument for the achievement of policy goals
regarding banking. As already discussed, con-
trol over market access can be a vehicle for in-
fant industry protection of the sector. [t can
also provide developing countries with leverage
for the acquisition of knowledge and skills,
since the granting of market access can be sub-
ject to conditions designed to contribute to-
wards this objective. One such condition has
already been mentioned, namely requirements
as to the hiring of local staff. Others might re-
late to the transfer of new technologies used in
banking and the undertaking of management
contracts. 152

Expansion abroad is likely to continue to
be the objective of only a limited number of
banks from developing countries during the
carly years of any agrcement. But the pressure
for expansion abroad can cventually be ex-
pected to grow as the trade of such countries
increases and their banking sectors mature. It
is difficult to anticipate the character of the
impediments to entry and restrictions on oper-
ations in the banking sub-markets of developed
market-economy countries that will then have
to be faced by banks from developing countries.
As already noted, the recent thrust of policy in
developed market-economy countries towards
their financial systems has been in the direction
of greater competition and openness. But the
eventual policy regimes for foreign banks in
such countries will emerge from discussions and
ncgotiations still going on, including those tak-
ing place as part of the process of completing
a single EEC market!53 as well as the current
multilateral trade negotiations themselves.

Despite uncertainty concerning these re-
gimes, an agreement on international trade in
banking services should address the subject of
impediments to developing countries” access to
banking markets in developed market-economy
countries. In the case of regulatory imped-

iments consideration should be given to the
possibility of including provisions for their re-
duction or removal (if necessary, on a prefer-
ential basis), thus increasing the incentives for
such countries to participate in the agreement,
Moreover, whatever the outcome of current
negotiations and discussions for regulatory im-
pediments to developing countries’” market ac-
cess, there remains the possibility that it will
still be adversely affected by restrictive practices
on the part of other banks already present.154
Such practices, for example, might restrict ac-
cess to clearance, payments and settlements
systems, and might be permitted under the
competition policies of the countries in ques-
tion. Thus, it can be argued that an agreement
for trade in banking services should explicitly
provide for  modalities  whereby  the
unfavourable impact of such restrictive prac-
tices on market access could be brought to the
attention of the parties to the agreement, and
redress be sought where appropriate. The
availability of such modalities might be more
important in facilitating access for banks from
developing countrics owing to the more limited
capacity of their Governments for bringing
pressure to bear by other means on the coun-
tries where restrictive practices were found to
exist.

A further matter which may merit con-
sideration under ways of increasing developing
countries’ role in international trade in banking
services relates to the mutual trade of such
countries. A rise in banking transactions be-
tween developing countries can be expected to
accompany expansion of their mutual trade in
goods. There is thus a possibility that in this
context developing countrics may wish to ac-
cord cach other’s banks certain kinds of prefer-
ential treatment. A precedent for admitting
such treatment subject to appropriate criteria
and conditions is to be found in a decision of
the GATT Contracting Parties known as the
“enabling clause” 155

152 Such contracts, which have already been used by some developing countries, entail the management of indigenous
banks by teams from banks in developed market-economy countries. They are a way of giving a country access to
advanced banking technology and management skills while enabling the continuation of local ownership of the banks
in question.

153 The Second Banking Directive adopted by the Council of Ministers in December 1989 includes provisions regarding
banks owned by parents from countries outside the Community. According to these provisions, subsidiaries owned
by non-EEC parents that are authorized to operate in one EEC member country are eligible for a Community-wide
banking licence granting the same freedom of establishment and operations as that enjoyed by EEC-owned banks.
Branches owned by non-EEC parents are allowed to operate only in the country and sub-markets in which they re-
ceive specific authorization. Bilateral reciprocity between EEC and non-EEC countries may continue to apply to the
granting of such authorization.

154 The banking sectors of developed market-economy countries are typically characterized by various so-called “club
arrangements” which include some of a primarily social nature and professional associations as well as groupings with
specific objectives involving such matters as payments systems, quotation, dealing, clearing and settlement systems for
sccurities markets, and co-operative eflorts for the setting-up of market systems for new [inancial instruments and data
banks of market information.

155 The “enabling clause” permits contracting parties "to accord differential and more favourable treatment to developing

countries”, and among the arrangements to which such treatment may apply are "regional and global arrangements
entered into amongst less-developed contracting parties for the mutual reduction or elimination of tariffs and, in ac-
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7. Regulatory situation and
transparency

Some relevant dimensions of “regulatory
situation” and “transparency” have already
been treated under previously discussed con-
cepts and principles, in particular under “mar-
ket access”, “national treatment”, "progressive
liberalization” and “most-favoured-nation/non-
discrimination”.  The remarks in this sub-
section are limited to certain matters not yet
raised or not sufficiently elaborated earlier.

The right of countries to regulate the
provision of services within their territories in
the light of national objectives is generally ac-
knowledged. The relevant question for an
agreement on international trade in banking
services 1s the relation of this right to commit-
ments undertaken as part of such an agree-
ment. This is at the heart of many of the issues
involved in the application to banking of the
concepts and principles singled out at the mid-
term review of the current multilateral trade
negotiations. But one point under this heading
perhaps dcserves separate emphasis. There are
large differences among countries in the levels
of development of their regulatory systems for
banking. Such systems are fairly rudimentary
in many developing countries. Morcover, the
Governments of several Eastern European
countries are completely restructuring their
systems of banking regulation as part of the
market-oriented reforms of their economies.
As a result, many potential participants in an
agreement on international trade in banking
services may need to be accorded a particularly
high degree of flexibility as regards their na-
tional regulatory systems for banking.

Another point meriting special attention
in the context of both “regulatory situation”
and “transparency” is the need (aircady men-
tioned in section G) for a vehicle for the regular
exchange of information concerning the situ-
ation as regards market access for, and re-
strictions on the operations of, foreign banks in
the countries that are parties to an agreement.
One model for such a vehicle would be a pub-
lication with a coverage analogous to that of
IMF’s annual reports, Exchange Arrangements
and Exchange Restrictions (though owing to the
greater inertia in most countries of the
regulations in question the periodicity of the

publication could be less frequent than that of
the Fund). This publication should be
supplemented by modalitics guarantceing the
parties to an agrcement prompt notice of any
regulatory changes with a bearing on
commitments under the agrecement.

In the discussion under “national treat-
ment” of prudential regulations that discrimi-
nate between domestic and foreign banks,
reference has already been made to the desir-
ability of improved co-ordination among na-
tional supervisory authorities for banking.
Recent years have witnessed a series of steps in
the development of a framework of interna-
tional supervisory co-operation in this area.
These steps, principally the result of a series of
initiatives of the central bank governors of the
Group of Ten countries and Luxembourg, have
been directed towards the establishment of
principles concerning the distribution between
parent and host authorities of supervisory re-
sponsibilities over branches, subsidiaries and
joint ventures in international banking, the
international convergence of regulations as to
the capital adequacy of international banks,
and the mutual exchange of information.!56
Much of the impetus behind these steps has
come from the growth of awareness among the
national authorities in OECD countries of their
banking systems’ vulnerability to disruptions
over which, as a result of the internationaliza-
tion of banking and of divergences in the
strictness of national regulatory regimes, they
have little or no control. The steps also reflect
realization of the need to ensure that banks
compete internationally in conditions under
which no country’s institutions are unduly
favoured by particular features of their regula-
tory regimes so that, as far as possible, success
1s due to differences in efficiency. Extension of
this framework of supervisory co-operation to
countries not currently covered might facilitate
the removal of discriminatory prudential regu-
lations among parties to an agreement on trade
in banking services.

Exchange of information among the su-
pervisory authorities of parties to an agreement
may also help towards allaying concerns in de-
veloping countries (already mentioned in sec-
tion C) as to the governability of foreign banks
and as to their resort to unfair pricing practices.
Concerns as to governability comprise the
possible use by banks of their international
networks to evade taxes and regulations re-

cordance with criteria or conditions which may be prescribed by the Contracting Parties, for the mutual reduction or
climination of non-tariff measures, on products imported from one another”.

156 Although the agreements reached so far cover the Group of Ten countries and Luxembourg, the vehicle for these
initiatives, the Committec on Banking Regulations and Supervisory Practices, maintains contacts with other bodies
concerned with the supervision of international banking such as the Advisory Banking Commitice (and its Contact
Group) established to assist the LEC Commission and the Offshore Supervisors Group.
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garding such matters as levels of foreign ex-
change cxposurec and maturity mismatching.
Concerns as to pricing practices relate to the
scope for forcign banks to deploy price dis-
crimination as a competitive weapon, with ef-
fects analogous in some respects to dumping in
the casc of trade in goods.

[However, while the willingness of super-
visory authorities to make available informa-
tion regarding the financial positions and any
tax or regulatory problems of parent insti-
tutions could be of considerable assistance to
host authorities, such willingness would be un-
likely by itself to remove the aforementioned
concerns. For example, those rcgarding
governability could be expected to persist ow-
ing to awareness that the capacity of rcgulatory
authorities in developed market-economy
countrics to monitor banks’ international oper-
ations remains subject to major limitations, and
that its improvement will take time. As for re-
sort by banks to unfair pricing practices, iden-
tification of predatory price discrimination is
generally very difficult (as already noted in scc-
tion C), and there would appear to be little case
law in this area covering banks on which an
agreement for trade in banking services could
draw. Thus, there seems to be little alternative
in this connection to accepting that the possi-
bility of unfair pricing practices by foreign
banks constitutes another reason for admitting
that developing countries nced control over
market access as an instrument for policies
aimed at strengthening domestic banks to the
point where they can compete effectively.

8. Safeguards and exceptions

Various objectives cited as justifying pro-
vision for safeguards and exceptions in an
agrcement for international trade in banking
services can be achieved through control over
access to different banking sub-markets. For
example, as mentioned in section F, such con-
trol can be used to ensure that a country
maintains autonomy in the conduct of mone-
tary policy. Neverthcless, provision for safe-
guards and cxceptions remains important
owing to the nced for a proviso to cover un-
foreseen circumstances in which a country may
feel constrained to backtrack with respect to its
commitments under the agreecment.

Possible instances of such circumstances
might be situations of acute balance of pay-
ments pressure, hyperin{lation, or both. Recent
events in certain Latin American countries
serve as a reminder that in such circumstances
Governments may decide to deploy unconven-
tional policy instruments in their efforts to
achieve economic adjustment or reduce in-
flation. [t is in the nature of such policy pack-
ages that their constituents cannot be
anticipated in advance. However, in an agree-
ment on trade in banking services allowance
secems necessary for the possibility that re-
sponses to crises of this kind may include the
adoption of discriminatory controls over bank-
ing operations which involve temporary in-
fringements of commitments under the
agrecement.®
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Chapter II: Supplementary notes and references

Concerning the number of offices in developing countries of the world’s 100 largest
banks and the location of these banks’ home bases sce UNCTC, Transnational
Corporations in World Development, Trends and Prospects (United Nations publication,
Sales No. £.88.11.A.7), tables VII.2 and VI1.3. Figures for the growth of foreign direct
investment in the financial sector by five OECD countries from the second half of the
1970s until the mid-1980s are given in ibid., annex table C.6.

Concerning the use in this context of the concepts, “location” and “ownership”, sec
Production and Trade in Services: Policies and their Underlying Factors Bearing Upon
International  Services Transactions (United Nations publication, Sales No.
E.84.11.D.2), paras. 100-101.

The most widely used approach to the treatment of banking scrvices in national ac-
counts i1s summarized in P. I1ost-Madsen, Macroeconomic Accounts. An Overview, IMF
Pamphlet Series No. 29 (Washington, D.C., 1979), pp. 33-35, and there is a more
detailed discussion of the same subject in .W. Arndt, “Measuring trade in financial
services”, Banca Nazionale del Lavoro Quarterly Review, June 1984, pp. 204-212 (who
gives the underestimate of Luxembourg's GDP on p. 207). Estimates of nct income
from international activities are available (or the largest United States banks in, for
example, J.V. Houpt, "International trends for U.S. Banks and banking markets”, Staff
Study 156, Board of Governors of the Federal Reserve System (Washington, D.C., May
1988), table 14.

The figures for the average annual rate of growth of the external asscts in dollars of
deposit money banks of OLCD countries, the number of forcign branches of IFederal
Reserve member banks of the United States and of the forcign branches and subsid-
iarics of Japanecse banks, and the average annual rates of growth of transactions in
various categorics ol sccurity were taken from G. Broker, Competition in Banking
(Paris: OECD, 1989), tables 6.2, 6.3 and 6.6. I'igures for recent rates of expansion in
transactions in futures and options can be found in J. Walmsley, The New [inancial
Instruments. An Investor’s Guide (New York, ctc.: John Wiley and Sons, 1988), tables
6.2 and 8.1, and R.E. Fink and R.B. Feduniak, Futures Trading: Concepts and
Strategies (New York: New York Institute of Finance, 1988), figs. 1-5 and 25-6.

The brief account of assets and liabilities management relies heavily on J.S.G. Wilson,
Banking Policy and Structure: a Comparative Analysis (London, etc.: Croom Helm,
1986), pp. 233-260 and chap. 8; R. Harrington, Asset and Liability Management of
Banks (Pans: OECD, 1987);, and E.W. Reed and E.K. Gill, Commercial Banking, 4th
edition (Englewood Cliffs, New Jersey: Prentice-I1all, 1989), pp. 152-157. Tor a
discussion of the various costs of increased financial unpredictability in relation to
techniques and instruments for protection against financial risk sce TDR [988, Part
One, chap. 11, sects. D and E.

For examples of alternatives to banks in low-income countries sce J.S.G. Wilson,
“Building the financial system of a developing country”, Lloyds Bank Review, No. 93,
July 1969, pp. 39-40 and 46-47. The remarks concerning policy towards banks in India
are taken from the same author’s, Banking Policy and Structure, pp. 143-144. The
hiterature on foreign banks’ role in developing countries is voluminous, including as it
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does significant parts of that treating historical economic relations between major
metropolitan countries and their colonies or countries within their traditional spheres
of influence. For a recent discussion of 1ssues discussed in this chapter, such as the role
of foreign banks in branch networks, the distribution of their lending by categories of
borrower and loan, and comparison of their techniques and management with those
of domestic banks, see the case studies of Malaysia and Thailand in UNCTC,
Transnational Banks: Operations, Strategies and their Effects in Developing Countries
(United Nations publication, Sales No. E.81.I1.A.7), chap. I (sect. C) and chap. 1V
(sects. A-D).

The susceptibility of services to price discrimination is emphasized in classic discussions
of the subject such as those of J.M. Clark, for example, Studies in the Economics of
Overhead Costs (Chicago: University of Chicago Press, 1923), chap. XX (especially pp.
425-428), and Social Control of Business, Second Edition (New York: McGraw-Hill
Book Company, 1939), pp. 209 and 350- 351. The difficulties confronting attempts to
interpret data concerning prices and costs relevant to the demonstration of predatory
price discrimination or dumping are discussed in the first of these two books, chap.

XX, and in J.H. Jackson, The World Trading System. Law and Policy of International
Economic Relations (Cambridge, Massachusetts, etc.: The MIT Press, 1989), chap. 10.

The account of the financial dependence of the South is based on D. Dillard, Economic
Development of the North Atlantic Community. Historical Introduction to Modern
Economics (Englewood Cliffs, New Jersey: Prentice-Hall, 1967), pp. 344-349.

Concerning the lending patterns of foreign banks in Africa see, for example, P.L.
Wickins, Africa 1880-1980. An Economic History (Cape Town: Oxford University
Press, 1986), pp. 60, 63, 94, 120 and 145. The quotation from the 1989 charter of the
British South Africa Company is taken from Dillard, op. cit., p. 490. The powers and
influence of certain large foreign enterprises in Africa during the colonial period are
discussed in Wickins, op. cit., pp. 21-24 and 43-46.

Concerning qualitative credit controls see Wilson, Banking Policy and Structure, pp.
420-421. The classification of interventions in credit allocation is similar to that of the
World Bank in its World Development Report, 1989 (New York, etc.: Oxford University
Press, 1989), p. 56. Concerning early initiatives as regards the provision of credit by
Governments in Africa see Wickins, op. cit., pp. 83, 120, 138, 161 and 223. Concerning
the spread of financial distress during the 1980s see, for example, World Bank, op. cit.,
chap. 5 (where box 5.1 contains a useful list of major instances of recent financial crises
in developed and developing countries).

Concerning the use of “moral suasion” in developed market-cconomy countries see, for
example, Wilson, Banking Policy and Structure, pp. 382-383. In a survey published in
1982 of the financial systems of six developing countries in South-East Asia an
important role as part of monetary policy was explicitly attributed to “moral suasion”
in four, namely Hong Kong, Malaysia, Singapore and Thailand. S.Y. Lee and Y.C.
Jao, Financial Structures and Monetary Policies in Southeast Asia (London, etc.: The
Macmillan Press, 1982), pp. 39-40, 43, 48-49, 86-87, 118 and 165. Back-to-back loans
are described in D. Ross, 1. Clark and S. Taiyeb, [nternational Treasury Management
(Cambridge: Woodhead-Faulkner, 1987), pp. 151-152. Concerning their use by banks
of Latin American countries see, for example, B. Kucinski, “Where parallel loans may
meet”, FEuromoney, January 1984. On the way in which the Government’s
shareholdings are capable of facilitating “moral suasion” see Lee and Jao, op. cit., p.
118.

The preference of United States banks abroad for the branch form is described in
National Treatment Study, pp. 19-20, and Houpt, op. cit., pp. 4-11. National Treatment
Study, chap. 6, summarizes the ﬁndmgs concerning restrictions on the operations of
foreign banks. Concerning differentially favourable treatment of foreign banks see, for
example, National Treatment Study, pp. 31, 63 (India), and 83 (Republic of Korea);
1984 Update, pp. 18 (India), 30 (Republic of Korea), and 56 (Taiwan Province of
China); and 1986 Update, pp. 119 (India) and 125-126 (Republic of Korea). For the
synopsis of the /984 Update sece pp. vi-vii. The details are contained in separate
chapters devoted to particular countries. For a synopsis of the /986 Update sce pp.
5-10. Country details are given in separate chapters, as in the /984 Update.
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The classification of developing countries by region and GDP in table 35 is a coarse
onc. More refined categorizations arc capable of gencrating various statistically sig-
nificant relations between countries” policies towards foreign banks and the character-
istics of their economies. On the basis of a combined ranking of the countries in the
United States Treasury sample by the degree of restrictiveness of their policies as re-
gards both entry and operations, one study finds several significant associations be-
tween restrictiveness and various characteristics of countries” Governments, of their
economic and financial policies in other areas, and of the relations between their
economies and banks and those abroad. A.E. Tschoegl, “The regulation of forcign
banks: policy formation in countrics outside the United States”, Monograph 1981-2 of
the Monograph Series in Finance and Fconomics of the Salomon Brothers Center for the
Study of Financial Institutions (New York: Graduate School of Business
Administration, New York University, 1981).

The implications of national treatment for international trade in goods have been dis-
cussed at length in the literature. For a useful summary sec E. McGovern,
International Trade Regulation. GATT, the United States and the European Community
(Exeter: Globefield Press, 1982), chap. 8.

For a discussion of the role of reciprocity in the arrangements for the completion of a
single EEC market as well as in the current multilateral trade negotiations sec Lord
Douglas Croham, “Reciprocity and the unification of the LEuropean banking market”,
Group of Thirty Occasional Papers 27 (New York and London: Group of Thirty, 1989).

Concerning management contracts for banks see National Treatment Study, pp. 114
and 120. For a commentary on the Sccond Banking Directive of EEC sce “European
Community adopts Banking Directive designed to harmonize national banking laws”,
IMF Survey, 5 March 1990, pp. 68-69. “Club arrangements” in the banking scctors of
OECD countries are described in Broker, op. cit., p. 89. Concerning the advantages to
banks of participation in a country’s payments system (as opposed, for cxample, to
relying for such facilities as cheque clearance on links with correspondent banks) sce
M.K. Lewis and K.T. Davis, Domestic and International Banking (Oxford: Philip Allan
Publishers, 1987), pp.158 and 172-174.

The example of a large international bank which exploited its international network for
the purpose of evading banking regulations and reducing its tax burden is discussed in
R. Dale, The Regulation of International Banking (Cambridge: Woodhead-Faulkner,
1984), appendix 2.




samc) oW Dyt o dpandl LS
Las Jolaz v'Jl W o e ezt f“"“ ] o M}C‘L,:“ 2323 ALK oA sl Y Oyt fe J gandl u"".
. q:-'»,‘,i:lﬂ).x):"g‘c:-,"r-i““"‘“r‘“=J".'"'n-"
tnfe] BEUEL & B R
BEEHEME S i R &0 BEREHLHE RN, NG BERRRFEAEHRE AR EHNE,

HOW TO OBTAIN UNITED NATIONS PUBLICATIONS

United Nations publications may be obtained from bookstores and distributors
throughout the world. Consult your bookstore or write to: United Nations, Sales
Section, New York or Geneva.

COMMENT SE PROCURER LES PUBLICATIONS DES NATIONS UNIES

Les publications des Nations Unies sont en vente dans les librairies et les agences
dépositaires du monde entier. Informez-vous auprés de votre libraire ou adressez-vous
a : Nations Unies, Section des ventes, New York ou Geneve.

KAK INONIYYHUTH H3IJAHWA OPTAHH 3AINHH OB BEAHHEHHBIX HAIIHA

Haganua OpraHHsauuH O6beAHHeHHBIX HauM#t MOXHO KyNHTH B KHHXKHBIX Mara-
3HHAX H AreHTCTBaX BO BCex pafoHaX MHpa. HapoAHTe COPaBKH 06 H3AaHHAX B
BallleM KHH)XHOM MarasHHe HJH IMHILHTe No aapecy: OpraHH3aunHa O6beAHHEHHbIX
Hauuft, Cexuusa no npoaaxe HanaHui, Hero-¥opk unu ¥enena.

COMO CONSEGUIR PUBLICACIONES DE LAS NACIONES UNIDAS

Las publicaciones de las Naciones Unidas estdn en venta en librerfas y casas distri-
buidoras en todas partes del mundo. Consulte a su librero o dirijase a: Naciones
Unidas, Seccién de Ventas, Nueva York o Ginebra.

Printed in Switzerland 04000P United Nations publication
GE.90-52056 Sales No. E.90.11.D.6

August 1990-9,010
e ISBN 92-1-112291-0
UNCTAD/TDR/10 ISSN 0255-4607






