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Explanatory notes

Classification by country or commodity group

The classification of countries used in this Report generally follows that of the UNCTAD Handbook of
[nternational Trade and Development Statistics 1993.1 It has been adopted solely for the purposes of statistical
or analytical convenience and does not necessarily imply any judgement concerning the stage of development
of a particular country or area.

The term “country” refers, as approprate, also to territories or areas.

Generally speaking, sub-groupings within geographical regions and analytical groupings (e.g. Major petroleum
cxporters, Major exporters of manufactures and Least developed countries (LDCs)) are those used in the
UNCTAD Handbook of International Trade and Development Statistics 1993. References to “Latin America”
in the text or tables include the Caribbean countries unless otherwise indicated.

The terms “economies in transition” (or similar terminology) and “Central and Eastern Europe” refer to
Albania, Bulgara, the Czech Republic, ITungary, Poland, Romania, Slovakia and the former USSR (com-
prising the Baltic republics and the Commonwealth of Independent States (CIS)).

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 1993.

Other notes

References in the text to TDR arc to the Trade and Development Report (of a particular year). For example,
TDR 1993 refers to Trade and Development Report, 1993 (United Nations publication, Sales No. E.93.11.D.10).

The term dollar (3$) refers to United States dollars, unless otherwise stated.
The term “billion” signifies 1,000 million and ‘trillion” 1,000 billion.

The term “tons’ refers to metric tons.

Annual rates of growth and change refer to compound rates.

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

Use of a hyphen (-) between dates representing years, ¢.g, 1988-1990, signifies the full period ini-
volved, including the initial and final years.

An oblique stroke (/) between two years, e.g. 1990/91, signifies a fiscal or crop year.
Two dots (..) indicate that the data are not available, or are not separately reported.
A dash (-) 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.

1 United Nations publication, Sales No. E;F.94.11.D.24.




ACP African, Caribbean and Pacific

AMS Aggregate Measurement of Support
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OVERVIEW

by the
Secretary-General of UNCTAD

Global trends and the continuing deflationary gap

Slow]y, the world economy is picking up. After several very lean years, output is expected
to grow in 1994 by 2.5 per cent. This is much lower than is normal for a cyclical recovery, and
even below the sustainable long-term growth rate.

For the developing countries, the picture remains much the same as last year. Their com-
bined output is once again growing modestly (probably by 4 per cent in 1994), with the same
marked disparities among diflerent regions. Thus, economies in East and South-East Asia that
performed well in the past continue to advance rapidly, Africa’s stagnation persists, and the
resumption of growth in Latin America remains at a slack pace. As regards external funding, de-
veloping countries continue to be bifurcated, with one group enjoying relatively easy access to
international financing and another expcriencing stringency.

Growth performance in Africa remains highly unsatisfactory. With output continuing to lag
behind population growth, per capita incomes are heading downward, as they have done for a
decade and a half. In the past few years, the economies pursuing “strong adjustment policies” have
grown somewhat faster than others, but they have also received substantially more external
funding. Moreover, as was discussed in last year’'s TDR, Structural Adjustment Programmes have
failed to bring about the turnaround they promised; so far only one African country has managed
to graduate from them.

In several African countries, the main factor behind poor economic performance has been
political unrest or armed conflicts of various kinds; and some have been struck by drought or other
natural disasters. But over the years a problem common to these commodity-dependent economies
- and to other such economies in other continents, including other least developed countries - has
been the weakness of primary commodities, including oil. Falling export prices have depressed the
export earnings of African countries notwithstanding increased export volumes, making it neces-
sary to make huge cuts in imports.

Commodity prices began to recover in the autumn of 1993 and by the following April had
on average risen by one third above their level a year previously. However, for the most part, these
gains have proved short-lived, and prices of many commodities have in recent weeks been falling
back. CofTee is an exception, and one of considerable importance to Africa, but the current price
boom is not likely to last long.

African economies have not shared in the recent revival of capital flows to developing
countries, and remain under intense financial pressure. Net flows of medium- and long-term ex-
port credits to Africa declined sharply to a negative figure in 1992, and total net flows of export
credits were also negative in the first half of 1993. Very few countries have access to international
bond markets and to bank credits, and no significant increases in foreign direct investment (FDI)
have occurred, notwithstanding the liberalization of foreign investment laws.
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Meanwhile, payments and financing arrangements for imports (which reflect countries’
creditworthiness) are costly and carry unfavourable terms. In spite of concessional restructurings
at the Paris Club, the servicing of external debt remains extremely difficult. A welcome initiative
was taken at the Naples summit of the Group of Seven, aimed at deepening official bilateral debt
reduction for low-income countries (most of which are African). It is to be hoped that this new
political consensus will impart a strong impetus for early adoption by the Paris Club of the
Trinidad terms, accompanied by country-specific measures when needed. Eligibility for the new
terms should be widened to include, at a minimum, all severely indebted countries that borrow
from both IBRD and IDA. Moreover, in order to expedite the conclusion of “exit” rescheduling
agreements for countries carrying out adjustment programmes, debt stocks should be reduced as
soon as possible, and in one go.

Recent growth performance in Latin America and the Caribbean has varied considerably, with
some countries moving out of and others into recession, and with some registering acceleration and
others deceleration. As a whole, growth continues to be much better than during the debt crisis,
though weak when viewed in an historical perspective. The rise in output since the “lost decade”
has stemmed more from the increased capacity utilization made possible by higher imports than
from additional investment and improved productivity. With few exceptions, investment rates are
modest, in some cases even lower than during the debt crisis, and higher domestic spending has
tended to be driven by consumption. Private savings have declined in most countries, alongside
major improvements in budget balances.

Exports have in general risen over the past year. The main impetus has come from the re-
covery in the United States, which has raised demand for the region’s exports, and the increase in
the imports of the Latin American countries themselves. The latter has spilled over to produce a
substantial increase in intraregional trade. While the countries have been taking a larger share of
cach others” exports, imports from the region have not been more dynamic than imports from
elsewhere. Export diversification has progressed, largely through increased shipments of non-
traditional primary or semi-processed products; diversification into manufactures is still slow, es-
pecially in comparison to some Asian economies.

The most striking feature of Latin American performance has been the huge inflow of funds
from abroad, including repatriated capital. The $55 billion figure of capital inflows reported in
1993 is impressive, even though lower than the $62 billion for the previous year. The question is
how long large-scale capital inflows will be sustained. Three quarters of the funds flowing in, other
than FDI, have been fixed-interest securitized loans consisting of high-risk non-investment grade
bonds (commonly referred to in the United States as “junk bonds”) and high-cost commercial pa-
per. Moreover, much of the FDI inflow, which has been copious in some countries, has stemmed
from privatization, which is a one-off process; some of the purchases have been motivated by the
prospect of early capital gains. The negligible amounts of syndicated bank credits, the onerous
terms of international bond issues, ratings from the major credit-rating agencies and the evidence
from trade finance all suggest that Latin America’s creditworthiness has not yet been fully restored.

The flow 1s being driven in part by speculative behaviour in financial markets abroad. It is
not a coincidence that capital flows to Latin America shot up soon after the end of a period of
intense financial activity in the United States involving a surge of mergers and acquisitions fi-
nanced by issuing high-risk, high-yield instruments (including “junk bonds”). It would seem that
as debt deflation put an end to this speculative boom and the attendant .opportunities for quick
capital gains, hot money turned to “emerging markets” in Latin America and East Asia. Prospects
of improved returns in the industrial countries or other parts of the world, perhaps in the form of
a speculative bandwagon in financial or currency markets, might prompt a reversal of such capital
flows.

The flood of money has helped raise output and reduce inflation in the recipient countries.
None the less, it has posed serious problems, by putting upward pressure on the real exchange rate,
thus eroding the competitiveness and profits of manufacturing industry. This has occurred just as
economic policy as a whole was being reoriented in order, among other things, to emulate the ex-
port and investment performance of East Asia. Some countries, such as Chile, have taken steps
to discourage inflows motivated by short-term gains.! This approach appears to be useful, for there
are dangers in too much financial openness. Capital account convertibility must not be turned into

! The potentially destabiizing influence of these flows and the measures to discourage them were reviewed in last year’s
TDR and that of 1992.




an objective of policy in its own right; it is a policy tool, and one among many, to be used when
it serves development objectives, and avoided when it does not. Under the current global regime
for international capital movements developing countries retain considerable flexibility in their
policies (unlike developed countries, which are subject to commitments under agreements reached
in OECD and EEC/EU). Recent experience serves to emphasize the importance of maintaining
this flexibility.

There are, of course, also other, more fundamental issues in Latin America. Investment rates
need to be stepped up con51derably, but, poverty too, remains a serious problem. The dilemma is
that to raise the share of investment in income generally requ1res increasing the share of profits,
whereas alleviating poverty normally suggests a need to reduce income inequalities. Could the
East Asian experience provide a way out? There, the pattern of landownership has been less
skewed, and corporate profits have been mostly saved and re-invested, rather than used for
upper-class consumption.

In most of developing Asia, growth has continued to be strong. China continues to bound
ahead despite inflationary pressures and social dislocations, while a number of countries in South
Asia are beginning to join the growth pole of East and South-East Asia. The picture in West Asia
has been very different because of the depressed price of oil and, in some countries, political
impediments to normalizing external financial and trading relationships.

The dynamism of East and South-East Asia comes from a virtucus cirele of growing invest
ment and trade, rapid structural change and deepening industrialization. Imports have risen rap
idly, [rom both within and outside the region. So, too have exports. Their main impetus has been
the high rate of investment, but an important contributing factor has been the appreciation of the
ven. Besides making current output more competitive, this has induced further relocations of more
lubour-intensive mdustries from Japan to developing countries in the region. A similar process,
also mvolving mvestment flows, has been taking place in the Republic of Korea and Taiwan

province of China. As a result, both the providers and recipients of regional FDI have moved up
the industrial ladder. Thus, as noted in last year’'s TDR, the “flying geese” pattern has continued
and exports to Japan have expanded, notwithstanding the recession in that country. External
financing has been ample, and a handful of economies in the region account for the bulk of total
syndicated bank credits to developing countries. Most of the FDI into the region has involved new
investments rather than purchases of existing companies. In many countries, growth is being
limited by the strain on infrastructure, rather than by unwillingness to take risks and innovate or
by external [inancial pressure.

In Central and Eastern Europe as a whole, output continues to contract. The fact that the
rate of contraction slowed considerably from 16 per cent in 1992 to 10 per cent in 1993 provides
little comfort. A number of countries have bucked the general trend to register some upturn, and
it is as yet uncertain whether this trend will be sustained. The situation in the former Soviet

Republies 1s a4 parucular cause of concern, especially since few of these new States are able to make
up lor their shrinking sales to each other by expanding exports to the rest of the world. Central
Furopean countries managed to switeh their export markets at the beginning of the reform process,
but appear to have largely exhausted their possibilities of doing so. The terms of official insurance
cover remain restrictive for most countries in transition, and other costs of payments arrangements

for imports also remain high.

The key question is how to accomplish the massive enterprise restructuring needed to create
efficient units capable of responding to market signals. The machinery of government inherited
from the past is too otiose for such an intricate operation. On the other hand, an entreprencurial
class and the institutional infrastructure required to sustain capitalist activity are highly underde-
veloped, while a system to finance restructuring and investment is still present only in embryo.
The future of the transition to a market economy is thus unsure. It is hardly surprising to find
growing popular disaffection, both in countries where the Government 1s pursuing market-oriented
reforms in earnest and in those where it is not. Governments, in turn, are becoming more prag-
matic, and changing the reform agenda from simply dismantling the old system towards more
subtle management of the transition process.

Growth in the developed market economies decelerated in 1993, falling to 1.4 per cent from
the meagre 1.8 per cent of 1992. This reflected a contraction of output in the European Union
(especially France and Germany) and no growth in Japan. By contrast, in the United States and
other English-speaking countries, where the recession started earlier, the pace of recovery
quickened. Within Western Europe, those countries that cut their interest rates and let their




currencies depreciate after the crisis of 1992 of the European Monetary System have fared better
than Germany and countries choosing to maintain their parity with the Deutsche mark. Thanks
to-its (until recently) relaxed monetary policy, the recovery of the United States has been gathering
momentum, and 3.4 per cent growth is expected for 1994. By contrast, the Japanese economy, still
suffering from the bursting of the bubble in financial markets and in investment, is expected to
register growth of merely 0.5 per cent. A stronger rebound is likely in Western Europe, but, as in
Japan, the pace of expansion in 1994 will be very modest. Unemployment is therefore likely to
continue to mount in Japan and Western Europe. In the United States, it has been declining, but
whether this will continue depends critically on the pace of economic activity.

The short-term outlook is clouded by uncertainties relating to the policy stances of Govern-
ments and the behaviour of currency markets. In the United States, monetary policy has been
tightened somewhat with the aim of preventing overheating. That objective is not in question; but
the monetary brakes may be applied too hard and too soon if the inflationary danger is exagger-
ated. It will be unless it 1s borne in mind that the strong pace of investment in recent years has
enlarged the supply capabilities of the United States economy, and that there 1s considerable slack
in the world economy as a whole. In Japan, monetary policy has been extremely cautious for fear
of a recurrence of the speculative bubbles that inflicted so much harm in the past. Again, the
objective is valid; but the more potent danger today is continued deflation and currency appreci-
ation. In Western Europe, monetary policy continues to be too tight. Prospects of recovery hinge
on a revival in exports, which is premised in part on a strengthening of the dollar vis-a-vis the
Deutsche mark. However, the tendency has been in the opposite direction.

Pressure in currency markets has in recent months been in line with the need for trade-
balance adjustment, with the yen (and, to a lesser extent, the Deutsche mark and the currencies
closely connected with it) coming under strong upward pressure, and the dollar under downward
pressure. But the more the dollar weakens relative to the yen (and the Deutsche mark), the more
will world demand shift away from Japan (and Western Europe) towards the United States, in-
creasing the already wide disparities in growth. The exchange market pressures will help or hinder
recovery, depending on how monetary authorities choose to react. If the Federal Reserve Board
opts for monetary tightening to counteract the impact of dollar weakening on the domestic price
level, recovery in North America, as well as overall, will be slowed; moreover, trade conflicts be-
tween the United States and some of its trading partners might well intensify. Alternatively, if fears
of losing competitiveness induce the Deutsche Bundesbank and the Bank of Japan to ease up, the
global upturn will be strengthened.

However, adjustments in monetary policy alone will not be suflicient to tackle the main
cause of current slow growth in the developed market economies, namely persistent inadequacies
in the pace and pattern of demand creation. These stem from the radical change of approach to-
wards economic policy-making that took place in the 1980s, which was hostile to demand man-
agement, especially as a means of boosting economic activity. The new conscnsus on
macroeconomics espouses a number of doctrines contrary to those held earlicr: that inflation is
invariably a more serious threat than unemployment; that output growth depends primarily on
supply-side factors and relatively little on effective demand; that attempts to stabilize the level of
activity usually serve to destabilize it; that monetary policies affect prices not production; that
fiscal deficits crowd out private investment, and raise interest rates rather than the level of activity;
that a relatively high degree of unemployment is “natural”; and that rising unemployment is much
more a reflection of artificial rigidities in labour markets than of weak demand for final output.

Policy, too, has moved a long way towards monetarism and fiscal orthodoxy, though the
latter movement has in practice been slowed by political constraints, and was for a time derailed
in the United States by a belief that lower taxation would evoke a vigorous supply-side expansion.
Governments have been reducing their efforts to manage demand, but they have simultaneously
been increasing the need for it by deregulating the financial sector. They have consequently in-
creased the capacity of the private sector to push up (or pull down) the pace of credit creation, and
thus generate fluctuations in aggregate spending and in economic activity.




The change of policy regime has kept inflation down. But it has also had a number of un-
desirable consequences:

* A deflationary gap has normally been present, since upturns have tended to be quickly
smothered whereas downturns have been left to work themselves out;

*  The real economy has been disturbed by waves of private debt and credit-creation and con-
traction, in the course of which speculation has naturally thrived; and

*  There have been large imbalances in current account positions and consequent strains in for-
eign exchange markets and the trading system.

These phenomena not only have been responsible for problems that are apparently obviously cy-
clical in origin, but also have substantially contributed to problems that are apparently structural,
such as mounting unemployment and trade imbalances.

In the 1980s, domestic demand in the United States leaked abroad on a large scale and
international imbalances widened as many industrialized countries pursued tight monetary and
fiscal policies, while the United States adopted a combination of monetary restrictiveness and
“supply-side” fiscal relaxation. The Plaza agreement sought to tackle the problem by lowering the
value of the dollar through changes in monetary policies. However, Japanese firms adjusted in an
unexpected manner, by investing heavily in cost-reducing techniques in order to retain their market
share in the United States; financing investment was made especially cheap by the inflation of asset
prices. Meanwhile, the weakening of the dollar eased the pressure on United States firms to re-
cover their market shares by investing and restructuring.

Eventually, expansion in the developed market economies was brought to a halt by the
debt-inflation process.? The combination of this process with the imbalances built up earlier has
shaped the course of events in the 1990s. In the United States, firms have finally been pushed into
downsizing and restructuring their capital stock. For that reason, the recovery was initially much
weaker than in previous cycles, and output grew without (until recently) a corresponding increase
in jobs. But, on the other hand, productivity has increased at rates not seen since the 1960s. The
United States has thus been able to regain competitiveness because of the decline both of the dollar
and of production costs.

Japan has found adjustment to this situation extremely difficult. The fact that it is still in
recession, despite three packages to stimulate the economy, suggests that the mismatch between
capacity and demand is deep-rooted.

Western Europe responded to the depreciation of the dollar following the Plaza agreement
by increasing private investment, stimulated by the establishment of the single European market.
This, together with the increase in German government expenditure for unification, helped to
forestall recession. However, the path to monetary union set out in the Maastricht Treaty required
substantial reductions to be made in net government expenditures, just as the downturn was oc-
curring in other industrialized countries. The Bundesbank’s decision to slow German growth
through tighter monetary policy put additional deflationary pressure on EU members. Those
countries that have remained in the Exchange Rate Mechanism (ERM), and continued to impose
fiscal restriction to satisfy the Maastricht convergence criteria, now face the same problem as
Japan, i.e. inadequate home demand and heightened foreign competition.

As already noted, hopes for expansion in Western Europe hinge once again on exports. But
the United States and Japan, too, are counting on rapid export growth. They cannot all simul-
taneously increase their exports by reducing labour costs. They can do so only if global demand
is increased.

One telling symptom of global demand deficiency 1s the fact that surpluses are again being
valued not only as a means of financing long-term lending, but as a prop to economic activity.
Similarly, deficits are again deplored not only because they add to debt but, even more, because
they reduce jobs and profits. The idea that countrics should seek growth by improving their overall
competitiveness vis-a-vis others 1s fast becoming accepted as an axiom. Nevertheless, this
mercantilist idea is very largely mistaken. Competitiveness is a relative concept: while one country
can improve its international competitiveness (and thus, perhaps, its growth performance), it is not
possible for all countries to do so at the same time.

2 This process was reviewed extensively in previous TDRs (1991 and 1992).




What each and every country can do is improve productivity. Here, too, there is a simple
truth that warrants repetition. Improvements in productivity do not raise output unless they are
matched by an enlarged volume of monetary expenditures. Otherwise, technical advance will re-
duce the overall use of labour and raw materials, not only their use per unit of output; and this
will in turn put pressure on individual countries to increase their market share at the expense of
others. In short, global demand deficiency is a recipe for waste, unemployment, depressed com-
modity prices, and conflicts among nations.

The level of global demand is not an accident of fortune. While no individual country on its
own is large enough to regulate the level of demand, Governments acting collectively have it in
their power to do so, in order to ensure that it is compatible with worldwide growth and equilib-
rium. It is to this task that the international community should now turn:

Western Europe needs to bring down interest rates substantially for a prolonged period, and
to postpone its fiscal adjustment until recovery is well under way;

» Japan needs to-loosen its monctary policy and undertake fiscal expansion, while taking steps
to increase the share of consumption in national income;

The United States needs to be cautious in applying monetary brakes, so as not to stifle the
recovery of investment and employment and the improvement in productivity;

» The flow of capital resources to developing countries and countries in transition should be
increascd, in forms that are sustainable and predictable.

The Visible Hand and development experience in East Asia

The changed approach to cconomic policy in the 1980s has affected not only macroeco-
nomics but also development strategy. [ere, too, thinking has turned in favour of a minimal role
for the State. Unlike in the “development economics” of the 1950s and 1960s, the emphasis is now
on “government failure”; on the capacities of the private sector; on the benefits of openness; on the
gains from letting the price mechanism determine resource allocation; and on the costs of selec-
tively promoting industries.

However, the pendulum has swung too far. The experiences of some of the most successful
economies in the world - Japan, Republic of Korea and Taiwan province of China - have shown
that government intervention can be extremely eflective in advancing development.

The success of government policy in these economies reflected the fact that accelerating
capital accumulation, industnalization, technological transformation, and growth and diversifica-
tion of exports were the goals of economic policy not only in words but also in deeds. Unlike many
other countries where the State intervened extensively, the Governments were not populist, seeking
to advance the interests of other classes at the expense of Business. Stll less were they
ideologically hostile to private ownership or initiative. Nor, again, was their prime purpose to
grant special favours to certain private interests. Rather, they sought to support and advance the
growth of the private sector. Not, it must be emphasized, by depressing the living standards of
workers and farmers, but by accumulating new wealth. Governments found that to serve Business
to the full, they had also to act as its master. They did so by shaping and manipulating market
forces in order to ensure that individual firms acted not only in their own immediate self-interest,
but also in harmony with the long-term interests of Business as a whole.

Broadly speaking, Government intervention in Japan, Republic of Korea and Taiwan prov-
ince of China was designed to counteract a number of factors that typically limit the capacity and
willingness of individual firms in developing countries to undertake long-term investments and
modernize their methods of production and organization. It was directed at accelerating the pace
of both growth and structural transformation, by changing the composition of industry through
rapid capital accumulation, and by increasing the dynamism and efficiency of the industrialization
process as a whole. It sought to make profitable sectors and activities which would not have been
attractive to investors in a regime of laissez-faire, but which could be expected in due course to
be able to withstand international competition. And it sought to stimulate the “animal spirits” of




investors, strengthen their confidence, lengthen their time horizons, coordinate their expansion
plans, and enlarge their command over resources.

Policy was formulated in partnership with business. In Japan, for instance, the key
Ministries closely coordinated their policies with the private sector within the framework of an
overall indicative plan. Deliberative councils and industry associations played significant roles in
harmonizing the views of the public and private sectors and those of members of a particular in-
dustry. Cooperation between Government and business was facilitated by an oligopolistic struc-
ture whereby firms were organized into large, diversified business groupings (keirersu) with cross
shareholdings and subcontracting relationships with a large number of small and medium-sized
enterprises. The situation was similar in the Republic of Korea, where family-based business
conglomerates, the chaebols, were predominant, having been deliberately encouraged by the
Government to correct the dcarth of entrepreneurship. This, and the fact that the banks were
publicly owned, facilitated an industrial policy similar to Japan’s. In Taiwan province of China
public enterprises were more important because private firms, though numerous, were too small
to establish the key industries which required large-scale investments and business organization.

“State-created rents” were the centrepiece of government intervention. As pointed out long
ago by Schumpeter, entreprencurial innovation requires the lure of high profits. But the market
mechanism is often unable alone to provide sufficient rewards for pioneering by firms in a devel-
oping country, since these face experienced foreign competitors. In such circumstances, if private
business is to increase production capacity and productivity, compete aggressively for increased
market share, and establish new industries, i1t needs additional incentives and subsidies.

The most important subsidies came from repressing interest rates, and from divorcing do-
mestic prices from international ones. As has been demonstrated in the World Bank'’s recent study,
The East Asian Miracle, Japan, the Republic of Korea and Taiwan province of China had greater
levels of price “distortion” than, for example, Brazil, India, Mexico, Pakistan, and Venezuela. The
most lucrative rents of the State, namely profits from import licences, were linked to strong export
performance. As a general rule, subsidies carried conditions designed to improve overall economic
growth.

Rapid industrialization reflected the swift pace of capital accumulation, without which these
countries would have been unable to attain the productivity growth that they did. Their invest-
ment ratios were among the highest in the world. The initial boost came from abroad; but con-
sumption was made to lag behind income growth to yield rising rates of domestic savings.

The extraordinary savings performance of these countrics has not reccived a satisfactory ex-
planation. Rapid income growth was certainly a factor, but this does not translate automatically
into high savings rates. Since it was in corporate rather than household savings that the East
Asian economues greatly outperformed Latin America, it would scem that part of the explanation
lies in the way the policy regime affected corporate profits. By lifting profitability through rent
generation and other means, government intervention served simultaneously to enhance the in-
centive of firms to invest and their capacity to finance new investment; investment was channelled
into activities that maximized overall growth; this in turn increased profits, by allowing capacity
to be more fully utilized and by quickening the pace of productivity improvement, which increased
the overall rate of investment. A “virtuous circle” was thus set in motion, with strong propensities
to save, invest and innovate feeding and being fed by profits growth. The importance of the
investment-profits nexus in these economies 1s indicated by the high share of profits in value added.

Nevertheless, the income distribution was relatively egalitarian, largely because reforms in
the system of land tenure had removed big landowners. The more even distribution of income
appears also to have helped the development process by limiting demand for imported consumer
goods and increasing the market for the products of traditional artisans and modern small- and
medium-sized industries. This made it easier for Governments to sequence domestic machinery
production before costly consumer durables such as motor cars, as well as avoid the extreme
technological dualism typical in Latin America.

Growth went hand-in-hand with long-term transformations in the balance of payments,
which lifted the foreign exchange constraint. Investment growth laid the foundations for future
export growth by expanding and modernizing production facilities, while current export growth
made it possible to step up investment. Industrial policy kept up the momentum by encouraging
private sector investment and innovation, and directing it to those sectors where international
trade was likely to expand most or the potental for productivity gains was greatest. This required




giving priority to heavy and chemical industries, rather than allocating resources according to
static comparative advantage.

The three economies displayed differences in the degree of trade dependence, reflecting dif-
ferences in their size. Japan’s internal market was large enough to allow the achievement of both
economies of scale and (oligopolistic) competition in heavy and chemical industries without de-
pendence on export markets; while these industries were being built up, the labour-intensive in-
dustries provided the main source of foreign exchange. In the Republic of Korea and Taiwan
province of China, the rapid expansion of labour-intensive exports in the 1960s created a market
for imported intermediates and capital goods, while industrial policy encouraged secondary import
substitution, including heavy and chemical industries. These industries had to be pushed into ex-
porting more quickly than in Japan because the domestic market was too small to permit scale
economies without monopolistic conditions.

In all three economies, Governments engaged in a variety of selective interventions:

* In their trade policy, all supported industrial deepening and the development of national firms,
with selective incentives to promote exports (including tariff rebates, tax exemptions on export
earnings, short-term export credits), and selective protection, using foreign exchange controls
and import quotas and tariffs. They liberalized specific industries step-by-step only as they
became internationally competitive,

They restricted foreign direct invesiment to carefully selected sectors. FDI never exceeded 4
per cent and 2 per cent of gross fixed capital formation in the Republic of Korea and Taiwan
province of China, respectively;

*  The Republic of Korea, like Japan, put great effort into research and development to adapt and
improve imported technology. Its spending on R&D reached 2.3 per cent of GDP, the highest
among the developing countries. The Government provided significant fiscal subsidies and
tax incentives;

*  All three economies provided fiscal support of various kinds to facilitate equipment investment
and capital accumulation. Measures to reduce the effective tax rate on corporate earnings and
to allow new firms to retain higher percentages of profits, as well as tax exemptions,
investment tax credits and industry-specific depreciation allowances, encouraged enterprises
to retain and reinvest carnings. They also stabilized corporate earnings in the face of cyclical
{luctuations and reduced investment risks;

Financial incentives were also given selectively to promote the development of particular
industries, and varied over time as industries evolved. Interest rates were kept generally low
and stable in order to reduce the cost of investment and encourage long-term lending for
investment in plant and equipment. Especially low rates were given to particular sectors early
in their development, for example through preferential “policy loans” and “policy-based”
lending. Designated industries received priority in allocating of bank credit, state investment
funds and foreign exchange;

Competition policy was oriented towards both productivity and capital accumulation. Some
circumstances required restricting competition, and others required promoting it. In order to
implement industrial policy, Governments granted excmptions to firms, particularly in export
sectors, from laws governing monopolistic practices. They also sought to control capacity
expansion and to coordinate market-sharing arrangements in order to achieve efficient-scale
plants and manage excess competition. Mergers and cartels were encouraged to attain
optimum production scale, particularly in export sectors. Early entrants won monopolistic
positions, but firms were encouraged to compete for the prize; and as the industry matured,
other firms were allowed in, so as to generate the required degree of competition. Technology
screening was also used to sharpen competition, as well as to upgrade technology.

Industrial deepening progressed rapidly and far. The evolution of the structure of industry
did not merely conform to changes in comparative advantage brought about by the exhaustion of
the supply of surplus labour. It also owed a great deal to the visible hand of government. As
economies of scale were achieved, capacity utilization rates increased, and technological capabili-
ties developed, the new industries became competitive on world markets. But typically, before that
happened they received substantial government assistance. For instance, the Taiwanese Govern-
ment led the market, and sought to attract resources into particular sectors, establishing public
enterprises where necessary. In the Republic of Korea, without government support, no private
agent would have been willing to bear the risks of investing in the heavy and chemical industries.




In short, the “ecconomic miracle” in these economies was not entirely a “miracle of the mar-
ket”. There can be no doubt that the profit motive was the force driving business, and that capi-
talist enterprises were primarily responsible for carrying out economic development. Yet, it is very
unlikely whether without the guiding hand of government, the “animal spirits” of the
entrepreneurial class would have reached such a high intensity, or flowed spontaneously into de-
velopmental activities in a sequence capable of ensuring a continuous dynamic momentum. The
economic policy regimes in Japan, Republic of Korea and Taiwan province of China should not
be seen as deviations from laissez-faire capitalism. They correspond to another paradigm alto-
gether, consisting of a forced-pace advance of industrial capitalism under the auspices of a State
that was simultaneously the servant and master of business enterprise.

The fact that the Japanese model of industrialization was successfully adopted (and adapted)
by two other economies in the region suggests that it can be applied in other places too. That is
not to say it can be transplanted everywhere, any time. Each country confronts at any moment a
unique situation which depends on a host of factors, including its own size, level of development,
and past history, as well as the state of the world economy, something that is in constant flux.

Besides, it is also true that a number of countries (including some in East Asia that opened
their doors wide to foreign direct investment) have been able to develop successfully with policies
bearing little or no resemblance to Japan’s. Moreover, various countries (for instance in Africa
and Latin America) have failed precisely becausc they treated government intervention as a
panacea.

These differing experiences suggest that our state of knowledge is as yet insuflicient to pro-
vide a sure recipe for development in all circumstances. Scepticism rather than faith may therefore
be in order. There may not be one right development strategy but several, depending on time and
place.

But, of course, one cannot stop there: the challenge of development is too vast, especially in
African and other least developed countries, for the economist to rest content with interpretations
of things past. Rethinking development policy must also include finding workable solutions to the
problems of the present and future. This is a task of great importance and urgency. It has been
started, but it is not yet finished.

The Uruguay Round: An initial assessment

The main achievement of the Uruguay Round has been to effectively address those arcas
where the absence of international consensus and workable rules and procedures had given rise to
ever-increasing trade tensions and disputes. Failure to reach agreement would have greatly
exacerbated these tensions, leading to a “trade war” which would have seriously jeopardized the
stability of the multilateral trading system and placed beyond reach solutions to other international
economic issues.

The Agreements reached on safeguards, subsidies and countervailing measures, anti-
dumping, agriculture, and textiles and clothing reassert, interpret and expand GATT rules in con-
siderable detail, addressing issues which had given rise to misunderstandings and disputes in the
past. Existing multilateral disciplines are now set out in terms of specific economic criteria rather
than of rules and principles defined in normative terms. The increased predictability in the appli-
cation of the trade measures governed by these Agreements should, in itself, significantly improve
conditions for export-oriented investment.

Agreement on an effective and efficient multilateral safeguard system was of paramount im-
portance in improving security of access to markets and reestablishing the credibility of multilateral
disciplines. The Agreecment on Safeguards has clarified and reinforced the disciplines for the ap-
plication of safeguard measures, in particular by reaffirming the MFN clause and explicitly pro-
hibits voluntary export restraints and similar measures. The Agreement on Textiles and Clothing
provides a framework for the phasing out of the Multi-Fibre Arrangement (MFA), thus reversing
the trend of the past three decades toward the continuous extension and expansion of the
discriminatory and restrictive regime directed against developing countries” major industrial export.




At the end of a 10-year transition period, the same rules will apply to trade in textiles and clothing
as to trade in other goods. This represents a serious setback for protectionist interests not only in
the developed importing countries, but also for those in exporting countries that benefited from
the economic rents.

A key feature of the Agreement on Subsidies and Countervailing Measures is the agreement
reached on the definition of a “subsidy”, reflecting an international consensus on the appropriate
role for Governments in supporting production and trade. The Agreement identifies which subsi-
dies are to be prohibited (those contingent upon export performance or upon the use of domestic
over imported goods), permitted (i.e. “non-actionable” - in not being exposed to the possibility of
remedial action), or applied only if they do not adversely affect the trade interests of other coun-
tries.

The Agreement on Agriculture constitutes an important first step towards stability and pre-
dictability in trade in agricultural products by establishing a binding “standstill and rollback” of
protcctionist measures in this sector, as a basis for further negotiations aimed at more meaningful
liberalization and reform. Through “tariffication”, all non-tariff measures affecting imports of ag-
ricultural products will be converted into bound customs duties, to be reduced by a fixed percent-
age. In many scctors, the tariffication process may not, in itself, provide any significant
improvement in market access conditions; however, the minimum access commitment obliges
countries to open a tariff quota equivalent to 3 per cent of domestic consumption, to be increased
to S per cent over six years. The new disciplines on agriculture also contain commitments to bind
and subscquently reduce overall support to the agricultural sector; Governments are thus free to
choosc from a varicty of options in achieving these results. The Agreement contains commitments
for the reduction of export subsidics in terms of value (budget outlays) and volume.

The Agreement on Implementation of Article VI of GATT 1994, which represents the out-
come of the third attempt to clarify the GATT rules on anti-dumping measures, provides more
detailed rules on the procedures for initiating investigations, calculating dumping margins, deter-
mining the existence of injury and reviewing findings and undertakings. Negotiations in this area
were characterized by the process of alignment with the practices of either the European Union
or the United States, drawing on the experience acquired in the application of the Tokyo Round
Code. The consequence was often alignment at a higher degree of discipline, although there are
some significant exceptions.

A major outcome of the Uruguay Round is an MI'N tariff reduction in developed countrics
on industrial products by an average of 38 per cent on a trade-weighted basis, bringing tariffs down
to 3.9 per cent on average. This significant reduction of tariff levels derived essentially from the
“Quad” packagc negotiated among Canada, the European Union, Japan and the United States.
Duty-free access for developing countries to these markets will significantly increase. The tariff
reductions could serve to increase profits and stimulate export-oriented investment from retained
earnings.

While developing countries stand to benefit from liberalization in all sectors, a significant
proportion of their exports incur duties exceeding 10 per cent, in particular for products in scctors
of export interest to them, such as non-tropical agricultural products, textiles and clothing, and
leather and footwear; these are also the sectors with peak tariffs and tariff escalation. The mo-
mentum gencerated by the Uruguay Round should, however, be preserved since further tariff ne-
gotiations are already foreseen for the agricultural sector in 1999, while negotiations on services
arc to take place in 2000. Pending such multilateral action, improvement of their GSP schemes
by preference-giving countries would be one way of mitigating this imbalance of results.

Most developing countries made substantial tariff’ concessions, consolidating the results of
their liberalization programmes undertaken unilaterally, and bound their tariffs to an impressive
extent. [For several-<developing countries the average MIFN tariff reduction on industrial products
was comparable to, or greater than, that of OECD countries.

One of the objectives of the Uruguay Round was to correct the situation emerging from the
Tokyo Round in 1979, where the nine Codes on non-tariff measures and certain product sectors




had not been subscribed to by many GATT contracting parties, including most of the developing
countries. A major result of the Uruguay Round has been the conversion of modified versions of
these codes into Multilateral Trade Agrcements which are binding on all WTO members. There
has consequently been a dramatic increase in the levels of multilateral discipline for developing
countries, particularly when the increases in bindings resulting from the tariff negotiations are
taken into account.

The remaining four agreements retain their “plurilateral” character and are contained in a
separate Annex to the WTO Agreement. Of these, the Government Procurement Code was rene-
gotiated in parallel to the Uruguay Round (but with a smaller number of signatorics) and the re-
negotiation of the Agreement on Civil Aircraft 1s under way. The WTO Agreement leaves open
the possibility of incorporating additional plurilateral agreements on the basis of consensus (one
of which could well be the multilateral steel agreement that is at present under negotiation). These
consensus provisions may well be required to prevent the concept of the so-called “conditional
MFN” from penetrating WTO.

However, the liberalization and increased disciplines achicved are subject to certain quali-
fications and provisions which could lend themselves to abuse. The Agreement on Safeguards, for
example, provides for the possibility of negotiating quotas with supplying countries, as well as for
countries’ deviation from strict MFN treatment where there has been a “disproportionate increase”
of imports from certain supplying countries (the so-called “quota modulation” provisions). The
Agreement on Textiles and Clothing provides that, during the transitional period, new restrictions
can be negotiated or imposed under a “transitional safeguard mechanism”, on a discriminatory
basis, when importing countries determine that imports of textile and clothing are causing “serious
damage” to their domestic industries. A vague link to other commitments could be viewed by
certain importing countries as an excuse to introduce an element of negotiation into the liberali-
zation programine.

The liberalizing impact of the Agreement on Agriculture 1s mitigated by a special safeguard
clause which permits members to impose an “additional duty” on imports of those items subject
to tariffication, if the volume of imports of a given product exceeds a “trigger level” in relation to
domestic consumption or when import prices fall below a”trigger price”. Within the tariff quotas
provided, quotas have been allocated to specific suppliers to preserve their “current access oppor-
tunities”. The preeminence of the Agreement on Agriculture is confirmed by the “peace clause”,
which ensures that actions taken in “full conformity” with the provisions of the Agreement cannot
be challenged under the related provisions in the Agreement on Subsidies and Countervailing
Measures, nor even under certain aspects of the Dispute Settlement Understanding.

On anti-dumping measures, the codification and alignment of current practices of the major
trading countries has, in certain cases, resulted in lower levels of discipline and the legitimization
of practices unfavourable to developing countries. Anti-dumping actions will be subject to a less
stringent standard of review in dispute settlement procedures than that applied in other Agree-
ments, obliging panels to accord relatively greater deference to the decisions of the administering
authoritics and to the provisions of the implementing legislation. In view of the relatively greater
stringency introduced in the other Agreements, recourse to anti-dumping action may become ecven
more the preferred “trade remedy” for protectionist interests.

Extension of multilateral disciplines

Initiatives to establish multilateral rules for the protection of property rights have a relatively
long history. In the present “globalized” world cconomy, these initiatives have been broadened
to address the whole spectrum of impediments which restrict the global operations of enterprises
and concern not only traditional objcctives, such as the “right of establishment” and “national
treatment”, but also access to telecommunications networks, the movement of executives and
specialists, and the avoidance of conditions on investment that inhibit the execution of a global
production strategy. Intellectual property has become a key clement in comparative advantage;
differences in levels of protection of intellectual property rights were leading to increased trade
tensions, and the universal protection of such rights has become a major priority. The Uruguay
Round embraced the negotiation of new multilateral disciplines in the areas of intellectual property
and trade in services, linking them to the GATT rights and obligations through the institutional
“umbrella” of WTO and its dispute settlement mechanism.




The General Agreement on Trade in Services (GATS) establishes an entirely new contractual
framework to govern trade in services, based on its definition of such “trade” and the general ob-
ligation to provide unconditional MFN treatment for all measures affecting such “trade” in ser-
vices. Each country’s commitments with respect to national treatment and market access are
confined to those relating to the sectors, subsectors and modes of supply specifically included in
its individual Schedule of Commitments. The Agreement provides a framework within which de-
veloping countries will be able to obtain reciprocity for any further liberalization they undertake
with respect to trade in services.

The most impressive feature of GATS is not so much the degree of liberalization that it has
achieved, but rather the extension of the scope of multilateral trade rights and obligations to cover
measures affecting such diverse aspects as foreign direct investment, professional qualifications,
and the movement of persons and electronic data across national frontiers, thus making them le-
gitimate subject-matter for inclusion in the negotiation of future trade commitments under GATS,
as well as in other trade agreements. Despite strong lobbying efforts by protectionist interests, its
scope covers all service sectors (only air traflic rights being excluded). There is, however, a con-
siderable imbalance as to the extent to which different sectors or “modes of supply” have been
made subject to specific commitments in the Schedules.

The Agreement on Trade-Related Investment Measures (TRIMs) does no more than pro-
hibit such measures that contravene the GATT obligations and rules on national treatment and
quantitative restrictions; it does not deal with the rights of investors per se. Those rights are
addressed in GATS (rather than in the TRIMs Agreement), where it is clearly stipulated that
neither “establishment” nor “national treatment” are “rights”, but can be the subject of qualified
concessions exchanged on a reciprocal basis (including concessions in other modes of supply such
as the temporary movement of persons) with respect to specific sectors or subsectors. However,
GATS implicitly recognizes the right of home countries to defend the interests of foreign afliliates
of their enterprises through the dispute settlement provisions. Extension of the GATS approach
of sector-by-sector negotiations on commercial presence, in exchange for benefits with respect to
other modes of supply or other service or goods sectors, might provide a technique for bringing
investment into the WTO orbit in a future round of negotiations.

Through the Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPs),
the essential provisions of the international conventions governing intellectual property protection
have been made universally applicable on an MIFIN basis, given a binding character and incorpo-
rated as inherent rights enshrined in the multilateral trading system. The Agreement establishes
disciplines for copyright, trade marks, geographical indications, industrial designs, patents, layout
designs of integrated circuits, and protection of undisclosed information, in certain instances going
beyond the provisions of the WIPO conventions. It provides new rules with respect to issues
which had not been resolved in WIPO forums, the most important of which was acceptance that
all products or processes in all fields of technology will be patentable. Other key aspects in this
regard relate to copyright protection for computer software, protection for data banks and
phonogram producers, the term of patent protection, the protection of undisclosed information,
and civil litigation procedures. With the exception of certain commitments to encourage technol-
ogy transfer to the least developed countries, there are no special provisions to facilitate the
transfer of technology to developing countries.

Developing countries are likely to incur costs in applying this regime: these will relate not
only to higher royalty payments to foreigners, and the increase in prices of products manufactured
under licence or imported, but also to the administrative burden of 1mplementmg the Agreement.
At the same time, however, there could be a greater incentive for enterprises to invest in developing
countries and to license patented inventions to entrepreneurs in those countries.

Differential and more favourable treatment

The dramatic increase in the level of discipline accepted by developing countries through
their acceptance of all the multilateral trade agreements resulting from the Uruguay Round and
the binding of their tariff schedules has significantly reduced the flexibility of Governments in the
use of trade and domestic policy instruments. Consequently, many WTO members will not be able
to emulate the development strategies pursued successfully by many countries in the past and will
need to adapt to the constraints and opportunities of the new system.




The provisions in various Agreements for differential and more favourable treatment go
some way to remedy this situation. Many take the form of “best-endeavour” clauses, time-bound
exceptions from obligations and longer periods for implementing obligations, flexibility in proce-
dures and access to technical assistance and advice. In certain Agreements, differential and more
favourable treatment has been given a more precise, contractual character, particularly in the form
of numerical thresholds for undertaking certain commitments or of exemption from others. The
promotion of development is an inherent objective of GATS as well as a general obligation, and
it is not stated in terms of “special” treatment. In several Agreements account has also been taken
of special problems faced by the countries in transition to market-based economies by introducing
more {lexibility in their respective obligations.

Development strategies in future will nevertheless have to be adapted to the post-Uruguay
Round trading system. The success of such strategies will depend upon the effectiveness of WTO
in ensuring secure access to markets and in preserving the momentum to further multilateral trade
liberalization.

The least developed countries

The Punta del Este Ministerial Declaration recognized the need for “positive measures to
facilitate the expansion of trading opportunities” for the least developed countries (LDCs). The
Marrakesh Ministerial Decision on this subject exhorts members to implement expeditiously the
provisions contained in the various Agreements in favour of those countries. In those Agrecments
which provide for differential and more favourable treatment for developing countries in general,
more generous treatment is extended to LDCs, usually in the form of longer periods for compliance
with and implementation of obligations. A Ministerial Decision was adopted as a political message
to mobilize the support of Governments, through technical and financial assistance for food aid,
as well as that of the multilateral financial institutions, to take action to mitigate the impact on the
LDCs and net food-importing countries of the higher food prices that were expected to result from
the new multilateral disciplines on agricultural export subsidies.

None the less, the poorer developing countries, including the LDCs and other developing
countries in Africa, have emerged confronted by special difficulties on account of the erosion of
the preferential margins they enjoved (particularly under the Lomé Convention), the expected in-
crease in the cost of imported technology and in the price of imported foodstuffs, and the much
higher level of both legal and procedural obligations that they have assumed. The African coun-
tries, in particular, are not in a position to cope with additional challenges of this nature. There
exists, therefore, a pressing need to devise measures to translate the recognition of the special
problems of these countries in this respect into concrete action, as well as to assist them in taking
maximum advantage of their new opportunities. ’

Th .~ g : - ~F rvyitlbila
The revival of mullifa

The Understanding on Rules and Procedures Governing the Settlement of Disputes sub-
stantially strengthens the dispute settlement mechanism and hence also the multilateral trading
system. It ensures a complainant the right to the establishment of a panel, which must proceed
through pre-determined successive stages in accordance with a clearly specified timetable. No
member will be able to delay, postpone or block a decision. Panel reports are to be approved by
the Dispute Settlement Body unless there is a consensus to reject them. Members are committed
not to make a determination to the effect that a violation of obligations or other nullification or
impairment of benefits has occurred except through recourse to this multilateral mechanism. The
final recourse in a dispute remains that of the “suspension of concessions” (i.e. retaliation), which
must be authorized and, in certain yet undefined instances, can be “cross-sectoral” (i.e. as between
rights and obligations relating to trade in goods, trade in services and intellectual property rights).
How this will affect developing countries (which initially opposed “cross-sectoral” retaliation) re-
mains to be seen.

Another pre-Uruguay Round concern was that the multilateral trading system would de-
generate into competing and mutually antagonistic “regional blocs” and a return to the policies of




“spheres of influence” of the major powers, particularly if the Round failed. However, the outcome
of the Round has served to dilute many of the discriminatory aspects of regional agreements, by
reducing tariff preferences for regional partners through multilateral tariff reductions, and by es-
tablishing disciplines of equal or greater stringency than those in the regional agreements, thus
“multilateralizing” large elements of such agreements. While the preeminence of the multilateral
system has thus been reestablished, the momentum must be continued to ensure that regional
trading arrangements remain a secondary and constructive option.

The Uruguay Round has also resulted in the extension of multilateral trade disciplines to
cover a much larger number of countries, due to the recent accession to GATT of many developing
countries. All WTO members will be subject to roughly the same level of multilateral obligation;
any exceptions, including differential and more favourable treatment, are defined in precise terms.
China, which participated in the Uruguay Round while negotiating its resumption of contracting
party status, is still carrying out negotiations with a view to becoming an original member of
WTO. If China, given the dynamism of its economy and its rapidly increasing importance in
international trade, were to remain beyond the reach of multilateral rules and disciplines, the ef-
fectiveness of WTO in achieving its objectives would be diminished. The Uruguay Round fur-
thermore attempted to adapt to the new situation arising from the dissolution of the USSR and
the transition to a market-oriented economy by the newly independent States; in the later stages
of the negotiations additions were made to several Agreements which took into account the spe-
cific problems faced by these countries in the transition process. Most of the countries concerned
which are not contracting parties have initiated procedures for accession to GATT.

The WTO and future negotiations

Specific provision is made in some agreements for further negotiations, while in others com-
prehensive reviews of the operation of the Agreements are envisaged, usually within five years.
Assuming that the WTO Agreement enters into force in 1995, multilateral negotiations will thus
begin on a wide range of issues around 1999-2000, without any specific decision to this effect being
required.

Meanwhile, countries face the challenging task of implementing the Agreements. These
provide a mechanism for countries to effectively defend and pursue their interests if they have the
requisite resources. The detailed elaboration and tightening of multilateral disciplines, the intro-
duction of new concepts and detailed criteria for their application and the improvement of the
dispute settlement mechanism provide new scope for action against trade-restrictive measures;
countries, particularly the major trading nations, may accordingly be encouraged to initiate liti-
gation to assert and clarify their rights and obligations.

Many developing countries, as well as the countries in transition, will be faced with serious
challenges with respect to institutional capacity, human resource development and information
management. Effective utilization of the Agreements requires coordinated governmental machin-
ery on trade matters, in order to monitor compliance with the new rules by their trading partners,
as well as to bring national legislation into conformity with the new rules and establish the insti-
tutional mechanisms for the purpose. Technical assistance programmes designed to assist these
countries to respond to these challenges will undoubtedly be necessary.

The WTO Agreement (which some have described as a “mini-charter”) is strictly institutional
and procedural in character, and has no substantive rules or principles other than those which are
included in the annexed Agreements. [ts primary function is to link all the Multilateral Trade
Agreements together, subject them to a common dispute settlement mechanism, and provide the
framework for the implementation of the results of negotiations, on either a multilateral or a
plurilateral basis. It commits its members to ensure conformity of their laws, regulations and ad-
ministrative procedures with the obligations in the Agreements and also abolishes the “grandfather
rights” (with one exception) which enabled countries to maintain mandatory legislation otherwise
inconsistent with their GATT obligations. At the initial stage of its activities, the main objectives
of WTO would consist of ensuring full and faithful implementation of the Uruguay Round
Agreements.

As the negotiations concluded, the question of the future work programme was linked to the
acceptance of the final package: acceptance by some countries was made conditional upon dect-




sions to include certain new issues in the work programme of the WTO Preparatory Committee.
In this connection certain developed countries laid particular stress on (a) links between trade
rights and environmental measures, (b) multilateral rules on competition policy and {c) links be-
tween trade and labour rights. A series of additional proposals were submitted in Marrakesh which
included the relationship between immigration policies and international trade; trade and invest-
ment; regionalism; the interaction of trade policies and policies relating to financial and monetary
matters, including debt, and commodity markets, international trade and company law;, compen-
sation for the erosion of preferences; the link between trade, development, political stability and
the alleviation of poverty; and unilateral or extraterritorial trade measures.

The Uruguay Round resulted in an extension of the scope of multilateral trade disciplines to
cover those aspects of technology, investment, immigration policy and communications where
Governments were willing to accept contractual obligations linked to their market access conces-
sions. It did not attempt to address these issues in a comprehensive fashion. The extent to which
the scope of WTO will be enlarged to encompass additional “trade-related” areas will be deter-
mined by the willingness (or reluctance) of countries to submit their policy measures in additional
fields to contractual obligations that could expose them to the threat of possible trade sanctions.

The tendency to emphasize, or even exaggerate, the importance of the institutional result of
the Uruguay Round, as opposed to the substantive results embodied in the constituent Agree-
ments, may have had the unfortunate effect of setting up WTO as a target against which
protectionist forces can rally. Political interest groups, driven by essentially parochial sectoral
protectionist interests, are uniting to oppose ratification of the WTO Agreement on the basis of
supposed threats to “national sovereignty”. Similarly, the conversion of GATT into WTO appears
to be used by others to claim that the institutional outcome of the Uruguay Round is a reason for
downgrading the involvement of the United Nations proper in trade and development issues.

The relationship of WTO with the United Nations system and other international organiza-
tions remains to be defined. At its forthcoming forty-ninth session the General Assembly will be
considering the strengthening of international organizations in the area of multilateral trade and
in this context will have an opportunity to make proposals for ensuring the effective cooperation
and complementary roles of these organizations.

The subjects referred to above for possible inclusion in the WTO work programme include
wider cconomic, social and political issues that may both influence, and be influenced by, trade
flows. But should the main thrust of further multilateral trade negotiations be to seek to establish
disciplines in all areas where differing national standards and practices can affect competitiveness
in international trade, thus extending the scope of trade disciplines even further into the areas of
domestic policy measures and private sector practices? Would this not give rise to concern that
there would be a significant strengthening of the arsenal of protectionist “trade remedies”? There
1s also the issuc of how to address the problems - social, economic and other - that arise from
changes in the size and direction of trade flows, and to devise mechanisms to assist those countries
which may be disadvantaged, at least temporarily, by the inevitable adjustment process, as well as
to provide a “safety net” for those which will simply be unable to compete eflectively in the fore-
seeable future. The extent to which these various issucs can be dealt with through the extension
of multilateral trade disciplines depends on the factors mentioned above. Many “trade-related”
1ssues could also be considered as problems of “governance” in the United Nations context.

Carlos Fortin
Officer-in-Charge of UNCTAD
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The World Economy. Performance and Prospects

Chapter |

THE WORLD ECONOMY: PERFORMANCE AND
PROSPECTS

The world economy continued to perform
poorly in 1993, making 1t the fourth consec-
utive year of relatively slow growth. The
maintenance of high interest rates in a number
of Western Europcan countries and continuing
debt deflation and currency appreciation in
Japan have largely offset the moderate eco-
nomic recovery in North America. By contrast,
growth in most developing rcgions continued

There continues to be a distinct diver-
gence of trends among three major groups of
countries, though there is much vanation
within each of the groups:

¢  slow or no growth in OECD countries;

» contracting output in transition ccono-
mics;

» rapid and sustained growth in devcloping
countries.

World output rose by 1.7 per cent in
1993, against 1.3 per cent in the previous year.
World trade continued to grow more rapidly
than world production, but the 2.5 per cent in-
crease in volume in 1993 stands in sharp con-

A. Recent per_forma n_ce

to accelerate in 1993 and is expected to main-
tain its pace in 1994. For the economies in
transition, there were definite signs of a turn-
around in a few cases but most continued to
be plagued by high inflation and declining out-
put. Prospects for a strong global performance
depend critically on whether and how far the
developed world takes measures to remedy the
persistent weakness of demand.

trast to the 5.4 per cent achieved in 1992 (sec
table 1).!' It is no coincidence that the regions
where trade expanded more than the world av-
crage (North America, Latin America and
Asia) were also those with rapid output growth.

1. Developed market-economy coun-
tries

The rise in output in developed market-
economy countries in 1993 was 1.4 per cent,
somewhat below the 1.8 per cent of 1992. As
explained in detail in Part Two of this report

I Trade in 1993 may be significantly understated because of incomplete coverage resulting from the abolition of customs
controls on trade among members of the European Union and the consequent institution of the new system for col-
lecting trade data (Intrastat). Exports of EU countries in 1992 amounted to some 40 per cent of the world total and
rade among EU countries alone accounted for 24 per cent. For further details, see GATT press release 1625 of 30

March 1994.
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WORLD OUTPUT, 1980-1994

(Percentage change)

1980-1990
Country groups

World 29
Developed market-economy
countries 2.8
of which:
United States 27
Japan 41
European Union 2.4
of which:
Germany € 23
France 23
Italy 2.2
United Kingdom 2.7
Central and Eastern Europe 21
Developing countries 3.0
of which:
America 1.3
Africa 1.9
Asia 4.6
Least developed countries 2.3
China 8.8
Memo item:
World exports (volume) 3.7

1994 b

{Annual average)

1991 1992 1993 @
0.3 1.3 1.7 25
0.3 1.8 1.4 24
-11 2.6 3.0 3.4
40 1.3 0.1 05
0.7 1.1 -0.4 1.6
18 25 -1.3 10
0.7 14 -0.9 1.2
1.3 0.9 -07 1.2
-2.3 -0.5 1.9 2.5
-11.8 -15.5 99 -6.8
38 3.3 3.8 3.8
3.5 2.7 2.9 25
1.6 0.8 1.2 1.8
4.7 48 5.0 52
05 0.4 21 2.8
7.1 114 13.4 10.0
20 5.4 2.5 5.0

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

a Estimate.
b Forecast.
¢ Including the eastern Ldnder after 1990.

(chapter I1), with the major exception of the
United States, most of these countries contin-
ued to encounter serious economic difliculties
in 1993, with high and rising unemployment.

Recovery in the United States began in
the third quarter of 1991. Growth was sluggish
in the first half of 1993, but in the latter part
of the year resumed momentum, the resulting
increase in output of 3.0 per cent for the year
as whole was somewhat higher than the 2.6 per
cent of the previous year. The unemployment
rate was reduced from 7.4 per cent in 1992 to
6.8 per cent, a rate which 1s still high by past
standards. In contrast to foreign demand,
which had a negative effect on GDP due to
continued stagnation in other developed

market-economy countries, private domestic
demand, particularly household consumption
and housing investment, grew thanks largely to
a highly supportive monetary policy. This
constituted the main underlying factor allowing
productivity increases to be translated into
output growth.

There was no significant recovery in other
OECD countries, except for Australia, New
Zealand and the United Kingdom. Indeed, in
1993 the EU economies as a whole moved into
outright recession, with output declining by 0.4
per cent, and in Japan growth virtually came to
a halt. The Japanese economy was adversely
affected by the strong yen and the balance
sheet adjustment following the steep declines in




equity and real estate prices, and failed to re-
spond significantly to the three policy packages
designed to stimulate the economy bectween
August 1992 and September 1993. The per-
sistent appreciation of the yen against the dol-
lar caused the trade surplus to mushroom in
dollar terms, in spite of both a sharp volume
decline in exports and increase in imports.?

In Western Europe, contrary to expecta-
tions, economic conditions deteriorated signif-
icantly in 1993, presenting most Governments
with an acute dilemma between stimulating the
economy and reducing uncmployment, on the
one hand, and reducing the budget deficit, on
the other. IFollowing a downturn in Germany,
stagnation set in in most EU economies after
modest growth in the seccond and third quarters
of the year, with the notable exception of the
United Kingdom, where there was a rise of 1.9
per cent.  Output in Germany, Irance, and
ltaly declined respectively by 1.3 per cent, 0.9
per cent and 0.7 per cent, resulting in an overall
decline of 0.4 per cent for the EU as a whole.3
The unemployment rate continued to risc in the
major countries in 1993, to 8.3 per cent in
Germany (excluding the castern Ldnder), from
6.7 per cent in 1992, and to 11.7 per cent in
France (from 10.4 per cent). It even increased
(from 9.8 per cent to 10.3 per cent) in the
United Kingdom, in spite of the economic
recovery.

Policy in the various EU countries di-
verged significantly following the turbulence of
the foreign exchange markets in 1992. In some,
notably the United Kingdom and Italy, partic-
ipation in ERM was suspended and the cur-
rency allowed to depreciate, while in others,
such as France, maintenance of the currency
at the central parity against the Deutsche mark
was preferred to exercise of the wide band op-
tion. In conscquence, export performance im-
proved in the United Kingdom and Italy at the
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expense of other LU countries, notably I'rance
and Germany.

2. Developing countries and China

World economic growth is presently con-
centrated in developing countries.  Output
continued to expand in 1993 in thesc countries,
and growth even accelerated to 3.8 per cent
(from 3.3 per cent in the previous year),* in
spite of generally weak export demand in the
developed world. FHowever, there were wide
differences among countrics and regions, In
particular with respect to Asia and Latin
America, on the one hand, and Africa, on the
other.

During 1993, heavily indebted developing
countries continued to benefit from low interest
rates which reduced their debt service pay-
ments. However, the continuing recession in
the industrial countries adversely affected most
developing countries by depressing further the
prices of most commodities.5

Economic performance continued to be
least satisfactory in the African region, where
output rose by 1.2 per cent in 1993, a rate
which exceeded the 0.8 per cent achieved in
1992 but which was below the rate of popu-
lation growth, with the result that per capita
income continued to decline. LEconomic per-
formance in sub-Saharan African economics
has remained weak since the bottom fell out of
the markets for commodities in the mid-1980s.
It has also been hampered by natural disasters
such as the drought in North Africa and East-
crn and Southern Africa, as well as by political
unrest and civil conflicts in countries such as
Liberia, Angola, Mozambique, Zaire, Sudan,

The volume of exports from Japan fell by 1.5 per cent in 1993, having risen by 1.5 per cent in 1992. The volume of
imports, on the other hand, increased by 3 per cent, having declined by 0.5 per cent the previous year. For a more
detailed discussion, see Nomura Rescarch Institute, Quarterly Economic Review, February 1994 (Vol. 24, No. 1), pp.
12-13.

For the four prospective new members of the Union, output in both Finland and Sweden had been declining in the
three years up to 1993 and Austria moved into recession in 1993. In Norway, on the other hand, growth was again
positive in 1993 but slower than in 1992 (2.2 per cent, against 3.3 per cent).

The weighting system used for aggregating individual country data in dollar terms reflects more than the relative im-
portance of individual countries in world output; it directly affects the estimated aggregate dollar value of world output
and its rate of change over time. A change in the base year is only one reason that may lead to different regional
growth rates. The measurement of regional shares in world output is also affected by the exchange rates used for
conversion into dollars. If the purchasing power parity (PPP) of a domestic currency is used, rather than the official
exchange rate, the share of developing countries in world ouput can be expected to come out higher, since studies show
that official rates tend to understate the purchasing power of the currencies of those countries to a greater extent than
in developed economies. The share of developing countries in world ouput is thus 17.4 per cent on the basis of official
exchange rates but 34.5 per cent on the basis of PPP. The corresponding figures for developed market-economy
countries are 73.7 per cent and 54.5 per cent. For further details, see Asian Development Bank, Asian Development
Outlook 1994 (ITong Kong: Oxford University Press, 1994), pp. 229-230.

The effect on the terms of trade was softened for oil importers by the declining and low price of oil, but by the same
token the export earnings of oil-exporting countries were sharply reduced.
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Somalia, Burundi and Rwanda. African oil-
exporters have been hit by the weak oil market.

In Latin America there was a continua-
tion in 1993 of the moderate recovery which
began in 1991. GDP grew by 2.9 per cent,
marginally above the 2.7 per cent of 1992, in a
climate of relative price stability (with the
principal exception of Brazil). Though below
the record level of 1992, there was a continued
massive nct inflow of capital, far in cxcess of
the current account deficit, which widened as
import volumes expanded rapidly.6 There was
also a sharp rise in the volume of exports, by
almost 9 per cent, thanks to the vigorous
growth of intra-Latin American trade, itself
largely due to the expansion of imports and to
recovery in the United States, as well as to
success in export diversification. The terms of
trade, however, continued to decline.

Within Latin America it 1s possible to
classify countries into four groups with respect
to their performance during 1992-1993: (1)
those which had turned around from recession
to recovery, (2) those with accelerating rates of
growth; (3) those with dcclining rates of
growth; and (4) those which moved into re-
cession. Prominent in the first group are Peru
and Brazil.” After three vears of poor per-
formance, Brazil contributed positively to the
expansion of regional output in 1993. Coun-
tries in the second group include Bolivia,
Colombia and Paraguay. Included in the third
group are countrics such as Argentina, Chile
and Costa Rica, where although growth in 1993
was slower than in 1992 1t was still as much as
around 6 per cent; but the group also includes
countries where there was a sharp decline in
growth in 1993, such as the Dominican Re-
public, Guyana, Honduras and Uruguay.® Of
particular importance is the steady decline in
the growth of the Mexican economy, from 4.4
per cent in 1990 to 0.4 per cent in 1993.
Finally, countrics which moved into outright
recession (the fourth group) include Nicaragua
and, more significantly, Venczuela.? Trinidad
and Tobago, in particular, moved into deeper
recession (output declining by 0.6 per cent in
1992 and 1.0 per cent in 1993).

Developing countries in Asia continued
to show resilience and robust growth. This was
once again the fastest growing region, sustain-
ing a rate of increase of 5 per cent in 1993. A
major factor was the vigorous growth of intra-
regional trade and foreign direct investment,
both of which benefited greatly from the ap-
preciation of the yen. For these fast-growing
cconomies, labour shortages and bottlenecks in
infrastructure continued, by and large, to be the
main constraints on growth. Both the newly
industrializing economies (NIEs) and the
ASEAN-4 performed better than in the previ-
ous year, with rates of growth of 6.0 per cent
and 6.5 per cent, respectively, compared to 5.3
per cent and 6.1 per cent in 199210 Particularly
noteworthy was the dramatic reversal in
Singapore, where growth had been slowing
down for several years; there was also the be-
ginning of a recovery in the Philippines.
Growth remained high in Viet Nam (at 8 per
cent, which was only slightly below the previ-
ous year), and was respectively 4 per cent and
6 per cent in Cambodia and lLao [People’s
Democratic Republic.

In South Asia and West Asia, output
continued to increase in 1993, at rates only
slightly below the previous year. In West Asia
the slight deceleration (from 4.6 per cent in
1992 to 4.3 per cent) was mainly due to the
slowdown 1n growth in the [slamic Republic of
Iran (from 4.6 per cent to 3.4 per cent). Kuwait
continued 1ts drive to restore pre-Gulf war lev-
cls of oil production and Iraq pursued the re-
building of non-oil infrastructure. Growth in
most South Asian countries continued to be
constrained by fiscal and balance of payments
considerations and inadequate infrastructure as
well as by political problems. In recent years
wide-ranging measures of reform have been
undertaken, covering all sectors of the economy
and involving the dismantling of rigid controls
and the removal or relaxation of restrictive
policies with a view to improving internal and
cxternal balance, productivity and exports.
While the full impact of these reforms will not
be felt for some time, their effects have alrecady
been noticeable in India, Sr1 Lanka and

6 The net capital inflow in 1993 is estimated to have been $54.6 billion, but as much as $62.0 billion in 1992. The
current account deficit in 1993 was $42.6 billion. See Economic Commission for Latin America and the Caribbean,
Preliminary Overview of the Economy of Latin America and the Caribbean 1993, Santiago, Chile, December 1993,

tables 1 and 16.

7 Output in Peru and Brazil declined by 2.8 per cent and 0.9 per cent, respectively, in 1992 but grew by 6.5 per cent

and 5.0 per cent in 1993.

8  GDP growth fell from 7.8 per cent in 1992 to 2.0 per cent in 1993 in the Dominican Republic, from 7.8 per cent to
4.0 per cent in Guyana, from 5.6 per cent to 3.5 per cent in Honduras, and from 7.4 per cent to 2.0 per cent in

Uruguay.

% GDP in Nicaragua grew by 0.8 per cent in 1992, but contracted by 1.0 per cent in 1993. Similarly, in Venezucla it
expanded by 6.8 per cent in 1992 but declined by 1.0 per cent in 1994,

10 NIEs are defined as Hong Kong, Republic of Korea, Singapore and Taiwan province of China; ASEAN-4 refers to
Indonesia, Malaysia, Philippines and Thailand (see TDR 1993, Part Two, chap. IV).




Bangladesh. India has become one of the larg-
est emerging markets, attracting substantial in-
flows of equity investment in recent years. In
Pakistan, on the other hard, output growth fell
from 7.8 per cent in 1992 to 2.6 per cent, largely
because of political uncertainty and damage to
both the cotton crop (from a virus) and the
wheat crop (drought). Consequently, for South
Asian developing countrics as a whole there
was a shight decline in growth in 1993, as noted
above.

Following a year of negligible growth,
output 1n the least developed countries as a
whole rose significantly in 1993, with an esti-
mated GDP growth of 2.1 per cent, due prima-
rily to the acceleration of growth in Asian
LDCs. In African LDCs, however, there was
hardly any growth, and in the island LDCs
there was actually a decline.! The LDCs con-
tinued to be adverscly affected by depressed
commodity prices and recession In Western
Europe. Some of those in Africa, as well as
some other African developing countries, also
suffered from bad weather, affecting agricul-
tural output and political instability. Indeed,
civil strife often not only severely disrupted the
domestic economy but also had an impact on
neighbouring countries.

In China, an investment boom was re-
sponsible for a 20 per cent increasc in industrial
output in 1993, resulting in an increase in GDP
cven greater than that achieved already in the
previous year (13.4 per cent, against 11.4 per
cent). The consequence was, however, a rise in
the rate of inflation from 8.6 per cent to 14.5
per cent, which led to the adoption of a
16-point austerity programme to provide more
effective and stricter macroeconomic controls.
Massive inflows of foreign direct investment,
which have in the past been concentrated in
coastal areas, are now directed to inland re-
gions too, and arc expected to give a further
impetus to growth. There has also been a rapid
expansion of Chinese investment in Ilong
Kong, as well as in other countrics in develop-
ing Asia. Because of China’s close ties with
other countrics of the region, especially the
NIEs, in terms of trade and investment, the
dynamism of the Chinese economy has been a
major factor underlying the rapid growth of the
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region’s trade and output which has contrib-
uted to maintaining stability in the world
economy. 2

3. Central and Eastern Europe

The prolonged contraction ol production
m Central and [Eastern Europe continued in
1993.13 Output declined by 10 per cent, on top
of the 16 per cent in the previous year. There
was much variation, however, among countries.
In a few there were clear signs of an upturn,
while output continued to decline in others.
l=xports and production in most countries were
affected by the recession in western Europe and
large current account deficits, and shortages of
foreign exchange continued to pose major
problems.  Nevertheless, the sharp deter-
oration In the current account balances of all
countries of the region (with the exception of
the Czech Republic), as a result of growing
imports but declining exports, was unexpected.

There were signs of improving macroeco-
nomic performance in a number of countries,
but also of emerging new problems and con-
straints. Indeed, the process of transformation
which began in 1989 has led to growing difTer-
ences among countries in the region - some arc
now fairly advanced in their transition to a
market economy and have stopped and even
reversed the declining trend in output, while
others are still in the mudst of recession with
uncertain prospects for the immediate future.

For the region as a whole (but excluding
the former USSR), GDP continued to decline
in 1993, but at 3 per cent the decline was much
smaller than in previous years. Only in
Yugoslavia (Serbia and Montenegro) and to a
lesser extent the former Yugoslav Republic of
Maccdonia, did output fall more than in
1992.1¢ Elsewhere, the decline in output slowed
significantly. Indced, in Poland the recovery
which began in 1992 strengthened in 1993, with
growth reaching some 4 per cent, and in
Albania the recovery of agricultural production
was largely responsible for an increase of GDP

11 For a fuller review of the performance of the LDCs, sce UNCTAD, The Least Developed Countries, 1993-1994 Report
(TD:B/402/11), United Nations publication, Sales No. E.94.11.D.4, Part One, chap. 1, sect. B.

12 For a fuller discussion of this subject, see TDR 1993, Part Two, chap. IV.

13 The UNCTAD secretariat’s former classification “Socialist countries of Eastern Europe” included the USSR. In the
present Report these former socialist countries as a group are referred to as “Central and Eastern Europe”. See the

Explanatory Notes at the beginning of this Report.

14 8 per cent in 1990, 12 per cent in 1991 and 7 per cent in 1992. See Economic Commission for Europe, Economic
Survey of Europe in 1993-1994 (United Nations publication, Sales No. E.94.T1.E.1), table 3.1.1. Tt should be noted
that in that table, in accordance with CCE practice, the economies of the successor states of the Socialist Federal
Republic of Yugoslavia are also included in the transition economies of Central and Eastern Europe.
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of 11 per cent, in contrast to a decline of 6 per
cent in the previous year. Following four suc-
cessive years of decline in Romania, GDP rose
by about 1 per cent in 1993 due mainly to ag-
riculture and certain industrial sectors. It
would appear also that the recession has come
to an end in Slovenia, the Czech Republic and
Hungary, with prospects of resumed expansion.
In spite of the progress which has been
achieved, recovery in these countries is still
fragile and subject to the risk of setbacks as the
authorities continue to struggle with problems
in the areas of macroeconomic stabilization,
privatization of state-owned enterprises and re-
forms in banking.

In the area constituted by the former
USSR (CIS and the Baltic States), the eco-
nomic situation in 1993 continued to be de-
pressed. Both external and domestic factors
have led to continuing cconomic and political
instability in most of these countrics, and they
were particularly affected by the collapsc of the
high level of trade that they previously con-
ducted among themselves. Most members of
1S suffered not only from a scvere decline in
ineir terms of trade with the Russian Feder-
ation and other suppliers of energy, on account

of having to pay for these supplies at world
prices, but also from interruptions in deliveries
because of non-payment of debts and the dis-
ruption of the inter-state distribution systems.
The economies of the Baltic States, which have
been severely affected by the loss of markets in
the rest of the former Soviet Union, and by
higher energy prices, have on the whole suf-
fered more than those of the other transition
economies.

In 1993, output in the CIS area declined
by 13 per cent and in the Baltic States by 15 per
cent. While in Russia the decline was 12 per
cent, in most other CIS members it was much
greater. The one notable exception is
Turkmenistan, a net energy exporter, which re-
ported an increase of about § per cent in GDP.
The declines in output were generally smaller
than in 1992, but that alone is not a sufficient
cause for optimism. All the former republics
of the USSR, in particular Russia and Ukraine,
are still beset by serious economic difficulties;
and there is also a risk of future political insta-
bility in some cases. Their conditions and
prospects for recovery in the near future remain
not only unclear but also highly uncertain.

B. Short-term outlook

The world economy 1is expected to
strengthen moderately in 1994 as the recovery
in Europe gradually gathers momentum and
stimulates further growth in North America.
The rise in world output is projected at 2.5 per
cent (table 1) and in the volume of world trade
at 5.0 per cent. Developing countries should
continue to grow at much the same rate as in
1993 (which was almost 4 per cent), though
with continued variation among regions. The
fastest-growing region will be Asia (5.2 per
cent), due to the same factors as operated In
1993. While growth is projected to accelerate
to 6.4 per cent in the NIEs, China is expected
to maintain a more subdued (but still high) rate
of growth of 10 per cent. The ASEAN-4
countries are expected to grow by 7.1 per cent,
thanks to improvements in social and physical
infrastructure resulting from increased invest-
ment in past years. With the recovery of
Pakistan, growth in South Asia is forecast to
rise to 4.9 per cent.

In Latin America, output should con-
tinue to expand, with relatively stable inflation
rates in most countries, but the implementation
of stabilization programmes will lead to a
slowdown in Brazil and a further contraction in
Venezuela. Growth for the region as a whole
1s expected to be 2.5 per cent, somewhat lower
than in the previous year. Prospects for growth
and stability in the region, however, remain
hostage to the volatility of capital.

Prospects for Africa remain bleak, with
at best only a marginal increase in output and
a consequent further decline per capita. While
the export earnings of African countries de-
pendent on agricultural products and minerals
are likely to increase because of recent im-
provements in commodity prices and a modest
recovery in Western Europe (which accounts
for some 60 per cent of developing Africa’s ex-
ports), depressed world oil prices will continue
to constrain the oil-exporting economies such
as Nigeria, Gabon and Algeria. In addition,
there are uncertainties associated with the 50
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per cent devaluation of the CFA franc and with
the weather, especially in those countries which
have suffered from drought, as well as with risk
of further unrest and conflict.

As regards the LDCs, some should bene-
fit from the recent improvement in commodity
prices and from recovery in Western Europe,
but much will continue to depend on weather
conditions and the flow of ODA and external
support. For most African LDCs, however,
there will be little prospect for economic re-
covery if political stability is not restored.

Although there 1s much uncertainty over
the evolution of the economies of Central and
Fastern Europe, output is expected to grow in
a few cases, but for the region as a whole fur-
ther contraction seems likely, notably in the
countrics comprising the CIS.

The modest revival forecast for the in-
dustrial countries - an increase in the growth
rate from 1.4 per cent in 1993 to 2.4 per cent -
reflects the drag on expansion represented by
the persistence of demand deficiency in Western
Europe and Japan. Low interest rates have
played a major role in the recovery of the
United States economy, but in February 1994,
in view of the unexpectedly rapid acceleration
of growth in the second half of 1993, the Fed-
eral Reserve Board put an end to its five-year-
old policy of easy money by raising the federal
funds rate. GDP is expected to rise by 3.4 per

cent for 1994, which will provide only a modest
stimulus to other industrial countries.!s

In Western Europe, growth patterns have
become increasingly divergent, the outcome of
varying competitive positions and differences in
fiscal stance, and although the recession has
come to an end, growth continues to be con-
strained by both fiscal and monetary policies.
Interest rates have fallen only modestly, and in
real terms remain exceptionally high. German
monetary policy is still heavily dominated by
domestic considerations and remains relatively
tight. The German economy began to stabilize
somewhat toward the end of 1993 and eco-
nomic performance should gradually strengthen
to yield a growth rate of 1.0 per cent in 1994,
in contrast to a decline of 1.3 per cent in 1993.
Consequently, growth in EU as a whole should
be resumed, reaching an average of possibly 1.6
per cent in 1994, as compared to a decline of
0.4 per cent in the previous year.

In Japan recovery is not yet strongly in
evidence, in spite of numerous policy packages
to stimulate the economy, which continues to
be plagued by a combination of debt deflation
and currency appreciation. With a cut in in-
come taxes and further increases in public
works planned for the second half of 1994,
some rebound of the economy is expected, but
without any significant increase in domestic
demand the rise in output is unlikely to be more
than about 0.5 per cent.

C. Uncertainty in short-term forecasting

The growing integration of the global
economy in terms of trade and financial mar-
kets has increased the complexity of the task
of forecasting based on econometric models.
1t 1s difficult to identify and specify the nature
and extent of the relevant international linkages
in trade and financial flows, their changes over
time, and the relevant national policy responses
to them. The hazards involved in short-term
forecasting can be seen from table 2, which
compares forecasts for 1993 made by various
international organizations and research insti-
tutions for selected OECD countries with the
actual outcome.!® What is most noteworthy is
that the rapid deterioration of the Japanese

economy was altogether unforeseen. The up-
surge in the United States in the latter half of
the year also came as a surprise to many fore-
casters. The same individual forecasts that
proved to be unduly pessimistic for the United
States also proved to be unduly optimistic for
Japan.

Alternative forecasts for 1994 for selected
OECD countries by the same international or-
ganizations and research institutions, are pre-
sented in table 3. While there are discrepancies
in the forecast for the United States, there is
general agreement that recovery in that country
1s well under way, the main uncertainty being,

15 For a more detailed discussion of the outlook for the major industrial countries, see Part Two, chap. |1, below.
16 For a fuller discussion of the recent record of economic forecasting, see TDR 1993, box 1.
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Table 2

GDP GROWTH IN SELECTED OECD COUNTRIES IN 1993: COMPARISON OF
ACTUAL GROWTH WITH FORECASTS BY VARIOUS INSTITUTIONS
(Percentage)
Country LINK ECE OECD EC/EU IMF NIESR Nomura UNCTAD Actual
United States 3.2 3.0 26 25 3.2 3.3 25 20 3.0
Japan 14 1.5 1.0 15 1.3 21 @ 14 1.0 0.1
Germany -0.7 10 -1.9 0.0 -1.3 -032 -1.4 -1.7 1.3
France 0.3 -0.5 07 10 0.0 0.9 -0.1 -0.8 -0.9
Italy 05 -05 -02 0.8 0.3 1.1 -1.2 -0.2 -0.7
United Kingdom 1.4 10 1.8 1.5 14 20 03 1.3 1.9

Source: Reproduced from Trade and Development Report, 1993, tables 1 and 2 {which latter indicates the sources
of the various forecasts)

a GNP.
Table 3
ALTERNATIVE FORECASTS OF GDP GROWTH IN 1994 FOR
SELECTED OECD COUNTRIES
(Percentage)

Country LINK ECE OECD EC/EU IMF NIESR Nomura UNCTAD @
United States 3.5 35 4.0 2.6 3.9 3.4 3.9 3.4
Japan 1.0 05 038 1.3 0.7 04 -0.5 05
Germany 1.3 0.5 1.8 0.5 0.9 1.0 -02 10
France 1.4 10 18 10 1.2 1.7 06 1.2
ltaly 1.9 10 15 1.6 11 1.7 0.6 1.2
United Kingdom 2.6 2.5 2.8 25 2.5 29 2.4 2.5
Memo item:

Total OECD 23b 20€ 26 13d 2.4 € 2.2 1.9 2.3

Source: United Nations, University of Pennsylvania and University of Toronto, “Project Link World Outlook” {(mimeo),
Post-meeting forecast (April 1994); ECE, Economic Survey of Europe in 1993-1994 (United Nations
publication, Sales No. E.94.11.E.1); OECD, OECD Economic Outlook (June 1994); Commission of the European
Communities, European Economy, Supplement A (November/December 1993); IMF, World Economic
Outlook {(April 1994); National Institute of Economic and Social Research {London), National Institute
Economic Review (May 1994); Nomura Research Institute {Tokyo), Quarterly Economic Review {May 1994).
See table 1.

Including also Israel and South Africa.

Excluding Australia, Iceland, Luxembourg and New Zealand.

European Community only.

Excluding Turkey.
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as alrcady noted, how monetary policy will
evolve. There are many more uncertainties as
regards Japan, currently suffering from its
worst recession since the war. The economy
has failed to respond to numerous stimulative
fiscal packages, its large trade surplus is a
source of tension with the United States, and
there is uncertainty regarding the political situ-
ation. These factors are reflected in the sub-
stantial discrepancies among the various
forecasts, ranging from a decline in GDP of 0.5
per cent to an expansion of 1.3 per cent.

With respect to Western Europe, it is
generally agreed that in most countries the re-
cession has come to an end and that there
should now be some upward momentum.
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However, because of their high degree of inter-
dependence, recovery in one country is not
likely to be sustained indefinitely without sup-
port from recovery in other countries. At the
same time, only Germany is in a position to
provide, on its own, sufficient stimulus to the
growth of other countries, the reason being not
so much its share of overall GDP as the role
of the Deutsche mark in the EMS. Now that
German inflation has been brought under con-
trol, the key issue is how far and how fast the
Bundesbank will be prepared to further ease its
monetary stance. Uncertainty on this score
largely explains the wide range of forecasts,
ranging from a decline of 0.2 per cent in GDP
to a rise of as much as 1.8 per cent.=
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Chapter I

RECENT DEVELOPMENTS IN INTERNATIONAL TRADE

In 1993 world trade rose in real terms by
only an estimated 2.5 per cent, which was less
than half the rate achieved in the previous year
(see table 4). Nevertheless, the increase con-
tinued to be greater than that of world output,
reflecting the continuing internationalization
of manufacturing production. The slowdown
in world trade owed much to the depressed level
of activity in the developed world (reviewed in

the previous chapter). On the whole, where
exporters have performed well it has been either
because of specific regional factors, in partic-
ular the dynamism of East Asia and the large
capital flow to Latin America, and/or because
of currency realignments. For most countries,
export revenues have suffered from the low
level of world demand and associated low prices
of most primary commodities.

A. Developed market-economy countries

Growth was unusually sluggish in the in-
dustrial countries in 1993. The combined real
GDP of those countries is estimated to have
risen by a mere 1.4 per cent, and in scveral
major OECD countries (including Japan,
Germany, France, and ltaly), economic activity
and associated import demand either stagnated
or declined. Declines in import volumes were
pronounced in Western Europe, averaging
about 4 per cent. Weak demand in Western
Europe (GDP declined on average in 1993) is
reflected in the rhythm of exports of the re-
gion’s major trading partners. For example,
the value of United States exports to Western
Europe fell by over 5 per cent and that of
Japan’s by over 10 per cent (see tables 5 and
6). Trade among Western European countrics
accounts for the bulk of their total trade;
Western Europe’s total exports actually de-
clined 1n volume, and its net stimulus to the rest
of the world economy was consequently nega-
tive, to the extent of more than | per cent of its
combined GDP.

It was only because of the recovery in the
United States (where the increase in net im-
ports accounted for slightly less than 1 per cent
of the country’s GDP) that the OECD econo-
mies as a whole were able to contribute in a

17 See OECD Economic Outlook, June 198S.

small, albeit very modest, way to an increase in
world output in 1993. Total imports into the
United States rose by more than 9 per cent in
value in 1993, an incrcase slightly exceeding
that of 1992. A number of developing coun-
tries were among the main beneficiaries of this
increase in United States demand, notably
South Asia (a 17 per cent rise in exports to that
market), Latin America (9 per cent), and East
Asia (8 per cent). LExports from China rose by
as much as 22 per cent. In sharp contrast,
United States imports from Africa were un-
changed and from West Asia even declined, re-
flecting continued low prices of primary
commodities, including oil.

The stimulus to the rest of the world from
the United States recovery has nevertheless
been somewhat smaller than that provided
during the upswing of the early 1980s, when (in
1984) it amounted to as much as 1.8 per cent
of GDP.17 Part of the explanation lies in the
weakness of the dollar (relative to this earler
period), and part to the greatly enhanced pro-
ductivity of United States producers (see below,
Part Two, chapter II). Unit labour costs in
manufacturing have fallen over 40 per cent in
the United States, relative to those of its trad-
ing partners, and relative export prices of man-
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Table 4

MAIN INDICATORS OF WORLD TRADE

(Percentage change)

1991

World exports
Volume 20
Unit value -34
Primary commodity prices
{excluding fuels) -7.1
Memo item:
World output 03

1992 1993
54 25
0.7 -3.5
-2.5 -3.5
1.3 17

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

ufactures by over one third, since the
mid-1980s.18 Manufacturers have consequently
been able to increase their market share both
abroad and at home: the share of the United
States in world exports rose from 11 per cent in
1986 to 12.5 per cent in 1993, while that of
world imports declined from 17.9 per cent to
16.4 per cent.

In contrast to Western Europe, imports
into Japan have grown steadily, after a decline
in 1992, despite depressed domestic conditions
largely caused by the appreciation of the yen.
Sales of imported consumer durables rose by
19.2 per cent in real terms in 1993, whereas for
domestically produced ones there was a fall of
over 8 per cent.! Thus, the adjustment of
Japanese external trade, which started towards
the middle of 1993, was large as regards both
exports and the imports, and exports declined
steadily in volume despite the strong demand
growth in the country’s major markets, namely
the United States and East Asia. Yen appreci-
ation also gave strong encouragement to
Japanese manufacturers to relocate their pro-
duction facilities abroad. The fall in export
earnings in terms of the yen had a highly ad-
verse impact on domestic output; typically, in
Japan a drop of 10 per cent in export volume
causes a decline of as much as 1.4 per cent in
domestic production,?® apart from the impact
on 1investment. However, Japanese capital
goods and component parts continued to be

shipped to production sites overseas, and ex-
ports of goods produced at those sites, espe-
cially in Asia, continued to increase rapidly.
On the other hand, imports into Japan, often
originating from Japanese production facilities
in neighbouring countries, rose significantly.
This tendency may well become more pro-
nounced in future years (as discussed in Part
Two, chapter I, below). If confirmed, it would
have widespread conscquences for Japan’s
trading partners, especially those in East Asia,
and reinforce the trends (noted in last year’s
Repori®' and discussed further below) in the
regional trade and production patterns which
started to take shape towards the second hall
of the 1980s.

While the impact of exchange rate
changes was strongest in Japan, it was also
significant in a number of Western European
countries, currency depreciation in ltaly,
Finland, Greece, Ireland, Portugal, Spain,
Sweden, and the United Kingdom provided a
stimulus to domestic manufacturing activity,
whereas activity in other sectors remained gen-
erally sluggish. By the same token, currency
appreciation hampered exports, as in Germany.

As a result of the movements in trade
described above, international payments imbal-
ances widened. In particular, the United States
recovery, in combination with weak demand
growth in most of its OECD trading partners,

18 See OECD Economic Outlook, December 1993, tables A39 and A40.
19 See Nomura Research Institute, Quarterly Economic Review, May 1994, Vol. 24, No. 2, p. 1.

20 ]bid., February 1994, Vol. 24, No. 1, p. 12.
21 See TDR 1993, Part Two, chap. 1V.
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Table 5

UNITED STATES: TRADE BY MAJOR REGIONS OF ORIGIN AND DESTINATION
IN 1992 AND 1993
(Percentage)
Exports Imports
Origin/ Increase over Share in Increase over Share in
destination previous year total increase previous year total increase
1992 1993 1992 1993 1992 1993 1992 1993
World 5.1 3.4 1000 100.0 8.8 9.3 100.0 100.0
European
Community -0.4 -5.7 -1.4 -33.9 8.8 4.2 17.5 8.1
Japan -0.8 04 -1.5 1.1 5.3 11.2 11.3 22,0
Developing
countries in:
Africa 11.1 -4.8 29 -2.1 1.1 2.7 0.3 0.7
Latin America 21.1 3.2 48.5 13.0 9.8 8.9 13.5 1.9
West Asia 119 28 53 -2.1 -38 -7.9 -11 -19
South Asia -5.3 27.9 -0.6 45 20.6 17.3 18 1.6
East Asia 9.2 10.1 20.7 36.8 11.6 8.3 21.5 15.0
China 18.9 17.3 46 75 35.4 22.8 15.5 11.9

Source: OECD, Monthly Statistics of Foreign Trade, various issues

induced a rise in the trade deficit of around $35
billion (to more than $130 billion) in 1993. On
the other hand, the trade surplus of Japan rose
by about $40 billion, to reach $145 billion.
However, the dollar value of Japanese exports

1. Trade volumes ancf terms of trade

The growth of world trade would have
been much weaker in 1993 without the contin-
ued expansion of activity in the developing
countries, in particular the sustained growth
rates in Latin America and the accelerated
growth in developing Asia. Exports from de-
veloping countries rose by about 10 per cent in
volume and imports by about 8 per cent.

Imports into the fast-growing East Asian
developing countries were particularly buoyant.

B. Developing countries

has been inflated by the appreciation of the
yen, and the surplus in dollar terms might come
down in the near future once the valuation ef-
fects of the appreciation (the so-called J-curve
effect) wear off.

In Latin America a continued high level of
capital inflow, albeit more modest than in 1992,
together continued output expansion, induced
a further increase in imports (sce table 7), the
bulk of which was accounted for by Brazil and
Colombia (facilitated by trade liberalization in
the latter case and a certain degree of currency
appreciation in the former). Exports from
Latin America rose in volume by an estimated
11 per cent and from developing Asia by over
10 per cent, aided not only by steady growth
within each region, but also by the recovery in
the United States. While intra-regional trade
had been particularly buoyant in East Asia, it
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Table 6
JAPAN: TRADE BY MAJOR REGIONS OF ORIGIN AND DESTINATION
IN 1992 AND 1993
(Percentage)
E{ports Imports

Origin/ Increase over Share in Increase over Share in

destination previous year total increase previous year total increase

1992 1993 @ 1992 7993 @ 1992 1993 @ 1992 7993 @

World 8.0 7.2 100.0 100.0 -1.6 3.4 100.0 100.0
European
Community 55 -10.2 13.1 -27.4 -1.7 -4.1 14.5 -16.3
United States 49 10.9 17.8 42.5 -2.1 59 29.7 39.6
Developing
countries in:

Africa 16.5 9.5 26 0.3 -14.6 29.9 7.4 60

Latin America 245 7.5 10.9 4.2 -11.7 -6.5 29.0 -6.8

West Asia 25.4 -12.1 10.5 -6.6 -0.1 -3.7 1.0 -12.8

South Asia -3.3 9.2 -0.4 1.0 -9.7 2.8 7.4 1.0

East Asia 8.6 142 321 58.4 -1.8 53 27.7 36.6
China 39.1 56.2 13.4 25.7 19.2 18.1 -73.5 37.6

Source: As for table 5.

a Derived from data for the first three quarters of each year.

has also become important for some countries
in Latin America, especially Brazil, in spite of
lower exports to Western Europe, its largest
market, Brazil’s total exports are cstimated to
have risen by over 11 per cent in real terms.

Many developing countries suffered from
weak commodity prices during much of 1993,
when the price index of commodities (including
fuel), fell by 3.5 per cent (see table 8), marking
the fifth consecutive year of decline. The terms
of trade of most primary exporters, therefore,
continued to be very unfavourable, and their
trade balances also worsened markedly during
1993. However, many commodity prices began
to recover in the autumn of 1993 and by the
following April had on average risen by about
one third above their level a year previously,
albeit from a very low base. As is typical of
commodity markets, however, these gains were
short-lived, and prices of many commodities
have in recent weeks been falling back.

Volatility is a characteristic of commodity
markets. Prices of agricultural commodities
have been most strongly influenced by supply-
side factors. Favourable weather conditions

drove prices of tropical beverages to historical
lows in mid-1993, from which they recovered
sharply when weather conditions dcteriorated
and crop discases broke out. Coffee, for ex-
ample, reached in June 1994 its highest price
since 1986 and cotton prices also climbed to
three-year highs. Although crude oil prices
were on a rising trend, they were ncvertheless,
at mid-1994, still almost 4 per cent lower than
a year earlier.

Metal prices collapsed by 15 per cent in
1993, amid protracted recession in OECD
countries which affected prices for copper, tin,
lead, zinc and iron ore in particular. Large ex-
ports from Russia depressed aluminium and
nickel prices as well. However, the revival of
the world economy and reduced export avail-
abilities of aluminium from Russia have helped
strengthen prices of metals since early 1994.
Stocks are nevertheless abundant, and much of
the recent rise in prices can be attributed to the
activities of investors, including investment
funds, whose extremely short-term profit hori-
zons can lead to overshooting in either direc-
tion, contributing still further to price volatility.
Many market commentators believe that such
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Table 7

EXPORTS AND IMPORTS BY MAJOR REGIONS AND ECONOMIC GROUPINGS, 1991-1993

(Percentage change in volume over previous year)

Exports

Grouping/region 1991 1992
World 2.0 54
Developed market-economy
countries 2.6 44
Developing countries 9.8 6.8
of which:

Latin America 1.4 50

Africa 3.9 -8.5

West Asia 2.7 3.9

Other Asia 15.9 12.5

Imports
1993 1991 1992 1993
25 19 58 1.2
-1.2 0.6 56 -2.9
10.0 15.2 11.3 7.9
11.0 133 17.0 7.3
52 46 3.3
11.4 16.3 15.0 -1.6
10.3 18.1 10.0 11.4

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

investors {led the bond markets in late 1993 and
early 1994 in anticipation of interest rate in-
creases and placed their funds in the commod-
ity markets instead. Certainly, the funda-
mentals of the commodity markets do not ap-
pear to warrant price rises of the magnitude
observed in recent months.

External imbalances became more acute
in those countries where GDP growth was
higher than the average of their trading part-
ners’ growth rates. Thus, even the continued
modest expansion of output in Africa, com-
bined as it was with poor export earnings (in
spite of an increase in volume), led to a wors-
ening of the trade balance. Because of the de-
cline in their terms of trade, the purchasing
power of Africa’s exports {ell by about 3 per
cent in 1993.

Continued strong domestic activity, com-
bined with weak export demand, also led to a
widening of the external deficit of a number of
fast-growing developing countries. The trade
imbalance of Latin America with the rest of the
world also widened, on account of continued
real currency appreciation, domestic demand
expansion and depressed prices for primary
commodities. The effects were most pro-
nounced in respect of the deficits of Chile and
Colombia and of the reduced surplus of Brazil.
On the other hand, for countries in recession,

22 For details, see TDR 1993, Part Two, chap. 1V.

especially Venezuela, the trade balance im-
proved. Weak commodity prices led to further
declines in the terms of trade for the region,
which were about one third lower than in 1988.
The export purchasing power of the region,
however, recorded a modest increase thanks to
the strong expansion of non-traditional ex-
ports, particularly from Bolivia, Colombia, and
Mexico.

2. Recent developments in trade
among developing countries

Of the various developing regions, intra-
trade has been rising most rapidly in Asia, so
that intra-regional exports have been a rising
share of total exports.2 While intra-regional
trade has recovered in Latin America during
reccht years, it is still very modest in Africa:
intra-African exports amounted to only about
6 per cent of total African exports in 1990, or
scarcely above the share in 1970.

The acceleration in intra-trade, especially
in East Asia, coincided with the very fast ex-
pansion of world trade following the end of the
recession of the early 1980s. Since then, world
trade has consistently grown faster than world
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Table 8

WORLD PRIMARY COMMODITY PRICES, 1991-1994

(Percentage change over previous year)

Commodity group 1991
All commodities -71
All food and beverages -6.0
of which:

Tropical beverages -8.1
Coffee -6.6
Cocoa -6.0
Tea -91

Food -6.6
Sugar -28 6
Beef 4.7
Maize 16.8
Wheat -6.0
Rice 9.4
Bananas 8.9

Vegetable oilseeds and oils 81

Agricultural raw materials -5.9

Hides and skins -39.4

Cotton -7.0

Tobacco 55

Rubber -51

Tropical logs -8.0

Minerals, ores and metals -9.5

Aluminium -20.6

Phosphate rock 49

fron ore 8.1

Tin -10.3

Copper -12.1

Nickel -8.0

Tungsten ore 220

Crude petroleum -16.8

1992 1993 May 1994 @
-2.5 -3.5 10.3
2.7 1.9 10.1
-140 6.1 339
-20.1 155 51.6
-8.2 1.9 1.7
8.1 -49 -25
-2.1 0.7 7.3
11 106 10.1
-7.8 6.6 -3.0
-2.4 3.7 -17.7
20.5 1.2 7.4
-8.5 -6.8 97
-15.6 -7.4 780
7.5 -1.2 3.0
2.4 -3.2 9.2
-3.2 28.8 23.7
-24.6 - 40.7
0.1 -1.5 2.7
53 =22 146
4.7 -5.0 1.6
-3.7 -14.7 13.5
-3.7 -g.2 209
- -10 6 n.a
-5.1 -11.1 -9.3
9.0 -154 15.2
-2.4 -16.2 247
-14 2 -24.4 189
04 -370 18 2
-0.5 -11.4 346

Source: UNCTAD, Monthly Commodity Price Bulletin, various issues.

a Change from December 1993.

output and has changed significantly in struc-
ture; there have also been large shifts in the
distribution of world output. This period was
one of a pronounced deterioration in the terms
of trade for primary exports which encouraged
many developing countries to diversify their
export structure in favour of manufactures.
Over the past decade many developing coun-

3 Jbid.

tries have emerged as major producers and
exporters of manufactures, especially in mature
industries, and the market shares gained by a
few East Asian countries, not least in other de-
veloping countries, have been particularly im-
pressive. As was documented in detail in last
year’s Report,B the increase in intra-East Asian
trade, in combination with intra-regional




investment, has helped to accelerate the
economic integration of the entire Asian region.

Large appreciations of the Japanese yen
in 1985-1986 led to widely different responses
by the established exporters of manufactures in
the region (the newly industrializing countries
and the ASEAN-4).2¢ With production and
export structures very similar to those of Japan,
the NIEs gained much in terms of
competitiveness from the Plaza Agreement of
1985. They also benelited from large inflows
of FDI from Japan, as [irms in that country
resited production abroad. The ASEAN-4, by
contrast, suffered from both higher import
prices and a higher burden of debt, and since
they did not compete directly with Japan they
did not stand to gain from the rise in Japanese
export prices. As a conscquence, whereas the
NIEs recorded double-digit growth during
1986-1987, the cconomies of the ASEAN-4 re-
mained on the whole sluggish. However, the
appreciation of the yen during rccent months
appears to have had the opposite outcome for
these two groups of countries. Thanks to their
fast pace of development since the late 1980s,
the ASEAN-4 - as well as China - have become
strong competitors for their neighbours, while
the NIEs, which are now less reliant on exports
of labour-intensive products than a decade ago,
have benefited much less than before, and their
gain in market share is now limited largely to
capital and technology-intensive products.
Thus, exports, and consequently domestic ac-
tivity, in the ASEAN countries and China were
on the whole highly buoyant during much of
1993. By contrast, in the Republic of Korea,
while exports of automobiles and computers
appear to have risen rapidly, those of textiles
and footwear stagnated or even declined.

Regional integration in East Asia had
also been much facilitated by Japan’s role as
investor and importer. Almost three quarters
of the increase in Japan’'s imports in 1993 was
accounted for by the developing countries in
East Asia and by China (see table 6), whereas
only about 12 per cent of the increase in United
States imports in that year originated in Latin
America countries (see table 5). It is clear that
the expansion of intra-regional trade has been
faster and more (irmly grounded in East Asia
than in the Americas.

Latin America’s trade has nevertheless
undergone transformation during recent years.
In particular, the export structure has become
more diversified, with a greater variety of pro-
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ducts being sold on international markets,
though most countries still rely heavily on pri-
mary exports and so have continued to suffer
from terms of trade losses. Among the larger
trading countries, export diversification has
been important in Argentina, Mexico, and
Venezuela, and also, though to a lesser extent,
in Colombia (see table 9). '\E'.'HE'H]H!!:]' EXpPOrLs
from the region have benefited greatly from di
versification, and non-traditional exports such
as tropical and sub-tropiecal [ruits and their de-
rivatives, as well as out-of-season horticultural
products, have become important foreign ex-
change earners. However, the array of manu-
factured products offered by the major
cxporters in the region still remains modest,
and the importance of manufactures in total
exports is still small by Asian standards. For
example, among the major exporters, there
were only three manufactured products (mostly
in the leather and iron industrics) that in
1989-1990 accounted for more than 1 per cent
of total exports. Likewisc, Mexico exported
only six such products in 1989-1990, Colombia
five and Venezuela only one. In Brazil, how-
ever, there were eight such products (mainly
from the iron and steel, leather, paper, and
transport equipment industries). By contrast,
in the same period, the major products of ex-
port interest to the East Asian countries were
more numerous and their shares in total ex-
ports were also in general much larger. For
example, Hong Kong, the Republic of Korea
and Taiwan province of China each had 16
such  major manufactured exports, and
Singapore 13.%5

The growth of Latin America’s total ex-
ports of manufactures has also lagged behind
that of Asia. They rose by an annual average
of 16.8 per cent from 1970 to 1990, increasing
their share in total exports from 10.6 per cent
to over 30 per cent (sec table 10), whereas in
South and South-LEast Asia the export increase
was almost twice as fast and by 1990 the share
of manufactures was almost 78 per cent.

The rapid growth of East Asian exports
owed much to the dynamism of intra-regional
trade. As was discussed in last year’'s Repori,
the economies in that region exported more to
each other than to third countries, but they also
increasingly imported more from each other.
The increased intra-trade in manufactures has
been particularly pronounced. As regards such
trade in Latin America, the rise has on the
whole been less important (in terms of the

24 For the countries comprising these two groups see footnote 10 above.

25 Data drawn from UNCTAD, Handbook of International Trade and Development Statistics 1992 (United Nations
publication, Sales No. E,F.93.11.D.9), table 4.3 (which distinguishes products at the three-digit level of SITC Revision

2).
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Table 9

EXPORT CONCENTRATION AND DIVERSIFICATION INDICES FOR SELECTED
LATIN AMERICAN COUNTRIES, 1980 AND 1990

1980 1990

Number of Number of

commod- Diversi- Concen- commod- Diversi- Concen-

ities fication tration ities fication tration
Country exported @ index b index € exported @ index b index €
Argentina 198 0.7086 0.153 214 0.650 0.142
Brazil 225 0.556 0.148 210 0529 0.101
Colombia 162 0.779 0.579 172 0.710 0.296
Mexico 201 0.542 0.475 215 0.497 0.311
Venezuela 153 0.730 0.674 196 0.796 0.784

Source: UNCTAD, Handbook of International Trade and Development Statistics, 1992, table 4.5
a Defined at the three-digit SITC level. The number excludes products with an export value of under $50,000
in 1980 or $100,000 in 1990 or under 0.3 per cent of the country’s total exports.
b Absolute deviation of the country commodity shares from world structure (see source for the formula used)
¢ Hirschmann index normalized to make values ranging from 0 to 1 (maximum concentration). See source

for the formula used.

increasc in the share of total intra-trade) and
less rapid; moreover, exports are still
predominantly to the United States. Thus,
although intra-l.atin American trade accounted
for about 27 per cent of the region’s total ex-
ports of manufactures in 1990, it was responsi-
ble for only about 10 per cent of the region’s
imports of such products, more than 40 per
cent of which came from the United States (see
table 11).

Like 1its total trade, Latin America’s
intra-regional trade has been showing greater
dynamism in the last two years, as total import
demand in the region increased. For example,
while Western Europe remained Brazil's largest
export outlet, its most dynamic markets in re-
cent months have been within Latin America.

While Jack of up-to-date information precludes
a detailed assessment of the consequence of this
upsurge in demand for the region’s cxports,
available evidence suggests that trade has been
buoyant in both traditional manufactures (such
as leather products) and newer products (such
as chemicals, machinery and transport equip-
ment).

Rising imports into Latin America have
also stimulated activity elsewhere. In particular,
while the region took less than 14 per cent of
United States exports in 1991 it accounted for
not far short of 50 per cent of the increase in
total exports from the United States in 1992.
Though its contribution was much smaller in
1993, it still came to 13 per cent, or second only
to the contribution of the East Asian econo-
mies (see table 5).

C. Central z;nd Eastern Europe

Preliminary information indicates much
diversity in the export performance of the Cen-
tral and Eastern European countries in 1993.
Export earnings (in dollars terms) rose mark-
edly in some instances (Czech Republic,

Poland, and Romania), whereas declines were
observed for Bulgaria, Hungary and Slovakia.
Russia’s export earnings appear to have stabi-
lized in 1993, after steep declines in both 1991
and 1992. The movement of imports, by con-
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Table 10

COMMODITY AND GEOGRAPHICAL STRUCTURE OF EXPORTS FROM
LATIN AMERICA IN 1990
{Percentage distribution)
Agri-
cultural Ores
raw and Manu- Totals
Region Food materials metals Fuels factures exports
World 270 3.3 114 26.5 30.8 100.0
DMECs 28.1 3.5 14.0 21.0 32.6 100.0
of which:
Western Europe 41.6 5.0 191 10.0 23.3 100.0
United States 20.1 2.1 6.5 299 40.9 100.0
Developing countries 25.8 4.6 9.6 121 47.6 100.0
of which:
Latin America 221 4.2 7.0 16.3 50.2 100.0
Source: UNCTAD_, I-Edbook o; I_nternationa/ Trade and Development Statistics,_1992, table 3.2.
Table 11

LATIN AMERICA: TRADE IN MANUFACTURES BY MAJOR REGIONS OF
ORIGIN AND DESTINATION, 1970-1990

{Percentage share)

Exports Imports

Origin/destination 1970 1980 1990 1970 1980 1990
World 100.0 100.0 100.0 100.0 100.0 100.0
DMECs 54.2 46.0 66.5 88.0 83.1 79.6
of which:

Western Europe 18.3 18.5 171 37.8 29.8 26.5

United States 31.3 219 43.3 38.2 38.6 41.2
Developing countries 44.3 51.6 31.7 71 12.6 15.4
of which:

Latin America 417 440 22.2 6.0 9.6 95

Source: As for table 10.
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trast, appears to have been much more uni-
form, with an increase in most countries, the
major exception being Russia, where imports
continued to fall sharply and severely con-
strained domestic output.

The geographical pattern of trade flows
was also diverse. Thus, while exports from the

region to OECD countries were more or less
stable, imports from them rose rapidly. And
while intra-regional trade contracted sharply,
trade with the developing countries expanded
rapidly. However, the share of developing
countries in the total trade of Central and
Lastern Europe is no more than 15 per cent.=®
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Chapter Il

INTERNATIONAL FINANCIAL MARKETS AND THE
EXTERNAL DEBT OF DEVELOPING COUNTRIES

A. Recent trends in external financing

During 1993 there was a large increase in
external financing from the intcrnational finan-
cial markets, which (as shown in table 12) af-
fected all its major categories. [Lspecially
notable was the rise in external bond issues.
But international bank lending also revived af-
ter a period of stagnation since 1990. Within
the total amount of external financing the share
of developing countries was still small. Ilow-
ever, external bond issues by entities from de-
veloping countries tripled, with the result that
their share of the world total rose by more than
130 per cent. Moreover, declines in the rates
of return available in the financial markets of
major OECD countries contributed to a much
increased interest on the part of portfolio in-
vestors in the securities originated in certain
developing countries.

The rise in international bank lending
(which 1s also evident in the increase in the ex-
ternal assets of BIS-reporting banks shown in
table 13) reflected, inter alia, a large amount of
interbank activity associated with currency
turbulence  within the Exchange Rate
Mechanism of the EU countries and a
tapering-off of the contraction of Japanese
banks’ international interbank lending by banks
in Japan. The latter had exercised a strongly
depressive effect on international bank lending
from 1991 until the first half of 1993 as
Japanese banks sought to strengthen capital

positions weakened by the proliferation of
non-performing assets at home and abroad and
by sharp falls in the value of their holdings of
equities. The changes of direction of
international bank lending shown by tables 12
and 13 need to be interpreted with care. The
increase 1n syndicated credits in 1993 was
associated with large refinancing operations
which amounted to more than the total
increase in such lending during that year, while
the expansion of the external assets of
BIS-reporting banks was due partly to a
substantial increase in their holdings of
securities such as bonds rather than traditional
lending.26 International bond issues were
boosted by declining interest rates in major
OECD financial markets (reflected in the
international interbank rates shown in table 14)
and by the progressive globalization of the
issuance of government debt.

In last year’s Report attention was drawn
to the segmentation of developing countries
into two groups, one of which enjoyed easy or
recently improved access to external financing
from the international capital markets, while
the other continued to experience external
financial stringency.?” Restructurings of their
debt to commercial banks have recently left a
few additional countries with more sustainable
external payments positions (as described in
section B), and there have been some new

26 OECD, Financial Market Trends, No. 57, February 1994, p. 77, and BIS, International Banking and Financial

Market Developments, May 1994, p. 2.
27 See TDR 1993, Part One, chap. 3, secl. A.
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Table 12
SELECTED CATEGORIES OF INTERNATIONAL FINANCING AND SHARES OF
DEVELOPING AND CENTRAL AND EASTERN EUROPEAN COUNTRIES THEREIN,
1989-1993
Category 1989 1990 1991 1992 1993
External bond offerings
Total ($ billion) 255.7 229.9 308.7 333.7 481.0
Percentage share of:
Developing countries 09 20 2.9 3.8 89
Central and Eastern Europe 0.7 0.7 0.5 04 11
Syndicated credits
Total ($ billion) 121.1 124.5 116.0 117.9 130.1
Percentage share of.
Developing countries @ 12.1 147 210 1.7 1.4
(12.1) (12.3) (20.9) (11.7) (11.4)
Central and Eastern Europe 20 25 0.1 0.2 0.3
Eurocommercial paper programmes
Total ($ billion) 54.1 48.3 35.9 28.9 36.6
Share of developing
countries (per cent) 2.4 1.9 2.8 11.8 7.4
Committed borrowing facilities b
Total ($ billion) 8.4 70 7.7 6.7 8.2
Share of developing
countries (per cent) 10.7 30.0 58.4 25.4 146
Other non-underwritten facilities €
Total ($ billion) 19.1 17.9 443 99.0 113.9
Share of developing
countries (per cent) 3.7 17 1.6 4.5 51
International equities 9
Total ($ billion) 8.1 73 23.4 23.5 40.7
Share of developing
countries (per cent) 137 € 214 € 27.7 23.3

Source: OECD, Financial Market Trends, various issues, and UNCTAD secretariat estimates.
a Figures in parentheses exclude managed loans - i.e. new money facilities extended by banks in the context

of debt restructuring agreements.

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

banks, excluding merger-related stand-bys.

¢ Non-underwritten syndicated borrowing facilities, including medium-term note (MTN)} programmes but

excluding Eurocommercial paper.

d Includes new issues and initial public offerings (IPOs) of common and preferred shares, participation
certificates and similar instruments, secondary offerings of such instruments, issues of redeemable
convertible preference shares, and placements of closed-end funds, in all cases in the markets other than

the domestic one of the issuer.

e Including China, for which separate data are not available.

developing-country entrants into the inter-
national bond markets.  Nevertheless, the
characterization in last year’s Report still holds.

Once again the segmentation can be il-
lustrated by the fact that relatively few coun-
tries accounted for the bulk of external

financing in major categories for developing
countries as a whole. Four Latin American
countries (Argentina, Brazil, Mexico and
Venezuela), four from South and South-East
Asia (India, Indonesia, Republic of Korea and
Thailand) and China accounted for more than
three quarters of external bond issues by devel-
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Table 13

EXTERNAL ASSETS OF BANKS IN THE BIS REPORTING AREA 2
VIS-A-VIS DEVELOPING AND CENTRAL AND EASTERN EUROPEAN
COUNTRIES, 1986-1993

Stock

1986 1987 1988 1989 1990 1991 1992 1993 (end-1993)
Percentage rates of increase b $ billion
All developing
countries € 0.6 0.9 -06 2.4 -3.0 0.4 105 25 578
Of which in:
America 0.2 -18 -1.7 -7.4 -13 2 04 6.9 2.6 231
Africa 18 -3.0 2.0 -6.2 -4.1 -8.3 -3.9 -7.5 43
West Asia 0.4 10.7 58 9.8 0.5 -8.2 26.4 -1.5 109
South and
South-East Asiad 23 35 -2.0 2.1 15.4 12.2 121 8.4 189
Europe € -8.5 -8.4 -5.7 -15.7 -10.2 -17.7 -11.2 -8.9 5
Central and
Eastern Europe 6.1 3.2 9.8 10.7 -10.1 -1.6 4.1 -1.5 88
Memo items:
All borrowers 19.8 18.4 10.4 15.2 11.4 -0.9 3.1 4.4 6465
14 highly indebted
countries 9 0.7 -2.0 -2.8 -8.5 -13.7 -1.4 4.6 1.6 234
So;rc_e: Bank fc; Int;national Settlements, International Banking Statistics 1977-1991 (Basle, 1993), ;d

International Banking and Financial Market Developments, various issues.

o Tw

Including certain offshore branches of United States banks.
Based on data for end-December after adjustment for movements of exchange rates.
Excluding offshore banking centres, i.e. 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.
Including Oceania.

Malta and former Yugoslavia.

Inctuding mulitilateral financial institutions.

Q 0o Q

Philippines, Uruguay and Venezuela.

oping countries and China in 1993.2 Of the re-
gions specified in table 13 only Latin America
and South and South-East Asia experienced an
expansion of financing from BIS-reporting
banks in 1993 (after adjustment for movements
of exchange rates), much the largest increase
going to the latter. Morcover six countries

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

from South and South-East Asia (including
China) received more than two thirds of the
syndicated bank loans to developing countries
and China in 1993.22 Within the group consist-
ing of developing countries of South and
South-East Asia and China, six countries
(Indonesia, Republic of Korea, Malaysia,

!4 Broadly similar degrees of concentration in 1993 are indicated by the data for external bond offerings in Financial
Market Trends, table 2, and by those for both announced and completed international bond issues in International
Banking and Financial Market Developments, table 13A. A significant part of the international bond issyes not
accounted for by the country groups mentioned in the text consisted of those of Turkey (some 8-10 per cent of the total

for developing countries and China).

% The proportion estimated from Financial Market Trends, table 13, is a little less than 70 per cent, while that estimated
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Table 14

SELECTED INTERNATIONAL INTEREST RATES
A. LONDON INTER-BANK OFFERED RATE (LIBOR) ON SIX-MONTH
DEPOSITS IN SELECTED CURRENCIES
(Period averages in per cent per annum)
1991 1992 1993 1994
Currency (Jan-Mar)
United States dollar 6.08 3.90 3.41 3.78
French franc 9.64 10.16 7.92 6.11
Deutsche mark 9.40 9.41 6.95 5.72
Japanese yen 7.16 4.32 2.96 2.21
Pound sterling 11.40 9.65 5.93 5.29
B. COMMERCIAL INTEREST REFERENCE RATES @
1993 1994 (up to July)
Currency High Low High Low
Australian dollar 9.48 7.01 9.14 7.05
Austrian schilling 8.65 7.08 7.59 6.68
Belgian franc 902 7.85 8.40 7.42
Canadian dollar (b 8.20 6.35 8.81 6.05
(2) € 8.50 7.00 9.08 6.55
(3)d 8.90 7.50 9.30 7.00
Danish krone 11.40 7.60 7.90 6.70
Finnish markkaa 11.95 7.50 9.00 6.90
French franc 9.44 6.73 7.53 6.37
Deutsche mark 8.18 6.29 7.32 6.17
Irish punt 11.75 7.10 8.52 6.95
Italian lira 13.31 8.52 9.03 8.21
Japanese yen 5.50 3.30 4.20 3.30
Netherlands guilder (1) 8.30 6.25 7.20 6.00
(2) ¢ 8.30 6.50 7.70 6.30
(3)d 8.45 7.15 8 35 7.00
New Zealand dollar 8 57 6.62 8.21 6.20
Norwegian krone 11.26 6.33 8.16 6.03
Spanish peseta 14.02 9.34 10.11 8 80
Swedish krona 11.82 7.93 9.18 7.33
Swiss franc 7.18 5.32 5.82 5.24
Pound sterling 8.30 7.21 9.36 6.71
United States dollar (1) D 6.21 5.17 7.34 5.43
(2) ¢ 7.08 5.71 7.78 6.06
3) d 7.49 6.05 8.01 6.43
ECU 9.18 65.83 7.57 6.33
SDR € 8.10 6.85 5.95 5.95

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

a Minimum interest rate for officially supported export credits denominated in specified currencies or
weighted averages of currencies advanced by participants in the OECD Arrangement on Guidelines for
Officially Supported Export Credits (the OECD Consensus).

b Maturity of less than five years.

¢ Maturity of from five to eight and a half years.

d Maturity of more than eight and a half years.

e A minimum interest rate equal to that of the weighted average of rates included in the SDR may be used
for loans to countries in category lll, i.e. whose GNP per capita does not exceed that of those eligible for
IDA credits. This rate is revised semi-annually (in January and July).
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Table 15
RATIO OF DEBT TO EXPORTS OF GOODS AND SERVICES @ OF SELECTED
GROUPS OF DEVELOPING COUNTRIES
1988 1989 1990 1991 1992 1993 b

Latin America 330.6 294.6 281.7 282.5 279.2 269.8
Sub-Saharan Africa 410.7 392.8 345.6 376.7 382.2 400.1
Central and

Eastern Europe € 1219 160.2 179.4 175.6

Source: Figures for Latin America and the highly indebted countries were taken from the World Bank, Wor/d Debt
Tables 1993-1994, External Finance for Developing Countries {(Washington, D.C., 1993); figures for Central
and Eastern Europe are based on data provided by the ECE secretariat; debt figures for sub-Saharan Africa
were taken from World Bank, op. cit., and those for exports are UNCTAD secretariat estimates.

Expressed as a percentage.
Preliminary.
¢ Countries for which relevant data are available.

T

Taiwan province of China, Thailand and
China) accounted for more than 100 per cent
of the increase in BIS-rcporting banks’ expo-
sure to the group.3® This figure implics that
there was a reduced exposure for other coun-
tries.

The position was similar as regards other
categories of external financing. For cxample,
in the case of Eurocommercial paper pro-
grammes3! Latin American countries (princi-
pally Argentina and Mexico) were responsible
for more than 90 per cent of issues by develop-
ing countries in 199332 Countries from the
same region (in this case principally Argentina,
Brazil, Mexico and Venezuela) accounted for
about 75 per cent of other non-underwritten
facilities.33 Two Latin American countries
(Argentina and Mexico), and six Asian ones
(China, Hong Kong, Indonesia, Republic of
Korea, Singaporc and Thailand), accounted for
almost 90 per cent of $10.7 billion of interna-
tional equities issued by developing countries
and China.»

During 1993 and carly 1994 international
bonds were issued by entities from a number
of developing countries for which funds had not
been raised in this form either recently or at all,
such as Colombia, Congo, Costa Rica,
Guatemala, Philippines, Trinidad and Tobago,
and Uruguay. However, such expansion of de-
veloping countries” access to international fi-
nancial markets can be expected to be gradual,
so that the concentration of inflows just de-
scribed is likely to diminish only slowly.

There remain wide divergences between
the external financial positions of diflerent
groups of developing countries and the transi-
tion economies of Central and Eastern Europe.
These divergences are evident in the costs and
other terms of insurance of the payments and
financing arrangements for imports (discussed
in section D) and in key debt indicators.
Among the latter, for example, as indicated in
table 15, the ratio of external debt to exports in
countries of Latin America and of sub-Saharan
Africa has recently been tending to improve,

from International Banking and Financial Market Developments, table 8 (after exclusion of major offshore banking
centres among developing countries), is more than three quarters.

30 International Banking and Financial Market Developments, table SA.

31 Eurocommercial paper programmes are a short-term financing instrument generally available at a lower cost than
short-term bank credit.

Financial Market Trends, table 15. Figures in International Banking and Financial Market Developments, table 11A,
estimated on a different basis, show that these two countries accounted for almost all issues of Eurocommercial paper
by entities in developing countries other than offshore banking centres.

33 Financial Market Trends, table 16. Other non-underwritten facilities consist of selected categories financing that are
longer-term than Eurocommercial paper. The instruments under this heading, unlike bonds, are sold by dealers on
an agency basis rather than underwritten by banks. Although there is no breakdown by individual countries in Latin
America in the table just cited, data in /nternational Banking and Financial Market Developments, table 11B show that
the four countries mentioned in the text accounted for 90 per cent of medium-term notes (Euro-MTNs), a major
category of financing among other non-underwritten facilities.

34 Financial Market Trends, No. 57, February 1994, p. 75.
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but 1t remains high in the latter group. By
contrast, for countries of Central and Lastern
Europe this ratio remains lower than in Latin
America, although it has risen significantly
since the beginning of the 1990s.

The limited extent of the recent revival in
external financing for developing countries is
indicated by the figures for export credits in
tables 16 and 17, as well as by those for the in-
crease n the exposure of BlS-reporting banks
already discussed. The marked revival in total
nect flows of export credits to developing coun-
tries in 1992 (which involved only those at
short term) was apparently not sustained in the
first half of 1993. Nect flows of medium- and

long-term export credits to countries in Africa
declined sharply to a negative figure in 1992;
total net flows also turned negative in the first
half of 1993, a period in which almost two
thirds of these countries repaid more than they
received in new financing in this form.3 The
generally low levels of external financing in
countries outside the developed world accord
with the information elsewhere in this chapter
on widespread difficulties in servicing official
debt (reflected in the tempo of renegotiations
of such debts, discussed in section E) and on
the high costs and unfavourable terms of pay-
ments and financing arrangements for their im-
ports faced by the majority of these countrics
(the subject of section D).

B. Renegotiation and reduction of bank debt

Since mid-1993 debtor countries have
reached a number ol agreements with commer-
cial banks on restructuring their debts. The
completion of Brazil’s agreement in April 1994
marked the finalization of the renegotiations
since 1990 for the threc largest debtors in Latin
America, agrecments having been concluded
earlier with Mecxico and Argentina. Other re-
negotiations involving developing countrics and
economics in transition are in progress. The
discussion of creditworthiness and payments
risk clsewhere in this chapter (section D) does
not suggest that an end to the series is in sight.

The final agreement between Brazil and
its creditor banks terminated a period of nego-
tiations beginning in October 1990. A prelimi-
nary agreement was rcached in July 1992, but
completion proved a lengthy process.¥ Initial
offers by banks would have resulted in the
conversion of outstanding debt into discount
bonds in an amount which fell short of the tar-
get of the Brazilian Government, and dis-
cussions on a loan from IMF were difficult.
The outcome eventually achieved is estimated

to result in a reduction of Brazil’s debt and debt
service of more than $8 billion.?” Thanks to a
waiver by most creditor banks, the agreement
1s to be implemented without a loan from IMT-,
which constitutes a departure from precedent
in that the other major agreements on the re-
duction of bank debt since 1989 have included
such loans. In conscquence, Brazil is to make
use of its foreign exchange reserves and new
money lent by its creditor banks to pay for
collateral required (about S$4 billion) under
some of the options of its debt restructuring.

Agreements with creditor banks have also
been reached since mid-1993 by the Dominican
Republic, Jordan, Ecuador, South Africa,
Bulgaria and Poland.3® An agreement reached
between South Africa and its creditor banks in
September 1993 covered debt outstanding un-
der its unilateral payments moratorium ol Sep-
tember 1994, which was to be repaid in 16
semi-annual instalments starting in February
1994. Exit options are also available to banks
in such forms as debt-equity swaps, dollar-
denominated bearer notes, and swaps of debt

5 In comparing figures for total net export credits in table 16 and for medium- and long-term lending net in table 17 it
should be remembered that only in the former case are the figures adjusted for changes in exchange rates.

36 For details of Brazil's restructuring agreement see TDR 1993, Part One, chap. 111, sect. B.

37 A. Foster, "Brazil completes deal to restructure $49 bn debt”, Financial Times, 18 April 1994.

38 The preliminary agreement between Bolivia and its creditor banks whose terms were described in TDR /993, Part
One, chap. II1, sect. B was finalized in April 1993. Under this agreement approximately 50 per cent of the country’s

debt was bought back at 16 cents on the dollar, the financing being provided by the World Bank and certain OECD
countries. CEPAL, Preliminary Overview of the Economy of Latin America and the Caribbean 1993, Santiago, Chile,

December 1993.
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Tabie 16
TOTAL EXPORT CREDITS 2 TO DEVELOPING COUNTRIES, BY REGION
A. PREVALENCE OF NEGATIVE NET FLOWS
{Unless otherwise specified, percentage of the number
of countries in the region or grouping)
1988 1989 1990 1991 1992 1993

1st half 2nd half 1st half 2nd half 1st half 2nd half 1st half 2nd half 1st half 2nd half 1st hailf

All developing

countries 47 42 43 42 35 42 42 40 41 33 55
Of which in:
Africa 50 42 38 36 32 42 46 36 42 38 64
America 35 30 41 57 27 41 41 41 51 38 54
West Asia 57 57 57 43 36 43 71 36 57 29 64
South and
South-East Asia © 48 52 48 34 48 48 24 48 17 21 38

Memo item: d
14 highly indebted
countries € 4 4 6 7 4 7 7 4 I 5

Central and Eastern
Europe 3 4 5 4 4 6 - 4 3 l 4

B. NET FLOW AND STOCK IN MID-1993
(Millions of dollars)

1988 1989 1990 1991 1992 1993 Stock

(1st half) (end of
June 1993)
All developing
countries -718 7 000 7 586 5900 25463 3 326 213 566
Of which in:
Africa 451 4136 -3 800 1 361 4 941 -1 206 60 645
America 3717 1259 4 543 3712 7773 1335 62 676
West Asia -4 115 1033 5017 2 472 3 488 735 40 537
South and
South-East Asia € -275 485 1 959 -1 244 9 333 2 026 45 596
Memo item:
14 highly indebted
countries € 3 376 3 485 5 031 3392 8 917 1 854 76 696
Central and Eastern
Europe -1 553 -17 -1 021 10 406 8 682 3 053 47 766

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.
After adjustment for the effect of movements of exchange rates.
Excluding countries for which data are not available.
Including Oceania.
Number of countries.
Argentina, Bolivia, Brazil, Chile, Colombia, Cote d’lvoire, Ecuador, Mexico, Morocco, Nigeria, Peru,
Philippines, Uruguay and Venezuela.
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Table 17
NET FLOW OF MEDIUM-TERM AND LONG-TERM EXPORT CREDITS TO
DEVELOPING COUNTRIES, 1986-1992
(Millions of dollars)
Net flow to: 1986 1987 1988 1989 1990 1991 1992
All developing countries
Total -3 308 -7 040 -5 163 4 024 -975 1534 -1 791
Private -1 985 -4 266 -3 484 4113 -1 837 -355 -1 809
By region:
Africa
Total -980 -2 939 -2 764 1768 -1 436 794 -2 350
Private -281 -2 244 -2 200 1272 -1 694 -7 -2 579
America
Total -758 -891 257 1295 282 1232 59
Private -993 -1 037 256 1 448 26 215 763
West Asia
Total -303 183 739 1324 103 -502 -26
Private -243 217 1071 1 560 -191 -699 -162
South and South-East Asia @
Total -754 -2 909 -2 004 397 105 1 341 802
Private -102 -821 -1 345 514 -19 720 341

Source: Estimates by the UNCTAD secretariat, based on OECD figures.

a Including Oceania.

for local financial instruments.? In December
1993 Jordan completed an agreement restruc-
turing S746 million of principal and S149
million of interest arrears. This followed a
preliminary agreement of July 1993 under
which the country’s debt was to be exchanged
for 30-year par bonds with a rate of interest
rising in pre-determined stages to 6 per cent in
the sixth year, for 30-year discount bonds, and
for 12-year interest-arrcars bonds (both of the
latter at an interest rate of six-month LIBOR
plus 13/16). The agreement also contained a
buyback option.# In February 1994 agrecement
was finalized on $1.1 billion of principal and
interest arrears of the Dominican Republic.#!
In May 1994 a preliminary agreement was

reached between Ecuador and its creditor
banks, whereby debt i1s to be exchanged for
30-ycar discount bonds at a market rate of in-
terest or for 30-year par bonds with an interest
rate increasing in a series of steps to 5 per cent
in year 11. The agreement covers $4.5 billion
of principal and $3 billion of arrears (a large
part of which is to be repaid over 20 years).42

During 1993 agreement was reached on
an extension of the IDA Debt Reduction Fa-
cility.#3 Through debt buybacks financed under
this facility by mid-1993 five countries (Bolivia,
Guyana, Mozambique, Niger and Uganda) had
reduced their debt to banks by more than $600
million at prices ranging from 10 to 18 cents on
the dollar.

39 The World Bank, Financial Flows and the Developing Countries, November 1993.
40 The World Bank, Financial Flows and the Developing Countries, July 1993 and February 1994.
41 For the terms of the Dominican Republic’s restructuring agreement see TDR /993, Part One, chap. 11, sect. B, and

Latin American Economy and Business, March 1994,
42 Latin American Weekly Report, 19 May 1994.

43 Under the IDA debt reduction facility, established in 1989 and funded with $100 million from net income from the
World Bank’s operations, money is made available to low-income countries for the reduction of their external debt
in the form of obligations to commercial banks and suppliers through buybacks at farge discounts on face value.
Support is contingent on programmes acceptable to IDA for medium-term adjustment and the management of ex-

ternal debt.




Among the economies in transition two
(Bulgaria and Poland) reached preliminary
agreements with their creditor banks in No-
vember 1993 and March 1994, respectively.
Under the terms of Bulgaria’s agreement,* the
options available to creditors are the conver-
sion of debt into 30-year discount bonds at a
market rate of interest or 18-year par bonds on
which the rate of interest will rise in stages from
2 per cent to a market-related level in the eighth
year. Interest arrears are to be covered by
17-year bonds at a market rate of interest, and
Bulgaria is to buy back a portion of its debt at
a little more than 25 cents on the dollar. (Final
agreement between Bulgaria and its creditor
banks was announced as this Repor: went to
press.) Under the terms of Poland’s agree-
ment,4 which restructures S$13.2 billion of
principal and interest arrears, five options are
available to creditor banks: (1) 30-ycar par
bonds on which the rate of interest will rise in
a series of steps to 5 per cent in vear 21; (2)
30-year discount bonds at a markct rate of
interest; (3) 20-year past-due-interest bonds on
which the rate of interest will rise in a series of
steps to 7 per cent in the ninth year; (4) 25-year
debt-conversion bonds with an interest rate
rising in a series of steps to 7.5 per cent In year
11, which are available only to banks providing
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new money at a rate of $35 for every $100
tendered for conversion: and (5) [5-year
new-money bonds at a market rate of interest
which are available only on the same terms as
in option (4). An unusual feature of this
agreement is the absence of a rolling interest
guarantee on either the discount or the par
bonds. The resulting reduction of Poland’s
debt to banks is expected to be 42.5 per cent.

Negotiations between the Russian Feder-
ation and its creditor banks began in October
1993 after the latter had accepted a series of
three-month postponements of repayments of
principal agreed in negotiations starting in De-
cember 1991 (as a result of which the country’s
bank debt had risen to $27.5 billion, including
more than $3 billion of interest arrears).4
However, they are now facing difficulties, one
issue being the refusal of the Russian Feder-
ation to accept the banks” demand to waive
certain sovereign rights regarding state-owned
assets. Preliminary discussions designed to es-
tablish the Albanian Government’s responsi-
bility for external debts incurred by banks
under the previous regime have been con-
cluded, and negotiations between the country
and its creditor banks on debt restructuring can
now begin.47

C. Continuing iinancial flows to Latin America: selected issues

The revival of external financing for a
number of Latin American countries since 1991
continued in 1993, but generally at a somewhat
slower pace than during the previous year. The
destination of these inflows has been a group
of countries for the great majority of which ac-
cess to international capital markets had been
either sharply restricted or actually ceased after
the outbreak of the debt crisis.#® Latin Ameri-
ca’s recent inflows differ from those of most of
the countries of South and South-East Asia in
that a larger proportion has consisted of port-
folio investment. While they have relaxed ex-
ternal financial constraints for the countries

affected, they have also posed (often novel)
challenges to policy makers. As the stock of
financial assets in this region held by non-
residents has expanded, the sustainability of the
inflows has become a focus of attention not
only for the recipient countries themselves but
also for significant parts of the community of
international portfolio investors.

According to preliminary estimates by the
ECLAC secretariat, the net movement of capi-
tal to countries of Latin America and the
Caribbean (which includes short-term financing
and unrequited official transfers) decreased
from $62 billion in 1992 to $55 billion in

44 The World Bank, Financial Flows and the Developing Countries, February 1994 and May 1994.
45 [bid., May 1994 and A. Robinson, “Doors open to foreign credit”, Financial Times (Supplement on Poland), 18

March 1994.

46 ECE, Economic Bulletin for Europe, Vol. 45, 1993, pp. 94-95, and Financial Times, 4 August 1993.

47 ECE, op. cit.

48 Of these countries Columbia has avoided renegotiation of its external debt to commercial banks.
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1993.49 As might be expected from the dis-
cussion in section A, this net capital inflow was
concentrated on a minority of countries, of
which four (Argentina, Brazil, Mexico and
Venezuela) accounted for 73 per cent, two
Chile and Peru) for 5 per cent each, and
Colombia for 3 per cent. Argentina, whose net
capital inflow declined from $12.9 billion in
1992 to $10 billion 1in 1993, received S$5.5-6
billion through bond issues, $2.5 billion
through issues of Eurocommercial paper and
medium-term Euronotes, and $2.7 billion from
international equity offerings (much of the last
item being the sale to international investors
of a minority stake in the oil and gas company,
Yacimientos Petroliferos Fiscales (YPF)).5¢ For
Brazil the net capital inflow fell by 60 per cent,
from $8.8 billion in 1992 to $3.4 billion in 1993.
New bond issues amounted to $5.5-6 billion
and there was also net foreign portfolio invest-
ment of about $2.5 billion in the country’s eq-
uity markets.5! Mexico's net capital in(low
increased slightly, from $24.7 billion in 1992 to
$25.1 billion in 1993. The country’s interna-
tional bond issues amounted to $8-9.5 billion,
and its issues of Eurocommercial paper and
medium-term Euronotes to $4.3 billion. For-
eign investment came to more than S15 billion,
approximately two thirds of it in the form of
portfolio investment and one third in the form
of FDI.52 Venezuela cxperienced a sharp fall in
net capital inflow, from $2.3 billion in 1992 to
$1.3 billion in 1993. The country’s entities is-
sued $1.3-2.1 billion in the form of bonds and
$0.5 billion in the form of medium-term
Euronotes. Incompletc data suggest a sub-
stantial fall in its inflow of foreign investment
in comparison with 1992.53 Chile’s net capital
inflow in 1993 came to $2.9 billion, against $3.5
billion during the previous year. Once again
much of the country’s external financing was in

the form of portfolio equity investment and
FDI, the total inflow under these headings
amounting to $2.7 billion, while $0.8 billion
was raised in the form of American Depository
Receipts (ADRs).54 By contrast, international
bond issues by Chilean entities came to S0.4
billion. As mentioned earlier, Peru’s net capital
inflow in 1993 was similar in amount to Chile’s.
Peru is not yet an important issuer of sccurities
on international financial markets, but this may
soon change as part of the large programme of
privatization envisaged. The country’s equity
market (on which prices increased 131 per cent
in 1992 and 90 per cent in 1993) has already
begun to attract the funds of non-residents on
a substantial scale.55> Colombia’s net capital in-
flow increased sharply, from less than S$200
million in 1992 to $1.5 billion in 1993. Its
international bond issues amounted to about
$0.5 billion and foreign investment in the
country rose sharply in the first eight months
of the year.56

As illustrated in last year’'s Report,S? the
pattern of external financing of the major
recipient countries in Latin America during the
recent revival has generally diverged from that
experienced over a longer period by those in
South and South-East Asia. One important
difference is the greater recourse by the former
to securitized loans in forms such as
international bonds, Eurocommercial paper,
and various types of notes. These categories
of financing accounted for more than 75 per
cent of funds raised in the international
financial markets by Latin American countries
in each of the years 1991-1993, while the share
of syndicated bank credits, for example, was
less than 10 per cent. For South and
South-East Asian countries and China, on the
other hand, the share of syndicated credits

4 CEPAL, Preliminary Overview of the Economy of Latin America and the Caribbean 1993, Santiago, Chile, December

1]
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1993, table 16, which is also the source for the net capital inflows of individual countries in the text which follows.

The figures for the issues of international bonds of Argentina and the other Latin American countries mentioned in
this paragraph are from OECD, Financial Market Trends, and from BIS, International Banking and Financial Market
Developments, and those for Eurocommercial paper and Euro-MTNs from the latter source (see footnotes 32 and 33
above). The figure for Argentina’s international equity issues is taken from the Financial Times Survey, Latin
American Finance, 11 April 1994, p. VII.

This net figure is the difference between an estimated inflow of $12 billion and an outflow of $9.4 billion.
American Economy and Business, March 1994, p. 3.

Ibid., p. 5. Of the cquity inflow $2.9 billion was accounted for by new international issues (Latin American Finance,
p. VII), the rest presumably consisting of purchases on secondary markets.

According to Latin American Economy and Business, December 1993, p. 7, foreign investment in Venezuela in the first
three quarters of 1993 amounted to only a little more than $200 million.

Latin

Latin American Finance, p. 11. ADRs are registered negotiable certificates issued in the United States which represent
numbers of foreign shares being held by the overseas branches of United State banks or other financial institutions
acting as custodians in the country of origin. Transactions in ADRs are carried out in United States equity markets
in lieu of transactions in the shares themselves.

On the inflow from abroad into Peru’s equity market see Latin American Finance, p. 111. The index of stock prices
is that of Baring American Asset Management Company.

According to Latin American Economy and Business, November 1993, p. 8, foreign investment in Colombia increased
56 per cent during the first eight months of 1993 in comparison with the corresponding period of the previous year.

TDR 1993, Part One, chap. I1I, sect. A, especially table 25.




varied from a little less than 40 per cent to 75
per cent, while that of securitized lending
instruments varied from 20 per cent to 50 per
cent. An important feature of this contrast is
the greater reliance of Latin American coun-
tries on borrowing on which interest payments
are fixed regardless of the borrower’s circum-
stances.’8 Moreover, as a result of their greater
reliance on securitized lending the availability
and terms of their external financing are likely
to be more susceptible to shifts in sentiment in
the financial markets. Another difference be-
tween the patterns of external financing of ma-
jor recipient countries in Latin America, on the
one hand, and South and South-East Asia, on
the other, is that a higher proportion of the
flow of FDI to the former has been destined for
the purchase of existing assets in the context
of privatization, so that the link to increased
domestic investment tends to weaker.

As in 1992, one of the driving forces be-
hind securitized international lending to Latin
American countries in 1993 was interest-rate
arbitrage between United States dollar rates
and the much higher ones in the domestic fi-
nancial markets of some of these countrics.
The opportunities for such arbitrage arc illus-
trated in table 18 by the excess of domestic
monthly short-term interest rates over the rate
on United States treasury bills, after adjustment
for movements of exchange rates. Moreover,
such arbitrage was not limited to short-term
borrowing and lending, since another feature
of 1t has been the scale and frequency of inter-
national bond issues by banks from Latin
American countries (where the arbitrage was
between higher rates of interest in both mar-
kets). For example, in the case of Eurobonds
for Brazilian entities approximately one half of
both the amount raised and the number of is-
sues between January 1993 and mid-February
1994 was accounted for by banks, while the
corresponding proportions for Mexico were
approximately 30 per cent in both cases and
those for Argentina about 20 per cent of the
amount raised and about 30 per cent of the
number of issues.’® The proceeds of these
arbitrage operations have bcen on-lent to do-
mestic private and government borrowers or
used to purchase lotally issued securities in
secondary markets. Interest-rate arbitrage by
borrowers has been accompanied by growing
awareness of the high returns on the short-term
financial instruments available in the local fi-
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nancial markets of certain Latin American
countries among money managers in financial
and non-financial enterprises of OECD coun-
tries.  Holdings of Mexican CETES (Cer-
tificados de Tesoreria, short-term government
bills), for example, are now in the portfolios of
money-market assets of several corporations.s?
Another source of capital flows to Latin
American countrics has been non-resident eq-
uity investors, many of whom are attracted by
the quick capital gains which can be realized in
the mostly volatile stock markets of certain
countries in the region. Thus, for example, in
dollar terms equity prices in Argentina rose 53
per cent in 1993 (after falling 24 per cent in
1992), and have declined again in the first half
of 1994. The corresponding figures for Brazil
were an increase of 111 per cent in 1993 (and a
continuing rise in the first half of 1994) follow-
ing a fall of 4 per cent in 1992; and for Mexico
consecutive increases of 22 per cent in 1992 and
48 per cent in 1993 have been followed by a
decline of 18 per cent in the first half of 1994.61

The scale of external financial inflows
since 1991 has caused problems for policy
makers in respect of exchange-rate manage-
ment and the achievement of fiscal balance.
These problems, and the measures used to meet
them up to early 1993, are described elsewhere
in this Report (see the annex to chapter II, Part
Two).  Since that date Brazil has taken
additional steps to restrain its inflow; new
regulations restrict the types of instrument in
which non-residents can invest (in particular
placing commodity funds and fixed-income
government paper off limits) and a tax of 3 per
cent is levied on issucs of Eurobonds. In
Colombia, which, as mentioned above, received
considerably increased capital inflows in 1993,
the Government raised from 47 per cent to 93
per cent the proportion of most loans with
maturitics of less than threce years which must
be deposited at the central bank.

The sustainability of the external finan-
cial flows to Latin American countries reviewed
above has been a source of continuing concern.
In the longer term the vulnerability of the re-
cipient countries to speculative outflows will be
reduced by the strengthening of their export
and manufacturing bases. Under this heading,
for example, attention is often focused on their
recent performance regarding domestic capital
formation. Ratios of gross investment or gross
fixed investment to GDP were in the range of

58 A large proportion of recent bond issues of Latin American countries consists of straight bonds with a fixed rate of

interest.
59 Furomoney, March 1994, pp. 106-112.

60 Estimates for early 1994 suggest that typically 40-50 per cent of the outstanding stock of CETES was held by non-
residents. Latin American Economy and Business, February 1994 (p. 5) and May 1994 (p. 4).

6l Data supplied by Baring American Asset Management Company.
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Table 18

REPRESENTATIVE EXCHANGE-RATE ADJUSTED LENDING OR MONEY-MARKET
RATES OF INTEREST IN SELECTED LATIN AMERICAN COUNTRIES AND
EXCESS RETURNS AS COMPARED WITH UNITED STATES RATES

(Returns, and excess returns, in percentage points after adjustment
for changes in exchange rates for the United States dollar) @

Argentina b Brazil € Chile d Mexico €
Excess Excess Excess Excess
Return return ! Return return f Return return f Return return !

1991

Monthly average -2 21 -2.57 557 5.13 097 0.52 1.32 0.88
Annualized monthly

average -22.72  -26.83 91.64  82.32 12.27 6.42 17.04 1119
1992

January 2.16 1.85 8.38 8.07 2.39 208 1.63 1.32
February 1.08 0.77 11.91 11.60 7.84 7.53 1.57 1.26
March 0.97 0.64 10.91 10.60 0.68 0.35 0.54 0.21
April 1.39 1.08 10.30 9.99 1.95 1.64 138 1.07
May 1.19 0.88 9.95 9.65 1.83 1.53 0.10 -0.20
June 1.00 0.70 9.74 944 -0 68 -0.98 0.95 0.65
July 1.27 1.00 7.76 7.49 -0.24 -0.51 1.53 0.26
August 1.20 0.94 9.00 8.74 -0.30 -0.56 2.37 2.11
September 1.20 0.96 9.44 9.20 0.30 0.06 0.20 -0.04
October 1.20 0.97 8.70 8.47 3.47 3.24 0.98 0.75
November 1.78 1.52 7.98 7.72 1.00 0.74 183 1.67
December 2.05 1.78 7.09 6.82 1.19 0.92 1.34 1.07
Monthly average 1.37 1.09 9.26 8.98 1.62 1.34 1.21 0.93
Annualized monthly

average 17.80  13.89 189.53 180.73 2130 1732 1553 11.75
1993

January 0 36 0.27 1.82 1.72 0.10 0.03 1.26 1.17
February 0.93 0.83 2.36 2.26 010 0.03 1.27 1.17
March 081 0.71 2.06 1.96 -1.16 -1.26 1.27 1.17
April 0.94 0.85 1.75 1.66 0.54 0.45 1.26 1.17
May 0.67 0.57 1.37 1.27 1.22 1.13 1.25 1.16
June 0.86 076 | 38 128 2.52 2.42 1.25 116
July 0.78 0.68 i 56 146 1.30 1.20 1.24 1.14
August 0.67 0.57 1.1 1.01 1.30 120 124 1.14
September 0.65 0.55 1.67 1.57 2.50 2.40 124 1.15
October 0.62 0.52 1.94 1.84 1.31 1.21 1.24 1.14
November 0.75 0.65 2.1 2.01 268 2.58 1.25 1.15
December 0.65 0.55 1.92 1.82 -1.98 -2.08 1.24 1.14
Monthly average 0.72 0.63 1.75 1.65 0.87 078 1.25 1.15
Annualized monthly

average 8.99 7.83 23.14 21.70 10.95 9.77 16.07 14.71

Source: UNCTAD secretariat estimates, based on data of the Instituto de Economia do Sector Publico (IESP) (Brazil),
Centro de Estudios de Estado y Sociedad (CEDES) (Argentina), Banco Central do Brasil, Banco Central de
Chile, Banco de México and IMF.

Exchange rate adjustments on the basis of end-of-month exchange rates between the dollar and the
respective currency.

30-day time deposits (period average).

“Hot money” (period average).

Non-indexed bank loan from 30 to 89 days (period average).

Average rate of interest to borrowers (period average) until June 1992. Thereafter implicit monthly returns
on 28-day Certificados de Tesoreria (CETES).

f Excess return as compared with United States Treasury bills.
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17-21 per cent for Argentina, Mexico and
Venezuela in 1992 and for Brazil in 1991. That
for Chile was 21 per cent in 1992 but prelimi-
nary estimates point to an increase to over 25
per cent in 1993.62 By contrast, among the
countries of South and South-East Asia men-
tioned in the analysis of the concentration of
external financing for developing countries in
section A, only in India and Indonesia were the
1992 ratios of gross fixed investment to GDP
in the range of 21-22 per cent, those for the
Republic of Korea, Malaysia, Singapore and
Thailand, for example, exceeding 34 per cent.63

Attenuion is also [requenty drawn to the
vilnerability of Latin America’s capital inflows
to changes in relative interest rates, currency
devaluations in recipient countrics, and poh
tical shocks The differentials
which are driving the arbitrage described above
are large, so that the process is not likely to be
much affected by small changes in United
States interest rates such as those witnessed
since early February. Nevertheless, much of
the recent portfolio investment in Latin Amer-
ica has been motivated by the prospect of
short-term profits, and such speculative flows
of funds are susceptible to changes of direction
not only in response to shocks with an imme-
diate impact on relative rates of return but also
to shifts in expectations linked to several dif-
ferent economic indicators, some of them of a
global nature, and to pecrceptions regarding
trends in recipient countries. It is thus of in-
terest in this context that an outflow of about
$11.5 billion from Mexico is estimated to have
taken place during the early months of 1994
mainly owing to political uncertainties.® This
figure is of a magnitude similar to estimates of
flight capital repatriated to the country during
1989-1993 (and considerably larger than the
temporary credit of $6 billion provided by the
United States in March after the assassination
of one of the candidates in the Mexican presi-
dential election).

interest-rate

Another qucstion raised by the recent
capital inflows to Latin America is how far the
increases in external financing have led to the
restoration of normal relations between recipi-
ent countries and the international financial
markets. Information concerning the ratings
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for the countries” debt instruments by major
credit-rating agencies, the terms of their inter-
national bond issues, and their access to inter-
national bank lending indicates that progress
towards normalcy so far remains uneven.

Table 19

YIELD SPREADS ON INTERNATIONAL BOND ISSUES,
BY TYPE OF BORROWER, FOR SELECTED LATIN
AMERICAN COUNTRIES, IN 1993 AND EARLY 1994

(Percentage)

Yield spread @ (basis points)

1993 1994
Country/ First Second First
sector half half quarter

Argentina

Public 423 271 -

Private 549 365 294
Brazil

Public 536 429 342

Private 605 442 415
Mexico

Public 248 214 163

Private 562 335 328
Venezuela

Public 446 223

Private - 463

Source:Data from Merrill Lynch.

a The yield spread is the difference between
the bond yield at issue and the prevailing
yield for the bonds of OECD countries
denominated in the same currency and with
a comparable maturity. Figures are weighted
averages.

None of the four countries, Argentina,
Brazil, Mexico and Venezuela, has yet received
a rating of investment grade for their foreign-
currency-denominated debt from the credit-
rating agencies, Moody’s or Standard and
Poor’s. Among Latin American countries such
a rating has so far been achieved only by Chile
(from both agencies) and by Colombia (from
Standard and Poor’s). It has also been forth-
coming from [Fitch, Duff and Phelps and the
National Association of Insurance Commis-
sioners (NAIC) in certain cases for debt issued
as private placements by entities from Brazil,
Mexico and Venezuela.®5 Moreover, Standard

62 R.R. Miller and M.A. Sumlinski, “Trends in private investment in developing countries 1994. Statistics for 1970-92,
IFC Discussion Paper 20 (Washington, D.C.: The World Bank, 1994), table 1. The preliminary estimate for Chile in
1993 is from Latin American Economy and Business, March 1994, p. 8.

63 Miller and Sumlinski, op. cit.

64 Latin American Economy and Business, May 1994, p. S, and Latin American Weekly Report, 16 June 1994, p. 260.

65 There are five institutions in the United States recognized by the Securities and Exchange Commission as national
bond-rating companies - Moody’s, Standard and Poor’s, Fitch, Duff and Phelps, and McCarthy Crisanti & MafTei.
There is often a bar on investment in assets rated as being of less than investment grade by institutional investors in
that country. NAIC is an association of United States insurance regulators whose evaluation of financial assets de-
termines the size of the reserves to be set aside against the risk of loss on them.
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and Poor’s has accorded a rating of investment
grade to a number of peso-denominated issues
of Mexican entities (for which the servicing ca-
pacity is considered more assured than for
those denominated in foreign currencies). The
ratings have been associated with average yield
spreads for Argentina, Brazil, Mexico and
Venezuela which, as shown in table 19, varied
from 248 basis points (for Mexican public enti-
ties) to 605 basis points (for Brazilian private
entities) in the first half of 1993, and from 214
basis points (for Mexican public entities) to 463
(for Venczuelan private entities) in the second
half of 1993. Although spreads for these four
countries have recently been tending to narrow,
the ranges just mentioned remain 51gn1ﬁcamly
above those on international bond issues by
South and South-East Asian countrics.

As indicated by table 13, the rcliance of
Latin American countrics on international
bank lending as opposcd to issucs of securities
in the 1990s has been limited. Slow growth of
such financing reflects the influence of demand
as well as supply, and the recorded increases in
the exposurc of BIS-reporting banks have also
been affected by reduction of bank debt under

restructuring agreements. But other available
information none the less suggests continuing
caution by banks over lending to these coun-
tries. For example, although short-term lend-
ing to Argentina, Brazil and Mexico connected
to the financing of trade appears to have in-
creased significantly during 199266 this revival
has been accompanied by an expansion of the
proportion of banks” exposure to them which
1s covered by official export credit insurance.
FFor Argentina the expansion was from 4.4 per
cent at the end of 1991 to 5.9 per cent at the
end of 1992 and 7.9 per cent in mid-1993 (the
last figure possibly giving a misleading im-
pression, owing to the cffects of the reduction
of Argentina’s debt to banks under its restruc-
turing agreement); for Brazil there was a rise
from 4.9 per cent at the end of 1991 to 6.6 per
cent in mid-1993; and for Mexico the corre-
sponding increase was from 13.7 per cent to
17.3 per cent.#” Other, more fragmentary, evi-
dence points to particularly frequent recourse
in medium- and long-term trade financing by
banks for these and other Latin American
countries not only to official export credit in-
surance but also to other techniques for the re-
duction of payments risk.¢8

D. The ter_ms of expo_rt-credits and trade finan_cing
arrangements

As noted in section A, although net flows
of export credits®? to developing countries have
recovercd somewhat since 1989, they continue

credits are determined by the interaction of de-
mand and supply. Thus they respond not only
to macroeconomic conditions, the pace of in-

to be lower than beforc the debt crisis.

66
67

he

Export  vestment being especially important in this re-

BIS, The Maturity and Sectoral Distribution of International Bank Lending, First Half 1993, January 1994, p. 7.

OECD and BIS, Statistics on External Indebtedness. Bank and Trade-related Non-bank External Claims on
Individual Borrowing Countries and Territories, January 1994. It is interesting to compare the figures in the text with
those for Chile which has also experienced during the 1990s an increase in short-term international bank lending for
financing trade but which enjoyed a better credit rating than other Latin American countries (as discussed above).
The proportion of banks” exposure to Chile which was covered by official export credit insurance actually fell from
7.4 per cent at the end of 1991 to 6.6 per cent in mid-1993.

These techniques have included escrow accounts (into which agreed amounts of foreign exchange earnings would be
paid) and collateralization as well as cofinancing from multilateral financial institutions. See “Latin American trade
finance”, Euromoney, May 1994, pp. 148-151, and C. Collyns er al., Private Market Financing for Developing
Countries, World Economic and Financial Surveys (Washington, D.C.: IMF, December 1993), chap. VI.

The export credits in tables 16 and 17 include not only the private lending carrying insurance or guarantees from an
export credit agency (ECA) which is discussed in the present section, but also direct lending by OECD Governments
whose determinants are not discussed in this Report. 1t is customary to define credits carrying “official” insurance or
guarantees as “private export credits” (even in cases where the institutions with officially recognized mandates for this
purpose are privately owned). The sale of the short-term credit insurance operations of the United Kingdom's Export
Credits Guarantee Department (ECGD) to the Nederlandsche Credietverzekering Maatschappij (NCM), the
consortium of banks and insurance companies which serves as a vehicle for providing export credits in the
Netherlands, has contributed to blurring the distinction between official and private insurance in trade financing and
payments. However, for the purpose of the present analysis NCM is treated, like its predecessor, the Insurance
Services Group of ECGD, as a source of “official” insurance.
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gard owing to the role of export credits in the
financing of imported capital goods, but also to
the costs and conditions applying to insurance
from expert credit agencies (ECAs). As 1s
shown below, these costs continue to be high
and the associated conditions restrictive for the
majority of developing countries, as well for the
countries of Central and Eastern Europe, in
both cases helping to restrain financing in this
form. The costs and conditions attached to
export credits, like their analogues in the pri-
vate insurance markets, are also of more gen-
eral interest as indicators of countries’
perceived creditworthiness. Thus, for example,
they are generally correlated with the costs of
financing and payments arrangements for im-
ports other than official credit insurance, such
as charges on letters of credit and margins over
inter-bank interest rates for a forfait financing.
Similarities between the terms and costs of ex-
port credits and the availability of other fi-
nancing and payments arrangements are
illustrated further below for selected countries.

The costs of private export credits consist
of interest, premiums on official insurance, and
other transactions costs associated with any
restrictive conditions on which such insurance
cover is made available. The interest rates
charged on financing for the imports of devel-
oping countries and countries in transition are
linked to international rates or to the minimum
rates under the OECD Arrangement on Guide-
lines for Officially Supported Export Credits
(the Consensus referred to in footnote a to ta-
ble 14),7® and sometimes to other national rates.
Especially in the latter case, they may also in-
clude a premium which, for costs of official in-
surance for export credits, is inversely related
to a borrower’s creditworthiness.

There is considerable inertia in the terms
of official insurance cover from EXIM of the
United States, ECGD of the United Kingdom
and its successor institution for the provision
of cover for short-term credit, NCM (which is
described in footnote 69). As indicated by ta-
bles 20 and 21, changes have become more in-
frequent since early 1992, only countries of
Latin America and Central and Eastern Europe
having experienced them since early 1993. The
outcome of this inertia is the continuing preva-
lence (shown in table 20) for both developing
countries and economies in transition of in-

stances’! of credit insurance cover that is avail-
able only on restrictive conditions or not at all.
In Latin America, the region which experienced
the largest number of (favourable) changes in
terms between early 1993 and early 1994, cover
was available without restrictive conditions (i.e.
on normal terms) in only 15 per cent of the in-
stances recorded in the table for short-term
credits and in 27 per cent of the instances for
medium- and long-term credits. In Africa cover
was available on normal terms in relatively
even fewer instances (13 per cent for short-term
credits and 23 per cent for medium- and long-
term credits). For countries of this region cover
was completely unavailable in 29 per cent of
instances for short-term credits and 46 per cent
for medium- and long-term credits. Among
developing countries only for those of South
and South-East Asia is there a relatively large
number of instances (33 per cent for short-term
credits and 42 per cent for medium- and long-
term credits) where insurance cover is available
without restrictions.

None of the countries of Central and
Eastern Europe included in tables 20 and 21
has received insurance cover from EXIM or
NCM without restrictive conditions since 1992.
But in a number of instances complete una-
vailability of cover has recently been replaced
by availability subject to restrictive conditions.
More comprehensive information on the avail-
ability of official insurance cover (from five
ECAs) to the countries of Central and Eastern
Europe and the former republics of Yugoslavia
is provided in table 22. For only six of the
countries covered by the table (Czech Republic,
Hungary, Poland, Romania, Slovakia and
Slovenia) was cover available from all five
ECAs, while it was not available from any of
them for Albania, Armenia, Azerbaijan,
Georgia and Tajikistan. Unfavourable changes
during the last year have affected several coun-
trics of the former USSR, often resulting from
a tightening by Hermes of its policy regarding
cover. This tightening included the suspension
of cover for credits to Armenia, Georgia and
Tajikistan as well as a temporary suspension
for credits to Russia (subsequently lifted for
exporters from the eastern Ldnder of
Germany).  The tightening of policy was
apparently in part the agency’s response to an
exceptionally high deficit in 1993, and has been
associated with a shift to a new system of terms

70 Since early 1992 minimum interest rates under the OECD Consensus are determined principally by the "Commercial
Interest Reference Rates” for different currencies or composite currency units shown in table 14. These rates are
calculated by the addition of 100 basis points to the yield on government bonds and are subject to adjustment at
regular intervals. To developing countries with a level of GNP per capita making them eligible for IDA credits loans
may be made at an interest rate consisting of the SDR rate plus 30 basis points.

71 The concept, "instance”, is explained in footnote ¢ to table 20.
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Table 20
TERMS 2 OF INSURANCE COVER AVAILABLE TO SELECTED
REGIONS FROM SELECTED EXPORT CREDIT AGENCIES P
(Number of instances € in which EXIM, ECGD or NCM applied specified terms)
Normal terms @ No cover @ Restrictive conditions @
Medium- Medium- Medium-
Short- and long- Short- and long- Short- and long-
Region/period term d term © term d term € term d term ©
Africa
Late 1989/early 1990 9 8 18 18 43 44
Late 1990/early 1991 9 8 18 19 43 43
Late 1991/early 1992 9 8 18 19 43 44
Late 1992/early 1993 9 (8) € 20 (16) € 41 (11) €
Early 1994 9 (8) ¢ 20 (16) € 41 (11) €
Latin America
Late 1989 7 7 6 8 39 37
Early 1991 15 8 5 21 32 23
Early 1992 7 7 5 17 40 28
Early 1993 6 (5 ¢ 5 (6) € 41 (15) €
Early 1994 8 (n ¢ 4 (5) ¢ 40 (14) €
South and South-East Asia f
Early 1990 16 16 3 3 29 29
Early 1991 16 16 3 3 29 29
Early 1992 16 16 3 3 29 29
Early 1993 16 (10) € 3 (3¢ 29 (11) ¢
Early 1994 16 (10) € 3 (3) € 29 (1) ¢
Central and Eastern Europe
Early 1990 3 1 4 4 5 7
Early 1991 2 1 5 4 5 7
Early 1992 1 1 3 4 8 7
Early 1993 0 (0) € 4 (3¢ 8 (3) €
Early 1994 0 (0) ¢ 1 (2) ¢ 11 (4) €
Memo item:
Highly indebted countries 9
Late 1989/early 1990 3 3 4 4 21 21
Late 1990/early 1991 9 4 3 9 16 15
Late 1391/early 1992 3 3 3 7 22 19
Late 1992/early 1993 3 (3) € 3 (3) € 22 (8) €
Early 1994 4 (4) € 2 (2) € 24 (9) ¢

Source: Exporter’s regional guides in Euromoney Trade Finance Report, Trade Finance, Trade Finance and Banker
International, and Project and Trade Finance, 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 mainly the
perceived riskiness of the provision of financing to the borrower in question. The number and stringency
of the conditions vary. For some borrowers cover is not available on any terms.

b The Export-lmport Bank (EXIM) of the United States, and until late 1991/early 1992 the Export Credits
Guarantee Department (ECGD) of the United Kingdom; since that date also the Nederlandsche
Credietverzekering Maatschappij (NCM).

¢ Until late 1991/early 1992 each country for which information was 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. However,
for late 1992/early 1993 data is available only for the cover on short-term credits provided by NCM.
Figures for cover on medium- and long-term credits from EXIM from this date onwards are given in
parentheses.

d 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.

e Insurance cover for credits other than short-term.

f Including Oceania.

g Argentina, Bolivia, Brazil, Chile, Colombia, Cote d’lvoire, Ecuador, Mexico, Morocco, Nigeria, Pery,
Philippines, Uruguay and Venezuela. ‘
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Table 21

CHANGES IN TERMS 2 ON INSURANCE COVER AVAILABLE TO SELECTED
REGIONS FROM SELECTED EXPORT CREDIT AGENCIES b

(Number of instances)

More favourable terms @ Less favourable terms @

Late 1989/ Late 1990/ Late 1991/ Late 1989/ Late 1990/ Late 1991/

early 1990- early 1991- early 1992- Late 1992/ early 1990- early 1991- early 1992- Late 1992/

late 1990/  late 1991/  late 1992/ early 1993- late 1990/ late 1991/ late 1992/ early 1993-
Region early 1991 early 1992 early 1993 € early 1994 € early 1991 early 1992 early 1993 € early 1994 ©
Africa - 1 - = 1 - 2 -
Latin America 10d 4 = 6 13d 9 1
South and South-
East Asia € : . = - £ - -
Central and Eastern
Europe - 5 - 4 1 5 1

Memo item:

Highly indebted
countries g 4 * 4 [ f & 5

Source: Exporter’s regional guides in Euromoney Trade Finance Report, Trade Finance, Trade Finance and Banker
International, and Project and Trade Finance, 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, ECGD or NCM between the categories "normal cover”, "no cover”, and “restrictive
conditions”. (For "instances” and these three categories see table 20.) Such changes are recorded
separately for short-term and for medium- and long-term credits.

b The Export-Import Bank (EXIM) of the United States, and until late 1991/early 1992 the Export Credits
Guarantee Department (ECGD) of the United Kingdom; since that date also the Nederlandsche
Credietverzekering Maatschappij (NCM).

¢ Changes refer to insurance cover for short-term credits only in the case of ECGD/NCM in the absence of
data concerning the terms on cover for medium- and long-term credits from ECGD since late 1991/early
1992 (see footnote b to tabie 20).

d Including the case of two borrowers for which favourable changes in the terms of insurance cover for
short-term credits were accompanied by unfavourable changes in the terms for long-term credits.

e Including Oceania.

f Argentina, Bolivia, Brazil, Chile, Colombia, Cote d’lvoire, Ecuador, Mexico, Morocco, Nigeria, Peru,
Philippines, Uruguay and Venezuela.

which differentiates more sharply among countries. Since the 1980s, partly owing to the
countries according to political risk.” restrictiveness of the terms on ECA’s insurance
cover, there has been a growing interest in pri-
vate credit insurance for financing and pay-
ments arrangements for the imports of
developing countries and economies in transi-

The prevalence of restrictive terms on of-
ficial credit insurance during recent years has
reflected not only perceptions of borrowing
countries’ creditworthiness but also the pres- . . .
sures on ECAs (like those on Hermes already uon. Althpugh the terms on private insurance
mentioned) resulting from their financial defi- ~2r¢ Sometimes more flexible than those of
cits (the extent of which is indicated in table ECAs and more responsive to changes in
23). ECAs are generally under a long-term ob- creditworthiness, data on such terms _(m' the
ligation to be self-supporting in their commer-  Same source used for tables 20 anq 21) indicate
cial operations, an objective difficult to achieve  few recent changes, no change ’bemg recorded
during a period of widespread interruptions of ~ for the countries of Latin America and Central
debt service, and the resulting pressures have and Eastern Europe and one (in an
recently been accentuated by the objective of unfavourable direction) for an African country,
holding down government expenditure in many and three (one favourable and two un-

72 Even after the tightening of its policy Hermes has continued to make insurance cover available to more of the countries
shown in table 22 than any of the other lour agencies.
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Table 22
AVAILABILITY OF EXPORT CREDIT INSURANCE COVER FOR COUNTRIES OF
CENTRAL AND EASTERN EUROPE AND FORMER REPUBLICS OF YUGOSLAVIA
FROM SELECTED EXPORT CREDIT AGENCIES 2

Country Cover available from: Cover not available from:
Albania ECGD, EXIM, Hermes, NCM, FGB
Armenia ECGD, EXIM, Hermes, NCM, FGB
Azerbaijan - ECGD, EXIM, Hermes, NCM, FGB
Belarus EXIM, Hermes ECGD, NCM, FGB
Bulgaria EXIM, Hermes ECGD, NCM, FGB
Croatia Hermes ECGD, EXIM, NCM, FGB
Czech Republic ECGD, EXIM, Hermes, NCM, FGB -
Estonia EXIM, Hermes, NCM ECGD, FGB
Georgia - ECGD, EXIM, Hermes, NCM, FGB
Hungary ECGD, EXIM, Hermes, NCM, FGB

ECGD, FGB

Kazakhstan EXIM, Hermes, NCM

Kyrgyzstan Hermes ECGD, EXIM, NCM, FGB
Latvia EXIM, Hermes ECGD, NCM, FGB
Lithuania EXIM, Hermes ECGD, NCM, FGB
Macedonia - ECGD, Hermes
Moldova Hermes ECGD, EXIM, NCM,
Poland ECGD, EXIM, Hermes, NCM, FGB =

Romania ECGD, EXIM, Hermes, NCM, FGB -

Russian Federation ECGD, EXIM, Hermes, FGB NCM

Serbia - Hermes, ECGD
Slovakia ECGD, EXIM, Hermes, NCM, FGB -

Slovenia ECGD, EXIM, Hermes, NCM, FGB -

Tajikistan - ECGD, EXIM, Hermes, NCM, FGB
Turkmenistan EXIM, Hermes ECGD, NCM, FGB
Ukraine Hermes ECGD, EXIM, NCM, FGB
Uzbekistan EXIM, Hermes ECGD, NCM, FGB

Source: Business Eastern Europe, Project and Trade Finance (various issues).
a The Export-Import Bank (EXIM) of the _United States; Hermes of Germany; Nederlandsche
Credietverzekering Maatschappij (NCM) of the Netherlands; Export Credits Guarantee Department (ECGD)
of the United Kingdom and Finnish Guarantee Board (FGB).

Table 23
PROPORTION OF EXPORT CREDIT AGENCIES 2 IN SELECTED OECD
COUNTRIES THAT INCURRED CASH-FLOW DEFICITS, 1983-1992
(Percentage)
1983 1984 1985 1986 1987 1988 1989 1990 1991 1992
Proportion: 83 65 74 70 83 BS 65 71 83 68

Source: Information supplied by the the Berne Union.
a 1983-1989: 23 agencies in 19 countries; 1990-1992: 25 agencies in 20 countries.
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favourable) for countries of South and South-
East Asia.

As remarked above, perceptions of pay-
ments risk are reflected not only in the costs
and other terms of insurance from ECAs, but
also in the availability of the main types of fi-
nancing and payments arrangements used for
imports. This is evident, for example, in the
payments arrangements recommended for dif-
ferent countries in the Financial Times
newsletter, International Trade Finance. The
main arrangements specified are (1) open
account, (2) sight draft, (3) unconfirmed letter
of credit, (4) confirmed letter of credit, and (5)
cash in advance. The first two are appropriate
for low degrees of payments risk, and the latter
three for greater degrees, the five arrangements
being ordered above according to increasing
risk.”3

As might be expected in the view of the
prevalence of restrictive conditions associated
with the provision of official insurance by
EXIM and NCM (shown in table 21), for less
than one third of Latin American countries™
were the arrangements, open account or sight
draft, recommended in March 1994 by the
above mentioned newsletter (see table 24).
This can be contrasted with the recommenda-
tion of these two arrangements for more than
90 per cent of the OECD countries in the table.
Arrangements appropriate to greater payments
risk were recommended for 70 per cent of Latin
American countries, a figure which can be
compared with a proportion of 77 per cent of

instances in early 1994 where official insurance
on short-term export credits was available only
on restrictive conditions, and a proportion of 8
per cent where such cover was not available at
all. Since March 1986 the share of arrange-
ments recommended which are approprate to
low payments risk has fallen. However, among
those appropriate to higher risk there has been
a favourable shift involving an increase in the
proportion of countries for which an uncon-
firmed as opposed to a confirmed letter was re-
commended. The changes in recommended
arrangements for countries in Latin America
which have taken place since March 1986 were
less concentrated in the years 1990-1991 than
were the changes in the terms of official insur-
ance from EXIM and ECGD shown in tables
20 and 21.75

As shown in table 24, for countries of
Central and Eastern Europe the recommenda-
tions of March 1994 were equally divided be-
tween unconfirmed and confirmed letters of
credit. However, this picture may actually
understate the extent of the difficulties faced by
many of these countries with regard to payment
arrangements, since other information indicates
that for the great majority of them confirmed
letters of credit were either available only at a
high cost or not available at all.7® As a result,
in practice many of these countries are having
increasing recourse to trade on a cash basis or
to countertrade, one estimate, for example, in-
dicating that in mid-1993 one third of Russia’s
imports involved countertrade.””

73 Under payment on open accoun! an invoice is sent to the importer at the same time as the shipping of the goods,
payment being specified within a predetermined period of time. This arrangement requires no intermediary so that
the associated transaction costs are at a minimum. However, it is also based on trust and is used mainly in trade
between entities (such as inter-related companies) with a history of satisfactory transactions. Under payment by bi//
of exchange or sight draft the exporter draws a bill of exchange on the importer, such a bill being an unconditional
order addressed by one party to another, requiring the latter to pay a specified sum on demand or at a fixed future
date. Since such a bill is a negotiable instrument (which can be turned into cash immediately), the exporter thus
obtains greater security than in the case of payment on open account. This arrangement does not require the
interposition of a bank and the associated costs are low. A letter of credit is a written undertaking by a bank in
response to the instructions of the applicant (the importer) to make payment to the beneficiary (the exporter) against
prescribed documents. [t provides the exporter with insurance against the commercial risk of non-payment by the
importer since its validity is independent of the underlying transaction. However, especially when the bank issuing the
letter of credit is the local institution in the importer’s country, the exporter is not protected from political risk resulting
from events in the importer’s country such as the un-availability of foreign exchange or the imposition of foreign
exchange control which make fulfilment of his contractual obligation impossible. This risk can be removed by a
confirmed letter of credit under which another bank, typically in the exporter’s country, adds its commitment to pay
to that of the issuing bank. Confirmation of the letter of credit results in charges by the confirming bank additional
to those of an unconfirmed letter of credit (which consist of the fees of the issuing bank and others associated with
arranging for the payment to be made). In the case of cash in advance delivery of the goods is authorized by the
exporter only after actual receipt of money from the importer. This arrangement is used for transactions where there
is particularly a high risk of non-payment.

4 The sample of Latin American countries in International Trade Finance is not identical to that in the publication on
which tables 20 and 21 are based.

75 In the case of only 3 of the 10 highly indebted countries in Latin America were either of the two payments arrange-
ments appropriate to lower degrees of payments risk recommended in March 1986, and after various shifls in re-
commendations between March 1986 and March 1994 the figure had fallen to two by the latter date. (For a list of
the highly indebted countries see footnote g to table 20.)

76 Information on confirmed letters of credit supplied by Jardine Credit Insurance Ltd.
77 Business Eastern Europe, 16 August 1993,
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Table 24

PAYMENTS ARRANGEMENTS FOR COUNTRIES OF LATIN AMERICA AND
CENTRAL AND EASTERN EUROPE

(Per cent)
Unconfirmed  Confirmed
Open Sight letter of letter of Cash in

account draft credit credit advance
Latin America
1994 3 27 61 9
1986 3 34 38 25
Central and Eastern Europe
1994 50 50
Memo item:
OECD countries 2
1994 29 63 A - -

Source: International Trade Finance (various issues).

Note: Data refer to the situation in March of the year indicated.

a Excluding Turkey and the United States.

E. Rescheduling of official bilateral debt

The pace of official bilateral debt re-
schedulings in the Paris Club slowed down
markedly in 1993. Eleven countries concluded
rescheduling agreements in that year, against
an average of 17 over the three preceding years.
Paris Club activities, however, picked up
strongly in the first half of 1994 with the con-
clusion of 13 agreements.

This pattern of reschedulings has been
influenced by [our key factors:

®  Since 1992, 11 countries have graduated
from the rescheduling process as they have
resumed full debt servicing to Paris Club
crediters. Several of these countries are in
the middle-income category and predomu-
nantly indebted to private creditors. Two
others (Poland and Egypt), mainly in-
debted to official creditors, received excep-
tional treatment from the Paris Club;

The number of multi-year rescheduling
agreements (MYRASs) has increased sig-
nificantly on the basis of multi-year IMF
arrangements.”® MYRAs accounted for
about one third of the agreements con-
cluded from January 1990 to June 1994.
By comparison, only 3 out of the 39
agreements concluded in 1988-1989 were
MYRASs;

Since the beginning of 1993, five countries
have gone to the Paris Club [or the first
time. Three of them (Guatemala, Kenya
and Viet Nam) rescheduled only arrears
and are not expected to return to the Paris
Club. The remainder (Algeria and the
Russian Federation), however, are likely to
require debt relief from official creditors
over the next few years;

Problems faced by a number of countrics
in negotiating new IMF arrangements

78 Under the Extended Fund Facility (EFF), the Structural Adjustment Facility (SAF), the Enhanced Structural Ad-
justment Facility (ESAF) and the Rights Accumulation Programme (RAP).
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have caused delays in reaching agreements
with the Paris Club. The delays experi-
enced by the CFA countries prior to the
devaluation of the CFA franc in January
1994 were the single most important factor
contributing to the slowdown in Paris Club
activities in 1993. By contrast, seven CFA
countries went to the Paris Club in the first
half of 1994. There were, however, about
20 other countries for which Paris Club
agreements had expired by the end of June
1994 and which were candidates for future
reschedulings. Most of these countries
were accumulating arrears.

The 50 per cent devaluation of the CFA
franc revealed what an overvalued exchange
rate for these countries had hidden for many
years, namely their real poverty level and the
true burden of their external debt, in terms of
the domestic resource cost. As a result of the
sharp drop in per capita income in dollar terms,
Céte d’Ivoire and Cameroon slipped back into
low-income status. At the same time, their
creditworthiness had deteriorated to such an
extent that they became IDA-only countries,
and thus eligible for the enhanced Toronto
terms, which they obtained from the Paris
Club.” The budgetary repercussions of the re-
alignment were particularly adverse. While re-
scheduling countries’ external debt-servicing
obligations, measured in CIFA francs, doubled,
in the short term the devaluation was not ex-
pected to gencrate a commensurate increase in
government revenue.

The impact of the CFA franc devaluation
on the budgetary burden of external debt was,
however, mitigated by an external financing
package which included, in addition to Paris
Club rescheduling and private debt restructur-
ing, multilateral assistance, particularly from
IMF and the World Bank, and budgetary aid
and debt relief from France. This relief in-
cluded: (a) full cancellation of ODA debt owed
by the 10 poorest CFA countries; (b) 50 per
cent cancellation of ODA debt of the other four
(Cameroon, Céte d’'Ivoire, Congo and Gabon);
and (c) cancellation of arrears to the Caisse
Frangaise de Développement. The relief totals
FF 28.3 billion ($5.1 billion), equivalent to
about 10 per cent of CFA countries’ total
external debt.

Among the newcomers to the Paris Club,
there were two major debtor countries, Algeria
and the Russian Federation. The first Paris
Club agreement on Algeria’s debt (June 1994)
was a historic event for a country that had
avoided debt rescheduling by fully meeting its
debt-servicing obligations, albeit at an ex-
tremely high cost. Algeria had one of the
highest debt service ratios among debtor coun-
tries - an average of 80 per cent during
1991-1993. Its agreement covered arrears and
debt-servicing obligations falling due up to
mid-1995, amounting to about $5 billion. The
rescheduled amount will be repaid over 15
years, including a three-year grace period, with
a graduated repayment schedule.80

The main features of the first Paris Club
agreement on Russian debt (April 1993) were
described in last year’s Report83! The second
agreement (June 1994) followed a similar
pattern. It was again concluded in the absence
of an upper credit tranche arrangement with
IMF (a customary prerequisite for a Paris Club
agreement), but this time within the framework
of IMF’s Systemic Transformation Facility.
The agreement contains standard terms as well
as exceptional clauses. In accordance with
traditional Paris Club practice, the agreement
reschedules 100 per cent of principal and
interest payments falling due in 1994 with a
maturity of 15 years, including a grace period
of 3 years and a graduated repayment schedule.
Beyond the norm, and in line with the 1993
agreement, official creditors agreed to
reschedule:  (a) all current maturities on
post-cutoff date debt contracted in 1991, (b) all
current maturities on short-term debt; (c¢) 60
per cent of 1994 moratorium interest, i.e.
interest payments on the consolidated amount;
and (d) 80 per cent of 1994 interest payments
on previously rescheduled debt. All these debts
have been consolidated over 7-10 years. The
total amount rescheduled exceeds $7 billion,
which (as for Algeria) is one of the largest in
Paris Club history, although much smaller than
the $15 billion consolidated in 1993. As a result
of the agreement, debt-servicing obligations to
Paris Club creditors for 1994 have been reduced
to about $3 billion, against a $4.1 billion
budgetary allocation for total external debt
service.

A new-initiative aimed at enhancing offi-
cial bilateral debt relief for low-income coun-

79 Cameroon received enhanced Toronto terms on current maturities and Houston terms - those reserved for lower
middle-income countries - on arrears. For a description of the Houston terms, see TDR 1992, box 1.

80 Under this new schedule, applied since 1992 to a number of middle-income countries, principal payments risc grad-
ually, with a longer maturity, but a shorter grace period, than in conventional reschedulings (10-year maturity - in-
cluding a five-year grace period - and a flat repayment schedule). The purpose of the new schedule is to avoid the
hump in debt service payments at the end of the grace period that occurs in conventional reschedulings.

81 See TDR 1993, box 19.
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tries was announced at the Naples summit in
July 1994, where the G-7 expressed themselves
in favour of “a reduction in the stock of debt
and an increase in conccssionality for those
countries facing special difficulties.” The low-
income countries have so far benefited from the
enhanced Toronto terms, which provide for a
50 per cent write-off of debt service due over a
relatively short period (up to three years) and
for consideration of a debt-stock operation af-
ter a three-year track record of adjustment.
This new initiative is most welcome. It reflects
a growing recognition of the inadequacy of the
enhanced Toronto terms, and official creditors’
desire to remove the debt overhang of low-
income countries pursuing sound adjustment
policies. The new political consensus should
impart a strong impetus for early implementa-
tion of more favourable terms at the Paris
Club. The Naples agreement opens the way for
the adoption of the Trinidad terms, originally
proposed by the United Kingdom in 1990.
Under these terms, low-income countries would
benefit from a two-thirds reduction in the stock
of their official bilateral debt. For many of
these countries, the Trinidad terms would go
much further than existing practices towards
reconciling debt-servicing obligations with their
longer-term capacity to pay. But for several
other poor countries saddled with an extremely
heavy debt burden, the Trinidad terms would
not, by themselves, remove their debt over-
hang.82

As was argued by the UNCTAD
secretariat in previous issues of this Report, for
a number of low-income countrics additional

country-specific measures, going beyond the
Trinidad terms, will be necessary.  These
measures could include higher stock-of-debt
reduction, of up to 100 per cent (the Paris Club
1s reportedly considering debt forgiveness of up
to 80 per cent). They might also entail an
increase in the amount of debt eligible for
reduction, especially with regard to post-cutoff
date debt and debt previously rescheduled on
concessional terms, comparable action by
non-Paris Club official creditors, commercial
bank debt reduction, and multilateral debt
relief 33

In addition to the scale of debt reduction,
other aspects of the new terms would have to
be worked out within the Paris Club, namely
eligibility criteria and the time-frame for debt
reduction. Eligibility criteria for debt reduction
need to be urgently reviewed. At present, debt
reduction in the Paris Club is limited to
IDA-only countries. A number of severely in-
debted low-income countries, such as Nigeria,
are excluded from the concessional treatment.
As was proposed in last year’s Report, eligibility
should be widened to include, at a minimum,
all severely indebted countries that are “blend”
IBRD/IDA recipients. Setting a new time-
frame for debt reduction involves decisions on
when stock-of-debt reduction would start and
on whether it would be granted in stages or all
at once. In order to expedite the conclusion of
exit rescheduling agreements for countries
carrying out credible adjustment programmes,
debt stocks should be reduced as soon as
possible and in one go.=

42 For an analysis of the enhanced Toronto terms and Trinidad terms, see TDR 1991, Part One, chap. 11, sect. B.5; TDR
1992, Part Two, chap. 1, sect. H; World Bank, World Debt Tables 1993-1994 (Washington, D.C., 1993), Vol. 1, pp.
44-47; and M.G. Kuhn et. al., Official Financing for Developing Countries, World Economic and Financial Surveys

(Washington, D.C., IMF, April 1994), pp. 17-21.

43 Over the past 18 months, the trend toward increased flexibility in debt covered by rescheduling continued, particularly
as regards post-cutofl' date debt and moratorium interest. In several debtor countries, servicing obligations on debt
contracted after the cutoff date have increased significantly. For rescheduling low-income countries, post-cutoff date
debt accounted for about a quarter of their scheduled debt service to the Paris Club for 1993. These percentages are
much higher for certain countries, especially those with very old cutofl dates. In response to this problem, and in line
with a practice which began in 1990, the Paris Club deferred arrears on such debt in a few cases for up to three years,
and for Russia it even rescheduled those arrears over several years. Furthermore, since 1993 there have been some
additional instances (Peru and Russia) where Paris Club creditors have rescheduled part of the moratorium interest.
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Introduction

Beginning about a decade or so ago,
thinking on economic policy took a radical
turn. The turn was nowhere more apparent
than with respect to development strategy and
macroeconomic management.

The view gained ascendency that markets,
and not Governments, hold the key to devel-
opment. It was argued: that the international
mobility of finance would allow the external
capital requirements of developing countries to
be met if there was an economic environment
that would spontaneously attract private capi-
tal; that exports could be quickly lifted by re-
ducing import barriers and devaluing the
currency; that overall efficiency was maximized
when resources were allocated through mar-
kets; that public enterprises were a drag on
growth; that “government failure” was typical,
and so on. The thrust of this thinking stood in
sharp contrast to the “development economics”
of the 1950s and 1960s, which had emphasized
such factors as the pervasiveness of “market
failures” rooted in underdevelopment; the limi-
tations of the law of comparative advantage in
the context of the particular international divi-
sion of labour shaped by political factors; and
rigiditics in the economic structure and lack of
response to market signals. These factors had
been felt to require across-the-board policy
interventions and extensive development plan-
ning.

The change of attitude was equally pro-
nounced regarding macrocconomic policy. The
Great Depression of the interwar years had led
Governments to regard the level of aggregate
demand as a crucially important determinant
of growth and employment, and they increas-

ingly sought to gear their monetary and fiscal
policies towards ensuring that demand was
neither too low nor too high. By contrast, the
turn in thinking emphasized the dangers of
managing demand. [t saw monetary policy as
influencing prices rather than output, and fiscal
deficits as a drain on savings. Growth was
viewed, rather, as being dependent on “supply-
side” - i.e. microeconomic - factors, while em-
ployment levels were believed to depend
primarily on the functioning of labour markets
rather than the overall level of economic activ-

ity.

Some regard the turn in thinking as re-
presenting progress, based on the policy-
making experience over the past half-century,
while others see it as a regression of ideology
to the laissez-faire of the last century. Perhaps
the true picture is that the political and intel-
lectual pendulum has been undergoing another
swing: having moved too far in one direction,
it is now moving too far in the opposite.

This thought has provided the point of
departure for the two chapters that follow. The
first looks at the role played by Governments
in the seemingly miraculous development expe-
rience of a number of economies in East Asia,
while the second examines the role of effective
demand in the the lack-lustre performance of
the major industrial countries. The reader is
forewarned that neither chapter purports to say
the last word on the policy issues involved -
they are essays more in dissuasion than per-
suasion. But each addresses a fundamental is-
sue which neither the theorist nor the
practitioner can continue to ignore.®
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Chapter |

THE VISIBLE HAND AND THE INDUSTRIALIZATION OF
EAST ASIA

A. Intréduction

Among the many different growth expe-
riences in the postwar period, those of a num-
ber of economies in East Asia, which have
earned the appellation of “miracle”,3¢ stand out
above all others. The fast pace of development
in this region has been reflected in the steeply
rising trends of both output and living stand-
ards, and has gone hand-in-hand with swift in-
dustrialization. The process has been driven
by an impressive pace of capital accumulation,
without which it would have been impossible
so rapidly to improve methods of production
and the quality of output, to diversify the range
of goods and services produced and to compete
successfully in world markets for manufactured
products.

The key questions are: how did these
economies overcome their savings and foreign
exchange constraints - two factors often identi-
fied as crucial to development performance - so
as to raise the share of investment in national
income; and how did they translate capital ac-
cumulation into technological progress and
productivity growth?

Numerous observers have sought to ex-
plain the success on the basis of the tools of
traditional economics. Thus, it has been ar-
gued that high rates of savings and investment
stemmed from macroeconomic stability, that
strong foreign trade and productivity perform-
ance came from following the law of compar-

ative advantage, and that the pattern of output
closely approximated what would have been
expected in a regime of laissez-faire. Explana-
tions of this kind ascribe a minor role to gov-
ernment policy. It is argued that the State’s
positive contribution lay in its providing an
“enabling environment” and certain public
goods (such as basic education), and that direct
government interventions in the East Asian
economies were relatively few, transparent and
“market-conforming”; it has even been some-
times argued that the selective interventions
that were made proved to be either harmful to
growth or ineffectual in changing its pattern.

However, not only is the orthodox expla-
nation of savings and accumulation superficial,
but also the argument overlooks the high de-
gree of selective intervention, especially in the
larger economies (Japan, the Republic of Korea
and Taiwan province of China). One analyst
has made the following observation:

Ask any policy-oniented economist what a
good policy regime should look like, and you
are likely to get an answer of the following
form. Successful programmes are likely to:

¢  apply simple and uniform rules, rather
than selective and differentiated ones;

= endow bureaucrats with few discretion-
ary powers;

84 See The East Asian Miracle. Economic Growth and Public Policy (New York: Oxford University Press for the World
Bank, 1993); see also the Special Section on this study in World Development, Vol. 22, No. 4, April 1994; D. Rodrik,
"King Kong meets Godzilla: the World Bank and The East Asian Miracle” (London: Centre for Economic Policy
Research), Discussion Paper, No. 944, April 1994; H-J. Chang, "Was selective industrial policy in East Asia
unsuccessful? Some comments on the World Bank's The East Asian Miracle, Cambridge, 1994 (mimeo).
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®  contain safeguards against frequent, un-
predictable alteration of the rules;

®*  keep firms and other organized interests
at arms’ length from the policy formu-
lation and implementation process.

These notions dertve from vanious bits and
pieces of economic theory, including the the-
ories of dynamic inconsistency in policy, in-
vestment under irreversibilities and rent
seeking. The World Bank’s policy recom-
mendations, particularly in the area of trade
policy, rely heavily on these or similar ideas.

The puzzle with respect to the high-
performing Asian economies is that their
policy-making style has been virtually
orthogonal to the list above. Many of the
interventions have been firm-specific, highly
complex and non-uniform; bureaucrats have
been endowed with tremendous amounts of
discretion in applying policy; rules have been
changed often and unpredictably; and gov-
ernment officials have interacted closely with
enterprise managers,85

The main reason that government inter-
ventions in this region have appcared to be
“market-conforming” lies neither in their
fewness nor in the type of instruments used,
and still less in the absence of burcaucratic dis-
cretion, but in the underlying character of the
policy regime. Unlike many other Govern-
ments that intervened extensively, those in East
Asia did so not to constrain the business sector
as a whole in the interests of other classes
(“populism”), and still less to replace private
enterprise (“real socialism”); nor did they seek
simply to extend favours to certain individual
interests (“crony capitalism”). In the East
Asian economies, the primary purpose of gov-
ernment intervention in the development proc-
ess was to promote the interests of the business
sector as a whole, and - most important - to do
so by creating new wealth through capital ac-
cumulation and productivity improvement
rather than by redistributing a given national
income away from workers, farmers and other
social classes. Its main aim can thus be said to
have been to ensure that the behaviour of indi-
vidual businesses accorded with the long-term
interest of the business class as a whole in gen-
erating a rapidly growing volume of profits and
capital.

The interventions have been pragmatic
rather than based on a strict ideology. They
have nevertheless had a clear rationale, namely
to accelerate the pace of capital accumulation,
technical progress and structural change, and
hence economic growth, beyond what would

85 D. Rodrik, op. cit., pp. 33-34.

have resulted from “laissez-faire”. In essence,
they have been directed at tackling a series of
closely interrelated and mutually reinforcing
“market failures” which typically hold back the
process of investment and innovation in a late
industrializing country. In particular:

*  Business firms are more reluctant to invest
and innovate, and thus achieve interna-
tional competitiveness, when the costs of
so doing are high and immediate wherecas
the benefits are uncertain and come after
a considerable interval (the “infant indus-
try” problem);

¢ Investment, structural change and inno-
vation are also discouraged when all the
costs are borne by the firm itself whereas
part of the productivity gains are captured
by others (“externalities”);

¢  Similarly, a firm is discouraged from en-
tering a new line of business or adopting a
new method of production or organization

if it has to bear all the costs of pioneering

- but stands to lose surplus profits to others
that choose to wait and learn from its ex-
ample (paucity of “Schumpeterian rents”),

* A firm is also reluctant to put its capital
at risk when investment plans of its cus-
tomers and suppliers are uncertain, and
vice versa (the “coordination problem”);

* Because retained earnings are the main
source of investment finance, corporate
profitability influences not only firms’
willingness to invest but also their capacity
to do so; this is especially so since the
amounts that banks and other financial
institutions are preparcd to lend usually
depend on the firm’s accumulated retained
earnings and debt, and not just on the
prospective rate of return on new invest-
ments (the “principle of increasing risk”);

¢  Firms may be too small and undercapital-
ized to be able to take on large-scale in-
vestment and radical innovation, despite
the presence of profitable investment op-
portunities.

The interventions that were made by East
Asian Governments to tackle these problems
took a variety of forms. They included “func-
tional interventions” designed to affect the
general mechanisms of production and resource
allocation by facilitating the functioning of
markets, but also numerous “selective inter-
ventions” designed to meet the differing needs
and circumstances of specific industries and
specific firms at different times. Whether
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“functional” or “selective”, policy generally
sought to achieve improvements in supply ca-
pabilities at the microeconomic level, as well as
in the main macroeconomic aggregates.

The role played by government inter-
vention in this region has been obscured by ar-
guments about the effectiveness of industrial
policy in countries at an advanced stage of de-
velopment. Industrial policy in the context of
late industrialization is a very different kettle
of fish, for the very reason that developing
countries, unlike the already industrialized
ones, are seeking to “catch up”. Since they are
not initially operating in technological terms at
the frontier of international best practice, for
them promoting industrial development does
not involve “picking winners” in a given tech-
nological race, but lifting the propensity to in-
vest and promoting learning, including how to
acquire mastery over readily available technol-
ogies and how to compete in mature product
markets with long-established firms.

Industrial policy in successful East Asian
countries has been predominantly implemented
through the actions of private firms seeking
profits. It has been said that in Japan, “the
success of guidance from above was only made
possible by dynamism in industrial circles”.3¢
Consequently, attempts to isolate those eco-
nomic effects which can be attributed to gov-
ernment, as against the market, are misguided.
The important point is that the type of indus-
trial policy used worked through the interaction
of government policy and the competitive
strategies of private firms.

[t is also important to bear in mind that
the primary concern of industrial policy in these
economies was not the composition of manu-

From the early 1950s until the first oil
price shock in 1973, the Japanese economy
grew very rapidly, at an annual average rate of
around 10 per cent (somewhat slower in the
1950s and somewhat faster in the 1960s). This
was associated with impressive increases in ex-
ports. These rose in value by 17 per cent per
annum during the 1950s and 1960s, twice the
rate of growth of world trade, raising Japan'’s

B. Economic performance in a long-term perspective

facturing capacity and output per se, but rather
the dynamism and efficiency of the
industrialization process as a whole. Con-
sequently, the right criterion in assessing their
efficacy is not whether or how far they caused
the sequence of structural change to diverge
from what normally occurs in the course of
industrialization. The correct test is whether
the interventions served to accelerate the
process of structural transformation by
promoting activities which would have been
dismissed as uneconomic on the basis of the
factor scarcities prevailing at the time, but
which proved to be justified ex post - that is,
after the policies taken as a whole had done
their work in changing comparative advantage.
In short, attention should not be focused
narrowly on questions of short-term “resource
allocation” seen from a strictly microeconomic
perspective (which is the approach of analysts
in the “marginalist” tradition). Instead,
attention must be placed on the process of
capital accumulation and dynamic learning
processes by business firms and the
institutional development required to lift an
economy out of underdevelopment (factors
which preoccupied the “classical” economists,
including advocates of free trade such as Adam
Smith and David Ricardo).

This chapter looks at those Asian econo-
mies that have made the greatest progress in
economic development - namely, Hong Kong,
Japan, Republic of Korea, Singapore and
Taiwan province of China. Its purpose is not
to provide a comprehensive explanation for
their success, but to examine the nature and
role of government intervention - “the visible
hand” - in furthering the pace of capital accu-
mulation and technological advance.

share of world exports from 1.3 per cent to 6.2
per cent.3” Since 1960 equally impressive
growth also occurred in the four newly indus-
trializing economies (NIEs) of East Asia. GDP
grew on average at 8-10 per cent in each econ-
omy throughout the 1960s and 1970s; in- the
1980s it ranged from 6.6 per cent per annum in
Hong Kong to 9.3 per cent per annum in the
Republic of Korea. In each case, growth was

8 M. Shinohara, Industrial Growth, Trade and Dynamic Patterns in the Japanese Economy (University of Tokyo Press,

1982), p. 23.

87 For postwar developments in Japan, see T. Nakamura, The Postwar Japanese Economy: Its Development and
Structure (University of Tokyo Press, 1981), and T. Yanigahara, "Japan as a newly-industrializing country”, Journal

of International Economic Studies, No. 8, 1994.
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associated with structural change. All four
economies have experienced industrialization;
in the two city economies this involved a shift
away from entrepdt activity, whereas in the
other two economies it involved a shift out of
agriculture.

Industrialization had begun in Japan in
the late nineteenth century. In 1955, when
wartime reconstruction was completed, the pri-
mary sector accounted for 23 per cent of net
domestic product and 41 per cent of employ-
ment. By 1970 the figures had fallen to 8.6 per
cent and 19 per cent, respectively. Over that
period, the secondary sector’s share of net do-
mestic product increased from 28.6 per cent to
43 per cent, and its share of the labour force
from 23.5 per cent to 33.9 per cent. Growth in
the manufacturing sector was particularly
rapid; there was a 10-fold increase in the index
of manufacturing output from 1955 to 1977.
There was also a change in the structure of
manufacturing output; for instance, the con-
tribution of textiles fell from 18.2 per cent in
1951-1955 to 8.2 per cent in 1966, and that of
heavy and chemical industries rose from 46.8
per cent to 60.3 per cent. Output of machinery
(both consumer durables and capital goods)
rose some 30-fold during the same period.

Some hecavy industries had been devel-
oped in both Taiwan province of China and the
Republic of Korea when they were under
Japanese administration. In Hong Kong, the
development of manufacturing began in the
1950s in association with the rupture of
entrepot links with China and the massive mi-
gration from the mainland, which helped raise
the population of the colony from 600,000 to
2,370,000. There was also a large influx of
capital, machinery, skills, market connections,
and entrepreneurial capabilities from Shanghai
and other parts of China.?

In 1960 Hong Kong had a clear lead in
manufacturing over the other three East Asian
NIEs; the sector contributed 26 per cent of
GDP, as against 12 per cent in Singapore, 14
per cent in the Republic of Korea and 17 per
cent in Taiwan province of China. By 1980, the
proportion stood at 27 per cent in Hong Kong,
but had reached around 30 per cent in the other
three economies, where significant structural
changes had taken place, with the share of
heavy industry in total manufacturing output
increasing in both Taiwan province of China
and the Republic of Korea, and more skill- and
technology-intensive industries developing in
Singapore. In Hong Kong, the textiles and
garment industry continued to dominate man-
ufacturing activity, though there was also
movement toward high-quality, high-value and
fashions items.

These structural changes went hand-in-
hand with a dramatic increase in manufactured
exports. Whereas in 1965 the share of the four
East Asian economies in total manufactured
exports from developing countries was about
13 per cent, in 1990 it exceeded 61 per cent.

More recently, Indonesia, Malaysia and
Thailand have also been regarded as being part
of the East Asian “miracle” on account of their
sustained high rates of growth of output, ex-
ports and investment, associated with a large
influx of foreign direct investment. Like the
NIEs, and in contrast to most other developing
countries, they too show high rates of savings
and investment, as well as dynamism in manu-
factured exports. However, having started ear-
lier, it 1s the NIEs which have industrialized
most successfully, to the extent that their living
standards are not unlike those in developed
countries. The rest of this chapter will focus
on Japan and the NIEs, and in particular on
the role played by government policy in accel-
erating industrialization.

C. Government-business relationships

During the period of rapid growth and
industrial catch-up, Japan actively pursued a
policy of promoting the development of partic-
ular industries (and of particular firms within
them) to catch up with the advanced industrial
countrics of Western Europe and the United
States. The relationship between government

and business was broadly cooperative, with the
Government seeking to advance the process of
private sector capital accumulation as a whole
and to induce dynamic private investment ac-
tivity, the local commercialization of foreign
technologies and aggressive entrepreneurial
commitment to expand market share.

88 See L.C. Chau, The Lessons of East Asia. Hong Kong: A Unique Case of Development (Washington, D.C.: The World

Bank, 1993), p. 15.




One popular way of describing this re-
lationship is to refer to Japan as “Japan, Inc.”,
a term which suggests that the entire national
economy 1s operated in concert like a giant
corporation. However, this notion overstresses
the degree of convergence of government and
business goals, ignoring conflicts of interest
which arose from time to time. In reality the
Government, particularly through the Ministry
of International Trade and Industry (MITI),
was constantly searching for ways to ensure
that its socictal objectives were achieved
through the actions of the private sector, pur-
suing, as freely as possible, its own goals.8?
Achieving this aim required specific institu-
tional mechanisms for policy formulation and
the deployment of particular tools of policy
implementation.

Government policy in postwar Japan un-
til the carly 1970s was oriented not towards
improving consumption levels and patterns, but
towards modernizing cquipment and facilities,
increasing productivity and changing industrial
organization and the structure of production.
Accordingly, the strategy was gearcd towards
upgrading the industrial structure, so as to at-
tain a composition of manufacturing output
and exports similar to that in more advanced
countries, and encouraging the growth of larger
firms with cconomies of scope while promoting
standardization and specialization among
smaller firms so as to capture cconomies ol
scale.

Government policy was consequently de-
signed to correct a number of “market failures”.
But carc must be taken in appreciating how this
concept was understood. It was not defined in
relation to microeconomic efficiency of re-
source allocation, but rather in relation to the
ability of the market mechanism to achieve the
strategic devclopment goals sct by the Govern-
ment.  Thus, the inability of the market to
achieve certain industry-specific goals was
viewed as market failure;, or, more broadly,
market failure was said to arisc “when the
goods and services deemed necessary by society
cannot bec ecasily or adequately provided
through dependence on only the free economic
activities of private sectors motivated by pri-
vate profit”.? Also, action was taken in antic-
ipation of market failures, rather than ex posi,
and it has been suggested that there was a vast
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difference in this respect between the way that
Japan and the United States treat market
failure:

At the nisk of oversimplification, perhaps the
United States’ concerns can be described as
reactive, ad hoc, and focused on market
failures without reference to industry-specific
goals. By contrast, Japan’s approach is
anticipatory, preventive, and aimed at
positively structuning the market in ways that
improve the likelihood that industry-specific
goals will be achicved. There is a fundamental
divergence in expectations and objectives and
hence in policy actions. Whereas Americans
are content to let the chips fall where they
may, the Japanesc prefer to remove as much
of the element of uncertainty as possible from
the market processes. Their disposition to
bend, twist, and shape the market 1s
analagous to their practice of using ropes,
wires, and strings to bend and twist the trunks
and branches of trces into shapes that fit the
Japanese aesthetic composition of a
landscape, garden or bonsai plant.9!

Government policy was [ormulated in
Japan in partnership with big business. The
two key Ministries responsible for policy for-
mulation and design in the macrocconomic and
microeconomic spheres (the Ministry of [i-
nance and MITI) closely coordinated their
policies within the framework of an overall in-
dicative plan, usually covering five years. The
basic role of these plans was “(I1) to present a
forecast for the way the economy ought and
can develop; (2) to point out the basic di-
rections that the Government should follow in
implementing its medium- and long-term eco-
nomic policy management as well as to identify
the priority policy objectives and means, and
(3) to provide basic guidelines for houschold
and corporate decisions”.?2 The plan estab-
lished business expectations of thc lower limit
of the growth rate during a five-year period and
publicized medium-term government objcctives.
In formulating it a consensus was developed in
two stages. First, politicians from the ruling
party, academics and government oflicials ex-
changed views on the formulation of a plan
proposal, and second, a more detailed deliber-
ation of the proposal was made by the Eco-
nomic Deliberation Council, a group which
included business leaders, academics and for-
mer officials. The objectives and growth tar-

89 An institutional history of MITI written from this perspective is C.A. Johnson, MIT] and the Japanese Miracle: The
Growth of Industrial Policy, 1925-75 (Stanford, CA: Stanford University Press, 1982).

90 The Japan Development Bank and Japan Economic Research Institute (JOB/JERI), Policy-Based Finance: The
Experience of Postwar Japan. Final Report for the World Bank, 1993, p. 28.

91 D.J. Okimoto, Beiween MITI and the Market.
Stanford University Press, 1989), p. 11.

Japanese Industrial Policy for High Technology (Stanford, CA:

92 Cited from the economic plan of 1988 by T. Komine in "The role of economic planning in Japan”, in J. Teranishi and
Y. Kosai (eds.), The Japanese Experience of Economic Reform (London: Macmiltan, 1993), p. 310.
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gets of successive plans prepared by the
Economic Planning Agency from 1955 to 1970
are shown in box 1.

In addition to this general plan, more
specific “visions” were drawn up for particular
industrics. These were drafted by MITI, but it
arranged study groups, research groups and
deliberative councils to hear and incorporate
the views of academics, industry officials, con-
sumers and other interested parties.%3

The deliberative council system and the
industry associations played significant roles in
coordinating the views both of the public and
private sectors and of members of a particular
industry. The deliberative council system was
particularly important in the formulation of in-
dustrial policy. In the 1950s the main
deliberative body for this purpose was the In-
dustrial Rationahization Council, and in the
1960s it was the Industrial Structure Advisory
Council. In addition, each industrial scctor had
its own council and board of enquiry to delib-
erate over individual issues related to that in-
dustry. These councils and boards numbered
approximately 30 in the 1960s, and their mem-
bers consisted mainly of business leaders, for-
mer government officials, academics,
journalists, representatives from consumer
groups and from the world of labour and fi-
nance, as well as of Jocal government officials.
The functions of the councils were
information-gathering, interest coordination
and persuasion. Their operation mecant that
policies were not unilaterally decided and en-
forced by the Government.

Many of the considerable number of in-
dustry associations had been set up under the
encouragement of MITI after the war. Their
function was to coordinate the views of indus-
try and ensure that the relevant divisions of
MITI designed policy advantageous to indus-
try.

Besides these formal institutions, there
were a number of informal policy networks.
For instance, ties between government and
business were reinforced by amakudari, a
practice  whercby  officials leaving  the
burcaucracy on retirement take up high-level
posts in private industry and industry
associations.

The government-business relationship
was facilitated by two features of Japan’s pat-

tern of industrial organization. Firstly, the
market structure in many key industries, par-
ticularly the heavy industries, was oligopolistic,
with firms organized into loose business
groupings (keiretsu), see below. Secondly, large
corporations dominated small and medium-size
enterprises, which were an important source of
employment and output throughout the
catch-up period.

In prewar Japan, industrialization had
been led by a handful of large diversified busi-
ness  groups (zaibatsu). These  were
family-based and generally consisted of a
holding company that controlled several
principal operating companies and their
subsidiaries. In the occupation after the second
World War, the zaibarsu were dissolved by
breaking up the holding companies, purging
companies of top management and prohibiting
members of founding families from business
activities. But in the 1950s keirersu re-emerged
as formerly zaibarsu-affiliated  companies
became affiliated to banks. There were six
major keiretsu, centred on the Mitsubishi,
Mitsui, Sumitomo, Fuji, Dai-ichi Kangyo and
Sanwa banks. However, not all the large firms
which grew rapidly in thc postwar era were
afliliated to such groupings (notable exceptions
being Sony and Honda).

While ties amongst the firms within
keiretsu were looser than tics amongst zaibatsu
companies, members of each tended to hold
cach  others” stock and to cxchange
information. In the postwar period, cach
keiretsu sought to have among its members at
least one company from each major industry
(“one-set-ism”).  Each kereirsu also had a
general trading company, sogo shosha,% which

had wide intelligence nctworks that were
particularly important Dboth in developing
exports and in sccuring cheaper imports.

During 1960-1973, half of Japan’s exports and
almost two thirds of imports were handled by
the 10 largest trading companies.?> They also
had an important function in providing credit
for marketing activities of manufacturing firms.

Alongside the large corporations were a
Jarge number of small- and medium-sized cn-
terprises. During the 1950s and 1960s, 30-40
per cent of workers employed in manufacturing
were in small enterprises with less than 30
workers, and only 20-25 per cent were in large
enterprises with 500 or more workers.% Sub-
contracting relationships between large and

93 This process is discussed in more detail in JDB JERI, op. cit.
94 D.S. Cho, The General Trading Company: Concept and Strategy (Lexington, MA and Toronto: D.C. Heath and

Company, 1987).
95 M. Shinohara, op. cit., p. 44.
96 See T. Nakamura, op.cit., chap. 5.
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Box 1

PLAN OBJECTIVES IN

ramoall

small firms were widespread, with firms like
Toyota ordering automobile parts from parts
producers in its affiliated network, and firms
like Toray supplying thrcad to weavers in 1ts
network who pay weaving and processing fees.
Wage levels diflered significantly: in the late
1950s wages 1 the medium-sized cnterprises
were 50-60 per cent ol those in large firms,

TAP AN, 1955-1970
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while for small enterprises they were about 40
per cent. These differentials reflected the fact
that whercas the large firms sought to take the
pick of the graduates [rom the formal schooling
system, the small and medium enterprise secLor
absorbed much of the surplus labour being
transferred [rom agriculture to manulacturing,.
In the 1960s, the labour market situation
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tightened as the labour surplus disappeared,
and the differentials in wage levels bctween
large and small/medium firms diminished.??

The pattern of industrial organization in
Japan had a number of favourable conse-
quences for the formulation of industrial policy.
Firstly, industrial consensus was made easier
by the small number of large corporations,
while subcontracting relationships provided a
means for imposing discipline on the remainder.
Secondly, the fact that the keirersu were
diversified meant that selective promotion of
particular industries did not necessarily entail
the selective promotion of particular business
interests.  Thirdly, the mutual stockholding
among large corporations, and their special
financial relationships with banks, encouraged
a long-term business perspective geared
towards increasing market share, which
coincided with the long-term government
objective of enhancing the international
competitiveness of Japanese firms.”

In the Republic of Korea and Taiwan
province of China, too, the Government had a
strong commitment to growth through private
business, which was sharpened in both ccono-
mies at the end of the 1950s by political and
security concerns. The two economies differed
significantly in industrial organization,? which
was in turn reflected in differences in
government-business relationships. In Taiwan
province of China (which received a large influx
of entrepreneurs from the mainland) the main
form of private sector enterprise was small- and
medium-sized firms. By contrast, in the Re-
public of Korea it was the family-based busi-
ness conglomerate, the chaebol, which was
deliberately encouraged by government policy
to correct the dearth of entreprencurship. On
the other hand, Taiwanese public enterprises
were important, precisely because private firms
tended to be relatively small.

97 For more detailed information on wage differentials see D. Friedman, The Misunderstood Miracle

Some figures can illustrate these differ-
ences. During the period 1966-1976, the num-
ber of manufacturing firms in Taiwan province
of China grew by 250 per cent, while the num-
ber of employees per firm grew by 29 per cent.
In the Republic of Korea, by contrast, the
number of manufacturing firms grew by 10 per
cent over the same period, while the number of
employees per firm doubled.!® In 1987 the big-
gest conglomerate in the Republic, Samsung,
had a sales total of $21 billion, which was 40
per cent larger than the total sales of the 10
largest Taiwanese companies combined; and it
had 160,000 employees, over 50 per cent more
than the 10 biggest Taiwanese companies. In
1987, too, the top 10 companies in the Republic
of Korea accounted for 63.5 per cent of the
country’s GDP, as against 14.3 per cent In
Taiwan province of China.10!

In Taiwan province of China the con-
tribution to GDP at factor cost of public en-
terprises averaged over 13 per cent in the period
1958-1980, roughly the same as in Burma,
Bolivia and India, putting it in the top decile
of non-African developing countries.  The
public sector accounted for 30-40 per cent of
gross fixed capital formation in the 1950s, 27-28
per cent in 1962-1968, and 30-35 per cent in the
1970s.  Public sector investment was partic-
ularly important in the 1970s in establishing
key upstream industries which required large-
scale investments and business organization -
petroleum refining, petrochemicals, steel and
other basic munerals, shipbuilding, heavy ma-
chinery, transport equipment and fertilizers.102
These industries required investments and
business organization on a much larger scale
than was possible for the private sector at the
time.

The Republic of Korea’s industrial or-
ganization facilitated an industrial policy simi-
lar to that of Japan. As in that country, there
was an important lead agency formulating and
implementing industrial policy, the Economic

Industrial

Development and Political Change in Japan (Ithaca, NY: Cornell University Press, 1988).

"4 An interesting discussion on the relationship between industrial organization and industrial policy is to be found in
D.J. Okimoto, op. cit. He argues that the range and variely of convenient "access points” available for intervention
is critical for understanding “how the Japanese Government can be both a minimalist State with a hands-off attitude
toward the market economy and at the same time an interventionist State that extends its long arms to steer the market
when it veers off course” (p. 151). One might add that it reduces private sector transactions costs associated with

industrial policy.

% For a comparison of government-business relations in Japan, the Republic of Korea and Taiwan province of China
see C.A. Johnson, “Political institutions and economic performance: the government-business relationship in Japan,
South Korea and Taiwan” in F.C. Deyo (ed.), The Political Economy of the New Asian Industrialism (Ithaca, NY:

Cornell University Press, 1987).
100 R. Wade, Governing the Markel:

Economic Theory and The Role of Government in East Asian Industrialization
(Princeton, NJ: Princeton University Press, 1990), p. 67.

101 G. Gereffi, "Big Business and the State”, chapter 4 in G. Gereffi and D.L. Wyman (eds.), Manufacturing Miracles:
Paths of Industrialization in Latin America and Last Asia (Princeton, NJ: Princeton University Press, 1990), p. 96.

102 R. Wade, op. cit., table 6.2 and p. 176.
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Planning Board, and policy was framed within
the context of indicative five-year plans. How-
ever, there was probably more direction of the
private sector than in Japan.'® The attitude
of government towards business at the start of
the 1960s was well-symbolized by the Law for
Dealing with [llicit Wealth Accumulation, un-
der which business leaders were arrested and
then released to apply their entrepreneurial ef-
forts to support national growth. Throughout
the 1960s and 1970s, industrial policy was
based on reciprocity between government and
business, in which the Government gave special

incentives to firms but required them to meet
performance standards in line with national
objectives.!™® The Government had the upper
hand because (as in Japan) firms had a high
debt-equity ratio, while (unlike in Japan) banks
were publicly owned until the 1980s. The au-
thorities in Taiwan province of China main-
tained a more arms’-length relationship with
private business. However, there was some de-
gree of guidance over the large corporations in
the private sector, and, as already noted, many
large firms were publicly owned.

D. Bt_lilding firm-level capabilities, productivity and international

One of the main objectives of industrial
policy is to help {irms become more efficient
and compctitive by strengthening their
entrepreneurial, managerial and technological
capabilities. The acquisition of such capabili-
ties is not the automatic process assumed in
much of economic theory; firms are not self-
sufficient units, they do not command full
knowledge of all possible technologies, and
their learning processes are neither short, pre-
dictable nor costless. The process is a complex
one. [t requires not only incentives but also a
willingness and ability to undertake investments
in physical capital and skill creation, as well as
technological effort and organizational change.
It also requires external support systems to
supply skills, physical facilities and technology
infrastructure (such as industrial standards,
quality assurance testing facilities and basic re-
search).105

The process of capability building is par-
ticularly difficult in developing countries, where
industrial skills, support services and industrial
linkages are weak; besides, starting new activ-
ities 1s usually risky. In addition, a national

competitiveness

firm in a late industrializing country usually
enters mature product markets where there are
well-established competitors that have alrecady
undergone a costly learning process. [ts initial
production costs are therefore often higher
than those of foreign competitors, not only in
production with high capital intensity and
technological sophistication, but also in
labour-intensive products.

The industrial policies of the East Asian
NIEs and Japan during the catch-up period all
sought to build up firm-level capabilities. One
essential element was$ the provision of pro-
tection and incentives through the trade regime,
but several other elements were also present.
This section focuses on trade policy, technology
policy, financial and fiscal measures to support
capital investment, and competition policy, and
describes some of the different outcomes in
terms of industrial deepening in the four NIEs.
As will become apparent, the measures adopted
vary considerably among the countries. With
the exception of Hong Kong, intervention has
been highly selective, and, with the same ex-
ception, considerable industrial deepening has
occurred.

103 For a detailed and perceptive discussion of this subject see L.P. Jones and Il Sakong, Government, Business and
Entrepreneurship in Economic Development: The Korean Case (Cambridge, MA: Council on East Asian Studies,

Harvard University, 1980).

104 This is a central theme in A. Amsden, Asia’s Next Giant: South Korea and Late Industrialization (New York: Oxford

University Press, 1989).

105 This approach, and the weakness of neoclassical analysis, has been elaborated by Sanjaya Lall in a sequence of
writings, including: Building Industrial Compelitivness in Developing Countries (Paris: OECD Development Centre,
1990); "Explaining industrial success in the developing world” in V.N. Balasubramanyam and S. Lall (eds.), Current
Issues in Development Economics (london: Macmillan, 1991); “Technological capabilities and industrialization”,
World Development, Vol. 20, No. 2, 1992; "Understanding technology development”, Development and Change, Vol.
24, No. 4, 1993; “Industrial policy: the role of government in promoting industrial and technological development”,
UNCTAD Review, 1994 (United Nations publication, Sales No. E.94.11.D.19). An analysis of World Bank policy on
industrialization in selected Asian countries from this perspective is found in World Bank Operations Evaluation
Department, World Bank Support for Industrialization in Korea, India and Indonesia (Washington, D.C.: The World

Bank, 1992).
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1. Policy ingredients

(a) Trade policy

Hong Kong did not protect domestic in-
dustries, and in Singapore tariffs were reduced
after a brief import substitution industrial-
ization strategy in the early 1960s. lowever,
the three other countries, with sizeable domes-
tic markets, all supported the development of
national firms with protection via foreign cx-
change controls, import quotas and tariffs.
Moreover, they liberalized step-by-step as spe-
cific industries became internationally compet-
itive.

During the catch-up period Japan re-
sorted to numerous protectionist measures, in-
volving foreign exchange controls, import
quotas and tarifls. Under the [Foreign LEx-
change and Foreign Trade Control Law (of
1949), all foreign exchange receipts from ex-
ports had to be surrendered to the Govern-
ment, which decided on their use. IFrom 1952
onwards this task was carried out by the Budget
Section of MITI, which thus gained strong
power to influence the pattern of industrial-
1zation. fmport restrictions played an impor-
tant role in virtually all modern sectors In
helping infant industries to become highly suc-
cessful exporters.’% They began to be slowly
removed from the mid-1950s onwards. Liber-
alization was carefully phased throughout the
1960s, its timing for specific imports being re-
lated to progress In attaining international
competitivencss. In some industries liberali-
zation was 1in consequence considerably de-
layed. For example, technology imports, over
which MITI exerted strong selective control in
the context of its overall industrial strategy,
were liberalized only at a relatively late stage,
during 1968-1972.107

The main impetus for liberalization came
from the need to meet multilateral obligations
and from external pressure. The imtial form of
trade liberalization, starting with Japan’s full
accession to GATT in 1955, involved the grad-
ual removal of import quotas and foreign ex-
change controls.  Liberalized imports con-
stituted 16 per cent of total imports in 1955, a

106 See M. Shinohara,
December 1970, p. 333.

167 T. Nakakita, op. cit., p. 362.

proportion which rose to almost 93 per cent in
1964.198 However, the reduction of import quo-
tas was accompanied by an increase in tariffs.
The ratio of tanfl revenues to total import
value rose from 3.2 per cent in 1956 to 7.3 per
cent in the mid-1960s. Subsequently, tariffs
were reduced in conformity with commitments
in the Kennedy Round, and by 1975 the ratio
of tariff revenues to total import value had
come down to 2.9 per cent. After 1975 tariffs
were reduced further, as a result of the Tokyo
Round. Agriculture, however, was protected
throughout the catch-up period and beyond.

In Japan (as in the Republic of Koreca
and Taiwan province of China) import pro-
tection was associated with incentives (or even
compulsion) to export, such as tariff rebates,
tax cxemptions on export earnings and pro-
vision of short-term export credit. Unlike the
two other economies, Japan, with its large do-
mestic market, could provide a competitive
spur through domestic competition policy (see
subsection 1(d)). At the beginning of the 1950s
a policy-based [inance institution, the Export-
Import Bank, was set up to provide suppliers’
credits to exporters at low interest rates, par-
ticularly for financing exports of ships.1%? In the
mid-1950s the Japanese External Trade Organ-
1zation was established to fill a gap caused by
the fact that manufacturers had been operating
without detailed information about market op-
portunities (“blind trade”). In 1955 a Trans-
actions Law gave MITI the power to exempt
agreements among exporters regarding the
terms of export (price, maximum export quan-
tities, etc.) from the provisions of the Anti-
Monopoly Law, and authorized MITI to use
its own discretion, if necessary, to determine
the appropriate terms of export. Special tax
incentives were introduced in the early 1950s,
including exemptions of up to 50 per cent of
cxport revenues from taxes. Because of Japan’s
changed status in GATT, these were eventually
replaced, from 1964 onwards, by special depre-
ciation allowances tied to export performance.

Since production for both exports and the
home market was heavily dependent on im-
ported raw materials, an important aspect of
trade policy 1n gcneral and export expansion in
particular, involved measures to obtain checap
and assured supplies of raw materials. From
the early 1950s Japanese firms were encouraged
to invest abroad in resource-based production.

“Causes and patterns in the postwar growth”, The Developing Economies, Vol. VIII, No. 4,

108 The liberalization ralio is defined in this context as the ratio of liberalized import values (that is, duty-free imports plus

imports with tariffs imposed) to total import values.

See T. Nakakita, “Trade and capital liberalization policies in

postwar Japan”, in J. Teranishi and Y. Kosai (eds.), op. cit., p. 363.

109 JDB:JERI, op. cit., chap. V.
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The Export-Import Bank provided finance to
help ensure that the inputs required for cxports
could be secured. Loans for this purpose were
also made available directly to foreign suppliers
of such inputs.!10

In the Republic of Korea there were two
main periods of 1mport liberalization: the
mid-1960s, when quantitative restrictions were
reduced but tariffs raised; and the 1980s, when
both quantitative restrictions and tariffs were
reduced. One commentator has noted that “the
country not only delayed the promotion of im-
port liberalization until it became somewhat
confident in export expansion cven after the
shift to the export-oriented policy, but has also
been cautious in the promotion of liberali-
zation”.!' In Taiwan province of China nomi-
nal rates of protection remained over 40 per
cent from the 1950s to the 1970s and reached
a maximum of over 55 per cent in 1974.112
Import controls were also extensive: over half
of its imports by value were covered by non-
tanff barriers in 1984.13

Protection in both the Republic of Korca
and Taiwan province of China was highly se-
lective, and accompanied by an “oflsetting
package”, in which exporters could obtain im-
ported inputs more freely and at international
prices. The Taiwanese rebate system, through
which most exporters could obtain duty- or
tax-free imported inputs, was particularly im-
portant, and 1t is estimated that [rom 1970 to
the mid-1980s total tariff collections were re-
duced by approximately one hall through re-
bates, exemptions, and withdrawals.! |n both
economies cffective protection and effective
subsidy indicators reveal a complex pattern in
the late 1960s, in which some industries were
highly protected and others were not. [n the
1980s the Republic of Korea had a two-track
system of liberalization, with advanced tech-
nology products continuing to receive pro-
tection, while industries that had become
internationally competitive were put on a [ast
track to liberalization.!1s

110 7bid., pp. 49-51.

Protectionist measures were often de-
signed to encourage industrial deepening. For
example, the Taiwanese import control system
was used to encourage efficient expansion of
backward linkage industries and also to en-
courage technological upgrading by influencing
capital goods imports. In the 1960s the crite-
rion by which domestic producers could get an
import licence for importing “controlled” raw
materials and intermediate products rather than
domestic substitutes was the magnitude of the
price difference (which was calculated differ-
ently for exporters and for manufacturers
producing for the domestic market). This gave
encouragement to local producers of inputs to
become price-competitive.  Similarly, certain
machinery imports were allowed if specifica-
tions could not be matched by domestic pro-
ducers. This acted as an incentive for domestic
producers to look for the latest foreign ma-
chinery, but also for domestic machinery man-
ufacturers to upgrade.

Trade policy involved not only sclective
protection, but also export promotion. The
measures included tarifl’ rcbates, tax cx-
emptions on export earnings, short-term export
credits and, in Taiwan province of China and
the Republic of Korea, the establishment of
exXport processing zones.

In the Republic of Korea the key incen-
tives, namely automatic access to bank loans
for working capital needed for exports and un-
restricted and tariff-free access to imported
intermediate inputs needed in cxport pro-
duction, applied to both the direct exporter
(such as a shirt manufacturer), suppliers of that
direct exporter (manulacturers of cotton cloth)
and to suppliers of those suppliers (producers
of cotton thread). A domestic letter of credit
was created to document actual orders which
suppliers to exporters received [rom direct
exporters. In this way, “export incentives” were
provided for both direct exporters and indirect
exporters, thereby furnishing incentives (or im-
port substitution in firms supplying exporters,
as well as [or exporters themselves.!16

1t K.S. Kim, “Trade and industrialization policies in Korea: an overview”, paper prepared for a WIDER Conference
on Trade and Industrialization Reconsidered, held in Paris (31 August-3 September 1991), published in G.K.
Helleiner (ed.), Trade Policy and Industrialization in Turbulent Times (London: Routledge, 1993) and cited by C.I.
Bradford Jr. in his From Trade-driven Growth to Growth-driven Trade: Reappraising the East Asian Development

Experience (Paris: OECD, 1994, p. 23).
112 C.I. Bradford Jr., op. cit., p. 24.
13 R. Wade, op. cit., p. 117.
14 Jpid., p. 140.

115 A. Amsden, “Trade policy and economic performance in South Korea”, in M. Agosin and D. Tussie (eds.), Trade
and Growth- New Dilemmas in Trade Policy (Basingstoke and London: Macmillan; New York: St. Martin’s Press,

1993).

116 For a full account of export incentives in the Republic of Korea, see Y.W. Rhee, R. Ross-Larson and G. Pursell,




60 Trade and Development Report, 1994

(b) Technology policy

The transfer and adaptation of foreign
technology have been critical in the process of
capability building in the East Asian NIEs and
Japan during the period of industrial
catch-up.” However, these economies have
diverged widely in the extent to which they
have relied on different forms of technology
transfer (foreign direct investment, imports of
capital goods, licensing or informal transler ar-
rangements) as a way of obtaining skills and
technology.

In Japan, under the Foreign Investment
Law (1950), the Government controlled the
award of technology licences and FFDI1. FForeign
Investors wanting to licence technology, ac-
quire stock, share patents, or enter into any
kind of contract that provided them with assets
in Japan had first to be licensed by the I'oreign
Investment Committee. The law was used to
make patent licensing agreements the main
formal channel of technology transfer and to
screen technology imports through such agree-
ments. In this screening process, the Govern-
ment sought to influence which new products
and production processes werce introduced into
the domestic economy, and at what time, to
secure better contractual terms, including a
lower price, for the Japanesc firm ncgotiating a
licensing agreement with the forcign firm, and
to select the firms importing the technology, on
the basis of their capabilities to usec i1t produc-
tively. 118

Foreign suppliers were encouraged to en-
ter into licensing agreements with local firms,
and royalties represented the only way they
could profit from the Japanese market. In the
negotiation process between the Japanese and
foreign firm, MITI plaved a major role in im-
proving both the terms of the agreement for the
Japanese firm and the composition of technol-
ogy imports. Sixty-three per cent of technology
agreements were in the chemical and machinery

sectors during 1949-1965, and 55 per cent dur-
ing 1965-1972.19 In the 1950s imported tech-
nology for consumer goods was discouraged.
In the 1960s, however, such imports rose, with
emphasis in the electrical machinery category
shifting, for example, from manufacturers” ma-
chinery to colour television sets and room air
conditioners; moreover, there were greater im-
ports of duplicate technology and fewer of
technology not already in use. In the television
receiver industry about 200 licensing agree-
ments were concluded from 1960 to 1967 with
RCA, the leading United States manufacturer,
that pioneered the development of technology
in that arca. MITI targeted colour television
scts as a product of the future and promoted
rescarch and development (R&D) in integrated
circuit technology, which paved the way for its
application in the industry.120

During the critical period of industrial-
ization, the Governments of Japan, the Re-
public of Korea and Taiwan province of China
sought to “protect domestic technological
learning” by screening FDI and controlling li-
censing agreements.  Singapore, while main-
taining an open door to 1I'DI, has increasingly
sought to attract investor interest in activities
involving more advanced technology, whereas
the Government of Hong Kong has followed a
completely laissez-faire policy towards FDI.

The Republic of Korca put in place a
technology screening policy similar to that of
Japan in its catching-up period. Industry case
studics show that the policy of necgotiating
technology imports significantly reduced the
costs and enhanced the effectiveness of ab-
sorption of foreign technologies.!2! In recent
years, Korecan policy towards FDI has been re-
laxed for the purpose of obtaining advanced
technologies, but FDI is nevertheless still of
relatively minor importance as a vchicle for
technology transfer.  Similarly, policies in
Taiwan province of China towards FDI, which
have been characterized as “encouragement
with caution”, have cntailed selective limitation

Korea’'s Competitive Edge: Managing the Entry into World Markets (Balumore, MD: Johns Hopkins University Press

for the World Bank, 1994).

117 In addition to the works of Lall mentioned above, see C. Dahlman, B. Ross-Larson and L.E. Westphal, "Managing
technological development: lessons from East Asia”, World Development, Vol. 15, No. 6, 1987. For a more general
discussion of technological change in the context of industrial strategy, see H. Pack and L.E. Westphal, “Industrial
strategy and technological change: theory versus reality”, Journal of Development Economics, Vol. 22, 1986.

118 For discussions of Japan's technology policy, see T. Ozawa, Japan's Technological Challenge to the West, 1950-1974
(Cambridge, MA: MIT Press, 1974); M.J. Peck and S. Tamura, “Technology”, chapter 8 in H. Patrick and H.
Rosovsky (eds.), Asia’s New Giant: How the Japanese Economy Works (Washington, D.C.: The Brookings Institution,
1976); A. Goto, "Technology importation: Japan’s postwar experience”’, chapter 11 in J. Teranishi and Y. Kosai (eds.),

op. cit.
19 MUJ. Peck and S. Tamura, op. cit., table 8.5.

120 See Y. Soubra, "Technological change and international competitiveness in consumer clectronics: the case of the
television receiver industry”, World Competition, Vol. 13, No. 2, December 1989.

121 ]J. L. Enos and W-H. Park, The Adoption and Diffusion of Imported Technology: The Case of Korea (LLondon: Croom

Helm, 1988).




of such investment, through the establishment
of lists of sectors in which investment was per-
mitted; after the liberalization of 1988, all such
investments not on a list of exclusions were
authorized. 122

FDI for technology transfer has been
particularly important in Singapore, where it
represented 15 per cent of gross fixed capital
formation in 1971-1975, 16.6 per cent in
1976-1980, 17.4 per cent in 1981-1985 and 29.4
per cent in 1986-1991. Over the same period,
the corresponding figures for Hong Kong were
5.9 per cent, 4.2 per cent, 6.9 per cent and 12.1
per cent; for Taiwan province of China they
were 1.4 per cent, 1.2 per cent, 1.5 per cent and
3.5 per cent, respectively, while for the Repub-
lic of Korea, which has relied the Jeast on FDI
among the NIEs, they were 1.9 per cent, 0.4 per
cent, 0.5 per cent and 1.1 per cent.!23 Singapore
was the third largest recipient of FDI among
developing countries in 1970-1980 and the
largest recipient during 1981-1991.124

During 1985-1988, FDI stocks consti-
tuted 54 per cent of GDP in Singapore, 20-26
per cent in Hong Kong,!?5 8 per cent in Taiwan
province of China and only 2 per cent in the
Republic of Korea. The high level in Hong
Kong reflects important transfers of funds by
overseas Chinese during the period of expan-
sion of industrial output and exports in the
1950s.126

Imports of capital goods have been an
important form of technology transfer for all
these countries. However, imports of capital
goods were not always associated with FDI,
particularly in the Republic of Korea. As in the
case of FDI, some Governments have screened
the import of capital goods. For example, in
Taiwan province of China, such imports were
screened until the late 1970s: the import of
plant and equipment for new plants required
approval, and approval was still required even
in the late 1980s if a firm wished to qualify for
fiscal investment incentives.

A specific form of technology transfer
which is apparent in the East Asian NIEs is
original equipment manufacture (OEM). It is
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based on International subcontracting with
foreign buyers, whereby a local firm produces
a good to the exact technical specification of a
foreign company, which then markets it
through its own distribution channels and un-
der its own brand name. With this process,
there are direct links between exporting and
productivity improvement, and it may thus be
possible for a local firm to begin to acquire a
greater technological capability with regard to
product design. This process has been impor-
tant in some sectors, such as consumer elec-
tronics in Taiwan province of China and the
Republic of Korea. Through OEM, foreign
buyers promote and incorporate local firms
into international markets and supply techno-
logical information.!?7

Japanese companies also invested in the
promotion of domestic technological learning.
They have been very active in the adaptation
and commercialization of imported technolo-
gies. A notable feature of the process of tech-
nological improvement was the important
effort put into R&D to adapt and improve im-
ported technology. It has been cstimated that
in 1950-1968 62 per cent of imported technol-
ogy was still in the rudimentary stages of de-
velopment and required further adaptive R&D.
Also, in a survey of all firms with assets of 100
million yen or more and about half the firms
with assets of 50-100 million yen conducted in
1963, it was found that in one third of the firms
R&D expenditure was allocated to: (i) im-
provement and modification of imported tech-
nology (particularly with a view to surpassing
the product quality of foreign manufacturers),
and (1) production engineering and the layout
of plant and facilities to house new equipment
and machinery.! While R&D was mostly fi-
nanced by the private sector, the Government
provided some direct fiscal subsidies to firms to
support this work, particularly trial manufac-
ture. The amounts involved could be impor-
tant. For example, out of the cost for one
manufacturer of 100 million yen for the trial
manufacture of machine tools in 1952-1955, the
subsidy amounted to 44 per cent.!?? The rise of
Japan as one of the world’s technology leaders
also stems in part from the attitude of the

122 See Chi-Ming Hou and San Gee, in R.R. Nelson (ed.), National Innovation Systems: A Comparative Analysis (New

York and Oxford: Oxford University Press, 1993).

123 T.G. Parry, “The role of foreign capital in East Asian industrialization, growth and development”, chapter 4 in H.
Hughes (ed.), Achieving Industrialization in Fast Asia (Cambridge University Press, 1988), table 4.2.

124 UNCTAD, World Investment Report 1993, United Nations publication (Sales No. E.93.11.A.14), annex table IV.

125 S. Lall (1991), op. cit., p. 147 (table 7.3).

126 S. Haggard and Tun-jen Cheng, "State and foreign capital in the East Asian NICs”, in F.C. Deyo (ed.), op. cit., p. 67.
127 M. Hobday, "Export-led technology development in the Four dragons: the case of electronics”, Development and

Change, Vol. 25, No. 2, April 1994.
128 Data drawn from T. Ozawa, op. cit.
129 JDB/JERI, op.cit. (table V-6).
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Government and private firms towards R&D.
Whereas United States and European firms
have had a short-term horizon for investment
write-off, Japanese manufacturers have taken a
longer view.

As in Japan, domestic R&D has sup-
ported the adaptation and improvement of im-
ported technology in the East Asian NIEs,
most notably in the Republic of Korea.
Formal R&D in that country was relatively
unimportant in the first two decades of its in-
dustrialization (1963-1983), which cmphasized
technological adaptation and reverse engineer-
ing of imported products and processcs.
Thereafter, however, such rescarch assumed a
major role in technological capability-building
for industrialization, reaching by the end of the
decade 2.3 per cent of GNP - far higher than
the 1.1 per cent that prevailed in Taiwan prov-
ince of China and 0.9 per cent in Singapore.!3¢
While the private sector assumed the main role
in the country’s R&D efforts, the Government
provided support in scveral ways, including di-
rect subsidization of rescarch, prefcrential fi-
nancing of such activities, and a varicty of tax
incentives, such as reduced tariffs on imports
of equipment and supplies necded for R&D, the
deduction of related annual non-capital ex-
penditures {rom taxable income, accelerated
depreciation on industrial R&D facilities, and
the exemption of real estate tax on
R&D-related propertics. A Technology Re-
serve Fund was also created whereby an enter-
prisc can set aside up to 20 per cent (30 per cent
for high-technology industrics) of pre-tax pro-
fits in any one year, to be used for R&D activ-
ities in the subsequent four years.13!

Another approach has been that of
Taiwan province of China, where policy has
concentrated on SMEs in the economy and the
difficulties they face in undertaking R&D due
to their limited resources. The Government has
created institutions for carrying out technolog-
ical R&D, as well as marketing and training
that is relevant to the nceds of SMEs in the in-
formation industry. It has also supported the
hardware component of the information indus-
try by promoting the development of electron-
ics technologies and their diffusion in user
industries.

R&D was part of a broader effort under-
taken by these countries to build up a scientific
and technological infrastructure.  Singapore
provides one of the outstanding examples. The
Government created a “Technology Corridor”
to ensure that investment, especially FDI, 1s
attracted into activities that contribute most to
the development of advanced technology do-
mestically. These embraced in particular a
technological university and the Singapore Sci-
ence Park, the primary aim of which is to facil-
itate linkages between R&D and the industrial
sector, as well as a wide range of specialized
academic and polytechnic bodies, standards in-
stitutes and high-level training centres. This
cffort led to the emergence of Singapore as a
major Asian centre for the location of subsid-
iaries of TNCs engaged in technologically so-
phisticated activitics with a high domestic value
added.12

(c) Financial and fiscal support measures

The Republic of Korea, Taiwan province
of China, Singapore and Japan during the
catch-up period all used various financial and
fiscal support measures to facilitate investment
in equipment and capital accumulation gener-
ally by increasing the availability of finance or
cheapening its cost. In each case, these meas-
ures were applied selectively to promote the
development of particular industries, and varied
over time as industries developed.

In Japan, the Government expanded the
supply of funds for industry through the so-
called “indirect finance method” whereby credit
was mainly (though not exclusively) allocated
by private sector financial institutions under
government guidance. The basic framework for
this system was cstablished through govern-
ment action.!3¥ Firstly, the Government pro-
moted the development of a system of
industrial finance based on banks rather than
capital markets. Sccondly, it regulated private
scctor financial institutions so as to ensure
sound business management and “the mainte-
nance of credit order”, through: (i) the seg-
mentation of business fields, with, in particular,
a division of labour between institutions sup-
plying short-term and long-term finance (long-

130 Sce the report by the UNCTAD secretariat, “Technology transfer and development in a changing environment: the
challenges of the 1990s” (TD B/C.6/153 and Corr. 1), table 4.

131 See L. Kim, “National system of industrial innovation: dynamics of capability building in Korea”, in R.R. Nelson

(ed)), op. cit.

132 See Liew Mun Leong, “Industrial districts in developing countries” in Technological Dynamism in Industrial Districts:
An Alternative Approach to Industrialization in Developing Countries? (UNCTADITD;TEC/11), United Nations

publication (Sales No. E.94.]1.D.3).

133 For recent discussions of this framework, see JDB TERI, op. cit. and ). Teranishi, "IFinancial sector reform after the
war”, chapter 7 in J. Teranishi and Y. Kosai (eds.), op. cit.




Lhe |

term credit banks and trust banks being
established to serve the latter purpose) and the
restriction, through the administrative guidance
of the Ministry of Finance, of the maximum
maturities of time-deposits in ordinary banks;
and (1) regulation of interest rates, including in
particular the linking of deposit rates to the
discount rate and the setting of maximum rates
on short-term loans. More generally, the Gov-
ernment regulated new market entry and the
opening of new branches, and gave admunistra-
tive guidance on dividends. Thirdly, the finan-
cial system was insulated from international
capital markets. Assets in foreign currency
were not available.

With this framework, the Government
sought to keep interest rates low and stable,
and to set Interest rates even lower in particular
sectors at particular moments so as to provide
additional incentives for investment. The basic
discount rate, which was representative of in-
terest rates generally, stood at 6-7 per cent in
the 1950s and carly 1960s, falling to around 4
per cent in the early 1970s.13¢ The reduction of
interest rates was particularly important, since
firms sought a high gearing ratio. Morcover,
the stability of interest rates allowed financial
institutions not specifically designed to supply
long-term credit, particularly the city banks, to
provide long-term funds for investment in plant
and cquipment.

The Government also supplied industry
with funds of its own or raised, under the so-
called Fiscal Investment and Loans Programme
(FILP), through institutions such as the Japan
Development Bank. These provided “policy-
based” finance to areas of the economy lacking
access to private sector [inancial institutions
(for example, small- and medium-sized enter-
prises) and preferential interest rates to specific
industries at early phases of their development.
These institutions played a critically important
role when the foundations for rapid growth
were being laid. During the period 1952-1955,
the Government provided over one third of the
total supply of external funds for new industrial
equipment; thereafter this share fell, to 22.5 per
cent during 1956-1960 and to 19.2 per cent
during 1961-1965.13% They were also important
in the early stages of development of particular

134 G. Ackley and H. Ishi,
135 JDB JERI, op. cit., table 111.7.
136 /bid., tables V.8 and V.11.

“Fiscal, monetary and related policies”, in H. Patrick and H. Rosovsky (eds.), op. cit.,
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industries. For example, during the Basic Ra-
tionalization Plan for the machine tool indus-
try, about 20 per cent of the funds for capital
investment in specified machinery (such as
metal-cutting machine tools, metal-processing
machines and testing and inspecting equip-
ment) and 28 per cent ol investment in ".i_u‘("‘fil'ir
equipment for the parts industry
was :-1ij‘jiila'tl }‘\ the Deve ]llrl neni
Bank.'  The
ment loan funds used to promote key industries
subsequently declined from 16.6 per cent of
total fiscal and loan funds in 1956-1960 to 6.3
per cent in 1966-1970.137

:!ll!l!llhrf"il('
Japan
Pre 1|'{r1|IHH ol hscal and invest-

[Fiscal measures were used to rcduce the
cflective tax rate on corporate earnings and to
allow new firms to retain higher percentages of
profits. Tax excmptions and special depreci-
ation allowances improved cost-benefit ratios
of investment projects by increasing nect cash
flow. Like the policy-based loans, special de-
preciation allowances were industry-specific,
and particularly high during early development
phases for new industries. 138

Special incentives were provided in the
context of “industrial rationalization” pro-
grammes for particular industrics designed by
MITI in cooperation with the businesses con-
cerned. Industnial rationalization involved an
intense effort to reduce production costs and
increase productivity based on the idea that “all
aspects of a firm in any given industry have to
be rationalized if the firm is to compete with
other firms and survive in domestic and over-
scas markets”.13% It involved the adoption of
new techniques of production, investment in
new equipment and facilities, quality control,
cost reduction, adoption of new management
techniques, development of know-how and
perfection of managerial control. This process
has been characterized as “the attempt by the
State to discover what it is individual enter-
prises are already doing to produce the greatest
benefits for the least cost, and then, in the in-
terest of the nation as a whole, to cause all the
enterprises of an industry to adopt these pre-
ferred procedures and techniques”.140

Legal authority for the Government to
engage In enterprise rationalization was first
given in 1952 with the Enterprise Rationaliza-

p. 206.

137 J. Teranishi, “Financial system and the industrialization of Japan: 1900-1970", Banca Nazionale del Lavoro Quarterly

Review, No. 174, September 1990, table 13.
138 See JDB JERI, op. cit, figure 11-3.

139 Y. Yonezawa, “National economic independence and the rationalization of industry”, in J. Teranishi and Y. Ko

(eds ), op. cit., p. 251.

140 Nawa Taro, quoted in C.A. Johnson, MITI and the Japanese Miracle ..
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tion Promotion Law, which empowered the
Government to guide designated companies in
specified industries in improving technology
and modernizing equipment, and to accord
them preferential treatment (e.g. direct subsi-
dies for the experimental installation and trial
operation of new machines and equipment and
special depreciation allowances for investments
in specified types of equipment). Subsequently,
legislation aimed to promote the devclopment
of specific industries, including the rationaliza-
tion of the machinery and steel industries.14!

The Republic of Korea’s measures to
promote capital investment were similar to
those of Japan. Investment costs were reduced
by keeping interest rates low, and designated
industries were given priority in the allocation
of bank credit (easily assured, since the banking
system was nationalized), public investment
funds and foreign exchange; they also received
preferential tax treatment, including tax holi-
days and accelerated depreciation allowances.
“Policy loans” at subsidized interest rates were
particularly important, accounting for almost
60 per cent of total bank loans made from 1962
to 1985.142 Special promotional laws were
drawn up in the late 1960s and 1970s for ma-
chinery (1967), shipbuilding (1967), electronics
(1969), petrochemicals (1970), iron and steel
(1970), non-ferrous metals (1971) and textiles
(1979). As in Japan, preferential loans carried
conditions on the achievement of specific
capability-building measures at the microeco-
nomic level. According to the industrial ratio-
nalization component of the emergency
measures of August 1972, enterprises in se-
lected industries could be given special status if
they aimed at: “1) specialization and vertical
affiliation of production; 2) optimum scale and
method of production and other goals through
consolidation of enterprise; 3) liquidation or
transformation of business; 4) optimization of
equipment investments (including replacement
or expansion of equipment); 5) incrcase of
capital and other improvments in financial
structure; 6) devclopment of technology and
innovation; and 7) other necessary matters not
specified above”.*3 The performance of firms
on these criteria was assessed by an industrial
rationalization committee. Export performance

141 For case studies see JDBJERI, ap. cit.

was also used as a criterion for preferential
treatment.

In Taiwan province of China, the basic
means to facilitate capital investment were the
fiscal incentives provided through the Statute
for the Encouragement of Investment, first
promulgated in 1960, which listed specific tax
incentives and criteria for eligible products and
firms. The incentives included: tax holidays,
accclerated depreciation allowances, investment
tax credits, duty-free import of capital goods
and reduced corporate tax rates. The list of el-
igible products changed over time. Initially it
included important export categories (textiles
and footwear), often requiring a minimum pro-
portion of production to be exported. Ilow-
ever, during the 1970s emphasis was placed
more on secondary import substitution indus-
tries (intermediate and capital goods) and new
export sectors.!4 Credit rationing and financial
rcpression appear to have been much less im-
portant as policy tools than in the Republic of
Korea and Japan. However, the Government
indicated priority areas for bank lending, using
lists of industries drawn up by the Planning
Agency with inputs from the Ministries of Fi-
nance and Economic Affairs and the Central
Bank, and with the active participation of the
banks themselves. Moreover, as noted earlier,
the public sector played an important role in
the growth of investment, particularly in the
1970s, by establishing key upstream industries
beyond the capacity of private firms.

In Singapore, tax incentives for invest-
ment targeted at specific industries were first
introduced in 1959 with the Pioneer Industries
Ordinance. Pioneer status was accorded to
firms on the basis of their capital expenditure
and type of technology, and carried exemption
from the 40 per cent profits tax for a period of
5, 10 or more years. Export incentives were
introduced in 1967, with a 90 per cent ex-
emption for 5-15 years for cxport profits de-
rived from large-scale investments. An
Expansion Incentive was also introduced in the
early 1980s, providing a five-year exemption on
profits in excess of pre-expansion levels for
firms investing more than $S$10 million in ma-
chinery and equipment.’5 Priority shifted over
time towards more technology-intensive and
higher value-added industries. 146

142 H-J. Chang, "The political economy of industrial policy in Korea”, Cambridge Journal of Economics, Vol. 17, No. 2,
1993, p. 141. This source also provides details of the special promotional laws referred to in the next sentence.

143 L P. Jones and Il Sakong, op. cit., p. 108.
144 See R. Wade, op. cit., pp. 182-1835, for details.

145 A. Young, "A tale of two cities: factor accumulation and technical change in Hong Kong and Singapore”, in O.J.
Blanchard and S. Fischer (eds.), NBER Macroeconomics Annual 1992 (Cambridge, MA and London: MIT Press),
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146 For a list of these in 1975 and 1981 see C.M. Kng, L. Low and T.M. Heng, Industrial Restructuring in Singapore:
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Hong Kong has been the least selective
in policy, but in the mid-1970s the Government
recognized the need to broaden the industrial
base and upgrade the technological level of in-
dustry, and used as a specific tool for this pur-
pose the allocation of leases on industrial
estates. This was an important tool for indus-
trial development as space was a critical limit-
ing factor. The two industrial estates developed
in the late 1970s were designed specifically for
land-intensive and heavier industries. In allo-
cating leases to industrial users, priority was
given to “industrial processes, which, compared
with existing manufacturing industry: (a) are
significantly new or produce significantly new
products; (b) involve a higher level of technol-
ogy; (c¢) provide employment at a higher level
of skill; (d) produce for sale on the local market
products that are required by existing indus-
tries; (e) produce a significant proportion of
products for export; and (f) produce products
with a high added value from local contents”. 147

(d) Competition policy

Competition policy played a major role in
resource allocation and capital accumulation in
the three economies which protected domestic
production and restricted foreign direct invest-
ment, namely Japan, thc Republic of Korea
and Taiwan province of China.!48

The basic framework for domestic com-
petition policy in Japan was established in the
late 1940s. Not only were the zaibaisu
dissolved, but measures were also taken to
weaken large monopolistic enterprises by
partitioning some companies considered to
have excessive market control. An Ant-
Monopoly Law (AML) was passed prohibiting
monopolies, requiring mergers to be screened,
and banning cartels restricting trade, and a Fair
Trade Commission was sct up. These measures
accelerated the trend towards the separation of
ownership from management in large firms by

introducing professional managers in the place
of family involvement. Competition was also
encouraged. Some industries, such as steel and
automobiles, were made up of a small number
of oligopolistic firms, while in others, such as

textiles, there were a large number of
competing firms. Growth in the 1950s saw
declining concentration ratios in many

industries, which can be particularly attributed
to the entry of new firms into industries as they
were developed. Nevertheless, as already
noted, the financial system encouraged the
emergence of keiretsu.

In the MITI
[rom the AML to implement mdustrial policy,
and in the early 1950s spegial exemptions were

19505, sought exempuons

made for small businesses, for exporting, and,
in specific industries at specific times, to pro-
mote rationalization (“rationalization cartels”)
offset the eflects ol .

pression cartels”)

and to recession ("de

Rationalization cartels were
meant “to carry out concerted efforts to ex-
change or restrict technology, standardize
goods produced, work out specializations by
product line, or make common use of transport
or storage facitilies”. Depression cartels could
make agreements on production quantities,
sales quantities and price, and were authorized
under certain conditions, “if supply exceeds de-
mand, prices fall below average costs, and a
number of producers are likely to go out of
business”.1? In the period 1964-1973, the main
types of cartels exempted from the AML were
medium and small enterprises (607 out of 985
in 1973) and export cartels.1® The cartels for
the SMEs can be regarded as a way of provid-
ing them with countervailing power vis-a-vis
the large corporations, and also as a means of
promoting standardization and specialization.

MITTI also sought to coordinate through
adnunistrative guidance the expansion of pro-
duction capacity, in order both to achieve efli-
cient scale plants and to manage the “excess
competition” that emerged in the 1960s when
too many firms sought to expand capacity
simulataneously.15t Mergers were also encour-

For ASEA N-Japan Investment and Trade Expansion, Asia Pacific Monograph, No. 3, Department of Economics and
Statistics, National University of Singapore (Singapore: Chopman Publishers, 1988).

147 Ilong Kong Industrial Estates Corporation, Annual Report [1978-1979, quoted in Y-P. Ho and T-B. Lin, “Hong
Kong: Structural adjustment in a free-trade, free market economy”, in H. Patrick (ed.), Pacific Basin Indusiries in

Distress:
University Press, 1991}, p. 291.

Structural Adjusiment and Trade Policy in 1the Nine Indusirialized Economies (New York: Colombia

148 For a recent discussion of competition policy in Japan and the Republic of Korea sce A. Amsden and A. Singh,
"Concurrence dirigée et efficacite dynamique en Asie: Japon, Corée du Sud, Taiwan”, Revue Tiers-Monde, No. 139,

July-September 1994.

149 R.E. Caves and M. Uekusa, “Industrial organization”, in H. Patrick and H. Rosovsky (eds.), op. cit., p. 486.
150 M. Shinohara, Industrial Growth, Trade and Dynamic Patterns ..., p. 44.
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aged in the 1960s as a response to increasing
liberalization, in order to strengthen technical
and financial capablities. Some mergers had
major effects on productivity. For example,
after the merger of Fuji Steel and Yawata Steel
in 1970 (which resulted in a new company,
Nippon Steel, controlling 36 per cent of the in-
dustry’s production volume), there was an im-
provement in technical capacity, and the
number of patent applications doubled from
1,061 in 1970 to 2,090 in 1973. Bccause the
company as a whole could assurc an annual
production of about 40 million tons, the Oita
Mill in Kyushu could go on full “continuous
casting”, resulting in a “20 per cent reduction
of  equipment  costs, mprovement  of
slab/hotmetal ratio, reduction of per-unit en-
crgy requirements by onc third and 20 per cent
labour saving”.152

Technology screcning was used to
sharpen competition as well as to upgrade
technology. In scquencing new entrants MITI
aimed not only to achieve cconomics of scale
and avoid cxcess capacity, but also to promote
competition. The usual approach was “stag-
gered entry”, i.e. permitting cntry to only one
(or very few) firms at a tume. Early entrants
obtained a monopolistic position in the
Japanese market through which they could
earn high profits. But additional entrants were
introduced to provide competition when it was
considered appropriate. Thus, for example, the
pattern of new cntrants to low-density
polyethylene production was such that the first
entrant (Sumitomo Chemical) in 1958 enjoyed
a monopoly in thc Japancse market until 1960
when a sccond entrant (Mitubishi Petro-
chemical) was allowed to obtain a technology
licence with another foreign firm. Two further
new entrants were admitted to the industry in
1962, one in 1964, two in 1966, one in 1968 and
two in 1970. By that date, Sumitomo Chemi-
cal’s share of the industry’s capacity in Japan
was down to 17.9 per cent. 153

In managing this process, MITI tried to
ensure that opportunities were distributed
among all the major bank-based business
groups. But what is crucial is that the screening
process and sequencing strategy led firms to

compete vigorously to be early entrants. This
process improved both the search for technol-
ogy and also the ability of the Japanese firms
finally selected to absorb foreign technology.
As one observer has put it: “To be qualified as
an early entrant, a {irm had to demonstrate its
technological and financial capabilities to as-
similate new technologies. Therefore the in-
dustrial groups compcted in scarching for
promising new technologies, conducting pre-
paratory research, {inding an appropriate for-
eign licenser, and sccuring the necessary
investment funds ... The preparatory research
often consisted of 'backward cngineering” and
‘patent literature-based reproduction’.  These
approaches cnabled Japanesc firms, first, to
know the recal merits and demerits of a new
foreign technology (that is, to decide whether
to secure a licence or not); second, to preparc
themselves technologically to absorb only the
desired components of the foreign technology
(that 1s, to ‘unbundlc” forcign technology,
thereby enhancing their bargaining power in
negotiating with the supplicr); and third, often
to come up with significant technological im-
provements in the course of ‘reproduction’.”154

In the Republic of Korea, entry re-
strictions were part of the Promotional Laws
for specific industries passed in the late 1960s
and 1970s, and regulations were also made on
capacity expansion. In the Industrial Devel-
opment Law (cnacted in 1986) further measures
were taken to prevent “cxcessive competition”,
including restrictions on capacity expansion,
state-initiated ~ mergers and  coordinated
capacity-scrapping and market-sharing ar-
rangements. Such measures have alsa been
applied to prevent excessive competition
among domestic firms in forcign markets. For
instance, the Government supported and regu-
lated overseas construction activities through
the Overseas Construction Promotion Act ol
1975. A fairly large number of firms succeeded
in gaining access to intcrnational markets
thanks to speccial tax incentives. In the
mid-1980s, when these markets started shrink-
ing, the Government intervened and a number
of small- and medium-size firms withdrew from
the market.155
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During the late 1950s and 1960s, the
Taiwanese Government encouraged the forma-
tion of cartels to regulate output and exports
for paper, textiles, canned foodstuffs, steel pro-
ducts, rubber products, cement and mono-
sodium glutonate. It subsidized exports by
means of a levy on the domestic sales of each
member and sct quotas in proportion to each
member’s output. It also encouraged the uni-
fied and joint marketing of exports.!5¢ Control
of entry was also used to prevent overexpan-
sion, and new entrics were staggered in syn-
thetic  fibres, polycthylene and  other
petrochemical derivates. Industry licensing of
new plants stopped in the 1950s (though ap-
proval for technology continued to be required
until the late 1970s) and there has been a lim-
ited encouragement of mergers.

2. Differences in industrial deepening

Japan and the four NIEs adopted diver-
gent approaches to industrial policy. In Hong
Kong the Government owned no manufactur-
ing establishments, applied no tarffs or import
restrictions, did not subsidize exports and did
not interfere with firm-level activities beyond
minimal regulation, whereas the Republic of
Korea adopted a Japanese-type industrial pol-
icy, including the protection of domestic mar-
kets, technology screening, enterprise ra-
tionalization, financial repression, and re-
strictions on excessive competition. In between
were Singapore, which relied heavily on FDI
for technological acquisition and pursued a
highly interventionist policy (via the screening
of FDI and its statutory boards and govern-
ment holding companies), and Taiwan province
of China, which protected domestic production,
but where the public sector set up backward-
linkage secondary-import-substitution activ-
ities, and gave fiscal incentives to upgrade the
industrial structure.

There were also major differences among
the NIEs in the extent of the industrial
deepening, which were not entirely due to in-
dustrial policy. The economies of Hong Kong
and Singapore were far too small to seriously
contemplate the establishment of heavy indus-

156 For further particulars see R. Wade, op. cir., p. 143.
157 See C.1. Bradford Jr., op. cir., in particular table I[.

158 See P.C.Y. Chow and M H. Kellman, Trade -
University Press, 1993), tables 2.1-2.4.

trics, and the scope for industrial policy was pro
tanto much more limited. While such policies
were neither absent nor ineffective, they were
much more prevalent in the Republic of Korea
and Taiwan province of China, where the size
of the economy permitted much more intensive
industrialization.  Nevertheless, there was a
clear association between the different types of
industrial policy and changes in industnal
structure, productivity and technological
capability. Structural change has been much
less rapid and extensive in Hong Kong than in
the other NIEs. This is apparent from both
UNIDO structural change indices!s” and indices
of  revealed comparative advantage.!s8
Nevertheless, although there was product
upgrading (from low-grade shirts, suits, and
underwear to high-fashion apparel and leisure
wear; Increasing  sophistication in  the
production of toys; and progression from the
assembly of transistor radios to the production
of electronic watches), I1long Kong continued
to be a producer of labour-intensive products.
The absence of structural change was
associated with a much slower development of
indigenous technological capabilities, with the
result, according to a survey of leading
businessmen and academics in the late 1980s,
that “Hong Kong does not have either an
adequate skill base or the technology capacity
necessary to build new comparative advantage
in manufacturing at either the scale or speced
that is required”.15

A further difference between Hong Kong
and the other NIEs was its investment rate,
which remained roughly unchanged at around
20 per cent of GDP from the early 1960s,
whereas that of Singapore shot up from 9 per
cent in 1964 to 43 per cent in 1983.16¢ This
phenomenal ascent might explain why
Singapore, unlike Hong Kong, registered nega-
tive growth rates for total factor productivity;
“Singapore has consistently pushed itself into
technologies too far ahead of itself”.16!

The economies in which 1ndustrial
deepening progressed most were those of the
Republic of Korea and Taiwan province of
China. It has been argued that their shifts in
industrial structure merely conformed to the
change in comparative advantage as the period
of labour surplus ended and wages rose. The
evidence for the latter economy is not easy to

The Engine of Growth in East Asia (New York/Oxford: Oxford

159 Far Eastern Business Review, 12 October 1989, pp. 64-65, cited by S. Lall (1991), op.cit., p. 142.
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161 [bid., p. 43.
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interpret, but it has been shown that by track-
ing its support on an industry-by-industry basis
the Government led the market, in the sense of
anticipating shifts in comparative advantage
and seeking to attract resources into particular
sectors; also, as already discussed, it used public
enterprise to spearhead the establishment of
secondary import substitution industries in the
1970s. For the Republic of Korea, the situ-
ation is clearer for the heavy and chemical in-
dustry (HCI) push: “without the virtually
unlimited government support that was offered
to HCI investments, no private agent would
have been willing to bear the obvious risks”.162
In retrospect, of course, these industries could
appear to conform to comparative advantage.
As economies of scale were achieved, capacity
utilization rates increased and technological
capabilities developed, these industries became
competitive on world markets - to such an cx-

tent indeed that POSCO, the state-owned steel
industry in the Republic of Korea, became the
most efficient producer of steel in the world.
However, these changes strongly reflected the
visible hand of government - through subsidiza-
tion of investment and support for acquiring
technology.

An important difference between the Re-
public of Korea and Taiwan province of China
relates to the pattern of industrial organization,
which reflects the paucity of large-scale private
business in the latter economy. The Republic
of Korea has very high technological capabili-
ties, possibly the highest in the developing
world; in Taiwan province of China the indus-
trial structure is “lighter”, with greater emphasis
on meeting market niches rather than mass
production, less in-house R&D and less em-
phasis on creating brand names.163

E. Rents as incentives

As already pointed out, industrial policy
in East Asia has been predominantly imple-
mented through influence on the actions of
private firms. It is possible to find examples
of Governments almost cocrcing the private
sector through the sectting of performance
standards, as when access to imports was linked
to export performance. IHowever, the centre-
piece of industrial policy in East Asia has been
the provision of incentives to induce firms to
increase production capacity and productivity
and to compete aggressively for increased mar-
ket share. The incentives have been provided
through a mix of selective protection, competi-
tion and “subsidies”. Industrial deepening pro-
ceeded furthest in those countries where the
international competitiveness of national firms
was stcadily built up, 1.e. Japan, Republic of
Korea and Taiwan province of China. °

“Subsidies” to support industrial develop-
ment were applied selectively and used partic-
ularly in the initial phases of establishing new
industries. Fiscal support was provided by a
range of special tax measures which reduced
government revenue but promoted the accu-

162 World Bank, Korea.

mulation of earnings by firms and their stability
in the face of cyclical fluctuations or (as in the
case of special depreciation allowances) reduced
investment risks by shortening the period of
investment recovery. But perhaps the most
important “subsidies” came from keeping down
interest rates and allowing domestic prices to
deviate from international ones.

A critical feature of “getting the prices
right” in order to encourage industrialization
involved getting them “wrong” in the sense of
not letting them reflect existing scarcities of
factors of production.!® This has been demon-
strated by the World Bank in its recent major
report on the “East Asian Miracle”. In respect
of conformity of national prices with interna-
tional prices, the rcport shows that Taiwan
province of China, the Republic of Korea and
Japan fall within the fifth and sixth deciles of a
sample of developing countries, with greater
levels of price distortion than Brazil, India,
Mexico, Pakistan, and Venezuela.16s

It has recently been argued that “state-
created rents” were an important mechanism
through which industrial policy provided in-

Managing the Industrial Transition, Vol. | (Washington, D.C., 1987), cited by E. Eshag,

“Successful manipulation of market forces: the case of South Korea, 1961-1978", Economic and Political Weekly,

Annual Number, March 1991, p. 634.
163 S. Lall (1994), op. cit.
164 See A. Amsden, Asia’s Next Giant ..., chap. 6.
165 World Bank, op. cit., p. 301.




centives to set up new industries.!%6 This view
i1s based on the observation that the risks of
establishing new industrics in late industrializ-
ing countries are very high and that, as with
any innovative activity, high entrepreneurial
profits are consequently required. For
innovators at the frontier of technology, entry
barriers associated with innovation result in
rents which provide incentives for doing “new
things”. In late industrializing countries, how-
ever, the market mechanism alone cannot pro-
vide such rents. Even though a new activity
may be highly risky, firms borrowing and
adapting foreign technology face established
competitors, who have much greater experi-
ence. Conscquently, if the development of in-
dustry relies on the private sector, it is the State
that has to create rents for the early entrants,
particularly through the application of
protectionist measures and by repressing inter-
est rates and credit provision. It has been ar-
gued that industrial policy in the Republic of
Korea worked through these rents, and that the
most lucrative “subsidies” provided by the
Government took the form of profits from sales
on domestic markets made possible by pro-
tection which was conditional on export per-
formance.!6” In Taiwan province of China rent
creation was linked to exporting by tying the
allocation of import licences to export per-
formance, a practice which ensured that “those
who get the windfalls (‘rents’) from importing
scarce commodities are at the same time con-
tributing to the economic success of the coun-
try by exporting”.16® A similar system was in
force in Japan during 1953-19535, when, for ex-
ample, trading licences were issued to trading
companies selling Cuban sugar in Japan at 2 to
10 times the import price, provided that they
allied themsclves with a shipbuilder and could
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submit an export certificate showing they had
used some of their profits to subsidize ship ex-
ports.169

The incentives provided by rents were
most effective when the latter were distributed
on a competitive basis. Private firms competed
vigorously to win monopolistic positions, €.g.
when government technology screening and the
sequencing of acquisition of technology by dif-
ferent firms interacted to improve the process
of technology importation.

The notion that the creation of rents was
central to the establishment of new industries
contradicts the political economy of rent-
seeking of the 1970s and 1980s under inward-
oriented trade regimes. Four critical differences
would seem to lie behind the success of rent
creation in promoting industrialization in the
NIEs. Firstly, it was achievable through di-
rectly productive activities which served na-
tional interests. Secondly, rent-seeking costs, a
form of transaction costs incurred in seeking
rents (through activities like information col-
lection, influence-peddling and bargaining)
were kept low.170 Thirdly, Governments acted
to close off other non-productive channels of
wealth accumulation, such as agricultural
landlordism, urban real estate speculation and
the exploitation of military and bureaucratic
office for private gain. Fourthly, the realization
of rents (and also other subsidies) was related
to performance standards, including a require-
ment to export. This was of critical importance
in the Republic of Korea and Taiwan province
of China, where domestic markets could not
support the cut-throat oligopolistic competition
which prevailed in Japan during its high-growth
period.

F. Productivity, industrialization and the balance of payments

In Japan during 1950-1973 and the four
East Asian NIEs from 1960 to the late 1980s,
rapid growth was associated with long-term
changes in the balance of payments. As re-
gards Japan, the process of rapid capital accu-
mulation and productivity improvement began
after the outbreak in 1950 of the Korecan War.

Special procurements by the United States
army provided foreign exchange with which to
import both the raw materals necessary for
stepping up industrial production and the capi-
tal goods required for modernizing equipment.
This “special procurement demand” amounted
to about 30 per cent of foreign currency re-

166 H-J. Chang, "The political economy of industrial policy in Korea”, Cambridge Journal of Economics, Vol. 17, No. 2,

1993.

167 This point has been made both by R. Wade (op. cir.) and A. Amsden (op. cit.).
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170 See H-J. Chang, The Political Economy of Industrial Policy (New York: St. Martin’s Press; Basingstoke and London:

Macmillan, 1994).
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ceipts.!'”t [n the 1950s and 1960s, however, for-
eign exchange remained a constraint on
growth. When growth accelerated, the current
account balance worsened. Typically, a boom
was followed by a slowdown as the Govern-
ment acted to restore external balance by re-
stricting private investment (the most dynamic
component of aggregate demand), reducing the
supply of finance to industry through “window
guidance”, and thereby reducing imports.

By the end of the 1960s, the economy
began to achicve persistent current account
surpluses, reflecting a growing surplus on mer-
chandise trade. Investment laid the founda-
tions for export growth by expanding and
modernizing production facilities, while rising
exports made it possible to step up investment.
Industrial policy gave momentum to this dy-
namic, encouraging private investment and in-
novation and directing it to those sectors where
the expansion of international trade was likely
to be highest and where the potential for pro-
ductivity gains was greatest. This required the
rejection of resource allocation according to
static comparative advantage and the pursuit
of a strategy of giving priority to building up
the heavy and chemical industries. The ration-
ale for placing cmphasis on thesc industries has
been explained as follows:

There was a great outgrowth of industries
that depended on low-wage labour durning the
prewar pcriod and the postwar period of
transition when Japan was plagued by short-
ages in capital. At the same time, these in-
dustrics enjoyed an advantage from the
viewpoint of the thcory of comparative ad-
vantage. They manufactured and exported
masses of cheap articles before the war. After
the war, oo, Japan's first ¢xports consisted
of such things as toys and other miscella-
neous merchandise and low-quality textile
products.

Should Japan havc entrusted its future 1o the
development of those industries charactenized
by the intensive use of labour? That would
perhaps be a rational choice for a country
with only 5 or 10 million people, but Japan
has 102 million pcople. If Japan had adopted
the simple doctrine of free trade and chosen
to specialize 1n this kind of industry, it would
have sentenced its population 1o the Asian
pattern of stagnation and poverty. Japan

would have remamed a weak link in the free
world, thereby becoming a problem area in
the Far East.

The Ministry of International Trade and In-
dustry decided instead to promote heavy in-
dustries that require intensive employment of
capital and technology, industries such as
steel, ol refining, petrochemicals, automo-
biles, aircraft, all sorts of industrial machin-
ery, and electronics, including electronic
computers. In terms of the comparative cost
of production, these industries should be the
most inappropriate for Japan. From a short-
run, static viewpoint, promoting their devel-
opment would seem to conflict with
economic rationalism, but from a long-range
viewpoint, these are precisely the industries
where the income elasticity of demand is
high, technological progress is rapid, and
labour productivity rises fast. Without such
industries 1t would have been extremely diffi-
cult to employ a population of 100 million
and raise their standard of living to that of
Furope and America. Logical or not, Japan
had to have these heavy and chemical indus-
tries.172

Both the Republic of Korea and Taiwan
province of China have also been able to turn
current account deficits into surpluses through
greatly improved trade performance. For the
latter the trade balance first turned positive in
1971, and after recovering {rom the oil price
shock of the early 1970s the economy was able
to achieve persistent trade surpluses. These
grew markedly in the 1980s, by the end of
which reserves were the largest in the world
(after Japan and Germany), equivalent to more
than two years of imports. In the Republic of
Korea the trade surplus turned positive only in
the second half of the 1980s, since when the
current account has also been in surplus.i?3
Throughout the 1970s, it incurred current ac-
count deficits, which reached 10.9 per cent of
GNP in 1974 and 8.7 per cent in 1980. Com-
mercial borrowing served to sustain growth,
and by 1985 the external debt had reached 52.5
per cent of GNP. But the high degree of export
orientation rendered the debt service manage-
able. Debt service as a percentage of export
earnings rose from 11.6 per cent in 1975 to 6.7
per cent in 1986, but with the achievement of
current account surpluses the Government was

171 See M. Shinohara, “Patterns and some structural changes in Japan’s postwar industrial growth”, in .. Klein and K.
Ohkawa (eds.), Economic Growth: The Japanese Experience Since the Meiji Era (Homewood, IL: Richard Irwin Inc.
for the Economic Growth Center, Yale University, 1968), p. 281.

172 Statement by Yoshihisa Ojimi, Vice Minister, MITI, to the OECD Industrial Committee, 24 June 1970, cited in J.
Abegglen and G. Stalk Jr., Kaisha, The Japanese Corporation (New York: Basic Books, 1985), pp. 71-72.

173 For discussions of the balance of payments of the Republic of Korea and Taiwan province of China from 1978 to
1987, see B. Balassa, Economic Policies in the Pacific Area Developing Countries (Basingstoke and London:
Macmillan, 1991); see also C.I. Bradford Jr. and W.H. Branson (eds.), Trade and Structural Change in Pacific Asia

(University of Chicago Press, 1987).




able by 1991 to reduce the ratio of total debt
to GNP to 15 per cent.

Hong Kong and Singapore also achieved
current account surpluses in the late 1980s. In
these economies, re-exports (including, in
Singapore, refined petroleum) and service ex-
ports were important. Trends are diflicult to
ascertain in the case of Hong Kong because of
the absence of official balance of payments
statistics, but re-exports apparently rose as a
proportion of total exports.' For Singapore
re-exports constituted approximately one third
of total exports in the 1980s. Service exports
have always been important to Singapore, and
large surpluses in the services balance offset
deficits in merchandise trade.

In Japan, the Republic of Korea and
Taiwan province of China, the long-term
transformation of the balance of payments was
related to the improvement of the productivity
and competitiveness of domestic industry. Be-
cause these cconomics are relatively poor in
natural resources, expansion of manufactured
exports was essential to finance the imports of
capital goods, raw materials and intermediate
inputs rcquired for industrial growth; however,
import substitution has also contributed. Dif-
ferences in the degree of trade dependence re-
flected differences in the size of the internal
market.

In Japan the internal market was large
enough to allow the achievement of cconomies
of scale and (oligopolistic) competition in
heavy and chemical industries without reliance
on export markets. In these industries the typ-
ical product cycle involved “learning by doing”
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through production for the protected national
market and the associated rents (discussed in
the previous section). Firms began exporting
only once productivity had been sufficiently
enhanced and the domestic market saturated.
While these industries were being built up, the
labour-intensive industries provided the main
source of foreign exchange, with textiles con-
tributing about half Japan’s export revenue
until the end of the 1950s.

Industrial policy played a similar role in
transforming the balance of payments of the
Republic of Korea and Taiwan province of
China. The rapid expansion of labour-intensive
exports in the 1960s created a market for im-
ported intermediates and capital goods, while
industrial policy encouraged secondary import
substitution and further export development.
Rapid output growth was again based on high
levels of investment, involving substantial capi-
tal goods imports, and rapid cxport growth was
promoted through the selective focusing of in-
vestments in order to improve productivity and
to upgrade production in the first instance to-
wards heavy and chemical industries, where ex-
porting was more urgent than in Japan because
the domestic market was too small to permit
scale economies without monopolistic condi-
tions.

Differences in market size were reflected
in differences in the ratio of exports to GNP,
In Japan this ratio was maintained at around
11 per cent throughout the catch-up period, but
in the Republic of Korea it increased from 4.8
per cent {(of GDP) in 1963 to 45 per cent in
1987, and in Taiwan province of China from
17.8 per cent to 60.7 per cent.

G. Profits, savings and investment

High rates of investment played a major
role in promoting rapid growth. For instance
the World Bank has estimated the contribution
of physical and human capital accumulation at
between 60 per cent and 90 per cent of per
capita output growth.!”s [t has indeed been ar-
gued that there is nothing extraordinary about
the productivity growth rates of East Asian
NIEs and that where they stand out mostly is

in their investment rates.!” In most countries,
the initial boost to capital accumulation came
from abroad. However, as growth accelerated,
domestic consumption was made to lag behind
income growth, allowing the domestic savings
rate to rise over time.

In the immediate postwar period Japan’s
rate of capital accumulation was constrained

174 This proportion stood at 89 per cent in 1950 but had declined to 20 per cent by the early 1970s; see E.K.Y. Chen,
“Foreign trade and economic growth in Hong Kong: experience and prospects”, in C.I. Bradford Jr. and W .H.
Branson (eds.), op. cit. Recent data indicale that re-exports had increased 1o 45-50 per cenl of 101al exports by the

mid-1980s (Y.P. Ho and T-B. Lin, op. cit.).
175 The East Asian Miracle ..., p. 58.

176 D. Rodrik, op. cit., and A. Young, "Lessons from the East Asian NICs: A Contrarian View,” NBER Working Paper

No. 4482, October 1993.
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by a low level of domestic savings. Initially, the
United States procurement programme (re-
ferred to in the preceding section) helped to set
off a self-sustained process whereby investment
and growth generated both savings and export
earnings. Thus, gross domestic fixed capital
formation increased from 24 per cent of GNP
in the carly 1950s to almost 40 per cent in the
late 1960s, and the ratio of private equipment
investment to GNP doubled between the carly
1950s and the late 1960s, rcaching 17 per cent.
The gross domestic savings ratio also rose rap-
idly, from about 24 per cent in the carly 1950s
to 36 per cent in the first half of the 1960s and
to 40 per cent in the carly 1970s.

For both the Republic of Korca and
Taiwan province of China foreign savings were
particularly important in the 1950s, financing
65 per cent of gross domestic investment in the
former during 1956-1960 and 45 per cent in the
latter. The latter also rapidly reduced its reli-
ance on foreign savings, but in the Republic of
Korca, where the increase in domestic savings
was slower, forcign savings financed 39 per cent
of gross domestic investinent during 1966-1970,
slightly over 30 per cent during 1971-1975 and
17 per cent during 1976-1980. In Singapore,
where the rise in the investment rate was espe-
cially steep, therc was a rapid increase in the
savings rate, accompanicd by continued heavy
resort to foreign saving. During the 1970s
capital in(lows {inanced on average 35 per cent
of gross fixed capital formation; this figure
showed no tendency to decline in the 1980s.

In the 1950s capital flows to both the
Republic of Koreca and Taiwan province of
China consisted principally of bilateral and
multilateral loans. In the Republic of Korea
external aid financed 80 per cent of total fixed
capital formation during 1953-1962, wherecas in
Taiwan province of China aid from the United
States financed almost 40 per cent of total do-
mestic capital formation. In both economies
bilateral and multilateral aid remained impor-
tant until the mid-1980s, constituting 36 per
cent of total capital inflows in the period
1961-1986. In the same period bank loans ac-
counted for 44 per cent and FDI for 20 per cent
of Taiwanese capital inflows, the corresponding
figures being respectively 53 per cent and 7 per
cent in the Republic of Korea. In Ilong Kong,
the transfer of funds by overscas Chinese
amounted to approximately 40 per cent of
gross  domestic  capital  formation in
1949-1965.177

Be that as it may, without hfting domestic
savings it would not have been possible to
achieve the more than doubling of the invest-
ment ratio from the 1960s to the 1990s. Gross
domestic savings increased from 10 per cent of
GDP 1n 1965 in Singapore to 30 per cent during
the 1970s and 42 per cent during the 1980s. In
the Republic of Korea and Taiwan province of
China the proportion was 4.2 per cent and 9.1
per cent, respectively, during the period
1956-1960. It subscquently rose rapidly in both
countries, but more so in Taiwan province of
China, where it averaged 32 per cent during the
1970s. While in the Republic of Korea the
proportion was about 22 per cent in the same
period, it rose to an average of 32 per cent in
the 1980s. In Taiwan province of China the
high rate already reached in the previous dec-
adec was maintained. Rapid income growth
certainly explains much of the increase in the
domestic savings ratio, since it permitted also
rising consumption. IFHowever, income growth
1s not translated automatically into higher
savings growth. [‘or instance, the average
savings ratc in the newly industrializing coun-
trics of Latin America failed to show a signif-
icant increasc from the 1960s to the 1980s
despite a relatively rapid growth of per capita
iicomes; nor has it shown any tendency to rise
in the revival of growth in the 1990s.

A satisfactory explanation for the rapid
increase in domestic savings is still missing in
the literature, even though it is extensive and
attaches importance to savings. A complete
explanation is beyond the scope of the present
study. Neverthceless, it would appear that gov-
ernment intervention provides part of the ex-
planation. By lifting profits 1t increased both
the incentive of firms to invest and their ca-
pacity to finance new investment. Iligher in-
vestment in turn raised profits, by enhancing
both rates of capacity utilization and the pace
of productivity improvement. Thus, the pro-
pensities to save and invest were both raised,
as was the pace of technological advance and
hence also the mass of profits.

The importance of the investment-profits
nexus 18 indicated by the high share of corpo-
rate profits in value added. During the 1960s
in Japan gross operating surplus in industry
plus transport and communications was around
50 per cent of gross value added. For manu-
facturing alone the figure was around 55 per
cent, compared to about 25 per cent in the
United States and United Kingdom.!”® From
the mud-1950s until the first oil crisis Japan’s

177 S. Haggard and Tun-jen Chen, "State and foreign capital in the East Asian NICs”, in F.C. Deyo (ed.), The Political
Lconomy of the New Asian Industrialism (Ithaca, NY and London: Cornell University Press, 1987), p. 89.

178 OFECD Economic Outook. Historical Statistics 1960-1990 (Paris: OECD, 1992), tables 7.2 and 7.4.




gross corporate savings ratio (rctained gross
profits as a proportion of corporate disposable
income) averaged around 75 per cent, never
falling below two thirds, and exceeding 80 per
cent in the latter half of the 1960s.17? Corporate
savings as a proportion of GNP increased from
around 7 per cent in the mid-1950s to over 17
per cent in the late 1960s. For the period
1960-1970 gross corporate investment averaged
22.7 per cent of GNP and corporate savings
15.3 per cent, whereas household investment
and savings were 13.5 per cent and 8 per cent,
respectively, and the government scector had a
surplus (excess of government savings over in-
vestment) of about 2 per cent of GNP.180 Thus,
the houschold surplus (5.5 per cent of GN\P)
accounted for about 24 per cent of corporate
investment and the corporate sector’'s own
savings for 60 per cent.

The shares of corporate profits and
savings in income started to come down along
with corporate investment in the 1970s. They
nevertheless stayed higher than in other major
industrialized countries: in both manufacturing
and transport and communication profit shares
in gross valuc added were above 40 per cent in
the 1980s compared to one third in the other
G-7 countrics. (As explained in the following
chapter, this feature i1s causing underconsump-
tion and recession in Japan.)

Profits were also an increasingly impor-
tant source of corporate investment in the Re-
public of Koreca. The average personal savings
ratio was under 3 per cent during the 1950s and
1960s, while for corporate savings the ratio was
twice as large. Nevertheless, corporate invest-
ment reclied on transfers from the Government:
the public sector accounted for almost 60 per
cent of total domestic savings in the 1960s. The
personal savings ratio rose during the 1970s,
reaching over 9 per cent. During 1980-1984
personal savings averaged about 10.3 per cent
of GDP and investment 5.3 per cent, resulting
in a surplus of 5 per cent. However, corporate
savings also rose. Business investment reached
20 per cent of GDP. More than 40 per cent of
it was financed by corporate savings and onc
quarter by houschold savings: government and
foreign savings accounted for 9 per cent and 25
per cent of total business investment, respec-
tively.18t

While there are very limited data on sec-
toral savings and investment and flows of funds
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in developing countries, available information
suggests that what differentiates the East Asian
NIEs, including the second-tier ones, is not
household but corporate savings. Countries for
which sectoral data are available, such as
Colombia, Ecuador, India, Philippines and
Turkey, have had savings rates similar to or
higher than those of the East Asian NIEs. But
while business savings in the Republic of
Korea, Malaysia and Thailand reached 9 per
cent of GNP, and in China 14 per cent, in the
1970s and early 1980s, business savings were
almost zero in the Philippines, under 2 per cent
in India, under 4 per cent in Ecuador and Tur-
key and around 5.5 per cent in Colombia. 182

While trade, financial and competition
policies protected profits and/or allowed them
to rise (through, inter alia, rent creation, as
discussed earlier in this chapter) above what
would have been attained under free market

conditions, fiscal instruments were used to
supplement corporate profits in order to
accelerate capital accumulation. As already
mentioned, some of these were specific,
targeting directly corporate profits and
investment.  They included tax breaks and

special depreciation allowances to encourage
enterprises to retain and invest profits. In
Japan, such policics also played a catalytic role,
since banks werc more willing to make loans for
investments  quahfying  for  accelerated
depreciation.  Legislation allowed firms to put
aside reserve funds against risks and exempted
such funds from taxation, making it possible to
defer tax payments on profits. Revenue losses
from such special tax measures to promote
investment are estimated to have been §-13 per
cent of total iIncome tax rcvenues in the period
from the late 1950s to the carly 1970s. During
the 1950s, the increase in the balances of
tax-free reserves amounted to more than one
third of total corporate savings. This pro-
portion declined during the subsequent
decades, for the incentives were reduced as the
corporate sector was able to accumulate capital
on its own.

One of the most important factors ac-
counting for a rapid growth in corporate in-
vestment and profits was the pattern of
sharcholding and ownership in these ccono-
mies, particularly Japan and the Republic of
Korea. As explained in greater detail in TDR
1991 (Part Two, chapter IlI), when the
contrelling interest is held by business groups

179 M. Shinohara, /ndustrial Growth, Trade and Dynamic Patterns ..., pp. 174-175.
180 QECD, Department of Ceconomics and Statistics, “Saving trends and behaviour in OECD countries”, Working Paper

No. 67, Paris, June 1989, annex I.

18t See P. Honohan and 1. Atiyas, "Intersectoral financial flows in developing countries”, World Bank PPR Working

Paper No. 164, March 1989.
182 Jhid.
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(or familes) with a long-term stake in the
corporations, outside pressure to pay out
dividends at the expense of corporate savings
and investment 1s much weaker. Managers do
not need to pay undue attention to how the
market values their assets from day to day, and
can concentrate instcad on the long run. An
internal capital market organized within busi-
ness groups consisting of banks and {irms con-
nected by cross shareholding also improves
enterprise  performance by pooling and
institutionalizing the risk associated with indi-
vidual investment projects, and by improving
investment decisions. Moreover, government
guidance of investment decisions and monitor-
ing of the use madec of its support is much cas-
ler.

The bonus system, first adopted in Japan
and then in the East Asian NIEs, was also an
unportant mechanism linking private savings
and corporate profits in East Asia.’ A signif-
icant part of workers” pay was tied to company
profits. In Japan such tying was estimated to
have accounted for about 16 per cent of total
wage payments during the 1950s, rising steadily
to over 20 per cent during the 1960s. In the
Republic of Korea such payments constituted
between 14 per cent and 33 per cent, and in
Taiwan province of China around 15 per cent,
of the total wage bill during the 1970s. Since
bonuses are paid as a lump sum at periodic in-
tervals, they allow {irms to have at their dis-
posal an important part of the wage bill as
interest-free funds. IFrom the workers” point of
view such withheld payments are forced
savings, particularly in view of their limited ac-
cess to consumer credit, which restricts their
ability to spend in advance of receipt of the
bonus. In any case, both theory and practice
suggest that the propensity to save from such
temporary and transitory incomes tends to be
higher than the propensity to save from regular
incomes. Indeed, a close correlation has been
observed in Japan between the long-term in-
crcase in the temporary income ratio and the
long-term savings rate.

The bonus system implies that workers’
savings move in large part with corporate in-
vestment and profits: an investment boom leads
to an increase in the revenues of {irms, which
in turn leads to an increase in workers” bonus
income, which raises the savings ratio. This is
also a main reason why household savings have
been relatively high and rising in the East Asian
NIEs.

Individual owners and wunincorporated
business provided another linkage between
profits and private savings. An important
characteristic of East Asian NIEs is their suc-
cess in promoting small-scale enterprises. As
already noted, in Japan there were numerous
small enterprises, some of them unincorporated
business, linked to large firms through subcon-
tracting for the provision of goods and services.
Similarly, individual proprietorship has been
widespread among the East Asian NILEs, 134
Their savings are recorded as personal rather
than corporate savings In national accounts
statistics, but arc clearly related to profits and
investment rather than wages and consump-
tion; the savings ratio from such income is
likely to be higher than from wage income. The
propensity to save and invest of small produc-
ers 1s further raised by the intense competition
they face, which nccessitates investment and
productivity growth.

Thus, there are strong rcasons for think-
ing that capital accumulation in East Asian
NIEs was based on corporate profits and other
profit-related income rather than on household
savings proper.

It 1s generally held that policies to pro-
mote profits as the main source and drive for
capital accumulation did not result in an unc-
qual distribution of income. Indeed, as evi-
dence clearly indicates, income distribution has
been more even in Last Asia than in Latin
America. Ilowever, data oflten (ail to reveal the
origin of uneven income distribution by aggre-
gating diflerent sources of income. The ab-
sence of big land ownership appears to be the
main reason for a more cquitable income dis-
tribution in East Asian NIEs than in Latin
America and most other middle-income coun-
tries. The difference between [last Asian NIEs
and other developing countries appears to be
much sharper in the distribution of land than
in the distribution of income. A comparison
of East Asian NIEs ({irst-tier and second-tier)
and Japan with a sample of eight developing
countries (Argentina, Brazil, [Egypt, India,
Kenya, Mexico, Philippines, and Turkey) shows
that the average Gini coefficient for land own-
ership around 1960 was 0.68 in the sample,
against 0.45 in East Asian NIEs and Japan,
while the average coeflicients for income dis-
tribution were 0.50 and 0.39, respectively.!8
Since income is partly derived from land, this
comparison suggests that differences in income
distnibution between these ast Asian countries

183 See M. Shinohara, Industrial Growth, Trade and Dynamic Patterns ..., for further details.

184 Jhid., pp. 157-158.

185 D. Rodrik, op. cit., table 2. The Gini coefficient is a measurement of the degree of concentration in the distribution
among a population of income, wealth, etc. It ranges from zero (perfect equality) to unity (perfect inequality).




and the other developing countries in the sam-
ple are much less significant when income from
land ownership is excluded. For instance, for
Argentina, Brazil and Mexico Gini coefficients
for land are 0.87, 0.85 and 0.69, respectively,
whereas in none of the East Asian NIEs nor in
Japan does this coefficient exceed 0.47. This
difference seems to account for much of the
difference between Gini coefficients for overall
income that ranges from 0.44 to 0.53 in Latin
America but from 0.31 to 0.41 in East Asia.

Some of the difference in performance
between East Asia and Latin America may
have been due to dillerences in the pattern of
expenditure. In Latin America, the affluent
have a strong preference for high consumption
with a high import content (direct or indirect),
and Western-style, conspicuous consumption
tends to be pervasive even among the less
affluent and urban poor at the expense of sat-
isfaction of morc basic needs. By contrast, in
East Asian NIEs consumption of top-income
classes 1s much more moderatc and highly ori-

The preceding discussion does not by any
means constitute a full account of the “eco-
nomic miracle” that took place in the econo-
mies under examination. Nevertheless, enough
has been said to demonstrate that the miracle
cannot be ascribed to “the market” alone.
Certainly, business was driven by the profit
motive and private enterprise was the dominant
force in the economy. Yet, it is very doubtful
whether without the guiding - and unusually
visible - hand of government, the “animal spir-
its” of the entrepreneurial class would have
reached such a high intensity, or flowed
spontaneously into developmental activities in
a sequence capable of ensuring a continuous
dynamic momentum.

The economic policy regimes in the three
largest economies discussed approximated nei-
ther to laissez-faire capitalism nor to compre-
hensive central planning. They had their own
paradigm, consisting of a forced-pace advance
of industrial capitalism under the auspices of a
State that was simultaneously the servant and
master of business enterprise. Interpretations
based on examining their divergence from the
traditional paradigm therefore miss the mark.

H. Conclusions

The Visible Hand and the Industrialization of East Asia

ented towards domestic, traditional goods.!86
However, the choice by Governments of the
industries to be promoted also had a major in-
fluence on consumption habits. The more
moderate Asian income elasticities of demand
for foreign-type consumer goods allowed a
more efficient sequencing of the industries in
the course of the import-substitution phase
than in Latin America: that is, promoting ma-
chinery and equipment and indigenously de-
signed consumer goods before producing motor
cars and other Western-style consumer dura-
bles. Domestic prices of machinery and equip-
ment were kept low relative to those of
consumer durables, and even when the domes-
tic industry started producing and exporting
Western-type consumer durables, their domes-
tic prices were kept above world levels. These
elements were behind the success both in e¢x-
porting machinery and equipment and in pro-
liferating modernized small- and medium-scale
enterprises in traditional craft industries. They
thus helped to avoid the kind of technological
dualism that pervades Latin America.

The fact that the Japanese model of in-
dustrialization was successfully adopted (and
adapted) by the Republic of Korea and Taiwan
province of China shows that it can be applied
outside Japan. But that is not to say that that
model, or these two varnants of it, can be repli-
cated everywhere. Each country confronts at
any moment in time a unique situation which
depends on a host of factors, including its own
size, level of development, and past history, as
well as the state of the world economy, some-
thing that is in constant flux. Besides, it must
be borne in mind that a number of countries
(including some in East Asia that opened their
doors wide to FDI) have been able to develop
successfully with policies bearing littie or no
resemblance to those of Japan, and various
countries (for instance in Africa and Latin
America) have failed precisely because they
have treated government intervention as a
panacea.

These differing experiences suggest that
in the current state of knowledge - that of the
authors of this Report as well as of others who
may hold different views - it is not possible to
provide simple and unambiguous recipes for
development. Rather, there may not be one

186 For a discussion of these issues, see D. Felix, "Industrial development in East Asia: what are the lessons for Latin

America?’, UNCTAD Review, 1994.
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single, universally applicable recipe, but several
alternative ones, depending on time and place.
Scepticism rather than faith may therefore be
in order.

But one cannot stop there. The challenge
of development is too vast, especially in African
and other least developed countries. Econo-
mists cannot rest content with interpretations
of the past; they must also find solutions to the
problems of the present and the future. Re-

thinking development policy is therefore a task
of great importance and urgency. It has not
yet been successfully accomplished; nor will it
be as long as the methodologies deployed neg-
lect, by sins of either omission or commission,
the true record and rationale of the political
economy of Asian capitalism. However, there
1s reason to be optimistic on this score. Facts,
after all, can be more stubborn than

paradigms.”
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Chapter Il

THE DEFLATIONARY GAP AND ADJUSTMENT
IN THE NORTH

A. The origins and consequences of imbalances

The more closely the constituent parts of
an international economy are linked together
through trade and financial flows, the greater
will be the influence of global demand on eco-
nomic performance. A chronic excess of global
demand will make for persistent, perhaps ac-
celerating, inflation and shortages of labour
and primary commoditics, just as a chronic de-
mand deficiency will produce persistent, cven
mounting, uncmployment and depressed prices
for raw materials; the latter will also encourage
conflicts among countrics as they try to capture
a larger market share for themselves. By the
same token, instability in world demand will
generate fluctuations in the level of activity in
individual economies, as well as in key cco-
nomic variables such as the rate of interest and
exchange rates. [t will also alter the distrib-
ution of income within and among nations and
the size of the gap between industrialized
countries and less developed ones.

The question of global demand figured
prominently on the international agenda when
the postwar system was drawn up at Bretton
Woods. All participants agreed on the need to
avoid a repetition, even on a smaller scale, of
the experience of the Great Depression of the
interwar years. In that period global demand
was extinguished on a massive scale, inflicting
huge losses of output and employment and
causing a catastrophic decline in commodity
prices, as well as the disintegration of the world
cconomy through protectionism, ad hoc con-
trols on exchange and payments and the cre-
ation of trade blocs and other devices adopted
by individual countries to capture a larger share

of world demand for themselves or, at least, to
insulate themselves from the transmission of
negative economic impulses from outside their
borders.

Neither the Bretton Woods arrangements
nor the floating exchange rate system that took
its place in the 1970s were properly cquipped
to ensure that the major economies pursued
macroeconomic policics that yiclded an ade-
quate pace of global demand expansion. Ncv-
ertheless, the preservation of high global
demand did not figure prominently on the
international agenda. In the 1950s and 1960s
this was largely because Governments generally
sought high levels of employment and capacity
utilization (though not so high as to push the
world economy into cxcessive inflation). The
1970s were characterized by substantial differ-
ences in national policy respenses to the first
oil price shock; while some countries continued
to pursue policies to support employment and
income growth, others sought to defeat cost-
push inflation by restrictive macrocconomic
policy. It was expected that exchange rate ad-
justments would serve to make these diverse
policy choices compatible internationally.

The second oil price shock, at the end of
the 1970s, produced national policies that were
more uniform. Demand management to stabi-
lize employment and output was generally re-
jected in favour of reduced government
involvement in the economy and the introduc-
tion of measures to enhance market-based ad-
justment. None the less, diversity remained as
the European Economic Community decided to
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return to a system of fixed exchange rates,
while the United States shifted to a policy of
targeting monetary aggregates, leaving interest
and exchange rates free to fluctuate. There was
also unintended diversity in budgetary policies:
the Reagan Administration’s neo-liberal
programme in practice created a massive de-
mand stimulus, while Western Europe pursued
policies of fiscal retrenchment. In this period
the need for the management of global demand
was by and large denied owing to a perception
that the inflationary threat was uppermost and
a growing belief that 1t was best tackled not by
coordinated demand management but by cach
country “putting its house in order” by mcans
of restrictive monetary and fiscal policics and
liberalization and deregulation aimed at the
supply side of the economy.

This policy shift in the 1980s has
produced acute instability in the world econ-
omy, with adverse consequences for all coun-
tries, in particular developing countrics, as well
as a lcgacy for the 1990s that continues to
present acute difficulties for policy makers ev-
crywhere. Not only are disparitics in demand
creation a prime source of international imbal-
ances and tensions, but insufliciency of the
overall level of demand has also proved once
again to be a major impediment to sustained
growth. These twin phenomena have been re-
sponsible not only for problems that are readily
identifiable as being cyclical in origin, but also
for problems that can casily give the impression
of being structural.

It was the demand imbalance created by
the disparities in the mix and stance of mone-
tary and fiscal policies both across and within
countries in the 1980s which produced the
well-known international 1mbalances, with
trade and budget deficits in the United States
and surpluses in Western LEurope and Japan.
The growth differential in favour of the United
States, together with high interest rates which,
by attracting capital inflows, caused dollar ap-
preciation and reduced United States
competitiveness, brought about a considerable
deterioration 1n the country’s trade balance.
Flexible exchange rates were thus unable to re-
solve the problems created by diversity iIn
macroeconomic policies, and finally direct pol-
icy coordination designed to engineer dollar
depreciation was attempted in the Plaza
Agreement of 1985.

Since fiscal stimulus and corporate tax
reductions in the United States swelled profits,
notwithstanding the loss of competitiveness due
to dollar appreciation, United States firms felt
little pressure to respond to international com-
petition by investing in new plant and cquip-
ment in order to cut costs. The depreciation

of the dollar after the Plaza Agreement also
casced the pressure to adjust. The major in-
crease In investment expenditure was in com-
mercial real estate, driven not by the need to
increase productivity or satisfy increased de-
mand, but by changes in the regulations gov-
erning the financing of such ventures; financial
deregulation also rendered mergers and acqui-
sitions of existing productive assets more at-
tractive than new investment.

As the United States market expanded
more rapidly than the ability of domestic sup-
pliers to meet demand in the early 1980s, for-
cign suppliers increased their cxports, and
many established distribution and sales oper-
ations in the United States on a permanent ba-
sis. Japanecse {irms were especially involved in
this movement, and the emergence of what
Jater came to be viewed as a structural Japanese
trade surplus dates from this period.

The Government of Japan reacted to de-
velopments following the Plaza Agreement by
loosening monetary policy and introducing fi-
nancial deregulation in an attempt to stimulate
domestic demand without incurring budgct
deficits.  However, thc rcaction of Japanese
firms served to perpetuate, rather than correct,
the trade imbalance. Given the weakness of the
stimulus to domestic consumption, they fought
to preserve their share of United States markets
by reducing costs and investing in more pro-
ductive cquipment in order to compensate for
the appreciation of the ven. This “adjustment”
was facilitated by the sharp decline in borrow-
ing costs and the stock market boom which re-
sulted.

At the end of the 1980s both the United
States and Japan moved to tighten fiscal policy
to reduce government indebtedness, and to
tighten monctary policy to throttle asset-price
inflation. Just as for goods, the process of
bringing the asset-price inflation under control
imposed heavy costs on the real economy.
Falling asset prices caused capital losses, and
where asset acquisition had been financed by
borrowing, the result was potential insolvency.
This process eventually aflected a wide range
of other countries, including Australia, France,
Sweden and the United Kingdom, all of which
found their banking systems weakened to the
point of potential insolvency as loan values de-
clined and borrowers defaulted. The rise in in-
terest rates also increased the cost of carrying
debt, and reduced disposabie incomes of net
debtors. The deterioration in balance sheets
and the decline in disposable incomes resulting
from the reversal in asset prices had a sharp
negative 1mpact on business and consumer
confidence, since income was devoted to a




lowering of indebtedness rather than the fi-
nancing of expenditures.

By the beginning of the 1990s, this proc-
ess of debt deflation had brought the longest
postwar expansion of the major industrialized
economies to an end. However, as explained in
TDR 1993, the legacy of debt deflation
continues to be reflected in the balance sheets
of firms, houscholds and financial institutions.
Conscquently, the past ycars have been
dominated by the attempts to use income to
cover losses and reduce the debt on balance
sheets: firms have sold operating units and cut
costs, households have reduced their
expenditures, and banks have taken capital
losses and cut down on their lending. In the
United States and most European countries
this process has largely been completed, but in
Japan 1t continues, for banks as well as
business firms.

The debt dellation process made the re-
cession that began in 1990 significantly differ-
ent from past cyclical downturns: the overall
decline in output, though in general smaller
than in past recessions, lasted longer and led to
an apparent decoupling of output and employ-
ment, since unemployment continued to rise
even when output growth resumed.

These features have been most evident in
the United States. Not only were both the
downturn and the recovery much weaker than
In previous cycles, but also movements of em-
ployment and output diverged as the combined
pressure of increasing foreign competition and
rising interest costs, in conditions of record
high debt, finally pushed United States firms
into downsizing and restructuring their capital
stock.  Since continued job uncertainty led
households to save rather than spend, on at
least two occasions recovery has been aborted
by a lack of support from consumer spending.
The other side of the coin of industrial rehabil-
itation has been rates of increase in productiv-
ity in the United States not experienced since
the 1960s. This, together with weak labour
markets and dollar depreciation since 1985, has
restored the competitiveness of its manufactur-
ing industry. Further aided by a Latin Ameri-
can import boom resulting from the surge in
capital flows to that region, United States
manufactured exports have been growing at an
annual rate of nearly 10 per cent since 1990.

Increascd United States competitiveness
has drastically changed conditions for other
countries. In particular, Japan has found ad-
justment to the situation (compounded by the
appreciation of the yen vis-a-vis the dollar) far
more difficult than the earlier adjustment to the
two oil crises and the Plaza Agreement. The
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fact that it is still in recession, despite the re-
peated introduction of short-term measures to
boost the economy, suggests that the adjust-
ment to debt deflation is incomplete and that
the demand shortage is deep-rooted.

The United States upturn also brought
into sharp relief the inadequacy of demand
creation in Europe. In the 1980s, thc Western
European economies pursued restrictive poli-
cies to fight inflation and reduce fiscal deficits,
while strong United States growth, by increas-
ing the demand for exports, offset much of the
depressing effects of these policics on growth.
However, faced with policies that were increas-
ingly constrained by the actions of the United
States and Japan, European countries moved
to create an area of policy independence by re-
vitalizing the process of economic integration
through the reduction or abolition of national
restrictions within EEC. The establishment of
a single European market was intended to
boost growth via supply-side policies without
requiring an increase in government expendi-
ture. These decisions prompted a major in-
crease In investment in the late 1980s, and
demand reccived a further boost from German
unification in the early 1990s; these develop-
ments helped to forestall recession in the
European economies. However, the path to
monetary union set out in the Maastricht
Treaty required substantial reductions in net
government expenditures. What 1s more, these
needed to be initiated just as the downturn was
occurring in other industrialized countries (as
discussed in TDR 1993). The Bundesbank’s
decision to slow German growth through
tighter monctary policy soon put deflationary
pressure on EU members, and the recession
which had started in the United Kingdom and
the United States soon spread to the
continental economies of Western Europe.

As a result, those countries that remained
in the Exchange Rate Mechanism (ERM) and
continued to impose [iscal restriction to satisfy
the convergence objectives for monetary and
political union were faced with the same prob-
lem as Japan, and firms were under the dual
pressure of inadequate demand at home and
increased competition from abroad. Their re-
sponse has been to cut costs by shedding
labour, which has served further to extinguish
demand and postpone recovery. By contrast,
performance in those countries that have sus-
pended participation in the ERM and have di-
verged from the Maastricht objectives has
improved.

[t is for these reasons that hopes for ex-
pansion in Western Europe once again hinge
on the ability to expand exports by increasing
market shares at the expense of the United
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States and Japan and that attention has be-
come focused on “competitiveness”. However,
this objective will be difficult to attain, given
that firms have been slow to restructure, par-
ticularly in Germany, compared to those in the
United States. European recovery is therefore
likely to be halting, as it was earlier in the
United States. Its pattern will also continue to
be heterogeneous: those countries that have
used currency devaluation to increase exports
and have lowered interest rates rather than cut
budget expenditures will grow more rapidly
than (and in part at the expense of) others. The
question thus arises whether the convergence
process will not nced to be reconsidered.

Thus, the United States, Japan and the
countries of Western Europe are all counting
on rapid export growth, but they cannot all
succeed simultaneously in increasing their ex-
ports by reducing labour costs. This difficulty
of harmonizing national policy goals is being
aggravated by the fact that currency move-
ments are now reinforcing the competitiveness
of the country which is most advanced on the
road to restructuring and recovery, namely the
United States, whiie thosc that arc least ad-
vanced and thus most in need of a currency

depreciation to boost exports in fact are expe-
riencing currency appreciation. Monetary
conditions have begun to be tightened in the
United States and, at the first sign of recovery,
the decline in European interest rates is being
slowed or even halted. In the United Kingdom
pressure appears to be building up for a rise in
interest rates to offset expected inflationary
pressure, and the Bundesbank has indicated
that it will now concentrate on reducing the
current growth of the money supply, suggesting
that further interest rate reduction will be
modest, or absent altogether. This can only
retard the cyclical recovery which may, in any
case, not be as rapid as cxpected because of the
restructuring of industry. If interest rates in
Europe were to rise while growth continued to
remain modest, the turmoil in the foreign ex-
change markets in the summer of 1993 could
be repeated, with foreign exchange markets at-
tempting to impose intercst rate reductions in
Europe and increases in the United States by
selling the dollar and the weaker Europcan
currencies against the Deutsche mark. Such
action would do little to solve the underlying
problem of recovery, which lies in the defi-
ciency of global demand.

B. Rc_ec_overy and adjustment in the United States

Competitiveness in world markets has
been a matter of concern to the United States
since the 1960s, when the dollar shortage of the
immediate postwar years turned into a dollar
glut.  However, the country’s frecdom of
manoeuvre vis-a-vis other industrial countries
was constrained by the political imperatives of
the Cold War. With the collapse of
communism in FEastern Europe in the late
1980s, and with international trade and finance
producing an increasing impact on domestic
conditions, the United States now scems poised
to pursue policies to strengthen and defend its
international economic position. This situation
creates increased potential for conflict.

The new economic policies introduced in
the United States during the 1980s greatly im-
paired the international competitiveness of
domestic industry. The tightening of monetary
policy both doubled the international value of
the dollar and raised the cost of capital to
United States manufacturers. Consequently,
when the recession was reversed by tax re-

ductions, bringing about the 1983-1984 boom,
domestic output could not fully satisfy the
rapid increasc in demand, and the United States
lost its surplus on manufactured and agricul-
tural goods trade. The fiscal expansion sup-
ported demand for those firms that were
naturally sheltered from foreign competition;
many others faced the choice between bank-
ruptcy or relocating production abroad. Cost-
reducing  investment to mect foreign
competition did not take place on a large scale
because of the very high cost of finance, and
foreign suppliers began to look upon the
United States market as a permanent source of
demand.

The other side of this demand support
was an increasing public sector deficit and
swelling public indebtedness in the United
States, in part because of tax reductions but
also, and very much so, because the high level
of interest rates meant that interest payments
accounted for a substantial proportion of the
increasing deficit.  Consequently, monetary




policy had an immediate and direct impact on
the budget deficit. The upshot was the creation
of an imbalance of the United States budget
deficit alongside that of the trade deficit, as well
as the loss by the United States of its position
as a net international creditor.

The new regime of high interest rates was
accompanied by the deregulation of financial
markets, which induced firms to invest by
merger or acquisition of existing capital assets
rather than having them newly produced.
These operations were usually financed by bor-
rowing against the value of the newly acquired
assets, thus sharply increasing the leverage of
the resulting corporate entities; and in many
cases the projected earnings were insufficient to
cover the interest obligations on the increased
debt. Firms thus joined the Government in a
rapid expansion of their outstanding debt at
high interest rates.

The international debt crisis which fol-
lowed the shift in monetary policy in 1979 and
the appreciation of the dollar meant that
United States banks had to find not only ways
to recover losses, but also new sources of busi-
ness. Banks thus increased lending to finance
corporate mergers and acquisitions, and ex-
panded their lending to houscholds for con-
sumer loans, often against equity in their
homes; they also increased their direct financ-
ing of commercial real estate projects. Iligh
interest rates also created difficulty for thrift
institutions, since their assets consisted of
long-term mortgages at fixed interest rates. In
an attempt to resolve the thrift crisis by allow-
ing thesc institutions to increase their carnings,
legislation was adopted which granted them in-
creased freedom to lend against more risky
projects. This deregulation created an addi-
tional source of finance for real estate con-
struction projects. The boom in commercial
real estate investment brought increasing de-
mand to the economy just as the impact of the
supply-side tax changes was wearing off.

Thus, business firms, consumers and the
federal Government all raised their indebt-
edness to unprecedented levels, while financial
institutions increased their lending against more
risky assets such as high-yield securities, merger
and acquisition bridge financing and real estate.
In short, recovery in the United States in the
1980s was driven by spending financed by in-
creased indebtedness relative to income. Man-
ufacturing investment was not only weak, but
also concentrated in areas (such as olffice
equipment) which added Iittle to com-
petitiveness. 187

187 For a fuller account, see TDR 1986, chap. II, sect. B.4.
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The increase in overall indebtedness
meant that both corporate profits available for
spending on investment and household incomes
available for spending on consumption became
increasingly sensitive to movements in interest
rates. As the international debt crisis eased, the
Federal Reserve again directed monetary policy
towards reducing the rate of inflation. Restric-
tive monetary conditions in late 1986 and early
1987 brought about a collapse in bond prices
which eventually spread to the stock market in
October 1987. However, the market break had
little impact on the real economy, and the rate
of inflation again started to rise. Consequently,
the Fed resumed its policy of tightening in
1988, pushing real short rates above 4 per cent
by 1989 and imposing rising interest servicing
costs on the highly indebted economy. This
policy was complemented by tax increases and
introduction of a less expansionary fiscal pol-
icy, with the result that growth slowed from
nearly 4 per cent in 1988 to virtually zero by the
end of 1990.

From 1989 on, slower income growth,
combined with rising interest rates, magnified
the impact of high levels of debt accumulation
on profits, and thus on disposable income, and
forced both business and households to adjust
their balance sheets by reducing expenditure
and indebtedness. The squeeze was even
tighter on the banking system as the expected
demand for the commercial real estate ventures
failed to matecrialize, leading to bankruptcy, a
collapse of market prices, bank insolvencies and
sharp cuts in lending.

The combined eflect of record indebt-
edness, rising interest rates and falling domestic
sales pushed firms into intense restructuring.
Restoring profitability involved streamlining
managerial structures, laying off workers and
undertaking investment designed to reduce unit
labour costs. It also meant strengthening
international competitiveness; aided by the fall
in the dollar, United States firms started seek-
ing foreign sales more aggressively to make up
for the loss of domestic markets resulting from
the balance-sheet adjustment by houscholds.

In reaction to the weakness first in the
financial system and then in the economy in
general, the Federal Reserve started to reduce
short-term interest rates, thus providing relief
not only for the banks, but also for firms and
households, which were able to refinance debt
at substantially lower interest servicing costs.
Banks found that they could restore profitabil-
ity at little risk by borrowing at low short-term
rates and investing in medium-term government
securities. This eventually produced a boom in
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securities markets, thereby lowering long-term
interest rates, which helped finance the invest-
ment required for the industrial restructuring;
new equity issues became important for the
first time in over a decade. Moreover, house-
holds were able to refinance mortgage obli-
gations at substantially lower rates, producing
large increases in disposable incomes.

Thus, the fall in interest rates played a
direct and crucial role in restoring balance sheet
positions and supporting the recovery in in-
vestment. Taken together, the interest-sensitive
sections of the economy (consumer durables,
residential construction and capital goods) ex-
panded considerably. Spending was also
boosted by the fall in the share of interest costs
in disposable incomes; falling interest rates and
debt refinancing meant that spending could rise
without a fall in savings ratios;, and once the
uncertainty over the labour market situation
was quelled by a sustained expansion in new
jobs during 1993, consumers chose to take ad-
vantage of their lower interest payments to in-
crease their spending rather than reduce their
indebtedness. This is what eventually produced
the movement to a strong recovery at the end
of 1993.

The extent of the adjustment that has
taken place in the United States is reflected by
the fact that whereas the 1983-1984 boom was
associated with a sharp increasc in the struc-
tural federal budget deficits, the structural defi-
cit 1s now predicted to fall sufficiently (from
over 2 per cent of GDP in 1993 to around 1 per
cent by the end of fiscal 1994) to stabilize the
ratio of government debt to GDP. The deficit
in the current fiscal year is likely to be about
$35 billion below the $235 billion originally en-
visaged - a return to figures not seen since be-
fore the 1980s.

Fixed investment expenditures have in-
creased as sharply as in 1983-1984, but the na-
ture of the investment has been different. By
mid-1993 investment in information-processing
equipment was increasing at 20 per cent per
annum, double that for industrial equipment.
This indicates a shift in the structure of United
States manufacturing from basic consumer du-
rables such as automobiles to the higher tech-
nology (computer-semiconductor-telecommuni-
cations) sectors, the latter now account for 8
per cent of industrial production compared to
only 5 per cent for automobiles, despite the re-
covery of the competitiveness of the United
States automobile industry.

The most striking feature of the industrial
sector is the much greater increase in labour
productivity, now estimated at above 2.5 per
cent per annum, something not seen since the

1960s; some quarterly rates have been in excess
of 5 per cent. Unit labour costs fell by as much
as 2.8 per cent in 1993, after being virtually
constant the year before.

Increased competitiveness due to higher
productivity growth and lower wage growth,
coupled with a cheaper dollar, has been trans-
lated into stronger export performance. Ex-
ports to other G-7 countries have remained
rclatively stable during the last three years de-
spite recession, but grew by almost 8 per cent
per year to the rest of the world. Since total
exports from the United States have risen faster
than world trade (see Part One, chapter I1), the
United States has increased its share of global
markets. LExports now account for about 20
per cent of domestic industrial production and
over 10 per cent of GDP. Since the value of the
dollar in trade-weighted real terms is currently
well below the 1980 level (as well as below the
level that prevailed during the period of strong
export expansion in 1988-1990), United States
exports and the trade balance could improve
considerably as the world economy expands.

However, this restructuring, while in-
creasing productivity, has also made the ex-
pansion initially hesitant by  reducing
employment. In the first quarter of 1991 job
growth was negative; in the second quarter of
1992 1t was still zero. However, since the first
quarter of 1993 employment has been increas-
ing vigorously. The improvement in employ-
ment prospects brought a rebound in consumer
confidence and consumer expenditure which,
together with the steady increase in investment
and exports, was responsible for about a 7 per
cent annual rate of GDP growth in the last
quarter of 1993. The number of new jobs cre-
ated reached 200,000 per month in that quarter
and in the succeeding one, and 450,000 in
March 1994 alone. If this trend continues, un-
employment will decline as job creation exceeds
the growth in the labour force.

The strength of the factors behind the re-
cent employment growth is, however, fragile.
First, further recovery of consumption depends
on a continued increase in employment, which
cannot be taken for granted since firms are
continuing to restructure; corporate layofls an-
nounced for the first quarter of 1994 were up
by 11 per cent over the year before. Second,
household balance sheets will cease to benefit
from falling interest rates. The Federal Reserve
increased the Federal Funds rate by 125 basis
points {bp) in four steps between February and
May, and the discount rate in May by 50 bp.
Mortgage rates have risen by 150 bp from their
lows, and real long-term interest rates are now
around 4.5 per cent, which is likely to dampen
the growth of consumer demand. Third, the




rate of expansion in new housing starts cannot
be sustained, for both financial and demo-
graphic reasons. Fourth, overall fiscal policy
1s becoming increasingly restrictive; as noted
above, the deficit in 1994 will be lower than
expected.

All of these factors suggest that expan-
sion will slow down. The first quarter estimate
for GDP growth of around 3 per cent, which
was also affected by bad weather and natural
disasters on the west coast, suggests that the
exceptionally rapid cxpansion at the end of
1993 has not been carried over into 1994.
However, the expectation is that both exports
and investment will continue to perform well
enough to preserve a growth rate of 3-3.5 per
cent over the next two to three vears without
any substantial change in the inflation outlook.

In addition to these productivity and
price considerations, there has been the shift
noted above in the structure of manufacturing,
and thus of exports, to the “computer-
semiconductor-telecommunications” sectors,
for which both domestic and foreign demand is
growing rapidly and in which economies of
scale are appreciable. This will in turn have a
positive Impact on Investment expenditures,
which will be increasingly dominated by what
could be called a Schumpeterian shock of “cre-
ative destruction” as both work and leisure are
transformed by the changes foreseen in the
higher technology sectors. Thus, investment in
new technology will remain high and expecta-
tions of carnings growth are likely to facilitate
its financing. Bank balance sheets have now
been strengthencd sufficiently, and most banks
more than meect their minimum risk-adjusted
capital ratios. Indecd, the fall in the yicld dif-
ferecntial over the last year or so!88 should cn-
courage banks to resumec their traditional
function of lending to business borrowers.
Bank lending has indeed started to increase
once again, and further expansion should take
place primarily in lending to small- and
medium-sized firms.

The recent performance of the United
States economy In any case 1S not strong com-
pared to past recoveries. The average expan-
sion of output in the first yecar of carlier
postwar recoverics has been 6 per cent, as
against the roughly 3 per cent expansion for the
whole of 1993, in a recovery which reached its
second anniversary in the middle of that year.
Even the accelerated expansion of the fourth
quarter is not far out of line with prior experi-
ence; on a comparable basis the current recov-
ery 1s roughly 50 per cent behind the postwar
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average for cyclical recoveries. Industrial pro-
duction expanded by nearly 9.5 per cent In
1983, as against only 4.8 per cent in 1993 (and
an estimated annual rate of 7.7 per cent in the
first quarter of 1994).

Capacity utilization, reported to have
reached some 83.5 per cent in early 1994, is the
highest for four and a half years, and official
figures show only a 1.6 per cent increase in po-
tential capacity. It is probably this feature
more than any other which has caused concern
at the Federal Reserve that the pace of eco-
nomic expansion should be slowed, since a 3
per cent growth rate when capacity increases
at only half this rate and there 1s already a his-
torically high degree of capacity utilization
suggests that excess demand should soon start
to appear. lHowever, given the strong increasc
in business investment, the estimate of a 1.6 per
cent increase in capacity is probably on the low
side, and conversely the estimate of 83.5 per
cent for current capacity utilization is likely to
be on the high side. Indeed, the inflation rate
has been remarkably stable in the face of
drought, (loods, earthquakes and unscasonably
cold weather that have hit the economy over
the last two years. The overall inflation rate
appears to have stabilized at some 2.5-3 per
cent as measured by both the consumer price
index and the price deflator implicit in the na-
tional accounts. It i1s generally accepted that
the consumer price index now overstates in-
(lation by as much as a full percentage point,
the current inflation rate is thus the lowest
since the first half of the 1960s. The fear that
the cconomy will exceed its productive poten-
tial, and thus have to be reigned in by tight
monetary policy, seems therefore exaggerated.

Moreover, industrial restructuring will
continue, with further layoffs, as evidenced by
the fact that 1t is preciscly the companics oper-
ating in the telecommunications arcas which
have introduced the decpest retrenchment
programmes. In consequence, labour costs will
continue to fall and the labour market will re-
main generally weak, although demand for
some types of skills is likely to outstrip supply
and exert pressure on wages. Such pressures in
the labour market should be seen as a natural
counterpart of industrial restructuring rather
than as an indicator of excess aggregate de-
mand. Besides, part of the relative increase in
pay will be reversed as supply expands in re-
sponse to the improvement in incentives. The
correct policy response would be to take meas-
ures to stimulate supply, for instance in the
areas of education and training, rather than to
restrain demand.

188 |n this period the difference in yield between 30-year and 3-year treasury bonds fell from 350 bp to 200 bp.
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In conclusion, current recovery in the
United States is governed not so much by tra-
ditional cyclical factors as adjustments to the
distortions of the 1980s. Monetary easing
played a major role in facilitating both balance
sheet and industrial restructuring. The early
period of recovery was dominated by increasing
investment expenditures and exports. Recovery
became sustained once job growth returned and
consumer confidence recovered, but since

labour shedding continues, monetary policy will
continue to play a major role in determining the
strength of recovery and the pace of overall job
creation. If the restructuring process is to be
successfully pursued, it needs to be conducted
not only on the basis of purely cyclical consid-
erations, but also with reference to the under-
lying adjustment in the productive and financial
structure.

C. Underconsumption and trade surplus in :J:»jlpan_

On three occasions during the last two
decades the Japancse economy has had to make
adjustments under conditions of continual ap-
preciation of the yen: after each of the two oil
shocks and after the Plaza Agreement. llow-
cver, annual growth in GDP never fell below 2
per cent. By contrast, the present downturn
started with a sharp decline in industrial pro-
duction (by almost 8 per cent in late 1991) and
GDP growth fell continuously from 4.3 per cent
in 1991 to only 1.1 per cent in 1992; and there
was virtual stagnation in 1993. The Japanesc
economy has thus expcrienced its most severe
downturn since the war. The fact that the
cconomy continucs to stagnate, despite the in-
troduction in 1993 of a government stimulus
and the subsequent acceptance of a tax rebate
to increasc consumer demand, suggests that the
current depressed conditions may not be the
result merely of cyclical factors, cither domestic
or foreign.

The attempt to remedy the international
imbalances that emerged in the 1980s has had
a major impact in Japan. The expansionary
monetary policy introduced in the aftermath of
the Plaza Agreement of 1985 brought about a
period of low interest rates; the Bank of Japan
pegged the official discount rate at 2.5 per cent
continuously for nearly two years. One result
was a bubble in stock exchange and real estate
prices and a sharply increased bank exposure in
these areas.

The impact of the collapse of the stock
market and of land prices on the financial sys-
tem 1s well known, but little attention has been
paid to the unprecedented investment boom
that accompanied the financial bubble. The
share of investment in GDP rose from around
21 per cent in 1985 to peak at around 28 per
cent in 1990, above the previous high of 26 per

cent achieved immediately after the first oil cri-
sis. Private investment increased by around 35
per cent in this period.

Whereas after the first oil price shock in-
vestment was directed at bringing about the
requisite structural adjustments, the cxpansion
of capacity in the 1980s reinforced the tendency
toward dependence on large-scale cxport-
oriented manufacturing.  As the yen rose
against the dollar after the Plaza Agreement,
Japanese producers responded not by trying to
switch sales to the domestic market but by en-
hancing productivity and reducing costs in or-
der to preserve their markets in the United
States. These efforts were facilitated by the
extremely low financing costs resulting from the
financial market bubble.

Although Japan’s dependence on forecign
trade is relatively small (exports are under 15
per cent of GDP), the fact that the investment
was driven primarily by the quest for exports
meant that growth which appecared to be led by
domestic demand was in fact driven by the
scarch for markets abroad. The main reason
was that government demand was held in check
and consumer demand tended to follow rather
than lead income growth. The counterpart of
the increased capacity created by the invest-
ment was increased reliance on export sales to
cnsure profitability. Since Japanese manufac-
turers typically require over 90 per cent capac-
ity utilization to break even, export sales have
played a much more important role in deter-
mining the level of corporate profits than indi-
cated by their share in total sales. The
expansion of capacity in the 1980s thus made
1t increasingly important to preserve the trade
surplus which had emerged in 1983-1984. As
in Germany, the growth of manufactured ex-
ports brought an increase in manufacturing




The Deflationary Gap and Adjustment in the North 85

employment at a time when most of the ad-
vanced economies were going through a proc-
ess of deindustrialization whereby the source
of employment growth was shifting from man-
ufacturing to services.

The Bank of Japan tightened monetary
policy in 1990 just as the economies of the
United States and Western Europe entered into
recession. The stock exchange bubble, the real
estate bubble, the productive capacity bubble
and the manufacturing export bubble all burst
together. Japan then experienced the same
combination of domestic debt deflation and
declining external demand as in the United
States, but with the addition ol continuous
currency appreciation.

The additional capacity from the invest-
ment boom thus quickly became excess capac-
ity. Several other changes which had been
produced by the adjustment to the 1980s also
pushed in this direction. Restructuring in the
United States economy eroded Japan's
competitiveness; a number of developing coun-
tries, in Asia and elsewhere, provided additional
international competition; and Japan came un-
der increasing pressure from the United States
to take action to reduce its export surplus.

As the cyclical downturn became pro-
longed and extended throughout the industrial-
1zed economies, export sales fell below the
break-even point, and the earnings of Japanese
firms declined, in some cases turning negative
(utilization rates are now around 70 per cent).
Industry has acted to slow the rise in wages and
to shed labour. The increased unemployment
and fears of further job losses, together with the
pressure on wages, have brought the first re-
duction in consumer spending in the postwar
period.

The Japanese trade surplus continued to
rise, not because of exports but because of a
declining propensity to consume. Morcover,
as the yen appreciation increascs the dollar
value of the trade surplus, the ven is coming
under further upward pressure, squeezing profit
margins. In response, firms have sought to re-
duce cxcess capacity by cutting down on in-
vestment (which fell 8.6 per cent in 1993 and is
expected to fall another 5 per cent in [994),
shedding labour and relocating production to
countries with lower labour costs. The resiting
of production abroad has also been encouraged
by pressure from the United States to cut the
export surplus. Capital flows to South-East
Asia increased by more than 20 per cent in
1991-1992, exceceding $7 billion. As a result,
there has been a redistribution of the Japanese
trade surplus; the surplus with Asia has risen
much faster than that with the United States,

reaching $53.6 billion in 1993, and thus ex-
ceeding that with the United States of $50.2
billion.

This is not a sustainable adjustment
process. The repatriation of Japanese funds
from the United States tends to appreciate the
ven vis-a-vis the dollar, thereby further squeez-
ing profit margins and stimulating further re-
siting abroad. Besides, although resiting helps
preserve the profitability of the company
undertaking it, it does so at the expense of do-
mestic consumer demand and puts upward
pressure on the yen. In any event, although
resiting gives an initial boost to exports of plant
and machinery, the output subscquently gener-
ated competes with production in Japan itself
and elsewhere. The current stagnation in Japan
cannot be remedied by an upturn in world de-
mand, since it is rooted in domestic sources.
Each delay in finding a remedy and cach failure
in negotiations with the United States aggra-
vate the problem by prompting further ven ap-
preciation.

It is therefore not surprising that the
main indicators of economic activity have been
moving erratically. Real GDP and industrial
production both declined in the last quarter of
1993, but consumer spending rose for the first
time in two years. This improvement was re-
versed in the spring of 1994, when household
spending fell by a record 4.3 per cent in March
compared with the same month a year earlier.
Movements of other indicators, such as the
continuing decline in car production, falling
department store sales and increasing corporate
bankruptcies, suggest that the economy has not
yet stabilized. The outlook for a recovery in
private domestic demand is thercfore highly
uncertain, at best. Investment has continued
to decline, and this year’s wage round will leave
average real earnings unchanged. Taking into
account the 1.8 per cent increase in disposable
incomes which will result from tax rebates in
fiscal 1994, personal consumption is likely to
rise by less than 1 per cent.

Besides, the negative impact of the col-
lapse of the stock market and real estate bub-
bles is still being felt as balance sheet
restructuring continues in both the manufac-
turing and the financial sectors. Aside from the
depressing effects of bankruptcies and reduced
household wealth on consumption, the most
direct effect has been the extremely slow
growth of bank lending, partially because banks
were reluctant to lend when trying to rebuild
capital (even though in most cases their risk-
adjusted capital ratios were above the pre-
scribed international minimum levels). The
results announced for the fiscal year 1993 show
that bad loans are still a serious problem for the
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Box 2

THE COOPERATIVE CREDIT PURCHASING COMPANY OF JAPAN

In order to help commercial banks cope with the considerable volume of non-performing loans
in their portfolios, the Japanese Federation of Bankers® Associations created in J;umur_\ 1993 the
Cooperative Credit Purchasing Company (CCPC). With an mtended life span of 10 yeuars, the
Company is to purchase non-performing loans collateralized by real estate, at a dm‘ounl from
commercial banks, with money borrowed from the banks selling the loans. The Government has
agreed 10 treat the amount of the discount as a loss, 40-50 per cent ol which can be set off against
corporate taxes. CCPC is expected to repay the loans to the banks, presumably during the second
half of s life span, either by collecting payments from debtars or by having the collateralized
Property ‘i()ld on the market., It addition to reqolviug the problem of non-performing loans,
CCPC 15 expected to help r"mnromrt* the depressed real estate market.

The first round of purchases was conducted by CCPC during several weeks prior to the end of
Murch 1993 (the last month of fiscal 1992). Total purchuases by the end of the fiscal vear had
reached Y452 hillion, the loans having a face value of Y682 billion. After a guiet interval, banks
again unloaded a large amount of non-performing loans to CCPC m September 1993, just before
the end of mid-vedr accounting penod of fiscal 1993, Durning fiscal 1993 as a whole. CCPC
baught loans to the tune of Y 1,779 billion, with a face value of Y3,838 billion. In the six months
ending 31 March [994, it bought a further Y1,177 billion of louns, with a face value of Y2,654
billion. In March 1994 alone, the fuce value of loans bought totalled Y1663 billion, or 63 per
cent of the total for the second half of fiscal 1993, Banks tend te rush to CCPC in March (the
last manth of the fAscal year) and Septeniber (the end of the first half of the fiscal year), in order
to shore up profits

Ilie average ratio of the purchase price to the face value of the loans bought by CCPC was 66
percent up to March 1993(51 per cent for those boug_!_hl i the first half of fiscal 1993 and 44 per
cent in the second half). Further purchases are hkci}' to tequire a larger discount, as the overall
quality of the 1.'tr'L:tu'|J_||g loans s less attractive s of March 1994, CCPC had beea able 1o
retrieve Y 30 billion, or 1.3 per cent of the total [\uuh.w‘ prices, including Y26 billion resulting
from hguidating 87 u uts of collateralized property

[he disclosed total of the non-perdorming loans among the 21 leading commercial banks (11 city
banks, 3 long-term banks and 7 trust banks) amounted to Y12,774 billion at the end of March
1993, By end-September, the figure stood at Y 13,758 bilion, As a result of intensified efforts
by these banks, the amount of non-performing vans began to dechne, and stood at ¥13,574
billilon by the end of March 1994; however, this still constituted more than 3 per cent of the total
outstanding loans of these banks., As a result, banks have become very prudent mvextending new
loans, thus prolonging the present recession.

In fiscal 1993, the major banks wrote off twice as much in bad debts as in the previous year, by
selling securities, real estate and other assets in order to bulld up financial resources needed for
CCPC ransactions as well as the general loss reserves. Many smaller regonal banks are likely 1o
have lo merge in order 1o survive

A number of shortcomings of CCPC have been identified. First, its operations have been small
in relation to the level of outstanding non-performing loans. Second, it tends to help larger banks
that can afford to lend money to . Third, the continued operation of CCPC may discourage the
natural development of & secondary market {or non-performing loans. Finally, the ¢ Company has
fatled 1o liguidate an important part of the collateralized propenty of the pur\h.im.d loans because
of continued depression of the real estate market.

commercial banks and the industrial investment
banks. In its first year of operation, the Co-
operative Credit Purchasing Company, which
was set up to help the banks remove bad debts,
has not been able to fulfil its objectives to any
significant degree (box 2).  [urthennore, i
view of their revised investment intentions,

firms have not been eager to borrow. The fi-
nancial situation has also been made more dif-
ficult by the clear reluctance of the Bank of
Japan to risk repeating the experience of the
1980s of excessive hiquidity creation. Granted,
nowminal raics are extremely low by historical
standards (thc discount rate is 1.75 per cent),
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but that does not mean that monetary policy is
especially expansionary; the consumer price in-
dex has not risen at all and producer prices
have been falling (by about 2 per cent per an-
num since 1990). Therefore, unlike United
States policy in 1991-1993, which drove down
real short-term rates almost to zero, monetary
policy in Japan is not particularly stimulative.

[n the 1980s unemployment in Japan
varied much less in response to variations in
output than in other countries. Ilowever, at
2.9 per cent in I‘ebruary 1993 it reached its
highest level for six and a half years. Manu-
facturing employment, which as noted, had
bucked the global trend and increased during
the 1980s, fell by 450,000 in 1993. Indications
point to continued restructuring in manufac-
turing. Plans recently announced by large firms
point to an average labour shedding of nearly
12 per cent, and estimates of excess labour in
manufacturing, which employs around 15
million workers, run as high as 2-2.5 mullion.
If, as seems increasingly likely, large Japanese
export-oriented firms return to labour practices
similar to those applied in the adjustment to the
oil crisis in the 1970s, the unemployment rate
could well double over the next two vears, to
around 5-6 per cent. As with the United States
adjustment in the beginning of the 1990s, the
layoffs affect disproportionately white-collar
employees with high discretionary incomes.
With both job sccurity and real wages under
pressure, even consumer-led recovery becomes
less probable.

The tendency of the Japanese cconomy
towards underconsumption could be offset, in
the longer run, by measures to redistribute in-
come from profits to wages. To that end, it
would be helpful to expose the protected sec-
tors of the economy to greater internal and
foreign competition, including domestic mar-
kets for exported goods that have been shiclded
from foreign competition, rctail distribution
and the market for services, thus allowing a
greater inflow of cheap foreign imports, reduc-
ing domestic prices of consumer goods and
services and climinating the large differences
that exist between domestic and international
prices 1n areas such as real estate and consumer
durables and non-durables, including
foodstuffs. In a word, the consumer goods
sector would be deregulated. It has been esti-
mated that the introduction of American-style
discount retailing would add about 10 per cent
to consumer purchasing power and would also
reduce oligopolistic profits. Since the propor-
tion of wages that 1s saved is much smaller than

1s the case for profits, such a redistribution
would produce a direct stimulus to consumer
expenditures and a larger one than would a
temporary tax rebate. By doing so, it would
bring a sharp increase in imports and hence
help keep down the value of the yen, which
would improve the competitiveness of exports.
[t would also facilitate a structural shift in
favour of services, the share of which in GDP
1s considerably lower than in other advanced
countries {about 53 per cent, compared to al-
most 70 per cent in the United States and the
United Kingdom). In this way, the Japanese
economy could reduce its reliance on manufac-
tures (which account for almost 30 per cent of
GDP, compared to about 20 per cent in the
United States and the United Kingdom) and on
an export surplus.

However, 1t would be difficult politically
to bring about such a policy shift quickly
enough to counteract the current recession.
The thrust of the burden of such an adjustment
would be on farmers, small shopkeepers and
employees of small and medium enterprises
supplying the big exporting firms. These con-
stitute a predominant political constituency .
While they would stand to gain as consumers,
their losses would be more rapid and more dis-
cernible than their gains.

Consequently, it may be necessary to
tackle the problem in the short run by sub-
stantially increasing net government expendi-
ture, but this immediately raises the question
of financing. Because of the recession, the ratio
of government expenditures financed by deficit
bond issues has already risen sharply, from 13.5
per cent in fiscal 1992 to a (predicted) 29 per
cent in fiscal 1994. So far, government supple-
mentary budgets have largely been directed at
shoring up domestic asset prices through fi-
nancial support schemes, and it was only after
great resistance from the Ministry of Finance
that a tax rebate was agreed in order to support
consumer spending. Additional public spend-
ing 1s needed, though it would require floating
deficit bonds, something which the Ministry of
FFinance 1s committed to avoid and the Bank of
Japan is committed not to finance.

Monetary policy, too, can play an im-
portant role. As already noted, real interest
rates are stll high, and domestic credit and
money supply have been sluggish. Meanwhile,
balance sheet restructuring remains to be com-
pleted. Monetary loosening 1s therefore indi-
cated, even though memories of the finance
bubble are still fresh.
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D. Stagnation and unemploymt_er;t in Western Europe

In the 1970s and carly 1980s, Western
Europe, like the United States, experienced
sharply falling growth rates and rising unem-
ployment. However, while the United States
attained rapid recovery in 1983-1984, the
European economies continued to stagnate.
During 1974-1985 there was on average no in-
crease in employment in the 12 countries con-
stituting the present Furopean Union (EU),
compared to an annual increase of 1.8 per cent
in the United States and 0.7 per cent in Japan.
Gross fixed capital formation was also stag-
nant, whereas it averaged an annual volume
increase of 2.1 per cent in the United States and
1.7 per cent in Japan. Europe clearly appeared
to be lagging behind.

This stagnation (described as “euro-
sclerosis”) was generally attributed to cxcessive
national regulation of production and to in-
flexible labour markets. As part of the re-
sponse to this situation, the single European
market was designed to climinate regulatory
constraints and create a unified market equal in
size to that of the United States and Japan, as
a base from which larger and more efficient
European firms could better compete in inter-
national markets. Thus, as the United States
attempted to eliminate its deficits, and the
Plaza Agreement produced the depreciation of
the dollar and a consequent loss of European
competitiveness, European firms shifted their
attention to the development of the internal
market: the volume of gross fixed capital for-
mation increased by 8.8 per cent in 1988 and
7.3 per cent in 1989. At the end of the decade,
an additional impulse to European demand and
investment came from German unification, as
the economy of Germany grew rapidly and
provided a market for European exporters. The
consequence was a growth of employment by
around 1.5 per cent per year and a fall in un-
employment (to 8.3 per cent in 1990, from 10.7
per cent in 1986). However, unemployment in
the Community/Union remained high com-
pared to the United States (around 5.5 per cent)
and Japan (2.5 per cent).

The next step in the process towards
complete union was the formulation of the
convergence conditions for formal monetary
and political union contained in the Maastricht
Treaty. As explained in TDR 1993, some of
these conditions - in particular the 3 per cent
limit on government budget deficits, the 60 per

cent limit on the ratio of debt to GDP, and the
avoldance of currency realignments in the two
ycars before monetary union - required a
number of Governments to further tighten their
already restrictive monetary and fiscal policics.
This further widened the European deflationary
gap at the very time when the Bundesbank was
tightening monetary policy to slow down
domestic expansion and the English-speaking
economies of Europe were going into recession.
The combined impact of these factors on
incomes and government finances moved the
constituent national ecconomies cven further
away from the Maastricht targets, creating a
conllict between convergence towards
monctary union and income and employment
growth.

The ability to maintain exchange rate
stability was also weakened. As the
Bundesbank continued to increase interest
rates, other members of the European Ex-
change Rate Mechanism (ERM) felt obliged to
follow suit to preserve their fixed parities.
Central parities under the European Monetary
System had been largely stable since 1987, and
therc was an assumption that these paritics
would need to be preserved until the Furopean
Monetary Union came into force. Thus, as the
recession deepened and income and employ-
ment growth fell, even countriecs with wecaker
internal demand conditions than in Germany
were forced to increase interest rates and reduce
public expenditure. Foreign exchange markets
concluded that the political limits of output and
employment losses were being approached,
threatening the commitment to prevailing
[ERM parities. In September 1992 the markets
forced a lira devaluation (leading to an ex-
change rate that proved to be unsustainable)
and pressure soon spread to sterling; both
countries concerned suspended their partic-
ipation in the ERM. Pressure was also exerted
on the currencies of Spain, Portugal and
Ireland, all of which eventually reduced their
central parities.

As a result of the restrictive policies in-
troduced in order to meect the convergence cri-
teria, the Bundesbank’s tightening of monetary
policy and the recession in the United States,
investment growth turned negative in Western
Europe in 1991. In the EU countries internal
demand growth was roughly zero and employ-
ment declined by 1.3 per cent in 1992; by 1993,
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both private consumption and total domestic
demand were declining, GDP fell by 0.4 per
cent and unemployment was again over 10 per
cent. Thus, despite the move towards an inter-
nal market capable of reducing dependence on
international markets, prospects for expansion
appeared once again to hinge on increasing ex-
ports to the rest of the world.

Italy and the United Kingdom, which
were forced to opt out of the ERM in Septem-
ber 1992, and Spain, which sharply devalued in
the last quarter of 1992, have all benefited from
a substantial export stimulus to demand and
have employed the freedom they have gained
over monetary policy to reduce interest rates
relative to those in Germany. In the United
Kingdom, there was also an increase in domes-
tic demand, though its contribution to GDP
growth was less than that of net exports; in the
other countries mentioned, domestic demand
has continued to fall. The already stimulative
fiscal policy in the United Kingdom, combined
with rapid reductions in interest rates, quickly
brought about recovery in the economy to
growth rates above 2 per cent and a reduction
in unemployment. Despite fears of increased
inflation, the rise in the price level has remained
around 2.5 per cent. In Italy a sharply
deflationary fiscal policy, introduced to bring
government indebtedness under control, was
largely compensated by a rapid and sustained
expansion in exports after the devaluation
mentioned above, while interest rate reductions
permitted a reduction in debt servicing costs
and prevented fiscal policy becoming even
tighter. The revival of industrial production at
the end of 1993, which seems to have carried
over into 1994, suggests that the economy is
poised for recovery. Inflation has in fact fallen
despite devaluation, due partly to weak demand
conditions, but also to the elimination of auto-
matic wage agreements, which has held the rise
in wages below that of prices. Thus, profit-
ability in the export sector has improved, pro-
viding the basis for expanded investment
should there be an increase in demand.

In Spain the contribution to demand of
net export growth in 1993 was almost sufficient
to offset the decline in private domestic ex-
penditures, and the fall in GDP was limited to
1 per cent. Interest rates have also been re-
duced, to the lowest levels in real terms since
Spain acceded to EEC. Continued export
growth 1s feeding through to domestic demand,
which revived in the first quarter of 1994, indi-
cating that it may well join exports in leading
Spanish recovery. In line with the experience
of the United Kingdom and Italy, the inflation
rate has also declined, and is below 5 per cent.
Along with Denmark, which is stimulating do-
mestic demand through fiscal measures, Spain

and [taly are thus likely to be the first
European economies to recover after the
United Kingdom.

Growth prospects are much dimmer for
those economies, such as France and Belgium,
that have not used the freedom gained over
monetary policy as a result of the decision of
August 1993 to introduce wider fluctuation
bands. The exchange rates of these countries
were quickly brought back into the earlier nar-
row bands as more restrictive monetary policies
were adopted, and they have chosen to loosen
monetary policy in step with the reduction of
rates in Germany. Since the policy of the
Bundesbank is to bring about a reduction of
domestic inflation rates, and none of thesc
countries is suffering from excessive inflation,
the result has been an even greater conflict be-
tween domestic demand policy required to sup-
port output and employment and the
commitment to monetary union.

The negative impact of this more restric-
tive policy on unemployment led the new
French Government elected in 1993 to adopt a
somewhat more active fiscal policy stance. The
mcasures taken to boost private consumption
appear to have reversed the falling trend of
GDP, which for the year as a whole was almost
| per cent below 1992. In addition to specific
measures, such as those to support automobile
sales, the Government recently announced that
it would propose further tax reductions in the
forthcoming budget. In order to prevent any
consequent divergence of the debt and deficit
from the Maastricht targets, large-scale
privatization of public sector enterprises is be-
ing undertaken.

The situation in the Benelux countries,
which are the most closely integrated with the
German economy, is less promising. In
Belgium GDP fell by 2 per cent in 1993 and the
Government has introduced a sharply
contractionary fiscal policy in an attempt to
reduce outstanding public debt and move closer
to the Maastricht criteria. Any expansion of
demand will have to come from exports, which
are heavily dependent (to the extent of some 80
per cent) on the markets of other EU countries.
The Belgian franc came under pressure last
summer, but as in France the monetary au-
thorities have tightened policy to bring its par-
ity back within the narrow fluctuation band.
While the Netherlands avoided a decline in
output in 1993, employment has declined dra-
matically; unemployment increased by 33 per
cent in the first quarter of the year. At times
the guilder has even been stronger than the
Deutsche mark, but monetary conditions re-
main extremely tight. The Government is still
overhauling its social policy and will contribute
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little directly to an increase in demand. Thus,
prospects for recovery in the Netherlands, too,
will depend very much on the growth of other
EU markets.

By far the most serious recession in the
continental Western European economies has
been in Germany, where GDP contracted by
almost 2 per cent in 1993 as both private and
public demand fell. Gross fixed capital forma-
tion fell by nearly 6 per cent, despite a housing
boom in the eastern Ldnder, and private
consumption by over 1 per cent. Household
saving 1s at a record low, and both retail sales
and new car registrations fell sharply in spring
1994, The Government has announced
additional measures which will act both to
reduce public expenditure and to increase
household tax revenue by around 3 per cent in
1995. Thus, in this instance, too, sustained
recovery will depend on exports. As for the
Benelux countrics, however, most German
exports are to other EU countries, where
markets are hardly expanding. Germany’s
problem can be summed up thus: the export
markets which are cxpanding arc preciscly
those in which the Deutsche mark has
appreciated the most, while thosec in which
Germany has gained competitiveness are those
which are dependent for their recovery on
Germany itself.

To sum up, for both Germany and the
Benclux countries, the outlook for recovery in
1994 depends crucially on a recovery of world
demand and/or capturing a larger share of
world demand (including their shares in the
markets of the United States and the develop-
ing countries), through a depreciation of the
Deutsche mark relative to the dollar. German
exports increased at the end of 1993 and the
beginning of 1994, particularly to the United
States, Central and Eastern Europe and the IFar
Fast, but the Deutsche mark appreciated con-
tinuously throughout the sccond quarter of the
year, despite the ncgative growth differential
with the United States and a narrowing positive
interest rate differential. Strong export growth
will require the elimination of the positive in-
terest rate differential with the United States,
leading to a depreciation of the German cur-
rency. Given that the Fed seems to have con-
cluded its current round of raising interest
rates, this implies considerable monctary easing
by the Bundesbank. However, the Bundesbank
appears unwilling to take this route. Indeed,
had it been so willing, prospects for recovery
would not depend on exports in the first place.

The growth of domestic credit in
Germany at around 10 per cent and the fact
that the associated expansion of M3 is about

triple the Bundesbank’s target rate of 4-6 per
cent do not necessarily reflect greater demand
pressure; nor are they independent of the way
monetary policy is conducted. Some of the in-
crease in M3 simply reflects the weakness of the
dollar and the shift of funds out of the United
States into short-term mark-denominated as-
sets. Indeed, the same volatility which made
the United States securities markets unattrac-
tive has also been transmitted to Europe, where
long-term rates have risen and investors have
suffered capital losses. They have thus pre-
ferred short-term assets, which increase M3.
This tendency has been reinforced by the belief
that the Bundesbank may have reached the end
of its rate-cutting cycle: thus, expectations of
capital loss arising from further increases in
long-term rates dominate investors’ behaviour.
Indeed, it seems that it was in part to counter
these expectations that the Bundesbank moved
to cut both the Lombard and the discount rates
by an unexpected half-point in May in order to
steepen the yicld curve and induce investors to
invest in long-term bonds. However,
bondholders must be persuaded that rates will
continue to move down over time, and every
large downward adjustment makes this appear
more unlikely. On the other hand, if the policy
of steepening the yield curve is successful, it
becomes extremely attractive for speculators to
borrow short-term funds for investment in
medium-term  securities, thereby increasing
bank lending and M3. Thus, while there can
be no doubt that the increase in thc money
supply 1n Germany is cxcessive, it is not clear
that it has been caused by factors which are
directly related to effective demand, rather than
to the volatile conditions in the financial mar-
kets, some of which stem from monetary policy.

Exchange rate adjustment is unlikely to
provide the expected stimulus to export growth
in Western Europe in 1994. As long as coun-
tries concentrate on convergence at the expense
of investment and growth, productivity will lag
and exports will lose competitiveness. All that
can then be expected is that the pattern of
halting and uneven recovery will be maintained.
A more direct demand stimulus is thus neces-
sary, via a considerable relaxation of monetary
policy and easing of fiscal retrenchment, with a
view to stimulating consumption as well as in-
vestment that increases both productivity and
employment. It is worth emphasizing that an
increase in exports to third countries cannot act
as the driving force for investment, which must
come from within.

The main obstacle to faster expansion is
constituted by the extremely high levels of real
interest rates, which impede investment and
raise current production costs. The interest
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rate burden creates, in turn, pressure to reduce
labour costs, but the result is higher unem-
ployment and depressed consumer demand.

On one view, the answer to the problem
of slow growth and high unemployment lies in
improving international competitiveness via in-
creased flexibility in labour markets and tax in-
centives for job creation. Such measures may
be desirable, but no recovery plan will be suc-
cessful if it depends on capturing market share
from other countries. Western Europe suffers
in general from demand deficiency - something
which the single European market was not de-
signed to tackle. Generating the right condi-
tions in EU requires, inter alia, lifting the
restrictions on policy that have been agreed.
One way to do this would be to postpone the
monetary union indefinitely and to suspend the
Maastricht targets. Another would be to cut
the Gordian knot of economic convergence by
deciding that monetary union should come into
force by 1996 or even earlier. Inflation rates
have now converged to a differential of around
3 percentage points, the highest prevailing rates
being around 4 per cent, which was the average
rate experienced in Germany in 1960-1984. The
differential for long-term interest rates is also
about 3 percentage points. It is primarily in the
deficit and debt targets that there is major
divergence, but those countries farthest from
the targets are also those which are growing
most rapidly and, given their adjustment
policies already in place, are likely to move
most rapidly toward convergence.

While Western [Europe, as well as Japan,
i1s seeking rapid export growth, there are a
number of factors which suggest that the im-
pact of the United States expansion on the rest
of the world will be different in the 1990s than
in the 1980s. First, its pace will be slower, since
United States monetary policy is being adjusted
to that end and the fiscal stance is also damp-
ening activity. Second, and more important,
the dollar is not appreciating (see box 3). In-
deed, this has confounded analysts, who have
been predicting a sharp appreciation for some
18 months; concerted central bank intervention
to prevent depreciation was even required in
the spring of 1994. Consequently, the exchange
rate is not undermining the international
competitiveness of the United States exporters.
Third, the United States recovery, which has
been led by investment, has sharply increased
productivity and, together with low wage

growth, has reduced unit costs. Thus, the
United States will retain competitiveness in the
recovery, and its trade balance will deteriorate
much less than in the 1980s; in other words, the
United States demand stimulus to the rest of
the world will be much less pronounced than in
the 1980s. This suggests that current forecasts
of a significant export-led recovery in Western
Europe may be unrealistic.

The question arises whether the Fed will
in due course raise short-term interest rates
sufficiently to produce a positive differential
capable of reversing short-term capital flows,
thereby inducing a dollar appreciation that
would stimulate European exports. However,
it would be self-defeating, since it would slow
down growth in the United States by both re-
ducing domestic demand and increasing im-
ports and so set back the process of United
States international adjustment. It would also
iﬁlcrease the probability of bilateral trade con-

icts.

[t is sometimes argued that raising short-
term interest rates helps to reduce long-term
rates by lowering inflationary expectations.
However, recent experience in the United
States has produced just the opposite effect:
higher short-term rates have prompted a rise in
domestic long-term rates, which has spread to
bond markets in other financial centres. If this
were repeated, tighter monetary policies in the
United States would dampen recovery in those
countries with currencies linked to the
Deutsche mark, and perhaps even produce a
replication of the foreign exchange crisis of the
summer of 1993. Further, any sustained in-
crease in long-term rates would cause a reversal
of funds which have moved to Latin American
and other emerging markets. This, too, would
hurt European recovery through a reduction of
exports to developing countries. Monetary
tightening in the United States is not the rem-
edy for recovery in Western Europe. Indeed,
it 1s more likely to have the opposite effect,
both directly and by promoting financial insta-
bility in that region and Latin America.

On the other hand, if the dollar strength-
ens as a result of interest rate reduction in
Germany, Western Europe would benefit from
both increased competitiveness for its exports
and increased domestic demand (via the impact
of lower interest rates). The resulting increase
in world demand would also reduce tensions in
the ERM and the risk of financial instability.
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Box 3

CAPITAL FLOWS AND THE RECENT BEHAVIOUR OF THE DOLLAR

The main reason why predictions of the rapid appreciation of the dollar proyed wrong 1s that they
assumed that the global economy was in 4 purely cyclical downtumn. IHaowever, capital
movements have béen gaverned by the interplay between adjustment and cyclical demand factors.

As the German economy expanded after unification, increased imports soon eliminated its large
currenl account and trade surpluses. This was accompanied by a reversal of capital {lows, which
changed from a net outflow of DM 25 billion in 1991 to a net inflow of DM 198 billion in 1993.
At the same tune in Japan, which was suffering from the after-effects of the financial bubble, there
was a sharply reduced flow of capital to the United States as funds were repatriated to cover losses
in the domestic market. Thus, in both Germany and Japan capital outllows were reversed or
sharply reduced as a result of non-cyclical factors, Simultaneously, United States investors were
initialing a process of international portfolio diversification, driven net only by the low interest
rates used to suppart recovery but also by the expectation of capital gains from the expected falls
i interest rates in Europe and the nse in share pnces in emergng markets. This was a source of
substantial capital inflows inte developing countries (see TDR /993), which has madeé them an
expanding seurce of demand for developed country exports.  Thus, the net flow of funds to the
Lnited States deelined, and the dollar remained weak until signs of recovery became apparent in
1993.

The recovery prompted a reduction in the negative United States short-tenm interest rate
differential, which was expected to produce a substantial strengthening of the dollar. However,
the initial ose in United States short rates in Pebruary 1994 translated nlo a cnsis in bond markets
and substantial capital lpsses for investors in United States secunties. The capital losses led
investors to move from secunties markets mto short-tenm mvestments, where the potential
reversal of the mierest rate différential in favour of the United States was not sufficiently attractive
1o prevent dollar depreciation. This market situation roughly coineided with the breakdown of
lrade discussions with Japan and persistence of a widespread belief that the dollar would be
gncouraged o fall vis-a-vis the yen, an opinion which was reinforced by political developments
in Japan. These factors accelerated the movement of funds out of the United States and mmitiated
the recent penod of dollar weakness. With the intentions of the Fed unclear, and with the
Bundesbank appeanng to have slowed interest rate reductions, the potential for a reversal of the
wnterest rate differential was reduced substantially. The dollar’s value thus became governed by
uncertainties over the situation with regard to Japan and the future direction of United States
security prices. The decline in the United States trade bdlance in early 1994 further increased flows
of dollars mto the exchange markets.

I'hus, the behaviour of the dollar had lintle 1o do egither with the cyelical conditions of the
economy, which were moving in the dirgction that had been anticipated by the market, or with
the prospect for increased future nflation, but was associated rather with uncertainty aver the
palicies of the Fed and the Bundesbank and regarding United States-Japan relations. The wea
dollar continues to favour United States exports and expansion rather than recovery in Europe
and Japan. Whether this pattern continues will depend largely on the configuration of national
monetary policies,

E. Conclusion

Over the past decade, the performance of
the major market economies, and pro tanto of
the world economy, has been seriously impaired
by problems of demand. The degree of global
demand defliciency has not been constant,
indeed, fluctuations in the pace of demand
creation have been only too evident.

Nevertheless, a deficiency of demand has been
the general rule. It is largely because of that
deficiency that the basic factors of production
- labour and raw materials - have been in excess
supply globally, with unemployment rates in
the developed countries rising to extremely high
levels and, conversely, primary commodity




prices falling (until very recently) to record
lows. Similarly, the large imbalances among
the major market economies have also to an
important extent been a reflection of the suc-
cess with which some countries have been able
to increase their share of global demand at the
expense of others.

Increasingly, surpluses are again being
valued not only as a means of financing long-
term foreign investments (or concessional loans
or grants), but also as a prop to economic ac-
tivity at home, while deficits are once again de-
plored not only because of their implications
for indebtedness but also, and even more so,
because of their impact on jobs and profits.
The mercantilist notion that countries should
seek growth by improving their overall
competitiveness vis-a-vis other countries is fast
becoming accepted as an axiom, but it is very
largely a mistaken one. Competitiveness is a
relative concept. While one country can im-
prove its international compectitiveness (and
thus, perhaps, its growth performance), that is
not possible for all countries at the same time.

What each and every country can do is
to 1mprove productivity; and international
flows of trade may facilitate or even promote
this process. But it is of cardinal importance
to bear in mind that improvements in produc-
tivity do not by themselves generate the in-
crease in purchasing power necessary to
translate them into higher levels of output.
They are therefore of little use unless they are
matched by an enlarged expenditure flow. Un-
less sufficient additional demand is created pari
passu with an increased potential for supply,
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technical advance will yield a reduction not
only in the ratio of inputs to output but also in
the absolute level of use of inputs. Moreover,
conditions of tight global demand will result in
advances in knowledge and techniques being
associated not so much with growth of total
incomes as with pressures on individual
countries to increase their market share at the
expense of others. In short, global demand
deficiency is a recipe for wasting the world’s
productive potential and an invitation to
conflict among nations.

The level of global demand is not an ac-
cident of fortune. No individual country is
large enough on its own to regulate its level,
but it is within the power of Governments act-
ing collectively to ensure that it is normally
compatible with worldwide growth and equilib-
rium. [t is to this task that the international
community should now turn, beginning with
the following policy approaches:

Western Europe needs to bring down in-
terest rates substantially for a prolonged
period, and to reschedule its fiscal adjust-
ment to when recovery is well under way;

»  Japan needs to loosen its monetary policy
and undertake fiscal expansion, while tak-
Ing measures to increase the propensity to
consume;,

»  the United States needs to be cautious in
applying monetary brakes so as not to sti-
fle the recovery of investment and em-
ployment and the improvement in
productivity.=
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Annex to chapter ]

CONTROLS ON INTERNATIONAL CAPITAL MOVEMENTS
A. Introductlon
The recent trend towards liberalization rate should give for resource allocation.

of international capital movements in most
parts of the world economy has been accom-
panied by growing agreement concerning the
potential benefits of long-term international
investment, so long as it is subject to certain
restrictions and conditions. But there is no
such consensus as to the benefits of short-term
capital movements, cven though these too are
now increasingly covered by measures of liber-
alization. Policy makers’ concerns rcgarding
short-term capital movements derive mainly
from the volatility of many of the transactions
through which such movements are effected.
Unless offsetting action is taken, this is easily
translated into volatility of exchange rates, as-
set prices and interest rates, foreign exchange
reserves, and the supply of domestic financing.
Therefore such movements are capable of ex-
erting a powerful influence on an economy, in-
cluding resource allocation, consumption and
investment.

The unfavourable effects of such
volatility have been extensively analysed in the
literature.!8? For example, volatility of exchange
rates, asset prices and interest rates tends to
shorten time horizons for investment decisions,
to raise transactions costs, and to increase
firms’ incentives to maintain higher mark-ups
and greater financial reserves.  Moreover,
volatility blurs the signals which the exchange

Volatility of interest rates and asset prices in-
creases wealth holders’ preferences for liquid as
opposed to longer-term financial instruments,
thus exerting upward pressure on long-term in-
terest rates. The volatility of exchange rates
and of foreign exchange reserves tends to exert
a deflationary impact on the world economy
owing to the asymmetry in pressures for ad-
justment on countries with weak currencies as
opposed to those with strong ones. Protection
against some of these unfavourable effects at a
microeconomic level, particularly those arising
from the volatility of exchange and interest
rates, can now be purchased in the form of
forward, futures, option and swap contracts.
However, such contracts still leave several risks
uncovered, especially those faced by developing
countries, and they can be expensive.® More-
over, increased buying and selling of such con-
tracts have opened up new opportunities for
speculative profits and are thus capable of
adding to the very volatility against which they
afford protection.

Section B of this annex discusses mainly
different techniques and instruments for con-
trolling international capital movements, and
section C the regimes for such movements. In
the case of developed countries the regimes
covered are international ones, the focus being
on those of OECD and the European Commu-

189 For a survey of the literature see the UNCTAD secretariat, "The exchange-rate system”, sect. B, in Compendium of
Studies on International Monetary and Financial Issues for Developing Countries (United Nations publication, Sales
No. E.87.11.D.3), and TDR 1990, Part Two, chap. I, sects. B and C.

190 Concerning the coverage of such contracts see, for example, TDR 1988, Part One, chap. I1, sect. D. The sale of such
contracts has been an important source of revenue to the financial sector.
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nity, whereas the developing-country regimes
reviewed are national ones. The latter dis-
cussion is necessarily selective and 1s intended
to highlight, and distinguish between, features
reflecting longer-term policy objectives and
those driven by shorter-term considerations
(amongst which special attention is paid to
problems caused by the recent rise in capital
flows to some developing countries). Section
D takes up proposals for curbing speculative

international capital movements. Since there
1s an extensive literature on the contribution of
macroeconomic policies to the attainment of
this objective, greater detail is reserved for pro-
posals for a tax on foreign exchange trans-
actions and for measures affecting banks’
balance-sheet management designed to increase
the costs of engaging in foreign exchange spec-
ulation.

B. Modalities of policies towards international capital

1. Definitions

Broadly speaking, international capital
movements involve changes in the claims of a
country’s residents on non-residents in the form
of real capital assets and financial instruments.
There is a close correspondence, for example,
between the categories of claim included under
this heading and the items other than reserve
assets covered in the capital and financial ac-
count of the balance of payments.!9!

In the Articles of Agrcement of IMF
there 1s no explicit listing of international capi-
tal transactions, which are defined as those
other than current.’? By contrast, both the
OECD Code of Liberalization of Capital
Movements and the EEC Directives concerning
capital movements provide detailed lists of
capital transactions. Thus, the 1992 edition of
the OECD Code!? lists direct investment, the
liquidation of such investment, operations in
real estate, operations in securities on capital
markets, operations on money markets, oper-
ations in collective investment securities, oper-

movements

ations in negotiable instruments and non-
sccuritized claims not elsewhere specified, cred-
its directly linked with international commercial
transactions or with the rendering of interna-
tional services, personal capital movements, fi-
nancial credits and loans not clsewhere
specified, sureties, guarantees and financial
back-up facilities, the operation of deposit ac-
counts, foreign exchange operations not else-
where specified,!® and disposal of non-resident
owned blocked funds. As might be expected in
view of the overlapping of the memberships of
the EU and OECD, the list of international
capital transactions specified in the annex on
nomenclature of the EEC Council’s 1988 Di-
rective on capital movements!®S is similar
(though not identical).

2. Controls on capital transactions

Controls on transactions involving in-
ward and outward flows of capital can be im-

191 IMF, Balance of Payments Manual, 5th edition (Washington, D.C.: IMF, 1993), chap. XVI.

192 Article XXX (d) specifies that “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 direct investments; and (4) moderate remittances for family living expenses.” In cases where these
guidelines are not sufficient for the purpose of classifying transactions as “current” or "capital”, the Fund “may, after
consultation with the members concerned, determine whether certain specific transactions are to be considered current

transactions or capital transactions”.

193 Code of Liberalization of Capital Movements (Paris: OECD, March 1992).
194 Inclusion of foreign exchange operations here is a little surprising in the absence of further specification of the purpose

for which such operations are carried out.

195 Council Directive of 24 June 1988 for the implementation of Article 67 of the Treaty (88/361/EEC), reproduced in
Official Journal of the European Communities, No. L 178, Vol. 31, 8 July 1988, pp. 5-18.
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posed by Governments to further several
difTferent objectives of economic policy. These
include both longer-term objectives, typically
related to national development, and those of
macroeconomic policy. Controls under the first
heading may be intended to ensure that capital
owned by residents is invested locally, or that
certain types of economic activity are reserved
partly or wholly for residents. Although the
objectives of development policy are long-term,
their achievement may require several diflerent
kinds of intervention in the financial system
and thus may include shorter- as well as
longer-term instruments and operations (in-
cluding shorter-term international capital
movements). Thus, controls on capital flows
imposed for macrocconomic reasons are often
closely connected to other measures of mone-
tary policy designed to influence holdings of
short-term monetary and financial instruments.
The objectives of such controls include the
avoidance of unwanted appreciations or depre-
ciations of the currency, reductions in the
volatility of the exchange rate, and preventing
the abortion of domestic monctary or fiscal
measures directed at levels of investment or
overall expenditure through offsetting inflows
or outflows of external financing.

A large number of different measures are
available to Governments for controlling inter-
national capital movements, some of them with
a broad incidence and others aimed more spe-
cifically at more narrowly defined scts of trans-
actions.!’ In the casc of outflows of forcign
direct investment (FDI) or medium- and long-
term portfolio investment the controls may
take the form of licensing procedures, taxes
imposed on purchases of securites abroad by
residents, and two-tier exchange rates. Differ-
ent variants of the latter measure have been
used. The most common involves a more
unfavourable rate for capital transactions.!’
Inflows of medium- and long-term portfolio
investment may also be subject to licensing.
Furthermore, they may be limited by ceilings
on levels of forcign ownership in some or alil
sectors (which may include reservation for in-
vestment by residents in certain cases). Access
to foreign direct investors may be granted only

on conditions designed to contribute to devel-
opment or other national policy objectives.

Controls over short-term capital move-
ments have to contend with the very large
number of methods available to take advantage
of opportunities for profit in the international
markets for financial instruments. Amongst
OECD countries such opportunities have pro-
gressively increased in response both to the
liberalization of the international financial re-
gime and, since the 1970s, to the proliferation
of new financial techniques and instruments
made possible by the rapid development of
computer technology and electronic communi-
cations. Short-term capital movements are not
necessarily effected via short-term financial in-
struments, since the profits which motivate
such movements may be best achieved through
transactions involving longer-term assets, as is
often true if there are liquid secondary markets
for such assets. Thus, control of short-term
movements may include techniques discussed
above in the case of foreign direct investment
(FDI) and medium- and long-term portfolio
investment. But it must also be directed at the
many other ways in which individuals and en-
terprises lend, invest, borrow or otherwise take
financial positions at short term, with an actual
or potential impact on the movements of funds
between currencies.

To some extent this objective can be met
by controls on transactions which are clearly
of a capital rather than a current nature, such
as the buying and selling of short-term financial
instruments issued abroad. But in practice
control of outward capital movements is likely
to be impossible without recourse to more
general measures of exchange control, many of
which would also typically be part of a regime
for restricting payments for current interna-
tional transactions. These include the require-
ment for official permission to open foreign
bank accounts, limitations on the size and use
of currency holdings abroad, restrictions on the
amount of foreign currency that can be taken
abroad by travellers, and regulations concern-
ing the physical export and import of bills of
exchange, securities, insurance policies and

196 No attempt is made here at a complete classification of controls over international capital movements. For further
discussion see, for example, R'W. Edwards, International Monetary Collaboration (Dobbs Ferry, New York:
Transnational Publishers, 1985), pp. 449-454; A. Watson and R. Altringham, Treasury Management: International
Banking Operations (London: The Chartered Institute of Bankers, 1986), chap. 7, and R.-W. Mills, "An evaluation
of measures to influence volatile capital flows” and "The regulation of short-term capital movements in major
industrial countries”, chaps. 6 and 9 of A.K. Swoboda (ed.), Capital Movements and their Control (Leiden: A.W.

Sijthoff, 1976).

197 A stringent variant was deployed by the South African government during much of the 1960s and 1970s with the
objective of isolaling the market for the country’s securilies among non-residents from that among residents (which,
inter alia, made it less likely that declines in securities prices would be accompanied by drains of foreign reserves).
This was achieved by restricting transactions by non-residents in South African sccurities to those with other
non-residents (and sometimes also limiting transfers of its currency for capital transactions by non-residents to those

made through the purchase and sale of such securities).
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bank notes. Thus, countries which do not re-
strict payments for international current trans-
actions have to frame their regimes of capital
controls in such a way as to avoid impeding
such transactions. This may entail measures
designed to ensure that certain payments are
indeed for purposes which can be classified as
relating to current, and not capital, trans-
actions.!%

Inward as well as outward capital move-
ments can pose problems for macroeconomic
management. Examples of measures directed
at such movements since the 1950s as part of
macroeconomic policy are provided mainly by
European countries. But more recently, as de-
scribed below in section C.6, there has also
been recourse to them by developing countries
which have experienced large capital inflows.
Controls over inward capital movements in-
clude those discussed earlier which are directed
at inflows of medium- and long-term foreign
investment. Restrictions on inflows may also
be extended to other financial instruments,
such as short-term money-market paper and
fixed-income securities with relatively short
maturities. Other measures in this context
comprise forbidding banks to pay interest on
the deposits of non-residents or even requiring
negative interest rates on such balances, limi-
tations on banks’ liabilities denominated in

foreign currencies, and the imposition of
differentially high (and possibly non-interest-
bearing) reserve requirements on increases in
such liabilities or in banks’ liabilities to non-
residents. Furthermore, special taxes may be
levied on credits from abroad - a measure af-
fecting non-financial as well as financial enter-
prises - and cash deposits with the central bank,
equivalent to a certain proportion of foreign
borrowing by non-financial enterprises, may be
required, a measure pioneered by the former
Federal Republic of Germany in 1972 (the
bardepot).

The response to unacceptably high capi-
tal inflows has also taken forms such as the
encouragement of increased foreign investment
by financial institutions and intervention in the
forward exchange market to encourage short-
term capital outflows. An alternative approach
to controls and the encouragement of outflows
1s to attempt to check the inflows through
changes in interest rates. However, in the face
of capital movements with the potential for
generating substantial fluctuations in exchange
rates and thus large returns from shifting funds
between currencies, the changes would proba-
bly need to be very large, and might thus be in
conflict with the achievement of other macroe-
conomic objectives.

C. Regihes E)r_international capital movements

1. Introduction

There is considerable variation in na-
tional regimes for international capital move-
ments. Amongst OECD countries the
long-term tendency has been in the direction
of liberalization, although periods of instability
in international money markets have often led
to widespread recourse to restrictions, subse-
quently relaxed as calmer conditions returned.
The tendency towards liberalization accords
with the thrust of the OECD Code of Liberali-
zation of Capital Movements (reviewed in sub-
section 3) and the pertinent EEC Directives
(reviewed in subsection 4). Among developing
countries controls over capital transactions re-
main the norm. However, during recent years

there have been substantial changes in the re-
gimes of some developing countries in Latin
America and South and South-East Asia. The
longer-term thrust of these changes has been in
the direction of liberalization, and some of its
effects are illustrated by the discussion below in
subsection 5. However, more recently the
Governments of some of the countries in ques-
tion have taken measures designed to restrain
capital inflows, owing to the problems caused
by their rapid expansion (as described in sub-
section 6).

Obligations regarding international capi-
tal transfers are included not only in agree-
ments covering several countries (such as the
OECD Code and the EEC Directives) but also
in the North American Free Trade Agreement
(NAFTA) and in Treaties of Friendship, Com-

198 Foreign exchange controls designed to obtain statistical data or to segregate capital from current transactions are
consistent with IMF article VIII which, as described below, is concerned with the elimination of restrictions on current

transactions (Edwards, op. cit., p. 394).
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merce and Navigation (FCN Treaties). The
latter typically include provisions relating to
various rights of foreign direct investors such
as those regarding entry for business and resi-
dence, the practice of professions, the acquisi-
tion of property, patents, taxes, the remittance
of earnings and capital, competition from
State-owned enterprises, and expropriation or
nationalization.’® For OECD countries the
provisions of such treaties as to capital trans-
fers have been largely superseded by the multi-
lateral agreements mentioned. In the case of
FCN Treaties with a developing country as one
of the parties, it is difficult to evaluate how far
they have had effects on freedom for external
payments going beyond those resulting from
obligations undertaken vis-a-vis IMF (de-
scribed in subsection 2), but any such ecffects
have probably been fairly limited.

2. The IMF regime

The only global regime applying to inter-
national monetary movements is that of IMF,
but the most important obligations in its Arti-
cles of Agrecement relate to current and not
capital transactions. These obligations are set
out in articles VIII and XIV. The first of these
articles prescribes the obligation not to impose
restrictions on payments and transfers for cur-
rent international transactions without the
Fund’s approval. The second specifies transi-
tional arrangements for member countries not
yet willing to accept the obligations of article
VIII. These arrangements permit a country to
maintain and adapt to changing circumstances
the restrictions on payments and transfer for
current transactions in force on the date when
it became a member of IMF. At the end of
1992 all of the countries which were members
of both IMF and OECD had article VIII sta-
tus, but this was true of only a minority of the
Fund’s total membership (80 countries out of
178).

On international capital movements IMF
article IV contains the statement that one of
the essential purposes of the international
monetary system is to provide a framework fa-
cilitating the exchange of capital among coun-
tries. This statement is included among general
obligations regarding exchange arrangements,
In the more specilic references to capital trans-
fers in article V1.3 provision is made for the
exercise by member countries of such controls
as are necessary to regulate international capi-
tal movements so long as they do not restrict
payments for current transactions or unduly
delay transfers of funds in settlement of com-
mitments. Section | of this article also gives
the Fund the authority to request a member
country to impose controls to prevent the use
of resources from its General Resources Ac-
count to finance a large or sustained capital
outflow. Interestingly, the language of article
VI.1 also reflects a variant of the distinction
between longer-term lending and the capital
movements required by non-speculative inter-
national business, on the one hand, and those
due to movements motivated by short-term
international differentials in actual or expected
rates of return on financial instruments, on the
other.200 Thus, this section of the article states
that nothing in it “shall be deemed ... to prevent
the use of general resources of the Fund for
capital transactions of reasonable amount re-
quired for the expansion of exports or in the
ordinary course of trade, banking, or other
business”.

Member countries’ right to impose capi-
tal controls was further recognized in a 1956
decision of the Executive Board, which states
that “Subject to the provisions of Article VI,
Section 3 concerning payments for current
transactions and undue delay in transfers of
funds in settlement of commitments: (a) Mem-
bers are free to adopt a policy of regulating
capital movements for any reason, due regard
being paid to the general purposes of the Fund
and without prejudice to the provisions of Ar-
ticle VI, Section 1; (b) They may, for that pur-
pose, exercise such controls as are necessary,
including such arrangements as may reasonably
be needed with other countries, without ap-

199 The relevant provisions of FCN Treaties are surveyed in F.A. Mann, The Legal Aspect of Money (Oxford: Clarendon

Press, 1982), pp. 524-530.

200 [n section VII of the 1943 Keynes Plan, "Proposals for an International Clearing Union”, which treats the control of
international capital movements, attention is drawn to the importance "(a) of distinguishing long-term loans by creditor
countries, which help to maintain equilibrium and develop the world’s resources, from movements of funds out of
debtor countries which lack the means to finance them; and (b) of controlling short-term speculative movements or
flights of currency whether out of debtor countries or from one creditor country to another”. The dividing line between
non-speculative and speculative movements of international financing is not easy to draw, and the quotation above
is open to the criticism that it omits shorter-term financing arrangements related to international trade. Nevertheless,
thinking like that in the quotation Jeft an inprint on IMF’s Articles of Agreement, and some kind of assumptions about
the dividing line have since been an explicit or implicit part of the continuing debate about the desirability of, and

modalities for implementing, capital controls.
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proval of the Fund”.201 The rights specified in
this Decision have been understood to include
discriminatory currency arrangements for the
purpose of controlling capital movements sub-
ject to the provisos mentioned. Inter alia, they
have legitimized liberalization of capital
movements within OECD and EEC/EU
without any obligation to make its benefits
more generally available.202

3. The OECD Code

The OECD Code of Liberalization of
Capital Movements dates from 1961 and re-
flects the generally favourable view of its mem-
ber States concerning the free movement of
capital. Nevertheless, for policy purposes the
Code discriminates among categories of capital
movement.  Furthermore, it acknowledges,
firstly, that the advantages of free capital
movements depend on a country’s overall eco-
nomic and financial position (a consideration
which in practice has served to justify granting
greater leeway regarding restrictions to OECD
countries at lower levels of development) and,
secondly, that the social costs of such move-
ments can outweigh their benefits for countries
during periods of economic and financial dis-
turbance or balance-of-payments pressures.

Thus, article 1 of the Code states that
“Members shall progressively abolish between
one another, in accordance with the provisions
of Article 2, restrictions on movements of cap-
ital to the extent necessary for effective eco-
nomic cooperation”. Article 2 specifies that
“Members shall grant any authorization re-
quested for the conclusion or execution of
transactions and for transfers specified in an
item set out in List A or List B of Annex A to

this Code” subject only to reservations as to
particular categories of transaction listed in
Annex B to the Code, and to derogations
granted in certain circumstances.

Large and potentially destabilizing inter-
national capital movements can take place
through items included in Lists A and B. List
A includes direct investment, certain securities
transactions and a variety of financial oper-
ations linked to international trade in goods
and services involving residents, while List B
covers, inter alia, operations in short-term
financial instruments.203 Capital movements in
the former list are judged to have closer links
to normal international business in the form of
investment, merchandise trade, or cross-border
transactions in services. The right to make
reservations regarding items in List A is more
restricted than for those in List B, and is
available only when the item is first added to
List A, its definition is extended, or the
obligation to liberalize it first applies to a
country adhering to the Code. Items in List B
are generally regarded as more sensitive, in
many cases owing to the likelihood that they
will more frequently be part of purely
speculative international capital movements.
Thus, countries adhering to the Code have the
right to enter reservations regarding such items
at any time. This flexibility 1s intended to
encourage countries to enter reservations only
when clearly necessary and to withdraw them
as soon as is feasible since they can enter them
again subsequently, a right not available in the
case of List A.

Article 7 of the code provides for more
general derogations from its obligations.
Clauses (a) and (b) allow derogations of a fairly
general character - “if [a Member’s] economic
and financial situation justifies such a course”
and “if any measures of liberalization taken or

201 Executive Board Decision No. 541-(56/39), 25 July 1956.
202 Edwards, op. cit., p. 457.

203 In the 1992 edition of the Code List A comprised direct investment and its liquidation; sales of real estate; operations

in securities in capital markets (other than those already covered under direct investment); operations in collective
investment securities; credits directly linked with international commercial or service transactions in which a resident
participates; sureties; guarantees and financial back-up facilities directly related to international trade or international
current invisible operations, connected to international capital transactions in which a resident participates, or in all
other cases for sureties and guarantees but not for financial back-up facilities; the operation of deposit accounts by
non-residents with resident institutions (other than those which are related to operations in money markets); capital
transfers arising under life assurance contracts; miscellaneous personal capital movements other than those in con-
nection with gaming; physical movement of securities, of other documents of title to capital assets and of means of
payment; and disposal of non-resident-owned blocked funds.
List B comprises purchases or building of real estate; operations on money markets (generally understood as oper-
ations involving financial instruments with an original maturity of less than one year); operations in negotiable in-
struments and securitized claims not included amongst the securities covered by List A or the money-market
operations just mentioned; credits granted by residents to non-residents with a direct link to international commercial
or service transactions in which no resident participates; financial credits and loans not elsewhere specified in List A
or List B; financial back-up facilities in cases not directly linked to international trade, international current invisible
operations or international capital transactions, or where no resident participates in the underlying transaction; oper-
ation of deposit accounts by residents with non-resident institutions (other than those which are related to money-
market operations); operations in foreign exchange not elsewhere specified; and personal capital movements in
connection with gaming,.




maintained [under the Code| result in serious
economic and financial disturbance in the
Member State concerned” - and are not in
principle limited in time. A number of the less
developed OECD member countries have made
use of article 7(a). Article 7(b) was invoked by
France to justify controls on capital outflows
in response to its currency crisis of 1968, and
by various countries in balance-of-payments
surplus in the 1970s to justify restrictions on
capital inflows.  Temporary derogation is
available under article 7(c), “if the overall bal-
ance of payments of a Member develops ad-
versely at a rate and in circumstances, including
the state of its monetary reserves, which it
considers serious”. This clause has been In-
voked fairly frequently by OECD countries
with balance-of-payments problems.

The Code has the legal status of an
OECD Council Decision binding on the organ-
ization’s member countries.2% [nterpretation
and implementation of its provisions as well as
proposals for the extension of the scope of its
measures of liberalization are the responsibility
of OECD’s Committee on Capital Movements
and Invisible Transactions. So long as a coun-
try which has made reservations regarding
items in List A or List B or which has sus-
pended or not applied measures of liberali-
zation under article 7 complies with the
notification and review procedures specified in
the Code, it continues to benefit from liberali-
zation by other member countries.

Since 1961 the scope of the Code has
been subject to a number of revisions, the most
recent being in 1989. The pre-1989 revisions
either extended the Code’s coverage to new
operations and instruments or (in 1984) placed
non-resident direct investors on the same foot-
ing as residents with respect to the right of es-
tablishment.205 The changes of 1989 resulted in
an extension of the obligations of the Code to
almost all capital movements, and brought cer-
tain items hitherto covered by List B into List
A, for which the procedures regarding reserva-
tions are more stringent.2® Some of the newly
covered items were placed in List A, some in
List B. However, several with special impor-
tance in the context of speculative capital
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movements (such as operations in money-
market instruments, operations in negotiable
instruments and non-securitized claims not
elsewhere specified, and certain short-term
credits and loans) belong to the latter group.

As of 1992 only Luxembourg, of the
OECD member countries, maintained neither
reservations nor derogations under the Code,
but for several other countries the number of
items covered by reservations was less than 20
per cent.20” The categories of transaction most
subject to reservations since the 1960s have in-
volved the admission of securities to capital
markets other than those in the country of the
originator and certain types of loans and cred-
its, but there have also been widespread reser-
vations on particular categories of direct
Investment, operations in real estate, and the
buying and selling of securities. Derogations
under article 7 increased sharply in the 1970s,
in the early part of the decade for capital out-
flows and subsequently for inflows. Thus, ex-
amination of experience under the Code
indicates that while there has been a long-term
reduction in the number of reservations mem-
ber countries maintain regarding particular
items, the level of derogations under article 7 is
likely to remain sensitive to the degree of sta-
bility prevailing in international currency mar-
kets.

4. The EECI/EU regime

Until the second stage of cconomic and
monetary union comes into force, the main
features of the regime for capital movements in
EEC countries are those prescribed by the
Council Directive on the subject of June
1988.208  This represented a substantial move-
ment towards complete liberalization in com-
parison with earlier directives since the
beginning of the 1960s. The revisions of the
Treaty of Rome agreed at Maastricht in De-
cember 1991 reinforce this tendency. With the
inception of the third stage of economic and
monetary union, the countries adopting a single

204 OECD, International Direct Investment Policies and Trends in the 1980s (Paris: OECD, 1992), pp. 47 and 49.
205 OECD, Liberalization of Capital Movements and Financial Services in the OECD Area (Paris: OCCD, 1990), p. 8.

206 The obligations of the Code were extended to operations on money markets; operations in negotiable instruments and
securitized claims not included in List A or among money-market operations; a wide variety of credits and loans both
directly connected to underlying commercial and service transactions and not so connected; most categories of
sureties, guarantees and financial back-up facilities not previously covered by the Code; the cross-border operation
of deposit accounts; the purchase and sale of foreign exchange; and the physical transfer of means of payment.

Ibid., pp 52-55.

207 The summary account of reservations and derogations under the Code in this paragraph is based on Liberalization
of Capital Movements and Financial Services in the OECD Area, pp. 39-47 and 63-72 (which provide diagrams
showing the experience regarding the liberalization of different categories of capital movement).

208 See footnote 195 above.
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currency will have no further need for a regime
covering international capital movements be-
tween each other, but there will still be such
movements between these countries and the
rest of the world.

The 1988 Directive abolishes restrictions
on capital movements between residents of EU
countries subject only to provisos concerning
the right to control short-term movements
during periods of financial strain and to take
the measures necessary for the proper func-
tioning of systems of taxation and prudential
supervisior and for the provision of informa-
tion for adn inistrative purposes, as well as for
law enforcer.ient more generally.?? Moreover,
measures directed at the regulation of banks’
liquidity are to be limited to what 1s required
for domestic monetary policy (a provision
which considerably limits, if it does not actually
eliminate, :uch regulation as part of policy to-
wards international capital movements). The
Directive also states that member countries
should endeavour to attain the same degree of
liberalization of capital movements with third
countries as with each other.

The Directive acknowledges that short-
term international capital movements may se-
riously disrupt the conduct of monetary and
exchange rate policies, “even when there is no
appreciable divergence [between countries]| in
economic fundamentals”. In such circum-
stances countries affected may be authorized
by the Commission to take protective measures
with regard to a specified list capital trans-
actions.21® In sufficiently urgent cases they are
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at the same time initiating consultation proce-
dures with the Commission and other EU
countries. The Directive also provides for
action, taken after consultation with other
member countries, to counteract the effects of
monetary and financial disturbances resulting
from large short-term capital movements to or
from third countries.

Prior to the 1988 Directive the EEC re-
gime for capital movements involved pre-
scriptions which provided Governments with
greater leeway for restricting different catego-
ries of transaction. According to article 67 of
the Treaty of Rome, "During the transitional
period and to the extent necessary to ensure the
proper functioning of the common market,
Member States shall progressively abolish be-
tween themselves all restrictions on the move-
ment of capital belonging to persons in
Member States and any discrimination based
on the nationality or on the place of residence
of the parties or on the place where such capital
1s invested”. Article 73 permitted the introduc-
tion of capital controls in response to disturb-
ances in the functioning of a member’s capital
market due to international capital movements.
Articles 108 and 109 authorized the use of pro-
tective measures more generally by countries
experiencing serious balance-of-payments diffi-
culties.

More detailed guidelines were contained
in a Directive of 1960 and another of 1962.21
These Directives divided international capital
transactions into four categories,22 corre-
sponding to four lists, with different liberali-

permitted to take such action unilaterally, while

209

210

211

212

zation obligations applying to each. A

As in the case of earlier directives, transition arrangements arc specified for various countries, mainly those which
acceded to the Community more recently than its six original members. These are not discussed further, since they
do not affect the thrust of EU policy.

The capital transactions included in the list are operations in money-market instruments, operations in current and
deposit accounts with financial institutions, operations in units of collective investment undertakings for investment in
money-market instruments, short-term financial loans and credits, personal capital movements in the form of loans,
the physical import and export of money-market instruments and means of payment, and miscellaneous other short-
term capital movements.

First Directive (of 12 July 1960) for the implementation of Article 67 of the Treaty (921/60) and Second Council Di-
rective of 18 December 1962 adding to and amending the First Directive for the implementation of Article 67 of the
Treaty (63,21, EEC), reproduced in Europcan Communities, Monetary Committee, Compendium of Community
Monetary Texts (Brussels-Luxembourg, 1974).

List A comprised direct investments and their liquidation, investients in real estate, a wide range of personal capital
movements, short- and medium-term credits in which a resident participated, specified sureties and other guarantees,
transfers under insurance contracts, payments in connection with intellectual property, transfers required for the pro-
vision of services, death dulties, damages, and certain refunds. For transactions covered by List A EEC countries were
to "grant all foreign exchange authorizations required for transactions or for transfers between Member States”. In
other words such transactions were freed from exchange control (but not necessarily from other forms of regulation).
List B covered operations in securities traded on stock exchanges. In this case EEC countries were to “grant general
permission for the conclusion or performance of transactions and for transfers between residents of Member States”.
List C contained the issue and placement of securities, various other securities operations not specified in List B, and
various medjum- and long-term loans and credits as well as sureties and guarantees not specified in List A. For items
in List C EEC countries were to “grant all foreign exchange authorizations required for the conclusion or performance
of transactions and for transfers between residents of Member States”, unless "such free movement of capital might
form an obstacle to achievement of the economic policy objectives of a Member State”, in which case the country in
question, after consultation with the Commission, was permitted to maintain or reintroduce the exchange restrictions
on capital movements operative on the date when the 1960 Directive entered into force. List D contained a set of
items which can be the vehicle for short-term speculative capital movements (such as money-market operations, cur-
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Directive of March 1972283 actually required
that EEC countries should have available and
be able to use certain instruments of monetary
policy required for the control of international
capital movements and for the neutralization
of their effects on domestic liquidity. These
instruments included the following: rules gov-
erning investments on the money market and
payment of intercst on deposits by non-
residents; the regulation of loans and credits
which were not related to commercial trans-
actions or to provision of services and were
granted by non-residents to residents; the regu-
lation of the net external positions of credit in-
stitutions; and the fixing of minimum rescrve
ratios, in particular for the holdings of non-
residents. This Directive, which was adopted
during the period of intermittent turbulence on
currency markets of the early 1970s, was re-
pealed as part of the 1988 Directive on inter-
national capital movements discussed above.

It is not clear preciscly what status the
1988 Directive will have with the beginning of
the sccond stage of economic and monetary
union in 1994. The Maastricht Treaty replaces
articles 67-73 of the Treaty of Rome with new
articles 73a-73g, whose prescription of freedom
of capital movements is less qualified. Thus,
article 73b states that "Within the framework
of provisions set out in this Chapter [on capital
and payments] all restrictions on the movement
of capital between Member States and between
Member States and third countries shall be
prohibited”.  There continue to be provisos
concerning disruptive capital movements both
between EU member and third countries (arti-
cle 73f) and more gencrally (articles 109h and
1091, which reproduce much of the language on
the same subject contained in articles 108 and
109 of the Treaty of Rome, which were men-
tioned above).

Once the third stage of economic and
monetary unions starts, the safeguards pro-
vided for in articles 109h and 1091 cease to ap-
ply to countrics moving to a single currency
(though they continue for countries with a
derogation (rom this movement). In the case

of the single-currency countries, only article 73f
regarding disruptive capital movements be-
tween EEC members and third countries will
remain in force. This article states that “Where,
in exceptional circumstances, movements of
capital to or from third countries cause, or
threaten to cause, serious difTiculties for the
operation of economic and monetary union, the
Council, acting by a qualified majority on a
proposal from the Commission and after con-
sulting the ECB [European Central Bank], may
take safeguard measures with regard to third
countries for a period not exceeding six months
if such measures are strictly necessary”. Thus
the circumstances in which measures can be
taken are carefully circumscribed and the
measures themselves are limited in time.

5. Features of regimes for foreign
portfolio investment in some
developing countries at the
beginning of the 1990s

The regimes for inflows of foreign port-
folio investment and outward capital transfers
in a selection of developing countries at the
beginning of the 1990s can be used to illustrate
the way in which policy concerns regarding
these subjects are reflected in such countries’
regulations.?® In this subsection the focus is
on the parts of the regulatory framework as of
late 1991 or early 1992 which typically were the
outcome of an extended process of policy for-
mation and reflected long-term objectives. The
responses in some developing countrics {rom
1991 onwards to problems resulting from
sharply increased capital inflows are taken up
scparatcly in the next subscction.2ts

The countries whose regimes are dis-
cussed in this subscction are Argentina, Brazil,
Chile, India, Republic of Korea, Malaysia,
Mexico, Singapore, Taiwan province of China,
and Thailand.26 The remarks refer mainly to

rent and deposit accounts with banks, short-term loans, and the physical import and export of financial assets).

Transactions in such items did not have to be liberalized.

213 Council Directive of 21 March 1972 on regulating international capital flows and neutralizing their undesirable effects
on domestic liquidity (72156 ELC), reproduced in Compendium of Community Monetary Texts (op. cit.).

214 Large parts of these regimes do not distinguish between portfolio and direct investment. Since this annex is concerned
mainly with the more internationally mobile forms of international investment and disinvestment, the discussion here

concentrates on regulations pertinent to the former.

215 Other measures by developing countries affecting capital transactions since early 1992 are not covered in this annex.

216 The description of the regimes in these countries is based on IMF’s annual report, Exchange Arrangements and
Exchange Restrictions, that of the International Finance Corporation, Emerging Stock Markets Factbook, the report

by the United States Department of the Treasury, National Treaiment Study.

Report to Congress on Foreign

Government Treatment of US Commercial Banking and Securities Organizations, 1990 (Washington, D.C., 1990), and

K.K.H. Park and A.W. van Agtmael, The World's Emerging Stock Markets (Chicago, etc.:

Probus Publishing

Company, 1993). Information in these different sources is not always completely consistent.
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the situation as of 1991 or early 1992. All of
these countries have recently been of growing
interest as developing-country destinations for
international investment. Of the nine countries
in the group which were members of IMF only
Brazil and India had not accepted the obl-
gations of IMF article VIII as to the liberali-
zation of current international transactions.
As one might expect, the discussion of regu-
lations concerning inflows highlights the influ-
ence of policy objectives involving national
development and ownership. Restrictions on
outflows were more closely related to the
exigencies of macroeconomic management and
the strength of countries’ external payments
positions.

In only one country (Singapore) were
there no restrictions on capital outflows and on
direct and portfolio investment by non-
residents. While continuing to pursuec objec-
tives involving a high degree of indigenous
ownership of securities firms, its Government
has permitted involvement of its securities
markets in global financial trading. The regime
for capital movements of Argentina had been
substantially liberalized by a scries of measures
since 1989. Previously, prior approval was re-
quested for a wide range of inward foreign in-
vestments, exceptions being reinvestment of
profits and new investments which had no im-
plications for the national ownership structure
of the enterprise in question and which were
intended to [oster the activities for which an
earlier initial investment had been approved.

The regimes of the other countries in the

sample were characterized by  greater
restrictiveness. In Malaysia restrictions on in-
flows of foreign investment concentrated

mainly on ownership levels. Approval of direct
or portfolio investment abroad by Malaysian
residents was generally not required so long as
it was not financed by domestic borrowing.
Likewise, the main restrictions on foreign in-
vestment in Thailand involved the reservation
of certain activities for nationals. Direct In-
vestment abroad (above a certain threshold)
and foreign portfolio investment by Thai na-
tionals required official authorization.

In the case of Taiwan province of China
restrictions on inflows of foreign investment
were aimed not only at the extent of external
ownership and control of the country’s econ-
omy but also at the quality of investors. Fur-
thermore, policy towards foreign investment
was concerned with the effects of associated fi-
nancial flows on the foreign exchange market.
In 1982 the Government introduced a policy
of permitting participation by non-residents in
Taiwanese equities through mutual funds. In
January 1991 the policy of opening was sup-

plemented by allowing qualified non-resident
institutional investors to make purchases of
Taiwanese shares. In order to be eligible for
permission to engage in such portfolio invest-
ment, an institution had to be a large and well
established bank, insurance company, or fund
manager. There was an overall ceiling on the
total amount of equity investment by such in-
stitutions, and further limits applyed to partic-
ular investors and shares. The periods after
which remittances of earnings on foreign in-
vestments were permitted were fixed by regu-
lation. The central bank scrutinized such
remittances with a view to encouraging invest-
ing institutions to avoid disturbances in the
foreign exchange market.

The focus of regulations in the Republic
of Korea concerning inward foreign investment
was primarily local ownership and control of
economic activity. Foreign portfolio invest-
ment in domestic equities had been possible
since 1981 through unit trusts and offshore
funds. At the beginning of 1992 these indirect
vehicles ceased to be the only available way for
foreigners of investing in the equity market, di-
rect purchases of shares being authorized
within limits based on a categorization of
Korean industries into “limited” (for example,
public utilities, defence, shipping, transporta-
tion, finance and communications) and “non-
limited”. Foreign investors were permitted to
invest up to 10 per cent of the market capital-
ization of companies in “non-limited” industries
and up to 8 per cent of that in “limited” indus-
tries. Moreover, there was a ceiling of 3 per
cent on the investment in any company by a
particular foreign investor. Investment in the
shares of two major enterprises, POSCO
(Pohang Iron & Steel) and KEPCO (Korea
Electric Power Company), were off limits for
foreigners. Repatriation by foreigners of in-
vestment income and capital was freely al-
lowed. Overseas investments and loans by
residents required official approval. The prin-
cipal method of attempting to distinguish be-
tween current and capital transactions under
the regulations concerning exchange control
was through the specification of maximum
amounts of foreign exchange available for var-
lous purposes. Moreover, the export of cur-
rency notes above a certain ceiling was
permitted only with official authorization.

The regime for international portfolio in-
vestment in India was restrictive and character-
ized by a considerable measure of
administrative discretion (though a process of
liberalization for FDI began in 1991).
Repatriation of both investment income and
capital was subject to controls. Until mid-1991
non-resident portfolio investors in Brazil were
restricted to certain specified investment com-
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panies or funds. In July 1991 institutional in-
vestors were permitted to set up “omnibus
accounts” (portfolios of Brazilian shares held in
local custody and administered by local finan-
cial institutions). Regulations concerning the
repatriation of investment income and capital
had recently been liberalized but capital out-
flows by residents were controlled.

Chile maintained a far-reaching regime
for controlling foreign investment in the coun-
try and foreign borrowing by residents. Regu-
lations concerning the former appear to have
reflected objectives regarding ownership struc-
tures and the encouragement of long-term
rather than short-term investment. Repa-
triation depended on the form taken by the
foreign investment, and could be subject to re-
strictions regarding the period which had to
elapse before it was permitted. Exchange con-
trol was clearly administered with the aim of
segregating current from capital transactions
by such techniques as ceilings on the amounts
of exchange obtainable without restrictions and
the requirement of the provision of justification
for purchases.

The main objective of Mexico’s regime for
inflows of forecign investment was long con-
cerned mainly with levels of foreign ownership.
In sectors from which foreign investors were
not excluded, the principal vehicle for conserv-
ing national control was the issue of shares in
different categories, those conferring complete
corporate rights on sharecholders cither being
restricted to nationals or, in the case of those
also available to foreigners, being limited to less
than 50 per cent of the total. As a result of a
liberalization of forecign investment in 1989
therc was a relaxation of restrictions on foreign
ownership, which was henceforth permitted up
to a level of 100 per cent in some three quarters
of 754 sectors. Repatriation of capital could
be carried out freely, and there were no ex-
change control regulations designed to segre-
gate current from capital transactions.

6. Policy responses in some
developing countries to recent
increases in capital inflows

At the beginning of the 1990s legal re-
gimes for foreign portfolio investment in devel-

oping countries typically reflected principally
longer-term objectives of the kind exemplified
in the previous subsection. But as some coun-
tries in South and South-East Asia and in Latin
America are increasingly incorporated into the
global network of financial markets, they have
experienced sharp increases in capital inflows,
with the result that there have been shifts in the
focus of concern among policy makers. On the
scale recently witnessed such capital inflows
can exercise significant upward pressure on the
recipient country’s exchange rate, with poten-
tially unfavourable consequences for its
competitiveness and ability to attract foreign
direct investment in sectors producing tradable
goods and services. The monetary authority
may take offsetting action through purchases
of foreign currency. But this will generally be
accompanied either by a rise in the money
supply or, if this is unwanted, by an increase in
government debt, which will have an adverse
impact on the country’s fiscal balance to the
extent that the interest payments on such debt
exceed interest receipts on the additional for-
eign reserves. Moreover, policy makers are
only too aware that to the extent that the cap-
ital inflows are in volatile forms, they are easily
subject to reversal, which can substantially
complicate macroeconomic management and
at worst threaten economic stability.2V?

As a result, several of the recipient coun-
tries have had recourse to measures to restrict
inllows, which have included various degrees
of direct control as well as changes in incen-
tives. For example, minimum conditions have
been laid down for external bond and equity
issues (Chile); limits have been placed on
banks” liabilities in foreign currencics (Mexico)
or on their short-term obligations to non-
residents (Indonesia); and a qucuing system has
been implemented to slow external borrowing
by private firms (Indonesia). Actions to reduce
the profitability of foreign borrowing have
comprised the imposition of special reserve re-
quircments on almost all capital inflows
(Chile); reductions in the availability, and in-
creases in the cost, of swap facilities at the
central bank (Chile, Indonesia); restriction to
assets with a relatively low return of the posi-
tions which banks can finance with liabilities
denominated in foreign currencies (Mexico),
and the levying of a stamp tax on foreign cred-
its (Chile). Financial outflows have been en-
couraged through the relaxation of restrictions
on foreign investment by individuals and insti-
tutions such as pension funds, and on capital
repatriation by foreign firms (Chile, Thailand).

217 This and the following paragraph summarize the more extensive discussion in TDR 1992, Part Two, annex Il, and
TDR 1993, Part One, chap. 111, sect. D, and Part Two, chap. Ill, sect. C.4. They also draw on S. Schadler, M.
Carkovic, A. Bennett and R. Kahn, "Recent experiences with surges in «capital inflows”, JMFE Occasional Paper 108

(Washington, D.C.: IMF, December 1993), chap. 1V.
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Moreover, risks to foreign lenders and portfolio
investors have been increased by a widening of
the bands within which exchange rates are per-
mitted to fluctuate (Chile, Mexico).

These measures are unlikely to presage
an end to the long-term trend among develop-
ing countries towards greater financial
openness instanced in the previous subsection.
This trend reflects in most of these countries
the results of a basic reassessment of policy in
this area. Moreoever, it could be reinforced by
new international agreements, such as that
eventually reached at the Uruguay Round ne-
gotiations on financial services?® or those re-

sulting from a possible extension of NAFTA to
other countries in Latin America.?!® But the
counterpart of greater openness is likely to be
frequent recourse to measures designed to re-
strain capital inflows - and not just, as in the
past, to check capital outflows - when this is
seen to be necessary for macroeconomic man-
agement or to avoid a loss of international
competitiveness. In taking such measures de-
veloping countries would be following
precedents set by OECD countries during the
last 30 years as they progressively liberalized
their regimes for international capital flows (see
sections B.2 and C.3 above).

D. Some proposals concerning international capital

1. Recent experience and the climate
of debate

The intensity of discussion concerning
policy towards international capital movements
tends to vary with the most recent experience
of the size of the movements themselves, typi-
cally being greatest in the aftermath of periods
of international monetary turbulence. For in-
stance, there have been the sharpcned aware-
ness in some developing countries of the
problems which can be caused by such move-
ments, and the resulting policy responses that
were described in section C.6. There has also
been a revival of debate about international
action. This is associated more with the con-
tinuing volatility in the markets for OECD
currencies, especially those of EU countries, a
phenomenon which is none the less also im-
portant to developing countries for various
reasons. Macroeconomic policy responses to
international capital movements on the part of
OECD countries have repercussions for devel-
oping ones. Moreover, as the global network
of financial markets expands, any interna-
tionally agreed measures to deal with capital

movements

movements will be effective only if they also
include some developing countries in their
scope.

The debate about control has been ac-
companied by few ripples in the overall trend
of policy in OECD countries which, as de-
scribed in sections C.3 and C.4, is still in the
direction of liberalization. In the EU the mon-
etary turmoil in the autumn of 1992 did lead to
the temporary imposition of controls by Spain.
These initially (on 24 September) took the form
of the introduction of compensatory one-year,
non-interest-bearing deposits at the Bank of
Spain against increments in open positions in
foreign currencies and in peseta-denominated
lending to non-residents, and of a rise to 100
per cent In the reserve-requircment ratio for
increases in the peseta-denominated liabilities
of resident financial institutions vis-a-vis their
branches, subsidiaries or parent companies
abroad. These measures were revoked shortly
thereafter (on 5 October) and replaced by the
imposition of compulsory non-interest-bearing
deposits against increases in peseta lending to
non-residents through foreign exchange swaps.
Elsewhere in the EU there was a tightening of
the administration of the existing controls on

218 That part of these negotiations involving agreement by countries on their commitments with regard to their markets
in financial services has not yet been completed and is currenty scheduled to end in 199S5.

219 The provisions of NAFTA include the progressive removal of restrictions on market access for foreign financial in-
stitutions. Subject to limited qualifications, they also eliminate restrictions on capital transfers (thus going beyond
obligations under IMF article VIII). While the latter provisions do not involve additional obligations for Mexico, the
former will lead to an opening up of the country’s financial sector. But for possible future members of an extended
NAFTA analogous provisions might require liberalization of their existing regimes in both areas.




capital movements in Ireland and Portugal.
However, the Spanish controls were abolished
on 24 November, and remaining exchange
controls in Ireland and Portugal were removed
in December.

Another period of speculative pressures
in the currency markets during the summer of
1993 led to a decision by EU finance ministers
to increase the bands for currency fluctuations
in the Exchange Rate Mechanism (ERM) to
plus or minus 15 per cent around the central
rate. (Implicit 1n this decision was rejection of
recourse to measures controlling capital move-
ments more directly.) However, the countries
still belonging to the ERM have made at most
limited use of the greater freedom for monetary
policy provided by the widened bands and ap-
pear to be continuing to treat Germany as the
point of reference in this regard.?2® Moreover,
the provisions of the Maastricht Treaty con-
cerning both capital movements and monetary
union remain in place.

Recent dcbate has been concerned both
with the narrower issue of the regime for ex-
change rates within the EU during the interim
before monetary union and with arrangements
that would reduce thc effects of speculative
pressures on the currencies of other OECD
countries. While monetary union itself would
serve the purpose of eliminating problems due
to the volatility of the relative exchange rates
of participant countries’ currencies, whether
transition to 1t can be successfully managed
without mecasures designed to control capital
movements directly remains open to question.
For the OECD as a whole, not to mention
non-OECD countries, monetary union is not a
feasible solution to problems caused by inter-
national capital movements. Some of the pol-
icy options discussed 1n this context would
entail improved policy coordination or policy
convergence. Others (which are the principal
subject of the remainder of this annex) would
involve more direct intervention in the oper-
ations of actors in the currency markets. The
latter proposals reflect belief that the benefits
of considerable freedom for capital movements
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overall can be maintained in a system where the
disincentives to speculation are increased.

2.  Monetary union

Countries can avoid the problems caused
by international capital markets by forming a
monetary union, thus fixing their mutual ex-
change rates for good. As already indicated,
this is the solution to which the EU remains
committed under the Maastricht Treaty, al-
though the recent monetary turbulence is likely
to push back the timetable for its implementa-
tion?2! The establishment of the union will not
eliminate capital movements among its member
countries, but thereafter unfavourable conse-
quences will have to be handled by mcans of
policy instruments analogous to those available
to national Governments for offsetting the un-
desired effects of monetary movements between
the constituent regions of their countries. The
single currency of the monetary union can be
expected to become one of the world’s major
currencies, and the union will incorporate a
number of major financial centres. Thus, peri-
odic pressures on the single currency are likely
as a result of capital movements between the
union and third countries. As noted in section
C.4, this possibility is acknowledged in the text
of the Maastricht Treaty, which provides that
safeguard measures (of a rather limited charac-
ter) may be taken in circumstances wherc such
capital movements arc a sourcc of serious diffi-
cultics for the operation of the union. This
possibility also means that measures to restrain
international capital movements will still be of
interest to policy makers in EU countries of an
eventual monetary union after it is in place.

As also described in section C.4, during
the transition to monctary union the
Maastricht Treaty provides member countries
of the EU with rather greater latitude for action
to deal with disruptive capital movements. But
it 1s questionable whether the criteria of eco-

220 As Sir Leon Brittan, EU Trade Commissioner, put it ("A Europe that deserves support”, Financial Times, 29 March

22

1994), “Far from exploiling their monetary freedom after the crisis, most EU countries have followed fiscal and
monetary policies consistent with the approach laid down in Maastricht. not used the greates
freedom given to them by the wider band in the revised ERM". Comparison of figures [or the average values of ERM
currencies in terms of the Deutsche mark during periods before and after the widening of currency bands at the
beginning of August 1993 are instructive as to the effects ol these sell-imposed limitatons. On average between the
periods January-July 1993 and August 1993-January 1994 the French franc depreciated 2.4 per cent and the Belgian
and Luxembourg franc 3.1 per cent, while the Netherlands guilder actually appreciated 0.1 per cent. The Irish pound
was devalued within ERM in January 1993, and on average between I'ebruary-July 1993 and August 1993-January
1994 it depreciated 1.8 per cent. The Spanish peseta and the Portuguese escudo were devalued in the ERM in May
1993, and on average between June-July 1993 and August 1993-January 1994 depreciated 4.8 per cent and 6.1 per
cent, respectively. (The series for ERM exchange rates are from Deutsche Bundesbank, Monthly Report, February
1994, p. 92).

Under article 109j of the Maastricht Treaty a decision on the establishment of monetary union may be taken as early
as the end of 1996. The latest date envisaged for its establishment is the beginning of 1999.

In fact they have
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nomic convergence, which must be met if
countries are to qualify as members of the un-
ion, can be attained in the face of destabilizing
capital movements through sole recourse to the
traditional instruments of macroeconomic pol-
icy. Three of the convergence criteria relate to
the stability of exchange rates, the permissible
deviation of interest rates from a benchmark,
and the avoidance of excessive government
deficits.222 The condition for qualification re-
garding exchange rates is that a country must
have respected the normal fluctuations margins
of the ERM (i.e. those of plus or minus 2.25
per cent around central rates) without severe
tensions for at least two years. Moreover, it
must not have lowered its bilateral central rate
against any other EU member country’s cur-
rency on its own initiative during the same pe-
riod. As to interest rates, the condition is that
a country must have had an average nominal
long-term rate not exceeding by more than two
percentage points that of, at most, the three
member countries of the EU with the best per-
formance in terms of price stability. Regarding
government deficits there are two conditions
(subject to certain qualifications); firstly, that
the ratio of the planned or actual government
deficit to GDP at market prices should not ex-
ceed 3 per cent and, secondly, that the ratio of
government debt to GDP at market prices
should not exceed 60 per cent,223

In the event of severe downward pressure
on its exchange rate these convergence criteria
may present a member country with policy di-
lemmas. [ts currency must be kept within the
normal fluctuation margins, and a reduction of
the central rate i1s excluded. However, raising
short-term interest rates, a traditional policy
response in such a situation, may result in fail-
ure to meet the exchange-rate convergence cri-
terion if this step also leads to a sufficiently
large rise in long-term interest rates. Morcover,
the rise in interest rates, through the resulting
increase in the government’s debt service obli-
gations and the deterioration in its fiscal bal-
ance due to deflation, may also threaten the
country’s ability to meet the convergence crite-
rion regarding excessive deficits. On the other
hand, repeated or extended recourse to article
1091 of the Maastricht Treaty, which during the
transition to monetary union allows for action
limited in scope and time to safeguard a coun-
try’s external payments position, might well be

considered a failure to avoid severe exchange
rate tensions and thus also to be contrary to
the convergence criterion for the exchange rate.
Thus, success in the qualification process for
membership of the monetary union might be
possible only if a country were permanently to
maintain measures to restrain speculative capi-
tal movements during the transition. At a
minimum such success could well be facilitated
by measures of this kind.

3. Macroeconomic policies

Two much discussed approaches to re-
ducing speculative international capital move-
ments and the resulting disorder in currency
markets rely largely on macroeconomic poli-
cies. One approach, which has been espoused
by the UNCTAD secretariat, would achieve
this objective as one consequence of policies
designed to achieve better management of
global macroeconomic interdependence.?24
These policies would aim not only at reducing
the volatility of exchange and interest rates but
also at achieving a sustainable pattern among
countries of external payments positions and
the avoidance of inflationary or deflationary
bias in the combined impact of policy stances.
This approach would entail a commitment by
Governments to defend a publicly announced
pattern of exchange rates which had been
internationally agreed and which was compat-
ible with high levels of activity and employ-
ment, together with strengthened multilateral
surveillance of the policies of major OECD
countries with the objective of ensuring their
consistency with the targets set for major
macroeconomic variables. The macroeconomic
policics would be reinforced by tax and
prudential measures intended to exert their in-
fluence at the level of transactions and the
management of financial institutions (such as
those discussed in the next section). This ap-
proach would entail more binding policy com-
mitments and tighter surveillance than the
series of agreements and declarations concern-
ing policy coordination made by the major in-
dustrial countries in 1985-1987.2%5 [t would
also require that more account be taken of the
effects of policies on countries other than the
major industrial ones, including developing
ones.

222 See article 109j and also Protocol on the Convergence Criteria referred to in article 109j of the Treaty Establishing

the European Community.

223 Article 104c¢ and Protocol on the Excessive Deficit Procedure.
224 See TDR 1990, Part Two, chap. I, sect. D, and the relevant section of the Overview.

225 These included the Plaza Accord of September 1985, the Tokyo Economic Declaration of May 1986, the Louvre
Accord of February 1987, and the Venice Economic Declaration of June 1987.




Another approach, recently articulated in
studies of international macroeconomic devel-
opments by IMF and OECD,2% would seek to
attain currency stability primarily through con-
vergence of macroeconomic policies and eco-
nomic performance in major OECD countries.
The advantage of this approach, according to
its proponents, is that it does not require the
extensive policy coordination which recent ex-
perience shows to be a difficult goal to achieve.
Proponents of this second approach are prima-
rily concerned with setting targets for price
stability and fiscal deficits. As indicated in the
previous subsection, thinking along these lines
underlies the convergence criteria under the
Maastricht Treaty, which EU countries must
meet if they are to qualify for membership of
the monetary union. The discussion in that
subsection shed some doubt on whether at-
tempts to achieve such convergence solely
through reliance on the traditional instruments
of macroeconomic policy are likely to succeed.
Moreover, it is difficult to conceive extending
to the United States, Japan and Canada agree-
ment on convergence targets similar to those in
the Maastricht Treaty. Especially in conditions
such as the currently prevailing ones of contin-
uing stagnation or low economic growth in the
OECD area, efforts to attain convergence tar-
gets that emphasize low inflation and fiscal
equilibrium can be expected to be a source of
global deflationary pressure.

As mentioned earlier, the microeconomic
measures for curbing currency speculation
which are the subject of the remainder of this
annex were proposed in outline by the
UNCTAD secretariat in TDR 7990 as the
complement of the macroeconomic policies
contained in its proposed package for better
management of global interdependence.
Consideration of the microeconomic measures
in 1solation should not be taken to imply that
effects which they might have on speculation

would not be greatly strengthened by
appropriate macroeconomic action. Nor
should 1t be assumed that international
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agreement on the transactions-tax component
of these measures would necessarily be easier
to achieve than on the macroeconomic
constituents of the proposed package, though
with respect to the regulations concerning
banks” exposure to foreign exchange risk, as is

discussed below, progress towards such
agreement has already been made. However,
as noted in section A above, much less

attention has been paid to such microeconomic
measures in debate concerning global monetary
stability. Moreover, it can be argued that they
would contribute to such stability under
regimes for global macroeconomic policies
different from that envisaged in the proposed
UNCTAD package.

4. A tax on foreign exchange
transactions

The proposal for a tax on foreign ex-
change transactions seems to draw its original
inspiration from Keynes, who suggested that
the relatively lesser importance of speculative
transactions in stocks in London than New
York was due to the greater costs in the former,
made up of the jobber’s “turn”, high brokerage
charges, and a heavy transfer tax. In this vein
he went on to suggest that 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 speculation over enterprise in
the United States”.227 Since the late 1970s there
has been a revival of interest in such a tax on
transactions not only in stocks but also in for-
eign exchange.?2 Howcver, the detailed dis-
cussion has been concerned mainly with the
version for stocks.

The underlying motivation for a tax on
foreign exchange transactions is the same as in
Keynes’s proposal, namely reduction of incen-
tives to speculation. Proponents also believe
that if the profitability of currency trading were

226 See, for example, IMF, "World Economic Outlook Interim Assessment January 1993", World Economic and Financial
Surveys (Washington, D.C.: IMF, 1993), pp. 19-27, and OECD Economic Outlook, No. 53 (Paris: OECD, June 1993),

pp- 31-36.

227 J.M. Keynes, The General Theory of Employment, Interest and Money (London: Macmillan, 1960), p. 160.

228 A tax on transactions in stocks is discussed in a series of articles in Journal of Financial Services Research, No. 3,
1989: R. Roll, "Price volatility, international market links, and their implications for regulatory policies”, especially
pp- 233-234; S.A. Ross, "Commentary: using tax policy to curb speculative short-term trading”; J.E. Stiglitz, "Using
tax policy to curb speculative short-term trading”; and L.H. Summers and V.P. Summers, "When financial markets
work too well: a cautious case for a securities transactions tax” (pp. 275-285 of which deal fairly extensively with
problems of implementing such a tax in practice). Without going into much detail James Tobin proposed a tax on
foreign exchange transactions in his paper, "A proposal for international monetary reform”, The Eastern Economic
Journal, July/October 1978, pp. 155-159. See also D. Felix, "Suggestions for international collaboration to reduce
destabilizing effects of international capital mobility on the developing countries” in International Monetary and
Financial Issues for the [990s. Research Papers for the Group of Twenty-Four, Vol. lIl (UNCTAD/GID,;G24,3),
New York, pp. 56-58, which is primarily concerned with the benefits of a foreign exchange transactions tax for

developing countries.
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reduced by such a tax, the activity would be the
focus of less innovativeness as to new tech-
niques and contracts (innovativeness which,
they argue, 1s of limited benefit to society as a
whole as opposed to the financial sector) and
would attract fewer well qualified people.2?® In
the absence of experience as to the effectiveness
of a transactions tax in restraining speculation
in the markets for widely used currencies of
OECD countries (in contrast to those of certain
developing ones), the attention paid to the
proposal is due to the lack of plausible alterna-
tive solutions to this problem which are not of
an emergency character (once the reimposition
of direct controls over capital movements is
excluded).23 However, even if adoption of the
proposal led to a dampening of speculation,
occasional periods of serious turbulence in cur-
rency markets could still be expected to occur,
during which a transactions tax at the rate en-
visaged would not be effective in offsetting the
short-term profits for traders successfully call-
ing large movements in exchange rates.23! Dur-
ing such periods recourse to more draconian
measures would often continue to be necessary.

There are several problems regarding the
design and implementation of a foreign ex-
change transactions tax. Perhaps most impor-
tantly, the tax would require agreement to
impose it among all countries with significant
financial centres, if foreign exchange business
were not to be transferred to those where the
tax did not apply.22 Thus, the agreement
would have to cover not only OECD countries
but also offshore financial centres. Moreover,
as new financial centres emerge in developing
countries, these too would have to be brought
on board.

A second problem is which agents and
transactions should be subject to the tax. With
regard to the coverage of agents it can be ar-
gued that a tax applying to banks as well as to

non-financial actors in the currency markets
would not only “throw sand in the wheels of
speculation” but also increase the costs to
banks of operations necessary to the provision
of a service required for the non-financial,
non-speculative business of international trade
and investment. Typically, banks undertake a
number of other foreign exchange transactions
among themselves for every one with a non-
financial customer as part of the process of
laying off the risks of assuming an open posi-
tion and of price discovery.233 As to the cover-
age of transactions, the situation is complicated
by the variety of different instruments available
to economic actors for taking positions which
involve current and future receipts and pay-
ments of foreign exchange.

Concerning arguments over the imposi-
tion of a foreign exchange transactions tax on
banks various points should be considered. In
the first place, the fact that banks do provide
the foreign exchange service for international
business is not a decisive argument in itself
against subjecting them to a transactions tax.
There is no a priori reason why any economic
activity should be exempt from taxation in all
circumstances, and postwar tariff-cutting exer-
cises have greatly lowered taxes on interna-
tional trade. Moreover, while non-banks have
been a major source of speculative pressures in
currency markets, banks also often assume
open positions in these markets and their for-
eign exchange trading can be an important
source of profits (and of losses). Nevertheless,
there are other proposals for reducing {oreign
exchange speculation by banks, that are less
open to the objection that they raise the costs
of services required by non-financial activities.
Such measures involve regulations regarding
banks” operations and the management of their
balance sheets, and are discussed in the next
subsection. If banks were exempted from the
transactions tax and subjected to some alter-

229 This point is made for financial markets more generally by James Tobin in his Fred Hirsch Memorial Lecture, “On
the efficiency of the financial system”, L/oyds Bank Review, No. 153, July 1984, pp. 14-15.

230 As two commentators on recent currency disorder in the EU put it, “These measures have disadvantages ... But it is
not enough for critics to point to their disadvantages. They must offer an alternative. And they must show that their
alternative is feasible ...” (B. Eichengreen and C. Wyplosz, "The unstable EMS", Brookings Papers on Economic

Activity, No. 1, 1993, p. 121).

231 If transactions in such cases were undertaken in the expectation of profiting from a movement in exchange rates over
the period of a month, for example, translation of the expected rate of profit to an annual basis would involve multi-
plication of the monthly figure by 12. Such a figure explains the exceptionally high interest rates, sometimes of several
hundred per cent per annum, often used to defend currencies during exchange crises. Estimating the effect of the tax
on the profitability of each such transaction would also require multiplication of the tax rate by 12. However, even
so, a uniform tax of 1 per cent of the value of transactions (Tobin’s proposal) would usually offset only part of the
expected movements in currency prices in the sort of situation discussed here.

232 An analogous argument has proved a telling political weapon in the hands of opponents of a transactions tax applying
to the Chicago markets for commodity futures and other derivative contracts. See D. Greising and L. Morse, Brokers,
Bagmen and Moles. Fraud and Corruption in the Chicago Futures Markets (New York, etc.: John Wiley and Sons,

1991), pp. 65-66 and 141.

233 "Price discovery” refers to the process whereby the prices of foreign exchange {or of other contracts in the markets for
financial instruments and commodities) transmit information concerning the current consensus of opinion as to the

relative strengths of supply and demand.
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native regime, it would be necessary to define
the institutions to which this exemption would
apply, a matter which takes on particular im-
portance at a time when the distinction be-
tween banks in the traditional sense and other
institutions providing various financial services
i1s becoming less clear-cut. A solution to this
problem would be to limit the number of insti-
tutions permitted under their charter to partic-
ipate in the interbank market in foreign
exchange, and to grant exemption from the tax
only to institutions having such permission.

As to the question of the transactions to
which the tax should apply, these should in-
clude not only spot and forward transactions
and foreign exchange swaps (which combine
the two) but also other contracts involving the
obligation or right to exchange currencies at a
future date. Thus, the tax should cover spot
transactions, outright forwards, foreign ex-
change swaps, futures and options.2# Each of
the first four of these categories of transaction
1s obviously capable of moving spot or forward
exchange rates. But it might be argued that
trading foreign exchange options does not exert
direct pressure in the currency markets, since
the contracts in question only confer the right
to buy or sell currencies at a pre-set exchange
rate. However, if options were not covered by
the tax, they could increasingly be used as a
vehicle through which traders could put them-
selves In a position to make large speculative

purchases and sales of currencies capable of
causing significant movements of exchange
rates.2% Such considerations seem to argue for
inclusion of options, when exercised, in the
scope of the tax.

As already noted, positions in foreign ex-
change can be taken via several different finan-
cial instruments. However, even in the case of
some not covered in the previous paragraph,
the transactions which the instruments entail
often require the exchange of currencies and
would thus not escape the tax. For example,
Cross-currency swaps or cross-currency interest
rate swaps2% involve the swapping by two par-
ties of streams of payments tn different curren-
cies. So long as such payments are not subject
to complete netting (see footnote 238 below),
each involves an exchange of currencies and
would be covered by the tax. But coverage
would not necessarily apply to all the instru-
ments which can serve as vehicles for taking
positions in foreign currencies. For example,
back-to-back and parallel loans?’ have long
been used by companies to get round imped-
iments to their access to a currency or regu-
lations increasing its cost. Under such
arrangements one company lends its country’s
currency either to another company or to an-
other company’s subsidiary in return for an
offsetting loan in the borrower’s currency for
itself or one of its own subsidiaries. Such
transactions do not require an exchange of

234 In a spot transaction in foreign exchange the two partics agree to exchange two currencies within two business days.
Forward transactions are of two kinds: outright forwards and swaps. An outright forward transaction involves an
agrecment by two parties to exchange two currencics more than two business days hence, Maturities can vary from
a few days to several months (or even, much less frequently, to more than a year). Foreign exchange swaps have two
separate legs, onc consisting of the sale or purchase of a foreign currency and the other of a repurchase or resale of
the currency at a future date (thus reversing the first leg). The initial leg is usually a spot sale or purchase but can
also refer to a future date, in which case the transaction is called a forward forward. Many outright forwards involve
non-financial customers on one side of the transaction, while swap transactions take place mainly between banks.
The two legs of a swap are part of a single agreement and are priced accordingly, transaction costs being lower than
for the corresponding spot and forward purchases or sales undertaken separately. (Other categories of swap, some
of them relevant in the context of the proposal for a tax on foreign exchange transactions, are described below.)
Futures are exchange-traded contracts specifying delivery of currencies at a specified price at a future date. Both the
amounts in the contract and the delivery dates are standardized. Options are contracts giving thc purchaser the right
(but without any obligation) to buy or sell a certain amount of currency in the future at a pre-set exchange rate.
Options may be exchange-traded, in which case the contracts are standardized (as for futures); or they may be sold
over-the-counter, in which case contracts can be customized. According to a recent survey of the Bank for Interna-
tional Setuements (Central Bank Survey of Foreign Exchange Market Activity in April 1992 (Basle, March 1993), table
V), spot transactions accounted for 47-49 per cent of activity in the foreign exchange market (the share varying
according to the basis of measurement), outright forwards for 6-7 per cent, swaps for 39-40 per cent, futures for 1 per
cent, and options for 4-6 per cent.

235 It is of some interest in this context that historically commodity options trading was on occasion accused of disrupting
spot and futures markets in the same underlying product. This concern resulted in a ban on trading in several com-
modity options under the Commodity Exchange Act of 1936 in the United States. See, for example, the brief account
in R.J. Teweles, C.V. Harlow and H.L. Stone, The Commodity Futures Game. Who Wins? Who Loses? Why? (New
York, etc.: McGraw-Hill Book Company, 1974), pp. 228-229.

236 Terminology is not uniform with regard to different categories of swap transaction. Cross-currency swaps sometimes
refer to agreements to exchange two currencies al the current exchange rate and to reverse the transaction at a future
date. But sometimes the term is also used in the case of transactions involving the swapping of the interest payments
as well as the principal of loans denominated in different currencies. The latter transactions are also denoted as
cross-currency interest rate swaps.

237 Back-to-back and paraliel loans were used, for example, by British and United States companies before 1979 to enable

the former to avoid purchasing dollars for the financing of their United States subsidiaries at the less favourable ex-
change rate prevailing in the market for investment currency under the exchange controls of the United Kingdom.
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currencies. However, they do not seem espe-
cially well suited to short-term speculation, in
part because the agreements frequently contain
topping-up clauses under which one party
compensates the other for the effects of
unfavourable movements in the exchange rate
for the two currencies during the period of the
loan.

The examples given here are far from ex-
haustive, and in the event that a tax on foreign
exchange transactions were imposed, new in-
struments or contracts would be likely to be
devised or existing ones to be adjusted with the
objective of evading the tax or reducing the
amounts paid. It would be difficult to design
the tax in such a way that it contained safe-
guards against all such eventualities. A more
reasonable approach would be to accept the
need for alteration in the design of the tax if the
new or adjusted instruments seriously threat-
ened its effectiveness.

Other problems, which are beyond the
scope of this the present discussion, relate to
the modalities of the tax. For example, the de-
sign of the tax would need to take account of
several features of interbank transactions if
these were to be subject to it. (Indeed, the re-
sulting complications constitute a further argu-
ment for exempting interbank transactions in
foreign exchange from the tax.) Moreover, the
modalities must include the valuation of differ-
ent categories of transaction involving commit-
ments to currency exchanges in the future as
opposed to currently, and the timing of its
payment in such cases - whether, for example,
the payment of the tax should take place at the
initial entry into the commitment or at matu-
rity.  Another question under this heading
would be the treatment under the tax of netting
arrangements which could be used to reduce
the amount of currencies actually exchanged in
the case of some transactions.23

5. Bank regulation and currency
trading

One alternative to a foreign exchange
transactions tax as a means of reducing banks’

participation in currency speculation would be
the requirement to make non-interest-bearing
deposits corresponding to increases in open
positions in foreign exchange. Such a measure
(as noted in subsection 1), was deployed by the
Spanish Government in the autumn of 1992.
Since it applies to balance sheet positions, it
can be imposed in such a way as to serve as a
tax on speculation without being open to the
objection that, through its incidence on indi-
vidual interbank transactions, it raises banks’
costs of providing a foreign exchange service
for international trade and long-term interna-
tional investment.

Another approach would be to impose
capital charges on banks’ open positions in
foreign exchange. As in the case of the trans-
actions tax, international agreement would be
necessary on the adoption of the measure by
all countries with significant banking centres,
so as to avoid the danger that foreign exchange
business would move to countrics where the
regulations did not apply. This approach has
the advantage of relying on regulations analo-
gous to those already proposed as part of the
current initiative of the Basle Committee on
Banking Supervision?¥® concerning standards
for the supervision of banks” market risks in-
cluding those due to their positions in foreign
exchange.2® Although this initiative is more
narrowly directed at objectives regarding the
prudential supervision of banks, it would none
the less cover the very transactions through
which banks can engage in currency specu-
lation.

The regulation of banks" foreign ex-
change exposure in the major OECD countries
is far from uniform. The specification of the
contents of such regulation in banking law is
much more detailed in some of these countries
than in others. However, even 1n the latter the
supervisory authorities can gencrally be ex-
pected to subject banks” management of their
foreign exchange exposure to careful scrutiny,
whilst in the former supervision in practice may
also include matters not expressly mentioned in
the relevant legislation. This variation is illus-
trated in a recent survey of banking regulation
in seven OECD countries,?! which shows that
in four of them (Germany, France, United

238 Under such arrangements payments between parties are made only of sums due after a mutual offsetting of obligations.

239 The Basle Committee on Banking Supervision (originally named the Basle Committee on Banking Regulation and
Supervisory Practices) was established in the mid-1970s to improve standards of supervision for international banks.
Its member countries are Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, Netherlands, Sweden,
Switzerland, United Kingdom and United States. The work of the Committee between its inception and mid-1992 is
surveyed in Andrew Cornford, "The role of the Basle Committee on Banking Supervision in the regulation of inter-
national banking”, UNCTAD Discussion Paper No. 68 (September 1993).

240 The guidelines under discussion are set out in the paper, “The supervisory treatment of market risks. Consultative
proposal by the Basle Committee on Banking Supervision” (Basle, April 1993).

241 I. Swary and B. Topf, Global Financial Deregulation.

Commercial Banking at the Crossroads (Cambridge,
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Kingdom and Japan), for example, explicit
provisions of regulations as to foreign exchange
exposure emphasize levels of capital required in
relation to open positions, while in another
(Canada) they specify the minimum ratio of li-
abilities to assets in terms of the national cur-
rency for the subsidiaries of foreign banks.

Formal regulations concerning foreign
exchange exposure are frequently of a fairly
aggregate character. Within the limits laid
down therein banks may thus be permitted to
assume substantial net open positions for dif-
ferent currencies or for different maturities in a
given currency. [For example, a small net over-
all open position for a currency is compatible
with much larger net open long and short po-
sitions  for individual current and future
months.242 Thus, a bank with a small net over-
all open position might none the less be sus-
ceptible to signilicant prolits and losscs 1n
response to changes in rclative forward ex-
change rates. Conscquently, many banks adopt
mismatch limits for internal use going beyond
those specificd in their countries’ regulatory re-
gimes.

The initiative of the Basle Committee is
a response to this lack of uniformity. As in
other areas of its work, the Committee’s objec-
tives are the establishment of minimum super-
visory standards both for prudential reasons
and to eliminate the unfair competitive advan-
tages that may accrue to banks subject to laxer
regulatory regimes. The emphasis of the Basle
Committce on capital requircments against po-
sitions involving market risk rather than the
prescription of limits on such positions reflects
its preference for cnabling banks to rctain flex-
ibility in their [inanciai management by giving
them the opportunity to allocate their capital
amongst different activities on the basis of their

113

assessment of profiles of risk and return. In the
Committee’s view this approach also gives
banks’ additional incentives to use hedging
techniques, while providing “a prudent capital
cushion” for possible losses. However, the
Committee supports the use by supervisory
authorities of limits as well as capital require-
ments in banks’ treatment of market risk if they
consider that such additional controls are nec-
essary.

The Basle Committee’s proposal begins
with a specification of methods for measuring
banks” exposure due to different categories of
currency transaction (as well as to transactions
in precious metals, which it regards as closely
related to those in foreign exchange). The ac-
tual capital requirements would be based on
either of two alternative approaches. Under
the first, “the shorthand method”, the require-
ment would be 8 per cent of a net open position
consisting of the greater of the sum of short or
long positions in different currencies plus the
total of each net position (short or long) in
precious metals, regardless of sign.243  Under
the second approach, “the simulation method”,
the capital requirement would be set in rclation
to the worst or near-to-the worst loss which, it
1s estimated according to a simulation based on
the behaviour of exchange rates during some
past period, could result from a bank’s foreign
exchange exposure. The Committee proposes
that the capital requirements should apply as
at the close of each business day.2#

This would still leave banks some leeway
for speculation, and in the aftermath of the re-
cent currency crises more stringent measures
have been proposed. One idea is that the capi-
tal requirements should apply not just at the
end of business days but also continuously
throughout them.2 In view of the difficulty

Massachusetts, etc.: Blackwell Publishers, 1992), which includes country surveys of Canada, France, Germany, Japan,
Switzerland, the United Kingdom and the United States.

242 This would be reflected in a bank’s exchange ladder, a management tool which shows receipts and sales of a currency

for the current and future months resulting from spot and future purchases and sales. Large net open long or short
positions for particular months, resulting from the excess of receipts over outgoings of the currency or vice versa, can
to a significant extent offset each other across different maturities, thus giving a relatively small overall net open po-
sition. Profits and losses in response to movements of exchange rates are calculated by multiplying the net open po-
sition for cach maturity by the appropriate new exchange rate. The detailed arithmetic is discussed, for example, in
J. Walmsley, The Foreign Exchange and Money Markets Guide (New York, etc.: John Wiley and Sons, 1992), pp.
439-442.

243 The same approach to the management of forcign exchange risk is included in the proposed Directive on capital ad-

244

245

equacy for member countries of EU. For the 1992 version of this proposed Directive see “Amended proposal for a
Council Directive on capital adequacy of investment firms and credit institutions” (92/C50.05), reproduced in the
Official Journal of the European Communities, Vol. 35, 25 February 1992.

The Basle Committee draws attention, in the consultative document referred to in footnote 240, to the opportunities

for banks with entities in different time zones to engage in intra-group transactions designed to evade regulations
limiting open positions in foreign exchange at the close of business (para. 24). Such opportunities accentuate the need
for international agreement among countries with financial centres on the application of capital requirements against
open foreign exchange positions. (Examples of the exploitation of such opportunities by a major international bank
are given in R. Dale, The Regulation of International Banking (Cambridge: Woodhead-Faulkner, 1984), appendix
2.)

This proposal is attributed to Javier Alonso, an official of the Bank of Spain, in D. Shirreff, “Can anyone tame the
currency market”, Euromoney, September 1993, p. 60.
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of controlling exposure precisely from moment
to moment this proposal would mean that in
practice banks would need to maintain levels
of capital against their foreign exchange posi-
tions significantly in excess of prescribed
minima,6

Continuously applied capital require-
ments would raise the cost to banks of func-
tioning throughout the business day as market
makers in foreign exchange. Market makers
are willing to buy and sell at quoted prices (a
bid price for buying and an offer or asked price
for selling), if necessary taking net long or short
positions in a currency since orders to buy and
sell are not continuously balancing. This func-
tion is generally credited with contributing to
the smooth functioning of the currency mar-
kets, in particular by reducing the volatility of
prices. If performance of the function were to
become more costly as a result of continuously
applied capital requirements, banks could be
expected to increase their spreads between bid
and offer prices, thus raising the costs of inter-
bank foreign exchange transactions (and by
extension those of providing foreign exchange
services to the non-financial sector). Without
pertinent experience the size of the latter in-
crease 1s difficult to forecast but could be ex-
pected to be small in comparison to that which
would result from the application of a trans-
actions tax to interbank foreign exchange
transactions as well as to those between banks
and non-bank entities.

Other proposals intermediate between
that of the Basle Committee, and continuously
applied capital requirements can also be envis-
aged. For example, banks could assume open
positions within specified limits without be-
coming subject to such requircments. But
agreement would probably be difficult on limits
which provided banks with the desired degree
of flexibility in their foreign exchange oper-
ations while also effectively reducing specu-
lation. Alternatively, it might be argued that
consultations on the Basle Committee’s initi-
ative have their own momentum and would be
greatly complicated by attempts to extend it so
as to become a more stringent restraint on
currency speculation. Then, if after eventual
experience of the application of the Basle
Committee’s initiative in practice such restraint
still seemed necessary, continuously applied
capital requirements might contribute to
achieving it.

6. Proposals and existing regimes

The account in section C pointed to sig-
nificant differences among countries in the ob-
ligations they have wundertaken regarding
freedom of international capital movements.
For developing countries the main regime for
international payments to which the great ma-
jority is subject is that of IMF. As described
in section C.2, IMF’s Articles of Agreement are
concerned primarily with payments for current
transactions, leaving Governments great lati-
tude regarding the regulation of international
capital transactions. Thus, measures such as
those recently taken by developing countries
and described above in section C.6 are not in
conflict with their international obligations,
and this would equally be true of recourse by
such countries to taxes or other measures for
the purpose of restraining capital movements
on a permanent or quasi-permanent basis
rather than as a shorter-term response to ex-
ternal payments pressures.24’

The obligations of OECD countries in
this area are more constraining. The OECD
Code of Liberalization of Capital Movements
i1s incompatible with direct limitation or re-
striction of international capital movements
except in circumstances covered by its pro-
visions for derogations. Nevertheless, the Code
seems compatible with measures designed to
restrain capital transactions by broad, non-
discriminatory increases in costs to those en-
gaging in them. This would appear to be true
of both the transactions tax and the capital re-
quirements against net open foreign exchange
positions for banks described in subsections 4
and 5. But the compatibility of the transactions
tax with the obligations of EU countries under
relevant Directives and the Maastricht Treaty
1s less assured. These obligations permit pro-
tective measures of a short-term nature in re-
sponse to the disruptive effects of international
capital movements in certain circumstances.
But a transactions tax adopted on a more per-
manent basis, even though its incidence was
non-discriminatory, might not be acceptable.
As for capital requirements for banks’ net open
positions in foreign exchange, these are actually
part of the Union’s own programme for the

246 The capital requirements for securities firms in the United States which apply on a continuous basis have this effect.
For example, at the end of 1986 16 such firms reported average net capital 7.3 times larger than minimum legal re-

quirements.

(G. Haberman, "Capital requirements of commercial and investment banks: contrasts in regulation”,

Federal Reserve Bank of New York Quarterly Review, Autumn 1987, p. 6.)
247 Some of this freedom may be lost by Latin American countries which are covered by any eventually expanded version

of NAFTA. See footnote 219 above.
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harmonization of banking regulations in its
member countries. Thus, it seems reasonable
also to assume that any eventual recourse to a
more stringent version of such requirements to

restrain currency speculation would be consist-
ent with obligations under the 1988 Directive
on capital movements and the Maastricht

Treaty.®
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Introduction

The Cartagena Commitment, in its para-
graph 144, requested the Trade and Develop-
ment Board to analyse and assess the outcome
of the Uruguay Round, in particular in areas
of concern to developing countries, and its im-
pact on the international trading system. This
analysis, supported by documentation prepared
by the Secretary-General of UNCTAD, should
also provide the basis for an identification of
the problems and opportunities facing develop-
ing countries and countries in transition to a
market economy in increasing their partic-
ipation in international trade in goods and ser-
vices in the 1990s. This part of the present
Report constitutes an initial contribution to
this assessment. It should be read in conjunc-
tion with the supporting papers, dealing more
fully with particular aspects, which will also be
before the Board at its forty-first session.8 The
assessment 1s initial in the sense that there has
not been sufficient time since the submission
of the final tariff concessions, and of other
concessions, notably in agriculture, for an in-
depth evaluation of their content or their po-
tential impact on trade flows even for the major
trading countries, and the analysis of develop-
ing countries” concessions is only beginning.
Furthermore, the legislative process has not
proceeded far enough in the major trading
countries to enable a detailed analysis to be
made of the possible impact of the changes in
domestic laws and regulations that will be re-
quired to implement the Agreements reached in
the Round.

The Uruguay Round was officially
launched on 20 September 1986 with the
adoption of the Ministerial Declaration on the
Uruguay Round (generally referred to as the
Punta del Este Declaration), but the negotiat-
ing process can be considered to have begun as
far back as in early 1982 in the preparatory
work for the GATT Ministerial Session of No-
vember of that year, which established the work
programme that provided the elements for the
Uruguay Round negotiating agenda. Prior to
its final meeting in Marrakesh, Morocco, the
Trade Negotiations Committee (TNC), set up
at Punta del Este, had met twice at Ministerial
level, at the Mid-term Review at Montreal in
December 1988, and at Brussels in December
1990.

The Trade Negotiations Committee con-
cluded the Uruguay Round in Marrakesh, on
15 April 1994, with the signing of the Final Act
and opening for signature of the- Agreement
Establishing the World Trade Organization
(WTO). Of the 125 countries which formally
participated in the Round, 111 signed the Final
Act and 104 signed the WTO Agreement, in
many cases with the indication that their ac-
ceptance was subject to ratification. Seven
countries were unable to sign the WTO Agree-
ment because of domestic legislative imped-
iments.24® In addition, a number of Decisions
and Declarations were adopted, including (1)
the Marrakesh Declaration containing sched-
ules of concessions on goods; (ii) Decision on
the Establishment of the Preparatory Commit-
tee for the WTO; (iii) Decision on Acceptance
of and Accession to the Agreement Establish-
ing the World Trade Organization; (iv) Deci-
sion on Trade and Environment; (v) Decision
on Trade in Services and the Environment; (vi)
Declaration on the Relationship of the World
Trade Organization with the International
Monetary Fund; and (vii) Decision on Organ-
1izational and Financial Consequences flowing
from Implementation of the Agreement Estab-
lishing the World Trade Organization (see box
4). The WTO Preparatory Committee will ad-
dress, among other matters, administrative
procedural and legal issues to ensure the effec-
tive entry into force of the WTO Agreement, if
possible as early as 1 January 1995.

The successful conclusion of the Uruguay
Round should result in a substantial strength-
ening of the multilateral trading system, essen-
tially by: (1) providing much more detailed rules
to govern the application of a variety of trade
policy measures, particularly those where weak
or unclear disciplines had consistently been a
source of trade tensions and the subject of trade
disputes; (i1) devising new multilateral trade
rules to cover intellectual property and trade in
services; (iil) achieving a substantial degree of
tariff hberalization so as to maintain the mo-
mentum towards ever freer multilateral trade;
(iv) reducing the discriminatory aspects of re-
gional trade agreements; (v) effectively raising
the multilateral obligations of all countries to

248 Trade and Development Report, 1994: Supporting Papers (UNCTAD/TDR/14/Supplement), United Nations

publication, Sales No. E.94.11.D.28.

249 Australia, Botswana, Burundi, India, Japan, Republic of Korea, United States.
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Box 4

LIST OF AGREEMENTS CONCLUDED AT THE URUGUAY ROUND (MARRAKESH,
15 APRIL 1884) AND OF RELATED DECISIONS AND DECLARATIONS

I, AGREEMENTS

AGREEMENT ESTABLISHING THE WORLD TRADE ORGANIZATION (to which the following
agreements and other texts are annexed).

ANNEX 1
ANNEX 1A: MULTILATERAL AGREEMENTS ON TRADE IN GOODS

General Agreement on Tariffs and Trade 1994

Understanding on the Interpretation of Article 1l:1(b) of the General Agréement on
Tariffs and Trade 1994

Understanding on the Interpretation of Article XVIi of the General Agreement on
Tariffs and Trade 1984

Understanding on Balance-of-Payments Provisions of the General Agreement an
Taritfs and Trade 1994

Understanding on the Inlerpretation of Article XXIV of the General Agreemen! on
Tariffs and Trade 1884

Understanding in Respect of Waivers of Obligations under the General Agreement
on Tariffs and Trade 1894

Understanding on Ihe Interpretation of Article XXVl of the General Agreement on
Tariffs and Trade 1994

Marrakesh Protocol to the General Agreement an Tarifts and Trade 1984

Agreement on Agriculture

Agreement cn the Application of Sanitary and Phylosanijtary Measures

Agreement on Textiles and Clolhing

Agreement on Technical Barriers to Trade

Agreement on Trade-Related Investment Measures

Agreement on Implementation of Article VI of the General Agreement on Tariffs and
Trade 1994

Agreement on Implementation of Article VIl of the General Agreement on Tarills and
Trade 1994

Agreement an Preshipmenl Inspection

Agreement on Rules of Origin

Agreement an Imporl Licensing Procedures

Agreement on Subsidies and Countervailing Measures

Agreement on Safeguards

ANNEX 1B: GENERAL AGREEMENT ON TRADE IN SERVICES

ANNEX 1C: AGREEMENT ON TRADE-RELATED ASPECTS OF INTELLECTUAL
PROPERTY RIGHTS

ANNEX 2: UNDERSTANDING ON RULES AND PROCEDURES GOVERNING THE
THE SETTLEMENT OF DISPUTES

ANNEX 3: TRADE POLICY REVIEW MECHANISM

ANNEX 4: PLURILATERAL TRADE AGREEMENTS

Agreement on Trade in Civil Aircraft
Agreement en Gevernment Procurement
Internalional Dairy Agreement
International Bovine Meat Agreement
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Box 4 (concluded)

. MINISTERIAL DECLARATIONS AND DECISIONS

Decision on Measures in Favour of Leas! Developed Countries
Declaration on the Contribufion of the World Trade Organization to Achieving Grealer
Coherence in Global Economic Policymaking

Decision on Notification Procedures

Declaration on the Relationship of the World Trade Organization with the International

Monetary Fund

Decision on Measures Concerning the Possible Negative Effects of the Reform Programme
on Least Developed and Net Food-Importing Developing Counlries
Decision on Notification of First Integration under Arlicte 2.6 of the Agreement on

Textiles and Clothing

Decisions Relaling 1o the Agreemenl on Technical Barriers 1o Trade
Decision on Proposed Understanding on WTO-ISO Standards Information Sysltem
Decision on Review of the ISO/IEC Intormalion Cenlre Fublication

Decisions and Declaration Relating to the Agreement on Implementation of Article VI of
the General Agreemenl on Tarlffs and Trade 1994

Decision on Anti-Circumvention

Decision an Review of Article 17.6 of the Agreement on Implementation of Arlicle VI
ol the Generat Agreement on Tariffs and Trade 1994

Declaralion on Dispute Setliement Pursuant fo the Agreement on Implemenlation of
Article Vl of the General Agreement on Tariffs and Trade 1994 or Part V of the
Agreement on Subsidies and Countervailing Measures

Decisions Relating to the Agreement on Implementation of Article VIl of the General

Agreement .on Tariffs and Trade 1994

Decision Regarding Cases where Customs Administrations Have Reasons to Doubt
the Truth or Accuracy of the Declared Value
Decision on Texis Relaling to Minimum Values and Imperts by Sole Agents, Sole

Distributers and Sole Concessionaires

Decisions Relating to the General Agreement on Trade In Services

Decision on Institutional Arrangements for the General Agreemen! on Trade

in Services

Decision on Certain Dispute Selllemenl Procedures for the General Agreemeni on

Trade in Services

Decision on Trade in Services and the Environment
Decision on Negolialions on Mavement of Malural Persons

Decisions on Financial Services

Decision on Negotiations on Maritime Transporl Services
Decision on Negoliations on Basic Telecommunications

Decision on Professional Services

Decision on Accession o the Agreement an Government Procurement
Decision on the Application and Review of the Understanding on Rules and Procedures

Goverfiing the Seltlement of Dispules

1], UNDERSTANDING ON COMMITMENTS IN FINANCIAL SERVICES

broadly comparable levels, with differential and
more favourable treatment for developing
countries being delineated in a more specific,
contractual manner; and (vi) linking together
the various agreements concluded within a
formal, institutional framework (i.e. WTO),
subject to an integrated dispute settlement
mechanism. A major result has been that a
range of measures previously viewed as falling
within the scope of domestic policy has been

brought under multilateral discipline, and
linked to the rights and obligations governing
international trade and access to markets.

The detailed elaboration and tightening
of multilateral disciplines, the introduction of
new concepts and detailed criteria for their ap-
plication and the improvement of the dispute
settlement mechanism provide new scope for
action against trade-restrictive measures. This
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can be expected to encourage countries to ini-
tiate litigation to assert and clarify these rights
and obligations. In many cases, such obli-
gations codify current practices, sometimes so
as to legitimize measures that had been the
subject of controversy and might have been
successfully challenged if countries had had
more confidence in the GATT system. Many
of the Agreements negotiated provide technical
solutions to practical problems that have arisen
over recent years, particularly as between the
European Union and the United States; other
solutions reached often represent an alignment
with the existing practices of one or the other
party, and derive from national jurisprudence.

In many cases, such alignment has taken place
on those national provisions which involve a
relatively higher level of discipline; in other
cases, however, it has resulted in obligations of
less stringency than in current practice. How-
ever, certain provisions may still lend them-
selves to abuse by providing openings for
discriminatory measures and trade harassment.
In specific cases, decisions by national authori-
ties are relatively shielded from aspects of the
dispute settlement process. In summary, WTO
members will only be able to derive and maxi-
mize the anticipated benefits from the post-
Uruguay Round system through active
assertion and pursuit of their rights.®




The World Trade Organization

123

Chapter |

THE WC

According to the Punta del Esta Decla-
ration, the Uruguay Round represcented a single
undertaking, in the sense that partial results
limited to certain issues or sectors would not
be an acceptable outcome, the intention being
to prevent the continued neglect of sectors such
as agriculture and textiles in the process of
trade liberalization. Flowever, the possible in-
stitutional outcome was not addressed. The
idea that the Uruguay Round would result in a
new international organization was not fore-
seen in the Punta del Este Declaration; the first
proposals to this ellect emerged in 1990, several
months before the initial date sct for the com-
pletion of the Round. The original proponents
of a new organization, Canada and LEC, pre-
sented it as a mechanism for implementing the
results within a common institutional frame-
work and for imposing more stringent disci-
plines to preclude unilateral trade measures.
The latter aspect, in particular, led to its
endorsement in the final period of the Uruguay
Round by most developing countrics. How-
ever, the United States continued to advocate
an alternative solution, which would not have
entailed the creation of a new institution, until
the very last moment.

The main functions of WTO, as defined
in article I11 of the Agreement, are to facilitate
the implementation, administration and opera-
tion of the Uruguay Round Agreements, and
to provide a forum for negotiations among
members concerning their mutlilateral trade re-
lations. The Agreements in question, which are
administered within a single contractual frame-
work and are subject to an integrated dispute
settlement mechanism, consist of: (a) the Gen-
eral Agreement on Tariffs and Trade 1994250
which includes the present General Agreement,
with its related legal instruments (termed
“GATT 19477, the series of Understandings
reached in the Uruguay Round to interpret se-
veral GATT articles, and the Marrakesh Pro-

tocol to GATT 1994 (i.e. the results of the
tariff negotiations and other concessions on
goods);®! (b) twelve Multilateral Agrecments
on Trade in Goods (MTAs) - annex 1A to the
Final Act; (c) the General Agreement on Trade
in Services (GATS) - annex 1B; (d) the Agree-
ment on Trade-Related Aspects of Intellectual
Property Rights (TRIPs) - annex 1C; (e) the
Understanding on Rules and Procedures Gov-
erning the Settlement of Disputes - annex 2; (f)
an agreement on a Trade Policy Review Mech-
anism - annex 3; and (g) four Plurilateral Trade
Agreements - annex 4, accession to which by a
WTO member is optional. Although the WTO
Agreement (which has been described as a
“mini-charter”) is strictly institutional and pro-
ccdural in character, and has no substantive
rules or principles other than those which are
included in these annexed Agreements, it com-
mits its members to ensure conformity of their
laws, regulations and admunistrative procedures
with the obligations in the Agreements. It also
abolishes the “grandfather rights” of the Proto-
col of Provisional Application which cnabled
countries to maintain mandatory legislation
otherwise inconsistent with their GATT obli-
gations which predated their accession to
GATT.%2 The new Organization, which may
enter into force as carly as 1 January 19995, is
to be guided by the decisions, procedures and
customary practices of GATT. It provides the
framework for the implementation of the re-
sults of negotiations, cither multilateral or
plurilateral, on any issue in the area ol multi-
lateral trade relations, and for the linking of
such agreements to the overall system of
multilateral trade rights and obligations.

The WTO Agreement stipulates that
GATT 1994 and GATT 1947 are two “legally
distinct” agreements, although GATT 1994
consists of the text of GATT 1947 and its legal
instruments, as well as of several Under-
standings on interpretations and modifications

250 Referred to in the Final Act (and hercinafter) as "GATT 1994".
251 E.g. commitments with respect to subsidies on agricultural products.
252 There is one exception: GATT 1994 provides legal cover for the United States "Jones Act’.




124 Trade and Development Report, 1994

of GATT articles and the Marrakesh Protocol
containing schedules of concessions on goods.
There was not sufficient time for participants
in the Uruguay Round to accomplish the deli-
cate legal task of appropriate redrafting of
provisions of GATT 1947 that were superseded
by those of the WTO Agreement. The prag-
matic solution found was to incorporate GATT
1947 by reference, through insertion of an in-
corporation clause in Annex 1A of that Agree-
ment.

The WTO organizational structure, which
is open to all WTO members, consists of a
Ministerial Conference, meeting at lcast once
every two years, and a General Council, meet-
ing as appropriate. The General Council will
also carry out the functions of a Dispute
Settlement Body and a Trade Policy Review
Body. Other bodies include a Council for
Trade in Goods, a Council for Trade in Ser-
vices, and a Council for Trade-Related Aspects
of Intellectual Property Rights (TRIPs). A
Committee on Budget, Finance and Adminis-
tration, a Committec on Trade and Develop-
ment, and a Committee on Balance-of-
Payments Restrictions will be established by
the Ministerial Conference. The Council for
Trade in Goods, the Council for Trade in Ser-
vices, and the Council for TRIPs will establish
their respective rules of procedure subject to
the approval of the General Council, and any
subsidiary bodies they may sct up will establish
their own rules of procedure subject to the ap-
proval of their respective Councils. The Coun-
cil for Trade in Goods will oversce the
functioning of the Multilateral Trade Agree-
ments (MTAs) as set out in Annex |A, while
the Council for Trade in Services will oversee
the functioning of the Gencral Agrcement on
Trade in Services as set out in Annex 1B, and
the Council for TRIPs will oversce the func-
tioning of the Agreement on TRIPs, including
Trade in Counterfeit Goods, as set out in An-
nex 1C.

WTO will cooperate with IMI- and the
World Bank with a view to achieving greater
coherence in global cconomic policy making.
The General Council of WTO will make ar-
rangements with other intergovernmental or-
ganizations that have related responsibilities to
provide for effective cooperation, as well as
with non-governmental organizations for con-
sultation and cooperation on matters related to
those of WTO. There will be a secretariat of
WTO headed by a Director-General.

The WTO Agreement stipulates that “the
contracting parties to GATT 1947 as of the
date of entry into force of this Agreement, and
the European Communities which accept this
Agreement and the Multilateral Trade Agree-
ments” and which have submitted their Sched-
ules of Concessions in goods (annexed to
GATT 1994) and services (annexed to GATS)
“shall become original members of the
WTO".253 There 1s an exemption from that
basic requirement in respect of the least devel-
oped countries, which will only be required to
undertake commitments and concessions to the
extent consistent with their individual develop-
ment, financial and trade needs or their admin-
istrative  and  institutional  capabilities.
Countries that become WTO members will re-
tain their status as contracting parties to
GATT 1947 (and thus bound by the two legally
distinct sets of multilateral obligations) if they
do not withdraw simultaneously from the latter.

The Preparatory Committee for the
WTO, which was established at the Marrakesh
Ministerial Meeting, is mandated to facilitate
maximum possible participation in WTO and
entry into force of the WTO Agreement as
carly as possible in 1995 and to ensure that
WTO and all its bodies are fully operational
from the first day of entry into force of the
Agreement. To this end, the Preparatory
Committee  has  established four  sub-
committees (on Trade and Environment; on
Services, on Budget, Finance and Adminis-
tration, and on Institutional, Procedural and
Legal Matters). Their substantive work began
in June 1994.

The establishment of WTO will introduce
substantial modifications of relevance for the
overall system of rights and obligations in
international trade. Thus, contracting parties
to GATT 1947 wishing to become “original
members” of WTO will be required to accept
all 12 MTAs, incorporated into the Agreement,
without any exceptions or reservations, as well
as to submit their schedules of tariff' conces-
sions and of specific scctoral and subsectoral
concessions with respect to market access and
national treatment for trade in services. This
will lead to a substantial increase in the scope
of obligations for all GATT contracting parties.
However, developing countries, in particular,
will be faced with a dramatic increase in the
level of their obligations as most have emerged
from the Round with a much higher level - in
some cases across-the-board - of tariff bindings,
particularly in agriculture; they have also ac-
cepted new obligations flowing from the revised

253 The European Community is not a contracting party to GATT 1947. Article IX:] of the WTO Agreement states that
“Where the European Communities exercise their right to vote, they shall have a number of votes equal to the number

of their member States”.




Tokyo Round Codes? which previously had
been accepted by a minority of developing
countries only, as well as new obligations with
respect to the broad scope of measures covered
by the General Agreement on Trade in Services
and particularly stringent obligations in the
area of intellectual property rnights.  The
Agrcement will substantially reduce the flexi-
bility which developing countries have enjoyed
under the multilateral trading system with re-
spect to their trade policies and in certain areas
previously considered to fall in the domestic
policy sphere. These obligations are somewhat
mitigated, however, by the provisions on dif-
ferential and more favourable trcatment, which
offer a more substantial degree of flexibility to
the least developed countries in particular.

Various views have been expressed as to
the role that WTO will play in the “new world
order”. Scveral of the Ministerial statements
at Marrakesh portrayed it as finally taking the
place of the stillborn International Trade Or-
ganization (ITO) of the Havana Charter and
constituting the “missing pillar” of the postwar
world economic system - the third "Bretton
Woods” institution.2ss However, in discussions
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in the national legislative context of the impli-
cations of the conversion of GATT into WTO
views have been expressed that that the new
Organization “would not be different in char-
acter from the existing GATT secretariat... nor
1s it expected to be a larger, more costly Or-
ganization”?% and that “the WTO has no more
rcal power than that which existed for the
GATT under the previous agreements” and is
a “mini-charter” rather than the ITO of the
Favana Charter.2s” These differing views na-
turally reflect the particular political context in
which they have been expressed.

The relationship of WTO with the United
Nations system and other international organ-
izations remains to be defined. The General
Assembly, which has been considering for the
last few years issues related to the strengthen-
ing of international organizations in the arca
of multilateral trade, and is expected to pay
special attention to this matter at its forthcom-
ing forty-ninth session,? could be viewed as
the appropriate forum for defining actions
needed to ensure the effective cooperation and
complementary roles of these organizations.®

254 As of May 1994, 15 developing countries were parties to the Agreement on Technical Barriers to Trade; 2 to the
Agreement on Government Procurement; 13 to the Subsidies Code; 11 to the Anti-Dumping Code; 12 to the Customs
Valuation Code; 12 to the Agreement on Import Licensing Procedures; 2 to the Agreement on Trade in Civil Aircraft;
10 to the Arrangement Regarding Bovine Meat and 4 to the International Dairy Arrangement.

255 Address by Peter D. Sutherland, Director-General of GATT, to the World Economic Forum, Davos, Switzerland,
28 lanuary 1994 (News of the Uruguay Round of Multilateral Trade Negotiations (NUR 082), p.6.

256 Submission to Congress by President Clinton, 15 December 1993 (see International Trade Reporter, vol. 10 (22

December 1993), p. 2164).

257 Testimony prepared by Professor John Jackson (University of Michigan) for the hearing of 14 June 1994 of the United
States Senate Committee on Foreign Relations. See also /nternational Trade Reporter, vol. 11 (13 April 1994), p.

596.

258 See General Assembly resolutions 45201, 46.207, 47,184 and 48/54.
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The main achievement of the Uruguay
Round was in effectively addressing those areas
where the absence of international consensus
and workable rules and procedures had given
rise to frequent trade tensions and disputes
which threatened to crode the multilateral sys-
tem. Failure to reach agreement in these areas
would have greatly exacerbated current trade
disputes, almost certainly leading to a situation
of “trade war”, and thus would have scriously
jeopardized the stability of the multilateral
trading system. The most important results in
this context were the Agreements reached on
safeguards, subsidies and countervailing meas-
ures, anti-dumping, agriculture, and textiles and
clothing.

These Agreements reassert, interpret and
expand GATT rules in considerable, cven min-
ute, detail, and often address a serics of techni-
cal issues which have given rise to
misunderstandings and disputes in the past. In
many cases precision has been provided by set-
ting out multilateral disciplines in terms of
economic concepts {e.g. “specificity” for subsi-
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dies and the Aggregate Measure of Support
(AMS) for calculating subsidy commitments on
agriculture). This definition of obligations in
relation to specific economic criteria, often ex-
pressed in precise numerical terms or based on
detailed coefficients and formulae, represents a
major innovation in GATT practice, where
disciplines previously depended upon the inter-
pretation of rules and principles defined in
normative terms (e.g. “equitable share”, “rea-
sonable expectations”). As noted above, the
new approach was particularly useful as a
means of giving precision to disciplines in areas
such as agriculture and subsidies, and in defin-
ing differential and more favourable treatment
for developing countries. However, some of
these agreements also contain special safeguard
clauses, and transitional periods are provided
for to lessen the immediate economic impact.
For example, the special safeguard measures
cstablished in the agreements on agriculture
and on textiles and clothing provide mech-
anisms for shiclding domestic producers from
the need to adjust to import competition for an
extended period.

A. Safeguards

Article X1X 1s one of a number of GATT
provisions which enable countries, subject to
specific requirements, to take trade-restrictive
actions that would otherwise be prohibited to
prevent injury to domestic industries. The ar-
ticle deals with serious injury or the threat
thereof caused by increases in imports arising
from GATT commitments; it does not address
unfair trade practices. The use of article XIX
has been declining as more “safeguard” actions
have been taken without reference to GATT
rules (frequently, in fact, in contravention of
them), or under other GATT provisions di-

rected at “unfair” practices, e.g. article VI. An
important reason for evasion of article XIX has
been the requirement that safeguard action
should comply with the most-favoured-nation
obligation of GATT, which precluded discrimi-
nation among different sources of imports and
thus could result in requests for compensation
or possible retaliatory action by major trading
partners. Another reason, in some countries,
was that higher standards of “injury” had been
set for this action than for action to combat
against allegedly “unfair” practices. The pro-
ponents of “selectivity”, particularly the
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European Community, considered that a sol-
ution would be for article XIX to allow Gov-
ernments to take action in a discriminatory
fashion against imports from particular sources
on the grounds that “injury” was often caused
by the rapid expansion of imports from only
one or a few sources, and that only those par-
ticular imports nced be restrained. The oppo-
sition of a majority of contracting parties,
particularly developing countries, to any de-
parture from the MEN clause led to the failure
to reach agreement on this issue in the Tokyo
Round. These two positions continued to
dominate the negotiations in the Uruguay
Round.

Onc of the alternative means of obtaining
protection against allegedly injurious imports
has becn the negotiation of voluntary export
restraints with individual supplying countries (a
measure which had been legitimized for textiles
and clothing in the Multi-Fibre Arrangement
(MFA) but which spread to many other sec-
tors). The proliferation of thesc so-called “grey
area” measures was regarded as one of the ma-
jor factors undermining the credibility of the
GATT.

For these recasons, agrcement on an ef-
fective and efficient multilateral safeguard sys-
tem for the application of GATT article XIX
was of paramount importance in improving sc-
curity of access to markets, particularly for
smaller trading countrics, and thus for reestab-
lishing the credibility of multilateral disciplines.
The Agreement on Safeguards has largely re-
sponded to these requirements in that it has
clarificd and reinforced the disciplines for the
application of safeguard mcasures, in particular
by reaffirming the MFN clause and by a clear
obligation prohibiting and climinating volun-
tary cxport restraints, orderly marketing agree-
ments and similar mecasures, which are to be
phased out over a four-year period.?®® In addi-
tion, the Agreement establishes procedurally
fair and transparent investigatory procedures;
defines more precisely the criteria for determin-
ing serious injury; sets time-limits for the ap-
plication of such mcasures, establishes a
Committee on Safeguards to monitor and re-
view the operation of the Agreement, and pro-
vides for differential and more favourable
treatment to developing countries in the form
of longer time-periods for maintenance of
measures and specific thresholds under which
safeguard actions will not be applied against
their trade. It rewards countries for their ad-
herence to these disciplines by waiving the re-
quirement for a counury taking safeguard
action to compensate the countries affected by

safeguard measures during the first three years
after the action is taken, if the country in
question has followed the rules and procedures
to the letter. These improvements are designed
to enhance security of access and predictability
for the international trading community as a
whole, particularly developing countries, and to
prevent stronger partners from imposing re-
strictions on weaker partners outside the disci-
plines of GATT.

However, some serious qualifications ex-
ist in this respect. The possibility for the nego-
tiation of quotas with the supplying countries,
as well as provisions permitting countries to
deviate from strict MFN treatment where there
has been a “disproportionate increase” of im-
ports from certain supplying countries (the so-
called “quota modulation” provisions), both
contained in article 5:2 of the Agreement, could
well lend themselves to abuse. Without close
monitoring of the implementing legislation and
admunistrative practice of major trading coun-
tries and cffective surveillance by the Commit-
tee on Safeguards, to which such measures
must be justified, “quota modulation” could
become the rule rather than the exception.
These provisions seem inherently skewed
against new entrants, in that a situation where
imports would increase from a large variety of
sources would be rather unlikely, and there is a
risk that the “quota modulation” provisions
would provide a mechanism for dealing with
increases of imports from “troublesome” new
entrants without affecting the trade of tradi-
tional suppliers. The solution, which reaffirms
the MFN principle in one article of the Agree-
ment and qualifies it in another, may be open
to different interpretations, so that the effective
operation of the Committee on Safeguards will
be crucial in this respect.

Furthermore, the very attributes of the
Agreement, such as the stringency of the injury
test, the intensive multilateral surveillance and
limited phase-out periods, could lead countries
to make less use of its provisions and encourage
importing countries to resort to other protec-
tive devices, where the disciplines governing
such “trade remedy” provisions are more flexi-
ble. Anti-dumping action might be viewed as
an alternative in this context.

The Agreement on Safeguards has not yet
brought all sectors of interest to developing
countries under its auspices. As noted below,
the textiles and clothing sector will continue to
be subject to a separate regime, with a built-in
selective safeguard mechanism for the 10-year
transitional period of its integration into the

259 Each member may claim one specific, mutually agreed, exception, which may be maintained up to 1999.
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GATT. Much of the agricultural sector?6® will
also be subject to a different safeguards regime,
which provides for special safeguard actions in
the form of additional duties calculated on the

basis of trigger volumes or trigger prices
throughout the duration of the reform process,

for which no precise termination date has been
fixed.

B. Textiles and clothing

Textiles and clothing, the industrial sector
of greatest interest to developing countries, has
been governed by a special discriminatory trade
regime. When developing countries and Japan
began to penetrate the world market for cotton
textiles in the carly 1960s, the United States,
followed by other developed countrics, sought
an arrangement that would permit them to es-
cape certain GA'TT obligations and to negoti-
ate quantitative restraint arrangements on a
discriminatory basis, grounded in the concept
of “market disruption”, whercby imports from
“low-cost” suppliers which were considered
likely to cause damage to their domestic indus-
trics could be restricted.

Since the inception of the cotton textile
agreement, successive negotiations have con-
tinually increased its product and country cov-
erage, and intensified its discriminatory
character. The regime began with restraints on
trade in cotton textiles and eventually extended
its coverage to synthetic fibres and wool, thus
being appropriately termed the Mult-Fibre
Arrangement (formally the Arrangement Re-
garding International Trade in Textiles). Its
renewal in 1986 cxtended its application to all
vegetable fibres and silk blends. Consequently,
all fibres, with a few exccptions, are now cov-
ercd by the MI'A. The Arrangement not only
restricted export opportunitics for developing
countries, but has also had adverse cffects on
consumer prices and costs in the devcloped
countries. Furthermore, it represented a major
contradiction to the basic principles of GATT
and a threat to the credibility of the system as
the mechanisms used to restrict textiles and
clothing trade spread to other sectors.

Owing to the strong protectionist lobbies
from domestic industries in the developed
countrics, the previous GATT rounds of multi-
lateral trade negotiations had achieved little in
terms of liberalizing trade in the textiles and
clothing sector. While each round brought

about trade liberalization in products of major
export interest to the developed countries, trade
in textiles and clothing evolved in an opposite
direction. During the Kennedy and Tokyo
Rounds, while developing countries pressed
hard for the removal or reduction of such bar-
riers in this sector of particular export interest
to them, political pressures built up in the
United States and the Europecan Community
against any dismantling of the protective re-
gime directed against developing countries. In
fact, in the Tokyo Round, the European Com-
munity obtained MI'N tariff concessions from
the United States on the understanding that
these would be withdrawn (“snap back”) if the
MFA was not renewed. The phase-out of this
discriminatory regime became the main objec-
tive of a large number of developing countries
in the Uruguay Round.

The Agreement on Textiles and Clothing
provides a legal [ramework [or the phasing out
of the MFA, leading to the “integration” of this
sector into GATT at the end of a 10-year tran-
sition period, when the same rules will apply to
trade in textiles and clothing as to trade in
other goods. All WTO members are required
to phase out their existing restrictions during
the specified 10-year period. This phasing-out
process comprises two aspects: the integration
of products into the GAT'T, through the elimi-
nation of restrictions on products currently
covered by the bilateral agreecments negotiated
under the MFA (as existing on 1 October
1994), to be accomplished in four stages leading
to their complete removal at the end of 10
years; and an increase in the quotas of the
products remaining under restriction, over the
10-year period, according to a fixed growth
rate. Restrictions not covered by the MFA will
have to be either brought into conformity with
GATT 1994 within one year or phased out ac-
cording to a programme to be presented to the
Textiles Monitoring Body (which replaces the
Textiles Surveillance Body of the MFA).

260 |.e. for those tariff items where “tariflication” has been applied and which have been specifically indicated in the

Schedules as subject to this provision.
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The “integration” of products into the
GATT (or out of the MFA) is to be accom-
plished in four stages, with fixed percentages
of products to be “integrated” - i.e. MFA re-
strictions can no longer be applied. On the
date of entry into force of the WTO Agree-
ment, each Member shall indicate those prod-
uct categories which it will immediately
“integrate” into the GATT, which should ac-
count for no less than 16 per cent of its total
volume of 1990 imports of textile and clothing
products as defined in the Annex to the Agree-
ment. A further 17 per cent will be integrated
on the first day of the 37th month, another 18
per cent on the first day of the 85th month and
the rest (i.e. 49 per cent) at the end of the
10-year transition period. The Agrcement
states in unequivocal terms that all restrictions
shall be terminated on the first day of the 121st
month that the WTO Agreement is in effect,
and “there shall be no extension of the Agree-
ment”.

Apart from the criterion that each
phase-in has to encompass products from each
of the four groups of tops and yarns, fabrics,
made-up textile products and clothing, the se-
lection of products is left to the importing
countries. It could be expected that the pro-
ducts that had never been subject to restriction
would be “integrated” first, while the inte-
gration of more sensitive products in each cat-
egory would be postponed as long as possible.
The growth rates which apply to the products
remaining under quota during the transition
period (in steps of 16 per cent, 25 per cent and
27 per cent), given that they are calculated as
percentages of percentages, will be meaningful
to the extent that significant growth rates are
provided in the bilateral agreements existing at
the date of entry into force of the WTO
Agreement. 1t seems likely that the decisions
relating to the choice of products to be inte-
grated will involve an element of negotiation
with the interested cxporting countries. There
1s a risk that article 7 of the Agreement, which
vaguely links the integration process to other
Uruguay Round commitments, including tariff
concessions, will be used to justify delays in the
implementation programme or as a basis for
selecting products for “integration” in the light
of further negotiations with exporting coun-
tries. Developing countries have firmly resisted
any suggestion that they should be asked to
“pay” for the abolition of what constitutes a
derogation from GATT obligations.

Furthermore, the “end-loading” of the in-
tegration process, which postpones the inte-
gration of 49 per cent of each country’s textile

imports to the last day of the transitional pe-
riod, has given rise to concern in that it is felt
that protectionist forces will make use of this
time to attempt to build up sufficient political
pressure to achieve a postponement of the final
stage. The growth rates applied to the re-
strictions maintained throughout the transi-
tional period will have little mitigating effect
with respect to product categories where the
initial negotiated growth rates are low, as is
likely to be the case for sensitive product cate-
gories, where integration will be postponed to
the end of the 10-year period.

During that period new restrictions can
be negotiated or imposed under a “transitional
safeguard mechanism” (article 6), on a
discriminatory basis, when importing countries
determine that imports of textile and clothing
products are causing “serious damage” to their
domestic industries. Such safeguards cannot,
however, be applied to those products that
have been “integrated” into the GATT - 1.e. re-
moved from the coverage of the bilateral
agreements as part of the above-mentioned
process.  They may, however, be applied
against imports from countries that had never
participated in the MFA, as well as from those
that never restricted imports under the MFA
(including those that were not signatories), if
the countries applying them notify their inten-
tion to make use of this clause. It should be
noted that the MFA was applicable only
among its signatories, whereas the Agreement
on Textiles and Clothing and its various proce-
dures and mechanisms apply to all members of
WTO. The Agreement also includes spccial
provisions to deal with problems of “circum-
vention” such as by transshipment, rerouting,
false declarations of country of origin and
falsification of official documents.

This Agreement is particularly important
in that, in the case of previous GATT Rounds,
the granting of authority to the executive
branch to participate in negotiations by the
legislature was made conditional upon guaran-
tees that the discriminatory regime for textiles
and clothing would be maintained and ex-
tended. It was actually a condition for the
executive branch (particularly in the United
States) to obtain the necessary negotiating au-
thority to participate in the Kennedy and
Tokyo Rounds.26! The agreement to phase out
the MFA, despite the length of the transitional
period, represents a serious setback for
protectionist interests, not only in the devel-
oped “importing “ countries, but also for the
“quota farmers” in the exporting countries who
also benefited from the economic rents.

261 The negotiation of the Long-term Cotton Textiles Agreement and the MFA can be viewed as conditions for the United
States Executive Branch to participate in the Kennedy and Tokyo Rounds, respectively.
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C. Subsidies and countervailing measures

Throughout the history of GATT, subsi-
dies have been one of the main causes of trade
tensions and disputes, mainly because no inter-
national consensus existed as to the appropri-
ate role of Governments in supporting
investment, production and trade. The main
constraint on subsidized exports was not the
provisions dealing with the use of subsidies per
se iIn GATT article XVI, but the recourse to
countervailing duties by a limited number of
countries in order to prevent “material injury”
to domestic industries under article VI.
Developed countries accepted not to grant
export subsidies on non-primary products and
agreed on a list of export subsidies which would
be prohibited. These became an important
element of the Subsidies and Countervailing
Duties Code negotiated in the Tokyo Round,
in which the United States renounced the cover
of the Protocol of Provisional Application (i.e.
the “grandfather” clause of GATT), so as to
apply the test of material injury to those
countries that accepted the Code, including a
number of developing countries which agreced
to enter into commitments to phase out their
export subsidies.

The Agreement on Subsidies and
Countervailing Measures reached in the
Uruguay Round differs considerably from the
Tokyo Round Code in its approach and, like
all the Multilateral Trade Agreements in the
Final Act, will apply to all WTO members. For
the first time it contains an agreement on the
definition of a subsidy. A subsidy is defined as
involving “a financial contribution by a Gov-
ernment or any public body” and “a benefit is
thereby conferred”. The financial contribution
may involve a direct transfer of funds, potential
direct transfers (such as loan guarantces), the
forgoing of revenue by the Government, or the
public provision of goods or services, other
than infrastructure, or the government pur-
chase of goods; or any form of income or price
support. The Agreement also establishes the
legality of subsidies, identifying those which are
to be prohibited, permitted (i.e. “non-
actionable” - in not being exposed to the pos-
sibility of remedial action), or applied only if
they do not adversely affect the trade interests
of other countries. Subsidies contingent upon

export performance or upon the use of domes-
tic in preference to imported goods are prohib-
ited.

“Specificity”, a concept derived from
United States practice, 1S a central concept in
the Agreement. Remedies provided against
“prohibited” or “actionable” subsidies can only
be applied if a subsidy is “specific” to an enter-
prise or industry or group of cnterprises or in-
dustries. Subsidies which are not “specific” (1.e.
where access 1s generally available or granted
on the basis of objective criteria or conditions,
and not limited to certain enterpriscs or indus-
tries) are not actionable unless it can be dem-
onstrated that they are specific in practice.?6
Furthermore, article 8:2 provides that specific
subsidies for industrial research and pre-
competitive development activities (subject to
precisc conditions and tests), subsidies to dis-
advantaged regions within a country, and sub-

sidies to adapt existing facilities to new
environmental  requirements are  “non-
actionable”.

Other subsidies are “actionable”, either in
the form of countervailing duties, if they cause
material injury to domestic producers, or
through remedial action, if they nullify GATT
benefits or if they cause serious prejudice to the
interests of other members by displacing or im-
peding imports into the national market or dis-
placing exports to third-country markets, by
resulting in significant price undercutting, or by
permitting an increase in the world market
share of a primary product or commodity. The
Agreement also contains clearer rules for re-
course against trade-distorting subsidies; some
subsidies are deemed prima facie to cause
serious prejudice to other countries’ trade
interests, including those where ad valorem
subsidization exceeds 5 per cent and those
aimed at covering operating losses of
enterprises or the direct forgiveness of debt.
The thrust of these provisions is to provide
countries with effective recourse against
subsidies which displace their exports abroad.
The Agreement also provides more specific
rules governing the initiation of countervailing
duty investigations, an improved causal link
between subsidization and injury, as well as a

262 For example, the granting of disproportionately large amounts to certain enterprises.
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“sunset clause” provision, which will correct
situations where countervailing duties were
imposed for lengthy periods cven after the
removal of the subsidy which had provoked
them. Such provisions are aimed at reducing
the scope for countervailing duties to be used
as a “trade remedy” device for harassing im-
ports. However, the Agreement codifies the
practice of cumulation of injury, a matter of
particular concern to developing countries,
which will facilitate injury finding in investi-
gations involving scveral countries, including
small suppliers.

It should be noted that the three specific
categories of “non-actionable” subsidies serve
to exempt from the disciplines of the Agree-
ment key subsidy programmes of certain devel-
oped countries (e.g. EU, Canada). However, in
order to retain their “non-actionable” status,
notification of such subsidy programmes must
be made to the Committce on Subsidies and
Countervailing Measures; if not, they would
lose this status and be exposed to possible
countervailing duties. 1n fact, the provisions
on non-actionable subsidies run for five ycars
only, and are to be reviewed six months before
the end of that period. Pressures to eliminate
this status are already in evidence,

In recognition that subsidies may play an
important role in the economic development
programmes of developing countries, the
Agreement, in article 27, contains specific and
rather complex provisions for differential and
more favourable trcatment for developing
countries, particularly with respect to subsidics
that would otherwise be prohibited, laving out
a set of “graduation”criteria. Special exemp-

D. Agriculture

Trade in agriculturc has been tradi-
tionally characterized by a considerably lower
degree of multilateral discipline and market ac-
cess commitments than those governing trade
in industrial products.  While the original
GATT provisions provided for some exceptions
for agricultural products subject to price sup-
ports, the major trading countries succeeded,
through waivers, unbinding of duties, ctc., In

tions are provided for least developed countrics
and for a specific list of developing countries,
which will benefit from these exceptions so long
as their per capita income remains at less than
$1,000 per annum (the so-called “Annex VII
countries”).263 Other developing countries are
to phase out their export subsidies over a
10-year period. When a developing country
becomes “competitive” in a given product, de-
fined as reaching 3.2 per cent of world trade in
the product for two consecutive years, it must
eliminate export subsidies on that product over
two years (for Annex VII countries the period
1s cight years). In the casc of actionable subsi-
dics, developing countries are exempted {rom
the assumption of prejudice and benefit from
de minimis thresholds in the application of
countervailing duties. The Agreement also
contains provisions which recognize the
importance of subsidies in the transition
process to a market-bascd economy, providing
such countries with important exceptions from
the prohibition on export subsidics for a
seven-year period, which can be extended.

In addition, subsidies on agricultural
products are generally cxcluded from the disci-
plines of the Agreement (as they are covered
by the Agreement on Agriculture). In antic-
ipation of the negotiation of specific rules on
subsidies in the context of the revision of the
Agreement on Trade in Civil Aircraft, certain
provisions of the Agrcement, e.g. ceilings for
research and development grants, do not apply
to that sector. Furthermore, it is expected that
the Multilateral Steel Agrecement currently un-
der negotiation will also include special rules
on subsidies.

efTectively evading obligations that would re-
strict their freedom to protect and subsidize
domestic agricultural production and exports.
This led to a situation of overproduction, bor-
der protection and export subsidy competition,
which was the cause of an almost continuous
series of trade disputes, and had a major ad-
verse effect on developing country exporters of
agricultural products.

263 Bolivia, Cameroon, Congo, Cote d’lvoire, Dominican Republic, Egypt, Ghana, Guatemala, Guyana, India,
Indonesia, Kenya, Morocco, Nicaragua, Nigeria, Pakistan, Philippines, Senegal, Sri Lanka and Zimbabwe.




Attempts in previous rounds of multilat-
eral negotiations to impose tighter disciplines
on agricultural trade policies were unsuccessful,
but from the beginning of the Uruguay Round
it became cvident that there could be no final
agreement without a major agricultural pack-
age. The Cairns Group of exporting countries,
which included both developing and developed
countries,?# was a major force in the carlier
stages of the negotiations. This group, or at
least some of its members from Latin America,
consistently refused to accept decisions that
would have implied a minimalist approach to
agricultural trade liberalization, as manifested
in their rejection of the deals reached among
developed countries at the Montreal and
Brussels Ministerial Mectings of the Trade Ne-
gotiations Committee. Another group of de-
veloping countries, net importers of foodstufTs,
perceived that the proposed solutions with re-
spect to agricultural subsidization would result
in increases in the cost of their food imports,
and adopted a coordinated approach to seck a
solution that would mitigate the difficulties
they would face.265 Their cfforts resulted in the
Ministerial Decision described below.

In the latter stages of the negotiations,
agriculture tended to be dealt with on a bilat-
eral basis between the European Community
and the United States. When the text included
in the 1991 draft Final Act (the “Dunkel text”)
was not found acceptable as a basis for negoti-
ation by EC, it subsequently conducted bilat-
eral negotiations with the United States,
rcaching the preliminary “Blair IHouse” agree-
ment in late 1992, and obtaining further mod-
ifications to this text in the final weeks of the
Round.

The Agreement on Agriculture takes
what may be described as the first step towards
stability and predictability in trade in agricul-
tural products, and provides a framework for
further negotiations aimed at more meaningful
liberalization.26¢ It represents what could be
described as a binding “standstill and rollback”
of protectionist measures in this sector. How-
ever, so long as Governments operate within
the “frontiers” established in numerical terms in
the Agrcement, they are frec to apply a wide
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range of policy options, in most cases without
being exposed to challenge under the WTO
provisions.

The first major element of this framework
1s tariffication: all measures affecting imports
of agricultural products will have to be con-
verted into bound customs duties (including
such measures as quantitative import re-
strictions, variable levies, minimum import
prices, non-tariff measures maintained through
state-trading enterprises, voluntary export re-
straints, etc). These tariff rates (which also in-
clude any pre-tariffication duties) are to be
reduced by 24 per cent over a 10-year period
by developing countries and by 36 per cent over
a six-year period by developed countries. These
reductions are calculated on a simple average
basis, with a minimum rate of reduction of 10
per cent for each tariff line for developing
countries and of 15 per cent for developed
countries. In many important agricultural sec-
tors, the tariffication process has resulted in the
establishment of tariff rates that may prove to
be as prohibitive as the non-tariff barriers they
replaced, often reaching levels, in the major
developed countries, in the range of 200-500 per
cent ad valorem.26” The reduction formula thus
enables countries to confine their reduction on
such tariffs to 15 per cent, while still conform-
ing to the 36 per cent overall average by elimi-
nating low tariffs on other products.

Special exceptions from immediate
tariffication were provided to take into account
the problems of Japan and the Republic of
Korea in the rice sector, whose obligations were
confined to minimum access opportunities for
products mecting the criteria for “special treat-
ment” specified in Annex 5 of the Agreement
on Agriculture.268

In many sectors the tariffication process
thus will not, in itself, provide any significant
improvement in market access conditions.
Where there were hitherto no significant im-
ports, the only available access will be that
provided by the minimum access commitment,
under which countries are obliged to open a
tariff quota equivalent to 3 per cent of domestic
consumption, to be increased to 5 per cent over

264 The Cairns Group originally included Argentina, Australia, Brazil, New Zealand and Uruguay which were later joined
by Canada, Chile, Colombia, Hungary, Indonesia, Philippines, Malaysia, Thailand and Fiji.

265 The initial group consisted of Egypt, Morocco, Jamaica and Peru, which were supported by other developing coun-

tries, particularly African countries.

266 The text of the Agreement should be read in parallel with the Note by the Chairman of the Market Access Group

on Modalities for the
(MTN.GNG/MA W24, 20 December 1993).

Establishment of Specific Binding Commitments

under the Reform Programme

267 This is sometimes the result of what has been termed “dirty tariffication” i.e. in excess of what would have been ex-
pected given the difference between prevailing world and domestic prices.

268 Under its Schedule of concessions Japan will provide a quota increasing from 379,000 to 758,000 tons over the six-year
period, at rates ranging from zero to 25 per cent for various forms of rice.
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six years. These tariff quotas will not neces-
sarily provide duty-free access but should be at
substantially reduced rates.?® Where imports
were hitherto globally or from specific coun-
tries, governed by quantitative restrictions,
voluntary restraint arrangements or specific ar-
rangements providing for reduced import levies,
these suppliers will be allocated tariff quotas to
preserve their “current access opportunities”,
which will also be enlarged over the six-year
period. Many of the tariff quotas have thus
been allocated to specific suppliers. Where 1im-
ports already account for 5 per cent of con-
sumption, the existing quota levels have usually
been maintained without increase.

The second major element of the new
disciplines on agriculture is the commitment to
bind and reduce support to domestic producers
of agricultural products. Unlike the general
normative disciplines on subsidies, the solution
ha’s been aimed at specific results, i.e. a 20 per
cent reduction of the "Aggregate Measure of
Support” (AMS), rather than to discipline par-
ticular policy measurcs. Governments are thus
left to choose from a varicty of policy options
in achieving these results. Exceptions from this
requirement to reduce support include (1) sub-
sidies deemed to have a minumum impact on
trade or “decoupled” from domestic production,
which are listed in Annex 2 to the Agreement
(the “Green Box”), (i1) cases in which domestic
support constitutes less than 10 per cent of the
total value of production for devcloping coun-
tries, or 5 per cent for developed countries, on
a general or product-specific basis where rele-
vant, and (i) direct payments under
production-limiting programmes.  Although
phrased in generic language, this last provision
is primarily intended to cover the EU “com-
pensation payments” and the United States
“deficiency payments”). In addition, developing
countries are provided with cxemptions with
respect to investment subsidies, agricultural in-
put subsidies, or thosc applied to encourage
diversification out of illicit narcotic crops.

The domestic support reduction commit-
ments are applicd on an aggregate, as opposed
to a product-specific, basis, usually consisting
of one page in each country’s Schedule.2’®
Consequently, support to production may be
shifted among commodities, thus achieving ef-

269 In the EU Schedule rates range from zero to 23 per cent and frequently involve specific duties.

fective “rebalancing” among sectors and per-
mitting the application of much lower
reductions to targeted sectors. This provision,
combined with the formula for tariff reductions
described above, enables countries to retain
high rates of protection and subsidization in
selected product categories.

The third element is the bound reduction
of export subsidies, which are defined in article
9:1 of the Agreement. These are to be reduced
by 24 per cent in terms of value (budget out-
lays) and 14 per cent in volume over a 10 year-
period by developing countries. For developed
countries the corrcspondmg figurcs arc 36 per
cent, 21 per cent and six years. Unlike the
commitments on domestic subsidies, these
commitments are laid out in detailed schedules,
indicating the budget outlay and quantity
commitments for each year of the implementa-
tion period on a sectoral basis. In addition to
the different time-limits and levels of reduction,
developing countries are provided with differ-
ential and more favourable treatment in the
form of exemptions from commitments to re-
duce subsidies aimed at lowering the cost of
marketing exports, including internal and
international transportation and freight.

The liberalizing impact of the Agreement
is affected by a special safeguard clause which
permits members to impose an “additional
duty” on imports of those items subject to
tariffication, if the volume of imports of a given
product exceeds a “trigger level” in terms of
percentage of domestic consumption or when
import prices fall below a”trigger price” based
on a 1986-1988 reference price. The amount
of the additional duty is a function of the dif-
ference between the import price and the trigger
price (i.e. similar to a variable levy). Measures
taken under this provision (article S) are
shielded from recourse by aflected countries
under the Agreement on Safeguards. This pre-
eminence of the Agreement on Agriculture is
futher confirmed by the “peace clause” (i.e. ar-
ticle 13, Due Restraint) which ensures that
actions taken in “full conformity” with the pro-
visions of the Agreement on Agriculture cannot
be challenged under the related provisions in
the Agreement on Subsidies and Countervailing
Measures, nor even under certain aspects of the
Dispute Settlement Understanding.

In the United States,

tariff quotas generally take the form of positive, combined (i.e. ad valorem and specific) duties.

270 The United States has accepted a commitment to reduce its AMS from $23 billion to $19 billion; Japan from Y4,800
billion to Y 3,900 billion; EU from ECU 73 billion to ECU 61 billion, accompanied by special commitments with re-

spect to oilseeds.
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Ncgotiations on the Agreement on Im-
plementation of Article VI of GATT 1994 con-
stituted the third attempt to clarify the GATT
rules on Anti-Dumping Measures, the first
Anti-Dumping Code having been negotiated in
the Kennedy Round and the second in the
Tokyo Round. Problems relating to the appli-
cation and administration of anti-dumping sys-

tems, and the increased reccourse to
anti-dumping actions, became more pro-
nounced before and during the Uruguay

Round. In addition, developing countrics
which had adopted anti-dumping legislation in
the context of the liberalization of their import
regimes began to resort to such actions. In the
period 1989-1993, the number of anti-dumping
actions initiated almost tripled.  Exporting
countries, including many developing countries,
allcged that the suppliers concerned either were
not exporting at prices lower than those in their
domestic markets or that their cxports were In
fact causing injury. Major importing countries
were concerned that exporters were cngaged in
innovative practices to circumvent or to evade
anti-dumping duties. Negotiations in this area
were conducted in a very opaque manner; for
cxample, no text was available until the draft
Final Act was presented in December 1991.

The Agreement provides more detailed
rules on the procedures for initiating investi-
gations, rules governing the calculation of
dumping margins, rules for the determination
of injury or threat thercof, and requirements for
the review of findings and understandings.
These rules arc aimed at introducing more
transparcncy into domestic rules and proce-
dures and provide for greater scrutiny by ad-
ministrative  officials of the information
contained in complaints, a clear requircment
that positive action must be taken to ascertain
industry support for the complaint, a major re-
duction 1n the scope for a determination of
dumping based on nappropriate methodology,
and a requirement to review anti-dumping
measures within a five-year period.

Negotiations in this area were character-
ized by the process of alignment with the prac-
tices of either the European Union or the
United States, drawing on the experience ac-
quired in the application of the Tokyo Round
Code. In some instances, this process resulted
in alignment with the more stringent regu-

E. Anti-dumping

lations or practices, such as acceptance of the
[:U practices on calculation of sales bclow
production costs. Other areas where more
stringent disciplines were accepted include the
treatment of exchange rate conversions and the
adjustments for costs affected by “start-up op-
crations”. However, in other cases, such as the
threshold for determining whether a “major
proportion” of the industry supports an anti-
dumping complaint, the opposite has occurred.
In some cases, certain procedures codificd in
the Agreement, for example that of “cumulative
injury assessment”, had bcen the subject of
complaints from developing countries

It would seem particularly important for
developing countries to monitor closely the
process of adoption of these requircments into
domestic law by the main users of anti-
dumping duties. Traditional complainants ap-
pear to be attempting to use the current process
of the introduction of new anti-dumping legis-
lation to include more restrictive rules (which
would be permitted, but not required, by the
Agreement). Even more than in other areas,
unless the positive aspects of the Agreement are
faithfully incorporated into domestic laws and
procedures, the Agreement could result in a re-
inforcement of the ability of users of anti-
dumping legislation to harass and limit trade.

[Furthermore, article 17.6 of the Agree-
ment, In deference to both United States and
EU practice, subjects anti-dumping actions to
a less stringent standard of review in dispute
settlement procedures than that applied in the
casc of other Agreements, obliging pancls to
accord relatively greater deference to the deci-
sions of the administering authoritics, and to
the provisions of the implementing legislation,
and thus opening up possibilities for multiple
interpretations of the Agreement. [or these
reasons, and in view of the relatively greater
stringency introduced in the other Agreements
discussed above, recourse to anti-dumping
action may become even more the preferred
“trade remedy” for protectionist interests.

The liberalization of import regimes re-
sulting from the Uruguay Round and the in-
creased stringency of other Agreements may
make anti-dumping measures a relatively at-
tractive tool for protection. Anti-dumping
action can be described as a “rich man’s trade
remedy” 1n the sense that it requires adequate
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financial and human resources to carry out the
investigations and other procedures required by
the Agreement. Many developing countries are
in the process of introducing anti-dumping leg-
islation. Inability to observe basic procedural
requirements might expose them to successful
challenges by developed countries under the
dispute settlement mechanism.

At the Marrakesh meeting, Ministers de-
cided that the issue of circumvention would be

F. Trade-related investment measures

The negotiations on trade-related invest-
ment measurcs (TRIMs) derived from the per-
ception, particularly in the United States, that
measures applied to regulate foreign investment
had a distortive cffect on trade. In the early
1980s the United States initiated a major dis-
pute under GATT article XXIII with its largest
trading partner, Canada, as a result of which it
was established that certain of these mcasures
did, in fact, contravene the GATT. This was
an encouragement to pursue the issue in the
Uruguay Round. However, during the first
years of the Round some developed countries
attempted to usc the issue of TRIMs to nego-
tiate multilateral obligations with respect to the
treatment of investment per se, in pursuit of
their longstanding objective of obtaining the
multilateral acceptance of such principles as a
“right of establishment” and “national
treatment” for transnational enterprises, and to
link such principles to the multilateral trading
system. Due to the strong response of a group
of developing countrics, ncgotiations finally
concentrated on compatibility with the GATT
of measures which linked investment to trade
in goods.

As a result, the Agrcement on TRIMs
does not introduce any ncw obligations, but
merely prohibits those TRIMs that have been
judged inconsistent with GATT obligations re-
garding National Treatment on Internal Taxa-
tion and Regulation (article III) and the
General Elimination of Quantitative Re-
strictions (article XI). These include (a) local
content requircments (inconsistent with the
national treatment obligation), such as those
which require the purchase or use by an enter-

remitted to the Committee on Anti-Dumping
Practices, on account of the failure of
negotiators to agree to a suitable provision.
Provisions to address circumvention of anti-
dumping measures already exist in several na-
tional legislations. There 1s a danger that,
unless controlled by the institutional machinery
of WTQ, unilateral actions will threaten the
stability and security of market access conces-
sions.

prise of products of domestic origin in terms of
the volume or value of products or in terms of
a proportion of their domestic production, or
that require an enterprise’s purchases or use of
imported products to be limited to an amount
related to the volume or value of the local pro-
ducts that it exports, and (b) trade-balancing
requirements (inconsistent with the obligation
to climinate quantitative restrictions), such as
those which restrict the importation by an en-
terprise of products used in or related to its lo-
cal production, generally or to an amount
linked to its exports or to the foreign exchange
inflows attributable to the enterprise, or that
restrict exports in terms of volume or value of
products or as a proportion of local pro-
duction. These mecasures are included in an II-
lustrative List annexed to the Agrecement.
ITowever, there would scem to be a “grey area”
subject to interpretation, and a variety of in-
vestment measures may be challenged after the
entry into force of the WTO Agrecment.

Following the logic of the TRIMs Agrece-
ment, developing countries invoking the
balance-of-payments provisions of GATT arti-
cle XVIII:B are permitted to deviate from their
obligations under the TRIMs Agreement to the
cxtent that that article permits them to deviate
from the GATT articles concerned. Further-
more, differential and more favourable treat-
ment is provided in terms of the phase-out
period, which is five years for developing coun-
tries and seven years for least developed coun-
tries (as opposed to two years for developed
countries). This period may be extended for
developing countries by the Council for Trade
in Goods.
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G. Other multilateral agreements on t;ade in doods

The Agreement on Technical Barriers to
Trade (TBT Agreement) concluded at Tokyo
was revised in the Uruguay Round to clanfy
the key concept of “unnccessary obstacle”,
providing that technical regulations shall not
be more trade-restrictive than necessary to fulfil
a legitimate objcctive, with due regard for the
risks that non-fulfilment would create. Such
risks can be assessed on the basis of scientific
and technical information, related processing
technology or intended end-uses of products.
The Agreement was also strengthened so as to
deal more elfectively with standards and tech-
nical regulations of subnational entities (e.g.
provinces). Perhaps the most important re-
vision was the extension of the disciplines to
cover technical regulations and standards for
processes and production methods (the Tokyo
Round Agreement having dealt only with
“products”), which is particularly relevant in
dealing with environmental considerations, no-
tably in cases where the exported product may
conform to environmental standards but the
production method may be deemed not in con-
formity.

The Tokyo Round Codes on Customs
Valuation and Import Licensing were also re-
vised, but what is most importanct is that, like
the Agrcements discussed in the previous sec-
tion, they have been converted into Multilateral
Trade Agreements by which all WTO members
will be bound. In addition, new multilatcral
instruments were ncgotiated on Rules of Ori-
gin, Sanitary and Phytosanitary Measures and
Preshipment Inspection.

Owing to their weak administrative ca-
pacity, a number of developing countries have
relied heavily on the services of preshipment
inspection firms to deter fraudulent commercial
practices such as over- and under-invoicing.
Some developed countries considered that pre-
shipment inspection (PSI) created difliculties
for exporters, including unnccessary delays and
inadequate protection of confidential business
information. The Agrecement on Preshipment
Inspection provides for transparency in the op-
eration of PSI regulations and of the entitics
involved, while recognizing the need for devel-

oping countries to verify the quality, quantity
or price of imported goods.

The Agreement on Rules of Origin is a
significant achievement of the Uruguay Round.
Although the negotiations on this subject were
in relatively low key, the Agreement equally
fills a vacuum in the conduct of multilateral
trade relations. Previous attempts to control
the application of these origin rules were un-
successful.

One aspect of the new rules which de-
serves to be highlighted is that the negotiations
were triggered, to a large cxtent, by the dissat-
isfaction of a number of countries with the use
of rules of origin by other major trading coun-
tries to deal with circumvention of anti-
dumping duties through assembly in third
countries. Some of the rules laid down by the
Agreement are specifically designed to deal with
problems which have actually arisen in this re-
spect.27!

The preamble to the Agreement refers to
the desire to “increase the responsiveness of the
GATT system to the cvolving international
cconomic environment”. Apparently, partic-
ipants foresaw that with the increasing
globalization of production and trade it may
no longer be a simple task to determine the or-
igin of a good for purposes of the application
of non-preferential commercial policy instru-
ments under the Gencral Agreement, such as:
MFEN treatment under articles I, I, I11, X1 and
XIIT of GATT 1994; anti-dumping and
countervailing duties under article VI of GATT
1994; safeguard measures under article XIX of
GATT 1994; origin marking rcquirements un-
der article 1X of GATT 1994; and any
discriminatory quantitative restrictions or tariff
quotas. The preamble also seems to indicate
concern that rules of origin might be used for
protective purposes. To preclude moves in this
direction, there is provision for disciplines to
govern the application of non-preferential rules
of origin during a transition period. Coupled
with arrangements for transparency, notifica-
tion, consultations and dispute settlement, the
Agreement launches a programme of work to
harmonize rules of origin. (The Agreement

271 For instance, the rule against negative origin tests is specifically designed to prevent repetition of an incident that oc-
curred in connection with exports of photocopiers assembled in California, which were subjected to anti-dumping
duties relating to photocopiers originating in Japan as a result of the application of a negative origin test.
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dcals only with non-preferential origin rules,
although a Common Declaration with regard
to Preferential Rules of Origin is attached
thereto, in Annex II).

The impact of the disciplines during the
transition period should not be underestimated.
Indeed, depending on current rules and admin-
istrative practices of GATT contracting partics,
the disciplines will already have a considerable
impact upon entry into force of the Agreement.
Thus, the clear definition of the applicable ori-
gin rules will instil considerable legal certainty
into those jurisdictions where rules of origin
have been vaguely defined for a large number
of products. It will also render the retroactive
application of rules of origin more difficult.
Negative origin rules may only be used to clar-
ify a positive standard or where such a standard
1s unnecessary. The Agreement imposes an
obligation to issue, at the request of exporters,
importers or other economic agents, binding
rulings on the origin of a product. Such rulings
shall be delivered even in cases where shipment

Onc of the objectives of the proponents
of the Uruguay Round was to corrcct the situ-
ation emerging {rom the Tokyo Round in 1979,
where the nine codes on non-tariffl measures
and certain product scctors had been opened
for acceptance on an optional basis but to
which many GA'I'T contracting parties, includ-
ing most ol the developing countries, had not
subscribed.2’2 A major result of the Uruguay
Round has been the inclusion of modified ver-
sions of five of the codes in Annex 1A to the
WTO Agreement, thus making them applicable
to all WTO members. llowever, the remaining
four, dealing with bovine meat, dairy products,
cvil aircraft and government procurement, and
comprising Annex 4 of the Agreement, retain
their “plunlateral” character. ~ The Tokyo
Agreement on Government Procurement was
renegotiated in parallel to the Uruguay Round,

has not yet been undertaken. Moreover, such
rulings will have to be made publicly available.
The obligation to define clearly the criteria to
be met in order to determine origin will increase
legal certainty and ensure greater predictability
and objectivity. Moreover, the possibility ac-
corded cconomic agents to request preliminary
binding origin rulings should eliminate any
doubts in borderline situations.

The Agreement on Sanitary and
Phytosanitary Measures supplements the thrust
of the Agreement on Agriculture by addressing
another mechanism for protection in this sec-
tor, which has had a major negative impact on
the trade of developing countries. It is intended
to ensure that such measures will be applicd
only to the cxtent necessary to protect food
safety, animal health and plant health and will
be based as far as possible on analysis and
cvaluation of objective scientific data. Pro-
vision 15 made for technical assistance to devel-
oping countries, which is particularly neccssary
in the arca covered by the Agreement.

H. PIuriI_ateraI trade agreements

and the rencgotiation of the Agrecement on
Trade in Civil Aircraft 1s under way.

The Agreement on Government Procure-
ment, as negotiated in the Tokvo Round, was
applicable solely to signatories that accepted to
apply national treatment and specified proce-
dures governing the procurement practices of
the government entities listed in annexces to the
Agreement, which were subject to the disci-
plines imposed on them by the Agreement. The
revised Agreement enlarges the number of en-
tities subject to these disciplines, to include the
entitics of subnational (c.g. provincial) govern-
ments and certain public utilities, and extends
the coverage of the Agreement to certain scr-
vices purchased by these entities.?” [t also
makes several procedural improvements, and
includes a separate decision on procedures for
WTO members to negotiate adherence to the
Government Procurement Agreement. How-

272 The most “popular” of these Tokyo Round Agreements was that on Technical Barriers to Trade, subscribed to by
43 contracting parties, including 15 developing countrics (as of 6 May 1994). The comparable figures for the Code
on Customs Valuation were 32 and 12, and on Subsidics and Countervailing Duties 32 and 13 (GATT document

L 6453'Add.23).

273 It has been estimated that in 1990 entities covered by the Agreecment on Government Procurement awarded contracts
totalling SDR 45 billion. The European Union has stated that its concessions under the 1994 Agreement will open
up markets of ECU 350 billion to foreign suppliers and service providers.




ever, some of the concessions negotiated be-
tween the European Union and the United
States are not extended to other signatories.
This has created additional discrimination
within an Agreement which itself is not applied
on an MFN basis. Hong Kong, which had
been an active participant in the renegotiations,
refused to accept the Agreement for this rea-
son. Membership in the Agreement, with two
exceptions,?’ is now confined to OECD coun-
tries.

The WTO Agrecment leaves open the
possibility of negotiating additional plurilateral
agreements which could be included in Annex
4 on the basis of consensus.?’s [t also specifics
that the plurilateral agreements may not create

One of the achicvements of the Uruguay
Round in respect of market access was the sig-
nificant reduction of the levels of tarifls which,
according to analyscs conducted to date, has
surpassed the targets set at the Montreal Mid-
Term Review of December 1988. Those targets
included, inter alia, the average reduction of
tariffs on industrial products by one third on a
trade-weighted basis and, with regard to
agricultural products, the tariflication of all
non-tariff measures and the reduction of all
tariffs, including those resulting -from the
tarifTication process, by an average of 36 per
cent, with a minimum cut of 15 per cent for
each tariff line. For developing countries, the
average tariff reduction was set at 24 per cent,
with minimum reductions by line of 10 per cent.
These impressive results were achieved despite
the fact that, unlike the Kennedy and Tokyo
Rounds, tarilfs were not negotiated on the basis
of an accross-the-board reduction formula.

With regard to industrial products, the
main thrust for tariff reductions was provided
by the "Quad” agreement among Canada, the

274 Israel and the Republic of Korea.
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cither obligations or rights for members that
have not accepted them. It would appear that
candidates for the status of a plurilateral
agreement already exist. One is the Multilat-
eral Steel Agreement, negotiation of which
could not be completed before the end of the
Uruguay Round and is still in progress. It has
also been suggested that an agreement on
competition policy (or an “anti-trust code”) be
negotiated as an Annex 4 agreement.z’6 Annex
4 could be used to cover situations in which the
results of multilateral negotiations on particular
issues were acceptable only to a limited number
of countries. Despite the consensus provisions,
continued vigilance may be required to prevent
the concept of the so-called “conditional MFN”
from being legitimized in WTO.

. Tariff negotiations

European Union, Japan and the United Statcs
at the Tokyo Summit of July 1993. The Quad
package agreed at the earlier stages of the ne-
gotiations involved the mutual climination of
tariffs (the “zero for zero” approach) in the
sectors of pharmaceuticals, construction equip-
ment, medical equipment, steel, pulp and paper,
beer, furniture, farm cquipment and distilled
spirits. QGreater-than-average reductions were
agreed for electronics, scientific cquipment,
toys, wood products and certain non-ferrous
metals. It was also agreed that tanfls on
chemical products should be harmonized. The
finally agreed tariff reductions will result in an
overall reduction in developed countries of their
MFEN tariffs on industrial products (excluding
fuel) by an average of 38 per cent on a trade-
weighted basis, from 6.3 per cent to 3.9 per
cent. For agricultural products the target set
of a simple tariff average reduction of 36 per
cent was generally met.277

Developing countries will benefit from
these tarifl' reductions, which should improve
their market access, in particular with regard to

275 The provision for adding new plurilateral agreements to Annex 4 exclusively on the basis of consensus among WTO
members provides some assurance that the agreements will not be unduly discriminatory in character.

276 An informal proposal to this effect has been made by the Max-Planck Institute for Foreign and International Patent,

Copyright and Competition Law, Munich, Germany.

MTO-Plurilateral Trade Agreement”, 10 Juty 1993).

("Draft International Antitrust Code - as a GATT-

277 GATT, News of the Uruguay Round of Muliilateral Trade Negoiiations (Marrakesh, 1994), April 1994,
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products not covered by, and to countrics ex-
cluded from, preferential import schemes of
developed countries. The reduction of MI-N
tarifl levels in the Quad countries for instance,
will considerably increase duty-free access for
developing countries.

The UNCTAD secretariat has calculated
what would have becen (other things bcing
equal) the structure of Quad markets” imports
from developing countrics (in terms of tariff
levels) on the assumption that the reduced tariff’
levels agreed in the Uruguay Round were in
force at that time (1.e. 1988). The results are
shown in table 25. It can be scen that, on this
basis, duty-free access for developing countries
will increase, oncc the concessions are imple-
mented, from 12 per cent to 37 per cent of
United States imports (excluding fuels), and
from 24 per cent to 36 per cent of thosc of
European Union, 26 per cent to 43 per cent in
Canada and 25 per cent to 48 per cent in Japan.
However, these increased shares for developing
countries remain in general lower than the
post-Uruguay Round shares of imports from
all sources, although, except for imports by the
LEuropean Union, the increase in the developing
countries” share is relatively greater. These fig-
ures mainly reflect the increase in the propor-
tion of duty-free imports of “other industrial
products”, which include products for which
Quad countries agreed to eliminate tariffs.
While the proportion of MFN duty-free im-
ports by Quad countrics in 1988, from devel-
oping countries, of products included in most
of the sectors shown was already substantial,
and will be further increased (often more than
for imports from all sources), the proportion
of duty-frce imports of textiles, clothing, lcather
and footwear into these markets remains very
low.28

The agreed concessions on tariffs will lead
to a general reduction of the share of imports
facing tariffs of 10 per cent or more. Necver-
theless, while developing countries benefit from
liberalization in all sectors, the proportion of
imports attracting duties of 10 per cent or
above remains relatively high, in particular for
imports from developing countries in product
sectors of export interest to them, such as agri-
cultural products (non-tropical), textiles and
clothing, and leather and footwear. Morcover,
while higher tariffs have been reduced, there are
several instances where significant proportions
of imports from developing countries would
still be subject to MFN tariffs in the high-tanff’
range, especially for the sectors mentioned
above.

Calculations by the UNCTAD secretariat
show that, for imports from all sources, overall
MIN tanffs will be reduced on a trade-
weighted basis, as a result of the tariff conces-
sions, by 33 per cent in Japan and the United
States, 38 per cent in the European Union and
45 per cent in Canada (see part 1 of table 26,
where again fuels arc excluded). The reductions
vary considerably among sectors and markets,
ranging from 6 per cent for Jeather and
footwear in the United States to 59 per cent for
non-agricultural tropical products in Japan. In
many instances, particularly in scctors of ex-
port interest to developing countries (such as
agricultural products, textiles and clothing,
lcather and footwear), MFN tarifl averages will
be considerably higher than the average for all
products after the implementation of the agreed
reductions. LEven if allowance 1s made for
preferential imports from developing countries
under the GSP, which considerably lowers the
averages for developing countries for the scc-
tors just mentioned, post-Uruguay Round
tariffs remain higher than the overall tanff in
cach Quad market for imports from all sources.
The same generally holds true at a higher level
of product disaggregation (sce parts 11-1V of
table 26). I‘or instance, within the tropical ag-
ricultural products group, it is true for roots,
rice, tobacco, nuts and fruits, particularly in
Japan and the European Union. For other ag-
ricultural products, it 1s the case for dairy
produce (in all four markets) and meat, cercals
and fruit and vegetables (particularly in Japan
and the LEuropean Union). I'or natural
resource-based products it holds especially for
fish and fishery products in the Curopean Un-
1on. As for manufactures, while in this sector
on the whole tanff reductions are greater than
for other sectors, some products of particular
cxport interest to developing countrics will still
face relatively high tariff barriers in Quad mar-
Kets - not only textiles, clothing and footwear,
as already mentioned, but also products such
as travel goods (EU and North America), cork
and wood products (Japan), automotive pro-
ducts (EU) and sanitary, plumbing, and heating
appliances (United Statcs).

Table 26 also shows that the trade-
weighted average tariff reduction in Quad mar-
kets 1s often smaller when this average is
calculated using imports from developing
countries as weights than when using imports
from all sources. This i1s because most of the
products which developing countries success-
fully export face relatively high tariffs in devel-
oped country markets, and these tariffs

278 This assessment takes into account tariff’ concessions by the Quad countries alone, for which data were available at
the time of writing (June 1994). However, the Quad markets account for more than 90 per cent of developed coun-

tries’ total imports.
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consequently are given a relatively greater
weight. This is true not only for their exports
as a whole (except to Japan) but also within
most of the major product groups distinguished
in the table.

It has also to be borne in mind that using
import values as weights for calculating average
tariffs underestimates the effect of very high
tariffs. Because the tariff was so high, imports
of affected products were minimal or zero, and
hence bring down the tariff average. The effect
is similar where significant non-tariff barriers
inhibited or severely limited imports. Further-
more, while tariffication has been taken into
account as much as possible in this assessment,
the tables do not clearly identify the tariffs
which resulted from the tariffication process
provided for in the Agreement on Agriculture.
These tariffied rates may be very high owing,
for instance, to the choice of the base years
1986-1988, which was a period when world
prices for many products were exceptionally
low. There could consequently be an increase
in border protection following tariffication
which would, however, be reduced subse-
quently. A detailed examination of the sched-
ules of Quad countrics’ commitments in
agriculture shows that such very high initial
tariffs are to be applied, inter alia, to imports
of certain meat and meat preparations, dairy
products, food preparations and wines. Items
which will be affected in the European Union
include meat products, dairy products, cereals,
bananas, citrus fruit and sugars; in Japan, dried
leguminous vegetables, cereals and
preparations of cereal flour, etc.; and in the
United States, dairy products, sugars, and
edible preparations. However, tariff quotas
have been opened under the “minimum access”
and “current market opportunities” provisions
of the Agreement, corresponding to at least 5
per cent of domestic consumption, at ad
valorem rates generally ranging from zero to 30
per cent (many rates being specific). In many
cases these tariff quotas have been allocated
among specific countries.

High MFN tariffs have been a matter of
traditional concern to developing countries, an
important factor restricting their access to in-
dustrial markets. In previous negotiations, de-
veloped countries benefited from tariff cuts on
industrial products traded among themselves,
while many products of export interest to de-
veloping countries were exempted from
accross-the-board commitments. Items so af-
fected were “sensitive” products in sectors
where developing countries are important sup-
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pliers, such as textiles, clothing, footwear and
steel. In the Uruguay Round, as discussed
above, while tariffs in all ranges were reduced
considerably, the proportion of imports facing
tariffs in the high-tariff ranges will still be sig-
nificant in a number of cases. As may be seen
from table 27, MFN tariff averages for the
Quad countries which will result from the
Uruguay Round are also high on an un-
weighted basis in various instances. The table
also shows that, in addition to the very high
rates remaining on imports of agricultural pro-
ducts, tariff peaks will still affect products in
other sectors where rates deviate significantly
from the (unweighted) average. There has been
some progress in reducing escalation for some
products of export interest to developing coun-
tries,?? although escalating tariffs at higher
stages of processing may still discourage ex-
ports from developing countries of products
with greater value added.

[t would seem, from the foregoing, that
WTO should preserve the momentum built up
in the Uruguay Round by providing for a con-
tinuation of tariff negotiations, given that these
are foreseen for 1999 in the Agreement on Ag-
riculture. Pending such multilateral action, au-
tonomous improvement of the GSP could be
considered.

As for the developing countries’ partic-
ipation in the Round, it is undeniable that their
contribution to the successful outcome of the
negotiations was of capital importance. Most
developing countries made substantial commit-
ments on market access, consolidating the re-
sults of their liberalization programmes
undertaken unilaterally. In many instances
concessions were made even before the conclu-
sion of the negotiatons (since, as noted above,
many developing countries acceded to GATT
during the Uruguay Round). With respect to
tariffs, they made impressive concessions either
for reducing their tariffs or for binding them at
ceiling levels (and sometimes for both). For
several developing countries the average MFN
taniff reduction on industrial products was
comparable to or greater than that of OECD
countries (e.g. for India, Republic of Korea,
Venezuela and Brazil). For others the re-
duction was proportionately smaller, but from
a level that was in general higher than in de-
veloped countries. A number of developing
countries emerged from the Round with their
entire tariff schedule bound, either as a result
of the tariff negotiations themselves (e.g.
Argentina, Brazil), of across-the-board
tariffication and binding of the resultant rates

279 See "A preliminary analysis of the results of the Uruguay Round and their effects on the trading prospects of devel-
oping countries”, report by the UNCTAD secretariat (TD/B/WG.4/13), para. 46.
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Table 27

QUAD COUNTRIES: PRE- AND POST-URUGUAY ROUND MFN TARIFF PROFILES

(Percentage ad valorem)

Unweighted
MFN tariff average Maximum MFN rate
Importing market Pre-UR Post-UR Pre-UR Post-UR

Agricultural products (non-tropical)

Canada 13.4 8.6 266.6 170.6
European Union 322 21.4 438.0 280.4
Japan 314 23.1 650.0 552.5
United States 10.3 7.2 999.8 4499
Tropical agricultural products
Canada 4.9 2.5 30.1 193
European Union 17.3 1.1 162.4 104.0
Japan 14.2 9.0 589.0 500.7.
United States 95 6.5 536.9 429.5

Other tropical products

Canada 8.0 4.8 25.0 15.7
European Union 43 19 25.0 12.0
Japan 54 1.7 23.4 10.0
United States 3.7 1.7 25.0 18.0
Natural resource-based products
Canada 55 2.7 17.5 11.3
European Union 8.1 6.3 30.0 26.0
Japan 5.8 34 20.0 15.0
United States 35 23 35.0 35.0

Textiles and clothing

Canada 19.6 12.7 30.0 18.0
European Union 10.5 8.2 17.0 12.0
Japan 10.7 6.9 22.4 16.0
United States 12.8 9.1 42.4 320
Leather and footwear
Canada 13.3 9.6 25.0 20.0
European Union 8.3 6.9 20.0 17.0
Japan 29.8 23.4 84.0 75.2
United States 14.0 11.8 61.8 61.8
Other industrial products @
Canada 8.1 39 30.3 25.0
European Union 57 2.8 98.2 78.6
Japan 4.1 1.2 43.5 43.5
United States 5.2 2.6 151.2 121.4
All products 2
Canada 9.9 5.5 266.6 170.6
European Union 104 6.6 438.0 280.4
Japan 9.7 59 650.0 552.5
United States 7.0 4.3 999.8 449.9

Source: As for table 25.
a Excluding fuels.
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in the agricultural sector, or of the negotiation
of their accession to GATT during or imme-
diately before the Round (e.g. Venezuela and
Mexico, respectively).

In this context the Understanding on the
Interpretation of Article XXVIII of GATT
1994 responds to the concerns of developing
countries in establishing that, in tariff renegoti-
ations, the country having the highest export

concentration in the product concerned, re-
gardless of the absolute level of imports, is
considered to possess principal supplier rights
in such negotiations. On the other hand, the
Understanding on the Interpretation of Article
[1:1(b) obliges developing countries to include
charges and fees levied for fiscal purposes in
their bound tariff rates. Any such charge which
has not been included in their Schedules may
not be added subsequently.=
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Chapter Il

EXPANSION OF THE COVERAGE OF MULTILATERAL
DISCIPLINES

A major outcome of the Uruguay Round
has been to devise new multilateral disciplines
in the areas of intellectual property and trade
in services, and to link them to the GATT
rights and obligations through the institutional
“umbrella” of WTO and its integrated dispute
settlement mechanism.  This extension of
multilateral trade obligations and the attempts
to use the mandate on trade-related investment
measures (TRIMs) to negotiate rules on in-
vestment should be viewed in the context of a
persistent theme in international economic de-
bate, that of establishing multilateral rules for
the protection of property rights. Since the
beginning of this century, the countries which
have been the sources of foreign direct invest-
ment and the home of transnational corpo-
rations (TNCs) have sought to establish
multilateral rules and principles to govern the
treatment of foreign investors similar to those
found in bilateral investment treaties (“national
treatment” and “right of establishment”). In
the present, “globalized” world economy, these
initiatives have been broadened to address the
whole spectrum of impediments faced by TNCs
which restrict their competitiveness in world-
wide operations, i.e. including such additional
matters as access to telecommunications net-

The United States was the main propo-
nent of the inclusion of trade in services in the
Uruguay Round. The proposal met with re-
sistance from the developing countries, which
were concerned that the discussion of services
in a GATT context could create a basic as-
sumption that GATT principles, such as na-
tional treatment, should apply automatically to

works, the physical movement of executives
and specialists, and the avoidance of conditions
on investment that inhibit the execution of a
global production strategy. The international
convergence of technological capacities and the
gradual erosion of competitiveness in the tradi-
tional areas of production of a number of de-
veloped countries made intellectual property a
key element in comparative advantage; differ-
ences in the level of protection of intellectual
property rights were leading to increasing trade
tensions, and the universal protection of such
rights became a major priority.

The Havana Charter (in article 12) con-
tained multilateral rights and obligations on
investment. This objective was pursued by the
developing countries under the auspices of the
United Nations, through the negotiation of a
code of conduct for TNCs that would set out a
balance of rights and obligations as between
the home and host countries with respect to the
treatment of such enterprises. Furthermore,
negotiation of a code of conduct on the transfer
of technology that would facilitate the flow of
technology to developing countries was under-
taken in UNCTAD. After two decades these
negotiations have been all but abandoned.

A. Trade in services

services and that they would be open to retali-
ation on trade in goods if they did not apply
such principles. They ultimately agreed to
conduct negotiations on trade in services once
it was settled that such negotiations would be
conducted within an ad hoc juridical frame of
reference outside GATT, and that the
promotion of the economic growth of all
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trading partners and the development of the
developing countries through the expansion of
trade in services under conditions of
transparency and progressive liberalization
would be their main aim.

The General Agreement on Trade in Ser-
vices (GATS) establishes an entirely new con-
tractual framework to govern trade in services,
containing new concepts, such as that of “trade
in services” itself,280 which has been defined to
include four “modes of supply”: supply through
cross-border movement, the movement of con-
sumers, commercial presence, and the presence
of natural persons. It also draws upon GATT
principles such as national treatment, but
places them in a different context. The Agree-
ment consists of: (i) a general framework; (ii)
sectoral annexes; and (iii) national schedules
containing commitments on market access and
national treatment and additional commitments
in specific service sectors or subsectors. It es-
tablishes a series of general obligations, includ-
ing unconditional MFN treatment for all
measures affecting “trade in services”, with the
exception of specific derogations which have to
be notified by countries wishing to claim them
when accepting the Agreement. (In the the
early stages of the negotiations, the possibility
emerged that there might be only “conditional”
MFN treatment; this risk still exists for certain
sectors where extensive resort to MEN
derogations is being threatened.) National
treatment and market access commitments,
however, are confined to those relating to the
sectors, subsectors and modes of supply specif-
ically included in the individual Schedules of
Commitments of each member. The promotion
of development 1s an inherent objective of the
Agreement and is not stated in terms of “spe-
cial” treatment.  For example, developing
countries may liberalize to a lesser degree and
may make market access conditional upon
measures to assist them in strengthening their
services sectors, for example through access to
information networks and distribution channels
or access to technology on a commercial basis.

The various annexes are an integral part
of GATS and may be divided into four catego-
ries: (1) annex on MFN exemptions, enabling a
member to add exemptions to article Il prior
to the entry into force of the Agreement; (ii)
annexes covering specific sectors, notably air
transport and financial services; (iil) annexes
defining in more precise terms the concepts of
or provisions relating to telecommunications

and the movement of natural persons; and (iv)
annexes providing the modalities for continua-
tion of negotiations on financial services, basic
telecommunication services and maritime
transport services. The universal coverage of
GATS could be circumvented through the pos-
sibility to seek such exemptions under the An-
nex on Article Il exemptions, which specifies
the conditions under which a member, at the
entry into force of the Agreement, is exempted
from its MFN obligations. This possibility is,
however, limited in as much as the annex re-
lates to existing measures only, although some
of the exemptions scheduled appear to provide
for the possibility of future measures. As the
negotiations have not been concluded in three
major sectors and one mode of supply, the
Ministerial Decisions on Financial Services,
Negotiations on Basic Telecommunications and
Negotiations on Maritime Transport Services
provide that MFN exemptions could be made
in these sectors until the conclusion of the ne-
gotiations, the target date for which is six
months after the entry into force of the WTO
Agreement for Financial Services and Basic
Telecommunications and June 1996 for Mari-
time Services. The Council for Trade in Ser-
vices will review all exemptions granted for a
period of more than five years, and in so doing
will examine whether the conditions which cre-
ated the need for the exemptions still prevail
and determine the date of any further review.
In principle, exemptions should not exceed a
period of 10 years. In any event, they will be
subject to negotiation in subsequent trade-
liberalizing rounds. The language indicates
that the 10-year period is not definitive and
could be extended. Moreover, the annex does
not lay down criteria or conditions for the
inclusion of exemptions, and most of those
scheduled in the MFN exemption lists are for
an indefinite period. Many exemptions may
well have been put forward with a view to
gaining advantages in the future negotiations.

There are 96 Schedules of specific com-
mitments. Most (61) of the offers are accom-
panied by an MFN exemption list and vary
widely in their coverage of sectors and modes
of supply, as well as in the extent of limitations
of market access and national treatment. The
degree of development of the services sector is
reflected in the coverage of the sectors offered.
It 1s difficult to establish criteria and parame-
ters for an evaluation of the “value” of conces-
sions and an estimation of their “trade impact”,
or of the impact of liberalization in the services

280 The term “trade” in services appears to have been specifically devised for the purpose and includes what had been
previously termed “invisible transactions” in GATT. The definition of what constitutes such trade (which includes
factor movements) had to be worked out during the negotiations. This has led to certain incongruities between the
definition of trade in goods and that of trade in services. See, for example, the background note by the UNCTAD
secretariat, "The concept of services trade statistics” (UNCTAD,;SDD/SER/1), 15 September 1993.




sector. The impact of the specific commitments
on market access and national treatment will
be a function of the extent to which: (1) services
sectors and subsectors have been included in
individual Schedules; (i) the four modes of
supply are included; (iii) terms of market access
and national treatment in the transactions
listed are limited or qualified; (iv) requirements
for an "economic needs test” are included with-
out specifying objective criteria; and (v) the
number of MFN exemptions. The impact of
the commitments has to be viewed in the con-
text of the existing domestic regulatory frame-
work, taking into account whether the country
concerned has introduced legislative changes to
implement the commitments it has undertaken.
A meaningful assessment would also require
appropriate disaggregated statistical data on
trade in services through all modes of supply
and a study of the impact of the barriers to
entry.

The most impressive feature of GATS is
not the degree of liberalization that it has
achieved, as for many developed countries this
represents no more than a limited binding of
the status quo which has not been deemed to
require any particular implementing legislation.
[t 1s rather the cxtension of the scope of multi-
lateral trade rights and obligations to cover
measures aflecting such diverse aspects as for-
eign direct investment, professional qualifica-
tions and the movement of persons and
electronic data across national frontiers, thus
making them legitimate subject matter for
inclusion in the negotiation of future trade
commitments under GATS, as well as under
other Agrecements. The Annex on Telecom-
munications incorporates a new “users’™” right
which ensures that enterprises benefiting from
market access commitments have the right to
“plug in” to national telecommunications sys-
tems. Another major achievement is that, de-
spite strong lobbying efforts by protectionist
interests, the Agreement covers all service sec-
tors (only air traflic rights, covered by ICAQO,
being excluded). There is, however, a consid-
erable imbalance concerning the cxtent to
which  different sectors or modes of supply
have been made subject to specific commit-
ments in the Schedules. Sectors with a high
degree of coverage in the Schedules include
tourism, business services, value added com-
munication services and financial services; fur-
ther liberalization of the latter sector is
provided in the Understanding on Commit-
ments on Financial Services, subscribed to by
OECD countries but applied on an uncondi-
tional MFN basis. The majority of commit-
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ments involve the “commercial presence” mode
of supply, reflecting the desire of countries to
attract investment rather than have services
supplied from abroad. The commitments with
regard to the movement of natural persons
have almost invariably been made on a “hori-
zontal” basis, 1.e. relating to the position of an
individual person within a firm (such as execu-
tives and expert technicians) and not to specific
sectors, which makes it difficult to assess the
value of such commitments for developing
countries.

The oft-mentioned “strategic” character
of many services gave rise to difficulties in
reaching agreement on the scope and depth of
commitments in certain key sectors. The un-
willingness of the United States to accept a
“cultural exception” for audiovisual services led
the EU (and other countries) to withdraw their
offers in this sector. Offers on space-launching
services had been withdrawn earlier. The per-
ception by the United States, in particular, that
other countries had made inadequate offers in
the financial sector, and that in most countries
basic telecommunications were still controlled
by state entities, led it to seek genecralized MFIN
exemptions in these sectors. In order that such
disagreements on sectoral issues should not af-
fect the acceptance of GATS itself, it was
agreed to continue negotiations, under the aus-
pices of the Preparatory Committee for the
WTO, on the Schedules of Commitments with
respect to movement of natural persons and the
sectors of maritime transport, financial services
and basic telecommunications. The main ob-
jective of these negotiations is to reach a sol-
ution that would enable certain countries to
minimize the scope of MFN derogations in
these sectors and increase the depth of the of-
fers.

One of the main concerns of developing
countries during the earlier stages of the
Uruguay Round was that the negotiations on
TRIMs and on trade in services could be used
to link trade and investment issues in such a
way that national treatment and right of estab-
lishment for investors would somehow become
incorporated in the GATT system. As noted
above, the TRIMs Agreement does no more
than restate GATT rules which have been in-
terpreted to prohibit those TRIMs that
contravene GATT articles [l and XI but
which do not deal with the rights of investors
per se.B! These areas are addressed rather in
GATS, which clearly provides that neither
“establishment” nor “national treatment” are
“rights”, but can be the subject of qualified
concessions exchanged on a reciprocal basis

281 However, the possibility that the TRIMs Agreement could be "complemented” by provisions on investment policy is

foreseen in its article 9.
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(including concessions in other modes of supply
such as the temporary movement of persons)
with respect to specific sectors or subsectors
within the framework of the Schedules of
Commitments. GATS does, however, implic-
itly recognize the right of home countries to
defend the interests of the foreign affiliates of
their enterprises within the dispute settlement
provisions. Extension of the GATS approach
of sector-by-sector negotiations on commercial
presence in exchange for benefits with respect
to other modes of supply or other service or
goods sectors might provide a technique for

bringing investment within the purview of
WTO in a future round of negotiations.

GATS also contains a  built-in
programme of future work that will have con-
siderable impact on its scope. This programme
includes negotiations on emergency saleguard
measures, government procurement, subsidies,
and domestic regulations concerning profes-
stonal qualifications. The Agreement further
provides a framework for future rounds ol ne-
gotiations aimed at the progressive liberali-
zation of trade in services, to begin within five

years from the entry into force of the WTO
Agreement.

B. Trade-related Intellectual Property Rights

The scope and intensity of the obligations
contained in the Agreement on Trade-Related
Intellectual Property Rights (TRIPs) go far be-
yond what had been envisaged at the beginning
of the negotiations. As a result, the essential
provisions of the international conventions
governing intellectual property protection, ad-
ministered under WIPO auspices, have been
made universally applicable on an MFN basis,
given a binding character and incorporated as
inherent rights of the multilateral trading sys-
tem, through the WTO Agreement with its
common dispute settlement mechanism. The
TRIPs Agreement establishes disciplines for
copyright, trade marks, geographical indi-
cations, industrial designs, patents, layout de-
signs of integrated circuits, and protection of
undisclosed information, and builds upon, in
certain instances going beyond, the provisions
of existing WIPO instruments, notably the
Paris, Berne and Rome Conventions. It pro-
vides new rules with respect to issues which had
not been resolved in WIPO forums, the most
important of which was acceptance that all
products or processes in all fields of technology
will be patentable. Other key aspects in this
regard relate to copyright protection for com-
puter software, protection for data banks and
phonogram producers, the term of patent pro-
tection, the protection of undisclosed informa-
tion, and civil litigation procedures.

With the exception of certain commit-
ments to encourage technology transfer to the
least developed countries, there are no special
provisions to facilitate the transfer of technol-
ogy to developing countries. Differential and

more favourable treatment is confined to ex-
tended time-limits for the implementation of
some of the provisions of the Agreement, which
can be up to 10 years for sectors where patent
protection was not previously available (al-
though even these temporary exemptions are
qualified in the case of pharmaceutical and ag-
ricultural chemicals). There are certain general
provisions regarding the protection of public
health and nutrition and the possibility of
compulsory licensing of patents to achieve spe-
cific objectives (including the prevention of
anti-competitive  practices in contractual
licences) which provide possibilities for devel-
oping countries to deal with some of the abuses
they had been seeking to control under the ne-
gotiations in UNCTAD on an international
code of conduct on the transfer of technology.

The TRIPs Agreement does not cover all
aspects of intellectual property rights owing to
the different national attitudes and approaches
that exist, notably with respect to bio- technol-
ogy and the concepts of abuse and exhaustion
of intellectual property rights. The Agreement
will reduce the possibility that intellectual
property rights legislation will become another
trade remedy in the protectionist arsenal. For
example, it will constrain the field of applica-
tion by the United States of its “Special” 301
legislation (described in chapter V, section A).
Much will depend upon how the Agreement is
implemented in practice, and it 1s to be ex-
pected that countries will be active in challeng-
ing measures under the dispute settlement
mechanism in order to “test” the scope of the
obligations.
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Costs will be incurred by developing
countries from the application of this stronger
regime for intellectual property protection.
These will be related to the increases in royalty
payments to foreigners and the increase in
prices of products manufactured under licence
or imported. In addition, significant adminis-
trative costs will be ittgurred; developing coun-
tries will have the obligation to substantially
improve and enlarge their judicial, administra-

tive and enforcement frameworks, including the
setting up of customs control machinery, and
to mobilize and develop the necessary human
resources, which merits international support.
In the longer run, however, a possible conse-
quence of the TRIPs Agreement could be a
greater incentive for enterprises to invest in de-
veloping countries and to license patented in-
ventions to entrepreneurs in those countries.*
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Chapter IV

A. Towards a development-oriented system

Over the last three decades, the interna-
tional trade debate has been strongly influenced
by the efforts of developing countries to reform
the international trading system so as to make
it more responsive to their needs and aspi-
rations. Those efforts reflected their perception
that they had inherited a system in the design
of which they had played little or no part, and
which was intrinsically biased against their in-
terests. The major policy thrust, embodied in
the establishment of UNCTAD, was the real-
ization of the need for and the possibility of
achieving reform of the system through coordi-
nated negotiating initiatives and solidarity. In
the trade field it was envisaged that such cor-
rective action should take the form of actions
by developed countries to grant generalized
preferential, non-reciprocal and non-dis-
criminatory treatment to developing countries
in those areas of international economic coop-
eration where it might be feasible. The first
major achievement in this regard was the gen-
eralized system of preferences (GSP), negoti-
ated in UNCTAD and implemented in 1971.
The Tokyo Declaration of 1973 recognized the
principles of differential and more favourable
treatment in favour of developing countries,
and provisions to this effect were incorporated
in several of the instruments emerging from the
Tokyo Round, including the “Enabling Clause”
which legitimized such deviations from MFN
treatment in the GATT context. The Punta del
Este Declaration reaffirmed the principle of
differential and more favourable treatment in
respect of the Uruguay Round.

However, it became increasingly evident
that a parallel process was under way under
which developing countries, rather than receiv-
ing more favourable treatment, were encount-
ering increasing discrimination against their
trade, evidenced in such measures as: (a) vol-
untary export restraints and other “grey area”
measures directed against their most compet-
itive exports; (b) bilateral pressures by major
importing countries aimed at obtaining trade
concessions through the threat of trade sanc-
tions rather than the offer of reciprocal bene-
fits; (c) the extension of free-trade agreements
and customs unions among developed coun-
tries; (d) higher MFN tariffs on products of
export interest to developing countries com-
pared to those of interest to developed coun-
tries after seven rounds of multilateral trade
negotiations; (e) the proliferation of restraints
on textiles and clothing exports under the
Multi-Fibre Arrangement; and (f) the dimin-
ishing effectiveness of any GATT disciplines
governing trade in agricultural products. In
addition, the GSP was beginning to be applied
in a conditional and discriminatory fashion,
being used more frequently by some
preference-giving countries as a means of lev-
erage to obtain other benefits, including con-
cessions outside the area of trade. The Tokyo
Round codes, with their limited membership,
appeared to represent a major step towards the
“GATT plus” approach, advocated in devel-
oped country circles in the early 1970s, accord-
ing to which those countries would create an
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inner system of rights and obligations encom-
passing areas of mutual interest among them-
selves. These approaches not only tended to
introduce fragmentation into the system of
multilateral rights and obligations but also led
to active consideration of the resurrection of
the so-called “conditional” MFN clause, which
constituted a major impediment to past efforts
at multilateral trade liberalization. In addition,
as the system evolved, differential and more
favourable treatment came to be reflected in
greater degrees of flexibility for developing
countries in the application of trade measures,
rather than any binding commitments by de-
veloped countries in favour of their exports.

As a consequence, the thrust of the de-
veloping countries’ initiatives shifted in that,
while seeking to preserve the commitments
made in their favour, they began to concentrate
on defending the integrity of the unconditional
MFN clause, obtaining MFN tariff reductions,
and strengthening the disciplines of GATT
(particularly in the product sectors mentioned
above) so as to prevent the restriction and
harassment of their trade. Particular emphasize
was laid on the dispute settlement mechanism,
as a means of defence against bilateral pres-
sures from their major trading partners. At
UNCTAD VI (Belgrade, 1983), all countries
recognized the need to strengthen the interna-
tional trading system based on the MFN prin-
ciple.282 Meanwhile, in the early 1980s the
acceptance by many developing countries of

IMF structural adjustment programmes led to
their adoption of an export-oriented develop-
ment model and unilateral trade liberalization
through the elimination of quantitative import
restrictions and reduction of tariffs. This stim-
ulated an enhanced interest by developing
countries in export markets. The Uruguay
Round was consequently viewed as a means of
obtaining improved and more secure access for
their exports, consolidating the liberalization
undertaken unilaterally and demanding “nego-
tiating credit” from the countries that were
benefitting from this unilateral liberalization.
The Uruguay Round (unlike the Tokyo Round)
was open only to GATT contracting parties or
to countries that committed themselves to ne-
gotiate accession to GATT during the Round,
a large number of developing countries fol-
lowed this course of action. Many of the de-
veloping countries which acceded to GATT
cither immediately before or during the Round
accepted to bind up to 100 per cent of items in
their tariff schedules. The drastic reduction in
tariffs and quantitative restrictions by develop-
ing countries created a need for the adoption
of new legislation to protect them against un-
fair trading practices, for example on anti-
dumping measures, which had been un-
necessary under more restrictive import re-
gimes. This stimulated an interest on the part
of their trading partners in subjecting such leg-
islation and procedures to the type of discipline
that had been accepted in the Tokyo Round
codes.

B. The scope of policy options

As a result of their major contribution to
the Uruguay Round, developing countries will
have significantly less flexibility in their use of
both trade and domestic policy instruments.
The outcome of the tariff negotiations, includ-
ing by those developing countries which had
been contracting parties for many decades, has
been an extensive binding of tariffs, which has
served to consolidate the tariff reductions
undertaken by developing countries as part of
their autonomous trade liberalization measures
under their economic reform programmes and

282 For example, in resolution 159 (VI), para. 14.

the “entry fee” paid by those countries that
acceded to the GATT during the Uruguay
Round. Furthermore, the incorporation of the
revised Tokyo Round codes (which had previ-
ously been accepted by a limited number of
developing countries) into the Final Act of the
Uruguay Round has resulted in a major in-
crease in the level of multilateral obligations for
most developing countries, although, as noted
below, such disciplines were often mitigated by
provisions for differential and more favourable
treatment.  While the balance-of-payments




provisions of GATT article XVIII have not
been substantially modified by the Under-
standing on that article, many developing
countries had disinvoked article XVIII:B during
the negotiations.

The extension of multilateral disciplines
into areas traditionally viewed as pertaining to
domestic policy has also limited developing
countries” options with respect to policy meas-
ures aimed at increasing the competitiveness
of their exports or achieving other development
goals. In recent decades, a number of devel-
oping countries have successfully deployed a
wide range of policy measures to strengthen
their international competitiveness and export
performance, enabling them to “catch up” with
developed countries. The multilateral disci-
plimes emerging from the Uruguay Round,
which reflect the evolution of legislation and
trade and economic policy in the developed
countries, reduce the scope of available policy
options in this regard. Thus, the disciplines of
the Uruguay Round Agreements may deprive
latecomers (including countries in transition)
of the opportunity of emulating the successful
strategies of those countries and cause them to
turn to different development strategies, the
success of which will depend largely on the
more secure and liberal market access achieved
in the Uruguay Round, and on continuation of
the momentum to further multilateral liberali-
zation.

Before the Uruguay Round, differential
and more favourable treatment had been em-
bodied mostly in instruments of an auton-
omous nature, such as the GSP, or in the form
of “best endeavour” clauses, time-bound ex-
ceptions for obligations and longer periods for
implementing them, flexibility in procedures
and access to technical assistance and advice.
Such provisions exist in many Agreements.
However, in certain Agreements, differential
and more favourable treatment has been given
a contractual character, particularly in the form
of numerical thresholds for undertaking certain
commitments.

For the first time, differential and more
favourable treatment is provided for in the form
of contractual commitments affording im-
proved security of market access with respect
to the application of specific measures. Thus,
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there is a clearer definition of the beneficiaries
of such treatment (for example, under the
Agreement on Subsidies and Countervailing
Measures they are the least developed countries
and those developing countries where per
capita income remains below $1,000), and nu-
merical thresholds included in various agree-
ments (such as the Agreement on Safeguards)
stipulate that safeguard measures shall not be
applied against a product originating in a de-
veloping country member as long as its share
of the imports of the product concerned in the
importing member does not exceed 3 per cent
(provided that developing country members
with a smaller share collectively account for not
more than 9 per cent of total imports of the
product concerned). A similar dual threshold
applies in the case of countervailing duties. It
will clearly be necessary to establish a consen-
sus on which countries qualify as “developing”
countries if these thresholds are to be effec-
tively respected in practice.

During the Uruguay Round, effective
joint action by developing countries took the
form of common proposals on specific issues,
supported by groups of like-minded developing
countries, often widely dispersed geograph-
ically. The impact of these joint initiatives,
which in most cases were not confined to seek-
ing the inclusion of provisions on differential
and more favourable treatment, can be wit-
nessed in many provisions of the Agreements.
At the beginning of the Round, it appeared that
the traditional developing country coordination
mechanism might well be sidetracked in favour
of mixed groups of like-minded developed and
developing countries, such as the Cairns group
of agricultural exporters. However, as the ne-
gotiations progressed on some crucial issues the
developing countries as a whole were able to
formulate and pursue proposals that were
eventually incorporated into the final results.
Areas of particular concentration by developing
countries in this respect included trade in ser-
vices (movement of persons, telecommuni-
cations, the structure of GATS), TRIMs,
TRIPs and textiles and clothing (where the
International Textiles and Clothing Bureau
played a major role) and the impact of the
Round on net food-importing countries.?83 In
addition, the Informal Group of Developing
Countries met throughout the Round and the
developing countries spoke with a common
voice on key issues at crucial points.

283 These positions evolved in meetings held in the permanent missions of developing countries at Geneva and in meetings

held in the Geneva area and in various developing countries.

Technical support from the UNCTAD/UNDP

Programme (see box 5) was often requested in this process.
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Box 5

UNCTAD TECHNICAL ASSISTANCE ACTIVITIES IN RELATION TO THE
URUGUAY ROUND

The Secretary-General of UNCTAD was requested, in paragraph 105(9) of the Final Act of
UNCTAD VII (Geneva, 1987), to “provide technical assistance to developing countries, on
request, in connection with the Uruguay Round of multilateral trade negotiations so as to
facilitate their effective participation in these negotiations”, UNDP was invited “to consider
favourably the requests for the provision of adequate financial resources to UNCTAD and to
individual countries for this purpose.”

In response to this request, UNCTAD' has provided such assistance through UNDP-financed
projects, consisting of an interregional project and three regional projects (for Africa, Asia and the
Pacific and Latin America and the Canbbean), complemented by a subrégional project for the
Central American countries. The UNCTAD/UNDP Technical Assistance Programme aimed at
establishing, developing and strengthening the national negotiating capabilities of developing
countries with regard to the Uruguay Round, and at assisting them in identifying their trade
interests with respect 1o the vanous issues under negotiation, and in pursuing these interests by
means of concrete proposals and counterproposals.

The Cartagena Commitment undertaken at UNCTAD VIII (1992) acknowledged the
appreciation expressed by recipient countries for the support provided by UNDP through
UNCTAD to facilitate the effective participation of developing countries in the Uruguay Round
and called upon the UNCTAD secretaniat to strengthen its technical cooperation activities, which
should encompass;, inter alia, trade negotiations, market access, and assessment and
implementation of the results of the Uruguay Round.

The Filth Programming Cycle of UNDP, which began in 1992, required modifications in related
UNCTAD technical assistance activities. Consequently, two of the above régional projects (for
the Asia/Pacific and Latin Amernca/Canbbean regions) have been succeeded by new
comprehensive programmes of technical cooperation, covening a considerably wider range of
issues. For Asia and the Pacific, a2 new Project on “Institutional Capacities for Multilateral Trade”
provided technical support to developing countries in the region during the latter phase of the
Uruguay Round and will continue to assist these countnes in the implementation of the Round's
results, including through assistance in the adaptation of national laws and regulations and
strengthening of human resources, as well as with respect to trade in services, trade and
enyironment and competition policies, as well as the identification and analysis of possible issues
for future trade negotiations. LATINTRADE emerged as an initiative embodying the concerted
efforts of UNDP and UNCTAD with the participation of regional and subregional institutions,
including, in particular, the Latin Amencan Economic System (SELA), as well as the
Inter-Amercan Development Bank and ECLAC. [ts objective is to enhance and strengthen the
national negotiating capacities of these countnes to enable them to more effectively panticipate in
the new multilateral trade agreements; it will include post-Urnuguay Round implementation issues,
trade and environment, trade in services, the regional trade information infrastructure, and
development of human resources

In Africa, UNDP is in the process of assessing the priorities for a comparable new programme,
and UNCTAD is attempting to obtain funds from various sources so that similar assistance,
tailored 1o the particular needs of the Affican countries, can be provided.

Recently, a new project has been established to provide assistance to Arab countriés in the
post-Uruguay Round trading system, which takes into account the fact that sorne Arab countnies
have only very recently become contracting parties to GATT or are still in the process of
accession. UNCTAD is executing projects for individual countries, such as China and the
Russian Federation, to deal with matters linked to their participation in the intermational trading
system. After the Marrakesh Ministerial Meeting the Trade and DevcloPment Board, in
paragraph 11(e) of its agreed conclusions 410 (XL), agreed that UNCTAD should “refocus and
mtensnfy, where necessary, its technical assistance in the light of the Uruguay Round agreements
aiming to increase the capacities of developing countries, especially the least developed among
them, as well as to the economies in transition concerned, for their effective participation in the
international trading system, and to ensure an efficient cooperation with relevant international
organizations, in particular with the WTO and ITC”
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C. The least _developed countries

In launching the Uruguay Round, the
Punta del Este Ministerial Declaration recog-
nized the need for “positive measures to facili-
tate the expansion of trading opportunities” for
the least developed countries. At Marrakesh,
Ministers adopted a Decision on Measures in
Favour of Least Developed Countries which, in
the main, exhorts members to give prompt ef-
fect to the provisions in favour of these coun-
tries contained in the various Agreements.
These provisions include advance implementa-
ticn of MFN concessions on tariff and non-
tariff measures for products of export interest
to the least developed countries (LDCs). Apart
from these provisions, participants in the
Round gave an undertaking to consider further
improving their GSP and other schemes in re-
spect of products of interest to LDCs. In ad-
dition, there is a recognition of the weak export
base and undiversified nature of their exports
and thus a commitment to substantially in-
crease technical assistance in the development,
strengthening and diversification of their pro-
duction and export bases, including those of
services. The realization of these measures and
their positive impact on the ability of LDCs to
benefit from trade liberalization remain to be
seen. It should be noted that where the various
Agreements provide for differential and more
favourable treatment for developing countries,
the treatment extended to the LDCs is more
favourable than for other developing countrics,
generally according them longer periods for
compliance with and implementation of obli-
gations. In some instances the LDCs have
been exempted from certain obligations either
indefinitely (e.g. concerning agricultural subsi-
dies and export subsidies on industrial pro-
ducts) or for extended periods (e.g. TRIMs); in
others they are required to assume the same
level of obligation as all other countries within
a relatively short transitional period (e.g. in the
TRIPs Agreement). They have been given one
additional year to meet the requirement of ar-
ticle XI of the WTO Agreement concerning the
submission of Schedules on goods and services.

The LDCs and net food-importing coun-
tries were successful in negotiating a Ministerial
Decision intended primarily as a political mes-
sage to mobilize the support of Governments,

through technical and financial assistance for
food aid, as well as of the multilateral financial
institutions, to take action to mitigate the im-
pact of the higher food prices that were ex-
pected to result from the new multilateral
disciplines on agricultural export subsidies. It
is important, as emphasized by those countries,
that any such assistance ensures for them the
maintenance of acceptable levels of food im-
ports if world food prices rise as a consequence
of the Uruguay Round, and that the assistance
be combined with adequate resources for in-
creasing agricultural output and productivity,
in order to reduce their high dependence on
imports for their basic food needs. Also, it is
necessary to improve market access conditions
for these countries.

Conflicting views have been put forward
on whether, and how far, any country or group
of countries can be said to have emerged as
“losers” from the Uruguay Round. In the long
run, all countries stand to gain from trade lib-
eralization and the acceptance of more strin-
gent multilateral disciplines by the major
trading countries. For the immediate future,
however, it is clear that the poorer developing
countries including the LDCs and other devel-
oping countries in Africa, will face additional
difficulties due to the erosion of the preferential
margins they enjoyed, particularly under the
Lomé Convention, the expected increase in the
cost of imported technology and in the price of
imported foodstuffs, and the much higher level
of both legal and procedural obligations that
they will have to assume. The African coun-
tries, in particular, appear to have obtained re-
cognition from the international community of
the problems which they will confront in this
new situation. However, this recognition needs
to be translated into concrete action, including
measures to provide them with alternative
market access opportunities (e.g. through en-
largement of GSP benefits), but also to assist
them to take maximum advantage of the dif-
ferential treatment they have been accorded.
In particular these countries will require assist-
ance In the areas of external finance,
infrastructure, institution building and human

resource development.®
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Chapter V

A. Enforcement of multilateral disciplines

The Uruguay Round involved a major
attempt to halt the erosion of the multilateral
system caused by the proliferation of “grey
area” measures, such as voluntary export re-
straints and the threat of unilateral action to
attain national trade objectives. The first
problem has been addressed by the Agreement
on Safeguards, which abolishes voluntary ex-
port restraints, and the Agreement on Textiles
and Clothing, which phases out the MFA.

The second problem relates primarily to
actions taken under section 301 of the United
States Trade Act of 1974 as amended. Ori-
ginally intended to provide the Executive
Branch with authority to raise tariffs as part of
the normal GATT provisions for compensatory
withdrawal of concessions, or in the context of
article XXVIII renegotiations on tarilf rates,
this provision has changed character in subse-
quent legislation (i.e. in 1984 and 1988) to be-
come an instrument for pursuing changes in
other countries’ trade practices, without first
establishing whether or not such practices are
in conflict with multilateral obligations. In
particular, the “Super” 301 provision was added
to address the broader aspects of countries’
trade regimes, while “Special” 301 focused on
intellectual property rights and was seen as a
means of convincing countries of the need for
bringing intellectual property within the scope
of multilateral trading rights and obligations.
While countries obviously require legislation to
enable them to implement the decisions and
recommendations of the Dispute Settlement
Body when compensatory withdrawals of con-
cessions are authorized, the problem with sec-
tion 301 was that the countermeasures

threatened were contrary to multilateral com-
mitments.

The expansion of the scope of multilat-
eral trade obligations means that a wider range
of practices will be covered by the dispute
settlement mechanism of WTO. Furthermore,
the rights and obligations of members are more
clearly defined than under GATT 1947 and
have been extended to lay out precise obli-
gations with respect to TRIPs and trade in ser-
vices (e.g. the access obligations on trade in
services are confined to those specified in the
Schedules of Commitments). While this should
prevent section 301 and similar legislation from
being used in a manner inconsistent with
multilateral rules, much will depend upon the
determination of members to make full use of
the dispute settlement mechanism when faced
with such bilateral pressures with respect to
measures which they maintain in full conform-
ity with their multilateral obligations.

In this context, it should be noted that
the Understanding on Rules and Procedures
Governing the Settlement of Disputes substan-
tially strengthens the dispute settlement mech-
anism by introducing a series of features
lacking in the existing GATT mechanism. It
sets up a unified system for goods, services and
intellectual property rights. It ensures a
complainant the right to the establishment of a
panel and, once the panel is established, 1t pro-
ceeds through pre-determined successive stages
in terms of a clearly specified timetable. Once
a dispute is initiated, no member will be able to
delay, postpone or block a decision. Panel re-
ports are approved by the dispute settlement
body unless there is a consensus to reject them,
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which 1s highly improbable. Recourse to a new
appellate procedure is available for parties that
wish to dispute a panel’s conclusions and re-
commendations, and it can be expected that
such recourse will be frequent, at least until the
precise role of the Dispute Settlement Body
(DSB) is established in practice.

Furthermore, members are committed
not to make a determination to the effect that
a violation of obligations or other nullification
or impairment of benefits has occurred except
through recourse to this mechanism. There are
more effective surveillance and monitoring
procedures to ensure compliance with recom-
mendations. If a member does not comply with
the recommendations or rulings of the Dispute
Settlement Body, the ultimate recourse remains
of compensation or the suspension of conces-
sions, which must be authorized by the DSB.
Where it is not practical or effective to suspend
concessions with respect to the same sectors or
agreements, “cross-sectoral” retaliation, i.e. as
between goods, services and intellectual prop-
erty, will be authorized. The concept of cross-
sectoral retaliation was strongly opposed by
many developing countries at earlier stages of
the negotiations before the structures of the
Agreements, including the Understanding on
dispute settlement, had evolved. It appears to
some, however, that cross-retaliation could ac-
tually strengthen the position of developing

B. Regional agreements

In parallel to their participation in the
Uruguay Round, certain major trading coun-
tries also engaged in negotiations aimed at en-
larging existing regional trading arrangements
or establishing new ones (including arrange-
ments among countries which had traditionally
been staunch supporters of multilateral ap-
proaches). These countries appeared motivated
by the perception that their mutual trade and
economic relations had already become so ex-
tensive that more detailed obligations were re-
quired to govern their mutual trade relations
covering a wider range of issues than had
seemed possible when GATT was originally
negotiated. Agreements to that end were per-
ceived as providing better security of access and
more efficient measures for the conciliation of
disputes than those provided by GATT. Ac-
cordingly, regional agreements, particularly
those involving major trading powers, were

countries, in that retaliation in the area of in-
tellectual property rights or in certain service
sectors would be taken seriously by the major
trading countries.

Some of the Uruguay Round Agreements
contain additional dispute settiement rules and
procedures (e.g. those on anti-dumping, subsi-
dies and countervailing measures, and services).
In addition, all these instruments contain
mechanisms for surveillance of their implemen-
tation and review of their operation. The
Uruguay Round has resulted in the setting up
of a large number of councils, committees,
monitoring bodies, working parties, expert
groups, etc. The Decision on Notification
Procedures contains an indicative list of
notifiable measures and provides for a central
registry of notifications. A considerably higher
level of transparency has been achieved, as do-
mestic procedures come under more strict
multilateral surveillance. In addition, Annex 3
of the WTO Agreement confirms the establish-
ment of the Trade Policy Review Mechanism
that had been introduced on a provisional basis
at the Mid-Term Review in 1988. It provides
for the regular collective appreciation and
evaluation of the full range of individual mem-
bers’ trade policies and practices and their im-
pact on the functioning of the multilateral
trading system.

viewed as an “insurance policy” against a
breakdown of the multilateral system. These
perceptions may have been reinforced by the
slow progress in negotiations in the GATT
framework, the increasing recourse by major
trading countries to unilateral measures and the
apparent unwieldiness of the GATT dispute
settlement mechanism.  Access to regional
“economic spaces” was seen as a means for en-
terprises to adjust to a more competitive situ-
ation and be better equipped to compete on a
global scale. In developing countries, the
widespread adoption of export-oriented devel-
opment strategies and liberal import regimes
provided a stimulus for the reinvigoration of
regional and subregional agreements which had
become moribund. In addition, the countries
in transition in Central and Eastern Europe
adopted an active approach to regional coop-
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eration, both among themselves and with
Western European countries.

The expansion and proliferation of re-
gional agreements gave rise to the concern that
the multilateral trading system would be further
eroded and that it would degenerate into com-
peting and mutually antagonistic “regional
blocs” and a return to the policies of “spheres
of influence” of the major powers, particularly
if the Uruguay Round did not succeed. The
final outcome of the Round, however, has
served to ease the pressure on the countries
concerned to lessen the forces of regionalism
by “dissolving” many of the discriminatory as-
pects of regional agreements. Thus, tariff pref-
erences for regional partners have been
multilaterally reduced, including through the
“zero-zero” arrangements in a number of sec-
tors (e.g. construction, medical and agricultural
equipment, steel, beer, distilled spirits, paper,
furniture). Some idea of the impact of the
MFN tariff reductions on the NAFTA and
EEA tariff margins can be gained from the dis-
cussion above related to table 25. Further-
more, the Uruguay Round has established
multilateral disciplines of equal or greater
stringency than those in the regional agree-
ments. For example, the disciplines of the
Agreement on Agriculture and on Subsidies
and Countervailing Measures go beyond the
corresponding provisions of EEA and NAFTA
respectively. Other Agreements, such as those
on TRIPs, Technical Barriers to Trade and
Sanitary and Phytosanitary Measures, effec-
tively “multilateralize” the treatment of these
issues in regional groupings (notably NAFTA).
The TRIMs Agreement provides a shorter

phase-out period for local content requirements
in the automotive sector. The restrictions on
textiles and clothing, which were generally not
applied against partners in regional agreements,
will be phased out, although tariff margins will
remain. On the other hand, the safeguard pro-
visions in NAFTA appear to have anticipated
the quota modulation provisions of the Agree-
ment on Safeguards so as to generally exclude
regional partners from safeguard action. The
partners to regional agreements in some cases
have accepted additional commitments in areas
that are not covered by the WTO Agreement,
notably with respect to the treatment of foreign
investors, labour rights and environmental
measures (in NAFTA). EEA members have
accepted the competition policy rules of the
European Union. Discrimination in favour of
regional partners has also been reduced or re-
moved for those sectors and subsectors in-
cluded in the Schedules of Commitments
annexed to GATS.

One of the major concerns motivating
smaller countries to pursue regional approaches
is their impression that such agrecements pro-
vide greater security of market access than
GATT. However, the intensification of multi-
lateral disciplines and the Understanding on
Rules and Procedures Governing the Settle-
ment of Disputes, described above, may miti-
gate this perception. The experience of the
Canada/United States Free Trade Area Agree-
ment has demonstrated that regional partners
may seek to resolve bilateral disputes in the
multilateral context. Both that Agreement and
NAFTA contain GATT aquis provisions (i.e.
all GATT rights are preserved).®
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Chapter VI

A. The built-in work programme

Most of the Agreements concluded in the
Uruguay Round provide for regular reviews of
their operation. In addition, special reviews of
work programmes are provided for to introduce
further improvements or verify the practical
implementation of the substantive provisions in
several of the Agrcements, including the
Agreement establishing the WTO, the Under-
standing on the interpretation of GATT article
XVII, and the Agreements on sanitary and
phytosanitary = measures, subsidies  and
countervailing measures, technical barriers to
trade, TRIMs, anti-dumping, preshipment in-
spection, rules of origin, and TRIPs. GATS
also provides for a review of trade in services
prior to future negotiations and special working
parties in such areas as professional qualifica-
tions. As already noted, renegotiation of cer-
tain existing plurilateral agreements that will
be covered by Annex 4 of the WTO Agreement
(e.g. on Civil Aircraft) is currently under way,
as is the negotiation of a multilateral steel
agreement, for possible inclusion in Annex 4.

Furthermore, some Agreements specif-
ically provide for future multilateral negoti-
ations. The most specific provision relates to
trade in services, where separate decisions en-
visage the continuation of negotiations on
commitments relating to basic telecommuni-
cations, financial services, movement of natural
persons and maritime transport services under
the auspices of the Preparatory Committee for
the WTO. GATS itself provides that members
will enter into successive rounds of negoti-
ations, beginning not later than five years from

the date of entry into force of the WTO
Agreement, with a view to increasing the gen-
eral level of the specific commitments contained
in the Schedules. It also provides for negoti-
ations to establish disciplines with respect to
emergency safeguard measures and subsidies,
as well as negotiations on government pro-
curement. The Agreement on Agriculture pro-
vides for a continuation of the reform process,
to fulfil the long-term objective of substantial
progressive reductions in support and pro-
tection. Negotiations for continuing this proc-
ess will be initiated one year before the end of
the implementation period. The Agreement on
TRIMs is due for a review not later than five
years after the WTO Agreement enters into
force to examine the possibility of incorporat-
ing provisions on investment and competition
policy. These provisions for reviews and future
negotiations constitute what may be considered
a built-in future work programme for WTO,
which implies a situation of permanent negoti-
ation. On the assumption that the new Organ-
ization will come into being at some time
during 1995, most of these reviews and further
negotiations will be initiated in 1999-2000, and
could provide the basis for a further round of
mulitilateral trade negotiations, potentially in a
single package, at that time. When they be-
come full members of WTO (see below) China,
the Russian Federation and Taiwan province
of China could be full participants in such tariff
negotiations.284

The WTO Agreements provide a mech-
anism for countries to effectively defend and

284 China has applied to resume its status as a contracting party to GATT, which would qualify it for original membership
in WTO, subject to the conditions of article XI of that Agreement. The Russian Federation has observer status in
GATT and its application for accession is under consideration (see also section B below, in particular box 3). The
application of Taiwan province of China is under consideration by a Working Party of GATT, where it is designated
as "Chinese Taipei”, to be known in full as the "Separate Customs Territory of Taiwan, Penghu, Kinmen and Matsu”.

See Focus. GATT Newsletter, No. 94, October 1992.
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pursue their interests if they have the requisite
resources. In particular, it can be expected that
the major trading countries will initiate a series
of actions to define the scope of the new obli-
gations emerging from the Round, and devel-
oping country practices will inevitably
constitute the targets of some of these chal-
lenges. However, many developing countries
will be faced with serious challenges with re-
spect to institutional capacity, human resource
development and information management.
Effective utilization of the Agreements would
scem to require strong, coordinated govern-
mental machinery on trade matters. There will
be a need to monitor how the new rules are
complied with by trading partners with respect

to national trade interests, as well as to imple-
ment the multilateral rules in national legis-
lation, and to establish the institutional
mechanisms for the purpose. For most devel-
oping countries, their ability to cope success-
fully with this complex system may be a cause
of concern, and many may find themselves
having to accept more onerous multilateral ob-
ligations under close surveillance from trading
partners, without being able to benefit from the
expanded trading opportunities. Technical as-
sistance programmes designed to assist devel-
oping countries to respond to these challenges,
and to utilize the opportunities offered by the
implementation of the Uruguay Round results,
would seem necessary.

B. Accession to GATT/WTO

As noted above, many developing coun-
tries followed the timetable and procedure es-
tablished in the Punta del Este Declaration for
the participation and accession of countries
that were not contracting parties to GATT in
September 1986. At the final stages of the
Round, when it was established that only con-
tracting parties to GATT 1947 could become
original members of WTO, a wave of ac-
cessions occurred, under article XXVI of
GATT, by developing countries which had
been applying the General Agreement on a de
Jacto basis (see box 6).

In this process, China, which had partic-
ipated 1n the Uruguay Round while negotiating
its resumption of contracting party status, has
been an exception. The negotiations are still
continuing with a view to China’s becoming
an original member of WTO, but they have
been slowed down by several factors. The most
important of these have been the preoccupation
with the perceived lack of transparency and
continued state enterprise domination of the
Chinese import regime, combined with the per-
sistent efforts of major trading countries to im-
pose special conditions on China, such as a
selective safeguard clause, which would nullify
China’s rights under the WTO. China has be-
come the world’s fastest-growing major
importer and is seen as the “locomotive” of the
growth of world trade in the next decade. If the
multilateral disciplines of WTO were not to

cover trade relations with China, the credibility
of the institution would undoubtedly suffer.285
Certain countries may have been reluctant to
make substantial tariff concessions on items of
interest to many developing countries where
China is the principal supplier, in anticipation
of future tariff negotiations with that country.

The dissolution of the USSR and the
adoption of market-oriented economic systems
by the newly independent republics, as well as
by other countries in Central and Eastern
Europe which had been contracting parties for
several decades, took place while the Uruguay
Round was under way. In the later stages of
the negotiations additions were made to several
Agreements which recognized the specific
problems faced by the economies in transition.
Thus, the Agreement on Subsidies and
Countervailing Measures (article 29) introduces
special transitional arrangements for such
countries, permitting them to apply, under cer-
tain conditions, subsidy programmes necessary
for economic reforms, including otherwise pro-
hibited subsidies, during a seven-year period
from the date of entry into force of the WTO
Agreement. During the same period, their
actionable subsidies will not be subject to rem-
edies under the Agreement. Likewise, article
65 of the Agreement on TRIPs foresees the
same transitional arrangements for the econo-
mies in transition as for developing countries,
1.e. they are entitled to delay, with some ex-

285 For a review of developments in China in the context of growth and integration of the industrializing East see TDR

1993, Part 11, chap. IV.
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Box 6

COUNTRIES AND CUSTOMS TERRITORIES THAT ARE NON-CONTRACTING PARTIES TO
GATT 1947 COVERED BY THE MINISTERIAL DECISION ON ACCEPTANCE OF
AND ACCESSION TO THE WTO AGREEMENT (AS OF 1 JULY 18384)

Countries which participated in the Uruguay Round under Part I(F) of the Punta del Este

Declaration

China - applied for resumption of GATT contractual status in July 1986; Working Party

established in March 1987.

Algeria - Working Party on Accession established in June 1987,

Countries and customs territories in accession to GATT 1947 which were associated with the
Uruguay Round under the TNC decision of 28 July 1993

Bulgaria

Nepal

Mongolia

Panama

Slovenia

Ecuador

Taiwan province of China
Albama

Russian Federation
Saudi Arabia
Belarus

Croatia

Armenia

Latvia

Moldova

Ukraine

Jordan

Lithuania

Estonia

Working Party on Accession
established in:

November 1986
June 1989
October 1991
October 1991
July 1992!
September 1992
September 1992
December 1992
June 1993

July 1993
October 1993
October 1993
December 1993
December 1993
December 1993
December 1993
January 1994
February 1994
March 1994

Countries applying GATT [947 on a de facto basis (as of I July 1994)

Cambodia

Algeria

Yemen

Equatorial Guinea
Tonga

Bahamas

Cape Verde

Saource: GATT—(;ra releases and documents).

Sao Tome and Principe
Papua New Guinea
Seychelles

Djibouti

Solomon Islands
Tuvalu

Kiribati

' The Working Party concluded its work in June 1992.

ceptions, the application of the Agreement for
a period of five years following the date of entry
into force of the WTO Agreement. GATS (ar-
ticle XII) allows countries in the process of
economic transition, like developing countries,

to adopt or maintain restrictions on trade in
services with regard to which they have under-
taken specific commitments in the event of se-
rious balance of payments and external
financial difficulties or the threat thereof.
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Most of the economies in transition con-
cerned, notably the Russian Federation, have
initiated procedures for accession to GATT.
While these countries have been able to enter
into trade agreements with, and even obtain
preferential treatment from, several developed
countries, the latter have retained, in their im-
port regime applied to the countries in transi-
tion, certain discriminatory aspects of their
trade legislation, including such provisions as
selective safeguard clauses and special anti-
dumping criteria and mechanisms, which had
originally been designed as a response to the
economic and political system previously exist-
ing. Any such discriminatory legislation would
have to be eliminated in respect of any transi-
tion economy that becomes a member of WTO.

There are indications that issues which
are not directly related to GATT obligations
may arise in the accession negotiations of these
countries. Ownership, in particular, has be-
come the key issue in the working parties on
negotiation of accession. Some countries have
been  seeking commitments  concerning
privatization programmes in general, as well as
the specific aspects of transparency and moni-
toring, specific timetables, percentages and
other numerical goals of privatization. While
these relate in particular to foreign trade enter-
prises, they also concern agriculture, industry,
and services such as banking. Other members
of the working parties, however, have opposed
this kind of commitment on the grounds that
there is no provision in either GATT 1947 or
GATT 1994 that would require contracting
parties to privatize economic activities to any
particular degree, and that certain types of

business transactions, such as barter trade, are
not inconsistent with the provisions of GATT
1994.

The Understanding on the Interpretation
of Article XVII of GATT 1994, which intro-
duces a considerably greater degree of surveil-
lance and transparency with respect to the
operations of state-trading enterprises, seems
to have been drawn up in anticipation of the
accession of countries in transition. That arti-
cle provides for obligations only in respect of
the activities of state-trading enterprises, which
are defined as including any enterprise to which
a contracting party grants formally, or in effect,
exclusive or special privileges in carrying out
sales or purchases involving either exports or
imports. The ownership of these enterprises is
not specified. The Understanding contains a
“working definition” of state-trading enterprises
which identifies as falling within its scope,
“governmental and non-governmental enter-
prises, including marketing boards, which have
been granted exclusive or special rights or
privileges, including statutory or constitutional
powers, in the exercise of which they influence
through their practices or sales the level or di-
rection of imports or exports”.

The effective revision of the non-
application provisions of GATT article XXXV,
incorporated in the WTO Agreement, creates a
further disadvantage for acceding countries by
enabling members to use the threat of its invo-
cation to obtain concessions in the accession
negotiations, including tarilf negotiations, a
situation which article XXXV was intended to
prevent.

C. The future agenda

During the final stages of the Uruguay
Round it became apparent that, unlike the case
of previous Rounds,?86 decisions relating to a
future work programme could well constitute
an inherent part of the final package. The
understanding that no country would raise new
matters that would complicate the consecration
of the results at Marrakesh was not respected,
and initiatives were taken to make acceptance

of the results conditional upon decisions to
place certain new 1issues on the work
programme of the WTO Preparatory Commit-
tee. The measures which had received the most
active support from certain developed countries
were (a) links between trade rights and envi-
ronmental measures, (b) multilateral rules on
competition policy, and (c) links between trade
and labour rights. The latter issue attracted the

286 |t should be recalled that at the final meeting of the Tokyo Round, the United States chief negotiator made a statement
to the effect that the Tokyo Round would be the last negotiation of the twentieth century. Two years later, at the 1981
session of the GATT Contracting Parties, initiatives were taken to establish a work programme that led to the

Uruguay Round.
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Box 7

POSSIBLE ADDITIONAL ITEMS TO THE WTO WORK PROGRAMME '

In the statements which they made in the course of this meeting, Ministers representing a number
of participating delegations stressed the importance they attach to their requests for an
examination of the relationship between the trading system and intemationally recognized labour
standards, the relationship between immigration pelicies and international trade, trade and
competition policy, including rules on export financing and restrictive business practices, irade and
investment, regionalism, the interaction between trade policies and policies relating to financial
and monetary matters, including debt, and commodity markets, intemational trade and company
law; the establishment of a mechanism for compensation for the erosion of preferences, the link
betweéen trade, development, political stability and the alleviation of poverty, and unilateral or

extraterritonal trade measures.

Concluding remarks by the Minister of Foreign Affairs of Uruguay, Chairman of TNC, Marrakesh,

15 April 1994 (MTN.TNC/MIN(%4),6).

most fervent support and opposition. How-
ever, delegations arrived in Marrakesh armed
with their own proposals, with the result that
all such ideas have been listed in a paragraph
of the Chairman’s Concluding Remarks (see
box 7).

A decision was taken to establish a Sub-
Committee on Trade and Environment.287 As
noted above, some of the Uruguay Round
Agreements, notably those on subsidies and
countervailing duties, technical barriers to trade
and sanitary and phytosanitary measures, con-
tain provisions which are relevant to countries’
ability to take measures to protect the environ-
ment. The concerns that the trade-
environment link could be used to promote
protectionist interests derive essentially from
three situations. The first, and more tradi-
tional, relates to technical regulations to ensure
that imported products conform to domestic
environmental regulations. This is essentially
the situation forescen in the Agreement on
Technical Barriers to Trade, which would pro-
vide the mechanism for addressing trade prob-
lems arising in this context. The second
situation corresponds to the issues raised in the
dispute over the United States restrictions on
imports of tuna - i.e. where a country imposes
restrictions on a product that in itself is not
dangerous to the environment but for which
the method of production or extraction 1is
deemed to be so. The solution to such prob-
lems relates to the existence of international

environmental agreements and to the possiblity
of establishing links beween these agreements
and the multilateral trade obligations of WTO
in a manner similar to that established for in-
tellectual property rights under the TRIPs
Agreement. The third situation derives from
the “level playing field” argument: lower envi-
ronmental standards among countries will af-
fect international competition and investment
decisions, in as much as cost cutting as a result
of the lowering of standards can be considered
as dumping or subsidization. There are already
instances of this argument being used to justify
anti-dumping duties against non-GATT coun-
tries and the current debate on the inter-
nalization of environmental costs could provide
more arguments for protectionist interests.

At Marrakesh, some Ministers made
strong statements in favour of the negotiation
of mululateral competition rules in the WO
context. [t shouid be recalled that the 1ssue of
restrictive business practices was among the is-
sues dealt with in the Havana Charter that was
not taken up in GATT (despite attempts to do
so), but was addressed in the United Nations,
ultimately becoming the non-binding Set of
Mutually Agreed Equitable Principles and
Rules for the Control of Restrictive Business
Practices, negotiated in UNCTAD. A number
of Uruguay Round Agreements touch upon
RBPs, notably those on TRIMs, anti-dumping,
subsidies and countervailing measures, safe-
guards, trade in services and TRIPs. In partic-

287 For its part, the Trade and Development Board established in May 1994 a number of new bodies, two of which will
deal with matters directly related to the outcome of the Uruguay Round (see box 8).
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Box 8

THE URUGUAY ROUND IN THE MID-TERM REVIEW OF THE CARTAGENA COMMITMENT
OF UNCTAD VIl

In May 1994, the Trade and Development Board conducted a Mid-Term Review of the work
programme of UNCTAD's intergovernmental machinery. As a result, the Board decided to
establish new working groups, two of which have a direct relevance to the Uraguay Round results.
In addition, the Board agreed to the holding of a séminar on regional economic amrangements and
their relationship with the multilateral trading system.

Ad Hoc Working Group en Trading Opportunities in the New International Trading Context
The terms of reference of the Group provide for the following activities:

e  Identifying new trading opportunities ansing from the implementation of the Uruguay
Round agreements, in particular sectors and markets, with a view to enhancing the ability
of developing counlries, in particular the least developed countries, and countries in
transition cancemed to take full advantage of such gpportunities.

e  Enhancing the understanding of the implications of the new rules deriving from the Uruguay
Round agreements and their follow-up, and identifying where and how developing countries
and cconomies in transition concemed could be assisted to: (a) make use of the special
clauses providing differential and more favourable treatment; and (b) implément and benefit
from the commitments undertaken.

*  Analyzing the modalitics to give effect 1o the decision on special provisions for least
developed countnes and identifying areas in which technical cooperation should be
strengthened.

Ad Hoe Working Group on Trade, Environment and Development
The Group will:

e  [ixamine the effects of environmental policies, standards and regulations on market access
and competitiveness, in particular of the developing countres, especially the least developed
among them, and countri¢s in transition, taking into account the financial and technological
implications;

. Identify and analyse emerging environmental policy instruments with a trade impact;

¢  Explore the market opportunities and unplications for exporters which may flow from the
demand for “environmentally frnendly” products;

¢ Study eco-labelling and eco-certification schemes, and possibilities for mtemational
cooperation in this field. The work of the Group will initially focus on: (a) a comparative
analysis of current and planned schemes, and (b) an examination of the possibilities for
taking into account the interests of developing countries in the elaboration of eco-labelling
calena.

ular, there 1s concern that the strict prohibition
of voluntary export restraints (VERs) (or “or-
derly marketing arrangements”) may result in
such measures “going underground” and being
applied through industry-to-industry under-
standings, despite the clear obligation on Gov-
ernments in the Agreement on Safeguards not
to encourage or support such measures. VERs
could also be replaced by frequent recourse to
anti-dumping actions, as certain elements of the
Agreement on Anti-Dumping (including the
“standards of review” clause) appear to impose
relatively less discipline on this technique of
protection. In fact, anti-dumping measures, in

particular price undertakings, can be used to
perpetuate anti-competitive situations. On the
other hand, in the context of the TRIMs and
TRIPs Agreements, there 1s concern that the
disciplines may be interpreted in such a way as
to prevent members, particularly developing
countrics, from taking effective measures to
combat restrictive business practices by TNCs.
Proponents of thc negotiation of multilateral
rules on competition (or anti-trust regulations)
have cited these examples in stressing that such
rules are required to ensure the effective imple-
mentation of the Uruguay Round Agree-
ments.?88

288 Article 9 of the TRIMs Agreement provides for consideration of the possibility of complementing the Agreement with

provisions on competition policy.
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The proposal that WTO should establish
a link between multilateral trade rights and ob-
ligations and labour standards was put forward
shortly before the conclusion of the Uruguay
Round but rapidly became the most controver-
sial issue among the possible new issues for
consideration in WTO. This initiative is seen
by developing countries as aimed at undermin-
ing their comparative advantage and providing
protectionist interests with a further “trade
remedy” directed at their exports. In this con-
nection, the recent debate on this issue at the
eighty-first session of the International Labour
Conference (June 1994) resulted in the estab-
lishment of a working party to discuss and re-
flect on all relevant aspects of the social
dimensions of the liberalization of international
trade.

The proliferation of statements empha-
sizing the importance of the institutional out-
come of the Uruguay Round (i.e the
establishment of a “new” organization), as op-
posed to the substantive results embodied in
the constituent agreements, may have had the
unfortunate effect of setting up WTO as a tar-
get against which protectionist forces can rally.
There is some evidence that political interest
groups, driven by essentially parochial sectoral
interests, are uniting to oppose ratification of
the WTO Agreement on the basis of supposed
threats to “national sovereignty”. Similarly, the
conversion of GATT into the WTO appears to
be used by others opposed to giving a primary
role to the United Nations in the economic
field, to claim that the institutional outcome of
the Uruguay Round is a reason for downgrad-
ing the involvement of the United Nations
proper in trade and development issues.

While the overall result of the various
Agreements has been to strengthen the multi-
lateral trading system and extend its compe-
tence, it has not fundamentally modified the
character of the GATT system or its underlying
precepts. The extension of the mandate of
GATT to cover new areas of the international
economic debate was not accomplished
through the negotiation of comprehensive
agreements addressing the totality of 1ssues and
interests in each of these fields. The scope of
WTO 1is confined to the narrower range of
matters with respect to which Governments
were willing to accept contractual obligations
that would be subject to an overall dispute
settlement process which, in the last resort,
would be enforced through trade sanctions.

This particular characteristic of WTO consti-
tutes a fundamental limitation to the extent to
which its scope may be extended so as to im-
pose multilateral disciplines in additional
“trade-related” areas. The frontiers of WTO's
authority will be delineated by the extent to
which countries are prepared to submit their
policy measures in additional fields to con-
tractual obligations that could expose these
policies to the threat of possible trade sanc-
tions.

Experience indicates that the process of
trade liberalization and the extension of disci-
plines to new areas create their own momen-
tum, in that differences in the application of
norms among countries in many other areas are
perceived as providing advantages to countries
with lower standards in terms of their ability to
compete, i.e. the so-called “level playing field”
approach referred to above. The issues listed
as possible candidates for inclusion in the WTO
work programme also include wider economic,
social and political issues that may both influ-
ence, and be influenced by, trade [lows. A
widespread preoccupation seems to be that the
outcome of negotiations aimed at linking these
various areas to the multilateral trading system
could significantly add to the arsenal of
protectionist “trade remedies” which the
Uruguay Round has so painstakingly at-
tempted to discipline, with varying degrees of
success. However, in order to preserve and
strengthen the system, additional positive
measures are required, rather than simply ex-
emptions from the disciplines, to assist those
parties which may be disadvantaged, at least
temporarily, by the inevitable adjustment proc-
ess; a “safety net” is needed for those which
will simply be unable to compete eflectively,
including particularly disadvantaged countries
and groups within countries. The question
arises as to whether further multilateral negoti-
ations should aim at establishing disciplines in
all areas where lack of effective rules can affect
competitiveness in international trade. There
1s also the issue of how to address the problems
- social, economic and otherwise - that arise
from changes in the size and direction of trade
flows.

The international community will have to
decide whether these issues are appropriate
subjects for trade negotiations, or whether they
should primarily be considered as problems of
“governance” in the United Nations context.=
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