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The Trade and Development Report aims to examine the impact of current international economic
issues on the economies of developing countries. It does so by comparing current economic perform-
ance with that of the preceding year, and by examining future economic prospects, both for the world
economy as whole and for the different regions. Here, the Report draws on the United Nations World
Economic and Social Survey, and on the work of United Nations regional economic and social commis-
sions and the specialized agencies.

Among the major issues raised in this Report are:

*  International financial turbulence. What are the lessons to be learned from the recent
sharp movements of the major currencies? What can be done to reduce turbulence and
strengthen countries’ defences against external financial volatility - but without depriving
them of the gains from international economic transactions?

*  Unemployment in OECD countries. Whalt is the real cause and what is the right remedy?
Unless unemployment in OECD countries is effectively tackled, it could derail the post-
Uruguay Round trading system and prevent globalization and liberalization from yielding
their benefits.

The Trade and Development Report 1995 suggests answers to these and related questions. [n
doing so, it takes a distinctive view of the working of the world economy and of global macroeconomic
management. Its analysis and policy recommendations are presented as a contribution to the interna-
tional debate on these matters - a debate which recently received added impetus from the Summit meet-
ing of the "Group of Seven", held in Halifax, Nova Scotia, in June.

The main theme of the ninth session of the United Nations Conference on Trade and Develop-
ment, to be heid in April-May 1996, will be the promotion of sustainable growth and development in a
globalizing and liberalizing world economy. The Report makes an important contribution to that de-
bate.

Boutros Boutros-Ghali
Secretary-General of the United Nations
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Explanatory notes

Classification by country or commaodity group

The classification of countries in this Report generally follows that of the UNCTAD Handbook of
International Trade and Development Statistics 1993.' 1t 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 appropriate, also to territories or areas.

References to “Latin America” in the text or tables include the Caribbean countries unless otherwise
indicated.

Unless otherwise stated, the classification by commodity group used in this Report follows generally
that employed in the Handbook of International Trade and Development Statistics 1993.

Other notes

References in the text to TDR are to the Trade and Development Report (of a particular year). For
example, TDR 1994 refers to Trade and Development Report, 1994 (United Nations publication, Sales
No. E.94.11.D.26).

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

The term “tons” refers to metric tons.

Annual rates of growth and change refer to compound rates.

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

Use of a hyphen (-) between dates representing years, e.g. 1988-1990, signifies the full period
involved, 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 (-) or a zero (0) indicates that the amount is nil or negligible.

A dot (.) indicates that the item is not applicable.

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 to totals because of rounding.

' United Nations publication, Sales No.E/F.94.11.D.24. in Part One, chapter 11 (tables 5 and 7-9), a revised clas-
sification has been used: “Developing countries” include China, Mongolia, Democratic People’s Republic of
Korea, Viet Nam and the Central Asian States of the former USSR, Other former republics of the USSR (includ-
ing the Baltic States) are classified in the group “Eastern Europe™.
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BIS Bank for International Settlements
PA Economic Commission for Latin America and the Caribbean (Comisién Econémica
para América Latina y el Caribe)
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if cost, insurance and freight
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ECGD Export Credits Guarantee Department (United Kingdom)
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International Labour Organisation
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The world economy has been losing steam in 1995. This year, growth in Latin America as a whole
will fall from 3.7 per cent to 2 per cent - which is nearer to Africa’s rate than Asia’s. The developed
market economies will also slow down, in part because of the cyclical deceleration in the United States,
and in part because the decline of the dollar and import cuts in Latin America have weakened demand
for the exports of Western Europe and Japan. However, growth in the developing countries of Asia will
accelerate; and a number of countries in Central and Eastern Europe will also show continued advance.
But commodity prices will on the whole be considerably below their 1994 levels.

1994 had seen a significant quickening of the tempo of world economic growth, up from 1.7 per
cent in the previous year to 3.1 per cent. Most regions participated in this acceleration, particularly
Western Europe, whose cyclical recovery from recession was largely responsible for the doubling of
growth in the developed market economy countries. All three developing regions grew faster than in the
previous year, with Asia continuing to outpace the others and Africa lagging behind; in that continent,
population growth continued to outstrip income growth. China’s expansion was trimmed a little while
remaining extremely rapid. A number of countries in Central and Eastern Europe registered impressive
advances, but many others experienced further declines.

International trade grew even faster than world output, thus helping to spread growth across the
world economy. Both the United States and Western Europe received a strong impetus from exports,
especially to the rest of the world, in particular developing countries in East and South-East Asia and
Latin America. Intra-regional trade in these parts of the world also continued to grow rapidly. In Latin
America this was in no small measure due to the region’s largely consumer-driven import boom, whereas
in East and South-East Asia it went alongside a relocation of production driven by foreign direct invest-
ment, much of it originating in the region. Moreover, a number of primary producers benefited from
sizeable and widespread increases in non-oil commodity prices. These reflected ephemeral influences
such as the cyclical upturn in world economic activity and speculative trading.

However, for many countries structural factors restraining growth performance proved stubborn.
[n Japan, for instance, debt deflation continued to reinforce the country’s chronic underconsumption;
stimulative action, once again, was too little and too late to generate a genuine recovery. In Africa,
Structural Adjustment Programmes continued to bring only a modest improvement in the growth rate.
Long-term development performance remains depressed by commodity dependence, poor infrastruc-
ture, over-indebtedness, low levels of domestic investment and caution by foreign investors, as well by
political instability and conflicts.




External financing continued to be concentrated among relatively few developing countries and
economies in transition. Commercial bank lending to Africa, West Asia and Eastern Europe decreased
in 1994,

The Paris Club took a significant step forward in adopting the new Naples terms, but the results
fall short of expectations. The new terms allow for a 67 per cent reduction of debt service of the poorest
and most indebted countries (compared to 50 per cent under the enhanced Toronto terms) and, where the
debtor is ready to exit from the process of debt rescheduling, reduction of the stock of non-concessional
debt by 50 per cent or 67 per cent. The implementation of these terms has, however, been rather
hesitant. The eligibility criteria have unduly restricted the number of countries benefiting from most
favourable treatment. Furthermore, the budgetary, legal or policy restrictions on debt reduction faced
by some creditors risk preventing the much-needed stock treatment from becoming a reality. Besides,
the scope of debt eligible for reduction has been narrowed considerably. While the Naples terms may
significantly reduce the debt service ratio for over half of the 33 low-income countries studied, the ratio
for many others will remain too high.

One important reason is the heavy weight of multilateral debt. The debt of highly indebted low-
income countries to the multilateral financing institutions warrants serious attention. These institutions
have already taken some steps to provide relief, by in effect refinancing hard loans with concessional
funds. The IMF and the World Bank have also adopted the “rights accumulation” approach to deal with
protracted arrears. However, the measures taken have not been sufficient to resolve the problem of
arrears and to prevent the multilateral debt service burden in a number of countries from increasing at
a dangerous pace. Current schemes could be improved, for example by allowing interest payments on
arrears and current debt service obligations to be suspended during the programme of rights accumula-
tion. However, this would still not suffice - the main constraint is funding.

A number of constructive proposals have been made recently which are designed to provide addi-
tional multilateral debt relief without diverting development assistance from other uses or increasing the
pressure on bilateral donors (many of whom are reducing their aid budgets):

the sale of a portion of IMF gold reserves;
a new SDR allocation, a portion of which would be used to alleviate multilateral debt;

drawing on the reserves and loan-loss provisions of multilateral financial institutions.

Such proposals deserve urgent and sympathetic consideration.

The main reason for the Latin American slowdown is the reversal of capital flows. The collapse of
the peso in December 1994, besides forcing Mexico into severe recession, involved a shift of sentiment
regarding shares and currencies in “emerging markets”. It marked the second major disruption of
international financial markets in response to crisis involving a developing country’s external payments




and reserves (the first being in the early 1980s). The reverberations would have been even more exten-
sive in the absence of the Mexican rescue package. As it was, external bond issues by Latin American
entities virtually dried up during the first quarter of 1995, and access to the international financial
markets remains limited.

In Argentina, where the currency is fixed to the dollar and the money supply to the level of foreign
reserves, the “tequila effect” led to a contraction of domestic credit. This put a sudden brake on eco-
nomic activity - which, in turn, damaged bank solvency. By contrast, in Brazil, the effect was felt in
currency depreciation. The drying up of external credit has meant that the authorities cannot maintain
price stability as they had begun to do before the outbreak of the Mexican crisis, namely by allowing the
real exchange rate to appreciate and the trade balance to worsen. That country’s prospects for stabilization
hinge, more than ever, on fiscal reform.

The external financial turbulence that engulfed Latin America took most observers and market
participants by surprise. However, readers of the Trade and Development Report have received re-
peated warnings that the surge of capital flows to Latin America was bound to peter out. The bubble
could have been prevented through capital controls, which are consistent with IMF Articles of Agree-
ment and practised by a number of highly market-oriented Latin American countries.

The basic weakness of the flow to Latin America was that, unlike that to East and South-East
Asian countries (which were initially also hit by the international financial turbulence but eventually
survived unscathed), it was based not on high rates of domestic savings and investment and a competi-
tive exchange rate, but on massive privatization receipts and on liquid flows attracted by the combina-
tion of high interest rates and real currency appreciation. This allowed the inflow to generate its own
momentum (“bandwagon”) even though it was fuelling a consumer boom while simultaneously eroding
the competitiveness of exports, thus producing huge and rising deficits on current account without a
commensurate increase in productive capacity.

The dynamic described was especially marked in the case of Mexico, and once the bubble had
grown sufficiently it was bound to burst. The conclusion, still denied in many quarters, is that the crisis
stemmed from the economic strategy itself (which had received the blessing of the international commu-
nity), rather than from a slippage. The dangers of euphoria on the part of investors were overlooked by
both Mexico and its creditors - and sometimes explicitly denied on the grounds that deficits generated
by private-sector borrowing and lending decisions are invariably benign. This notion, which should
have been dispelled by Chile’s debt crisis in the early 1980s, had been transformed into a doctrine in the
United Kingdom, and then reexported to Latin America as an article of faith.

A number of Latin American countries now face another round of severe adjustment. The scale of
the balance of payments correction that might be needed by the two main adjusting countries is conceiv-
ably very large: their current account deficits amount to more than 50 per cent of their exports. 1t may
be impossible to avoid a major reduction in domestic absorption and imports, since the capacity to
export has not been sufficiently enlarged in recent years: investment in tradeables has been weak ever
since the debt crisis, and too much investment has gone into services and residential construction. Be-
sides, private saving rates have tended to decline. Moreover, the simultaneous loss of capital inflows
and of growth momentum will make the reconciliation of the income claims of different social groups -
and hence the containment of inflation - more problematic. The maintenance of fiscal balance - one of
the main achievements of the period of reform - will also be rendered more difficult. The need for
import cuts by several major economies simultaneously will involve a loss of external markets for all
countries in the region. Equally, their push for foreign markets may impose great strain on trade rela-
tions; indeed this has already been the case within MERCOSUR.

For adjustment to succeed in laying the basis for sustained growth in the future, it must correct
three weaknesses which have been highly evident in the course of Latin America’s recent recovery from
debt crisis: (a) inadequate competitiveness; (b) a low rate of reinvestment of profits; and (¢) insufficient
investment in infrastructure. The right remedies are unlikely to be found by orienting policy towards




regaining the confidence of portfolio managers; their mood swings are, in any case, extremely difficult
to keep pace with. A further round of rethinking of economic policy may be required. Perhaps the right
starting point is to consider how several countries in Asia have succeeded in penetrating world markets,
utilizing external savings and regulating their financial systems.

A rethinking of financial policies has already begun, as regards systemic risk and derivatives.
Large trading losses for several banks and the insolvency in February 1995 of Barings due to positions
in futures have served as an alert regarding the risks in derivatives markets. Policy makers and financial
regulators are worried above all about systemic risks and their potential for causing a crisis that would
lead to a breakdown in the financial system and in its three key functions of credit allocation, payments
and the pricing of financial assets. Concern as to risks in derivatives markets was one of the factors
behind the call of the G-7 countries at their Halifax Summit for a strengthening of international coop-
eration in financial supervision to safeguard the financial system and to prevent an erosion of prudential
standards.

Among the lessons to be learnt from historical instances of collapse or extreme strain in derivatives
markets are the need for strong legal and institutional frameworks, including clearinghouses with ad-
equate resources as well as arrangements for settling obligations which avoid huge rises in short-term
exposure capable of impairing institutions’ creditworthiness and thus endangering the payments sys-
tem. Another lesson, especially important for developing countries, is that the use and trading of de-
rivatives should be an organic extension of hedging and balance-sheet management. Artificial initia-
tives such as the establishment of futures and options exchanges purely to attract business to nascent
financial centres are likely to lead to markets dominated by speculation that poses a threat to the entire
financial sector.

Many recent initiatives regarding derivatives are directed at internal controls. While such initia-
tives concern firms in the first instance, ultimately they are also capable of reducing systemic risk.
Prudential initiatives on the part of the European Union, the Basle Committee and others are intended to
reduce or control banking and securities risks more generally. The result of these initiatives so far is
only the beginning of a harmonized regime for financial regulation, with a coverage of subjects and
firms that is far from complete. While systemic risk will be reduced by improved prudential standards,
it will continue to be present during periods when high volatility in asset markets endangers participants
or is accompanied by major insolvencies.

Unemployment is now a veritable scourge in the developed market economies. Open unemploy-
ment has risen sharply in the OECD countries, from an average of 3.2 per cent of the labour force in
1960-1973 to 7.3 per cent in 1980-1994. Last year, 34 million people were out of work.

The problem is not only one of the vast numbers involved. The quality of the new jobs created has
on the whole been poor. In the United States, for instance, employment has grown significantly faster




than in most other industrial countries, but most of the new jobs created are low-paid. As a result, a
large part of the labour force has been suffering from stagnant or even declining rates of pay, and has
failed to share in the growth of national income.

In many quarters, the twin problems of unemployment and low pay are being blamed on the
growth of international trade and investment, especially manufactured imports from developing coun-
tries, with the main culprit being the exploitation of cheap third-world labour. The solutions typically
advocated include the imposition of higher labour standards in the developing world or other barriers to
imports. Others, less inclined towards protectionism, ascribe unemployment in their own country or
region to a loss of competitiveness. Though not targeted at developing countries in particular, this
diagnosis, too, is a recipe for trade conflict, for it implies that unemployment at home can only be
lowered at the expense of one’s trading partners.

Such neomercantilist approaches, which run counter to the letter and spirit of the Uruguay Round,
would prevent globalization and liberalization from yielding their benefits. While all countries would
be adversely affected, the threat to the developing countries and countries in transition would be par-
ticularly serious, since their outward-oriented development strategies will only succeed if markets in
developed countries are sufficiently open to accommodate rapidly increasing exports.

The idea that the rise in structural unemployment in the North, especially of unskilled workers, is
largely due to North-South trade reflects the coincidence of sharply rising imports of manufactures
from developing countries and high and rising rates of unemployment from the early 1970s onwards.

There can be little doubt that unskilled northern labour has been displaced on a significant scale in
anumber of industries, including clothing and footwear, in which developing countries have succeeded
in increasing their market share. None the less, the growth of North-South trade does not provide a
convincing explanation of the unemployment problem as a whole.

The South’s receipts from manufactured exports are largely spent on buying other manufactured
goods from the North, thus generating jobs. However, it is true that even a balanced growth of
exports and imports of manufactures could in theory result in losses of unskilled jobs in the North.
The reason is that such labour, being more abundant in the South, is used more extensively in
southern than in northern manufactured exports.

The North has a considerable surplus on manufacturing trade with the South. This surplus adds to
total effective demand and to the number of jobs in the North (without necessarily reducing em-
ployment in the South). The contraction of its trade surplus was responsible for significant job
destruction in the North during the late 1980s. The prime cause of that contraction was not the
increase in manufactured imports but the depression of oil and other commodity prices, together
with the rise in interest rates and debt crisis, which extinguished a sizeable portion of the import
capacity of developing countries; balance-of-payments pressures also forced many developing coun-
tries to increase export shipments at knock-down prices. The 1990s have seen an increase in the
North’s trade surplus, with the import boom of Latin America, for instance, serving to generate
higher demand for its export industries; however, this source of job creation has proved no less
fickle than the financing that generated it.

Even so, differences among developed countries in structural unemployment are unrelated to dif-
ferences in their trade balances with developing countries; for instance, between 1970 and 1993 the
country that suffered the second-largest decline in its trade balance with developing countries -
Canada - had the largest increase in total manufacturing employment, whereas the country with the
smallest - Italy - lost a fifth of its manufacturing jobs.

[fincreased imports from the South had indeed been a major cause of unemployment of unskilled
workers in the North, the corresponding increase in exports to the South should have succeeded in
creating excess demand for skilled workers. However, demand for skilled workers in the North has
also been weak. For example, in the United States, unemployment among men with upper second-




ary or higher education rose from 2.1 per cent in 1970 to 3.9 per cent in 1989, in Germany from 1.8
per cent in 1978 to 5.0 per cent in 1987, and in France from 2.6 per cent in 1979 to 4.1 per cent in
1990. True, in a number of countries the wage differential between skilled and unskilled work has
widened, but this has come from lower or stagnant wages for unskilled work, not from a jump in
pay for skilled labour as a whole.

Numerous instances can be cited of job losses in high-skill industries (e.g. chemicals) and of em-
ployment gains in low-skill sectors (e.g. rubber and plastics).

The emergence of new competition in labour-intensive manufactured products is nothing new in
economic history. In the 1950s and 1960s, for instance, the industrially most advanced countries
became subject to greatly intensified competition from Italy and Japan without suffering mass
unemployment; indeed, several of them experienced such a shortage of unskilled labour that they
encouraged large-scale immigration. Between 1960 and 1970, the import penetration of Italy in
the markets of the (then) five other EEC countries rose from 0.4 per cent to 2.4 per cent; these are
roughly the same ratios as for import penetration by developing countries in the (expanded) EEC
market in 1970 and 1990, covering a period twice as long.

Not all manufactured exports from developing countries are labour-intensive; nor does their com-
petitive advantage always derive from “cheap” or “sweatshop” labour. The developing countries
that have been most successful in manufactured exports have experienced rapidly rising wages,
and have upgraded the technological and skill content of their production. Some of them have
themselves been losing market share in labour-intensive goods to newcomers - but without suffer-
ing unemployment as a consequence.

These considerations suggest that while the greatly increased volume of manufactured imports
from developing countries has indeed caused significant job losses in certain industries, the explanation
for the sharp rise in mass structural unemployment lies elsewhere. The same point applies regarding
redundancies resulting from the introduction of new technology - a factor which many analysts view as
more important than imports from developing countries. The real question, in both cases, is why it has
been so difficult for the labour displaced to be redeployed at remunerative wages elsewhere in the
economy - as in the Golden Age of the 1950s and 1960s.

One explanation - which appears to command consensus among economists and which increas-
ingly influences the perspectives of policy makers - is that various man-made rigidities are obstructing
the labour markets from bringing the demand for and supply of labour into balance. The rigidities
usually cited include laws and regulations that make labour more costly for employers (such as social
charges, severance pay and restrictions on job assignments and hours worked) or which prevent wages
from falling (such as high unemployment benefits or minimum wages). On this view, the key to resolv-
ing the unemployment problem lies in deregulating the labour market and reducing the Welfare State.

The rationale of this approach is essentially microeconomic. It is undoubtedly true that if an
individual enterprise were accorded the opportunity to operate more flexibly in the labour market, it
would normally respond by expanding its work-force and output, to capture a larger share of the market
for its products. But if all enterprises were accorded the same opportunity, none might choose to
expand output, unless the level of aggregate demand also rose.

Labour market deregulation is not designed to produce such an increase in aggregate demand.
However, it could reduce it by shifting income from wage earners, who spend a relatively high propor-
tion of their incomes, towards profits but without stimulating additional investment out of profits.
Moreover, firms might respond to increased flexibility by shedding labour, particularly if they were
initially facing a squeeze on profits because of inadequate sales. If carried out on a large enough scale,
this response, too, could, in turn, reduce the level of demand. Thus, while increased labour market
flexibility would certainly make it possible for firms to utilize their capital stock more efficiently, it
would not by itself provide an incentive to hire or invest on a larger scale (unless, of course, it made
export production more profitable, in which case it would serve simply as a device to export unemployment).




Labour markets have, in fact, become considerably more flexible over the past decade without
bringing a faster pace of employment creation. The evidence suggests that employers have used that
flexibility to gain competitiveness by restructuring, downsizing and labour-shedding, rather than to
enlarge productive capacity and add to their labour force. However, this is not to suggest that the
phenomenon of “jobless recovery” has derived from increased labour market flexibility; as will be
explained below, the main factor has been the weakness of investment and growth.

Besides, labour market flexibility is no solution, even in theory, to the problem of insufficiency in
the number of good jobs. Rather, flexibility has proved to be an effective way to transform open
unemployment into disguised unemployment, i.e. take people off the dole into low-paying, low-produc-
tivity occupations, for instance in services. This is evident from the experience of the United Kingdom,
where the labour market reforms of the 1980s have made it more akin to the United States than other
Western European countries. On one estimate, some 80 per cent of the jobs created in that country
between 1979 and 1987 were low-productivity and low-pay; for the United States, the figure has been
put at 50 per cent.

On the other hand, countries with a highly protected agricultural sector of significant size (most
notably Japan) have a considerable volume of disguised unemployment in low-productivity farm jobs.
When due account is taken of cross-country differences in disguised unemployment, the developed mar-
ket economies appear to have a roughly similar record as regards genuine employment creation.

A worsening performance as regards jobs over the past two decades has gone hand-in-hand with a
significant slowdown in capital formation. For the OECD area, the annual growth of fixed capital
formation fell from about 6 per cent in 1960-1973 to 1.1 per cent in 1973-1979 and 3.1 per cent in
1979-1990. This failure to return to previous rates of investment is to be explained not by high labour
costs or low profitability of the existing capital stock, but by the macroeconomic environment.

The generally restrictive monetary policies implemented in the last two decades have shunted econo-
mies into low-growth paths in which low demand growth and low potential output growth have fed back
into one another. Frequent underutilization of the existing productive capacity has made for slow capi-
tal formation. The slow growth of potential output has, in turn, provided the justification for persisting
in macroeconomic policies that limit demand growth to that of potential output growth. These policies
have thus created a weak economic growth dynamic, and generated an increasing imbalance between the
labour force and the tools - i.e. capital - to employ labour productively.

Restrictive monetary policies and financial deregulation together have pushed up interest rates to
historically high levels. In 1981-1993 the average long-term real interest rates in the United States,
France, Italy and Canada were more than three times, and in the United Kingdom more than twice, the
1956-1980 level. Moreover, financial deregulation, together with the increasing tendency to gear mon-
etary policy to monetary aggregates or price movements, has made interest rates and exchange rates
more unstable. The increased volatility of key financial variables has, in turn, been reflected in the
increased volatility in the components of aggregate demand such as consumption, exports and imports.
In the United States, Japan, Germany and France, the increase in the volatility of real consumption
expenditure from 1961-1973 to 1982-1994 ranged from 78 per cent to 167 per cent, that of real exports
from 57 per cent to 263 per cent, and of real imports from 46 per cent to 162 per cent. The uncertainty
created by such volatility has served to discourage private investment in fixed assets.

In some industrialized countries, private investment has also been adversely affected by declining
public investment, especially in infrastructure. In the United States, Germany and the United Kingdom
general government real investment in fixed capital has risen much less than GDP since the 1970s;
indeed, in 1990 in the latter two countries it was 15 per cent below the 1972 level. On one estimate, if
the stock of public capital in the United States had grown at the same pace in 1966-1987 as in 1947-
1965 (instead of declining by 10 percentage points) annual GDP growth in the United States would have
been 1.3-1.9 percentage points higher.




The preceding discussion suggests that the solution to the employment problem lies, in the main, in
raising the tempo of investment and growth. It has been estimated that if the capital stock in manufac-
turing in European OECD countries had grown after 1973 by a modest | percentage point more than
was actually the case, by 1992 there would have been an extra 3.9 million jobs in manufacturing and
about 4.1 million in services.

Before turning to the macroeconomic policies needed for faster growth, it needs to be emphasized
that supply-side policies are also necessary, in order to ensure that expansion does not run into bottle-
necks. In particular, training and skill formation will need close attention. There is also a strong case
for shifting policy towards providing employment subsidies, rather than unemployment benefits. They
would be a small charge on government budgets, since they would help raise output, and thus tax
revenue. Moreover, they would prevent the loss of skills (and morale) that typically results from long-
term unemployment, and encourage the provision of on-the-job training for people who would otherwise
remain idle.

To step up investment rates, the prime need is to provide business with lower capital costs, on the
one hand, and improved prospects for sales, on the other. If Governments and central banks prevent the
economy from growing faster than 2.5 per cent (except temporarily during recovery from recession),
firms will not be inclined to expand their capacity any faster. Consequently, output growth will be little
more than what is possible utilizing productivity growth alone - inevitably leading to mounting unem-
ployment.

The notion that a faster pace of demand expansion would only lead to faster inflation is unjustified
under current economic conditions. These are crucially different from the 1970s: there is not only much
greater slack and flexibility in the labour market but also greatly increased global competition. This
has greatly reduced the ability of unions and enterprises to translate increased demand for labour and
goods into higher wages and prices. Consequently, there is now a much closer link between wages and
productivity. In the current recovery, although rates of capacity utilization have risen to historically
high levels and commodity prices have recovered somewhat, inflation has continued to decline, falling
below 3 per cent during 1994 in most countries; in Japan, inflation has been replaced by “price destruc-
tion”. Real earnings of labour have been either falling or rising much less than productivity, and de-
clines in unit labour costs are a general phenomenon. Price stability has been particularly remarkable
in the United States, where growth has been vigorous. Productivity has been rising at rates not seen
since the 1960s, thanks to an investment-driven recovery - virtually the first since the 1970s.

It cannot be emphasized enough, however, that it is not possible to eliminate unemployment simply
by expanding demand. This can be achieved only over a number of years, by raising productive capac-

ity.

Increased public sector investment in infrastructure is also essential for job creation in some coun-
tries, for the reasons already given, as well as because it is needed to promote technological dynamism
and innovation in areas such as telecommunications, computers and information processing. Such
investment needs to be accompanied by more business-like budgeting. Since public investment creates
productive assets, it should be separated from current spending and evaluated in much the same way as
is the practice for private investment. Investment by the public sector financed by borrowing should not
be treated as deficit spending, any more than investment by private firms. Any countercyclical expendi-
ture policy should be conducted through the capital budget, and the current budget should not be al-
lowed to run up a structural deficit. However, the capital budget should also be balanced over the long
term; in other words, public investment should be self-financing.

With the exception of Japan, fiscal policy has not been used for demand management since the
early 1980s. Nevertheless, almost all countries have seen their budget deficits and debt increase rap-
idly. Almosteverywhere interest payments on government debt have become the major source of defi-
cits. To make it possible to use fiscal policy once again for macroeconomic management, it will be
necessary to tackle the overhang of public indebtedness. As explained in the Trade and Development




Report 1993, a one-time levy on holdings of financial assets might be the best way to bring down public
debt to manageable levels quickly and without subjecting the economy to a painful deflation.

Removing the debt overhang would also reduce the constraints placed by bond markets on mon-
etary policy. However, unless monetary policy itself is reoriented towards growth and employment,
little progress in accelerating growth will be possible. Monetary policy should aim at establishing low
and stable interest rates, and tolerate greater variation in inflation over the cycle. The recent experience
of the United States shows that swings in interest rates can seriously disturb the balance sheets of banks
and other businesses, generate uncertainty, and destabilize currency and bond markets. An ability to
use fiscal policy more actively would support such a reorientation of monetary policy.

The balance of payments consequences of expanding employment in a single country also need
attention. In countries that are open to trade, a considerable portion of any demand expansion will leak
abroad. Floating exchange rates can reduce the leakage by putting downward pressure on the exchange
rate, but this can result in imported inflation. When inflationary pressures are strong, countries will be
reluctant to expand, in order to avoid devaluation. On the other hand, when, as now, deflation is a
greater danger than inflation, they may be tempted to resort to devaluation. A generalized quest for
devaluation might eventually produce the desirable result of a worldwide lowering of interest rates.
However, the process of competitive devaluation itself might disrupt international trade and payments;
and the ensuing risk and uncertainty might be more costly than the benefits of lower interest rates.
Consequently, policies to increase employment need to be internationally coordinated, in order to secure
low and stable interest rates and avoid exchange rate instability. The latter objective would also call for
concerted currency market interventions, as well as controls on short-term capital movements.

In the absence of a strategy of tackling unemployment by “lifting all boats”, Governments may
find it difficult to resist political pressures in favour of protectionist “solutions”, with adverse conse-
quences for all. For instance, the imposition of trade restrictions linked to higher labour standards
might seem an easy way to reduce third-world competition. The rationale for improving labour stand-
ards in the South lies in protecting workers in that region, not in saving jobs in the North.

In any event, raising southern labour costs would not go far towards saving northern labour-
intensive industries. Since productivity differentials are much narrowcr than wage differentials, it would
worsen the terms of trade and reduce incomes in the North. Besides, the real wages of unskilled workers
would fall as import prices rose. At the same time, higher labour costs would reduce employment,
output and exports in the South. Poorer countries that face difficulties in exporting would be hit hard-
est: the major exporters of manufactures in the developing world have already industrialized, and now
enjoy quite high wages and labour standards.

Similarly, trade tensions could also build up within the North. [t is perhaps significant that some
countries that are habitually reluctant to increase home demand on the grounds that it would be infla-
tionary have also become increasingly willing to take policy action to promote exports - and thus aggre-
gate demand. Moreover, events in recent months have evoked memories of the competitive devaluations
of the inter-war period, with accusations that the United States is encouraging dollar depreciation and
that Spain, the United Kingdom and Italy have been the unfair beneficiaries of the large exchange rate
movements within Europe. The view has also been expressed that the NAFTA partners of the United
States should not be permitted to engage in currency depreciations.

It would be unrealistic to expect the international trading system to evolve in the right direction,
notwithstanding the Uruguay Round, unless the twin problems of unemployment and low wages in the
developed market economies are tackled by increasing the prosperity of all. It is to be hoped that the
international cooperation needed to obtain such an outcome will be forthcoming despite the end of the
Cold War - and that international behaviour will not revert to the pattern of competition and conflict
characteristic of the 1930s.
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GLOBAL TRENDS
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The World Economy: Performance and Prospects 3

A. Recent performance

7. Overview

World output growth accelerated sharply in
1994, to reach 3.1 per cent, compared to 1.7 per
cent in the previous year, as aresult of recovery in
developed market-economy countries and contin-
ued high rates of expansion in developing coun-
tries and in China, while the contraction of output
in Central and Eastern Europe continued (see ta-
ble 1). Although the recovery was broadly based,
the pattern of growth continued to vary among re-
gions, and within regions there were substantial
variations among countries.

In keeping with the trend in recent years, pro-
duction continued to be outpaced by trade. Thanks
to the continued expansion of trade in manufac-
tures, world trade rose in volume by close to 9 per
cent in 1994 (see table 2). This increase in trade
was the highest for two decades, far exceeding the
growth of world output.! There was continued
strong expansion in Asia and the Americas and a
rapid recovery in Western Europe, where trade rose
nearly three times faster than output. The share of
intraregional trade also rose most markedly in those
regions where total trade grew most (i.e., in both
Asia and the western hemisphere).

World trade grew even more rapidly in cur-
rent dollar terms, largely because of the sharp in-
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creases in prices of many non-oil primary com-
modities, but also because of the fall in the value
of the dollar vis-a-vis other major currencies.

Because of an upsurge in demand, specula-
tive trading and a declining dollar, the nominal
prices in dollar terms of many non-oil commodi-
ties rose sharply during most of 1994. After hav-
ing reached record lows at the beginning of the
1990s, the terms of trade of non-oil primary com-
modities with respect to manufactures also rose
substantially in 1994 (see table 3). Petroleum
prices, however, continued to fall and theif terms
of trade with manufactures reached a new low.
Many of'the price changes also reflected vagaries
in supply. Most notably, frost in Brazil and lower
production in Colombia, Céte d’Ivoire and Indo-
nesia led to a tight supply situation in coffee. Prices
of cotton and copra also rose due to reduced sup-
plies. On the whole, the commodity price increases
were both sizeable and widespread: among food-
stuffs and tropical beverages, they concerned cof-
fee, cocoa, rice and sugar; among agricultural raw
materials cotton, rubber, hides and skins; and
among minerals aluminum, tungsten ores, copper
and nickel (see table 3). However, other commod-
ity prices continued to fare badly, notably tea, beef
and bananas, as well as iron ore. Despite the many
substantial increases in nominal terms, for most
commodities the declining trend in real terms since
1970 was hardly dented. Moreover, the expected




1 Trade and Development Report, 1995

Table 1
WORLD OUTPUT, 1980-1995
{Percentage change)
1980-
Country group 19907 1991 1992 1993 1994° 1995°
World 29 0.2 1.2 1.7 3.1 2.9
Developed market-economy countries 2.8 0.3 1.3 1.4 3.1 2.5
of which:
United States 2.7 -1.1 2.6 3.0 4.1 2.7
Japan 4.1 4.3 1.2 0.1 0.6 0.5
European Union 23 0.7 -0.4 -0.5 2.8 2.8
of which:
Germany? 2.3 1.8 -3.6 -1.3 2.9 25
France 2.3 0.7 1.4 -0.9 2.7 2.5
Italy 2.2 1.3 09 -0.7 2.2 3.0
United Kingdom 2.7 -2.3 -0.5 1.9 3.8 2.8
Central and Eastern Europe 2.1 -11.9 -156.3 -9.4 -10.1 -4.2
Developing countries 2.8 3.1 4.1 3.8 4.4 4.5
of which:
America 1.3 3.7 29 3.1 3.7 2.0
Africa 1.6 2.8 1.8 1.4 2.0 33
Asia 4.3 3.3 6.1 4.8 53 6.0
Least developed countries 2.2 0.6 1.0 3.3 1.4 2.3
China 8.8 7.2 12.0 12.2 11.8 9.6
Source: UNCTAD secretariat calculations, based on national and international sources

Annual average.

Estimate.

Forecast.

Including the eastern Lander after 1990.

QOO R

slowdown of industrial expansion in many major
markets and sluggish recovery in Western Europe,
in combination with the expected expansion of sup-
ply, will tend to dampen the price movements of
many commodities during the coming months.
Production of copper, for example, which was re-
duced in both 1993 and 1994, is increasing again
and new mines have started up or are planned in
Canada, Chile, Indonesia, Mexico, Peru and the
United States. Supply can also be expected torise
substantially for other minerals. Indeed, since the
beginning of 1995, prices of many primary com-
modities have weakened, in some cases consider-
ably. These include a broad range of foodstuffs,
tropical logs and also important metals such as tin,

aluminium, nickel, copper and phosphate rock.
Consequently, the recent rise in prices of non-oil
commodities could well prove to be short-lived.?

2. Developed market-economy countries

At 3.1 per cent, the rise in output for the de-
veloped market-economy countries as a whole in
1994 was almost double that of the previous year,
as recovery strengthened and became more wide-
spread in Western Europe. Inflation remained sub-
dued, but unemployment in Western Europe re-
mained high and a major preoccupation.
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Table 2

EXPORTS AND IMPORTS BY MAJOR REGIONS AND ECONOMIC GROUPINGS, 1992-1994

{Percentage change in volume over previous year)

- Exports - /mpcﬂs
Grouping/region 1992 1993 1994* 1992 1993 1994
World 5.2 31 8.9 5.8 1.2 8.8
Developed market-economy countries 44 -1.2 9.0 5.6 -2.9 8.9
of which:
United States 7.4 46 9.0 10.4 11.7 13.2
Japan 1.6 -1.9 1.7 -0.6 3.7 12.2
Western Europe 3.2 0.8 10.1 2.8 -3.8 6.4
France 49 -0.9 6.4 07 -4.0 7.0
Germany 21 -5.7 13.6 23 -9.6 6.2
Italy 3.6 11.1 10.8 33 -9.3 5.6
United Kingdom 2.2 -01 10.8 6.4 0.1 6.9
Developing countries 6.4 10.2 8.3 11.3 7.9 8.7
of which:
America 21 11.8 8.3 17.0 7.3 11.7
Africa -8.5 5.2 2.0 4.6 33 4.9
West Asia 3.9 11.4 -1.5 15.0 -1.6 -5.1
Other Asia 12.5 10.3 11.5 10.0 11.4 12.0

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

a Preliminary.

In the United States, the cyclical upswing
which started in late 1991 showed no signs of slow-
ing down. In spite of tighter monetary policy, and
fuelled by strong growth in fixed investment and
private consumption, output growth accelerated
from 3.0 per cent in 1993 to 4.1 per cent in 1994 -
the highest increase for 10 years. Public spend-
ing, however, fell because of cuts in the defence
budget. The volume of exports rose sharply, by 9
per cent, which was double the growth of the pre-
vious year; but the increase of imports was even
larger (13 per cent). The depreciation of the dollar
and increased productivity were major factors be-
hind the fast expansion of United States exports,
which also benefited from continued strong demand
from the developing countries and the recovery in
Western Europe noted above, as well as apprecia-
tion of the yen. The spillover of domestic demand
into imports was particularly marked for office
machinery and telecommunication equipment, sec-
tors in which domestic investment was strong. In
contrast to the early stages of the recovery, growth

in 1994 was accompanied by a rapid increase in
employment, and by a fall in unemployment to 6.1
per cent. While capacity utilization rates rose con-
siderably, consumer price increases slowed down.

The turnaround in economic activity in the
European Union greatly exceeded expectations.
Total output rose by 2.8 per cent in 1994, against
a decline of 0.5 per cent in the previous year. In-
deed, with the exception of Sweden, in all coun-
tries where output had declined in 1993, growth in
1994 more than compensated for the previous de-
cline. The recovery was particularly vigorous in
Denmark, Finland, Ireland and Norway; in Fin-
land, as well as in Sweden, 1994 marked a turna-
round from the long and severe recession which
had started in 1991.

Strong export demand was the main factor
behind recovery in the European Union and the
recovery itself contributed much to the rapid ex-
pansion of world trade in 1994, just as the region’s
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Table 3
WORLD PRIMARY COMMODITY PRICES, 1992-1995
{Percentage change over previous year}
April
Commodity group 1992 1993 1994 1995°
All comodities -2.5 -3.5 17.1 -0.7
All food and beverages -2.7 1.9 19.6 -3.5
of which:

Tropical beverages -14.0 6.1 75.0 4.0
Coffee -20.1 15.5 118.2 7.0
Cocoa -8.2 1.9 248 5.0
Tea 8.1 -4.9 -4.4 2.3

Food -2.1 0.7 10.1 -4.3
Sugar 1.0 10.6 19.7 -6.6
Beef -7.9 6.6 -10.9 -12.4
Maize -2.4 3.7 1.3 0.6
Wheat 20.0 1.7 4.9 -13.6
Rice -8.6 -6.6 33.6 -5.7
Bananas -1566 -7.4 -0.5 -30 8

Vegetable oilseeds and oils 7.5 0.0 244 -9.5

Agricultural raw materials 24 -3.2 13.3 11.2

Hides and skins -3.4 28.6 30.6 12.7

Cotton -24.6 0.0 37.5 29.3

Tobacco 0.0 -1.6 27 -7.1°

Rubber 5.3 -2.2 33.2 20.1

Tropical logs 4.7 -5.0 2.8 0.0

Minerals, ores and metals -3.7 -14.7 13.6 -1.3

Aluminium -3.7 -9.2 29.6 -1.6

Phosphate rock 0.0 -10.6 0.0 0.0

Iron ore -4.9 -11.0 -9.5 5.8

Tin 9.0 -15.4 5.9 -1.3

Copper -2.4 -16.2 20.6 -2.8

Nickel -14.2 -24.4 19.8 -13.5

Tungsten ore 0.4 -39.9 24 1 17.6

Crude petroleum -0.4 -11.4 4.1 16.9
Memo item:
Manufactures® 3.0 -6.8 42

Source: UNCTAD, Monthly Commaodity Price Bulletin, various issues,; United Nations, Monthly Bulletin of Statistics,various issues.
a Change from December 1994
b End of March 1995.
¢ Unit value index of exports of manufactures from developed market-economy countries.

fall in output and demand accounted for the slower  strong demand in third countries, especially from
growth of world trade in 1993. But while among  developing countries in Asia, but also from North
EU countries trade helped to sustain the fast pace  America and countries of Central and Eastern Eu-
of exports from Western European countries, most  rope. Exports were most buoyant in investment
of the increase in exports was accounted for by and related goods, thus benefiting those countries
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specializing in these exports, notably Germany.
Export performance, however, was also affected
by changes in competitiveness brought about by
currency realignments. Thus, currency deprecia-
tions appear to have improved the competitive po-
sition of Finland, Ireland, Italy, Spain, Sweden,
and the United Kingdom. The strength of external
demand, however, was sufficient to sustain exports
from other EU countries also.

Inflation slowed down somewhat, in spite of
the increases in world commodity prices noted
above, and inflation rates tended to converge
around a relatively low level. With the recovery in
output, unemployment rates, which had been ris-
ing in recent years, appear to have stabilized in
some cases; in the United Kingdom, where it had
been rising much faster than in other EU coun-
tries, the rate of unemployment fell in 1994,

The recovery in Germany in 1994 was swift,
with GDP growing by 2.9 per cent after a decline
of 1.3 per cent in the previous year. Strong export
growth in the first half of the year stimulated a
recovery in domestic demand. In the United King-
dom, exports (including oil exports) largely ac-
counted for accelerated growth, from 1.9 per cent
in 1993 to 3.8 per cent in 1994, thus continuing
the upswing which started in 1992. Recovery was
also strong in France and Italy, where GDP grew
respectively by 2.7 per cent and 2.2 per cent, fol-
lowing a decline of about | per cent.

The divergence in monetary policy between
Germany and the United States continued in 1994,
but with a reversal of their earlier roles. In the
first half of the year, the Bundesbank cautiously
lowered interest rates to support recovery, whereas
the Federal Reserve Board raised interest rates on
six separate occasions between February and mid-
November, in anticipation of a resurgence of in-
flation. However, the Board’s assumption that 2.5
per cent is the rate of sustainable growth may be
unduly pessimistic’®; in determining policy, it is
important to know whether the increase in produc-
tivity during recovery is a purely cyclical phenom-
enon or whether it reflects a change in the trend of
productivity growth. The current situation in the
United States is very similar with respect to pro-
ductivity, wage rates and unit labour costs to that
in the mid-1960s, when during four years (1964-
1967) the economy was able to grow at about 5
per cent annually without high inflation. Past in-
vestment, particularly in information technology,

could well result in a rising productivity trend at
the present time.

In Japan, growth in 1994 was weak and er-
ratic in spite of supportive fiscal and monetary
policies. Output grew by less than 1 per cent as
the effects of the adjustment process of earlier years
were compounded by the rapid appreciation of the
yen and continued political uncertainty. While
exports were well sustained in value, due to the
high yen, their volume growth was small (after a
decline in the previous year). By contrast, the
strong yen favoured imports, in particular of la-
bour-intensive consumer goods from overseas sub-
sidiaries of domestic firms. The volume increase
in imports was as high as 12 per cent (see table 2).

The trade imbalances of developed countries
were reinforced in 1994. Thus, among the major
countries, the large trade surpluses of Germany,
and to a lesser extent Italy, continued to widen
during the year; and in Japan, despite the much
faster volume increase in imports than of exports,
the trade surplus continued to grow, on account of
a large improvement in the terms of trade. On the
other hand, the trade deficit of the United States
worsened, thanks to its relatively faster recovery.

3. Developing countries and China

Demand from developing countries, notably
those in Asia and Latin America, played a key role
in the speedy recovery of Western Europe. For
developing countries as a whole, output continued
to expand in 1994, accelerating to 4.4 per cent,
from 3.8 per cent in the preceding year, However,
there was much variation among countries and re-
gions.

Africa

Among the developing regions, Africa has yet
to show tangible signs of a strong recovery and
sustained growth, despite several years of imple-
menting structural adjustment programmes (SAPs).
The economic situation remains precarious and
worrying, and contrasts sharply with the trends in
Asia and Latin America. The region’s share of
both world output and trade has continued to
shrink, whereas its share of world population has
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DEVALUATION OF THE CFA FRANC

[he Communaute financiere africame (CEA) established i 1948, consisted of 13 African coun-
tries until 1988, when the Comoros also became a member.  The initial 13 countries had two
sepatate monetary arrangements,  In West Afrca. the Union monetarre Ouest Africaine {(West
African Monewary Union) consists of seven countries (Benin. Burkina Faso. Cote d'[voire. Mali,
Niger, Seneeal and Tozo) with a common centrad bank (Bangue Centrale des Ptats de PAtrnique
de 1"Ouest), In Central Alriea there s a Limon Monetaire de I Afnque Centrale, comprising six
countries (Cameroon, Central Afnean Republic. Chad, Coneo. BFgustonal Guinea and Gabon)
with 1ts own common central bank (Bangue des Dats de DATHque Centrddey. The two groups

mamtain separate currencies, aithough they are commonty referred to as the CEFA frand

Futl and free convertibiliny of the CEA franc imto the French franc s cuaranteed by the Bank of
France at fixed parities. In return, the CEA member States are required to deposit 65 per cent ol
their forcien exchange reserves n French francs with the Bank of France. and the central banks
ol both eroups, as well us the central Bank of Comoros, aiso Reep an operation account with the
French Treasury. Both the CFA and the Camortan range had been pegped at a parity ol 30 (o the
French franc untl 12 January 1994 when the CEA france was devdalued by 50 per cent (rassing the
parity to 100) and the Comorian franc was devalued by one third (raisimg the parity 1o 73)

Followine the devaluation, measnres were tihen to strengthen the institutional framework for the
harmonization ol macrocconomic pohaies among members. In West Africa. the West African
Monetary Union and the Communaute cconomique de "Alrique de I'Ouest were combined into a
West African Economic and Monetary Union, while in Central Atfrica. the Communaute
cconomique et monetaire de "Atrigue Centrale (Central Alrican Economic and Monetary Com-
munity ), was established  incarparating the Union cconemique de "Atrique Centrale and the

Union mondtare de "Alrique Ceptrale

$

Fhe underlying rationale for the devaluation of the CEA franc involved the fullowing considera-

frons

= There had been a deep and persistent economic crisis i CEA countries sinee the bottom fell
oul of the marhets for commodities in the mid-1980s. During 19835-1992. the highest annual
growth of real GDP per capita was only 103 per cent (in Chad), at the other extremie there was

p deeline of 6.7 per cent per annum (in Cameroon)

Viost OFA cauntrie :):,.‘”‘.u B (J:\ Ot Lo ]”,f‘.,'\ copart Prioe to 1985 warld .{”“]“]’”?Hv\'
prices were at lavels that cenerated sufficient export carmings to fmance development projects
Exports from these countries were compehiiive because the French franc depreciated agamst
the doilar, After 1985, however, with the world m recession and declmimg commodity prices,
their terms of trade deteriorated. Purthermore. thelr exports became less competitive in world
markets as the French frane appreciated agaimst the dollar (while remaming m hine with the
Deutsche mark within the Buropean Monetary System). n relation to 1980, the teyims of trade
change ranged rom a decline by the end of 1992 of as much as 47 por cent for Cameraon (o an
improvement of 16 per cont for Chad.

«  There was a general consensus that the CEA frane was overvalued, to an extent that has been
estimated for the beginning of 1994 (o ranee from 13 per cent Tor Fguatoral Guinea to as

much as 68 per cent for Cameroon.” The fived parity with the French frane deprived the CEA

e > ¥ 3 1 vt 1wy . (e =T
CoUdinries o e Lol ol Carteiiv Yy dovdidalion. aiid i

'S 1 - ks = . (
LEIAEs carroseliutiu niafur v arte e L il!k

elfective implementation of structural adjustment pragrammes (SAPs),

j | |

= - ¢ y - | - i _ » d
« The future ot the CFA frang needed o be revigwsd inthe light of monetary integravien inthe

Furopean Union pursuant w the Maasuache Trealy
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To support the devaluation. IMI and the World Bank announced the velease of about 1.5 billion
to the franc zone countries. initially as stand-by credits and subsequently as drawings on the
enbanced structural adjustment faclity (ESATY The Froneh Government. o sts part, agreed o
write off development loans totalling FE [8 .4 billion to Cameroon. the Congo. Cote d'Ivoire and
Gabon, and FF 6.6 billian to the other 10 countries, The devaination was accompanied by far-
reaching programmes designed to address problens of fiscal. monctary and financial imbalances
Also, measures were taken 1o teeze prices of essentiad commodities, control rents and stabihize

pubtic wulity tam{Ts o order to mumimize the wellare loss of the less privileged. In the immediate

altermath of the devalualion, prices rose sharply, higher thag mmtiadly anneipatad, entivels wip
mg out the eltects of the nonnnal devaluation m some countries. The mitial miationary impact
however, was contamed througl ¢ marked moderation obmereases o wages and salaries i both

the public and the private sectors, and s expected 10 be abenuated witli the passape ol time

(he trade and other etfecis of devaluation during the Dirst year were wixed. The removal of most
of the distortions 1 the structure ol relative prices, combined with some recovery in yorld com
modity prices, primarily benetifed countries with a strang agrcultural base and primary con

modhity exports, such as Coe o'ivorre and Cameroon. 1 contrast to those with limited economi
potential, such as Equatorial Guinea and the Comoros,  In particalar, there was a significan
improvement m the competitiveness of cotton gxports fram Benim, Burkma Faso, Mali, Chad.
['ogo. the Central Alrican Republic and Niger.

!

lhe change m parity was expected (o bring about an mprovement in the external balance as well

as an increase in government revenue from import duties. Hicher revenue would result from an
enlarged duty base as the sizeable unrecorded cross-border trade between the CTA countries and
their closest neighbours was curtailed. With respect to the external balance, there Is evidence.
albeit preliminary. that the CEFA countries, taken logether, tail o satisly the necessars @ prior
Marshall-Lerncr condition that the sum of the pri
than unity for an improvement in the external
tion has been lower than anticipated.

Hok e mlvind T W ade AW @S m =o' od [} a e
price elasticibics ol expoits and napuils be eredie;

sector to occur.” The intlow of FDI since devalua-

Among countries, posi=devaluation progress and prospects appear 10 be bnghtest for Burkin
Faso dnd Maltwinde the situation s fess clear m Bemin, Niger, and fovo In some conntries, such
as Central African Republic and Chad. prospects are uncertain due to the termination of financial
apport from IME in view of their failure to abide by the agreements with the Fund on the accom-
nanyving devaluation measures

ft s perhaps premature to evaluate the overall mediume-tenm eiteces of the nnplementation of

patrictive fiscal and monatar i)-\l:n Sonciuaing airrarcnal mrerest rates and selaciive creait

policies, as well as dual or multiple exchange rate controls. these policies are expected 1o stunu
late the repatriation of private capital and to ensure an mmprovement of public Tnances tha
would allow increased public savings Tor investnent. In thew sent<annual mecting i Byazzaville
Congo, in September 1994, finance ministers ol the frane zone coupteies stressed the importance

of adhering to SAP< and of pursuing Tollow-up measures to the devaluation,

Of the 14 CFA countmes, 9 are LDCs The other five are Cote d Ivenre and Sencge! i West Afmca and
Camcroon, Conga and Gabon w Cenfral N

t o Only two other countries had posiive average antittal vrowth rdles durmg the same pertod: Senegal (0.3 pa
cent) antl Burking Faza (0,9 per ent), For degalls, see UNCTADL, Tiw Least Developd Conrertes, 99
Reporr {Unitedt Mations pubhication. Sales o, 895 11D 2, table 33,

U RN
Yy Lo Ly

¢ excephol of Comaros and Bgquatonal Guinea, for which date gre not avariabie. only thiee othe
countries had terms of trade at the end of 19920 wihineh were better than s [980° Sencgal (1 per cent), Burking
Faso (3 per cent) and Mali (12 per cent)

t UNCTAD, aop ot
For a delpiled disguasion, see 1, K Thisen, *The devaluiting ol the CFA frane Same sl resulip

paper presented o e Speme World Project LINK Meching (Now York  FAcIR Marell 10953
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continued to rise. In addition to the adverse im-
pact of political instability, ethnic conflicts and
vagaries of weather, economic performance in the
region continues to be characterized by low pro-
ductivity, inefficient management, failure to diver-
sify from a narrow production and export base,
and high vulnerability to the external economic en-
vironment.

Most African countries still rely on a few pri-
mary commodities for much of their export earn-
ings.” Mineral fuels and related materials continue
to dominate the region’s exports, followed by bev-
erages and tobacco. Accordingly, the sharp in-
crease in a wide variety of non-fuel primary com-
modities in 1994 noted above led to an increase of
2.6 per cent in the purchasing power of exports
and a slight improvement (0.5 per cent) in the terms
of trade of African developing countries, as com-
pared to a fall of 4.8 per cent and 5.0 per cent,
respectively, in the previous year.

Weather conditions in 1994 were better in
most of Africa than in 1993, and agricultural out-
put was consequently above average. At the same
time, drought in the third quarter of 1993 and the
first quarter of 1994 precipitated famine conditions
over a wide area, affecting some 10 countries in
the central, eastern and southern African
subregions.

Civil conflicts and political crises continued
to disrupt and paralyse production in many coun-
tries (especially Burundi, Liberia, Rwanda, Sierra
Leone, Somalia, Sudan and Zaire), with important
repercussions on their neighbours. As a result, and
also because of the effects of natural disasters, there
has been an unprecedented increase in the number
of refugees and displaced persons in Africa.

For African developing countries as a whole
output growth was higher in 1994 than in the pre-
vious year, but at around 2 per cent it remained
lower than population growth, resulting in a fur-
ther decline of per capita GDP. The rise in the prices
of primary commodities, as well as the recovery in
Western Europe, benefited African countries to a
varying extent. The major exporters of petroleum
continued to suffer from depressed prices, and in
spite of better prices for many other commodities,
the trade deficit of the region widened further in
1994,

In North Africa®, which accounts for more
than half of the region’s overall output, there was

a notable increase in output in 1994 primarily be-
cause of the strong economic recovery in Morocco,
which had been badly affected by drought in the
previous year. However, in Algeria, the largest
economy of the subregion, growth continued to be
constrained by low oil prices and very high debt
service, whereas United Nations sanctions contin-
ued to affect the economy of the Libyan Arab
Jamabhiriya.

In West Africa®, which is responsible for more
than one-fifth of the region’s output, growth is es-
timated to have fallen from 4.0 per cent in 1993 to
2.1 per cent in 1994, mainly because of strikes in
the oil industry in Nigeria, which has the largest
economy of the subregion. In Gambia, and even
more so in Liberia, there was a large decline in
output. Atthe same time, the substantial devalua-
tion of the CFA franc in January of 1994 had a
mixed impact on franc zone countries (see box 1).
In Cote d’lvoire, the largest CFA economy in the
subregion, there was virtually no growth at all in
1994,

Central Africa’, with more than 10 per cent
of the region’s output, is the only subregion where
output has declined consecutively for five years.
Contributing to the substantial decline in 1994 were
the Congo, Cameroon, Rwanda and Zaire, where
there was a virtual breakdown of the financial sys-
tem. The performance of the three oil exporters in
the subregion was relatively poor. In Cameroon
there was a fall in output not only in the oil sector
but also in agriculture and industry; and despite
higher oil production, the economy of Congo was
hampered by continuing budgetary problems and
that of Gabon by debt-servicing difficulties.

In East and Southern Africa® which stretches
from the Horn of Africa to the southern part of the
continent and accounts for some 17 per cent of re-
gional output, there was a notable improvement in
economic performance, but with much variation
among countries. Those where output is estimated
to have declined include Angola, Lesotho, Malawi,
Somalia and Swaziland. Economic results in Zam-
bia remained disappointing despite the implementa-
tion of a wide-ranging reform programme. There was
some recovery in Kenya, a relatively large economy,
as strict budgetary management led to an improve-
ment in the financial situation. Mauritius, Namibia,
Uganda and Zimbabwe continued to sustain their
growth.




Latin America

In Latin America, the expansion which began
in 1991 continued in 1994, with growth accelerat-
ing slightly to 3.7 per cent, from 3.1 per cent in
1993. A modest annual growth rate of around 3
per cent in recent years for Latin America as a
whole has been accompanied by increasing suc-
cess in controlling inflation and a large, and at times
growing, current account deficit, sustained by an
even larger inflow of capital. The countries which
failed to grow in 1994 include: Haiti, which is now
recovering from the prolonged recession that started
with the outbreak of its political crisis; Honduras,
where a prolonged drought reduced agricultural
production and the shortage of electricity became
more acute; and Venezuela, which slid into deeper
recession. GDP grew by 3-5 per cent in 15 other
countries of the region.® Rates above this range
were achieved in Peru (11.0 per cent), Guyana (8
per cent) and Argentina (6.0 per cent), but there
was virtually no growth in Jamaica and Cuba.'®

Achieving high growth combined with low
inflation has been the major policy challenge in
many developing, as well as developed, countries
inrecent years. For Governments in Latin America
bringing down the high rate of inflation has been
the top priority. The success of their policies to
that end can be judged by the continuous decline
in the rate of increase of consumer prices for the
region as a whole (excluding Brazil) from 49 per
cent in 1991 to 22 per cent in 1992, 19 per cent in
1993 and 16 per cent in 1994. In the course of
1994, Brazil became one of the 12 countries which
achieved notable progress in stabilization."
Hyperinflation of some 50 per cent per month was
brought to an end, when the Real Plan was put
into effect in July 1994, and the monthly inflation
rate was reduced to 2-3 per cent. Brazil is the larg-
est economy in the region and its average rate of
inflation in 1994 consequently brings up the rate
for Latin America as a whole to around 30 per
cent. Success in containing inflation in the region
was achieved through a combination of policies
which differed from country to country. It has
largely depended since 1990 on using the exchange
rate as a nominal anchor, which generated a seri-
ous trade-off between price stability and competi-
tiveness (see Part Two below, chapter II).

Trade grew rapidly in Latin America in 1994,
and was most buoyant for imports. Exports ben-
efited not only from the strength of demand in major
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trading partners, especially the United States, but
also from large increases in the prices of many
commodities, especially tropical beverages and
metals, which led to an improvement in the terms
of trade. In all, the value of exports rose by an
estimated 14 per cent in 1994, a marked accelera-
tion from the previous year. Most countries of the
region shared in this export expansion and only in
Haiti was there a fall in earnings. Exports of manu-
factures grew significantly, but commodities still
account for a large share of total exports in many
countries.

The growth of exports (8.3 per cent in vol-
ume), however, continued to lag behind that of
imports (11.7 per cent), particularly in Brazil,
Mexico, Argentina (the three countries which re-
sorted to devaluation for disinflation) and Colom-
bia. On the other hand, imports into Venezuela
actually declined, on account of recession and for-
eign exchange restrictions. For the region as a
whole, the trade deficit widened further in 1994,
though by less than in previous years, the largest
trade deficits being recorded by Mexico and, though
to a much lesser extent, Argentina. In contrast,
significant improvements in the trade account were
recorded by Chile, thanks to its good export per-
formance, and by Venezuela, on account of the
sharp drop in imports. Intraregional trade contin-
ued to expand rapidly."

The increase in the region’s trade deficit was
accompanied by a widening current-account defi-
cit, financed by massive inflows of foreign capi-
tal. The adverse current balance rose slightly to
$49.7 billion in 1994, from $46.0 billion in the
previous year, whereas net capital inflows
amounted to $56.6 billion, a slight decline from
the peak of $65.1 billion in 1993."" The Mexican
currency crisis in December 1994 and the turna-
round in capital flows have raised important ques-
tions about the sustainability of these deficits and
macroeconomic stability in a number of countries
which have relied on such flows for disinflation
and growth (as discussed in Part Two, chapter 11,
below).

Asia

Developing Asia continued to be the most
dynamic region in the world economy, with growth
accelerating to 5.3 per cent in 1994, from 4.8 per
cent in 1993. Countries in the region continued to
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benefit from the further strengthening of the yen
as Japanese industries moved labour-intensive
manufacturing processes to other Asian countries.
As a result of this process, linkages in trade and
investment among countries in the region have be-
come even stronger.

Trade, including intraregional trade, contin-
ued to be buoyant in 1994. In East Asia, there
was a strong growth of exports, but an even faster
growth of imports. In a few countries, imports
rose in volume by over 30 per cent and exports by
over 20 per cent. There were particularly large in-
creases in imports into Malaysia and the Republic
of Korea, but with the exception of the latter coun-
try the growth of imports slowed down in the NIEs'
and also in China. Much of the accelerated growth
of exports from developing Asia was accounted for
by the NIEs (notably Hong Kong and the Republic
of Korea), as well as by China (after a brief pause
in 1993). In most of the region’s major exporting
countries exports continued to expand steadily. The
steady or accelerated expansion of exports contin-
ued to stimulate domestic activity, which in turn
stimulated import growth. Much of the faster
growth of exports in 1994 was accounted for by
manufactures, with a relatively high value-added
content, but many countries still rely heavily on
primary exports, and export performance among
such countries was very varied. Forexample, while
Viet Nam had a sizeable increase in rice exports,
weak petroleum prices reduced the export earnings
of Brunei Darussalam, whereas a good perform-
ance in the non-traditional export sectors sustained
the earnings of two other major petroleum export-
ers in the region, namely Indonesia and Malaysia.

Strong import demand in East Asia also con-
tributed to sustaining export expansion in other
developing countries, especially those in South
Asia; as a result, there was a significant increase
in the share of Asian developing countries in South
Asian exports. Trade performance among South
Asian countries varied, but in general exports were
buoyant and continued capital inflows helped to
finance payments deficits, allowing in some cases
an increase in international reserves.

In spite of substantially increased export earn-
ings, many Asian developing countries continued
to incur trade deficits, due to their large imports of
capital goods and industrial raw materials. China,
too, ran up a trade deficit in 1993 for the first time
since 1990, but devaluation brought about a re-
duction of imports in 1994. With the exception of

Indonesia and Taiwan province of China, all the
developing countries in South-East Asia had trade
deficits in 1994.

West Asia is the only subregion where growth
slowed down in 1994, due in part to depressed oil
prices. Led by exports and investment, growth in
both the NIEs and the ASEAN-4'° was the highest
since the late 1980s, reaching 7.5 per cent, against
6.0 per cent and 6.5 per cent, respectively, in 1993,
Of the four NIEs, growth was particularly high in
the Republic of Korea, from 5.5 per cent in 1993
to 8.3 per cent, stimulated in part by domestic in-
vestment. Similarly, strong investment demand, due
in part to public expenditure on infrastructure, to-
gether with higher inflows of FDI, enabled the
ASEAN-4 to maintain or exceed their growth rates
of'the previous year. In particular, recovery in the
Philippines, which began in 1993, when there was
a growth of 2.0 per cent, after two years of virtual
stagnation, accelerated in 1994, to reach 4.3 per
cent.

In South Asia output grew sharply, from 3.2
per cent in 1993 to 5.1 per cent in 1994, as the
recovery in India gathered momentum. Despite
drought and a cotton virus, growth in Pakistan
reached 4.0 per cent, against 2.6 per cent in the
previous year, driven by an increase of over 15
per cent in industrial investment and substantial
inflows of FDI. So far, the implementation of
stabilization policies in the subregion has met with
mixed success. The effect of demand management
policies to contain inflation was offset to varying
extents by cost-push factors, especially increases
in administered prices in the context of price re-
forms.

The least developed countries as a whole suf-
fered a setback in 1994; GDP growth fell to 1.4
per cent, after having reached 3.3 per cent the pre-
vious year. More so than in preceding years, the
greatest contribution to growth came from the
Asian LDCs, which implemented a variety of struc-
tural and market-oriented policy reforms. Produc-
tion was virtually stationary in the African LDCs
and even declined slightly in island LDCs (see box 2).

After two successive years of over 12 per cent
growth, the Chinese economy slowed down some-
what in 1994, even though growth remained at the
two-digit level. During the year, the country suf-
fered severely from natural disasters, with heavy
floods in the south and severe drought in the north.
Despite the implementation of an austerity pro-
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Box 2

THE LEAST DEVELOPED COUNTRIES: PERFORMANCE AND PROSPECTS

Growth in the LDCs as a whole in 1994 was disappointing, reaching only 1.4 per cent, against
3.3 per cent in the previous year. The slower growth occurred in spite of the fact that several
LDCs benefited, in differing degrees, from higher world prices of non-fuel primary commodities,
notably, coffee, cotton'and copper. Coffee is important to Burundi, Ethiopia, Madagascar, Rwanda,
Uganda and the United Republic of Tanzania; cotton to Benin, Burkina Faso, Chad, Mali, Sudan
and Togo; and copper to Zaire and Zambia.

A major offsetting factor was the direct and indirect impact of civil wars and political crises not
only in several African L.DCs but also in Afghanistan and Yemen, Of the 48 LDCs, 32 are in
Africa and almost one-quarter of them are beset with pelitical instability and armed conflict.
Countries of the franc zone were also affected in varying degrees by the substantial devaluation of
the CFA franc in January 1994, In other African countries, bad weather resulted in poor har-
vests.

Short-term prospects for the LDCs are not encouraging, in view of the continuing armed conflicts
and political instability in many countries. Even if there is good weather that favours agricul-
tural output, production in most countrigs remains hampered by inadequate infrastructure. Some
countries will continue to benefit from improved commodity prices and the strengthening of

recovery in industrial countries.
external support.’

All will continue to need substantial ODA flows and other

1 For a more detailed review of the performance and prospects of LDCs, see UNCTAD, The Least Developed
Countries. 1995 Report (United Nations publication, Sales No. E.95.11,.1).2).

gramme in mid-1993 to provide more effective and
stricter macroeconomic controls, inflation contin-
ued to accelerate in 1994. Retail prices rose by
21.7 per cent, against 13.2 per cent in 1993, due
largely to sharp increases in food prices, which
accounted for an estimated 60 per cent of overall
inflation. Since China has emerged as an impor-
tant locomotive for growth in the region, the per-
formance of its economy has both a direct and an
indirect impact on its neighbours, particularly Hong
Kong and Taiwan province of China, through link-
ages in trade and investment.

4. Central and Eastern Europe

In Central and Eastern Europe, the contrac-
tion of production since 1990 continued in 1994,

when output declined by a further 10.1 per cent,
slightly exceeding the 9.4 per cent decline in 1993.
Nevertheless, the trade of these countries, espe-
cially exports, rose markedly in value in 1994, lead-
ing to a general improvement in trade balances. In
particular, the surplus of the Russian Federation
rose to a record level of almost $20 billion. In sev-
eral countries the resumption of export expansion
followed a protracted period of contraction; the
expansion was particularly rapid in the Czech Re-
public, Hungary, Poland and Slovakia. The recov-
ery of demand, particularly in Western Europe, was
the principal factor behind this improved export
performance, but supply factors also contributed
in many instances, such as improved competitive-
ness, resulting from lower production costs or de-
valuation. Intraregional trade also showed renewed
growth, especially that involving Poland and the
Czech Republic.
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Economic performance among the countries
has become more diversified, reflecting the vary-
ing degrees of progress being achieved through the
pursuit of diverse market reforms and economic
policies. There has, however, been a discernible
tendency, in a growing number of countries, for
output to stop contracting and even begin to ex-
pand. The countries in the region now fall into
two major distinct and contrasting groups: those
of the former USSR, which are in general still
struggling to halt and reverse the decline in out-
put, and those outside the former USSR, which
appear to be embarking on a path of recovery.

In the countries outside the former Soviet
Union, there was a marked general improvement
in external positions (except for Hungary). The
recovery of demand in the OECD countries, par-
ticularly in Germany and the United States, boosted
exports, and exports to other transition economies
also rose. Total exports from these countries in
current dollar terms increased by some 15 per cent
in 1994, Imports rose much less, resulting in a
substantial reduction in the overall current account
deficit. Because of this strong export demand and
arevival of domestic investment, economic recov-
ery exceeded earlier expectations. For this group
of countries as a whole, there was a sharp reversal
of GDP growth, from a decline of 1.7 per cent in
1993 to an increase of 3.7 per cent in 1994. The
recovery was broadly based, although growth rates
varied greatly, ranging from less than 1 per cent in
Bulgaria to some 5 per cent for Poland, Slovakia
and Slovenia and as much as 6-7 per cent in Alba-
nia and Yugoslavia. The Former Yugoslav Repub-
lic of Macedonia was the only country where out-
put continued to decline, but at only half the rate
of 1993.'

Progress was achieved in stopping inflation
in this group of countries; inflation rates were lower
than in 1993, with the exception of Bulgaria, which
had undertaken a sharp devaluation, together with
radical adjustments in the price of energy and im-
portant increases in food prices. The Czech Re-
public and Slovakia continued to enjoy the lowest
inflation rates (10 per cent and 13 per cent, re-
spectively), whereas restrictive monetary policies
led to a substantial reduction of the rate in Alba-
nia, Romania and The Former Yugoslav Republic
of Macedonia. A spectacular decline of inflation
was achieved in Croatia, from over 1,500 per cent
in 1993 to less than 100 per cent in 1994; and in
Yugoslavia, where there was hyperinflation of

20,000 per cent per month at the end of 1993, in-
flation was only just over 3 per cent by the end of
1994."7 Success in reducing inflation was much
more modest in Hungary and Poland. In those two
countries, as well as in Bulgaria, further declines
in the inflation rate have been impeded by institu-
tional and structural rigidities and other factors,
such as substantial currency devaluation and large
budgetary spending, as well as by increases in the
domestic tax rate and in energy prices.

Among the countries of the former Soviet
Union, the Baltic States have succeeded much more
than the members of CIS in stabilizing and reform-
ing their economies. In 1994, output continued to
fall in Latvia and Lithuania, but much less than in
1993, whereas in Estonia the decline appears to
have come to an end. However, in all three coun-
tries, inflation remained relatively high and their
external accounts deteriorated further due to a rapid
expansion of imports.

The fall in output in the CIS countries ex-
ceeded expectations. Their combined GDP fell even
more than in 1993 - as much as 16 per cent, against
11.5 percent in 1993. For the Russian Federation
the decline was some 15 per cent, and it was con-
siderably greater in Armenia, Azerbaijan, Geor-
gia, the Republic of Moldova and Tajikistan, where
conflicts and political instability seriously disrupted
the productive system. The fall in output in the
CIS countries may, however, be exaggerated by
their national statistics. For example, there is a
discrepancy between Russian indicators of produc-
tion and of consumption. Real GDP is derived from
production data, but alternative estimates, based
on a reconciliation of official data on production
and on consumption, suggest that the decline in
real GDP from 1989 to 1944 may be one third,
rather than the official figure of one half.'

Accompanying the decline in output in many
of the CIS countries was a sharp acceleration of
inflation, which can be attributed ultimately to in-
coherent and ineffective monetary and fiscal poli-
cies. The success in Russia and Ukraine, for ex-
ample, following the implementation of tight mon-
etary and fiscal policies in late 1993, was short-
lived. Failure to establish a coherent sequence of
goals and priorities, and lack of consistency in
choosing and applying appropriate instruments of
policy, have so far greatly hindered achievement
of the goals of establishing financial stability and
a liberal market environment.
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B. Short-term outlook

In the wake of the Mexican financial crisis
and the subsequent faster depreciation of the dol-
lar against both the yen and the Deutsche mark,
forecasts for 1995 are subject to a considerable
degree of uncertainty. In commodity markets,
available indications are for a levelling-off of price
rises for most non-food items, especially metals,
oraeven price declines. The major exceptions are
coffee, cocoa and oil, where some increase is pro-
jected. The world economy is expected broadly to
lose some of its current momentum and grow by
2.9 percent in 1995 (see table 1). In keeping with
the trend in recent years, the volume of world trade
is projected to grow twice as fast as production.
For the developed market-economy countries as a
whole, a small decline in growth is expected, to
2.5 per cent (from 3.1 per cent in 1994) due to a
slowdown in the United States (from 4.1 per cent
to 2.7 per cent). While recession is expected to
continue in Japan, growth in the European Union
is projected to remain at its 1994 rate of 2.8 per
cent, but unemployment will continue to be a ma-
jor policy issue in most countries. Inflation, how-
ever, is expected to remain low, in view of the size-
able margins of spare capacity.

Growth in developing countries as a whole is
expected to continue at roughly the accelerated rate
of 4.4 per cent achieved in 1994, but disparities in
performance among the various regions will per-
sist and become even more pronounced. Prospects
for the African region are mixed and uncertain.
The problems of external trade, debt and financial
resource flows are so closely interwoven that none
can be resolved effectively without substantial
progress on the others. Much will depend on the
evolution of commodity prices and world demand,
on the one hand, and on weather conditions and
the resolution of political conflicts and civil wars,
on the other. The latter have had, and continue to
have, severe repercussions on social and economic
conditions in the region. While recovery in West-
ern Europe, Africa’s traditional markets and ma-
jor development partners, can be expected to con-
tinue, the outlook regarding some key commodity mar-
kets is less certain.

Short-term prospects for Latin America have
been seriously affected by the direct and indirect
impact of the Mexican financial crisis. Asa con-
sequence, in spite of the strengthening of recovery
in the industrial countries and favourable commod-
ity prices, growth in the region as a whole is ex-
pected to slow down, from 3.7 per cent in 1994 to
2 per cent. Growth in Brazil, Chile and Peru will
continue to be robust, whereas in Argentina it may
be negative. For Venezuela, a further decline in
output is expected, and in Mexico there is likely to
be a fall of 5 per cent. However, given the low
level of savings and investment rates in the region,
relative to past trends or to the high-growth econo-
mies in Asia, Latin American countries will still
be dependent on substantial inflows of capital to
finance investment and will thus continue to be
vulnerable to the volatility of such flows. There is
also the risk that the flow of capital into the region
may be further reduced or even dry up.

The prospects for developing Asia continue
to be bright. Growth is expected to further accel-
erate, reaching 6.0 per cent in 1995 (5.3 per cent
in 1994), as the expansion of intraregional trade
and investment continues. The recent sharp de-
preciation of the dollar, to which many Asian cur-
rencies are directly or indirectly linked, can be
expected to have a mixed impact. On the one hand,
the corresponding depreciation of regional curren-
cies against the world’s major currencies, particu-
larly the yen, should lead to an improvement in
export competitiveness relative to Japan and should
strengthen export competitiveness in the Japanese
market. On the other hand, the depreciation could
also slow the decline in inflation rates by increas-
ing the domestic cost of imports, particularly from
Japan. In this respect, Taiwan province of China
and Thailand will be the most severely affected,
and Hong Kong and China the least.

The Government of China remains determined
to pursue its ambitious plans to upgrade the coun-
try’s industrial base and infrastructure. Inflation,
however, has persisted, in spite of the austerity
measures taken. Combating inflation has become
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the top economic priority in 1995, even though the
cost in terms of unemployment has become increas-
ingly high. Policies have been adopted to increase
investment in the agricultural sector, to further
tighten fiscal and monetary measures and controls
over fixed investment, as well as to monitor closely
the distribution channels for all goods.'”” As the
austerity measures and restructuring policies be-
gin to bite, the effect in 1995 is expected to be a
more moderate growth of under 10 per cent (after
three successive years of roughly 12 per cent
growth).

Growth performance in Central and Eastern
Europe as a whole is likely to be rather better than
in 1994, with continuing sharp differences between
the CIS countries and other countries of the re-
gion. Indeed, the gap between the two groups,
which first emerged in 1993 and widened in 1994,
can be expected to widen further.

Outside the former USSR, growth is expected
to reach some 4 per cent in 1995, a slight improve-

ment over the previous year, thanks to favourable
external conditions and continued progress in struc-
tural reforms. Poland, Slovenia and the Czech
Republic are leading the way to recovery, while
for some other countries a crucial factor will be
whether peace and stability can be restored. In
spite of the progress which has been made so far,
the economies of all these countries remain fragile
and vulnerable to a resurgence of inflation or po-
litical unrest.

In the former area of the USSR, the Baltic
states appear to be well placed to benefit from an
expansion of trade, especially with western coun-
tries, as well as from FDI; growth in 1995 may
well reach 4-5 per cent. Prospects for the CIS
countries are more gloomy and uncertain. In some
countries little can be achieved before peace is re-
stored and an end is put to conflict and hostilities;
in all determined efforts are still required, within
the democratic process, to establish and implement
coherent and consistent policies. Some further de-
cline in output in 1995 cannot be excluded.

C. Uncertainty in short-term forecasting

The fact that the recovery among developed
market-economy countries in 1994, especially in
Europe, was faster than was expected at the be-
ginning of the year is indicative of the hazards of
short-term forecasting. The task has become more
complicated as a result of the structural changes
which have taken place in recent years both within
countries and globally, as well as of sharp swings
in exchange rates. Chart 1 compares forecasts of
GDP growth for 1994 by various international or-
ganizations and research institutions for selected
OECD countries with their actual outcome. For
all countries except Japan forecast growth was
lower than actual growth. The size of the gap var-
ied according to country and also according to the
forecasting institution. The variation among in-
stitutions was smaller for the United States

economy (if one ignores the very low estimate of
the European Commission) than for the major
Western European economies. On the other hand,
the forecasting error, and its variation among the
forecasting institutions, is quite large for Germany.
The range of forecasts was from -0.2 per cent
(Nomura Research Institute) to 1.8 per cent
(OECD), whereas actual growth was 2.9 per cent.
Forecasts for Japan, ranging from -0.2 per cent to
an increase of 1.8 per cent, fall more or less evenly
on both sides of the actual outcome of 0.6 per cent.

Forecasts for 1995 for selected OECD coun-
tries by the same international organizations and
research institutions are presented in table 4. The
full impact and consequences of the continued de-
preciation of the dollar vis-a-vis the yen and the
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GDP GROWTH IN SELECTED OECD COUNTRIES IN 1994: COMPARISON OF ACTUAL
GROWTH WITH FORECASTS BY VARIOUS INSTITUTIONS

(Percentage)
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Table 4

ALTERNATIVE FORECASTS OF GDP GROWTH IN 1995 FOR SELECTED OECD COUNTRIES

{Percentage)

Country LINK ECE OECD EU IMF NIESR Nomura UNCTAD?
United States 2.8 3.0 3.1 3.2 3.2 3.5 3.3 27
Japan 1.2 2.5 2.5 1.6 1.8 0.8 0.7 0.5
Germany 2.9 3.0 2.8 3.0 3.2 2.8° 2.8 2.5
France 3.2 3.0 3.1 3.1 3.2 2.8 2.7 25
Italy 2.8 3.0 27 3.3 3.0 3.4 2.6 3.0
United Kingdom 3.0 3.0 3.4 3.1 3.2 3.5 2.8 2.8
Memo item:

Total OECD 3.1¢ 3.07 3.0 3.1¢ 3.2¢ 2.8 25 25

Source: United Nations, University of Pennsylvania and University of Toronto, “Project Link World Outlook” (mimeo), post-LINK

meeting forecast (April 1995); ECE, Economic Survey of Europe in 1994-1995, United Nations publication, Sales No.
E.95.1l.LE.1; OECD Economic Outlook (December 1994); European Commission, European Economy, Supplement A
(April/May 1995); IMF, World Economic Outlook (May 1995); National Institute of Economic and Social Research (London),
National Institute Economic Review (February 1995); Nomura Research Institute (Tokyo), Quarterly Economic Review

(May 1995).

See table 1.

Excluding the eastern Lander.
European Union only.

QO DY

Deutsche mark have not yet been felt. The rela-
tive strength or weakness of the dollar directly and
indirectly affects the competitiveness of other coun-
tries. Although it is generally acknowledged that
the dollar is currently undervalued, there are as
yet no clear indications of its strengthening. In-
deed, it cannot be excluded that it will continue to
weaken. This uncertainty is inevitably reflected in
the short-term forecasts.

Given the existing exchange rate regime, im-
portant changes in relative competitiveness among
EU countries could occur in the event that there

Excluding Australia, Iceland, Luxembourg and New Zealand.

are substantial changes in the value of the dollar.
Already, the appreciation of the Deutsche mark has
obliged the monetary authorities in a number of
EU countries to raise interest rates to prevent too
large a deviation of their exchange rates from the
existing parities. Countries not at present partici-
pating in the ERM, such as Italy, Spain and the
United Kingdom, may find it necessary to tighten
monetary policy. Interest rates in Germany are not
expected to be lowered. Over-cautiousness by the
monetary authorities could seriously shorten the
current expansionary phase of recovery in the world
economy.®
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Notes

Trade in services appears to have risen much less
than merchandise trade during 1994, thus revers-
ing a trend observable throughout the past decade.
It is likely that the expansion of world merchandise
trade in 1993 was understated while that for 1994
was overstated, due to incomplete data coverage in
1993, when customs controls among members of
the European Union were abolished and a new sys-
tem for the collection of trade statistics
(INTRASTAT) was introduced.

See Part Two below, chap.l, sect. B.1.

See Lawrence R. Klein and Yuzo Kumasaka, “The
Re-opening of the U.S. Productivity-led Growth
Era”, NLI Research (NLI Research Institute), No.
76, February 1995; see also Part Two below, chap.l.
In 1993, primary commodities accounted for 86 per
cent of Africa’s foreign exchange earnings, as they
did more than two decades ago. Out of the 53 Afri-
can countries, the share of non-oil primary com-
modities in total exports was more than 90 per cent
in 9 countries, 70 per cent or more in 18 and more
than 50 per cent in 35. In contrast, in South-East
Asia, the share of (non-oil) primary commodities
in total exports fell from 63 per cent to 36 per cent
from 1965 to 1987. See Economic Commission for
Africa, Report on the Economic and Social Situation
in Africa, 1995 (E/ECA/CM.21/3), Addis Ababa,
March 1995, para.114.

Algeria, Egypt, Libyan Arab Jamahiriya, Morocco,
Sudan and Tunisia.

Benin, Burkina Faso, Cape Verde, Cote d’lvoire,
Gambia, Ghana, Guinea, Guinea-Bissau, Liberia,
Mali, Mauritania, Niger, Nigeria, Senegal, Sierra
Leone and Togo.

Burundi, Cameroon, Central African Republic,
Chad, Congo, Equatorial Guinea, Gabon, Rwanda,
Sao Tome and Principe, and Zaire.

Angola, Botswana, Comoros, Djibouti, Ethiopia,
Kenya, Lesotho, Madagascar, Malawi, Mauritius,

13
14

15
16

17
18

Mozambique, Namibia, Seychelles, Somalia,
Swaziland, Uganda, United Republic of Tanzania,
Zambia, and Zimbabwe.

Barbados, Bolivia, Brazil, Chile, Colombia, Costa
Rica, Dominican Republic, Ecuador, El Salvador,
Guatemala, Mexico, Panama, Paraguay, Trinidad
and Tobago, and Uruguay.

For further details, see Economic Commission for
Latin America and the Caribbean, Preliminary Over-
view of the Economy of Latin America and the Car-
ibbean 1994 (United Nations publication, Sales No.
E.94.11.G.96), table A.2.

The other countries were Argentina, Bolivia, Chile,
Ecuador, El Salvador, Mexico, Nicaragua, Paraguay,
Peru, Trinidad and Tobago, and Uruguay.

In the first four years of the decade, the share of
intra-trade in total Latin American exports roughly
doubled. Intra-trade tripled within the Andean Pact
and doubled within LAIA (Latin American Inte-
gration Association) and MERCOSUR (Southern
Common Market). ECLAC, ogp.cit., box 2.

Ibid., tables A.15 and A.16.

NIEs are defined here as Hong Kong, Republic of
Korea, Singapore and Taiwan province of China.
Indonesia, Malaysia, Philippines and Thailand.
See Economic Commission for Europe, Economic
Survey of Europe in 1994-1995 (United Nations pub-
lication, Sales No.E.95.11.E. 1), table 3.1.1.

Ibid., table 3.3.1.

For further details see Evgeny Gavrilenkov and
Vincent Koen, “How Large Was the Output Decline
in Russia? Alternative Estimates and Welfare Im-
plications,” IMF Working Paper WP/94/154 (De-
cember 1994).

In March 1995, the 1995 targets for real GDP
growth and retail price inflation, originally set at
10 per cent and 13 per cent, respectively, were re-
vised to 8-9 per cent and 15 per cent.
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Chapter Il

A. Recent trends in external financing

During 1994 and early 1995 there were
marked differences in the growth of the major cat-
egories of external financing from the international
financial markets (exemplified in table 5). To a
significant extent these differences reflected the
impact of unsettled conditions on issues of debt
securities. In consequence, 1994 was character-
ized by a slowdown in new external bond issues
after the first quarter, accompanied by indications
of greater reluctance among investors to purchase
instruments with long maturities. Uncertainties
were exacerbated at the end of the year by the bank-
ruptcy of Orange County in California and the
outbreak of the Mexican currency crisis. The more
difficult conditions now prevailing in financial
markets led, inter alia, to a very large fall in new
bond issues by Latin American entities in the first
four months of 1995 and to the postponement of
international equity issues by companies from de-
veloping countries. The ripple effects of the Mexi-
can crisis are also generally viewed as having con-
tributed, together with such factors as rising inter-
est rates (illustrated by table 6), to the ubiquitous
declines in prices which took place in major emerg-
ing financial markets between mid-December 1994
and mid-January 1995.

As is evident from table 5, flows to develop-
ing countries of some major categories of financ-
ing broadly followed the movements experienced
by other borrowers. But for new issues of interna-
tional equities developing countries’ share under-
went a sharp increase.

There has been a progressive blurring of the
distinction between external bonds (instruments
underwritten by syndicates of banks) and medium-
term Euronotes (originally sold by dealers on an
agency basis). The latter, an important constitu-
ent of the category “other non-underwritten facili-
ties” in table 5, may now be distributed via under-
writing syndicates, and are no longer so clearly
separable from external bonds on the basis of their
initial maturities (on average originally shorter than
for international bonds).' Thus the two instruments
have become increasingly interchangeable for many
purposes. The increased difficulties faced by de-
veloping-country borrowers planning new bond
issues after the first quarter of 1994 appear to have
led to greater recourse to Euronotes by entities in
Latin America (especially Mexican ones).

The international equity issues of developing
countries increased to more than $15.5 billion in
1994, a level almost double that of the previous
year.? This rise was largely due to an increase in
issues originating in South and South-East Asia.
Total external purchases of developing-country
equities also include those of shares in local mar-
kets, and figures for net inflows in this form (i.e.
purchases less sales) show a fall from over $60
billion in 1993 to about $40 billion in 1994.°

Total claims on developing countries of banks
in the BIS-reporting area (shown in table 7) in-
creased more rapidly in 1994 than those on all
borrowers. Their faster expansion reflected a sub-
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Table 5
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SELECTED CATEGORIES OF INTERNATIONAL FINANCING AND SHARES OF DEVELOPING
AND EASTERN EUROPEAN COUNTRIES THEREIN, 1990-1994

Category 1990
External bond offerings
Total ($ billion) 229.9
Percentage share of:

Developing countries 23

Eastern Europe 0.7
Syndicated credits
Total ($ billion) 1245
Percentage share of:

Developing countries 17.3

Eastern Europe 2.4
Eurocommercial paper programmes
Total ($ billion) 48.3
Share of developing

countries [per cent) 1.9
Committed borrowing facilities®
Total ($ billion) 7.0
Share of developing

countries fper cent} 30.0
Other non-underwritten facilities®
Total ($ billion) 17.9
Share of developing

countries [per cent} 1.7
International equities®
Total ($ billion) 73
Share of developing

countries fper cent) 13.7

Source:

1991 1992 1993 1994
308.7 333.7 481.0 426.9
3.2 5.0 10.3 10.5
0.5 0.4 1.2 06
116.0 117.9 136.7 202.8
244 156 16.1 11.7
0.1 0.2 0.4 06
35.9 28.9 38.4 31.8
2.8 11.8 7.0 6.6
7.7 6.7 8.2 4.9
58.4 254 146 55.1
443 99.0 113.6 243.1
1.6 45 5.7 5.0
23.4 235 40.7 449
214 30.6 201 347

QECD, Financial Market Trends, various issues, and UNCTAD secretariat estimates.

a Multiple-component facilities, note issuance facilities and other international facilities underwritten by banks, excluding

merger-related stand-bys.

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

Eurocommercial paper.

¢ 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.

stantial rise for countries of South and South-East
Asia, a much smaller one for those of Latin
America, and falls for those of Africa and West
Asia. Claims also decreased for countries of East-
ern Europe. The expansion of claims on South
and South-East Asia (which was accompanied by
a slight fall in 1994 in new syndicated bank cred-
its to the region from the level of 1993) reflects

the region’s growing importance in total global fi-
nancial transactions and the accompanying devel-
opment of its local and regional banking centres.*

The movement in claims on Latin American
borrowers was affected by debt-reduction agree-
ments with creditor banks, especially that of Bra-
zil finalized in April 1994, and a banking crisis in




International Financial Markets and the External Debt of Developing Countries 23

Table 6
SELECTED INTERNATIONAL INTEREST RATES
{Period averages in per cent per annum)
A. London Inter-Bank Offered Rate (LIBOR) on six-month

deposits in selected currencies

1992 7993 71994 1995
Currency {Jan-March)
United States dollar 3.90 3.41 5.07 6.60
French franc 10.16 7.92 5.95 6.89
Deutsche mark 9.41 6.95 5.35 5.27
Japanese yen 4.32 2.96 2.36 2.29
Pound sterling 9.65 5.93 5.80 7.14

B. Selected long-term interest rates

1992 1993 1994 1995

(Jan-March)

United States dollar? 7.52 6.46 7.41 7.71
French franc? 8.96 7.04 7.52 8.12
Deutsche mark® 7.91 6.48 6.94 7.43
Japanese yen? 6.54 4.34 4.50 423
Pound sterling® 9.67 7.87 8.05 8.54

Source: |MF, International Financial Statistics, May 1995, and OECD, Financial Statistics Monthly, various issues.

US Government bonds ("composite” over 10 years).
Public and semi-public sector bonds.

Public sector bonds with maturities of 7 to 15 years.
Central Government bonds (10-year benchmark).
20-year Government bonds.

o QOO0

Venezuela. The impact of these developments was
partly offset by a continuing expansion of lending
to Colombia, Argentina, and Mexico, much of it
at short term to the latter two countries. Signifi-
cant contributions to the decline in banks’ claims
on Eastern European countries resulted from trans-
fers to official agencies and from sales of Russian
bank debt, together with operations associated with
the debt-reduction agreements of Bulgaria and
Poland.

During the first half of 1994 the vigorous
growth of the previous two years in the net flow of
export credits to developing countries was not sus-
tained (see table 8).° Indeed, total net flows to
Africa and Latin America were actually negative.
For particular countries changes in net flows con-

tinue to reflect differences in the costs and other
terms associated with official insurance from ECAs
for financing and payments arrangements for their
imports as well as in demand for export credits.
The costs and other terms of official insurance have
been especially important in depressing the levels
of such credits to African countries, of which over
50 per cent in 1993 and over 60 per cent in the
first half of 1994 experienced net outflows. There
were also substantial increases during early 1994
in the frequency of net outflows from countries in
Latin America and West Asia.

Access to major categories of financing from
international financial markets continued to be
concentrated in 1994 on a relatively small group
of developing countries and economies in transi-
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Table 7

EXTERNAL ASSETS OF BANKS IN THE BIS REPORTING AREA* VIS-A-VIS DEVELOPING AND
EASTERN EUROPEAN COUNTRIES, 1980-1994

1990
All developing countries® -2.5
Of which in:
America -13.2
Africa -4.1
West Asia 4.7
South and
South-East Asia? 15.2
Central Asia®
Europe’ -10.2
Eastern Europe? -12.3
Memo items:
All borrowers” 11.4
14 highly indebted
countries’ -13.7
Source:

and Financial Market Developments, various issues.

1991 1992 1993 1994 Stock
— (end-1994)

Percentage rate of increase® $ billion
04 10.2 26 8.1 661
-0.4 6.9 1.0 1.8 232
-8.5 -4.4 -7.8 -6.3 43
-7.5 26.7 1.4 -2.6 94
11.0 12.5 8.6 21.3 287
1043 1

-17.7 -11.2 -8.0 -4.6 5
-1.6 4.1 -4.0 -16.0 79
-0.9 3.0 5.1 4.1 7103
-1.4 4.6 0.7 0.9 235

Bank for International Settlements, /nternational Banking Statistics 1977-1991 (Basle, 1993), and /nternational Banking

a Including certain offshore branches of United States banks.

b 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: Bahrain and Lebanon; and in South and South-East Asia: Hong
Kong, Singapore and Vanuatu.

d Including Oceania and (from 1993) China, Democratic People’s Republic of Korea, Mongolia and Viet Nam

e Armenia, Azerbaijan, Georgia, Kazakhstan, Kyrgyzstan, Turkmenistan, and Uzbekistan.

f Malta and former Yugoslavia.

g Figures up to 1993 include Czechoslovakia and the former USSR, thereafter they inciude Belarus, Czech Republic,
Estonia, Latvia, Lithuania, Moldova, Russian Federation, Slovakia and Ukraine

h Including multilateral institutions

i Argentina, Bolivia, Brazil, Chile, Colombia, Cote d’lvoire, Ecuador, Mexico, Morocco, Nigeria, Peru, Philippines, Uruguay

and Venezuela.

tion. Thus, for example, three Latin American
countries (Argentina, Brazil and Mexico) were re-
cipients of approximately 40 per cent of sums
raised in the form of external bond issues by coun-
tries and territories other than certain major off-
shore financial centres.® A similar proportion went
to five countries of South and South-East Asia
(China, Indonesia, Republic of Korea, Taiwan
province of China and Thailand). Of the econo-
mies in transition only Hungary was a major bor-
rower in this form. Monies raised through new
syndicated bank credits were still more concen-

trated, five countries of South and South-East Asia
(China, Indonesia, Republic of Korea, Malaysia
and Thailand) accounting for 70 per cent. Four of
those five countries (all but Malaysia) accounted
for almost the whole growth in 1994 of the value
of claims’, after adjustment for movements of ex-
change rates, of banks in the BIS-reporting area
on developing countries and territories (other than
certain major offshore financial centres).® These
four countries, together with India and Pakistan,
were responsible for approximately two thirds of
the new international equity issues by entities in
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Table 8
TOTAL EXPORT CREDITS? 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)®
1990 199171 7992 1993 1994
st 2nd Ist 2nd ist  2nd st 2nd st
Region half  half half  half half  half half  half half
All developing
countries 35 42 42 40 41 39 36 42 52
Of which in:
Africa 32 42 46 36 42 48 52 56 62
America 27 41 41 41 51 46 38 40 62
West Asia 36 43 71 36 57 36 14 43 57
South and
South-East Asia® 48 48 24 44 17 17 30 36 30
Central Asia” , . . . 12
Memo item:®
14 highly indebted
countries’ 4 7 7 7 4 7 i 8 8
Eastern Europe? 4 6 - 4 3 2 3 6
B. Net flow and stock in mid-1994
{Millions of dollars)
1990 1991 1992 7993 1994 Stock
Region (first half} {end June 1994)
All developing countries 7 586 5 900 17 201 20 021 5 748 249 526
Of which in:
Africa -3 800 1 361 2 583 825 -1 062 61 260
America 4 543 3712 4 641 6 347 -379 67 815
West Asia 5017 2472 1687 4 520 1283 45 287
South and
South-East Asia® 1 959 -1 244 8 348 7572 6 225 70 559
Central Asia” - . . . 189 718
Memo item:
14 highly indebted
countries’ 5031 3392 7196 7 143 711 84 209
Eastern Europe? -1 021 10 406 8 015 6 891 -3 160 48 163
Source: BIS and OECD, Statistics on External Indebtedness. Bank and trade-related non-bank external claims on individual
borrowing countries and territories, Neéw series, various issues.
a After adjustment for the effect of movements of exchange rates.
b Excluding countries for which data are not available.
¢ Including Oceania and (from 1993) China, Democratic People’s Republic of Korea, Mongolia, and Viet Nam
d Armenia, Azerbaijan, Georgia, Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan and Uzbekistan.
e Number of countries.
f Argentina, Bolivia, Brazil, Chile, Colombia, Cote d’'lvoire, Ecuador, Mexico, Morocco, Nigeria, Peru, Philippines, Uruguay
and Venezuela.
g Up to 1993, figures include Czechoslovakia and the former USSR: thereafter they include Belarus, Czech Republic,

Estonia, Latvia, Lithuania, Moldova, Russian Federation, Slovakia and Ukraine.
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Table 9

CHANGES IN REPRESENTATIVE INDICES OF STOCK MARKET PRICES IN SELECTED
DEVELOPING COUNTRIES

(Percentage change in local currency during the period)

1994 1995
Country Jan-Nov December January February March
Latin America
Argentina -13.0 -11.6 -5.3 -20.1 16.4
Brazil 1140.1 -6.5 -10.8 -15.8 -8.9
Chile 45.5 -4.8 -0.3 -1.7 -0.8
Colombia 13.5 46 10.0 -7.0 77
Mexico -0.4 -8.3 -11.9 -26.0 18.3
Peru 54.0 -1.3 -19.7 -10.5 4.1
Venezuela? 20.0 13.2 -6.2 -1.4 -1.5
South and South-East Asia
China -18.0 -5.2 -13.2 -2.3 17.8
India 15.5 6.0 -9.4 -5.6 -2.9
Indonesia -18.0 2.7 -7.6 4.6 -5.5
Malaysia -20.6 -4.1 -91 10.9 0.5
Pakistan? 5.6 -5.9 -12.8 4.2 -11.1
Philippines -15.8 3.5 -13.1 37 -47
Republic of Korea 240 -4.4 -9.9 -4.3 5.2
Taiwan province of China 4.8 12.0 -11.5 3.2 0.2
Thailand -19.0 -0.2 -10.5 58 -5.6
West Asia
Turkey 36.3 -3.3 -7.4 15.4 36.8
Eastern Europe
Hungary 224 -4.9 -21.1 4.1 1.6
Poland -36.0 -6.1 -17.7 48 -4.2

Source: |FC, Quarterly Review of Emerging Stock Markets, Fourth Quarter 1994 and First Quarter 1995.
a The changes for 1995 are based on an index different from that used for 1994,

developing countries mentioned earlier. Borrow-
ing in the form of various other instruments was
heavily concentrated among a few Latin American
countries. For example, Argentina, Brazil and
Mexico were responsible for more than 90 per cent
of funds raised by developing countries through
announced medium-term Euronote facilities.” The
same three borrowers also accounted for most of
developing countries’ issues of Eurocommercial
paper.'

During the period from mid-1994 to April
1995 a number of countries issued external bonds
either for the first time or after lengthy absences

from the markets for such instruments. These coun-
tries included Barbados, Bolivia, Ghana, Guate-
mala, Lebanon, Pakistan and Tunisia. Similarly,
in the spring of 1995 Romania returned to the
market for syndicated international bank credits
after an absence of about 15 years. However, the
accession of such countries has yet to have a ma-
Jjor effect on the distribution of financing from the
international financial markets for developing
countries and economies in transition. The credit
ratings of debt securities issued by entities in such
countries also reflect this unequal distribution.
“Investment grade” ratings'' by major credit rat-
ing agencies for long-term sovereign debt denomi-
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nated in foreign currencies (discussed in more
detail for Latin American and South and South-
East Asian countries in sections B and C) are
heavily concentrated among South and South-
East Asian countries. The principal countries
outside this region which have obtained such rat-
ings from at least one major agency are two
Latin American countries (Chile and Colombia),
two economies in transition (Czech Republic and
Poland) and one African country (Tunisia, which
received an “investment grade” rating from
Moody’s in April 1995).

A number of countries of South and South-
East Asia, which were left largely unscathed by
the debt crisis of the 1980s, as already mentioned,
have increasingly been integrated into the global
system of financial markets and in consequence can
raise money in them relatively easily. However,
the spill-over effects of the Mexican crisis served
as areminder of the continuing vulnerability of their
financial markets to the actions of speculative in-

ternational investors still inclined to lump them with
emerging markets elsewhere in the developing
world. These spill-over effects were evident in
downward pressures on share prices (illustrated for
selected countries for the region in table 9) and on
exchange rates.'? They also contributed to sub-
stantial declines in external bond and equity is-
sues.'?

Prices of the debt securities of other develop-
ing countries and economies in transition were also
adversely affected by the Mexican crisis. But the
severest impact (described at greater length in the
next section) was reserved for certain Latin Ameri-
can countries. The great majority of other devel-
oping countries and economies in transition receive
only limited financing from the international finan-
cial markets and thus were not seriously affected
by the Mexican crisis. However, most of these
countries face continuing external financial strin-
gency which at best is likely to be only gradually
relaxed.

B. Latin America’s financial inflows and outflows

The Mexican crisis of December 1994 not
only was associated with large selling of the coun-
try’s securities by international investors but also
was followed by a sharp contraction of external
financing for several other countries in the region
during the first quarter of 1995. The overall im-
pact of the crisis on the region’s net inflow in 1994,
definitive assessment of which is not possible at
the time of writing, requires some downward ad-
justment of initial estimates, which had put this
inflow at a little more than $55 billion, a figure
already almost $10 billion less than that of 1993."

These initial estimates reflected the more dif-
ficult conditions faced in 1994 by Latin American
borrowers in the international bond markets (noted
in the previous section). However, they involved
estimating Mexico’s net financial inflow without
knowledge of the size of the outflows in late De-
cember. These outflows are believed to have re-
duced the net inflow for 1994 from an initially pro-

Jjected level of almost $20 billion to about $10 bil-
lion."* Estimates for the different categories of
Mexico’s external financing which include the ef-
fects of the crisis point to a substantial net out-
flow of securities investment by non-residents in
forms other than external bonds, thus providing
support for warnings in recent issues of TDR as to
their volatility (see box 4 below). Claims of BIS-
reporting banks on Mexico increased during the
year by about $8 billion, and net inflows in the
form of external bond issues amounted to about
$4.5 billion,'¢ while foreign direct investment came
to more than $8 billion."” These figures suggest a
net outflow in 1994 due to net sales in other cat-
egories of securities investment (short- and long-
term) of about $10 billion,

The pre-crisis estimates of the total net finan-
cial inflows in 1994 for some other Latin Ameri-
can countries may also require revision owing to
the spillover effects of the Mexican crisis, but the
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adjustments can be expected to be much smaller
than those just described.'® The estimated total
net inflow for Argentina was $10.5 billion. Of this
amount, a little less than $3.5 billion was in the
form of net issues of external bonds and another
$3 billion in the form of claims of BIS-reporting
banks, the balance being due to other categories of
portfolio and to FDI. The estimated net inflow for
Brazil was about $13 billion. Netissues of exter-
nal bonds accounted for about $1.5 billion of this
figure, while the claims of BIS-reporting banks
actually fell by about $6 billion, thus pointing to
an increase in net flows of other categories of port-
folio and FDI of about $17.5 billion. The esti-
mated net inflow for Chile was $3.1 billion. Net
issues of external bonds accounted for $0.1 bil-
lion, and the increase in claims of BI1S-reporting
banks for $2.3 billion - figures which imply a net
inflow in the form of portfolio and FDI of approxi-
mately $1 billion. The estimated net inflow for
Colombia was also $3.1 billion, of which net ex-
ternal bond issues accounted for $0.3 billion and
the increase in claims of BIS-reporting banks for
$1.5 billion. The implied total net inflow of other
categories of portfolio and FDI is thus about $1.5
billion, made up mainly of the latter.'”” The esti-
mated net inflow for Peru indicates more than a
doubling, from $2.7 billion in 1993 to $6 billion in
1994. Of this amount, the rise in the claims of
B1S-reporting banks accounted for $0.3 billion,
while the rest was largely due to portfolio equity
investment and FD! (much of it associated with
the privatization of two companies in the telecom-
munications sector).?°

As regards Venezuela, the country had been
the recipient of substantial sums from the interna-
tional financial markets since the beginning of the
1990s, but in 1994 there was a net outflow of $4.5
billion. Although $0.2 billion of this amount was
constituted by the net repayment of external bonds,
the total reflected mainly the impact of a reduction
of about $4 billion in the claims of BIS-reporting
banks. This contraction was concentrated on
banks’ claims on Venezuelan non-bank entities,
data for the first half of the year indicating that
the country’s public sector was particularly ad-
versely affected.”’ Venezuela’s difficulties were
associated with the impact on the country’s credit-
worthiness of a banking crisis which required gov-
ernment expenditure of more than $8 billion and
rescue operations that left 80 per cent of the bank-
ing sector in official control.

Since 1991 a good deal of securitized inter-
national lending to certain Latin American coun-

tries has been in response to opportunities for in-
terest rate arbitrage between United States dollar
rates and those in the domestic financial markets
of the countries in question. Such opportunities
persisted in 1994, as illustrated in table 10, which
shows the excess of domestic monthly short-term
rates over the rate on United States treasury bills
after adjustment for movements in exchange rates.
The excess return for the year as a whole is sub-
stantial for three of the four countries in the table.
But for Mexico it was slightly negative even dur-
ing the first 11 months of the year, and decisively
so for 1994 as a whole (once account is taken of
the effects of the large peso devaluation in Decem-
ber). As noted in previous years’ TDR, much of
the inflow in response to these opportunities for
interest rate arbitrage was the result of banks tak-
ing advantage of the relatively cheap finance avail-
able from external investors for profitable on-lend-
ing in local currencies. For this purpose banks
borrowed not only at short term but also through
external instruments with longer maturities such
as bonds. This process continued in 1994, three-
quarters of Brazil’s external bond issues, for ex-
ample, being those of banks.?? Such arbitrage was
disrupted in early 1995 owing to international in-
vestors’ shift out of Latin American paper.

In recent years some Latin American coun-
tries have adopted policies involving taxes and di-
rect controls with the objective of limiting the prob-
lems of exchange rate management and fiscal bal-
ance which can result from large external finan-
cial inflows.” Such measures have continued to
be in evidence since those reported in last year’s
TDR. In order to limit upward pressure on its cur-
rency, in October 1994 Brazil imposed a one-off
tax of | per cent on foreign purchases of Brazilian
equities, increased the tax on external bond issues
by Brazilian entities from 3 per cent to 7 per cent
and that paid by non-residents on fixed-interest
investments in Brazil from 5 per cent to 9 per cent,
and liberalized restrictions on the purchase of dol-
lars in the foreign exchange market. Chile under-
took further liberalization of its regulations regard-
ing external investment by institutional investors,
and took steps to increase the net demand for for-
eign currency, such as specifying that banks’ re-
serve requirements against external credits had to
be held in dollars, raising the limit on repatriated
proceeds from exports that have to be exchanged
in the formal exchange market, and extending the
permitted period for carrying out such operations.?
Colombia raised from three to five years the matu-
rity of external credits to which cash reserve re-
quirements apply.?
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Table 10

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 dollar)?

Argentina® Brazil® Chile? Mexico®
Return Excess Return Excess Return Excess Return Excess
return’ return’ return’ return’
1993
January 0.36 0.11 1.81 1.56 0.09 -0.16 1.13 0.88
February 0.93 0.69 2.35 211 0.10 -0.15 1.18 0.93
March 0.81 0.57 2.05 1.80 -1.16 -1.40 1.12 0.88
April 0.94 0.70 1.75 1.51 0.54 0.30 1.06 0.83
May 0.67 0.43 1.37 1.12 1.22 0.98 0.98 0.73
June 0.86 0.61 1.38 1.12 2.52 2.26 1.02 0.76
July 0.78 0.53 1.56 1.31 1.30 1.05 0.89 0.64
August 0.67 0.42 1.48 1.23 1.30 1.05 0.88 0.63
September 0.65 0.41 1.62 1.38 2.50 2.25 0.89 0.64
October 0.62 0.37 1.94 1.69 1.31 1.06 0.84 0.59
November 0.75 0.49 212 1.86 2.68 2.43 0.93 0.68
December 0.65 0.40 1.89 1.63 -1.98 -2.24 0.74 0.49
Monthly average 0.72 0.48 1.78 1.53 0.87 0.62 0.97 0.73
Annualized monthly
average 9.04 5.86 23.53 19.96 10.92 7.69 12.32 9.06
1994
January 1.53 1.28 0.13 -0.12 0.63 0.39 1.36 111
February 1.57 1.30 3.29 3.03 2.08 1.82 -2.43 -2.69
March 1.69 1.40 1.04 0.75 2.09 1.80 -2.59 -2.88
April 1.70 1.39 3.55 3.24 1.98 1.68 4.07 3.77
May 1.83 1.49 248 214 2.67 2.32 -1.16 -1.51
June 1.71 1.36 1.73 1.38 2.79 2.45 -0.74 -1.09
July 1.67 1.31 13.57 13.21 0.09 -0.27 0.97 0.61
August 1.64 1.27 10.29 9.93 2.92 2.55 1.44 1.07
September 1.70 1.32 8.79 8.41 3.26 2.88 0.41 0.03
October 1.76 1.36 4.38 3.97 1.68 1.28 0.24 -0.16
November 1.83 1.40 5.65 5.22 3.20 2.77 1.17 0.74
December 2.19 1.73 418 3.72 1.25 0.79 -34.84 -35.30
Monthly average? 1.73 1.38 4.92 4.57 2.05 1.71 -2.68 -3.03
(0.24) (-0.09)
Annualized monthly 22.90 17.94 78.02 71.05 27.63 22.49 -27.79 -30.83
average? (3.01) (-1.09)

Source: UNCTAD secretariat estimates, based on data of IMF (International Financial Statistics, various issues), Centro de
Economia Internacional and Centro de Estudios de Estado y Sociedad (Argentina), and Instituto de Economia do Sector
Publico (Brazil).

Exchange rate adjustments on the basis of end-of-month exchange rates.

30-day time deposits (period average).

“Hot money” (period average).

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

Implicit monthly returns on 28-day Certificados de Tesoreria (CETES)

Excess return as compared with United States Treasury bilis.

Figures in parentheses denote averages for the period January-November 1994,

Q.3 QO D>
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Table 11

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

- Yield spread” (basis points)
1993

1994

Country First half Second half First half Second half
Argentina

Public 423 271 333 247

Private 549 365 404 416
Brazil

Public? 536 429 . .

Private 605 442 366 404
Mexico

Public® 248 214 . .

Private 562 335 349 384

Source: 1993: information supplied by Merril Lynch; 1994: UNCTAD secretariat estimates.

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.

b Nobonds issued in this category in 1994.

The outbreak of the Mexican crisis followed
the decision of the government on 20 December to
lower the floor exchange rate for the peso against
the dollar by about 15 per cent. This decision was
a response to large capital outflows as international
investors lost confidence in the country’s ability to
defend existing levels of the exchange rate in the
face of the growing deficit on current account ($29
billion or approximately 8 per cent of GDP in
1994), the approaching exhaustion of foreign re-
serves (which fell more than 30 per cent in the 12
months ending in October 1994), and the high pro-
portion of short-term or other potentially volatile
investments in external holdings of Mexican pa-
per.2 The huge depreciation of the peso subse-
quent to the decision to allow it to float led to a
large international package of financial support
(described in section D), and was associated with
a precipitous decline in external financing for
Mexico and an adverse impact on several other
Latin American countries (described below) as well
as unfavourable spillover effects on some other
developing countries and economies in transition
(as described in section A). During this period
there was apprehension as to the solvency of Mexi-
can banks and non-financial enterprises, many of
which had incurred large debts denominated in for-

eign currencies, and concern as to possible defaults
on foreign debts.”” So far the latter have been
largely avoided.?® But while Mexico’s trade bal-
ance has substantially improved, its foreign ex-
change position remains precarious; and although
there is continuing direct investment in the coun-
try, flows of other categories of external financing
remain depressed.?

The immediate impact of the December crisis
included not only a drastic decline in investors’
willingness to hold Mexican paper but also a more
widespread unfavourable shift in sentiment regard-
ing other Latin American countries.’® Both econo-
mies with relatively strong external payments and
reserve positions and others generally considered
more vulnerable to the effects of short-term capi-
tal outflows were adversely affected. Brazil, for
example, suffered a net outflow of more than $800
million in the first half of January and one of $6
billion in the first two and a half months of the
year, whilst in Argentina there was widespread
selling of stocks by foreign investors and a flight
from the domestic currency which, through the re-
sulting contraction in the money supply, put the
banking system under strain.’ Stock prices (as
measured by the principal local market indices) fell




in both December and January in Argentina, Bra-
zil, Chile, Mexico and Peru. The rise in stock
prices in Colombia (as well as the relatively small
decline in Chile) during this period was attributed
partly to the low participation of foreigners in these
markets.’? The crisis also led to sharp falls in the
prices on secondary markets of the bonds of most
Latin American countries (and accompanying in-
creases in yields). These conditions proved a de-
terrent to new issues of external bonds by Latin
American entities in the first three months of 1995.
At the beginning of the second quarter bond prices
stabilized and since the beginning of May, as mar-
ket conditions improved, Latin American issuers
(up to the time of writing mostly Brazilian banks)
have begun to return to the international bond mar-
kets.

Previous TDRs have documented the rather
slow progress of Latin American countries towards
the full restoration of normal relations with the
international financial markets which were dis-
rupted by the debt crisis of the 1980s. This
progress continued in 1994. For example, as shown
in table 11, in the first half of 1994 yield spreads
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on the external bond issues of Argentina, Brazil
and Mexico remained at their relatively low levels
of late 1993 (although they rose slightly in the sec-
ond half of the year). But, as in 1993, Chile is
still the only Latin American country to have
achieved an “investment grade” rating for its long-
term sovereign debt in foreign currencies from both
of the major credit-rating agencies, Moody’s and
Standard and Poor’s, while Colombia has received
such arating from the latter. In November Moody’s
upgraded Brazil’s long-term sovereign foreign cur-
rency debt but to a rating still below “investment
grade”, and in December Standard and Poor’s is-
sued a rating on such debt which it had previously
left unrated. The principal effects of the Mexican
crisis on the country’s ratings were on various in-
struments denominated in domestic currency which
were downgraded by Duff and Phelps as well as
Moody’s and Standard and Poor’s.*® These credit
ratings for Latin American borrowers, together
with the continued sluggishness of lending to them
by banks and in the form of export credits (dis-
cussed in section A), indicate the distance still sepa-
rating most of the region from a complete recov-
ery of creditworthiness.

C. Recent experience in South and South-East Asia and
some comparisons with Latin America

The larger economies of South and South-East
Asia were less affected than those of Latin America
by the more difficult conditions in international
bond markets during 1994 (mentioned in section
A). But like most major borrowers from Latin
America they were not spared the spillover effects
in international financial markets of the Mexican
crisis and of other unfavourable developments at
the end of the year, despite being generally viewed
as less vulnerable to shifts in sentiment among glo-
bal investors owing to both the structure of their
external obligations and their long-term economic
performance.

Funds raised by South and South-East Asian
countries through international bond issues and
syndicated credits rose slightly in 1994, to $42

billion, from about $41 billion in in the previous
year (which contrasts with corresponding figures
for Latin American countries revealing a drop from
$22 billion to $17 billion).** Indonesia (with $11
billion), China (with $8 billion), and Thailand (with
$7 billion) were the largest recipients of flows in
these two forms. The creditworthiness of major
economies in this region was also evident in the
amounts raised by means of international equity
issues, which increased from about $3 billion in
1993 to about $10 biflion in 1994 (while such is-
sues by Latin American countries seem to have been
constant over the period).*®> More than 50 per cent
of the international equity issues by South and South-
East Asian countries during 1994 were accounted for
by China and India, and rest mainly by Pakistan,
Republic of Korea, Thailand, and Indonesia.




32 Trade and Development Report, 1995

Trends in the credit ratings of major South
and South-East Asian countries have continued to
be favourable. For example, Pakistan’s long-term
sovereign debt received credit ratings for the first
time in November 1994 from Standard & Poor’s
and Moody’s (in both cases below “investment
grade”). The long-term peso-denominated debt of
the Philippines received an “investment grade” rat-
ing from Standard & Poor’s. Moreover in Decem-
ber 1994 India’s long-term foreign currency debt
was upgraded to “investment grade” by Moody’s.
Malaysia and Thailand, both of whose long-term
foreign currency debt was already rated “invest-
ment grade”, received upgradings in 1994,

As the globalization of financial markets pro-
ceeds, increasing attention has been paid to both
differences and resemblances between the economic
performances, external payments positions, and
legal and institutional regimes of the principal
countries affected by this process in South and
South-East Asia and in Latin America. Important
dimensions of the first of these subjects, economic
performance, is taken up in Part Two of this Re-
port (see chapter IT). The following remarks sup-
plement the discussion to be found there.

In one particularly important respect, namely
their small size in relation to the sums at the dis-
posal of institutional investors in OECD econo-
mies, financial markets in Latin American and
South and South-East Asian countries are similar.
Prices in them are thus highly sensitive to even
fairly minor changes in the country or regional
weightings adopted for their portfolios by such
investors or to volatile changes in sentiment. Thus,
for example, at the end of the first quarter of 1995
the average total market capitalization of the
emerging markets in Latin America was $48 bil-
lion,* and for selected South and South-East Asian
emerging markets it was about twice that size ($100
billion).’” Some idea of the order of magnitude of
the funds at the disposal of OECD institutional
investors can be obtained from a 1992 estimate of
$5,600 billion for the assets of pension funds and
life and casualty insurance companies of major fi-
nancial centres.’®

As in Latin America, the longer-term thrust
of policy in South and South-East Asian countries
is in the direction of liberalization of their finan-
cial markets.* This thrust was evident in a number
of measures taken in 1994.° For example, a law
passed in May 1994 allowed easier access for for-
eign banks to the financial sector of the Philippines.

In June Indonesia liberalized regulations regard-
ing joint ventures between indigenous and foreign
firms. Moreover, during 1994 several steps were
taken by the authorities in Taiwan province of
China towards liberalizing its financial markets.
For example, the ban on foreign investment in lo-
cal banks was partially lifted, certain criteria for
granting market access to branches of foreign banks
were eased, foreign securities firms began to be
allowed to establish subsidiaries or branches pro-
viding the same services as domestic ones, and re-
strictions were relaxed on purchases of securities
by foreign institutional investors.

Like the main Latin American recipients of
external financial inflows, however, a number of
South and South-East Asian countries have come
up against problems of management of exchange
rates and other macroeconomic variables arising
from large inflows. In some cases the short-term
policy response has also taken the form of meas-
ures designed to restrict or control such inflows.
For instance, India’s central bank imposed guide-
lines limiting the access of Indian companies to
the Eurobond market by stipulating that a group
of affiliated companies would not be allowed to
make more than two issues during a financial year,
and that there must be a minimum gap of 12 months
between two issues by a single firm. 1n addition,
85 per cent of the receipts from these issues should
be used within one year for imports of goods or
services.®' As part of its policy towards capita
inflows Indonesia imposed limits on external bor-
rowing by commercial banks and public enter-
prises.** China and Thailand, both of which were
subject to short-term inflows by arbitrageurs seek-
ing to profit from interest-rate differentials, are
apparently contemplating measures to counter such
speculation.”

Important differences are observable between
major recipients of external financing in South and
South-East Asia and in Latin America regarding
the patterns of their inflows. Reviewing such in-
flows for selected countries in the two regions be-
tween the early 1980s and the early 1990s,* TDR
1993 pointed to continued borrowing from banks
by the countries in South and South-East Asia, a
development made possible by their avoidance of
the debt crisis of the 1980s. Three of the countries
in the sample (Indonesia, Malaysia and Thailand)
also relied heavily on net inflows of FDI, while the
Republic of Korea had greater relative recourse to
external bond issues. For the Latin American coun-
tries, as their access to external financing improved
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at the beginning of the 1990s, both direct and port-
folio investment (in the form of net inflows through
bonds and equities) increased, but in most cases
the latter more than the former.

As is shown by table 12, during 1991-1993
the countries of South and South-East Asia with
current account deficits in 1991 underwent im-
provements in their external payments positions
during the following two years, whilst for those
with surpluses the movement was in the opposite
direction. For the Latin American countries shown
in the table the pattern is more uniform, current
account deficits mostly increasing in this period.
The figures in the table also point to the continu-
ing tendency among the majority of the countries
of South and South-East Asia for FDI, generally
the more stable form of net inflow, to account for
a larger share of'total external financing than port-
folio investment. The main exception is the Re-
public of Korea where negative net inflows of FDI
were partly a consequence of its own substantial
FDI abroad. The contrast with many of the Latin
American countries is striking. For Brazil, Mexico
and Venezuela net inflows of portfolio investment

have recently been substantially larger than those
of FDI, whilst in Chile the two categories have been
of a similar magnitude. However, for Colombia
FDI was substantially greater than net portfolio
investment. Argentina actually experienced net
portfolio disinvestment in 1992 and 1993, the fig-
ure in the latter year amounting to $9 billion. Net
inflows of portfolio investment for Peru during this
period reflected a sharp rise in external equity in-
vestment in the country in 1993 but to a level still
below $0.5 billion.

The greater dependence of most of the Latin
American countries in table 12 on portfolio invest-
ment, as opposed to FDI, is partly linked to differ-
ences in economic performance and in their eco-
nomic relations both with each other and with
OECD economies. Foreign direct investment in
South and South-East Asian countries, for exam-
ple, was stimulated by both the dynamism of their
mutual trade and the response of Japanese firms to
the appreciation of the yen.** However, relatively
lower dependence on portfolio inflows in most cases
also seems to have reflected more restrictive poli-
cies toward such investment from abroad.

D. Reduction of bank debt and the package of financial
support for Mexico

As already noted in section A, a large inter-
national support operation was mounted in re-
sponse to Mexico’s financial crisis of late 1994.
Since mid-1994 there have also been a number of
operations involving the restructuring and reduc-
tion of the external bank debt of the developing
countries and economies in transition.

In May 1994 Gabon signed a rescheduling
agreement covering $166 million of its debt to com-
mercial banks and $21 million of its interest ar-
rears.*® The debt is to be repaid over 10 years,
including a two-and-a-half years’ grace period, at
an interest rate of LIBOR plus 7/8. Some of the
obligations included in this agreement were origi-
nally covered in an earlier agreement of May 1992
which was not implemented.*” Poland closed its
agreement on debt reduction amounting to $14.3

billion in October 1994. In May 1995, Albania
reached agreement with its creditor banks on re-
structuring debts of $500 million. The banks are
to choose between immedtiate repayment of 20 cents
on the dollar or preferential access to 30-year bonds
which will be issued in exchange for debt.”® Ecua-
dor is expected to close an agreement on debt re-
duction of $7.4 billion in the spring of 1995.% The
agreement on debt reduction of the Dominican
Republic was closed in August 1994.5° Other debt
reduction operations were completed in the third
quarter of 1994 for Sao Tome and Principe and
Zambia under the IDA Debt Reduction Facility.*!
Sao Tome and Principe extinguished 87 per cent
of its commercial bank debt by buying back $10.1
million of eligible commercial bank claims at 10
per cent of face value, while Zambia extinguished
$181 million of eligible principal at 11 per cent of
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face value. The latter operation was cofinanced
by Germany, the Netherlands, Sweden, and Swit-
zerland.

Some headway has also been made in talks
between the Russian Federation and its creditor
bank committee. In July 1993, an agreement in
principle had been reached on reduction of debt,
but was not implemented because of the refusal of
the Federation to accept the banks’ demand to
waive certain sovereign rights regarding state-
owned assets. Finally, in October 1994 an agree-
ment resolving this issue was signed. Progress can
now be expected towards the restructuring of about
$25 billion in commercial debt claims over 15
years, with a grace period of 5 years during which
neither interest nor principal payments will be due.

At present Panama and Peru are negotiating
debt reduction agreements that are expected to in-
volve the settiement of large interest arrears. Un-
der the IDA Debt Reduction Facility an operation
for Sierra Leone was at an advanced stage at the
time of writing, and operations are in preparation
for Ethiopia, Guinea, Mauritania, Senegal, and the
United Republic of Tanzania.

The package in support of Mexico was as-
sembled at the initiative of the United States in

January 1995. In the version announced on 31
January the package consisted of: (1) $20 billion
from the Exchange Stabilization Fund of the United
States, of which $3 billion was to be made avail-
able immediately, $7 billion at the end of June, and
the remaining $10 billion subsequently, should it
be needed; (2) an IMF standby credit of $7.8 bil-
lion; (3)asum of up to $10 billion expected to be
lent through the Bank for International Settlements
by its member central banks, the difference between
this target figure and that actually achieved to be
met by a further loan from IMF; and (4) $3 billion
which was expected to be provided by a group of
private commercial banks, led by Citicorp and JP
Morgan, in the form of a one-yeér standby facility
(a sum which would be drawn on only after Mexico
had exhausted the funds supplied by the United
States, IMF, and BIS). However, in mid-March
the $3 billion contribution by commercial banks
had been abandoned, with the result that there was
no longer direct private sector involvement in the
rescue. Separate from this package, additional
credit was to be made available in the form of a $1
billion loan by a group of Latin American coun-
tries (Argentina, Brazil, Chile, and Colombia) and
a $3 billion financing from the World Bank and
the Inter-American Development Bank pledged
towards an emergency fund set up to rescue trou-
bled Mexican banks.

E. Official debt

The official debt of low-income debtor coun-
tries and some middle-income countries has con-
tinued to cause concern. Paris Club creditors took
a welcome initiative in December 1994 in adopt-
ing the new Naples terms in favour of the poorest
and most indebted debtor countries. With the in-
creasing burden of multilateral debt for low-income
countries, measures to alleviate the burden deserve
priority attention by the international community.

1. Rescheduling of official bilateral debt

Recent developments at the Paris Club

During the second half of 1994, no Paris Club
rescheduling took place, as creditors were prepar-

ing details of the new terms to be applied to the
poorest and most indebted countries, the so-called
Naples terms (see box 3). During the first six
months of 1995, nine low-income countries and two
middle-income countries (Croatia and the Russian
Federation) rescheduled their debt at the Paris
Club. The latter two countries were accorded
maturities of 15 years. The Russian Federation
returned to the Paris Club after the expiry of the
one-year consolidation period of its earlier agree-
ment.’> In contrast to its two earlier agreements,
it had a stand-by arrangement with IMF before
negotiating with the Club. In line with these ear-
lier agreements, the new agreement contained
standard terms as well as exceptional clauses. The
standard terms applied to the current maturities
falling due in 1995: 100 per cent of the principal
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and interest were rescheduled over a period of 15
years, including nearly 3 years of grace (the same
maturity as in 1994). The exceptional clauses pro-
vided for a rescheduling of post-cutoff date debt
and previously rescheduled debt. All payments
falling due in 1995 on post-cutoff date debt con-
tracted in 1991 were rescheduled over a period of
10 years, including almost 3 years of grace (the
same maturity as in 1994). Part of the morato-
rium interest on previously rescheduled debt fall-
ing due in 1995 was also considered: 40 per cent
of accrued moratorium interest resulting from the
1993 agreement and a third of accrued moratorium
interest resulting from the 1994 agreement were
rescheduled over a period exceeding seven years,
including almost three years of grace. Finally, prin-
cipal payments on some of the claims already re-
scheduled in 1993 (namely arrears on short-term
debt and on post-cutoff date debt contracted in
1991) were also rescheduled, with a maturity of 6-
9 years, including a grace period of nearly 2 years.

By mid-June 1995, nine low-income countries
(Bolivia, Cambodia, Guinea, Guinea-Bissau, Haiti,
Nicaragua, Senegal, Togo and Uganda) had re-
scheduled their debt under Naples terms. Only
Uganda received a reduction (to the tune of 67 per
cent) of the stock of its eligible debt. For all the
others, only arrears and current maturities falling
due during the consolidation period were resched-
uled. Except for Guinea, which had only 50 per
cent of its consolidated debt reduced, they benefited
from the 67 per cent reduction option.

Implementation of the Naples terms

By adopting the Naples terms, Paris Club
creditors have taken a significant step forward,
coming closer towards the so-called Trinidad
terms.>® The Naples terms include the option of
reducing the stock of debt; exercise of this option
would put an end to the process of repeated re-
scheduling.*® They also provide for the level of
debt reduction to be raised to 67 per cent. The
coverage of debt is also more generous: on a case-
by-case basis the amount of debt eligible for re-
scheduling can include debt previously rescheduled
under concessional terms, whether at Toronto or
at enhanced Toronto terms. In the case of maturity
rescheduling (flow treatment, as opposed to stock
treatment), the repayment period for ODA loans
is extended to 24 years, under the option of a
67 per cent reduction of non-concessional loans
(see box 3).

However, it remains to be seen whether the

Naples terms will in practice be implemented in
such a way as to provide a new start for the debtor.
The key issues are the eligibility criteria for deter-
mining the level of debt reduction and the size of
debt to be reduced.

In principle, the objective of debt reduction
should be to bring debt service into line with the
debtor’s capacity to pay (thus releasing resources
for financing recovery and development). Various
indicators are used for measuring debt servicing
capacity in the light of growth or export prospects.
One approach is to calculate, as a percentage of
exports, the level of debt service that the debtor
country is able to bear without jeopardizing its
growth prospects (taking into account its capacity
to attract additional resources, including new aid
flows). Another is to estimate the ratio of the
present value of debt to exports. The present value
of loans can be used to measure the grant element
of aid and to gauge its opportunity cost. It can
also be useful as a means of comparing different
countries’ debt burdens when the proportion of their
debt in the form of soft loans varies widely. How-
ever, it is not well suited to estimate the debt serv-
ice stream that a particular country can afford,
since the prevailing market rate of interest (which
is used as the discount rate) has no bearing on the
amount of service that the debtor has to pay. A
debt service ratio of 20 per cent gives a ratio of
present value of debt to exports of 285 per cent at
a discount rate of 7 per cent, 250 per cent at a
discount rate of 8 per cent and of 222 per cent ata
discount rate of 9 per cent.*® In turn, any value of
the ratio of present value of debt to exports can
correspond to various alternative debt service
streams and debt service ratios, depending on the
discount rate used. No particular present-value-
to-exports ratio can thus serve as an unambiguous
indicator of the minimum debt servicing capacity
of the debtor.

The Paris Club has chosen per capita GDP,
on the one hand, or the ratio of present value of
debt to exports, on the other, as the criterion for
determining whether the higher level of debt re-
duction (67 per cent) may be applied. However, it
relies on the balance of payments projections (un-
dertaken in most cases in the framework of IMF
credit arrangements) to determine the financing gap
and, consequently, the amount of debt service re-
duction (which determines the extent to which pre-
viously rescheduled debt is included).

The Paris Club benchmarks of per capita GDP
of less than $500 or a ratio of present value of
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debt to exports of more than 350 per cent make 4
of the 29 low-income and severely indebted coun-
tries*® ineligible for the 67 per cent reduction op-
tion. It can be argued that, on the basis of other
debt indicators, such as protracted payments ar-
rears and high levels of debt service ratios, these
countries should be granted the higher level of debt
reduction.

The question also arises whether Naples terms
should not also be extended to heavily indebted
“IDA-only” low-income countries® but which have
not received concessional Paris Club treatment.
Some African countries of the franc zone, such as
Congo, have become low-income countries, accord-
ing to the World Bank’s classification, after the
devaluation of the CFA franc in 1994. Nigeria and
Kenya, although low-income countries (with per
capita GDP of less than $500), have received non-
concessional treatment. Sao Tome and Principe
has not yet rescheduled its debt with the Paris Club.

As already noted, the Paris Club decides on
the amount of debt to be considered for reschedul-
ing on the basis of the balance of payments projec-
tions. It should be borne in mind that unexpected
events might in practice widen the financing gaps
and thus create a need for more debt reduction.
Some margin of manoeuvre should, therefore, be
allowed so that the projections on financing gaps
can be reviewed. Moreover, depending on the size
of the gaps, it might be necessary to include all
eligible debt, as well as to consider rescheduling
post-cutoff date debt®® and deferring payments of
moratorium interest. Finally, the de minimis® level
could be set more flexibly, especially in the case
of stock treatment, so as to allow a larger propor-
tion of debt to be reduced.

In short, the Naples terms will significantly
alleviate the debt burden of low-income countries
if Paris Club creditors apply the country eligibil-
ity criteria flexibly so as to let all low-income coun-
tries with debt servicing difficulties benefit from
the 67 per cent debt reduction option. It is also
important to allow a generous coverage of debt to
be considered for debt reduction: in the case of
stock treatment, the size of the debt to be reduced
is a critical factor in determining whether the debtor
country succeeds in exiting from the rescheduling
process.

For Uganda (as already noted, the only coun-
try to have received stock treatment), the coverage
of debt included in the agreement appears to have
been rather restrictive. Only debt previously re-

scheduled in the framework of two earlier Paris
Club agreements was considered for reduction, and
the post-cutoff date debt was not rescheduled. The
amount of debt covered by this exit rescheduling
was equivalent to $139 million, or 46 per cent of
its total Paris Club debt (40 per cent of which is
post-cutoff date debt). Debt reduction amounted
to $50 million, less than 2 per cent of total out-
standing debt. Since nearly 70 per cent of its total
debt is multilateral, any debt servicing difficulty
that Uganda might encounter could be difficult to
handle. For the other debtor countries which have
received flow treatment (i.e. rescheduling of ar-
rears and current maturities), the exclusion of some
debt previously rescheduled under concessional
terms has also limited the scope of debt reduction.

Bolivia and Nicaragua, which qualified for
stock treatment under the Paris Club criteria, did
not receive such stock reduction because of a lack
of consensus in the Club on account of legal, budg-
etary, and policy constraints faced by some credi-
tors.

The adoption of the Naples terms has been
heralded as a major step forward in the treatment
of low-income debtor countries. The implementa-
tion so far of these terms, however, has revealed
some hesitancy by creditors to apply the new terms
in such a way as to provide the greatest relief to
the debtors concerned. The eligibility criteria have
unduly restricted the number of countries benefit-
ing from the most favourable treatment. Further-
more, there is a risk that budgetary, legal or policy
restrictions by some creditors may prevent the
much-needed stock treatment from becoming a re-
ality. Likewise, the narrowing of the scope-of debt
eligible for reduction has weakened considerably
the impact of these progressive measures. The re-
sults will therefore fall short of what was origi-
nally expected.

Impact of the Naples terms

On the basis of a benchmark debt service ra-
tio of 20 per cent,*® a simulation of the impact on
projected debt service ratios, for a sample of 33
low-income and heavily indebted countries,®' of a
reduction of 67 per cent of the stock of debt shows
that this option can have a widely differing impact
for four distinct groups of countries (see the annex
to this chapter).

For Bolivia, Cameroon, Congo, Cote d’Ivoire,
Honduras, Madagascar, Mozambique, Niger,
United Republic of Tanzania, Zaire and Zambia,
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Box 3

PARIS CLUB: NAPLES TERMS FOR LOW-INCOME COUNTRIES

Following the G-7 Summit Meeting in Naples, Paris Club creditors agreed in December 1994 on
new terms for the poorest and most indebted countries (the so-called new Naples terms). These
terms represent an improvement over the earlier enhanced Toronto terms, in that they include an
option to reduce debt or debt service by 67 per cent.  They thus allow for a reduction, on a case-
by-case basis, of gither 50 per cent or 67 per cent of the amount (or the equivalent present value)
of the debt service - interest and principal payments - falling due during the consolidation period.
In addition, in exceptional cases, “stock treatment” can be applied, whereby the stock of non-
concessional debt would be reduced by S0 per cent ar 67 per cent. This is referred to as an “exit”
aption, as the beneficiary will no longer need to go to the Paris Club for rescheduling

Eligibility criteria

In principle, the countries eligible for Naples terms are those that have received Toronto and
enhanced Torontp terms.' To qualify fora 67 per cent reduction, the countries must have eithera
per capita GDP of less than $500 or a ratio of present value of debt to exports-exceeding 350 per
cent.

Countries receiving stock treatment will most hikely be those that have a satisfactory track record
with TMF and the Paris Club, and that are viewed by the creditors as having the capacity to
implement the debt agreement and to exit once and for all from the debt rescheduling process.

Terms
The 50 per cent reductian apltion

Creditor countries can choose from among the options already included in the enhanced Toronto
terms:

* Debt reduction: reduction of 50 per cent of debt service obligations, with the remaining half to
be rescheduled at market interest rates over a period of 23 years, including a grace period of 6
years;

* Debt service reduction: reduction of 50 per cent of the present value of debt service obligations
through rescheduling at reduced concessional rates, over a repayment period of 23 years, with no
grace period

* Commercial option: for budgetary or legal reasons, creditors would choose simply to reschedule
debt service obligations over a period of 25 years, including 14 years of grace, at market rates.
This option does not provide for any reduction.

The 67 per cent reduclion oplion

Creditor countries can choose Irom-among the following options:

* Debt reduction; reduction of 67 per cent of debt service obligations, with the remaining third
réscheduled at market interest rates over a period of 23 years, including a grace period of 6 years;
* Debt service reduction: reduction of 67 per cent of the present value of debt service obligations
through rescheduling at reduced concessional interest rates, with a repayment period of 33 years,
and no grace period;

e Commercial pption: for budgetary or legal reasons, creditors would choose to reschedule debt
service obligations over a period of 40 years, including 20 years of grace, at market interest rates.
I'his option does not provide for any reduction.
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Box 3 (concluded)

Stock treatment

If there is sufficient agreement among creditors to reduce the stock of debt, reduction will be
achieved through:

* Debt reduction of 50 per cent or 67 per cent, the rest being rescheduled over a period of 23
years, including 6 years of grace, at market interest rates; or

* Reduction of the present value of debt by 50 per cent or 67 per cent. Debt will be repaid at
reduced concessional interest rates, over 23 years (including 3 years of grace) under the 50 per
cent option. and over 33 years (including 3 years of grace) under the 67 per cent option.

QDA loans

ODA loans will be rescheduled over 40 years (including 16 vears of grace) under the 67 per cent
reduction eption and over 30 years (including 12 years of grace) under the 50 per cent reduction
option, at interest rates at least as favourable as original rates.

Scope of debt covered

The debt to be rescheduled is, as before, the medium- and long-term public and publicly guaran-
teed debt contracted before the cutolT date.’

The scope of debt covered will be determined on a case-by-case basis, depending. in principle, on
the financing gap requirements of debtor countries. Normally, non-rescheduled pre-cutoff date
debt is considered first, with debt previously rescheduled on non-cencessional terms (PRD) in-
cluded if needed.

If the size of the financing gap so requires, debt previously rescheduled under Toranto terms and
under enhanced Toronto terms could also'be included, The reduction on these categories of PRD
would be increased so as to reach the same level of reduction as under the current rescheduling
agreement. Forexample, under the 67 per cent reduction option, PRD under Toronto terms and
under enhanced Toronto terms would be Further reduced, by 50 per cent and 34 per cent, respec-
tively.

Moratorium interests could also be included. In the case of stock treatment, the payment of mora-
torium interest could be capitalized for the first three years.

i These countries are: Benin. Bolivia, Burkina Faso. Cameroon, Central African Republic. Chad, Cote d'lvoire,
Equatorial Guinea, Ethiopia. Guinea, Guinea-Bissau, Guyana, Honduras, Madagasecar, Mall, Mauritania,
Mozambique, Nicaragua, Niger; Senegal, Sierra Leone, Togo, Uganda, United Republie of Tanzania, Viet
Nam, Zaire. Zambia

2 For the of menu of options. see TDR 1992, box 1.

3 T'he cutoff date is the date before which loans must have been contracted in ordér to be considered by the
rescheduling agreament. This date is usually determined at the first rescheduling and remains unchanged in
subsequent reschedulings

the Naples terms have an important impact, them except Mozambique, the bulk of future
but debt service ratios will remain high.*> For debt service represents payments Lo multilat-
some of these countries, arrears are so high eral financial institutions; for six, post-cutoff
that the projected debt service ratio for the date Paris Club debi service is also signifi-

first three years remains very high. For all of cant; for more than half, scheduled service
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payments on debt owed to other creditors are
also high;

For Ethiopia, Guinea, Guinea-Bissau, Kenya,
Nigeria, Senegal, Sierra Leone and Togo the
Naples terms not only have an important im-
pact but also reduce debt service ratios to
manageable levels - though not until arrears
are cleared. These arrears are so large that
debt service ratios generally remain very high
for the first three years, except for Senegal
and Nigeria,

. For Benin, Burkina Faso, Chad, Haiti and
Mali the impact of the Naples terms is small,
but the debt service ratio is low to begin with;

For Angola, Central African Republic, Equa-
torial Guinea, Guyana, Mauritania, Nicara-
gua, Sao Tome and Principe, Uganda and Viet
Nam, the impact of the Naples terms is small,
while the debt service ratio remains high. For
these countries, future debt service consists
mostly of payments to multilateral financial
institutions and other non-Paris Club credi-
tors.

In short, the simulation shows that reduction
by 67 per cent of the stock of pre-cutoff date Paris
Club debt would significantly reduce the debt serv-
ice ratio for more than half of the countries. For
six, the ratio would fall to a manageable level (af-
ter all arrears are cleared). However, for most of
the countries, it would remain high, and thus so
would also the risk of future debt crisis; in some
countries, accumulated arrears are extremely high
and there is need for vigorous action to deal with
the problem. For six countries which continue to
have a high debt service ratio after Naples terms,
the post-cutoff Paris Club debt service may pose a
problem. However, for all those which continue
to have a high debt service ratio, multilateral debt
and debt owed to other creditors will account for
an important share of the future debt service bur-
den. In consequence, after full implementation of
the Naples terms, serious consideration will need
to be given to the burden of multilateral debt and
debt owed to other creditors.

2 Multilateral debt

The scale of the problem

The problem of multilateral debt looms large
for highly indebted low-income countries.®* Their

multilateral debt more than tripled from 1982 to
1993, reaching a level of $55.5 billion, i.e. over
24 per cent of their total debt outstanding. For 20
countries, multilateral debt accounts for over 40
per cent of the total, and in 7 for over 60 per cent.
The share of multilateral debt service exceeded 46
per cent of total debt service for the 41 countries
as a whole; for 28 the share was more than one
half (and in five countries debt service related ex-
clusively to multilateral debt). The higher share
of multilateral debt service, compared to the share
of multilateral debt outstanding, is indicative of
the preferred creditor status of multilateral insti-
tutions which has protected their claims from re-
scheduling or reduction. Failure to meet debt serv-
ice obligations, especially on debt owed to the
Bretton Woods institutions, entails severe conse-
quences, including suspension of debt reschedul-
ing agreements and cessation of new financial
flows. Multilateral debt has often been serviced
by accumulating arrears on other types of debt.

The increasing importance of multilateral
debt also reflects debt reductions by bilateral credi-
tors and a shift to grant financing by many official
bilateral donors. It also reflects the fact that many
countries are going through a protracted adjust-
ment process, financed by new loans from multi-
lateral institutions that are often partially used to
meet debt service obligations on past loans.

Over the past decade, the multilateral debt of
this group of 41 countries has become increasingly
concessional. Concessional debt has increased
from about one half of total multilateral debt in
the early 1980s to over two thirds. There has been
a clear shift from non-concessional to concessional
financing in new loans provided by both the World
Bank and IMF.

The World Bank Group accounted for over
half the multilateral debt outstanding at the end of
1993. While IBRD lending declined, the decline
was more than offset by higher IDA loans. By
contrast, there has been a dramatic drop in the share
of IMF lending, from over 29 per cent in 1980-
1983 to less than 12 per cent in 1993. As shown
in table 13, net transfers from IMF were negative
in 1984-1993; however, IMF reported positive net
transfers of over $365 million in 1994%, The other
multilateral institutions, in particular the regional
development banks, have also been an important
source of financing; they now account for a third
of the multilateral debt of the low-income coun-
tries.
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Table 13

NET TRANSFERS FROM MULTILATERAL FINANCIAL INSTITUTIONS TO HIGHLY INDEBTED
LOW-INCOME COUNTRIES

{Millions of dollars)

Year Total World Bank Group IMF Other multilateral
Total IBRD
1980 2188 605 135 789 794
1981 2740 628 54 1332 780
1982 2130 944 245 502 685
1983 2549 927 268 842 781
1984 1475 1019 265 -64 521
1985 889 812 -16 -437 514
1986 1282 1294 -4 -828 816
1987 1340 1515 -108 -836 661
1988 1307 960 -738 -427 775
1989 1435 1267 -394 -623 792
1990 1745 1314 -658 -458 890
1991 1266 444 -1498 -165 987
1992 1886 869 -1 092 -232 1249
1993 1220 789 -1 219 -369 800

Source: UNCTAD secretariat calculations, based on data of the World Bank Debtor Reporting System.

Levels of trends in debt and debt service alone
do not gauge the extent of the multilateral debt
problem; they need to be viewed in the context of a
country’s capacity to pay. Arrears are the first
sign of payments difficulties. Of the 41 heavily
indebted low-income countries, only 3 were cur-
rent on their multilateral obligations in 1994, On
average, arrears represented more than 60 per cent
of scheduled service on multilateral debt (table 14).
Most countries have accumulated arrears in respect
of loans from multilateral institutions other than
those of Bretton Woods. However, Haiti, Liberia,
Somalia, Sudan, Zaire and Zambia were reported
as having obligations to the Fund which were over-
due by six months or more.* They accounted for
almost all of the SDR 2.9 billion of total arrears to
the Fund as of 30 Apri! 1994.%¢ All but Haiti were
ineligible for access to the general resources of the
Fund. Haiti, Liberia, Somalia, Sudan and Zaire
were in arrears with the World Bank to the tune of
$308 million; however, they accounted for less than
one fifth of total arrears to that institution.

Given that multilateral debt accounts, on
average, for nearly half the total debt service of
the 41 countries under consideration, and if 20 per
cent is regarded as the critical threshold for the

debt service ratio, a debt service ratio for multilat-
eral debt of over 10 per cent can be considered as
dangerous. As shown in table 14, 16 countries
had an average multilateral debt service ratio in
1990-1993 of over 10 per cent, namely Bolivia,
Burundi, Céte d’lvoire, Ghana, Guinea-Bissau,
Guyana, Honduras, Kenya, Madagascar, Mauri-
tania, Nicaragua, Niger, Sao Tome and Principe,
Uganda, United Republic of Tanzania and Zam-
bia. Furthermore, as seen in the preceding sub-
section, countries which have projected debt serv-
ice ratios above the critical 20 per cent level after
full implementation of the Paris Club Naples terms
also have high multilateral debt service. In view
of the stagnant trend in export earnings and the
bleak prospects for an expansion of concessional
flows in real terms, there appears to be a pressing
need to find a lasting solution to the debt problem
of these countries.

Current multilateral debt relief schemes
Improving the concessionality of the debt
In the face of the protracted nature of the debt

problem facing the poor countries, the multilateral
institutions, particularly the World Bank and IMF,
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Table 14

MULTILATERAL DEBT RATIOS FOR HIGHLY INDEBTED LOW-INCOME COUNTRIES

{Percentage)
1990-1993 1993
Country Debt Debt Debt Debt Debt Actual Sched.  Arrears
to to service to to debt debt to
GNP  exports to GNP exports service service sched.
exports to o debt
exports exports service
All highly indebted
low-income countries 259 111.6 84 26.0 123.9 83 21.3 61.2
Angola 0.9 2.6 0.1 1.0 4.1 0.0 0.7 99.5
Benin 32.3 139.7 5.6 343 1565.4 53 5.8 8.2
Bolivia 417 237.3 256 417 3224 31.4 315 0.0
Burkina Faso 251 199.2 7.8 298 2418 7.9 18.4 56.9
Burundi 73.2 729.9 217 90.5 873.7 241 26.8 10.0
Cameroon 14.5 66.5 9.0 16.3 93.0 16.1 21.9 26.4
Central African Republic 423 286.4 6.5 46.9 3546 4.2 16.7 746
Chad 38.1 205.8 34 48.6 331.0 5.0 10.0 50.6
Congo 239 43.3 16 263 45.8 0.1 147 99.4
Céte d'lvoire 378 91.6 156.1 39.0 92.8 13.9 16.6 10.7
Equatorial Guinea 65.7 184.1 6.4 73.6 187.3 21 9.6 78.6
Ethiopia 25.7 2955 9.2 458 371.0 8.4 9.9 16.5
Ghana 448 261.4 16.5 52.3 258.8 13.5 14.2 5.1
Guinea 335 116.3 5.2 38.8 134.6 3.6 43 15.6
Guinea-Bissau 131.2 1992.0 256 1418 21021 17.5 166.7 89.5
Guyana 302.4 226.7 31.8 260.2 223.4 14.4 19.7 27.0
Honduras 62.7 167.5 222 67.3 181.5 19.6 216 9.3
Kenya 426 135.6 141 58.4 129.8 13.0 13.9 6.5
Lao People’'s Dem. Rep. 341 204.7 3.2 36.3 163.6 2.4 2.4 0.0
Liberia 63.1 130.9 1.9 553 117.1 34 110.3 96.9
Madagascar 51.7 298.3 147 48 4 329.5 1.7 14.8 21.4
Mali 429 2451 71 448 264.5 54 10.8 50.0
Mauritania 75.2 168.5 18.0 90.5 186.2 211 243 13.3
Mozambique 60.4 196.7 4.8 77.3 211.9 5.7 6.6 14.8
Myanmar 40 195.2 4.4 35 163.4 37 37 0.0
Nicaragua 81.1 300.2 323 86.5 318.3 17.8 66.2 73.2
Niger 346 2403 101 36.9 2781 201 30.8 349
Nigeria 13.0 301 45 13.4 347 5.2 5.5 5.4
Rwanda 36.8 506.1 7.5 48.4 680.2 58 256 77.4
Sao Tome and Principe 2874 11556 12.4 406.2 1206.7 13.3 242 448
Senegal 31.9 126.5 8.9 345 145.0 6.9 12.5 449
Sierra Leone 459 146.7 7.3 54,5 183.7 7.5 77.4 90.3
Somalia 110.7 869.4 26 113.0 781.6 0.3 362.2 99.9
Sudan 33.0 654.1 55 239 643.2 45 4343 99.0
Togo 45.8 141.5 6.6 55.8 228.5 7.3 9.4 231
Uganda 58.6 850.8 36.5 522 698.7 246 375 343
United Republic
of Tanzania 88.6 390.3 17.5 103.6 3447 1.8 248 52.6
Viet Nam 24 9.7 22 16 55 4.9 49 0.1
Yemen 12.6 75.9 48 10.5 88.2 47 57 16.7
Zaire 394 1560.5 6.7 40.4 205.9 1.1 38.4 97.0
Zambia 827 199.2 237 86.6 236.7 258 134.1 80.8

Source: UNCTAD secretariat calculations, based on data of the World Bank Debtor. Reporting System, and IMF balance ot
payments tapes.
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have sought to provide financial support on terms
more closely adapted to a debtor’s situation by re-
financing loans contracted on hard terms with
concessional funds. The World Bank’s strategy
has been to cease non-concessional lending to se-
riously indebted low-income countries: they now
receive only IDA assistance. Of the 41 heavily
indebted countries considered in the previous sub-
section, only Angola and Guyana are not “IDA
only”. The IDA debt stock of this group rose from
$4 billion in 1982 to almost $23 billion in 1993;
annual net IDA transfers®” amounted to around $2
billion in the early 1990s. This strategy has helped
countries to cope with the heavy contractual obli-
gations from IBRD loans, while at the same time
maintaining positive net transfers (see table 13).
For the tenth IDA replenishment, covering the pe-
riod FY 1994-1996, available resources are ex-
pected to reach $18 billion. However, many IDA
recipients are reaching commitment ceilings but
still require more funds for growth-oriented pro-
grammes. The number of eligible claimants has
also increased because some traditionally middle-
income countries have been relegated to low-in-
come status.

IMF policies have also become more respon-
sive to the needs of poor borrowers. The Struc-
tural Adjustment Facility (SAF) was established
in March 1986 to provide highly concessional fi-
nance to low-income countries. The following year,
the Enhanced Structural Adjustment Facility
(ESAF) was created,®® significantly increasing the
amount of new resources available to the poorest
member countries.®® An enlarged ESAF which
retained the modalities of the preceding facility
became operational in February 1994.7°

For the group of 41 countries under consid-
eration, there has been a major increase in the share
of concessional debt to total IMF credit from 12
percentin 1986 to more than 56 per centin 1994.
At the end of 1994, their total IMF concessional
debt outstanding amounted to just over $4 billion.
As previously mentioned, there have been nega-
tive net transfers from IMF every year from 1984
to 1993.

The regional development banks also have soft
windows for low-income countries. However, their
resources are limited. The situation for the Afri-
can Development Bank (AfDB) is particularly
acute. Many of the countries in the region are now
classified as low-income, with a growing imbal-
ance between the degree of concessionality and

income levels, and an inadequacy of soft window
resources has resulted in continued lending on non-
concessional terms. The Inter-American Develop-
ment Bank has augmented the scarce resources of
its soft loan arm - the Fund for Special Operations
- by using internally generated resources; as a
result, it has maintained positive net transfers,
though only barely.

Dealing with arrears

The procedure followed by multilateral finan-
cial institutions (MFIs) to handle overdue debt
obligations usually begins with intensified collec-
tion efforts, followed by suspension of approval
on new loan operations, and finally suspension of
disbursements. However, the period of delay in
payments to warrant the application of non-accrual
status, and the start of loss provisioning for hard
loan windows, vary with each institution. Deter-
rent measures are also adopted by IMF to protect
its resources from further use by countries in ar-
rears. If, in spite of mutual efforts to reduce the
problem of arrears, a country fails to fulfil its ob-
ligations, its voting rights can be suspended, as
was the case of Sudan in 1993. Nevertheless, there
is a general reluctance to undertake such harsh
measures, and MFIs, notably the World Bank and
IMF, have adopted special schemes to find mutual
solutions to the problem of protracted arrears.

Until 1988, arrears with IMF were cleared
using the country’s international reserves, supple-
mented by bridging loans from bilateral creditors.
Subsequently, the Fund agreed to an arrangement
whereby the country followed a shadow adjustment
programme for a year, while a donor support group
was being formed. This approach, which puts an
excessive burden on bilateral aid, proved inad-
equate for countries with massive arrears. The
Fund consequently introduced in 1990 the Rights
Accumulation Programme (RAP), which provides
a framework for countries with protracted arrears
to establish a satisfactory track record on policy
and payments performance.”" In accordance with
a phased schedule, a country can accumulate rights
to future drawings of Fund resources up to the
amount of the arrears outstanding at the beginning
of the programme. Disbursements are made only
after the clearance of arrears and are conditional
upon satisfactory conclusion of the programme and
an endorsement by the Fund of a follow-up arrange-
ment. The RAP is available to countries which
had protracted arrears to the Fund at the end of
1989. Of'the 11 countries eligible, 5 have cleared




44 Trade and Development Report, 1995

their arrears without recourse to RAPs; Peru and
Sierra Leone have completed RAPs and received
financing immediately after settling theirarrears;
and Zambia, following suspension of its RAP be-
cause of slippage in some performance criteria, re-
sumed the programme in 1994. The programme
remains open to Liberia, Somalia, and Sudan, but
those countries have not been able to take advan-
tage of it for a number of reasons, including po-
litical and security considerations.”

The RAP approach, with its front-loaded
policy reform, however, imposes liquidity con-
straints on an implementing country, since it does
not receive new Fund disbursements during the
programme period, whereas it is required to pay
interest on arrears and current maturities, which
implies negative net transfers. Thus, the country
typically needs to find financing from elsewhere,
both for its development needs and to meet debt
service obligations to the Fund.

In 1991, a similar scheme was introduced by
the World Bank, namely the programme of “Addi-
tional Support for Workout Programs in Countries
with Protracted Arrears”. The scheme allows eli-
gible countries to accumulate rights to disburse-
ments which are released upon clearance of arrears.
The scheme requires strong bilateral support, as
the country must continue to service its debt obli-
gations while it is trying to establish a track record
in adjustment measures. It has a number of fea-
tures making it more attractive than RAPs. Addi-
tional interest charges apply only to arrears of prin-
cipal, not of interest, and loan commitments can
be made during the performance period. Announce-
ment of loan approvals can help mobilize resources
from other donors and the private sector, and where
these involve cofinancing it can be done from dis-
bursement by other creditors without prior clear-
ance by the Bank. This scheme had been applied
to Guatemala, Nicaragua, Panama, Peru and Sierra
Leone.”

In a move to encourage prompt payments, the
Bank introduced in the early 1990s a one-year
waiver of 25 basis points in interest, when pay-
ment is made within one month of the due date.

Other debt relief measures

In 1988, the World Bank established within
IDA the Fifth Dimension facility, which provides
supplementary IDA resources to assist countries
in meeting interest payments on outstanding IBRD
debt. To be eligible, the countries must be current

in their debt service obligations to the Bank and
have in place an [DA-supported adjustment opera-
tion. This facility is funded by earmarking a por-
tion of IDA reflows, supplemented by bilateral
grants; such grants have been made by Finland,
Norway and Sweden. In FY 1994, allocations from
the facility totalled $265 million to 16 countries,
covering 96 per cent of interest payments due on
IBRD debt. Cumulative allocations since 1989
amount to $800 million.

Options for further debt relief

Existing multilateral debt relief measures are
insufficient, since the problem of arrears has not
been eliminated and for a number of countries the
multilateral debt service burden is growing at a
dangerous pace. In order to avoid the emergence
of a widespread crisis which would be detrimental
not only to the debtor countries concerned but also
to the financial position of the MFls, additional
measures need to be taken. Options for further
debt relief include both measures to improve cur-
rent schemes and further steps.

Improving current schemes

Improving the rights accumulation pro-
grammes. Ata minimum, interest payments
on arrears and current debt service obligations
could be suspended during the programme of
rights accumulation, so as to avoid negative
net transfers; these obligations could then be
rescheduled on softer terms. The RAP could
also be made available to all countries with
protracted arrears, and not just to those with
protracted arrears in 1989,

Extending existing schemes to other MFIs.
The regional development banks have not de-
vised special schemes for clearing arrears.
Their usual practice is to contract bridging
loans, which would further raise debt obliga-
tions. The African Development Bank has
been most affected by this problem, with ar-
rears in 1993 amounting to some $1 billion.
It should also consider adopting a Fifth Di-
mension type of scheme to help poor African
countries meet interest payments obligations
from its hard window.

More comprehensive debt rescheduling or
debt reduction

The various initiatives taken so far by the
MFIs to alleviate the debt burden are of limited
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scope, since they deal with arrears and refinanc-
ing of non-concessional loans mainly by providing
new concessional loans. The proposed improve-
ments would not solve the debt problem of some
countries, where an economic recovery enabling
them to meet obligations from a large multilateral
debt stock cannot be envisaged in the foreseeable
future. A bolder strategy needs to be pursued.
However, it would need to reconcile the objectives
of bringing a more decisive solution and preserv-
ing the financial health of MFIs.

The effectiveness of current debt relief
schemes has largely been constrained by insuffi-
cient funding. The various options presented to
improve these schemes and to enlarge them, so as
to include debt reduction in critical cases, would
require additional resources. For this purpose, a
number of proposals have been made recently, with
the aim of limiting the diversion of development
assistance to the alleviation of debt servicing and
lessening the pressure on bilateral donors, many
of whom are reducing their aid programmes. Thus,
proposals have been made to raise additional re-
sources through sales of a portion of IMF gold or
a new SDR allocation (a part of which could be
used for alleviation of multilateral debt); the new
resources could be used for refinancing or, if nec-
essary, reducing the multilateral debt of poor coun-
tries:

Sale of IMF gold. IMF holds 103.4 million
fine ounces of gold, which were derived from
members’ subscriptions and are valued in its
accounts at around SDR 35 per ounce. Ata
current market price of $384 per ounce (June
1995), the value of these gold holdings
amounts to almost $40 billion. The sale of
10-15 per cent of the gold reserves, which earn
no income, could already enable arrears to be
cleared or provide meaningful relief to those
with serious multilateral debt problems. There
is a precedent for such sales in the gold sales
to finance the Trust Fund in the late 1970s.
Opponents of the proposal argue that the
Fund’s nature as a monetary institution re-
quires it to maintain a solid financial base to
back its operations. But its central role in
international finance is widely recognized, and
it has the firm political and financial support
of major developed countries, as was clearly
demonstrated recently in connection with the
Mexican rescue package. Ultimately, these
factors count more than the level of the Fund’s
reserves. Another objection is the possible

effect on the world price of gold. But, as in
the case of the Trust Fund, the sales could be
phased over a number of years and gold re-
leased gradually to avoid major disruptions
in the gold market. Another proposal, put for-
ward by the United Kingdom in 1994, also
concerns the sale of (around 10 per cent of)
IMF gold reserves. The money from the sales
would be reinvested in income-bearing assets
and the income used for debt relief;

Special allocation of SDRs to provide multi-
lateral debt relief. The potential inflationary
effect of increased global liquidity from a spe-
cial SDR allocation for this purpose would
be minimal, as the amount involved is rela-
tively small. However, the operation would
require amendment of the Fund’s Articles of
Agreement. Alternatively, part of a general
allocation of SDRs - which was requested by
the Managing Director of the Fund in 1994 -
could be voluntarily set aside for multilateral
debt relief;

Drawing on the reserves and loan loss pro-
visions of MFIs. Most MFls have set aside
substantial provisions and/or reserves to cover
potential fosses arising from non-payment of
debt service due to them. Consideration could
be given to redeploying a small proportion of
such provisions and reserves to write down
the outstanding stock of non-concessional
loans to poor countries, refinance it on IDA
equivalent terms, or finance an up-front clear-
ance of arrears.”

Conclusions

For the heavily indebted low-income countries
the debt crisis is not over. After the initiatives taken
by bilateral official creditors the debt problem has
now shifted to that of outstanding debt owed to mul-
tilateral financial institutions. With few exceptions,
a decade of adjustment policies supported by financ-
ing from MFTs has not sufficed to halt or reverse the
economic stagnation of these countries and increase
their capacity to service external debt. The problem
of multilateral debt of these countries is serious
enough to warrant receiving priority attention on the
international agenda. The fundamental question is that
of development. There is little doubt that these coun-
tries will have to rely for quite some time on highly
concessional finance. How to use these funds to in-
crease their export earnings and enhance their devel-
opment prospects is the real challenge for both re-
cipient countries and the international community.
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Notes

This convergence of major features of external bonds
and medium-term Euronotes has been associated
with some double-counting of issues of the two in-
struments in some reporting systems (as described,
for example, in Bank for International Settlements,
International Banking and Financial Market De-
velopments, August 1994, p. 11).

The OECD estimate for international equity issues
by developing countries in 1994 (used for table 5) is
$15.6 billion. In the May 1995 issue of the World
Bank’s Financial Flows and Developing Countries
there is an alternative estimate of $19.6 billion
which, however, apparently includes some domes-
tically issued tranches.

Data provided by Baring Securities.

See, for example, Bank for International Settle-
ments, The Maturity, Sectoral and Nationality Dis-
tribution of International Bank Lending First Half
1994, January 1995. The figures for banks’ claims
on Asia were boosted by interbank lending to off-
shore entities in Thailand.

Export credits consist of the trade-related claims of
banks and suppliers carrying insurance or guaran-
tees from export credit agencies (ECAs), togethcr
with direct government lending classified as offi-
cial export credits.

BIS, International Banking and Financial Market
Developments, table 13A. The excluded countries
and territories with offshore financial centres are
those specified in footnote ¢ of table 7. Data in the
OECD publication, Financial Market Trends, indi-
cate a somewhat lower figure for Latin America’s
share of external bond issues by developing coun-
tries.

The claims of BIS-reporting banks include not only
loans but also in most cases various categories of
international securities among the assets in the in-
stitutions’ portfolios.

The claims of BIS-reporting banks on certain de-
veloping countries declined in 1994, contractions
being especially large for Brazil, Turkey and Ven-
ezuela.

BIS, op. cit.. Here too Euronotes of the developing
countries with offshore financial centres mentioned
in footnote 6 are excluded from the total.
Eurocommercial paper is a low-cost, short-term fi-
nancing instrument (with the advantage to some
borrowers of not always requiring rating by major
credit-rating agencies).

“Investment grade” refers to the rating level for debt

17
18

19
20
21

issues (Baa for Moody’s and BBB for Standard and
Poor’s) below which there is frequently a bar on
investment in them by institutional investors.

See NRI Quarterly Economic Review, Vol. 25, No.
2, May 1995, p. 29.

According to BIS (op. cit., May 1995), table 13A,
completed international bond issues by South and
South-East Asian countries declined almost 30 per
cent from the fourth quarter of 1994 to the first quar-
ter of 1995 (a decrease which can be compared to
one for developing countries as a whole of more
than 40 per cent). The World Bank (op. cit., May
1995, pp. 5-6) gives a lower figure for the fall in
the bond issues of South and South-East Asian coun-
tries but a higher one for that of all developing coun-
tries. It also draws attention (p. 13) to the sharp
decline in international equity issues (from about
$5 billion to $0.4 billion) by countries in the re-
gion. These figures reflect the impact on investors’
sentiment not only of the Mexican crisis but also of
other unfavourable developments (such as the col-
lapse of Barings).

CEPAL, Preliminary Overview of the Economy of
Latin America and the Caribbearn Economy 1994
(United Nations publication, Sales No.
E.94.11.G.96), tables A.15 and A.16.

The preliminary estimate of Mexico’s net inflow
(ibid) was $19.5 billion. In an Economic Research
note of 30 December 1994 JP Morgan estimated
the net inflow at $10 billion.

Figures for BIS-reporting banks’ claims and for net
issues of external bonds for Mexico and other Latin
American countries specified below are taken from
BIS, International and Financial Markets Devel-
opments (Basle, May 1995), tables 5A and 13A.
As noted above, the claims of many BIS-reporting
banks include bonds as well as loans.

CEPAL, op. cit., p. 30.

The figures for total net financial inflows for the
Latin American countries specified are all from
CEPAL, op. cit.. (A more recent estimate of $44
billion for the total net financial inflow to Latin
America in 1994, quoted in Latin American Weekly
Report of 8 June 1995, suggests that the effects of
the Mexican crisis on net inflows to other Latin
American countries during the remainder of De-
cember 1994 were minor.)

CEPAL, op. cit., p. 31.

Ibid..

The figure for the reduction of banks’ claims on
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Venezuela’s public-sector entities in the first half
of 1994 is taken from BIS, The Maturity, Sectoral
and Nationality Distribution of International Bank
Lending First Half 1994 (Basle, January 1995). The
figures in this publication are based on a BIS re-
porting system different from that of the publica-
tion, International Banking and Financial Market
Developments.

This estimate of ING bank is quoted in P. McCurry,
“Mexican wave set to hit Brazil’s borrowers”, Fi-
nancial Times, 20 January 1995.

See, for example, TDR, 1994, Part One, chap. I,
sect. C, and Part Two, annex to chap. 11, sect. C.6.
For a full discussion of the options for countries
which experience policy problems owing to capital
inflows see P. Turner, “Capital flows in Latin
America: a new phase”, BIS Economic Papers No.
44 (Basle: Bank for International Settlements, May
1995), pp. 25-31.

CEPAL, op. cit, p. 13.

ECLAC, Economic Panorama of Latin America
1994 (LC/G.1837, 16 September 1994), p. 34.
According to estimates quoted in Latin America
Weekly Report, 8 December 1994, of Mexico’s in-
flows of foreign investment during 1988-1993, 44
per cent was direct investment and 56 per cent port-
folio equity investment. External holdings of money
market instruments were also large. For example,
holdings of tesobonos (treasury bills with maturities
of one, three, six and 12 months denominated in
dollars and payable in pesos at the market rate of
exchange as of the redemption date), rose from $1.3
billion at the end of 1993 to $4 billion in April 1994
and to $18 billion (of a total outstanding of $28.6
billion) in early 1995. (Latin American Economy and
Business, July 1994, p. 5, and March 1995, p. 11.)
For example, for a sample of 17 of Mexico’s largest
corporate debtors the proportion of debt denomi-
nated in foreign currency varied from 25 per cent
to 100 per cent, and the proportion of foreign cur-
rency debt covered by foreign currency sales from
zero to 173 per cent. Five corporations with pro-
portions of debt denominated in foreign currency
ranging from 40 per cent to 91 per cent had for-
eign-currency sales as a proportion of foreign cur-
rency debt ranging from zero to 10 per cent. Cor-
porate debtors were adversely affected not only by
the increased value in pesos of their debt-service
obligations due to devaluation but also by the asso-
ciated rise in local interest rates. (T. Bardacke, “Pe-
so’s fall packs a double whammy”, Financial Times,
28 December 1994.)

At the time of writing only one company, Aerovias
de Mexico, had sought a rescheduling of its obliga-
tions to external lenders since the outbreak of the
crisis. (See A. Sharpe and L. Crawford, “Devalued
peso forces Mexican airline to reschedule
Eurobond”, Financial Times, 9 June 1995.) In the
early part of 1995 the Fondo Bancario de Proteccion
al Ahorro provided $1.8 billion of assistance to
banks in connection with their foreign obligations
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(money from the support package for Mexico de-
scribed in section D being used for this purpose)
(reported in Latin American Economy and Busi-
ness, April 1995, p. 11).

Since the beginning of 1995 Mexican borrowers
have raised money from the international financial
markets through private placements and certificates
of deposit, but the first announced external bond
issue appears to have been in June (for the govern-
ment-owned trade finance bank, Bancomext).
According to BIS (International Banking and Fi-
nancial Market Developments, May 1995, tables
11A and 13A), Mexico experienced a reduction in
amounts outstanding of its Eurocommercial paper
from $3.5 billion to $1.2 billion and net repayments
of international bonds of $1.1 billion in the first
quarter of 1995. Marketing the Government’s short-
term debt was often difficult, the refinancing being
obtained at high rates of interest.

Latin American Economy and Business, February
1995 (pp. 2 and 6), March 1995 (p. 6), and April
1995 (p. 2). Ofthe Latin American countries which
have recently received substantial sums from the
international financial markets only Colombia was
apparently left largely unscathed by the Mexican
crisis.

IFC, Quarterly Review of Emerging Markets, Fourth
Quarter 1994, pp. 24 and 26.

Duff and Phelps is an agency which issues in-depth
rating of a smaller number of bonds than Moody’s
and Standard and Poor’s.

BIS, International Banking and Financial Market
Developments, May 1995.

OECD, Financial Market Trends, No. 57, February
1994, and No. 60, February 1995 (figures in the
latter issue of which may need to be revised up-
wards for reasons discussed in footnote 2 of section
A).

This average is derived from the following figures
for individual countries: Argentina: $32 billion;
Brazil: $132 billion; Chile: $66 billion; Colombia:
$17 billion; Mexico: $75 billion; Peru: $8 billion;
and Venezuela: $4 billion. (IFC, Quarterly Review
of Emerging Markets, First Quarter 1995).

The country figures were as follows: China: $44
billion; India: $106 billion; Indonesia: $44 billion;
Republic of Korea: $178 billion; Malaysia: $206
billion; Pakistan: $10 billion; Philippines: $46 bil-
lion; Sri Lanka: $3 billion; Taiwan Province of
China: $234 billion; and Thailand: $128 billion.
(Ibid.)

M.S. Khan and C.M. Reinhart (eds.), “Capital flows
in the APEC Region”, IMF Occasional Paper 122
(Washington, D.C.: International Monetary Fund,
March 1995), p. 25. (In practice only a small pro-
portion of this total - but still a very large amount
of money in relation to the capitalization of the fi-
nancial markets in question - could be invested in
developing countries’ equities.)

See, for example, TDR 1994, Part Two, annex to
chap. 11, sects. C.5 and C.6.
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The examples which follow in this paragraph are
taken from United States Department of the Treas-
ury, National Treatment Study 1994 (Washington,
D.C.: 1994),

Asian Development Bank, Asian Development Out-
look 1995 and 1996 (Hong Kong: Oxford Univer-
sity Press (China), 1995), p. 56.

Ibid., p. 55.

“China to curb cash inflows”, Financial Times, 20
January 1994, and “The trouble with open markets”,
Asian Issuers and Capital Markets. Supplement to
Euromoney, December 1994,

TDR 1993, Part One, chap. [I1, sect. A.

See TDR 1994, Part One, chap I, sect. A.2, and chap
I1, sect. B.2.

Major stages in the negotiation of an agreement
reducing debt and debt-service obligations to com-
mercial banks are: (1) the agreement in principle
between the debtor and its bank advisory commit-
tee (set out in a “‘head of terms” document); (2) the
agreement on a terms sheet between the same par-
ties establishing the options for debt restructuring;
(3) selection by creditor banks of their choices
among these options, the participation of a mini-
mum number of banks being necessary if the agree-
ment is to proceed; (4) signature by the debtor, the
creditor banks and other parties involved in the
agreement (such as the United States Federal Re-
serve if it is providing instruments to be used as
collateral); and (5) exchange of instruments or clos-
ing, at which point restructured loans are exchanged
for bonds, required collateral is deposited and cash
payments specified in the agreement are made.
See TDR 1993, Part One, chap. 111, sect. B.

A. Sharpe and K. Hope, “Albania secures $560
million debt deal”, Financial Times, 12 May 1995.
It is expected that a contribution to Albania’s
buyback will be made under the IDA Debt Reduc-
tion Facility referred to below.

The agreements of Poland and Ecuador were de-
scribed in TDR 1994, Part One, chap. III, sect. B.
(Poland’s final agreement also inciuded the buyback
or funding of debt in the form of revolving short-
term arrangements.)

The principal features of the agreement were de-
scribed in TDR 1993, Part One, chap. 111, sect. B.
Under the IDA Debt Reduction Facility (established
in 1989) 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 large discounts on
face value. Support is contingent on programmes
acceptable to IDA for medium-term adjustment and
the management of external debt. Other donors may
provide cofinancing in the form of grants in sup-
port of individual debt-reduction operations under
the facility.

See TDR 1994, Part One, chap. 111, sect. E, for a
description of the 1994 Paris Club agreement of the
Russian Federation.

Under the Trinidad terms, proposed by the United
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Kingdom in 1990, Paris Club creditors would can-
cel two-thirds of the stock of debt owed by eligible
countries in a single operation, with the remaining
debt rescheduled over 25 years (including 5 years
of grace) and interest payments capitalized for the
first 5 years. The repayment schedule would be
linked to the debtor country’s export capacity.
Some low-income countries have had as many as
11 Paris Club reschedulings. Repeated reschedul-
ing has created great uncertainty for the financing
of those countries’ adjustment programmes, and has
also given rise to significant administrative costs.
The ratio of present value of debt to exports is
equivalent to the debt service ratio divided by the
discount rate, assuming a constant flow of annual
debt service payments and a very long maturity.
Including countries which have rescheduled their
debt under the Toronto or enhanced Toronto terms,
and Cambodia and Haiti, which have already re-
scheduled their debt under the Naples terms.
"IDA-only” countries are low-income countries
which have access only to IDA resources; for the
list of such countries, see World Bank, Annual Re-
port 1994, appendix 9.

For a third of countries eligible for the new terms,
the cutoff date is more than 10 years old. It should
be noted that in recent years the Paris Club has
agreed to defer payments of arrears on post-cutoff
date debt for a number of countries with particu-
larly acute debt servicing problems.

The de minimis level of debt is a specified mini-
mum amount of debt which is covered by the re-
scheduling agreement. Creditors whose claims are
less than this specified amount do not participate
in the rescheduling agreement.

A benchmark debt service ratio of 20 per cent has
been used here for a number of reasons. Over the
past 12 years (1983-1994) countries of the sample
were actually able to make debt service payments
equivalent on average to 22 per cent of their ex-
ports of goods and services (after debt reschedulings
and accumulation of large arrears). However, per
capita GDP growth rates were negligible (and some-
times negative). A debt service ratio of 20 per cent
perhaps would allow these countries to release ad-
ditional resources to finance some per capita GDP
growth, especially if export growth remains weak
and if external capital inflows stagnate. For some
countries this threshold level is still high: their ra-
tios of actual debt service payments to exports were
well below 20 per cent, while payments arrears were
also significant.

All countries of the sample are accumulating ar-
rears.

It should be noted that for Cameroon, Guinea-
Bissau, Honduras and Niger the impact of the Na-
ples terms is less important if arrears are ignored.
The group of highly indebted low-income countries
under consideration in this subsection includes 32
of the countries examined in the previous subsec-
tion that are potential beneficiaries of the Naples
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terms and 9 other countries with significant amounts
of multilateral debt or debt service (i.e. Burundi,
Ghana, Lao People’s Democratic Republic, Libe-
ria, Myanmar, Rwanda, Somalia, Sudan and
Yemen).

Information on 1994 transfers form other multilat-
eral agencies was not available at the time of writ-
ing.

In December 1994 Haiti cleared all its arrears to
multilateral institutions with the help of contribu-
tions from bilateral donors.

See IMF Annual Report, 1994.

IDA loans are interest-free, but carry a service
charge of 0.75 per cent a year, with a maturity of 40
years and a grace period of 10 years.

The lending terms were identical to those of SAF
(0.5 per cent annual interest, 10 years maturity, and
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5' years grace period).

Under SAF, the amount potentially available to each
eligible member country is equal to 50 per cent of
its quota. Under ESAF, an eligible member coun-
try may borrow a maximum of 190 per cent of its
quota, although this limit may be increased, in ex-
ceptional circumstances, up to a maximum of 255
per cent.

IMF, op.cit.

See TDR 1993, box 18, for a description of the RAPs
of Peru and Zambia.

IMF, op.cit.

For an assessment of the programme, see Percy
Mistry, Multilateral Debt: An Emerging Crisis?
(FONDAD, The Hague, 1994).

See Percy Mistry, op.cit., p.42.
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Annex to chapter Il

For a sample of 33 low-income and heavily
indebted countries, a simulation showing the im-
pact on their projected debt service ratios of a re-
duction by 67 per cent of debt stock was under-
taken by the UNCTAD secretariat. This sample
has been chosen for illustrative purposes. It in-
cludes low-income countries which have resched-
uled their bilateral official debt with the Paris Club,
with or without concessional terms, as well as Sao
Tome and Principe, which has never rescheduled
its debt with the Paris Club but has an extremely
high debt burden. Some low-income debtor coun-
tries were not considered because of lack of reli-
able data on Paris Club debt projections.

The simulation is applied to the option of re-
duction by 67 per cent of the stock of non-
concessional pre-cutoff date debt (with the remain-
der rescheduled at market interest rates over 23
years, including 6 years of grace), pre-cutoff date
ODA debt being rescheduled over 40 years (includ-
ing 16 years of grace). The following assump-
tions are made:

For each country, export revenues expand at
the trend rate of 1984-1994;

The eligible Paris Club stock of debt includes
all non-rescheduled and previously resched-
uled debt as well as arrears on the pre-cutoff
date debt. Since information was not avail-
able for debt previously rescheduled at
concessional terms, the 67 per cent reduction
had to be applied to the total stock of eligible

debt. As the debt which has already benefited
from debt reduction measures under Toronto
and enhanced Toronto terms can at best be
reduced by only 50 per cent or 34 per cent,
respectively, the assumption of an across-the
board 67 per cent reduction will overestimate
the impact of the new terms;

Other arrears (including arrears on post-cut-
off date Paris Club debt) are treated in two
alternative ways. The first ignores arrears in
projecting debt service, while the second sim-
ply assumes that payments of these arrears
are deferred and made over a period of three
years (without late interest).

Statistics on debt stock (at the end of 1994)
and debt service projections are derived from the
World Bank Debt Reporting System. Future debt
service, as projected by the World Bank, tends to
be underestimated, as new loan commitments,
short-term debt and IMF credit cannot be taken
into account. In addition, beyond the year 2000 it
is found that projections on debt service become
less reliable. For this reason, simulation is under-
taken only for the first six years after the imple-
mentation of the stock treatment.

The results of the simulation are reported in
tables A and B. Table A shows the projected debt
service ratios for each debtor country before and
after the 67 per cent stock reduction is applied.
Table B shows the percentage distribution of debt
service related to different components of the debt.
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Table A

PROJECTED DEBT SERVICE RATIOS (WITH AND WITHOUT ARREARS), BEFORE AND AFTER
NAPLES TERMS

{Percentage/
1995 1996 1997 71998 1999 2000
Country r " r "= F "
Angola Before 33 74 20 58 12 49 10 9 7
After 28 55 19 45 12 36 9 8 7
Banin Before 9 11 8 10 10 12 10 10 10
After 6 8 6 8 6 8 6 6 6
Bolivia Before 46 48 42 44 35 37 31 28 23
After 25 286 25 28 23 S 20 19 18
Burkina Faso Before 7 g 6 8 6 6 5 5
After 6 8 5 7 & T 5 4 4
Cameroon Before 30 43 30 43 28 41 24 23 19
After 26 36 24 34 23 20 17 16
Central African Rep. Before 17 36 16 34 16 34 16 15 15
After 17 29 18 28 16 29 16 15 15
Chad Before 10 14 10 14 11 15 12 11 10
After 8 11 8 1 9 12 10 9 8
Congo Before 36 87 35 87 31 83 27 21 17
After 24 54 25 55 24 55 24 18 15
Cote d'lvoire Before 36 67 a2 62 29 59 27 23 22
After 28 53 24 49 22 46 20 19 18
Equatorial Guinea Before 25 57 8 38 9 36 9 7 6
After 23 80 7 31 7 29 7 6 5
Ethiopia Before 22 cie] 22 38 20 36 18 15 13
After 19 35 17 33 16 31 14 12 11
Guinea Before 25 42 23 38 20 36 16 16 15
After 9 32 18 31 16 29 13 12 1
Guinea-Bissau Before 37 80 30 68 18 52 17 16 14
After 33 63 27 53 14 37 12 12 10
Guyana Before 32 40 30 37 27 A 24 25 31
After 28 35 26 33 23 28 21 20 25
Haiti Before 4 10 4 10 3 10 3 3 3
After 4 9 3 2] 3 8 3 3 3
Honduras Before 32 37 32 36 27 32 25 23 20
After 29 33 26 30 22 286 20 17 14
Kenya Before 21 28 19 26 18 | 22 13 12 10
After 18 24 16 21 13 18 11 10 8
Madagascar Before 41 110 35 101 25 88 19 19 17
After 28 77 25 72 21 65 16 15 13
Mali Before 20 22 19 21 14 16 11 10 8

After 20 22 17 19 12 |3 9 8 7
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Table A (concluded)

1995 1996 1997 71998 1999 2000

Country i r i " r ”*
Mauritania Before 25 48 24 45 22 44 21 18 16
After 21 44 21 43 20 41 18 16 14
Mozambique Before 113 246 72 198 85 185 66 75 70
After 89 222 61 187 48 168 47 53 48
Nicaragua Before 128 244 111 225 120 232 106 90 77
After 122 230 106 212 M7 22 102 87 75
Niger Before 40 G4 a8 62 29 53 31 32 35
After 33 46 33 46 27 40 30 30 31
Nigeria Before 34 52 34 52 26 44 22 20 9
After 18 22 17 21 14 18 13 12 11
Sao Tome & Principe Before 63 207 55 188 53 198 49 47 47
After 63 199 54 189 53 189 47 43 43
Senegal Before 16 23 14 21 13 B[S 11 10 9
After 13 i 12 16 11 15 10 8 8
Sierra Leone Before 26 70 23 66 17 60 14 14 15
After 14 43 14 43 12 41 10 10 10
Togo Before 18 25 17 23 15 21 15 16 15
After 12 15 " 14 10 13 10 10 9
Uganda Before 30 48 31 50 34 562 36 32 35
After 28 44 29 45 31 47 33 28 32
United Republic Before 62 118 55 108 45 95 37 29 28
of Tanzania After 36 83 22 76 30 72 29 21 20
Viet Nam Before 60 123 51 108 46 48 40 35 30
After 57 108 54 97 45 B8 40 34 30
Zaire Before 71 175 39 144 37 41 38 35 32
After 27 64 27 64 27 64 27 25 24
Zambia Before 32 89 28 84 21 75 18 20 22
After 20 76 19 73 16 68 13 11 10

Source: UNCTAD secretariat estimates, based on data of the World Bank Debtor Reporting System.
* Excluding arrears.
** Including arrears, which are assumed to be repaid over a period of three years.
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Table B

PROJECTED NEW DEBT SERVICE (EXCLUDING ARREARS) BY CATEGORY OF DEBT
AFTER IMPLEMENTATION OF NAPLES TERMS

{Percentage distribution)

Country/category’ 1995 1996 1997 1998 1999 2000
Angola
Paris Club debt 304 17 .4 21.4 18.6 235 212
of which: post-cutoff 254 10.5 11.1 6.2 10.4 6.5
Multilateral debt 0.6 1.0 1.3 1.6 1.7 1.8
Other 69.0 81.6 77.2 79.7 74.8 771
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Benin
Paris Club debt 255 255 237 286 28.0 28.8
of which: post-cutoff 3.0 3.0 2.8 9.9 10.6 11.5
Multilateral debt 58.4 58.3 61.5 58.4 60.1 59.6
Other 16.1 16.1 14.8 13.0 11.9 11.6
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Bolivia
Paris Club debt 15.9 16.3 16.8 19.2 24.8 293
of which: post-cutoff 5.2 48 59 6.9 12.0 15.6
Multilateral debt 67.1 68.9 69.7 77.0 71.6 67.0
Other 17.0 16.7 13.5 3.8 37 38
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Burkina Faso
Paris Club debt 9.4 94 9.3 9.2 9.6 9.5
of which: post-cutoff 0.0 0.0 0.0 0.0 0.0 0.0
Multilateral debt 66.4 66.9 68.9 69.5 76.1 77.8
Other 242 23.6 21.9 21.3 14.2 12.7
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Cameroon
Paris Club debt 50.4 50.3 50.8 55.3 53.8 55.1
of which: post-cutoff 428 42 1 421 454 42 .4 427
Multilateral debt 344 347 34.0 35.9 36.5 345
Other 156.1 15.0 15.1 8.8 9.7 104
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Central African Rep.
Paris Club debt 13.3 12.8 11.7 10.6 13.2 16.6
of which: post-cutoff 9.3 8.9 8.0 6.9 9.1 12.7
Multilateral debt 543 58.8 54.2 523 52.1 50.4
Other 324 28.4 341 371 347 33.0
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Chad
Paris Club debt 16.6 14.6 12.7 1.5 11.2 13.2
of which: post-cutoff 5.7 5.4 49 4.5 4.1 5.7
Multilateral debt 70.1 72.0 76.0 78.5 78.6 779
Other 143 134 113 9.9 10.3 9.0
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Congo
Paris Club debt 28.6 256 27.4 293 38.5 45 4
of which: post-cutoff 12.9 10.7 12.2 13.4 17.4 20.3
Multilateral debt 25.8 17.6 16.8 16.4 18.7 19.6
Other 455 56.8 55.8 54.3 428 34.9
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Cdéte d’lvoire
Paris Club debt 19.0 21.2 23.2 27.0 28.9 29.8
of which: post-cutoff 108 11.8 12.8 16.1 17.6 17.9
Multilateral debt 45.6 446 446 39.5 36.7 337
Other 354 34.2 322 33.6 34.3 36.4

Total debt service 100.0 100.0 100.0 100.0 100.0 1000
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Table B (continued)

Country/category” 1995 1996 1997 1998 1999 2000
Equatorial Guinea
Paris Club debt 725 18.2 15.4 18.3 20.3 19.5
of which: post-cutoff 68.7 6.1 5.1 8.5 9.5 8.3
Muitilateral debt 14.7 50.0 64.1 64.6 63.5 65.2
Other 12.8 31.8 20.5 171 16.2 15.3
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Ethopia
Paris Club debt 55 57 6.2 6.5 7.4 88
of which: post-cutoff 0.0 0.0 0.0 0.0 0.0 0.0
Multilateral debt 18.2 207 229 27.4 35.5 43.1
Other 76.3 73.6 70.9 66.0 57.2 48.1
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Guinea
Paris Club debt 15.3 16.7 14.3 18.5 21.8 30.5
of which: post-cutoff 9.2 10.4 7.7 10.3 13.6 21.4
Multilateral debt 240 258 30.1 38.9 39.6 455
Other 60.7 57.5 55.6 425 38.6 240
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Guinea-Bissau
Paris Club debt 8.6 9.3 16.0 15.9 15.2 149
of which: post-cutoff 0.0 0.0 0.0 0.0 0.0 0.0
Multilateral debt 23.4 255 41.8 425 47.0 53.8
Other 68.0 65.2 423 41.6 379 31.4
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Guyana
Paris Club debt 7.7 7.8 8.3 8.9 8.9 6.8
of which: post-cutoff 1.3 1.3 1.3 1.4 1.6 1.2
Muitilateral debt 459 46.5 51.6 50.0 46.2 35.7
Other 46.4 45.7 40.1 411 449 57.5
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Haiti
Paris Club debt 71 7.3 7.3 7.5 7.3 71
of which: post-cutoff 0.0 0.0 0.0 0.0 0.0 0.0
Multilateral debt 91.0 90.8 91.3 91.0 91.2 91.4
Other 1.9 1.9 1.5 1.5 1.5 14
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Honduras
Paris Club debt 10.5 11.5 12.9 14.2 13.5 16.2
of which: post-cutoff 3.5 3.9 4.3 4.7 3.0 4.0
Multilateral debt 70.2 73.3 70.5 70.4 72.0 69.3
Other 19.3 15.2 16.5 156.5 14.6 14.6
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Kenya
Paris Club debt 6.3 6.7 7.8 8.7 9.1 10.9
of which: postcutoff 0.0 0.0 0.0 0.0 0.0 0.0
Multilateral debt 45.8 493 55.7 57.2 55.7 51.4
Other 47.9 440 36.6 34.1 35.2 37.7
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Madagascar
Paris Club debt 31.9 31.1 30.2 33.2 33.2 37.3
of which: post-cutoff 18.9 17.2 14.2 12.8 128 15.1
Multilateral debt 29.0 32.9 39.7 47.0 47.2 46.4
Other 39.2 36.0 30.0 19.8 19.6 16.3
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Mali
Paris Club debt 7.2 7.6 9.8 13.0 13.8 17.9
of which: post-cutoff 0.5 0.5 0.7 1.0 1.8 5.3
Multilateral debt 243 27.4 36.4 54.3 54 .4 53.7
Other 68.5 65.0 53.8 327 31.8 28.4

Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
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Table B (continued)

Country/category’ 1995 1996 1997 1998 1999 2000
Mauritania
Paris Club debt 8.4 8.5 9.0 9.9 11.2 12.9
of which: post-cutoff 27 3.0 3.3 4.0 46 5.8
Multilateral debt 40.9 442 41.9 40.4 445 46.6
Other 50.6 47.2 491 49.8 44 4 404
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Mozambique
Paris Club debt 11.7 16.5 18.9 18.4 157 17.0
of which: post-cutoff 3.8 5.4 55 5.4 4.7 5.4
Multilateral debt 10.8 15.2 22.8 249 21.8 229
Other 776 68.4 58.3 56.7 62.5 60.2
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Nicaragua
Paris Club debt 2.4 27 25 2.8 3.6 4.2
of which: post-cutoff 0.7 0.8 0.7 0.8 1.3 1.6
Multilateral debt 19.7 20.1 15.7 17.7 19.3 225
Other 77.9 77.2 81.8 79.5 77.0 734
Total debt service 100.0 100.0 100.0 1000 1000 100.0
Niger
Paris Club debt 14.4 15.3 21.0 21.8 21.8 27.2
of which: post-cutoff 9.1 10.0 14.5 15.9 16.0 21.6
Multilateral debt 304 316 36.4 30.9 277 25.1
Other 55.2 53.1 427 47 4 50.5 47.7
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Nigeria
Paris Club debt 33.5 304 34.0 33.6 33.1 30.3
of which: post-cutoff 16.0 12.7 13.2 11.6 9.8 44
Multilateral debt 313 31.0 35.0 339 325 32.6
Other 352 38.5 31.0 325 343 371
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Sao Tome & Principe
Paris Club debt 4.3 51 5.2 5.8 6.4 6.4
of which: post-cutoff 0.0 0.0 0.0 0.0 0.0 0.0
Multilateral debt 425 52.9 53.7 67.5 741 741
Other 53.2 42.0 411 26.7 19.5 19.5
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Senegal
Paris Club debt 201 19.2 21.3 242 27.8 34.2
of which: post-cutoff 1.2 9.8 1.7 13.9 16.0 21.9
Multilateral debt 64.0 63.3 61.4 59.5 58.5 521
Other 15.9 175 17.3 16.3 13.7 13.7
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Sierra Leone
Paris Club debt 38.7 39.1 429 53.3 563.1 53.2
of which: post-cutoff 1.8 12.7 11.6 15.6 16.5 16.9
Multilateral debt 343 341 279 36.8 36.1 343
Other 26.9 26.8 29.2 9.8 10.8 12.4
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Togo
Paris Club debt 237 27.3 324 29.7 321 348
of which: post-cutoff 84 10.3 13.7 12.3 14.4 15.5
Multilateral debt 50.2 56.4 62.6 62.1 59.8 56.2
Other 262 16.3 51 8.2 8.2 8.9
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Uganda
Paris Club debt 8.7 6.6 53 5.8 6.6 6.5
of which: post-cutoff 6.1 4.1 3.0 3.5 4.0 4.1
Multilateral debt 59.8 62.4 64.7
Other 315 31.0 29.9

Total debt service 100.0 100.0 100.0
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Table B (concluded)

Country/category’ 1995 1996 1997 1998 1999 2000
United Republic of Tanzania
Paris Club debt 27.9 26.2 27.2 27.7 376 38.0
of which: post-cutoff 11.5 8.5 9.4 10.3 146 15.1
Multilateral debt 32.7 33.2 33.7 34.7 40.6 41.2
Other 39.5 40.6 39.1 37.6 21.8 20.8
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Viet Nam
Paris Club debt 3.7 3.2 3.2 3.3 3.5 3.6
of which: post-cutoff 1.1 0.5 0.5 0.5 0.5 0.6
Multilateral debt 05 05 24 24 04 05
Other 95.8 96.3 94.4 94.3 96.1 95.9
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Zaire
Paris Club debt 46.7 46.8 48.8 50.3 53.2 56.6
of which: post-cutoff 7.7 7.7 9.7 10.8 11.5 12.4
Multilateral debt 46.1 46.1 429 40.3 37.3 35.1
Other 7.2 7.0 8.3 9.4 9.5 8.4
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0
Zambia
Paris Club debt 34.5 348 375 35.4 39.5 424
of which: post-cutoff 16.6 16.2 15.6 10.0 104 105
Multilateral debt 54.2 56.2 55.9 57.0 53.2 50.7
Other 1.3 9.0 6.6 7.6 7.2 6.9
Total debt service 100.0 100.0 100.0 100.0 100.0 100.0

Sourca: UNCTAD secretariat estimates, based on data of the World Bank Debtor Reporting System.
a Multilateral debt service includes that due to IMF.
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CONVERGENCE OF GROWTH, INFLATION AND
UNEMPLOYMENT IN THE NORTH

An important characteristic of the economic
cycles among the major industrial countries in the
early 1990s was their lack of synchronization. Ja-
pan continued to expand relatively rapidly through-
out 1990-1991, and the spillover of demand from
German unification supported growth in continen-
tal Europe, but growth in the United Kingdom and
the United States decelerated and both countries
eventually entered recession. Subsequently, both
Japan and Germany experienced a sharp slowdown,
while the United States and the United Kingdom
embarked on a vigorous recovery.

The recovery of the United States and the
United Kingdom economies continued to gather
force in 1994, rather than levelling off as had been
expected at the beginning of the year. The expected
recession in continental Western Europe proved to
be extremely short; the downturn was reversed in
early 1994, much earlier and much more rapidly
than had been anticipated. The convergence of
growth rates in the United States and Western Eu-
rope has also been matched by a convergence to-
wards a stable inflation rate of around 3 per cent.
Japan, on, the other hand, has continued to experi-
ence sluggish growth as well as lower inflation.

Current prospects are for even greater uni-
formity in terms of growth and inflation. But the
convergence is towards a rate of expansion that
will be insufficient to produce sustained employ-
ment growth. It is also associated with renewed
instability in exchange rates and financial markets,
as well as with increased trade tensions.

This experience stands in sharp contrast with
the view that greater convergence of macro-
economic policies and performance will generate
greater stability. It also challenges the view that
an orderly system of international trade and finance
will naturally follow if every country “puts its
house in order”, irrespective of what the others are
doing; for, it is precisely such behaviour that is
disturbing international trade and finance.

This chapter reviews these developments.
The lessons from experience are followed by an
analysis of chronic unemployment in major indus-
trial countries in order to arrive at a set of
macroeconomic policy recommendations (ex-
pounded later in this Report - see Part Three, chap-
ter 1V) designed to overcome unemployment and
instability.

A. Demand, employment and inflation

1. Weak employment, income gains and
consumption

Despite a return to a more synchronized cy-
clical behaviour of income growth in the world’s
major advanced economies in 1994, growth rates

differed considerably; they were around 4 per cent
in the United States and the United Kingdom, about
twice the rate achieved in continental Western Eu-
rope (2.5 per cent), and growth in Japan was a
mere 0.6 per cent. Moreover, there have been large
disparities in job creation. Reductions in unem-
ployment have been confined to the United States
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Table 15

CURRENT BALANCE OF PAYMENTS ACCOUNT AND BUDGET BALANCES IN SELECTED
OECD COUNTRIES

{Percentage of GDP)

Current account balance

Budget balance®

Country 1990 1991 1992 1993 1994 1990 1991 1992 1993 1994
United States -1.7 -01 -11 -16 -23 -25 -32 -43 -34 -20
Japan 1.2 22 32 31 30 29 30 18 -02 -20
European Union -04 -10 -09 02 02 -41 -46 -53 -64 -6.0
Germany 31 11 11 11 1.2 -20 -33 -29 -33 -27
France -13 -06 03 08 07 -16 -22 -39 -58 -57
ltaly -16 -21 -23 12 16 -109 -102 -95 -96 -97
United Kingdom -34 -13 -18 -1.7 -09 -1.2 -27 -62 -77 -6.8
Spain -34 -32 -32 -11 -1.0 41 -49 -42 -75 -68

Source: OECD Economic Outlook, December 1994 (annex tables 29 and 50).

Note: A minus sign (-) indicates a deficit.

a General government financial balance. Totals for the European Union are estimates by the UNCTAD secretariat, using

GDP weights of OECD (p.A2 of the source).

and the United Kingdom; the rapid resumption of
growth in continental Western Europe has not re-
versed the upward trend in unemployment rates
which started at the beginning of the decade.

However, even in the United States and the
United Kingdom, rising employment has not been
accompanied by an increase in real wages at rates
similar to those of previous recoveries, while in
other countries real wages have been stagnant or
falling. For example, in the United States real
average hourly earnings in the business sector in
the fourth quarter of 1994 rose by only 1.7 per
cent over the fourth quarter of 1993, and in manu-
facturing there was a decline of over 2 per cent.
In the United Kingdom real household disposable
income increased by just over | per cent over the
previous year.

With uncertainty over employment and slow
growth in real purchasing power, consumer spend-
ing has remained subdued even in those countries
where employment rose. In a number of countries
increasing consumer expenditure has been the re-
sult of a rise in the propensity to consume (i.e. a
fall in savings ratios) and reductions in net wealth

(i.e. increased household indebtedness). For in-
stance, in Germany and Italy household savings
ratios have been unprecedentedly low. A fall in
the ratio cannot, however, sustain increased con-
sumption expenditure over the medium term.

The slow and erratic recovery of consumer
spending that underlay the slow, shallow recession
in the United States in the early 1990s (the so-called
“double dip”) now seems to be occurring in Eu-
rope. This lack of strong consumer demand has
meant that investment in new plant and equipment
has been geared towards restructuring and retooling
in order to gain competitiveness in international
markets rather than towards growing domestic
sales. Consequently, investment has produced nei-
ther substantial expansion in productive capacity
nor increased employment. Restructuring better
to meet foreign competition has consisted of cut-
ting costs and increasing productivity by reducing
labour and raw material inputs.

In Japan, low wage growth, combined with
historically high levels of unemployment, and fall-
ing asset prices have kept consumer spending slug-
gish despite income tax rebates and falling retail
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prices. Although expenditure on durables rose,
total household consumption fell by 0.6 per cent
in FY 1994, As a result, retail sales declined in
the early part of the second quarter of 1995, and
the system of lifetime employment came under
mounting pressure.

2 Trade tensions and excessive reliance
on exports

An important contribution to the recent cy-
clical recoveries has been made by exports. Al-
though the vigorous expansion of the United States
economy in 1994 provided a stimulus to world
trade, rising import demand in developing coun-
tries was also a major element in the export-led
recovery of the industrialized countries. Most
Western European countries now have trade sur-
pluses, and in the European Union (EU) as a whole
the current account was in surplus in both 1993
and 1994. Even in the United Kingdom, which
had chronic trade deficits during the 1980s, there
was a marked improvement, although this may have
been more due to changes in factor income flows
than to an improvement in the balance of trade in
non-oil goods and services. Germany, Spain, and
the United Kingdom have current account deficits
around 1 per cent of GDP, while in the United States
the deficit is roughly double that ratio. Only in
that country - thanks to its relatively faster recov-
ery - has there been a deterioration in the external
balance (see table 15).

The United States deficit, which stabilized at
around $13 billion per month in the last half of
1994, when the annual growth of the economy was
about 3 percentage points higher than in most other
major industrial countries, is likely to diminish in
1995 as growth slows down (unless it slows even
more in other countries). The deficit did not change
substantially in the first quarter, despite the drop
in exports to Latin America. This was due in part
to the increased trade surplus with the Asian NIEs
in February and March. With an underlying growth
of exports of 9 per cent in 1994, which exceeded
the growth of world trade, and export growth in
the fourth quarter alone at an annual rate of over
20 per cent, against a corresponding import growth
of less than 13 per cent, the United States external
balance is likely to improve as imports slow in
1995.

Substantial currency devaluation in Italy, the
United Kingdom and Spain since the EMS crisis

of September of 1992, together with the continued
weakness of the dollar, have also contributed to
improved export performance in those countries.
Despite appreciation of its currency, Germany also
increased exports, roughly in line with the growth
in world trade, first to the Far East and then to
Europe, while sales to the United States declined.

Only Japan continues to experience imbal-
ances, in the form of what appears to be a persist-
ently increasing surplus. Although there has re-
cently been some adjustment in volume terms (im-
ports have been rising more than three times faster
than exports), in current dollar terms there has been
little correction, in particular with respect to the
bilateral balance with the United States. Here also,
part of the explanation is to be found in sharp cur-
rency appreciation, which has caused the dollar
value of Japan’s exports to increase despite falling
volumes, and that of imports to decline despite ris-
ing volumes. However, in the last half of 1994
there was an increase in export volumes to the
United States. Overall, with imports growing about
10 per cent faster than exports, the net contribu-
tion of the foreign balance to Japanese growth is
negative.

With the exception of trade between Japan and
the United States, the major current account im-
balances of the 1980s have been eliminated. None
the less, frictions in trade persist that are similar
to those of the 1980s. This is because the improve-
ments in trade balances, either absolutely or rela-
tively, have been accompanied by substantial
changes in real exchange rates and consequently
sharp shifts in international competitiveness, which
have hurt producers in countries with appreciating
currencies and revived memories of the competi-
tive devaluations of the inter-war period. Tensions
are high not only in the framework discussions
between Japan and the United States. In France
and Germany, for example, there are suggestions
that producers in Spain, the United Kingdom and
[taly have been the unfair beneficiaries of the large
exchange rate movements which have taken place
over the last two years.

European government and central bank offi-
cials have also recently argued that the weakness
of the dollar was due to lax United States budget-
ary policy, despite the fact that the United States
government budget deficit as a ratio to GDP, at
around 2.0 per cent in 1994 and a predicted 1.8
per cent in 1995, was the lowest of the major de-
veloped countries, including Germany (see table
15). Indeed, current estimates suggest an even bet-
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Table 16
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UNITED STATES NON-FINANCIAL CORPORATIONS: ANNUAL CHANGES IN PRODUCTIVITY
AND RELATED MEASURES, 1985-1994

{Percentage)
Measure 7985 1986 1987 1988 1989 1990 1991 1992 1993 1994
Productivity 1.0 26 17 19 -16 11 20 30 3.0 26
Real hourly compensation 05 28 -05 00 -13 -014 06 16 00 -01
Unit labour costs 31 20 14 22 51 41 27 16 00 -02
Total unit costs 25 21 1.0 26 54 38 30 05 -05 -01
Unit profits -0.2 -108 147 66 -82 -06 -17 76 140 12.2
Implicit price deflator 23 08 22 30 41 34 26 11 08 11

Source: UNCTAD secretariat calculations, based on data of the United States Bureau of Labour Statistics.

ter budget outcome in the United States. Thus
concern over the difficulty in managing sizeable
imbalances in trade and payments flows which
dominated discussions of policy coordination in the
1980s has been replaced by tensions over the size
of the currency adjustments and changes in rela-
tive competitiveness which have been necessary to
eliminate them in the 1990s,

3. Uneven investment performance

In the United States a period of industrial re-
structuring was triggered by the downturn in 1990.!
Since then investment has risen rapidly, at a rate
of over 12 per cent per annum in 1993 and 1994.
Expenditure on new plant and equipment rose by
an annualized almost 20 per cent in the first quar-
ter of 1995. This investment-led recovery has
sharply improved productivity and international
competitiveness, particularly in manufacturing,
where the United States had lost its structural trade
surplus in the early 1980s. Hourly wages in manu-
facturing rose by merely 2.8 per cent in 1994, while
productivity increased by 4.9 per cent, resulting in
a fall in unit labour costs of 2 per cent. For the
non-financial business sector as a whole, real
hourly earnings have remained virtually unchanged
while productivity has risen at rates not experi-
enced since the 1960s (see table 16).

In the United States increased investment ex-
penditures, by increasing productive capacity, are
thus translating into both reduced domestic infla-
tion and increased international competitiveness
and exports. The continued weakness of the dol-
lar has served to reinforce this process, although
the devaluation of the Mexican peso and the fall of
the Canadian dollar brought about a slight appre-
ciation in the real effective exchange rate of the
dollar in the beginning of 1995,

The rise in investment, which had initially
been concentrated in computers and electronics,
had little impact on capacity in 1992 and 1993.
However, in 1994 capacity was increasing at
around 3 per cent at an annual rate, and there have
been peaks so far in 1995 of over 4 per cent. In-
vestment has also been reverting to the more tradi-
tional areas of plant and business construction,
which tends to confirm that the objective may, at
long last, be to shift from restructuring and labour
shedding to enlarging productive capacity.

In Europe, as already noted, the recovery has
not generated a continuing increase in investment
for enlarging capacity. In the United Kingdom,
investment in manufacturing was down 5.3 per cent
in real terms in 1993 and rose by 2.3 per cent in
1994, accelerating in the last half of the year. Weak
investment during the current recovery in the United
Kingdom poses a serious policy dilemma. Some
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60 per cent of manufacturing firms report that they
are working at full capacity, and average capacity
utilization is back roughly to the rate prevailing in
1989. While productivity in manufacturing rose
vigorously in 1993 and 1994, this was due prima-
rily to cyclical factors, rather than to a surge of
investment. Consequently, unless new capacity is
created, output expansion may be difficult to main-
tain. The increased exports required to improve
the trade balance have thus induced a rate of ex-
pansion which is coming up against the limits of
existing capacity and is judged by the Bank of
England to be too rapid for price stability. The
dilemma has been made more acute by the fact that
sterling has tended to follow movements in the
dollar, resulting in a roughly 5 per cent effective
depreciation in the first quarter of 1995, reinforc-
ing fears of rising inflation and leading to calls for
higher interest rates.

It is difficult for the Government to cut ag-
gregate demand by putting a break on consump-
tion rather than investment. With real consumer
expenditure rising at barely over 2.5 per cent in
1993 and 1994, and real incomes increasing by less
than 1.5 per cent, there is little scope for increas-
ing taxation to restrain consumption. Monetary
tightening is thus being applied to cut back demand
at the very time when investment should be increas-
ing in order to expand capacity and increase pro-
ductivity to allow the expansion to continue. If
monetary policy is made too restrictive, in an at-
tempt to reverse the modest increase in inflation
which has occurred in 1995 and keep the inflation
rate within the bottom half of the target range of
1-4 per cent, there is a risk of its cutting short the
requisite expansion in investment.

Therefore, although the United Kingdom is
grouped with the United States as leading the re-
covery in output and employment, the role of dif-
ferent components of demand is quite different;
exports have been playing the leading role in the
United Kingdom, and investment in the United
States. A prolongation of the expansion, and a
permanent reduction in the levels of structural un-
employment, will require a reversal of these rela-
tive roles in both countries. The April 1995 sur-
vey of investment intentions undertaken by the
Confederation of British Industry indicates that 13
per cent of manufacturing firms intend to increase
expenditures on plant and equipment over the next
year; that would mark a sharp departure from past
patterns. Virtually all previous post-war expan-
sions have ended in a consumer boom, leading to a
wage-price spiral, growing balance-of-payments

disequilibria and a sterling crisis, followed by a
tight monetary policy and fiscal retrenchment.

As discussed in TDR 1994, the Japanese
economy is still working its way out from an
overinvestment bubble which accompanied the real
estate and stock market bubbles at the end of the
1980s. The downturn at the beginning of the 1990s
not only brought asset price deflation, but also
made much of'this investment redundant. The re-
sult was three years of stagnation of investment,
which was only reversed in the latter half of 1994,
The index of capacity utilization rose in 1994, but
still remains well below the break-even point and
the level at which investment is likely to revive.

The structural problems have given rise to,
and in turn been aggravated by, the recent rise of
the yen. Just as the economy was emerging from
the adjustment of the yen to a parity of 100 to the
dollar, another sharp rise in its value, to below 80,
has cast a shadow over most investment plans. In-
vestment expenditure is likely to be flat in 1995,
and the effect of the strong yen has been even more
pronounced for small and medium-sized firms.
Much of Japanese investment continues to be in
the form of foreign direct investment, which rose
by around 10 per cent in 1994, It continues to be
directed to East and South-East Asia, as produc-
tion is shifted to countries with lower labour costs
and currencies linked to the United States dollar.

This relocation of production provides a short-
term solution to Japanese firms facing falling prof-
its and loss of international market shares. But it
compounds the difficulties facing the Japanese
economy, as it reduces domestic employment op-
portunities. Already, as predicted in last year’s
TDR, unemployment has breached the traditional
barrier of 3 per cent, and the Government seems
helpless to stem the tide. As firms continue to shift
production outside Japan it becomes increasingly
difficult to hoard labour; the possibilities of mov-
ing workers around within the corporate structure
diminish as domestic production falls. Eventually,
labour shedding will not be avoidable any more
than it has been in other advanced economies, un-
less the problems of demand can be overcome -
problems which in Japan are structural, not cycli-
cal; as suggested last year, unemployment may rise
to 5-6 per cent in the near future.

The dilemma facing Japan is thus rather dif-
ferent from that facing the United Kingdom. The
Japanese economy needs to rely less on exports
and investment and more on domestic consump-




66 Trade and Development Report, 1995

tion as a stimulus to domestic investment. Tradi-
tionally, it has been consumption which has pas-
sively adapted to the level of investment required
to maintain the growth of export markets. The
response by most large firms of relocating invest-
ment and production outside Japan is making this
adjustment more difficult by reducing consumer
real incomes and dampening consumer confidence.
Instead of there being a consumer boom, the debt
deflation is being transmitted to the retail sector,
where there is widespread price cutting. However,
the wealth (Pigou) effect produced by price falls
has not been sufficiently strong to offset the nega-
tive influence of rising unemployment. Thus, the
Japanese economy is locked in a position in which
neither domestic consumption nor external demand
supports expansion and stimulates domestic invest-
ment.

During 1994 Germany initiated a process of
industrial restructuring; manufacturing firms have
reduced employment by over 15 per cent from the
peak reached in the spring of 1991. Asaresult of
the 1993-1994 wage rounds, wages and salaries
increased by only 1.5 per cent in the area of the
former Federal Republic, leading to sharply lower
unit labour costs. Investment to expand produc-
tive capacity started to replace residential construc-
tion, and total investment rose by 5 per cent in
1994. However, the enhanced competitiveness and
higher profits of firms have largely been offset by
the appreciation of the Deutsche mark and the in-
creases in wages agreed for the current year. The
German economy is thus following the path of the
United States: industry is being restructured so as
to increase profits and productivity, but without
the benefit of stable wages. Itis also facing diffi-
culties similar to those caused in Japan by
overvaluation of the currency. There has thus been
an increase in investment abroad, particularly in
the neighbouring Eastern European countries.
Consequently, the recovery in investment is doing
little to resolve the unemployment problem, and
indeed may aggravate it in the short term.

Further, the recent sharp adjustments in the
real value of the Deutsche mark have caused par-
ticular difficulty for small and medium-sized firms,
which represent the export strength of the economy.
It is not so much the appreciation against the dol-
lar that is of importance in this respect as that rela-
tive to the currencies of the country’s other Euro-
pean trading partners and to the Asian economies
with currencies linked to the dollar. The recent
decision of the Bundesbank to initiate interest rate
reductions has clearly been motivated by concerns

for the competitiveness of German industry; do-
mestic inflation remains above the Bank’s target.

France has assiduously followed a policy of
convergence, in particular with respect to Germany.
The restrictive monetary policy pursued in order
to preserve a strong franc has weakened non-resi-
dential investment, which rose only by 0.5 per cent
in 1994. Although growth was faster and infla-
tion lower than in Germany in that year, much of
the expansion was due to incentives provided to
consumers. However, their effect had worn off by
the end of the year, and in any event they were
insufficient to generate investment in new produc-
tive capacity.

The Government constituted after the Presi-
dential elections of May 1995 has announced that
it will make increasing employment its major ob-
Jective. However, this has created widespread fears
in financial markets that budget deficits will in-
crease and that the Government will have to aban-
don the policy of a strong franc. These fears have
led to higher market interest rates, which discour-
age the investment needed to increase employment.
Moreover, a strong investment surge in France
alone could easily come up against a balance-of-
payments constraint. The countries which have
partially resolved this dilemma, such as the United
Kingdom and Italy, have been able to do so only
by abandoning their exchange rate link to the
Deutsche mark; even then the United Kingdom has
not been able to increase investment, nor Italy to
resolve the problem of unemployment.

4. Expansion without inflation

The current recovery is distinguished by the
fact that although rates of capacity utilization have
risen to historically high levels in most countries,
and the generalized expansion has produced a re-
covery in the prices of primary commodities from
their historically low levels at the beginning of the
decade, inflation rates have continued to decline in
most of the advanced economies, to below 3 per
cent during 1994,

In Japan, inflation has been replaced by “price
destruction” (kakaku hakai), as depressed internal
demand led to widespread retail price discounting;
prices were 0.2 per cent lower in April 1995 than
a year earlier. In countries where in the past infla-
tion rates have generally been relatively high, such
as the United Kingdom, the rate fell in 1994 to
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around 2 per cent (last experienced nearly 30 years
ago), while in the United States it has been below
3 per cent since 1992, as the recovery got under
way. Even in countries with large currency depre-
ciations in 1992 and 1993, such as Spain and Italy,
inflation rates have declined.

This combination of rising growth rates and
falling inflation can be explained by: the combined
effects of an increase in global competition, pro-
ducing greater competition in domestic product
markets; the weak growth of wages and household
incomes, which keeps down domestic demand; and
industrial restructuring, which has brought about
a sharp recovery in labour productivity and a fall
in unit labour costs. Thus, despite weak demand
conditions and low inflation, profits have been ris-
ing, providing the incentive and financing for a
restructuring of production.

In the United States this process was under
way for nearly three years before it started to pro-
vide a net increase in jobs, while in the United King-
dom the impact of recovery on employment has
been more immediate. In other EU countries, the

fact that the recovery has come so quickly after
the beginning of the downturn should have implied
only aminimum increase in unemployment, but in
fact labour shedding persisted during the initial
stages of the recovery. The European Commis-
sion has estimated that if GDP growth attains 3-
3.5 per cent in the medium term and the rise in
labour productivity equals the 2 per cent experi-
enced in 1974-1994, employment in the EU will
grow by 1-1.5 per cent per annum, only slightly
above the rate of increase of the active labour
force.? The assumed growth rate is higher than
the rate experienced in the recovery, while the as-
sumed productivity gain is lower, particularly for
manufacturing, suggesting that a much stronger
increase in growth will be needed to reduce unem-
ployment.

The combination of accelerating GDP growth
and rising unemployment rates in Europe persisted
in 1995, notwithstanding growing concern that
capacity shortages and rising world demand for in-
dustrial raw materials and primary commodities
would lead to a return of the inflationary condi-
tions of the 1970s.

B. Monetary policy

1. Monetary tightening for “pre-empting”
inflation

Given the difficulties of using fiscal policy
and the different cyclical behaviour of the United
States and the United Kingdom, on the one hand,
and continental Western European economies, on
the other hand, the use of monetary policy as a
tool for meeting domestic policy goals has pre-
cluded any possible coordination at the interna-
tional level. After the expansion of the economy
by nearly 6 per cent at an annual rate in the last
quarter of 1993, the United States Federal Reserve
initiated what it called a “pre-emptive” strike
against potential inflationary pressures, raising the
federal funds rate by a quarter of a percentage point
in February 1994. It expressed concern that if
expansion at such a rate continued, the economy

would soon encounter limits to its productive ca-
pacity and excess demand pressures might set off
a wage-price spiral. The small size of the initial
interest rate increase was determined by concern
that expectations of stable rates were so widespread
that any reversal of policy might create market
turbulence. The series of small rate adjustments
spread over time was intended to provide holders
of borrowed financial assets time to adjust their
positions to the new conditions of rising interest
rates.

With hindsight, it appears that it was not the
size of the adjustment which mattered, but the un-
certainty created by the fact that the Federal Re-
serve had reversed policy without revealing any
objective target against which the market could
judge the success of its tightening. In the absence
of any clear signs of inflation, and with wage in-
creases below the increase in prices, the market
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had no way to judge the current success or antici-
pate the future stance of policy. A year later, after
seven additional rounds of tightening, the federal
funds rate had risen to 6.0 per cent (from 3.0 per
cent), and the discount rate had been raised four
times, from 3.0 per cent to 5.25 per cent.

Although the Fed suggested that it had ex-
pected the bond market to interpret its reversal of
policy as an attempt to reduce the threat of future
inflation, and thus reduce the inflation premium
by bringing down long-term rates, it seems clear
that the markets have not been dominated by simi-
lar inflationary expectations. Indeed, the bearish
reaction to the policy reversal of February 1994
sent bond prices sharply downward; the increased
cost of carrying securities positions on margin, due
to the rise in short-term rates, combined with the
sudden possibility that the market had missed the
signs of inflation that the Fed had already identi-
fied, caused expectations to converge around the
view that interest rates would continue to rise and
bond prices to fall for the foreseeable future.

The result was not only substantial losses for
individuals and financial institutions, but an esti-
mated increase in the government deficit for the
current year due to increased interest costs of over
0.3 per cent of GDP? - at the very moment that the
Government finally appeared to have succeeded in
reversing the seemingly unending rise in the ratio
of the budget deficit to GDP which had started with
the Reagan Administration. Paradoxically, the Fed
had posed reduction of the deficit as one of the
conditions for loosening monetary policy to sup-
port recovery when the new Administration took
office in 1992.

The negative impact on the deficit was fur-
ther increased by the decision of the Administra-
tion to reduce interest costs by concentrating its
borrowing on the short end of the maturity struc-
ture. Thus, instead of borrowing long-term at less
than 6 per cent in 1993, it borrowed short at 4 per
cent, but within a year medium-term rates had risen
to over 7 per cent. Since financial markets usu-
ally regard any increase in the government deficit
as inflationary, the rise in interest rates simply re-
inforced the impression that had been created by
the Fed that inflation was imminent and that an
inflation premium should be added to interest rates.

Market conditions only stabilized in the spring
of 1995, when clear signs of a slowdown and the
continued absence of any indications of a rekin-
dling of inflation reinforced the belief that the in-

crease in interest rates had come to an end. The
decline in the annual rate of growth to 2.7 per cent
in the first quarter of 1995 (from 5.1 per cent in
the preceding quarter) suggested that the rate had
been brought down to what the Fed considered to
be the sustainable growth potential of the economy.
Already in his February statements to Congress,
the Chairman of the Board of Governors had sug-
gested that the period of rate increases was com-
ing to an end. As soon as the market sensed that
rates were likely to be remain stable there was a
bond market rally which brought bond rates down
and pushed stock prices to record levels. That this
occurred even as the inflation rates were starting
to edge above the 3 per cent level suggests that the
rise in long-term interest rates in 1994 was more
determined by the uncertainty created by the Fed’s
policy reversal than by any fear of higher inflation
or the negative impact on the economy of higher
budget deficits. As it became apparent that em-
ployment growth had been reversed and that the
economy would slow further in the second quar-
ter, fears spread of a renewed period of recession.
At the end of May 1995 interest rates on bonds of
up to 10 years’ maturity were below the prevailing
federal funds rate and 30-year bond yields had also
fallen. A number of major banks had reduced their
prime lending rates, implying an expectation that
the official policy had become too restrictive.

The United Kingdom eventually followed the
United States lead and raised the discount rate be-
tween September and February 1995, even though
inflation continued to fall throughout 1994 and into
the first quarter of 1995. Rather than responding
to domestic monetary conditions, United Kingdom
long-term rates seemed to follow upward move-
ments in the United States. Consequently, the terms
of financing for the increase in investment required
for sustainable recovery have become more oner-
ous. With long-term interest rates above 8 per cent
for most of 1994 and inflation below 2 per cent,
the real cost of borrowing for firms is well above
6 per cent.

In contrast to the situation in the United States,
where only impressionistic and anecdotal evidence
of a build-up of inflationary pressures has been
presented to justify monetary tightening, in the
United Kingdom the Governor of the Bank of Eng-
land has stated that in the autumn of 1994 there
was direct evidence of price pressure, citing com-
modity prices and capacity constraints in basic
material sectors. Yet, commodity prices have been
declining since the beginning of the year, and the
World Bank has recently forecast that mineral and
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metals prices will remain below those of 1990,
while real prices of both agricultural and non-oil
commodities are expected to return to their 1990
levels by 1998 and to remain there until 2004.*
More recently, the Bank of England has again ar-
gued strongly in favour of further increases in in-
terest rates to ward off inflation that it believes
could result from sterling depreciation. However,
the annual rate of inflation, net of the effects of
government fiscal measures, was below 3 per cent
in the first quarter.

2 International transmission of the
effects of monetary policy

It was widely believed that during 1994 there
would be a decoupling of interest rates from the
increases which were taking place in the United
States and United Kingdom to stem their vigorous
recovery so as to allow lower rates in the rest of
the world, which was still in the throes of recov-
ery. However, this expectation was disappointed.
The integration of the international capital market
meant that the United States bond market collapse
was soon transmitted to the rest of the world, and
the realization in the autumn that the European
economies were starting to emerge from recession
meant that world interest rates followed United
States rates upwards. Given the relatively low in-
flation rates in these countries, real interest rates
quickly returned to their record high pre-recession
levels in most countries even before the recovery
had become well entrenched.

In Germany the reduction in official interest
rates that started in September 1992 continued
throughout 1994 and 1995 and both the discount
rate and the Lombard rate were lowered. The
Bundesbank faced particularly difficult conditions
during the recession, as inflation continued to ex-
ceed the 2 per cent target and M3 rose as much as
10 per cent above its target ceiling at the begin-
ning of 1994. All these factors led to the expecta-
tion of a rise in rates despite depressed domestic
conditions. None the less, official rates were gradu-
ally reduced and inflation has fallen to the 2-2.5
per cent range. But the effects of the action by of
the Federal Reserve quickly spread to German capi-
tal markets; despite the continued decline in short-
term rates, the long-term rates, after dropping to
5.5 per cent in January 1994, reversed direction in
February and were 2 full percentage points higher
by October, giving a sharply inclined yield curve.
As aresult of the recovery in market sentiment in

the United States, German rates again started to
decline and had fallen back a full percentage point
by the second quarter of 1995. The growth of the
money supply also declined so rapidly at the be-
ginning of 1995 that M3 fell below the target range,
thus enabling the Bundesbank to reduce rates again
in March.

Since France has continued to keep the franc
within the old “narrow” exchange rate bands rela-
tive to the Deutsche mark, French interest rate
policy, as that of the Dutch, Austrian and Belgian
central banks, which also peg their currencies
tightly to that of Germany, has been determined in
the light of decisions taken by the Bundesbank.
Consequently, their short rates move roughly in
step with German rates plus a small risk margin
(which for the guilder is now occasionally nega-
tive), while long-term rates are linked, through
German rates, to movements in the United States.
In this way, the Exchange Rate Mechanism (ERM)
has been one means by which the rise in United
States rates has been transmitted to the continen-
tal Western European countries despite their slower
growth in 1994. This is one of the major factors
impeding a strong recovery in these countries simi-
lar to that which has occurred in the United States
and the United Kingdom. With the exception of
France, the rate of inflation has been slightly higher
than in those two countries, while they now run
the risk of cutting short the recovery before any
appreciable improvement in employment has been
attained. Since they all have substantial govern-
ment indebtedness, their net interest burdens have
also been increased, thus narrowing the scope for
fiscal policy as growth slows.

Italy and Spain represent the major exceptions
to the dominance of German interest rate policy,
both having severed their link with the Deutsche
mark. Italy has left the ERM, while Spain has
made use of both the enlarged 15 per cent fluctua-
tion band as well as periodic realignments of its
central ECU parity. The lira continued to depreci-
ate after the 1992 ERM crisis, in particular against
the dollar and the Deutsche mark. After falling
during 1994, official rates were raised throughout
1995 as inflation rose; short-term rates reached 9
per cent in May 1995, an increase of 200 basis
points in nine months, adding over half a percent-
age point to the annual government deficit.> Given
that the political instability is partially caused by
the difficulties involved in reducing the overall
government deficit (composed of interest on the
public debt that exceeds the deficit, set against a
surplus of some 3 per cent of GDP net of interest
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payments), any additional monetary tightening risks
offsetting the budgetary improvements achieved
and jeopardizing recovery. Exchange rate adjust-
ment also contributed to recovery in Spain, but in
contrast to Ttaly the improvement of the trade bal-
ance was short-lived, as imports rose in 1994 and
exports declined, in large part because of arise in
domestic investment. As inflation accelerated, the
Central Bank increased its intervention rate three
times in 1995, by almost 2 percentage points.

Thus, in all countries where exchange rate
adjustments have provided a stimulus to aggregate
demand, there is now a presumption that
unsustainable inflationary pressures will emerge
as a result.

The experience of Japan illustrates the diffi-
culties of monetary policy when inflation has been
eliminated and prices fall. Despite the continued
deterioration of the country’s internal and external
balances, the Bank of Japan kept official interest
rates stable throughout 1994, at 1.75 per cent. The
Bank found itself in a difficult position, as market
rates were already below those which most insur-
ance companies have pledged to pay on pensions
and investment contracts. Most insurance compa-
nies are now reporting losses or sharply reduced
earnings. Further, banks were still carrying some
$500 billion of bad debts. At such low levels of
interest rates, deposit and borrowing rates have
reached a minimum; any further rate reductions
thus simply put pressure on lending rates and re-
duce bank profits, which is just the opposite of what
is necessary if banks are to cover their bad loans.
Lower rates thus paradoxically have the effect of
making banks less willing and less able to lend.

While low interest rates are usually consid-
ered favourable for the level of stock prices, the
unfavourable impact on the earnings of financial
institutions has led many of them to sell their in-
vestment portfolios in order to realize capital gains.
This, along with sales by firms, has led to contin-
ued weakness in the stock market and a decline in
stock prices below the 15,000 level of the Nikkei
index. The result has been to exacerbate the weak-
ness of the financial sector, since at these prices
banks can no longer turn to capital gains for a con-
tribution to their risk-adjusted capital requirements.
Paradoxically, if insurance companies decide to
meet losses by repatriating their foreign invest-
ments, particularly in the United States, there will
only be a further strengthening of the yen, and in-
creased volatility of United States interest rates and
the dollar.

Under heavy pressure from the appreciation
of the yen since the beginning of 1995, the Bank
of Japan chose to intervene in foreign exchange
markets to support the dollar, rather than act on
interest rates. It was only when this policy failed
because of lack of United States and German co-
operation that the Bank finally acted to reduce its
official intervention rates to 1.0 per cent in April
1995. There has since been some recovery in the
growth of the money supply, but virtually no im-
pact on domestic demand. Thus, the continued fall
in retail prices has placed the Bank of Japan in the
position where it has almost exhausted its room
for manoeuvre on interest rates, while low nomi-
nal interest rates increasingly reflect tight monetary
policy as the fall in prices increases real rates.

Since the government emergency budgets are
generally financed through the “second budget” by
the issue of bonds (see Part Three, chapter 1V),
there has been some concern that an excess supply
of bonds will drive down prices and increase long-
term interest rates. The emergency government
budget allocations and earthquake reconstruction
expenses for 1994 and the first half of 1995 amount
to some 10 per cent of GDP. The Ministry of Fi-
nance has therefore concentrated bond issues in the
short to medium range of the yield curve in order
to avoid the feared negative impact on long-term
rates and on the stock market. However, this policy
tends to offset the efforts of the Central Bank to-
wards monetary relaxation and reinforces monetary
restriction.

This diverse behaviour of interest rates among
countries in part reflects the different timing of
recovery, as monetary policy is directed to the at-
tainment of domestic objectives, and has served to
increase the uncertainty of exchange rate move-
ments. Monetary policy, in particular in Japan and
the Asian N1Es, has been made particularly diffi-
cult by the decline in the dollar. The currencies of
the Asian N1Es are generally linked to the dollar,
although most of their foreign investment and for-
eign borrowing is transacted in yen. They are thus
facing conditions similar to those of Latin Ameri-
can countries during the period of dollar apprecia-
tion of the early 1980s, and have joined Japan in
trying to halt the dollar decline by intervention in
the currency market. Since most of the dollars
acquired in these operations are invested in United
States government securities, part of the explana-
tion of the simultaneous weakness of the dollar
and strength of the United States bond market may
be found in the increased currency instability in
the beginning of 1995. Tt also demonstrates the
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difficulties involved in coordinating medium-term
policies of debt reduction with the requirements of
short-term cyclical policy.

3. Interest rates, capital flows and the
dollar

The tightening of monetary policy in the
United States and the United Kingdom was moti-
vated by the desire to achieve a “soft landing”
whereby growth rates would smoothly decline to
levels compatible with what was considered to be
the long-term potential rate of expansion. How-
ever, since there was no apparent price pressure,
the initial impact has been to concentrate market
expectations on the spectre of future inflation, and
long-term financial markets responded by abruptly
reversing the fall in long-term interest rates as bond
prices collapsed.

As aresult of the sell-off in the United States
bond market, funds were shifted to European mar-
kets, where depressed conditions of domestic de-
mand suggested that rates would continue to be
reduced. Together with a breakdown in the trade
discussions between Japan and the United States
which occurred almost simultaneously with the
February 1994 decision to raise rates, this shift of
funds led to a change in market opinion concern-
ing the doliar and a period of dollar weakness which
was to intensify during the summer of 1994 and
then reappear with the Mexican crisis at the end of
the year. The weakness of the dollar was further
exacerbated by the emerging signs of recovery in
continental Western Europe and the realization that
the expected declines in interest rates would not
occur, or would be reversed. This produced a
weakness in international bond markets which fur-
ther weakened the dollar.

Part of the response to the reduction in inter-
est rates in the United States, and subsequently
Europe, designed to reverse the decline in economic
activity experienced in 1991 and 1992 was a shift
of investment funds to the financial markets of de-
veloping countries, which were experiencing con-
tinued growth, high interest rates and rising equity
prices. In consequence, there were sharp increases
in prices on most of these emerging equity and bond

markets. The change in United States monetary
policy and the earlier-than-anticipated recovery in
Europe played an important role in the subsequent
reversal of these flows. Asian markets had already
started to weaken in the beginning of 1994, They
were joined by Latin American markets after the
Mexican Government found itself without suffi-
cient foreign exchange reserves to reimburse for-
eign holders of its domestic assets. The result of
this crisis was a sharp reversal of flows of funds
to Latin American markets, and a further negative
impact on the dollar, as the United States Govern-
ment led attempts to provide emergency lending to
Mexico.

The result of the Fed’s attempt to provide a
soft landing by means of anticipatory interest rate
tightening has thus been to create increased vola-
tility in long-term bond markets which has spread
to foreign exchange markets and prevented the re-
covery of the dollar. The capital losses inflicted
on investors in global fixed- income markets as a
result of the reversal of monetary policy in 1994
are estimated at $1,500 billion, or almost twice
the destruction of private wealth in the 1987 glo-
bal stock market crash. Despite interest rate in-
creases in the United States, and reductions in
Europe and Japan, the degree of exchange rate
overshooting that has resulted is similar to that
experienced during the mid-1980s.

Conditions in currency markets have made
recovery in Japan even more difficult, as the yen-
dollar rate rose by more than 20 per cent in less
than a year. The Deutsche mark also moved to
record levels against the dollar. Normally, the
impact on the German economy would be small,
since only about 10 per cent of exports are to the
United States, but with both the United Kingdom
and [taly outside the ERM, and successive depre-
ciations in Spain and Portugal, the Deutsche mark
has also appreciated in real terms against its Eu-
ropean trading partners, which account for about
25 per cent of exports, and against the dollar-linked
currencies of Asian developing countries. The ef-
fect on export profitability was such that in the
spring of 1995 the Bundesbank moved against
market expectations and reduced interest rates,
even though the economy was continuing to recover
and capacity utilization rates reached pre-reces-
sion levels.
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By the middle of 1995, some 18 months after
the alarm of the potential inflationary risk of ex-
cessively rapid growth, there were still no clear
signs that inflation threatened. However, clear
signs were starting to emerge that a substantial
slowdown was taking place in the industrialized
economies. Much of the income growth in the
United States in the beginning of 1995 has been
due to inventory accumulation, suggesting that
demand growth has slackened. Job losses in April
and May, as well as the declines in the index of
leading economic indicators, tended to confirm this
impression.

Recoveries in the continental European coun-
tries are far from robust or broadly sustained, and
there is a risk that they may stall if monetary policy
remains tight, as central banks continue to combat
potential inflation of which there is no evidence in
either labour markets or commodity markets.
Given exchange rate developments and sluggish
domestic demand, the German economy is unlikely
to improve on its 1994 performance, while in the
United Kingdom growth in non-oil output in the
first quarter of 2.4 per cent at an annual rate sug-
gests that the economy is now showing signs of
slowing down in response to the rapid monetary
tightening and sharply increased restrictiveness of
the government’s fiscal stance.

This levelling-off of growth performance, and
the continued absence of any clear inflationary

1 See TDR 1994, Part Two, chap. 11, sect. A.

2 European Economy, Supplement A, No.1, January
1995, p. 3.
This calculation is based on estimates by OECD of
the impact of each percentage point increase in in-
terest rates on all maturities on government deficits

C. Convergence and unemployment

pressures, has reinforced the financial markets’
hopes of a soft landing and reduced fears of fur-
ther monetary tightening. Bond markets conse-
quently recovered towards the middle of 1995, with
rates again edging downwards. While a continued
decline in long-term interest rates will be a posi-
tive influence, the fall in consumer expenditures
and the rate of employment expansion, together
with continued declines in government expenditure,
mean that prospects for domestic demand growth
hinge entirely on private investment. There will
be little stimulus from exports, since in the two
regions largely responsible for the recovery of the
growth in world trade in 1994, namely the United
States and Latin America, GDP growth is declin-
ing, while exchange rate turbulence continues to
be a negative element for countries such as Ger-
many and Japan.

There is a good possibility of convergence in
terms of growth performance and price stability,
but the convergence is towards a rate of expansion
no higher than the ceiling set by the central banks’
perception of the potential growth rate of 2-3 per
cent (see Part Three, chapter LIl and box 6). At
this rate of growth there is little hope of any fur-
ther boost to employment in the United States and
United Kingdom, or of a halt to rising unemploy-
ment in continental Western Europe or to the steady
progression of unemployment in Japan to a his-
torically high level .’

Notes

in 1995. See OECD Economic Outlook, December
1994, table 10.

4 Global Economic Prospects and the Developing
Countries, 1995 (Washington D.C., The World
Bank, April 1995), pp. 18-19.

Based on estimates in OECD, op. cit.
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Chapter Il

A

A. Introduction

One of the most important consequences of
the debt crisis in Latin America was to bring about
aradical change in economic philosophy, thus lay-
ing the basis for comprehensive policy reforms.
In contrast to the external shocks and crisis of the
1930s, which had led to a switch away from laissez-
faire towards a strategy of import substitution, and
provided for a greatly enlarged role for the State,
the shocks and crisis of the 1980s led to exactly
the reverse movement, towards an outward-oriented
development strategy based on deregulation, lib-
eralization, and privatization.

The aim of policy reforms was to attain
microeconomic efficiency and macroeconomic sta-
bility, so as to accelerate growth and industriali-
zation. The former required the removal of distor-
tions, in particular with respect to exchange rates
and interest rates, and to the relative prices of
traded and non-traded goods and services, by
deregulating markets, liberalizing trade and fi-
nance, dismantling direct controls over prices and
resource allocation, and privatizing public enter-
prises. As regards the latter, budget deficits and
monetary expansion were seen as the root causes
of macroeconomic instability, and in consequence
balancing the budget became a top priority, to be
achieved primarily by reducing government spend-
ing and selling off public enterprises. Greater cen-
tral bank autonomy was also considered essential
for both monetary and fiscal discipline, and bringing
inflation down to single digits was adopted as the
prime objective of monetary policy in most countries.

These policy changes were expected to give a
major boost to private investment as financial lib-
eralization raised private saving and the reduction
or elimination of government deficits released re-
sources for private use. As discrimination against
exports was removed and the economy allowed to
exploit its comparative advantages, investment was
expected to switch to export industries. Thus, do-
mestically financed private investment in tradeable
goods industries was to become the new engine for
growth.

Reforms were generally implemented in a ‘big
bang’ manner, particularly in Argentina, Mexico
and Peru. This approach was considered neces-
sary because imbalances and distortions were per-
vasive, and partial and gradual reform would lack
credibility. However, some countries, such as Chile,
had been implementing market-oriented reforms
throughout the 1970s, while others, such as Bra-
zil, had been unable to secure the political and so-
cial consensus needed for such a sharp break with
the past.

In two respects the nature of liberalization and
deregulation in Latin America differed sharply from
that in the most successful NIEs in East Asia in
the 1980s. In East Asia such reforms were not a
response to stagnation and instability, but followed
from a successful implementation of industrial
policy.' Thus, while in Asia protection and other
support to domestic industry were removed because
they were no longer needed, in Latin America lib-
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eralization was introduced as a reaction to the fail-
ure of the import-substitution development strat-
egy based on extensive government intervention to
generate rapid growth and industrialization.
Moreover, East Asian liberalization was a selec-
tive, gradual and controlled process whereby the
results were continuously monitored vis-a-vis their
objectives, and new mechanisms and/or new areas
of support and control introduced as the old ones
were dismantled.

In Latin America it was recognized that a ‘big
bang’ liberalization undertaken after failure to es-
tablish a strong industrial base through government
intervention and protection would create serious
adjustment problems, but these were expected to
be temporary, disappearing as the economy learned
to operate under the new rules of the game. Conse-
quently, macroeconomic stability was expected to
endure, provided the Government accepted fiscal
and monetary discipline, and growth was expected
to pick up gradually and settle at a new, higher
level.

Indeed, until about a year ago optimism re-
garding the economic performance and prospects
of Latin America was widespread. Following al-
most a decade of stagnation and macroeconomic
instability, the region appeared to have attained
durable price stability and sustained growth. In
most countries, growth had picked up at the turn
of the decade and was being maintained, with

The UNCTAD secretariat is among the mi-
nority of forecasters that persistently expressed
doubts as to the sustainability of Mexico’s exter-
nal financial position. Each issue of the TDR, from
1991 onwards, stressed that the surge in capital
flows to Latin America resembled a bandwagon,
and warned that the bubble would eventually burst.
These concerns were based on an analysis of the
nature and effects of the inflows that differed
sharply from the orthodox view. The crisis broke
out broadly in the way that had been predicted on

budget deficits and inflation under control. This
optimism was intensified in the light of the appar-
ent success of the Brazilian stabilization plan of
mid-1994 in reducing inflation and lifting activity
and growth, and of the very strong growth in Peru.

However, the Mexican crisis of December
1994 and its aftermath have raised questions about
the policy thrust in Latin America. Mexico is not
only a large economy; its economic policy had, until
the crisis, also been held up as an example. Mexico
had indeed taken the lead in the region in
stabilization and structural reform. Not only did
it provide a benchmark with regard to fiscal disci-
pline, privatization and deregulation; its experience
was also expected to lead, through NAFTA, to re-
gional trade integration with North America. Be-
sides, Mexico has traditionally played a leading
role in the formation of expectations of interna-
tional investors about Latin America as a whole.
Indeed, as in the 1982 debt crisis, though not to
the same extent, the recent crisis has prompted a
major reassessment of the risks of investment in
that region.

This chapter examines the implications, for
stability and growth, of the adjustment to the sharp
reversal of capital flows that is now under way,
and how the various imbalances built up during
the 1990s influence this process of adjustment, and
in that light considers growth prospects in the com-
ing years.

B. From recovery to crisis

the basis of this alternative view of international
finance (see box 4).

Since the outbreak of the crisis, its causes have
been the subject of much discussion. There is now
broad agreement (though not consensus) that it
stemmed from Mexico’s excessive reliance on lig-
uid private capital flows to finance large current
account deficits. But this formulation leaves a
number of questions unanswered. Was the prob-
lem the size of the deficit or the zype of capital
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inflows that financed it? Was the external posi-
tion made unsustainable by policy slippage or by
the very policy reforms undertaken for stabilization
and structural adyustment? Without the right an-
swers to both these questions, the right lessons will
not be drawn.

[t is important to note that Mexico was not
the only developing country with a large current
account deficit; nor was Mexico the only one re-
ceiving large inflows of liquid capital. For in-
stance, Malaysia and Thailand have run large cur-
rent account deficits without relying on liquid capi-
tal. Chile and Brazil, on the other hand, have re-
ceived relatively large amounts of liquid capital
without incurring large current account deficits (see
Part One, chapter 11).

However, as already discussed in detail in
previous issues of DR, the external financial po-
sition of Mexico was unsustainable because (a) the
capital inflows that financed its deficits could not
last; and (b) its external deficits showed no ten-
dency to diminish through improved export capac-
ity and competitiveness. The inflows included large
amounts of reversible capital attracted by arbitrage
opportunities arising from high interest rates and
currency appreciations, and by capital gains due
to speculative bubbles in equity prices, as well as
unsustainable, one-off flows such as those due to
global portfolio diversification and receipts from
privatization, also attracted by prospects of capi-
tal gain.?2 On the other hand, much of the addi-
tional external savings was used to finance con-
sumption and investment in non-tradeables, and
relatively little for investment in tradeables needed
to lower external deficits. Thus, Mexico differed
from Brazil and Chile because it had large and ris-
ing deficits, and from the second-tier Asian N1Es
because its capital inflows consisted of portfolio
investment, rather than FDI, and its used additional
resources for consumption rather than productive
investment.

External financial imbalances emerged in
Mexico because that country succeeded all too well
in following the orthodox prescription for finan-
cial liberalization and adopted an easy, popular
policy of relying on capital inflows for disinflation,
using the nominal exchange rate as an anchor.
Blind faith in these policies explains why there was
so much complacency and inaction in Latin
America and the international financial community
throughout the early 1990s, when exchange rates
were appreciating in real terms and trade and cur-

rent account deficits growing rapidly. It was be-
lieved that capital flows would continue unabated
because capital markets were responding ration-
ally to improved economic fundamentals, that in-
vestment and productivity would eventually re-
spond to supply-side incentives, and that export
capacity would increase and deficits diminish.’
Adherence to orthodox prescriptions continued
even when there were clear signs from the finan-
cial markets that capital inflows, exchange rates
and external deficits could not be sustained for
long.

Such signs first emerged in February 1994,
when the United States Federal Reserve Board
started tightening monetary policy, prices of long-
term bonds fell and long-term interest rates rose
with the short-term rates. Both movements had a
disproportionate impact on Latin American bond
prices and interest rates. Simultaneously, there was
a generalized increase in the Latin American coun-
try risks spread; the margins of long-term bonds
over United States Treasury bills had already in-
creased significantly before the outbreak of the
crisis. More important, individual country risk
spreads rose in accordance with external fragility:
less for Chile and Colombia and more for Mexico
and Argentina. The latter two countries also ex-
perienced substantial declines in stock prices in
dollars, while the others continued to enjoy a boom.

Governments chose to raise interest rates and,
in the case of Mexico, obtain foreign official sup-
port; special swaps agreements had been signed
with the United States and Canada during 1993
and 1994. While capital inflows slowed down and
even showed signs of reversal, trade and current
account deficits continued growing in Argentina
and Mexico throughout 1994. In Argentina, re-
serves stagnated in the first part of the year and
declined afterwards, first moderately, before the
Mexican crisis, and then more rapidly. In Mexico,
reserves stood at $29 billion in February 1994; by
20 December, when Mexico finally decided to de-
value and let the currency float, they were down to
$6 billion. For the entire year the reserve losses
amounted to $20 billion, while the current account
showed a $30.6 billion deficit. Thus, net capital
inflows in 1994 were about $10 billion, one-third
of what Mexico had received in 1993.

The way the Mexican crisis evolved stands in
sharp contrast to the orthodox view that balance
of payments crises occur only as a result of fiscal
imbalances. Indeed, this is not the first time that
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Box 4

DISCUSSION IN VARIOUS ISSUES OF 7DR OF CAPITAL FLOWS TO LATIN AMERICA

The Trade and Development Report has been looking closely at the surge in capital flows to Latin
America ever since it began in 1990. TDR 1997 made the following comments about the finan-
¢ial situation of Mexico:

Many observers now believe that ... the reliefl provided under the restructuring of
Mexico’s debt to banks ... helped to create a climate of greater confidence in the coun-
try's ecanomy. This confidence, which is also assaciated with the prospect of a North
American Free Trade Agreement with Canada and the United States, has been associ-
ated with relaxation of the pressures on Mexico’s external payments. Such confidence
reflects economic expectations which, as emphasized elsewhere in this Report, can be
volatile (p. 49).

It also warned that sharply increased financial infloews can bring problems as well as benefits.
Regarding debt-creating flows or borrowing, it painted out that:

Circumstances can arise that encourage short-term capital inflows, pushing up the
exchange rate and hence encouraging further capital inflows. This often happens
when domesfic inflation and interest rates are much higher than abroad. .., As short-
term inflows lead to real currency appreciation, domestic financial institutions find
they can borrow abroad al much lower interest rates than they can lend at home. If
the process is not checked, the real exchange rate can continue to rise until the dete-
rioration of the trade balance leads to a loss of confidence, triggering capital outflow
(p. 132).

An analogous warning was made regarding equity investment by non-residents in the capital
markets of developing countries:

This is expected to alleviate foreign exchange shortage and to improve the efficiency
of financial markets in developing countries. Many developing countries (“newly
emerging capital marKkets™) have opened up their capital markets to non-residents,
and some have encouraged their participation in the privatization of public assets.
Such a policy has advantages, but is not risk-free, ... Since the return on investment to
the foreign investor depends partly on the movement of the exchange rate, expecta-
tions of currency depreciation can trigger both a sharp decline in equity prices and an
outflow of capital if the country suffers a serious shock (e.g. a terms of trade deterio-
ration) that makes a devaluation appear inevitable; the capital outflow can multiply
the problems of adjustment. Similarly, the mood in equity markets can exert a strong
influence on the exchange rate - e.g. bullish expectations can cause capital inflows,
leading to overvaluation (p. 134)

The Report went on to draw attention to the need to control capilal inflows;

Allowing domestic firms (whether private or public) uncontrolled access to interna-
tional capital markets has proved damaging in many instances; short-term, specula-
tive capital flows have proved extremely troublesome even for industrial countries,
Most developing countries need to exercise considerable control over external capital
flows and the pace of accumulation of external debt (p. 137).

TDR [992 again cautioned that the speculative character of much of the capital inflow leaves it
susceptible to sudden reversal (p. 51). In a separate annex entitled “The nature and sustainability
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Box 4 (concluded)

of recent capital flows to Latin America”, it presented estimates to the eftect that more than half
of the inflow to Latin America was short- term;:

Such inflows nsually occur when there are nominal interest rate differentials that
markets do not expect to be matched by a nominal exchange rate depreciation. ...
Similarly, an expectation that a4 rise in equity prices will more than offset domestic
currency depreciation can prompt an inflow of capital. Both types of expectations can
be self-fulfilling, since the inflow of funds, if large enough, ¢an itself maintain the
value of the currency and boost equity prices. ... Initially such inflows are typically a
response to a favourable shift in market sentiment regarding the recipient country. ...
After the initial shift in market sentiment, bandwagon-type behaviour often develops
and creates a speculative bubble whereby people lend or invest simply because every-
hody else is doing the same. Such booms often end not with a soff landing but with a
sudden capital outflow, usually associated with expectations of a sharp depreciation of
the currency, which may be difficult to check with even a very large positive real
interest rate differential (p. 95).

In TDR 1993, ta the now almost roufine caulioning as to the speculative or short-term nature of
much of the capital inflow 1o Latin America was added a warning about the difficulties which
reversal could cause for macroeconomic policy:

To the extent that the flows take volatile forms, the possibility of their reversal repre-
sents a threat to economic stability. The threat results from the vulnerability of the
country’s exchange rate and external financial position to such a reversal. If a wors-
ening of the external accounts forces a depreciation of the currency, there is a risk of
a further deterioration through financial outflows as arbitrage profits, dependent in
part on a high exchange rate, are eliminated. In these circumstances the Government
may find that it is losing ils control over key economic varjables such as exchange and
interest rates, and may also be confronted with a devastating loss of international
creditworthiness (p. 62).

[t went on to argue that such an outcome was probable unless steps were taken to avert it

The particular configuration of exchange rates, interest rates and stock prices under-
lying the recent surge in capital flows cannot be expected to last. An important part
of the arbitrage margins has been due to currency appreciations, particularly in Ar-
gentina and Mexico, which, if continued, would eventually lead to an external pay-
ments crisis as exports fall and trade deficits mount. [f, on the other hand, the cur-
rency appreciation is suddenly reversed, the arbitrage margin will disappear, possi-
bly triggering a sharp drop in short-term capital flows. Thus, the best strategy would
be to let nominal exchange rates slide gradually while controlling short-term capital
fMlows (p. 122).

In Argentina and Mexico growth is more fragile, and there is 8 much more serious
trade-off hetween stability and competitiveness, Currency appreciations, together
with trade liberalization and high interest rates, are undermining investment and ex-
port performance, resulting in large trade and current account deficits which may not
be sustained over the medium term. Even thouogh autonomous capital flows have so
far been more than enough te finance external deficits, these countries need to under-
take an external adjustment through higher investment and exports, 1 the opportuni-
ties for an expansionary adjustment are not exploited, deflationary adjustment may
eventually becaome unavoidable (p. 125).

In bath the countries cited, deflationary adjustment is now under way
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such a crisis has occurred in Latin America de-
spite fiscal equilibrium. The so-called Southern
Cone crisis of the late 1970s and early 1980s was
attributed to “fiscal deficits” and “government in-
tervention™ even though Chile had a budget sur-
plus and liberal trade and financial policies. In
short, the right lessons were not drawn from the
Southern Cone experience.

Instead of assessing the costs and benefits of
financial openness, there is once again a tendency
to seek post hoc ergo propter hoc explanations.
On one view the crisis occurred because there was
very little information and transparency about the
nature and magnitude of capital inflows; but that
itself was a natural accompaniment of the “hands-
off” philosophy towards external capital flows.
Equally, the argument that financial markets were
misinformed about the state of the Mexican
economy and consequently unduly optimistic about
its prospects has very little credibility. It reflects
a lack of understanding of how speculative bub-
bles build up and ‘investors’ can take very high
risks in return for quick, windfall profits and capi-
tal gains. There are many such episodes in both
the recent and the distant history of finance, in-
cluding the experience of the United States and of
Japan in the 1980s.

It has also been stated that Mexico should
have tightened monetary policy and raised interest
rates in 1994 when the peso came under pressure
and reserves were drained, so as to persuade fi-
nancial markets that Mexico remained committed
to a medium-term economic strategy. Timely and
pragmatic measures to discourage excessive in-
flows of liquid funds, and a realistic exchange rate
policy, rather than adjustments in macroeconomic

policy designed to accommodate and prolong the
surge, would have been the only sensible policy.
A policy of high interest rates would have helped
to stem the attack by deepening the imbalances and
hence postponing the crisis, only for it to come back
with greater force; for the underlying fundamen-
tals were wrong and the external financial posi-
tion was not sustainable.*

The crisis is also blamed on lack of transpar-
ency in macroeconomic policy, particularly in re-
spect of the state of public finances and the pace
of monetary expansion. But it is not clear how
greater transparency would have averted the build-
ing up of imbalances and the outbreak of the cri-
sis. Indeed, since the early 1990s, capital kept on
flowing into countries that had much larger
macroeconomic imbalances than Mexico. Brazil
received large sums in the course of 1993-1994
despite its very high inflation, sluggish growth,
large public deficits and rapid monetary expansion.
The mounting external deficits in Mexico were not
due to expansionary macroeconomic policy but,
rather, to premature and rapid trade and financial
liberalization and the use of the exchange rate for
quick disinflation which, via reduced tariffs and
appreciation, resulted in a surge of cheap imports
ahead of the establishment of a sound export base.
These policies were also popular because they al-
lowed private consumption to expand. As the presi-
dent of one of the top business associations is re-
ported to have remarked, the crisis occurred be-
cause of “the ‘excessively rapid’ opening of the
economy to external competition; the equally ‘ex-
cessive’ reliance on short-term, speculative capi-
tal; an also ‘excessive’ overvaluation of the peso;
electoral considerations which led to the avoidance
of opportune decisions.”

C. Stabilization, adjustment and macroeconomic fragility

The experience of Latin America in the past
decade shows that sustainable external and fiscal
positions are the most important conditions for
durable macroeconomic stability and growth. Most
stabilization efforts during the debt crisis were frus-
trated because Governments were unable to bring
a lasting solution to external or fiscal imbalances

or both. Although Bolivia’s and Chile’s sta-
bilization programmes implemented in the 1980s
succeeded and endured, these were exceptions. In
most cases stability lasted for only short periods
because fiscal and external adjustment relied too
heavily on cuts in government spending and im-
ports and not enough on increasing tax revenues
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and exports. On the other hand, the inability to
overcome the balance of payments constraint on
growth often restricted the scope for fiscal adjust-
ment and the preservation of price stability. As
discussed in TDR 1993, the situation changed dras-
tically in the early 1990s with the fall in interna-
tional interest rates and massive capital inflows.
While this allowed both external and fiscal con-
straints to be overcome, it also led to a build-up of
large current account imbalances.

1. Capital flows, exchange rates and
external imbalances

With the removal of the external constraint,
the destabilizing feedbacks prevailing in the 1980s
disappeared, and a virtuous circle of stability and
growth emerged. Greatly increased availability of
foreign currency allowed domestic absorption to
expand rapidly. Indeed, the reversal of capital in-
flows was so abrupt and significant that many
countries faced an over-abundant supply of for-
eign exchange, even though trade deficits widened
rapidly; during 1991-1993 net capital flows to
Latin America amounted to $166 billion (see table
17), while current account deficits totalled just un-
der $100 billion. Consequently, the region as a
whole accumulated international reserves and most
countries appreciated their currencies. This made
a major contribution to price stability both by pro-
viding an anchor to expectations and by keeping
down costs and prices. Falling inflation, together
with rising prices of assets, added to consumer
wealth, thereby raising aggregate demand and ac-
tivity.

The upturn was particularly marked in Ar-
gentina and (after 1992) in Peru. Mexico almost
doubled its growth rate from 1985-1990 to 1991-
1993, but the rate was still only 3 per cent in 1994
(table 17). More important, inflation slowed down
everywhere, most notably in Argentina, Peru,
Mexico and (after July 1994) Brazil; in Chile and
Colombia this result was achieved despite contin-
ued indexation. In the former group of countries
stabilization and disinflation were achieved through
the instrument of the exchange rate. In Chile and
Colombia, inflation had already been moderated
before the surge of capital inflows, but the cur-
rency appreciation associated with these flows con-
tributed to lowering inflation still further in the
1990s.

The dependence on capital inflows and cur-
rency appreciation has varied considerably as has
the impact of this process on external imbalances.
As discussed in previous issues of 7DR, only Chile
tried consistently to discourage short-term capital
flows, although some others (e.g. Brazil and Co-
lombia) also occasionally introduced measures to
slow them down. During 1991-1993 Mexico re-
ceived 45 per cent of net capital flows to Latin
America, Argentina 18 per cent, Brazil 12 per cent,
and Chile and Peru about 5 per cent each: these
five countries thus accounted for 85 per cent of
the total (table 17). Over the same period, foreign
exchange brought in by capital flows amounted to
as much as two thirds of total export earnings in
Peru and Mexico and over 50 per cent in Argen-
tina; in the other countries, they generally did not
exceed 20 per cent. In 1994 the net capital flow to
the region as a whole dropped, largely on account
of smaller flows to Argentina and Mexico and a
large outflow from Venezuela, but Brazil and Co-
lombia both had increases of almost 50 per cent
(see Part One, chapter II).

Currency appreciation has been typical of the
region throughout the 1990s, although there were
important differences among countries (table 18).
Mexico and Argentina have had the largest appre-
ciations. In Mexico, there was a major apprecia-
tion in 1988, one year after the stabilization pro-
gramme was launched, and the peso continued to
appreciate in real terms, first more slowly (until
1990) and subsequently faster. In Argentina, the
currency had already appreciated in real terms be-
fore its parity was fixed against the dollar under
the April 1991 Convertibility Plan. Chile and
Colombia entered the 1990s with relatively com-
petitive exchange rates; both currencies have since
appreciated less than the others, but in Colombia
appreciation accelerated in 1994, and Chile had to
revalue by 10 per cent only a few weeks before the
Mexican crisis.

In Brazil, there was a large appreciation in
1990 as a consequence of the Collor Plan for
stabilization. Subsequently, the real exchange rate
fell until 1993, Currency reform under the Real
Plan in July 1994 fixed the nominal exchange rate
for the new currency at parity with the dollar, sup-
porting it with very high interest rates. This led to
a nominal appreciation of about 15 per cent (with
the real rising to about 83 centavos to a dollar)
and, as prices continued to rise by 2-3 per cent per
month, a real appreciation of the currency by one
third in the second half of the year.
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Table 18

EXCHANGE RATES IN MAJOR LATIN AMERICAN COUNTRIES, 1986-1994

findex numbers, 1990= 100)

Country 1986-1990° 1991 1992 1993 1994 1994°
Real exchange rate®
Colombia 90.6 101.5 91.6 87.8 76.0 83.9
Chile 105.0 979 90.9 91.4 88.2 84.0
Mexico 179 90.5 83.4 78.7 81.8 69.4
Argentina 118.4 64.9 57.7 549 53.4 451
Brazil 132.2 115.7 126.6 126.3 103.2 78.1
Real effective exchange rate®
Colombia 87.5 101.0 89.5 83.3 76.3 87.2
Chile 96.6 98.9 94 .8 96.1 85.0 98.3
Mexico 115.8 911 83.8 78.8 80.3 69.3
Argentina 119.1 83.3 77.5 74.4 76.3 64.1
Brazil 133.8 118.5 126.5 111.3 96.2 71.9

Source:
(forthcoming UNCTAD Discussion Paper).

a Annual average.
b 1986-1990=100.

R. Frenkel, "Macroeconomic sustainability and development prospects: The Latin American performance inthe 1990s”

¢ Domestic currency per dollar, adjusted for changes in United States wholesale prices and deflated by the consumer

price index.

d Domestic currency per unit of foreign currency (weighted by the geographical distribution of exports).

The patterns of capital inflows and currency
appreciations are also fully reflected in current
account and trade balances. In the three countries
with the fastest appreciations (Argentina, Mexico
and Peru) current account deficits rose rapidly af-
ter 1990; in the first two countries, the deficits
continued to rise in 1994 when capital inflows fell
and reserves were drained. [n Chile and Colombia
the deficits were moderate, whereas in Brazil the
current account was more or less in balance in
1994. Brazil had a cumulative trade surplus of
about $40 billion during 1991-1993, and another
$11 billion in 1994, despite the import boom in the
second half of the year. The cumulative trade defi-
cits of Mexico and Argentina together exceeded
$100 billion over 1991-1994. For Latin America
as a whole the trade balance swung from a surplus
of $27 billion in 1990 to a deficit of about $19
billion in 1994; excluding Brazil, the swing was
from a surplus of about $19 billion to a deficit of
$30 billion.

The deterioration of current account and trade
balances has been due to an unprecedented import
boom. During 1991-1994, for the region as a
whole, exports rose in value at an annual rate of 6
per cent, while imports rose annually by 16 per
cent. While there was little change in export per-
formance, the annual average growth rate of im-
ports during that period exceeded that of the sec-
ond half of the 1980s by more than one half. One
of the few countries that had a tangible improve-
ment in export earnings during the 1990s was Bra-
zil. Import growth was also moderate in that coun-
try, reflecting the influence of a relatively stable
real exchange rate and gradual trade liberalization.
In Chile, too, where trade had already been liber-
alized in the 1970s, trade performance was some-
what better than the regional average. In Colom-
bia, where the currency appreciated moderately,
the import surge was mainly due to liberalization.
Sharp increases in the prices of copper (19 per cent)
and coffee (94 per cent) in 1994 made an impor-
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tant contribution to the rapid expansion of export
earnings in Chile and Colombia, respectively.
Mexico had already started the decade with a large
trade deficit due to liberalization; export growth
subsequently accelerated a little but the trade defi-
cit continued to widen as imports were sustained
by capital inflows and currency appreciation. In
Argentina, where trade had been liberalized in a
‘big bang’ during the Convertibility Plan, the ini-
tial large trade surplus disappeared rapidly, as
imports surged and export growth was halved.

These developments are all reflected in a sharp
increase in the external fragility of the region, as
measured by the ratio of current account deficits
to exports of goods and services. Relating the defi-
cits to exports, rather than to GDP, provides a bet-
ter indicator, because such a ratio is not influenced
by exchange rates and domestic relative prices. It
shows how much exports would need to rise in or-
der to close the external gap, should there be a halt
to net capital inflows. For Latin America as a
whole, an increase of 2.5 per cent in exports would
have been sufficient to close this gap in 1990; by
1994, this figure had risen to around 25 per cent.
Clearly, vulnerability to reversal of capital flows
was much greater in Argentina, Mexico and Peru,
where the corresponding figure for 1994 was above
50 per cent.

2. Productivity and competitiveness

An important objective of structural adjust-
ment reforms was to boost efficiency and produc-
tivity in tradeable goods sectors. It was expected
that faster productivity growth, as well as lower
tariffs and taxes, would offset the adverse effects
on competitiveness of any appreciation of the cur-
rency that might occur as a result of capital in-
flows, and that with increased competitiveness ex-
ports would become the driving force of the
economy. Labour productivity did increase con-
siderably in Mexico and Argentina, but not enough
to offset the currency appreciation. Moreover,
productivity growth has generally been associated
with labour shedding, cost cutting and downsizing,
rather than expansion.

Table 19 compares the trend of productivity,
employment and competitiveness in Mexico and
Argentina since the years preceding the pegging of
the nominal exchange rate (1988 in Mexico and
1991 in Argentina). The first two columns of the

table show the evolution of real per capita GDP
and of wages (in constant dollars) in manufactur-
ing. Although inflation was on a downward trend
in both countries after the exchange rate was
pegged, it remained liigher than in the United
States. As depreciation of the nominal exchange
rate was kept low (zero in Argentina), the real ex-
change rate tended to appreciate. Although nomi-
nal wages lagged behind consumer prices in Ar-
gentina - i.e. real wages fell somewhat - they rose
significantly in dollar terms. In Mexico nominal
wages grew even faster than consumer prices, and
dollar wages rose faster than the real exchange rate.

Since the wage index is a proxy for the move-
ment of the prices of non-tradeables, these trends
implied a considerable shift in relative prices in
favour of non-tradeable goods and services. The
table shows that real dollar wages in manufactur-
ing increased in both countries substantially more
than productivity measured by real per capita GDP,
thus leading to a deterioration in international com-
petitiveness.

Table 19 also shows to what extent the in-
creases in dollar wages in manufacturing were off-
set by increased productivity. In Mexico, labour
productivity in manufacturing rose by 35 per cent
from 1987 to 1993, while employment contracted
by about 8 per cent. Argentina had the same de-
cline in manufacturing employment, and a slightly
larger rise in labour productivity (about 37 per
cent); thus, the annual productivity growth was 5
per cent in Mexico (since 1987) and 11 per cent in
Argentina (since 1990). However, it was insuffi-
cient to compensate for the rise in labour costs in
dollar terms due to currency appreciations; unit
labour costs in constant dollars rose in both coun-
tries, very much more in Mexico than in Argen-
tina.

Trade liberalization and tariff reductions, to-
gether with currency appreciation, forced manu-
facturing firms to seek ways of improving produc-
tivity in order to survive. However, the improve-
ments made have not been through increased in-
vestment and capacity creation (see section D be-
low). In Argentina, where investment in machin-
ery and equipment and industrial structures was
weak, labour shedding was twice as fast as in
Mexico, and manufacturing employment fell by 2.8
per cent per annum. Manufacturing output never-
theless rose, thanks to the existence of consider-
able underutilized capacity; manufacturing output
in 1990 was some 13 per cent below the 1980 level,
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Table 19

PRODUCTIVITY, EMPLOYMENT AND COMPETITIVENESS IN MANUFACTURING IN MEXICO
AND ARGENTINA

fIndex numbers)

Mexico
(1987 =100)
Real GDP Real Labour

Year per capita wages® Employment productivity Competitiveness®
1988 99.2 123.8 100.0 103.2 119.9
1989 100.6 142.2 102.1 108.3 1313
1990 103.0 156.8 102.2 114.9 136.5
1991 104.7 189.2 100.5 121.5 155.7
1992 105.4 2321 96.6 129.3 179.5
1993 103.9 266.5 91.8 135.0 197.4

Argentina

{1990=100)
1991 1071 121.5 95.5 117.2 103.7
1992 114.5 138.1 946 127.0 108.7
1993 119.4 147.0 917 136.9 107.4

Source: As fortable 18

a Average dollar earnings in manufacturing, deflated by the United States index of wholesale prices

b Unit labour costs, in terms of dollars at constant prices.

and despite the impressive performance thereafter,
in 1993 output was still only 10 per cent higher
than in 1980. Better capacity utilization itself raised
productivity: the biggest increase in productivity
was in 1991 (over 17 per cent), when manufactur-
ing output rose by almost 12 per cent; subsequently,
the rate of productivity growth was halved and
continued to fall throughout 1993 as the pace of
expansion of manufacturing output declined, first
to 7 per cent and then to 4.5 per cent. The per-
formance of manufacturing exports was not im-
pressive: while output in the sector increased by
almost 7 per cent per annum during 1990-1993,
manufacturing exports (at current prices) rose by
5.5 per cent. Indeed in some key areas, such as
the car industry, output growth was due almost
entirely to increased domestic demand, and higher
productivity resulted from greater utilization of ca-

pacity, rather than “efficiency gains” brought about
by exports.

In Mexico, by contrast, where loss of com-
petitiveness was greater, and productivity
growth slower and steadier, manufacturing ex-
ports rose by over 25 per cent per annum dur-
ing 1987-1993, compared to an increase in
manufacturing output of less than 4 per cent per
annum. This disparity between output and ex-
port performance appears to be due to a general
import desubstitution which held back manufac-
turing output as a whole, coexisting with in-
creased exports from a small number of sectors,
particularly the automotive industry and sectors
assembling parts and components, such as elec-
trical machinery and electronic equipment.
However, export success in these areas reflected
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the heavy investment made before the 1990s,
rather than “efficiency gains” from policy
changes.®

3. Fiscal adjustment and fragility

The 1990s have seen serious efforts by a
number of Latin American countries, especially
Argentina, to reduce budget deficits through radi-
cal tax reforms. Indeed, with the exception of Bra-
zil, in all the major economies the government
budget has been in balance or surplus in recent
years; and even Brazil, which had very high infla-
tion in most of the period, had an operational non-
financial public sector deficit (i.e. a deficit exclud-
ing the nominal part of interest payments) only in
1992. Nevertheless, the removal of the external
constraint has also made a major contribution to
fiscal consolidation in a number ways, particularly
in Mexico and Argentina. Both countries had
started the decade with relatively high fiscal defi-
cits; their subsequent fiscal adjustment occurred
simultaneously with the surge in capital inflows
and deterioration in external balances.

Chile and Colombia, by contrast, had already
attained fiscal equilibrium before the turn of the
decade, and their fiscal balances have been much
less influenced by capital flows. In both countries
fiscal deficits diminished throughout the second
half of the 1980s, in large part due to higher rev-
enues from their traditional exports (copper in Chile
and coffee and oil in Colombia). In Colombia tax
revenues also rose thanks to the introduction of a
value added tax (VAT). In the 1990s fiscal con-
solidation continued in Colombia, where the tax
base was broadened, while in Chile the newly
elected Government responded to the social pres-
sures accumulated during the earlier military re-
gime by raising new revenues to finance additional
spending, rather than resorting to deficit financ-
ing. In Chile public investment was raised in the
1980s while deficits were reduced. In Colombia
there was a fall in public investment, but this was
due to the completion of large infrastructure and
energy projects initiated in the late 1970s. Unlike
Chile and most other countries in the region, pri-
vatization has played virtually no role in the Co-
lombian fiscal adjustment. There were increased
pressures to generate a large fiscal surplus when,
by pushing up interest rates, sterilization became
self-defeating, but the authorities preferred to regu-
late capital inflows instead.

Both Mexico and Argentina leaned heavily on
public investment in order to cut budget deficits:
during 1988-1992 public investment averaged 4.7
per cent of GDP in Mexico and 4.1 per cent in
Argentina (2.2 per cent in 1992), about half the
levels of the early 1980s.” On the other hand, both
countries have engaged in extensive privatization.
In Mexico revenues from the sale of public assets
reached about 3 per cent of GDP in 1991 and 1992,
and were used primarily to reduce the stock of debt
rather than to finance deficits. In Argentina, by
contrast, they were used primarily to finance cur-
rent expenditure: during 1990-1993 revenues from
privatization reached $11 billion; they accounted
for the entire primary budget surplus in 1991 and
more than one half in 1992. Furthermore, in both
countries an important part of the decline in the
public sector borrowing requirement (PSBR) has
been due to reduced interest payments, both at home
and abroad. In Mexico, domestic interest payments
fell from 13.3 per cent of GDP in 1988 to 3.4 per
cent in 1991 and external payments from 3.6 per
cent to 2.0 per cent.® In Argentina, declines in
interest payments abroad were more important,
although the liquidation of an important part of
the domestic debt during the high inflation years
was also helpful.

A number of factors contributed to reduced
debt servicing. First, the Brady agreements pro-
vided some relief on external debt; Mexico’s inter-
nal debt was also reduced by privatization pro-
ceeds, from 29 per cent of GDP in 1988 to 21 per
cent in 1993.° Second, lower dollar interest rates
also made an important contribution. Third, in
contrast to the 1980s, when currency depreciations
contributed much to “macroeconomic disorder” by
enlarging the budget deficits,'* appreciations re-
duced the real domestic currency value of foreign
debt servicing. Finally, rapidly reduced inflation
resulted in a sharp reduction in interest rates and
financial deficits, particular in Mexico.
Disinflation also helped fiscal adjustment by rais-
ing the real value of tax revenues, particularly in
Argentina, where in a climate of rapid inflation lags
in collection had constantly reduced the purchas-
ing power of the revenues.

Even allowing for the decline in the stock of
debt, Mexico, on the eve of the financial crisis,
was fiscally much more vulnerable to devaluations,
an acceleration of inflation and interest rate hikes
than Colombia and Chile. Argentina’s fiscal posi-
tion was also fragile: the maintenance of the pe-
so’s parity with the dollar would have required con-
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siderable deflation of the economy, which would
have reduced tax revenues quite significantly.

Brazil inherited a large fiscal deficit from the
1980s due to populist policies and inconsistencies
between external and fiscal adjustment. Attempts
to sterilize capital flows added further to budget
deficits in the early 1990s."" Thus, until mid-1994,
in spite of a very different macroeconomic situa-

tion, capital inflows posed the same kind of prob-
lems for fiscal and monetary policies in Brazil as
in Chile and Colombia. The Real Plan introduced
tax reforms which, together with the fall in infla-
tion and the recovery of activity, brought about
important increases in revenue. Even so, the fis-
cal position remains fragile and further reforms are
needed.

D. Capital flows, savings and investment

The coincidence of a consolidation of fiscal
balances with worsening external balances implied
an increased gap between private savings and pri-
vate investment. According to the so-called
Lawson doctrine, a current account deficit gener-
ated by private sector borrowing is not a matter
for concern. This may indeed be so when the bor-
rowing is used to finance investment. However, in
Latin America, the increase in capital flows has
been used for private consumption. For that rea-
son - and contrary to expectations underlying the
structural reforms - reducing the size of the public
sector and eliminating budget deficits failed to
“crowd in” private investment.

On the basis of IMF data for a sample of Latin
American countries, it can be estimated that the
contribution of the external sector to capital accu-
mulation’was negative during the second half of
the 1980s when these countries were virtually cut
off from international capital markets (see table
20). During 1990-1992 it was positive. Compar-
ing the averages for these two periods, there was
an increase in external savings amounting to 3 per
cent of GDP (for the six countries in the sample),
but gross domestic investment fell by 0.6 percent-
age points of GDP. Thus, the decline in domestic
savings was so steep that the increase in net capi-
tal inflows was not enough to maintain the invest-
ment rate.'? Indeed, as the data on savings in table
21 show, in Latin America average savings as a
proportion of GDP declined from 23.5 per cent to
19.3 per cent between 1983/90 and 1991/93 while
investment stagnated. This stands in sharp contrast
with the experience of East Asian NIEs, which had

exactly the same swing in capital inflows between
the two periods. In the seven economies distin-
guished in table 20, external savings increased by
3 per cent of GDP while investment rose by 4 per-
centage points. In other words, as can also be seen
from table 21, in Asia the increase in capital in-
flows has been associated with an increase, not a
decrease, in domestic savings.

The contrast in investment performance be-
tween Asia and Latin America is also reflected in
the differences in the types of capital inflow. As
can be seen from table 21, during 1991-1993 close
to 70 per cent of the total capital flow to Asian
NIEs was in the form of FDI, a proportion which
was twice as high as for Latin America. Further-
more, much of the flow of FDI to the latter region
involved the purchase of existing assets through
privatization and debt-equity swaps, rather than
investment in new capacity.

There were also important differences among
the Latin American countries with respect to the
relationship between capital inflows and investment
(see table 20). In Chile there was arelatively steep
increase in the investment ratio in 1990-1992, com-
pared with 1984-1989, though the swing was
smaller than for the capital account, only half of
the increase in capital inflows being translated into
new investment. At the other end of the spectrum
were Peru and Argentina, where investment fell by
3 per cent of GDP despite sharp increases in net
capital inflows. In Mexico, there was some in-
crease in investment, but the swing was far smaller
than in the capital account: more than three quar-
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Table 20

Trade and Development Report, 1995

INFLOW OF FOREIGN CAPITAL AND GROSS DOMESTIC INVESTMENT IN SELECTED LATIN
AMERICAN COUNTRIES AND ASIAN DEVELOPING COUNTRIES,
1984-1989 AND 1990-1992

{Percentage of GDPJ

Capital account Gross domestic
balance® Increase investment Increase
1984- 1990 1984- 1990
1989 1992 1989 1992
(2H-1)= (5)-14) =
Region/country (1) (2) (3) (4) (5) (6)
Latin America
Colombia 2.0 1.0 -1.0 19.7 17.7 -2.0
Chile -1.7 5.9 7.6 16.0 201 41
Peru -5.3 -0.3 5.0 19.4 16.4 -3.0
Argentina -1.6 2.2 3.8 18.1 151 -3.0
Mexico -04 6.2 6.6 20.1 21.7 1.6
Brazil -2.3 -0.3 2.0 17.2 15.8 -1.4
Average of 6 countries -1.6 1.4 30 184 17.8 -0.6
Asia
Indonesia 2.2 5.0 2.8 23.8 254 1.6
Republic of Korea -2.0 1.3 33 28.9 36.3 7.4
Malaysia -0.4 8.7 9.1 26.0 32.8 6.8
Philippines -3.8 1.9 5.7 18.3 20.8 2.5
Singapore 50 3.3 1.7 38.9 39.0 0.9
Taiwan province of China 0.1 -4.9 -5.0 19.3 227 34
Thailand 42 11.0 6.8 21.8 28.2 6.4
Average of 7 countries 08 38 30 2563 29.3 4.0

Source: UNCTAD secretariat calculations, based on data of IMF, and G.A Calvo, “The management of capital flows: domestic
policy and international cooperation”, /nternational Monetary and Financial Issues for the 1990s, Vol. |V - The International
Monetary and Financial System: Developing Country Perspectives (UNCTAD/GID/G24/4), New York, 1994.

a Including errors and omissions.

ters of the increased net capital inflows went into
consumption. Despite the increase in external sav-
ings, Brazil also experienced declines in invest-
ment, during a deep and prolonged recession in the
early 1990s.

An analysis of the contributions of various
components of demand to GDP growth also shows
that demand growth in Latin America in the 1990s
has been driven by private consumption, rather than
investment and exports (see table 22). In none of
the 5 countries did the contribution of investment
spending to GDP growth exceed that of private
consumption. In Argentina and Mexico, for in-
stance, increased consumption spending added

twice as much to demand growth as gross invest-
ment.

Increased private consumption was an impor-
tant feature of rapid stabilization programmes
based on currency appreciation, and it is not sur-
prising to find that consumption rose most where
stabilization was most rapid (i.e. in Argentina).
The relationship, which was also evident during
the “cruzado” and “austral” episodes in Brazil and

Argentina in the mid-1980s, respectively, and, more
recently, in the course of Brazil’s Real Plan, stems
from the instantapeous elimination of the inflation
tax and remonetization of the economy. The surge
in imports stemmed partly from the growth of de-
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Table 21
COMPARATIVE SAVINGS, INVESTMENT AND FDI IN ASIAN NIEs AND LATIN AMERICA?
1975-1982 1983-1990 1991-1993
Savings (per cent of GDP)
Asia 28.1 30.8 33.1
Latin America 22.9 23.5 19.3
Gross investment (per cent of GDP)
Asia 28.1 29.3 346
Latin America 23.5 19.8 20.0
Net flow of FDI ($ billion per annum)
Asia® 21 8.3 37.9°
Latin America 4.4 5.9 16.5¢
Net FDI as a percentage of total capital inflows
Asia® 16.7 50.6 69.0°
Latin America 19.8 98.0 34.9¢

Source:
Papers, No. 44, May 1995, tables1, 4-6.

UNCTAD secretariat calculations, based on P Turner, “Capital flows in Latin America: A new phase”, B/S Economic

a Data relate to 10 countries in Latin America (Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, Mexico, Peru, Uruguay
and Venezuela) and 7 countries in Asia (Hong Kong, Indonesia, Malaysia, Republic of Korea, Singapore, Taiwan province

of China and Thailand).
b Excluding Hong Kong
¢ 1991-1994.

mand. However, it was mostly due to the com-
bined impact of currency appreciations and tariff
reductions, particularly in Argentina and Mexico,
where net exports made a large negative contribu-
tion to growth (see table 22).

Output cannot, of course, be sustained only
on the basis of consumption; capacity, too, needs
to be enlarged, if output is to continue expanding.
The ratios in table 23 of gross fixed investment to
GDP at constant prices provide an indication of
the annual additions to capital stock. They reflect
not only the proportion of current GDP spent on
capital accumulation, but also changes in prices
of capital goods relative to those of goods and serv-
ices that comprise GDP; it is these relative prices
which determine the extent to which investment
spending adds to productive capacity. Since the
import content of investment is generally high in
developing countries, the relative prices of capital
goods are greatly influenced by changes in the real
exchange rate and in tariffs. Because of such

changes, these relative prices showed a rising trend
in the 1980s and a declining one thereafter. In the
1990s the fall has been especially marked in Co-
lombia, Argentina and Mexico, and has thus served
to increase the amount of real investment that can
be financed by a given amount of savings, thereby
offsetting part of the decline in the share of GDP
spent on capital goods."* However, despite the de-
cline in the relative prices of capital goods, real
investment rates in the 1990s have been unimpres-
sive. In Colombia and Chile they are back to their
historical levels. In Mexico, Argentina and Bra-
zil, they are not much higher than in the 1980s,
when savings were drained by debt service abroad.

Not all components of investment have be-
haved in this average fashion. In 1992, for seven
Latin American countries taken together, GDP was
21 per cent higher than in 1981 (the previous peak),
but total investment was still 8.2 per cent lower.
However, investment in residential construction
was 27.4 per cent higher, while in machinery and
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Table 22

COMPONENTS OF GDP GROWTH FROM 1991 TO 1993 IN MAJOR LATIN AMERICAN
COUNTRIES

(Percentage volume change)®

Consumption Gross fixed Net exports GDP
Country Private Government investment
Colombia 1.7 1.0 1.6 -0.9 3.4
Chile 32 04 23 1.1 7.0
Argentina 7.3° 38 -3.2 7.9
Mexico 22 0.3 1.2 -14 23
Brazil 1.0 0.0 0.6 1.6

Source: As fortable 17
a Annual average
b Including government consumption

equipment it was 10.6 per cent lower and in non-
residential construction 24.2 per cent lower (see
table 24). Furthermore, national accounts data
show that investment in infrastructure was even
weaker than non-residential construction as a
whole. In short, the recovery of investment in the
early 1990s was primarily in residential construc-
tion - something that does not add to the capacity
to produce tradeable goods.

For the same group of countries the share of
net investment in GDP dropped from 11.5 per cent
in 1980 to a mere 4.6 per cent in 1992, without
taking into account the additional depreciation of
the capital stock in the tradeables sector, particu-
larly of machinery and equipment, caused by trade
liberalization.' Similarly, net investment in ma-
chinery and equipment declined from 2.6 per cent
of GDP in 1980 to 0.4 per cent in 1992, and the
corresponding figures for non-residential construc-
tion show a fall from 5.8 per cent to a mere 1.7 per
cent. On the other hand, net investment in resi-
dential construction as a proportion of GDP re-
mained much the same.

Upto 1992 Argentina registered the small-
est investment ratio among the countries for
which data are available: most of the recovery
in investment in the early 1990s has been ac-
counted for by recently privatized enterprises,
which are mostly in services and other non-
tradeables sectors; yet by 1992 net investment

was negative or close to zero for all three invest-
ment components. Mexico’s net investment, which
reached a peak of 11.9 per cent of GDP in 1980,
fell throughout most of the 1980s, to 3.2 per cent
in 1987; it then began to recover, reaching 6.2 per
cent in 1992; however, in that year most of it was
in residential construction, with net investment in
machinery and equipment absorbing only 2 per cent
of GDP, and no net investment in non-residential
construction. In Brazil, net investment reached
16.4 per cent of GDP in 1975 (about double the
level of most other countries in the region, and
about one third higher than in Mexico), falling to
amere 4.3 per cent in 1992. The fall was particu-
larly steep for machinery and equipment (from 4.3
per cent of GDP to -1 per cent) and in non-resi-
dential construction, where there was a decline of
similar size; however, the decline in residential
construction was much more moderate. By con-
trast, in Chile the recovery of investment after the
debt crisis was led by machinery and equipment,
followed by non-residential and finally residential
construction; after falling from 4.8 per cent of GDP
to 0.6 per cent from 1980 to 1983, total net invest-
ment increased to 6.4 per cent in 1992,

A combination of strong recovery in residen-
tial investment and continued weak investment in
machinery, equipment and infrastructure is not a
recipe for making domestically financed private
investment in tradeable goods and services the new
engine of growth in Latin America. But this com-
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Table 23

INVESTMENT RATIOS IN MAJOR LATIN AMERICAN COUNTRIES, 1970-1993

{Percentage of GDP at constant 1980 prices)

Country 1970 1980 1982 1985 1989 1990 1991 1992 1993
Colombia 19.8 191 22.0 16.7 15.6 14.9 13.3 179 217
Chile 178 21.0 12.6 13.9 20.0 18.8 17.4 19.5 20.8
Mexico 22.2 27.2 21.8 18.3 17.8 18.9 19.6 21.8 21.0
Argentina 238 251 19.2 16.0 14.8 133 15.3 18.5 19.8
Brazil 20.7 23.3 19.1 18.3 16.0 14.9 14 4 13.2 13.9

Source: As fortable 18.

bination was no accident; it was the result of the
policies adopted. The same factors that attracted
liquid capital - namely currency appreciations, high
interest rates, and cheap privatization - also de-
terred long-term investment, particularly in traded
goods sectors.

Another important impediment to investment
has been growing uncertainty in the economic en-
vironment, a legacy of the debt crisis of the 1980s,
which generated an extended period of macroeco-
nomic instability, causing lasting mutations at the
microeconomic level that were prejudicial to in-
vestment and growth. Price signals became con-
fusing because of rapid inflation and fluctuations
in its rate, and because some key relative prices,
in particular the real exchange rate and real wages,
underwent large and abrupt swings. More-over,
economic activity as a whole also fluctuated widely,
as a result of external and policy shocks. These
factors also led to frequent and abrupt changes in
the liquidity and financial position of firms and
households; especially important were the trans-
fers of wealth induced by unexpected maxi-devalu-
ations and accelerating rates of inflation.

The policies pursued after the debt crisis suc-
ceeded in reducing inflation, but have themselves
undermined long-term investment by creating con-
ditions that favoured investing funds in liquid fi-
nancial assets rather than in physical assets for the
productive sector. Sharp swings in interest rates
and asset prices have not only opened up large
profit opportunities from buying and selling exist-

ing assets, but have also shortened the planning
horizon of enterprises, particularly in traded goods,
by creating uncertainties over the long-term move-
ment of relative prices that determine the return
on investment, particularly the real interest rate and
the real exchange rate; the preference for liquid
assets and the advantages of keeping investment
“options” open have thus increased substantially.
In other words, short-term profit opportunities on
financial operations, together with the increased
riskiness associated with future cash flows, have
seriously depressed investment in long-term,
illiquid assets in manufacturing, including both
machinery and equipment and business structures.'
By contrast, investment in residential construction,
which carries much greater liquidity because there
are well organized real estate markets, has in-
creased rapidly due to a speculative boom, facili-
tated also by easier access to credit.

Finally, the public sector has, in general, been
investing very little in the infrastructure needed to
develop the new tradeable activities required by
the new structure of comparative advantages. As
also noted by the World Bank, investment in infra-
structure was seriously neglected during most of
the 1980s and has continued to be neglected. 1t
has estimated that Latin America will need annual
investment in infrastructure in the next five years
of about 4 per cent of GDP.'* In Brazil and Ar-
gentina, such investment is only half this size, in-
cluding privately financed investment.'” All this
obviously does not augur well for the long-term
economic performance of Latin America.'®
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Table 24
REAL GDP AND GROSS FIXED INVESTMENT IN LATIN AMERICA?, 1985-1992
{index numbers, 1981 = 100/
1985 1989 1990 1991 1992
GDP 103.9 114.2 114.8 118.4 121.2
investment in:
Machinery and equipment 67.4 74.4 76.2 82.1 89.4
Non-residential construction 77.3 81.9 76.0 73.7 75.8
Residential construction 94.3 105.4 108.5 116.2 127.4

Source: A.Hofman, "Capital stock estimates in Latin America’, Cambridge Journal of Economics (forthcoming issue).
a Argentina, Brazil, Chile, Colombia, Ecuador, Mexico and Venezuela.

b Derived from data in constant 1980 prices.

E. Prospects

The preceding discussion shows that the con-
sequences of the sharp reversal in capital flows
and the emergence of the external constraint on
macroeconomic stability vary widely among coun-
tries of the region. The three largest economies,
accounting for almost three quarters of regional
output, all face serious adjustment problems. Nev-
ertheless, the type of adjustment needed, the trade-
offs faced and the policy options are not always
identical.

Both Argentina and Mexico have had to em-
bark on a sizeable external adjustment process: the
question is whether they can succeed without re-
kindling inflation or going into a deep and pro-
longed recession. Sharp currency devaluation in
Mexico facilitates balance of payments adjustment,
but endangers price stability. By contrast, the main
question for Argentina is how much unemployment
will be needed to improve competitiveness, given
that it has excluded the possibility of using what is
normally the most potent instrument of policy to
that end, namely the exchange rate, and whether
such a level of unemployment will be politically
acceptable.

The immediate problem in the aftermath of
the December 1994 devaluation in Mexico was how
to stabilize the country’s reserves and the peso.
Thanks to an unprecedented international rescue
package and the monetary measures taken, these
objectives have been accomplished, with the peso
falling to less than half its previous value. The
fact that stock prices, yields on government debt
and the exchange rate of the peso have been stabi-
lized, and the emergence of a trade surplus in the
first quarter of 1995, have caused official circles,
in Mexico and abroad, to regard the crisis as vir-
tually over. However, current projections for 1995
are for a decline in output of around 5 per cent;
this is greater than the decline that followed the
debt crisis in 1982. Although the manufacturing
sector is currently working at about 40 per cent
capacity, inflation can be expected to be as high as
70 per cent.'" Export growth has been quite strong,
but much of it originates in highly import-inten-
sive assembly plants that have little backward link-
ages with the rest of the economy; increased ex-
ports are associated with a falling level of indus-
trial production,®® and imports have fallen little
despite the sharp contraction of economic activity
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and devaluation of the peso. For these reasons,
and because of the slowdown in the United States,
it is most unlikely that the planned reduction in the
current account deficit from $25 billion to $2 bil-
lion will be achieved without large import cuts.

The large stock of dollar or dollar-denomi-
nated debt incurred by households and financial
and non-financial corporations during the last few
years has greatly compounded the deflationary
consequences of the devaluation. The increase in
the peso value of these liabilities, the sharp de-
cline in the prices of assets, including equities and
real estate, together with the fourfold increase in
interest rates, could result in a debt-deflation-cum-
recession process as serious as that experienced in
the United States and Japan in the late 1980s and
early 1990s. Indeed, the banking system’s bad
loans have been mounting rapidly, with mortgages
accounting for 25 per cent of the total. There is a
real danger of a private sector debt crisis and wide-
spread bank failures; early in the year the Govern-
ment secured a credit line of $3.2 billion from the
World Bank and $2 billion from the Inter-Ameri-
can Development Bank to help overcome possible
banking problems. Already in June 1995, one of
the largest banks had to be taken over by the Gov-
ernment. As discussed in TDR 1992 and TDR
1993, such a process tends to produce drastic cuts
in spending and impairs both the ability and the
willingness of banks to lend, thereby prolonging
the recession untii balance sheets are restored.

In the United States overcoming debt defla-
tion was greatly facilitated by monetary expansion
and lower interest rates. However, since Mexico
faces not only a balance sheet adjustment, but also
an external adjustment, monetary policy is expected
to remain very tight until inflation is brought un-
der control and confidence restored. As already
noted, the rapid increase of inflation and of nomi-
nal and real interest rates will add considerably to
the interest burden on government domestic debt.
The yields on tesebonos (dollar-indexed govern-
ment securities held primarily by non-residents)
shot up to 20 per cent early in the year. On the
other hand, the decline of the peso is expected to
cause additional interest payments on external debt
of an amount equivalent to 1.4 per cent of GDP in
1995.%" In January-March 1995, interest payments
by the non-financial public sector grew in real terms
(i.e. after deflation by the consumer price index)
by 44.5 per cent compared to the same quarter of
1994.22 Tax revenues also fell by 13 per cent in
the first quarter. The Government is trying not

only to offset the budget deficits triggered by “stag-
flation”, but also to generate the savings needed to
close the current account deficit: thus it raised the
VAT rate by 50 per cent, increased the prices of
public goods and services, and announced a plan
to cut public spending by 10 per cent. Given that
there are already strong contractionary influences
stemming from debt deflation, the very tight mon-
etary and fiscal policies in place may well result in
a deflationary overkill (if they have not already
done so).

Contraction of economic activity also depends
on what happens to inflation. High interest rates,
by adding to costs, can make it difficult to reduce
inflation. [f, on the other hand, a tendency for a
wage-price spiral emerges, recession may be deeper
and longer as the Government tries to overcome it
by cutting demand further. That is why another
“pact” was sought; but it is not easy to ask for
further sacrifices after so many years of “adjust-
ment” based on retrenchment, particularly from
those who gained nothing from the earlier boom.
Nevertheless, success may bring with it the temp-
tation to repeat the story. Policy credibility de-
pends, more than ever, on receiving a vote of confi-
dence from financial markets in the form of a recov-
ery of asset prices and the continued stability of the
peso - i.e. on the restoration of capital flows. The
possibility of this happening cannot be dismissed, for
the current situation of very low dollar prices for
physical assets ranging from hotels to banks, from
“fast food chains, clothes stores, video outlets” to
property again presents highly attractive opportuni-
ties for windfall profits.? I[f the exchange rate can
be held at the target level of 6-6.5 pesos to the dollar
and inflation turns out to be 70 per cent, the real ex-
change rate will have returned to its previous level
within a year. If interest rates track the inflation rate,
there will be considerable profit opportunities in the
market for liquid funds, particularly since prospects
are for lower United States interest rates. The more
the Government succeeds in stabilizing the peso and
thus gaining the financial markets’ confidence, the
more there will be opportunities for short-term prof-
its. Under these circumstances, a bandwagon may
emerge once more - unless controls are introduced to
limit capital inflows.

Even if the necessary adjustment is made in
an orderly way, through a combination of import
cuts and export expansion, and inflation is brought
under control, the question is how to restore growth
without coming up against the payments constraint
and rekindling inflation through successive devalu-
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ations. Achieving this objective depends, of course,
on the level of capital inflows that may be sus-
tained over the medium term. But it also depends
crucially on the ability of industry to sustain an
export expansion that can match the rise in im-
ports that is bound to occur; there is almost no
scope to use trade policy measures to curb imports.
Sustained export expansion will not be possible
without a significant increase in investment.

The situation also poses difficult challenges
for economic policy making in Argentina. A trade
surplus was achieved during the first quarter of
1995, as a result of high prices for commodity ex-
ports and substantially increased exports to Bra-
zil; in that period, almost one half of Argentina’s
exports were to Brazil. Nevertheless, GDP in 1995
is not expected to rise, after an impressive growth
of 6 per cent in both 1993 and 1994. Inflation,
having fallen to under 4 per cent in 1994, acceler-
ated in the early months of 1995. Its future course
will depend on the tightness of policy; it will be
lower the greater the contraction of the economy.

As in Mexico, the Government is trying to
generate the savings needed to close the current
account deficit, but there are difficulties. Accord-
ing to the Minister of Finance, the adverse fiscal
effects on the country of the Mexican financial
crisis amounted to $4,550 million (some 1.8 per
cent of GNP), made up of §3,750 million due to
losses from anticipated tax revenues, $500 million
due to increases in interest rates, and $300 million
due to revenues forgone from privatization.* With
the slowdown of the economy, receipts from VAT
in April 1995 were 11 per cent lower than in the
same month of 1994, despite the increase in rates,
and fiscal revenues were down in every month ex-
cept February. The Government is finding it diffi-
culi to meet the fiscal target agreed with IMF (i.e.
a surplus of $4.4 billion).

Moreover, the banking system is confronted
by a number of problems. The financial sector is
always the most fragile element in a deflationary
adjustment, and Argentina is no exception. Bank
deposits were drained early in the year, and the
Government introduced deposit guarantees to re-
store confidence - a move which was widely inter-
preted as a retreat from free-market philosophy.
However, dollar-denominated deposits, particularly
those which were fixed-term, continued to fall.
Moreover, the deposit insurance fund does not ap-
pear to be sufficiently large to meet all claims in
the event of another run. According to the Presi-

dent of the Central Bank, early this year “between
25 per cent and 30 per cent of the country’s depos-
its were held in insolvent banks”.?* The Govern-
ment has secured $1 billion from the World Bank
and the Inter-American Development Bank, and a
credit line of $1 billion from BIS (against a collat-
eral of the public shares in the oil company YPC)
to help overcome banking insolvency. The current
difficulties are expected to give rise to widespread
mergers and closures before the end of the year;
even so, a serious banking crisis cannot be entirely
ruled out.

If confidence cannot be restored and deposits
do not return to the banking system, the mainte-
nance of the parity would require further tighten-
ing of monetary policy and another hike in interest
rates. These could well result a deflationary over-
kill, with social and political consequences. By
contrast, a massive return of deposits to banks
would enable the pace of external adjustment to
slow down; but competitiveness could remain in-
sufficient to avoid future crises of confidence.

In short, Argentina, with its fixed exchange
rate, faces a number of policy dilemmas in making
external adjustment. Given the importance of its
trade with Brazil, a continued appreciation of the
real would be most helpful, but, as explained be-
low, this is not a viable option for Brazil. Conse-
quently, the only way to restore export competi-
tiveness is through a fall in nominal wages and in
prices of non-tradeables or an investment-led rise
in productivity. A fast and significant nominal
deflation of prices and wages is implausible and
would, in any case, cause serious financial diffi-
culties for firms and banks. There is also little
prospect of increased investment in tradeables with-
out an improvement in the real exchange rate and
a fall in interest rates from the current level of over
20 per cent.

Therefore, the burden of adjustment will even-
tually have to fall on imports. The Government has
decided to increase tariffs on the 15 per cent of items
that are not covered by MERCOSUR, but that will
have only a limited impact. A more generalized in-
crease in tariffs is not feasible; besides, it would go
right against the Government’s underlying free-mar-
ket philosophy, and, possibly lead to a loss of confi-
dence. Consequently, import cuts will have to be ef-
fected essentially by reducing domestic demand.
Given the size and the speed of the adjustment to be
made, and weak response of imports to cuts in de-
mand, a deep and prolonged recession could set in.
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Although external financial support for adjustment
is now much greater, the adjustment could be as pain-
ful as in the 1980s.

On the other hand, devaluation - which mar-
kets might force on the country if cutting demand
so much is politically intolerable - would not neces-
sarily provide an easy escape route, as has been
shown by the example of Mexico. Since most of
the credits, including consumer and mortgage loans,
contracted in the 1990s are dollar-denominated or
dollar-linked, devaluation would create serious
problems of overindebtedness. The exchange rate
risk that banks had passed onto borrowers could
then rebound to them in the form of credit risk,
threatening the solvency of the already troubled
banking system. Moreover, since the economy is
effectively indexed to the dollar, devaluation would
be likely to result in prices and wages rising in
tandem, possibly triggering another hyperinflation.

In brief, the challenge is how to restore exter-
nal equilibrium and a competitive exchange rate
while avoiding a runaway inflation; that had only
been overcome in the first place by sacrificing ex-
ternal equilibrium and a competitive exchange rate.
Stabilization from very high inflation generally
requires using the nominal exchange rate as an
anchor for inflationary expectations, pricing deci-
sions and wage setting, which leads to the appre-
ciation of the currency. The main challenge is to
manage a quick and smooth transition to a stable
and sustainable real exchange rate regime, so as to
restore competitiveness without rekindling infla-
tion and disrupting price stability. Israel and Bo-
livia, for instance, have managed that transition
more or less successfully. Mexico and Argentina
have not been able to do so, in large part because
they took advantage of capital inflows to raise ab-
sorption rapidly while disinflating; heterodox
stabilization policies merely sought to avoid large
output and welfare losses during disinflation.

Brazil is also facing this challenge. The indi-
cation in the second half of 1994 was that the
economy was on much the same course as in
Mexico and Argentina. The currency was fixed in
nominal terms, occasionally supported by official
intervention. Little attention was paid to rapid
overvaluation of the currency and to the worsen-
ing external balance in the second half of 1994
because pressures stemming from the real side of
the economy did not seem particularly menacing.
The Real Plan had generated an impressive expan-
sion of demand that allowed firms to increase pro-

duction and sales in spite of the surge in imports
fuelled by currency appreciation and tariff reduc-
tions. Besides, the surge in imports was deemed
positive because it helped to lessen the demand
pressures on prices. Although the trade balance
began to show a deficit at the end of the year, re-
serves were still high and the import boom was
expected to weaken in the near future. Further-
more, there were political difficulties in the way of
fiscal consolidation and deindexation.

The scene changed abruptly with the Mexi-
can crisis. The capital account turned negative
Just as the trade deficit was widening rapidly be-
cause imports continued to surge. In response, the
new Administration appears to have made a major
shift in policy, towards paying full attention to the
real exchange rate and the trade balance. First, in
early March it was announced that central bank
interventions would be conducted within a flota-
tion band, with a fixed upper bound and a pro-
gressively declining lower one. The announcement
was followed by a big increase in the demand for
dollars. The Central Bank sustained the exchange
rate near the preannounced lower bound and the
run was curbed after the rules were again changed.
An exchange rate policy was finally adopted con-
sisting of a flotation band with fixed nominal up-
per and lower bounds. There resulted a 10 per
cent devaluation of the nominal exchange rate. At
the end of June 1995, when the dollar was trading
at 92.5 centavos (just under the upper bound of
the existing band of 88-93), the Government paved
the way for another devaluation by ceding to mar-
ket pressure and allowing the real to fluctuate be-
tween 91 and 99 centavos. However, the currency
is still 25 per cent higher in real terms than when it
was introduced in July 1994.

Second, the Government seems to have re-
versed its policy of rapid trade liberalization, and
indeed started to use trade measures to curb im-
ports. [n February 1995 the tariff on imported cars
was increased by more than one half. In late March
there was a further 70 per cent increase on extra-
MERCOSUR imports of 100 items, largely cars
and consumer durables. It has also introduced
import deposits of 20 per cent, and forbidden im-
porters to pay for imports with borrowed dollars.
When the trade deficit increased in May, a deci-
sion was taken to introduce quotas for car imports.

Finally, an attempt has been made to slow the
economy so as to reduce inflationary pressures and
check the deterioration of the trade balance. GDP
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growth in the first quarter was at an annual rate of
9 per cent, but for 1995 as a whole it is expected
to be 5-6 per cent. Interest rates have been raised
substantially, particularly on consumer loans.
Tariffs have also been lowered selectively on ba-
sic consumption items, including food, clothing and
other wage goods, in order to relieve pressures on
prices and avoid further wage increases.

So far the results are mixed. Since the begin-
ning of 1995 there has been a trade deficit every
month (more recently due to a sharp increase in
imports caused by expectations that imports will
be curbed through devaluations and other trade
measures), and reserves are down by some $10
billion from their end-1994 level. However, ex-
ports have more recently shown considerable dy-
namism and inflation has been reduced to below 2
per cent per month. Nevertheless, the very high real
interest rates (over 30 per cent per annum) could
choke industry if maintained for long. Fiscal meas-
ures need to be introduced rapidly to ease the bur-
den on monetary policy.

The new conditions in international financial
markets caught the Brazilian economy in a par-
ticularly vulnerable situation: the external accounts
became unsustainable in the first months of the new
Administration, when the stabilization programme
was still in its early phase and required additional
severe measures to be consolidated. But the Gov-
ernment also brought greater realism to policy
making before it was too late.

Whether Brazil will be able to maintain sta-
bility and growth despite adverse external finan-
cial conditions will depend how far it is able to
exploit the advantages of being “late” in “struc-
tural adjustment reforms”. First, given the param-
eters within which economic policy in different
countries is operating, Brazil has greater scope than
the other major countries in the region to use trade
measures to deal with external and domestic im-
balances; as already noted, these have indeed been
used selectively to curb imports and reduce infla-
tionary pressures. Second, its economy is not
dollarized, which means that devaluations would
not have the same financial implications as in
Mexico and Argentina. Third, it has considerable
scope for privatization to help reduce government

deficits and debt, which constitute the Achilles heel
of its stabilization programme.

Developments in these three largest economies
will have important consequences for the smaller
economies of the region - not only for countries
with large current account deficits, and hence simi-
lar potential adjustment problems (e.g. Peru), but
also for others in much more comfortable positions
(e.g. Chile and Colombia). This is not only be-
cause of the well-known contagion effect, but also
because of the growing interdependence of coun-
tries through intra-regional trade. One consequence
ofthis growing interdependence is that changes in
the regional pattern of exchange rates now play a
greater role by redistributing growth impulses
among the countries. For instance, an important
factor behind the increases in Chilean exports to
the region during the 1990s was that its currency
appreciated less than others. Regional exchange
rate patterns are now changing rapidly again.
Compared to a year ago, Mexico has depreciated,
and Argentina appreciated, vis-a-vis almost all
other Latin American economies (except that the
Argentinean peso fell against the Brazilian real).
However, since the markets of both Mexico and
Argentina will be shrinking, the net effect on the
other economies is certain to be negative.

The appreciation of the real and fast growth
in Brazil after July 1994 have also helped its part-
ners in MERCOSUR. Uruguay’s exports to Bra-
zil, its largest trading partner in that arrangement,
doubled within the first few months of 1995, low-
ering sharply its bilateral trade deficit. The recent
devaluation of the real has thus caused consider-
able concern in Uruguay, as well as in Argentina.

As countries increasingly try to bring down
their trade deficits to sustainable levels through
exchange rate or trade policy actions, tensions are
building up in regional trade relations, including
in MERCQOSUR: for instance, even though Argen-
tina accounts for only a fraction of Brazil’s total
imports of cars, Brazilian restrictions on car im-
ports are a source of friction with that country. A
leading business periodical on Latin America has
characterized these developments as “back to beg-
gar-my-neighbour”.?
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F. Conclusions

The new situation in 1995 means that in the
larger Latin American economies the savings and
the foreign exchange constraints on growth are once
again binding. The decline in net capital inflows
will restrict growth by reducing both the savings
and the supply of foreign exchange needed to fi-
nance capital goods imports for investment as well
as imports associated with rising incomes. Fur-
thermore, fiscal imbalances and price instability
that arise from external adjustment will constrain
policies, which may, in turn, further depress
growth.

Overcoming these constraints calls for rais-
ing domestic savings rapidly and directing invest-
ment to traded goods. The crucial question is
whether current policy is capable of achieving these
objectives. Recent experience shows that it has
serious shortcomings; the policy reforms designed
to raise savings, investment and competitiveness
have played an important part in the crisis by pro-
moting consumption, rather than savings, and di-
verting investment from traded goods sectors.
There is thus a need to review policy reforms
adopted in response to the crisis of the 1980s so as
to determine what needs to be done. The discus-
sion above shows that attention needs to focus on
finance, trade, and the public sector.

1t was expected that once the macroeconomic
fundamentals were put right, inflation brought un-
der control, and “financial repression” eliminated,
household savings would rise and relax the con-
straint on capital accumulation. However, as dis-
cussed in TDR 1994, in almost all examples of
successful modern industrialization, from Japan to
the Republic of Korea, the main source of capital
accumulation in private industry was profits; prof-
its were retained because of the drive to maintain
a high pace of accumulation, and government in-
tervention played a major role in this process.
Although historically profits have been just as high
in Latin America, the propensity to reinvest them
has not been very strong. An important reason
has been the opportunities to earn high rents from

various unproductive channels. While liberaliza-
tion and deregulation have closed the old channels
of unproductive rent creation, they have opened
up new ones, particularly in the sphere of finance,
diverting resources from investment. Regulations
and control over financial transactions to close
these new channels for rent-seeking may therefore
be needed in order to raise savings and accumula-
tion; they could also serve to reduce instability and
uncertainty.

Control over short-term capital flows should
be a permanent feature of the financial system,
since such flows are an important source of specu-
lative rent seeking and also because exchange rate
stability is important for the success of outward-
oriented development. Experience shows that, pro-
vided that macroeconomic fundamentals are cor-
rect, such controls can be quite effective. The is-
sue has been explained by the Governor of the
Central Bank of Colombia, a country that has ap-
plied such measures quite successfully:

At the present time, the accepted theory is
that all capital controls are useless, because
they become, quite quickly, ineffective. |
think this is a half-truth. One could argue
that a large portion of capital flows can be
controlled. In that case, rules and regula-
tions could be helpful.

Experience clearly shows that regulations
are ineffective in keeping nationals from ex-
porting capital when they lose confidence
in their local currencies. In a similar fash-
ion, it can also be extremely difficult to
avoid capital repatriation by nationals. ...

Nevertheless, it is clearly possible to avoid
market failures that involve destabilizing
flows from regulated financial institutions.
Moreover, these are the agents that can
make the largest short-term capital trans-
fers. In this case controls are effective.?”

There is no doubt that there were limits to the
extent to which high trade barriers were capable
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of accelerating industrialization in Latin America
and that a considerable degree of trade liberaliza-
tion was called for. However, in this respect, too,
the pendulum has swung too far; the average and
maximum tariff rates in Latin American countries
today are considerably lower, and their dispersion
smaller, than in the most successful East Asian
countries with much more solid industrial bases
and developed and efficient manufacturing ex-
ports.?® In all successful examples of modern in-
dustrialization, import liberalization followed,
rather than preceded, export success. As discussed
in detail in the last year’s 7DR,” and further
pointed out in Part Three, chapter 2, below, this
sequence would necessitate breaking through the
limits of static comparative advantages based on
abundant unskilled labour and/or natural resources
and promoting industrialization based on establish-
ing dynamic comparative advantage. It is thus
necessary to reconsider trade policy in Latin
America, within the bounds of international com-
mitments already made, and to seek trade-equiva-
lent fiscal measures to help promote rapid indus-
trialization based on the exploitation of dynamic
comparative advantage in high-technology, high-
skill industries.

Trade and Development Report, 1995

Again, considerable efforts have been made
to restructure the public sector, bring fiscal disci-
pline and reduce inefficiency. However, in the three
major economies (Argentina, Brazil and Mexico)
the public sector is still not fully geared towards
economic stability and growth. Tax revenues are
inadequate, and taxation has become more regres-
sive. A significant part of the spending cuts in the
1980s and the 1990s fell on public investment in
human capital and physical infrastructure. Present
levels of spending in these areas are too low to
sustain rapid growth and industrialization.

There is no disagreement over what are the
key variables for the purpose of accelerating growth
and industrialization in Latin America. As put by
the authors of a recent World Bank report on Latin
America after the Mexican crisis: “If Latin
America achieves improvements in three key ar-
eas - export competitiveness, domestic savings, and
investment in infrastructure - its average annual
rate of growth could increase substantially by the
end of the decade”.*®* What is at issue is the poli-
cies which will improve performance under these
headings. In this respect, a rethinking of economic
policy appears to be cailed for
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Chapter Il

A. Introduction

Attention to the growing use of derivatives in
recent years has been associated with forebodings
as to their potential in certain circumstances for
causing systemic destabilization. These forebod-
ings are not always well defined but reflect the fear
that the consequences of default in derivatives
markets are capable of spreading quickly, and that
the resulting difficulties may endanger not only
participants in these markets but also other finan-
cial institutions. The discussion which follows
focuses on this systemic threat and takes up other
risks related to derivatives, mainly to the extent
that they have possible systemic implications.

The connection between threatened or actual
defaults and systemic risks is illustrated here
through a number of examples involving both or-
ganized exchanges for derivatives and institutions
with positions in derivatives issued over the coun-
ter (OTC)."! The global crash on equity markets in
October 1987 is of special interest in this context,
since it not only led to defaults on Hong Kong’s
stock futures exchange but also severely tested the
defences of certain other derivatives markets. The
dangers resulting from defaulting by firms with

positions in OTC derivatives are different from
those due to failures on organized exchanges, regu-
latory concerns here focusing on such issues as the
frequent lack of transparency regarding firms’ po-
sitions, which may result in inter-firm and inter-
market linkages that are difficult to identify.

Policies and policy proposals described be-
low are directed not only at systemic risk as such
but also at other subjects. The initiatives most
immediately connected to the former have involved
strengthening the defences of organized exchanges
and otherwise reducing the likelihood of the spread
of initially localized problems. Another category
of measures is directed in the first instance at indi-
vidual firms, in particular their internal controls.
However, owing to the relations between firms and
the system of which they are constituent parts such
measures also have wider effects. The objectives
of prudential regulations are both microeconomic
and macroeconomic. Particular measures under
this heading may emphasize one set of considera-
tions rather than the other, but each measure gen-
erally makes some contribution to the functioning
of the system as a whole.

B. Systemic and other risks

In a 1992 report prepared for the central banks
of the Group of Ten, systemic risks are defined as
those which have the potential to cause a systemic
crisis. Such acrisis is “a disturbance that severely

impairs the working of the financial system and,
at the extreme, causes a complete breakdown in
it.... Systemic crises can originate in a variety of
ways but ultimately they will impair at least one
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of three key functions of the financial system: credit
allocation, payments, and the pricing of financial
assets. A given financial disturbance may grow
into a systemic crisis at one point in time but not
another, depending on the financial and economic
circumstances when the shock occurs”.? The fol-
lowing useful extension of this characterization was
provided in a recent speech by an official of the
Bank for International Settlements (BIS) as fol-
lows: “By way of illustration, consider the frame-
work of a flow-of-funds matrix, with columns com-
prising individual market p/ayers and rows repre-
senting the instruments in which they deal. Lurk-
ing behind the matrix are market clearing condi-
tions, as well as the institutional structure (back
offices, the legal framework, and payment systems)
which allow the markets to function. Systemic risk
arises whenever a problem at any of these four lev-
els threatens to cause sudden and widespread dif-
ficulties in other parts of the financial system, dif-
ficulties serious enough to have macroeconomic

consequences”.’

These quotations make clear the relevance to
systemic risk of the context in which a disturbance
takes place. Thus, for example, as illustrated be-
low, the threat posed by a default on an organized
derivatives exchange can depend on its framework
of regulations and the rigour with which they are
enforced. Likewise, the possibility that initially
localized difficulties become a source of systemic
risk depends on the nature and scale of the expo-
sure of other firms to those affected in the first
instance. Moreover, the impact of defaulting dif-
fers according to conditions in financial markets
at the time when it occurs. Systemic risk is more
likely to arise if these conditions are fast-moving
and disorderly. In such circumstances the disturb-
ing effects of default on market psychology are
likely to be greater. Furthermore, the resulting
failure to meet obligations is imposed on systems
of settlement and short-term financing which may
already be overloaded and under strain.

The main risks other than systemic which are
associated with derivatives positions are credit,
market, settlement, liquidity, operational, and le-
gal risks. Credit risk is due to the possibility that
a counterparty will default on obligations. Mar-
ket risk is that of loss due to changes in the market
value of a position before it can be offset or liqui-
dated. Settlement risk relates to the possibility that
a party which has fulfilled its obligations regard-
ing the delivery of funds or property may not re-
ceive according to the agreed timetable the funds

Trade and Development Report, 1995

or property owed by its counterparty. This risk is
clearly especially important for transactions involv-
ing transfers at different times or in different time
zones. Liquidity risk is usually defined as having
two dimensions - cash liquidity or funding risk and
market liquidity risk. The latter is the risk to par-
ticipants in derivatives markets that their own
transactions will (at least on occasion) affect prices.
This risk has an impact on both the cost and effec-
tiveness of various hedging strategies, including
portfolio insurance (a subject taken up below).
Cash liquidity or funding risk affects many of fi-
nancial firms’ operations and not just those involv-
ing derivatives. Itresults from periodic needs for
liquid funds which cannot be precisely forecast in
advance. With respect to derivatives such needs
can arise suddenly and for large amounts owing to
changes in market conditions or shifts in credit
standing which necessitate additional margin pay-
ments on organized exchanges or the adjustment
of positions. Operational risk is that of loss due to
inadequate systems and controls or to management
failure and human error. Legal risks are due to
uncertainties as to the enforceability and other le-
gal aspects of the performance of derivatives con-
tracts.

The inclusion of market risk as one of the
major risks in connection with derivatives deserves
further comment owing to the role of such con-
tracts as an instrument for hedging risks due to
price fluctuations. The perfect hedging of a posi-
tion with a derivative instrument is not always
possible (for example, because of imperfect corre-
lation of its price and that of the position being
hedged), so that the institution in question can still
be faced with residual basis risk.* Furthermore,
derivatives can be subject to market risk because
of their use for speculation as well as for hedging.

Even though the risks described above are not
themselves systemic, they can cause problems ca-
pable of posing a systemic threat, especially ow-
ing to ways in which they may interact. Credit
risk in particular has close connections to many
other non-systemic risks. For example, price vola-
tility, the source of market risk, by causing losses
or otherwise threatening parties’ ability to meet
their obligations can increase credit risk. Simi-
larly, the short-term exposures associated with set-
tlement risk are closely linked to credit risk, as are
disruptions of the fulfilment of obligations due to
problems under the heading of operational and le-
gal risk. These relations are not one-way, since
defaults and even temporary failures to meet obli-
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gations can cause sharp movements in the prices
of financial assets, thus acting as a source of mar-
ket risk.

The likelihood that such interaction will re-
sult in systemic threats depends on the scale of
default attributable in the first instance to a risk or
risks of a non-systemic character, the impact on
the functioning of financial markets, and the size
and nature of other firms’ exposure both to the
defaulting institution or institutions and to the
markets affected. As illustrated below, a single
large failure on an organized exchange can seri-
ously disrupt or even halt its operations, though
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appropriately designed legal frameworks and rig-
orous supervision should now make such an event
extremely unlikely. More generally, regardless of
its initial character, any disruption of financing and
payments can be magnified owing to the mutual
relations underlying financial firms’ liquidity and
solvency, and to their exposure to the same asset
markets. As elaborated below, the potential of non-
systemic risks to generate systemic problems in
certain circumstances has important implications
for prevention. Measures directed at non-systemic
risks, as a by-product, have the effect of rendering
systemic threats less likely.

C. Difficulties involving derivatives markets in practice

7. The 1985 default on the tin market

Defaults posing serious threats to the organ-
ized exchanges on which they took place have his-
torically been very rare. One such threat arose in
October 1985 with the announcement by the buffer
stock manager of the International Tin Council
(ITC) that the Organization was unable to mect
obligations estimated at approximately £900 mil-
lion in the form of futures contracts to buy tin on
the London Metal Exchange (LME) and of loans
from banks.® At that time, trading on the LME
was on a principal-to-principal basis. In other
words, there was no clearinghouse to guarantee the
performance of contracts through its interposition
as counterparty to every transaction, as is usual
on organized futures and options exchanges. The
absence of a clearinghouse not only increased the
risks associated with transactions on the LME, but
probably also contributed to the lack of transpar-
ency which surrounded the build-up of ITC’s even-
tually unsustainable position.®

The response of the LME was to suspend its
tin market, since the free fall of prices which, it
was feared, would have resulted from continued
trading threatened the solvency of dealers holding
positions in tin and, more broadly, that of firms
operating in other LME markets. Such a collapse
might well have led to the end of the LME as an
institution. The companies most directly affected

were mostly subsidiaries of transnational enter-
prises, mining, metals or trading companies, but
their capitalization was relatively small (on aver-
age less than £10 million) and the willingness of
their parent companies to meet their losses uncer-
tain. The effects of a widespread breakdown of
the interlocking commitments among brokers, pro-
ducers, consumers and bankers were unsurprisingly
difficult to estimate at all precisely. However, a
survey by the Bank of England in early 1986 sug-
gested that under a so-called Armageddon scenario’
the total liabilities to the banks of LME members
might have reached £6.2 billion®. Although the
Armageddon scenario was hypothetical, contagion
effects of the tin crisis were actually observed in
other LME markets in the form of unwillingness
by some firms to engage in transactions with bro-
kers known to be at risk owing to their positions in
tin.°

Eventually, in March 1986, a decision was
taken to conduct a “ringout” under which all out-
standing LME tin contracts were settled at a sin-
gle fixed price (based on the prevailing free-mar-
ket price). This procedure resulted in losses for
those affected which depended on the nature and
size of their tin positions and the differences be-
tween the ringout price and prices at which they
were to buy or sell under the terms of their con-
tracts. After long negotiations I'TC and its credi-
tors reached an agreement concerning outstanding
obligations which led to a payment by the former
in early 1990. The suspension of tin trading was
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also lifted in 1989. By the time of this reopening
the LME was operating with a clearinghouse es-
tablished in May 1987 under the new regulatory
framework for financial markets in the United
Kingdom resulting from the Financial Services Act
of 1986.

2. The threatened melt-down of the Hong
Kong financial futures market

The stock market crash of October 1987 had
reverberations throughout the world’s financial
markets. Hong Kong’s stock market was one of
those most severely affected, and only a large res-
cue package saved the stock futures exchange from
complete collapse. A stock futures contract based
on the Hang Seng Index had been introduced on a
reorganized Hong Kong Futures Exchange (HKFE)
in May 1986. From the first, trading had attracted
strong speculative interest, features of Hong Kong’s
stock futures contract especially conducive to its
use for speculation being its relative cheapness by
international standards and the short maturities
(one, two and three months) for which it was avail-
able. The market break of October 1987 ruthlessly
exposed the weaknesses of the futures exchange’s
legal and institutional framework and of its super-
vision,

The initial price decline in Hong Kong’s stock
market (11 per cent in the Hang Seng Index) took
place before the opening of markets in the United
States on Monday, 19 October. The governing
committee of the stock exchange reacted with a
decision to close the exchange for the rest of the
week, the reasons given being the threat of panic
selling and a disorderly market, brokers’ poten-
tially precarious liquidity positions, and the possi-
bility of runs on banks. Special attention was also
drawn to the overwhelming of the exchange’s set-
tlement system (supposed to operate on the basis
of a 24-hour settlement period), which had left a
backlog of 250,000 unsettled deals, equivalent to
one week’s trading.

Closure of the stock exchange was followed
by the suspension of trading in stock futures.
During the days which followed the authorities
were made aware that the resources of the Hong
Kong Futures Guarantee Corporation (HKFGC)
would be insufficient to meet widespread defaults
on the Hong Kong Futures Exchange (HKFE), and
that a collapse of the HKFE could lead to massive
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selling of stocks hedged with futures contracts or
held as part of arbitrage operations; figures as high
as HK$ 5-6 billion were mentioned (roughly 1.25
per cent of the market’s capitalization in Decem-
ber 1987). As aresult, a rescue plan was put to-
gether for the HKFGC. This involved a loan of
HKS$ 2 billion, half of which was provided by the
Government and half by various financial institu-
tions. On Monday, 26 October prices on the stock
market plunged again, this time by no less than 33
per cent. Most of the loan was quickly used to
cover defaults on the futures exchange, and the
Government was forced to assemble another res-
cue package of the same amount (which in the event
was not drawn down). The aftermath of this har-
rowing experience included the establishment of a
Securities Review Committee under lan Hay
Davison, a former Chief Executive of Lloyds in-
surance market, to examine both the stock and the
stock futures markets, followed by the putting in
place of sturdier frameworks for both.

How did the HKFGC get into a situation
where the imminent exhaustion of its resources
threatened the continued functioning of the HKFE?
The character of clearing and guarantee arrange-
ments differs among futures exchanges but their
general nature tends to be similar. Usually the heart
of these arrangements is a clearinghouse which, as
noted in the previous section, interposes itself be-
tween buyers and sellers as the counterparty in all
transactions. The long and short positions of
clearinghouse members are marked to market on a
daily basis, and the accounts which they maintain
with the clearinghouse are credited and debited
accordingly, the sums required in response to such
margin calls being due for prompt payment.
Clearinghouse members can trade on their own
account but are also responsible for all trading by
non-members, firms and individuals, who in turn
maintain margin accounts with members.
Clearinghouses are typically empowered to increase
the monies in margin accounts if this is considered
necessary to protect the exchange’s financial in-
tegrity, an action which may be taken, for exam-
ple, during periods of particularly volatile trading.
In the event of failures of clearinghouse members
to meet their obligations (triggered, for example,
by corresponding failures by their customers) the
clearinghouse can draw on resources which include
its reserves, borrowings, sums available under in-
surance policies, and funds contributed by mem-
bers of the clearing house (or its shareholders, if
these are different).
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If a clearinghouse (and thus the futures ex-
change it serves) is to function properly, it is es-
sential both that the arrangements for margin pay-
ments are in good working order and that the back-
up resources should be large enough to meet obli-
gations caused by the defaults of its members.
Neither condition was met by the HKFE in the
autumn of 1987. The amount available to meet a
drain on the HKFGC amounted to only HK$ 22
million, a wholly inadequate sum consisting of its
initial capital endowment and accumulated re-
serves. The inadequacy of this amount is evident
from a comparison with the outstanding open in-
terest of more than 35,000 contracts, which was
equivalent to about HK$ 7 billion worth of stock.'
Under the framework of the HKFE the funding of
the HKFGC, a company owned by six banks and
the clearinghouse itself, was not the collective re-
sponsibility of clearinghouse members, the assump-
tion being that ownership of the HKFGC by large
Hong Kong banks would ensure their support for
preserving the integrity of the HKFE.

Ofthe outstanding stock futures contracts in
October 1987 short positions for hedging and
arbitrage were held mostly by large institutions,
mainly of overseas origin. The long side consisted
mostly of speculators and was of a character likely
to be highly vulnerable to a sharp fall in share
prices. About 50 per cent of the long positions
were held by a single client (an expatriate prop-
erty magnate) and his business associates. A sig-
nificant part of the remainder of the long positions
was held by small-scale actors, apparently includ-
ing taxi-drivers and amahs (Chinese nursemaids)."
The vulnerability of the market to a sharp move-
ment in prices was increased by the failure of many
futures brokers to enforce their customers’ margin
requirements. The Hay Davison Committee does
not provide a precise account of how the clearing
members financed the payment of their own obli-
gations to the clearing house which corresponded
to these unenforced customers’ margin require-
ments. |t does, however, refer in this context to
“tax credit extensions and increasing confidence
that the bull market would continue™'? - which sug-
gests that the obligations in question were financed
with credit. The crash caused widespread defaults
among brokers, which led eventually to the liqui-
dation of more than 30 per cent of the
clearinghouse’s member firms."

The first of the packages of financial support
for the futures market described above was put
together in the absence of assurances that its own-
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ers would stand behind the HKFGC. The second
package was a response to a message on 26 Octo-
ber to Hong Kong’s Financial Secretary from the
Chairman of the HKFGC to the effect that unless
additional resources were forthcoming, the HKFGC
would cease writing guarantees (an action which
would have led to the closure of the futures ex-
change). All the companies owning the HKFGC
participated in the first support package, their con-
tribution coming to 25 per cent of the total amount,
but only two of them to the second. In other words,
their commitment fell far short of that which had
been assumed at the time of the opening of trading
in the Hang Seng Index contract in 1986.

This experience demonstrates the dangers of
shortcomings in legal and institutional frameworks
or in supervision for other countries, including
developing ones, contemplating the establishment
of exchanges for financial futures. One account
of the crash by a person with long firsthand expe-
rience of Hong Kong’s financial markets highlights
the way in which key decision takers in October
1987 had not fully grasped the risks associated with
the huge increase in share trading and of the ex-
panded foreign participation in both stock and fu-
tures markets.' The report of the Hay Davison
Committee brings out the way in which diffusion
of functions and obligations adversely affected the
working of the Exchange.'* Clearing members, for
example, had no rights in respect of management
and control of the clearinghouse. The legal rela-
tionship between the HKFE and the HKFGC was
not well defined - indeed, it was unclear whether
any institution actually was interposed as a
counterparty to transactions by clearing members.
The result was a blurring of the collective respon-
sibility of clearing members for the markets’ in-
tegrity. The reforms subsequently adopted by Hong
Kong’s authorities were designed to remedy these
deficiencies, and included a clarification of the
position of the clearinghouse, now a wholly-owned
subsidiary of HKFE and, as an integral part of it,
a Reserve Fund able to call on large resources for
meeting the consequences of defaults.

3. Strains in United States markets dur-
ing the October 1987 crash

The behaviour of markets for stocks, stock
futures and stock options in the United States dur-
ing the crash of October 1987 throws interesting
light on many of the risks associated with deriva-
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tives owing to the integration of these markets
through arbitrage, asset reallocation strategies and
portfolio insurance.'® Increased risks during the
crash have been extensively analysed in studies by
official bodies and others."” Here the discussion
will be limited to two subjects with a special bear-
ing on systemic risk: firstly, the performance of
clearance and settlement during a period of greatly
increased trading volumes and fast-moving mar-
kets, and, secondly, effects of the large shifts in
buying and selling pressures between the markets
for stocks and derivatives. The first topic is of
interest not only owing to the contrast with the
experience of Hong Kong described in the previ-
ous subsection but also because many features of
the institutional and regulatory frameworks of
United States futures and options exchanges in-
creasingly serve as a model for those of other coun-
tries. The second is noteworthy because inter-
market shifts in buying and selling pressures are
potentially destabilizing, and the trading strategies
to which they are a response may become increas-
ingly important in countries other than the United
States.'®

The functioning of clearance and settlement
arrangements for financial futures and options ex-
changes in the United States during the crash was
in sharp contrast to that in Hong Kong. Clearing
and settlement on 19 October in the markets for
stock futures, in spite of the largest ever one-day
change in the Standard and Poor’s (S&P) index of
500 stocks (which underlies the most widely traded
futures contract), took place without the failure of
asingle clearinghouse firm. On the Chicago Mer-
cantile Exchange, on which the S&P futures con-
tract is traded, margin calls reached $2 billion, a
level 20 times greater than the 1987 average for
months priof to October."” Unsurprisingly, the
market break was accompanied by signs of strain.
Rumours circulated concerning impending failures
of particular brokers and clearing firms, and there
were disruptions of information flows among mar-
ket participants. More importantly from the regu-
latory perspective, lags in payments did threaten
increases in the short-term exposures of clearing-
houses to clearing banks (through which clearing
members’ margin payments are received by
clearinghouses) and in those of clearinghouses to
their customers.” Such lags are an abiding source
of concern to financial regulators owing to the fear
that sharp rises in short-term exposure during fast-
moving markets can adversely affect perceptions
of creditworthiness, with potentially serious con-
sequences for the entire process of settling margin
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obligations. As discussed below in section D. 1,
owing to the lags observed during the crash, steps
were subsequently taken to reduce further the like-
lihood of hitches in clearing and settlement in
United States futures markets.

Stresses resulting from the crash were more
evident in the case of the Options Clearing Corpo-
ration (OCC), which clears and settles stock op-
tions traded on major United States exchanges.
Although the calculation of margin payments is
different from that on futures exchanges, in other
respects the settiement processes for options and
futures have several common features. On the OCC
also the crash led to an enormous increase in obli-
gations to meet margin payments. One clearing
member (H.B. Shaine and Co.) failed on 19 Octo-
ber with the result that a charge was made on the
OCC'’s fund for losses of $6.8 million (or 2.45 per
cent of the money available).?’ A number of other
member firms experienced difficulties in meeting
their margin obligations. The response of the OCC
included flexible interpretation of its rules for set-
tlement combined with the imposition of restric-
tions on the operations of the firms in question.
This approach, which made possibie the avoidance
of further defaults, posed no threat to the OCC’s
own financial position, which was protected by
holdings of margin deposits largely in excess of
margin requirements.?

Empirical research has not produced a con-
sensus as to the effects of derivative markets on
the volatility of stock prices. Work summarized
by the United States Securities and Exchange Com-
mission in its study of the 1987 crash pointed to
an increase in intra-day, but not inter-day, volatil-
ity resulting from the introduction of futures.?
However, as that study put it, “the availability of
the futures market has spawned trading strategies
that have greatly increased the velocity and con-
centration of stock trading”, in the process mak-
ing more difficult the maintenance of an orderly
market in stocks.?* Two of the official studies of
the crash attribute special importance to selling
pressures generated by the implementation of such
strategies at particular times during the large move-
ments of prices.” These and other studies also
bring out the way in which during fast-moving,
disorderly markets the multiplication of the chan-
nels for the transmission of buying and selling pres-
sures and resulting discrepancies between spot and
futures prices can make information about market
conditions harder to interpret. Moreover, the be-
lief that portfolio insurance was the source of an
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overhang of selling pressures was found to have
had a negative impact on market psychology. Such
effects on transparency and expectations reduced
market liquidity, thus giving a further stimulus to
price volatility.

As already mentioned, steps were taken by
United States regulators in response to the lessons
drawn from the 1987 crash. In spite of the much
greater robustness of the legal and institutional
framework in the United States than in Hong Kong,
the events just described none the less provide ad-
ditional evidence of the strain which can be ex-
erted by large, concentrated movements of funds
due to interactions between the stock market and
markets for derivatives. During such periods flaws
or weaknesses in these frameworks can put at risk
the very existence of the exchanges affected.

4. Handling the failures of institutions
with portfolios of OTC derivatives

The examples so far in this section have all
concerned defaults and other strains associated with
derivatives activities on organized exchanges. As
already indicated, such exchanges have rules de-
signed to minimize the losses due to defaults by
clearing members and their clients, as well as for
meeting any losses which do none the less arise.
During recent years there have been a number of
bankruptcies of financial institutions with portfo-
lios of OTC derivatives. The unwinding of these
portfolios was achieved without major disruptions.
But the question arises what general conclusions
about the containment of systemic risk can be
drawn from these cases.

Examples cited in this context include the
bankruptcies of the British and Commonwealth
Merchant Bank (BCMB), the Development Finance
Corporation of New Zealand (DFC), the Bank of
New England (BNE) and Drexel Burnham Lam-
bert (DBL). At the time of default the notional
principal value of the DFC’s swap portfolio was
$3-4 billion, while BCMB’s derivatives portfolio
contained swaps and other OTC interest-rate-re-
lated instruments with a value of about £2 billion.
In neither case were the portfolios large enough
for the institution in question to be classified as a
major participant in derivatives markets. At the
time of BNE’s insolvency in early 1991 the no-
tional value of its portfolio of OTC derivatives was
$6.6 billion. However, one year earlier when BNE

became an “officially troubled bank” subject to
enhanced scrutiny by its regulators, namely the
Federal Reserve and the Office of the Controller
of the Currency, the notional value of its portfolio
was $30 billion.”” In February 1990, the date of
bankruptcy of the DBL Group, the derivatives port-
folio of its subsidiary, DBL Products, which con-
sisted of swaps and other interest-rate-related in-
struments, had a notional value of $30 biilion, an
amount which would have left it with a rank of
about twentieth among more than 800 United States
entities reporting the notional values of their swaps
positions in 1990.

The attribution to BNE of the status of an
“officially troubled bank” followed its announce-
ment in January 1990 of a loss of more than $1
billion for 1989 (to a great extent due to defaults
on loans related to real estate). During 1990
counterparties were unwilling to enter into new
swaps with BNE, since they did not want expo-
sures to a bank in difficulties during extended pe-
riods, but there was a continuation of the bank’s
business in forward exchange (on terms which be-
came increasingly stringent). BNE was able to
reduce its OTC derivatives portfolio by almost 80
per cent in a relatively orderly way before the dec-
laration of its insolvency in January 1991, The
unwinding of derivatives contracts continued after
the Federal Deposit Insurance Corporation took
control, but there remained a portfolio with a mar-
ket value of about $80 million in July 1990 which
was purchased as part of the bank by Fleet/Norstar
Financial Group.

DBL Products did not begin bankruptcy pro-
ceedings at the same time as its parent, DBL Group,
thus making possible a winding-down of its opera-
tions under which asset values were as far as possi-
ble maximized and losses minimized. Although the
great majority of the swap agreements of DBL Prod-
ucts would have permitted its counterparties to walk
away from their obligations after the bankruptcy of
DBL Group, few did so.”® During the following three
and a half months before its own filing for bankruptcy
at the end of May, DBL Products unwound virtually
its entire swaps portfolio, aggressively using in ne-
gotiations with counterparties the threat of expensive
litigation to challenge their right to walk away as well
as exploiting their fear that walking away would make
other participants in the swap markets less willing to
do business with them in future. DBL Products re-
covered the full amounts owed it under most of its
contracts, while paying out 70-75 per cent of the sums
which it owed.
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Although both BNE and DBL Products par-
ticipated in derivatives markets on a substantial
scale, the community of financial regulators seems
reluctant to draw conclusions from the two cases
about the relationship between the defaults of par-
ticular institutions and systemic risk. One reason
for this reluctance is that there are many firms
whose OTC derivatives portfolios are more exten-
sive in terms of the number of both markets and
countries than those of BNE and DBL Products.
Moreover, in both cases regulators themselves
“were heavily involved as managers or facilitators
in ensuring that the demise of both institutions
caused as little disruption as possible”.”® Another
reason for regulators’ attitude is that the resulting
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problems would be likely to be much more serious
if there were defaulting at a time of stress owing,
for example, to a high degree of price volatility on
organized exchanges. In such circumstances dif-
ficulties due to defaults on obligations on OTC
derivative instruments could be compounded by
others on exchange-traded futures and options.
Moreover, the defaulting might well be sudden and
unexpected, and regulators seem fearful that ow-
ing to lack of transparency the nature of the expo-
sures of the firm or firms involved might initially
be poorly understood. This fear is clearly due in
part to the proliferation of relations among differ-
ent derivatives markets, those for OTC instruments
and organized exchanges.*

D. Regulation and control

Derivatives have a long history. Futures
evolved from forward contracting, which involves
agreement between two parties to make and take
delivery of a specified amount of a commodity or
foreign exchange at a set price or exchange rate.
As forward trading developed in the context of
organized markets such as those of medieval and
renaissance Europe, progressive standardization of
contract terms became possible and with it greater
transferability of contracts and ease of settlement.*'
Rice trading in seventeenth-century Japan is often
cited as furnishing the first historical example of a
futures market in the modern sense.** OTC for-
eign exchange options were available in nineteenth-
century Germany.” But the current gamut of fi-
nancial futures, options and swaps is a relatively
recent development. Unsurprisingly, therefore,
regulatory frameworks for derivatives are still un-
derdeveloped in several ways, and despite recent
tendencies in the direction of convergence there
remain significant differences among them (which
reflect not only countries’ different traditions of
financial law and supervision but also variations
in the availability of such instruments and in their
firms” involvement in this business).

As suggested in the introduction to this chap-
ter, subjects to be considered under the heading of
regulation and control bear on systemic risks to
varying degrees. Financial regulation and super-
vision is traditionally concerned with a broad range

of issues, some having a direct relation to the func-
tioning of the financial system, while others con-
cern in the first instance the working of individual
firms and their relationships with customers. How-
ever, since the functioning of the system cannot be
considered in abstraction from the positions of its
individual participants, the latter set of issues ulti-
mately has implications for the former, though the
links are more immediate in some cases than in
others.

Regulatory regimes for derivatives still reflect
to a large extent national origins, though many of
their constituent measures show the influence of
lessons drawn from the experience of other coun-
tries. Butas in international banking more gener-
ally, not only these regimes but also the manage-
ment practices of firms are increasingly the sub-
ject of initiatives of supranational institutions and
bodies. What follows is not a comprehensive dis-
cussion of regulation and control but a partial sur-
vey designed to exemplify significant trends in this
area. The first set of measures taken up here are
ones having major objectives of a clearly systemic
nature. This is followed by a discussion of initia-
tives directed at firms’ internal controls, whose
relevance to systemic risk is more indirect. The
third group of measures discussed concern vari-
ous aspects of the regular functioning of deriva-
tives markets and not necessarily systemic risk as
such. But as should be clear from preceding re-
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marks, these two subjects are never completely
separate in practice.

1. Improvements to exchanges

Reference has already been made to a number
of reforms of organized exchanges which clearly
had the reduction of systemic risk as a major ob-
jective. The establishment of a clearinghouse for
the LME falls into this category, as does the over-
haul of the legal and institutional framework of
the HKFE after the crash of 1987. The lessons
drawn from the crash also led to measures else-
where designed to strengthen exchanges for peri-
ods of stress. For example, in February 1988 a
guarantee fund of £100 million was set up to back
futures and options contracts cleared by the
clearinghouse of the London International Finan-
cial Futures Exchange (LIFFE), whose backing had
earlier consisted only of the relatively small equity
of the firm owning the clearinghouse and the moral
obligation of its shareholders (an arrangement simi-
lar to that before the crash in Hong Kong).** In
the United States much regulatory attention was
paid to ways of reducing short-term exposures
during the clearing and settlement process. For
example, agreement was reached in 1988 be-
tween the (Chicago) Board of Trade Clearing Cor-
poration, the Chicago Mercantile Exchange and
their settlement banks under which transfers by
clearing banks to the clearinghouse to meet mar-
gin payments became final and irrevocable, regard-
less of the position vis-a-vis the clearing bank of
the clearing member from which the payments were
due.’*

In spite of the series of improvements in the
legal and institutional frameworks of major futures
and options exchanges and the adoption by many
of them of similar rules in certain areas, differ-
ences in these frameworks and in the rigour of su-
pervision remain a potential source of regulatory
arbitrage. Moreover, rules for exchanges of infor-
mation among regulators remain underdeveloped
in comparison with those in force for international
banking. Indeed, the arrangements in this area
covering international banks (which have been one
of the subjects of guidelines issued by the Basle
Committee on Banking Supervision)* are probably
at present in most cases the main vehicle for such
information exchanges but are presumably subject
to lacunae to the extent that countries’ regulation
of banking and of futures markets are separate.’’
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2. Internal controls

Internal controls for dealers in and users of
derivatives have recently been the subject of rec-
ommendations by various bodies. The study of
global derivatives published in 1993 by the Group
of Thirty (referred to in section C.4 above) has
attracted particular attention in this context. The
Group’s summary of its detailed recommenda-
tions® is as follows: that firms which deal in or
use these instruments (1) should determine at the
highest level of policy and decision making the
scope of their involvement in derivative activities
and the policies to be applied; (2) should value
derivatives positions at market, at least for risk-
management purposes; (3) should quantify their
market risks under adverse market conditions
against limits, perform stress simulations and fore-
cast cash-investing and funding needs; (4) should
assess the credit risks arising from derivatives ac-
tivities on the basis of frequent measures of cur-
rent and potential exposure against credit limits;
(5) should reduce credit risks by broadening the
use of multi-product master agreements with close-
out netting provisions,* and by working to ensure
legal enforceability of derivative transactions
within and across jurisdictions; (6) should estab-
lish market- and credit-risk management functions
with clear authority, independent of the dealing
function;** (7) should authorize only professionals
with the requisite skills and experience to transact
and manage the risks of, as well as to process, re-
port on, control, and audit, derivatives activities;
(8) should establish management information sys-
tems sophisticated enough to measure, manage, and
report the risks of derivatives activities in a timely
and precise manner; and (9) should adopt account-
ing and disclosure practices for international har-
monization and greater transparency, pending the
arrival of international standards.

Similar ground was covered in papers issued
simultaneously by the Basle Committee on Bank-
ing Supervision and the Technical Committee of
the International Organization of Securities Com-
missions (I0SCO).*' Both of these documents were
designed to furnish guidance to regulatory authori-
ties for the development of approaches to the su-
pervision of the derivatives activities of financial
firms. But they were also clearly of interest to
dealers and end-users.

As was noted earlier, some of the subjects
covered by microeconomic guidelines as to man-
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agement and internal control have a more direct
connection to problems of systemic risk than oth-
ers. One of these areas is liquidity risk and stress
testing. Liquidity risk (described above in section
B) concerns both the possible effects on asset prices
of market participants’ own transactions and dif-
ficulties regarding access to liquid funds. Both
these dimensions of liquidity risk can become es-
pecially important during fast-moving, disorderly
markets. Stress simulations can provide guidance
as to how firms’ portfolios are likely to perform in
such conditions, thus making possible a reduction
of risks of failure at the very time when such risks
will also be greatest for most other market partici-
pants.*

There is now a trend towards according banks’
internal controls an explicit role in standards used
in prudential supervision, and towards greater re-
liance on data generated in connection with these
controls for supervisors’ information require-
ments.* Among the advantages of this trend is a
reduction in the cost of meeting these requirements
for reporting institutions. The trend has also been
promoted by those who view the models used as
part of banks’ internal controls as the most appro-
priate vehicle for setting capital charges for finan-
cial risks. Such an approach is advocated as a
way of facilitating the adaptation of capital stand-
ards to the frequently rapid changes in instruments
and risk-management systems associated with fi-
nancial innovation.** In its most recent proposals
on capital changes for market risks (discussed in
the next subsection) the Basle Committee on Bank-
ing Supervision accepts the use of in-house mod-
els for the measurement of such risks, subject to
certain conditions.

3 Prudential standards and transparency

The major focus of ongoing initiatives regard-
ing prudential supervision of derivatives is cur-
rently OTC instruments. In the countries with the
most important financial markets the major OTC
dealers are in most cases subject to some form of
regulation.** Moreover, the OTC derivatives busi-
ness is fairly concentrated; for example, in the
United States, a mere eight banks account for more
than 85 per cent of OTC interest-rate and currency
derivatives outstanding among 50 of the country’s
largest banks at the end of 1991, and the top eight
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firms accounted for 56 per cent of worldwide ac-
tivity in interest-rate and currency swaps at about
the same date according to the afore-mentioned
study by the Group of Thirty.*® Such concentra-
tion can be expected to facilitate the task of super-
vision to some extent (although, owing to the scale
of inter-firm linkages which it implies, it might
result in greater systemic risks in certain circum-
stances). However, regulations in these countries
differ and the transparency of financial firms’ de-
rivatives activities is still considered deficient.
Moreover, the process of agreeing on internation-
ally harmonized capital standards for the deriva-
tives positions of such firms is far from complete.

Improvements in national prudential regimes
for derivatives are increasingly being shaped by
initiatives at the international level. These initia-
tives were initially directed at derivatives as part
of proposals and measures designed to reduce or
control the broad categories of financial risk asso-
ciated with banking and the securities business
generally. For this purpose derivatives were sin-
gled out only to the extent that their features re-
quired special treatment. More recently, however,
as already noted above in the discussion of inter-
nal controls, guidelines put forward by interna-
tional bodies have also been concerned with cer-
tain aspects of derivatives as such.

Credit risk associated with derivatives is now
covered by EU directives on capital standards for
banks*’ and by the 1988 agreement, “International
Convergence of Capital Measurement and Capital
Standards”, reached by the Basle Committee on
Banking Supervision. Since the Basle Committee
is increasingly accepted as the main source of
standards for international banking, its guidelines
on this subject are likely to serve as a model for
banking regimes worldwide. Market risks are cov-
ered by EU’s Capital Adequacy Directive (CAD),
due to come into force in 1996.“® Initial proposals
of the Basle Committee on this subject in April
1993%° (which followed lines similar to those em-
bodied in the CAD) were criticized by banks. These
proposals would have applied capital charges to
the current market value of banks’ open positions
in debt securities and equities and to currency po-
sitions involving foreign-exchange risk. The ba-
sis of the charges would have been standardized
approaches to the different risks covered. Com-
ments received during the subsequent consultation
process drew special attention to the proposals’
failure to provide incentives for the improvement
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of risk-management systems, the insufficient ac-
count taken of correlations and portfolio effects
across instruments and markets and thus the inad-
equate rewards to risk diversification, and the prob-
able incompatibility of many of the proposals’ fea-
tures with banks’ own risk-management systems
(which could lead to costly overlaps to the extent
that institutions had to estimate market risks in two
different ways).>

As aresult, in revised consultative proposals
of April 1995, the Basle Committee has now put
forward the alternative of using banks’ internal
models for measuring market risks for the purpose
of calculating capital charges. This alternative
would be subject to supervisors’ satisfaction con-
cerning qualitative standards regarding a banks’
organization of its risk-management function and
quantitative standards for the way in which its
value at risk is calculated.® The multiplication
factor applied to the value at risk for calculating
capital charges would be set by supervisors on the
basis of their assessment of banks’ risk manage-
ment systems and their recent experience of vola-
tility, but would not be less than three. For banks
not using comprehensive risk-management models
supervisors would use a slightly revised version of
the Basle Committee’s standardized approach to
the measurement of capital charges for market risk
proposed in Aprit 1993.

Thus the outcome of initiatives so far is only
the beginnings of a harmonized regime of interna-
tional standards for the regulation of derivatives
activities, with a coverage of both subjects and
financial firms that is incomplete. The EU direc-
tives apply to both banks and securities firms
throughout member countries of the Union. How-
ever, the capital standards of the Basle Committee
are directed only at internationally active banks;
countries are granted some latitude as to the scope
of the standards’ application at national level.
Since the remit of banking supervisors covers se-
curities business to varying degrees in different
countries, much of the Basle Committee’s work on
market risk was undertaken jointly with the Tech-
nical Committee of [OSCO. Owing to disagree-
ments within its own group, [OSCO was unable to
endorse the Basle Committee’s proposals concern-
ing capital charges for market risk of April 1993.%
IOSCO’s reaction to the new proposals of April
1995 was not available at the time of writing. The
consultation period for these proposals is supposed
to close at the end of July 1995, and the date for
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their implementation by member countries of the
Basle Committee would be the end of 1997. Even
if this schedule is achieved, the task would remain
of harmonizing the EU rules on capital charges
embodied in the CAD with the Basle Committee’s
revisions to its capital accord to include market
risks. An internationally agreed framework for
major aspects of the supervision of financial firms’
derivatives activities is therefore still some way
off.

Consensus seems easier to achieve regarding
reporting and transparency. Here the objectives
are improvements in the information available not
only to regulators but also to counterparties and
investors in the shares of financial firms. Public
disclosure regarding derivatives portfolios and as-
sociated capital positions, accounting practices and
other more qualitative dimensions of the use of,
and dealing in, derivatives would permit better
decisions regarding a firm by both counterparties
and investors, thus serving as a useful discipline
on its management. With such objectives in mind,
in September 1994 a task force of the Euro-cur-
rency Standing Committee of the Central Banks of
the Group of Ten issued a paper (“Fisher Report™)
which, unsurprisingly in view of the Committee’s
close relationship to the Basle Committee, recom-
mended a framework of disclosure for financial
firms’ risk exposures and risk-management proce-
dures based on their own internal systems.>* Analo-
gous guidelines were proposed by the Institute of
International Finance in a paper of August 1994 .3
In May 1995 the Basle Committee and [OSCO is-
sued a joint report on a framework for information
useful to supervisors concerning the derivatives
activities of financial firms.*® Information is clas-
sified in connection with major categories of non-
systemic risk described above in section B and the
impact of derivatives on firms’ earnings. The pro-
posed minimum framework covers only some in-
formation requirements, the principal focus being
on the outstanding notional amounts of derivatives
in financial firms’ exposures, the creditworthiness
of counterparties, maturities, and losses on deriva-
tives positions. Other subjects pertinent to a mini-
mum framework are to be covered in later work.
The impact of improved information at supervi-
sors’ disposal depends on the scope of the regula-
tory regimes in force, so that its usefulness will be
enhanced as more complete sets of internationally
harmonized prudential guidelines are put in place
and their geographical coverage is extended.




110

4. Some other approaches

Various other ideas have recently been floated
for improving the functioning of, and reducing risks
in, derivatives markets. One suggestion is to
change the regulatory framework within which fi-
nancial firms operate in such a way that activities
involving derivatives and certain other instruments
which were not for the purpose of hedging or linked
to a purely intermediary role would have to be car-
ried out in separate legal entities created for the
purpose. This idea builds on a conception for the
design of financial systems in which much clearer
legal distinctions would be drawn among different
entities, according to the level of risk carried by
their assets. Its adoption would be likely to meet
resistance from financial firms, for which the pro-
vision of various services is often closely linked to
efforts to generate profits through the taking of
positions in markets used in connection with these
services. While such delineation of financial firms’
activities according to their risks could increase
transparency, and thereby, it is hoped, reduce in-
centives to speculation, the effects on systemic risk
would not necessarily be large.

Another proposal is to establish a clearing-
house for exchange-traded swaps and other OTC
contracts. The arrangement would apply to a lim-
ited number of standardized contracts.*® Exchanges
with appropriately designed clearinghouses can
reduce risks, as is evident from the description of
their role above in section C. Other potential ben-
efits are improvements in the transparency of po-
sitions and transactions, the likelihood of partici-
pation in the business by a wider range of finan-
cial firms than at present (with the result that com-
petition would be increased), and greater liquidity.
However, doubts have been expressed as to the
magnitude of these benefits.”” Indeed, an attempt
by the Chicago Board of Trade in 1991 to intro-
duce trading in standardized three- and five-year
interest-rate swaps failed owing to lack of inves-
tor interest.® More recently there has been some
spontaneous movement in this direction. For ex-
ample, the Chicago Board Options Exchange and
the Philadelphia Stock Exchange now provide fa-
cilities for trading non-standardized option con-
tracts. The advantage of this approach is that use
of these facilities is determined by the supply and
demand of those who wish to combine flexibility
as to contract terms with the security provided by
a clearinghouse, and who are willing to take the
risk that the market for any particular contract may

Trade and Development Report, 1995

prove illiquid. Pressure for widespread standardi-
zation of contracts, which is a source of concern
to OTC dealers, is thus avoided.

Another recent proposal is directed at the in-
centive structure embodied in typical remuneration
packages for the traders of financial firms.** These
consist of a basic salary together with a profits-
linked bonus which can be very large and thus can
provide an incentive to sometimes undesirably high
risk taking. Under the proposal bonuses would
depend not only on the levels but also on the vari-
ability of profits, being positively related to the
former and negatively to the latter. The effect of
such a change on systemic risk is difficult to judge
in abstraction from other features of the risk man-
agement of financial firms such as their internal
controls.®® Some firms have already moved to-
wards basing traders’ remuneration on a formula
under which the profits made by units in excess of
those on a risk-free portfolio are compared with
an aggregate benchmark reflecting those which
could have been expected from the movement of
the market as a whole. This formula seems de-
signed to achieve the same objective as the pro-
posal described above.*

There would thus appear to be no easy or sim-
ple alternative to a continuing drawn-out process
of developing harmonized international standards
for the regulation of derivatives markets alongside
of piecemeal efforts to improve existing national
regulatory regimes. Derivatives markets will con-
tinue to be subject to systemic risk owing to in-
stances of exceptionally high volatility in the mar-
kets for their underlying assets and defaults by fi-
nancial firms with large portfolios of derivative
instruments (particularly if these events occur in
combination). Better harmonized standards would
provide greater defences against such risk but
would be unlikely to eliminate it. Inthe meantime
the successful withstanding of periods of stress
remains dependent on financial firms’ own risk
management and the quality and scope of national
supervision.

5. Concluding remarks

Although futures and options have been
around for a long time, until the 1970s they were,
outside the field of commodity trading, a rather
esoteric subject. But since the introduction of ex-
change-traded futures and options on financial in-
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struments, derivatives have progressively become
part and parcel of the management of their assets
and liabilities by banks and institutional investors.
With their growing penetration of the operations
of financial institutions, derivatives have featured
with increasing prominence on the regulatory
agenda. With a few exceptions, use of derivatives
remains relatively limited in the developing world
and the economies in transition, despite long-stand-
ing recourse to futures and options by those in-
volved in the trading of their exports of primary
commodities. But hedging and speculation with
derivatives by domestic and portfolio investors in
developing countries is growing even in the absence
of well-established markets for futures and options
on financial instruments, and can be expected to
accelerate in step with the liberalization of their
financial markets.*?

Historical experience suggests that expansion
of the use and trading of derivatives should be an
organic extension of hedging and of other opera-

tions of financial firms for the purpose of balance-
sheet management. Initiatives involving artificial
incentives to trading in derivatives - for example,
through the establishment of exchanges intended
purely to attract business to nascent financial cen-
tres in developing countries - are likely to lead to
markets where speculation predominates, and that
are capable of posing a threat to the stability of
the financial systems of which they are a part.
Moreover, expanded use of derivatives should be
accompanied by the development of solid frame-
works of regulation and supervision, an integral
part of which consists of ensuring that stringent
internal controls are in place at enterprise level.
As the use of derivatives spreads, links between
the firms and exchanges involved can be expected
to lead to pressure for more comprehensive agree-
ments on prudential standards, involving develop-
ing countries as well as OECD countries, which
will build on the ongoing work of the EU, the Basle
Committee on Banking Supervision, and [OSCO=

Notes

1 Several futures and options contracts are traded on
organized exchanges. Futures specify delivery of
commodities or financial instruments at a specified
price and future date. Options give the purchaser
the right (but without any obligation) to buy or sell
commodities or financial instruments in the future
at a pre-set price. In the case of exchange-traded
derivatives the contracts are standardized. Deriva-
tives are also sold by financial firms over the coun-
ter (OTC), in which case the contracts may be cus-
tomized. OTC derivatives include options, forward
contracts (similar to futures but not tradable on an
exchange), swaps (which involve the exchange of
periodic payments in the same or different curren-
cies according to a specified timetable), and other
contracts specifying rights and obligations linked
to the performance of an underlying financial in-
strument or currency, price index or interest rate.

2 Bank for International Settlements, Recent Devel-
opments in International Interbank Relations, Re-
port prepared by a Working Group established by
the Central Banks of the Group of Ten countries
(“Promisel Report”) (Basle, 1992), p. 25.

Keynote address delivered by Dr. William R. Whyte
atthe Conference, “The Implications of Derivatives
for Regulation”, organized by the London School
of Economics and held at the University of Lon-
don, 2 December 1994 (reprinted in BIS Review, 22
December 1994),

4 Basis risk is that which results from such imperfect
correlations.

5 This account is based mostly on Rudolf Wolff &
Co. Limited, Wolff’s Guide to the London Metal
Exchange, 3rd edition (London, etc.: Metal Bulle-
tin Books, 1987), chap. 1, and R. Kestenbaum, The
Tin Men. A Chronicle of Crisis (London, etc.: Metal
Bulletin Books, 1991). (Ralph Kestenbaum was
spokesman and representative for broker creditors
during the negotiations on the settlement of out-
standing claims between the ITC and its creditors
after the 1985 default.)

6 The initial margin paid by a clearinghouse member
at the time an account is opened, together with sub-
sequent margin payments associated with losses on
positions marked to market on a daily basis or more
frequently, limit the clearinghouse’s exposure in the
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event of default. The exposure of members of clear-
ing houses to their own customers (whose transac-
tions they are responsible for clearing) is limited
through separate but similar systems of margin re-
quirements.

The following description of what the Armaged-
don scenario might have involved was provided in
evidence presented to the Trade and Industry Com-
mittee of the House of Commons of the United King-
dom on 12 February 1986 (quoted in Kestenbaum,
op. cit., pp- 57-58): “Should the L.M.E. market
resume trading without the I.T.C. having funds to
repay its bank borrowings, or to pay the Tin it has
purchased from the market, the following sequence
of events will unfold:

a) L.M.E. opens with the 1.T.C. unable to honour
its commitments to the brokers.

b) Broker A takes up Tin from the other L.M.E.
Ring-Dealers and then presents to [.T.C. for pay-
ment - |.T.C. defaults on the payment.

¢) Broker A, now long, forced to sell to mitigate
losses - price declines.

d) Banks also sell their Tin held as collateral for
loans.

e) Other brokers in similar position, and if price
trades at £5000 per ton, total loss approximately
£202 million among the 14.

f)  Broker A now in a situation where the loss on
the closeout of the I.T.C.’s Tin position makes him
insolvent.

g2) Broker A is forced to cease trading in all com-
modities (including other metals and softs) and in-
forms all contract parties.

h)  Other Brokers/Dealers are defaulted on by Bro-
ker A (as well as |.T.C.) and they have to liquidate
their unwanted positions with Broker A.

i)  Because of g) and h) all markets, not just Tin,
will move against firms trying to unload their un-
wanted positions, therefore losses increase,

J)  Another Broker/Dealer becomes insolvent, and
cycle repeats itself from g), then the next, then the
next, etc.

The entife existence of the London Metal Exchange
and all its members will be very seriously at risk.
Furthermore, since these companies have heavy
commitments in the bullion market, the foreign ex-
change market, and the soft commodities markets,
their demise will cause a domino effect all across
the spectrum of financial institutions and trading
firms centred in London.”

Kestenbaum, op. cit., p. 95.

Ibid., p. 68. Such unwillingness could lead to con-
duct in conflict with the regulations of the LME
which forbid dealers to refuse to do business with
other dealers on the floor (the “Ring”) of the ex-
change.

Securities Review Committee, The Operation and
Regulation of the Hong Kong Securities Industry.
Report of the Securities Review Committee (Hong
Kong, 1988), p. 410 (this study being the report of
the Hay Davison Committee mentioned earlier). [f

H
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one uses the peak figure of 3,950 attained by the
Hang Seng Index on 1 October, the equivalent value
in stock of open interest of 35,000 contracts = 3,950
x 35,000 x HK$ 50 (the contract multiplier) = (ap-
proximately) HK$ 6.9 billion.

Ibid., p. 411.

Ibid., p. 155.

US Securities and Exchange Commission (Division
of Market Regulation), The October 1987 Market
Break, (Washington, D.C.: US Government Print-
ing Office, 1988), pp. 11-19.

R. Fell, Crisis and Change: The Maturing of Hong
Kong's Financial Markets, 1981-1989 (Hong Kong:
Longman Group (Far East), 1992), pp. 195-197 and
226. (Robert Fell was successively Hong Kong’s
Commissioner of Securities and Commissioner of
Banking in the 1980s and came out of retirement to
serve as Chief Executive of the Hong Kong Stock
Exchange after the 1987 crash.)

Securities Review Committee, op. cit., chap. VII.
Although terminology is fluid in this area, asset
reallocation usually refers to the redistribution by
investors of funds among broad classes of assets,
including stocks, futures and options, on the basis
of strategies which often treat such classes as though
they were individual assets; arbitrage denotes the
shifts of funds between markets, principally those
for stocks and stock futures, to profit from diver-
gences between the value of stocks in portfolios
underlying indices of stock prices, on the one hand,
and the estimated theoretical value of stock futures,
as determined by the relevant index, interest and
dividend rates, the time to expiry of the futures con-
tract, and relative transactions costs, on the other;
and portfolio insurance is a technique designed to
assure a minimum rate of return to a portfolio with-
out foreclosing the opportunity to benefit from fa-
vourable market movements through trading strat-
egies which vary on a continuous or almost con-
tinuous basis the proportions in the portfolio of call
options and money-market instruments or of stocks,
stock futures and money-market instruments in re-
sponse to shifts in the assets’ prices.

A number of reports by official bodies were pro-
duced in the aftermath of the 1987 stock market
break, of which two of the more comprehensive were
that of the Securities and Exchange Commission
mentioned above and that of the Brady Commis-
sion, Report of the Presidential Task Force on Mar-
ket Mechanisms (Washington, D.C.. US Govern-
ment Printing Office, January 1988). Extracts from
these reports, together with academic commentary,
are available in a book published for the Mid
America Institute for Public Policy Research, Inc.,
Chicago, inois, entitled Black Monday and the
Future of Financial Markets (Homewood, Illinois:
Dow Jones-Irwin, 1989).

Trading in stock futures, stock options or both ac-
companied that in stocks at the time of the 1987
crash in a number of markets other than those of
the United States (and Hong Kong). (There is a
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tabulation in R.W. Roll, “The international crash
of October 1987” in Black Monday and the Future
of Financial Markets, p. 54.) But their role varied,
the trading strategies described above being less
important outside the United States. See, for ex-
ample, U.S. Securities and Exchange Commission,
op. cit.,pp. 11-12 to 11-13.

M. Mayer, Markets (New York, etc.: Simon and
Schuster, 1988), p. 78.

For the institutional arrangements for the settlement
of margin payments at the Chicago Mercantile Ex-
change see Federal Reserve Bank of New York, The
Chicago Mercantile Exchange (New York, July
1989), pp. 83-99.

Federal Reserve Bank of New York, An Overview
of the Operations of the Options Clearing Corpo-
ration (New York, April 1989), p. 27.

U.S. Securities and Exchange Commission, op. cit.,
pp. 10-44 to 10-48.

Ibid., pp. 3-6 to 3-9. For a concise survey also cov-
ering more recent literature see D.A. Dubofsky,
Options and Financial Futures. Valuation and Uses,
(New York, etc.: McGraw-Hill, 1992), pp. 171-172
and 435-448.

US Securities and Exchange Commission, op. cit.,
p. Xiv.

Ibid., pp. 3-9 to 3-16, and Report of the Presiden-
tial Task Force on Market Mechanisms, chap. 4 (es-
pecially pp. 34-36) and Analytical Study 111 (espe-
cially pp. 111-20 to 111-21).

The unwinding of the derivatives portfolios of these
institutions is described in “Several significant de-
faults affecting the over-the-counter derivatives
market”, Working Paper 4 for the report of the Com-
modity Futures Trading Commission, OTC Deriva-
tive Markets and Their Regulation (Washington,
D.C., October 1993). There is another concise ac-
count of the DBL case in Safety and Soundness Is-
sues Related to Bank Derivative Activities - Part 3,
Hearing before the Committee on Banking, Finance
and Urban Affairs, House of Representatives, One
Hundred Third Congress, First Session, 28 Octo-
ber 1993 (Washington, D.C.: U.S. Government
Printing Office, 1994) (“Leach Report”), pp. 798-
800.

The notional principal is the amount of principal
on which interest payments in a swap are calcu-
lated. In interest-rate-swaps in which both series
of interest payments are denominated in the same
currency there is no exchange of principals. Such
exchanges take place more frequently in the case of
swaps where the interest payments are in different
currencies.

Their failure to walk away from their obligations is
the more surprising in that more than two-thirds of
the swaps of DBL Products are believed to have been
in-the-money - in other words, owing to changes in
interest rates and thus in the capital value of pay-
ments under the swaps since their initial entry into
force, DBL. was owed money under a negotiated ter-
mination before maturity.
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B. Quinn, “Derivatives - where next for supervi-
sors?”, in Group of Thirty Occasional Paper 44,
Global Derivatives: Public Sector Responses
(Washington, D.C.. Group of Thirty, 1993), p. 38.
(Brian Quinn, a director at the Bank of England,
gave the above address at a seminar on derivatives
convened to discuss the Group of Thirty’s study of
global derivatives, Derivatives: Practices and Prin-
ciples (Washington, D.C.: Group of Thirty, 1993),
various speeches at which are reproduced in the
publication cited.)

At a simple level, for example, a swap dealer may
lay off his risks due to payments to be made to, and
to be received from, a counterparty by positions in
money-market instruments or the corresponding
futures contract if another counterparty requiring
payments exactly offsetting those under the first
swap is not available. The exposure of dealers in
the more complex OTC instruments now increas-
ingly common, which may combine features of dif-
ferent types of derivative, will often be disaggregated
into constituent risks, each of which will then be
laid off through the taking of offsetting positions in
derivatives and other financial assets through OTC
transactions or ones on exchanges. The process can
also work in the other direction, the exposure due
to the series of net payments or receipts under a
whole set of swaps being offset by opposite cash
flows associated with a position in a single instru-
ment such as United States Treasury notes. See,
for example, J.F. Marshall and K.R. Kapner, Un-
derstanding Swaps (New York, etc.: John Wiley and
Sons, 1993), pp. 187-191.

Wagers on foreign exchange rates at Spanish fairs
in sixteenth-century Antwerp, which were settled
in a manner with some resemblance to the use of
offsetting positions on modern futures exchanges,
are described in R. Ehrenburg, Capital and Finance
in the Age of the Renaissance, translation by H.M.
Lucas (London: Cape, 1928), pp. 243-244.

The Dojima rice market in Northern Osaka was
established in 1688. Trading on this market pro-
gressively took on many of the rules characterizing
modern exchanges for commodity futures (such as
the standardization of contracts, basic commodity
grades, a clearing house, and eventually, in the nine-
teenth century, provision for delivery of the physi-
cal commodity). See, for example, A. Alletzhauser,
The House of Nomura (London: Bloomsbury Pub-
lishing, 1990), pp. 26-27, and R.J. Teweles, C.V.
Harlow and H.L. Stone, The Commodity Futures
Game. Who Wins? Who Loses? Why? (New York,
etc.: McGraw-Hill, 1974), pp. 8-9.

Exporters of commodities such as coal in nineteenth-
century Berlin could quote fixed prices in roubles
to customers in Russia, laying off their risks through
contingent forward sales (in effect options to sell
roubles at a specified exchange rate). L.B. Yeager,
International Monetary Relations: Theory, History,
and Policy, 2nd edition (New York, etc.: Harper and
Row, 1976), p. 269.
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Federal Reserve Bank of New York, Exchanges and
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in the United Kingdom (New York, March 1989),
pp- 15-20.

The Chicago Mercantile Exchange, p. 96 and Fed-
eral Reserve Bank of New York, Clearing and Set-
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The Basle Committee on Banking Supervision (for-
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Sweden, Switzerland, United Kingdom and United
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areview of its work see, for example, A.J. Cornford,
“The role of the Basle Committee on Banking Su-
pervision in the regulation of international bank-
ing”, UNCTAD Discussion Paper No. 68.
Preliminary evaluation suggests that failures to ex-
change information on the part of regulators in the
United Kingdom, Singapore and Japan contributed
to the slowness of their reaction to the build up by
Barings of positions in futures which eventually
caused its insolvency. See, for example, the edito-
rial in Financial Times, 6 April 1995, “Looking back
at Barings”.

Op. cit., pp. 7-8.

Close-out netting is an arrangement to settle all
contracted but not yet due liabilities to and claims
on a financial firm by a single payment on the oc-
currence of one of a list of defined events such as
insolvency. Such an arrangement can reduce the
exposure to credit risk of the firms concerned.
Although the focus of the Group of Thirty’s study
is OTC rather than exchange-traded derivatives, the
importance of this recommendation about lines of
authority and the independence of the risk-manage-
ment from the dealing function was highlighted by
the insolvency of Barings, which appears to have
resulted from failures in just these areas with re-
spect to its trader, Nick Leeson. The need for inde-
pendent management of market risk is further
fleshed out in recommendation § of the study.
Basle Committee on Banking Supervision, “Risk
management guidelines for derivatives” (Basle, July
1994); and International Organization of Securi-
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management control mechanisms for over-the-coun-
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724.

Mimeographed response by Gay Evans to the paper
by Volkerts-Landau and Steinherr. (An initiative
by the MEFF Renta Fija for exchange trading in
standardized peseta-denominated interest-rate
swaps is currently under consideration by the Span-
ish authorities. R. Lapper, “MEFF poised to launch
swaps trade initiative”, Financial Times, 28 April
1995.)

C. Goodhart, “Why bonus payments are dangerous”,
Financial Times, 23 March 1995,
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For a recent discussion by a specialist in the trad-
ing of government securities concerning the length
of time necessary to evaluate a trader’s perform-
ance see C.1. Ray, The Bond Market. Trading and
Risk Management (Homewood, lllinois: Business
One lrwin, 1993), pp. 398-402. As Ray puts it,
“bonus timing affects risk-taking at every level of
the trading desk”.

A formula of this kind is described in W.F. Sharpe
and G.J. Alexander, /nvestments, fourth edition
(Englewood Cliffs, New Jersey: Prentice-Hall.
1990), pp. 749-750.

The use of derivatives in connection with the man-
agement of portfolios of equities from emerging
markets is still highly restricted owing to the very
limited availability of contracts and regulatory con-
straints. (See, for example, G.R. Dobson, The Glo-
bal Investor. Opportunities, Risks and Realities for
Institutional Investors in the World's Markets (Cam-
bridge, England, and Chicago: Probus Publishing
Company, 1994), pp. 105-108.) But there are indi-
cations of rapid growth from a low initial level of
OTC derivatives linked to the international bonds
(including Brady bonds) of Latin American coun-
tries. (J. Clark, “The structure, growth and recent
performance of the Latin American bond market”,
Federal Reserve Bank of New York Research Pa-
per 9416, October 1994, pp. 22-26.)




Blank page

Page blanche




Part Three

UNEMPLOYMENT AND INTERDEPENDENCE

i
BINECE
ll & ll




Blank page

Page blanche




The Issues at Stake

Mass unemployment and falling pay for un-
skilled work have become a veritable scourge in
the countries of the North. And not only in those
countries, for they also cast a long and dark
shadow over the world economy as a whole. How
those problems are dealt with will influence the
Sfuture course of all economies, whether developed
or developing, given their interdependence.

Despite growing support for globalization,
liberalization, and outward-oriented development
in the industrialized countries, joblessness is in-
creasingly blamed on imports of manufactured
products from the South. The solutions proposed
range from raising import barriers (“protection-
ism”), to imposing higher labour standards on
southern producers (“social clause”), to lower-
ing labour standards in the North (“flexible la-
bour markets”). Each of these responses - in-
cluding the third, favoured by advocates of free
markets and minimum government - would slow
the industrialization of developing countries.

Trade provides a superficial explanation of
unemployment. The same is true of technology,
also often identified as the cause. Both factors
have, indeed, tended to reduce the demand for
unskilled labour. But dislocations of labour as a
result of new competition or new technology are
nothing new in economic history; besides, demand
for skilled labour has also been weak. What, then,
has made it so difficult for the labour displaced
by structural change to find remunerative work
elsewhere in the economy?
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Chapter |

Most analysts look for the answer in the la-
bour market, citing either excessive regulation or
inadequate training. This issue of the Trade and
Development Report takes an altogether differ-
ent view. It traces the root of the problem to the
slow pace at which demand. output and invest-
ment in the industrialized countries have been ex-
panding over the past two decades. Even if la-
bour is made less costly to employers and more
skilled, business will invest on the scale required
to provide more and better jobs only if it is confi-
dent of buoyant sales. But no country can expand
demand on its own for long without suffering an
attack on its currency and being forced into
“putting its house in order’” through a restriction
of demand.

We therefore see the remedy in international
cooperation to accelerate world economic growth.,
Such a strategy would mean “all-boats-afloat”;
it would create jobs in the North while benefiting
- not hurting - the South. At the same time it would
remove the main threat to the liberalization of
trade.

By contrast, a strategy of “adjusting” un-
employment by pitting worker against worker in
the arena of competitive labour markets would ex-
acerbate conflicts among social classes and, no
less, among nations. Turning labour back into
Jjust another commodity is not a viable recipe for
advancing towards an open world economy; on
the contrary, it would invigorate the forces that
would prefer to go in the opposite direction.
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A. The labour market crisis in the North

Trade and Development Report, 1995

Over the past two decades there has been a
pronounced increase in unemployment in all indus-
trialized countries, although with considerable di-
versity in the scale and timing of the increase (chart
2).! Unemployment in the United States began its
rise earlier than elsewhere, and has exhibited the
greatest fluctuations, including a strong downward
trend in the mid-1980s. The increase was much
sharper in the European Union than in the United
States or Japan and has been more persistent. But
there have also been differences among EU mem-
bers.

Rising unemployment has occurred alongside
continued growth in total employment. Total em-
ployment in the European Union actually grew
more rapidly in 1973-1990 than in 1960-1973. But
this growth was insufficient to absorb the increase
in the labour force resulting from rising female
participation rates (notwithstanding slower popu-
lation growth). Moreover, the two-step jump in
unemployment rates during the two recessions of
the early 1970s and early 1980s was not reversed
in the subsequent recoveries. Consequently, in
many countries, but particularly in the European

Union, there has been a steep rise in the long-term
unemployed as a percentage of total unemployment.
These changes have coincided with a very uneven
distribution of the unemployment burden among
different groups in the labour force (see table 25);
unskilled and uneducated workers have faced a
much higher risk of unemployment than skitled
workers.

A failure of the demand for unskilled labour
to match supply, does not necessarily imply greater
unemployment for unskilled workers. Where hir-
ing and firing regulations are relatively weak, un-
skilled workers can find employment elsewhere in
the economy, albeit at much lower wages. In such
circumstances, policy makers have been content
to accept less unemployment at the cost of rising
income inequality. This coincidence of compara-
tively low unemployment with growing inequality
has been most apparent in the United States, but it
is also evident in the United Kingdom and Canada
(see table 26). By contrast, France and Germany
have experienced little or even diminishing inequal-
ity, along with Italy and some of the smaller West-
ern European economies.

B. A one-sided consensus

In the face of the rising trend of unemploy-
ment, many analysts have emphasized the distinc-
tion between structural and cyclical unemployment.
The cyclical component moves with fluctuations
in overall economic activity, whereas the struc-
tural component persists throughout such fluctua-
tions. Because structural unemployment persists
over cycles, most observers have assumed it is in-
dependent of the level of aggregate demand, and
hence not subject to macroeconomic policy influ-
ences. They suggest its rise is caused rather by
poorly functioning labour markets; this mainstream

consensus claims that excessive regulations and the
Welfare State prevent labour markets from re-
sponding effectively to new pressures and forces
in the world economy. These new market pressures
and forces are alleged to take the form of increas-
ing imports from the South and/or skill-biased tech-
nological progress. On either count, the orthodox
view is that the demand for unskilled workers in
the North has fallen relative to that for skilled
workers, leading to increased wage differentials in
favour of the latter in countries with flexible la-
bour markets and greater unemployment of un-
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Chart 2

ANNUAL UNEMPLOYMENT RATES IN OECD COUNTRIES, 1960-1994

{Percentage)
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Table 25
CHARACTERISTICS OF UNEMPLOYMENT IN SELECTED OECD COUNTRIES IN 1994
{Percentage)
Unemployment rate®
Long-term
Country Total Women Youths Low-skilled® unemployment®
United States 6.0 6.0 12.5 13.5 1.7
Japan 2.9 3.0 5.1 .. 17.2
European Union 1.1 12.6 18.6 10.0 ..
Germany 6.9 6.7 5.2 8.9 40.3
France 12.5 13.6 234 12.1 34.2
Italy 12.0 17.8 31.1 7.3 57.7
United Kingdom 9.5 7.4 14.9 12.6 42.5
Other OECD Europe 4.4 4.5 8.2 5.0

Source:
a Standardized unemployment rates
b 1992.
¢ 1993. Percentage of total unemployment.

skilled workers where labour markets are inflex-
ible. At first sight this view concords with labour
market trends.

Chapter I1 takes a closer look at these expla-
nations and finds them unconvincing. But not be-
cause there are no pressures on the labour market
coming from international trade or technological
progress. Rather, it is because the size and effect
of these pressures is not independent of the wider
economic and policy environment in the North,
which determines how any resulting dislocations
are absorbed.

Dislocations from international trade have not
come through the North-South trade balance. The
chapter points out that the industrialized countries
have consistently run trade surpluses in manufac-
tured goods with the South, creating jobs at home.
Although during the 1980s there was a reduction
of those surpluses, with subsequent job losses, the
swing was much too small and came too late to
explain a large part of job loss in the North. Moreo-
ver, when the North’s trade surplus with the South
began to rise again in the 1990s (after 1992 with
the East Asian NIEs), this coincided with further
job losses and rising unemployment. Nor was the
declining trade surplus in the 1980s the result of

The OECD Jobs Study: Implementing the Strategy (Paris: OECD, 1995), tables 1 and 2.

trade liberalization allowing all developing coun-
tries to take advantage of their abundant unskilled
labour, but rather of “catching up” in a very small
group of highly successful outward-oriented econo-
mies in East Asia and, just as importantly, the col-
lapse of imports in other developing countries due
to the debt crisis.

But even where there is balanced trade, there
may be an adverse effect on employment because
Southern exports are generally more labour-inten-
sive than those from the North. The coincidence
of falling employment and rising import penetra-
tion in sectors such as textiles and clothing lends
credence to this possibility. However, in most cases
declines in industry in the North predate the ex-
port successes of developing countries. Moreo-
ver, and contrary to any simple association between
labour market problems and North-South trade (or
technology), the ratio of skilled to unskilled unem-
ployed workers actually began to rise in a number
of countries in the second half of the 1980s, and
skilled unemployed became even more prominent
during the recession of the early 1990s.

The real question is why the more advanced
industrial economies should be affected differently
by manufactured exports from the South than they
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Table 26

TRENDS IN EARNINGS DISPERSION IN MAJOR
OECD COUNTRIES, 1975-1990

{Ratios)

Country 1975 1980 1985 1990
Canada 3.22 347 404 398
France 344 327 332 344
Germany 3.29 236 2.31
Italy 210 2.06

Japan .. 2.61% 275" 286
United Kingdom 238 251 290 324
United States 473 481 558 563

Source: As for table 25 (table 3 of the source).

Note: Figures represent the ratio of the lower limit of earn-
ings received by the top 10 pe: cent (9th decile) of all
male workers to the upper limit of earnings received
by the bottom 10 per cent (1st decile).

a 1979.
b 1987.

were by the rise in similar exports from Japan and
Italy during the 1960s, or why information tech-
nology should be any more disruptive than the syn-
thetic materials and transport revolutions of the
1950s and 1960s. What is different today is that
displaced workers in the North, both skilled and
unskilled, are not being absorbed in expanding in-
dustries and services.

The policy recommendations of the consen-

sus invariably focus on the “supply-side”: elimi-
nating labour market regulations, reforming wel-

Despite a tendency in some quarters to disre-
gard the economic experience of the early postwar
period, this period still stands out as a standard of
economic performance. Up to the 1970s unem-
ployment rates remained low and stable in all the
leading industrial economies. Along with the
strengthening of the Welfare State, the deep inse-

C. The “Golden Age” - accident or design?

fare institutions, training unskilled labour and im-
plementing measures to boost profits. Although
some of these are, potentially, valuable components
of a wider employment-creating package, their jus-
tification and design is too often motivated by a
hasty comparison of labour market institutions. In
fact, as is pointed out in chapter III, all labour
markets in the North have been undergoing deregu-
lation over the past two decades, resulting in de-
clining trade union membership and a rise in non-
standard forms of employment, such as part-time
and temporary jobs, and in self-employment. Cor-
porate profitability also rose in the 1980s. But these
trends failed to produce the expected expansion of
jobs through a faster pace of capital accumulation
and did little to ease labour market probléms. In
those countries where official unemployment fig-
ures fell, the absorption by low-productivity sec-
tors of labour made redundant in industry suggests
that disguised unemployment, last noticed during
the Great Depression, has been expanding and that
labour market performance is not so varied among
countries as official statistics might suggest. By
itself, greater labour market flexibility will deter-
mine primarily whether the problems to be faced
take the form of increased income inequality or ris-
ing unemployment.

These developments cease to be surprising
when account is taken of the fact that supply-side
policies depend very much on whether they are
implemented under conditions of stagnant or grow-
ing aggregate demand. Over the past two decades
macroeconomic policy has been biased toward re-
stricting demand growth, thereby not only itself
limiting the demand for labour, but also blunting
the impact of supply-side measures.

curity that had marked the condition of workers in
the inter-war years had, by the late 1960s, been
relegated to a distant memory. None of this inhib-
ited economic growth. In the period 1950-1973,
output expanded by nearly 5 per cent per year and
all the major industrial economies grew faster than
they had ever done before. Output growth was ac-
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companied by a considerable expansion of trade,
particularly in manufactures. The period has, ac-
cordingly, been dubbed a “Golden Age”.* Pros-
perity and stability in the North created, in turn,
more favourable circumstances for many develop-
ing countries, helping them to embark on an un-
precedented period of economic, social and indus-
trial progress.

This Golden Age ended around 1973. A se-
ries of events, some dramatic, such as the oil price
hikes, some of a more cumulative nature, such as
the economic consequences of the war in Viet Nam,
intensified distributional conflicts that Govern-
ments were unable to resolve. The existing policy
consensus unravelled when high employment and
low inflation were no longer seen as compatible
goals; during the 1980s most Governments ac-
corded priority to combating inflation, arguing that
it was necessary for the resumption of economic
growth. There has certainly been success on the
inflation front; its rate for the G-7 economies since
the mid-1980s has been comparable to that
achieved during the Golden Age - but this success
has not produced a return to the growth rates of
that time. More strikingly, it has coincided with
rates of unemployment that would have been un-
thinkable only a few years earlier.

The success of the Golden Age undoubtedly
reflected many influences. However, a crucial el-
ement was the priority given to growth and full
employment, as well as to the pragmatic use of
policies to achieve these ends. The reshaping of
domestic institutions, such as the systems of wage
bargaining and industrial relations, and the crea-

Trade and Development Report, 1995

tion of new institutions to help manage the inter-
national economy, in line with these objectives,
went hand-in-hand with high productivity growth,
rising consumption and living standards, and high
rates of investment in a supportive socio-economic
context.” The experience of that period shows
clearly that full employment, economic growth and
very low rates of inflation are compatible, given
the right policies; a good part of the responsibility
for unemployment must, therefore, lie squarely on
the shoulders of policy makers.

Since 1973, however, the industrialized econo-
mies have suffered from a fundamental imbalance
between investment in fixed capital, productivity
growth and the growth of the labour supply. (This
theme is elaborated in chapter 111.) Much of the
rise that occurred in structural unemployment is
related to the slowdown in investment, which in
turn is closely linked to restrictive macroeconomic
policies and deregulation of financial markets. The
challenge facing policy makers in the North has
already been indicated in Part Two of this Report
(see chapter I). There appears to be a real danger
of convergence around a growth rate too low to
reverse Western Europe’s high and persistent lev-
els of unemployment, to prevent Japan’s histori-
cally high levels from climbing even further, or to
address the deep insecurities that have accompa-
nied job growth in the United States. Undoubtedly,
avoiding this danger poses many difficult policy
challenges, and not all the same for different coun-
tries. But what is certain is that the consensus
view of structural unemployment as a failure in a
particular market is widely off the mark.

D. Policy options

Many supply-side measures (training the
workforce, employment subsidies, boosting prof-
its) can help increase employment, provided that
there is sufficient demand. But the unemployment
problem can only be solved if the fundamental im-
balance between investment, growth and job crea-

tion is corrected. This does not mean adopting
exactly the same policies as were successful in the
past. But it does mean finding the right mix of
demand and supply-side measures to ensure both
internal and external balance in the changed con-
text of the 1990s.
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Chapter IV explains that investment could
pick up if macroeconomic policy were to favour
growth. Monetary policy should be used to bring
interest rates down from their unprecedentedly high
levels and to keep them stable thereafter; the in-
stability emanating from financial markets should
be contained; and public investment (especially in
infrastructure) should be stepped up, with a clear
separation in public budgets between current and
capital expenditure. But the problem of accumu-
lated debt - something that was absent during the
Golden Age - has also to be addressed if fiscal, as
well as monetary, policy is once again to play a
constructive role in managing the economy. Lower
interest rates can help alleviate the problem of fis-
cal deficits over the longer run, but a once-for-all
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capital levy on financial wealth designed to reduce
the debt overhang to a sustainable level offers the
best immediate response.

Such a change in policy stance requires inter-
national coordination to prevent financial markets
from imposing undue constraints on implementa-
tion; countries cannot realistically hope to achieve
full employment, price stability and open markets
on their own. This approach may seem politically
out of reach. But, unemployment is itself reach-
ing politically menacing levels, threatening to bring
social disintegration and beggar-my-neighbour
policies and jeopardizing the stability of the inter-
national trading system. =

Notes

1 Caution is required in the interpretation of unem-
ployment statistics, on account of differences in
definitions, in the statutory retirement age, the na-
ture and coverage of labour market programmes,
and the extent of labour hoarding.

2 S. Marglin and J. Schor (eds.), The Golden Age of
Capitalism: Reinterpreting the Postwar Experience
(Oxford: Clarendon Press, 1989); A. Maddison,
The World Economy in the 20th Century (Paris:
OECD Development Centre, 1989); A. Cairncross
and F. Cairncross, The Legacy of the Golden Age:

The 1960s and their Consequences (London:
Routledge, 1992).

3 It is becoming increasingly common to see the cur-
rent rising unemployment trend as part - albeit hope-
fully a temporary one - of a return to a longer his-
torical trend interrupted by two world wars, and to
discount the experience of the Golden Age. Indeed,
the period from 1850 to 1913 is being described as
an earlier Golden Age of greater relevance for policy
makers. See IMF, World Economic Outlook, May
1995, p. 129.
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Chapter Il

A. Introduction

During the Golden Age, an open and expand-
ing trading regime was considered crucial to eco-
nomic prosperity and political stability in the North.
Indeed, the link between international economic
disintegration and mass unemployment was clearly
expressed by a leading architect of postwar reform
at Bretton Woods in the following terms:

All of us have seen the great economic trag-
edy of our time. We saw the worldwide de-
pression of the 1930s. We saw currency dis-
orders develop and spread from land to
land, destroying the basis for international
trade and international investment and even
international faith. In their wake, we saw
unemployment and wretchedness - idle
tools, wasted wealth. We saw their victims
fall prey, in places, to demagogues and dic-
tators. We saw bewilderment and bitterness
become the breeders of fascism and finally,
of war.!

Postwar moves towards greater international
economic integration rested, in their turn, on re-
covery in the world economy. Policies to stimu-
late domestic investment and growth not only
helped prevent a return to the economic chaos of
the inter-war years, but also ushered in an era of
full employment and freer trade. Managing possi-
ble conflicts arising from these domestic and in-
ternational objectives required positive leadership
at the international level, backed by resources and
a willingness to make some domestic sacrifice.

Thinking today is radically different. Al-
though the commitment to free trade is stronger,

two decades of slower growth and high unemploy-
ment have encouraged a new mercantilist outlook,
each country seeking to reduce unemployment by
improving its external competitiveness. With the
onset of recession in 1990, and a further down-
ward twist in manufacturing employment, compe-
tition from low-cost manufactured imports from
developing countries has increasingly been blamed
for the increased unemployment and growing in-
equality in the North. The rapid increase in the
flow of foreign direct investment (FDI) to devel-
oping countries has further heightened concerns
about a loss of jobs from North to South, and
shifted the debate on the links between competi-
tiveness and employment to a global level.

However, there is by no means complete
agreement that the main pressures on labour mar-
kets in the North are international in origin. An-
other view sees technological change as a much
more disruptive influence on employment and
wages in the advanced industrial economies. De-
spite their differences, both these explanations end
up viewing employment problems in the North as
a failure to match the supply of and demand for
different types of labour. Ultimately, it is this agree-
ment, rather than any disagreement over the source
of structural change, that has been the more sig-
nificant factor shaping policy recommendations in
favour of deregulation, better training and welfare
reforms.

But such recommendations rest on a very one-
sided view of the economy. The crucial point is
that international trade is constantly changing un-
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der forces of specialization, innovation, market
growth and international investment. Through
these dynamic forces trade - much like technologi-
cal change - can strongly influence the composi-
tion of domestic labour demand, but any effects on
the aggregate demand for labour will depend upon
underlying macroeconomic conditions, particularly
the pace of demand expansion and capital accu-
mulation. Under conditions of rapid capital accu-
mulation both trade and technology can reinforce
a virtuous circle of economic growth, job creation
and productivity increase. If global demand is
deficient and capital accumulation sluggish, in-
creased trade and technical progress can add to

1. Trade, wages and employment

The striking coincidence of abruptly declin-
ing manufacturing employment in the North, un-
employment levels not seen since the 1930s, grow-
ing income inequality and sharp increases in manu-
factured imports from the South has revived con-
cerns over a destructive link running from trade to
the labour market. The link has already provoked
considerable controversy in the United States,
where manufactured imports from the South have
risen more sharply than in either Western Europe
or Japan (see chart 3), where the income status of
the unskilled has declined drastically, and where
the issue has been prominent in the context of
NAFTA. Butsimilar concerns have also been ex-
pressed in Europe and Japan, and became a divi-
sive issue between the North and South during the
troubled birth of the World Trade Organization.

Nor is it only policy makers who have been
struck by the coincidence of these various trends.
Indeed, turning coincidence into a convincing ex-
planation of contemporary labour market problems
has revived some difficult debates that have peri-
odically divided academic economists (see box 5).
At the centre of these debates stands the old idea
that under free trade countries will specialize in
those activities in which they have a comparative
advantage as determined by their resource endow-

B. Trade, capital and the labour market

Trade and Development Report, 1995

unemployment and/or worsen income inequality.
The evidence suggests that dislocations caused by
trade with the South have had a not insignificant
effect on employment and wages in the North, but
not because such dislocations have been any larger
than in the past; rather, it is because they are
occuring against a background of weak demand
and sluggish growth. Failure to adopt appropriate
policies to address these fundamental weaknesses
in the North will mean that as more and more coun-
tries in the South rely on exports as an engine of
growth and succeed in catching up, such disloca-
tions will become more pronounced.

ments: they will produce and export those goods
which use their abundant domestic resources in-
tensively and import others. As trade expands, the
relative prices of goods will change, dragging fac-
tor prices with them. At the limit, international
trade will reduce earning differentials among dif-
ferent trading areas, even if factors are immobile.

This reasoning was perceived to lose relevance
during the Golden Age, when intra-industry trade
among the advanced industrial countries came to
dominate world trade. However, according to a
growing body of opinion, the role of differences in
the level of capital stock in determining the nature
and impact of international trade has diminished
significantly in recent years because of the in-
creased mobility of capital, whilst the growth of
trade in goods with a high knowledge and skill
content has increased the importance of labour
skills in shaping trade patterns. The result is a
renewed interest in the importance of North-South
manufacturing trade in the international division
of labour.

On this view, developing countries, poorly
endowed with human capital, should export (un-
skilled) labour-intensive goods to richer countries
and import skill-intensive goods which require large
inputs of qualified labour. Assuming that trade lib-
eralization allows countries to participate in the
international division of labour on the basis of their
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Chart 3

EXPORTS OF MANUFACTURES FROM DEVELOPING COUNTRIES TO THE UNITED STATES,
EUROPEAN UNION AND JAPAN, 1970-1993
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skill endowments, three additional elements make
up the case that North-South trade is the root cause
of increasing inequality and unemployment in the
North. First, there is a growing degree of geo-
graphical specialization in which the skill hierar-
chy of goods matches the skill hierarchy of coun-
tries; given that the wage of unskilled workers in
the South is a fraction of that paid in the North,
increased trade between the two regions will result
in a dramatic fall in the relative price of labour-
intensive goods in the North and the wage of un-
skilled workers relative to that of skilled workers
will consequently fall significantly. Second, wage
inflexibility and other market rigidities in the North
determine whether workers whose jobs are de-
stroyed by trade are absorbed in other sectors pro-
ducing skill-intensive and non-tradeable goods or
add to the ranks of the unemployed. Third, trade
with the South can lead to significant productivity
improvements in the North because part of the lat-
ter’s response to competition from southern exports
takes the form of defensive innovation and corpo-
rate restructuring, thus compounding the disadvan-
tages of unskilled workers in the North.
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As shown in annex I to Part Three, a revised
(Heckscher-Ohlin) model of North-South trade that
includes these elements predicts a considerable im-
pact on the structure of employment and incomes
in the North. The brunt of this impact is felt by
unskilled workers, either as increased unemploy-
ment or as a large reduction in their relative wage.
Given the problem of measuring the individual and
institutional determinants of wages, estimates of
the effect of trade on income inequality for indi-
vidual countries are subject to a certain margin of
error. Nevertheless, estimates of the decline in the
relative wage of unskilled workers due to trade have
ranged from under 10 per cent to over 20 per cent.?
Such changes are consistent with developments ob-
served in recent years in countries with deregulated
labour markets, such as the United Kingdom and
the United States.

As is also clear from annex I, the effect of
trade on manufacturing employment depends on the
degree of wage flexibility. If relative wages are
rigid, total manufacturing employment falls by
around 18 per cent, but even if they are flexible
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Box 5

GLOBALIZATION AND THE LABOUR MARKET: SOME CLASSICAL DILEMMAS

The ¢laim expressed by some policy makers and economists that North-South trade and capital
flows are behind contemporary labour market probilems, whatever its empirical merits, can hardly
be judged a recent concern. Certainly. the idea that freer trade enhances the wealth of nations can
claim widespread support from economists. However, Governments have been reluctant to dis-
mantle trade barriers, and economists have tended to explain this resistance by a combination of
public prejudices and vested private interests. There is, undoubtedly, some truth in this. How-
ever, by basing their own policv recommendations on unrealistic assumptions which 1dealize the
respanse of market institutions to economic change, economists have often hindered their own
case for a more open trading environment.

In reality. economic adjustments take place in an environment of market imperfections, can be
difficult to carry out and are often long-lasting processés. Morecover, they almost always intro-
duce distributional conflicts because those bearing the costs of adjustment need not be the same
as those who ultimately benefit from change. Recognizing these difficulties has often been pre-
sented as a first step towards mercantilist-type policies. However, because in their search for
measures (0 enhanee the wealth of pations classical economists were also concerned with the
economic welfare of the labouring classes', adjustments to international pressures were also a key
feature of their policy recommendations.

Adam Smith was fully aware of the difficulties that trade liberalization could bring to employ-
ment in immature industries: “if those high duties and prohibitions were taken away all at once,
cheaper foreign goods of the same kind might be poured so fast into the home market as to
deprive all at once many thousands of our people of their ordinary employment and means of
subsistence’™. As the debate on the Poor Laws in England intensified, David Ricardo tempered
his call to leave wages to the “fair and free competition of the market™ with the recommendation
that abolishing the Poor Laws “should be effected by the most gradual steps” because of the
negative distributional effects that would follow. On very similar grotunds. Ricardo also opposed
the rapid dismantling of the Corn Laws because a rapid increase in agricultural prices following
liberalization would depress prices in a manner “ruinous to the interests of farmers™?

Even the later contention that international trade would always and rapidly be beneficial even
when factors were immobile was, as Heckscher himsell was quick to realize, only applicable to
countries at very similar levels of industrial and economic development using the same tech-
niques of production: “Just as it is certain that, under free exchange, the same technique leads to
the same prices for the factors of production in all countries, so it is equally certain that differ-
ences in techniques lead to difierences in factor prices.™  As the staunch advocate of trade
liberalization Lionel (later Lord) Robbins: pointed out, with significant differences in interna-
tional efficiency and income levels, free trade can be used as effectively as protection to increase
the wealth and power of one group or nation, at the expense of others.”

Whilst the adjustment problems associated with rapid trade liberalization were not seen by these
writers as undermining the classical case for freer trade, their approach 10 international capital
movements was quite different. Both Smith and Ricardo were strongly opposed to the export of
capital, fearing that the loss of productive activity would hasten the advent of a stationary state.
According to Ricardo. “A nation is only advancing whilst it accumulates capital. Great Britain is
far distant from the point where capital can no longer be advaniageously accumulated. [ do not
mean to deny that individual capitalists will be benefited by emigration in many cases, but Eng-
land, even if she received the revenues from the capital employed in other countries. would be a
real sufferer™®
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Box 5 (concluded)

These classical concerns receded as faith in the international gold standard to promote improye-
ments in both national and global employment and in incomes grew stronger. However, they
resurfaced in the interwar period, when the costs of financial openness once again became intol-
erable. By the early 1920s, fear of the stationary state had been replaced by mass unemployment
and, as Alfred Marshall came to realize, adjusting to international pressures inevitably focused
on the labour market, where bargaining, just as much as the forces of supply and demand, help to
shape the allocation of resources’ . But it was left 1o Keynes to revive classical dilemmas. While
remaining committed to free trade, he linked the export of capital to unemployment because
“Some foreign investments lead directly to the placing of orders in this.country which would not
be placed otherwise. Whether or not they are desirable on general grounds, such investments do
no harm to employment. As a rule, however, this is not the case. A foreign loan does not ...
automatically create a corresponding flow of exports™.® His abandonment of free trade in 1931
astounded many of his contemporaries, but it was a predictable response to the failure of Britain's
interwar politicians and policy makers to address the possibie inconsistencies between free trade,
free capital flows and full employment.

See D. Winch, 4dam Smith's Politics (Cambridge: Cambridge University Press,1978), p. 87.
Adam Smith, An Ingquiry into the Nature and Causes of the Wealth of Nations (New York: Mod-
ern Library, 1937), pp. 435-436,

Ricardo’s discussion of the Poor Laws can be found in the Works and Correspondence of David
Ricardo; Vol. | (Cambridge: Cambridge University Press, 1951) and his: discussion of the Com
Lawsin Vol, IV.

E. Heckscher, “The Effects of Foreign Trade on the Distribution of Income”, in American Eco-
nomic Association, Keadings in the Theory of International Trade (Philadelphia: Blackiston,
1949), p. 291.

L. Robbins, The Theory of Economic Policy (London: Macmillan, 1952), pp. 10-11.

L D. Ricardo, op. cit, Vol. Ill, p. 274.

’ A. Marshall, Trade and Industry (L.ondon: Macmillan, 1923), pp. 335-336.

J. M. Keynes, “A drastic remedy for unemployment: Reply to critics”, in The Callected Writings
of J.M. Keynes, Vol. XI1X (London: Macmillan, 1981).

the drop is still significant (13 per cent). This is
consistent with the lower end of the range of em-
pirical estimates of jobs lost in manufacturing due
to trade with the South (12-24 million).* The higher
figure - which implies considerable trade-induced
industrial restructuring in the North - would ac-
count for most of the rise in northern unemploy-
ment. By contrast, the lower estimates, if spread
over the 30 years since southern manufacturing

amounting to between one third and two fifths of
total job losses in manufacturing in the North.

2. Foreign direct investment, wages and
employment

Trade liberalization and the growing impor-

exports began to expand, would imply annual job
losses of around 400,000, a not insignificant fig-
ure but only a small fraction of total manufactur-
ing employment in the North. However, if the job
loss was concentrated in the 1980s, the impact
appears to be rather more important, perhaps

tance of human capital have not been the only de-
velopments in the world economy giving rise to the
idea of a new international division of labour. Since
the early 1970s, there has been a steady increase
in the flow of foreign direct investment both in
absolute terms and relative to domestic mvestment.
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For most of this period, the flow of FDI has been
among developed market economies, but beginning
in the late 1980s flows to developing countries
began to recover and by the 1990s the share of
FDI flows to developing countries had risen sig-
nificantly.*

Concern that FDI could have a negative ef-
fect on employment in home countries has been
voiced most strongly in North America, where op-
ponents of NAFTA suggested that a more open FDI
regime would cause jobs to migrate to Mexico. On
some estimates, up to half a million jobs would be
lost up to the year 2000 as a result of this process.
But similar concerns have been expressed elsewhere
in the North. The “delocalization” of French in-
dustry has already been estimated to have had a
significant impact on unskilled labour in industries
such as textiles and clothing, which is expected to
be heightened in pace and scope. Most recently,
“hollowing out” (or kudoka) has entered the dis-
course of Japanese policy makers. Even more cau-
tious observers of trends in the international divi-
sion of labour, projecting industrial growth in
China and India as well as recovery in Eastern
Europe, anticipate a dramatic shift in the balance
of world industry over the coming decades driven,
in part, by FDI and made at the expense of indus-
tries dominated by unskilled labour in the North.’

The logical consequences of adding FDI to
conventional trade models are straightforward as-
suming FDI is exclusively of the “market-seeking”
type, where overseas production directly substi-
tutes for exports.® If capital is already, or is rap-
idly becoming, fully mobile internationally - and
thus no longer a constraint on the scale of low-
wage manufacturing production in the South - and
the South is amply endowed with unskilled labour,
and if locational advantage reflects factor endow-
ments, firms from the capital-intensive countries

There is no disputing that the sharp rise in
manufactured exports from developing countries
over the past two decades has coincided with a
declining share of the leading industrial economies
in world trade in manufactures over this period.
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will invest abroad in the production of goods in
the South embodying low skills. In the process,
technology is transferred from the North, deepen-
ing industrial development in the South. Accord-
ingly, capital outflows will reduce the capital stock
in the North, depressing the productivity of labour
there and raising it in the South. These trends
would reinforce the impact of imports on employ-
ment and wages of northern unskilled workers.

But, as recent technological changes have
made it easier for firms to organize both a larger
number and a more geographically dispersed set
of cross-border activities, the link between FDI and
trade has been changing in recent years in ways
which might reinforce the threat to unskitled work-
ers in the North. The decision of TNCs over where
to locate activities is increasingly being driven both
by cost considerations and by the desire to gain
rents from their control over technology and their
various organizational assets. These same changes
also appear to loosen the attachment of production
activities and their related employment to any par-
ticular location. In this context, two new channels
making for closer links between labour markets in
the North and South accompany the spread of in-
ternational production. Subcontracting unskilled
work to firms in low-wage countries has become
an integral part of this cross-border division of
labour, particularly in those industries (such as
clothing and electronics) where the more labour-
intensive parts of the production process can be
easily separated and technology is standardized and
easily transferable. Where such relations occur
between the parent and affiliate there is an increase
in intra-firm trade. Although the importance of
these developments is difficult to quantify precisely,
subcontracting and intra-firm trade do appear to
have shown significant growth over the past two
decades.’

C. Evolution and effects of North-South trade

According to traditional trade theory, for manu-
factured imports to have been an important influ-
ence on labour markets in the North, this rise would
have had to be concentrated in low-skill industries,
and the price of goods produced in this sector
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should have declined significantly relative to other
goods. Moreover, any significant impact of in-
creased manufacturing trade with the South should
also translate into systematic and persistent em-
ployment falls in all low-skill industries in the
North and employment expansion in all medium
and high-skill industries.

A good deal of effort has been spent on deter-
mining whether relative prices have changed in the
direction predicted by trade models. The finding
of a number of research studies that the interna-
tional price of skill-intensive goods has fallen over
the past decade or so relative to the price of (low-
skill) labour-intensive goods has been taken as
strong evidence against a trade-based explanation
of rising inequality. However, there have been
strong methodological and empirical counter-ar-
guments. On the one hand, the analysis appears
particularly sensitive to the products chosen as well
as the way in which the skill content of goods is
measured. On the other hand, the finding for both
Europe and the United States that the relative price
of both high-skill and low-skill manufactures has
fallen relative to the price of those embodying me-
dium skills, and to prices of non-tradeables, can-
not rule out the predicted price effect of import
competition from the South.® In fact, these figures
can prove very little about the effect of trade be-
cause of uncertainty as to how these prices would
have moved in the absence of trade.

1. Manufacturing trade and employment

As already noted, an important factor behind
rising rates of unemployment in most industrial-
ized countries over the past two decades has been
a loss of jobs in manufacturing. The first salient
question is whether this general trend could be ex-
plained by manufactured imports from the South
which, although having risen by around 12 per cent
per annum in volume from 1970 to 1990, are still
small in relation to the developed countries’ com-
bined GDP; at the beginning of the 1990s, OECD
imports of manufactures from developing countries
(excluding China) accounted for no more than 1.5
per cent of GDP. However, it can be argued that
taking GDP as the denominator understates the
impact of North-South trade because it includes a
large non-tradeable component. Certainly, if only
manufacturing output is considered, the signifi-
cance of imports from the South appears consider-

Table 27

SHARE OF MANUFACTURED IMPORTS FROM
DEVELOPING COUNTRIES IN TOTAL MANUFAC-
TURING OUTPUT IN THE UNITED STATES,
EUROPEAN UNION AND JAPAN,

1975-1990

{Percentage)
Country 1975 1980 71985 18990
United States 24 5.0 8.1 10.6
European Union 1.9 3.4 4.3 6.1
Japan 1.3 1.8 1.9 3.2

Source: OECD, National Accounts, various years, and United
Nations, Commodity Trade Statistics, Series D.

ably greater (see table 27) and if total manufac-
tured imports are taken as the denominator the
impact appears greater still; in 1970 developing
countries accounted for less than S per cent of to-
tal imports of manufactures by developed coun-
tries, compared with close to 15 per cent in 1990.
But, in terms of any overall employment effect,
the size of the national economy (as measured by
GDP) is what matters, because labour must be able
to shift between the tradeable and non-tradeable
sectors as external conditions change.

For southern imports to have had a more gen-
eral impact on employment, they must have sig-
nificantly lowered the demand for labour through
the trade balance. Assuming the labour contents
of exports and imports do not undergo sharp
changes, then a deterioration of the trade balance
will, over a period of time, almost certainly lead to
declining employment. Over the past two decades
the North’s surplus on manufacturing trade with
the South has been falling. 1n 1991, imports cor-
responded to 1.5 per cent of GDP, and exports to
2.4 per cent, leaving a trade surplus of 0.9 per cent
of GDP, against 1.2 per cent in 1970. While at-
tention has focused in recent years on the potential
employment effects of rising imports from devel-
oping countries, an important part of this contrac-
tion of the OECD trade surplus during much of
the 1980s has been due rather to falling exports
from the region to the developing countries. Chart
4 suggests that since the early 1970s manufactur-
ing trade between the industrialized and the devel-
oping countries has gone through three distinctive
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Chart 4
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TRADE IN MANUFACTURES® OF OECD COUNTRIES WITH DEVELOPING COUNTRIES?,
1970-1993

(Billions of dollars, in 1985 prices)
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Source: UNCTAD secretariat calculations, based on United Nations, Commodity Trade Statistics, Series D.

a SITC 5-8 (less 68).
b Excluding China.

phases. Throughout the 1970s, the industrialized
countries’ surplus with the developing countries
increased, peaking in 1981 at 2.3 per cent of total
GDP. During that period, their imports from de-
veloping countries grew in volume every year (ex-
cept for the recession of 1975), but exports grew
even faster, especially immediately after the oil
price rises. Indeed, the North’s growing surplus
during this period was largely on account of ex-
ports to a few oil-exporting developing countries.
After 1981, the surplus with the developing coun-
tries shrunk. This trend continued until 1988, af-
ter which the surplus began to widen again. In
real terms, the 1993 surplus was approximately
equivalent to its size in 1974, i.e. around one third
smaller than in 1981.

Behind this evolution of the manufacturing
trade balance for OECD countries as a whole lies
a diverging trade performance among the major
countries (see chart 5). While the trade balance of

the European Community with the developing
countries moved much in line with the OECD av-
erage, the United States and Japan diverged widely
from the average, but in opposite directions. Ex-
ports from Japan in the 1980s fell modestly and
there was only a small rise in imports after 1986;
the United States, on the other hand, suffered
greater export losses while it already had a much
sharper rise in imports than Japan, from 1981 on-
wards. Consequently, there has been a rising sur-
plus in Japan, but a deficit in the United States
since 1984 (although it has shrunk since 1987).

Manufacturing employment fell in three
phases (see table 28). Of the total fall in employ-
ment of around 8.3 million, around one quarter
occurred in the first half of the 1970s, more than
one half from 1980 to 1985, and a little less than a
quarter since 1990. This suggests that the fall was
much more closely related to recession in the in-
dustrialized countries (1973-1974, 1980-1982,
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Chart 5

TRADE IN MANUFACTURES OF THE UNITED STATES, EUROPEAN UNION AND JAPAN WITH
DEVELOPING COUNTRIES, 1970-1993

{Billions of dollars, in 1985 prices)

120 — e
100 | United States
ol
- 80 P )
9 e [ 17
5 007 T T il
» Ll L
40 - '\—| ]
20 - '
0 ¥ g i ¥ L | i T ¥ e 11
o ™~ <t [{a] o o (3} <t (] [v 0] (o] (3}
M~ I~ I~ I~ I~ [} [=o] (o] [o0] D [¢2]
@ & & g 2 '@ 2 a » @ P &
120 -
100 - European Union
Exports
80 -
c
0
= 60 -
@
40 -
20 - ‘Iann
oIET, I ,
o o < [{=] o0 o o < «© 0] o o
~ N~ N~ N~ N~ 0 0 [e) Ioe] 0 » o]
2 2 @ o o g 2 g2 € g =2 @
120 e - e ——
100 | Japan
c
]
g
(>4
— TL T - o
(@] o < «© o0 (@] o < [(e} [s 0] o o
~ P~ ~ N~ ~ «© 223 [>o] © o] [92] [+
e 2 2 2 2 2 2 2 2 2 2 2

Source: See chart 4,




136 Trade and Development Report, 1995
Table 28
EMPLOYMENT IN MANUFACTURING IN THE G-7 COUNTRIES, BY SECTOR,
1970-1993
Change
1970 1975- 1980 1985- 1990
1975 1980 1985 1990 1993° 1970-1993°
Sector {Thousands) {Thousands) (Per cent)
Chemicals & pharmaceut.  -197 -67 -243 -2 -31 -540 -15.6
Scientific instruments 9 83 -119 303 -168 108 9.1
Printing & publishing -7 195 115 305 -75 533 21.7
Total high-skill -195 21 -247 606 -274 101 1.5
Food processing -103 -20 -274 156 34 -207 4.2
Fabricated metal products  -252 18 -318 153 -183 -582 -13.7
Wood & paper products -187 34 -551 126 -183 -761 -17.6
Electrical machinery® -302 394 332 -374 -307 -257 -4.5
Non-electr. machinery® -228 352 -522 195 -402 -605 -9.5
Total medium-skill -1 072 778  -1333 25 -1014 -2 412 -9.4
Transport equipment? 217 211 -370 6 -372 -308 -58
Textiles & clothing -961 -663  -1088 -656 -164 -3 532 -44.0
Rubber & plastic products 112 195 43 367 -53 664 36.3
Non-metal mineral prod. -99 -76 -333 -1 -130 -639 -27.4
Ferrous metals -197 -31 -839 -220 -147 -1714 -55.1
Non-ferrous metals -85 6 -141 -10 -36 -266 -29.9
Total low-skill -1 013 -638 -2728 -514 -902 -5 795 -26.9
Other sectors -31 -8 -473 299 29 -184 -14.3
All manufactures -2 311 343 4781 647 -2188 -8 290 -15.0

Source: UNCTAD secretariat calculations, based on UNIDO data base.
a 1990-1992 and 1970-1992 for Germany and the United Kingdom.
b Including office equipment and computers (high-skill) and other electrical machinery (medium- or low-skill).
¢ Including communication equipment and semiconductors (high-skil!) and other non-electrical machinery (low-skill)
d Including aerospace (high-skill), shipbuilding and repair (low-skill) and road vehicles (low-skill).

1990-1991), and a reduction of exports to the de-
veloping countries during the 1980s, than to rising
manufactured imports from the latter. Indeed,
manufacturing employment fell most dramatically
during 1980-1985, when the manufacturing trade
surplus shrank because of sharp import compres-
sion by developing countries (see also subsection
3 and chart 7 below). In other words, any signifi-
cant impact of North-South trade on total manu-
facturing employment appears to have originated
more from a decline in the purchasing power of

the South than from an increase of its volume of
exports. UNCTAD secretariat estimates based on
a counterfactual scenario in which both OECD
imports from and exports to the developing coun-
tries grow during 1981-1988 at the same trend rate
as in 1976-1981 (i.e. ignoring the drop in exports
due to the debt crisis and the jump in imports from
the NIEs) suggest that the reduction of the OECD
trade surplus in manufactures with developing
countries due to lower exports was more than dou-
ble the reduction due to the rise of imports. 1fthe
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Table 29

EMPLOYMENT AND NET TRADE IN MANUFACTURES IN THE G-7 COUNTRIES,

1970-1993
1970 1975 1980 1985 1990 1993° Change 1970 -1993¢
Employment Employment Net exports to
{Thousands) developing
countries
- {Per cent
Country (Thousands) (Per cent) of GDPJ
Canada 1638 1743 1853 1765 1867 1697 59 3.6 1.4
France 5196 5407 5103 4543 4352 3991 -1 205 -23.2 0.5
Germany 8203 7284 7229 6616 7120 7056 -1 147 -14.0 0.9
Italy 3289 3582 3333 2875 2757 2697 -592 -18.0 0.1
Japan 10880 10542 10213 10646 11173 10924 44 04 0.7
United Kingdom 7 951 7394 6462 4935 4798 4314 -3637 -45.7 1.9
Unites States 18213 17108 19210 17 242 17 502 16 402 -1 811 9.9 0.7
Total G-7 55371 53060 53403 48622 49569 47 081 -8 290 -15.0 0.3

Source: UNCTAD secretariat calculations, based on UNIDO Data Base and United Nations, Commodity Trade Statistics, Series D.

a For Germany and the United Kingdom the last available

calculations are extended until 1993, exports to the
developing countries are some $100 billion higher
(in 1985 prices) and imports some $60 billion lower.

Over the entire period 1970-1993 the swing
in net manufactured exports, as a share of GDP,
for the G-7 countries taken together, has been in
the same direction as the change in employment,
but this does not hold for either individual coun-
tries (see table 29) or for shorter periods (see table
28). The country that experienced the second-larg-
est swing in net exports as a share of GDP, Canada,
had the largest increase in total manufacturing
employment (3.6 per cent), whereas [taly, the coun-
try with the smallest swing (except Japan, where
net exports rose), lost 18 per cent of its manufac-
turing employment. These differences in the coin-
cidence of swings in net exports of manufactures
to developing countries and domestic employment
in manufacturing strongly suggest that trade with
the South is only one part of a complicated em-
ployment equation.

Another way to measure the potential impact
on employment is to relate the volume of imports

figures are for 1992

of certain goods to the size of the domestic market
for these goods. Much depends on whether such
imports are occasioned by a rise in the consump-
tion of the specific goods in the importing country.
To the extent that they are a response to increased
demand they do not substitute for domestic pro-
duction, and thus need not be associated with a
reduction in domestic employment.

For the OECD countries as a whole, import
penetration® by developing countries in manufac-
tures rose from around 0.4 per cent in the early
1970s to 3.1 per cent in 1992 (see table 30). There
are, however, notable differences among the major
industialized countries in the extent of penetration
(see table 31). In the United States, the penetra-
tion ratio rose from around 0.4 per cent at the be-
ginning of the 1970s to 1.6 per cent a decade later.
By 1992 it exceeded 4 per cent. 1n Western Eu-
rope, the trend of increasing penetration was less
dramatic; it rose from 0.5 per cent in the early
1970s to 2.8 per cent in 1992, Nevertheless, over
the same period the relative loss of manufacturing
Jjobs was far greater than in the United States. In
addition, although import penetration in the OECD
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Table 30
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IMPORT PENETRATION BY DEVELOPING COUNTRIES AND CHINA OF THE OECD MARKET
FOR MANUFACTURES, 1970-1992

{Percentage)®

OECD imports from

All
developing
Year countries® First-tier NIEs®
1970 04 0.2
1975 0.7 04
1978 1.2 0.6
1980 1.3 0.7
1985 2.0 1.1
1990 2.7 14
1992 3.1 1.5

Source: As for table 29,

Excluding China.

QLODO

Indonesia, Malaysia, Thailand, Philippines.

has risen fairly regularly, by 0.3 to 0.7 percentage
points in every five-year period since 1970, em-
ployment reductions, as mentioned above, came in

Table 31

IMPORT PENETRATION BY DEVELOPING
COUNTRIES? OF THE MARKETS FOR MANUFAC-
TURES OF THE UNITED STATES, EUROPEAN
UNION AND JAPAN, 1970-1992

{Percentage)
Market:
Year United European Japan
States Union
1970 0.4 0.5 0.2
1975 0.8 09 0.5
1978 1.4 1.1 0.6
1980 1.6 1.3 0.7
1985 2.7 1.7 0.8
1990 3.8 25 1.3
1992 4.3 2.8 1.3

Source and definitions: See table 30.
a Excluding China.

of which:
Second-tier NIEs®  Other countries China
0.0 0.2 0.0
0.0 0.3 0.0
0.1 0.5 0.0
0.1 0.5 0.1
0.2 0.7 0.1
0.3 1.0 0.4
0.5 1.1 0.6

Imports of manufactures ( SITC 5-8, less 68) as a percentage of apparent consumption (gross output minus net exports).

Hong Kong, Repubtic of Korea, Singapore, Taiwan province of China.

three major waves, interrupted by periods of re-
covery in the second half of both the 1970s and the
1980s.

Neither the evolution of manufacturing trade
balances nor that of import penetration ratios sug-
gests that there is any significantly close relation
between North-South trade in manufacturing and
unemployment. The tiny swing in the trade bal-
ance from 1970 to 1993 compares to job losses of
15 per cent, and the timing of these losses did not
systematically coincide with either declines in the
North’s overall trade surplus with the South or with
the rise in imports from the developing countries.
Not only was the growth of manufactured imports
from the South actually faster in the 1970s than in
the 1980s, but also the most important influence
on the trade balance in the 1980s came through a
decline in northern exports due to unfavourable
economic conditions in the South.

It is true that observing the evolution of im-
port volumes and of import penetration by devel-
oping countries in the industrialized countries does
not capture all the potential North-South trade
dynamics. Even if these indicators were un-
changed, rapidly industrializing developing coun-
tries could still be substituting for OECD coun-
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Table 32

IMPORT PENETRATION BY ITALY AND JAPAN OF THE MARKETS FOR MANUFACTURES OF
EEC AND THE UNITED STATES, 1958-1975

{Percentage)

EEC? imports from

Yea ltaly Japan Total

1958 0.4 0.1 0.5

1960 0.7 0.1 0.8

1965 1.7 0.3 20

1970 24 0.5 29

1975 29 0.8 3.7
Source:

United States imports from

Japan ltaly Total
0.2 0.1 03
0.4 0.1 0.5
0.6 0.1 0.7
1.0 0.2 1.2
1.5 0.3 1.8

UNCTAD secretariat estimates based on IMF, Direction of Trade Statistics, various issues; OECD, Historical Statistics

on Foreign Trade, various issues; UNCTAD, Handbook of International Trade and Development Statistics, various issues.

Note:

See table 30 for the definitions of manufactures and import penetration.

a Belgium-Luxembourg, France, Federal Republic of Germany and the Netherlands.

tries in the markets for manufactures of third coun-
tries. This effect would be reflected in smaller
exports from OECD countries or a reduction in
their import penetration of developing-country
markets. Data on the latter is not available, but
trade figures do not indicate that this effect has
been very strong in recent years. On the whole,
OECD manufactured exports to developing coun-
tries other than the NIEs have risen substantially
since 1989, including a small rise in low-skill
goods. The decisive influence on the size of these
exports is the purchasing power of the developing
countries as a whole (which is largely a function
of primary commodity prices, terms of trade, and
access to external financing) and not so much the
additional supply of such goods coming from the
NIEs.

It is also of some significance that the export
performance of the newly industrialized economies
(which account for two-thirds of the increase of
import penetration in manufactures by the devel-
oping countries) has not been without precedent in
the past 50 years. However, the rise in unemploy-
ment is totally unprecedented. Between 1958 and
1975 import penetration by Japan, for example, as
well as by Italy, both in the United States market
and in the national markets of the other five then
members of the European Economic Community
(EEC) was on a scale comparable to the rise of
today’s late industrializers (see table 32). For Italy,
the penetration ratio in the other EEC markets rose
from 0.4 per cent to 2.9 per cent, and that of Japan

in those markets from 0.1 per cent to 0.8 per cent.
In the United States market, import penetration by
these two former “NIEs” taken together rose from
0.3 per cent to 1.8 per cent. Neither in Europe nor
in the United States were these developments as-
sociated with labour market problems of the kind
experienced today; rather, the opposite was true:
the increasing flow of manufactures from lItaly to
its EEC partners was accompanied by a large mi-
gration of labour in the same direction to meet la-
bour shortages.

2. The skill content of trade and unem-
ployment

Quite apart from the effect on employment of
volume trends in manufacturing trade, there can
be consequences in terms of the composition of
imports and exports of manufactures, with respect
to the factor or skill content they embody. Indeed,
it is precisely such differences which have been
identified as the source of labour market imbal-
ances in the North arising from trade with the
South. Given such differences, jobs can be lost in
the industrialized countries even when net exports
are rising. The observation that unemployment in
the North is higher amongst workers with the low-
est educational and professional attainment has
given rise to the hypothesis that it is the lower skill
(but higher labour) content of imports relative to
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Chart 6
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TRADE IN MANUFACTURES OF OECD COUNTRIES WITH DEVELOPING COUNTRIES?,
CLASSIFIED ACCORDING TO THE LEVEL OF SKILL EMBODIED IN THEIR PRODUCTION,
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The classification of products by sector of manufacturing differs slightly from that in table 28, due to the limited availabil-
ity of disaggregated employment data used in that table.

Excluding China.

Chemicals and synthetic products, scientific instruments and watches, printing and publishing, aerospace, communication
equipment and semiconductors, and computer equipment.

Office equipment (other than computer equipment), fabricated metal products, wood and paper products, non-electrical
machinery, electrical machinery, and transport equipment (other than aerospace and road motor vehicles).

Textiles and clothing, rubber and plastic products, non-metallic mineral products, and ferrous metals.




exports that has contributed to rising unemploy-
ment and/or falling real wages in these occupa-
tional groups. While growing exports of skill-in-
tensive goods to the South increase wages for
skilled workers, they cannot provide compensat-
ing job opportunities for those workers displaced
by imports from low-skill manufacturing indus-
tries. Thus, to better identify the unemployment
problem, the various subsectors of manufacturing
industry must be classified according to factor,
technology, or skill content.

The skill content of a sector is usually meas-
ured as the share of “production” workers in total
employment. However, classifying sectors is not
without problems since it depends on the defini-
tion of sector size and the level of disaggregation.'®
Discrepancies resulting from sector definition are
of particular importance for some of the most dy-
namic subsectors of manufacturing, such as com-
munication equipment and semiconductors, and
office and computing equipment, which, if treated
separately, would fall within the high-skill indus-
tries, whereas if included in the more traditional
and broadly defined “non-electrical and electrical
machinery” sector would be classified as part of
the medium- or low-skill industries.

Despite these methodological problems, the
changing employment profile of the leading indus-
trial countries over the past two decades is reason-
ably clear. In the “high-skill” industries employ-
ment in these (G-7) countries as a whole rose, but
by only 1.5 per cent, from 1970 to 1993, while in
the “medium-skill” industries it fell by 9.4 per cent.
The most dramatic change has occurred in the “low-
skill” industries, where close to 27 per cent of jobs
(some 5.8 million) were lost - more than two thirds
of all jobs lost in manufacturing during this period
(see table 28).

On the other hand, an analysis of North-South
trade according to categories of skill embodied in
the products (see chart 6) reveals, not surprisingly,
a deficit for the industrialized countries in low-skill
goods since the mid-1980s, which is the outcome
of both lower exports than at the beginning of the
past decade and rising imports, especially from
1983 onwards. However, imports of such prod-
ucts have been levelling off since 1990, while ex-
ports have again risen in recent years, thus leading
to a narrowing of the deficit.

In the medium-skill category, exports from the
industrialized countries have increased more than
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imports since 1987, causing the surplus to rise,
albeit to a level! still below that of the early 1980s.
The trade balance in high-skill goods has shown
the smallest swings over the past 15 years, partly
because exports of such goods have been affected
much less by reduced import capacity in develop-
ing countries. Nevertheless, in this category, too,
the surplus of the industrialized countries has been
smaller in the early 1990s than at the beginning of
the 1980s, since developing countries’ exports have
steadily expanded (as discussed in greater detail
below).

The evolution of employment in the different
skill categories thus appears not unrelated to that
of trade - both have moved roughly in the same
direction over the period as a whole and for the
major OECD countries as a whole - but the evi-
dence does not suggest a very close relationship.
This conclusion is confirmed by the evolution of
employment and trade in the various subsectors
within each category as well as by cross-country
comparisons of sectoral employment changes."!

Compared to the early 1970s, the greatest
losses in employment occurred in the textiles and
clothing industries (ranging from 59 per cent in
the United Kingdom to 29 per cent in Japan) and
the ferrous metal industry (ranging from 70 per
cent in the United Kingdom to around 30 per cent
in Canada). These two subsectors alone accounted
for the loss of more than 5.2 million jobs in the G-
7 countries over the entire period 1970-1993, i.e.
almost two thirds of the total reduction in manu-
facturing employment (table 28). Other sectors
typically loosing employment were non-ferrous
metals (particularly in Europe) and non-metallic
mineral products (particularly in France and Italy).
All these sectors are classified as low-skill. But
employment fell considerably also in several “me-
dium-skill” or even “high-skill” industries in some
countries: scientific instruments in Italy, France and
Canada (by 56 per cent, 28 per cent and 27 per
cent respectively); the chemical industry in ltaly
(over 50 per cent); and fabricated metal products
in the United Kingdom (about one half).

While employment losses are clearly concen-
trated in low-skill sectors, employment gains have
not been the preserve of high-skill sectors. In fact,
the best employment performance in the major in-
dustrialized countries was in the low-skill rubber
and plastics industry'. In five of the G-7 coun-
tries employment also rose in printing and pub-
lishing, which counts among the high-skill sectors,
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Table 33
IMPORT PENETRATION BY DEVELOPING COUNTRIES OF THE OECD MARKET FOR
SELECTED GROUPS OF MANUFACTURES, 1978-1992
Imports from developing countries into: OECD imports from:
United European Total First-tier Second-tier Other

Main group States Union OECD NIEs NIEs countries

Textiles and clothing®
1978 81 6.5 6.6 39 0.3 38
1980 88 7.7 7.7 45 04 39
1985 14.3 9.7 1.2 6.7 0.8 6.9
1990 201 142 15.0 6.8 1.8 1.5
1992 209 17.5 16.3 6.3 26 12.0

Office and computer

equipment®
1978 1.9 1.8 0.9 0.7 0.0 0.2
1980 2.8 23 2.0 1.4 01 05
1985 5.5 6.7 4.6 3.8 0.1 07
1990 173 14.9 1.1 9.6 0.7 1.2
1992 21.0 14.6 134 10.9 1.7 0.8

Sources and definitions see tables 29 and 30.
a SITC61,665,83,84,85
b SITC 751,752,759, 895.

but also from a low base. Increases were the larg-
est in Canada, the United States and Japan (rang-
ing from 43 per cent to 35 per cent). Among the
four European countries, the rise was around 7 per
cent in France and Italy, while in Germany there
was no change. Only in the United Kingdom was
there a fall, though much smaller than for manu-
facturing as a whole.

Employment gains in other sectors do not ex-
hibit any clear trend. The non-electrical machin-
ery industry (medium-skill, and including commu-
nication equipment) in Canada employed almost
40 per cent more people in 1992 than in 1970; the
corresponding increase in Italy was some 25 per
cent and in Japan 13 per cent. In the other four
countries, however, employment fell (by up to 48
per cent in the United Kingdom). In the high-skill
chemical industry employment rose by around one
quarter in Canada, remained roughly stable in Ger-
many and France, but fell by between 16 per cent
and 50 per cent in the other countries. The figures
for transport equipment (medium-skill to low-skill)
were an increase of by around 30 per cent in both
Canada and Germany and of 8 per cent in Japan,

while there was a fall of one quarter in France and
Italy and one half in the United Kingdom. In Ja-
pan, the second-largest employment gain (after the
printing industry) occurred in medium-skill elec-
trical machinery (including computers and office
equipment), a sector where employment fell in the
other countries. Inthe United States, on the other
hand, it was in the production of scientific instru-
ments that employment gains were the largest (61
per cent), whereas in Italy and France, as men-
tioned, this high-skill sector was among the main
losers.

These differences in sectoral employment be-
haviour point to the importance of country-specific
factors as well as to shifting international com-
petitiveness in particular sectors. Evidence for a
relatively close long-term link between employment
in the industrialized countries and North-South
trade can be found only for textiles and clothing
(also including leather products and footwear),
where developing countries have their largest share
of manufacturing exports. Import penetration more
than doubled from the early 1980s to the early
1990s, from around 8 per cent to 16 per cent, at a




time when well over 1.5 million jobs disappeared
from the industry (tables 28 and 33). Import pen-
etration was more pronounced in North America
than in Europe and Japan. Atthe beginning of the
1990s, in the United States more than 20 per cent
of apparent consumption was constituted by im-
ports from developing countries. But textile em-
ployment has been in decline for a considerable
time in the North. Moreover, employment losses
during the 1980s were far more pronounced dur-
ing the first half than during the second half of the
decade (1.1 million, compared to 350,000), while
the rise in import penetration was greater in the
second half.

Nor has the strong presence of imports from
developing countries in OECD markets been lim-
ited to low-skill textiles and clothing. Indeed, the
share of such exports in total southern exports of
manufactures has been steadily falling, from more
than 40 per cent in the late 1970s to less than 30
per cent in the early 1990s, whilst the share of
“high-tech” goods has more than doubled, from
under 10 per cent to more than 20 per cent. The
most striking increases have been in machinery,
where the share of developing countries rose stead-
ily in both the European and the North American
markets until the late 1980s. For example, im-
ports of computer and office equipment, which were
negligible in the late 1970s, accounted for around
12 per cent of all OECD manufactured imports
from developing countries at the beginning of the
1990s. The share of other electrical machinery has
also increased considerably, now representing al-
most 13 per cent.

In the OECD countries as a whole, the mar-
ket share of developing countries in office and com-
puting equipment almost tripled from 1985 to 1992
(table 33), reaching around 13 per cent, and more
than 90 per cent of these imports came from East
Asia. The share of the OECD market for these
products is still relatively small for the second-tier
NIEs (1.7 per cent, compared to 10.9 per cent for
the first-tier N1Es) though it has been rapidly in-
creasing since 1985. Despite the rapid increase in
imports of such goods from developing countries,
employment in the subsector has fallen much less
than the average for manufacturing - and not more
than in transport equipment, a low-skill sector
where import competition from developing coun-
tries has been relatively weak.

To sum up, export success by developing
countries has not been limited to low-skill manu-
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facturing sectors, in some of which employment
losses in the North have indeed been substantial;
one of the sectors where imports from developing
countries have grown fastest (computers) is clas-
sified as high-skill but employment losses have been
small. Moreover, in some low-skill sectors (mainly
transport equipment and plastics) exports from
industrial to developing countries have also been
rising since 1987, even though their level in 1993
was still below that reached in 1981. Certainly,
employment gains in OECD countries have been
more in high-skill sectors, where net exports have
risen. Low-skill goods imports, on the other hand,
rose particularly fast from 1982 to 1984 and from
1986 to 1989, but - except for rubber and plastics
- employment in the low-skill sectors as a whole
has continued to fall after 1989, despite a narrow-
ing trade deficit in such goods.

3. The debt crisis, capital flows and
North-South trade

Efforts to trace problems of rising unemploy-
ment and inequality in the North to trade with the
South assume, explicitly or implicitly, that it is
shifts in comparative advantage that determine
trade relations. This ignores the influence of tran-
sitory factors, including the possibility of such fac-
tors - through hysteresis - having a quite prolonged
effect on trade patterns. In fact, during the 1980s
various trade and financial shocks had a clearly
pronounced influence on the pattern of international
trade. During this period, most developing coun-
tries experienced major losses of purchasing power
due to the collapse of commodity prices and a swing
in net financial transfers, the latter arising from
growing interest payments on foreign debt and re-
duced lending by private markets. Since for a long
time concessional interest rates and debt cancella-
tion were not instruments of adjustment, debtors
had little option but to reduce trade deficits through
import cuts; in the most troubled debtor countries,
import volumes declined by 28 per cent from 1983
to 1987."" Weaker demand for northern goods was
inevitable; the average annual value of exports to
developing countries from developed market econo-
mies fell from 1981-1983 to 1984-1986 by over
10 per cent. This weakening of demand is esti-
mated to have cost directly some 7 million man-
years of employment in Europe and close to 1 mil-
lion in the United States and Canada in 1982-
1984'“, on average raising annual unemployment
rates in Europe by 1.3 percentage points and in
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Chart 7

EXPORTS OF MANUFACTURES FROM OECD COUNTRIES TO SELECTED DEVELOPING
REGIONS, 1978-1993

(Billions of dollars, in 1985 prices)
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North America by 0.2 points. Other estimates,
taking into account indirect effects, have suggested
that these figures might be considerably higher.'

The contraction noted above of OECD manu-
factured exports to developing countries (see chart
7) during most of the 1980s (1981-1988) can thus
be explained by two factors . First, the payments
adjustments of many developing countries, mainly
in Latin America and Africa, following the debt
crisis, required a sharp reduction of their imports;
the OECD trade balance in manufactures with
Latin America was reduced by more than one half
from 1981 to 1983, following severe import com-
pression in the highly-indebted countries of the
region. Second, the purchasing power of the oil-

exporting countries shrunk; initially the industri-
alized countries moved into recession and the
debtor developing countries had to cut down on
their oil imports, and subsequently oil prices col-
lapsed. At the same time, restrictive policies in
the North, which slowed growth, meant that the
export markets of debtor countries - particularly
primary commodity exporters - were thin and ef-
forts to increase earnings from manufactured ex-
ports to meet debt servicing and overcome balance
of payment constraints could easily provoke pro-
tectionist responses. In the event, debtor develop-
ing countries as a whole increased their export
volumes by about 2.5 per cent per annum during
1983-1987, but because of the fall in prices ex-
port earnings in many countries failed to increase.
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Table 34

EXPORT GROWTH FOR MANUFACTURES IN SELECTED DEVELOPING COUNTRIES, 1982-1990,
AND CHANGES IN SOME EXPLANATORY VARIABLES

(Average annual volume increase in per cent)

Exports of
Country manufactures
Mexico 22.4
Venezuela 21.0
Turkey 14.9
Morocco 13.1
Kenya 10.7
Uruguay 6.9
Argentina 6.6
Jamaica 5.6
Peru 3.8
Thailand 27.0
Malaysia 220
Singapore 13.5
Pakistan 131
India 12.9
Republic of Korea 12.7
Brazil 7.5

Gross domestic Real earnings

investment in manufacturing
0.3 -25.6
-4.7 -42.6
45 -1.9
26 -15.8
46 -10.4
-3.5 -10.4
-3.0 -6.2
42 -9.4
-1.8 -31.4
11.6 54.5
1.5 15.1
24 47 1
4.9 39.8
7.8 281
18.5 83.6
3.2 39

Source: UNCTAD secretariat estimates, based on United Nations data and World Bank, World Tables, various issues.

This, in combination with reduced financial flows
and higher interest payments, limited import ca-
pacity still further.

But the tightening of the foreign exchange
constraint did prompt many developing countries
to seek an increase in manufacturing exports and
improve their international competitiveness. Be-
cause in most countries the shift in resources to
the tradeable goods sector did not take place in the
context of output growth or rising investment, it
was dependent on a redistribution of domestic re-
sources. A central feature of adjustment was, there-
fore, falling real wages, particularly in manufac-
turing.

In this respect, a division emerged in the South
between those countries where rising manufactured

exports were accompanied by falling or stagnant
real wages and low or declining real investment
(such as Mexico, Venezuela, Uruguay, Kenya, and
Morocco) and those where real wages, investment
and exports rose together (such as the Republic of
Korea, Thailand, India, Singapore and (less strik-
ingly) Malaysia (see table 34). For the former
group of countries, export growth during the 1980s
was driven by the distress caused by the debt cri-
sis. Although it is almost certainly the case - given
its scale and timing - that the rise of these exports
had only a small direct impact on northern labour
markets, the fact that it was associated with fall-
ing wages in manufacturing gave rise to allega-
tions of “unfair” competition to which vociferous
objections are frequently made in the North. How-
ever, such competition was in large part self-in-
flicted: since the international debt strategy was
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strongly biased against debtors, it favoured north-
ern finance over northern industry.'®

The situation changed in the late 1980s. Capi-
tal flows to developing countries - including many
highly indebted countries - recovered strongly,
dominated by private capital. In Latin America,
for example, from 1985-1989 to 1989-1994 the
average balance on capital account rose from un-
der $9 billion to over $33 billion and in Asia the
increase was from $19.7 billion to $42.4 billion."”

Combined with a swift and comprehensive lib-
eralization of imports, the result has been a mas-
sive inflow of imports (with the notable exception
of Brazil, where sluggish economic growth and
higher tariffs, until the introduction of the Real
Plan, dampened imports) and a swing from trade
surplus to trade deficit in most of Latin America
(see Part Two, chapter II). There has been amove
into non-traditional manufacturing exports in some
countries, notably Mexico, over the past decade
and Brazilian manufactured exports have benefited
from a combination of favourable currency move-
ments and a diversified industrial structure estab-
lished under import substitution measures. But
export diversification has not been the path for most
countries in the region. Indeed, for them the small
increase in the share of manufactured exports dur-
ing the second half of the 1980s stabilized (at a
low level) in the 1990s and actually declined in a
number of instances.

A similar process of import liberalization and
increased capital inflows has occurred in a number
of North African countries, such as Morocco and
Tunisia, where there was also a shift towards the
export of manufactured goods embodying low
skills, helped both by real wage compression and
by trade agreements with European Community.
However, for sub-Saharan Africa, whilst the im-
pact of the debt crisis on import compression was
particularly severe, exports have responded only
very sluggishly and export earnings have suffered
from falling prices. In addition, there has been
little recovery in financial flows to the subregion
which could help meet debt servicing requirements
and break the foreign exchange constraint on eco-
nomic growth.'

The combined result of these various trends
has been a swing in the North-South trade balance,
as southern imports from the North expanded more
rapidly than exports to the North. However, for
those countries which relied on capital flows to
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revive imports there remains the underlying ques-
tion of their sustainability. Since the Mexican
crisis, the unsustainability of capital flows has
become a real concern in Latin America (see Part
One, chapter 1I); but more generally, capital is
likely to be more cautious in entering developing-
country markets in the near future and developing
countries themselves will probably be more reluc-
tant to welcome portfolio investment, preferring
FDI. Even if flows revive, developing countries
will be more inclined to use them to reconstitute
reserves than for boosting imports. Privatization
can continue to provide a source of external fi-
nance, but it is unlikely to continue at the speed of
recent years.

Whilst FDI also plays an important role in
financing current account deficits in developing
countries, it has been exempt from concerns about
the volatility of capital flows.!”” Indeed, because
FDI is more closely associated with investment in
productive capacity and because it transfers tech-
nology and management techniques, it is assumed
to be driven by longer-term considerations than
portfolio investment. But, in part because of slow
growth and increased competition in northern mar-
kets, the factors determining longer-term objectives
are themselves changing and much FDI in devel-
oping countries will be for export activities, which
is not without its problems (see section D below).

Still, for many developing countries the only
way to finance greater imports of manufactures
from the North is to increase exports of primary
commodities. In the light of the weak prospects
for real commodity prices over the longer term?,
there is thus additional concern over employment
in northern export industries.

4. Catching up, productivity growth and
the changing trade profile of the South

In reality, much of the increase in exports of
manufactures from developing countries has been
accounted for by a small number of newly indus-
trialized economies (NIEs) in East Asia. 1n 1950,
the share of these four economies (Hong Kong,
Republic of Korea, Singapore and Taiwan prov-
ince of China) in total developing country exports
was 9.3 per cent; it had risen to 10.9 per cent by
1970 and 42 per cent by 1990. Their share of
manufactured exports rose from 40 per cent in 1970
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Chart 8

TRADE IN MANUFACTURES OF OECD COUNTRIES WITH THE NEWLY INDUSTRIALIZED
ECONOMIES?, 1970-1993
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a Hong Kong, Republic of Korea, Singapore, Taiwan province of China.

to close to 60 per cent in 1990. Perhaps more re-
vealing, while the share of world manufactured
exports rose from 1970 to 1990 from 5.5 per cent
to 15.9 per cent for developing countries as a whole,
if the four East Asian NIEs are excluded, the cor-
responding figures are 3.2 per cent and 5.8 per cent,
and if the whole of South and South-East Asia is
excluded, they are 2.2 per cent and 3.4 per cent.

OECD trade in manufactures with the NIEs
was until 1980 in rough balance, with a small defi-
cit emerging after 1975 (see chart 8). From 1981
onwards, however, this deficit grew larger every
year until 1987, despite sharply rising exports;
these four NIEs doubled the volume of their ex-
ports to OECD countries, accounting for more than
half of the additional OECD imports of manufac-
tures from developing countries. Subsequently,
OECD imports from this group of countries lev-
elled off, and in 1992 the trade balance swung back
into surplus.

Since the late 1980s, a second tier of NIEs
(Indonesia, Malaysia, Philippines and Thailand)
and China have taken over the role of the earlier

East Asian ones in penetrating the markets for
manufactures in the North. Nevertheless, the
OECD balance of such trade with the second-tier
NIEs remained in surplus despite a more than four-
fold volume increase of imports from them from
1986 to 1993 (see chart 9). Manufactured exports
to this group of countries have risen almost in par-
allel with imports. The continuing surplus in manu-
factures (of some $8-10 billion annually in 1985
prices) was made possible by the fact that these
countries (as distinct from the first-tier N1Es) also
have significant export earnings from primary com-
modities. OECD manufactured imports have also
risen sharply from China since the mid-1980s, from
$6.5 billion in 1985 to almost $44 billion in 1993
(in 1985 prices). However, in this case exports
did not keep up and there was a dramatic swing in
the trade balance from 1985 to 1992, amounting
to $35 billion . In this respect, China’s position
contrasts sharply with Latin America, where the
recovery in financial flows after the beginning of
the decade has helped finance a growing manufac-
turing trade deficit with the North, as exports from
the region stagnated but imports shot up by around
50 per cent.
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Chart 9

TRADE IN MANUFACTURES OF OECD COUNTRIES WITH SECOND-TIER NIEs, CHINA AND
LATIN AMERICA, 1978-1993

{Billions of dollars, in 1985 prices)
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This concentration of southern manufactured
exports in a handful of countries indicates that
abundant unskilled labour, coupled with interna-
tional capital mobility, is not sufficient for attain-
ing a competitive advantage in certain lines of
manufacturing.?’ The reason is that catching up is
not a spontaneous result of specializing with given
factor endowments, but a difficult process of forc-
ing the pace of investment, industrial diversifica-
tion and product upgrading. Convergence, in pro-
ductivity levels, as well as in the structure and or-
ganization of economic activity, is the result of this
process. In this respect, although there are cer-
tainly signs of catching up in other developing re-
gions, the trade performance of Latin America,
where the share of world manufactured exports rose
merely from 1.0 per centto 1.7 per cent from 1970
to 1990, and Africa, where over this period it has
remained unchanged at 0.4 per cent, suggests that
rather different development pressures were oper-
ating in those regions than in East Asia.

Export growth in East Asia emerged after a
successful period of industrialization during which
these countries built up internationally competi-
tive industries through a process of rapid capital
accumulation, learning and productivity growth.
As discussed in last year’s TDR, although each
country has had to manage this process of rapid
industrialization in the light of its own particular
circumstances - reflecting such factors as resource
base, size, and past history - common to all has
been the strategic interventions of the Government
in support of entrepreneurial, technological and
managerial capabilities in particular industries, as
well as the use of a variety of general policy meas-
ures to raise profits as a means to encourage rapid
capital accumulation. A significant feature com-
mon to all these countries is that this industrial
dynamic went hand-in-hand with rising real wages.
In the Republic of Korea, for example, real wages
rose on average by 9.8 per cent each year in 1965-
1973 and by 6.7 per cent in 1974-1984.% In other
words, it was not abundant cheap labour that made
the catching up process possible, nor was that the
basis of export success; rather, it was an unprec-
edented pace of productivity growth which made
possible an unprecedented growth of exports and
wages.

By the 1960s, the East Asian NIEs had built
up a very strong base of industries using unskilled
labour - primarily textiles and clothing but also
other industries, such as wood products and basic
chemicals. These industries, often supported by
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selective export promotion policies, provided the
initial push into foreign markets. However, it was
already apparent by the early 1970s that these in-
dustries could no longer be relied upon as engines
of growth or to secure a sounder footing in the in-
ternational division of labour. An orderly exit from
them was essential to the continuing process of
catching up. The need for structural change was
reinforced during the 1980s as rising wages eroded
cost advantages and a second tier of newly indus-
trializing countries, together with China, began to
exhibit particularly high rates of output growth and
exports in such industries.

The response to these regional dynamics by
firms and by Governments in the first-tier NIEs
has taken two forms. On the one hand, large do-
mestic producers in industries using unskilled la-
bour began to run down their domestic production
and to invest abroad in labour-intensive activities.
Much of this investment has been located in other
countries in the region, such as Malaysia, Thai-
land and (most recently) China. On the other hand,
there has been a continued upgrading towards more
capital and technology-intensive industries such as
electronics, machinery and transport equipment.”
This upgrading process has been associated with
an acceleration of private investment - from already
high levels - and with complementary public sec-
tor investments. The influence of catching up on
country trade profiles can be seen from the figures
for revealed comparative advantage shown in ta-
ble 35.

Traditional industries such as textiles and
clothing and toy making now appear to form a lo-
cus more for South-South than North-South com-
petition, with producers such as those in the Re-
public of Korea and Taiwan province of China find-
ing themselves in a similar position to producers
in the United States and the more industrialized
Western European economies in the 1950s and
1960s. There are already signs of a similar proc-
ess in industries such as electronics, where the sec-
ond-tier NIEs have made an almost simultaneous
entry alongside more traditional exports. It would
not seem unreasonable to conclude that it is pre-
cisely the rapid pace of capital accumulation that
has allowed the first-tier N1Es (unlike OECD coun-
tries) to manage a process of structural change
without the emergence of high rates of unemploy-
ment.

Already by the early 1980s, newer industries
had overtaken traditional industries as the leading
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Chart 10

SHARE OF ASIAN NIEs AND OTHER REGIONS OR COUNTRIES IN WORLD TRADE IN
PRODUCTS OF HIGH-TECHNOLOGY INDUSTRIES, 1970-1990
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exporters in the first-tier NIEs, and by the early
1990s they accounted for between 40 per cent and
52 per cent of their total manufactured exports.
But what is also significant is that these countries
have begun to move into the higher technology end
of these industries; from only 1 per cent of world
trade in high technology goods in the early 1970s
they had captured close to 10 per cent of the mar-
ket by the late 1980s (see chart 10).** Their suc-
cess in catching up with developed countries was
particularly remarkable for high-technology elec-
tronics goods, but the trend of rising shares is also
apparent with respect to chemicals, mechanical
products and instruments.”

An important consequence of the catching up
view is that increased trade is driven by produc-
tivity growth, not the dismantling of trade barri-
ers. Indeed, it was in precisely those industries
which appear to have been most strongly challenged

by imports from the South that trade barriers re-
mained high during the 1980s; textiles and cloth-
ing is still one of the most heavily protected sec-
tors in developed countries. Calculations by the
UNCTAD secretariat of the use of non-tariff meas-
ures in selected developed market economies in
1981-1991 showed no decline in the importance of
such measures, and their incidence appears to im-
pede imports from developing countries of the very
products, such as textiles and clothing and foot-
wear, for which import penetration has been great-
est.

Arguably, the OECD countries have already
undergone structural changes in labour-intensive
manufacturing industries in response to this im-
port penetration. As industrialization spreads, fu-
ture competition in these low-skill areas will be
among developing countries themselves, but some
of them have already acquired advanced technol-
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ogy and skills and are able to challenge leaders in
the North. This is certainly true for the first-tier
NIEs. Even among some poorer countries there
are already areas of industrial excellence which can
produce sophisticated goods at low prices because
labour costs are relatively low even for skilled la-
bour.

However, a defining characteristic of devel-
oped-country growth is that it is strongly condi-
tioned by product and process innovation and de-
velopment, whereas newly industrializing countries
are primarily product and process imitators. Their
success lies in catching up with the product inno-
vators, and adapting available technologies to the

Trade and Development Report, 1995

needs and capabilities of local industry. The re-
sulting competitive challenge facing countries in
the North is not new and assessing its wider im-
pact does not depend only on the catching-up proc-
ess in the South but also on the pace of capital
accumulation and structural change in the North.
Maintaining a leadership position in existing in-
dustries, as much as creating new industries, in-
volves an ongoing commitment to product and proc-
ess innovation as part of a general growth dynamic,
which in turn requires high rates of capital accu-
mulation. But, this was as true when the catch-up
economies were in Southern Europe and Japan in
the period after the Second World War as it is for
the East Asian NIEs of the past two decades.

D. Foreign direct investment, trade and employment

Because FDI is composed of various elements
which are likely to have very different direct and
indirect employment effects, a comprehensive em-
pirical analysis of the recent upsurge of FDI is dif-
ficult to make and needs still to be undertaken.”’
So far, much of the evidence linking the relocation
of production abroad and domestic employment has
been anecdotal and focused on the enterprise level.
At this level, the picture is, in fact, reasonably clear.
Today’s transnational corporations (TNCs) use
capital-intensive techniques and are modest em-
ployers of labour; world-wide, TNCs directly em-
ploy less than 2 per cent of the economically ac-
tive population and perhaps 10 per cent of the
manufacturing labour force. Indirect employment
effects might double these figures. The bulk of
this employment is located in the North, and FDI
in manufacturing has, until very recently, been
overwhelmingly among developed market econo-
mies.

Although the flow of FDI to developing coun-
tries has recovered strongly since the second half
of the 1980s, its direct employment effects have
been small. In total, during 1985-1992 affiliate
employment in developing countries rose each year
on average by under a million, and much of that

was in China alone.”® Much of the additional em-
ployment has been in export processing zones.
These zones expanded particularly rapidly during
the second half of the 1980s and early 1990s (again
with China dominant) and were strongly concen-
trated in two industries - textiles and clothing, and
electronics. Even assuming all this was directly
substituting for manufacturing employment in the
North, it still constitutes only a tiny fraction of
total northern manufacturing employment. Moreo-
ver, for FDI in developing countries to have had a
significant impact on the relative demand for dif-
ferent types of labour in the North, one would ex-
pect to see a rise in the ratio of skilled to unskilled
workers in the parent companies and a fall in this
ratio in developing-country affiliates. There is, in
fact, little evidence of this having happened. In-
deed, if anything, the ratio has shifted in favour of
skilled labour in developing-country affiliates,
t00.”

But firm-level eviuence and case studies, how-
ever interesting, cannot provide the basis for an
aggregate analysis of the effects of outbound FDI
on the domestic economies of the North. The most
obvious route into such an analysis is through the
link between trade and FDI. Accelerating FDI
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flows during the 1980s coincided with a decelerat-
ing growth of international trade. Although much
of the increased flow has been in non-tradeable
services, the possibility that production abroad
might substitute for exports from the domestic
economy has, as noted earlier, given rise to con-
cerns that FDI outflows from developed countries
could adversely affect employment.

Two reasons are traditionally offered for why
firms might replace exports with production
abroad. The first is the need to circumvent tariffs
or other protectionist measures and to overcome
limits on exporting if an appreciating national cur-
rency continuously cuts into the profitability of
exporting firms. These pressures appear particu-
larly important for FDI flows among developed
economies. The second is that, because of in-
creased international competition firms are con-
stantly searching for new production locations
where costs are lower. This would appear to be a
more significant influence on FDI flows from North
to South, associated with increased intra-firm trade.
There is some evidence that whilst intra-firm trade
in manufactures within the North showed little or
no increase in the 1980s, it expanded considerably
between northern parents and foreign affiliates in
developing countries, particularly in South and
South-East Asia but also in some Latin American
countries such as Mexico.*® Also during the 1980s,
subcontracting arrangements between northern
TNCs and southern firms have become increasingly
common.

In recent years, the market-seeking and cost-
reducing pressures on FDI appear to have become
more closely related. A combination of large trade
imbalances among the OECD countries, increased
protectionist sentiments and currency realignments
has meant that, by a shift in production activities
through FDI, what appears to be North-South trade
in manufactures is in fact displaced competition
among the OECD countries themselves. This is
consistent with the strong, but uneven, recovery of
FDI flows to developing countries beginning in the
late 1980s,*' where searching for developing-coun-
try markets for manufactured goods has become
secondary to producing for export to third mar-
kets. Japanese FDI, particularly to East Asia can,
in part, be seen as the result of increased competi-
tion within the North. Similarly, Japanese (and
more recently some East Asian) electronics firms
have relocated production in the Mexican
magquiladora and in the export processing zones
of'the Caribbean basin with a view to exporting to
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the United States market.”> But the more visible
consequence of intra-North competition in Latin
America has come in the form of United States FDI,
particularly in Mexico. The impact has been most
perceptible in the integration of the Mexican auto-
motive industry into the wider North American
industry, which during the late 1980s and early
1990s has been a major factor behind the growth
of Mexican exports.>* Although the role of FDI in
the transition economies of Eastern Europe has
been weak, there are also signs that Western Euro-
pean TNCs, under increasing pressure in their do-
mestic markets, are following a similar strategy in
such industries as furniture, consumer electronics
and automotive components.*

In light of these changes in FDI flows a series
of additional linkages between outward FDI and
trade, which have implications for employment in
the home country, must be considered. On the one
hand, there is an export-inducing effect when the
plants established abroad through FDI import in-
puts from the home country. On the other hand,
there is a reverse-import effect when the final goods
produced abroad are exported to the home coun-
try. The export-inducing effect of FDI is likely to
occur in the initial stage of the investment process
as a newly established affiliate imports equipment
and intermediate goods from the home country -
much of which might take the form of rising intra-
firm trade. However, this positive effect is likely
to decline over time as local procurement begins
to play a more significant role. Moreover, as af-
filiates begin to replace goods previously imported
from abroad, the export-substituting effect of FDI
will begin to impact negatively on the trade bal-
ance of the home country. This trend will be rein-
forced when the home country begins to import
from overseas affiliates what it used to produce at
home. Thus, a more general discussion of the links
between FDI and employment hinges on whether
the substitution effects of FDI on domestic invest-
ment and exports outweigh its complementary ef-
fects.

On the strength of these various effects on the
trade balance, FDI could either reduce or increase
domestic demand and employment. The former
outcome would appear most likely in small high-
wage economies with a large number of TNCs.
Some recent studies of outward investment by
Swedish TNCs, for example, have concluded that
FDI has substituted for exports, with a negative
impact on domestic production and employment.
Other studies, focusing on larger economies, have
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concluded that any reduction in exports is more
than offset by demand for capital goods and inter-
mediate goods from the home country.”® However,
many of these studies were concluded before the
recent upsurge of FDI in the 1980s and were fo-
cused on the traditional home countries of West-
ern Europe and North America. The most impor-
tant change in FDI patterns in the second half of
the 1980s was the rise of Japan as an outward in-
vestor.

Possibly because Japan’s export-oriented poli-
cies have traditionally kept the share of manufac-
turing in total FDI outflows lower than for many
of its competitors, there has been a growing con-
cern that new competitive pressures might result
in a dramatic relocation of production abroad with
an accompanying “hollowing out” of the traditional
export industries and a negative impact on domes-
tic employment. The Plaza agreement is often
seen as a watershed for the Japanese economy in
this respect. The challenge to exports from the
rising yen was met, in part, by increased domestic
investment in an effort to raise productivity and
lower costs. But there was also a relocation of
production through FDI directed to lower-cost lo-
cations. From 1985 to 1990, outward Japanese
FDI rose from around $12 billion to $47 billion.
Three quarters of this increase was absorbed in
Europe and North America, much of it in service
activities. However, there were important changes
in manufacturing FDI, especially in respect of
flows to developing countries. In particular, there
was a steep rise in flows to East and South-East
Asia in the electrical and electronic machinery and
transport equipment industries.*

Taking the period 1985-1990, it appears that
Japanese FDI in North America did have a large
export-inducing effect, but the export-substituting
effect was even greater. Furthermore, increasing
pressure for greater local procurement made an
important contribution to a reduction in the export-
inducing effect towards the end of this period.
However, the vast bulk (over 90 per cent) of the
final goods produced are for local consumption and
any reverse-import effect appears to have been
small. Overall, the combined result of these ef-
fects has been estimated to have been a reduction
of the annual Japanese trade balance of between
$1 billion and $10 billion (see table 36).

Japanese FDI in Asia has impacted differently
on the trade balance. In particular, the export-in-
ducing effect of assembly operations has been gen-

Trade and Development Report, 1995

erally greater than the export-reducing effect. But
since there has also been a reverse import effect -
around one quarter of the output in electronics and
electrical machinery is exported back to Japan -
the total effect on trade was slightly deficit-induc-
ing during this period (see table 36). However, in
both the first and the second-tier NIEs, Japanese
FDI is clearly being driven not only by the yen
appreciation but also by the successful process of
catching up in those economies. As a result, Japa-
nese manufacturers are shifting both low-end and
medium-end products to the region not only for
export to third markets but also - and increasingly
- for reimporting into Japan. Despite the adverse
combination of domestic and external factors in
the early 1990s, leading to a slower increase in
total Japanese FDI, the intensive search for more
cost-effective production and sourcing locations
has meant that the share of Asia in the total has
increased steadily during this period.*” As already
noted, FDI from Japan picked up strongly in 1994,
in advance of domestic investment, a situation
likely to continue in the light of domestic economic
conditions (see Part Two, chapter 1).3®

Overall, the trade effects of FDI on the Japa-
nese economy appear to have been employment-
reducing. Indeed, if it is assumed that the effects
of FDI in Europe were similar - and in proportion
- to the effects in the United States, and that like-
wise the effects of FDI flows to Latin America were
similar - and in proportion - to those going to Asia,
then the overall impact on outward Japanese FDI
in 1985-1990 was a reduction in the country’s trade
surplus of some $70 billion. This is not an insig-
nificant figure, but it makes only a small dent in
the surplus.

More importantly, however, the trade and in-
vestment effects stemming from a relocation of
production should not be explained simply in terms
of arising yen. The yen’s rise is itself a reflection
of the tendency towards underconsumption in Ja-
pan and the deficiency of aggregate demand.”
Until this problem is addressed directly, the pres-
sure on firms to relocate abroad will continue una-
bated and job destruction due to deficient home
demand will continue to be disguised as job de-
struction due to the outflows of FDI to developing
countries.

A second important macroeconomic link is
that between FDI and domestic capital formation.
When resiting is an alternative to investing at home,
the associated FDI comes, in the first place, at the
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Table 36

TRADE EFFECTS OF FDI FLOWS FROM JAPAN TO NORTH AMERICA AND ASIA, 1985-1980

{Billions of dollars)
Net impact on:
Exports to Imports from Trade balance

North North 1 +2)

America Asia America Asia 3+ 4=
Year (1) {2) (3) (4) (5)
1985 0.5 1.9 1.4 2.4 -1.5
1986 -7.0 1.4 1.1 3.5 -10.3
1987 -4.7 1.9 22 5.1 -10.1
1988 -3.6 0.0 23 4.6 -10.4
1989 -59 -1.0 3.5 4.5 -14.9
1990 -1.5 6.4 2.8 6.0 -3.8

Source: The Economic Planning Agency of Japan, Economic White Paper, 1993 (in Japanese), Tokyo, table 3-3-15.

expense of employment or wages which any future
repatriation of profits from abroad will not fully
offset. Surprisingly little empirical work has been
done on this question. One of the few studies of
the effects of outward FDI on capital formation in
the United States suggests that each dollar invested
in foreign affiliates reduces the domestic capital
stock by as much as 40 cents.*® Unfortunately, a
comparable assessment of inward investment - in-
cluding crowding-in or crowding-out effects
through the demand and supply sides - on the do-
mestic capital stock does not exist. 1n any event,
the size of these flows remains small in relation to
domestic investment and any noticeable increase
in share has been as much, if not more, a reflec-
tion of declining domestic investment.

None of these trends suggests that FDI di-
rected to the South has been a significant factor in
job loss or rising inequality in the North. More-

over, most OECD economies remain dominated by
firms which produce their output within their na-
tional boundaries or at most within a small sub-set
of similar economies. Still, there is every reason
to expect a continuing rise in the South’s share of
world industrial production over the coming years.
This leaves open the future scope for relocation,
as export promotion and trade and financial liber-
alization become more pervasive features of the
world economy. But because much manufactur-
ing FDI directed to developing countries is the re-
sult, rather than the cause, of catching up, the
policy issues this introduces are part of the larger
response by northern Governments to successful
industrial development in the South. With appro-
priate policies, FDI flows to the South are no more
a threat to jobs and wages in the North than were
similar flows from the United States to Europe a
threat to American jobs and wages in the 1950s
and 1960s.
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Those not persuaded by the claim that trends
in North-South trade have been a significant influ-
ence on northern labour markets have sought to
explain rising unemployment and wage inequality
in terms of the development and diffusion of new
technologies. This explanation appeals on a
number of levels, not least in shifting any suspi-
cion away from trade. More specifically, the idea
that new technologies have accelerated the pace of
sectoral change in employment from manufactur-
ing to services, and as well as a shift from unskilled
to skilled labour within sectors, appears to offera
very direct link to the structural problems of con-
temporary labour markets.

Where technological change introduces re-
source-saving techniques which permit greater
output from a given set of inputs, labour markets
will be disrupted by technological progress, and in
the face of market rigidities it is not possible, a
priori, to exclude significant transitional effects
from such change. These effects could be pro-
nounced where technological change is accompa-
nied by product innovation and where the new tech-
nologies can involve using more of some resources
than the earlier ones. From this perspective, it is
precisely a bias in contemporary technologies to-
wards a more intensive use of knowledge inputs
that has favoured skilled workers, simultaneously
raising their productivity (and wages) relative to
the unskiltled as well as the demand for such work-
ers.

1. New technologies and the skill mis-
match

Skill-biased technological change has, in re-
cent years, been associated with the increasing eco-
nomic importance of collecting, storing, process-
ing and distributing information. Evidence of tech-
nological progress in this direction - collectively
referred to as information and communication tech-
nologies (ICTs) - is apparent. Not only has the in-
dustrial landscape already been transformed by the
rise of the semiconductor and computer industries,

Trade and Development Report, 1995

E. Technology, wages and unemployment

as well as related services, such as software de-
sign, but also the tremendous productivity improve-
ments in these industries have brought about rapid
falls in the price of information-based technolo-
gies. Coupled with improvements in the speed,
capacity and accuracy of generating and manag-
ing information, this has led to the widespread use
of computers, integrated circuits and robotics in
both industry and households. Similar trends in
satellite technology and fibre optics have advanced
carrying capacity, increased the locational cover-
age of these technologies and enlarged the appli-
cation of related services. Not surprisingly, ICT
goods have become one of the most rapidly grow-
ing components of world trade.

The impact of these new technologies on la-
bour market trends in the 1980s has been most
extensively analysed for the United States, where
differential productivity growth between skill-in-
tensive manufacturing and the rest of the economy
was particularly pronounced and where the fall in
the price of skill-intensive goods relative to other
goods was significant. These trends have coin-
cided with a relatively fast rate of high-technology
investment in such industries as electronics, ma-
chinery and chemicals, where, correspondingly, the
demand for highly educated workers with problem-
solving skills appears to be greatest. There is also
evidence that the use of computers and the R&D
intensity of jobs are both positively linked to higher
wages, and it seems likely that the relative wage of
skilled labour was further increased by the slower
expansion of the number of college graduates in
the 1980s."!

Together, these various pieces of evidence
have been taken as confirmation of the skill-biased
technology explanation of rising wage inequality
in the North in the 1980s. However, shifting from
partial evidence to a more general explanation of
labour market problems is not so simple. In the
United States, productivity growth in skill-inten-
sive industries did not accelerate relative to other
industries until the latter half of the 1980s, well
after inequality and unemployment had began to
increase. There is also some evidence to suggest
that the rising relative wage of skilled workers was
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RATIO OF UNSKILLED TO SKILLED UNEMPLOYED WORKERS IN SELECTED OECD
COUNTRIES, 1975-1993

Country 1975-1978
Australia

Canada 35
France

Germany 1.9
Italy
Netherlands 2.0
Spain 1.7
Sweden 4.0
United Kingdom 3.1
United States 3.9
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Table 37
1979-1982 1983-1986 1987-1990 1991-1993

2.4 2.8 26 2.4
2.9 3.3 34 3.0
3.1 3.6 4.1 3.0
2.8 2.9 2.6 2.6
3.1 3.6 41 3.0
2.4 2.9 1.9 2.0
17 1.9 20 2.2
34 3.7 2.4 25
3.4 43 39 3.0
4.5 47 47 3.9

Source: S.Nickell and B. Bell, “The collapse in demand for the unskilled and unemployment across the OECD”, Oxford Review

of Economic Policy, Vol 11, No. 1, 1995, table 2a

strongly biased towards professional business serv-
ices and legal services and that the wages of more
obviously technology-using professions, such as
computer specialists and engineers, actually fell
relative to those of high-school graduates during
the 1980s. Moreover, an important source of meas-
ured inequality in the 1980s appears to have come
from diverging wages among business and legal
professionals.®

In addition, if skill-biased technological
change is the operative force on labour markets,
then in countries where the Welfare State remains
strong, such as in Western Europe, there should be
a clear and steady rise in the ratio of unskilled to
skilled unemployed. In fact, this does not appear
to be the case. In a number of countries, notably
Australia, Germany, Netherlands, Sweden and the
United Kingdom, this ratio has been falling since
the mid-1980s, as also in the United States since
the early 1990s (see table 37). None of this is
compatible with a simple skill-biased technol-

ogy story.

Moreover, the pace of technological change
has not accelerated dramatically compared to the
1950s or 1960s, when the labour force profile was
also steadily shifting towards higher skilis but un-
employment fell to historically low levels and the

relative wage of skilled and unskilled workers
showed no clear trend. These decades were marked
by a backlog of new technologies from the inter-
war period, the introduction of which had a pro-
found impact in such basic activities as transpor-
tation, as well as giving rise to new industries in
such areas as consumer durables. It seems un-
likely that the process of skill upgrading has ac-
celerated over the past two decades at the kind of
pace that would be required to explain the dramatic
shifts in labour market performance.** Indeed, the
rather prolonged and steady introduction of new
information technologies since the 1960s contrasts
sharply with the punctuated rise in unemployment
in 1973-1974 and again in the late 1970s, and is
not obviously consistent with widening wage in-
equalities, which did not really begin until the
1980s.

2. New technologies, productivity growth
and job creation

Technological progress is a process of crea-
tive destruction. On the one hand, innovations that
lead to new products create new industries; along
with expanding markets in these products they can
increase employment. On the other hand, techno-
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logical obsolescence goes along with declining in-
dustries and job loss. Complementary improve-
ments in process technologies can raise productiv-
ity in both types of industries; however, the over-
all effects on employment are more uncertain, de-
pending on price and income elasticities.

Not surprisingly, the employment effects of
the recent wave of technological progress have been
difficult to assess, in part because of the problem
of singling out the effects of product and of proc-
ess innovations. Firm and industry-level studies
do point to a labour-saving bias in new production
techniques, but do not find a large impact of new
technologies on either job creation or job destruc-
tion, suggesting that productivity improvements,
along with price reductions, as well as product
improvements, have generated compensating de-
mand growth and employment.* The growth of
employment in software and information services,
as well as in high-skill industries such as comput-
ers, office equipment and aerospace, in the 1980s
is seen as a reflection of this process, as are the
forecasts of future trends, which predict continued
growth in these and related areas.*® At a more
macroeconomic level, it has been pointed out that
in the United States and Japan high investment rates
in new technologies have been combined with low
or falling unemployment, whilst in Western Europe,
where such investment has been weaker, unemploy-
ment has been rising.” Strong historical evidence
of an association between new products and high
growth of output employment and productivity also
points to favourable prospects of job creation stem-
ming from these new technologies.

However, rapid output growth in high-tech-
nology industries has not been accompanied by a
proportional expansion of employment, and their
rising share of manufacturing employment is
largely due to shrinkage elsewhere.*” Nor are sim-
ple country comparisons always convincing. Dur-
ing the 1980s employment in high-technology in-
dustries actually contracted in the United States,
and over the entire period 1970-1991 it grew no
more than in Western Europe, with the exceptions
of the United Kingdom and the Netherlands, where
employment actually fell. Moreover, high rates of
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high-technology investment in a number of West-
ern European countries, notably Germany and
Sweden, have coincided with a rising unemploy-
ment trend.

But there is a more fundamental problem with
any argument that relies too heavily on the intro-
duction of new technologies to explain the stagna-
tion or decline in manufacturing employment. The
introduction of skill-biased technological change
has actually coincided with a pronounced
slowdown in productivity growth in all the ad-
vanced industrial economies. Attempts to explain
this paradox by broadening the concept of techno-
logical change to include institutional changes, par-
ticularly those linked to human capital formation,
that help set new technologies in their wider eco-
nomic and social setting, although helpful in cor-
recting a narrow conception of flexibility defined
exclusively in terms of wage costs (see next chap-
ter), do not explain why output growth has slowed
down even more than productivity growth.

A better understanding of the impact of tech-
nological change is through its link to investment -
whether in human or in physical capital. In fact,
the evidence offered in support of technologically
gencrated inequalities appears to hinge on greater
investment in high-technology industries which then
feeds through to higher productivity and wages.
Thus, evidence for the United States in the 1980s
shows that relative wage increases in such indus-
tries as machinery, electronics, chemicals and in-
struments are strongly correlated with a larger
change in net high-tech capital stock per worker in
these industries.*

However, once investment is made the start-
ing point, income effects become of central impor-
tance. A lack of aggregate demand on top of shifts
in the pattern of demand would tend to limit em-
ployment growth even as investment accelerates
in the high-technology industries. It would also
exaggerate job loss in traditional industries as ef-
forts to remain competitive in the face of exces-
sive shrinking of markets, by labour shedding, com-
pound the effects of lower investment.
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Increasingly it is being recognized that trade
and technology are not separate, but complemen-
tary, aspects of an ongoing process of structural
change which has become much more international
in scope. The best descriptions of a more com-
petitive international environment combine catch-
ing up in the South (through a fast pace of capital
accumulation and productivity growth and an in-
crease in and diversification of manufactured ex-
ports) with increased trade among countries at a
similar level of development because of economies
of scale. The pressures from such competition add
to those that always confront technological lead-
ers in keeping ahead of rivals by automating their
production of more traditional activities and cre-
ating new employment opportunities in expanding
markets for knowledge-intensive manufactures and
services. But history shows that both trade with
newly industrializing countries as well as the ad-
vent of new technologies have always caused
displacements in the labour markets of the more
mature industrial economies, without always lead-
ing to unemployment and greater wage inequali-
ties. Arguably, these forces have been no more
pervasive in the world economy over the past two
decades than they were in earlier times; indeed, if
anything, their importance during the 1980s dimin-
ished as both trade and productivity growth slowed
down compared to the Golden Age. However, their
adverse impact on employment has been felt more
strongly because of the slowdown in accumulation
and growth in the major industrial economies. The
issue, then, for the North is not how to save, let
alone create, jobs in traditional manufacturing in-
dustries but how to generate new domestic employ-
ment opportunities in all non-tradeable sectors and
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to create capacity to compete internationally in
expanding markets for knowledge-intensive manu-
factures. Providing there is adequate growth, dis-
locations can be absorbed and full employment
maintained.

But there is a fundamental flaw in both trade
and technology-based explanations of rising un-
employment in the North, if in linking structural
change to labour market performance these expla-
nations assume that there is always an adequate
level of aggregate demand. Given the restrictive
demand policies pursued in the North over the past
two decades, the question to be asked is what are
the effects of increased trade and technological
progress under conditions of slow and inadequate
economic growth? Indeed, because all technologi-
cal change - albeit to differing degrees - is embod-
ied in physical and human capital and, because
leading economies must, in the face of catching-
up pressures, invest in new capacity of one kind or
another, any discussion of the impact of techno-
logical change or trade independently of the
macroeconomic determinants of capital accumu-
lation is likely to be unhelpful. As it has been put
in the OECD Jobs Study, “a low level of aggregate
demand may hamper the efficient development and
absorption of new technology. Overly deflation-
ary economic policies may have a long-term nega-
tive impact on economic growth and employ-
ment”.* Despite this emphasis on a more interde-
pendent analysis, neither the OECD study nor other
studies of the causes of high unemployment give
enough credit to demand factors and the policies
shaping them. This issue is examined in the next
chapter. ®
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A. The labour market and unemployment

As already noted, according to the trade and
technology explanations of unemployment, import
penetration and technological change have led to
persistently rising structural unemployment
through the workings of the labour market. The
trade and technology explanations thus link up with
earlier “stagflation” theories of the 1970s, based
on the concept of a “natural” rate of unemploy-
ment, which hold that inflexible labour markets
themselves are the source of unemployment.

The natural rate of unemployment is defined
as the rate that is consistent with a stable rate of
inflation, for which reason it is also called the non-
accelerating inflation rate of unemployment
(NAIRU).'Expansionary policies that reduce un-
employment below its natural level ultimately ac-
celerate inflation. One explanation for this is based
on the assumption of perfect competition: since the
productivity of labour diminishes as employment
is increased, the demand for labour can rise only if
real wages fall. Hence if real wages rise at a rate
equal to that of productivity, macroeconomic policy
can only increase labour demand and employment
through a faster rise of prices than of wages. But
as workers eventually adjust their wage claims to
the new rate of inflation, labour demand will fall.
Therefore unemployment can only be kept below
its natural level by continuously accelerating in-
flation.

An alternative explanation focuses on the re-
straining effect of unemployment on wages and the
inflationary effects of wage-setting behaviour in
relation to productivity growth. When aggregate
demand is strong enough to bring unemployment
below a certain level, real wages start to rise faster
than productivity and push costs up, eventually
leading to accelerated inflation.

The rigidities that are alleged to cause struc-
tural unemployment include: minimum wages that
preclude employment for the unskilled and young
workers in jobs where their productivity would be
lower than the statutory wage floor; dismissal pro-
tection, social security contributions, and rigid
working hours, all of which increase labour costs
and make producers more hesitant to take on new
employees when markets expand; unemployment
insurance and benefits, which prolong job searches
and encourage workers to hold out for a better job;
the actions of trade unions, which tend to protect
the interests of their members (i.e. employed work-
ers or “insiders”) exclusively, preventing wages
from flexing downwards in the face of unemploy-
ment.?

With respect to the current unemployment
problem in the industrialized countries, the natu-
ral rate theory propounds that the establishment
and strengthening of welfare state institutions and
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the regulation of labour relations in the postwar
period have created rigidities, or inflexibilities,
which impede the labour market from making the
wage adjustments necessary to attain full employ-
ment. The rigidities, by raising real labour costs,
reduce the rate of return on investment, hinder the
accumulation of capital that could absorb the grow-
ing labour force, and encourage the substitution of
capital for labour, thereby reducing the level of
employment associated with a given level of out-
put. Moreover, by the same token, they discourage
entrepreneurs from employing more labour with the
existing capital equipment, thus preventing the
more intensive use of the capital stock in the short
term.

The most important rigidity underlined by the
natural rate theory is that of relative wages. The
higher rates of unemployment among unskilled
workers compared to the skilled are attributed to
inflexibilities in the labour market that obstruct the
adjustment of relative wages to an ongoing change
in the composition of labour demand in favour of
skilled workers (for reasons noted in the preceding
chapter). Collective bargaining tends to reduce
wage differentials, making it difficult for relative
wages to adjust. The argument draws support from
empirical evidence that, across countries, increases
in earnings dispersion are associated with greater
private sector job expansion, and from evidence
that sectoral employment performance also depends

Trade and Development Report, 1995

on intra-industry wage dispersion.’

The call for more flexibility disregards the fact
that the demand for products determines the im-
pact of increased labour market flexibility on em-
ployment. First, lowering real wages can reduce
employment if it redistributes income from income
groups with higher propensities to consume to those
with lower ones, thus lowering aggregate demand.
Therefore, reducing the labour costs of operating
the existing stock of capital will not ensure that
more labour is employed to use it, unless an in-
crease in demand to absorb the increase in output
is expected. Secondly, reducing the costs of em-
ploying labour will increase the expected rates of
return of investment projects, but this itself will
only induce new projects to be undertaken if there
is an expectation that demand for the products will
be greater. The prospect of strong demand growth
provides a powerful incentive to entrepreneurs to
shoulder the risks involved in expanding produc-
tive capacity; prospective weak demand is a deter-
rent. Indeed, when the latter is expected, increas-
ing some forms of flexibility can even reduce em-
ployment. Removing the restrictions on assigning
jobs to workers in the workplace (“functional flex-
ibility”), or on working hours (“internal numerical
flexibility”), and increasing the pace of work all
enhance labour productivity in the enterprise, which
will lead to less employment if output is not also
increased.

B. Recent experience of labour market flexibility
and unemployment

1. General tendencies

The 1980s witnessed a general trend towards
deregulation in practically all industrialized coun-
tries. The pressure on employers stemming from
increased competition in stagnant markets, together
with rising unemployment and the growing pres-
sure on Governments to deal effectively with the
problem, have led to a weakening of the organized
bargaining power of labour. A number of Govern-
ments have accordingly sought to deregulate con-
tractual labour relations and to circumscribe trade

union activities. Nevertheless, there was little crea-
tion of new employment and no reversal of the ris-
ing trend of unemployment.

In most OECD countries, trade union mem-
bership (as a percentage of all wage and salary
earners) declined in the 1980s, quite sharply in
some cases.* In Sweden the discipline of central-
ized bargaining weakened as unions increasingly
started to conclude their own agreements with em-
ployers.® In Germany unions have been tempering
wage claims in sectoral collective bargaining. In
Japan enterprise-based unions have likewise been




accommodating wage demands to recessionary
conditions, and the employment of seasonal, tem-
porary and part-time workers has been increasing.
In the 1980s the proportion of involuntary part-
time employment or temporary employment has
increased (notably in the United States, Canada,
Australia, Denmark, Belgium, Finland, the Neth-
erlands); and in some countries the amount of sub-
contracting has risen.®

In the major industrial countries there has been
no clearly rising trend of real unit labour costs in
the 1980s.” Wage differentiation according to age
or educational attainment has been increasing in
the United States, United Kingdom, Canada and
Australia.® Wage inequality among “observation-
ally similar” workers (i.e. those having similar
qualifications and doing similar jobs) has been in-
creasing in the first three of those countries, indi-
cating a weakening of coordination in bargaining
across sectors and companies and more individual
bargaining.’

New legislation in the 1980s introduced new
flexibilities, such as fixed-term contracts (Ger-
many, France and Spain), less stringent prohibi-
tion of night-work by women (France and Finland),
abolition of minimum wages for young workers
(United Kingdom), weaker protection against dis-
missal (United Kingdom and France) and easier
conditions for mass redundancies (France).'’ In the
United Kingdom and New Zealand collective bar-
gaining and trade union structures were reformed
to increase competition in the labour market."

In the 1980s various attempts were also made
to reform systems of unemployment benefits, such
as shortening the maximum duration of benefits in
the United States and reducing replacement rates
(the ratio of benefit to recent wage) in most EU
countries. However, the variety of conditions at-
tached to benefits that influence job search and
acceptance behaviour (duration of benefits, re-
placement ratios, relationship of benefits to the
employment status of the spouse, provisions relat-
ing to job search and job acceptance, the effective-
ness with which the rules are enforced) makes it
difficult to draw firm conclusions about the effects
of the changes in benefit systems on unemployment.
Evidence indicates that unemployment benefits in-
crease unemployment rates not only by facilitat-
ing the prolongation of job search, but also by en-
couraging inactive groups (students, women) to
register as unemployed.'”? OECD has concluded that
“...only fairly large changes in the summary meas-
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Table 38

AVERAGE ANNUAL GROWTH OF EMPLOYMENT
IN OECD COUNTRIES

{Percentage)
1960 1973- 1980
Country 1973 1979 71994
United States 1.9 25 1.5
Japan 1.3 0.7 1.1
European Union 0.3 0.2 0.1
Germany 03 -0.3 0.72
France 0.7 0.3 0.0
United Kingdom 0.3 0.2 0.0
Total OECD? 1.1 1.1 0.9

Source: 1960-1973 and 1973-1979: calculated from OFCD
Historical Statistics 1960- 1990 (Paris: OECD, 1992);
1980-1992: calculated from OECD Economic Outlook,
No. 56, December 1994.

a 1980-1990.
b Excluding Mexico prior to 1988.

ure of benefit entitlements, corresponding to ma-
jor reforms as seen from the perspective of changes
in the long-term social security history of individual
countries, could by themselves achieve a signifi-
cant reduction of unemployment in high-benefit
countries and thus partly reverse the rises in un-
employment that most European countries have
experienced”."”

In spite of the increasing flexibility in labour
relations, the growth of employment in OECD
countries during 1980-1992 was on average not
much faster than in 1960-1979, when labour in-
flexibility was increasing (see table 38). It failed
to absorb the increase in the labour force and there
was consequently a rising unemployment trend (see
table 39). Manufacturing industries, where job
losses were concentrated, made use of flexibility
to increase productivity through labour shedding,
thus contributing to unemployment and giving rise
to the perception of a “recovery without jobs”. The
net increase in employment from 1980 to 1992 was
mainly due to the service sectors.
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Table 39

AVERAGE ANNUAL UNEMPLOYMENT IN OECD
COUNTRIES

{Percentage of total labour force)

71960- 1974- 71980-
Country 71973 1979 1994
United States 4.8 6.7 7.0
Japan 1.3 1.9 2.5
European Union 2.4 47 9.8
Germany 0.8 3.4 7.1
France 1.5¢ 4.5 9.6
United Kingdom 1.9 4.2 8.9
Total OECD 3.2 5.1 7.3

Source: As for table 38.
a 1960-1967.

2. Divergent national experience

The natural rate explanation of unemployment
finds its strongest support in intercountry compari-
sons, especially in a comparison of the United
States and European OECD countries since the
1980s. However, a close examination of labour
market structures, unemployment experience and
wage and productivity performance reveals that the
important differences among countries are not in
the unemployment rates, but in the manner in which
part of the labour force is maintained in employ-
ment without being productive.

In the United States the rate of inflow into the
pool of unemployed is higher than in Europe, but
the average duration of unemployment is shorter
(see table 40), with the result that unemployment
is low compared to the European Union (table 39).
The relatively higher incidence of long-term un-
employment in countries such as Germany and
France (see table 41) is often attributed to the more
generous unemployment benefit systems in those
countries, which tend to prolong the period of job
seeking during which the unemployed worker
gradually loses his skills and working habits. The
higher rate of employment expansion in the United
States compared to Europe is often ascribed to the
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greater ease with which wages are adjusted. The
larger wage differentials in that country are also
considered to be a function of greater relative wage
flexibility.

The flexible labour relations in the United
States that are considered to account for the faster
increase of employment include the short duration
of unemployment benefits, relatively weak trade
union organization and collective bargaining, low
federal minimum wages relative to the average
wage, and limited regulation of other elements of
labour relations. European countries wishing to
emulate the United States model thus face the op-
tion of dismantling the welfare State and assimi-
lating their labour markets to the more competi-
tive environment of the United States, or allowing
unemployment to remain high and bearing the bur-
den of social transfers.'

Table 40

TURNOVER OF THE POOL OF UNEMPLOYED IN
1991 IN MAJOR OECD COUNTRIES

Average
Average  Average duration of
monthly monthly unemp/oymenrb
Country outflow®  inflow” {months)
United States 37.3 2.1 2.5
Japan 236 0.3 5.0
Germany*® 8.0 0.2 14.2
France 5.5 0.3 22.5
ltaly® 3.6 0.2 38.9
United Kingdom® 13.4 0.6 8.7
Canada 23.8 2.3 3.7

Source: OECD Economic Outlook, No. 56, December 1994
(table 13)

a The monthly outflow rate is expressed as the
percentage of unemployed finding work or leaving the
labour force in a given month The monthly inflow
rate is expressed as the percentage of employed and
non-participants who become unemployed in a given
month.

b Generally estimated by the ratio of the stock of
unemployed to the number of individuals unemployed
for less than.one month (job losers and unsuccessful
new entrants).

¢ 1990.
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Table 41

LONG-TERM UNEMPLOYMENT AND ITS INCIDENCE IN MAJOR OECD COUNTRIES

1979
Unemployment

rate
Country (Per cent)
United States 5.8
Japan 2.1
Germany 2.9
France 6.0
United Kingdom 4.5
Italy 7.8
Canada 7.4

Source: OECD Employment Outlook, July 1993 (table 3.1).

1990
Incidence of Unemployment Incidence of
long-term rate long-term
unemployed® {Per cent) unemployed®
4.2 55 5.6
16.8 21 19.1
28.7 4.9 46.3
30.3 8.9 38.3
295 5.9 36.1
51.2 11.1 711
34 8.1 5.7

a The number of long-term unemployed (12 months and over) as a percentage of the total unemployed.

Emulating the United States model assumes
that unionization and wage flexibility are inversely
related: the greater is the power of unions and the
extent of collective agreements, the less is the re-
sponsiveness of wages to changes in economic con-
ditions. Empirical research finds that wage flex-
ibility depends on the extent to which wage bar-
gaining is centralized. In those European countries
where bargaining is more centralized, wages tend
to be more sensitive to unemployment and adjust
faster to shocks. One study that classified coun-
tries according to the level of “corporatism” (meas-
ured by the level at which bargaining takes place,
the power of national labour organizations vis-a-
vis their members, the extent of organization of
employers and the autonomy of local shop stew-
ards) found that wage setting is most sensitive to
the economic environment in the most corporatist
European countries and in the United States (the
least corporatist), whilst in countries in the middle
range (especially the EU countries) wage behav-
iour showed least sensitivity. The explanation is
that when unions represent a large part of the la-
bour force they are obliged to consider the possi-
ble losses of jobs and price inflation that might
result from high wage claims in collective bargain-
ing; and when wage bargaining is done at the firm
level, the union has to consider the effects on the

competitiveness of the firm. By contrast, wage
bargaining at the level of an industry can typically
aspire to much stronger wage increases, because
entrepreneurs in the same sector can (depending
on the degree of foreign competition) pass on the
additional wage costs to consumers; jobs will not
be lost, and the other sectors of the economy will
pay for the increase in relative sectoral prices (and
wages). However, Japan, which also has an inter-
mediate position on the corporatism scale, has tra-
ditionally had a low rate of unemployment. In that
country it seems that firm-based unions and firms
co-ordinate their negotiating stance among them-
selves in a way that takes the economy-wide im-
pacts of claims into account.'

There are too many dimensions to corporat-
ism and too many influences on wage setting to
establish a simple relationship between corporat-
ism - however measured - and wage flexibility.
OECD has estimated elasticities of the long-term
response of real product wages (the cost of labour
for producers in terms of their output) with respect
to unemployment. The English-speaking countries,
generally seen as examples of decentralized labour
relations, show elasticities between -1.0 and -4.0,
while the more unionized countries have elasticities
ranging from -3.0 to -10.0. When the full impact
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Table 42
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UNEMPLOYMENT RATES BY EDUCATIONAL ATTAINMENT IN FOUR MAJOR OECD COUNTRIES

{Percentage of the labour force)

Labour force ranked

Educational from lowest to highest
attainment qualification
Lower Upper

secondary secondary First Last

Country Year or less or higher quartile quartile
United States Men 1970 4.0 2.1 4.0 1.7
1979 6.6 3.2 6.4 1.8
1989 9.7 3.9 8.1 23
Women 1970 57 3.2 5.7 26
1979 8.3 4.1 7.6 3.1
1989 8.4 3.5 6.2 2.0
Japan Men 1979 2.7 1.5 2.7 1.3
1992 3.0 1.6 29 1.1
Women 1979 11.6 15.4 11.6 15.4
1992 7.2 8.8 7.3 8.7
Germany Men 1978 4.1 1.8 3.6 1.7
1987 14.6 5.0 11.0 4.2
Women 1978 44 3.7 4.4 3.5
1987 12.5 8.2 12.5 8.1
France Men 1979 3.7 26 3.9 2.6
1990 8.3 4.1 8.9 3.1
Women 1979 5.9 46 6.3 38
1990 13.6 7.6 14.6 5.1

Source: The OECD Jobs Study. Evidence and Explanations. Part|- Labour Market Trends and Underlying Forces of Change

(Paris: OECD, 1994), table 1 16

Note: The data relate to unemployed persons in the age group 25-64.

ofachange in unemployment on real product wages
is realized, it appears that a 1 per cent increase in
unemployment in the United States evokes a 1 per
cent decline in real product wages, whereas in coun-
tries with regulated labour markets, such as Ger-
many, France and Sweden, it appears to generate
reductions of real product wages of some 3 per
cent, 3.5 per cent and 10 per cent, respectively.'®

The higher unemployment rates for unskilled
labour in the industrialized countries than for
skilled labour are commonly interpreted as evidence
of a shift in demand in favour of the latter. Increas-
ing wage differentials in the United States are con-
sidered to reflect a more flexible labour market,
adjusting more easily to this demand shift. In con-
trast to the United States, it is alleged that the more
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rigid European labour markets have prevented rela-
tive wages from adjusting sufficiently, thereby in-
creasing unemployment for unskilled labour. If
unemployment resulted from relative wage inflex-
ibility in the face of changes in the pattern of de-
mand for labour, it could be expected that, while
unemployment would increase for unskilled labour,
there would be excess demand for the skilled. The
higher premiums for educational attainment that
now prevail do indeed indicate a shift in demand
towards more skilled labour, but the rising trend
of unemployment for skilled labour (see table 42)
points to a more general weakness of labour de-
mand stemming from the weakness of aggregate
demand for goods and services.

Since most of the low-wage jobs taken up by
displaced United States workers are in the service
sector, expanding employment in that sector is of-
ten seen as providing a solution to the unemploy-
ment problem. Those industrialized countries with
relatively unregulated labour markets (such as the
United States, United Kingdom, Canada and Italy)
also tend to be those where employment in serv-
ices has increased the most. The increase has gen-
erally been attributed to a faster demand growth
for services than for manufactures, and labour
market flexibility is believed to have facilitated this
increase: differences in the growth of service sec-
tor employment are attributed to differences in la-
bour market flexibility.

The increased demand for services may, how-
ever, have less to do with changing consumer pref-
erences than with income redistribution in favour
of unearned income (as discussed more fully in
annex |1 to Part Three). Various studies reveal that
the share of services in consumer expenditure rises
with income. The deterioration in income distribu-
tion in the countries with more flexible labour
markets (such as the United States and the United
Kingdom) may be one reason why the demand for
services has risen faster in those countries than else-
where. If so, falling wage shares themselves con-
tribute to the decline in manufacturing employment.

However, the increasing productivity and
wage differentials between manufacturing and serv-
ices suggest that the expansion of service employ-
ment did not entirely correspond to an autonomous
increase in demand for services. [f manufacturing
employment is stagnating or contracting while the
redundant workers find jobs in services where pro-
ductivity and wages are much lower, it could well
be concluded that the increased service employ-
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ment reduces labour productivity in that sector,
with consequent effects on the levels of wages in
the sector. A rise in employment in services greater
than can be justified by the increase in demand for
services is tantamount to disguised unemployment
(see annex 11 to Part Three). The pattern of change
in sectoral productivity differentials also suggests
that some non-service sectors, such as construc-
tion, may also have been harbouring disguised un-
employment. Indeed, the unemployment records of
the industrialized countries are not so different from
each other when due account is taken of differ-
ences in the incidence of disguised unemployment.

Growing disguised unemployment in services
is caused by stagnant demand for the products of
high-productivity sectors, and by the absence of
unemployment benefits or other forms of social
assistance, which force redundant workers to ac-
cept alternative jobs, whatever the wage, or to take
up self-employment, however modest the income.
Consequently, if aggregate demand does not ex-
pand, more flexible labour relations in services
merely make for more disguised unemployment.
This point is worth emphasizing, because calls for
flexibility in labour markets are rarely, if ever,
accompanied by calls for aggregate demand ex-
pansion.

In sum, in the United States, where the la-
bour market is relatively unregulated, unemploy-
ment has been lower than in Western Europe since
the 1980s, but increased employment in certain
services has been at the cost of falling average real
wages and widening wage differentials, as well as
of growing disguised unemployment. Of the 7.76
million new jobs created in various service sectors
from 1979 to 1987, 55 per cent constituted dis-
guised unemployment (see annex I11). Japan, where
flexibility is exercised in wage determination and
intra-firm assigning of jobs to workers, and hiring
and firing practices are inflexible, has had by far
the lowest unemployment rates among the major
industrialized countries since the early 1970s.
However, agricultural subsidies and protection
served to retain labour in agriculture, where la-
bour productivity is much lower than in manufac-
turing. In Germany, with its relatively regulated
labour market, unemployment has not been much
higher than in the United States, especially if the
effects of unification are taken into account. France
has suffered from high levels of open unemploy-
ment, which may be associated with labour mar-
ket inflexibility, but has relatively little disguised
unemployment in agriculture or services. On the
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Table 43
ACTUAL AND NATURAL UNEMPLOYMENT RATES IN OECD COUNTRIES
fAnnual average rate in per cent)
Country 1957-1966 1967-1974 1875-1978 1979-1982 1976-1980 1981-1983
United States Actual 5.18 4.35 7.05 7.31
Natural 5.18 4.71 7.80 6.20
Japan Actual 1.56 1.25 2.04 2.18
Natural 1.56 1.89 2.47 2.37
European Union Actual 5.40 8.80
Natural 5.30 7.30
Germany Actual 1.38 1.12 3.89 4.51 3.70 6.70
Natural 2.03 1.06 3.82 3.34 3.70 5.30
France Actual 5.30 7.30
Natural 5.30 6.90
United Kingdom  Actual 2.03 3.78 6.80 11.28 5.50 10.80
Natural 2.03 4.25 7.53 10.47 4.60 9.50

Source: ECE, Economic Survey of Europe in 1990- 1991 (United Nations publication, Sales No. E.92.1l.E. 1), table 5.7.

other hand, the United Kingdom, where deregula-
tion of the labour market began in the early 1980s,
has both a high rate of unemployment in general,
comparable to that of countries with much more
regulation, such as Germany, and a high incidence
of long-term unemployment in particular.'” Low-
wage employment in services has also expanded in
that country; while employment increased by
879,000 in various service sectors from 1979 to
1987, some four fifths of this increase represented
disguised unemployment. Among these five coun-
tries, those where disguised unemployment has been
increasing most (the United States and the United
Kingdom) have witnessed a significant increase in
wage inequality whereas in those where disguised
unemployment diminished (Germany and France)
there was no rising trend of wage inequality. In
the particular case of Japan, where disguised un-

employment increased in agriculture, income lev-
els in the sector have been maintained through sub-
sidies and protection.

Varying national experience, therefore, does
not tend to support the proposition that the key to
solving unemployment in the industrialized coun-
tries lies in increasing labour market flexibility.
On its own that would merely redistribute income
and increase the demand for low-wage jobs. The
principal difference between the United States,
Japan and European OECD countries has been the
degree of success not in creating productive em-
ployment, but in disguising unemployment. The
underlying problem is the same in all: how to pro-
vide the entire labour force with productive em-
ployment.
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C. Hysteresis in unemployment and growth

As already noted, the theory underlying the
concept of the natural unemployment rate holds that
macroeconomic policies can influence only cycli-
cal unemployment. The experience of the industri-
alized countries clearly refutes the idea that struc-
tural unemployment is something entirely distinct.
The natural rate of unemployment tends to move
with actual rates (see table 43), implying that un-
employment has no inherent tendency to return to
a previous level when the factors responsible for
the change of level no longer prevail (i.e. that it is
subject to hysteresis). But actual unemployment
at any given time is influenced by macroeconomic
policies. Therefore the evolution of the natural rate
over time cannot be impervious to the stance of
such policies.

Since labour relations have become more flex-
ible since the early 1980s, a rise in the NAIRU
cannot be attributed to labour market imperfections
or hardened wage bargaining. If anything, market
structures, social policies and wage-setting behav-
iour have all been changing in a direction that
should reduce the NAIRU. However, that result
has not been achieved in many countries. Whereas
differences in labour market flexibility explain dif-
ferences in the extent of such factors as open un-
employment, disguised unemployment, involuntary
part-time unemployment and participation rates,
the unemployment hysteresis common to the indus-
trialized countries is due to the lower trend rate of
GDP growth. It is partly related to the rising rates
of long-term unemployment observed in nearly all
OECD countries during the 1980s (see table 41).
Even when employment has expanded, the pace of
expansion has not been vigorous enough for firms
to take on new employees beyond those recently
dismissed. In addition, because the growth of em-
ployment lags behind that of the labour force, firms
prefer to hire experienced unemployed workers.
New entrants into the labour force remain inexpe-
rienced because they cannot find jobs, and they
remain unemployed because of lack of experience.

“Deskilled” or inexperienced long-term unem-
ployed consequently find it increasingly difficult
to compete for jobs against workers already em-

ployed, and workers in employment negotiating
with employers can afford to ignore the long-term
unemployed, and to bargain harder when demand
for labour picks up. As the numbers of long-term
unemployed increase, so does the unemployment
rate at which wages rises start to exceed produc-
tivity growth. In this way long-term unemployment
pushes up the natural rate of unemployment.

Since the natural rate of unemployment is
subject to hysteresis, its reduction requires an un-
derstanding of the causes of structural unemploy-
ment and policies responsible for it. The experi-
ence of recent decades in the industrialized coun-
tries suggests that an important part of structural
unemployment stems from a capital shortage in the
sense that the capital stock using state-of-the-art
techniques is expanding more slowly than the la-
bour force. Unemployment consequently cannot be
eliminated simply by expanding demand and
thereby raising the utilization rate of the existing
stock of capital. The tendency for unemployment
at given capacity utilization rates in OECD coun-
tries to rise over the past 20 years'® clearly points
to a fundamental imbalance between the growth of
the labour force and the accumulation of capital.

The productive capacity of the existing capi-
tal stock in an economy determines the level of
output that can be produced without accelerating
inflation (defined as potential output). If high un-
employment persists at high capacity utilization
rates, potential output is not consistent with full
employment. Full employment in the longer run
depends on securing a greater growth of potential
output (i.e. more investment) than in the past. If
investment remains low during periods of recov-
ery, the growth rate of productive capacity will be
sluggish. Thus, the manner in which cyclical un-
employment is generated and reduced has a major
influence on the behaviour of structural unemploy-
ment over time.

The major influence of policy on capital ac-
cumulation is through the level of economic activ-
ity. Since profits depend critically on sales, the
higher the average level of capacity utilization, the
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Box 6

POTENTIAL OUTPUT, NAIRU AND HYSTERESIS

There are two commonly used methods for estimating potential output. One is based on past
trends of actual output and the other on the observed link between inputs and output that is, on
the relationship between the factors of production and gutput itsell. Once the relationship (the
production function) is determined from past observations, the estimated full employment values
of the factors are inserted into the function and the output derived is an estimate of the potential
output.

Potential output estimates obtained on the basis of past trends, and macroeconomic policy based
on these estimales. aré liable to generate a low-growth hysteresis in potential output: a period of
fow growth would pull dewn the trend. and policies giving priority to preventing GDP growth
from exceeding potential output so determined would eventually serve to lower the trend still
further, However, calculating potential output from production functions also suffers from a sinii-
lar inherent hias.

The QECD secrétarial has in the past used both methods of estimate in its assessments: Recently,
however, it decided to stop making estimates based on past trends, on the grounds that this method
is mechanical and does not do justice to the constraints o trend growth due to inflationary pres-
sures,' and to use only estimates obtained by the production function method. In the latter, the
business-sector patential output for each country is computed from an aggregate Cobb-Douglas
production function, with labour, capital and total factor productivity as inputs. The production
funetion is first calculated with only labour and capital inputs. The residuals obtained from this
function are then smoothed, to give a measure of the total factor productivity trend. In the second
step, estimates for the actual capital stock, the total factor productivity growth trend, and “polen-
tial employment” are substituted in the production function to obtain estimated potential output.

The part of the estimation that is crucial with regard (o hysteresis generation is the way “poten-
tial employment™ in the business sector is determined, which is by subtracting government em-
ployment and non-accelerating-wage unemployment from the labour force. Thus, “potential em-
ployment” is inversely related to the non-accelerating-wage rate of unemploymernt (NAWRL)
estimate, NAWRU has been rising in the industrialized countries, as may be segn from the table
below. As the NAWRU estimate rises along with actual unemployment, the difference between
the labour force and “potential employment” increases. Macroeconomic management based on
such potential output estimates consequently ends up disregarding a growing proportion of un-
employment in the economy:.

Furthermaore, potential employment estimates based on NAWRLU do not take into consideration
that total factor productivity is constantly rising and hence provides room for wage increases that
need not raise production costs. Thus the use of NAWRU (instead of, say, NAIRL) imparts a
downward bias to the estimates, one thal is unnecessary even from the standpoint of preventing
inflation.

In any case all measures of “natural” unemployment are necessarily approximations, and the
Directorate-General for Economic and Financial Affairs of the European Commission has conse-
quently concluded that NAIRU is “unusable operationally” because “empirical studies on both
sides of the Atlantic have shown that large variation in. NAIRU may be caused by apparently
small differences in sample, retained explanatory variables and analytical formulation. Further-
more, the confidence interval around these estimates is so large that it generally contains the
whole histarical range of unemployment rates observed in the last 15 to 20 years".? Yet natural
rale estimates are still used to assess and guide macroeconomic policy, thereby contributing to
rising unemployment,

] Cllande Giorno. Pete Richardson, Deborah Roseveare, and Paul van den Noord, "Estimating Potential Out-
pul. Output Ciaps and Structural Budget Balances™. OECD Economics Department Working Paper. No. 152,
Paris; 1995.

. European Fconomy, Supplement 4 No, |, January 1995, p.2,
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Box 6 (concluded)

UNEMPLOYMENT AND NAWRU IN OECD COUNTRIES

{Annual average rate, in per cent)

Country group 1870-1979 1880-1989 1990-1993 1934
Four major Europesn countries

Unemployment 43 8.7 8.8 10.2

NAWRU 43 8.4 8.0 9.4
Small EU countries®

Unemployment 4.7 13.4 12.9 16.7

NAWRLU 48 12.5 14.1 15.0
Other European countries®

Unemploymeant 1.3 2.1 38 58

NAWRU 1.3 2.1 35 51
Non-European countries®

Unemployment 4.6 59 56 8.7

NAWRU 4.8 58 54 5.5
Sourca: OECD Economjic Qutlook, No. 56, December 1094, table 12

& Excluding Belgium, Greece and Ireland
& Excluding Finland, Iceland and Turkey.
¢ Excluding Mexice

greater will be the willingness of firms to invest to
enlarge potential output. When capacity is regu-
larly underutilized investment is adversely affected,
which in turn reduces the growth of potential out-
put. The interaction between actual output and in-
vestment can thus give rise to a low-growth hys-
teresis whereby the tendency for actual output to
fall short of potential output is corrected by re-
ducing the growth of the latter, resulting in higher
structural unemployment. Restrictive macroeco-
nomic policies can therefore be self-validating: if
demand growth is checked too much on the grounds
that potential output is not sufficient to satisfy it,
the growth of potential output will be held back
(see box 6).

Besides raising structural unemployment, a
low rate of capital formation can also make it nec-

essary to maintain some degree of unemployment
in order to restrain wage demands. A slowdown of
investment will reduce productivity growth, and
higher unemployment may be necessary to keep real
wages in line. In addition, a smaller capacity to
produce makes for a lower capacity to export, and
balance of payments considerations may also ar-
gue for the restraint of real wage increases, in or-
der to improve competitiveness.

All industrialized countries have experienced
these effects of slower investment on employment
over the last two decades. Potential output growth
has slowed down (see table 44), due to the slower
growth of fixed capital formation after 1973 (ta-
ble 45). The cumulative effects of lower rates of
capital accumulation since the early 1970s explain
much of the rising structural unemployment. Ac-
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Table 44

POTENTIAL OUTPUT GROWTH IN FIVE
MAJOR OECD COUNTRIES

{Average annual growth in per cent)

1970-
1980

1960-
1970

1980-
1990

1990-
1994

Country

United States 3.8 2.6 2.5 2.3

Japan 8.8 5.1 3.7 3.3
Germany* 4.1 2.7 2.2 2.7
France 52 3.3 2.1 1.9

United Kingdom 2.8 2.0 2.2 1.9

Source: Economic Commission for Europe, Economic Survey
of Europe in 1994-1995 (United Nations publication,
Sales No. E.95 11 E.1), table 2.2.3.
a Excluding the eastern Ldnder throughout.

cording to one study, in which manufacturing and
services employment growth are regressed on the
gross capital stock growth in these sectors in 10
OECD countries over the period 1960-1992, a |
percentage point increase in the rate of capital stock
growth in the two sectors combined increases the
rate of employment growth in those sectors by
nearly half a point. In manufacturing alone, the
effect on employment is a growth of 0.48-0.61 per-
centage points, and in services, 0.12-0.35 points.'®
On this basis, it can be concluded that if the capi-
tal stock in manufacturing in European OECD
countries had grown by a modest 1 percentage point
faster since 1973 than it actually did (which would
still be below the rate prevailing in 1960-1973),
the capital stock by 1992 would have been 23.4
per cent greater than it actually was, making room
for an extra 3.9 million jobs in manufacturing and
4.1 million in services.

D. Capital accumulation

The slowdown in the rate of capital accumu-
lation in the industrialized countries following the
Golden Age is closely related to the macroeconomic
and financial policies introduced after the oil price
shocks in the 1970s. During the Golden Age la-
bour productivity rose rapidly, while demand grew
sufficiently to offset the employment-reducing ef-
fects of productivity growth, so that unemployment
remained low. Indeed, in countries such as the
United Kingdom sectors with the highest produc-
tivity growth expanded so fast that they became
leaders in job creation. On the other hand, rising
productivity made it possible for real wages to rise
while keeping inflation at tolerable levels.

Opinions differ on the extent to which active
aggregate demand management contributed to the
steadiness of aggregate demand in this period. But
there was a policy stance, shared by parties across
the political spectrum, that was clearly in favour
of growth and employment. Policymakers had a

balanced attitude towards the two objectives of
price stability and full employment, with recogni-
tion of the trade-off; accordingly, full employment
was not defined in relation to price stability, but
was treated as a separate objective.? The commit-
ment by Governments to full employment, and the
general conviction that they would act to sustain
aggregate demand, fostered expectations of strong
demand growth, and thereby encouraged invest-
ment.

The first oil price shock caused dislocations
in the OECD economies, involving a reduction of
investment. The declines in output in the mid-1970s
were attributed to the failure of wages to absorb
the effects of the oil price increases. It was also
held that the labour market itself, as well as exces-
sive taxation for social spending since the 1960s,
had cut into profits, caused wage-price spirals, and
reduced the incentives for investment. These per-
ceptions led to a change of government priorities
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Table 45
REAL GROSS FIXED CAPITAL FORMATION IN OECD COUNTRIES
{Average annual percentage increase)
Total fixed capital formation
Country 1960-1968 1968-1973 1973-1979 1979-1990
United States 5.0 37 1.9 25
Japan 156.2 12.2 1.6 5.0
European Union 6.0 5.0 0.1 2.5
Germany 3.1 5.4 0.4 1.9
France 8.0 6.8 0.1 2.3
United Kingdom 6.3 2.0 0.2 3.2
Total OECD 6.5 5.8 1.1 3.1
Non-residential construction
United States 5.1 -0.7 - ..
Japan .. 11.8 2.0 2.7
European Union 5.9 3.8 -0.7 2.3
Germany 3.0 4.9 -0.4 0.7
France 8.8 3.0 0.6 27
United Kingdom . 1.6 -2.3 5.1
Total OECD 6.5 3.8 0.4 1.8
Machinery and equipment
United States 7.3 5.9 4.4 ..
Japan .. 11.8 1.8 9.3
European Union 5.9 7.8 1.9 4.1
Germany 3.7 7.3 31 3.8
France 7.7 10.3 0.7 3.8
United Kingdom . 3.5 2.4 3.5
Total OECD 7.2 7.7 27 5.3
Source: OECD Historical Statistics 1960-7990 (Paris: OECD, 1992), tables 4.3, 4.5 and 4.6.
after the first oil price shock. After the recovery in Controlling inflation, fiscal retrenchment and

the later 1970s, investment ratios again declined financial deregulation became the new guiding prin-
in 1980-1982, this time under the influence of ciples of economic policy. It was believed that low
disinflationary policies. inflation would reduce inflationary expectations
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Table 46
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NET PROFIT RATIOS AND FINANCIAL PROFITABILITY IN MANUFACTURING IN FIVE
MAJOR OECD COUNTRIES

{Percentage)
Country 1982 1984 1986 1988 1990 1992
Net profit ratio
United States - 4.5 3.7 5.7 3.8 1.0
Japan 1.4 1.7 1.2 2.2 22 1.0
Germany 1.6 2.0 25 26 25 1.4
France -1.3 -1.3 1.2 3.6 2.7 1.2
United Kingdom 3.6 4.9 6.1 7.4 6.4 5.1
Financial profitability
United States - 12.8 10.3 15.9 10.3 2.8
Japan 7.7 8.7 5.3 8.9 8.0 3.5
Germany 10.7 14.7 16.0 16.3 16.2 9.1
France -8.6 -10.0 6.7 15.4 10.6 4.1
United Kingdom 8.7 12.1 14.3 15.8 156.2 10.6

Source: European Economy, Supplement A, No.2, February 1995, tables 2 and 3.

and thereby ease long-term interest rates. Reduc-
tions in public sector deficits would likewise elimi-
nate the upward pressure on interest rates. Tax
measures would boost business profitability. Tax
breaks on capital gains would boost private sav-
ing and encourage the channelling of savings into
financial markets. A strong stance against trade
unionism and deregulation of labour relations
would reduce labour costs. In brief, supply-side
measures were to help correct relative prices, boost
profits and thereby create the incentives for invest-
ment, output, employment and productivity growth.

Tax policies, labour market policies and the
decline in commodity prices in the first half of the
1980s did indeed help restore profit margins, and
by the middle of the decade the share of profits in
manufacturing value added in the major industri-
alized countries exceeded the 1972 level.?' In the
second half of the 1980s, net profit ratios (ratio of
profit, net of depreciation, taxes and interest pay-
ments, to turnover) and financial profitability (net
profit in relation to equity capital) in manufactur-
ing increased (see table 46), and profits as a share

of GNP also showed the normal cyclical upturn in
this period.?? Nevertheless, the expected rise in
private investment failed to materialize. This was
because of the slowdown in demand growth, the
rising costs of finance, increased financial insta-
bility, and the deterioration of public infrastruc-
ture.

Increasing profitability of the existing capi-
tal stock does not motivate new investment unless
there are prospects of growing sales.”? Without
steady demand growth, tax measures aimed at in-
creasing profitability (such as investment tax cred-
its and accelerated depreciation allowances) have
no greater effect on private investment than do
measures to reduce labour or raw material costs.

Monetary policy played a major role in slow-
ing down the expansion of effective demand. In the
recovery following the 1980-1982 recession, in-
flation in most OECD countries was brought down
by 1985 to levels comparable to those of 1960-
1973. However, central banks, convinced that in-
flation remained the greatest obstacle to investment
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Table 47
LONG-TERM REAL INTEREST RATES IN MAJOR INDUSTRIALIZED COUNTRIES:
A HISTORICAL COMPARISON
{Percentage)
1890- 1900- 1924- 1930 1933- 1956- 1974- 1981-
Country 1899 1913 1929 1932 1939 1973 1980 1993
United States 54 2.3 3.6 11.5 1.1 1.1 -0.3 5.6
Canada 1.6 4.9 10.0 1.8 2.2 0.3 6.7
Japan 0.3 0.5 4.4
Germany 29 35 5.3 17.1 4.9 3.0 3.0 45
France 3.8 1.8 0.2 7.1 -1.2 1.0 0.4 57
United Kingdom 1.9 2.7 55 6.4 2.1 1.8 -3.3 4.5
Italy 5.7 12.7 0.4 1.1 -5.0 4.2
Average of four
countries® 3.5 26 3.7 10.5 1.7 1.7 0.0 5.1

Source: Robert Rowthorn, “Capital Formation and Unemployment”, Oxford Review of Economic Policy, Vol.11, No.1,

1995 (table 3).
a United States, United Kingdom, Germany and France.

and growth, have continued to steer monetary
policy according to the perceived risks of infla-
tion, thus maintaining a generally tight policy that
tends to restrict demand growth.

Some monetary authorities, such as the Fed-
eral Reserve Board of the United States, have con-
ducted monetary policy by monitoring the evolu-
tion of unemployment in relation to NAIRU and
actual GDP growth in relation to its estimated po-
tential growth. Others (like the Bundesbank) have
adhered to targets for the growth of selected mon-
etary aggregates, while yet others also monitor
movements in the inflation rate. The merits of these
strategies are evaluated on the criterion of how far
the inflation rate can be reduced, not only to dis-
courage inflationary expectations, but also to leave
a safety margin for exogenous shocks on prices.
With such a policy stance, the deflationary bias of
discretionary monetary policy has turned out to be
stronger than even the bias which a monetarist fixed
rule for monetary expansion would entail. As ex-
plained in Part Two, Chapter I, the growth targets
set by policymakers according to indicators that
they take as given (such as a 2-3 per cent growth

rate, obtained from potential growth estimates)
have determined, and continue to determine, the
pace of capital accumulation and the trends of
employment and unemployment. The fact that
policy aimed at preventing growth from exceeding
such rates (except temporarily, at times of recov-
ery from recession) has effectively imposed limits
on capacity and job creation in the private sector.

As a result of tight monetary policies, real
short-term and long-term interest rates in OECD
countries have risen to exorbitantly high levels.
Long-term rates in recent years have been higher
than in almost any similar period since the last
century.” They were exceeded only in the Great
Depression years 1930-1932 (see table 47), and
they are three times as high as those during the
subsequent recovery of 1933-1939 and in the
Golden Age.

Increased financial instability has also con-
tributed to the rise in interest rates. The instability
has been due largely to the deregulation of finan-
cial activities and the conduct of monetary policy.
Financial deregulation, by easing access to credit,
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Table 48
VOLATILITY OF PRIVATE CONSUMPTION, EXPORTS AND IMPORTS SINCE 1961
IN FIVE MAJOR OECD COUNTRIES
{Coefficient of variation of annual real growth rates)
Private consumption Exports? Imports?
Country 1961-1973 1982-1994 1961-1973 1982-1994 19671-1973 1982-1994
United States 0.28 0.50 0.70 1.10 0.59 0.86
Japan 0.19 0.34 0.48 1.00 0.55 1.44
Germany 0.39 0.74 0.32 1.16 0.58 1.04
France 0.18 0.48 0.43 0.91 0.43 0.97
United Kingdom 0.51 0.91 0.68 0.67 0.72 0.81

Source: UNCTAD secretariat calculations, based on data in OECD, National/ Accounts 1960-1984 - Vol. |: Main Aggregates
(Paris: OECD, 1986) for 1961-1973, and OECD Economic Outlook, No. 56, December 1994, for 1982-1994.

a Goods and services

lifting restrictions on the transactions of financial
intermediaries and encouraging increased compe-
tition among them, led to excessive risk taking and
speculation. Intermediaries have thus become more
vulnerable to shocks, transmitting financial insta-
bility among money, exchange and stock markets.
Systemic risk of the financial system has conse-
quently increased, creating greater uncertainty in
the economy.

The shift in monetary policy to targeting mon-
etary aggregates implied allowing interest rates,
exchange rates and other asset prices to fluctuate
more widely. However, central banks have also
resorted excessively to using interest rates to fine-
tune the economy. As explained in greater detail in
Part Two, Chapter I, the lowering of United States
short-term rates in seven discrete steps from No-
vember 1990 to August 1992, and the subsequent
seven rises in rates since February 1994, have cre-
ated confusion and instability in financial markets.
Thus, the policies of managing monetary aggre-
gates and fine-tuning the economy were both im-
plemented at the cost of interest rate stability.

At times readjustments in monetary policy
have been forced upon central banks by turmoil in
currency markets. Growing and volatile interna-
tional capital flows have heightened exchange rate
fluctuations and necessitated counter-action
through interest rate adjustments. The result has

generally been a tendency for interest rates to rise,
particularly since the burden of corrective action,
essentially through monetary policy, has fallen pri-
marily on deficit countries (or countries with weak
currencies).

The growing instability of key financial prices
has placed a higher premium on liquidity. This in-
crease in liquidity preference is clearly evident from
the term structure of interest rates and changes in
the sensitivity of long-term rates to short-term ones.
For example, in the United States long-term rates
have risen much more than short-term rates, com-
pared to the 1960s. The average yield gap was 2.3
percentage points in 1983-1993, compared to 0.6
in the 1960s; and the sensitivity of long-term rates
to changes in short-term rates has diminished con-
siderably during the last decade.

Increasingly volatile interest rates, together
with the shortening of maturities, have made the
long-term costs of borrowing for the corporate sec-
tor less predictable, as the rates on short-term loans
being rolled over became liable to change more
frequently. Greater uncertainty over the costs of
borrowing has raised the rate of return required to
undertake investment projects. The requisite rate
of return has also been raised by increased bor-
rower’s risk arising from two other sources of in-
stability: greater fluctuations in exchange rates and
in aggregate demand.
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With the slowdown in domestic demand
growth, firms have tended to look for markets
abroad. This, together with the rising share of for-
eign trade in the economy, has increased the influ-
ence of the exchange rate on investment decisions.
Indeed, for investors in the traded goods sectors,
particularly manufacturing, the exchange rate has
become the single most important price, but firms
in other sectors are also affected, since they use
traded goods as inputs. Exchange rate movements
have thus produced considerable uncertainty re-
garding prospective yields on investment, and, like
volatile interest rates, have raised the average re-
turn required for investment projects.

Financial deregulation has also made aggre-
gate demand more unstable by increasing the vola-
tility of consumption expenditures, exports and
imports. Easier access to credit has enabled con-
sumers to spend more freely, but their accumulated
debt has made their current expenditure more vul-
nerable to changes in interest rates. Furthermore,
financial deregulation has made it easier for house-
hold savings to be used for investment in high-risk
assets. This, together with the increased frequency
and intensity of booms and busts in real estate
markets, has made the value of household wealth
more unstable. The consequent fluctuations in
household net wealth and debt-servicing obligations
have reduced the stability of consumption expendi-
ture.?® The increase in the coefficient of variation
in the volume growth of private consumption in
five major OECD countries from 1961-1973 to
1982-1994 ranged from 78 per cent to 167 per cent
(see table 48). Export and import volatilities have
also increased, due to sharp changes in competi-
tiveness brought about by exchange rate fluctua-
tions and to swings in economic activity. With the
exceptiori of the United Kingdom, where exports
fluctuated sharply even in 1961-1973, the volatil-
ity of export growth of the major industrialized
countries increased greatly in the subsequent pe-
riod (1982-1994), and the coefficient of variation
of import growth also rose. The net result of all these
movements has been to increase investors’ risks.

Cuts in public investment do not seem to have
made way for greater private investment, contrary to
expectations. In the United States, the United King-
dom and the former Federal Republic of Germany
general government gross fixed capital formation rose
less than GDP in the 1980s (see chart 11).

The expectation that the private sector would
make up for the shortfall in public investment, us-
ing the resources set free by public expenditure

cuts, was in any event misconceived, for it consid-
ered only the relationship between the two sectors
in financing their respective expenditures and dis-
regarded the complementarity between public and
private investment. The profitability of private in-
vestment tends to be influenced positively by pub-
lic investment, especially in infrastructure (which
is why the availability of infrastructure plays a role
in foreign direct investment decisions). According
to one study of the United States economy, each
percentage point increase in public investment is
associated with a 0.4-0.6 percentage point increase
in private investment in equipment. On this basis
it has been estimated that if the rate of growth of
the stock of public capital had continued unchanged
in 1966-1987 from its average in 1947-1965 (in-
stead of declining by 10 percentage points), the
annual growth of investment in equipment in the
private sector would have been 4-6 points above
the actual rate.”” Taking into account the strong
linkage that has been observed between GDP
growth and equipment investment,? it has thus been
concluded that annual GDP growth in the United
States could have been 1.3-1.9 percentage points
higher had public infrastructure investment been
sustained.”

In sum, private investment has been adversely
influenced by a combination of factors closely
linked to the policies pursued by the major indus-
trial countries during the past two decades. Slow
demand growth and deteriorating public infrastruc-
ture have lowered the expected rates of return to
investment projects, while high interest rates have
raised the feasibility threshold rate of return and
increased the opportunity cost of devoting funds
to investment. Greater demand instability and ex-
change rate volatility have increased borrowers’
risk for investment projects, again raising the re-
quired rate of return on projects.

This new environment, while inimical to new
investment to expand capacity, has forced the busi-
ness sector in industrialized countries to cut costs
through restructuring. Firms in Japan and most EU
countries reduced their overall indebtedness ratios
in the 1980s in order to diminish their exposure to
high interest rates.’® In most countries firms have
downsized and restructured their operations so as
to reduce costs and boost profitability, competi-
tiveness and market shares; stagnation in markets
has made enlarging market share or obtaining quick
capital gains through mergers and acquisitions
more attractive than new investment. As increased
uncertainty has shortened firms’ time horizons, they
have tended to prefer short-term activities with
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Chart 11

REAL GDP AND GENERAL GOVERNMENT GROSS FIXED CAPITAL FORMATION IN FIVE
OECD COUNTRIES, 1972-1992

{Index numbers, 1972 =100}

United States

1972 1976 1280

1984 1988 1982

1972 1976 1980 1984 1883 1992

100

France

100

0
1972 1976 1980 1984 1988 19

100

0
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— — Real GDP —_—

Real fixed capital formation

Source: UNCTAD secretariat calculations, based on data in constant prices in OECD, National Accounts, 1972-1984 (Paris:

OECD, 1986) and /bid., 71980-1992 (Paris: OECD, 1994).

a Excluding the eastern Ldnder throughout.




large financial components to long-term investment
in physical assets. Such activities have been fa-
cilitated by financial deregulation, which has made
it easier to borrow in order to acquire existing as-
sets.

The process of restructuring has caused a
large-scale shedding of labour. Together with physi-
cal investment, human investment in in-house train-
ing of labour has been curtailed and skill require-
ments are being met less by such training and more
by formal educational credentials obtained and fi-
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nanced by the workers themselves. Employment has
stagnated or declined in sectors with higher-than-
average productivity growth, indicating that pro-
ductivity growth is no longer being driven by out-
put growth as in the Golden Age.*' In short, the
higher productivity has resulted from attempts to
cut costs in order to increase competitiveness,
rather than from the creation of new capacity and
the application of new technology embodied in new
capital goods. There has consequently been a de-
struction rather than a creation of jobs.s
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Policies for Full Employment

The discussion in the previous chapters
pointed to the need to attack unemployment on two
fronts: the supply side and macroeconomic man-
agement. Supply-side policies are needed to shift
labour demand towards the unskilled by reducing
the cost of employing such labour and/or to en-
hance skill levels, and hence productivity, through
training and education. However, such policies will
only be effective if the existing stock of physical
capital is sufficient to provide additional employ-
ment and if there is sufficient demand to absorb
the extra output that would be produced. Adequate
expansion of effective demand is essential both to
increase employment by utilizing the existing capi-
tal stock more fully and to generate a higher rate
of investment and thus the total amount of jobs
potentially available at any moment of time. La-
bour market policies cannot ensure adequate de-
mand growth; this is the responsibility of
macroeconomic policies. If macroeconomic im-
pulses are not sufficiently strong, supply-side poli-
cies may simply aggravate the labour market prob-
lems instead of alleviating them.

However, unless supply-side measures are
also taken, demand expansion can come up against
serious bottlenecks due to mismatch between the
composition of the aggregate demand for and the
aggregate supply of labour. As noted in the pre-
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Chapter IV

ceding chapters, the potential for such supply-side
problems has increased considerably over the past
two decades because an important part of the la-
bour force has become long-term unemployed and
has indeed become unemployable due to hyster-
esis. Such bottlenecks could result in faster infla-
tion and eventually lead to overly restrictive poli-
cies.

Domestic policies, both macroeconomic and
on the supply side, have implications for other
countries. Each may be used in a beggar-my-neigh-
bour fashion to reduce unemployment. Examples
are: seeking higher employment at home by increas-
ing competitiveness in international markets
through increased productivity not accompanied by
increased demand; reducing wages; competitive
devaluations; and imposing higher labour stand-
ards on trading partners. Equally, attempts to
achieve full employment at home may be stymied
by external influences and constraints, in particu-
lar balance of payments and exchange rate pres-
sures. Individual attempts to secure full employ-
ment by the major industrial countries are likely to
lead to tensions and conflicts unless they are coor-
dinated, taking into account that the nature and the
appropriate mix of supply- and demand-side poli-
cies vary from country to country.

A. Supply-side policy options

There is no disputing that the position of un-
skilled workers in the North has deteriorated in
relative (and sometimes in absolute) terms over the

past 20 years. From an intellectual standpoint, it
may be of interest to choose between competing
causes, but in practice this may not be so impor-
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tant, since the policy measures suggested for tack-
ling the problem are often similar, no matter
whether the original cause is believed to be North-
South trade or the advent and application of new
technologies. Indeed, the fact that a policy con-
sensus has been emerging does suggest that a deeper
analytical thread has been running through much
of the discussion. This is indeed the case: there is
consensus that new competitive pressures have
dramatically shifted the relative demand for labour
in the North away from the unskilled, and that this
has been resisted by policy makers and impeded
by labour market regulations, resulting in higher
unemployment (particularly in Europe) and greater
income inequality (particularly in the United
States). Consequently, the broad thrust of policy
recommendations in the industrialized countries
aims at creating a labour force compatible with
production in high-technology, high-skill industries
and in sectors producing non-tradeable services.

i. Technology policies for employment

If competition is seen as ensuring the best
basis for economic growth and job creation, a
healthy economy will be one where labour mar-
kets are in continuous flux, with some markets
shrinking whilst others are growing. Innovation and
productivity growth will be combined in older sec-
tors and industries with a declining employment
(and output) share, and in new sectors and indus-
tries with a rising employment (and output) share.
Over the past two decades, new sources of eco-
nomic growth have centred around the production
and distribution of information technologies and
the evolution of complementary service activities.
These are the major sources of job creation in the
North. They are also areas which are essential for
maintaining growth momentum in the more mature
industrial countries in the face of increased com-
petition from the “catch-up” countries, and for
generating the “first-mover” advantages associated
with creating new product markets and the pricing
power resulting from the inelasticity of demand for
new products.

In the current technological environment,
product innovation is largely concentrated in in-
dustries where the “product cycle” has become in-
creasingly short and imitation much more rapid
than even two decades ago. Prices of new prod-
ucts have to be reduced rapidly to achieve the vol-

ume of sales required for cost-efficient production,
and there is little price inelasticity attached to the
introduction of new, technologically advanced,
goods. It is by exploiting related scale economies
that firms are able to compete in and dominate the
development of these new product markets.

A high level of investment is needed to ensure
that new production technologies are fully devel-
oped and widely diffused, to help the development
of new products and new markets and to create
new jobs. There is nothing automatic about the
emergence of conditions that are conducive to faster
accumulation in these areas, and public policy will
have an important role to play. One area of inter-
vention is public investment in support of private
activity in new production technologies (discussed
in the next section). Another set of policies includes
measures to support the innovation activities of
firms both by encouraging higher national R&D
expenditures and by targeting such expenditures
on the most dynamic sectors. The creation of an
information superhighway linking businesses, gov-
ernment agencies and the wider public is also seen
by many as essential to an effective information
infrastructure, and product market deregulation is
offered as a means of opening up new investment
opportunities. More ambitiously, these specific
measures are often harnessed to more wide-rang-
ing efforts at social engineering aimed at encour-
aging different types of enterprise and social or-
ganization in a “new learning economy” in which
continuous education is the driving force of eco-
nomic prosperity.'

2. Active labour market policies in the
North

The term “active labour market policies” cov-
ers various measures aimed at correcting mis-
matches and imbalances in the composition of the
labour force either by reducing the cost of unskilled
labour to employers or enhancing skills or by mak-
ing labour markets more responsive to innovation
and structural change. Unlike other measures to
reform labour markets discussed in the previous
chapter, these policies imply that the problem of
unemployment should not be solved at the expense
of the living standards of those most vulnerable to
economic change and that certain types of labour
market failures still require positive intervention
by Governments.
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Employment subsidies

The first type of active labour market poli-
cies involves employment subsidies, with a view
to lowering the cost of unskilled labour to employ-
ers in the private sector. If subsidy schemes are
not self-financing (through savings on unemploy-
ment benefits or the generation of additional in-
come tax) budgetary considerations will necessi-
tate higher taxes on capital or skilled workers. To
be effective these schemes must also ensure that
subsidies are used for the purposes intended. These
problems are well known and make for an uncer-
tain impact of subsidies. However, their appeal, in
whatever form, lies in their being preferable to
unemployment benefits.?

Subsidy schemes can take the form of subsi-
dizing existing unskilled manufacturing jobs
through grants or other fiscal transfers to employ-
ers. Such measures, however, can only be consid-
ered a temporary expedient. Differences in unit
labour costs between traditional unskilled indus-
tries in the North and South do not suggest that
subsidies could preserve the competitiveness of
these industries on world markets. However, sub-
sidies could make for a more manageable process
of restructuring and the avoidance of the heavy
social and economic costs of a permanently large
low-wage, low-skilled underclass which could
emerge from too rapid a process of adjustment.

Rather, subsidies must primarily be used to
encourage redeployment of unskilled workers dis-
placed from declining industries into expanding
industries or into other sectors, particularly serv-
ices, including public services. In essence, such
subsidies become necessary when wages are not
sufficiently flexible or when wages are too flex-
ible and employment can therefore only be gener-
ated at poverty wages. Correspondingly, employ-
ment subsidies can be delivered in two forms: ei-
ther, where wages are fully flexible, through sup-
port to workers’ income via some form of negative
income tax for the low-paid or, where wages are
less flexible, through subsidies to employers in the
form of grants or changes to payroll taxes which
make it profitable to hire unskilled labour.

The results of simulations of the effects of
such subsidy schemes are set out in annex I to Part
Three. They suggest that correcting today’s la-
bour market problems in the North would require
a significant rise in the average tax rate; indeed,
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employment subsidies require higher marginal tax
rates than unemployment benefits.” The burden will
naturally fall on high income earners, including
skilled labour. However, the simulations also sug-
gest that because subsidies raise national income
and hence the pre-tax wage of skilled workers,
skilled workers are better off with employment
subsidies than with the funding of unemployment
benefits.

There are also other reasons to support sub-
sidies as an alternative to unemployment benefits.
First, there are dynamic effects from subsidies as
workers also acquire skills on the job and avoid
the stigma and loss of morale that come with pro-
longed spells of unemployment. Second, they have
an additional appeal in an interdependent world
economy because they might actually help the
South. As is shown in annex 1, if the subsidies are
not industry-specific, designed to protect labour-
intensive production, their immediate effect is to
encourage greater employment and production in
sectors which do not compete with southern ex-
ports. These subsidies raise national income in
the North and increase the global demand for la-
bour-intensive goods, thereby increasing national
income in the South. That in turn should raise de-
mand for imports from the North. Thus, employ-
ment subsidies for unskilled labour in the North
would appear to offer a “raising all boats” strat-
egy of benefit to everyone.

However, if there is no expansion of effective
demand, subsidies will simply serve to substitute
unskilled labour for skilled labour and/or capital,
and will raise aggregate employment only if more
unskilled labour is employed for each skilled, more
productive, worker discharged. Over the longer
term, subsidies could lead to the substitution of
unskilled labour for capital rather than skilled la-
bour, provided that new investment is made in or-
der to adapt to the underlying techniques of pro-
duction. The impact on unemployment will there-
fore depend on the pace of expansion of the
economy.

Training

The second broad category of active labour
market policies aims to improve the skills of un-
skilled and unemployed workers through training
programmes. The expectation is that these work-
ers, endowed with better skills, will price them-
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selves back into employment in expanding indus-
tries. But training, no more than subsidies, is not a
costless option. Formal training aimed at easing
workers out of unskilled jobs (or unemployment)
into higher-skilled jobs requires both important
additional public expenditures on education as well
as a fundamental restructuring of national train-
ing programmes to ensure that the unskilled are
the ones to benefit. There is certainly plenty of
evidence that effective training programmes can
improve productivity, and a comparison and as-
sessment of national training systems can certainly
help in the design of better training programmes.*
However, productivity gains from improved train-
ing will only materialize over the longer term,
whilst its costs (in terms of higher taxes) will have
to be borne immediately. It would, consequently,
be misleading to suggest that the training option
does not face fiscal constraints as do subsidies.

Again, meeting this challenge will be the responsi-,

bility of politicians in the North over the coming
years.

However, designing better training schemes
begs an important question. Because there is con-
siderable evidence to suggest that trained labour is
more productive, why are firms not themselves tak-
ing on the training responsibility? Alternatively, if
the returns to education are clearly so great and
the income of the unskilled has dropped so visibly,
why are the unskilled not funding their own in-
vestment in human capital? Possible answers are,
first, that employers fear that their trained labour
might be poached by other firms and, second, that
there are well established difficulties for capital
markets to fund investment in human capital.

Such market failures are why government
action is required. Nevertheless, when unemploy-
ment is high and employment prospects are low,
the motivation to join and fully participate in train-
ing schemes is likely to be low. Much training is
received on the job and there is already a pool of
unemployed skilled labour, which during the last
recession grew more rapidly than the pool of un-
skilled unemployed (see table 37). For reasons al-
ready explained, if demand is sluggish, employ-
ment may actually fall as the labour force becomes
better trained and more productive.

3. Higher labour standards in the South

Those who blame imports from low-wage de-
veloping countries for the rising unemployment and
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income inequality in the North naturally advocate
protectionist measures such as the imposition of
higher labour standards in the South. It is to be
noted that when developing countries’ exports con-
sisted largely of primary commodities, little con-
cern for the adoption of “internationally recognized
labour standards” was expressed by industrial
countries. Moreover, the growing differences in
labour market standards among developed coun-
tries during the 1980s due to divergent policies in
these countries, have not figured in the debate on
labour standards so far.

However, as discussed in annex | to Part
Three, it is unlikely, in view of the still very large
wage differentials between the South and the North,
compared to those for productivity, that any in-
crease in wage costs imposed on manufacturing
industry in the South by higher labour standards
would help save northern labour-intensive indus-
tries. Still, higher labour standards would reduce
output and employment in the South because higher
wage costs and prices depress both exports of and
the overall demand for labour-intensive goods, a
result that may be only partially offset by improved
terms of trade. Moreover, they would result in
growing inequalities in the South, as part of the
labour force becomes unemployed and unable to
benefit from the type of social safety nets avail-
able in the North. Wages of the unskilled would
also go down in the North because of increased
import costs. Furthermore, there is likely to be an
even larger fall in national income in the North;
thus, global income would certainly decline.

Any concrete policy proposals put forward on
the question of international labour standards must
necessarily be tentative. However, the above dis-
cussion does provide real grounds for scepticism
on the desirability of international labour stand-
ards linked to trade. In some cases, as suggested
by the simulations, such trade-restrictive measures
are unlikely to achieve their labour objectives in
the North. Moreover, because the countries that
have successfully penetrated northern markets have
been catch-up economies which have experienced
rapid real wage increases alongside productivity
growth, it seems unlikely that the kind of higher
labour standards that are being called for would
be applied to them and hence have much impact on
their ability to compete. Rather, they would hurt
those countries in the South that already face dif-
ficulties in exporting. Furthermore, in most devel-
oping countries (as in the North) wages in the ex-
port sector tend already to be higher than in other
sectors, a situation which would be further exac-




Policies for Full Employment 187

erbated by the introduction of higher labour stand-
ards.

Nevertheless, there are good reasons for im-
proving working conditions and reducing in-
equality in the South; but the most appropriate
response should be to design and implement
redistributive policies which do not impede the
growth of southern manufactured exports. One
possibility, as described in annex | to Part Three,
would be to introduce fiscal reforms and active
labour market policies of benefit to the unskilled

in the South. However, these involve pro-
grammes to provide subsidies for retraining, as
well as effective welfare support, which devel-
oping countries will have major difficulties in
financing. Whilst fiscal reform could undoubt-
edly help fund these programmes in some coun-
tries, financial assistance from the North would
appear essential. Such policies would be less
costly than the potential damage to the world
economy from enforced higher labour standards
linked to trade. They would also help to
strengthen the multilateral trading system.

B. Macroeconomic policy

1. Demand expansion and inflation

The discussion in the previous chapters has
shown that a faster pace of capital investment holds
the key to reducing unemployment in the major
industrial countries. This is unlikely to occur with-
out a substantial improvement in business expec-
tations regarding future sales and the level and
volatility of key determinants of the costs of and
return on investment such as interest rates and ex-
change rates. Macroeconomic policies can help
improve both sets of expectations. For one thing,
the level of effective demand determines total sales.
For another, monetary policy can affect directly
the degree of volatility and instability and thus in-
fluence the risks and uncertainties associated with
investment decisions. Without policies designed to
bring about a faster expansion of demand and
greater financial stability, there is little hope of find-
ing a solution to the unemployment problem.

[t is often held that, rather than lift growth
and reduce unemployment, expansionary policies
would only fuel inflation. On this view, monetary
policy designed to lower short-term interest rates
would instead lead to faster inflation, and hence to
higher long-term interest rates, thereby restrain-
ing rather than promoting investment and output
growth. Furthermore, expansionary fiscal policies
would create pressures not only in product mar-
kets, leading to faster inflation, but also in finan-

cial markets, resulting in higher real interest rates,
thereby crowding out private investment. These
views are particularly widespread in financial mar-
kets, not least because holders of financial assets
are most concerned about the possible impact of
policies on the real value of their wealth.

The concern that faster demand expansion
would only lead to faster inflation is unjustified in
current economic conditions. Not only is there a
considerable slack in the labour market, but also
the institutional changes that have been introduced
since the beginning of the past decade have made
it much more difficult for a wage-price spiral to
emerge. Given the reduced bargaining power of the
unions and increased competition in the labour
market, workers are wary of pricing themselves
out of the market. There is also a greater realiza-
tion that in today’s environment of increased glo-
bal competition, workers’ jobs depend on the prof-
itability of their companies. This has been a major
factor in establishing a closer link between pro-
ductivity and compensation. Indeed, as already
noted (see Part Two, chapter 1), one of the most
significant features of the current recovery in the
major industrial countries is the tendency for unit
labour costs in manufacturing to fall and profit
margins to rise, even in countries which have had
substantial currency depreciations. Inflation rates
have continued to fall in the United States and
Western Europe throughout the recovery, while in
Japan the price level has actually been falling.
Clearly, labour markets will tighten somewhat as
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the slack is reduced, but on the other hand produc-
tivity will rise as new investments come on stream.

Besides, the reduced costs of undertaking in-
ternational transactions and greater and faster dis-
semination of information have weakened consid-
erably the quasi-monopolistic positions enjoyed by
local firms. Hence the probability that greater de-
mand will result in higher prices and profits rather
than higher output and sales is now much smaller,
and firms attempting to raise prices and profits run
the risk of losing business to more efficient pro-
ducers. Moreover, the greater openness in trade
helps to overcome problems of capacity bottlenecks
that would otherwise arise in the course of expan-
sion.

2. Public investment and budgetary policy

While it is true that jobs need to be created
primarily through private investment, public sec-
tor investment is also indispensable. Private invest-
ment depends on the provision of certain public
services; as already noted, the unsatisfactory
growth and employment performance of the indus-
trialized economies since the mid-1970s has been
accompanied by slow growth or stagnation in pub-
lic investment. Because of a sharp slowdown in
expenditures on both maintenance and new invest-
ment, there has been considerable deterioration of
public infrastructure such as transport and com-
munications, health and education facilities and
various other public services. This decline has oc-
curred even where the provision of services has
itself been subcontracted to the private sector. A
return to more normal levels of provision of pub-
lic infrastructure services, whether by public or
private providers, is needed not only to create new
job opportunities directly, but also, and more im-
portantly, to foster an acceleration of private in-
vestment and economic activity.

According to a conservative estimate, the
United States would need to spend at least an ad-
ditional $45 billion a year (over 0.8 per cent of
GDP) on investment in infrastructure in order to
meet transportation, environmental and other needs.
Other studies put this figure at much higher lev-
els.> It is important to view such spending as a
permanent commitment carried out on a yearly
basis, because infrastructure needs to be maintained
and expanded alongside increased private sector
growth and employment. In Europe the need for
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public investment is also pressing, in some cases
even more so. In the United Kingdom, for instance,
public investment expenditures have declined con-
stderably during the past two decades (even allow-
ing for the withdrawal of the public sector from
the provision of certain services as a result of pri-
vatization since the first half of the 1980s), and
the eastern part of Germany is notoriously poor in
infrastructure. In Japan, too, investment in public
services has declined substantially, despite the fact
that the quality and quantity of social and economic
infrastructure lag well behind Japan’s high-tech-
nology industries. As noted by OECD:

There is a significant gap between Japan
and other major economies as far as public
amenities such as urban park space, sewer-
age services and paved roads are concerned.
Despite spending more than the interna-
tional average on infrastructure during the
1980s, a significant gap remains, since pub-
lic investments were restrained with other
government spending. The clampdown also
affected industrial infrastructure, such as
roads and airports, which failed to grow in
line with the economy, generating substan-
tial congestion costs.®

Public investment is needed not only in tradi-
tional infrastructure but also to promote techno-
logical dynamism and innovation in areas such as
telecommunications, computers and information
processing. These industries are currently in the
process of developing benchmark technologies
which will emerge as generally accepted industry
standards. The standards which eventually domi-
nate will be strongly influenced by the form and
quality of infrastructure which allows the exploi-
tation of the full potential for scale economies.
Such infrastructure standards, particularly those
to regulate the so-called information superhighways
and switching junctions for information systems,
will have to be global, rather than national or re-
gional, in nature. Provision of such services will
be necessary if the new technologies are to pro-
vide the basis for the creation of new jobs to re-
place those eliminated by the creative destruction
associated with every technological revolution.
This technological revolution cannot take place in
the absence of a minimum of government involve-
ment to ensure the necessary conditions through
infrastructure investment. Just as the provision of
motorways and other roads was necessary for the
expansion of automobile production, and public
airports were extended or built to accommodate
the vast increase in air travel, so government
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projects in overheads and infrastructure will be
required to underpin the full development of new
products surrounding the telecommunications-com-
puter revolution.

Given the links between public and private
investment discussed in the previous chapter, a
large and permanent increase in both traditional
and technology-related infrastructure investment by
the public sector can be expected to provide a ma-
jor stimulus to both the level and the quality of
private investment, lifting considerably the growth
rate of the capital stock and of job creation. Such
expenditures create productive assets (i.e. they
generate a stream of goods and services over time),
and consequently they should be subject to project
evaluation and planning in much the same way as
for private investment. Hence the total outlay
should not be assigned to the current budget; the
cost of the investment should be spread over the
whole period during which it contributes to the
output of goods and services. By the same token,
investment which is financed by borrowing should
not be treated as “deficit” spending, any more than
capital investment by firms normally would be
treated as a current expense.

To encourage a more business-like approach,
one option is to place the responsibility for mak-
ing such investments in the hands of semi-autono-
mous public corporations or publicly-owned joint
stock companies, independent of political control
but subject to mandates specified in their articles
of incorporation. Their net annual profit or loss
would be absorbed into the government budget. A
business-like accounting of government expendi-
tures also implies that the current budget should
not be allowed to run up a structural deficit. Thus,
any deficits that emerge during a cyclical down-
turn should be offset by surpluses in a previous or
subsequent upturn.

The implication of all this is that any coun-
ter-cyclical expenditure policy needed to supple-
ment the effect of automatic stabilizers should be
conducted through the capital budget. This point,
it should be noted, was emphasized by Keynes,
whom many view as the intellectual father of defi-
cit spending. In his view it was necessary to pre-
serve balance on the current account budget in or-
der “to preserve sound accounting, to measure ef-
ficiency, to maintain economy and to keep the pub-
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lic properly aware of what things cost”.

Nevertheless, while it is legitimate to use the
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capital budget for counter-cyclical purposes, pub-
lic investment should be self-financing over the long
term; in other words, the capital budget should also
be in balance over the long term. When aggregate
demand flags, public capital expenditures need to
be raised, creating a temporary deficit financed by
borrowing; this deficit is subsequently eliminated
as the capital projects pay off in terms of higher
tax revenues and surpluses on current account.

In practice these principles of sound budget-
ary policy are rarely observed. For instance, in the
United States no separation is made between cur-
rent and capital budgets; moreover, the federal
budget does not distinguish between current and
capital spending, treating the latter as a current
expense rather than as investment in productive
assets. This failure to observe established account-
ing practices is costly:

In the present era of inevitably large gov-
ernment deficits and a widespread reluc-
tance to borrow more than necessary, the
inability to distinguish between investments
and expenses leads to gross distortions of
national priorities. The convoluted perspec-
tive created by the federal accounting sys-
tem is having a disastrous effect both on
short-term fiscal management and on long-
term development of the nation’s public
assets. Government denies the economy
needed fiscal stimulus; too much of the
stimulus it does provide is consumed with-
out creating assets of lasting value; and
public infrastructure and other long-term
interests are neglected.®

By contrast, in Japan capital and current
budgets are separated. The current budget (gen-
eral government budget) is financed by taxes and
duties and has been in surplus ever since the fiscal
consolidation of the early 1980s eliminated indebt-
edness incurred during the oil crises. In addition,
the Special Account and the Public Organizations
Account join to form what is known as the “sec-
ond budget”, which covers the Fiscal Investment
and Loan Programme (FILP). This programme
provides for the financing of social infrastructure
projects and industry-related investment through
public corporations, local governments and other
public institutions as well as for lending through
government-affiliated financial institutions. The
size of total investment expenditure programmes
and government lending facilities of the second
budget has been close to 9 per cent of GDP in re-
cent years.” FILP relies for its resources on com-
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pulsory social security contributions, postal sav-
ings, postal life insurance and government-guar-
anteed bonds. As both the investment and the lend-
ing operations are expected to yield revenues, the
programmes emphasize the so-called asset-creat-
ing projects.'®

3. The debt overhang

With the exception of Japan, fiscal policy has
not generally been used in developed countries for
macroeconomic management since the beginning
of the last decade. Systematic resort to fiscal policy
tools for counter-cyclical purposes has been es-
chewed in the belief that, once deregulated and
freed from high taxes, the economy would not need
management of this sort, since the private sector
would generate the requisite level of demand. This
thinking held sway, for instance, in the United
States where, despite its financial orthodoxy and
anti-Keynesian rhetoric, the supply-side experiment
beginning in the early 1980s has left a legacy of a
large public debt and large budget deficits.

In Western Europe an important component
of the medium-term financial strategy in the early
1980s was convergence of fiscal and monetary
policy in order to better control inflation and a re-
duction of government borrowing and debt to lessen
the crowding-out of private investment. Cuts in
public spending were seen as essential for reduc-
ing budget deficits and interest rates in order to
stimulate growth through increased private invest-
ment.

These objectives were formalized in the
Maastricht Treaty, which established, inter alia,
two fiscal convergence criteria as preconditions for
membership of the European Monetary Union: the
ratio of the general government deficit to GDP, set
at 3 per cent, and the ratio of public debt to GDP,
set at 60 per cent. However, budget deficits have
increased and government debt has continued to
rise. At the end of 1994, Luxembourg and Ger-
many were the only EU members to have met both
of these criteria. Budget deficits as a percentage
of GDP for EU countries as a whole have risen
from 4.6 per cent in 1991 to 6.6 per cent in 1994,

For the G-7 countries their combined recorded
government financial deficits were higher during
the first half of the 1990s than in the 1980s; so
were the “structural deficits”, as estimated by
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OECD. The same period has also witnessed a rate
of accumulation of government debt that is unprec-
edented since the second world war. As a propor-
tion of GDP, government debt increased by some
50 per cent from 1978-1982 to 1991-1994 for the
G-7 countries as a whole (see table 49).

The rapid accumulation of government debt
has been due to a combination of slower growth,
increased unemployment, and tight monetary poli-
cies. The slowdown in the trend growth rate has
raised structural deficits net of interest payments
on outstanding debt (i.e. structural primary defi-
cits); and while cyclical downswings widened defi-
cits considerably, upswings have generated little
revenue. This asymmetric behaviour is explained
by the fact that economic upturns have been quickly
reined in by monetary tightening, while downturns
have often been left to self-adjusting forces which
have worked only slowly if at all. This cyclical
behaviour of policy has thus contributed to an in-
crease in long-term unemployment and to persist-
ently higher budget deficits by raising expenditures
on unemployment benefits and other forms of in-
come support.

This effect has worked primarily via two chan-
nels. First, total expenditures on unemployment
compensation have increased considerably in a
number of countries despite the cutback in ben-
efits. Second, pension funds have suffered losses
as employment declined and claims exceeded con-
tributions. According to a rough estimate, with the
structure of revenues and expenditures prevailing
in the late 1980s, a | per cent drop of actual out-
put below the trend (or potential) level of output
could raise public sector deficits in the major in-
dustrial countries taken together by as much as 0.5
percentage points of GDP."' In short, the fiscal
deficits incurred in the 1980s and 1990s would have
been considerably smaller had employment and
growth been more buoyant.

More importantly, much of the recorded and
structural deficits in recent years has been due to
interest payments on outstanding government debt.
In the G-7 countries taken together, such payments
now account for almost the entire budget deficit,
which means that the primary budget has been in
balance (in respect of both the recorded and the
structural budget positions). With the exception of
Japan and the United Kingdom, government inter-
est payments stand at much higher levels than in
the late 1970s and early 1980s. The situation of
Japan is explained by the fact, already noted, that
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Table 49

GENERAL GOVERNMENT FINANCIAL BALANCES AND DEBT IN MAJOR OECD COUNTRIES,

1978-1994
{Percentage of GDP)
Net debt Structural
Financial Gross interest Primary  Structural  primary
Country Period balance debt payments  balance balance®  balance?
United States 1978-1982 -1.0% 384 1.3 0.3* -0.8 0.5
1983-1989 -2.8° 494 20 -0.8° -2.6 -0.7
1990-1994 -3.1% 61.1 2.0 -1.0° -3.2 -1.1
Japan 1978-1982 4.4 51.7 1.0 -3.4 -4.0 -3.0
1983-1989 -0.4 70.5 1.4 1.0 0.6 20
1990-1994 1.1 722 04 1.5 0.8 1.2
Germany 1978-1982 -3.0 34.0 1.4 -1.6 -3.3 -1.9
1983-1989 -1.6 427 23 0.7 -0.7 1.6
1990-1994 -2.8 46.7 24 -0.4 -3.4 -1.0
France 1978-1982 -1.5 315 09 -0.6 -1.9 -1.0
1983-1989 -2.3 389 20 -0.3 -1.6 04
1990-1994 -3.8 47.0 29 -1.0 -3.0 -0.2
ltaly 1978-1982 -10.4 62.1 5.1 -5.3 -10.9 -5.8
1983-1989 -11.2 86.8 76 -3.6 -11.4 -3.9
1990-1994 -10.0 11.7 10.3 0.3 -10.2 0.1
United Kingdom 1978-1982 -3.2 55.0 3.0 -0.2 -2.5 0.5
1983-1989 -1.7 48.9 30 1.3 -1.9 1.0
1990-1994 4.9 42.0 23 2.7 -3.5 -1.3
Canada 1978-1982 -3.1 46.1 21 -1.0 -3.0 -0.9
1983-1989 -5.0 65.3 4.0 -1.0 -5.3 -1.3
1990-1994 6.2 85.6 5.1 -1.1 4.5 0.6
Total G-7 1978-1982 -2.8 43.2 1.7 -1.2 2.7 -1.1
1983-1989 -2.8 55.2 25 -04 -2.5 0.0
1990-1994 -3.1 63.9 26 -0.5 -3.1 -04

Source: OECD Economic Outlook, No 56, December 1994, annex tables 29-33.
Note: A minus sign (-) indicates a deficit.
a As a percentage of potential GDP. For United States, Japan and Germany 1991 figures exclude expenditure and receipts
relating to military operations in the Persian Gulf.
b Excluding deposit insurance outlays.
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little debt is incurred to finance current expendi-
tures in the general budget, and that of the United
Kingdom, on the other hand, by privatization,
which was used to reduce debt in the second half
of the 1980s. However, in the latter country, both
debt and interest payments have started to rise again
in the 1990s.

Monetary policy has played a major role in
widening the gap between budget positions gross
and net of interest payments. By pushing up the
interest rate and depressing growth, tight monetary
policy has raised the nominal rate of interest on
government debt above the rate of growth of nomi-
nal income (i.e. the real rate of interest above the
real growth rate). In such a situation, the ratio of
debt to GDP will rise unless there is an offsetting
primary budget surplus. This disparity between real
interest rates and real growth rates first appeared
in the 1980s, when monetary policy was directed
single-mindedly to combating inflationary tenden-
cies, but it now seems to have become a perma-
nent feature of the industrial economies.

The persistence of high real interest rates has
thus meant that in most major industrial countries
the driving force behind government budget im-
balances is the interest on government debt rather
than discretionary spending and tax policies. Thus,
monetary policy has resulted in a major transfor-
mation in the nature of fiscal imbalances; they are
structural rather than cyclical.

The fact that increases in budget deficits are
due to such a great extent to interest payments has
also resulted in weakening the impact of the defi-
cits on aggregate spending and the level of eco-
nomic activity. When both the stock of government
debt and the interest rate it carries are high, the
ratio of interest payments to money supply will also
be high. Consequently, if bondholders kept inter-
est payments in bank deposits in order to finance
their current transactions, they would add consid-
erably to the stock of money. If the monetary
growth target is set lower than the rate of interest,
achieving it will require part of the interest pay-
ments to be held in government bonds - i.e. rolled
over and converted into new debt. This in turn,
will entail an increase in the share of government
debt in portfolios, and hence require the interest
rate to be higher than otherwise.

The greater the gap between the target for
money supply growth and the interest rate, the
higher will be the proportion of interest payments
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to be converted into new debt, and the smaller the
impact of the government deficit on aggregate
spending. Thus, the tighter is monetary policy and
the higher the proportion of interest payments in
the deficit, the smaller will be the expansionary
effect of the increased government deficit.

The logic of this situation suggests that the
only way to regain the ability to use fiscal policy
for overall economic management is to reduce the
outstanding stock of debt. The combination of in-
creased public debt with reduced public investment
during the past two decades suggests that this debt
does not correspond to an equivalent build-up of
productive capacity; it would not be possible to
service it without incurring additional debt in a
Ponzi-type financing process. Nor is it possible to
reduce it by creating primary surpluses; this would
lead to a serious deterioration of public services
and introduce a self-defeating deflationary force
that would dampen government revenues and raise
unemployment- and poverty-related spending.

Real interest rates cannot be allowed to ex-
ceed real growth in the long run, for that would
imply an accumulation of debt that cannot be fully
repaid in real terms. A reduction of the real value
of debt will eventually be needed. In the past this
has been achieved through inflation; recent and
current efforts to eliminate inflation go precisely
in the opposite direction. Accordingly, as discussed
in detail in TDR 1993,'* a once-and-for-all capital
levy designed to bring the stock of government debt
down to a sustainable level represents the most
sensible solution. It is also one that is much more
equitable - and hence politically more feasible -
than meeting the claims of bondholders year after
year by increasing and inventing new kinds of taxa-
tion on incomes or transactions, and/or cutting
welfare spending and thus adding to social prob-
lems that are already serious not least because of
mounting unemployment and inequality in earnings.

4. Monetary policy and interest rates

While the changing composition of budget
deficits has virtually paralyzed fiscal policy as an
instrument to achieve objectives such as full em-
ployment and growth, monetary policy has failed
to be used to that end, having been confined solely
to dealing with inflation. Even if Governments were
able to overcome their fiscal paralysis, little would
be achieved unless the goal of monetary policy were




widened to include growth and employment objec-
tives. In particular, it needs to be aimed at reestab-
lishing low and stable interest rates, which, as al-
ready emphasized, would raise investment and re-
duce government deficits. This in turn would re-
quire a significant change in the way monetary
policy is conducted, with emphasis on targeting
short-term interest rates and avoiding large swings
in rates over the business cycle.

The changes needed in fiscal and monetary
policy are thus complementary. If fiscal policy
could be and were used for counter-cyclical pur-
poses, the burden on monetary policy would be
considerably lighter, allowing it to concentrate on
the task of achieving low and stable interest rates.
Using fiscal rather than monetary policy to smooth
business cycles would avoid the disturbances that
sharp swings in interest rates inflict on the bal-
ance sheets of both banks and business corpora-
tions. Fiscal tightening rather than interest rate
hikes should be used to cool an overheating
economy in order not to discourage private invest-
ment, and to slow down demand without changing
its composition at the expense of investment.
Should the need arise, it might be desirable to al-
low inflation rather than interest rates to vary over
the course of the business cycle, provided that such
variations remain within relatively narrow limits
(say 2-5 per cent) and inflation shows no tendency
to accelerate.

Even if central banks were willing to use
monetary policy to keep interest rates low and sta-
ble, they may not be able to do so because they
can only influence short-term intervention rates
directly; the expectations of investors in the bond
markets may move long-term interest rates inde-
pendently of policy intentions. Thus, even if there
are no real grounds for believing that a monetary
policy more appropriate to increasing employment
would generate an acceleration of inflation, bond
markets may react perversely to such a policy. If
long-term interest rates rise as a result of an in-
creased inflation premium, there would be no gain
to economic activity from monetary policy. The
possibility of joint action by the central bank and
the treasury to influence the bond market and en-
gineer a durable decline in long-term interest rates
is limited because of the sheer size of government
debt. This problem has also been aggravated by
the increasingly speculative character of trading
in long-term government securities.

It should be noted that this rapid growth of

Policies for Full Employment

193

the bond and securities markets and the extent of
their globalization is closely linked to the increased
government indebtedness (see box 7). Conse-
quently, the constraints placed on monetary policy
by those markets would also be greatly reduced if
monetary policy were reoriented and the stock of
government debt reduced in the ways suggested
above. The consequent reduction of the size of the
bond market and of government deficits, together
with low interest rates, would slow the rate of
growth of the securities markets relative to invest-
ment, GDP and the money market. This, in turn,
would widen the scope for using monetary policy
to influence asset prices, interest rates and eco-
nomic activity.

On a number of occasions the bond market
has failed to respond to monetary relaxation, and
long-term interest rates have remained high. This
steepening of the yield curve is usually explained
asreflecting expectations of faster inflation. How-
ever, such a reaction can also reflect an expecta-
tion that short-term interest rates will be quickly
raised again as soon as the economy begins to re-
cover. This has indeed been the case on a number
of occasions since the beginning of the 1980s. For
instance, in 1983 the Fed tightened monetary policy
only six months after the United States economy
emerged from its longest and deepest postwar re-
cession of 1980-82; it did so again in early 1994
as soon as recovery was under way following a
hesitant upturn from a recession dominated by a
debt deflation process.'* This suggests that a re-
turn to a policy of stabilizing short-term interest
rates can have a strong influence on the behaviour
of the bond market and long-term interest rates.

As noted above, the way that monetary policy
has been conducted since the beginning of the past
decade has also added considerably to the insta-
bility of interest rates and asset prices which has,
in turn, led to the widening of the yield gap by
raising the risk and the liquidity premium. A revi-
sion of monetary policy in favour of low and sta-
ble interest rates would reverse this process.

5. Full employment in one country

A single country seeking to attain full employ-
ment is apt to be constrained by its balance of pay-
ments. Indeed, this was a major concern of the ar-
chitects of the Bretton Woods system, who real-
ized that with fixed exchange rates a country which
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Box 7

MONETARY POLICY, GOVERNMENT DEBT AND GLOBALIZATION OF FINANCE

The rapid growth of the bond and securities markets and the extent of their globalization has
been greatly influenced by the way monetary policy has been conducted. Central banks have
stopped monetizing government debt, and have also increased borrowing needs by pushing up
interest rates. In their attempt to control the growth of liquid assets, they have encouraged the
direct sale of government debt to households, In many countries the decision to create funded
private pension systems was taken against the background of their potential role as purchasers of
government debt, Governments have also sought to facilitate the sale of debt to foreign buyers,
reducing or eliminating withholding taxes and denominating debt in foreign currencies. When
limits were reached on the sale of bonds, they have tumed (o the indirect Nnancing of deficits
through the privatization of public assets and the sale of equity in government-owned public
companies, Privatization funds have sometimes been used to reduce outstanding government
debt, and sometimes to avoid new debt issues. As national markets were frequently too small ta
absorb these new equity issues, Governments often looked to investment bankers to place the
securities internationally,

Thus, much of the recent expansion in the global bond and equity markets stems from the at-
tempis to control) the growth of the money supply. the increasing sale of debt to private holders,
and privatization. Global diversification, privatization and the development of funded pensions
have all been crucial in allowing central banks to meet their money supply targets while Govern-
ments have continued to fund increasing deficits and growing interest payments by adding to the
stock of outstanding debt,

Consequently, interest incomes, which had bgen virtually eliminated during the Golden Age
through low interest rates, have increased rapidly. A new rentier class has thus emerged, holding
government debt which central banks are ne longer willing to finance.

ran persistent trade surpluses might prevent other
countries from pursuing a policy of full employ-
ment. Floating exchange rates tend to facilitate
balance-of-payments adjustment, but at the cost of
increasing the trade-off between full employment
and price stability.

When domestic demand in one country grows
faster than in others, demand tends to spill over
abroad; output and employment grow more slowly
than domestic demand, and the balance of payments
deteriorates. If a potentially inflationary currency
depreciation is to be avoided, it is consequently
necessary for interest rates to rise sufficiently to
generate the additional capital inflows required to
finance the additional imports. However, a higher
rate of interest may be inimical to full employment.
Clearly, the weaker the influence of the exchange
rate over the trade balance, the larger the devalua-
tion needed to correct an unfavourable change in
the balance of any given size. Thus, while a depre-

ciation can help to reconcile full employment with
external payments equilibrium, it can result in
strong pressures on the price level by raising im-
port costs and making it easier for domestic pro-
ducers of import substitutes to raise prices.

A country that pursues expansionary macro-
economic policies on its own thus tends to export
jobs, as well as create them at home, and import
inflation. Attempts to check the leakage of jobs
through depreciations will tend to increase the im-
port of inflation, whereas greater emphasis on ex-
change rate and price stability will tend to make it
more difficult to generate home employment with-
out resorting to protectionism.

The consequence is that, unless strong infla-
tion is feared, there will be a tendency to resort to
beggar-my-neighbour devaluations. However, if
many countries opted for this approach, the out-
come would be competitive devaluations with con-




sequences disastrous for international trade and
payments - a danger that the Bretton Woods sys-
tem was designed to avert. Despite mounting un-
employment and social pressures, competitive cur-
rency devaluations have so far been avoided be-
cause concerns over inflation have been stronger
than those over unemployment. However, now that
inflation is negligible, the risks of deflation are
becoming more evident for the first time since the
collapse of the Bretton Woods system. One indi-
cator is that many central banks are finding it dif-
ficult, despite recovery, to keep money supply
growth from falling below the lower limits of their
target ranges. The potential for competitive de-
valuations thus increases as unemployment rises.
Indeed, the “benign neglect” of the recent depre-
ciation of the dollar by the United States, and the
proposals made in the United States Congress that
Chile should be admitted to NAFTA only on the
promise that it would not devalue the peso, may
simply be the first signs of potential exchange rate
conflicts.

The difficulties faced by a single country in
attaining full employment point to the need for in-
ternational policy coordination to make it possible
for all to do so. Such coordination would need to
include action to secure low and stable interest
rates, as well as exchange rate stability. Past is-
sues of the TDR have discussed in some detail the
causes and effects of exchange rate volatility and
the policy actions needed to attain greater stabil-
ity." The main points are as follows:

Given the size and mobility of international
capital, and the tendency of currency markets
to amplify the effects of policy shocks and
generate disturbances on their own, exchange
rate stability requires more than macroeconomic
policy coordination and concerted interven-
tion in currency markets. The experience of
the European Monetary System shows that
even a multilateral commitment to exchange
rate stability combined with convergence of
macroeconomic policies and performance is
not enough to cure currency turmoil.
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Since neither fixed nor flexible exchange rates
achieve the desired results, one way out is for
interested countries to establish a monetary
union, as is the intention in the European
Community. However, the convergence proc-
ess laid down in the Maastricht Treaty needs
to be reconsidered so as to remove some of
the restrictions on policy and deal with the
overhang of excess debt through a once-and-
for-all capital levy.

Serious consideration should be given to pos-
sible ways and means of reducing the scope
of currency markets for generating disruptions
and instability, for instance through a tax on
foreign exchange transactions. Such a tax
would need to be imposed by all the major
industrial countries as well as offshore finan-
cial centres, and apply not only to spot and
forward transactions and foreign exchange
swaps, but also to other contracts involving
the obligations or right to exchange foreign
currencies at a future date, such as futures
and options. However, interbank foreign ex-
change transactions could be exempted, and
banks could be required instead to make non-
interest-bearing deposits corresponding to in-
creases in open positions in foreign exchange,
or be imposed capital charges in a way analo-
gous to those already proposed as part of the
current initiative of the Basle Committee con-
cerning standards for the supervision of
banks’ market risks for prudential reasons.

More direct controls may also have to be in-
troduced, since market-based and prudential
measures may still leave considerable leeway
for speculation. The consequences of exces-
sive risk taking and speculation are not con-
fined to those engaged in such activities; they
have serious repercussions on other actors and
institutions over a whole range of financial
markets and countries. Direct restrictions may
therefore be warranted on the acquisition and
issuance of financial assets and liabilities»
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Notes

For a fuller discussion of these policies see Com-
mission of the European Communities, Growth,
Competitiveness, Employment - The Challenges and
Ways Forward into the 21st Century: White Paper
(Brussels and Luxembourg, Office for Official Pub-
lications of the European Communities, 1993); The
McKinsey Global Institute, Employment Study,
1994; C. Freeman and L. Soete, Work for All or
Mass Unemployment? Computerized Technical
Change into the Twenty-First Century (London:
Pinter, 1994).

For recent assessments of the design and likely ef-
fectiveness of these policies see Lars Calmfors, “Ac-
tive labour market policy and unemployment - a
framework for the analysis of crucial design fea-
tures”, OECD Economic Studies, No. 22, Spring
1994; J. Dréze and E. Malinvaud, “Growth and
employment: the scope of a European initiative”,
European Economic Review, 38, 1994,

In a recent paper Blanchard has reached a similar
conclusion (see O. Blanchard, “Macroeconomic
implications of shifts in relative demand for skills”,
Federal Reserve Bank of New York Economic Policy
Revievy, January 1995).

[n the United Kingdom the National Institute of
Economic and Social Research has done extensive
research on differences among national training
systems. See, for example, Valerie Jarvis, “Smooth-
ing the Transition to Skilled Employment: School-
based Vacational Training in Britain and Continen-
tal Europe”, National Institute Economic Review,
No. 150, November 1994; Productivity, Education
and Training: Britain and Other Countries Com-
pared, London, 1989.

See S. Jay Levy and David A. Levy, “How to Re-
store Long-Term Prosperity in the United States and
Overcome the Contained Depression of the 1990s”,
The Jerome Levy Economics Institute of Baird Col-
lege, Annandale-on-Hudson, New York, January
1992.

OECD Economic Surveys 1992-1993: Japan (Paris:
OECD, 1993), p.84.

Keynes wrote that one should “aim at having a sur-
plus on the ordinary Budget, which would be trans-
ferred to the Capital Budget, thus gradually replac-
ing deadweight debt by productive or semi-
productive debt .... 1 should not aim at attempting
to compensate cyclical fluctuations by means of the
ordinary Budget, | should leave this to the Capital

Budget” (Collected Writings of J M. Keynes, Vol.
XXVIl, London: Macmillan, for the Royal Eco-
nomic Society, 1980, pp. 224-25 and 277-78). For
Keynes’ various pronouncements on budgetary
policy see also J.A. Kregel, “Budget Deficits,
Stabilization Policy and Liquidity Preference:
Keynes’ Post-War Policy Proposals” in Fausto
Vicarelli (ed.), Keynes’s Relevance Today (London:
Macmillan, 1985).

Levy and Levy, op. cit. p.11. Recognizing the diffi-
culties in creating a federal capital budget in the
near future, the authors go on to propose an ingen-
ious programme of public investment that is both
compatible with the existing accounting practices
and consistent with the principle of separating ac-
counts for investment and current expenditures.
This programme could be implemented by means
of the federal government (Treasury) purchase of
zero-coupon bonds issued by state and local gov-
ernments and public enterprises to finance their
public investment projects. The Treasury would fund
these purchases by the sale of traditional govern-
ment securities in the capital market. The initial
capital expenditure would thus appear as a zero net
capital flow in the budget. Instead, the public in-
vestments would appear as the annual interest ex-
pense on the Treasury borrowing. At maturity the
zero-coupon bonds would be repaid to the Treasury
which would use the funds to retire its outstanding
debt, the surplus would offset the annual interest
expense. Such a system would imply a rearrange-
ment of the public expenditure and net interest ex-
pense entries on the balance sheets of the Treasury,
rather than a change in the actual amount of gov-
ernment spending. The projects would have to be
based on explicit plans for generating revenues re-
quired to repay the debt held by the Treasury. This
could be in the form of user fees or tax revenues
assessed by regional governments on their constitu-
ents who directly benefit from the projects. Rather
than being a balance-sheet trick using “smoke and
mirrors” to try to decrease the reported deficit with-
out changing actual spending, its basic purpose is
to attempt to make federal spending more account-
able and business-like.

TDR 1993, box 6, and OECD, op.cit., sect.IV and
annex .

It is notable that while this differentiation between
current and capital budgets, and their financing, is
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based on the recognition of the differences in their
nature and effects, OECD has argued in favour of
lumping them together for purposes of evaluating
budget policy. As a result, it concluded that if FILP
is “taken into account, the public sector is larger,
the fiscal balance less favourable, and net public
debt much higher than they seem” and that “al-
though the quality of public spending may appear
to be relatively satisfactory, in so far as there is an
emphasis on public investment and tight control
over current expenditures, government outlays are
subject to pressures which threaten to increase tax
and public debt in the future™. (op. cit.,, p.105). It is
difficult to understand why public debt associated
with the creation of productive assets should cause
concern, particularly when it is also recognized that
Japan needs better infrastructure, or why such in-

11

12
13

vestment should lead to greater future tax burdens.
Precise quantitative estimates of these effects are
extremely difficult to make, and OECD’s cyclical
fiscal deficit adjustment model shows that the esti-
mated effect of the slowdown in potential growth
on budget deficits is subject to considerable mar-
gins of error and uncertainty that vary considerably
across countries. See J-C. Chouraqui, R.P. Hagemann
and N. Sartor, “Indicators of Fiscal Policy: A Reas-
sessment”, OECD Department of Economics and
Statistics Working Paper, No. 78, April 1990.

See Part Two, chap.1.

See TDR 1992, Part Two, chap.ll and TDR 1994,
Part Two, chap.Il.

See in particular TDR 1990, Part Two, chap.l; TDR
1993, Part Two, chap.l; TDR 1994, Part Two, chap.ll
and annex.




Blank page

Page blanche




A Simulation Model of North-South Trade and Unemployment 199

This annex presents a modified Heckscher-
Ohlin model of international trade in order to de-
scribe the links between trade and employment and
to simulate the effects of certain responses, includ-
ing policy responses, to increased competition from
low-wage countries on the level and distribution
of income, level and structure of employment, terms
of trade, and the distribution of the benefits from
trade between North and South.®

It should be pointed out that the model, like
the Heckscher-Ohlin theory underlying it, has se-
rious limitations. Being a neoclassical general-equi-
librium model that assumes constant returns to
scale, it leaves no room for either dynamic econo-

Annex I to Part Three
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mies and other non-linear effects, or for demand
and expectations; it reduces all problems of em-
ployment and output to technology and labour
market rigidities; and neither capital stock nor in-
ternational lending plays arole. The results of the
simulations are, nevertheless, interesting as they
reveal that North-South trade brings considerable
benefits to the North even when it gives rise to la-
bour market problems. More important, they sug-
gest that some policy proposals that are often ad-
vocated as a remedy for unemployment in the North
(such as greater labour market fiexibility in those
countries or higher labour standards in the South)
would at best have a limited impact, and might well
leave the North worse off than before.

A. The model

In this model there are two countries, North
and South. In each country there are three sectors
and two kinds of labour (skilled and unskilled).
Sector 1 produces “skill-intensive” manufactures
using a relatively high proportion of highly edu-
cated labour. Sector 2 produces “unskilled labour-
intensive” (or simply “labour-intensive”) manufac-
tures using unskilled labour, i.e. labour possess-
ing only a basic education. Sector 3 produces non-
tradeables such as public services and the construc-

tion of dwellings. Labour is the only input to pro-
duction and there is no capital (except the human
capital of skilled workers). In each sector there is
a constant elasticity of substitution between the two
kinds of labour, and output is given by CES (con-
stant elasticity of substitution) production func-
tions; however, it is not assumed that the same tech-
nologies are employed in the two countries. All
agents in a given sector have the same constant-
returns-to scale CES utility function. Under this
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assumption aggregate utility provides a measure of
national income independent of income distribution.

The North is well endowed with skilled la-
bour whilst the South has a plentiful supply of
unskilled labour. Workers receive their marginal
product, and wages for a particular type of worker
are uniform throughout the economy. The supply
of each type of labour is fixed in both countries.
The wages of skilled labour are set so as to achieve
full employment of this type of labour in both coun-
tries. In the South, the wages of unskilled labour
are set so as to clear the market.

In the absence of trade, the wages of unskilled
workers in the North are set to clear the market.
In the open-economy case, imports and exports are
in balance: the South exports labour-intensive
products from sector 2 and the North skill-inten-
sive products from sector 1; wages of unskilled
workers in the North are either flexible enough to
clear the market or are set equal to the relative
wage in the absence of trade; taxes are levied in
the North on those in employment either to sup-
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port the unemployed or to compensate the unskilled
for the decline in their relative wages arising from
international trade. In either case, the government
budget is balanced.

Using this model, a number of simulations
were run. The first point to note is that certain
effects are highly sensitive to the choice of param-
eter values. Thus, in every simulation considered,
including those not presented here, the overall gains
from trade are substantial but their distribution is
highly sensitive to the choice of parameter values.
The gains of the North are greater, the more trade
depresses the price of labour-intensive goods, i.e.
when the North’s price elasticity of substitution in
consumption is low and the South’s price elastic-
ity of export production high. When the contrary
holds, the gains are reaped predominantly by the
South. Despite this qualification, certain results
from the simulations are fairly robust. Trade in-
variably reduces the pre-tax relative wage of un-
skilled workers (by between 12 per cent and 30
per cent, depending on the simulation), and in most
cases it also reduces their real wages in absolute terms.

B. The base run

The point of departure is a base run in which
there is no trade, and wages are set so as to clear
the labour market in both countries. In the South,
because unskilled labour is plentiful and its rela-
tive wage is extremely low, the relative price of
the labour-intensive product is also very low, be-
ing only one-fifth the level observed in the North.

What happens when the two countries begin
to trade? Two cases are considered, depending on
the behaviour of wages of unskilled labour in the
North. 1In the “rigid wage” case, the wages of
skilled workers in the North are set so as to clear
the market for this type of labour, but for unskilled
workers wages are set so as to preserve their level
relative to those of skilled workers. The result is
unemployment among the unskilled in the North.
In the “flexible wage” case, the wages of the un-

skilled in the North are also set so as to clear the
market, and there is no unemployment.

Table A shows some of the main results on
the North for the base run. Trade leads to a mas-
sive reduction in the relative price of the labour-
intensive good in the North, with the result that its
production ceases altogether. What happens to the
unskilled workers that are displaced depends on
how their wages adjust. 1f their relative wage is
kept at the pre-trade level, the unemployment rate
for this type of worker rises by 13.6 per cent, even
after taking into account some increase in employ-
ment of unskilled workers in sector 1, where out-
put expands in response to the growth of domestic
and export demand stimulated by trade. If, on the
other hand, their relative wage is allowed to fall, the
preservation of full employment requires a 13 per
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Table A

EFFECTS OF TRADE ON LABOUR MARKETS IN THE NORTH

(Percentage change over closed economy simulations)

Post-tax real
wage

Pre-tax real Tax rate

wage

National Total
income unempl|.

Manufacturing
employment

Total Unskilled Skilled Unskilled Skilled Unskilled Skilled Unskilled

Base run
Rigid wages 5.3 13.6 -184 -41.4
Flexible wages 8.1 00 -13.0 -309
Innovation
Rigid wages 5.3 136 -184 -411
Flexible wages 9.5 00 -133 -303

cent reduction in the pre-tax real wage rate. This is
not sufficient to stop the labour-intensive sector from
closing down, but it does encourage greater employ-
ment of unskilled labour in non-tradeables and, to a
lesser extent, in skill-intensive manufacturing.

C. Innovation

Competition from imports from the South may
stimulate firms in the labour-intensive sector in the
North to undertake defensive innovation and to
raise productivity in order to stay in business. Even
without innovation, such competition will drive out
the least efficient producers first, leaving only the
most efficient in business. The labour-intensive
sector in the North will therefore register an im-
provement in efficiency even though no individual
firm becomes more efficient.

10.2 10.2 2.3 2.3 7.7 7.7
183 -12.4 8.7 -23.2 8.0 8.0
10.2 10.2 2.3 2.3 7.7 7.7
195 -105 8.7 -211 9.4 9.4

In either case there is a substantial drop in
manufacturing employment. If relative wages are
rigid, total employment in manufacturing falls by
around 18 per cent, while in the case of complete
flexibility the fall is about 13 per cent.

However, this sector would be dramatically
reduced in size, even with a very large productiv-
ity improvement (assumed in the simulation to be
as high as 250 per cent). The survival of a small
number of super-efficient producers in the North
would further depress world prices, shifting the
terms of trade against the South. Clearly, the South
would be better off if the North abandoned labour-
intensive production altogether and redeployed
workers to other sectors.
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D. Unemployment benefits or employment subsidies?

Table A also compares the effects of unem-
ployment benefits with those of employment sub-
sidies in the North in offsetting some of the distri-
butional effects of trade. With rigid wages, the
unemployed in the North receive social security
benefits equal to 50 per cent of the post-tax wage
of unskilled workers; the tax rate applied to finance
these benefits is identical for skilled and unskilled
workers. On the assumption of flexible relative
wages there is no unemployment but skilled work-
ers are taxed more than the unskilled so as to re-
store their relative wages to the pre-trade level.
This is technically equivalent to the provision of a
subsidy to employers of unskilled workers under
conditions of rigid relative wages in order to elimi-
nate unemployment.

Comparing these two cases, skilled workers
are better off when taxes are spent on employment
subsidies rather than unemployment benefits, but
only marginally so. Their tax rate is higher, but,
on the other hand, their pre-tax real wages are also
substantially higher. The reason is that although
employment subsidies for the unskilled reduce the
relative demand for skilled labour, they increase
the overall demand for labour by raising national
income. Since the income effect of employment

E. Labour standards in the South

Within the framework of the model, labour
standards can be introduced only in a very crude
manner, since there is no explicit provision for such
items as child labour, minimum wage rates or hours
of work. To explore the effect of labour stand-
ards, consider what happens if the relative wage
cost of unskilled workers in the South is increased
by 50 per cent. Given that wage differentials be-
tween the South and the North are still very large
compared to productivity differences, this does not
suffice to make northern labour-intensive indus-
tries competitive. Nevertheless, both output and

subsidies is greater than the substitution effect, the
demand® for skilled workers rises, sharply increas-
ing their pre-tax wage - much more so than the
taxes on their incomes required to pay for employ-
ment subsidies instead of unemployment benefits.

Itis interesting to note that employment sub-
sidies for unskilled workers in the North actually
help the South. That is because, being general
subsidies for the unskilled, they are not industry-
specific (i.e. they are not designed specifically to
protect labour-intensive production), but seek to
encourage greater employment and production in
all sectors, including those not competing with
southern exports. Besides, by raising national in-
come in the North, they increase global demand
for labour-intensive goods, thus improving the
terms of trade of the South and raising its national
income.

In short, employment subsidies for unskilled
labour benefit both North and South. This ex-
tremely important result for the North is not sensi-
tive to the choice of parameter values: much the
same result was obtained in every simulation con-
sidered, including the large number not reported
here.

employment in the South fall because the higher
wage costs and export prices depress both exports
of, and overall domestic demand for, labour-inten-
sive goods.

However, if the elasticity of substitution in
consumption is low, as in the base run, there is a
massive improvement in the terms of trade for the
South (see table B), because of the large rise in its
export prices, which more than offsets the loss of
output; consequently, both the purchasing power
of exports and national income in the South in-




A Simulation Model of North-South Trade and Unemployment

Table B

EFFECTS OF SETTING MINIMUM LABOUR
STANDARDS IN THE SOUTH

{Percentage change over closed economy simulations)

No fiscal transfer With fiscal
transfer”
Low? High®
elasticity of  elasticity of
substitution substitution
World income 0.8 -1.2 0.0
North
National income -51 -0.5 00
Unskilled
manufacturing
employment 00 00 0.0
Unskilled real wage -7.1 -0.1 0.0
South
National income 2.9 -2.5 0.0
Terms of trade 116.8 8.7 0.0
Unskilled employment  -20.7 -18.5 0.0
Unskilled pre-tax
real wage 499 426 0.0
Unskilled post-tax
real wage 499 426 396
Skilled tax rate
{percentage) 0.0 0.0 7.4
Unskilled subsidy rate
{percentage) 0.0 0.0 396

a An etlasticity of substitution in consumption in the North
of 0.5.

b An elasticity of substitution in consumption in the North
of0.95.

c Assumes an amount of transfer sufficient to ensure a 50
per cent increase in the relative wages of unskilled
workers

203

crease, despite the decline in export volume. On
the other hand, there is an even larger fall in na-
tional income in the North. The net result is a de-
cline in global income. Moreover, the real wage
of unskilled workers in the North declines as a re-
sult of the price rise of labour-intensive goods.

But, if the elasticity of substitution in con-
sumption in the North is high (as assumed in the
second column of table B), the imposition of higher
labour standards leads to only a very small increase
in export prices, and the South experiences only a
very small improvement in its terms of trade, which
is far outweighed by the loss of output and em-
ployment. Global income falls even more, since
there is a decline in national income in the South
as well as in the North.

If, in the real world, labour standards are
raised only in some developing countries, their
terms of trade gains will be much less, and they
will suffer large declines in output, income and
employment even if the overall elasticity of demand
is low,

One way of preventing declines in southern
employment and output is to accompany higher
labour standards with fiscal measures designed to
offset the higher cost of labour. This might be done
by taxing skilled workers and using the revenue to
subsidize the wages of unskilled workers. The
simulations reported here show what happens in
the base run when there is a 50 per cent rise in the
relative wages of the unskilled workers. To achieve
this shift in relative income through fiscal trans-
fers requires a 7.4 per cent tax rate on the wages
of skilled workers and a 39.6 per cent subsidy to
employers of unskilled workers. This is a globally
efficient solution because all prices are at the per-
fectly competitive level (no change in the terms of
trade and pre-tax relative wages) and there is full
employment. In this scenario, the unskilled are
not made better off at the cost of unemployment

Notes

a This annex draws on B. Rowthorn "A Simulation
Model of North-South Trade", UNCTAD Discus-
sion Paper, forthcoming,.

b By assumption, the number of skilled workers in
employment is always equal to the fixed supply of

such workers. Thus, an increase in demand for
skilled workers will always be matched by a wage
increase just sufficient to maintain a constant level
of employment.
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The Dynamics of Service Sector Employment

The expansion of service sector employment
is often attributed to changes in the pattern of con-
sumption in favour of services. It has been sug-
gested that consumer preferences are shifting to-
wards services because consumers have become
satiated with durables.® If consumers are in fact
spending more of their incomes on services, then
the reasons for the large difference in the rate of
job expansion in services between the United States
and western European countries must lie on the
supply side - i.e. in the relative flexibility of la-
bour or service markets. Services are in general
more labour-intensive than manufacturing, and
presumably employment in services is more sensi-
tive to wage costs; hence the need for greater la-
bour market flexibility. The regulation of services
in European countries is also said to stifle the ex-
pansion of service output and employment. Hence,
it is argued: restrictive regulations in such areas
as retail trade and the audio-visual media should
be removed; social regulations such as zoning and
the setting of environmental standards in the con-
struction industries should be relaxed or eliminated;
and more transparent regulations in financial serv-
ices should be introduced.®

However, the view that in developed countries
consumers in general are satiated with industrial
goods is open to question, given that income growth
has slowed down in those countries in the last two
decades, whereas there is continuing invention and
innovation in manufactured consumer goods. It is
more likely that income redistribution has been a
more decisive factor in changing the pattern of
demand in favour of services. If higher-income
households allocate a larger proportion of their
expenditure to services than low-income groups, a
redistribution of income in their favour will result
in an increase of services in total consumer ex-
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penditure. Evidence from the United States and the
United Kingdom tends to support this conclusion.
According to a survey of consumer expenditure in
1993 in the United States, the share of services in
total expenditure increases as one moves from the
first income quintile (the poorest) to the higher-
income quintiles (see table A). Since income dis-
tribution in the United States has become much
more unequal in the last two decades (from 1970
to 1990 the Gini index rose by 12 per cent)c, part
of the rise in the share of services in expenditure
may well be due to income redistribution.

Similar results (also shown in the table) have
been found for the United Kingdom in 1985, where
a survey also distinguished five income groups.
Although the types of expenditure distinguished in
the survey do not allow a clear separation of serv-
ices (some services being included in items where
functionally related goods and services are com-
bined), expenditure on “services” as defined
claimed a higher share of total consumer expendi-
ture in the two highest income quintiles. Further-
more, simulations for the United Kingdom economy
for the period 1986-2000, using a macroeconomic
model (of the Cambridge Growth Project) with
output disaggregated by industry, show that a more
equal income distribution eventually generates a
lower output for services, confirming that increas-
ing demand for services is closely linked to income
redistribution. It thus appears that while the satu-
ration argument may be plausible, it is so only for
the higher income groups.

The above evidence gives a broad picture of
the relationship between income distribution and
the demand for services in developed countries.
However, not'all services are linked to consumer
demand in the same way, or have increased em-
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Table A

EXPENDITURE ON SERVICES ACCORDING TO INCOME QUINTILE IN THE UNITED STATES
AND THE UNITED KINGDOM

{Percentage of total consumer expenditure)

UNITED STATES

Income quintile

Type of expenditure / 1 n v Vv
Mortgage interest and charges 2.3 25 4.1 7.0 8.3
Vehicle finance charges 0.3 0.6 0.9 1.0 0.8
Vehicle insurance 1.7 2.3 2.4 2.3 2.1
Vehicle rental, leases, licences, other charges 0.8 0.7 0.9 0.9 1.3
Health insurance 3.5 4.0 3.1 2.3 1.7
Life and other personal insurance 0.9 0.8 1.1 1.1 1.6
Pensions and social security 1.4 3.6 7.0 101 13.2

Subtotal 10.9 14.5 19.5 247 29.0
Food away from home 4.7 4.8 5.5 5.9 5.7
Housing maintenance, repairs, insurance,
other expenses 2.0 2.2 2.0 1.9 2.0
Telephone services 3.3 2.7 2.5 2.0 1.5
Water and other public services 1.0 0.9 0.8 0.7 0.6
Personal services 0.5 0.6 0.6 0.8 0.8
Vehicle maintenance and repairs 1.9 2.1 2.2 2.2 1.9
Public transportation 0.8 0.9 0.9 0.9 1.2
Medical services 2.0 2.1 2.0 1.9 1.5
Entertainment fees and admissions 0.8 0.9 1.0 1.3 1.7

Total 279 317 37.0 423 459

UNITED KINGDOM

Income quintile

/ 1 " v v

Services (total) 10.5 10.6 10.5 11.0 14.4

Source: United States: Calculated from results of the US Consumer Expenditure Survey, provided by the Department of Labour
Statistics. (Data relate to expenditure in 1993 )
United Kingdom: Vani Borooah, “Income distribution, consumption patterns and economic outcomes in the United
Kingdom”, Contributions to Political Economy,Vol.7, March 1988. (Data relate to expenditure in 1985.)
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Table B

NON-GOVERNMENT SERVICE EMPLOYMENT TRENDS IN OECD COUNTRIES, 1979-1990

(Average annual percentage change)

Wholesale Finance and Community, social
and retail Transport and business and personal
Country trade communications services services Total
United States 1.9 1.2 4.3 3.1 2.7
Japan 1.2 0.9 2.9 3.6° 2.3
European Union 1.3 0.4 4.1 34 2.1
United Kingdom® 1.3 -0.1 5.2 5.5 2.8
Germany 0.9 04 1.7 3.4¢ 1.8
France 0.8 0.8 3.5 2.3 1.7

Source: The OECD Jobs Study. Evidence and Explanations (Paris, OECD, 1994), table 1 1.
a Including trainees on work-related government programmes.

b Including hotels and restaurants.
¢ Including business and real estate

ployment at the same rate. The greatest increase in
employment has been in finance and business serv-
ices, including insurance and real estate (see table
B). The boom in these services in the 1980s is partly
a statistical illusion created by their “externaliza-
tion” in some cases. Many manufacturing enter-
prises have dismissed staff that carried out service
functions such as data processing, security, and
cleaning, preferring to procure such services from
specialized providers. This shift is reflected in the
statistics as a rise in output and employment in
services and a decline in manufacturing output and
employment, although in fact there has been no
change in relative shares in the economy.

The increase in business and financial serv-
ices is also a result of the surge in financial and
real estate activity (which followed deregulation
in the 1980s), in conjunction with income redistri-
bution. The subtotals for financial services by in-
come quintile for the United States in table A re-
veal that nearly all of the difference in service ex-
penditure shares between the lowest and the high-
est income quintiles is due to the different share of
financial services. Income redistribution and finan-
cial deregulation together bred the so-called

“Yuppies” in finance, who specialized in real es-
tate dealings, managing the portfolios of high-in-
come groups and arranging corporate acquisitions
and mergers. Their activities contributed to the
asset price inflation of the 1980s. The subsequent
deflation of asset prices, as well as the onset of the
recession, took its toll on employment in these sec-
tors: in the United States, France and Canada em-
ployment in financial institutions, which rose in
the 1980s, started to decline around 1990. Simi-
larly, the United Kingdom experienced a downturn
in 1990 in total employment in finance, insurance,
real estate and business services.

Employment in community, social and per-
sonal services has had the second highest rate of
expansion among the service sector groupings in
the 1980s. Increased demand for some of these
services was partly due to greater female partici-
pation in the labour force, this itself being partly
related to the fall in family incomes and to greater
dependence on paid services for the care of chil-
dren, the aged and the sick. Thus, for some of these
services the increase in demand is clearly associ-
ated with the increase in social inequality and de-
teriorating living conditions. Some of the occupa-
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tions in which the United States Department of
Labour has estimated that employment will con-
tinue to expand over the next decade give an idea
of the social changes behind the growing demand
for services: homehealth workers, travel agents,
childcare workers, guards, restaurant cooks, gar-
deners/groundkeepers, lawyers, janitors and
cleaners.?

Apart from the effect of a possibly faster in-
crease in demand for services than for manufac-
tures (due to income redistribution, higher female
participation, etc.), employment would tend to grow
faster in services even if the demand for manufac-
tured goods and for services were to increase at
the same rate. The reason is that in most services
the technologically determined productivity growth

Notes

a  Eileen Appelbaum and Ronald Schettkat, “The End
of Full Employment? On Economic Development
in Industrialized Countries”, Intereconomics, May/
June 1994, p.125.

&4 For an elaboration of this argument, see Employ-
ment Performance (Washington D.C., McKinsey

Trade and Development Report, 1995

is inherently slower than in manufacturing, so that
with an equal rate of growth of output, services
would increase employment faster than manufac-
turing.

However, not all of the observed productivity
differences between services and manufacturing are
due to differences in production techniques imposed
by technology. As aresult of the deficiency of ag-
gregate demand in a number of countries, workers
displaced from industry have been absorbed by
service sectors without there being a proportion-
ate increase in the demand for service output. As
discussed in annex 111, the low levels of, and slow
growth in, productivity in the service sectors are
associated with disguised unemployment.=

Global [nstitute, November 1994).
Wallace C. Peterson, Silent Depression : The Fate
of the American Dream (New York: Norton and
Company, 1994), p.78.

d The Economist (London), 11 February 1995, p.22.




Disguised Unemployment in the North

The concept of disguised unemployment was
first developed by Joan Robinson in the 1930s to
describe a situation of expanding employment in
low-productivity, low-wage occupations caused by
deficient aggregate demand for the goods of sec-
tors with normal productivity and wage levels. She
wrote:
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has been dismissed from it, and if the lat-
ter could find an occupation yielding him a
better return, he would not have waited for
dismissal to take it up. Thus a decline in
demand for the product of the general run
of industries leads to a diversion of labour
from occupations in which productivity is

In a society in which there is no regular
system of unemployment benefit, and in
which poor relief is either non-existent or
“less eligible” than almost any alternative
short of suicide, a man who is thrown out
of work must scratch up a living somehow
or other by means of his own efforts. And
under any system in which complete idle-
ness is not a statutory condition for draw-
ing the dole, a man who cannot find a regu-
lar job will naturally employ his time as
usefully as he may. Thus, except under pe-
culiar conditions, a decline in effective de-
mand which reduces the amount of employ-
ment offered in the general run of indus-
tries will not lead to “unemployment” in
the sense of complete idleness, but will
rather drive workers into a number of oc-
cupations - selling matches in the Strand,
cutting brushwood in the jungles, digging
potatoes on allotments - which are still open
to them. A decline in one sort of employ-
ment leads to an increase in another sort,
and at first sight it may appear that, in such
a case, a decline in effective demand does
not cause unemployment at all. But the
matter must be more closely examined. In
all those occupations which the dismissed
workers take up, their productivity is less
than in the occupations that they have left.
For if it were not so they would have en-
gaged in them already. The wage received
by a man who remains in employment in a
particular industry measures the marginal
physical productivity of a similar man who

higher to others where it is lower. The cause
of this diversion, a decline in effective de-
mand, is exactly the same as the cause of
unemployment in the ordinary sense, and
it is natural to describe the adoption of in-
ferior occupations by dismissed workers as
disguised unemployment.®

Robinson’s analysis implies a dual economy
where the two sectors are driven by different eco-
nomic forces. In the high-productivity, high-wage
sector (A) the level of employment is determined
by aggregate demand. In the low-productivity, low-
wage sector (B) employment is determined by the
supply of labour to that sector. Sector B may com-
prise formal or informal activities, and possibly
self-employment. If aggregate demand declines and
some workers in sector A are laid off, and if there
are no unemployment benefits or the benefits are
very low, these workers are forced to take up jobs
in sector B.© The crowding of workers into sector
B jobs diminishes labour productivity there and
pulls down wages. If the increased competition in
sector B markets causes a decline in prices in those
markets, this adds to the fall in measured produc-
tivity.

Given the way labour productivity is meas-
ured, it can differ across sectors for a variety of
reasons without implying disguised unemployment.
The skills of the labour employed, the production
techniques used, and competitive conditions in in-
put and output markets that determine pricing be-
haviour all have some influence on value-added per
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worker. The physical productivity of a worker is
closely linked to the capital equipment used: chang-
ing the equipment can change productivity. Pro-
ductivity is also influenced by prices: an increase
in the price of the good or service produced rela-
tive to prices of the intermediate goods or the raw
materials used increases measured productivity.
Thus, contrary to what is often implicitly assumed,
the skills of a worker are only one of the many
determinants of his productivity, and hence pro-
ductivity differences do not directly reflect skill
differences.

Although labour productivity differs among
sectors owing to differences in production proc-
esses, it does not follow that wage rates for identi-
cal labour must also differ. On the contrary, com-
petition would be expected to equalize wage rates,
as well as profit rates, among sectors. If one sec-
tor has lower labour productivity than another, it
can still pay the same wage and earn the same rate
of profit, as long as lower productivity is matched
by lower capital per worker. However, if exces-
sive labour is drawn into a sector, average product
per worker decreases; consequently, in order for
that sector to earn the same profits, it has to lower
wages. This is why disguised unemployed typically
earn low wages.

To the extent that unemployment benefits in-
fluence the reservation wages of workers who be-
come unemployed in sector A (the wages they as-
pire to when assessing job offers), reducing or abol-
ishing these benefits may increase the supply of
labour to sector B. The expansion of disguised
unemployment can also be promoted by removing
regulations on wage setting (e.g. minimum wage
laws) or by deregulating economic activities (e.g.
permitting nmore taxis to circulate, allowing shops
to remain open longer hours, reducing zoning regu-
lations for construction, removing regulations on
broadcasting and television). These measures re-
duce measured unemployment. If sector B acts as
a perfect sponge for dismissed workers, then meas-
ured employment will become independent of ag-
gregate demand. This is the “full employment” that
will be attained with a highly flexible labour mar-
ket.

There can be several approaches to quantify-
ing disguised unemployment. One is to identify the
normal level of labour productivity for each sec-
tor, This can be done by taking as the norm the
sectoral productivities in countries where the sec-
tors are known to be “efficient”; but such an ap-

Trade and Development Report, 1995

proach can be misleading because the same sector
in different countries can be at different levels of
development; furthermore, a different composition
of output within the sector in different countries
can influence average productivity figures when
these are calculated from aggregate sectoral em-
ployment and output statistics. Another method is
to determine a year in which a sector in a country
had no disguised unemployment, and then to esti-
mate the increase in disguised unemployment there
by comparing its productivity growth rate with the
“normal” rate for that sector. But again, determin-
ing the norm is problematical: the highest sectoral
productivity growth rates are often observed in
countries where the relevant sector is underdevel-
oped.

With full recognition of these difficulties, an
estimation of disguised unemployment in the five
major industrialized countries is attempted in this
annex. The focus is on services as a possible sec-
tor for absorbing labour laid off in manufacturing,
and on agriculture as a sector that may be retain-
ing excess labour, in spite of large productivity
differences with manufacturing, because of the
slow output expansion of the latter.! Table A shows
the ratios of labour productivity (i.e. productivity
of all persons engaged) in agriculture and in serv-
ices to labour productivity in manufacturing in the
five major industrialized countries in 1979 and
1987 (the “productivity ratios™).

In order to allow for the particular circum-
stances of each country that may influence these
ratios, the average for the five countries of the pro-
ductivity ratios in a sector is taken as the bench-
mark for that sector. Thus if a sector’s productiv-
ity ratio in a country is lower than the average for
the five countries, the difference is attributed to
disguised unemployment in that sector. The pro-
portion of disguised unemployment in sectoral
employment is thus equal to the difference between
the sector’s productivity ratio and the benchmark
ratio. The absolute figures of disguised unemploy-
ment in table A are estimated on this basis. The
sectors for which the estimates have been made
are by no means exhaustive, and the methodology
used errs on the side of caution, so that the extent
of disguised unemployment is probably
understated.®

If the estimated disguised unemployment is
added to open unemployment, “true” unemploy-
ment turns out to be markedly higher than meas-
ured unemployment for the United States and Ja-
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Table A

PRODUCTIVITY DIFFERENTIALS AND DISGUISED UNEMPLOYMENT IN AGRICULTURE
AND SERVICES IN SELECTED OECD COUNTRIES, 1979 AND 1987

Productivity in relation tn Disguised unemployment

manufacturing® {Thousands)®
Country Sector 1979 1987 1979 1987
United States Agriculture 77.2 76.2 - -
Services® 77.4 61.0 2048 6305
Japan Agriculture 25.9 23.9 2201 3224
Services® 74.3 63.3 1951 3117
Germany Agriculture 32.0 42.6 303 185
Services® 88.2 94.3 - -
France Agriculture 49.4 64.0 79 -
Services® 90.2 89.2
United Kingdom Agriculture 83.1 88.1 - -
Services® 84.0 66.4 - 736

Source: UNCTAD secretariat calculations based on OECD, National Accounts, 1979-1991, Vol. |l - Detailed Tables (Paris: OECD,
1992); Annual Abstract of Statistics 1988 (London: HMSO, 1988) and jbid. 1995 (London: HMSO, 1995).

a Expressed as a percentage of {abour productivity in manufacturing. Sectoral productivities are calculated from GDP
figures at constant prices (1980 for the United States and France, 1985 for Japan and Germany, and 1979 for the United
Kingdom, derived for the last country from index numbers of output at constant factor cost).

b A dash signifies that the sector's productivity ratio is above average; hence the sector has no disguised unemployment.

¢ Excluding financial, real estate, insurance and business services,

pan in 1979 (see table B). In the following eight
years measured unemployment showed little in-
crease, but disguised unemployment rose substan-
tially in services in the United States, and in agri-
culture and services in Japan (see table A). In Ger-
many and France measured unemployment rose
markedly, while agricultural disguised unemploy-
ment declined in both countries. Indeed, there was
no longer any disguised unemployment in French
agriculture in 1987 because productivity growth
in the sector was much higher than in manufactur-
ing compared to the four other countries; moreo-
ver, labour productivity in agriculture grew faster
than in the other countries (by 51 per cent over the
period, compared to 40 per cent in Germany and
29 per cent in Japan). In the United Kingdom,
where labour market deregulation began early in

the 1980s and has gone further than in the other
countrtes, both measured and disguised unemploy-
ment increased substantially. Not only have serv-
ice sector productivity growth rates in the United
States and the United Kingdom been slower than
in manufacturing compared to the other countries,
but also their productivity growth within the sec-
tor has been much lower (5 per cent and 8 per cent,
respectively, compared to 18 per cent in Japan, 13
per cent in Germany and 15 per cent in France).

The “true” unemployment rates vary less
among the five countries than the measured rates,
and even show a tendency to converge.” Thus, much
of the variation among them in measured unem-
ployment rates can be ascribed to variations in dis-
guised unemployment, and the low measured un-
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Table B

MEASURED AND “TRUE” UNEMPLOYMENT
RATES IN SELECTED OECD COUNTRIES,
IN 1979 AND 1987

1979 1987

Country Measured “True” Measured “True”

rate® rate® rate® rate®
United States 58 7.8 6.2 1.5
Japan 2.1 9.5 2.8 13.3
Germany 3.2 44 7.7 8.4
France 6.0 6.4 10.7 10.7
United Kingdom 4.7 4.7 10.5 13.2

Source: As for table A, and OECD, Labour Force Statistics
71872-1992 (Paris: OECD, 1994).
a Percentage of unemployed in the civilian labour force
(in the total labour force for Japan).
b Percentage of measured plus disguised unemployed
in the civilian labour force (in the total labour force for
Japan).

employment rates in the United States and Japan
can be attributed to high levels of disguised unem-
ployment.

However, where income or price support is
provided in sectors harbouring disguised unemploy-

Trade and Development Report, 1995

ment the relationship between disguised unemploy-
ment and aggregate demand is not the same as when
wage incomes in the sector are allowed to fall. For
example in Japan farmers, whose productivity rela-
tive to manufacturing is very low, receive substan-
tial subsidies and are protected from agricultural
imports.2 This not only boosts farm incomes, but
also makes employment in agriculture less depend-
ent on fluctuations in aggregate demand. In the
United States, by contrast, the disguised unem-
ployed make do with low wages; their occupations
and income levels are determined by
macroeconomic policy and the state of aggregate
demand. It follows from the above that in Japan
an increase in aggregate demand and a rise in job
offers in urban sectors would not induce labour to
move from agriculture in the same way as an in-
crease in aggregate demand would induce United
States workers to quit low-paying service sector
jobs to move into industry. Nevertheless, in one
sense disguised employment in Japanese agricul-
ture is also linked to the level of aggregate demand,
because in the absence of subsidies and protection
the sector would have released much more labour
than has actually been the case, and increased em-
ployment in the urban sectors would have required
a greater growth of aggregate demand. At the ac-
tual pace of aggregate demand expansion there
would have been a higher rate of (open) unemploy-
ment.m

Notes

a  This annex draws on ideas developed in a forth-
coming UNCTAD Discussion Paper by John
Eatwell, entitled “Disguised Unemployment: The
G-7 Experience”. The methodology employed in
this annex, however, differs from that used by the
author.

b Joan Robinson, Essays in the Theory of Unemploy-

ment (London: Macmillan, 1937), pp.83-84.
An alternative course of action for such workers is
to drop out of the labour force altogether and earn
their living by criminal activities, which seems to
be a course increasingly adopted in the United
States. (See Richard Freeman, “The Limits of Wage
Flexibility to Curing Unemployment”, Oxford Re-
view of Economic Policy, Vol. 11, No.1, 1995).

d  Agriculture includes hunting, forestry and fishing.
Services comprise wholesale and retail trade; ho-
tels and resturants; transport, storage and commu-
nication; and personal, social and community serv-

ices. Finance, insurance, real estate and business
services are excluded from services in order to avoid
the distorting effects that the surge in financial and
real estate speculation in the latter 1980s might have
had on the productivity figures for these activities.
One important sector not included is construction.
In the United States, for example, employment in
that sector rose by 20 per cent from 1979 to 1987,
while labour productivity declined by 15 per cent.
S While the coefficient of variation of measured un-
employment rates of the five countries rose from
0.35in 1979 to 0.39 in 1987, the same coefficient
for the “true” unemployment rates fell from 0.29
to 0.16.
The UNCTAD secretariat has estimated that the
producer subsidy equivalent for rice in Japan aver-
aged over 90 per cent of the value of the crop in
1987-1993.
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