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EXPLANATORY NOTES

®  Classification of countries and territories

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

territory:

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

Socialist countries of Eastern Europe: Albania, Bulgaria, Czechoslovakia, German
Democratic Republic, Hungary, Poland, Romania, USSR.

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

Developing countries and territories: All other countries and territories not specified
above.

Generally speaking, sub-groupings within geographical regions and analytical groupings are those
used in the UNCTAD Handbook of International Trade and Development Statistics, Supplement

1985.*

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

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

Major exporters of manufactures are: Argentina, Brazil, Republic of Korea, Singapore,
Yugoslavia, Hong Kong and Taiwan Province of China.

®  QOther notes

In the tables and in the text: references to “countries” are to countries, territories or areas as ap-
propriate.

The term dollar (8) refers to United States dollars unless otherwise stated.

The term “billion” signifies 1,000 million.

Annual rates of growth and change refer to compound rates.

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

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

An oblique stroke (/) between two years, e.g. 1980/1981, signifies a fiscal or crop year.
One dot (.) indicates that the data are not applicable.

Two dots (..) indicate that the data are not available, or are not separately reported.

A dash (-) indicates that the amount is nil or negligible.

A plus sign (+) before a figure indicates an increase; a minus sign (-) before a figure in-
dicates a decrease. Details and percentages do not necessarily add up to totals, owing
to rounding. ‘

Except where otherwise specified, figures in brackets are estimates.

* United Nations publication, Sales No. E/F.85.11.D.12.
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ABBREVIATIONS

BIS Bank for International Settlements
CCC Commodity Credit Corporation (of the United States)
CCCN Customs Co-operation Council Nomenclature

CEPAL Economic Commission for Latin America and the Caribbean (Comision Econdémica
para Ameérica Latina y el Caribe)

c.i.f. cost, insurance and freight

CMEA Council for Mutual Economic Assistance

DAC Development Assistance Committee (of OECD)

DMEC developed market-economy country

ECAs Export credit agencies

ECE Economic Commission for Europe

ECU European currency unit

EEC European Economic Community

ESCAP  Economic and Social Commission for Asia and the Pacific
FAO Food and Agriculture Organization of the United Nations
FCS Farm Credit System (of the United States)

f.o.b. free on board

GATT General Agreement on Tariffs and Trade

GDP gross domestic product

GNP gross national product

GSP generalized system of preferences

ILO International Labour Office

IMF International Monetary Fund

LIBOR London Inter-Bank Offered Rate

MFA Multifibre Arrangement

NAIRU  Non-accelerating inflation rate of unemployment
NGLs Natural gas liquids

NIF Note Issuance Facility

NMP net material product

NTBs non-tariff barriers

NTMs non-tariff measures

ODA official development assistance

OECD Organisation for Economic Co-operation and Development
OPEC Organization of the Petroleum Exporting Countries
PCA Production Credit Association

PDE Producers” durable equipment

RUF Revolving Underwriting Facility

SITC Standard International Trade Classification (revision 1)

UNCTAD United Nations Conference on Trade and Development

UNDP United Nations Development Programme

UNICEF United Nations Children’s Fund (originally United Nations International Children’s
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USDA United States Department of Agriculture
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Overview
by
the Secretary-General of UNCTAD

If stagflation, plentiful liquidity and shortages of basic materials were
the hallmarks of the 1970s, those of the 1980s have thus far been deflation,
financial stringency and glutted markets. The process of deflation began in
1979, but did not stop with the end of the recession in 1982. It has persisted,
rendering recovery weak, uneven and hesitant, and prolonging the crisis of
debt and development.

The defeat of inflation is a major achievement. But there is growing
realization in many quarters - in particular those involved in practical affairs
- that the mixture of demand weakness and financial tightness that has
characterized the past has now become a menace to stability. It is sapi)ing
the vitality of much of the world economy - the developing countries in par-
ticular - and eroding the fabric of international trade and finance, leaving in
its trail widespread unemployment, slack, protectionism and insolvency. It
constitutes an increasingly stubborn drag on growth, development and sta-
bility. The longer the turn towards expansion is delayed, the more structural
and hence intractable will these maladjustments become.

This year’s issue of the Trade and Development Report focuses on the
dynamics of the deflationary process. It examines why, where and how it was
set in motion, the various channels through which it has spread, the sectors
of the world economy that it has permeated, its impact on trade policy and
financial viability, and - above all - its consequences for development.

Its central message is that deflationary forces now constitute the single
most pervasive threat to world prosperity. They are, no less, the single most
important impediment standing in the way of efforts to restructure national
economies and international economic relationships. It is therefore imper-
ative that the emerging willingness to engage in policy co-ordination be
strengthened and directed toward the revitalization of growth and develop-
ment.



I1

The world economic situation and the continuing crisis of development

Last year's issue of the Trade and Development Report emphasized the need to tackle the problems

of the external environment of developing countries and of uneven recovery in developed market

economies simultaneously. Recovery has become less uneven since then - but because growth rates

have been levelled down, instead of up. This has caused the trading environment of developing coun-

tries to deteriorate further. Another notable change is the intensification of the debt-and-development
crisis of many energy-exporting developing countries.

In the developed market economies, the
pace of inflation has continued to abate, and 1s
now slower than at any time in the past two
decades: 1n some countries, the price level is
actually falling in absolute terms. Moreover,
growth rates have become less uneven. How-
ever, this has come about through a decline in
the overall rhythm of growth and investment:
the United States economy has decelerated
sharply while other developed market econo-
mies have remained sluggish.

In the socialist countries of Eastern
Europe growth was also lower in 1985. In
China output accelerated at an exceptionally
rapid pace.

After the respite of 1984, the deflationary
pressures on developing countries have once
more been gaining the upper hand. The world
economy slowed from a 4.2 per cent growth
rate in 1984 to one of 2.9 per cent in 1985.
Real non-oil commodity prices as a whole have
fallen back to the lowest level since the Great
Depression (despite a jump in coffee prices).
Real oil prices are down to the level prevailing
before their rise in December 1973. The col-
lapses in oil and tin prices are the latest man-
ifestation of deflation. The export volume of
developing countries is stagnant. The pace of
net bank lending to developing countries has
picked up a little, but remains slow. Interest
rates have fallen by 2 1/2 percentage points,
implying a saving of some $13 billion on debt
service. This seems large, but not when com-
pared to the over $50 billion loss from the de-
terioration of the terms of trade, deceleration
of export volume growth, and drop in earnings
on official reserves that took place in 1985.

Growth in developing countries dropped
from 2.5 per cent in 1984 to 2 per cent in 1985
- 1.e. less than the growth of population - as
import volume contracted. Some economies
(such as India and Brazil) have managed to
register healthy growth rates, and output in
Sub-Saharan Africa has ceased to fall, thanks
to the end of the drought. But several East
Asian economies that had grown rapidly in
1984 are flagging, and most other developing
countries remain depressed.

The development crisis has thus been
prolonged and deepened further. Large parts
of the developing world are still registering re-
gression rather than advance, with falling levels
of per capita output and consumption as well
as depressed levels of investment. In many
countries unemployment is high, living stand-
ards are declining and social services are being
cut, often at the expense of health and educa-
tion. Some countries have made impressive
gains on the inflation front, but financial insta-
bility remains an acute problem in many coun-
tries.

International trade and financial relations
have also become increasingly strained.

Exporters are struggling to preserve their
shares of shrinking markets in the face of new
and often unexpected competitors. Over the
past year the reliance on contingency measures
of protection (such as emergency action, anti-
dumping and countervailing duties) continued,
with exports from developing countries being a
frequent target. Preferential access for certain
developing countries under the GSP has been
somewhat reduced. Export-subsidy competi-
tion in agricultural trade has intensified be-
tween the European Economic Community and
the United States. There is palpable lack of
respect for the rules and principles of the
multilateral trading system, manifested most
clearly in an impatience with and lack of confi-
dence in the dispute settlement mechanisms of
the GATT. Trade retaliation has become more
prevalent and more quickly applied. Although
Governments have managed to avoid the pas-
sage of blatantly protectionist legislation, this
has been done at the expense of convincing the
electorate of their willingness to adopt a more
aggressive attitude vis-a-vis the “unfair” meas-
ures of their trading partners. Reciprocity is
now being applied in a much more bilateral
context, with little regard to earlier commit-
ments in favour of developing countries. At the
same time, access to markets is being used to
extract concessions in non-trade areas. It is
against this background that discussions con-
tinue toward the initiation of a new round of
multilateral trade negotiations.

Relations between certain troubled
debtor countries and their creditors have also



deteriorated. A number of debtor countries
have hardened their positions with regard to
conditionality. A few have taken unilateral
action to bring their debt service payments
more closely in line with their debt servicing
capacities, and the spectre of such action has
come to be an ingredient in other debtor-
creditor relations. Latin American countries
have intensified their joint efforts to improve
their bargaining position. On the other hand,
the need to revive growth in debtor countries
has become accepted, and creditor Govern-
ments have displayed a renewed determination
to step up the level of “involuntary” lending by
banks, albeit by relatively modest amounts and
then only in conjunction with radical policy re-
forms on the part of debtors. Nevertheless, the
sharp deterioration of the position of several
debtors dependent on energy exports has put in
question the practicality of present approaches.

The performance of numerous economies
will be altered by the collapse of oil prices, and
by the decline of the dollar and the United
States budget cuts in prospect. However, the
combined impact of these factors is unlikely to
raise the momentum of growth in the world
economy.

The dollar’s fall is deflecting home and
foreign demand on to the United States, but
fiscal restraint will slow that country’s pace of
demand creation. The net impact on expendi-
ture in the United States will therefore be
modest. However, the degree of stimulus
transmitted from the United States to other
developed countries (Japan especially) will di-
minish considerably or turn negative: the fall
of the dollar is already deflating the Japanese
economy. The depreciation of the dollar is im-
proving the price performance of other devel-
oped market economies by lowering their
import costs, while the oil price fall is having
that effect for all oil importers. For many de-
veloping countries the cheaper dollar would
mean firmer commodity prices if the slowing
of United States import demand were counter-
balanced by faster import growth in other de-
veloped countries - something that is not
happening.

Among the developing countries there are
many more gainers than losers from the oil
price decline. But, taken as a whole, developing
countries are net oil exporters and will lose $50
billion in net export revenues in 1986. Net oil-
exporting developing countries will resort to
some combination of reserve use, borrowing or
running down asset holdings, and import re-
duction, while the oil-importing developing
countries will build up reserves, or reduce ar-
rears and borrowing, or increase imports. For
individual countries, it is the behaviour of im-
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port volume that will indicate the extent of the
contractionary or expansionary impact on the
home economy and on trading partners. The
imports of developing countries taken as a
whole will decline: indeed, they are already
doing so.

The overall impact of lower oil prices on
activity levels in developed countries will de-
pend critically on (a) the extent of the import
reduction by developing countries and (b) the
extent of the increased expenditure by those
within OECD countries that are benefiting
from the lower oil price compared to the ex-
penditure reduction of those losing from it.
Inasmuch as the beneficiaries choose to lessen
their borrowing, repay debt or accumulate as-
sets, rather than increase expenditure, the
growth of output will be dampened. Mean-
while, investments and other spending by en-
ergy and related sectors are being cut.
Moreover, some central or local governments
in energy-producing regions are seeking to
compensate for falling oil (or oil-related) re-
venues by reducing expenditures or raising
taxes. This, together with the import reduction
of developing countries, is a contractionary in-
fluence.

The strengths and timing of these various
expansionary and contractionary tendencies are
hard to estimate. It is also difficult to foresee
what the policy responses to them will be. For
instance, the import behaviour of developing
countries will depend partly on how they judge
their own prospects and how creditworthy
banks judge them to be: thus, the oil exporting
countries’ choices on the extent and timing of
import cuts will be influenced by their views on
prospects for strengthening oil prices. It is also
none too clear how oil exporting developed
countries will alter their monetary and fiscal
policies.

There is no precedent for the precipitous
decline in oil prices that has occurred, and so
no forecast can command much confidence.
Nevertheless, while it is clear that inflation in
developed market economies will be lower in
1986, no significant increase in the tempo of
growth is in sight: world economic growth is
expected to remain roughly unchanged at 3 per
cent.

Our estimate (made in June) is that de-
veloped market economies will grow by 2.8 per
cent - the same as last year, and considerably
lower than their growth potential - with some
rebound in the United States but a slowing in
Japan following the loss of export dynamism.
Western Europe is expected to continue to
grow slowly (though somewhat less slowly than
at present) and without making a significant
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dent in unemployment. But there is a downside
risk: this estimate is based on relatively con-
servative assumptions regarding the
contractionary tendencies stemming from the
oil price fall, and on an expectation that poli-
cies in Western Europe and Japan will undergo
some relaxation.

Growth in the socialist countries of East-
ern Europe is forecast to rise significantly.
China is expected to keep growing rapidly, but
at a slower (and more sustainable) pace.

The performance of developing countries
will continue to be uneven, largely reflecting the
differences in the degree of external pressure
upon them. Oil-exporting countries are under
severe strain, with some of them encountering
acute debt servicing difficulties. The terms of
trade of many exporters of other primary com-
modities have improved in the course of this
year, but are expected to deteriorate once again
as non-oil commodity prices soften relative to
those of manufactures; however, export volume

is expected to pick up a little. Interest rates are
forecast to decline a little more; but the pros-
pects for a strong revival of bank lending still
seem poor. Oil-exporting developing countries
are likely to contract and East Asian countries
to resume their growth though at a much
slower pace than before. Little change is ex-
pected in South Asia and in non-oil exporting
African countries while growth in non-oil-
exporting Latin American countries is expected
to slow.

The conclusion to be drawn is that
deflationary forces are the prime threat.
Moreover, the financing and adjustment prob-
lems confronting energy-exporting developing
countries with large debts are now extremely
severe, heightening the risk of disruption of re-
lations with creditors. Furthermore, the im-
provement of the external environment
required to permit a revival of development in
developing countries is not under way. Yet
another year of the Third United Nations De-
velopment Decade is thus being lost.

Macro-economic policies and world economic performance

The strength of the deflationary currents moving through the world economy and depressing develop-
ment can only be appreciated by beginning the story with the sea-change in the international economy
that occurred at the end of the 1970s.

The shift of policy

Major OECD countries decided in the
final years of the last decade to give top priority
to combating inflation, which had reached in-
tolerable proportions, and to reducing the role
of the public sector in the economy. Strict
control was henceforth to be exercised on the
money supply, regardless of the impact on in-
terest rates, while fiscal policy was to be geared
towards releasing resources to the private sec-
tor by means of cuts in government civilian ex-
penditures. Furthermore, market forces were
to be given a much greater role in the allocation
of real financial resources.

It was held that this approach would
cause only slight and temporary damage to
output and employment, while serving over the
long term to accelerate non-inflationary growth
by improving efficiency, strengthening confi-
dence, and unleashing the private sector’s po-
tential for expansion.

It was also believed that, if each country’s
policies converged in this direction, deliberate
co-ordination among them would be unneces-
sary: global demand would adjust itself to
global supply capabilities, while exchange rates

would float in such a way as to avoid and cor-
rect imbalances. Consequently, the policy
challenge was viewed as being primarily na-
tional, with global equilibrium flowing na-
turally from each country’s “putting its house
in order”.

The macro-economic policies pursued by
the major market economies in the 1980s have
been broadly in line with the new orthodoxy.
Monetary policies have on the whole been re-
strictive, and generally based on targeting the
monetary aggregates; civilian government ex-
penditures have also been tightly controlled,
and budget deficits have been cut as a propor-
tion of GNP. There were two conspicuous ex-
ceptions. France pursued an expansionary
policy in the early years of the decade - but had
to replace it with austerity, since its major
trading partners did not follow suit. In the
United States, budget deficits have increased
extremely rapidly. However, the tax cuts that
were largely responsible for these imbalances
were made not to reflate the economy but to
reduce tax burdens (which were expected to
strengthen incentives to supply, thereby en-
larging the tax base and minimizing the loss of
tax revenue) and with the intention of eventu-
ally curbing any remaining deficit by means of



expenditure cuts: that process has now been
initiated.

Governments have also sought to enlarge
the scope for market forces in an effort to re-
duce distortions and rigidities. The pace of
liberalization and deregulation in financial
markets has quickened. Changes sought with
respect to privatization and labour markets,
while not absent, have naturally been slower.

Impact on the world economy

The new direction given to macro-
economic policy has accomplished its prime
objective of bringing down the rate of price in-
flation in the OECD area. The rate of increase
in the consumer price index has dropped from
almost 13 per cent in 1980 to 4-1/2 per cent in
1985, and an even lower rate is in prospect for
1986.

However, the impact of the new policy
thrust on the real side of the world economy
has not been in line with expectations.

e It has triggered the steepest and longest
recession of the post-war period. Recov-
ery began in 1983, but it has on the whole
been relatively slow. In many countries,
recovery has not advanced sufliciently to
reduce the gaps between actual and po-
tential levels of output and employment.
Moreover, the rate of growth of productive
capacity has been sluggish.

e Growth in developing countries disap-
peared in 1982-1983, implying a sharp
contraction of per capita output. Output
began to recover in 1984, but for the most
part growth rates remained weak. Over
1980-1984 growth averaged less than 1 per
cent, compared to 5 1/2 per cent in the
preceding 5 years. The number of coun-
tries experiencing stagnation or decline has
more than doubled.

¢ The OECD slowdown was accompanied
by a jump in the unemployment rate. In
Western Europe the jobless rate rose even
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after the recovery had begun, to reach a
record 11 per cent in 1985. Most develop-
ing countries have experienced an even
steeper increase in unemployment. The
number of open urban unemployed in-
creased by more than 70 per cent in Latin
America, and disguised unemployment
also rose sharply in Africa and Latin
America.

The growth of the volume of private in-
vestment in the OECD fell steeply in the
recession, and as a share of GNP has re-
mained around 10 per cent below its
1978-1979 level. Capital accumulation has
been severely damaged in developing
countries. Its level grew at an annual rate
of almost 3 per cent in 1978-1980, stag-
nated in 1981, and fell by over 3 per cent
per annum during 1982 and 1983. During
1981-1983 gross domestic investment
plunged by over 30 per cent in Latin
American countries, and only a slight re-
covery was registered in 1984 and 1985.
Investment in Africa fell throughout the
period 1982-1985.

The volume of exports of developing
countries fell by almost 7 per cent annually
during the 1980-1982 downturn, but picked
up to post an increase of 3.8 per cent per
year in 1983-1984, due mainly to the ex-
port growth attained by non-oil developing
countries during the United States recov-
ery. However, that recovery failed to im-
prove their terms of trade, which had
deteriorated sharply in 1980-1982. Oil-
exporting developing countries experienced
a sharp terms-of-trade improvement up to
1982, but it has now been more than re-
versed.

The world economic downturn has trig-
gered an international debt crisis. As ex-
port markets weakened and interest rates
escalated, a precipitous decline of bank
lending took place. Such lending to most
developing countries has been largely “in-
voluntary” since 1983, and has consisted in
large part of rescheduling existing debts.
In some countries, interest payments have
come to exceed net capital inflows by siz-
able amounts.
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The interdependence of countries and markets

The practical outcome of the policies of major countries is shaped by the various mechanisms that link
different countries and markets with one another, and which therefore serve to transmit changes in
activity levels and monetary conditions across geographical areas and spheres of economic actwity.
In the 1980s countries’ policies, on the whole, have been framed without regard to their international

consequences.

However, the structure of interdependence, both among countries and among the

monetary, financial and trading systems (including the world commodity economy), has played a key
role in determining the performance of individual countries and of the world economy at large.

The world economy is now so highly in-
tegrated that national economic performance
with respect to activity levels, inflation, external
balances, etc. is very sensitive to changes in
external conditions and exchange rates.

In most countries, a substantial share of
home output is being absorbed by foreign de-
mand, and a substantial share of home demand
is being satisfied by imports. Even so, coun-
tries continue to differ considerably in the ex-
tent of their own foreign trade exposure and in
the degree to which other economies are ex-
posed to them: in particular, the United States
is still both more self-reliant than others
(though much less so than, say, two decades
ago) and more able to affect the performance
of other economies. Countries also continue to
differ in the nature of their foreign trade de-
pendence, with many developing countries be-
ing especially vulnerable because of their
continued dependence on commodities.

Most countries are now also much more
tightly linked than in the past through mone-
tary and financial relations. As the main
money and capital markets have become more
closely integrated, capital has become highly
mobile across frontiers and this has made it
difficult for countries with open capital markets
to both control their exchange rate and pursue
autonomous monetary policies. It had been
expected that, left to float, exchange rates
would move in line with underlying rates of in-
flation and productivity. But, in practice,
monetary and speculative factors rather than
the “fundamentals” have often been the driving
force. Instead of giving countries greater au-
tonomy by protecting them against monetary
and financial conditions abroad, floating has
merely changed the channel of international
transmission.

External indebtedness provides another
important form of linkage. For one thing, the
debt servicing capacity of developing countries
is affected by the relative prices of their exports
and imports. For another, those developing
countries that have borrowed heavily from
capital markets have become directly exposed
to swings in world interest rates. Their vulner-
ability has been accentuated by their depend-

ence on bank lending, which has behaved in a
pro-cyclical and spasmodic manner. The
strength of the various financial linkages, and
other factors such as the setting of oil prices in
dollars, has increased the role of the dollar, and
added to the importance of monetary and fi-
nancial conditions in the United States.

Differences in the ways prices of different
types of internationally traded goods are
formed are also important. Since prices of
most primary products fluctuate in response to
market conditions more widely than do those
of manufactures, the real incomes of primary
producers are particularly vulnerable to
changes in the pressure of world demand.
Furthermore, since the viability of price-
maintenance arrangements depends on the
availability of adequate finance, the few ”fix-
price” primary sectors are vulnerable to pro-
longed cash-flow difficulties (as well as to other
things such as shifting patterns of production
and consumption). Finally, the fact that prices
of certain goods are sticky while other prices
are flexible serves to shift the burden of swings
in demand onto the quantity of output where
prices are sticky (e.g. manufactures and, until
recently, oil), and on the real incomes of pro-
ducers where prices are flexible.

Developed and developing countries are
also linked in various other ways. The flow of
exports from developed to developing countries
(and among the latter) is vulnerable to con-
tractions of developing countries’ import ca-
pacity (for instance, as a result of falling
commodity earnings and flows of bank lending,
and rising interest rates). Secondly, commodity
price movements represent a potential source
of inflationary or disinflationary pressure on
importing countries. Thirdly, the exposure of
banks to developing countries makes them, and
hence the international financial system, vul-
nerable to deteriorations in the latters” external
accounts.

A domestic factor which has been little-
noticed until recently but which has for some
years been of potentially major international
significance, is the large and chronic gap that
emerged in the 1970s between the propensity to
save and the willingness to invest domestically



of Japan’s private sector. In any country, such
a gap must be filled either domestically, via
public sector borrowing and spending, or inter-
nationally, via external deficits and debt accu-
mulation by other countries; otherwise, it
removes itself by depressing home incomes and
output. For a large economy, choosing be-
tween the trade-surplus and domestic-
depression options has major international
repercussions.

Deflation, convergence and transmission

In the early years of the quinquennium,
the overall fiscal stance of OECD was strongly
deflationary, as was monetary policy. Conver-
gence of policies in the direction of
restrictiveness caused not only the recession
and unemployment of each to be transmitted in
part to other countries, but also the recession
and unemployment of all to be greater than
each had expected. Focusing attention nar-
rowly on “putting one’s house in order” thus
resulted in the deflation being more acute than
had been intended.

The impact on the export earnings of de-
veloping countries was especially harsh, for the
terms of trade deteriorated sharply with the
collapse of commodity prices. Since strict
monetary discipline served as the cornerstone
of the new direction of macro-economic policy,
a very sharp rise in interest rates took place,
which swelled the interest bill of developing
countries indebted to capital markets. Thus, to
the deterioration of the trade balance was
added a deterioration of the balance on services
account. Moreover, withdrawal of bank lend-
ing superimposed a deterioration on capital ac-
count upon the deterioration on current
account.

The deflationary polices adopted by de-
veloping countries in an effort to curtail their
external deficits served not only to depress their
own output and investment, but also to accen-
tuate the recession and unemployment of de-
veloped countries.

By amplifying the impact of the restrictive
monetary and fiscal policies of the OECD
countries, the pro-cyclical behaviour of com-
modity prices, of the interest bill and of bank
lending acted as automatic destabilizers, rein-
forcing rather than dampening cyclical move-
ments for both the developing countries and
the world economy at large. This, too, had not
been anticipated by the major market econo-
mies in charting their new course.

VII

Divergence, recovery and imbalances

The recovery in the OECD countries that
began in late 1982 stemmed largely from a
change of the overall fiscal stance in an
expansionary direction, rather than from a
spontaneous increase in private sector spend-
ing. United States fiscal policy underwent a
major shift as large cuts were made in personal
and corporate taxes; civilian expenditure was
cut, while arms expenditures rose significantly.
Although this policy was not designed with
reflation in mind, it nevertheless succeeded in
achieving that by injecting demand into the
economy. United States monetary policy was
also relaxed somewhat, but the monetary au-
thorities failed to expand the supply of money
in line with the increased demand for it stem-
ming from recovery and from the financial de-
regulation that had been taking place. Real
interest rates therefore strengthened. United
States interest rates also rose relative to those
in other major financial centres, triggering an
appreciation of the dollar, which received fur-
ther fuel from a speculative bandwagon.

Western Europe and Japan followed (and
still follow) medium-term strategies with an
overriding emphasis on financial objectives, in
particular the reduction of inflation and of
government spending and borrowing. In con-
trast to the United States, there was a sharp fall
in the ratio of structural budget deficits to the
national income of these countries taken to-
gether: the Federal Republic of Germany, the
United Kingdom and Japan were registering
structural surpluses in 1985. In many of these
countries, the monetary targets set would have
been compatible with output growth only in the
context of extraordinarily rapid disinflation.

These two sets of policy disparities -
expansionary fiscal and restrictive monetary
policies pursued by the United States and the
overall expansionary stance of the United
States and the overall contractionary stance of
other major market economies - largely gov-
erned the performance of the world economy
and the external environment of the developing
countries in 1983-1985.

These disparities interacted to bring
about a massive deterioration of the United
States trade balance. The fiscal stance of the
United States was expanding demand while the
stance of others was reducing it. At the same
time, the stronger dollar was causing an ex-
traordinarily high proportion of the stimulus to
be transmitted to other major market econo-
mies (especially Japan), and of the demand de-



VIII

ficiency of the latter (especially Japan) to be
transmitted to the United States.

Consequently, United States output
lagged behind demand. For Japan, whose main
export outlet was the United States the oppo-
site happened. The massive improvement of
the trade balance allowed the gap between the
Japanese private sector’s propensity to save
and its willingness to invest not to bear down
on domestic activity, as it otherwise would have
now that the Japanese public sector was no
longer willing to absorb it as in the 1970s. The
growth of the Japanese economy thus became
dependent on running large trade surpluses
with other countries rather than on government
deficits. Indeed, the growth of net exports
helped to reduce Japan’s budget deficit and to
maintain savings by sustaining incomes. It was
possible for budget deficits to be greatly re-
duced without causing depression and unem-
ployment, thanks largely to the United States
policy mix and the willingness of currency
markets to push up the dollar notwithstanding
the growing United States trade deficit.

The worsening of the United States trade
balance served to lower incomes and hence
savings, and to add to the fiscal deficit. It also
worsened the net asset position of the country.
High interest rates also caused the interest bill
of the public sector to swell: as much as 40 per
cent of the cumulative structural federal budget
deficits over 1980-1985 can be said to have
stemmed from the rise in interest rates. The
dollar appreciation put deflationary pressures
on the export and import-competing manufac-
turing industries and prevented them from
sharing in the recovery. It also depressed agri-
cultural prices, while farmers were being hit di-
rectly by higher interest rates: acute distress,
including widespread bankruptcies and foreclo-
sures, followed. Thus, the two sets of policy
disparities manifested themselves in lop-sided
growth within the United States economy itself.

Unlike Japan, the restriction of domestic
demand in Western Europe was not appre-
ciably counter-balanced by a diversion of out-
put to foreign markets: while much of the
output growth that took place in 1984
stemmed, directly or indirectly, from the United
States recovery, the growth was itself small.
Instead, the reduction of home demand found
its counterpart mostly in a rise in unemploy-
ment. But, part of it inevitably fell onto West-
ern  Europe’s trading partners, including
developing countries, in the form of depressed
commodity prices.

The persistence of slow growth in West-
ern Europe over so many years led firms to
cease hoarding labour (as they would have
done had the slowdown been short-lived), and

to undertake extensive industrial restructuring
and rationalization, including the shutting
down and scrapping of the less productive
portions of the capital stock. The level of in-
vestment also continued to be low. Joblessness
thus escalated, and since the capital stock did
not expand much because demand was weak,
the structural component of unemployment
rose. These factors, together with the pressure
on business profits stemming from slow growth
and high interest rates, caused attention to be
focused on the structure of labour markets.
Structural factors, such as real-wage rigidities
and impediments to labour mobility, were
viewed as the principal causes of unemploy-
ment.

The deterioration in the United States
trade balance reflected not only disparities
among OECD countries in the pace of demand
growth and the appreciation of the dollar, but
also the sharp reduction of imports of develop-
ing countries brought about in order to cover
lower export earnings and reduced net flows of
financial resources. As the interest bill rose and
net new lending fell, the balance between the
two for capital importing developing countries
deteriorated abruptly, falling from around $50
billion in 1980 to around -$25 billion in 1985,
a swing of $75 billion. In some debtor coun-
tries, the trade surplus rose to reach a higher
figure in proportion to GDP than Japan’s. The
developing countries’ trade balance improve-
ment was, like Japan’s, deflationary for other
countries. But, wunlike Japan’s, it was
deflationary for the domestic economy as well.

The recovery in the OECD area made it
somewhat easier for developing countries to
improve their trade balance. However, the
overall pace of the recovery was weak: the
1979 level of manufacturing output in the
OECD was not surpassed until the end of 1983
and its subsequent growth was modest. This
was one reason why commodity prices re-
mained depressed. Another was the effort of
developing countries to increase (or at least
maintain) the volume of traditional exports. A
third was that much of the capital equipment
left underutilized or scrapped in the course of
the recession was relatively intensive in raw
material use. The slowness of the recovery of
Western Europe, which is more reliant on im-
ports for its commodities than is the United
States, and the appreciation of the dollar also
made significant contributions to the weakness
of commodity prices.

For these reasons, and because OECD
recovery was accompanied by a rise in real in-
terest rates and a continued low level of bank
lending, both the participation of the develop-
ing countries in the world recovery and their
contribution to it via import growth proved to



be very modest. The crisis triggered by the re-
cession was thus prolonged.

Activity levels, exchange rate misalignment
and protectionism

The consequences of the mix and stance
of macro-economic policies also made them-
selves felt in the trade policies pursued by
Governments. Notwithstanding the increased
stress placed by them on the need to remove
distortions and structural rigidities, the
1980-1982 recession was accompanied by wide-
spread and sharp increases in the number of
trade restricting measures.

However, the subsequent recovery
brought no general roll-back of protectionism,
despite the commitments made in GATT and
UNCTAD in this regard. This may be ex-
plained by the fact that the country in which
the recovery was concentrated, namely the
United States, experienced a sharp currency
appreciation which, as already mentioned, sub-
jected its import-competing industries to in-
tense competition from other industrialized
countries. At the same time, developing coun-

tries, in particular debtors, were intensifying

their export efforts. These were naturally con-
centrated on the United States, whose market
was growing fastest and whose currency was
now worth more.

On the other hand, in Western Europe
recovery remained too weak, and therefore un-
employment too high, to induce a roll-back,
notwithstanding the currency depreciation.
Protectionism facing developing countries
therefore remained high. Trade restrictions in
developing countries also increased, because of
balance-of-payments pressures.

In the United States, the strength of for-
eign competition eventually led to a mush-
rooming of protectionist pressures: by 1985
there were over 400 trade bills in the United
States Congress. Although the United States
administration provided considerable resistence
to these pressures, there was, nevertheless, a
proliferation of trade actions.

The persistent weaknesses of the world
economy have caused sector specific and bilat-
eral tensions to intensify. This is true of re-
lations both among developed countries -
notably among Japan, the United States, and
the European Community - and between the
developing and developed countries. Funda-
mental conflicts have arisen about the respec-
tive rights and obligations of developed and
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developing countries within the multilateral
trading system, for example in regard to the use
of “voluntary export restraints”, “equivalent
market opportunity”, “unfair” measures, the
status of GSP commitments, the application of
“safeguards” for balance-of-payments purposes
and the external effects of the common agri-
cultural policy of the European Community.
The negative consequences of protectionist
measures will become more evident as they be-
gin to adversely affect the rate and allocation
of new investment, and thus the pace and effi-
ciency of economic growth in the future.

Commodity prices, exchange rates and
disinflation

The new direction of macro-economic
policies owed much of its success in overcoming
inflation to the downward pressure it put on
prices of imported primary commodities (in-
cluding oil). For the OECD taken as a whole,
more than half of the fall in the rate of increase
in consumer prices between 1980-1984 can be
said to have stemmed from that,source. Most
of this disinflationary bonus was paid for by
developing countries.

The dollar appreciation offset part of that
impact on Europe and Japan, and reinforced it
in the United States. So did the relative flexi-
bility of domestically produced commodity
prices in the United States, and the rigidity of
domestic food prices in Europe. These factors
lessened the burden of disinflation on industrial
wages, employment and profits in the United
States - except in the foreign-trade industries,
which the currency appreciation hit hard. The
story for Western Europe was the reverse. In
Japan, external factors and wage moderation
together made a sufficiently large contribution
both to allow disinflation to take place and to
prop up profit margins.

The world commodity economy took
much of the brunt of the combination of weak
demand and high real interest rates. The bur-
den of adjustment within the commodity econ-
omy was not evenly spread.

Minerals production in developed coun-
tries fell, while in developing countries it re-
mained essentially unchanged. In the farm
sector, the impact was felt mostly by develop-
ing countries and other primary producing
countries and the United States, and very little
by the EEC. This reflected the degree of price-
support given: virtually nil for the agricultural
exports of developing countries; partial in the
case of United States agriculture; and near-
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complete for EEC agricultural production.
Nevertheless, the volume of agricultural output
in developing countries has risen substantially,
reflecting both an upward trend in productivity
and encouragement of greater export shipments
to surmount balance-of-payments pressures.

The collapse of oil prices

Unlike other commodity prices, oil prices
had long been insulated from cyclical variations
of demand. But like other commodities, oil de-
mand was lowered by the world economic
slowdown in the 1980s. However, the balance
between supply and demand was also upset by
the substantial conservation and substitution
and increased oil supplies from non-OPEC
sources that had been encouraged by the price
increases of the 1970s.

The output cuts needed to balance the
market became progressively harder for OPEC
members to make as the expected recovery of
the world economy and of oil demand failed to
materialize. The swing producer role was per-
formed by a few countries with relatively high
revenues per capita and plentiful stocks of ex-
ternal assets since other OPEC members, in
particular those with large populations .and
debt, were financially squeezed. At first the
swing producers bore the burden willingly. But
they eventually found that they were defending
OPEC revenues by continuously reducing their
own incomes, and sustaining a price which,
judging from the rapid loss of markets by
OPEC, appeared too high from the standpoint
of countries such as theirs with plentiful oil re-
serves.

Consequently, at the end of 1985 OPEC
stopped trying to manage the market on its
own, and allowed prices to find their own level.
As a result, they plunged from $28 to $12 per
barrel and began to gyrate. OPEC’s policy be-
came to secure and defend for OPEC a fair
share of the market consistent with the neces-
sary income for Member Countries’ develop-
ment. If these two objectives are to be
reconciled, it will be necessary, among other
things, for non-OPEC producers, including de-
veloped countries, to participate in production
management. Many of them, but not all, ap-
pear willing to consider this.

If efforts to re-stabilize the oil market fail,
investment decisions in a variety of energy sec-
tors will be adversely affected. Moreover, sharp
gyrations in this key price may become the
norm rather than the exception, with adverse
effects on both energy producers (including
those in developed countries) and energy con-

sumers (including those in developing coun-
tries).

Debt and trade finance

The persistence over a number of years
of deflationary pressures and other monetary
and financial disturbances has diminished sig-
nificantly the capacity of the international fi-
nancial system to contribute to trade and
development, and to foster efficiency in re-
source use.

Debt servicing problems of various Kinds
- in particular those of developing countries,
farmers and the energy and energy-related in-
dustries, - have inflicted significant damage on
the quality of banks” portfolios and prompted
them to reduce the flow of credit to problem
debtors: in some cases, new lending has been
suspended altogether. Instead, banks are seek-
ing profits through fee-earning activities. Some
of these adjustments, together with improve-
ments in capital ratios, have helped reduce
banks’ vulnerability to insolvency on the part
of their debtors.

Nevertheless, banks remain vulnerable.
Reduced lending to debtor countries has al-
ready impaired their debt servicing capacities,
and a continuation of that policy would in-
crease the risks of default. In any event, default
by an individual debtor could affect many be-
sides its own creditors. There is a potential for
chain reactions spreading throughout the inter-
national financial system, not least because of
the development of the inter-bank market. Fi-
nancial innovation and deregulation, which
have proceeded at a rapid pace, have also inte-
grated financial markets.

Many of the structural changes taking
place in financial markets are tending to make
the international financial system, and hence
trade and development, more vulnerable to
fresh shocks such as a new wave of deflation.
Monetary and regulatory authorites, as well as
many observers, have recently voiced acute
concern. This may indicate an inclination on
their part to reassess the costs and benefits of
the development of off-shore banking and de-
regulation of domestic banking, and perhaps
even presage a willingness eventually to recon-
sider the thrust of policy.

The external liquidity squeezes on devel-
oping countries, which in many cases have
stemmed from a sharp reduction of fresh bank
lending, have tended to feed on themselves,
eventually threatening the whole spectrum of
the financing and payments arrangements of



the countries concerned. As a result, the day-
to-day costs of international trade have been
raised for a large number of developing coun-
tries.

The coincidence of external financial
stringency and depressed export demand has
intensified pressures to engage in countertrade.
While countertrade generally entails special
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costs, these may often be less for financially
squeezed countries than those of alternative
methods of paying for imports (or the option
of forgoing trade entirely). The extent of
countertrade in the future will depend impor-
tantly on the degree of financial pressure on
countries, and hence on overall conditions in
international markets for finance and goods.

Towards a revival of growth and development

Unless global deflationary tendencies are surmounted, debt and development prospects will remain

dim. Moreover, both the scope for and the results of domestic efforts will be meagre. The time is ripe

Sor the major market economies to stimulate activity and reduce real interest rates by re-orienting

their policies in a co-ordinated manner, and for all countries to undertake structural changes to raise
their long-term growth potential.

Scenarios

Trade and Development Report, 1985
drew attention to the weaknesses of the
recovery process in industrialized countries and
of the strategy being pursued with respect to
the debt problems of developing countries. It
emphasized the need to place the revival of
growth in debtor countries at the centre of the
international debt strategy. It saw need for a
co-ordinated shift of monetary and fiscal
policies in the major developed market
economies to bring about not only a more even
but also a more rapid pace of demand and
output growth, and a depreciation of the dollar.
It took the view that, if the goal of policy
reorientation were limited to reducing
disparities in growth and current account
imbalances, and did not include raising the rate
of growth and lowering rates of interest, the
external financial and trading environment of
developing countries would remain hostile, and
that consequently their debt and development
prospects would remain grim.

Some elements of this reasoning have be-
come generally accepted in recent months. The
major developed market economies have en-
gaged in more intensive consultations regarding
monetary, fiscal and exchange rate policies with
a view to reducing the trade imbalances among
them. They have also recognized that a revival
of investment and growth in developing coun-
tries is essential for the successful resolution of
the debt crisis, and that this will require ex-
ternal financing.

However, the new approach has not ad-
vanced beyond the embryo stage. The new
appreciation of the need for growth in debtor
countries has the merit of addressing the debt

and growth problems of developing countries
in a longer-term time frame and of emphasizing
the structural character of current difficulties
and of necessary solutions. However, so far the
new approach has laid heavy emphasis on the
role of domestic policies, perceived within a
narrow framework, and has given inadequate
attention to the improvement needed in finan-
cial availabilities, interest rates and trade con-
ditions. The fruits of policy co-ordination
among the Group of Five have been largely
limited to dollar depreciation and possibly some
accompanying attenuation of protectionism.
Interest rates have also recently come down,
but in the context of a further fall in real com-
modity prices and of stagnation of developing
countries’ export volume. While steps have
been taken to cut the United States structural
budget deficit, no provision has been made to
compensate by lessening the fiscal tightening
taking place elsewhere - let alone to add stimu-
lus.

The immediate crisis in sub-Saharan
Africa has abated with the end of the drought
and the changed prices for oil and coffee, but
it remains chronic. Its resolution will depend
critically on the effective implementation by all
sides of the United Nations Programme of
Action for African Economic Recovery and
Development recently adopted by the General
Assembly.

Trade and Development Report, 1985
contained a scenario for debt and development
based on a continuation of recent trends in
certain key variables. The changes that have
recently taken place, particularly as regards oil,
the dollar and interest rates, have made some
of the assumptions of that scenario no longer
indicative of “recent trends”.
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New estimates have therefore been made.
These modify last year’s results in certain re-
spects. In particular, the prospects of oil-
importing countries are brighter, whereas those
of the oil exporters are much dimmer; for
Africa, they reveal the potential for the emer-
gence of an alarming debt situation. All in all,
the underlying prospects for the developing
world as a whole remain much the same - that
1s to say, highly unfavourable.

Domestic savings and investment, and the
foreign exchange constraint

Improvements in domestic policies
unquestionably have an important role to play
in enhancing over the long term the debt and
development prospects of developing countries.
However, to boost savings and investment per-
formance takes time, and the scope for and ef-
fectiveness of domestic efforts depend not only
on the appropriateness of domestic policies but
also on the external environment.

The decterioration that has taken place in
the terms of trade in the last few vears has in-
creased sharply the level of real savings that
countrics need to generate in order to avoid a
fall in investment; so has the rise in interest
rates and the decline of new borrowing. In or-
der to compensate for the resources lost as a
result of these shocks and avoid a decline in
investment, the savings of developing countries
would have had to rise by more than one-half.

However, the capacity to save has itself
been depressed, by the reduction of incomes
and output stemming from the import cuts
made in order to “adjust”. In many countries,
the savings capacity of firms has been impaired
by the fall in profitability resulting from higher
external and domestic interest rates, con-
traction of the domestic market, and devalu-
ation. The savings capacity of Governments
has been reduced by such factors as con-
tractions of the tax base resulting from domes-
tic recession, decline of tariff revenues
stemming from the fall in imports, and re-
duction of royalties and taxes resulting from
the depression of commodity prices. In several
countries, capital flight has taken place on a
large scale, and the capacity of financial insti-
tutions to mobilize savings has been damaged.

For these and other reasons, it is not
surprising to find that domestic savings have
fallen relative to GDP, especially in debtor
countries; that national savings (which makes
allowance for the loss resulting from interest
payments abroad) have fallen even more - for
debtor countries as a group by no less than 5

per cent and in some by as much as 10 per cent
of GDP - and that investment has also fallen
as a percentage of GDP. A number of coun-
tries have managed to increase domestic
savings, but most of them have not been able
to do so sufficiently to prevent investment from
falling.

It is therefore unrealistic to suppose that
under current conditions it would be possible
to push up savings and thereby increase signif-
icantly output, investment and exports.
Rather, one must look to an improvement in
the external environment to trigger a rise in
output, investment, income - and hence
savings. It is after such a process begins to
gather force - not before - that increased
thriftiness can reasonably be expected to accel-
erate growth and development.

In many developing countries, reduced
consumption - public or private - cannot be
easily translated into increased investment. In
economies with relatively advanced production
structures devaluation can serve to induce out-
put to be redirected to foreign markets and de-
mand to be redirected to domestic output. The
impact of devaluation is much greater at high
levels of investment since the flow of new in-
vestment (and hence the pattern of output from
such investment) is easier to restructure than
output from capital stock installed in the past.
For many countries with a relatively small in-
dustrial sector and a depressed level of invest-
ment, devaluation tends to be ‘stagflationary’
rather than an instrument for revitalizing
growth.

If OECD growth and capital flows re-
main unchanged, the changes in export pene-
tration and/or decreases in import requirements
that developing countries would need to make
in order to attain an acceptable growth rate are
much too large to be feasible. For growth in
major debtor countries to reach 5 per cent, it
would be necessary either for their penetration
of OECD import markets to rise by 20 per cent
(if the import requirements of growth remains
unchanged) or for the import requirements of
growth to fall by one third (if their penetration
of OECD markets remains unchanged). There
are few historical precedents for movements of
this magnitude. For least developed countries,
neither improved export performance nor ef-
fective import substitution would be feasible
without substantial inflows of external re-
sources,

Thus, while there is no substitute for
strengthening domestic efforts and policies, at
the present juncture the key to unleashing the
development potential of developing countries
lies in improving the global trading and finan-
cial environment.



Macroeconomic policies in OECD countries

Prospects for improving that environment
depend critically on the policy choices of the
major market economies. Although these
countries have come to recognize the need for
policy co-ordination in order to reduce imbal-
ances in trade and the tensions in commercial
relations that go with them, they have not all
accepted that there is need to re-orient policies
to stimulate growth and reduce real interest
rates.

The policy adjustments needed are by no
means the same for all countries. For the
United States, whose fiscal stance is set to
tighten, the main requirement is a loosening of
monetary policy. In Western Europe and
Japan there is need for greater fiscal and mon-
etary stimulus combined with appropriate
structural policies. Structural policies in West-
ern Europe would need to be directed at im-
proving wage and price behaviour to improve
the trade-off between inflation and unemploy-
ment, whereas in Japan they would need to be
designed to alter the propensity to save and the
willingness to invest.

Over the longer term the scope for non-
inflationary growth will depend critically on an
increase in the rate of growth of capacity. The
growth of productive capacity would naturally
be pushed up as the narrowing of the gap be-
tween actual and potential output elicits a
higher level of new investment. But it could be
raised further if nigidities in labour and goods
markets were progressively lessened. The two
lines of attack could reinforce each other to
strengthen long-term growth prospects. But it
is difficult to see how the much-awaited revival
of investment can take place unless monetary
and fiscal policies are first relaxed to raise the
demand for output. It must therefore be em-
phasized that the adoption of more
expansionary policies in Western Europe and
Japan does not need to await progress on the
structural front: there already exists sufficient
scope to expand domestic demand.

Paradoxically the need for expansionary
policies in Western Europe and Japan may
have been increased rather than lessened by the
collapse of oil prices. Oil-exporting countries
are important markets for their exports, espe-
cially in the case of Europe, and these markets
will be greatly reduced. Moreover the oil price
drop has worked to offset the impact on the
United States price level of the dollar depreci-
ation. As such, it may have allowed a larger
depreciation of the dollar (and consequent
shrinkage of European and Japanese export
markets) than would otherwise have been
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sought by United States authorities. The stag-
nation of Japanese and European export vol-
umes observed in early 1986 undoubtedly
reflected these forces. There is a possibility
that, if growth in its trading partners does not
improve, the United States may choose to bring
down the dollar further, or alternately to resort
to trade measures in order to bring down its
trade deficit. Either way Western Europe and
Japan would get a deflationary shock from the
United States rather than the expansionary
stimulus which they have been receiving until
recently, though in neither case would the
United States be able to “export” the entirety
of the demand reductions stemming from its
budget cuts. In order for growth in the United
States to accelerate, it would be necessary both
for interest rates in that country to come down
and growth in its trading partners, developed
and developing, to revive.

A further danger is that Japan will seek
to make up for the competitiveness it has lost
to the United States by capturing a larger share
of Western European markets. An attempt by
Japan to shift its trade surpluses in this way
would likely be met with stiff resistence, partic-
ularly since Western European countries are
now also less competitive vis-a-vis the United
States and, as already mentioned, have lost part
of their market in oil-exporting countries.

For these reasons, there is a danger of an
accentuation of policy conflicts among the de-
veloped market economies. In order to avoid
a process of unilateral policy initiatives and re-
actions and the accompanying danger to the
international trading system, Governments
would need to advance much further along the
path of policy co-ordination.

The central goal of such co-ordination
would need to be significantly faster growth
with much lower real interest rates. Otherwise,
conflicts among developed countries could re-
main unresolved, and the improvements re-
quired in the external environment of
developing countries, including a strengthening
of commodity prices, could fail to materialize.
As long as strict monetary discipline and re-
duction of fiscal deficits remain overriding ob-
jectives in the major market economies, the risk
of such failure will be high - and the prospects
of revitalizing the development process, lessen-
ing trade conflicts, and returning to normalcy
on the debt front will remain dim.

Higher growth and lower interest rates
alone will not, however, be sufficient. An en-
larged flow of financing will also be required,
especially from the multilateral development fi-
nance institutions, whose net lending must be
stepped up. Many countries, especially least



XIv

developed and sub-Saharan African countries,
must receive substantially higher amounts of
highly concessional aid, as well as debt relief.
For others, lending on commercial terms will
be called for, together with more flexible and
innovative approaches to debt, including
achieving a more equitable distribution of its
burden among creditors and debtors. In this
connection, financial instruments that would
establish a link between debt service and export
prices could be in the interests of both debtors
and creditors.

However, it is essential to bear in mind
that small amounts of financing on stiff terms
and tough conditions are not likely to work.
For reasons already explained, it is essential
that the combined impact of enlarged financing
and an improved trading environment should
be sufficiently stimulative. Moreover, unless
interest rates come down and the terms of trade
improve, additional borrowing would in many
cases eventually prove too onerous.

In short, in order to succeed, efforts of
developing countries to adjust through devel-
opment must go hand-in-hand with policy
changes in the developed market-economy
countries as well.

Turning to growth

The situation is ripe for Governments to
raise their sights, and to take bold steps for
growth and development. The Governments
of the major developed countries are now much
more conscious of the need for policy consist-
ency, and the accentuation of deflationary
pressures is making it all the more necessary for
their policies to be oriented towards growth.
The successes achieved in regard to inflation
have enlarged the scope for expansionary poli-
cies.

It is also to be noted that the United
States, which is itself a major debtor country
with a large deficit wishing to grow rapidly, is
now actively seeking an expansion of the econ-
omies of its principal trading partners, both in
order to reduce its own current account imbal-
ance without imposing trade restrictions and/or
undergoing a further currency depreciation, and
in order to lessen the burden on indebted de-
veloping countries and the attendant risks for
banks.

Discussions are now proceeding towards
the initiation of a new round of multilateral
trade negotiations with the stated objective of
strengthening the trading system. The danger
inherent in any such new trade negotiations in
present economic conditions is that the major
trading countries may press for modifications
in the trading system which will legitimize
rather than eliminate the current tendencies to-
wards managed trade and discrimination. As
many examples of the past indicate, once such
mechanisms are legitimized, even on a sectoral
basis, they are extremely difficult to contain let
alone eliminate, even when the economic con-
ditions which brought them about are radically
changed. For this reason it would be desirable
that the launching of a new round of multilat-
eral trade negotiations should proceed in tan-
dem with a strategy for the revival of growth
and development and for the attainment of
greater stability in the world’s financial system.

The present situation may mark a new
turning point. The major market economies
can choose to adhere strictly to restrictive poli-
cies, and risk a future of limping growth, re-
current crisis, endemic instability, massive
unemployment, and arrested development. But
now that the risks of inflation are minimal there
is an alternative - to adopt collectively agreed
policies that would revive growth and create an
environment in which developing countries
could adjust through development.®
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THE DEPRESSION OF THE 1980S AND THE SETBACK TO ECONOMIC
AND SOCIAL DEVELOPMENT

Introduction

The 1980s have been marked by the
widespread collapse of the development proc-
ess. This collapse has been characterized by fi-
nancial disorder and extended periods of
negative or negligible growth in most develop-
ing countries, entailing high costs in terms of
social stagnation and, in some cases, regression.
Moreover, the effects on investment in produc-
tive capacity, infrastructure and social services
call into question the future ability of many
countries to respond to the needs of their pop-
ulations and to bring about the changes in the
structure of production necessary to restore
growth and development.

This chapter illustrates the impact of the
development crisis by the discussion of recent
trends in output and investment in developing
countries (section A) and of the widespread
falls in living standards and social welfare
which have accompanied them (section B). It
is emphasized in section C that the collapse of
development did not happen in isolation, but
was an integral part of the broader depression
in the world economy. Different aspects of the
global context of this collapse are then taken
up in the remainder of this Report.

A. Output and investment in developing countries

Large parts of the developing world ex-
perienced depression in 1982-1983. As a result,
the annual average growth of GDP for devel-
oping countries as a whole during 1980-1984
fell to little less than 1 per cent from the figure
of 5.5 per cent during the preceding five years
(see annex table 1).

In many countries there was a stagnation
or even a decline in output, evident from annex
table 1 and brought out more fully in annex
table 3. The number of developing countries
experiencing stagnation or decline (that is to
say, growth of less than 0.5 per cent) more than
doubled between the periods 1975-1979 and
1980-1984. Moreover, there was almost a
doubling of the number whose growth of out-
put, though positive, was less than 3.5 per cent.
Annex table 3 makes clear the pervasiveness of
the declines or low growth of GDP in the
countries of Africa and Latin America.
Thirty-five of the 46 countries of “Other Africa”
covered by the table experienced growth rates
of less than 3.5 per cent in 1980-1984, including
18 countries for which there was stagnation or
a decline. Twenty-four of the 25 countries in
Latin America and the Caribbean also experi-
enced growth rates of less than 3.5 per cent in
the same period, including 14 in which there
was stagnation or a decline.

However, GDP growth was not subject
to adverse movements of this kind in all devel-
oping countries. A continuation of rapid
growth was achieved by many countries in both
South and East Asia, although a slowdown
took place in the latter region in 1985. The
countries responsible for this performance show
considerable variation in both the major char-
acteristics of their economies and in the eco-
nomic strategies which they have pursued. On
the one hand the group includes countries such
as India, with large economies, where there are
large populations but low levels of per capita
income. Such countries are relatively insulated
from the international economy and thus pro-
tected against external economic shocks. On
the other hand, the group includes a number
of economies with higher levels of per capita
income which have pursued more outward-
oriented policies (though there is considerable
variation in the extent and type of government
intervention in support of manufacturing in-
dustry).

Declines in the growth of GDP have been
widely accompanied by still greater falls in that
of investment, as is evident from annex table

. 4. But as for GDP growth, there is much vari-

ation among countries. There were sharp de-
creases in 1982-1983 in the share of gross
capital formation in GDP for the developing
countries of Latin America and “Other Africa”,
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two of the regions most affected by the de-
pression. For developing countries in the for-
mer region there was a fall in volume of over
30 per cent in gross domestic investment be-
tween 1981 and 1983. Only two of a group of
23 countries in this region for which figures are
available achieved an increase in volume during
this period. According to estimates of the
Inter-American Development Bank, for a
group of six countries in this region which in-
cludes the largest economies, by 1984 the ratio
of total investment to GNP had fallen in com-
parison with its average level in 1980-1981 by
figures varying from 17 per cent to 37 per cent.

Such falls in investment are likely to in-
flict serious damage on the longer-term devel-
opment prospects of the countries affected.
Moreover, in the case of debtor countries ex-
periencing difficulties with respect to their ex-
ternal payments, they are capable of hindering
changes in structures of production that would
enhance capacities to supply exportable goods
and import substitutes. Such changes are es-
sential to the adjustments which these countries
must make if they are to be able to service their
external debts and to achieve sustainable posi-
tions for their current accounts. However, se-
veral features of the present situation of the
many developing countries experiencing ex-
ternal financial stringency remain unfavourable
to widespread revivals of investment.

The reductions in the availability of ex-
ternal financing implied by such stringency
have typically been substantial. Indeed, for
some of these countries, among them many of
the larger borrowers from private capital mar-
kets, inflows of financing have recently fallen
short of outflows due to payments of interest
and principal on their external debts. The re-
duced availability of external financing has co-
incided with a period of weak demand for most
of the exports of developing countries. This
has led to widespread falls in the prices of pri-
mary commodities and to associated adverse
movements in the terms of trade for most de-
veloping countries since 1982.

The policies of deflation and austerity
adopted in response to this situation have

interacted in various ways with external condi-
tions to depress investment. For example, re-
duced levels of activity and falls in the prices
of exports have had adverse effects on the cash
flows and profitability of enterprises, leading
not only to cut-backs in investment but in
many cases also to insolvencies. For many en-
terprises such consequences have been aggra-
vated by unfavourable shifts in the cost and
availability of domestic borrowing, and by the
impact of devaluation on the cost in domestic
currency of servicing debts denominated in for-
eign currencies (though, as discussed in more
detail in chapter VI, section A, the latter phe-
nomenon was partly or wholly offset in some
cases by the favourable effects of the new level
of the exchange rate). As also discussed in
chapter VI, lower levels of activity and export
prices have also decreased government revenues
in the form of both taxes and other receipts,
thus intensifying the pressures for reductions in
government expenditures and for the curtail-
ment of public sector investment.

Moreover, for a country experiencing an
increased burden of external debt service in re-
lation to the availability of new financing (that
is to say, a reduced net transfer from abroad),
the efforts to achieve a given objective with re-
spect to its balance on current account lead to
an increased drain on domestic savings, as is
explained in more detail in chapter VI, section
A. Such an effect is exacerbated if the country
also suffers an unfavourable movement in its
terms of trade. The extensive incidence of such
movements and of reduced net financial trans-
fers suggests that these mechanisms have con-
tributed to reducing resources available for
investment in many developing countries.

The increased scarcity of foreign ex-
change is also a factor capable of holding down
investment owing to its impact on the avail-
ability of inputs and equipment that have to be
purchased abread. The disruption of such
supplies is likely to lead to reductions in ca-
pacity utilization, thus adding to downward
pressures on cash flows and profits, and to
cause difficulties for productive activities gen-
erally, including investment. Effects of this
kind have recently been widely felt.

B. Employment and the human condition

The declines in output described in the
preceding section have been accompanied by
widespread, and in many cases substantial, falls
in living standards. These falls are implicit in
the pervasiveness of negative growth of GDP
per capita since 1981 for the different economic

groups of developing countries distinguished in
annex table 2. The experience by geographical
regions is shown in table 1. Year by year, the
number of countries in Latin America and the
Caribbean which experienced stagnation or de-
cline in the growth of GDP per capita from
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1981 to 1984 was: 13 in 1981, 24 in 1982, 19 in
1983 and 14 in 1984. For “Other Africa” the
corresponding totals were 29, 27, 31 and 31 re-
spectively. In many cases the negative growth
rates were quite large.

The difficulties of measuring several of
the dimensions of variations in living standards
are well known and are compounded for the
majority of developing countries by the absence
of many of the relevant statistics. In the case
of most of these countries, comparable figures
are available only for GDP per capita, a very
incomplete indicator, so that the rest of the
discussion in this section cannot be systematic.
Nevertheless, its survey of various data con-
cerning such topics as unemployment, social
services and incomes in a number of countries
does bring out some of the implications of the
recent setback to development for the welfare
of individuals and families.

Few developing countries have unem-
ployment statistics with a coverage analogous
to those of developed market-economy coun-
tries (which in any case are usually not com-
prehensive for various reasons), and the figures
available typically understate the magnitude of
the phenomenon. Such understatement is a
characteristic of the figures in table 2 for rates
of (open) urban unemployment in various
Latin American countries. For all the countries
except three covered in this table there were
rises between 1980 and 1984, and for some
countries the increases were substantial. Ac-
cording to estimates of the secretariat of the
Inter-American Development Bank, during this
period the absolute number of open urban un-
employed in Latin America increased by more
than 70 per cent. Annex table 17 gives figures
for the number of unemployed calculated on
various bases for selected countries or regions
within countries. Here, too, the direction of
change since the late 1970s, where the data
make such comparisons possible, is mostly up-
wards.

A major distortion in figures of this kind
is their failure to include underemployment and
employment in the informal sector. Various
estimates suggest that outside those parts of the
economies of developing countries for which
figures for open unemployment are recorded,
as much as 30-40 per cent of the economically
active population is frequently unemployed or
underemployed. Moreover, on the basis of a
definition of underemployment which covers all
workers earning too little to provide themselves
and their families with an adequate standard of
living (whether in the formal or in the informal
sectors), it has recently been estimated that in
1982 52 per cent of the labour force in devel-
oping countries was underemployed, and that
there had been a 6 per cent increase in under-

employment (corresponding to 27 million peo-
ple) since 1974. A large part of the increase
was concentrated in Africa. A recent report of
UNICEF draws attention to the fact that in
Africa the informal sector has become increas-
ingly important as a result of internal migration
and the stagnation of opportunities for wage
employment. The size of the urban informal
sector in many African towns is estimated to
amount to 50-60 per cent of the urban labour
force, and in several Latin American countries
to between 30 and 40 per cent.

These rises in unemployment took place
in countries where there are no safety nets of
the kind provided by the systems of social wel-
fare in developed market-economy countries.
Consequently, their implications for the people
concerned were often desperate. Moreover, the
alternative of obtaining employment through
emigration became less easily available during
this period. The contraction of opportunities
in this respect was due to the widespread in-
crease in unemployment, especially in certain
Western European countries, and to the de-
cline in the export revenues of various oil-
exporting countries which had earlier been
substantial sources of demand for expatriate
labour.

The austerity in developing countries ex-
periencing external financial stringency has, in
general, not only resulted in rises in unemploy-
ment and decreases in private consumption but
has also had an adverse impact on the pro-
vision of social services in fields such as health
and education. Such developments are fre-
quently due to the failure of balance-of-
payments-adjustment programmes to take
sufficient account of longer-term objectives or
of objectives which are not of a narrowly eco-
nomic nature. Thus efforts to combat infec-
tious and parasitic diseases have been curtailed
in many countries and programmes designed to
check the resurgence of malaria have also been
adversely affected.

Annex table 15 enables a comparison to
be made of the share of education and health
in the expenditure by central governments in
various developing regions. The figures for
Latin America show a fall in 1980-1983 com-
pared with 1977-1979 (while those for South
and East Asia show a rise). Information for
various African countries points to a sharper
deterioration. For example, in the cases of
Nigeria, the United Republic of Tanzania and
Zambia, the inputs into social services (for ex-
ample, drugs, paper, textbooks, water pipes,
pumps, etc.) have decreased sharply, by as
much as 50 per cent in some cases.

Recent declines in living standards have
been most dramatic in a number of African
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Table 1

DISTRIBUTION OF DEVELOPING COUNTRIES BY RATES OF GROWTH OF GDP PER CAPITA, 1960-1984
( Number of countries)

Growth of GDP per capita 1960-1969 1970-1974 1975-1979  1980-1984

2 per cent and above

Total 64 54 56 21
Latin America 19 17 15 1
North Africa 3 3 6 1
Other Africa 25 18 16 5
West Asia 8 6 7 4
South Asia 2 1 5 4
East Asia 7 9 7 6

0.1 per cent to 1.9 per cent

Total 23 25 15 15
Latin America 5 8 6 1
North Africa 2 2 - 2
Other Africa 10 13 6 7
West Asia - | 1 |
South Asia 3 1 2 3
East Asia 3 - - |

0 per cent and below

Total 19 27 35 70
Latin America 2 1 5 24
North Africa 1 1 - 3
Other Africa 12 16 25 35
West Asia 2 3 2 5
South Asia 2 5 - -
East Asia - 1 3 3

Source: UNCTAD secretariat calculations, based on official national and international sources, for 106 countries for

which data are available.

countries, and in certain cases were associated
with widespread starvation. Indeed, according
to some estimates, in 1984 more than 30 million
people were threatened by starvation. It has
been argued that famine was often due not so
much to the non-availability of food supplies
as to lack of income to buy them. Since the
crisis first became apparent, there have been
efforts to alleviate its impact, and recently more
favourable weather has led to rises in food
production.  Nevertheless, the international
community was unable to organize relief before
millions had been exposed to hunger and
malnutrition. For many relief, when it did
come, was too late.

There have also been widespread and of-
ten substantial falls in living standards in Latin
America. These have been due not only to the

increases in unemployment but also to the
behaviour of real wages, which in many cases
have decreased owing to the failure of money
wages to keep pace with inflation. Annex table
16 shows that in only three of a sample of seven
Latin American countries were average real
wages higher in 1985 than in 1980. Even in
these three there were substantial decreases in
some years during this period. Moreover, in
four of the countries average real wages were
lower in 1985 than they had been in 1975 (in
three of them substantially lower).

One study, which attempts to analyse the
impact of depression on social conditions on
the basis of household surveys for Chile,
Colombia, Costa Rica, Panama and Venezuela,
concludes that not only have those at the bot-
tom of the social pyramid been severely af-
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Table 2

RATES OF URBAN UNEMPLOYMENT IN SELECTED LATIN AMERICAN COUNTRIES, 1975-1985
( Average annual percentage rates)

1979 1980 1981 1982 1983 1984 1985

Country 1975 1976 1977 1978
Argentina ¢ 37 49 33 25
Bolivia ¢ y . 79 45
Brazil . y “ 6.8
Colombia 4 110 106 90 9.0
Costa Rica ¢ . 54 51 58
Chilef 150 163 139 133
Mexico & 72 68 83 69

Nicaragua #

Panama ¢ 8.6 9.0 . 9.6
Paraguay/s . 6.7 54 4.1
Peru & . 84 94 104
Uruguay ¢ . 127 11.8 10.1
Venezuela ™ 83 6.8 55 5.1

26 47 53 46 46 46 6.6

76 15 97 94 121 126

64 72 79 63 67 1711 60

89 97 82 93 11.8 135 142

533 60 91 99 86 66 6.7

134 11.7 9.0 200 190 185 17.7

537 45 42 4.1 6.7 60 57
183 158 199 152 163

1.6 98 11.8 103 114 11.1 115

59 41 22 56 84 74

1.2 109 104 106 139 164

83 74 67 119 155 140 135

538 66 68 7.8 105 143 14.0

Source: CEPAL, “Preliminary overview of the Latin American economy 1985", Notas sobre la economia y
desarrollo, No. 424,425, Santiago, December 1985.
a National urban. Average April-October; 1985: April.
b La Paz, 1977, 1978 and 1979: second semester; 1980: average May-October, second semester.
¢ Metropolitan areas of Rio de Janeiro, Sao Paulo, Belo Horizonte, Porto Alegre, Salvador and Recife (average
for 12 months); 1980: average June-December; 1985: average January-August.
d Bogota, Barranquilla, McJellin and Cali; average for March, June, September and December; 1985: average

for March, July and September.

e National urban. Average for March, July and November; 1984: average March and November; 1985:

average March and July.
Santiago; 1985: average January-September.

for January and February.
Non-agricultural activities.

D L

year. 1981, 1982 and 1985: metropolitan area.

Non-agricultural activities.

s&.k ~.

Greater Santiago. Average for four quarters. As from August 1983 data relate to the metropolitan area of

Metropolitan areas of Mexico City, Guadalajara and Monterrey (average for four quarters); 1985: average

National urban. 1980 corresponds to urban unemployment recorded in the population census taken in that

Asuncion, Fernando de la Mora, Lambare and urban areas of Luque and San Lorenzo (annual average);
1981: first semester; 1983: average September, October and November; 1984: average August and September.

Montevideo (average for two semesters); 1985: average January-September.
National urban (average for two semesters); 1985: first semester.

fected but middle-income strata have also
suffered. In Chile the proportion of those with
living standards classified as corresponding to
absolute poverty increased from 12 per cent in
1981 to 16 per cent in 1982, and in Costa Rica
from 17 per cent in 1979 to 19 per cent in 1982.

The incidence of poverty is affected by family
size so that, for example, in the Los Andes re-
gion of Venezuela, where overall poverty has
declined, the situation of large families has
worsened. However, in Colombia overall pov-
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erty decreased, and the largest families bene-
fited most from this improvement.

This brief survey has stressed the human
impact of the depression of the 1980s in devel-
oping countries. However, the consequences
are not limited to social hardship and depri-
vation. For example, cutbacks in government
expenditure on health and education, like re-
ductions in capital formation, can be expected
to harm long-term development prospects
through their adverse effects on the quality of
the labour force. Good health is a prerequisite

of satisfactory labour performance, and levels
of education are crucially related to the capac-
ity for acquiring labour skills. Moreover, as
living standards fall, governments in the coun-
tries affected tend progressively to lose their
freedom of manoeuvre in major areas of policy.
Eventually their positions may be threatened
by outbreaks of political instability. The dis-
ruptive consequences of such situations will not
necessarily be limited to the domestic scene.
Indeed, they may well spill over into several
arcas of international economic relations.

C. The global economic context

of the setback to development

The setback to development needs to be
understood as part of the world depression of
the 1980s (although it should be noted that in
some cases, especially those of many African
countries, economic decline had begun much
earlier). At the centre of this depression stands
the poorer growth performance of developed
market-economy countries.  Several factors
have contributed to the poor growth perform-
ance of these countries during the 1980s, some
of which may be of a long-run character, but it
1s also due to the stance and mix of the macro-
economic policies followed in developed
market-economy countries.

The thrust and rationale of these policies,
as well as many of their effects within these
countries, are reviewed in detail in chapter II
of this Report. Chapter Il takes up various
questions related to how the effects of these
policies are transmitted to other countries. The
main focus of the chapter is their effects on the
markets for commodities, including oil. Chap-
ter IV is concerned with the impact of de-
pression on important parts of the financial and
trading systems of particular significance to
developing countries. The difficulties of many

of these countries and of several major eco-
nomic sectors in meeting debt service payments
have widely weakened the portfolios of finan-
cial institutions, leaving them vulnerable to
unfavourable shocks or future economic down-
turns. Moreover, external financial stringency
and deflation are unfavourably affecting inter-
national trade in ways that go beyond its direct
interactions with levels of activity. For exam-
ple, through their impact on the cost and
availability of financing and payments arrange-
ments, they have substantially increased the
charges associated with developing countries’
trade. Furthermore, the evidence suggests that
deflation, misaligned exchange rates and the
consequent imbalances in trade among the de-
veloped market-economy countries have given
a significant stimulus to protectionist trends.
After a review of major features of recent de-
velopments and the outlook for the near future
for activity, prices, financing and trade in the
world economy in chapter V, the Report con-
cludes, in chapter VI, with an examination of
the medium-term outlook for the world econ-
omy and of policy changes required to bring
about rapid and sustained growth and
development.®=
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The figures for the growth in gross domestic investment in countries of Latin America were taken from
Inter-American Development Bank, Economic and Social Progress in Latin America External Debt: Crisis
and Adjustment. 1985 Report (Washington, D.C., 1985, Statistical Appendix table 5), and those for the ratio
of investment to GNP for six countries in that region from the same source, table 11.2.

On relationships among investment, structural adjustment and external payments positions see, for example,
The international monetary system and financial markets: recent developments and the policy challenge,
Report by the UNCTAD secretariat (TD/B/C.3/194/Rev.1), United Nations publications, Sales No.
E.85.11.D.5, and the Trade and Development Report, 1985 (UNCTAD/TDR/5), United Nations publication,
Sales No. E.85.11.D.16, part two, chapter 11, section D.

Concerning the reductions in net financial transfers to developing countries see the World Bank, World Debt
Tables. External Debt of Developing Countries 1985-1986 Edition (Washington, D.C., 1986), p. xii.

For the increase in the absolute number of open unemployed see Inter-American Development Bank, op.
cit., p. 169.

Concerning the scale of unemployment and underemployment outside the formal sectors of developing
countries see, for example, United Nations Economic and Social Commission for Asia and the Pacific,
Economic and Social Survey of Asia and the Pacific 1985 (ST/ESCAP/405), United Nations publication, Sales
No. E.86.ILF.1, pp. 96-97. The estimates of underemployment in the formal and informal sectors of
developing countries are from a study by M. Hopkins, "Employment trends in developing countries,
1960-1980 and beyond”, International Labour Review, vol 122, No. 4, 1983.

For the growth of the informal sector in Africa see UNICEF, Within Human Reach - A future for Africa’s
childred (1985), p. 22. On its size in towns in Africa and Latin America see 1LO/JASPA, Informal Sector
in Africa (Addis Ababa, 1985) and Inter-American Development Bank, op. cit., p. 169.

The failures of programmes of balance-of-payments adjustment to take proper account of long-term and
non-economic objectives is analysed in UNICEF, op. cit.

Concerning deteriorations of social services in various African countries see R.H. Green and H.W. Singer,
“Sub-Saharan Africa in depression: the impact on the welfare of children”, World Development, vol. 12, No.
3, March 1984.

On the relationship between inadequate incomes and starvation see S. Reutlinger, "Food security and poverty
in LDGCs", Finance and Development, December 1985, and World Bank, Poverty and Hunger. Issues and
Options for Food Security in Developing Countries (Washington, D.C., 1986), p. 19.

The study based on household surveys in certain Latin American countries is described in O. Altimir, "Pov-
erty, income distribution and child welfare in Latin America”, World Development, vol. 12, No. 3, March
1984.
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CHAPTER I

THE MACROECONOMIC SETTING: INTERACTION OF POLICIES IN
THE MAJOR DEVELOPED MARKET ECONOMIES

A. Policies and performance in the 1980s

The 1980s have witnessed a drastic slow-
down in the pace of economic growth in major
developed market-economy countries (see table
3). After a deep and prolonged recession dur-
ing 1980-1982, economic activity recovered
somewhat, largely owing to the stimulus given
by the United States, but overall performance
has remained extremely poor, with the GNP
growth rate of seven major OECD countries
during 1980-1985 averaging about 2.2 per cent
per annum as against 5.7 per cent in the 1960s
and 3.5 per cent in the 1970s. Moreover, ex-
pansion has been principally concentrated in
Japan and the United States; in the major
European countries the rate of growth has on
average barely exceeded 1 per cent.

Slower growth has been associated with
a deceleration in the underlying potential
growth rates of the economies concerned. In-
deed, the statistical evidence shows that the
potential output, conventionally defined as the
maximum production capability consistent with
stable inflation, and measured in terms of the
observed rate of GNP growth from one peak
of the business cycle to the next, has displayed
a decelerating trend since the mid-1970s. The
growth rate of potential output of the OECD
countries taken together slowed to about 3 per
cent during the first half of the 1980s from
about 5 per cent in the early 1970s; the slow-
down has been more marked in Western
Europe and Japan than in the United States.

Many observers have sought to explain
the decline in the underlying growth of poten-
tial output in terms of a sharp slowdown in
labour productivity growth and continuous rise
in the level of unemployment compatible with
stable inflation, brought about by increased ri-
gidities in the structure of labour and product
markets. Among the factors usually mentioned
are “the major shift in income distribution in
favour of wage eamners, . . . the increased tax

1 IMF, World Economic Outlook (Occasional Paper No
2 OECD Economic Outlook, No. 31, July 1982, p. 7.

burden required to finance government activity,
. . subsidizing declining industries at the cost
of an increase in the public sector deficit, {and}
improvement and extension of unemployment
compensation benefits.”! It has also been sug-
gested that the rise in energy costs reduced the
economically viable capital stock and weakened
potential output growth, particularly in coun-
tries where investment in capital equipment
more suited to the new structure of relative
prices and patterns of demand could not be
undertaken. Moreover, “the continuing forces
of technological change, along with the grow-
ing importance of the newly-industrializing
countries as suppliers of competitive manufac-
tured goods on world markets, necessitated a
progressive adaptation of the economic struc-
ture of OECD countries {which} did not always
take place smoothly, particularly in Europe.”2

While structural problems may well have
increased over time and reduced the degree of
flexibility of economies, it is no coincidence
that the sharp slowdown in output growth has
been associated with a sharp restriction of ag-
gregate demand. Slow productivity growth
generally accompanies high rates of unemploy-
ment, and it has been found that the slower rise
in productivity that took place in manufactur-
ing industries after 1973 was associated with
widespread falls in output in these industries.
Again, productivity growth is largely brought
about by investment, which depends on the ex-
pectations of future sales at sufficient profits,
and hence on the adequacy of demand as well
as on relative prices.

The slow pace of demand since the
mid-1970s has not been conducive to capital
formation and technological innovation. Much
of the decline in potential growth has thus itself
been the result of the slowdown in the level of
activity.3 It has, for instance, been recognized
that “a protracted period of slow growth could

. 4, Washington, D.C., June 1981), pp. 7-8.

3 This is particularly true for the estimates given by the peak-to-peak method, since it ignores such key considerations
as capacity utilization or employment rates associated with the trend. Indeed, estimates of potential output in the
1980s calculated on the basis of the growth in labour and capital inputs and of productivity show higher rates of po-

tential output growth than the peak-to-peak method.
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Table 3

GROWTH, OUTPUT GAP AND UNEMPLOYMENT IN MAJOR DEVELOPED
MARKET-ECONOMY COUNTRIES, 1970-1985

1970-  1980- 1979 1982 1985
1979 1985
Real GNP growth (per cent per annum)
United States 3.0 2.1 2.8 -2.1 2.2
Japan 5.4 4.3 53 3.1 4.6
Germany, Federal Republic of 3.2 1.2 4.0 -1.0 2.4
France 4.1 1.2 33 1.8 1.2
United Kingdom 2.2 1.1 2.2 1.5 3.2
Italy 33 1.4 4.9 -0.5 2.3
Canada 4.3 1.9 3.2 -4.4 4.5
Total, 7 major countries 3.5 2.2 3.0 -0.5 2.7
Output gap (per cent per annum) @
United States 2.4 6.3 1.5 10.1 5.4
Japan 2.7 2.7 2.5 3.9 3.6
Germany, Federal Republic of 2.1 6.2 1.1 7.4 8.2
France 0.5 3.6 -0.1 34 6.8
United Kingdom 0.6 6.3 0.0 8.3 5.8
Italy 1.8 24 -0.5 2.8 5.4
Canada -0.3 4.8 0.6 8.8 5.0
Total, 7 major countries 2.0 5.1 1.2 7.7 5.5
Unemployment (percentage of total labour force)
United States 6.1 8.0 5.8 9.7 7.2
Japan 1.7 24 2.1 24 2.6
Germany, Federal Republic of 2.3 6.4 3.2 6.1 8.6
France 3.8 8.3 5.9 8.1 10.1
United Kingdom 4.4 11.1 5.1 11.4 13.2
Italy 6.3 9.2 7.6 9.0 10.5
Canada 6.6 9.9 74 109 104
Total, 7 major countries 4.4 7.2 4.9 7.8 7.6

Source: OECD Economic Outlook;, IMF, International Financial Statistics; Federal Reserve Bulletin; P. Muller and
R.W.R. Price, "Structural budget deficits and fiscal stance” (OECD Working Paper No. 15), Paris, July 1984;
Morgan Guaranty Trust Company of New York, World Financial Markets, December 19835.

a The difference between potential and actual output expressed as a proportion of actual output (see text).

seriously damage OECD economies; slow
growth tends to engender slow growth. It
harms productive potential, through weak in-
vestment and a degradation of labour skills.”4

It 1s noteworthy that, even after allowing
for the decline in potential output growth, the
recent slowdown in activity has enlarged the
gap between actual and potential output, as
well as between actual and potential employ-
ment. In other words, this drastic slowdown
has taken place not in the context of ex-
haustion of production and technological ca-
pabilities and increased pressure on supply, but,

4 OECD, op. cit., p. 10.

on the contrary, of increased slack. In short,
the developed market economies have been
operating far below their potential trend level,
which itself has been falling in large part be-
cause of the persistent gap between actual and
potential output. While the average unem-
ployment rate in the seven major OECD coun-
tries listed in table 3 remained below 4.5 per
cent in the 1970s, it averaged over 7 per cent in
the first half of the 1980s. Similarly, the gap
between potential (peak-to-peak) and actual
output expressed as a proportion of actual
output has more than doubled, entailing a cu-
mulative loss of output of some $2,000 billion
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at 1980 prices for these seven countries alone.
Two-thirds of this, i.e., $1,300 billion, could
have been avoided had the average rates of un-
employment and output gap of the 1970s been
held constant.

The recovery process has not closed the
output and employment gaps which, for the
seven countries as a whole, are still substan-
tially above their 1979 levels. With the excep-
tion of the United States and Canada,
unemployment rates remain above the peak
rates registered in 1982, and in some countries
the output gap is also wider. 1t has been esti-
mated that in order to close the output gap by
1988 these countries would need to achieve an
average growth rate of about 4 per cent per
annum from 1983 to that year - a figure well
above the recent average. In the light of the
present slowdown, the output gap is very likely
to persist throughout the rest of the decade.

Although these considerations suggest
that there is substantial scope for expansionary
policies, the slowdown has, in fact, been the
result of restrictive policy stances. Overall,
macroeconomic policies have been geared pri-
marily towards reducing inflation, which had
reached very high levels at the cnd of the 1970s
and introduced important economic distortions.
Monetary restriction has been adopted as the
main tool of anti-inflation policy while re-
duction in the size of the public sector has been
seen as a prerequisite for growth through in-
creased private initiative. This thinking has
held sway even in the United States where,
contrary to the original intentions, sizeable fis-
cal deficits have emerged. However, the private
sector expenditure has not risen spontaneously,
and its trend has been governed by the degree
of stimulus applied or withdrawn by the public
and/or external sectors.

For the seven major OECD countries
taken together, the average ratio of actual
budget deficits to GNP was around 3.5 per cent
during 1980-1985. However, this ratio is not
an appropriate measure of fiscal stance, since
actual deficits are not independent of the level
of activity: a high ratio may result from a low
level of activity rather than an expansionary
fiscal stance. Structural deficits, i.e., those that
would emerge if the economy were to grow in
line with potential output, provide a more ap-
propriate measure of fiscal stance. But it is the
change in the fiscal balance that determines
whether or not fiscal stance is expansionary.
On that measure, fiscal policy has not, on av-
erage, been stimulative (see table 4). The
United States expansion has been largely offset
by contraction in Japan, the Federal Republic
of Germany and the United Kingdom, with the
result that there was practically no change in
the ratio of structural fiscal balance to potential

GNP during the first half of the 1980s; it moved
to surplus by about 0.5 percentage points over
1979-1982, and to deficit by the same amount
in the subsequent period due to the United
States tax cuts. While all seven major countries
have actual deficits at present, the Federal Re-
public of Germany and the United Kingdom
have structural surpluses whereas, in Japan and
France, the budget is more or less structurally
balanced.

There is no comparable measure of the
degree of tightness of monetary policy. In
general, monetary aggregates have tended to
grow more slowly throughout the 1980s; the
demand for money has also undergone major
shifts because of changes in the conduct of
monetary policy and the impact of financial
deregulation and innovation. Nevertheless, the
generalized rise in real interest rates to excep-
tionally high, and in some cases unprecedented,
levels provides evidence for the stance of mon-
etary policy. The rise in real interest rates
started before the United States structural
budget balance had begun to deteriorate. It is
sometimes argued that since capital is mobile
internationally, the fiscal pressure on interest
rates ought to be measured globally. As indi-
cated earlier, the overall fiscal stance has barely
changed in the 1980s. This suggests that the
rise in real interest rates in all major industrial
countries reflected primarily restrictive mone-
tary policies.

Real interest rates were only one of the
key set of prices that were drastically changed
as a result of the policy mix and stance in the
major countries. Exchange rates of the major
currencies were another. The value of the dol-
lar, as measured by the effective exchange rate,
rose by more than 50 per cent in nominal terms
and by just under 50 per cent in real terms be-
tween 1980 and early 1985, and, despite its re-
cent fall, remains above the level of the early
1980s. Both mterest and exchange rates have
shown substantial short-term instability. The
Eurodollar rate reached about 19 per cent dur-
ing Spring 1980, dropping to about 9 per cent
in mid-summer, climbing back to 20 per cent
towards the end of the same year and returning
to about 9 per cent, after various ups and
downs, at the end of 1982. Exchange rates
have varied by 5-10 per cent within a matter of
a few days, and there has been a marked up-
ward shift in the short-term volatility of ex-
change rates even as compared to the
turbulence of the early days of floating.

The terms of trade between goods that
are flexible in price and those whose prices are
more closely related to costs and are therefore
sticky (Le., fix-price goods) have also under-
gone major changes. Nominal prices of non-oil
commodities fell sharply when the recession
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Table 4

ACTUAL AND STRUCTURAL FISCAL BALANCES
IN SEVEN MAJOR DEVELOPED MARKET-ECONOMY COUNTRIES 4

1985 ratio b of

Change from 1979 to
1985 in the ratio € of

Country Actual Structural Actual Structural
fiscal fiscal fiscal fiscal
balance to balance to balance to balance to
actual GNP potential actual GNP potential

GNP GNP
Per cent Percentage points

United States -3.5 -1.9 -4.1 -3.1

Japan -1.3 -0.5 3.5 3.8

Germany, Federal

Republic of -1.1 1.2 1.5 3.5

France -2.6 -0.2 -1.9 0.6

United Kingdom -3.1 2.4 0.4 5.6

Italy -14.0 -10.7 -4.5 -1.0

Canada -6.1 -2.6 -4.3 -1.0

Total, 7 countries -3.5 -1.4 -1.8 -0.1

Source: OECD Economic Outlook (various issues); Morgan Guaranty Trust Company, World Financial Markets,

December 1985.
a General government basis.
b A negative sign indicates a deficit.

¢ A negative sign indicates a move towards fiscal expansion.

deepened in 1982. Their subsequent recovery
from mid-1983 to mid-1984 made up for less
than 15 per cent of the previous decline, and
they fell again after mid-1984. Since prices of
manufactured products were relatively stable,
the terms of trade turned sharply against pri-
mary commodities.

Movements in interest and exchange
rates and in the commodity terms of trade have

had a major influence on the performance of
the world economy during the 1980s by trans-
mitting the expansionary and contractionary
impulses through the channels of trade and fi-
nance. The significance of the macroeconomic
policies of the major industrial countries has
thus been much greater than would be indi-
cated by these countries” shares in world out-
put, trade and finance.

B. Recession and recovery in the United States

1. Shift in the monetary stance and the
1980-1982 vecession

At the end of the 1970s the United States
economy was characterized by double-digit in-
flation, a cheap dollar and a modest growth of
output (see annex table 18). The unemploy-
ment rate (around 6 per cent) was widely con-

sidered to be compatible with a stable rate of
inflation. Nevertheless, inflation was acceler-
ating. It was widely held that this was due not
only to the rise in oil prices but also, and more
importantly, to the failure of monetary aggre-
gates to slow down, and to a buildup in infla-
tionary expectations resulting from greater
“erosion in the credibility of the Federal Re-
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serve’s will and capacity to control the situ-
ation.”s

It was against this background that in
October 1979 a major shift occurred in the ap-
proach of the Federal Reserve Board. The new
approach was to target some monetary aggre-
gates in order to reduce inflation, and to let the
market determine the interest rates as an out-
come of the balance between demand for and
supply of liquidity. An equally important ele-
ment of this approach was to secure the confi-
dence of the public in the fulfilment of
monetary targets, in order to restore credibility
and influence favourably the expectations re-
garding future inflation. Achievement of pre-
announced targets was expected to improve the
behaviour of labour and product markets and
lessen the trade-off between inflation and un-
employment. In this way, a swift return to
price stability was to be ensured without major
sacrifices of output and employment.

A deep and prolonged recession never-
theless occurred, with the rate of unemploy-
ment climbing rapidly from under 6 per cent in
1979 to over 10.5 per cent in the fourth quarter
of 1982, exceeding the previous post-war record
of 1975 by more than 1.5 percentage points.
Capacity utilization in manufacturing fell to a
post-war trough of 68 per cent in late 1982.
Even more significant was the duration of re-
cession; setting aside the short revival in eco-
nomic activity after mid-1980, it lasted 12
quarters, whereas the previous post-war record,
in 1974-1975, had been five, with all other
post-war recessions lasting less than four. The
rise in unemployment and the fall in activity
entailed a cumulative loss of output of more
than S500 billion.

Expectations that the change in the con-
duct of monetary policy would ease the disin-
flation process were not borne out in practice.
Inflation stayed high throughout 1980 and
most of 1981, coming down only when re-
cession deepened. While the inflation proved
no less stubborn than in the past, the extent
and speed of the disinflation sought was much
greater; consequently, the real costs were pro-
portionately larger. On average, it cost about
2 percentage points of output growth to reduce
inflation by about 1 percentage point.

Fiscal policy played initially little or no
role in this process, and the structural budget
deficit barely changed from the last quarter of
1979 to the second quarter of 1982. Thereafter
fiscal policy came to the fore: domestic de-
mand rose substantially during the second half
of 1982 owing to the fiscal stimulus imparted

by the 1981-1982 tax cuts (discussed below),
but GNP failed to recover because of the con-
tinued fall in exports caused by the appreci-
ation of the dollar and sharp import cuts on the
part of developing countries. Despite the
slowdown in inflation and the deepening of re-
cession, and notwithstanding attempts to start
recovery through tax cuts, monetary policy re-
mained contractionary during the first three
quarters of 1982. However, in October 1982
the Federal Reserve Bank revised its money
supply targets upwards.

Beginning in 1979 interest rates escalated
sharply. From the last quarter of 1979 to the
end of 1982, the nominal rate on three-month
Treasury bills averaged 12 per cent, represent-
ing an average real rate of 3.5 per cent, which
were respectively two and two-and-a-half times
higher than at any point in the previous 26
years. The nominal rate exceeded the average
for the previous four-year period (1976-1979)
by more than two-thirds, while the real rate in
the previous period was barely positive.

The persistence of high interest rates
cannot be explained entirely by inflationary ex-
pectations. For one thing, short-term interest
rates are not sensitive to expectations; rather,
they reflect the stance of monetary policy.
Over 1980-1982 its stance was clearly tight, for
the average annual rate of increase in M1 fell
considerably short of the average rate of price
inflation, implying a decline in money holdings
in real terms; the highest rates of interest were
recorded during 1980-1981, when the money
stock fell substantially in relation to nominal
income. For another, nominal interest rates
showed no tendency to fall when inflation
started to decline at the end of 1981, and did
not do so until the Federal Reserve Bank raised
its monetary targets. Far from pushing up
short-term rates, this brought them down by a
full 4.5 percentage points within two quarters,
and they did not show any tendency to rise
until the recovery picked up in the first half of
1983. However, since the fall in interest rates
was accompanied by a slowdown of inflation,
the real rate of interest remained high.

The rise in the exchange rate of the dollar
was another notable feature of the recession
period; from the last quarter of 1979 to the end
of 1982, the effective rate rose by about one-
third in both nominal and real terms. The ma-
jor factor in the strength of the dollar was the
widening of interest rate differentials resulting
from the rise in the rates on dollar-denominated
assets. In 1981, when the real interest rate dif-
ferentials turned sharply in favour of the United
States, both the real and nominal effective ex-

5§ "US monetary policy in recent years: An overview”, Federal Reserve Bulletin, January 1985, p. 16.
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change rates of the dollar made a big jump,
rising by about 20 per cent. Over this period,
the short-term dollar interest rates exceeded the
competitive rates on average by more than 2
percentage points.

The policy of money supply targeting ran
into a number of problems. The monetary ag-
gregates did not prove to be as controllable as
had been expected; despite the wide margins of
the targets set, M1 was outside the range more
than half the time. In particular, the markets’
search for liquidity in a context of financial de-
regulation resulted in the introduction of vari-
ous interest-bearing transaction accounts and
entailed shifts of funds, with implications for
the various monetary aggregates. Conse-
quently, the major monetary aggregates moved
disparately, reducing their reliability and use-
fulness as a guide to policy, and forcing the
Federal Reserve Bank to redefine its monetary
aggregates.

Moreover, financial innovation and de-
regulation altered the relationship between
monetary aggregates, on the one hand, and in-
terest rates and nominal income, on the other.
The relationship between the demand for
money and income proved unstable and the
velocity of circulation of M1 became erratic.
Movements in nominal income were not related
in any predictable way to the movement of
monetary aggregates. There was, in fact, a
strong negative correlation between money
growth and nominal GNP growth from the first
quarter of 1981 to the first quarter of 1983. In
1982, the historical relation between M1 and
nominal income overpredicted the latter asso-
ciated with a given growth rate for the -former,
owing to the shift in the demand for MI.
Monetary policy therefore became more
contractionary than would have been expected
from the historical patterns.

2. Tax cuts and fiscal stimulus

While the pursuit of the prime objective
of reducing inflation by means of monetary re-
straint continued uninterrupted, the United
States Administration sought to bring about
recovery through increased private initiative.
In the belief that private initiative was inversely
related to the size of government, massive cuts
in personal and corporate taxes, beginning with
the 1981 Economic Recovery Tax Act (ERTA),
sought to give incentive to work and effort, and
to private saving and investment. In other
words, the stimulus was expected to come from
the supply side via relative prices and deregu-

lation, rather than through effective demand
and incomes.

There were basically two schools of
thought in reconciling tax cuts with budgetary
discipline. Some held that lowering revenues
would eventually lead to cuts in government
spending since, in the long run, tax revenues
would determine the size of government.
Hence, future spending cuts were an integral
part of the fiscal programme. Others main-
tained that cuts in marginal tax rates would
bring about a balanced budget by stimulating
private initiative and generating higher output,
thereby generating higher tax receipts. While
these two views were not necessarily in agree-
ment on the impact of tax cuts on the size of
government, they converged on the need for
increased “supply side” stimulus, and both
played a part in the introduction of ERTA.

Subsequent developments have not so far
fulfilled either of these expectations. Tax re-
venues have lagged behind the rise in incomes.
Moreover, government expenditures have not
fallen, and the share of budget outlays in GNP
has recorded an increase of about 0.5 of a per-
centage point between 1981 and 1985, for, al-
though civilian expenditures were cut heavily,
the decline was counterbalanced by additional
defence expenditures. Consequently, the actual
budget surplus of 1979 was followed both by
actual deficits which rose to about 4 per cent
of GNP in 1985, and by structural deficits of
about 2 per cent of potential output in the
same year. The total gross public debt climbed
by about $800 billion between 1981 and 1985,
from 35 per cent to more than 45 per cent of
GNP.

The United States fiscal deficits have not
been generated in the context of deliberate de-
mand management policy. Indeed, systematic
resort to fiscal policy tools for counter-cyclical
purposes has been eschewed in the belief that,
once deregulated and freed from high taxes, the
economy would not need management of this
sort, and the private sector would generate the
requisite level of demand. Consequently, mon-
etary policy remained the only means of affect-
ing the course of the economy.

However, the increased role for monetary
policy has not been accompanied by a
commensurate widening of its perspectives and
objectives; reducing inflation has remained its
prime goal (though more recently exchange rate
considerations have also come into the picture).
Monetary policy was tightened soon after the
economic recovery accelerated in order to
check the pressure of aggregate demand on
supply and in July 1983, less than six months
after the trough of the recession, the Board of
Governors of the Federal Reserve System re-
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ported to the Congress that “there are indi-
cations that some of the cyclical influences that
helped reduce inflation during the recession
have waned . . . and growth in neminal spending
at the present rate over a sustained period
would suggest renewed inflationary pressures.”é
Again, in 1984, the targets for all monetary ag-
gregates were lowered by comparison with 1983
as recovery quickened. The refusal of monetary
authorities, before 1985, to finance fully the
growth stimulated by fiscal deficits pushed real
interest rates to record levels. This in turn has
damaged heavily indebted sectors of the econ-
omy, such as agriculture, and pushed up the
dollar, undermining the competitiveness of do-
mestic producers and helping to generate large
trade deficits and the associated deterioration
in the external assets position.

3. Interest rates and the dollar

The popular view is that the rise in
United States interest rates has been due to in-
creased fiscal deficits, but there is a certain lack
of clarity as to how the two are related. One
possible channel is the portfolio effect: a rise in
fiscal deficits financed by borrowing from the
public implies an increase in the supply of gov-
ernment bonds, the absorption of which in pri-
vate portfolios may require a rise in interest
rates. But the flow involved of such funds is
very small relative to the outstanding stock of
financial assets, barely exceeding 2-3 per cent.

Another possible way in which increased
deficits could give rise to higher interest rates
is that, as deficits continue to increase, the in-
crease in taxes expected to become necessary
eventually to replace the amount otherwise
raised by new bond issues will expand. It will
become too large and politically too difficult to
carry out, leading to expectations of
monetization of deficits and increased inflation,
and hence to higher interest rates. However,
this explanation is not consistent with the sub-
stantial rise in real short-term rates.

Another explanation put forward is that
the expected return on investment has risen -
thanks to tax concessions and depreciation al-
lowances, the easing of the burden of regu-
lation, increased confidence, etc. - thereby
increasing the demand for funds. Again, the
amounts involved are too small in comparison
to total portfolios to explain the substantial rise
in real interest rates. For example, over

1982-1984 the total funds raised by the non-
financial corporate sector remained less than 5
per cent of GNP and below the ratios observed
during 1979-1981. Besides (as discussed below),
the pattern of sectoral investments has not
been closely related to rates of return after tax.

The origin of the rise in interest rates
must rather be sought in the impact of in-
creased spending, which was stimulated by tax
cuts, on the demand for liquidity in the context
of a tight monetary policy. As recognized by a
recent OECD study, “interest rate increases
might be a natural corollary of a successful fis-
cal policy; if deficit spending raised aggregate
demand then it would increase the demand for
money, and in the face of tight monetary policy
the costs of holding money would rise.”” Much
the same thing would have occurred if recovery
had come about as a result of a spontaneous
burst of private spending or rise in exports in-
stead of fiscal deficits. Conversely, the rise in
interest rates would not have occurred if tax
cuts had resulted in largely corresponding
higher savings; but in this case, the rise in in-
terest rates would have been avoided only at
the expense of recovery.

In other words, a cut in fiscal deficits,
unless accompanied by less restrictive monetary
policy, would have reduced the interest rates
primarily by reducing the level of activity. One
estimate suggests that a permanent S50 billion
budget cut starting in 1984 would have gener-
ated, over a period of five years, an average re-
duction of between 0.8 and 1.8 percentage
points in short-term interest rates, and of the
rate of output by a similar margin. The same
study also indicates no portfolio effect of in-
creased deficits on interest rates. Again, a
deficit-cut scenario predicts about a 4 percent-
age point fall in interest rates by the end of the
decade, but in the context of a sharp deceler-
ation in economic activity; domestic demand
would shrink by 2 per cent per annum, with
unemployment rising to over 15 per cent.
Similarly, the findings of another study that set
out to establish the direct link between budget
deficits and interest rates suggests that two-
thirds of the rise in real interest rates over
1981-1984 may have been caused by changes in
monetary policy, financial deregulation and
other non-fiscal developments, and that the link
between fiscal deficits and interest rates was
weakened during that period. Finally, a study
on the timing of swings in real interest rates
suggests that the recent interest rate behaviour
is explained largely by changes in the monetary
policy regime.

6 . "Monetary policy report to the Congress”, Federal Reserve Bulletin, August 1983, p. 580.

7 Jean-Claude Chouraqui and Robert W.R. Price, "Medium-term financial strategy: The co-ordination of fiscal and
monetary policies”, OECD Economic Studies, No. 2, Spring 1984, p. 21.
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Despite the sharp decline in nominal in-
terest rates, real interest rates remained at 4-5
per cent during 1983-1985. The differential be-
tween the Eurodollar real rate and the weighted
average real short-term interest rate of the
other major countries has also remained rela-
tively stable, at around 3 percentage points.
As mentioned earlier, the rise of the dollar in
1980-1982 can largely be explained by the wid-
ening of the interest rate differentials. How-
ever, the dollar continued to rise between 1983
and the third quarter of 1985, although there
was no substantial change in the interest rate
differentials. This appears to have been due to
“speculative bubbles” or a “bandwagon type”
movement, resulting from an upward revision
of expectations concerning how long the inter-
est rate differentials would persist, and expec-
tations that the dollar would keep rising.

While the decision of the monetary au-
thorities not to accommodate fiscal stimulus
and recovery resulted in sharp rises in interest
rates and the dollar, these in turn contributed
to the growth of government debt by exerting
a downward influence on budget revenues and
increasing the interest payments (see box 1).

4. The strength and main characteristics of
the recovery

Since early 1983, the United States econ-
omy has enjoyed an average annual growth rate
of 4.8 per cent over ten consecutive quarters.
Rapid growth is typical of recovery from re-
cession; 1n the five previous such episodes dur-
ing the post-war period the annual growth rate
averaged 5 per cent over the same span of time.
Real output grew from the previous peak (in
the second half of 1979) by 10 per cent within
two years whereas in the previous cycles the
average had been 12 per cent.

A distinct feature of the present recovery
has been the disparity between the rates of
growth of output and of final domestic demand.
The latter has increased more rapidly than in
previous recoveries - 5.4 per cent annually,
compared to 4.3 per cent - but because of the
swing in the trade balance GNP growth fell
below the rate of growth of domestic demand.
The deterioration in the net external balance
lowered the GNP growth rate by about 1.5
percentage points per annum, whereas in five
previous expansions the effect of net exports
(i.e., exports minus imports) on recovery was,
on average, neutral.

The worsening of the trade balance has
been due to the dollar appreciation, stagnation
in other major OECD countries, and import
cuts by developing countries. One estimate
puts the contribution of the dollar to the swing
in the United States current balance at around
two-thirds, and another at one-third, with the
second and third factors accounting for the
rest. There can be little doubt that the dollar’s
strength has contributed significantly to the
swelling of imports, which rose at an average
annual rate of more than 18 per cent (compared
to less than 7 per cent in previous recoveries),
and to the weak performance of exports, which
grew at less than 0.5 per cent per annum
(against more than 8 per cent in previous ex-
pansions).

In the absence of the dollar appreciation
and the consequent demand leakage abroad,
much of the excess of investment over domestic
savings could have been avoided, since domes-
tic output and aggregate savings would have
been larger (and, as shown below, the fiscal
deficits smaller); both unemployment and
underutilized capacity remained high in the re-
covery. Monetary policy in the United States
has thus had a depressive influence on domestic
production and employment through its impact
on the dollar. This conclusion does not tally
with the popular notion that capital inflows
helped restrain the rise in United States interest
rates, and hence increased the level of expendi-
tures by checking the “crowding out” effect of
fiscal deficits.

Business inventories have increased more
rapidly than in previous expansions, but by far
the most significant departure from the previ-
ous episodes has been the rise in business fixed
investment. Despite very high interest rates, it
has recorded an average real rate of growth of
more than 13 per cent, almost twice the average
observed in previous cycles, and accounted for
1.5 percentage points, or 30 per cent, of the
annual growth in real GNP. The pace of re-
covery in business investment appears equally
remarkable when comparison is made in terms
of the rise from the previous peak.

The investment boom has taken place in
the context of a shift towards short-lived capi-
tal. Investment in producers’ durable equip-
ment (PDE) rose during the first two years of
the recovery at nearly 16 per cent, i.e., more
than twice that of investment in non-residential
structures. Business purchases of automobiles
and office equipment (including home comput-
ers) accounted for more than 90 per cent of the
total rise in PDE over 1979-1984. Recovery in
other capital equipment remained weak.?3 Do-

8 There is a problem of allocating individual products between consumption and investment application, since the na-
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mestic capital goods production rose by 1984
to only 85 per cent of its 1979 level, after hav-
ing fallen to 70 per cent during the trough of
the recession.  Within the non-residential
structures, commercial investment rose by an
annual rate of about 11.5 per cent while indus-
trial structures fell at a rate close to 12 per cent,
far greater than its rate of decline (under 2 per
cent) during the recession; between 1980-1984,
industrial construction remained almost un-
changed whereas the total rise in commercial
construction in this period was about 70 per
cent.

This pattern cannot be explained by the
mvestment incentives provided by the 1981 Act
referred to in section 2 above. Spending on
office equipment and automobiles started to
increase before the Act came into effect, and
the recovery was not led by those types of cap-
ital that qualified for the largest reduction in
effective tax rates: indeed, there was no change
in tax treatment of automobiles, and the rate
on computers rose. On the other hand, while
there were substantial tax reductions for all

kinds of non-residential structures, investment
in commercial buildings rose but in industrial
structures declined. It would appear that in
sectors where demand was weak companies
tended to use tax cuts to increase dividends
rather than capital spending.

The rate of growth in manufacturing
output capacity has remained markedly low,
partly reflecting the drastic decline in invest-
ment in industrial structures. During the 11
quarters from the first quarter of 1983 to the
third quarter of 1985, output capacity in man-
ufacturing increased by just over 5 per cent
whereas the rate of increase was about 10 per
cent during the 12 quarters from the first quar-
ter of 1980 to the fourth quarter of 1982.

The leakage of demand through reduced
competitiveness with imports has meant that,
while the non-traded goods sectors, in partic-
ular services, have enjoyed steady and firm
growth, the output growth in manufacturing
has lagged. Of the 7 million increase in aggre-
gate non-agricultural payroll employment dur-

tional income accounts measure investment as a summation of sales. Thus, one survey of business capital spending
gives a much lower figure (14 per cent) for the growth of business investment than the national income accounts (33

per cent).
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ing the first two years of the recovery, only 2.2
million was in manufacturing, mining and con-
struction; trade, finance and other non-
government services absorbed twice as much.
The capacity utilization rate in manufacturing
recovered more slowly than usual and remained
relatively low; although it rose from a monthly
low of 68 per cent in 1982 to 82 per cent at the
end of 1984, it declined further to 80.5 per cent
in July 19835, staying about 6 percentage points
below the monthly high observed during
1978-1980.

It remains uncertain what the longer-term
consequences of these patterns will be, partic-
ularly the shifts to short-lived capital and to
services sectors, for the growth potential of the
United States economy. OECD has pointed
out that “on the one hand it could mean a more
flexible industrial structure, with an automatic
upgrading of technology reducing the chance
of large-scale obsolescence such as occurred in
auto, steel, machinery and other large-scale
United States manufacturing in the late 1970s.
On the other hand, a shorter-lived capital stock
could increase instability, especially if invest-
ment were to remain depressed for an extended
period and the capital stock were quickly run
down.”?®

The macroeconomic policies of the
United States during the first half of the 1980s
have been successful in bringing down inflation
from very high to very low levels. The rate of
increase of consumer prices was more than
halved between 1980 and 1982, falling from
13.5 per cent per annum to 6 per cent. More-
over, the United States recovery provided the
world economy with its only autonomous
expansionary stimulus, since the other major
developed market economy and the developing
countries were undertaking deflationary meas-
ures. The downward trend in output and the
upward trend in unemployment in the United
States were successfully reversed after 1983, but
disinflation continued: the consumer price in-
flation fell by a further 2.5 percentage points
between 1983 and 1985 (see chapter 111, section
D). Nevertheless, in addition to the earlier
costs of disinflation in terms of lost output and
employment, which were substantial due to the
size and speed of disinflation sought, the in-
consistency between the United States mone-
tary and fiscal policies, together with the rise in
interest and exchange rates, have generated se-
rious problems for several sectors of the econ-
omy.

The appreciation of the dollar and the
consequent deterioration in the external bal-
ance has led to a sharp swing in the net external

asset position of the United States economy.
In the two years beginning in 1983, the United
States lost its status as the world’s largest
creditor country, which it had held since the
First World War, and accumulated debt
amounting to over $250 billion, i.e., almost half
the total outstanding bank debt of developing
countries. It has been estimated that on cur-
rent trends, by the end of the decade, the
United States net foreign debt will be between
$400 and $1000 billion, depending on the dol-
lar. This would mean that an annual trade
surplus of between $50 billion and $100 billion
would be required just to balance the current
account.

Despite increased trade restrictions in
some areas, import penetration in the United
States market rose substantially for manufac-
tures. At the same time, exports of manufac-
tures as a proportion of output fell from about
19 per cent in 1981 to under 15 per cent in
1985. In consequence, the trade balance in
manufactures has deteriorated by more than
$100 billion over this period. The deterioration
has been particularly severe in semi-
manufactures, autos, parts and engines, elec-
tronics and other capital goods, as well as in
clothing and footwear. While some of these
industries may have structural weaknesses,
others, including capital goods and high-
technology industries, are regarded as highly
competitive in world markets. Moreover, in
some of these industries there was not only a
fall in exports in relation to output, but also a
fall in the level of output, even during the re-
covery phase. These developments gave rise to
increased pressures for protectionism and
threatened to disrupt the trading system (see
chapter IV, section C).

Agriculture is another sector in the
United States that has traditionally been con-
sidered highly competitive but was dislocated
by the imbalances that characterized the coun-
try’s economy in the 1980s. The combined ef-
fects of the recession and the dollar on export
revenues and cash flows of farmers and the im-
pact of high interest rates have created an acute
debt problem in this sector (see chapter III,
section B).

Another notable feature of the 1980s has
been the surge in the volume of financial
transactions spurred by deregulation and inno-
vation. Daily transactions in shares more than
doubled over a period of five years; trading in
the government securities market quadrupled,
and financial futures and options trading rose
to unprecedented levels. Moreover, there has
been a considerable surge in corporate take-

9 OECD Economic Surveys, United States (Paris, November 1985), p. 12.
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overs. The volume of mergers, acquisitions and
buyouts in 1984 exceeded the previous annual
high by about 60 per cent.

This increased financial activity has re-
flected, in part, a shift from investment in
physical assets to investment in financial assets,
and increased indebtedness contracted in order
to acquire financial assets or to buy control.
The increase in the indebtedness of the non-
farm private sector has matched that of the
farm sector, the government, and the economy
as a whole (see chapter 1V, section A). It has
also been unrelated to the growth of real eco-
nomic activity: as noted by a chief economist
of a top investment bank which alone handles
annual financial transactions worth more than

GNP: “You can argue all you want that this is
motivated by the free market, but the fact is
that we don’t need these high transaction vol-
umes to produce the current level of gross na-
tional product.”® Similar concerns were
expressed by the chairman of the Board of
Governors of the Federal Reserve System, Mr.
A. Volcker, who is reported to have said that
“we’ve become expert in trading all kinds of fi-
nancial assets and companies . . . but all the
while, productivity still lags. . . . We spend our
days issuing debt and retiring equity - both in
record volume - and then we spend our
evenings raising each other’s eyebrows with
gossip about signs of stress in the financial
system,”11

C. Western Europe and Japan

1. Stance of fiscal and monetary policies

During the 1970s the major Western
European countries experienced exceptionally
high rates of inflation and unemployment as
well as slower growth. While economic growth
recovered during the second half of the decade
and prices slowed down somewhat, both un-
employment and inflation rates remained high.
In Japan, unemployment remained low
throughout the 1970s, but inflation accelerated
and growth slowed down sharply in the
mid-1970s. Inflation was gradually reduced
during the second half of the 1970s and activity
picked up, but the rate of growth of GNP re-
mained low compared with the 1960s and early
1970s. While in both Western Europe and
Japan monetary restraint was widely applied in
response to persistent inflation, in general, fis-
cal stance remained expansionary. Indeed, fis-
cal policy was seen in several countries as the
main instrument of active demand management
to restore growth. This was particularly true
for Japan, where deficit financing was seen as
a means of providing support for demand in the
face of deceleration in private investment and
a high savings ratio. Although real government
expenditure did not grow any more than before,
the decline in GNP growth entailed a rise in
actual deficits as well as in the ratio of public
debt to GNP.

Against the background of high unem-
ployment, inflation accelerated once more dur-
ing the late 1970s and early 1980s. The
dispersion of inflation rates also increased,
ranging from a moderate level of around 4 per
cent in the Federal Republic of Germany and
Japan to about 13-15 per cent in the United
Kingdom and Italy in 1979, accelerating further
in Japan, the United Kingdom and Italy during
the early 1980s (see annex table 19). While the
second oil price rise was viewed as an important
factor in the acceleration of inflation, the in-
creased pressure of demand on capacity and the
lagged effects of rapid monetary expansion
were also widely regarded as important. The
policy response was therefore different from
that of the mid-1970s. Unemployment and
slowdown in growth in many, perhaps nearly
all, OECD countries were increasingly traced to
structural rigidities, including growing inflexi-
bility in labour and product markets, the emer-
gence of major imbalances in the share of
aggregate income, and a shift in the tax burden
to employment and investment, resulting in a
decreasing responsiveness of domestic supply
to increases in demand and a lessening of the
trend forces for growth. Hence, “economic
performance would quite possibly have deteri-
orated even without the two oil price shocks.”12

Thus the late 1970s and early 1980s wit-
nessed a shift in policy from the management
of aggregate demand designed to secure high

10 Remarks made by Mr. Albert M. Wojnilower of First Boston Corp. (reported in Business Week, 16 September 1985,

p. 55).
11 Jbid., pp. 55 and 66.

12 OECD Economic Outlook, No. 31, July 1982, pp. 6 and 7.
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growth and full employment to what has come
to be known as “medium-term financial strat-
egy”. The overriding emphasis of this strategy
was on financial objectives, and it comprised
convergence of monetary and fiscal policy in
order to better control monetary growth and
inflationary expectations; and reduction in the
growth of public spending relative to nominal
income in order to alleviate the “supply side”
distortions; and reduction in government bor-
rowing and debt to reduce the growth of public
sector debt service and lessen “the crowding
out” of private investors in financial markets.
Cuts in public spending were seen as essential
for reducing government borrowing and inter-
est rates in order to stimulate recovery through
increased private investment and also in order
to permit tax cuts.

While there were differences in the extent
to which this strategy was applied, the fiscal
policies of almost all major Western European
countries as well as Japan were aligned to it.
Japan set itself the target of reducing public
sector deficits to 3.3 per cent of GNP, through
a “zero ceiling” on public spending growth over
1980-1985; the Federal Republic of Germany
set out to reduce federal deficits from DM34
billion to DMI17.5 billion (representing less
than 1 per cent of GNP), to be achieved by
holding public expenditure growth below 4 per
cent a year over 1981-1985; France sought to
stabilize the central government deficit at 3 per
cent of GDP in 1982-1983; Italy attempted to
freeze the Public Sector Borrowing Require-
ment (PSBR) at its 1980 level over 1981-1983;
and the United Kingdom targeted a 3.7 per-
centage point reduction in the PSBR to 2 per
cent of GDP over 1980-19835, implying a 4 per-
centage point reduction in the share of total
public expenditure in GDP, to be achieved
largely by cutting capital formation in the pub-
lic sector and increasing taxation.

The outcome of this strategy was a sharp
contraction of public sector deficits. The ratio
of actual deficits of these countries taken to-
gether to total GNP/GDP fell by about 0.8
percentage points from 1979 to 1985. More
importantly, the ratio of structural deficits to
potential GNP/GDP fell by more than 2.5 per-
centage points in the same period. In the
United Kingdom and the Federal Republic of
Germany, the structural deficits of over 3 per
cent and 2 per cent of potential GNP/GDP in
1978-1979, respectively, turned into structural
surpluses of about 2.4 per cent and 1.2 per cent
in 1985. In Japan, the structural deficit as a
percentage of GNP was cut every year after
1978, giving a total swing of 4.4 percentage
points and a more or less structurally balanced

budget in 198S5; the actual deficits also fell con-
tinuously, from 4.8 per cent of GNP in 1979 to
1.3 per cent in 1985. In France, the structural
deficit rose during 1982-1983 in the course of
the Government’s attempt to reflate, but cuts
earlier and later meant a total swing of 1.5
percentage points over 1979-1985. In Italy, af-
ter a rise in 1981, the structural deficit fell in
1983; however, it has kept up during 1984-1985.

Hence, fiscal policy largely ceased to be
geared towards employment and output objec-
tives, and was subordinated to monetary and
inflation control. As an adviser to the Gover-
nor of the Bank of England has stated, “use of
strong intermediate targets, for money supply
and government borrowing, enabled the au-
thorities to stand back from output and em-
ployment as such . . . For what matters is the
refusal of the authorities to stimulate demand
in ’Keynesian’ fashion, or to ‘reflate’, as condi-
tions develop that would in the past have justi-
fied and provoked such a response. The fact
that the monectary targets have not concur-
rently been met, or that the meaning of partic-
ular developments in this or that aggregate has
become very ambiguous, is of much less im-
portance.”13

In the majority of cases, fiscal tightening

© 'was seen as necessary to support monetary

policy, not only to reduce inflationary pressures
but also to ease the pressure on interest rates
that monetary tightening entailed. In almost
all cases, targets for monetary aggregates re-
mained well below the potential output growth
rate after making allowances for a moderate
rate of inflation. In the Federal Republic of
Germany, money supply targets exceeded the
potential annual output growth rate by only 2.5
percentage points while consumer price in-
flation was 5 per cent. In Japan, the average
annual money supply growth barely matched
the rate of potential output growth. As the
main purpose was to disinflate rather than to
provide the liquidity required for potential real
growth, contractions of the real money supply
were widespread, particularly during the early
1980s.

Monetary and fiscal restraints in Western
Europe and Japan resulted in a substantial
slowdown in inflation. However, disinflation
was achieved more rapidly in Japan. The rise
in the consumer price index in Japan fell from
8 per cent in 1980 to around 2 per cent in 1983
and continued at this lower rate during
1984-1985. While some countries in Western
Europe, notably the Federal Republic of
Germany, started from lower peak rates of in-
flation in the early 1980s and achieved a faster

13 1.S. Fforde, "Setting monetary objectives”, Bank of England Quarterly Bulletin, vol. 23, June 1983, p. 207.
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disinflation, for the region in general, inflation
proved to be more stubborn than in the United
States and Japan due in part to the extent of
currency depreciation and the rigidity of do-
mestic food prices (see chapter III, section D).
Nevertheless, it declined from more than 14 per
cent in 1980 to under 7 per cent in 1985.

2. Demand, output and employment

The outcome of the combination of
monetary restraint and fiscal retrenchment was
also a deep and prolonged recession in Western
Europe and a marked slowdown in Japan.
Unemployment in the OECD European coun-
tries climbed from under 6 per cent in
1978-1979 to over 10 per cent in 1983. Output
fell for two consecutive years in the Federal
Republic of Germany, the United Kingdom and
[taly. In Japan, the rise in unemployment was
moderate, but the deceleration in growth sub-
stantial; the average GNP growth rate was
about half what it had been in the late 1970s.
In the OECD area as a whole, outside the
United States, there was a cumulative increase
in real output of about 4 per cent between 1980
and 1982, half of which was due to the growth
of net external demand (almost all from the
United States); even with unchanged fiscal pol-
icies the increase in output could have been at
least 5 per cent. The output gap widened sub-
stantially, from an average of about 1 per cent
at the end of the 1970s to over S per cent in
1982 in these countries as a whole, reaching
over 8 per cent in the United Kingdom and 7
per cent in the Federal Republic of Germany.

The impact on real activity varied. The
recession came earlier in the United Kingdom
and nowhere else was it so deep and prolonged.
Real output fell at an average rate of 2 per cent
over 1980-1981, and in 1982 output was 7 per
cent below the trend prevailing in the 1970s.
The capacity utilization rate in manufacturing
fell from the 1979 peak of about 88 per cent to
73 per cent. The rate of unemployment rose
continuously every year. It doubled the
1978-1979 level by 1982 and stayed at about 13
per cent for the next three years. The decline in
total manufacturing employment of 20 per cent
during 1979-1982 accounted for almost the en-
tire rise in the unemployment rate, and youth
unemployment exceeded 25 per cent. On aver-
age, it took roughly a cumulative 2.5 percent-
age point rise in the unemployment rate to
secure a single percentage point fall in the rate
of inflation. The fact that employment fell
more than output - i.e., that productivity rose
- largely reflected the scrapping of marginal
equipment rather than capital accumulation

and technical progress, casting serious doubts
on the sustainability of the increase.

Japan’s performance over 1980-1982 was
tied to its external sector. Capital spending and
budget deficits as a proportion of GDP fell by
2 and 1 percentage points, respectively, from
1979 to 1982 and, of the average GNP growth
of 3.5 per cent per annum, no less than 2 per
cent per annum was due to growth in net ex-
ports. The rate of unemployment increased
and the rate of capacity utilization in manufac-
turing fell to under 79 per cent from the 1979
peak of 91 per cent. In the Federal Republic
of Germany, too, the contribution of external
markets to aggregate demand alleviated the
impact of government policy on output and
employment. Nevertheless, because of the de-
cline in the domestic “autonomous” compo-
nents of effective demand, output fell in 1981
and again in 1982, the output gap increased
from about 1 per cent in 1979 to more than 7
per cent in 1982, the unemployment rate dou-
bled and capacity utilization in manufacturing
fell by more than 10 percentage points. In
France private investment fell in 1980-1982 and
the contribution of net exports to GNP growth
remained negative, but moderate growth in
consumer spending prevented a sharp decline
in output. Italy, on the contrary, experienced
a substantial slowdown in consumer spending
during 1981-1982 which, in combination with
stock decumulation and the decline in private
investment, caused output to fall.

Activity picked up in late 1982 in the
Federal Republic of Germany and the United
Kingdom, and in early 1983 in Japan and Italy.
The recovery, however, has been exceptionally
weak by historical standards. Whereas in three
previous upswings output recovered, on aver-
age, by about 25 per cent over the three-year
period after the trough in Japan, and by 13 per
cent in the Federal Republic of Germany,
France and the United Kingdom taken to-
gether, in the three years of this recovery GNP
growth has remained under 14 per cent for
Japan and at 7.5 per cent for the other coun-
tries.  Hence, unlike previous expansions,
Western Europe has lagged substantially be-
hind the United States, while Japan’s perform-
ance has remained relatively weak. The
capacity utilization rate has not been restored
to its 1979-1980 peak; in the third quarter of
1985, it was lower in Japan by 6.6 percentage
points and for the United Kingdom, the Federal
Republic of Germany and Italy from 2.6 to 3.5
points. Since actual GNP growth did not stay
above the potential growth rate for any con-
siderable period, the output gap has not shown
any tendency to diminish. More importantly,
unlike previous recoveries, the unemployment
rate rose.
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This weak performance outside the
United States reflects continued adherence to
restrictive policies, notwithstanding the slow-
down in inflation. Fiscal retrenchment entailed
a reduction of 0.5 percentage points a year in
the GNP growth rate as structural budget bal-
ances rapidly turned into surplus, particularly
in Japan, the Federal Republic of Germany and
the United Kingdom. Unlike its trend in the
United States, the share of investment in total
expenditure has not recovered; it is about 4
percentage points below the pre-recession peak
in Japan, and from 1.5 to 2.5 points below in
the Western European countries. In Japan the
total rate of growth of business capital stock in
the first three years of recovery was 12 per-
centage points lower than the average of previ-
ous expansions, whereas in Western Europe it
was lower by 7 points.

The external sector provided most of the
little stimulus that was forthcoming. During
1983-1985, GNP growth exceeded the growth
in domestic demand by 25 per cent in Western
Europe and 40 per cent in Japan, exactly the
reverse of the situation in the United States.
The swing in the trade balance with the United
States owing to the substantially faster growth
of the United States domestic markets and the
appreciation of the dollar added almost a full
percentage point to the ex-post GNP growth
rate in Western Europe and Japan. In view of
the feedback to domestic demand, the overall
impact was much greater, particularly in Japan,
which exported a higher share of its output;
here the ex-post contribution of net exports
alone accounted for between one-third and
one-half of GNP growth in 1983-1985. It has
been argued that when the multiplier effects are
included, exports accounted for all of Japan’s
growth in 1983 and two-thirds of its growth in
1984. The trade surplus as a proportion of
GNP rose rapidly to about 4 per cent. Thus,
the contribution of the United States expansion
to recovery in Western Europe and Japan was
made by generating imbalances in trade and
payments and in external asset positions.

3. Interest and exchange rates and national
autonomy in economic policy

The first half of the 1980s witnessed sub-
stantial increases in interest rates in Western
Europe and Japan. Nominal short-term rates
reached a peak in 1980-1981, and started to fall
thereafter as inflation decelerated. But real in-
terest rates settled at appreciably higher levels
in all countries concerned; compared with the
late 1970s, they stood in 1984-1985 at 2-3 per-
centage points higher in the Federal Republic

of Germany and Japan, 5 points higher in
France and 6-8 points higher in the United
Kingdom and Italy.

While these interest rates did not move
on a par with the United States rates, and the
differentials widened, there was an association
between their movements. This has led many
observers to explain the rise in real interest
rates in OECD countries other than the United
States in terms of the latter’s budget deficits
and high interest rates and the strength of the
dollar. According to this view, the increased
integration of national financial markets and
capital mobility entail an international allo-
cation of national savings in world capital
markets so as to equalize rates of return on as-
sets denominated in various currencies. Con-
sequently, the increase in the United States
savings gap and interest rates exerted pressure
on savings in other countries and resulted in a
generalized rise in interest rates.

The exact mechanism through which high
United States interest rates are transmitted
abroad is, however, unclear. First, a change in
United States interest rates does not imply that
equality of rates of return on alternative assets
would be restored by a change in foreign inter-
est rates; a more plausible mechanism is
changes in the exchange rate of the dollar, and
one of the strongest arguments in favour of
floating has been that exchange rate adjustment
can allow national interest rates to be delinked.
Secondly, as has already been pointed out, even
if interest rates could be related directly to
budget deficits, this would not explain the gen-
eralized rise in interest rates, since fiscal stance
in OECD countries as a whole was more or less
neutral. Indeed, it can be argued that the flow
of savings to the United States from other
countries, and, Japan, in particular, stemmed
from a decline in the demand for savings in
these countries (see subsection 5 below).

Of course, lower United States interest
rates and a cheaper dollar would have entailed
lower interest rates in Western Europe and
Japan by giving them less expansionary stimu-
lus relative to the liquidity that their central
banks were prepared to supply. But this is to
say no more than that the United States con-
tribution to their high interest rates reflected its
contribution to their recovery. Empirical work
does not indicate that United States interest
rates have a substantial direct influence on
rates in Western Europe. The OECD inter-link
model suggests that a 100-basis points increase
in United States rates would generate about a
20-basis points increase In interest rates in
Western Europe, and a full elimination of the
United States budget deficits would lower
European rates by only 100 basis points.
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There is, however, a more plausible ex-
planation of the synchronization of monetary
policy and interest rates in the United States
and abroad. Countries outside the United
States were concerned with the inflationary
consequences of the appreciation of the dollar,
and the possible emergence of a vicious circle.
Consequently, they had limited room for taking
monetary action to reduce interest rates, which
would have led to a further depreciation of their
currencies. In Japan, the protectionist senti-
ment in the United States was also seen as
providing a reason to pursue tighter monetary
policies. More generally, it has been the case
that the “benign neglect” by the United States
of the exchange-rate consequences of its poli-
cies has shifted the burden of exchange-rate
management onto other industrial countries,
and induced procyclical monetary measures
abroad. In the 1980s, on various occasions,
monetary authorities in Japan, the Federal Re-
public of Germany and the United Kingdom
raised domestic interest rates and lowered
monetary growth in order to check the depre-
ciation of their currencies against the dollar.
This loss of control over monetary policy has
been noted by many observers. The former
President of the Deutsche Bundesbank re-
marked that industrial countries outside the
United States “had to maintain higher interest
rates than warranted by their domestic situ-
ation in order to prevent the dollar from going
even higher, to the detriment of their price sta-
bility . . . Monetary policy in Germany, as in
Britain, had to orient itself very much towards
the exchange rate of the dollar in order to re-
strain inflation.”14

However, the loss of national autonomy
should not be exaggerated. Indeed, monetary
restrictions were applied before the dollar
started its climb and “it is less easy to marshal
quantitative evidence to show that, over the
period as a whole, monetary policy was signif-
icantly tighter than it would otherwise have
been because of the strength of the dollar.”15
Moreover, fiscal stance in Western Europe and
Japan cannot be explained by external influ-
ences. The stance of policy and its outcome
have thus largely reflected national choices.

4. Unemployment and labour market
rigidity in Western Europe

The persistence of high unemployment in
the major Western European countries has
been increasingly attributed largely to labour
market rigidities. It is argued that the commit-
ment of governments to maintain full employ-
ment has reduced the response of real wages to
supply and demand shocks, and hence put the
burden of adjustment on employment and pro-
fits. It also entailed a decline in the econom-
ically viable capital stock, accelerated the
scrapping of equipment, retarded physical cap-
ital formation and encouraged a labour-saving
bias in investment. Further according to this
view, the consequent mismatch between the
supply of labour and productive capacity gen-
erated a structural “excess supply of labour”
which cannot be reduced by demand manage-
ment. Moreover, wage rigidity reduced the de-
mand for labour associated with any rise in
effective demand by forcing enterprises to seek
productivity gains by means of labour
shedding, and hence increased the rate of un-
employment at any given rate of capacity use.
For these reasons the rate of unemployment
consistent with stable inflation (the “natural”
rate of unemployment or the non-accelerating
inflation rate of unemployment (NAIRU)) is
now substantially higher than before.

In the same vein, the weak performance
of Western Europe relative to the United States
has been attributed to differences in market
structures, including the labour market. For
example, the IMF staff has stated that, “in the
United States, expansion has owed much to
declines in inflation and in interest rates, as well
as to improvements in fiscal incentives and in
the flexibility with which United States markets
have functioned. In Europe, by contrast, re-
covery has been retarded by structural factors,
including high wage costs (relative to output
prices) and other market rigidities.”16

While there can be little doubt that many
structural rigidities are present in the major
Western European countries, it does not follow
that the weak performance of their economies
in the 1980s can be explained primarily by
structural problems rather than by macroeco-
nomic policies. Although there is a consensus
that, among the major industrial countries,
Japan has the most flexible labour market, the

14 O. Emminger, “The search for a more stable international monetary system”, World Money and National Policies

(New York, Group of Thirty, 1983), p. 24.

15 S. Marris, Deficits and the Dollar: the World Economy at Risk (Washington, D.C., Institute for International

Economics, 1985), p. 70.

16 World Economic Outlook, Washington, D.C., April 1985, pp. 7-8.
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empirical evidence on real wage rigidity in
Western Europe relative to the United States is
mixed. A number of recent studies, based on
more appropriate measures of real wage rigidity
than those used in the past, have cast doubt on
the conventional wisdom that real wages are
relatively more flexible in the United States.
These studies suggest that only the United
Kingdom has an unambiguously greater degree
of wage rigidity whereas in the Federal Repub-
lic of Germany, France and Italy real wages are
no less, and perhaps even more, flexible than in
the United States.

Moreover, wage cuts cannot compensate
for paucity of effective demand any more than
wage rigidity can restrain effective demand.
Model simulations by the Commission of the
European Communities have found that “wage
moderation unaccompanied by a supporting
demand policy is likely to have only a slow and
small positive impact on employment. How-
ever, wage moderation supported by demand
policy . . . will have a significantly beneficial
impact on employment.”!” A similar point was
also made by OECD: “Since (1979) European
unemployment has risen by more than 80 per
cent but European real labour cost growth has
decelerated sharply. Even allowing for the fact
that the adjustment lags are long and rather
uncertain, this is prima facie evidence that other
factors than just the growth of real labour costs
alone have accounted for the rise in European
unemployment since the second oil shock. In
particular, the decision to adopt a
non-accommodating macroeconomic policy
stance . . . meant that a decline in capacity
utilization and hence a rise in unemployment
was an unavoidable consequence.”18

The assumption that increased demand
stimulus in Western Europe would raise prices
more than output and employment has never-
theless played a major role in the adherence of
governments to deflationary fiscal policies even
after disinflation was achieved. But the same
result - more inflation rather than more output
- should also be expected from the spontaneous
rise in private capital spending or in exports
which all governments in Western Europe have
sought to encourage. There is no evidence that
fiscal-induced expansion is necessarily more in-
flationary, and the resistance to it is perhaps
rooted in a desire to reduce the size of the
public sector and to limit the scope of its ac-
tivities. There is little reason to assume that
increased private expenditures would result in

17 European Economy, No. 22, November 1984, p. 179.
18 OECD Employment Outlook, September 1985, p. 36.

greater productivity gains than would accrue
from a judicious combination of public invest-
ment and tax reductions.

In any event, unemployment rates in al-
most all major Western European countries
during the first half of the 1980s exceeded, in
some cases substantially, the estimated
NAIRUSs. It has been found that the weighted
average value of the NAIRU in the European
Economic Community was no more than 7.5
per cent, while the uncmployment rate ex-
ceeded 10 per cent. Similar estimates are also
provided by OECD studies. Hence, on this
measure alone, policies have been unnecessarily
restrictive; at least one-quarter of total unem-
ployment in Western Europe could have been
avoided by demand expansion without gener-
ating inflationary pressures.

The argument that the “natural” rate of
unemployment in Western Europe is so high
that attempts to bring unemployment down
substantially would generate inflation is self-
defeating in one important respect. The "na-
tural” rate 1s not an exogenously given
constant; it depends predominantly on the ev-
olution of the actual rate of unemployment.
When the economy is run above the, “natural”
rate of unemployment the problem of structural
unemployment is exacerbated, because those
who are involuntarily unemployed suffer a de-
terioration in their skills and become increas-
ingly unemployable. Since productivity growth
typically takes place in the context of rising
employment and output, keeping the actual
rate of unemployment high over extended peri-
ods would itself cause the “natural” rate to rise.
Hence, the “natural” rate of unemployment is
not independent of what goverments do. In-
deed, the continuous upward revisions in esti-
mates of “natural” rates of unemployment in
Western Europe during the late 1970s and early
1980s suggest that it was the persistence of high
unemployment that raised the “natural” rate.
As has been pointed out “there are few recent
changes in structural factors that would explain
such a dramatic rise in the natural rate.”?

To the extent that the rate of unemploy-
ment consistent with stable inflation rises under
the influence of persistently high unemploy-
ment, price stability may only be ensured at the
expense of not merely high, but rising unem-
ployment. To avoid this trap requires a com-
bination of demand stimulus to reduce
unemployment and policies designed to deal
with structural rigidities (see chapter VI, sec-

19 J.D.T. Coe, "Nominal wages, the NAIRU and wage flexibility”, OECD Economic Studies, No. 5, Autumn 1985, p.

97.
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tion C), rather than a single-minded policy of
deflation.

5. The savings-investment gap in Japan

Japan’s chronic trade surplus and the de-
pendence of its economic growth on export
markets during the 1980s resulted from the
superimposition of a tight fiscal stance on a
persistent excess of savings over domestic in-
vestment In the private sector. The private
savings/investment gap emerged after the end
of the boom of the late 1960s and early 1970s,
when the share of investment declined from
about one-third of GNP in 1973 to under one-
quarter in 1979, while the shares of household
and business savings in GNP fell very little.
As a result, the private sector moved from a
balance between saving and investment in the
early 1970s to an excess of savings equal to 4.4
per cent of GNP.

During the second half of the 1970s this
gap was largely filled by government deficit
spending, which allowed domestic economic
activity to be supported by domestic demand.
By contrast, in the 1980s the government bal-
ance had been drastically reversed, while the
excess of private savings over investment has
continued to rise. In 1984 the excess reached
5 per cent of GNP, half of which was absorbed
by the Government and half by other countries,
through Japan’s current-account surplus. In
1985, government deficits fell yet further, and
the net surplus of the economy as a whole rose
from 2.5 per cent to 4 per cent of GNP. If this
trend were to persist, Japan would become the
largest creditor country in history by the turn
of the decade, with an unprecedented $400
billion of net external assets and a substantial
net investment income.

The growing surplus of private savings
presented a dilemma for the Japanese authori-
ties, for absorbing it with budget deficits would
constantly raise the ratios of deficits and of
public debt to GNP, while absorbing it through
a surplus of exports over imports would require
other countries to run up substantial deficits
and accumulate a vast debt. The latter course,
which, unintentionally, was tantamount to a
“beggar-my-neighbour” policy in respect of un-
employment, has in effect been followed, and
has set off acute tensions between Japan and its
principal trading partners. If the private
savings/investment gap and the stance of fiscal
policy both remain unchanged, these tensions
will not only continue but will mount. On the
other hand, switching domestic demand to-
wards imports would redirect the deflationary
pressure towards the Japanese economy, and
the private sector’s surplus of savings would

eventually be extinguished by the depression of
output. Such a switch would not be easy to
effect since the demand for imports is con-
strained, among other things, by structural, or-
ganizational and cultural characteristics of the
economy, including established supply relations
among companies, an industrial structure
which emerged from a strategy of maximum
reliance on domestically produced inputs, and
consumer preferences which die hard.

If running large deficits with Japan is un-
acceptable to the United States and other
OECD countries, and if Japan continues to re-
quire export surpluses to avoid budget deficits
or recession, it will be necessary for it to gen-
erate a larger trade surplus with developing (or
socialist) countries. However, that will not be
possible unless those countries are provided
with the necessary finance. For many such
countries, the existing levels of indebtedness are
an obstacle to borrowing from capital markets,
and consequently special financial arrange-
ments would be needed.

There is a tendency to regard these saving
and trade surpluses as unavoidable in the sense
that they would emerge even if all relevant
variables (i.e., domestic output, world trade,
foreign output and the exchange rate) returned
to their “normal” levels. However, what is
considered as normal often reflects the policies
and objectives pursued. The structural balance
of the budget is governed by the pattern of ex-
penditures and taxes set by discretionary
action, and today’s structural surpluses are no
more “normal” than the structural deficits of
the 1970s. Private savings behaviour reflects
various influences, including the tax treatment
of savings and the level of provision for social
security. Similarly, while the secular decline in
the share of investment in GNP may reflect a
decline in productivity and profitability due to
the maturity of the Japanese economy, it is also
influenced by the strength of domestic demand,
as well as by interest rates and taxes. Indeed,
high interest rates and prices for urban land
have played a major role in depressing residen-
tial construction during the 1980s, while high
taxes in the corporate sector have resulted in a
sharp rise in the user cost of capital. The heavy
concentration of investment in export indus-
tries 1s as much a reflection of the slow growth
of domestic markets as of capital saturation.
Indeed, the quality and quantity of the social
and economic infrastructure in Japan stand in
sharp contrast to its well-developed high-
technology industries, and substantial scope
exists for closing this gap, and hence disposing
of surplus resources by accelerating social de-
velopment, rather than by depressing incomes
or disequilibrating international payments (see
chapter VI, section C).
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D. Conclusions

A number of broad conclusions can be

drawn from the preceding analysis:

The major developed market-economy
countries have successfully accomplished
their goal of conquering inflation, but
without attaining adequate growth and
international equilibrium;

Although “fine tuning” has been eschewed,
the level of demand generated directly or
indirectly from fiscal policies has continued
to exert a strong influence on output and
employment. The impact of the macroe-
conomic policies pursued by individual
countries has not been limited to their own
economies; by the same token, the eco-
nomic performance of individual countries
has been shaped in part by the policies
pursued abroad. For large countries, the
domestic impact of their own policies has
to a significant degree been the conse-
quence of their international impact;

The high degree of international financial
integration has given added importance to
both the mix and the stance of monetary
and fiscal policies. Two sets of policy dis-
parities have been at work - between the
expansionary fiscal and the restrictive
monetary policies pursued by the United
States, and Dbetween the overall
expansionary stance of the United States
and the overall restrictive stance of other

major market economies. For the United
States, these disparities have increased the
costs, in terms of external indebtedness
and international competitiveness, of pur-
suing expansionary policies; for other de-
veloped countries the disparities have
lessened the costs, in terms of output and
unemployment, of pursuing deflationary
policies. Nevertheless, almost all countries
have been dissatisfied with the outcome;
Currency markets have not behaved in
such a way as to offset the disparities in
the mix and stance of policies: indeed, de-
spite the growing external deficits of the
United States, the dollar was bid up, wid-
ening those deficits;

Structural problems, which have been
present in all economies, have not on bal-
ance been appreciably lessened by
deflationary policies; although progress
has been recorded on some fronts, new
problems have emerged that are - or risk
becoming - structural in character. In-
deed, such policies have held back the
growth of productive capacities needed to
bring about structural adjustment;

The experience of the past few years has
left a legacy of large imbalances in inter-
national trade. These will need to be cor-
rected. However, the process of correcting
them could impose further strains on the

world economy.®
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THE TRANSMISSION OF GROWTH AND THE STABILITY OF THE
WORLD ECONOMY

Introduction

The macroeconomic policies and the as-
sociated output movements in the major mar-
ket economies examined in chapter II had a
number of direct consequences for the devel-
oping countries, as well as for the primary sec-
tor of the world economy, which further
affected the economies of the developed coun-
tries. These consequences were largely the re-
sult of certain institutional features of
international trade and finance, some of which
were the products of developments in the
1970s, while others were of long standing.

One of the newer features was the large
stock of variable interest debt accumulated by
certain developing countries and their heavy
reliance on bank credit. This made them highly
vulnerable to changing circumstances and to
changes in the outlook of financial markets.
Another was the influence exerted on the ex-
change rates of major currencies by interest
rates and currency speculation, which likewise
increased the impact of monetary and financial
forces on the real economies of countries and
their performance. All these factors have as-
sumed great importance in the 1980s owing to
the particular thrust and pattern of macroeco-
nomic policies pursued, and have affected both
the level and the distribution of world economic
activity gencrally as well as the performance of
developing countries.

Among the less novel features was the
instability of the prices of most primary com-
modities. The sensitivity of these prices to
swings in the level of aggregate demand has
long served to transmit fluctuations in the in-
dustrial sector of the world economy to the
primary sector and, pro tanto, to transmit
fluctuations in developed countries to
developing countries. This transmission
mechanism has assumed particular force in the
1980s owing to the depth and persistence of
deflationary pressures. In addition, the very
pronounced movements in interest rates and
exchange rates have also exerted a powerful
influence on commodity prices. The incidence
of recession on the commodity sector of the
world economy, however, has not been even,
and has been determined not only by relative

costs but also by the extent and type of support
given by governments to domestic producers.

One primary commodity - namely petro-
leum - has traditionally been under a régime of
administered, rather than flexible pricing: while
oil prices have been raised from time to time
by large margins, they had until recently been
sheltered from temporary fluctuations in mar-
ket conditions. But that is no longer the case,
for both oil prices and the oil pricing system
have collapsed. This collapse stemmed from
two sources: the shifts in supply and demand
triggered by the price increases of the 1970s, on
the one hand, and the slowing down of world
economic activity, on the other. While the
price factor was the more preponderant, the
slowdown in activity was also of key impor-
tance, for by adding significantly to the con-
traction of demand for OPEC oil it made the
financial strains on members of OPEC unman-
ageable.

While economic fluctuations in importing
countries have affected commodity prices and
hence the economies of the exporting countries,
the swings in commodity prices have influenced
- and continue to influence - price levels in the
importing countries. The downward pressure
on commodity prices generated by the policy-
induced slowdown of activity has been a key
factor behind the large and rapid disinflation
achieved by OECD countries in the 1980s.
Exchange-rate movements have also played a
key role in assisting or obstructing disinflation
in different countries.

In short, the characteristics of interna-
tional financial and monetary linkages, and of
the world commodity economy, have been a
major influence on national economies. This
chapter begins by examining how recession and
recovery in the OECD countries have been
transmitted to developing countries through
trade and finance. It goes on, in section B, to
depict the changes that have taken place in the
global commodity economy as a result of the
persistent weakness of demand, focusing on
how the burden has been distributed among
different categories of producers of agricultural
and mineral products respectively. Section C
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begins by analyzing the factors that led to the
collapse of oil prices and of the oil pricing sys-
tem, and goes on to review the present state of
play among oil-exporting countries, and to dis-
cuss some of the possible consequences of fail-
ure to re-stabilize oil prices. The final section
assesses the contribution made by oil and other

commodity price movements to the disinflation
achieved by OECD countries as a whole, and
the respective roles played by these movements,
and by movements of exchange rates, wages,
and related variables, in the price performance
of different developed market-economy coun-
tries.

A. Overview

1. The transmission of recession to
developing countries

The tightening of monetary policies at the
end of the 1970s (discussed in chapter 1I) had,
as one of its most significant consequences, a
sharp increase in the interest payments of de-
veloping countries. Excess interest payments,
calculated by comparing actual levels with
those that would have resulted had interest
rates remained at their pre-1979 averages, ac-
counted for between one-third and one-half of
total interest payments by developing countries
in 1982. Moreover, in that year these_excess
payments were accounted for, to the extent of
85 per cent, by no more than 10 countries
(Algeria, Argentina, Brazil, Chile, Colombia,
Mexico, Peru, Philippines, Republic of Korea,
and Venezuela).

The interest rate shock was accompanied
by a widespread decline in capital flows from
both banks and other sources, such as official
export credits. In addition to the negative im-
pulse provided by high interest rates and the
cutback in lending, the trade impulses were
virtually non-existent or actually negative dur-
ing the recession years of the early 1980s. This
is most evident at the world level. Thus, as
world industrial production fell steadily at a
rate of close to 2 per cent annually during
1980-1982, the volume of world trade stagnated
in 1981 and actually fell by 3 per cent in 1982.
This was only the third such annual decline in
world trade during the postwar period. All in
all, the performance of world trade during the
first three years of the 1980s was the weakest
during the past 35 years.

The declines in the volume of world trade
affected disproportionately the products of ex-
port interest to the developing countries. In
particular, exports of minerals and fuels de-
clined steadily for three consecutive years and
the cumulative drop during 1979-1982
amounted to as much as 25 per cent; but there
was also a widespread collapse of other primary

commodity prices. It has been estimated that
the cumulative loss of export earnings due to
adverse changes in non-oil primary commodity
prices in 1980-1983 amounted to about $28
billion for 48 commodity-exporting developing
countries, accounting for almost one-third of
the total current-account deficits and almost
half the increase in the indebtedness of those
countries during that period. For some oil-
exporting developing countries, higher oil
prices were more than offset by declines in ex-
port volumes and high interest rates. In con-
sequence, for the majority of oil-exporting
developing countries, the current account,
which was in surplus in both 1979 and 1980,
turned into a deficit in the following two years.
For many other developing countries, imports
were cut drastically, sometimes even though
export earnings were rising. The reductions
were most pronounced in those countries which
had heavy debt-servicing obligations or faced
substantially smaller capital inflows. They were
uniformly accompanied by cutbacks in growth,
and, in some cases, to sharp falls in output.

2. The recovery of 1983

The developed market-economy countries
staged a recovery toward the end of 1982,
though the pattern of recovery was very un-
even: real domestic demand increased by as
much as 5 per cent in the United States in 1983,
remained more or less stagnant in Western
Europe and increased by only 1.5 per cent in
Japan. The discrepancies widened further in
1984 (see table 5).

In total, despite the relatively strong
upswing in the United States economy , the
rate of increase in real output of OECD mem-
ber countries averaged only 2.2 per cent annu-
ally during the first five years of the 1980s, a
sharp drop from the rate of 3.3 per cent annu-
ally during the 1970s and as much as 4.8 per
cent during the 1960s. As was the case with
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Table 5

DOMESTIC ABSORPTION IN DEVELOPED MARKET ECONOMIES, 1975-1984 2
(Annual percentage change)

Country/region

1975-
1980

1980 1981 1982 1983 1984

All developed market economies
of which:

United States
EEC
Japan

33 0.6 1.2 -0.3 23 5.1

34 -1.5 3.8 -1.4 5.0 8.7
33 2.0 -1.8 0.6 0.2 1.7
4.3 1.3 2.1 3.1 1.5 4.0

Source: UNCTAD secretariat calculations.
a GDP plus imports minus exports.

real domestic demand, the slowdown in real
output reflected in the main the poor perform-
ance of Western European countries, whose
economies have expanded on average only 1.3
per cent since 1980, in contrast to about 2.9 per
cent during the 1970s and as much as 4.7 per
cent in the 1960s. Furthermore, even during
the recent upswing, the average annual rate was
only 1.9 per cent, or less than half that of the
United States.

This economic expansion in the United
States toward the end of 1982 had two unusual
characteristics. First, net exports had declined
much more steeply than was typical of earlier
recoveries, due mainly to a sharp rise in im-
ports. This rise in imports was an important
vehicle for the transmission of growth from the
United States to other countries, especially to
those with which it had strong trading ties.
Second, the expansion was accompanied by in-
terest rates that, while lower in 1983 than in
1982, were still high in real terms. These trade
linkages and the structure of United States im-
ports were instrumental in determining the
transmission of growth impulses among devel-
oped market economies.

The volume of imports into the United
States increased by about 10 per cent in 1983
and as much as 24 per cent in 1984, after hav-
ing actually declined by 4.6 per cent in 1982;
four-fifths of the increase in world exports in
1984 was accounted for by imports into the
United States alone. In both 1983 and 1984,
however, this increase in imports consisted
mainly of manufactured products. In 1983, the
rise in the value of imports of manufactures
was as much as double that of total imports on
account of the absolute decline in the value of

imports of fuels. The contribution of manu-
factures to the total increase in imports
amounted to as much 90 per cent in 1984.

Because of this heavy concentration on
manufactures in the expansion of.imports and
of the existing trading links of the United

.States, the direct benefits have accrued mainly

to manufactures exporters among both devel-
oped market-economy and developing coun-
tries. In other words, the magnitude of the
direct trade effects on the developing countries
has been determined by both the strength of the
import demand and the relative importance of
the United States as an export market for these
countries. For manufactures, the United States
is indeed a significant market for developing
countries and its weight is relatively great in
this trade. Nevertheless, for exports in general
of developing countries, important as it is, the
United States is by no means their major world
market. For example, not only for manufac-
tures but also for other important products -
foodstuffs, agricultural raw materials, ores and
metals, and fuels - the developing countries
themselves are a more important market for
their exports than is the United States. For a
large number of developing countries, there-
fore, the strength of intra-regional trade has
been a more important determinant of overall
export performance. Western Europe is also a
more important market for the developing
countries than the United States for all primary
product categories.

During 1983, the first year of the
upswing, imports of a large number of manu-
factured products into the United States in-
creased much faster than sales from domestic
manufacturers, particularly for machinery, pe-
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Table 6

DEVELOPING COUNTRIES: BARTER TERMS OF TRADE, 1980=100
( Number of countries)

Terms of trade index 1981 1982 1983 1984 1985
Less than 80 5 7 5 6 10
Between 80 and 90 20 31 20 10 24
Between 90 and 100 40 32 44 43 38
Between 100 and 110 20 15 25 26 21
Above 110 20 20 11 20 12

Source: UNCTAD secretariat calculations.

troleum and coal products, and paper and allied
products. With respect to such imports from
developing countries, however, the rise was
greatest for those manufactures in which the
shares of imports from these countries were
very small in relation to domestic consumption.
For example, imports of transport equipment
from the developing countries expanded by
over 50 per cent in 1983 but still accounted for
a negligible share (0.2 per cent ) of domestic
consumption.

In sharp contrast, the growth of imports
of textiles and clothing from developing coun-
tries, whose share in domestic consumption of
such products in the United States is relatively
large, hardly exceeded that of imports from the
world. Thus, because of the low base from
which they started, the fast-growing exports of
developing countries had hardly changed dur-
ing the upswing in terms of their shares in final
consumption in the United States. The devel-
oping countries, moreover, failed to share fully
in the acceleration of import demand in 1984.
Exports from Western Europe and Japan ex-
panded sharply during that year and the share
of developing countries in United States im-
ports consequently declined, both in total and
more particularly for manufactures. One con-
tributing factor was the change in domestic de-
mand in the United States from an essentially
consumption-dominated one in 1983 to a more
investment-oriented one in 1984, which the
more industrialized countries were in a better
position to exploit. Nevertheless, developing
country exports in the latter year were also
supported by recovery in the other developed
market-economy countries as well as the sharp
reversal of the decline in trade among them-
selves.

As 1s described in more detail in the fol-
lowing section, the recent recovery has, by and
large, by-passed the commodity economy al-
most entirely. In earlier business cycles an up-
surge in the developed market-economy
countries led to an increased volume of inter-
national trade in primary commodities and an
increase in their prices. In the recent upswing,
however, although the volume of primary
commodities exported by the developing coun-
tries has increased, the accompanying rise in
prices had been very weak and very short-lived.
In particular, the “real” price of commodity ex-
ports, i.e., nominal prices deflated by the export
unit value of manufactures, had also been very
weak. In consequence, many developing coun-
tries faced a continuous deterioration in their
terms of trade. On average, two out of three
developing countries had terms of trade which
were less favourable than at the beginning of
the 1980s (see table 6). When translated into
dollar terms, the losses in the purchasing power
of exports due to the terms of trade have been
substantial in many instances, amounting to
over $20 billion during the recovery year of
1983 and almost $28 billion two years later, if
developing countries of West Asia are excluded
(see table 7).

These terms-of-trade losses also reduced
considerably the contribution of the external
sector to GDP growth in many developing
countries. Since the majority of them are
exporters of primary products, often competing
directly with each other over a narrow range
of products, separate efforts by each to expand
shipments in the face of stagnant or weak de-
mand often led to price reductions for all. As
can be seen from annex table 9, although the
contribution of exports to GDP growth was
substantial or at least positive in many in-
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‘ Table 7

; DEVELOPING COUNTRIES: GAINS AND LOSSES
IN EXPORT EARNINGS DUE TO TERMS OF TRADE CHANGES

(Billions of dollars) &

Region 1981 1982 1983 1984 1985  1981-1985
. Average
North Africa 4.2 2.2 -0.5 -0.4 -0.8 0.9
Other Africa 04 -2.1 -3.5 -24 -4.0 -23
Latin America -3.1 -10.1 -10.1 -7.3 14.0 -8.9
West Asia 19.3 19.4 6.2 7.1 4.5 11.3
South Asia -0.7 -1.1 -0.5 0.0 -0.3 -0.5
East Asia -2.6 -7.3 -6.8 -3.1 9.1 -5.8

All developing countries 17.5 1.1 -15.3 -6.2 -23.8 -5.3

Source: UNCTAD secretariat calculations.
a Calculated on the basis of 1980 export values.

stances, the picture changes if terms-of-trade
changes are taken into account: the contrib-
ution is then seen to be decidedly negative or
insignificant particularly for Latin America and
sub-Saharan Africa, which comprise the coun-
tries suffering most from debt-servicing diffi-
culties.

As was noted earlier, Western European
recovery has lagged very much behind that of
the United States. Western European trade,
however, plays an important role in the world
economy, and its role in most primary com-
modity markets far exceeds that of the United
States. Consequently, a more evenly balanced
upswing than the one which actually took
place, i.e., with a greater contribution from ef-
fective demand in Western Europe, could have
helped in the recovery of the depressed com-
modity markets. A more buoyant commodity
economy would have contributed to ease ex-
ternal balance-of-payments constraints in many
developing countries. Higher import demand
into the latter would have served to boost ac-
tivity in Western Europe and thereby contrib-
ute to easing its unemployment problems. The
bias against primary trade which was inherent
in the recent upswing is illustrated by the sta-
tistics shown in table 8. Specifically, weighted
averages of industrial production indices, com-
bining those of the United States and of indi-
vidual EEC member countries, were calculated
for three successive upswings in those countries

- two during the 1970s and the most recent one,
which started towards the end of 1982. Five
different weighting systems were used, the first
three being, respectively, imports of these
countries” agricultural raw materials, ores and
metals and fuels. For reference purposes total
imports and the value of industrial production
were also used as weights. If industrial pro-
duction is used as an indicator of demand for
the primary commodities shown, it can be seen
that the recent upswing was only about half as
strong as that lasting from the fourth quarter
of 1971 to the first quarter of 1983, and was
only about as strong as that which followed the
1974-1975 recession. Of particular interest,
however, is the fact that the growth of the in-
dustrial production indices associated with ag-
ricultural raw materials and with ores and
metals was particularly weak, as can be judged
from the discrepancy between the growth rates
of these two indices (3.8 and 4.2 per cent) and
of that of actual industrial production (5.5 per
cent) during the recent upswing. In other
words, because of the unbalanced expansion in
economic activity during the recent upswing,
the demand facing primary commodity exports
was not as strong as it could have been, since
the fastest pace of economic expansion took
place in a country which relied less than others
on imports of these products.

Alternatively, the lopsided development
in import demand during the recent upswing
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Table 8

INDUSTRIAL PRODUCTION IN THE
EUROPEAN ECONOMIC COMMUNITY AND THE UNITED STATES a

(Annual rate of increase, in per cent)

Production weighted by:

Two preceding upswings Present upswing

1971 1V 1975 1 1982 1V
1973 1 1980 1 1985 111
Imports of:
Agricultural raw materials 7.5 4.2 3.8
Ores and metals 7.9 4.3 4.2
Fucls 8.2 4.7 4.7
Total imports 8.1 4.4 4.4
Memo item:
Production weighted by the value of
industrial production 8.9 4.9 5.5

Source: UNCTAD secretariat calculations.

a Weighted averages of the industrial production indices of the United States and the (ten) individual EEC
member countries. The import weights are the countries” imports in the base year of the items specified.

can be illustrated by considering the influence
of market orientation on export performance.
Table 9 provides hypothetical figures to indi-
cate the increase in exports which could have
been expected of each developing country as a
consequence of the changes in demand in its
principal export markets. The most salient as-
pect of the market-growth patterns observed
for the 112 developing countries in the sample
is the uniformity of developments during the
last half of the 1970s and the first three years
of the 1980s. Thus, for the majority of the de-
veloping countries the potentials for market
growth were concentrated in the range of from
5 to 10 per cent annually between 1975 and
1980. Almost all the remaining countries faced
market growth of between 0 and 5 per cent an-
nually during the same period. The subsequent
three years saw a worsening of prospects which
also affected the majority of them uniformly.
There was a high concentration of market
growth of between -5 per cent and zero during
1980-1983. The remaining growth rates fell
mainly between zero and 5 per cent during the
same period. With the onset of the uneven re-
covery, however, there ensued a dispersion of
rates which covered the whole spectrum, rang-
ing from less than -5 per cent to well over 15
per cent annually. Thus, the uneven recovery
in the developed market economies, because of
the associated uneven growth of import de-

mand, has produced a very unstable environ-
ment for the export trade of the developing
countries.

The uneven export development can also
be seen on a broader level, and most clearly
from the observed shifts in regional export
patterns. The value of exports of Latin Amer-
ican countries with debt-servicing difficulties,
which are important exporters of manufactures,
increased strongly in 1984. Equally rapid was
the rise of export shipments from other devel-
oping countries which are suppliers of manu-
factures. In contrast, the performance of most
other developing countries has been much
weaker.  Preliminary estimates furthermore
suggest that the pace of increase in export
earnings has declined absolutely for all devel-
oping countries in 1985. Data available for the
first half of that year thus show that they were
more than 12 per cent lower than in the corre-
sponding period of the previous year. The de-
cline was most pronounced in the case of their
exports to EEC, but was also very marked in
their exports to each other. The reversal in
trend, moreover, was dramatic in the case of
the United States which, as has been seen ear-
lier, constituted the most dynamic source of
import demand for many developing countries
during the recent upswing. As is shown in an-
nex table 6, after having risen by 8 per cent in
1983 and over 14 per cent in 1984, developing
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Table 9

DEVELOPING COUNTRIES:
HYPOTHETICAL GROWTH OF EXPORT MARKETS, 1975-1984

( Number of countries)

Annual percentage volume change in market 1975- 1980- 1983-
growth rate 1980 1983 1984
Below -5 per cent 2 5 11
Between -5 and 0 per cent 3 70 6
Between 0 and 5 per cent 37 35 24
Between 5 and 10 per cent 70 2 44
Between 10 and 15 per cent 0 0 22
Above 15 per cent 0 0 5
Average growth rate (112 countries) 4.7 -1.0 4.5
(Standard deviation) (2.8) (3.5) (11.3)

Source: UNCTAD secretariat calculations. For the basis of the caculations see Trade and Development Report 1985,

table 3.

country exports to the United States actually
fell by 8 per cent during the first half of 1985.

Intra-regional trade of the developing
countries also had, in one major instance, an
important role in determining overall export
performance. In this respect there is a sharp
contrast between Latin America and South and
East Asia. For both groups of countries the
fast-growing United States market during the
recent upswing was of major benefit to their
exports, but the total increase in exports from
developing countries in Latin America was
considerably smaller than from the South and
East Asian countries in both 1983 and 1984.
The explanation appears to be the sluggishness
of trade among the developing countries of
Latin America during both years. In both
groups of countries a significant share of ex-
ports is to other developing countries in their
respective regions (in both cases about one-
fifth), but whereas the intra-trade of South and
East Asia has been expanding steadily (close to
5 per cent in 1983 and as much as 10 per cent
in 1984), trade among the developing countries
in Latin America actually fell by more than 10
per cent in 1983 and virtually stagnanted in

1984 (see annex table 7). This was an indirect
consequence of the contractionary demand
policies pursued by the latter countries to im-

. prove their balance of payments in face of their

debt-servicing difficulties.

Data available for the first half of 1985
showed an across-the-board decline in the
intra-trade of all major developing regions, re-
flecting the overall decline in both the quanti-
ties and unit value of exports of the majority
of the developing countries. The year 1985 also
saw renewed efforts to cut down on imports, in
many cases not only because of continued
debt-servicing difficulties, but also because of
the weakening of the oil market (see chapter
V).

All in all, for many developing countries
and especially for those with debt-servicing dif-
ficulties, the increases in export proceeds, in the
United States market as well as elsewhere,
proved insufficient to allow a comparable ex-
pansion in the value of their imports during the
recent upswing in world economic activity
largely because high interest rates for their ex-
ternal debt servicing continued to absorb do-
mestic savings and available foreign exchange.
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B. Recession and the global commodity economy

One of the major features of the eco-
nomic recession of the first half of the 1980s
has been a sharp downswing in world prices of
primary commodities. Though there was a mild
recovery in prices in 1983-1984, a further de-
cline set in during 1985. By the latter year, the
UNCTAD index of market prices of the princi-
pal non-fuel commodity exports of developing
countries had fallen by one-third from the 1980
level, in terms of United States dollars (annex
table 8), representing an annual average decline
of 7.5 per cent a year. When deflated by the
price index of manufactures exported by devel-
oped market-economy countries, the (real)
prices of primary commodities in 1985 were
lower than the 1980 level by one-fifth, an an-
nual average decline of almost 4.5 per cent a
year, reaching the lowest level for half a cen-

tury.

This sharp deterioration in the terms of
trade of the commodity-exporting developing
countries has been a major cause of their severe
balance-of-payments difficulties since 1980.
The price fall has also had a substantial adverse
effect on the commodity producers in those
developed market-economy countries where
domestic prices are related, to a greater or
lesser extent, to world market trends. Primary
commodity producers in North America,
Australia and New Zealand in particular, have
suffered from the recession, in contrast espe-
cially to the farm sector in the European Eco-
nomic Community, which has been effectively
protected from the vicissitudes of the world
market by the maintenance of remunerative
prices for agricultural products under the
Common Agricultural Policy.

Since the impact of the recession on agri-
culture has been very different from that on the
mineral sector, these two sectors are considered
separately below. For each, the impact on de-
veloping and developed countries can be traced
through the movements in prices, in the volume
of production, in real income and, for certain
important minerals and metals, in productive
capacity.

1.  The impact on the agricultural economy

(a) Commodity prices

A comparison of prices received by pro-
ducers in different regions should, in principle,
make allowance for their different commodity
compositions of output. Table 10, which sum-
marizes trends over the period 1975-1985 in
prices of agricultural products received by
farmers in the United States and EEC, also
shows a broadly comparable series for the
prices of agricultural exports from developing
countries. The latter excludes tropical
beverages, so that this index relates essentially
to products competitive with the farm output
of the United States and EEC.20

Over the period 1980-1985, while the
prices of competitive agricultural exports from
developing countries were on a marked down-
ward trend in terms of United States dollars
(the fall amounting to as much as 40 per cent),
the index of prices received by United States
farmers fell by only 4 per cent. For farm
produce sold in EEC, domestic prices rose each
year - prices in 1984 being almost 40 per cent
above the 1980 level in ECU terms - but owing
to the strong appreciation of the dollar, there
was a decline - of some 20 per cent from 1980
to 1984 - in dollar terms.

A more meaningful comparison can be
made in terms of the “real” prices of agricul-
tural output in the three areas, as shown by the
deflated price series in table 2. For this com-
parison, changes in farm output prices in the
United States and EEC have been deflated by
the corresponding changes in the prices of
physical farm inputs.2l For the developing
countries, the deflator used is the index of unit
values of manufactures exported by developed
market-economy countries. The resultant se-
ries can be considered, in a broad sense, as
comparable with those for the two developed
areas, In so far as purchases of manufactures
by developing countries constitute one essential
input, among others, into their farm sector.

20 The indices in the table should be taken as indicative of broad trends only, since they may be substantially influenced
by the different patterns of farm output in the three regions.

21 Had United States farm prices been deflated by prices of total inputs, including, inter alia, interest on farm debt, real
output prices in 19835 would have been almost 20 per cent below the 1980 level. However, a comparable index for
the developing countries which made due allowance for the increase in interest charges on their foreign debt would
show a considerably larger decline from 1980 to 1985 than the 31 per cent shown in table 10.
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Table 10

PRICE TRENDS FOR AGRICULTURAL PRODUCTS ¢ OF DEVELOPING COUNTRIES,
, THE UNITED STATES AND THE EUROPEAN ECONOMIC COMMUNITY, 1975-1985

(Indices, 1980=100)

In dollars Deflated
Year Developing United EEC Developing United EECH4
’ countries States countries ® States ¢
1975 63 75 61 100 116 103
1976 60 76 64 95 110 107
1977 61 75 70 88 103 105
1978 67 86 80 85 109 106
1979 79 99 92 88 110 104
1980 100 100 100 100 100 100
1981 85 104 90 90 97 99
1982 66 99 88 72 92 101
1983 71 101 85 80 91 100
1984 70 106 79 82 95 99
1985 59 96 73 ¢ 69 88 101 e
Source: UNCTAD, Monthly Commodity Price Bulletin, and Supplement, 1960-1984; Statistical Abstract of the
United States, 1985, Bureau of the Census, Washington, D.C., 1984; Agricultural Outlook, October 1985,
United States Department of Agriculture, Washington, D.C.; EC Agricultural Price Indices (Owtput and
Input), No. 2, 1985, Brussels; The Agricultural Situation in the Community, 1985 Report, Commission of the
European Communities, Brussels, 1986.
a Excluding tropical beverages.
b Deflated by the United Nations index of unit values of exports of manufactures from developed
market-economy countries.
¢ Deflated by the price index of ‘production items’ purchased by farmers.
d Deflated by the price index of ‘the means of agricultural production’ (seeds, fertilizers, feed, etc.).

EEC estimate.

On these definitions, “real” prices of the
exports of developing countries which are
competitive with the farm produce of developed
countries have fallen much more sharply since
1980 than those received by farmers in either
the United States or EEC. From 1980 to 1985,
they fell by some 30 per cent, against 12 per
cent for the United States farm sector, while for
EEC farm prices have remained substantially
unchanged since 1980 (see also figure 1).

These different outcomes essentially re-
flect the differences that exist, among the three
areas, in the institutional framework within
which agricultural produce is marketed. For
the developing countries, trends in commodity
export prices reflect, directly or indirectly, the
interplay of supply and demand changes on
world markets. By contrast, prices received by
farmers in the United States and EEC benefit
from complex systems of governmental price
support, which also involve sales of surplus
stocks in third markets at subsidised prices.

In the United States, the central feature
of price support consists of loans to farmers at
specific rates for particular crops, based on the

actual crop as collateral, with the proviso that
farmers taking such loans must remove a spec-
ified proportion of their acreage from pro-
duction of that particular crop. If market
prices remain above the loan rate (i.e. the sup-
port price), the farmer can sell his crop and re-
pay the loan. If, however, prices fall below the
loan rate, he can opt not to repay, in which
case the crop becomes part of Government-
owned stocks. Thus, the loan rate becomes, in
effect, a guaranteed price floor for particular
crops. In addition, again for selected crops,
farmers receive a deficiency payment covering
the difference between the loan rate and a
higher target price, both the loan rate and the
target price being subject to annual variation
according to the stock position. Thus, the ef-
fective prices received by farmers producing
crops subject to these, and related, price sup-
port arrangements will fall during a recession
by only a proportion of the corresponding de-
cline in market prices.

By contrast, the price support system of
EEC is based on control of market prices
themselves, which are fixed at annual negoti-
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Figure 1

MOVEMENTS IN TIIE REAL PRICES OF TEMPERATE-ZONE
AGRICULTURAL PRODUCTS IN MAJOR MARKETS, 1975-1985

(Indices, 1980= 100)
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Figure 2

VOLUME AND VALUE OF PRODUCTION OF MAJOR MINERALS,
ORES AND METALS, 1980-1984
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ations at intergovernmental level. These nego-
tiations have traditionally resulted in a
relatively high level of domestic farm prices,
with variable import levies imposed on com-
peting imports from lower-cost sources to bring
import prices up to domestic levels. The high
budgetary cost of the EEC Common Agricul-
tural Policy has prompted many proposals for
reform in recent years, but pressure to reduce
guaranteed prices has not so far resulted in any
significant decline in real farm prices (see table
10).

The EEC system incorporates export
subsidies for shipments abroad of surplus farm
produce, while since 1983 the United States has
operated a special subsidy programme for grain
exports in a bid to regain markets lost through
dollar appreciation and competition from
subsidised EEC exports. Subsidised food ex-
ports have added to the downward pressures
on world market prices of food, especially
cereals, and to that extent have aggravated the
effects of the recession on the prices of agricul-
tural commodities exported by third world
countries. It is not only developing countries
that have been affected, but also other devel-
oped market-economy countries such as
Australia which are heavily dependent on com-
mercial sales to the world markets.

For the five years 1986-1990, United
States farm policies will be governed by the
Food Security Act, 1985. This Act, while based
on a continuation of existing target prices for
the immediate future, envisages a decline in
these prices over the five-year period. The Act
also provides, inrer alia, for acreage reduction
programmes when stocks exceed certain levels,
as well as for increased subsidies on United
States farm exports. This additional stimulus
to exports, which is in support of the Export
Enhancement Programme instituted in May
1985, is likely to intensify competition in the
world market for agricultural products and
strengthen further the forces depressing world
food prices.

(b) Volume and value of commodity production

Despite the substantial decline in the real
prices of agricultural products and exports in
developing countries, the volume of their farm
output has risen over the first half of the 1980s.
Taking the average of consecutive years to
minimize the influence of climatic variations
and special factors, the volume of output of the
principal agricultural exportable products of
developing countries rose by rather more than
10 per cent between 1978-1980 and 1983-1984
(annex table 10). The expansion in output oc-

curred in each main commodity group, except
for agricultural raw materials, where output of
textile fibres and industrial timber fell from
earlier levels, partly as a result of greater in-
roads by synthetic substitutes in a number of
their traditional end-uses.

The continuing expansion in output re-
flected partly an underlying upward trend in
agricultural productivity (though in a number
of developing countries this trend was halted,
or even reversed, after 1981 as a result of a
limitation of imported inputs, such as
fertilizers, due to foreign exchange difficulties),
but partly also of the encouragement of greater
export shipments by national governments
anxious to minimise the foreign exchange loss
on their agricultural exports. A further factor
in this period encouraging production for ex-
port was the exceptional strength of the United
States dollar, which resulted in United States
farm exports (representing some 25 per cent of
total farm output in that country) suffering a
serious loss of market share. In rice, for ex-
ample, Thailand overtook the United States in
1982 as the largest producer, its exports in-
creasing by 50 per cent between 1981 and 1984,
while United States rice exports fell by almost
30 per cent in this period. ’

While average farm incomes declined
substantially in the United States (see sub-
section (c) below), in the EEC area they have
been broadly maintained since 1978-1980, the
modest deterioration in farmers” terms of trade
noted above having been approximately offset
by a declining number of farms and improve-
ments in productivity.

Comparable data for the farm sector of
developing countries are not available, but
some broad indications of the movement in real
earnings can be derived from an analysis of
changes in the value, unit value and volume of
major agricultural exports of these countries
(see table 11).

Over the four years 1981-1984, the cu-
mulative shortfall in foreign exchange earnings
from exports of agricultural commodities
amounted to $23 billion, representing one-third
of the corresponding total for 1980. Had de-
veloping countries not succeeded in expanding
the volume of their agricultural exports, the
shortfall would have been substantially greater
- some $42 billion, equivalent to three-fifths of
the corresponding export value in 1980. For
those developing countries with substantial
foreign debts, the loss in earnings resulting
from the commodity price recession has been
compounded by the sharp increase in debt-
service payments consequent upon abnormally
high levels of interest rates.
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Table 11

CHANGES IN VALUE
OF MAJOR AGRICULTURAL EXPORTS FROM DEVELOPING COUNTRIES, 1980-1984

( Billions of dollars)
Value Cumulative change, 1980-1984

Major agricultural export 1980 1981- Total = Due to

1984 Unit Volume

average value
Temperate-zone food 28.6 29.9 5.2 -13.3 18.5
Tropical food and beverages 16.9 13.2 -14.4 -17.9 3.5
Vegetable oilseeds and oils 6.3 6.3 -0.1 -1.6 1.5
Agricultural raw materials 15.7 12.2 -13.9 -9.6 -4.3

Total 67.5 64.2 -23.2 -42.4 19.3

Source: Estimates by the UNCTAD secretariat.

a Aggregate value in 1981-1984 /ess four times corresponding value in 1980.

(c) Financial stress in United States agriculture

The United States farm sector has been
hit by shocks from both the trade and financial
sides in much the same way as many developing
countries. Revenues and incomes have fallen
while interest costs have escalated, resulting in
a massive net flow to creditors as well as wide-
spread insolvency.

United States farmers expanded pro-
duction and investment rapidly in the 1970s
owing to buoyant world markets and
favourable terms of credit. There was a rapid
expansion of farmland as well as of investment
in machinery, equipment and structures. Land
prices soared, bringing substantial capital gains
and attracting speculative buying. However,
the farm boom also induced young farmers to
buy land and expand business. Consequently,
the sector’s indebtedness rose by 60 per cent
during the 1970s while the total equity rose by
under 30 per cent.

The expectations underlying this expan-
sion were not validated by the developments in
the 1980s. Consequently, not only the specu-
lative buyers but also the highly indebted
young farmers were placed under stress. Inter-
est rates on farm loans rose to a record high,
reaching 20 per cent in mid-1981, raising the
debt-servicing obligations on short-term debt
as well as on debt contracted at variable inter-
est rates. The interest rates subsequently fell
(to about 15 per cent in 1984 and 12.5 per cent
in 1985), but so did farm prices, and in 1985 the
ratio of prices received by farmers to prices paid

by them (on all commodities and services, in-
cluding interest payments, taxes and wages)
stood at about 20 per cent below the 1980 level.

The strong dollar and the efforts of many
debt-stricken developing countries to increase
the supply of commodities to shrinking world
markets, together with the decline in their im-
ports of cereals and other farm produce from
the United States, meant a loss of export vol-
ume by the United States farm sector of about
20 per cent between 1980 and 1985. The lower
export prices caused an even sharper drop in
the value of farm exports, the 1984/85 total
being over 25 per cent below the 1980/81 peak.
Overall, the United States farm sector lost a
cumulative amount of more than $30 billion of
export earnings during this period.

These influences are reflected in the evo-
lution of the farm cash flow during the 1980s.
Measured at 1983 prices, real cash flows before
interest payments (including Commodity Credit
Corporation loans) declined from $75 billion in
1978 to $64 billion in 1983, while interest pay-
ments rose by 50 per cent, from $14 billion to
$21 billion. Net borrowing (excluding CCC
loans) stood at $4 billion in 1983, less than a
fifth of its level in 1978. Consequently, funds
available for investment, saving and consump-
tion dropped by more than 40 per cent between
1978 and 1983, from over $80 billion to under
$50 billion. After a slim recovery in 1984, the
decline continued into 1985, when cash flow
remained at less than half of the 1978 level, due,
also, to a net debt repayment of $4 billion. The
combination of high interest payments and
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lower level of new lending entailed substantial
net transfers from the farmers to banks.

The deterioration in net farm income
(profits) and in the rate of return on equity has
been even more drastic. In 1978, total return
from assets before interest payments stood at
$117 billion when interest payments were S14
billion (at 1983 prices). In 1983 total return
from assets before interest payments fell to $24
billion while interest payments rose to $21
billion, leaving only $3 billion (or $12 billion if
real capital gain on debt is included) as net re-
turn from a total equity of more than $750
billion. Thus, “net income, after interest pay-
ments has been averaging near zero in the
1980s, which implies that farmers with average
profitability and average debt have been able
to meet their interest charges from current
earnings, whereas those with average profit-
ability but heavier debt have seen their earnings
fail to cover their debt service."22

Because of their high capital intensity and
the low return on very large and long-lived farm
assets, farmland prices tend to be extremely
sensitive to changes in interest rates and in ex-
pected income flows. The rise in the interest
rates and the fall in the income-gencrating ca-
pacity, therefore, resulted in sharp declines in
land values, by an average of 19 per cent over
1981-1985, reaching as high as 45 per cent in
certain areas. This has contributed to the sub-
stantial capital loss on farm assets, which has
been estimated to range from $150 to $300
billion during the first four years of the 1980s.

There are various estimates regarding the
extent of the financial distress. The proportion
of farm operators estimated to be financially
vulnerable or imperilled as a result of the debt
problem range from 10 per cent to 25 per cent,
holding 15-25 per cent of total farm assets and
owing between 40 and 60 per cent of total farm
debt. There are also many farm-supply firms
and rural banks affected by the crisis.22 The
farm debt problem is so serious that a
resumption of economic growth is not generally
viewed as being sufficient to ensure the survival
of the system. Rather, a scheme of social refi-
nancing is increasingly thought to be necessary
for allocating losses between creditors and
debtors, and between the public and private

sectors, through such methods as debt morato-
rium, loan guarantees, debt restructuring and
write-down, interest-rate subsidies or buy-
downs and asset leaseback.

2. The impact on the mineral sector

In marked contrast to the position in ag-
riculture, the economic recession has had a
much sharper effect on mineral and metal pro-
duction in developed market-economy coun-
tries than in developing countries. Aggregate
production of the major non-fuel minerals, ores
and metals in the developed market-economy
countries fell substantially in 1982 (by some 15
per cent) and remained at that level in 1983,
before recovering in 1984, though only to a
level some 7 per cent below that of 1980. By
contrast, developing countries’ production re-
mained essentially unchanged, in aggregate,
over the period 1980-1983, and then rose by
some S per cent in 1984 (see annex table 11 and
Part A of figure 2).

The dewnturn in mineral production was
considerably greater, proportionately, than for
industrial production as a whole in the devel-
oped market-economy countries, partly because
of the greater incidence of the recession on
output of durable goods, in particular basic
metals, than on most other sectors, and partly

* because of the continuing secular decline in the

metal-intensity of industrial output. The ratio
of aggregate minerals and metals consumption
to industrial production in the developed
market-economy countries declined by 9 per
cent between 1979 and 1984, or by an average
of 1.8 per cent per annum, compared with an
annual average decline of 0.9 per cent during
the 1970s; in 1981-1984, the ratio fell to 15 per
cent below the level of 1971-1974.

For the developed market-economy

‘countries, the drop in minerals and metals pro-

duction was compounded by the price decline.
Market prices of minerals, ores and metals ex-
ported by developing countries fell by 27 per
cent (in dollar terms) between 1980 and 1984
(see annex table 8), but the decline in export
unit values was considerably less, mainly be-

22 Statement by E. Melichar, on 23 October 1985 to the Sub-Committee on Economic Stabilization of the Committee
on Banking, Finance and Urban Affairs, United States House of Representatives, in Federal Reserve Bulletin,
December 1985, p. 941. Indeed, since an average profitability of 2 per cent on total assets yields a zero return on
equity with an average debt/assets ratio of 20 per cent and an average interest rate of 10.3 per cent, those farmers
with a higher debt/assets ratio and/or with a higher rate of interest on outstanding debt must have clearly been driven
into financial stress. This follows from a simple relation defining the rate of return on equity as r = (q-id)/(1-d), where
q is the rate of return on assets, i the rate of interest and d the debt/assets ratio. Hence, when id is greater than q, r
will be negative. For calculations based on such a formula see E. Melichar, "A Financial Perspective on Agricuiture”,

Federal Reserve Bulletin, January 1984, table 3, p. 9.
23 For the effect on banks see chap. 1V, sect. A, below.
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cause much of this trade is transacted on an-
nual contracts, or consists of intra-firm
transactions. Unit values of minerals, ores and
metals exported by developed market-economy
countries, when weighted by relative value
added in production, fell by 17 per cent from
1980 to 1982, and failed to recover in the two
subsequent years. There was a closely corre-
sponding movement in unit values for develop-
ing countries, though in this case, they rose
marginally from 1982 to 1984 (table 12).

In terms of the current value of pro-
duction, the decline was much greater, both
proportionately and in absolute terms, for de-
veloped market-economy countries. Between
1980 and 1982, the mining sector of these
countrics lost about one-third of the value of its
1980 total production, compared with a loss of
one-sixth for developing countries (see part B
of figure 2). Over the four years 1980-1984, the
cumulative loss from the 1980 level amounted
to $40 billion for the developed market-
economy countries (virtually equivalent to their
entire output in 1980), as against a loss of some
$13 billion for the developing countries (just
over one-half of their 1980 production).

The commodity pattern of change was,
however, different in the two groups of coun-
tries (see annex table 12). For the developed
market-economy countries, one-half of the cu-
mulative loss in the value of output since 1980
reflects both a cut in aluminium production and
a decline in the unit value added through proc-
essing, whereas for the developing countries the
major loss in value terms came from copper,
which was due entirely to the fall in copper unit
values, since copper production in developing
countries rose (by 12 per cent from 1980 to
1984). In volume terms, there has been a shift
in the location of production, for both
aluminium and copper, from developed to de-
veloping countries, as increased smelting or re-
fining capacity has come on stream in the latter
and has been retired in the former. A similar
shift has occurred for iron ore.

For both copper and iron ore, the United
States, the largest producer among developed
market-economy countries, is relatively high-
cost, and the early 1980s were characterized by
widespread mine closures in that country as
prices fell sharply and imports - stimulated by
the strength of the dollar - rose considerably.
A similar situation prevailed in Canada. While
production was being cut in the North Ameri-
can copper and iron ore mines, mine and
smelter capacity were being enlarged as a result
of earlier investment decisions. For copper,
mine closures from 1981 to mid-1985
corresponded to 887,000 tons of capacity in the
United States (representing some 40 per cent

of total capacity at end-1984), and to 214,000
tons in Canada (almost 25 per cent of total
capacity) though only a proportion of these
closures can be considered as permanent.
Copper mine capacity has been expanded
substantially in Chile since 1980, as well as in
a number of other developing countries, and by
end-1984 copper mine capacity in developing
countries, which had exceeded that iIn
developed market-economy countries by almost
30 per cent in 1980 had, by 1984, become about
40 per cent greater than in those countries.
Investment decisions already taken indicate a
further substantial expansion In copper mine
capacity during the later 1980s. By end-1990,
total capacity in developing countries is
estimated to rise by some 870,000 tons (19 per
cent) over the end-1984 level, while that in
developed market-economy countries is
estimated to decline by about 100,000 tons (3
per cent).

For iron ore, a similar shift has taken
place since 1980 and is expected to continue.
Mine closures in the United States brought
capacity down by some 12 million tons (17 per
cent) between 1981 and 1984, and current plans
indicate a further fall of 13 million tons (22 per
cent) by 1990. Capacity in developing
countries, by contrast, is planned to rise by 13
million tons (7 per cent) from 1984 to 1990,
essentially as a result of large new investments
in Brazil, a low-cost producer, which is likely to
raise that country’s share of the world market
significantly over the coming decade (see annex
table 13).

For the bauxite/aluminium industry,
major structural changes have also taken place
since 1980, as a result of a decline in demand
for aluminium caused by both slow economic
growth in developed market-economy countries
and a virtual cessation of the trend of
substitution of aluminium for other materials.
High-cost producers, particularly in the United
States and Japan, reduced output and retired
some capacity, while production expanded and
new capacity was installed in low-cost areas,
including Australia, Canada, Brazil and
Venezuela. The contraction in the United
States led also to a decline in output of bauxite
and alumina by Caribbean producers supplying
the United States. Existing investment plans
indicate an expansion of some 110,000 tons (1
per cent) in aluminium capacity in developed
market-economy countries between 1984 and
1990, with a much larger growth of 890,000
tons (33 per cent) in capacity in developing
countries. Similarly, installed capacity at the
bauxite and alumina stages is likely to expand
over this period (by some 15 and 40-45 per
cent, respectively) in developing countries, with
little change in bauxite capacity and some
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Table 12

EXPORT UNIT VALUES AND VALUE OF PRODUCTION OF MINERALS, ORES AND METALS 4
IN DEVELOPING COUNTRIES AND IN DEVELOPED MARKET-ECONOMY COUNTRIES, 1980-1984

Item/country group 1980 1981 1982 1983 1984  1980-1984
cumulative
change ¢

Indices (1980=100)
Unit value ®
Developing countries 100 93 81 84 85
Developed market-economy countries 100 94 83 82 85
Billions of dollars
Value of production at current prices 4
Developing countries 23.0 215 19.0 18.9 19.6 -12.9
Developed market-economy countries  43.4 394 293  30.2 345 -40.4
Total 664 609 483 49.1 541 -53.3
Per cent )
Share of developing countries 35 35 39 38 36

Source: UNCTAD, Yearbook of International Commodity Statistics, 1985; International Lead and Zinc Study Group,

(London), Lead and Zinc Statistics.

a For minerals, ores and metals covered, see annex table A.l12.
b Index of value at current prices divided by index of volume shown in table 5. Differences in unit value for
developing countries and developed market-economy countries reflect different weighting of the minerals and

metals included.

an

Aggregate value of production in 1981-1984 /ess four times the value of production in 1980.
Quantities produced valued at unit values of exports in relevant year. For refined metal, the unit value taken

was the unit value of the metal minus the unit value of the corresponding ore (in metal content), this derived
figure corresponding to the value added at the processing stage.

decline in alumina capacity in the developed
market-economy countries.

3. The policy response

The world economic recession of the first
half of the 1980s has had a profound adverse
impact on the commodity sector of the majority
of developing countries. Over the four years
1981-1984, the cumulative loss, from the 1980
level, in foreign exchange earnings from their
exports of the principal primary commodities,
both agricultural and mineral, amounted to $38
billion (equivalent to over 40 per cent of the
1980 total). The loss attributable to the fall in
world commodity prices was as high as $55

billion, a loss partly offset by an expansion in
export volume amounting to $17 billion over
the four-year period (table 13).

The sharp decline in commodity prices
also affected the total value of commodity pro-
duction in developing countries, whether for
export or for home consumption, and in some
cases led to involuntary stocking. A broad
guide to the magnitudes involved can be gained
by valuing the quantities of the major com-
modities produced in developing countries by
the unit value of world exports in each year
since 1980. On this basis, as table 13 also in-
dicates, the loss of income to developing coun-
try producers of the major primary
commodities over the four years 1981-1984,
compared with the 1980 level, as a result of the
fall in prices, amounted to some $130 billion,
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Table 13

CUMULATIVE CHANGE IN THE VALUE OF PRODUCTION AND EXPORTS OF
MAJOR COMMODITIES OF DEVELOPING COUNTRIES, 1980-1984

(Billions of dollars)
Production Exports
Agricul- Mineral®  Toral Agricul- Mineral®  Total
tural @ tural @
Value in 1980 230 23 253 68 19 87
Cumulative change,
1980-1984 ¢ -61 -13 -74 -23 -15 -38
of which due 10:
Prices 4 -118 -14 132 -42 -13 -55
Volume 56 1 57 19 -2 17

Source: UNCTAD, Yearbook of International Commodity Statistics, 1985.

a See annex table A.10 for commodities included.
b See annex table A.12 for commodities included.
¢ See note ¢ to table 12.

d World export unit values.

equivalent to one-half the total value of pro-
duction of the same basket of commodities in
1980. However, there was a substantial
compensatory expansion in the volume of pro-
duction (almost all of which was in the agricul-
tural sector) equivalent to a cumulative
increase of $57 billion.

The consequent severe squeeze on the in-
comes of commodity producers coincided with
a major deterioration of the budgetary position
in the majority of developing countries.

In certain cases, notably in mineral pro-
duction where mines were in State ownership
or under State control, the fall in export
earnings has been offset, at least in part, by in-
creased government subsidies in order to main-
tain and, where possible, expand the volume of
exports. However, such subsidies have tended
to exacerbate an already tight budgetary situ-
ation caused by the decline in export earnings
and in associated budgetary revenues, often
combined with increased debt-servicing
charges, and have thus reinforced domestic in-
flationary pressures. For the majority of de-
veloping countries, however, and particularly
for those where export production is largely in
the hands of smallholders, governments have
generally not found it possible to provide simi-
lar subsidies to farmers.

It was noted above that the recession has
hit more severely the mineral sector in the de-
veloped market-economy countries than in the
developing countries, since they have the
higher-cost mines for the major mineral pro-
ducts, and governments in those countries do
not generally follow policies of price - or in-
come - support for domestic mines. The re-
cession has thus resulted in a contraction in
total mineral production in the market econo-
mies - output in both 1982 and 1983 being
some 10 per cent below the 1980 or 1981 levels,
followed by a recovery in 1984 to almost the
earlier total - accompanied by a shift in the lo-
cation of output in favour of lower-cost pro-
duction in developing countries.

By contrast, in the agricultural sector
there is considerable government intervention
in the market process in most developed
market-economy countries. As was seen ear-
lier, the operation of price supports under the
Common Agricultural Policy has been effective
in generally maintaining the real value of farm
incomes in EEC, while in the United States
price supports and direct government payments
to farmers have substantially mitigated what
would otherwise have been a general financial
crisis in the farm sector. Even so, as described
earlier in this chapter, by January 1985 a con-
siderable number of family commercial farms
had become insolvent or were suffering from
extreme financial problems.
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Thus, while the problems for the com-
modity sectors of both developing and devel-
oped countries arising from the economic
recession have been similar in kind, though dif-
ferent in magnitude, there has been a marked
contrast in the policy responses of governments
and in the efficacy of remedial measures that
have been taken. While the farm sectors of the
major developed market-economy countries
have been protected, to a greater or lesser ex-
tent, from the decline in world market prices,?4
it has so far not been possible to agree on any
action to safeguard even a minimum level of
commodity prices or of foreign exchange
earnings from the commodity exports of devel-
oping countries.

The severe squeeze on the external pay-
ments positions of the great majority of devel-
oping countries as a result of the depressed
level of commodity prices, combined, for many
of these countries, with sharply increased inter-
est payments on their foreign debts and greatly
curtailed inflows of long-term capital, have
forced governments into drastic shifts in policy.
The central objective of policy has become the
expansion of foreign exchange availabilities to
meet debt-servicing obligations. One mech-
anism in general use, along with others, to
achieve this objective has been currency deval-
uation, often undertaken as part of an IMF
package of measures, which have also generally
included cuts in government expenditure, in-
cluding food subsidies, and the liberalization of
imports.

However, as was argued in the Trade and
Development Report, 1985 (Part Two, chapter
IIT), where currency devaluation has been
substantial in relation to increases in domestic
prices and in associated costs of production of
exportable commodities there is likely to be a
perverse result, in so far as the rise in the
profitability of commodity production in terms
of domestic currency engenders an expansion
in commodity production and exports, thus still
further depressing world commodity prices.
This thesis was generally confirmed by the
analysis in the Report, relating to a selection
of agricultural commodities for which world
prices in dollar terms had fallen between 1980
and 1983. That analysis has now been
extended to 1984, covering 28
commodity/country situations, in 12 of which
real domestic prices of commodities had
increased by 10 per cent or more since 1980.
For this latter group, there was an average rise
since 1978-1980 of 17 per cent in the harvested
or planted area, while production and exports
rose in volume by an average of 12 and 26 per

cent, respectively. By contrast, for the 16 cases
in which real domestic prices had increased by
less than 10 per cent, or had fallen, between
1980 and 1984, the harvested or planted area,
on average, fell by 2 per cent over this period,
while production and export volume rose by 7
and 12 per cent, respectively.

The sharp contrast between the two
groups in the change in harvested or planted
area, consequent upon changes in real domestic
prices associated with currency devaluations,
does indicate that large real devaluations may
well have had, in many cases, the perverse re-
sult on commodity production and exports
(and hence on world commodity prices) that
might be expected on theoretical grounds.

A further element in the policy response
of many developing countries to the depressed
state of world markets for their traditional
commodity exports has been an effort to diver-
sify the pattern of their commodity exports to-
wards more profitable lines, or towards those
with more dynamic export prospects. There
are, however, a number of major constraints on
the ability of most developing countries to di-
versify their commodity sectors, let alone to
create more broadly-based economic structures
by developing or expanding their manufactur-
ing sector. Such constraints arise particularly
from the severe shortage in recent years of for-
eign exchange to purchase essential inputs for
diversification programmes, as well as from in-
adequate domestic infrastructures and inappro-
priate pricing policies in many countries.
Furthermore, import barriers in_ developed
country markets also often constitute signif-
icant limitations to the expansion of new prod-
uct lines.

None the less, it is of interest to assess the
extent to which developing countries have suc-
ceeded in diversifying their commodity exports
in spite of these various constraints. An anal-
ysis of commodity exports patterns of 55 de-
veloping countries reveals a number of
significant changes over the period 1980-1984.
First, two-thirds of these countries, 37 in all,
did not succeed in achieving any significant di-
versification in their commodity exports over
this period. Second, of the 18 that succeeded
most of the increase in exports came from the
larger countries, which already had relatively
diversified commodity sectors in earlier years.
This was particularly the case for Brazil (which
diversified exports into, inter alia, orange juice,
soyabean oil and sugar), Argentina (oilseed
cake and meal, sunflower oil and soyabean oil),
and Malaysia (palm oil and cocoa).

24 To the extent that price or income support measures have involved additional barriers to imports into developed
market-economy measures, these have had the incidental effect of depressing world commodity prices even further.
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Though a number of smaller exporting
countrics have also been diversifying their
commodity exports, this process is not likely to
add significantly to the depressive forces al-
ready prevailing in the world market. In so far
as some of the larger countries have run into
difficulties in fulfilling their diversification
programmes, there may likewise be little signif-
icant effect on market prices. None the less, in
a situation of persistent recession in world
commodity markets, the danger remains that
diversification programmes of the larger devel-
oping countries may well, in the future, result
in the shifting of resources into the production

of commodities already in global oversupply.
Though the diversifying country might thereby
gain in market share, there would inevitably be
a net loss for developing countries as a whole
in their foreign exchange earnings from the
commodities concerned. Some consideration
thus needs to be given to the creation of an
appropriate institutional framework within
which a harmonization of the diversification
programmes of commodity-exporting countries
could be effectively negotiated, so as to avoid
the danger of transferring surplus situations
from some commodity markets to others.

C. The collapse of oil prices

Unlike most other primary commodities,
oil prices have for decades been subject to de-
liberate management by producers. While
trends in supply and demand and shifts in sup-
ply capabilities have eventually been reflected
in prices, prices have on the whole been shel-
tered from temporary swings in market condi-
tions. In recent years, the administration of
prices has been carried out by OPEC. When
faced with a tight market, it generally re-
sponded by raising production, although on
occasions when the tightness stemmed from a
major supply shortfall, it also increased prices.
Similarly, when faced with a slack market, it
generally responded by reducing output.

This system collapsed in the course of
1985, and petroleum is now under a “flexible”
régime, like many other primary commodities.
Prices plunged from around $28 per barrel to
reach $12 in April 1986, bringing the price in
real terms down to the level prevailing before
1973. Moreover, prices have displayed a high
degree of volatility in recent months.

The main reason for this collapse was the
inability of OPEC countries to withstand the
financial pressures resulting from the con-
traction of the demand for their exports. In
quantitative terms, this contraction was due
mostly to the changes in patterns of pro-
duction, consumption and trade triggered by
the price increases in the 1970s. However, the
slowdown of growth in developed and develop-
ing countries has also played a key role. Thus,
the decline in oil prices has been closedly linked
to the past performance of the world economy,
as well as to developments within the oil sector
itself. Moreover, the price decline, by generat-
ing a huge transfer of world income, is now ex-
erting a powerful influence on economic
activity and price performance in both import-
ing and exporting countries.

This section begins by examining the
various factors responsible for the contraction
of OPEC revenues and hence for OPEC’s deci-
sion to abandon its policy of concerted pro-
duction restraint. It goes on to characterize the
present state of play and its possible outcomes.
Finally, it discusses the likely impact of contin-
ued instability and uncertainty on the energy
sector; other consequences of the decline of oil
prices are discussed in chapters V and VI.

1.  Changing market shares and world
consumption

Numerous (though not all) long-term
forecasts made at the end of the last decade
envisaged rising oil prices. Increased invest-
ment in high-cost alternative energy sources,
particularly nuclear, tar sand and shale oil, and
a rapid increase in worldwide oil exploration
and development activity were expected to take
place in response to the higher price of oil, but
the energy market was expected by many ob-
servers to be tight for the rest of the century.
It was therefore thought in OPEC circles that
the threat to the Organization’s role as price
administrator would come from an inability to
prevent a new surge in oil prices induced by a
supply shortfall, rather than from failure to
maintain prices during a period of depressed
demand. A wide margin of spare capacity was
therefore viewed as being necessary - a view
which was reflected in the Long-Term Strategy
formulated by OPEC in 1980.

The rise in oil prices in the 1970s did, in-
deed, improve the economics of alternative en-
ergy sources by making investments in
high-cost oil outside the OPEC area and the
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development of natural gas, coal and other re-
sources, including nuclear, more attractive.
Moreover, concern over the security of supply
led to exploration and development being di-
verted away from the OPEC area (despite the
lower exploration and development costs) to
other high-cost areas.

The increase in non-OPEC crude oil sup-
plies far exceeded expectations. Total
non-OPEC supplies of oil, including natural gas
liquids (NGLs), to developed market economies
and developing countries increased by a net
amount of 8.6 million b/d (barrels per day), or
some 48 per cent, between 1972 and 1984. The
increase started in the mid-1970s and acceler-
ated following the 1979/1980 oil price increases.
The major increase in supplies came from the
North Sea producers, Mexico and the socialist
countries but almost one-third was accounted
for by other non-OPEC producers, excluding
the United States and Canada, where supplies
declined by almost 1 million b/d.

The growth of non-OPEC supplies was
matched, to the extend of about one-half, by a
decline of OPEC production, from 31 million
b/d in 1979 to 16 million in 1985. Figure 3
shows how OPEC oil production has been
overtaken by production in other countries
(excluding the socialist countries). In 1972,
non-OPEC production (so defined) stood at al-
most 17 million b/d, compared with 27 million
for OPEC. After 1979, OPEC production
dropped continuously to 17 million b/d by
1984, while non-OPEC production rose stead-
ily, to reach 24 million b/d in 1984, thus almost
reversing the two positions. The total increase
in supply from smaller developing country pro-
ducers outside OPEC (i.e. excluding Mexico)
proved to be unexpectedly high, rising by some
2 million b/d from 1972 to 1984 of which nearly
40 per cent was accounted for by Brazil and
India.

It is difficult to separate the impact of the
two price increases in the 1970s on the decline
in oil consumption which so far has taken place
in the 1980s because long time-lags are involved
in adjusting production technology to higher
prices. The combined effect of the two oil price
rises and the world economic recession was to
cause world oil consumption to drop.

The particularly sharp decline (2.1 million
b/d) of oil consumption in the electricity gen-
eration sector in the OECD countries in the
period 1973-1983 accounts for a large part of
the total fall in oil consumption in those coun-
tries during that period. Oil consumption by
industry as a whole in the OECD area declined
by one-third (2.9 million b/d) and in the
residential/commercial sector there was a de-
cline of 2.3 million b/d. Transportation, which

accounted for almost one-half of total oil re-
quirements in 1983, is the only sector where
OECD oil consumption increased substantially
during this period (by 1.5 million b/d).

Another factor reducing energy use was
a structural change in the composition of GNP
in industrial countries, with a rise in the share
of the less energy-intensive sectors, in particular
services. However, a detailed comparison of
past trends in total energy demand, especially
consumption of oil, with economic growth
shows that this structural factor, while signif-
icant, had less effect than generally thought.
If only the major energy-consuming industries
are considered, a downward trend can be ob-
served, but it is rather modest. A more impor-
tant reason for the reduced oil consumption in
industry was conservation and the substitution
of other fuels for oil.

The loss of oil markets due to higher oil
prices was compounded by the slowdown of the
world economy. Between 1980 and 1984
growth in developed market-economy countries
averaged 1.9 per cent annually and in the de-
veloping countries fell to an average of 2.5 per
cent. Had these countries sustained in that pe-
riod their respective growth rates of the 1970s,
and assuming an energy coefficient of 0.75 per
cent, demand for oil would have been higher
by around 3-4 million b/d in 1984, and revenues
over the period would have been higher by
$145-5180 billion. Had this loss not occurred,
the contraction of revenues stemming from the
growth of non-OPEC production, conservation,
and fuel substitution might have proved man-
ageable, and permitted orderly supply adjust-
ment to be made, instead of leading to a
collapse of oil prices and of the system of oil
pricing.

The loss of market share was initially not
unwelcome to the OPEC countries. The in-
crease in revenues of 48 per cent in 1979 and
40 per cent in 1980 resulting from the price rise
of 1979 permitted a growth of imports of 34 per
cent in 1980. The absence of financial
stringency allowed countries to accommodate
some reduction of demand by reducing output,
thereby extending the life of their oil reserves.
However, the reduction of exports far exceeded
expectations, and revenues contracted by
around 10 per cent in 1981, 20 per cent in 1982
and 20 per cent in 1983. This trend triggered a
series of developments which disrupted the
market and finally destabilized the supporting
base for the OPEC official crude oil price of
$34/b.

By 1982, the over-supply was beginning
to lead to a rapid softening of realized prices.
By the end of March 1983, spot prices of
African light crudes fell by about $8/b. The
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spot price of OPEC’s Marker Crude dropped
to $28.60/b, or more than $5/b below its official
price. In February 1983 North Sea producers
cut their prices by between $3 and $3.50/b,
prompting one OPEC member to announce a
unilateral price cut for its Bonny Light crude,
to $0.50/b below the new price of North Sea
crudes.

In the face of this new situation, in
March 1983 OPEC reduced the official price of
Marker Crude by $5/b,to a level of $29/b. Be-
cause of the rising value of the dollar at the
time, the price did not fall in real terms. Nev-
ertheless, it was the first time that nominal
prices had been reduced in response to a weak-
ness in the market. Even more significant was
OPEC'’s decision to adopt a formal production
ceiling and to set quotas for all members (a step
which, unlike the price cut, enjoyed the unani-
mous support of all members). To defend the
new price structure, the Organization agreed on
a ceiling of 17.5 million b/d for total OPEC
production and established a quota system for
individual member countries (see table 14).
Proposals for production programming had
been made before, but this was the first formal
OPEC-wide agreement, and set the stage for
similar accords later. OPEC’s 1983 accord also
attempted to address the thorny issue of crude
oil price differentials.

Nevertheless, pressure on OPEC pro-
duction continued unabated as non-OPEC oil
supply continued to increase, by an additional
1.4 million b/d in 1984 and 0.8 million in 1985,
as a result of previous investment in explora-
tion and development, particularly in the North
Sea. The weakness of spot prices during the
last quarter of 1984 led the North Sea produc-
ers once more to cut their official prices, again
followed promptly by similar action by one
OPEC member. To forestall another round of
price cuts, OPEC reduced the production ceil-
ing by 1.5 million b/d to 16 million b/d, i.e., 8.6
per cent (see table 14). A separate (and at the
time unpublicized) accord between Saudi
Arabia and Kuwait called for the two countries
to further reduce output, if necessary, in order
to absorb any production quota violation by
other members in excess of the new ceiling.
However, the reduction proved to be less
transitory than initially envisaged.

2.  The financial squeeze and production
policy

By 1984 the combined oil revenues of
OPEC member countries had fallen in real
terms to their levels of the mid-1970s, and

OPEC'’s share of the world oil market (exclud-
ing the socialist countries) had fallen from
one-half in 1974 to about one-third in 1984.
The financial squeeze on individual countries
made both the setting of individual quotas and
adherence to them difficult (see figure 4), and
prompted many countries to resort to a variety
of sales promotion measures such as hidden
discounts, offshore processing arrangements,
extended credit terms, spot sales and counter-
trade. The Organization’s decision to set up a
system to control and verify production vol-
umes and selling prices failed to ensure strict
adherence to production quotas and official
prices.

Some OPEC countries were adversely af-
fected by other factors as well. Whereas the net
creditor countries benefited from the rise in in-
terest rates after 1979, most debtor countries
among OPEC members were subject either to
a substantial rise in the interest cost of their
external debt or to a discontinuance of new
lending by banks, or both. The interest shock
was felt with particular strength in the Latin
American member countries, where the nomi-
nal implicit interest rate on medium- and long-
term external debt more than doubled between
1979 and 1982. Bank lending to Ecuador
ceased abruptly in 1982. Both Ecuador and
Venezuela had to renegotiate their debt. Out-
side Latin America, debt renegotiation was
necessary in Nigeria. Moreover, export
earnings, from non-oil commodities which were
of some importance to Ecuador and Indonesia,
also suffered from falling prices.

The decline in OPEC production and the
drop in official oil prices led to the disappear-
ance in 1982 of previous huge current-account
surpluses, which in 1980 had amounted to over
$100 billion. 1982 was the last year of positive
import growth - by 6 per cent - by OPEC
member countries taken as a whole. In each
of the following years, cuts of more than 10 per
cent took place. The process of import re-
duction began in 1982 in the “high-absorber”
countries, in particular Venezuela and Ecuador.
However, the so-called “low-absorber” coun-
tries also began to reduce their imports, as from
1983. For some, this was at first relatively
painless, since a number of capital-intensive
infrastructure projects were on the point of be-
ing completed, and further such investments
were not being planned on a large scale; more-
over, the labour released by the slowing of in-
vestment was largely immigrant. But by 1985
the distinction between “low” and “high”
absorbers had narrowed considerably. The
former, -although still enjoying considerable
room for manoeuvre financially, faced the
prospect of having to make deeper and more
costly import cuts if their revenue prospects did
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Table 14

PRODUCTION QUOTAS AGREED BY OPEC
( Thousands of barrels per day)

Country March 1983 November 1983 Percentage
quota quota reduction
Algeria 725 663 8.6
Ecuador 200 183 8.5
Gabon 150 137 8.7
Indonesia 1300 1189 8.5
Iran (Islamic Republic of) 2400 2300 4.2
Iraq 1200 1200 .0
Kuwait 1050 900 14.3
Libyan Arab Jamahiriya 1100 990 10.0
Nigeria 1300 1300 .0
Qatar 300 280 6.7
Saudi Arabia 5000 « 4353 12.9
United Arab Emirates 1100 950 13.6
Venezuela 1675 1555 7.2
Total 17500 16000 8.6

Source: OPEC Conference press releases.

a For the first time, Saudi Arabia formally accepted to act as a swing producer to supply the balancing quantities
within the ceiling of 17.5 million b,d . This effectively limited Saudi production to S million b,d.

not improve, while many of the latter, having
reduced their imports sufficiently to bring their
payments deficit to manageable levels, were
also not in a position to make further cuts
without suffering disruption.

These factors help to explain why the
contraction of demand for OPEC oil proved
even harder for those countries to accommo-
date than before, even though it was much less
pronounced. The reduction of the production
ceiling in 1984 from 17.5 million b/d to 16
million b/d left OPEC oil production far below
the levels regarded as acceptable by those
countries, several of whom sought an increase
in their own quotas. These pressures made it
increasingly difficult to distribute cuts, and re-
sulted in a disproportionate burden being
placed on Saudi Arabia and Kuwait. More-
over, Saudi Arabia’s swing producer role within
OPEC, which had already been influenced by
frequent war-related fluctuations in output in
the Islamic Republic of Iran and in Iraq, now
had to take into account the increase in Iraq’s
export capacity and production to about 1.8
million b/d (compared to the quota of 1.2
million agreed upon in October 1984) as its
pipeline through Saudi Arabia become opera-
tional in mid-1985. In addition, Kuwait’s initial
all-out support of the price structure had
proved too onerous to follow through. Saudi

Arabia thus found itself with a current-account
deficit of the order of $20 billion and an output
level far below its maximum sustainable capac-
ity of 11 million b/d (at times falling to as little
as 2 million).

Thus, by 1985, a few OPEC countries
found themselves in a situation in which, on the
one hand, in order to protect the short-term
revenue stream of OPEC members as a whole
they were suffering large falls in revenues,
while, on the other hand, the price that they
were defending was progressively diminishing
oil use in the long run - a prospect that was
not appealing to them, given the high level of
their oil reserves. It was in these circumstances
that prices plunged. It was expected that a
price collapse would persuade those oil-
exporting countries that had hitherto enjoyed
a “free ride” at the expense of OPEC’s swing
producers to co-operate in production-
management by voluntarily curtailing their own
output. Such a course of action would also
serve their own interests, both in the short
term, by strengthening prices, and in the long-
term, by reducing their pace of depletion. Al-
ternatively, the price cuts would induce
“involuntary” production cuts through familiar
market processes, both immediately by making
marginal fields uneconomic and over the
medium-term by depressing the pace of new
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drilling and exploration. It was expected that
if the price cuts succeeded in inducing co-
operative behaviour on the part of non-OPEC
producers, prices would be re-stabilized rela-
tively soon, though not necessarily at their
previous levels; but that if they did not, a com-
bination of reserve depletion in other countries
and a revival of oil demand triggered by the low
prices would, after a number of years, improve
the balance of supply and demand in favour of
the countries that had hitherto acted as ‘swing’
producers. The first scenario would be less
costly for OPEC countries in the immediate fu-
ture; but even the costs of the second, in terms
of payments deficits or import cuts, could be
sustained by the swing producers since their
foreign asset holdings were still relatively high.

The goal of associating non-OPEC pro-
ducers in production programming was widely
shared within OPEC. However, those countries
with little or no room for further import cuts
and with scanty reserves or borrowing capacity
wished to avoid any action that would reduce
their revenues in the short term. Moreover,
some countries expected their oil reserves to be
largely depleted before any longer-term benefits
from lower oil prices would make themselves
fully felt, and were therefore not convinced that
prices needed to be reduced.

Nevertheless, in December 1985 OPEC
decided on a policy intended to “secure and de-
fend for OPEC a fair share in the world oil
market consistent with the necessary income
for member countries” development”. While a
fair share has not been precisely defined - per-
haps intentionally so, in order to leave room for
bargaining with non-OPEC producers - it is
commonly considered to lie in the range of
some 17 milion b/d. It would not be difficult
to achieve this, or even a substantiallly higher,
figure, given the wide margin of spare capacity
present in many OPEC countries. The problem
is, rather, how to reconcile the market share
objective with the revenue objective. That will
depend on the willingness of non-OPEC pro-
ducers to co-operate. A number of oil-
exporting developing countries outside OPEC
have indicated their willingness to participate
in voluntary output cuts. Co-operation from
the USSR is also expected to be forthcoming.
Among the developed market-economy coun-
tries, Norway has recently signalled willingness
to contribute to efforts to restabilize the oil
market, but the United Kingdom has not.
Much will depend on whether the United
Kingdom maintains its present position or, al-
ternatively, whether other countries will be
willing to attempt to restabilize the market
without that country’s participation. Such a
task might not be easy in any event, for OPEC
countries under financial pressure might find it

even harder to maintain self-discipline than be-
fore if, as is expected, the new target prices
were lower than those set previously, even if the
more realistic alternative were the current level
of prices, which are lower.

While the eventual outcome of the
“game” being played in the oil market is highly
uncertain, a continuation of the present situ-
ation would have a number of important con-
sequences, some of which are discussed in
chapters V and V1. The following paragraphs
consider the consequences for the energy in-
dustry.

3. Prospects for supply and demand

The prospects for oil supply will be af-
fected markedly in the longer term by recent
developments in the oil market. On the basis
of country-by-country and area-by-area analy-
sis, it is expected that supplies of oil from
non-OPEC sources to developed market-
economy countries and developing countries
will reach 27.83 million b/d by 1990, or 1.20
million b/d more than in 1985, assuming that
prices will be in the range of $14 - $18 per bar-
rel. The impact of recent price fluctuations is
not expected to have a major effect on supplies
in the near future, since investment in new
fields has already taken place, and changes in
supply in this period will be in response to ear-
lier investments. The marginal wells, such as
“stripper wells” in the United States and some
in the North Sea, will be affected if prices re-
main low for long, but such reductions in sup-
ply will be small relative to world supplies. In
the longer run, after 1990, the effect will be-
come quite noticeable as a result of reduced
investment in exploration and development in
response to the decline in oil prices and the
uncertainty regarding future prices.

The forecast increase in non-OPEC oil
supplies between 1985 and 1990 is not expected
to be highly concentrated but spread over a
number of different countries, with the devel-
oping countries outside OPEC offsetting de-
clines elsewhere. Table 15 summarizes forecast
non-OPEC oil supplies to the world (excluding
the socialist countries) in 1985 and 1990.

Lower oil prices will stimulate demand in
the longer term rather than in the immediate
future, and it is important to bear this in mind
during the present period of accelerated price
decline. Decreases in oil prices today might
arrest the decline in oil consumption, but would
not increase oil consumption sharply in the
immediate future. The short-term effect of
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Table 15

EXPECTED WORLD # SUPPLY OF OIL IN 1990 FROM NON-OPEC SOURCES
( Millions of barrels per day)

Country/region 1985 1990 Change from
{Actual) {Forecast) 1985
Production in:
United States 10.55 9.75 -0.80
Canada 1.95 2.05 0.10
North Sea countries 3.36 3.10 -0.26
Other OECD 1.05 1.28 0.23
Developing countries 7.97 9.75 1.78
Net imports from socialist countries 1.75 1.90 0.15
Total supply from non-OPEC sources 26.63 27.83 1.20

Source: Based on data provided by Energy and Economics Research Inc.

a Excluding the socialist countries.

prices in the $15/b range on demand will be
minimal, because the forces of conservation,
substitution and structural change were set in
motion in the past, when it was widely expected
that real oil prices in the second half of the
1980s would exceed $35/b in 1980 prices.
Lower oil prices will, however, influence the
pace of further energy saving and fuel substi-
tution measures planned now for the late 1980s
and early 1990s, leading to an accelerated rise
in energy and oil demand in the medium and
long term.

Most forecasts prior to 1985, based on
the then prevailing prices of $28 per barrel, as-
sumed a balance in the oil market by 1990 and
the disappearance of any excess production ca-
pacity by the year 2000. The sharp fall in oil
prices makes it likely that the emergence of
tight oil market conditions will occur sooner,
with prospects for an earlier increase in both
nominal and real oil prices.

4.  The impact of oil price uncertainty on
the energy sector

The fluctuation in oil prices has intro-
duced an element of uncertainty into the in-
vestment and planning and the overall financial

prospects of the energy industries in general
and the oil industry in particular. Most energy
and oil companies, in the process of planning
their investment in the late 1970s and early
1980s, took into consideration the prevailing
views regarding the outlook for the energy and
oil market, particularly oil prices. On that ba-
sis, a number of large-scale investments seemed
to be cost-effective. However, with present
prices and the uncertain outlook, most such
projects will no longer be economical. Fur-
thermore, with the prevailing uncertainty re-
garding oil prices, it is very difficult for these
industries to make any meaningful cost-benefit
analyses for their investment. This makes in-
vestment planning difficult, if not impossible,
under present circumstances.

The cost of power generation from nu-
clear energy seemed to be quite justified and a
number of countries, in particular France, em-
barked on the development of nuclear energy
technology as the corner-stone of their energy
planning. Both cost over-runs and the reversal
in the trend of rising oil prices reduced the
competition of nuclear energy with oil, and the
industry only continued to survive with the help
of government subsidies. Moreover, environ-
mental considerations and the risk of accidents
have also been important factors in changing
the attitude towards nuclear energy. A number
of projects are already being cancelled and
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there are hardly any new orders for nuclear
power plants.

Coal, which has displaced a substantial
share of fuel oil in electricity generation, could
also come under pressure. Most of the elec-
trical power generators in Western Europe and
in other industrial countries have maintained
their dual power capacity characteristic and can
easily switch from using coal back to fuel oil.
While even with a low oil price the coal
produced in Australia and South Africa could
remain competitive, that of Western Europe
and some of the coal produced in the United
States will eventually lose their
competitiveness. In such a case, the choice
would be either to reduce output of coal in or-
der to support prices, or to let the price fall as
a result of competition with fuel oil. The price
fall will eventually result in mine closures, re-
sulting in severe unemployment in the localities
concerned.

The oil industry is suffering the same fate
as other energy industries with huge invest-
ments in marginal fields, both in the industrial-
ized and in some developing countries. The oil
industry had committed itself to the develop-
ment of high-cost oil, a commitment which was
only justified by the prevailing expectation that
real oil prices in the second half of the 1980s
would be in the range of from $38 to $40 in
1980. The reversal in the oil market and the
declining prices changed the picture drastically.
However, since the investment for exploration
and development (which are “sunk costs”) had
already taken place, the oil industry has been
forced to maintain production of the high cost
oil even in the face of falling oil prices.

For instance, it has been estimated that
a drop in price from $24 to $15 will lead to a
fall in well-head revenues of the 13 major and
integrated companies in the United States of
the order of $5.5 billion in 1986 compared to
1985 (see annex table 20), which would be more
than half of total revenue in the latter year.
Among the oil companies, the integrated ones
have a better chance of coping with the fluctu-
ations in the oil prices, since they can cover
their upstream losses in a period of falling
prices by their downstream activities. How-
ever, the uncertainty in the market would inev-
itably affect the downstream sector also,
leading to an overall deterioration of the finan-
cial condition of these companies.

The worsened financial situation of oil
companies and energy-related industries has
also caused difficulties for the financial insti-
tutions that are their creditors, a topic which is
taken up in chapter IV, section A, below.

The wordening financial situation of
some oil companies has been the main reason
for restructuring of the industry by, inter alia,
mergers and acquisitions, a situation which will
continue in the future. The result is the switch
of the oil industry towards concentration and
monopolization, with smaller and financially
weak companies being absorbed by larger oil
companies.

The fall in oil prices and uncertainties
about the future has already led a number of
major international oil companies to announce
substantial cuts in their capital expenditure for
exploration and development. The reduction in
planned capital investment has ranged from 49
per cent for Pennzoil and 48 per cent for
Amerada Hess to around 6 per cent for Conaco
and Philips Petroleum (see annex table 21).
The average cut in investment by major and
integrated companies could be as much as 22
per cent in 1986 and 1987 compared to the two
previous years. In fact, acquisitions and merg-
ers indicate that it would be cheaper to obtain
oil reserves through financial arrangements
than through exploration and development.
Such a change in attitude would inevitably af-
fect the future pattern of oil supplies.

Some participants in the oil market are
making a profit from speculation and price gy-
rations and are, therefore, benefiting from
volatility. Most, however, have a stake in
market stability and predictability. In the ab-
sence of defence of prices by OPEC it is difficult
to envisage any other player(s) capable of sta-
bilizing the market. This is due to the nature
of the market, in which the number of partic-
ipants at all levels in the industry has increased
manifold during recent years.

With the advent of participation and na-
tionalization of oil industries in OPEC coun-
tries, and the transformation of the role of
major oil companies in the late 1970s, the
number of participants has increased sharply,
on both the supply side (national oil companies
and other government agencies of oil-exporting
countries) and the demand side (major oil
companies, smaller independent refiners, oil
traders and other trading companies). This has
been accompanied by significant changes in the
supply pattern and the price structure. Long-
term supply arrangements made before 1979
covered only some 20 per cent of OPEC exports
in 1985, the remainder being sold at spot or
spot-related prices or disposed through
countertrade or other novel supply arrange-
ments. In the present situation of gyrating oil
prices, the oil trade has become even more
competitive and considerably more speculative.
A single cargo of oil can often change hands
many times before it reaches its final destina-
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tion. The crude oil spot market, which consti-
tuted only some 5 per cent of the volume of
internationally traded oil prior to 1979, now
accounts for more than 50 per cent, effectively
dominates the price structure in the market. In
striving to secure an outlet for their crude ex-
ports, oil producers are making increased use
of spot or spot-related prices.

Agreement among producers regarding
market share appears essential for restabilizing
the oil market. The extent of their market,
however, will depend importantly on the pace
of world economic growth. The question thus
arises whether it might not be possible to es-
tablish a new structure of co-operation both
among producers and between producers and
consumers, in the context of a long-term
growth strategy for the world economy, de-
signed to enhance predictability regarding de-
mand, supply, and prices.

5.  Conclusions

Because of the pricing system in force, the
effects of the slowdown of the world economy

on oil markets were different from those on
other commodities. The fall in demand stem-
ming from that source and from the substi-
tution and switching induced by higher energy
prices was initially accommodated by cuts in
output by OPEC members while production in
many other oil-producing countries increased.
However, the financial strain on OPEC coun-
tries proved too great.

The collapse of the system of price for-
mation for oil has made the price of that com-
modity as volatile as that of any other primary
commodity. But unlike the prices of other in-
dividual commodities, the price of oil is a key
variable for the global economy. Conse-
quently, the decline in its price will have major
repercussions, not only in the immediate future
but also in the long run, by paving the way for
continued price gyrations. Moreover, the
added uncertainty resulting from the break-
down of the pricing system will continue to af-
fect adversely investment in energy and the
performance of the world economy as a whole.
It is therefore important that there should be
international co-operation to stabilize oil
prices, alongside efforts to revitalize economic
growth and development and to reduce insta-
bility.

D. Commodity prices and disinflation in OECD countries

1.  Commodity price swings and
disinflation

The major developed market economies
have achieved a substantial slowdown of in-
flation since the beginning of the decade. In
the seven largest OECD countries, the rate of
increase in consumer prices was brought down
from an average of over 12 per cent in 1980 to
about 3.5 per cent in 1985, the lowest for more
than two decades. Much of this deceleration
took place during the 1980-1982 recession,
when the pace of consumer price increase fell
by 5.2 percentage points over that period. The
speed with which disinflation was achieved
varied among countries. In the United States
the consumer price rise was more than halved
between 1980 and 1982 and in Japan it was cut
by two-thirds, whereas in Western Europe only
by one-third. By the end of 1985, the United
States inflation had dropped by 10 percentage
points - from 13.5 per cent to 3.5 per cent, in

Western Europe by 8 points - from 14.3 per
cent to 6.3 per cent, and in Japan by 6 points -
from 8 per cent to 2.1 per cent. The decline
accelerated during the first quarter of 1986 due
to the collapse of oil prices, and the gonsumer
price index in the United States and the Federal
Republic of Germany fell for the first time since
the 1950s.

Reduced demand in OECD countries ex-
erted a strong disinflationary impact in those
countries not only through its direct effects on
domestic money wages and prices but also, and
no less, by pulling down commodity prices.
Indeed, this was a factor of significance to all
OECD countries, to a greater or lesser degree.

Following a steep rise of some 14 per cent
per annum during 1978-1980, non-oil com-
modity export prices fell by more than § per
cent per annum during 1980-1982 (see table
16).25 As a result, the swing in the rate of
non-oil commodity price inflation (i.e., the dif-

25 Since prices paid for imports may differ from market prices, export prices are reported in table 16. Indeed, the decline
in the market price index during 1980-1982 was much greater, exceeding 15 per cent per annum.
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ference between the annual rates of change)
was over 22 per cent per annum between the
two periods. Because of the moderate rise dur-
ing 1983-1984 the annual rate of decline over
1980-1984 was somewhat lower. However,
compared with 1978-1980, the swing in non-oil
commodity prices was substantial. Crude oil
prices, on the other hand, continued to rise at
the beginning of the decade, but much less than
in 1978-1980, giving an annual swing of about
60 per cent in 1980-1982 compared with
1978-1980. They then declined from more than
$34 per barrel in 1980-1981 to under S28 in
1984, adding further to the swing. The decline
in non-oil commodity prices during 1980-1982
and in oil prices in the later years meant that
there was an almost continuous decline in the
overall commodity price index over 1980-1984.

This was largely reflected in the prices of
primary commodities imported by the OECD
countries. The OECD non-oil commodity im-
port price index, after rising at an annual rate
of 11.5 per cent over 1978-1980, fell by more
than 7 per cent per annum during 1980-1982.
This swing of 19 per cent per annum was
smaller than for world non-oil commodity ex-
port prices. This may have been partly due to
differences in the composition of the world ex-
port and the OECD import price indices, but it
also reflects the impact of the prices of com-
modities produced and traded within the
OECD area. As noted in section B above, due
to the subsidies and protection, such as the
Common Agricultural Policy of EEC, prices of
primary commodities, and particularly the
foodstuffs produced and traded within OECD,
do not follow the same movements as world
commodity prices. As can be seen from the
movements of the non-oil commodity export
prices in table 16, during 1978-1980, OECD
non-oil commodity export prices rose slightly
more than the corresponding export prices
from developing countries. During 1980-1982,
on the other hand, developing country non-oil
commodity export prices declined by 12.4 per
cent per annum, but the OECD commodity
export prices lagged substantially, falling only
by 5.8 per cent. This suggests that, compared
with the prices of commodities exported by de-
veloping countries, prices of commodities in the
OECD are relatively inflexible downwards (al-
though here part of the difference between the
two price indices may be due to differences in
the commodity composition of exports).

The sharp swing in oil and non-oil prices
was the major factor behind the swing in the

OECD’s overall import price inflation (in terms
of national currencies) of 10.5 per cent per an-
num during 1980-1982 compared with
1978-1980. However, the decline in aggregate
import price inflation remained much less than
the decline in oil and non-oil commodity price
inflation because the prices of manufactured
imports kept up. Indeed, the swing in the
prices of OECD manufactured exports was
only equal to the swing in the average rate of
inflation over 1980-1982, ruling out any signif-
icant independent disinflationary influence
from trade in manufactures within OECD.
Therefore, the contribution of slowdown in im-
port prices to disinflation reflects the impact of
commodity prices.26

Changes in import costs affect consumer
prices directly when the imports are consumer
goods, or indirectly when they are inputs into
production of consumer goods, although they
may be temporarily absorbed by profit margins.
[t can reasonably be assumed that the weight
of commodity imports in the consumer price
index, including the pass-through of imported
primary inputs into final output is more or less
the same as in GDP. Since the share of imports
in the combined GDP of OECD countries is
around 16 per cent, an annual swing of 10.5 per
cent in import price inflation gives a disinfla-
tionary impact of 1.6 per cent per annum. This
represents approximately 60 per cent of the
total OECD disinflation that in fact took place
over 1980-1982. If the calculation is extended
to include 1984, the behaviour of import prices
can account for about one percentage point of
the average OECD disinflation of 2.5 points
from 1982 to 1984.

Since import prices and wages are two
major components of domestic prices, the dis-
inflationary impact of commodity price move-
ments would be enlarged to the extent that a
slowdown in import prices results in a deceler-
ation of money wages. Evidence suggests that
the response of wages to changes in import
prices 1s substantial. Moreover, as pointed out
by an OECD study of inflation during the
1970s, “the simple notion of import prices in-
fluencing expenditure deflators according to the
actual share of imports is incomplete, because
the influence of imports on the prices of
domestically-produced tradeables which com-
pete with imports may be equally important.”?’
Thus, the ultimate impact of the decline in
commodity prices depends also on the size and
speed of the response of wages and the prices
of the domestically-produced commodities.

26 In comparing commodity and import prices in the last two rows of table 16, exchange rate effects should also be taken
into account. Since the dollar rose over 1980-1984 relative to the other major currencies, the swing in local currency

prices was smaller than the swing in dollar prices.

27 "International aspects of inflation”, OECD Economic Outlook, Occasional Studies, June 1982, p. 16.
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Table 16

ANNUAL RATES OF CHANGE AND ANNUAL RATES OF SWING IN COMMODITY PRICES

( Percentage)
Change Swing
1978-1980 1980-1982 1980-1984 1980-1982 1980-1984
(1) (2) (3) (4) (5)
=(2)-(1) =(3)-(1)

Non-oil commodity export prices # 13.9 -8.3 -4.2 -22.2 -18.1

By commodity group

Food 14.6 -11.3 -1.4 -25.9 -22.0

Agricultural raw materials 12.5 -9.8 -2.0 -22.3 -14.5

Minerals 15.8 6.2 23 -9.6 -13.5

Metals 21.5 -12.6 -7.0 -34.1 -28.5

By country group

Developed market-economy

countries # 14.2 -5.8 -4.1 -20.0 -18.3

Developing countries 13.8 -12.4 -4.6 -26.2 -18.4
Crude petroleum export prices 4 58.8 2.7 -24 -56.1 -61.2
Non-oil commodity import
prices of DMECs 4% 11.5 -7.4 -4.5 -18.9 -16.0
Overall import prices of 18.1 7.6 5.8 -10.5 -12.3

DMECs ¢

Source: United Nations, Monthly Bulletin of Statistics, March 1986; OECD Economic Outlook, various issues.

a In terms of United States dollars.
b Countries members of OECD.

¢ In terms of national currencies of member countries.

)
/

The results here are broadly consistent
with the OECD estimates pertaining to in-
flation after the first oil price rise, and the im-
pact of the deceleration of import prices during
1977-1978 on consumer prices. Applying the
same coefficients to recent disinflation, the
contribution of commodity prices, including the
multiplier effect, would amount to about
three-quarters of the total slowdown in in-
flation during 1980-1982, and half during
1982-1984. ‘

While the evidence on whether or not
unemployment in OECD countries has exerted
an independent influence on wage and price
behaviour is mixed, there is no doubt that re-
duced demand has caused commodity prices to
fall, which in turn has contributed substantially
to the decline in OECD inflation, directly and
through its impact on wage moderation.

However, while both developed and developing
countries have shared the costs of restrictive
monetary and fiscal policies in the OECD, the
benefits have not been equally distributed. In-
deed, the decline in the commodity export
earnings, combined with the rise in interest
rates and cutback in bank lending, have forced
developing countries to make drastic import
cuts and thereby intensified inflationary pres-
sure in their own economies. It is to be noted
that developing countries did not have the op-
tion of improving their terms of trade by de-
pressing demand and output in their
economies, thereby reducing inflationary pres-
sures. In view of the damage inflicted upon
developing countries by the fall in commodity
prices, an improved balance in the developed
market economies between output and em-
ployment objectives, on the one hand, and the
rate of disinflation, on the other, would seem
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indispensable. In this way, growth would be
enhanced in both developed and developing
countries.

2.  Exchange rates and domestic wage and
Drice responses

Two broad factors determined differences
among OECD countries in their pace of disin-
flation: the incidence of the decline in import
prices and the size and speed of the response
of domestic wages and prices to unemployment
and import prices. The former depended on
changes in exchange rates and on the share of
commodity imports in domestic demand. On
the other hand, while the response of wages
differed among countries, the degree of flexibil-
ity of domestic prices of commodities also
played a crucial role.

Given the other factors influencing prices,
an appreciation of the dollar reduces the dollar
prices of commodities, and the reduction will
be higher, the lower the share of the United
States in world final commodity demand. Var-
ious estimates indicate that the elasticity of the
dollar prices of non-oil commodities with re-
spect to the exchange rate of the dollar vis-a-vis
other major currencies range between -0.50 and
-0.75 so that, ceteris paribus, a 10 per cent
appreciation of the dollar tends to depress the
dollar prices of commodities between 5 and 7.5
per cent. However, since prices in other
currencies rise by the difference between their
rate of depreciation and the rate of decline in
dollar prices, commodity prices would remain
unchanged when expressed in terms of a basket
of major currencies carrying weights equal to
commodity market shares.

The decline in the dollar prices of com-
modities during the 1980s reflected both the
impact of the appreciation of the dollar and the
weak demand stemming from recession and
high interest rates. A full decomposition of the
decline is an intricate issue, but some estimates
are available. From the last quarter of 1980 to
the end of the third quarter of 1984, world food
prices relative to average United States con-
sumer prices declined by 45 per cent, fuel prices
by 24 per cent and material prices by 20 per
cent. Commodity price changes relative to
consumer prices in other OECD countries were
smaller (26 per cent decline for food, 9 per cent
decline for materials, but a 3.6 per cent rise for
fuel), the difference reflecting the real appreci-
ation of the dollar vis-a-vis the currencies of the

other major countries. Thus, the decline rela-
tive to overall OECD consumer prices (about
31 per cent for food, 4 per cent for fuel and 16
per cent for materials) was smaller than the
decline relative to United States consumer
prices, and reflected influences other than the
appreciation of the dollar.

Because of the dollar appreciation, im-
port prices fell much faster in the United States
than in the rest of OECD. Commodities ac-
counted for just under half of total United
States imports in 1980-1984, with the result
that import prices in that period fell overall by
almost 4 per cent per annum. Import prices of
capital and finished consumer goods did not fall
to the full extent as the appreciation of the
dollar, because foreign suppliers, mostly the
other OECD countries, raised the prices in their
own currencies of their exports to the United
States and hence increased their profit margins:
evidence suggests that the cost conditions in
the United States were far more important de-
terminants of the prices of manufactures im-
ports than costs abroad. In the case of
restricted imports such as automobiles, import
prices rose, increasing the profit margins of
foreign suppliers substantially; OECD has
noted that, according to one analysis, “the au-
tomobile VER (voluntary export restraints) in-
creased the profitability of Japanese sales in the
US market by 12 percentage points”.28

Although in the United States the share
of imports in general, and of commodity im-
ports in particular, in total domestic spending
is relatively small, the large swing in the import
price index in 1980-1982 compared with
1978-1980 made a substantial contribution to
the slowdown in consumer price inflation. The
two-year swing in import price inflation was
close to 50 per cent, and its direct contribution
amounted to almost two-thirds of the slow-
down in consumer prices.

The prices of domestically produced
manufactures were not much affected by in-
creased competition from imports; they de-
pended mainly on the slowdown in production
costs, and there was no tendency to reduce
prices by lowering profit margins. Thus, this
fix-price behaviour at home caused the burden
of exchange rate appreciation to fall largely on
the level of industrial production and primary
product prices.

The impact of the United States import
prices was enlarged as price declines became
built into wage behaviour. Domestically, how-
ever, the prime disinflationary impulse came
again from commodity sectors. First, domestic

28 Costs and Benefits of Protectionism (Paris, OECD, 1985), p. 17.
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oil prices stabilized and later declined in line
with the world market prices, and contributed
to the slowdown in inflation as much as im-
ported oil, since domestic production ac-
counted for half of total consumption. Second,
prices of agricultural products and food fell; al-
though prices received by farmers fell much less
than world prices (see section B above), their
contribution to disinflation was comparable to
that of commodity imports because of the very
large share of domestic production in con-
sumption.

Thus, disinflation in the United States
can largely be explained by the decline in the
prices of both domestically produced and im-
ported commodities, and by the appreciation
of the dollar. While the increase in unemploy-
ment has played an independent role and
speeded up the response of wages to falling in-
flation, it cannot account for the greater part
of the fall, particularly considering that in-
flation continued to slacken during the recov-
ery, when unemployment was falling.

For the major Western European coun-
tries, these influences worked differently. Be-
cause of the depreciation of their currencies, the
swing in the dollar prices of commodities was
only partly reflected in prices expressed in do-
mestic currencies. For instance in terms of the
Deutsche mark, commodity prices fell by only
4 per cent in 1980-1982, after rising 17 per cent
in 1978-1980, giving a total swing of 21 per
cent. For Western European countries as a
whole, the swing expressed in prices of com-
modities expressed in terms of the ECU, was
even smaller - 16 per cent. Moreover, the con-
tinued appreciation of the dollar after 1982 and
the stabilization of the dollar prices of com-
modities during 1983-1984 entailed a rise in the
ECU prices of commodities, but at a rate well
below that of the consumer price index. Since
the share of commodity imports in total
spending is substantially higher in Western
Europe than in the United States, swings in the
domestic currency prices of imports and com-
modities have a much greater impact on do-
mestic price inflation than they do in the
United States. Indeed, while the fall in the rate
of increase in import prices was only 8-10 per-
centage points in the Federal Republic of
Germany and the United Kingdom from
1978-1980 to 1980-1982, it generated a direct
disinflationary impact of 2.5-3 per cent, because

the share of imports in domestic spending was
as high as 30 per cent.

On the domestic side, there was some in-
ertia in the reaction of wages to slowdown in
import and consumer prices, particularly in the
United Kingdom and Italy. Moreover, agri-
cultural prices in EEC were sustained at high
levels on account of the Common Agricultural
Policy. Between 1980 and 1982, while the
world commodity prices expressed in ECU rose
by about 2 per cent, the EEC agricultural price
index rose by more than 10 per cent.?? These
factors, together with the depreciation of the
Western European currencies, meant that dis-
inflation involved greater costs in terms of out-
put and employment than in the United States.

The Japanese experience was in some re-
spects similar to that of Western Europe and in
other respects to that of the United States. The
share of imports in domestic spending is low
compared with Western Europe, but because
oil and non-oil commodities account for more
than three-quarters of imports, Japanese im-
port prices are highly sensitive to changes in
commodity prices and in the exchange rate.
The direct impact on domestic costs of a 10
percentage point change in the yen prices of
commodities amounts to one percentage point,
which is far greater than in the other major
OECD countries.

The Japanese import prices rose by about
35 per cent per annum during 1978-1980, but
the average rate of consumer price inflation was
only 2 percentage points higher than in
1976-1978, much less than the direct effect of
import prices. The crucial factor in keeping
inflation low was the behaviour of wages; in-
deed, unit labour costs in manufacturing fell by
about 2 per cent during that period. During
1980-1982, the decline in commodity prices was
reflected in a sharp swing in the rate of increase
in import prices since the rate of depreciation
of the yen vis-a-vis the dollar was small. How-
ever, consumer price inflation fell by much less
than was accounted for by the direct impact of
the swing in import price inflation. Since unit
labour costs rose only moderately, the decline
in commodity prices helped to sustain profits in
the face of the recession. In Japan, therefore,
commodity price changes were not fully carried
through into consumer prices because of the
behaviour of wages and profits.

29 This can also be deduced from the figures in table 10 above. While the dollar prices of the EEC commodities in the
ECU basket declined by 12 per cent in 1980-1982, the ECU prices rose since the depreciation of ECU vis-a-vis the

dollar was over 25 per cent.




Page 62

3.  Conclusions

Rarely are inflation and disinflation
distributionally neutral. The preceding analysis
of the disinflation achieved by the developed
market economies in the 1980s underscores this
point. First, much of the burden has been
borne by commodity-exporting developing
countries. Second, developed market-economy
countries have differed in the extent and dis-
tribution of the burden placed on their domes-
tic sectors. In the United States, movements
of the currency and of domestic commodity
prices reinforced the impact of the swing in
world commodity prices, thereby lessening the
burden of disinflation on industrial wages, em-
ployment and profits (except in the foreign
trade sector, which was hit hard by the dollar
appreciation). In Western Europe, the situ-
ation was the reverse, while in Japan external
factors and wage moderation together made a
sufficiently large contribution to allow both

disinflation and a rise in profit margins to take
place.

By strengthening commodity prices, a
significant acceleration of growth in developed
market economies would put some upward
pressure on the price level. But that is not a
valid reason to continue to restrain the pace of
expansion and perpetuate high levels of unem-
ployment. An improvement of commodity
prices is badly needed in order to revive the
developing economies, and it is something that
can be accommodated by developed countries.
What the latter would need to do is ensure that
the improvement does not trigger an inflation-
ary spiral.

The behaviour of currencies also needs to
be improved, for a variety of reasons. In the
context of the present discussion, improvement
should consist in ensuring that exchange rate
movements do not continue to distribute infla-
tionary and disinflationary pressures in an ar-
bitrary manner and oblige countries to make

unnecessary adjustment and readjustments.=
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. CHAPTER IV

DEFLATION, DEBT AND TRADE

Introduction

The deflationary pressures and other
monetary and financial disturbances that have
persisted over the first half of thec 1980s have
impaired significantly the capacity of the inter-
national financial and trading systems to con-
tribute to growth and development and to
foster the efficient use of resources.

The pervasiveness of debt-servicing prob-
lems - for instance, among developing countries
and among farmers and in the energy and
energy-related industries in the United States -
brought about a marked deterioration in the
quality of the portfolios held by financial insti-
tutions. This prompted banks to reduce the
flow of credit to problem debtors and to seek
to increase profits through fee-earning activ-
ities. Such adjustments have helped reduce the
vulnerability of banks to insolvency on the part
of their debtors, but have not eliminated it.
Moreover, the impact of such insolvency will
not be confined to the debtors” own creditors,
for banks are highly interdependent through
the inter-bank market, whose growth has en-
hanced the potential for chain reactions. Fi-
nancial innovation and deregulation have also
served to further integrate financial markets
within and among countries. Many of the
structural changes which are taking place in the
financial markets tend to make the interna-
tional financial system, and hence trade and
development, more exposed to fresh shocks
such as a new wave of deflation. This poses
challenges for prudent regulation and central
bank intervention, as well as for the conduct
of monetary and fiscal policies.

The external liquidity squeezes on devel-
oping countries have tended to feed on them-
selves, eventually threatening the whole

spectrum of the financing and payments ar-
rangements of the countries concerned. As a
result, both the costs and the availability of fi-
nance for their international trade have been
adversely affected. The interaction of external
financial stringency and depressed export de-
mand has greatly increased pressure to engage
in countertrade. While countertrade generally
entails costs, these costs may often be less for
financially squeezed countries than altermative
methods of paying for imports. The extent of
countertrade in the future will depend impor-
tantly on the financial pressure faced by coun-
tries, and hence on overall conditions in
international markets for finance and goods.

Deflationary monetary and financial dis-
turbances have also fuelled protectionist pres-
sures. Trade policy in developed market
economies became considerably more restric-
tive as unemployment rates rose and output
growth slackened in the early years of the dec-
ade. The pace at which it has tightened has
moderated with the onset of recovery, but the
expected - and promised - roll-back has failed
to materialize. This is to be explained partly
by the strength of the currency of the country
in which the recovery of OECD output was
principally concentrated, namely the United
States - or, viewed from the other side, by the
weakness of recovery in the Western European
countries with depreciating currencies. An-
other important influence has been the intensi-
fied competition from developing countries
attempting to overcome their acute financial
pressures. The prospects for reducing protec-
tive barriers in the future will thus be sensitive
to the rhythm of output, the pattern of ex-
change rates, and the financial pressure on de-
veloping countries.

A. Deflation, deregulation

and the financial system

An effective international financial sys-
tem is essential for the growth and stability of
the world economy. Disruption or failure in

part of the financial system, if not immediately
controlled, can spread rapidly, impairing confi-
dence and depressing business activity.?® In-

30 The Chairman of the United States Federal Deposit Insurance Corporation (FDIC) has referred to this danger in
unusually graphic terms: “The financial area is probably, next to nuclear war, the kind of area that can get out of
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deed, in the past, major economic collapses
have frequently been triggered by financial
panics, or even by the failure of a single large
financial institution.

In recent years the international financial
system has tended to become more vulnerable.
The portfolios of financial institutions have
been weakened by the impact of high interest
rates and flagging demand for the output of
certain productive sectors. At the same time,
changes have been taking place in financial
markets and in banking practices, many of
which are widely believed to have lessened the
ability of the system to withstand shocks. In
particular, the inter-bank market, which has
grown dramatically in recent years, has height-
ened the potential for chain reactions. Banks,
either voluntarily or under the pressure of reg-
ulatory authorities, have taken steps to protect
themselves from debt crisis or difficulties of
various types. However, some of the resulting
changes that have occurred in the structure of
international markets may contain the seeds of
further problems, and it is unclear whether, on
balance, the capacity of the system to with-
stand further stresses has been enhanced. Both
banks and monetary authorities have in recent
months been expressing their concerns in this
regard and increased attention is being focused
on the new challenges posed to central banks
as lenders of the last resort. The pressures on
financial institutions and regulatory authorities,
and the overall stability of the financial system,
will depend critically on the strength of the
primary sector, and more generally on overall
economic activity and on the course of interest
rates.

This section begins by examining banks’
exposure to developing countries and to certain
troubled sectors whose debt-servicing difficul-
ties are a potential threat to international fi-
nancial stability, and the role of the inter-bank
market. It goes on to examine the way banks
and regulatory authorities are responding, the
changes in the international financial markets
stemming from their moves, and the policy
challenges raised by these changes.

1.  Bank exposure to developing countries

As was pointed out in the Trade and
Development Report, 1985, the developing
countries” debt crisis has confronted banks with
a two-fold challenge: how to avoid default by

debtors and the precipitation of an
international financial crisis and how to reduce
the underlying potential for such a crisis. While
the first objective requires an increase in bank
exposure to debtor countries, the second
implies a reduction of such exposure. By
compressing their financing requirements to the
bare minimum, developing countries have
allowed banks to keep the growth of their
exposure to a very low level. However, since
economic growth has failed to revive in most
developing countries confronted with debt
difficulties, the potential for disruption in
creditor-debtor relations has not diminished;
indeed, it may well have increased. The
dilemma facing banks has therefore not been
resolved.

As described in section II of the annex to
chapter V, the decrease in the flow of new bank
lending to developing countries has been par-
ticularly marked in the last two years. The
growth of United States bank exposure to de-
veloping countries fell continuously after 1982,
and there was an absolute decline of about 6.5
per cent in the first three quarters of 1985 (see
table 17). Bank lending from other countries
also decelerated. Indeed, claims of United
Kingdom banks on dcveloping countries actu-
ally declined by about 4.7 per cent in 1984 and
by about 5.9 per cent in the year ending June
1985.

United States banks” claims on develop-
ing countries fell in relation to their capital
from a peak of 192 per cent in 1981 (see annex
table 22) to about 117 per cent in September
1985 - i.e., below the 1978 or pre-crisis level.
This decline partly reflected an increase in the
capital of the banks by 44 per cent between
1982 and 1985, which was to some extent
prompted by the regulatory authorities.

Some two-thirds of United States banks’
exposure is concentrated in problem countries
in Latin America and the Caribbean and in-
volves principally the nine largest banks; these
banks, which are at the core of the interna-
tional banking system, account. for about 65
per cent of total United States banks” claims
on developing countries. On the other hand,
total developing country debt represents no
more than 8 per cent of the total assets of all
United States banks, and that of Latin America
only 5.6 per cent, both down from the 1982
figures (see table 18). For the nine largest
banks the proportions are much higher - 13 per
cent and 8.5 per cent - but even for them de-
veloping country debt is a minor share of their
overall portfolio.

control, and once out of control cannot be contained and will probably do more to upset the civilised world than about
anything you can think of.” (As reported in Financial Times, 29 May 1986.)
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Table 17

EXPOSURE OF UNITED STATES BANKS IN DEVELOPING COUNTRIES
(Billions of dollars, end of year)

Region 1978 1979 1980 1981 1982 1983 1984 1985¢
Latin America 426 494 622 750 839 841 862 820
Africa 5.2 5.7 6.2 6.8 7.2 7.3 6.1 5.1
West Asia 7.0 6.2 6.3 7.2 6.9 8.2 7.2 6.1
South and South-east Asia 11.1 178  21.6 260 31.5 320 286 266

Total developing countries 659 79.1 96.3 115.0 129.5 131.6 128.1 119.8

Source: Statistical releases of the Federal Financial Institutions Examination Council (Country Exposure Lending

Survey).
a End of September.

United States banks hold around 30 per
cent of the total international bank debt of all
developing countries. The shares of banks in
two other important creditor countries, namely
the United Kingdom and the Federal Republic
of Germany, are much smaller - about 11 and
8 per cent, respectively. Moreover, in a world-
wide perspective, the weight of United States
creditors in Latin American debt is particularly
significant, since 36 per cent of the debt of that
region is to United States banks.

While banks have thus far reacted to their
“developing country lending” problem by dras-
tically reducing or halting altogether new lend-
ing to those countries, to continue such a
policy would be to aggravate the problem. For
one thing, as pointed out in the Trade and
Development Report, 1985, the sacrifices
required from developing countries to service
their debt in the face of sharp contraction in
bank lending may prove intolerable. In any
event, the containment strategy is now under a
new source of pressure stemming from the
collapse of oil prices. As is shown in annex
table 24, major oil exporters together account
for more than 40 per cent of bank claims on
developing countries. For heavily indebted
exporters such as Mexico, Venezuela,
Indonesia and Nigeria - respectively, the
second, fifth, sixth and eleventh developing
country debtors in terms of bank debt - oil
exports represent between 60 and 90 per cent
of export revenues, and an oil price of $15 a
barrel would entail an export revenue decline
of between 30 and 40 per cent. The share of
their earnings to be devoted to debt servicing

would hence increase dramatically, from 18 to
34 per cent for Venezuela, from 33 to 51 per
cent for Mexico and from 13 to 64 per cent for
Nigeria. In Mexico and Venezuela alone, the
nine largest United States banks had assets
amounting to $21 billion in September 1985,
representing about 52 per cent of their total
capital; two-thirds of this debt was held by four
banks. The fall in oil prices will also add to
pressures on Peru, a country which had even
before the oil price decline felt it necessary to
limit strictly the proportion of export earnings
to be devoted to debt service; Nigeria, too, had
moved in the same direction.

As pointed out in the Trade and
Development Report, 1985 a revival of growth
in developing countries is essential to enable
them to service their debt. However, as
discussed below, in chapter VI, the capacity of
developing countries to finance development
by mobilizing domestic savings has been
substantially reduced. Larger financial flows
from both private and official sources will
therefore have to be a central objective in any
viable debt strategy in the coming years.

2.  Energy and energy-related industries

The depressed state of the energy and
energy-related sector had already produced,
before the more recent and dramatic collapse
of oil prices, a series of energy-related bank
failures in the United States, such as those of
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Table 18

CLAIMS ON DEVELOPING COUNTRIES AS A PERCENTAGE OF
TOTAL ASSETS OF UNITED STATES BANKS

December 1982

September 1983

Creditor banks Total of which: Total of which:
developing Latin developing Latin
countries America countries America

Nine largest banks 14.0 8.7 12.7 8.5

Fifteen next largest banks 10.0 6.6 8.2 54

All other reporting banks 5.1 3.8 3.2 24

All United States banks 10.3 6.6 8.2 5.6

Source: As for table 17.

Penn Square Bank in 1982 and Continental
Illinois in 1984. The situation has, however,
seriously deteriorated in recent months. As a
result of the borrowings associated with the
wave of mergers and takeovers in the oil in-
dustry mentioned in chapter III, section C, a
number of oil companies have substantial
amounts of long-term debt (for example, an
amount of $80 billion at the end of 1985 for the
14 largest oil companies based in the United
States). They are at the same time faced with
the prospect of reduced cash flows, following
the fall in oil prices. The oil service sector, such
as rig and pipeline builders and operators, may
be even harder hit by this fall.

A survey carried out by the Federal De-
posit Insurance Corporation in 1985 for 563
energy banks in the United States (that is,
banks which have more than 25 per cent of
their capital invested in loans to oil and gas
companies) showed a total exposure to the oil
and gas industry (not including oil producers in
developing countries) of $61 billion, 92 per cent
of which was concentrated in 59 large multina-
tional and regional banks. When reviewed in
April 1985 by the bank examiners, 17.5 per cent
of these loans were criticized or subject to
questioning, which is three times the percentage
for all other industry credits. Other informa-
tion on 245 United States national energy
banks indicates that the banking industry’s ex-
posure to the United States oil majors, which
are considered the best financial risk, is rela-
tively low, whereas more than half of their

portfolios consist of debts of independent pro-
ducers and oil field service companies, a much
more vulnerable group. Of their total loans,
about 7.8 per cent were non-performing, which
is more than twice the national average. These
data were collected before the sharp collapse in
oil prices, and a further deterioration has oc-
curred since. By the middle of 1985, for in-
stance, many banks in the United States had set
a “sensitivity level” or a “worst-case scenario
price”: at S20 per barrel for some, and S16-S18
per barrel for others, but in any case, signif-
icantly above the levels registered in early 1986.
Even at $18 per barrel, some bankers consid-
ered that they would be in grave difficulty, and
others that 30-35 per cent of their energy loans
might become problem loans.

Particularly affected by the difficulties in
the energy industry are the Texan banks,3!
whose problem loans have soared by 50 per
cent in two years, to reach $3.7 billion at the
end of 1985. Non-performing loans at each of
the six biggest bank holding companies in
Texas already represented between 3.5 and 5
per cent of their respective loan portfolios be-
fore the recent oil price collapse. Energy-
related loans are the main component of this
significant accumulation of non-performing as-
sets. Texan banks are also affected by interna-
tional developments: loans to Mexico
represent about 2 per cent of their aggregate
portfolio. Other difficulties for those banks in-
clude developments in the real estate sector and
the overall ripple effect of falling energy prices

31 QOther states affected by the fall in energy prices include Louisiana and Oklahoma, also hit by the recession in agri-

culture, and Alaska.



Page 69

on the Texan economy. The major banks are
not in danger, however, although a few of them
had to make substantial write-offs in 1985.

In Canada, the first bank failures in 62
years occurred in September 1985 when two
Alberta banks, which had concentrated their
assets in the booming energy and real estate
sectors during the 1970s, closed their doors.
They were especially hard hit by the deep re-
cession in western Canada and by oil and other
commodity price slumps in the early 1980s. In
addition, they, as well as the other regional
banks, had to pay above-average interest rates
to attract deposits. Additional difficulties have
been experienced in a few other institutions.
Altogether, these troubles have not threatened
the stability of the Canadian banking system,
but they have exposed a number of weak spots;
the two failures in particular are expected to
lead to tighter supervision of financial insti-
tutions and to delay in introducing earlier gov-
ernment proposals for deregulation of the
financial sector.

3. The United States farm sector

As indicated in chapter II, section B,
farming in the United States has been hit since
the early 1980s by a combination of falling re-
venues and higher interest rates. Farmers who
entered’ the 1980s heavily indebted are under
the most intense pressure. Although a minor-
ity, they account for around half of total
United States farm debt, which has now
reached a little over $210 billion - equivalent to
almost twice the United States banks’ exposure
in developing countries. Most of this debt is
owed to the Farm Credit System and to federal
agencies, which together account for around
half of farm credit. None the less, about one-
quarter of farm credit is provided by commer-
cial banks, and a significant part of banks’
portfolio in the agricultural sector has become
troubled. Agricultural banks, which hold about
two-thirds of commercial banks” farm loans,
have been most affected. Though the majority
of them are still in good condition, a significant
number are experiencing some degree of stress.

For instance, the number of agricultural banks
whose non-performing loans exceeded total
capital rose from 44 in 1984 to 102 one year
later and to 167 by mid-1985, while the number
of agricultural bank failures jumped from 7 in
1983 to 32 in 1984 and to an estimated 46 by
late 1985.

For the time being, the biggest worries
concern the Farm Credit System (FCS).32 This
is the biggest lender to the United States farm
sector and most of its financing comes from the
sale of bonds and notes in national and inter-
national financial markets by the fund-raising
arm of the System, the FCS Bank Credit Cor-
poration. The Farm Credit System’s financial
stress is reflected in its continuously decreasing
income and the significant increase in its loan-
loss provisions since 1984. Performance dete-
riorated considerably last year. The System is
well capitalized, but its problems are not sub-
siding:33 estimates by the General Accounting
Office indicate that the System’s bad loans
could double in 1986, producing a drop in
earnings which would eat into its capital
base.3* The exposure of United States commer-
cial banks to the System’s institutions - they
hold much of the approximately S100 billion in
bonds and notes issued annually by the Federal
Credit System, and also deal with the System in
the money market - makes commercial banks
doubly affected by financial stress in the farm
sector of the United States, and gives them a
strong interest in its evolution.

The farm-debt crisis has provoked re-
actions and policy responses of various types.
Some financial institutions are trying to limit
their involvement by selling some of their agri-
cultural banks or by limiting lending to farmers,
but many banks find that they cannot withdraw
credit without triggering the borrower’s col-
lapse. Apart from the few large banks with a
significant exposure to the farm sector, how-
ever, it is the agricultural banks and the Federal
Credit System which face the most serious
problems.

Like the developing country debt crisis,
the United States farm debt crisis has prompted
a number of proposals for solutions. These in-
clude debt moratoria, loan guarantees by fed-

32 The Farm Credit System, a network of quasi-banks which was set up between 1916 and 1933, is divided into 12 ge-
ographical districts. Altogether, the system comprises 37 banks (12 Federal Land Banks, 12 Federal Intermediate

Credit Banks and 13 Banks for Co-operatives).
duction Credit Associations.
as they do not take deposits.

33 A major difficulty for the FCS is that capital and bad loans are unevenly distributed among its banks.

It also includes 400 Federal Land Bank Associations and 370 Pro-
The Farm Credit System banks are owned by the borrowers; they are not really banks

As a result,

while the overall picture is not unsatisfactory, some parts of the system are facing more serious troubles: this is par-
ticularly the case for some Production Credit Associations (PCAs), which provide short-term and intermediate loans.

34 Already two of FCS’ Intermediate Credit Banks (those of Omaha and of Spokane), two main lenders to the Pro-
duction Credit Associations, have had to be bailed out. The rescues have been made at a cost of, for instance, $435
million in the case of the Intermediate Credit Bank of Omaha.
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eral or state agencies, debt restructuring with
potential write-down, interest rate relief and
recapitalization of farm business through eq-
uity infusion from outside. One proposal also
envisages the creation of an agency for bad
farm loans which would buy non-performing
loans from farm banks, and which would also
ensure liquidity by supporting secondary mar-
kets. Another involves the creation of a federal
entity which would buy land used to secure
loans in default and rent it until it could be sold
without aggravating the fall in land prices.

Opinions as to the ability of the farm
sector difficulties to upset the banking system
generally are divided. A number of observers
believe that there is no cause for alarm, since
the debt is spread among a very large number
of banks, most of them small, and because the
overall capital position of agricultural banks is
strong and has been improving. However,
much will depend on how farm incomes and
interest costs evolve. The farm sector could at
least shake some institutions, particularly since
a few of the major banks are simultaneously
exposed to both farmers and other troubled
debtors such as shipping and real estate, as well
as to developing country borrowers. Its impact
on the financial system as a whole would be
cushioned by the fact that the bulk of farm debt
1s owed to the Federal Credit System and the
small agricultural banks; nevertheless, it could
set off waves of uncertainty and necessitate
costly interventions in an effort to avert
domino effects.

In spite of the above developments in
sectors to which banks are exposed, financial
markets in the United States are relatively calm.
One reason is that the United States banking
system appears stronger than, for instance, two
years ago. The largest 24 banks have almost
doubled their capital and made substantial
charge-offs in bad loans in the last three years.
The average primary capital to asset ratio of
the nine money centre banks, for example, has
increased from less than 5 per cent to about 6.3
per cent during the same period. Most of the
major banks made significant efforts in 1985 to
increase loan-loss reserves, and still managed to
post healthy profit increases: the overall net
earnings of the 15 largest United States banks
is reported to have increased by 11.6 per cent
on average in 1985. Nevertheless, since these
higher earnings have been in part due to a se-
ries of one-off “special gains” (such as property
sales and early debt retirement), some analysts
are questioning the underlying strength of this
improvement. In addition, capital may have
increased in relation to risk exposure much less
than in relation to assets (if at all), owing to the
rapid increase in off-balance-sheet risks (see
section 6(a) below). At present, United States

regulators are facing a rising tide of failures:
the number of bank failures jumped from 43 in
1983 to a record 120 in 1985 (the highest since
the mid-1930s) and is expected to be even
higher in 1986.

4.  Other private sector indebtedness in the
United States

The non-farm private sector in the United
States also increased its indebtedness in the
1980s. Consumer debt rose substantially. The
ratio of outstanding household debt to personal
disposable income reached a record level in the
third quarter of 1985 due largely to increased
indebtedness of high income groups, and there
are concerns that, in conjunction with low
savings, shortened maturity and a growing
share of the variable-rate debt, increased debt
obligations will further eat into personal dis-
posable incomes. The financial position of the
non-financial corporate sector also worsened.
First, reliance on short-term debt relative to
long-term debt has increased significantly (by
about 50 per cent from the late 1970s to the
mid-1980s) while liquid assets have fallen rela-
tive to short-term debt. Second, the
debt/equity ratio rose substantially, due partly
to increased borrowing to finance takeovers.
The substitution of debt for equity has pro-
ceeded at such a pace that in 1984 alone some
$78 billion in equity vanished, while companies
were adding $169 billion to their debt. Much
of the growth of the non-financial corporate
sector indebtedness has been unrelated to the
growth in real economic activity: as noted by
the President of the Federal Reserve Bank of
New York, the volume of corporate debt is
much higher than usual for this stage of the
economic cycle (partly because of all the debt-
financed buy-outs which have been occurring
in recent years).

These developments have been reflected
in the increase in the proportion of gross com-
pany profits absorbed by interest payments.
The higher indebtedness, combined with float-
ing rates and shortened maturity of debt, has
enhanced borrowers’ vulnerability. Defaults on
mortages and non-financial business failures
have increased and, if once more income flows
were to slow down or interest rates to rise sub-
stantially, there would be a much smaller cush-
ion of equity to absorb the shock.

Banks have also been affected by devel-
opments in other sectors, such as the recent tin
crisis. The impact of this crisis on banks,
however, is not so much due to the volume of
loans involved; rather, it stems from the fact
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that the crisis has raised a number of questions
that are basic to the international activities of
banks. These questions relate in particular to
the enforceability of obligations undertaken by
sovereign traders and the liability of States
members of intergovernmental agencies (see
box 2).

5. The international inter-bank market

Though the growth of the inter-bank
market has been slower in recent years, the
volume of activity in this market continues to
be very large. At end-1985, for instance, the
size of this market in the BIS reporting area,
measured in terms of total cross-border claims
of the BIS reporting banks on one another,
amounted to some $1,500 billion: about 60 per
cent of these banks’ total external assets was
thus accounted for by inter-bank lending.

The development of a large international
inter-bank market has underpinned the rapid
growth of international bank lending by facili-
tating the adjustment of asset and liability po-
sitions, thus reducing funding risks and
allowing banks to pursue operations with
smaller precautionary balances. This in turn
has made banks more vulnerable to risks asso-
ciated with unfavourable economic movements
affecting several borrowers simultaneously
(“systemic” risks). In addition, the inter-bank
market can become a potential source of insta-
bility during periods of disturbance: by serving
as a conduit for flows of funds between banks
it can transmit widely throughout the capital
markets the effects of local shocks originating
anywhere in the international financial system.
Hence, troubles in particular sectors, such as
those examined, could be transmitted through-
out the international financial system and am-
plified in the process.

In this context, questions about the
availability of emergency assistance to banks
active in the international inter-bank market
have become more acute. In the mid-1970s,
central bankers had tried to lessen anxieties by
announcing that, although they recognized that
it would not be practical to lay down in ad-
vance detailed rules for the provision of tem-
porary liquidity, “means are available for that
purpose and will be used if and when neces-
sary.”3¥ The growing interdependence of na-

tional banking systems has also led to
initiatives for increased co-operation between
national authorities, such as the creation of the
Committee on Banking Regulations and Su-
pervisory Practices under the auspices of the
Bank for International Settlements, whose
main task has been to ensure that all banks are
supervised according to certain broad princi-
ples. The revised agrcement issued in 1983 on
supervision of foreign bank establishments
(known as the revised Basle “Concordat”) has
helped to clarify the division of supervisory re-
sponsibilities in order to eliminate gaps in the
supervision of foreign bank establishments.
Despite recent clarification, however, a number
of grey areas remain, such as the offshore fi-
nancial centres and banks with head offices in
countries outside the competence of the Basle
Committee. In addition, a number of questions
are left unanswered, as the Concordat, for in-
stance, did not address the problems of proper
and specific tools for regulation of international
banking and also explicitly excluded from its
scope the issue of the responsibilities of a lender
of last resort.

6.  Bank difficulties and the evolution of
financial markets

(a) Bank strategies, innovation and deregulation

The debt crisis has prompted banks to
focus less on the growth and more on the
quality of their portfolios, and to try harder to
improve efficiency and profitability. Partly on
their own initiative and partly due to supervi-
sory pressures, they have sought to strengthen
their financial structures. As a result, they have
not only halted new voluntary lending to de-
veloping countries with debt-servicing difficul-
ties, but have also stressed fee-earning activities
that entail contingent liabilities rather than di-
rect claims on the borrowers.36 Banks thus
have shifted emphasis towards investment
banking activities, that is mostly underwriting
and distributing securities. Innovation and de-
regulation have played an essential role in this
process, but the resultant changes in financial
markets have been of concern to bank regula-
tors and other authorities.

Changes in both the supply of and the
demand for financial assets have also stimu-

35 Press communique of the Governors of the centrol banks of the Group of Ten and Switzerland, September 1974.

36 These activities include commitments to lend which may or may not be drawn upon at a later stage, such as letters
of credit, stand-by credit lines, and other arrangements, including note issuance facilities and revolving underwriting
facilities (for definitions, see the annex to chapter V below, footnote 4). In general, these instruments do not appear
on bank balance sheets unless they give rise to actual lending and thus to claims on borrowers.
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BOX 2

T

\-THE INTERNATIONAL TIN CRISIS

®  The tin crisis erupted in October 1985 when the announcement by the Buffer Stock Manager of the Interna-

tional Tin.Agreement that he had suspended his operations led to the closure of dealings in tin on both the

* Kudla Lumpur Tin Market and the London Metal Exchange. It had serious implications for the banks which

s denf to the International Tin Council (ITC) and for member organizations of the London Metal Exchange
©_(LME) not so much because of the amounts involved as the issues it raised.

. FEE hod accumulated a debt of about $1.3 billion to banks and metal brokers, A third of this amount had
"+ Bedn Jent’by 14 banks and two non-bank creditors 1o finance part of the tin stockpile built up in the context
. 20f the buffer stock mechanism, The rest was forward purchase commitments to LME brokers; here also banks
, ,were: involved as lenders to members of the Exchange. Even after the situation had begun to deteriordte,
§ ", zveditors continued to lend to the Buffer Stock Manager on the assumption that the 22 member countries. of:
. z@a&%‘i’f wonld stand behind the Council's obligations. When the Council ran out of funds, the majority view
1o “its members was that they did not have legal responsibitity for its debt, and hence did not have to Ronour
<=§ ma&qf« Stock Manager's commitments.

: & }ay&wﬁax@r warrying were the possible ripple effects of faitures in the LME, since if one member firin were
"\ 'to eollapse others would have been medjypiaﬁecmd, thus threatening the Exchange itself, and the danger'of
B ; gawgéam@w: 10 other commodity and “markets. After the cazime of a rescue pian which .

(poeee W&é@& by banks and metal brokers, the LME authorities decided to limit the damage to member
o f . g aders; m& ITC contracts by organising a fixed-price settlement of their outstanding tin contracts.” Jis
3 memibers, would take @ 1oss, but an end would be put 1o the financial uncertainty Jaeyfmd‘mz&m
Wé@‘ : As 10 the bank creditors, they were left with their approximately 3430 million claims o the ITC
M ‘with collaterals whose value had been continuously declining. Two of them have started legal actions -
i sthe: Cotingedl, and another has insyituted proceedings naming not only the Cauncil but alsa its member
s&ééwm -the European Communities.

. More than the lonn losses, which some argue the concerned banks can absorb without ton much Wﬁﬁ. .
. ﬁt mmm ﬂwmk the wap the crisis developed, the uncertointy it has created, and the fact that some prinei-
: shit into question that banks have been and are affected. Amonyg the issues raised by the
7 etwii‘ is the mjmﬁz{w of obligations undertaken by draders and the diability of States members
nf%wtéxgammw agencies, since banks were fuced with the fact that the majority of ITC member countries
responsibility for the Council's debt. Some have argued that at least the banks have been
w@u 10 be more cautious about lending to governments and to international organizations, a lesson whose
valie right be questioned, however, in the present context of the debt crisis.

. m exisis i also having a serious impact on developing country pmducer:. On the whole, most of the indiis-
: ‘try's euts will be borne by South-East Asian countries, in , Thailand, Malaysia and Indonesia {the
. fatter two being rather heavily indebted). Even more seriously a{fwud however, is Botma, which pelies on
" tin sales for about 40 per cent of its export revenues and is already in a very severe ecanomic situation. Beyond
et ;mﬁ&a@m&mmtapingeawrml the (in crisis may also have a specific consequente: some gbservers
have indeed fnterpreted the situation as one where some countries, among the most creditworthy, have walked
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< away from, their obligations and have tkmelya set a precedent for developing country debtors.

lated a switch away from bank lending towards
capital markets and encouraged the develop-
ment of new techniques and instruments. The
countries with balance-of-payments surpluses
in the 1970s, whose capital markets were still
for the most part embryonic, naturally gravi-
tated towards banks. By contrast, the main
surplus country of recent years - Japan - is
much better able to invest in securities. The
demand for traditional bank lending by prime
borrowers has also declined substantially as
high-quality borrowers have found it cheaper
to issue their own paper on international mar-
kets than to borrow from banks and have often
issued such securities to retire their own exist-
ing bank debt.

The shift in emphasis towards investment
banking has led to a tremendous increase in
banks’ contingent labilities. In the United
States the largest 25 banks have today $1,500
billion of such commitments. Stand-by letters
of credit, for instance, jumped from a total of
$10 billion in 1976 to $176 billion in mid-1985;

note issuance facilities have increased by 800
per cent since end-1983 to reach $31 billion in
September 1985, and interest rate swaps, barely
known few years ago, now stand at a level of
$180 billion. For many banks, such commit-
ments far exceed the total amount of on-
balance-sheet assets. For the top seven United
States banks, for instance, they are equivalent
to between 170 and 300 per cent of on-
balance-sheet assets, with stand-by letters of
credit and other commitments to lend, such as
note issuance facilities, accounting for 50-60
per cent.

Innovation and deregulation have gone
hand-in-hand. Diversification of activities and
increased room for manoeuvre have been per-
ceived as necessary in order to reduce risk con-
centration and improve banks’ earnings. A
desire to foster efficiency and competition in
financial markets has also been an important
factor behind deregulation, especially in coun-
tries where commercial banking and investment
banking have traditionally been separated by
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law or which have restricted geographical di-
versification. Restrictions have been cased on
competition between banks and securities com-
panies in some countries; and there is a trend
towards permitting greater bank participation
in stock exchange operations, relaxing re-
strictions on interest rates on deposits and
widening the scope to issue such instruments
as floating rate notes, zero coupon bonds and
swap-related issues. In the Federal Republic
of Germany, for instance, the authorities al-
lowed in 1985 the issue of DM-denominated
floating rate notes, zero coupon bonds and
swap-related issues. In the Netherlands, a
package of deregulation measures included the
introduction of floating rate notes, certificates
of deposit, and commercial paper. In 1985,
too, France introduced certificates of deposit
and also allowed the use of commercial paper
to enterprises to raise funds in its domestic
money market. A process of competitive de-
regulation has also been in force as individual
countries have sought to avoid loss of
competitiveness to institutions in the offshore
and Euromarkets or in other major financial
centres.

At the international level deregulation
measures have encompassed the reduction or
removal of capital controls in some major fi-
nancial centres, the relaxation of restrictions on
access to the national markets by foreign bor-
rowers, and the lifting of withholding taxes on
interest payments by non-residents in several
countries. Restrictions have also been eased
or removed on activities in futures and options
for foreign exchange, as well as for financial
assets and equities, in a number of countries.
In addition, many countries have liberalized the
rights of establishment of foreign financial in-
stitutions in their domestic financial markets.

These deregulation measures have greatly
contributed to lowering barriers between the
various segments of financial markets at home,
and between domestic and foreign financial
markets. Likewise, financial innovation has
resulted in greater integration of markets, by
easing access to non-bank savings and to for-
eign markets, and by offering increased possi-
bilities to hedge against interest-rate or
exchange-rate risks.

(b) Impact on the financial system

The changes occurring in financial mar-
kets, however, have raised a number of con-
cerns, in particular regarding their impact on

risk and supervision in the banking industry
and their implications for the effectiveness of -
monetary policies. For instance, the stunning
growth of off-balance-sheet assets has begun to
cause concern among bank authorities, and to
some extent among banks as well, about the
dangers that could flow from a sudden liquidity
squeeze or surprise losses that might result, for
instance, from a major shock in the economy
that hit banks through their large exposure in
security markets, or from the simultaneous ac-
tivation of a substantial portion of banks’
commitments under note issuance facilities.
At present there is no agreement on the full
extent of the risks involved. Some analysts
consider that for many of the new instruments
the risks are being underestimated (many of the
instruments being underpriced) and their
liquidity overestimated. It is also argued that
the buyers of the instruments rely too heavily
on the credit assessments made by selling insti-
tutions, and that this is a potential source of
financial instability.

The transparency of financial institutions
and financial markets has also been affected by
the ways in which banks report and give statis-
tical coverage to off-balance-sheet activities.
As noted in a rccent report of the BIS Com-
mittee on Banking Regulations and’ Supervisory
Practices, many supervisors consider that “the

information about off-balance-sheet exposures

presently supplied in banks” published accounts
1s generally insufficient to give shareholders and
depositors a reasonable picture of banks” activ-
ities”.37 Moreover, the absence of accounting
rules comparable to those governing balance-
sheet assets may mean that bank managements
themselves have insufficient control. As mar-
kets become increasingly complex and new in-
struments multiply, the potential costs of
inadequate control and inaccurate evaluation
will tend to grow.

Monetary authorities have also been
concerned. Financial innovation, by blurring
the differences between different types of fi-
nancial assets, has eroded the meaning and
usefulness of some indicators of monetary pol-
icy, such as monetary and credit aggregates.
They have also further increased the interna-
tional mobility of capital, which in turn has
meant that the exchange rate is becoming in-
creasingly important as a channel of trans-
mission for domestic policies, thus reducing the
scope for pursuing independent policies. Like-
wise, it is felt that, with variable rate financing
largely available to many borrowers, a tempo-
rary increase In interest rates may not reduce
the demand for loans. The changing role of

37 BIS Committee on Banking Regulations and Supervisory Practices, "The management of banks’ off-balance-sheet
exposures: A supervisory perspective”, Basle, March 1986, p. 2.
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banks has also raised a number of questions
concerning the central banks’ function as lend-
ers of last resort and their responsibilities for
monetary policy. As commercial banks’ weight
in the credit process diminishes, so does their
role as a channel for monetary policies and they
become less able to provide a liquidity buffer
to the system as a whole. The question has
therefore been posed whether the system now
emerging will have the resilience to withstand
the stresses and strains of further disinflation-
ary policies.

These various concerns have been artic-
ulated with increased force in recent months.
Warnings have been voiced that the movement
of banks into new fields of activities and new
techniques and instruments could make the
banking system more vulnerable to shocks, and
some are questioning whether the world finan-
cial system 1s losing in stability what 1t might
be gaining in efficiency.3

These increased concerns have prompted
efforts to strengthen supervision, incuding new
measures aimed at improving the adequacy of
bank capital and liquidity. Close attention 1s
being paid, for instance, to note issuance facili-
ties as well as to subordinated debt. In the
United Kingdom, for instance, the central bank
announced in 1985 that it was imposing a risk-
asset ratio of 0.5 on note issuance facilities and
revolving underwriting facilities. The United
States Federal Reserve Board proposed in early
1986 new capital adequacy guidelines whereby
certain off-balance-sheet items would be as-
signed to one of four risk categories, and given
a weight corresponding to the risks of that cat-
egory. For instance, legally binding loan com-
mitments including note issuance facilities
would be given a weight of 30 per cent and
stand-by letters of credit a weight of 60 or 100
per cent depending on the type considered.
Japan also announced in 1985 its intention to
move towards a system similar to that of the
United Kingdom and to include off-balance-
sheet items in capital adequacy ratios. The
banking supervisors of the Federal Republic of
Germany indicated, in April 1986, that they
were aiming at new rules to take account of the
risks involved in off-balance-sheet business.
Moreover, supervisors are making efforts to
improve the supervision of banks’ international
activities on a worldwide basis. Japan has
moved to a consolidated monitoring procedure,

and in the Federal Republic of Germany legis-
lation on consolidated supervision of banks was
implemented last year.

However, competition between different
financial centres is inhibiting bank supervisors
from tightening prudential regulations for, un-
less regulations affecting costs are harmonized,
banks will tend to move to the cheapest finan-
cial centres. This factor will continue to be
important, and to require closer co-operation
among supervisory and monetary authorities.
Likewise, at the domestic level, tighter regu-
lations on banks may put them at a disadvan-
tage compared with the other non-bank
institutions operating in the same markets, and
there is a growing recognition that supervisory
practices should be adapted to fit the more in-
tegrated financial markets.

(c) Government intervention in the new

international financial environment 39

In the financial environment which has
been emerging in recent years, with an interna-
tional financial system undergoing significant
changes and characterized by increased vulner-
ability, the issue of government intervention
and of the responsibilities of central banks as
lenders of last resort is assuming a renewed
importance. The best-known interventions in
recent months include the rescue of a major
bank in the United States in mid-1984, referred
to in section A.2 above, and an important op-
erator in the gold bullion and precious metals
market in the United Kingdom in late 1984. In
the first-mentioned intervention monetary au-
thorities could not ignore the destabilizing
forces which were at play and, in the second,
the central bank wished to avoid a crisis of
confidence.

The principle that support by bank au-
thorities will be provided only to solvent insti-
tutions has suffered some setbacks in recent
years. First, the increased integration of mar-
kets and economies has enhanced the threat of
domino failures. In addition, when a number
of financial institutions face increasing difficul-
ties not only because of acceptance of risky
lending, but also largely because of fundamen-
tal changes in the circumstances under which a
large number of their commitments were made,

38 “La question fondamentale que je me pose, et a laquelle je nai pas de réponse, est celle-ci: ce monde financier
innovateur, complexe et sans aucun doute trés compétitif - donc plus efficace dans V'affectation des ressources - com-
ment réagirait-il face a un choc “réel”, ou simplement en présence d'une détérioration de la conjoncture? Ce qu'il

gagne en efficacite ne risque-t-il pas de le perdre en stabilité?”

Extract from a statement by A. Lamfalussy,

Director-General of BIS, at the ‘Institut d’Etudes bancaires et financiéres’, Paris, 25 November 1985 (reproduced in
Bank for International Settlements Press Review, No. 232, Basle, 26 November 1985).

3% This sub-section deals with the issue of official intervention to the extent that it is affected by the new trends in financial

markets.
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the strict application of that principle becomes
very difficult. At the same time, though, en-
suring automatic support to failing institutions
is not possible, in particular because it raises
the problem of moral hazard. In addition,
support interventions can be of a considerable
financial cost for the economy, as in the case
of the mid-1984 rescue in the United States;
though the exact amount has not yet been cal-
culated, it could cost the Government alone an
amount in excess of $2.5 billion. Given that the
banks which are more likely to benefit from a
rescue intervention are large institutions, it ap-
pears that the amounts at stake are sizeable.

Bank authorities are confronted with the
uncomfortable prospect of being increasingly
forced into rescue operations. Proposals have
been made to provide some kind of alternative
support arrangement, for instance, through in-

surance schemes based on banks” contributions.
However, for the time being, bank authorities
continue to rely on preventive measures, and
as indicated above, are working at supervisory
systems which would enable them to disclose
problems in due time, through tighter monitor-
ing of financial institutions. They have also
wamed more conspicuously in recent months
against the growing vulnerability of the inter-
national financial system, thus trying to in-
crease the awareness in the banking industry,
and elsewhere, of the dangers which may lurk
behind the new features of that system. This
may presage an inclination on the part of
policymakers to reassess the costs and benefits
of the development of offshore banking and
deregulation of onshore banking that has been
taking place over the last 15 years, and perhaps
even eventually to reconsider the fundamental
directions of policy.

B. Deflation, external financial stringency

and the rising costs of engaging in trade

1.  Introduction

The external financial stringency faced by
developing countries since 1982 has highlighted
the connection between financing and pay-
ments arrangements, on the one hand, and the
growth and pattern of their trade, on the other.
Macroeconomic interactions in this area have
been extensively analysed elsewhere.#? How-
ever, less attention has been devoted to the way
in which external financial stringency has in-
creased the day-to-day costs in developing
countries’ trade. Such increases have un-
doubtedly contributed to the slow-down of
trade which has taken place since 1982, though
to an extent impossible to quantify. They have
also saddled with higher transactions charges
much of the trade of developing countries
which still remains. Among their most impor-
tant effects in this context is the stimulus which
they have given to countertrade.

All the various types of external financial
flow, official as well as private, are used to fi-
nance international trade. Some of them, such
as official development assistance (ODA), do
not in general respond to changes in developing
countries” external financial positions, but such
responsiveness is characteristic of financing
from private sources, in particular bank lending

and suppliers’ credits (whether or not covered
by official insurance in the exporters’ coun-
tries). Moreover, since the different forms of
private financing each respond unfavourably to
deteriorations in borrowing countries’ external
financial positions, movements in their avail-
ability and costs tend to be mutually reinforc-
ing during liquidity squeezes. The financing of
trade, especially on the basis of short-term ma-
turities, is in many cases linked to payments
arrangements, and hence their cost and avail-
ability can likewise be adversely affected by ex-
ternal financial stringency.

2. Some effects of an external liquidity
squeeze on financing and payments
arrangements

The evolution of a liquidity squeeze for a
developing country is affected by the pattern
of its dependence on different forms of bor-
rowing. Nevertheless, although the course of
events typically has features unique to partic-
ular cases, it is possible to single out factors
which can be expected to be prominent during
such periods. Thus, as the squeeze on a debtor
country’s external cash flows tightens, delays in

40 See, for example, the Trade and Development Report, 1984 (UNCTAD/TDR/4/Rev.1), United Nations publication,
Sales No. E.84.11.D.23, Part III, and the Trade and Development Report, 1985 (UNCTAD/TDR/S), United Nations
publication, Sales No. E.85.11.D.16, Overview and Part Two, chap. IV.
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payments lengthen and arrears generally tend
to accumulate fairly rapidly, frequently in con-
ditions where knowledge of the different aspects
of its external financial position on the part of
both its own government and its creditors is
deficient. In consequence, liquidity squeezes
tend to be self-reinforcing, eventually threaten-
ing the whole spectrum of a country’s financing
and payments arrangements. Moreover, as the
risks of non-payment to a country’s creditors
increase, the prices of its imports are often in-
flated (as is explained below).

Various mechanisms are at work in this
context. Their impact is felt on both financing
and payments arrangements which are covered
by official insurance extended in exporters’
countries, and on those which are not. For
example, imports are often purchased on open
account, whereby the importer and the exporter
agree that the debt of the former will be settled
at some pre-determined date; but the exporter
loses control of the goods at the time of their
despatch and has no way of enforcing payment.
Clearly, such an arrangement presupposes con-
fidence in the importer’s creditworthiness and
in the continuing absence of restrictions on the
supply of foreign exchange. Thus as an ex-
ternal liquidity squeeze leads to uncertainties
over the availability of foreign exchange, open-
account trading will normally be discontinued.

In the case of export credits, the costs
and availability of official insurance are deter-
mined by the policies of export credit agencies
(ECAs). In situations where a debtor country’s
creditworthiness is being adversely affected by
an external liquidity squeeze, the procedures
followed by ECAs vary, but generally include
tighter limits on the availability of export credit
insurance, the charging of higher premia, and
a more restrictive application of other terms of
such insurance (such as a requirement of con-
firmed irrevocable letters of credit*! as a condi-
tion for the extension of cover). At a certain
point, frequently the opening of negotiations

on the rescheduling of the borrowing country’s
official debts, cover is formally suspended for
some or all types of trade credit to it.

Unfavourable changes in the cost and
availability of official insurance will be reflected
in higher rates of interest on credits from sup-
pliers and on buyers’ credits from banks.
Moreover, during an external liquidity squeeze
the borrower will find it increasingly difficult,
or even impossible, to obtain financing from
these sources. In such circumstances there are
also various other ways in which the country’s
costs of importing rise as a result of the in-
creasing risk that it will not be able to meet its
external obligations. For example, suppliers
often raise their prices. Thus, there is evidence
that for certain African countries the accumu-
lation of arrears has led to increases in the
prices of imports varying from relatively small
amounts to as much as one-half, depending on
the position of the debtor and the payments
and financing arrangements previously in force.
Moreover, the rates on forfaiting (a financing
technique used in connection with medium-
term trade credits)®? can be expected to rise,
and the charges of banks for confirming letters
of credit are also likely to go up.

3. The stimulus to countertrade

The term “countertrade” is generally used
to denote certain types of business arrangement
under which an exporter undertakes to generate
himself, or cause to be generated by others,
benefits such as revenues for an importer. The
arrangements typically entail linked trading
obligations of enterprises in two countries in-
volving exchanges of products, technology and
other services. The forms taken by counter-
trade include barter, counterpurchase, compen-
sation and buy-back, various kinds of industrial
co-operation (including offset agreements), and

41

42

43

In the case of a confirmed letter of credit the conditional liability of the original issuer of the letter of credit to make
payment according to its terms is assumed by a confirming bank, which is usually (though not always) in the country
of the exporter. Irrevocable letters of credit may not be amended or cancelled without the agreement of all the parties
involved. Irrevocable confirmed letters of credit guarantee payments to the exporter so long as the standing of the
confirming bank is undoubted. They are thus favoured by suppliers and ECAs as a source of protection against
failures by importers to meet their payment obligations for reasons such as limits on the availability of the required
foreign exchange.

Forfaiting denotes the purchase at a discount of financial obligations associated with trade transactions without re-
course to the seller.

Although the terminology of countertrade is far from uniform, a brief account of some frequently used terms may be
useful. Barter signifies the exchange of goods without the medium of cash payments. Counterpurchase denotes linked
trade transactions in which the goods in the deliveries by the two parties are generally not closely related and each
transaction is covered by a separate contract. Compensation and buy-back refer to transactions in which the goods
included in the counterdeliveries are closely related to the original exports, in the case of buy-back consisting of pro-
ducts of the equipment in the original sale. Terminology is particularly fluid in the case of compensation and buy-
back, on occasion including only transactions covered by two parallel but separate contracts but sometimes also those
involving a single contract. Industrial co-operation may comprise buy-back arrangements. More generally, it covers
agreements under which benefits are to accrue to the importing countries in forms such as technology transfers, joint




Page 77

switching.43 Several reasons are cited for de-
veloping countries’ resort to countcrtrade.
These include its use for marketing and pro-
motion, for reducing the availability of export
earnings for servicing external debts, in at-
tempts to maintain market shares, and for the
purpose of pursuing various other objectives in
the context of development and industnal-
ization policies. But there is widepread agree-
ment that recently the interaction of external
financial stringency and depressed export de-
mand has greatly increased pressures to engage
in countertrade.

These pressures can be understood from
consideration of the circumstances discussed
above, where it was demonstrated that for a
country facing an external liquidity squeeze, the
costs of credit and payments arrangements for
its imports tend to rise. In extreme cases many
of the normal arrangements of this type cease
to be available. The evidence on which the
discussion above is based comes mainly from
the financing of trade between developing and
developed market-economy countries. Never-
theless, an external liquidity squeeze is often
also likely to have analogous effects in trade
among developing countries, although, in con-
trast to trade between developing and devel-
oped market-economy countries, both parties
to transactions may be facing severe forelgn
exchange constraints.

During an external liquidity squeeze the
other alternatives open to a debtor country for
paying for its imports also mostly involve spe-
cial costs. One alternative is to pay cash. But
the cost of doing so is high since cash settle-
ment in international trade typically takes place
at the time of the order. Thus, if there is a sig-
nificant lapse of time before the goods are re-
ceived, the importer is actually financing the
exporter. Moreover, cash payment presup-
poses that the required foreign exchange is
available, which may well be not thc case dur-
ing an external liquidity squeeze.

Another alternative i1s to take special
steps to accelerate export sales to increase the
availability of foreign exchange. However, in
conditions in which international markets for
many goods are glutted, this option too has
disadvantages. Not only may large price dis-
counts be necessary, but future prospects may
be harmed for an improvement in the balance

of supply and demand in the markets where the
accelerated sales are made.

For trade among developing countries, it
may be possible to avoid the high costs of
conventional methods of financing and pay-
ments through recourse to a regional clearing
arrangement. However, this option will not be
available if the parties to particular trans-
actions are not both members of the same ar-
rangement. Moreover, even if they are, it
appears that increased bilateral imbalances in
developing countries’ trade with each other,
together with shortages of convertible foreign
exchange for settling clearing balances, are in
many cases hampering recourse to such ar-
rangements.

For a debtor developing country, the op-
tion of countertrade as a means of paying for
imports also generally entails special costs.
Furthermore, there is no way of determining
whether the discounts* on its exports in
countertrade are generally greater or smaller
than the reductions in price which would result
from an attempt to accelerate export sales for
cash. However, a variety of information (which
is discussed below) is available as to the costs
of alternative methods of paying for imports in
the case of countries experiencing external
liquidity squeezes. It suggests that even when
the charges associated with countertrade are
taken into account, this solution to paying for
imports will not necessarily compare
unfavourably with attempts to use conven-
tional methods of financing and payments.

It should be emphasized that more direct
testing is not possible of the arguments put
forward here to explain the recourse to
countertrade of countries facing external finan-
cial stringency. This is partly because of the
difficulty of estimating the costs associated with
alternative methods of settling a particular
transaction, but also because of the possibility
that even where external financial pressures are
an important part of the explanation for re-
course to countertrade, they may often not be
the only motive. As was mentioned earlier,
there are various reasons for countertrade. For
countries facing an external liquidity squeeze,
the objective of tapping the expertise of trading
companies or exporters in developed market-
economy countries for the purpose of selling
goods lacking established marketing channels
1s often likely to complement the reasons re-

ventures, and subcontracting. This heading includes offset agreements under which a country requires foreign sup-
pliers to make purchases or investments (or both) locally to offset a percentage of the value of their sales. Switching
refers to the practice of switching to third parties the obligation to settle imbalances in the clearing accounts associated

with bilateral payments arrangements.

44 In countertrade transactions there is frequently no reduction in the price of a developing country’s export below that

prevailing in international markets.

In such cases the prices of the imports in the transaction will be increased, and

the term “discount” would be more accurately replaced by the phrase “unfavourable shift in the terms of trade”.




Page 78

sulting from the high cost or non-availability
of conventional financing and payments ar-
rangements. Where there is more than one
reason for countertrade, the task of weighing
up its costs and benefits is more complex.

Information concerning the additional
costs of conventional methods of financing and
payments actually experienced by countries
during periods of external financial stringency
is fragmentary. Nevertheless, it appears that
they may sometimes be quite large. Available
data concerning surcharges by ECAs on official
insurance premia indicate that they are often
not large in relation to the value of the trans-
actions covered (although they may represent
substantial proportional increases over normal
rates). However, as noted above, such sur-
charges are often accompanied by restrictions
on availability of cover, which may have much
greater effects in raising financing costs or im-
port prices (or both). For example, the charges
associated with the confirmed irrevocable let-
ters of credit, which may be required as a con-
dition for the extension of official insurance
cover, are likely to be substantial for countries
undergoing difficulties over debt service (a pro-
portion of 5-10 per cent of the value of imports
being not uncommon). Moreover, the rates on
forfaiting for such a country may rise to levels
of more than 5 per cent above international
inter-bank rates. As the risks of non-payment
assumed by suppliers and financial institutions
increase, so do their charges to debtor coun-
tries. This process cannot be quantified with
precision, but as was noted above, involves
such features as penalty interest rates and in-
creases in prices for the goods exported (which
may be as much as 50 per cent). Sometimes
conventional financing and payments arrange-
ments may not be obtainable at any cost. In
other words, their costs then become infinite.

The costs of countertrade, on the other
hand, vary with such factors as the type of
transaction and the kind of financing used in
association with it. Some information is avail-
able about two components of these costs,
namely the discounts on goods prices and the
commissions paid to intermediaries. Discounts
vary according to the category of goods. For
easily marketed bulk commodities they may be
as low as 1-3 per cent, whereas for manufac-
tured goods which are harder to sell discounts
of 20 per cent or more are not uncommon.
Commissions paid to intermediaries appear to
vary from about 0.5 per cent to more than 5
per cent of the value of the transactions, de-
pending on the nature of the services provided.

Evidence on other costs, such as the time
taken to negotiate contracts, is much harder to
come by. It is reasonable to assume that the

costs of the time spent on negotiating counter-
trade contracts to firms and financial insti-
tutions in developed market-economy countries
are generally included in their commissions and
in the discounts on goods which they purchase,
but this is less likely to be true for the parties
concerned in developing countries. However,
information is not available concerning the ex-
tent to which the time taken in countertrade
negotiations exceeds that required for analo-
gous transactions for which more traditional
financing and payments arrangements are used.

Financing is another factor complicating
the comparison. Barter deals (i.e., transactions
involving an exchange of goods without the
medium of cash payments) require no financing
for either party. Moreover, even certain types
of countertrade which entail delays between
exports and imports do not necessarily require
outlays of foreign exchange or international
lending. For example, the technique of ad-
vance purchase may be used when a developing
country is unable to arrange letters of credit
covering payments for its imports. Under this
technique payment by its trading partner (say,
an enterprise in a developed market-economy
country) is placed in an escrow account, which
is subsequently used to pay for the country’s
imports. Where there is no expenditure of for-
eign exchange, financing costs in national cur-
rencies to the parties involved may none the
less affect the terms of trade of the transactions
in question.

However, counterpurchase, compen-
sation and buy-back transactions often do re-
quire international financing. The methods
conventionally used to finance international
trade are available for such transactions.
However, their availability will help a debtor
country undergoing an external liquidity
squeeze only if using countertrade in conjunc-
tion with these methods can be a means of re-
ducing the charges associated with paying for
imports. Studies of countertrade have not so
far focused on the relationship between
countertrade and financing costs, so that it is
impossible to arrive at conclusions concerning
actual experience of this option. Nevertheless,
there are clearly ways of structuring counter-
trade transactions requiring international fi-
nancing in such a way as to by-pass certain
aspects of conventional methods of financing
and payments and to achieve a different pattern
of costs under this heading.

From the above discussion some tentative
conclusions may be drawn as to the relative
costs of countertrade and of conventional
methods of external financing and payments.
In comparison with conventional methods,
countertrade will often be associated with ad-
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ditional non-financing costs (discounts, com-
missions to intermediaries, etc.) of some 35-15
per cent of the value of transactions, though
sometimes rather more. However, this com-
parison takes no account of the increases in the
charges associated with conventional methods
of financing and payments which confront
countries experiencing foreign exchange diffi-
culties. Nor does it allow for the possibility
that some of these methods may cease to be
available in such circumstances. Where both
partners have a foreign exchange constraint, as
will often be the case in trade among develop-
ing countries, barter deals and other forms of
countertrade which avoid foreign exchange
outlays can make possible trade which other-
wise would not take place. These forms of
countertrade can also help economize on for-
eign exchange in trade between developing and
developed market-economy countries. The po-
sition as regards countertrade requiring inter-
national financing is less clear, but there are
indications that the expenses associated with
countertrade may be an acceptable alternative
for a debtor country to the costs of conven-
tional methods of financing and payments, if
the latter have been inflated as a result of diffi-
culties over servicing external debts, or to ac-
tually giving up certain transactions.

4.  The extent of countertrade

The extent of countertrade is the subject
of much controversy, reflecting uncertainty
over a number of factors. For example, there
is still disagreement as to just what should be
included in the concept of countertrade.
Moreover, there is no comprehensive reporting
system for countertrade at either the national
or the international level. As a result, the dif-
ferent parties to the debate as to its costs and
benefits are able to put forward widely varying
estimates of its extent. The uncertainty is
probably increased by the desire of transna-
tional corporations to maintain confidentiality
concerning global procurement operations
linked to countertrade.

If a sufficiently broad definition of
countertrade is used, its extent is unlikely to be
much less than 15 per cent of world trade and
may be substantially greater. In the existing
state of knowledge there is no way of making
a separate estimate of the quantitative impor-
tance of financial as compared to other reasons
for countertrade. Nevertheless, it is significant
that available evidence suggests that there has
been a rapid growth of such trade during a pe-
riod characterised by widespread difficulties
over debt service among developing countries

and depressed levels of demand for much of
their exports.

5. Conclusions

Increases in the costs, and disruptions of
the availability, of financing and payments ar-
rangements can significantly affect the net
benefits to developing countries of their inter-
national trade. Like other obstacles to trade,
such as those due to protectionism, they can
reduce its level and influence both its directions
and its structure. The inefficiencies and dis-
tortions which have resulted from the increased
costs of doing business described in this section
can be substantialy reduced only by the revival
of traditional methods of financing and pay-
ments, and by generally improving the macroe-
conomic environment for developing countries’
trade.

These considerations have an important
bearing on the prospects for the future expan-
sion of countertrade, a question which, like its
current extent, is controversial. As indicated
above, such trading needs to be understood in
many cases as part of the response by develop-
ing countries to external financial stringency
and depressed export markets. Yet even if the
macroeconomic environment becomes more
favourable, the incidence of the improvement
is not likely to be evenly distributed. Thus, at
least for some developing countries and for
some sectors, it may be expected that there will
be continued resort to countertrade on account
of the interaction of financial difficulties and
depressed markets.

Moreover, the different forms of
countertrade which take place under the head-
ing of industrial co-operation are now probably
so well entrenched that a substantial con-
traction in the foreseeable future is unlikely,
even in response to a marked improvement in
macroeconomic conditions. Indeed, the expe-
rience of recent years has in many cases prob-
ably indicated benefits from arrangements for
this purpose which are additional or unrelated
to their capacity for facilitating sales to coun-
tries undergoing external financial stringency.
For example, offset agreements were a signif-
icant feature of international transactions in-
volving sales of military hardware, civil aircraft
and certain other forms of equipment before
the debt crisis and world depression of the early
1980s. They are likely also to be an important
means of helping developing countries to fi-
nance purchases of investment goods in the fu-
ture if, as seems probable, medium-term bank
loans are less easily available to such countries
than before the debt crisis. A similar role can
be envisaged for buy-back agreements.
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C. Deflation and protectionism

Protectionism and other forms of trade
intervention have tended to increase in the
1980s. The decline in economic activity and
rise in unemployment during the 1980-1982 re-
cession led to a widespread increase in
protectionist pressures and measures. The
subsequent recovery, on the other hand, has
failed to trigger a generalized move to roll back
quantitative restrictions and other measures
having similar effects or even to bring about a
stand-still in protectionism, despite the com-
mitments made at the GATT Ministerial
Meeting of November 1982 or at UNCTAD
VI in Belgrade in 1983. While there have been
some moves since 1982 towards relaxation or
elimination of some existing measures, these
have been more than offset by new restrictions
elsewhere.

The failure to achieve a significant ad-
vance In trade liberalization since 1982 is
closely connected to the imbalances in the re-
covery process. First, in the country where the
recovery was the strongest, i.e., the United
States, a substantial trade deficit emerged as a
result of the overvaluation of the dollar and the
disparities in demand growth between the
United States and its major trading partners,
generating new pressures for protectionism.
Second, in the majority of the industrial coun-
tries whose trade balances improved recovery
remained too weak to reduce unemployment
and generate a significant move towards reduc-
ing protectionism. Third, the efforts of devel-
oping countries to step up their export earnings
in order to cover a rising import bill and meet
higher debt-service obligations have prompted
the imposition of trade restrictions in the face
of weak demand in industrial countries. Several
voluntary restraint arrangements have been
concluded or renewed, anti-dumping and
countervailing measures have been taken or in-
itiated (see box 3), and quantitative restrictions
have been imposed on products and sectors in
which developing countries have a competitive
advantage. Finally, although a number of de-
veloping countries have made changes aimed
at liberalization of quantitative restrictions (e.g.

Brazil, Colombia, Republic of Korea, and the
Philippines), the majority have felt obliged to
take trade-restricting actions because of in-
creased balance-of-payments difficulties (rather
than for the purpose of protecting or assisting
specific sectors).

The link between trade intervention and
the general economic environment is evident
from an analysis of movements in the
UNCTAD index of trade intervention, derived
from the UNCTAD Data Base on Trade
Measures*s for a number of selected developed
market-economy countries; the data also pro-
vide an indication of the degree of the
fulfilment of international commitments in re-
spect of protectionism. For non-fuel items in
the main OECD countries the UNCTAD index
of trade intervention registered an increase of
10 per cent from 1981 to 1982, during which
period the OECD index of industrial pro-
duction continued to decline. In North Amer-
ica, industrial production declined by
approximately 10 per cent, while the index of
trade intervention increased by 25 per cent in
the United States and by almost 9 per cent in
Canada. During the subsequent recovery the
index of intervention continued to increase - by
3.5 per cent between 1982 and 1984 for non-
fuel imports into selected developed market-
economy countries - while the trade coverage
of quantitative restrictions affecting non-fuel
imports increased by 6.7 per cent (see table 19).
There was thus a significant increase in the
trade coverage ratio for imports other than fu-
els between 1981 and 1984 (from 16.7 per cent
to 18.9 per cent), particularly in the United
States, and concentrated on certain sectors (see
box 4).

An examination of the movements in the
trade intervention indices of individual OECD
countries during 1982-1984 reveals that, with
the exception of a few smaller countries, there
was no roll-back of protectionist measures.
Even though output rose substantially in
Japan, there was no change in the indices of
NTMs and quantitative restrictions. In EEC,

45 The index measures the trend in the application of any of the selected measures, without analysing its actual or po-
tential effect on trade. Certain trends in trade intervention are not measured by the trade intervention index as pres-
ently constructed, e.g. the easing of trade restrictions by increasing quotas or by replacing certain non-tariff measures
(NTMs) by less restrictive measures. The indicator used to analyze the extent of trade intervention is the trade cov-
erage ratio, which is the amount of imports affected by NTMs expressed as a percentage of total imports of the same
product groups. As 1981 trade weights are used throughout, the indicator is unaffected by changes in the value of trade
over time. As the degree of restrictiveness of NTMs varies widely from case to case, the trade coverage ratios cannot
strictly be used as a comparison of the level of protectionism in different countries. For this reason the ratios are
shown only for a selected member of developed market-economy countries as a group. Figures for individual coun-

tries are shown only in the form of index numbers.
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where recovery remained weak, both indices
rose over 1982-1984 by 7 and 5 per cent, re-
spectively (see table 19). Although the index
for all NTMs was stable in the United States,
there was a significant increase (over 10 per
cent) in the index for quantitative restrictions.
The sharp decline observed in the index for all
products and all measures in that country (to
an index of 29.1 in 1984 (1982=100) is mainly
due to the termination, at the end of 1983, of
the automatic licensing requirements for fuel
imports, following the deregulation of domestic
oil prices.

The above analysis must be qualified,
since the trade intervention index has some
shortcomings as an analytical tool. In the first
place, while the expected link of economic ac-
tivity is with protectionist “pressures”, the index
is of trade “measures”. The extent to which
pressures for protectionism actually result in
intervention depend, to a large extent, on the
outcome of the “political economy of
protectionism” and the degree of commitment

by governments to their international obli-
gations.

In the United States increased import
penetration and loss of competitiveness of do-
mestic industries (see chapter II, section B.4)
have led to mounting pressures for
protectionism. The United States Adminis-
tration has sought to resist such pressures, but,
as pointed out by OECD, "the share of re-
stricted products in total manufactured imports
increased over the period 1980 to 1983 from 6
per cent to 13 per cent”, even using a narrow
definition of non-tanff barriers.# Pressures for
protection increased during 1985, when imports
continued to rise but activity slowed down;
during the first eight months of that year a re-
cord number of (more than 400) trade bills were
introduced in the United States Congress.
While such protectionist measures or pressures
are to be distinguished from those that aim at
improving the current-account balance, meas-
ures for protecting production and employment
in various sectors were at times introduced or

46 Costs and Benefits of Protection (Paris, OECD, 1985), p. 11.
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Table 19

IMPORT COVERAGE INDICES OF NON-TARIFF MEASURES AND OF QUANTITATIVE
RESTRICTIONS APPLIED BY 18 DEVELOPED MARKET-ECONOMY COUNTRIES 4, 1983-1984

(1982 = 100)
All products All products (excl. fuels)
All selected Quantitative All selected Quantitative

Country measures b restrictions measures b restrictions
1983 1984 1983 1984 1983 1984 1983 1984
Austria 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Canada 97.7 99.4 101.2 101.7 97.6 99.3 101.5 102.0
EEC 104.0 104.1 102.4 102.3 106.8 107.1 105.0 104.8
Belgium-Luxembourg 102.5 102.7 101.2 101.2 102.9 103.2 101.1 101.2
Denmark 103.3 104.0 106.3 106.7 103.3 104.1 106.4 106.7
France 103.7 103.4 101.8 101.9 113.4 114.1 114.0 115.1

Germany, Federal

Republic of 107.2 108.1 105.2 106.2 107.2 108.0 105.2 106.2
Greece 106.6 103.6 105.0 99.9 106.7 103.6 105.0 99.8
Ireland 101.5 102.3 116.0 120.9 101.4 102.3 116.1 125.4
[taly 105.9 105.9 102.2 103.0 105.8 105.9 102.3 103.0
Netherlands 103.7 103.7 101.4 102.0 106.1 106.3 101.4 102.1
United Kingdom 104.0 103.6 104.8 100.2 104.0 103.6 104.8 100.1
Finland 100.0 100.0 100.2 100.2 100.0 100.0 101.5 101.5
Japan 100.1 100.1 100.2 100.2 100.1 100.1 100.1 100.1
Norway 98.5 88.8 98.5 97.3 98.4 96.9 98.4 96.7
New Zealand 100.0 99.4 100.0 99.4 100.0 99.4 100.0 99.4
Switzerland 100.8 100.8 101.3 101.3 100.8 100.8 101.2 101.2
United States 99.4 29.1 97.6 111.4 97.8 100.2 97.6 111.3
Total, 18 countries 101.1 67.2 101.4 104.3 102.5 103.5 105.4 106.7

Source: UNCTAD Data Base on Trade Measures.

a The accuracy of the information on non-tariff measures has been verified by certain developed
market-economy countries. The basic data are currently being verified by other countries. Accordingly, the
figures in the table are to be regarded as preliminary and subject to revision.

b The selected measures exclude health and safety controls and standards (see TD/B/1081(Part I), para. 48).

advocated in the context of trade imbalances
with individual countries. For instance, the
Trade Emergency and Import Promotion Act
introduced in the United States Senate in 1985
stipulated a system of tariffs to be levied
against imports from four countries on such
grounds.

Although the rise in protectionism in the
United States cannot all be attributed to the
overvaluation of the dollar, evidence suggests
that there is a close relationship between the
two. It has been shown that while the appre-

ciation of the real exchange rate tends to in-
crease import penetration beyond what would
typically accompany the normal growth in
international trade, the probability of the oc-
currence of non-tariff barriers is closely related
to increased import penetration, particularly in
the case of the United States. Indeed, it was
largely the threat posed by the mushrooming
protectionist pressures that led the United
States Government to take initiatives in Sep-
tember 1985, designed to lower the value of the
dollar and to accelerate growth in the other
major developed market economies.
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In short, since the general economic en-
vironment of the 1980s has not been conducive
to a lessening of protectionism, with a few ex-
ceptions, there has been no generalized “roll-
back”. The impact of trade actions has not
fallen evenly on trading partners, with the new
measures tending to fall more heavily on the
developing countries. The depreciation of the
dollar has improved the monetary and financial
environment for trade liberalization, but if
trade and payments difficulties are not ad-

dressed in the context of expansion, there is a
danger that pressures for increased protection
may intensify, which would in turn obstruct
growth and development. A balanced expan-
sion of the world economy would therefore ap-
pear to be essential for reducing protectionist
pressures and encouraging the fulfilment of
commitments of the trading countries to the
rules and principles of the multilateral trading
system.®
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Concerning the relationship between exchange rates, import penetration and the occurrence of non-tariff
barriers see W.R. Cline, Exports of Manufactures from Developing Countries: Performance and Prospects
for Market Access (Washington, D.C., Brookings Institution, 1984); and E.V. Clifton, "Real exchange rates,
import penetration and protectionism in industrial countries”, IMF Staff Papers, vol. 32, No. 3, September
1985.

Concerning the liabilities of the International Tin Council and the scale of the potential losses of banks and
metal brokers affected by the tin crisis see, for example, Financial Times, 12 March 1986, and The Banker,
February 1986. Some of the broader implications of the tin crisis are discussed in the same issue of the
Financial Times and in that of 30 December 1985, and in “Jointly and severally liable? Notes on a cartel’s
collapse”, International Currency Review, vol. 17, No. 2, December 1985.

The trade coverage ratio of countervailing and anti-dumping duties can be overestimated because many
actions affect products which have a narrower description than the tariff line level employed in the corre-
sponding trade statistics. Although in 1984 such actions affected around 3.5 per cent of non-fuel imports into
the selected developed market-economy countries, their inclusion among the non-tariff measures analyzed
elsewhere in this chapter has no significant impact on the trend observed in the total trade intervention index
in individual countries and the selected countries as a group.



Page 87

CHAPTER V

THE WORLD ECONOMY IN 1985 AND PROSPECTS FOR THE NEAR
FUTURE

The preceding chapters have reviewed the
main characteristics of the acute crisis facing
most of the developing world; the evolution
during the 1980s of problems and policies in the
developed market-economy countries, which
have played such an important role in shaping
the external environment for development; and,
more specifically, the way in which these prob-
lems and policies influenced commodity prices,
the trading régime, financial flows and debt.
The present chapter takes up these same issues,
focusing on the most recent aspects of eco-
nomic performance and the immediate outlook.

As in earlier years, the evolution of the
major developed market economies continues
to be the most important single factor shaping
the external environment for development. The
slowdown of growth in 1985 in the developed
market-economy countries, and particularly the
slackening of demand in the United States,
presented developing countries with a less
favourable trading environment. Largely for
this reason, the growth in the volume of their
exports declined in 1985, after having risen in
1984.

Commodity markets continued to experi-
ence weakness during the year, and the
UNCTAD index of prices of non-oil primary
commodities exported by developing countries
fell by about 11 per cent. This reflected a con-
tinuation of the situation that has prevailed in
recent years of an expansion of supply in the
face of stagnant or slowly growing demand, in
particular for many agricultural commodities.
Moreover, for many commodities the existence
of stocks that are large relative to annual con-
sumption has also contributed to price weak-
ness.4” There was thus a further deterioration
in the prices of commodites relative to those of
manufactures, which contributed to a deteri-
oration in the terms of trade of developing
countries by 1 per cent in 1985.

In the financial area, there was some
slight easing in 1985, although this did little to
alter the extremely difficult situation facing
most developing countries. Reference interest
rates (primarily LIBOR and the United States

prime rate) declined somewhat during the year,
and average spreads over reference rates also
contracted. On the other hand, the volume of
new financing to developing countries flowing
through private markets continued to be quite
low, with the main statistical indicators moving
in opposite directions. New medium-term bank
loans fell by 30 per cent in 1985, while recorded
bank exposure to developing countries rose
somewhat. The difference between these two
indicators is presumably accounted for prima-
rily by changes in short-term lending and by
debt rescheduling.8

The opening months of 1986 saw a con-
tinuation of these overall tendencies. Growth
in the developed market-economy countries
continued to be slow, with better performance
in the United States being largely offset by
poorer performance in the Federal Republic of
Germany and Japan. World trade remained
sluggish, but commodity prices, excluding pe-
troleum, advanced, due above all to food and
tropical beverages. Interest rates declined fur-
ther, but bank lending remained depressed.

There can be little doubt, however, that
the dominant influence in world markets during
1986 will be the sharp fall which has taken
place in the price of oil, which will have a sig-
nificant impact throughout the world economy.
This change has already had important conse-
quences for price behaviour; price levels in
some major developed market-economy coun-
tries were actually falling during the opening
months of 1986, and rates of inflation in the
others were minimal. The impact of the oil
price fall on levels of activity in the world
economy is much more difficult to gauge. This
difficulty, together with uncertainties regarding
the future of oil prices, has compounded the
problems entailed in assessing the immediate
outlook for the world economy.

The remainder of this chapter takes up in
more detail recent developments in the world
economy, reviewing recent developments and
prospects respectively for developing countries,
developed market-economy countries, socialist
countries of Eastern Europe and China.

47 For a more detailed review of the behaviour of commodity markets in 1985 see section I of the annex to this chapter.
48 For a more detailed review of recent developments in capital markets see section Il of the annex to this chapter.
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A. Developing countries

1. Overall progress

During 1985 economic activity in devel-
oping countries as a group continued to expand
only at a very moderate pace, reflecting the
persistence of the problems that have restrained
growth in the majority of these countries. At
2.0 per cent (see table 20), the expansion of
aggregate output was lower than in 1984 (when
it reached 2.5 per cent), as the expansion in
many fast-growing countries slowed and per-
formance in those which lagged behind in 1984
remained very modest. Thus, per capita output
growth in developing countries as a group reg-
istered another decline, with GDP growth lag-
ging behind population growth in an increasing
number of countries. Furthermore, the need
for many countries to sustain or increase their
net exports in order to service their debts has
led again to levels of domestic absorption that
are below those of output, implying a decline
in living standards beyond that indicated by per
capita output.

During 1984, the buoyant growth in the
volume of exports, together with with a small
improvement in the terms of trade, led to an
increase in the purchasing power of the exports
of developing countries (see annex table 5).
This allowed a significant improvement in their
trade balances to be accompanied by a modest
resumption of import growth. Conversely, in
1985, the stagnation or decline in the volume
of exports compounded the effects of worsened
terms of trade; improvements in trade balances
were therefore achieved through renewed cuts
in the volume of imports. For developing
countries as a whole, the volume of imports
declined by more than 3 per cent, and the de-
cline was quite widespread. Although a certain
slowdown in the growth of imports was ex-
pected as a direct result of the slowdown in the
growth of exports, the actual contraction in
import volume reflects the continued adjust-
ment of countries to their reduced export re-
venues, whether or not they already had
current-account deficits. For countries with no
debt-servicing problems, but with large debts,
the reduction in imports was often the result
of a deliberate policy to improve their current-
account positions in order to avoid possible
debt-servicing problems and to maintain or
strengthen their  international credit-

49 For definition, see note a to table 22.

worthiness. For countries with debt-servicing
difficulties, the contraction in imports was the
only means of adjustment to external imbal-
ances, in the light of their continued high-
interest payments, the further contraction in
new financial flows and the past depletion of
their reserves.

The decline in interest rates was almost
the only positive external development during
1985. Its effect on net interest payments for
developing countries as a whole, however, was
partly offset by the reduction in interest pay-
ment arrears, the increase in outstanding debt
for the net debtor countries and the reduction
in the assets, and consequently of the net in-
vestment income, of capital-surplus oil-
exporting countries, which have recently been
running current-account deficits. Thus, the
further decline in the deficit on the current ac-
count of developing countries in 1985 was
again accounted for by the increase in the trade
surplus and the decrease in the deficit of the
non-factor services (see table 21). Further-
more, hardly any of the countries that had pre-
viously experienced debt-servicing difficulties
were able to meet their scheduled payments in
1985, and the expectation that the significant
improvement of their balances of payments
that had occurred in 1983 and 1984 would soon
lead to a resumption of voluntary lending and
to sustained growth were unfulfilled, suggesting
that conditions for sustained growth in devel-
oping countries have not yet been established.

2. Financing of the current account

In contrast to 1984, the net debtor de-
veloping countries,* despite further import re-
straint, were unable to improve their
current-account balance. The increase in their
deficit was, however, marginal and was accom-
panied by a significantly slower rate of reserve
accumulation, reflecting a decline in capital
flows (see table 22).

Official flows (excluding IMF credit) on
the whole declined slightly in 1985. There was,
however, an increase in the share of grants in
bilateral assistance, mainly to cover the aid re-
quirements of the famine-stricken countries in
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Table 20

WORLD OUTPUT BY MAJOR COUNTRIES AND COUNTRY GROUPS, 1980-1985,
AND FORECASTS FOR 1986 AND 1987

( Percentage change)

1980- 1984 1985 1986 1987
1983
Country or country group (Annual Actual Estimated Forecast ¢
average)

World 1.4 4.2 29 3.0 3.1

Developed market-economy

countries & 1.3 4.5 2.8 2.8 29
North America 1.3 6.7 2.5 3.2 3.5
Western Europe 0.6 2.2 2.3 24 2.5
Japan 33 5.8 5.0 3.5 3.5
Others 1.4 5.3 2.8 2.5 2.6

Developing countries and

territories ¢ 0.5 2.5 2.0 2.6 2.7
Latin America -1.1 2.9 2.8 2.1 3.1
North Africa 1.1 3.3 23 2.3 2.1
Other Africa -0.9 -1.5 1.9 0.2 -0.6
Oth. Afr., excl. Nigeria 1.3 1.4 2.4 2.2 2.3
West Asia 2.2 -1.0 -2.8 2.5 1.2
South Asia 4.7 4.2 5.0 4.8 4.9
East Asia 5.5 5.8 2.6 3.6 3.6

China 4 6.5 7.9 13.0 8.0 7.0

Socialist countries of

Eastern Europe ¢ 3.2 3.8 3.2 4.2 4.2

Source:

Gross domestic product/gross national product.
Gross domestic product.

National income.

Net material product.

A RO ™A

UNCTAD secretariat calculations, based on official national and international sources.
See Trade and Development Report, 1985, note b to annex table Al.

Africa. Non-debt-creating official flows in-
creased by more than 25 per cent in 1985, to
reach $14.5 billion. Conversely, a contraction
in official loans occurred, reflecting mainly a
fall in export credits related to the decline in
imports of developing countries.

Multilateral flows have also declined, in
line with the contraction of new commitments
by multilateral institutions, and reflecting, on
the one hand, the difficulty for many countries
of financing domestic counterpart expenditures,
in view of continued pressures on national
budgets, and, on the other, the postponement

of the initiation of new projects by the larger
borrowers facing debt-servicing difficulties.

The trend towards a reduction in the use
of IMF credit, which started in 1984, continued
in 1985, reflecting both the decline in new
drawings as well as the commencement of size-
able repurchases under arrangements previ-
ously entered into. Net drawings by developing
countries dropped to around $600 million in
1985 from a peak of $10.7 billion in 1983, and
from $4.6 billion in 1984. They are expected to
drop further in 1986 and to become negative
by 1987, as repurchase obligations will continue
to mount while new drawings will remain low
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Table 21

CURRENT-ACCOUNT BALANCES: 4 MAJOR COUNTRIES AND COUNTRY GROUPS,
1984 AND 1985 AND FORECASTS FOR 1986 AND 1987

(Billions of dollars)
1984 1985 1986 1987
Country or country group Actual Estimated Forecast
Developed market-economy countries -44.0 -31.0 20.0 10.0
of which:
Germany, Fed. Rep. of 12.6 19.2 32.0 27.0
Japan 36.4 51.0 75.0 70.0
United States -97.3 -105.0 -115.0 -105.0
Developing countries & -49.6 -41.1 -65.6 -50.5
of which:
Latin America -3.3 -5.8 -7.4 -5.0
North Africa -5.6 -1.7 -9.0 -7.6
Other Africa -6.7 -8.3 -8.4 -5.9
West Asia -26.9 -20.7 -36.0 -27.2
South Asia -7.9 -94 -8.8 -9.5
East Asia 0.8 4.7 4.0 4.8
China ’ 2.4 -7.4 3.7 -3.7
Socialist countries of Eastern Europe 9.3 1.3 -2.0 0.0
Statistical discrepancy ¢ -81.6 -78.2 -51.3 -44.1

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

a Goods, services and private transfers.

b All countries, territories and areas not included in other groups.

¢ The statistical discrepancy is composed of a (usually negative) discrepancy on merchandise trade, mainly due
to timing asymmetries, and a positive discrepancy on services reflecting, in the main, under-reporting of interest
income, receipts from sales of transportation services and remittances.

as fewer countries will make use of Fund re-
sources.

The decline in official flows meant that a
sizeable proportion of the current-account def-
icit of the net debtor countries had to be met
through private sources of finance. These were
largely in the form of new money provided in
connection with rescheduling agreements.
There was also some further transformation of
short-term bank claims into longer-term matu-
rities, which increased the recorded level of pri-
vate long-term financing.

3. Debt and debt service

As a result of the deterioration in the sit-
uation of many indebted countries, debt-
servicing difficulties persisted or re-emerged
during 19835, reflecting the long-term nature of
the debt problem facing a number of develop-
ing countries and the limitations of the ap-
proach to its solution adopted up to the
present. Almost none of the countries which
had previously run into debt-servicing difficul-
ties was able to meet its scheduled payments,
and year-to-year rescheduling continued to be
the prevailing response, particularly among of-
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Table 22

DEFICIT OF NET DEBTOR DEVELOPING COUNTRIES: * SOURCES OF FINANCING IN
1984 AND 1985 AND FORECASTS FOR 1986 AND 1987

( Billions of dollars)
1984 1985 1986 1987
Item Estimated Forecast
Current-account deficit 35.8 38.5 43.2 38.7
Source of financing:
Increase in official reserves 11.2 4.5 -6.3 -2.0
Total net capital flows 47.0 43.0 36.9 36.7
Official bilateral flows on
concessional terms - 15.5 17.4 17.1 17.6
Grants 0 11.5 14.5 13.7 14.2
Medium- and long-term loans 4.0 2.0 3.4 3.4
Other medium- and long-term
official bilateral loans 5.7 4.0 3.5 3.5
Multilateral institutions 13.7 12.4 11.3 11.8
Private flows 21.2 22.2 20.6 21.8
Direct investment 8.8 8.8 8.8 8.8
Export credits 2.8 2.4 2.8 3.0
Other private flows 9.6 11.0 9.0 10.0
Medium- and long-term loans 22.8 220 16.0 10.0
Short-term loans -13.2 -11.0 -7.0 -
IMF lending 4.6 0.6 0.2 -3.0
Other capital, unrecorded
flows, errors and omissions -13.7 -13.6 -15.8 -15.0
Memo item:
Total interest ¢ and profit
remittances (sign reversed) 62.9 58.7 51.6 52.7
Net transfer -15.9 -15.7 -14.7 -16.0

Source: UNCTAD secretariat calculations, based on international sources.
a Defined as developing countries, territories or areas other than those with net foreign assets greater than $1
billion in 1982 (Brunei, Hong Kong, Irag, Iran (Islamic Republic of), Kuwait, Lebanon, Libyan Arab
Jamabhiriya, Qatar, Saudi Arabia, Singapore, Taiwan, Province of China, Trinidad and Tobago and United

Arab Emirates).
b Excluding technical assistance.

¢ Balance-of-payments basis, excluding interest on short-term debt or on IMF drawings.

ficial creditors. As regards private lending, the
expectations that multi-year rescheduling
agreements, in conjunction with the progress
made by some of the major problem borrowers
in their external payments during 1983 and
1984, would Jead to an early return to voluntary
lending, were soon frustrated. Not only did this
not occur but, on the contrary, the progress in
debt restructuring was also slower than ex-
pected. In fact, the number of countries that
completed rescheduling arrangements in 1985
and the total value of debt rescheduled in that
year increased significantly over 1984. How-
ever, some of the debt rescheduled in 1985 re-
sulted from previous agreements, and some of

the agreements reached in 1985 were not im-
plemented in that year. The Mexican arrange-
ment, for instance, involving more than half of
the total value rescheduled with private credi-
tors during 1985, had already been agreed in
1984. About another $26 billion are involved
in arrangements which were agreed in principle
in 1984 and 1985 but had not yet been signed
at the beginning of 1986, including the multi-
year agreement for Venezuela. Even in the case
of Brazil, which experienced buoyant domestic
growth in 1985, the negotiations for reschedul-
ing debt, which had been close to agreement at
the end of 1984, were still incomplete in
mid-1986.
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The growth in total debt (i.e., short-, me-
dium- and long-term official and private debt
and use of IMF credit) during 1985 was around
4.8 per cent, not significantly different from
that of 1984.5%0 Medium- and long-term debt
continued to increase faster than overall debt
as short-term debt was consolidated: new me-
dium- and long-term net flows declined by more
than 25 per cent while net medium- and long-
term debt increased by around 7.0 per cent (see
annex table 14).

Interest payments declined only slightly,
despite the decrease in interest rates, mainly
owing to the gradual elimination of arrears.
Because of reschedulings, amortization pay-
ments have continued to increase only slowly,
remaining at around 55 per cent of scheduled
repayments. Nevertheless, since exports have
declined, the ratio of actual debt service to the
exports of developing countries has continued
to increase. For some highly indebted coun-
tries which have experienced, or continue to
experience, large contractions in their exports,
the increase in the ratio of their debt service to
exports has prompted the announcement of
decisions to tie debt payments to export per-
formance by limiting them to a given percent-
age of total export revenues. Such decisions
reflect the pressing need for new approaches to
the debt problem that would involve both
creditors and borrowers.

4. Regions
(a) Latin America

The performance of the countries in Latin
America and the Caribbean in 1985 was af-
fected by both external and domestic factors.
The slower growth of external demand contrib-
uted to a decline in the volume of exports, while
the deterioration of the terms of trade further
reduced the capacity to import. In many
countries, these developments were accompa-
nied by a continuation of the contractionary
adjustment process that has characterized the
region following the onset of the debt crisis in
1982, and together contributed to a new slow-
down in the growth of economic activity for the
region as a whole. (Brazil is an exception to the
general trend as noted below. In that country,
there was a rapid expansion of economic activ-
ity, stimulated by domestic demand.)
Notwithstanding the general slowdown of eco-
nomic activity, the acceleration of inflation,
which has been one of the disturbing features
of recent experience in the region, continued in

most countries in 1985, and in some it reached
levels which threatened the day-to-day func-
tioning of the economy. In a number of coun-
tries, such as Argentina, Bolivia and Peru,
drastic measures were taken in 1985 to arrest
inflation; similar measures were taken in Brazil
during the early months of 1986.

In 1988, the export earnings of the region
declined by 5.7 per cent as a result of declines
in both the volume and the prices of exports.
The fall in volume after increases of approxi-
mately 7 per cent in 1983 and 1984 was ac-
counted for mainly by the oil-exporting
countries, reflecting continued weak oil de-
mand, and by Brazil. In the latter, the stimu-
lation of domestic demand during 1985 and the
concurrent slowdown, in United States demand
led to a slight decline in the volume of exports
after an overall increase of 33 per cent in the
previous two years. The decline in the region’s
export prices was rather greater than for export
volume and affected almost all countries, re-
flecting the severe and widespread drop in the
international prices of primary commodities
that took place during the year.

As a result of the decline in export prices,
the terms of trade worsened by 3 per cent, in
spite of some weakening in import prices. The
consequent reduction in the region’s capacity
to import, together with the continued financ-
ing constraints in most countries, led to a fur-
ther contraction in imports. The value of
imports, which at the end of 1984 was 35 per
cent below the 1980 level, declined further in
1985, with continued high import growth in
Mexico offsetting, in part, larger contractions
in most of the other large countries in the re-
gion. The strong growth in Mexican imports
had already resumed in 1984 with the adoption
of a more expansionary policy, following sub-
stantial improvement in its current-account
position in that year and the previous one.
During the first six months of 1985, Mexican
imports expanded even more rapidly (36 per
cent on an annual basis). This increase and the
concurrent decrease in exports and the terms
of trade led to a drastic reduction of the trade
surplus and caused the authorities, in the light
of persistent inflation, to adopt more restrictive
fiscal and monetary policies during the second
half of the year. As a consequence, import
growth also slowed down. In both Venezuela
and Argentina, after some resumption of im-
port growth in 1984, imports declined again,
while in Brazil imports have declined contin-
uously since 1982. In the latter country, the
reduction in imports during 1984 and 1985 was
due almost exclusively to lower imports of fuel

50 However, in constant dollars, the growth of debt must have been slower. The drop in the dollar exchange rate in 1985
has had the effect of increasing the growth rate, in terms of current dollars, of debt not denominated in dollars.
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as a result of increased oil production and sub-
stitution. In contrast, imports of intermediate
and capital goods, which, at the beginning of
the recession, had declined at the same pace as
oil imports, stagnated in 1984 and resumed
their growth in 1985. Imports also declined in
the majority of the other countries in the re-
gion.

With exports falling much faster than
imports, the trade surplus of the region went
down in 1985. Thus, after increasing more than
fourfold between 1982 and 1984, it declined by
$4.3 billion to $34.3 billion in 1985. Further-
more, this decline was only partially offset by
lower net payments on non-factor services and
lower investment and interest payments. Con-
sequently, the deficit on current account, which
had fallen dramatically from $41 billion in 1982
to only $3.3 billion in 1984, rose to $5.8 billion
in 1985. This increase was accounted for en-
tirely by those countries that had contributed
to the improvement in [983 and 1984, and
particularly by Mexico, where a surplus of $3.7
billion in 1984 gave way to one of only $200
million. The deterioration in Mexico and
Venezuela was partly offset by an improvement
in Argentina and Chile, which, however, re-
flected slower growth of output and of import
demand in these economies, rather than more
buoyant export earnings.

In contrast to 1984, when the improve-
ment in the current-account deficit was accom-
panied by an increase in the net inflow of
capital®® which allowed the rebuilding of re-
serves by $9.3 billion, the net inflow of capital
in 1985 was only $5.1 billion, not even covering
the deficit on current account and reflecting the
continued reluctance of private creditors to re-
sume spontaneous lending in view of the new
deterioration in the economies of most of these
countries. Moreover, since the fall in the net
inflow of capital was greater than that of net
payments on interest and profits (net invest-
ment income), the annual transfer of resources
out of the region increased by almost $4 billion,
to reach $30 billion. The drop in interest rates
has reduced interest payments and thus con-
tributed to the overall reduction in the net out-
flow of interest payments and profits. Since,
however, outstanding debt has been increasing,
albeit at a very slow rate, such payments have
dropped by only $1.8 billion.

The decrease in the volume of exports,
continued weak domestic demand and the new
deterioration in the terms of trade have led to
a slowdown in the already very weak expansion

in most countries in the region. A particularly
disturbing feature is the continuing stagnation
of domestic investment which, since 1983, has
been 30 per cent below its 1980 level. Low in-
vestment not only has contributed to the cur-
rent slowdown but also endangers the future
development of the region. Furthermore, the
stagnation in domestic savings, which it re-
flects, also operates through its linkage to ex-
ternal financial flows: the non-availability of
local funds for development projects has been
an important factor in the reduction of com-
mitments by multilateral institutions like the
World Bank and the Inter-American Develop-
ment Bank.

Aggregate output in the region grew by
2.8 per cent in 1985, compared with 2.9 per cent
in 1984 (see table 20). This decline was very
widespread, with above-average reductions in
most middle-sized and small countries. Output
growth_in the larger countries also declined, or,
at best, stagnated, with the exception of Brazil,
where output grew by 8.3 per cent. If Brazil is
excluded, output growth for the region as a
whole was less than 1 per cent, implying a fur-
ther decline in per capita output. Given a fall
of about 3 per cent in net exports, the main
positive stimulus to growth wag the rise in do-
mestic demand following the adoption of more
expansionary policies in some of the major
countries, in particular Brazil. In that country
there was continued growth in manufacturing
and mining and a good performance in agricul-
ture; the impetus to growth was given by in-
creased domestic demand, primarily through
large increases in real wages. In Mexico, out-
put expanded very rapidly during the first half
of the year, but the tighter monetary and fiscal
policies adopted following the sharp deteri-
oration of the trade surplus, the damage caused
by the earthquakes and the weakening of the
oil market towards the end of the year, led to
a considerable slowdown during the second half
and a growth of 2.7 per cent for the whole year.
In Venezuela, output declined again owing to
a sharp cutback in oil production, which was
followed by more restrictive fiscal and mone-
tary policies and by a postponement of outlays
intended to reactivate the economy. In
Argentina, government efforts, following the
mixed results achieved by adjustment policies
in 1983 and 1984, were swiftly directed towards
the reduction of external and internal
disequilibria. As a result, inflation was brought
down, by the end of the year, to around 38 per
cent from a four-digit level in June 1985, the
current-account deficit was halved, and out-

51 This involved mainly new money from private creditors provided under managed loans in conjunction with resched-
uling agreements. The amount of new long-term money raised in international capital markets during 1984 came to
$15.9 billion, and in 1985 to only $6.3 billion. Of these amounts $11.1 billion and $4.7 billion, respectively, were in

the form of “managed loans”.
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standing external arrears were expected to drop
to $1.1 billion - only one-third of their July
level. Conversely, economic activity, which had
partially revived in 1983 and 1984, declined by
3 per cent in 1985. This decline took place
from the beginning of the year and continued
after the adoption of the austerity programme.

Inflation, which had previously been a
serious problem in a limited number of coun-
tries, became more generalized in 1985, with the
majority of countries registering higher rates of
inflation than in 1984. The average figure for
the region (excluding Bolivia, which registered
an inflation of 12,000 per cent) remained at its
1984 level of about 150 per cent, mainly be-
cause of the slowdown of inflation in Argentina
during the second half of the year. In some of
the traditionally high-inflation countries, price
increases during the first months of the year
became uncontrollable, as inflationary pres-
sures, partly caused by price adjustments, were
reinforced in the process of adjustment by the
inflationary expectations of the different eco-
nomic agents which, acting as a self-feeding
mechanism, led to further price increases.
During the second part of 1985 and the early
months of 1986, however, these countries, as
well as others, have taken measures to bring
inflation under control. In Argentina, the eco-
nomic programme adopted in June 1985 has
involved a wage/price freeze, currency reform,
including a new currency, and measures for
substantial reductions in the public deficit and
financing of the deficit entirely from external
sources. The immediate impact of these meas-
ures was reflected in the sharp drop in the
monthly pace of consumer price increase from
over 30 per cent per month in June to around
2 per cent in the period September-November.
In Brazil, inflation was running at around 220
per cent for the greater part of 1985. But the
Government, after two years of austerity, hesi-
tated between the need to strengthen the re-
covery and the need to control inflation. By the
beginning of 1986, as inflation accelerated to a
yearly rate of 250 per cent, the Government felt
obliged to take drastic measures to check it,
through a programme which included wage and
price controls, de-indexation of most financial
and other markets and a new currency. In
Bolivia, inflation, after having risen to almost
2,200 per cent at the end of 1984, accelerated
to 20,500 per cent by August 1985. The
countervailing measures taken by that country
were of a completely different nature and in-
cluded the liberalization of imports and of the
system of prices and the fixing of the exchange
rate through public sale of foreign exchange by
the central bank. It appears that, after an ini-
tial jump in prices following the adoption of the
stabilization programme, inflation had slowed
down considerably by the end of the year.

(b) Asia
[. East Asia

The virtual stagnation of export volumes
after the 1984 export boom, which had been
mainly due to the expansion of United States
demand, has led to a significant slowdown in
growth of developing countries in East Asia.
Since, however, there was a fall in the volume
of imports and the terms of trade underwent
little change, the trade balance of the region as
a whole continued to improve, although at a
slower pace. The reduction in the volume of
imports, which occurred in most countries to
varying degrees, was partly the result of policies
intended to improve the balance of payments,
where there was concern about current-account
deficits and/or large debts, and partly the effect
of the slowing down of domestic demand and
output growth. Thus, in many of the countries
in the region, lower growth was accompanied
by an improvement in the external balance.

Because of the larger trade surpluses, the
current-account surplus for the region in-
creased from $0.8 billion in 1984 to $4.7 billion
in 1985. This improvement was fairly wide-
spread, the only exception being the oil-
exporting countries, where the deterioration in
the terms of trade and in the volume of their
exports was not matched by a decline in the
volume of imports. Furthermore, in view of the
fall in commodity prices, the improvement in
the external balance of countries exporting
non-oil primary commodities has implied
greater reductions in imports for them than for
countries exporting manufactures.

In the countries with current-account
surpluses, the very sharp fall in the growth of
their export volumes (essentially manufac-
tures), along with slower domestic demand
growth, resulted in lower GDP growth as well.
However, the decline in export volume was
matched by that of imports, reflecting in part
the importance of imports as inputs in the pro-
duction of exports. Nevertheless, the terms of
trade improved, so that, in these countries, too,
lower growth was accompanied by an im-
provement in the external balance.

The growth in aggregate output which, in
1984 had been considerably above the average
for developing countries, fell to only 2.6 per
cent in 1985. In Singapore output actually de-
clined and in Hong Kong increased by less than
1 per cent. Among the countries that experi-
enced buoyant recovery in 1983 and 1984, only
in the Republic of Korea did growth reach 5§
per cent in 1985, mainly owing to an acceler-
ation in the second half of the year following
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an easing of monetary and fiscal policies and
the adoption of measures to stimulate invest-
ment. Austerity measures, declining prices for
the region’s non-oil exports and weak oil mar-
kets resulted in a growth of only between 3 per
cent and 4.5 per cent in Indonesia, Malaysia
and Thailand. The Philippines significantly re-
duced its current-account deficit in 1985, but
the contraction of its output continued, albeit
at a slower pace.

II. South Asia

As in recent years, the economies of
South Asia continued their steady growth in
1985, output increasing by 5.0 per cent. Agri-
culture is the most important sector in these
countries, and the steady progress in output
appears to be largely due to the structural and
technological improvements in that sector,
which have, except in Bangladesh, reduced the
vulnerability of output to the vagaries of the
weather, thus avoiding the severe losses suf-
fered in the past. Nevertheless, total GDP
growth has not yet acquired, in the major
countries in the region, the momentum that
could lead to rapid per capita income gains and
has remained below planned targets. In India,
for example, average annual growth during the
period 1980-1983 was about 1.5 percentage
points higher than in 1976-1980, but remained
below the target of 5 per cent. In the past, this
shortfall has been attributed to sluggish growth
in industry, which has been constrained by
shortages in energy, and, in general, by poor
infrastructure and, according to some analysts,
by limited absorption of new technologies.
Policies designed to overcome these difficulties
would imply, among other things, increased
imports and a consequent deterioration of the
current-account deficit in the short run, as well
as increased capital inflows. Furthermore,
given its diminished prospects of receiving offi-
cial development assistance (ODA), a greater
share of the financing of India’s current-
account deficit would be expected to originate
from private borrowing. Indeed, according to
available estimates, the § per cent GDP growth
target in India’s seventh plan will entail a capi-
tal inflow almost double the amount required
by the sixth plan. Since ODA is expected not
to exceed $2.5 billion per annum, India may
have to resort to commercial borrowing to the
extent of $4.5 billion per annum.

In 1988, the current-account deficit of the
region increased by approximately $1.5 billion,
mainly on account of India, where net oil ex-
ports declined because of rapidly increasing
domestic consumption. The current account
of Pakistan deteriorated also, as the slight im-

provement in its trade account was offset by a
decline in workers’ remittances. For the re-
maining countries higher export volumes were
offset by declines in the terms of trade, while
import volumes remained more or less un-
changed. Consequently, the deficit on their
current account also remained unchanged.

The financing of the current-account def-
icit has also seen an increase in the share of
commercial borrowing. Both India and
Pakistan have been more active in tapping
capital markets, commercial borrowing in India
having financed 30 per cent of the current-
account deficit in 1984. Furthermore, gross
disbursements of commercial loans in India
have more than doubled since 1982, as well as
net flows from private creditors in general, and
during the same period net flows from official
creditors declined by 8.5 per cent.

II1. West Asia

The persistence of soft oil markets and
the OPEC policy of defending oil prices during
the greater part of 1985 led to new cuts in oil
production by most oil-exporting countries
members of OPEC in West Asia, and contrib-
uted to a resumption of the downward trend in
the economic activity of the region as a whole.
For the oil-exporting countries the contraction
in output, however, has not been limited to
their oil sectors. The adjustment to reduced

* export revenues, which started in 1983, has led

to significant declines in the growth and, in
some countries, in the level of output of their
non-oil sectors. This trend will be even more
pronounced in 1986, since higher growth of
output in the oil sector during the first months
of the year, which has contributed to the lower
oil prices, will not make up for the contraction
of their non-oil sectors resulting from further
cuts in expenditure, necessitated by the deteri-
oration of their terms of trade.

In 1985 the decline in output for the re-
gion as a whole came to 2.8 per cent. As in
1984, sharp cuts in expenditure led to further
significant cuts in imports of goods and non-
factor services and to a reduction of the deficit
on current account. Imports of goods declined
by around 10 per cent, leading to a stabilization
in the surplus of the trade account. The im-
provement in the balance of non-factor services
was only partially offset by the decline in the
surplus of investment income, which resulted
from a fall in assets and in interest rates. A
reduced net outflow of private transfers
brought about a further reduction in the
current-account deficit.
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(c) Africa

The end of the drought in 1985 and the
attendant recovery in agricultural production
have brought some relief to the famine-
devastated countries of sub-Saharan Africa.
The region is, however, emerging from one of
the worst famines in recent history, with its
productive system further weakened by the re-
cent recession. Furthermore, domestic policies
intended to reorient development efforts have
been again compromised by a continued wors-
ening of their external trading environment
which, for many countries, has meant contin-
ued debt-servicing difficulties, necessitating
further reschedulings and the continuation of
austerity programmes. Thus, imports and in-
vestment have continued to decline in many
countrics, making the reversal of the trend of
slow growth in sub-Saharan Africa a long-term
prospect contingent on substantially greater
support from the international community.

Output growth in sub-Saharan countries
(excluding Nigeria) improved somewhat in
1985, but still came to only 2.4 per cent, which
implies a continuing decline per capita. The
growth has been accounted for mainly by the
recovery in agricultural production which,
however, has been gradual, due to after-
drought effects. According to FAO, if
favourable weather conditions continue, agri-
cultural production should reach its pre-
drought level in most countries in 1986.
However, abnormal food shortages may con-
tinue in about five countries. Further growth
in the short term, however, will be slow in view
of low productivity and poor distribution and
infrastructure systems, as well as of price
structures which are slow to improve (although
rapid progress has been made in some coun-
tries). Activity in the non-agricultural sectors
has continued to suffer from shortages of raw
materials and imported inputs (manufacturing),
poor demand conditions (mining, including oil)
and cuts in public spending (infrastructure), as
well as sluggish private investment. This has
even occurred in some of the countries that
have experienced above-average growth in the
region. In the Cote d’lvoire, where output
grew at around S per cent, investment, in 1985
alone, fell by about 20 per cent in current
prices, as both public and private investment
continued to decline. The fall was most dra-
matic in the petroleum sector, reflecting the
changing prospects for oil development. In
Ghana, capacity utilization in the bauxite and
aluminium sector has been constrained by
transport problems and shortages of electricity.

The somewhat better performance in do-
mestic output has not been followed by an im-
provement in the external position in most
countries of sub-Saharan Africa (excluding
Nigeria). Both the trade balance and the
current-account balance deteriorated for the
region as a whole, with only a small number of
countries showing some improvement,

The deterioration in the trade balance
was the result of both reduced exports and in-
creased imports. The significant declines in the
prices of most primary commodities, combined
with the stagnation in the volume of exports,
led to an overall decline of 6.5 per cent in the
value of exports. In some countries the decline
of prices was accompanied by a significant fall
in volume, still reflecting the impact of the
drought, since exports in a given year involve
quantities harvested partly in the preceding
year. In a number of countries in which pro-
duction had already started to recover in 1984,
the volume of exports increased but this was
partly offset by falling prices. The increase in
the value of imports was accounted for almost
entirely by increased volumes, reflecting both
higher food imports for the drought-stricken
countries and the resumption of import growth
in countries undergoing structural adjustment
programmes for which financing had become
available through multilateral or bilateral offi-
cial flows.

In spite of the drop in interest rates and
the relief provided through the rescheduling of
interest payments on official export credits, net
debt service and investment income payments
of countries in sub-Saharan Africa (excluding
Nigeria) have remained high, firstly because of
attempts to eliminate arrears and secondly be-
cause a large share of their debt is owed to of-
ficial creditors and carries fixed interest rates.
In fact, at the end of 1984, this share had in-
creased to around 95 per cent of the medium-
and long-term public debt.

The current-account deficit was financed
through official flows, and particularly grants,
reflecting the response of the international
community to the emergency in the region.
Rescheduling, which in general has been an-
other way of financing external imbalances in
the absence of new money, has been of limited
scope in some African countries, because a
large share of their debt is owed to preferred
debtors (multilateral institutions) and is thus
ineligible for rescheduling.5? With the trade
balance in surplus, 50 per cent of the capital

52 For sub-Saharan Africa as a whole the share of multilateral debt (including use of IMF credit) in total short-, medium-
and long-term debt was 33 per cent at the end of 1984. The corresponding debt service over the period 1985-1987
accounts for between 30 and 65 per cent of total debt service in about 20 countries.
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flows have been used to meet interest pay-
ments.

The performance of the net oil-importing
countries in North Africa has, on the whole,
been constrained by high indebtedness and/or
debt-servicing difficulties. The improvement in
weather conditions and the relaxation of aus-
terity measures in some countries have, how-
ever, ensured a modest growth in output.
Conversely, these countries have not improved
their current-account positions, and for some
this therefore implies seeking new rescheduling
of debt payments.

The weakness in oil markets was reflected
in the economies of the oil-exporting countries
in Africa in different ways. For some countries
slower growth has been associated with the
stagnation in oil output. For Nigeria, on the
other hand, which, in view of its high indebt-
edness, increased its oil production significantly
during 1985, the growth in the oil sector was
partly offset by inferior performance in non-oil
sectors, reflecting the larger deterioration of its
terms of trade and the reduction of imports.

5. Prospects for the near future

The modest performance of the develop-
ing countries during 1985 following the slow-
down in the recovery of the developed
market-economy countries, particularly when
compared to the optimistic expectations of
1984, has shown again how vulnerable these
countries remain to the international economic
environment. Growth in developed market-
economy countries, which is expected to con-
tinue at the same rate as in 1985, will not
provide any additional stimulus in 1986. Dif-
ferent countries or groups of countries can be
expected to be particularly affected by other
specific developments on the international eco-
nomic scene. These include the evolution of
the price of oil and of other commodity prices;
the impact of policy and developments in major
developed market-economy countries on inter-
est rates and on the forces of protectionism, the
evolution of private lending to highly indebted
countries. Under the impact of these factors
and of the domestic policy actions taken by
developing countries themselves, output growth
is expected to be slightly higher in 1986.

As a result of the fall in the price of oil,
net oil-exporting countries will see their export
revenues decline. For net oil-importing coun-
tries, on the other hand, there will be a sub-
stantial savings on the oil import bill.

Among net oil-exporters, countries which
have been capital exporters can be expected to
respond to lower export earnings with a com-

bination of import reduction and/or disinvest-
ment abroad in proportions which will depend
on absorptive capacity, on returns on invest-
ment abroad as compared to investment at
home and on views on the future price of oil.
It should be stressed, however, that these
countries have already decreased their imports
by more than 30 per cent in the last three years.
Furthermore, some of them have significantly
increased the volume of their exports, so that
the negative impact on their economies of the
price fall will be less marked. For net oil-
exporting countries which are also net debtors
and/or face acute financing constraints, the ex-
tent of reduction of imports will depend on
their ability to secure new financing. Since new
financing can be expected to be extremely dif-
ficult to secure, the reduction in imports and in
the level of activity could be sizeable. For the
oil-exporting countries, as a whole, however,
the impact on overall activity will depend not
only on the behaviour of imports, but also on
the potential contractionary impact on domes-
tic activity of policies aiming at compensating
for losses in government revenues from the oil
sector, as well as on the links of the oil sector
to other sectors of the economy (such as
petrochemicals).

As regards savings in the oil import bill
by net oil-importing countries, the main bene-
ficiaries, in principle, will be the middle- and
higher-income countries, where oil imports
generally account for more than 25 per cent of
total imports, reflecting their relatively greater
level of industrialization and higher energy in-
tensity of output. On the other hand, for
poorer countries, such as those in sub-Saharan
Africa , where net oil imports account for not
more than 15 per cent of total imports, the
savings will be relatively smaller. Whether the
benefits of lower oil prices will result in an
overall improvement of the trade balance will
depend on the behaviour of non-oil imports.
Countries with debt-servicing difficulties may
be compelled to use part of the savings from
oil to reduce arrears, build up exchange re-
serves, reduce external borrowing, or even cut
back levels of indebtedness. To the extent that
they do so, the resources would not be available
for imports, affecting the level of both non-oil
imports and output.

A number of less direct effects may also
have a bearing on the trade balance. For ex-
ample, for countries for which exports to oil-
exporting countries have been significant in
recent years, reductions in imports by the latter
can be expected to have an adverse effect on
export earnings. Likewise, countries that have
benefited from sizeable remittances from na-
tionals working in oil-exporting countries can
be expected to see earnings from this source
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reduced. Furthermore, any acceleration in
economic activity will be associated with higher
energy use which, in turn, may involve a faster
rise in the volume of oil imported (although this
is likely to be a longer-term effect).

As regards oil-importing countries, the
rise in commodity prices is expected to lead to
a very modest improvement in their terms of
trade. For developing countries that are large
exporters of coffee, export_prices will rise sig-
nificantly due to the sharp rise in the price of
this commodity following the drought in Brazil.
A number of these countries are in sub-Saharan
Africa and coffee constitutes a large share in
their exports. Similarly, countries that export
mainly manufactures may witness a significant
improvement in their terms of trade, in com-
parison to oil-importing countries as a whole.

Interest rates declined significantly in the
second part of 1985 and the beginning of 1986.
Should they remain throughout 1986 at the
levels reached by mid-year, for the year as a
whole they would be about 1.6 percentage
points lower than in 1985, representing a saving
of around $4.5 billion for net oil-importing
debtor countries and of $3.1 billion for oil-
exporting debtor countries. As for oil, it is the
higher-income countries which will benefit from
the drop in interest rates, because a larger share
in their total debt carries variable interest rates.
Among the net oil-importing countries, 50 per
cent of the savings would be accounted for by
four countries, namely, Argentina, Brazil, Re-
public of Korea and the Philippines. Similarly,
among the net oil-exporting debtor countries,
Mexico and Venezuela would account for more
than 60 per cent of the total savings in interest
payments.

The prospective continued slow output
growth in developed market-economy countries
is expected to continue to constrain developing
countries” export volumes, the growth of which
1s expected to resume in 1986, largely due to the
resumed growth of oil exports, following the
decline in oil prices. Export growth in net oil-
importing countries is expected to be slight, re-
maining below the world average. In contrast
to 1984, however, the trend towards conver-
gence of growth among developed market-
economy countries should have, in the absence
of supply constraints, a more uniform impact
on the export volume growth of developing
countries.

Apart from external conditions, the pros-
pects for developing countries are affected by

the domestic policies they pursue. The im-
proved prospects for the external sectors of
some developing countries would allow some
margin for easing the austerity policies followed
during recent years. As already pointed out,
the combined effect of the various factors
mentioned above is expected to vary consider-
ably among countries. On developing countries
as a whole, however, it is expected to be lim-
ited, as negative developments in some coun-
tries are expected to offset positive ones in
others.

Output growth for developing countries
as a whole is expected to rise slightly in 1986
and to stagnate in 1987. In the majority of
oil-exporting countries growth should slow
down considerably and even become negative
in some cases. For a small number of such
countries, however, mainly in West Asia, oil
production levels in 1986 are likely to be con-
siderably higher than in 1985, when oil pro-
duction declined sharply (see chapter III,
section C). In these countries, because of the
importance of the oil sector in their economies,
real GDP is expected to be higher than in 1985,
in spite of a decline by more than 3 per cent in
the non-oil sector. Output growth is expected
to accelerate in East Asia, but nevertheless to
remain below levels achieved in recent years,
mainly as a reflection of the slow growth of
demand for the region’s exports, which had
been the engine of fast growth in 1984, of cau-
tious domestic policies applied in order to pre-
serve both internal and external balance and of
the slowdown in the oil-exporting countries.
Growth is expected to be maintained in North
Africa, South Asia and sub-Saharan Africa
(excluding Nigeria). In this last region, the
higher growth achieved during 1985, as agri-
cultural production returned to normal levels
after the drought, is not expected to be sus-
tained in full. A number of the larger sub-
Saharan economies are expected, however, to
continue to grow at around 4 per cent. In
Latin America output growth will reflect pri-
marily the performance of the larger countries
in the region, most of which will do less well,
although with increasingly divergent patterns.
Output growth in Brazil will remain robust and
outstanding for the region, although lower than
the rate of 8.3 per cent achieved in 1985. Con-
versely, output in Venezuela and in Mexico is
expected to decline in absolute terms; and of
the remaining large Latin American countries,
only Argentina, where output declined in 1985,
is performance in 1986 expected to be better
than in 1985.
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B. Developed market-economy countries

1. Fiscal and monetary policies

The overall fiscal policy stance in the de-
veloped market-economy countries has not
changed perceptibly during recent months.
Fiscal policy in general remained as restrictive
in 1985 as in 1984. In the United States the
budget deficit remained large, thus offsetting
the fiscal restraint in Western Europe and
Japan. However, a lessening of the disparity
between the expansionary stance in the United
States and restraints elsewhere can be expected
in the near future.

General government deficits for the seven
major OECD countries taken together were
virtually unchanged in 1985. This situation re-
flected a widening in the fiscal deficit of the
United States, France and Canada, which was
offset by improved fiscal positions in the other
major countries. The combined deficit of the
major countries was estimated to have
amounted to around 3.5 per cent of GNP in
1983, i.e., the same as in 1984 (see chapter 11
above, table 4). At the same time, the struc-
tural (i.e., cyclically adjusted) component of the
budget deficit, changes in which provide an in-
dication of the discretionary impulse of fiscal
policies, also remained stable in 1985.

The most noteworthy recent development
was the passage by the United States Congress
of the Concurrent Budget Resolution in the
summer of 1985, the aim of which was to re-
duce the federal deficit from 5.5 per cent of
GNP in fiscal year 1985 to 3 per cent of GNP
in 1988. Furthermore, the Gramm-Rudman-
Hollings amendment to this resolution also
provided for automatic reductions in spending
in case Congress and the President were unable
to agree on a budget that would be consistent
with the goal of achieving a fiscal balance by
1991. The expectation is thus for a move to-
ward fiscal restraint in the United States in
1986. At the same time, fiscal policy in both
Japan and Western Europe appears likely to
remain restrictive. Consequently, successful
cuts in the United States budget deficit would
lead to a marked change in the overall fiscal
stance toward more restraint in the major
OECD countries in the coming months.

A more expansionary monetary policy
has led to an easing of credit conditions in the
United States since September 1984, with con-
sequent falls in short-term interest rates there

that amounted to about 3 percentage points by
January 1985. By the end of June 1986, short-
term rates were at their lowest levels since 1978,
1.e about 3.5 percentage points below their 1984
peak. This downward movement in short-term
rates was followed fully by Canada only. The
falls in short-term rates in the Federal Republic
of Germany, France and Italy, were much less.
The reasons for this disparity of movements are
diverse. Interest rates in the Federal Republic
of Germany were already substantially below
United States rates, so that the scope for a re-
duction was more limited. In France and Italy
marked declines in interest rates were deemed
to be undesirable in view of the relatively
strong inflationary pressures still prevailing. In
Japan, short-term interest rates were even al-
lowed to rise slightly, in an effort to prop up
the exchange value of the yen.

In contrast to short-term interest rates,
domestic long-term rates moved much more in
sympathy with each other and fell substantially
in most countries during 1985. This suggests
that the international transmission of interest
rates affects mainly markets for long-term bor-
rowing. In other words, short-term rates tend
to reflect more fully the adjustments made by
the monetary authorities, whose preoccup-
ations are chiefly with domestic economic de-
velopments, and hence these rates are less
influenced by developments taking place in
other countries.

Concern that a strong dollar was exerting
a deflationary impact on the domestic economy
was a major factor leading the Federal Reserve
Board of the United States to lower the dis-
count rate to 7.5 per cent in May 1985. Re-
flecting in large part this change, the dollar
declined steadily until the late summer of 1985.
At that point, more favourable economic de-
velopments, especially regarding the trade defi-
cit and unemployment, induced a subsequent
appreciation of the dollar. This was halted only
by the co-ordinated action of the Group of Five
in September of that year, which triggered a
weakening of the dollar on a broad scale. By
the end of 1986 the dollar/yen exchange rate
was nearly 25 per cent lower than in February
1985, and the decline of the dollar with respect
to the Deutche mark and the French and Swiss
francs was even steeper. Notwithstanding these
changes, the effective exchange rate of the dol-
lar, as calculated by IMF, was more than 35
per cent higher at the end of 1985 than in 1980.
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2. Demand and output

Widespread deceleration in the rate of
growth of output took place in the developed
market-economy countries in the first half of
1985, but growth accelerated again during the
second half of the year. None the less, at 2.8
per cent for the year as a whole, the rise was
short of the 4.5 per cent advance registered in
1984. Expansion in 1985 was fuelled mainly by
buoyant expenditure on private consumption;
investment, on the other hand, weakened in
most countries.

The recovery in Western Europe in the
second half followed the same vigorous pattern,
but for the year as a whole growth was only
about 2.3 per cent, much the same as in 1984.
In the United States, output growth decelerated
sharply in the second half of 1984 and remained
weak during the next six months. There was a
subsequent revival, but the annual rate of in-
crease of GNP, at an estimated 2.5 per cent for
1985 as a whole, was much below the 6.6 per
cent achieved in 1984. In Japan as well, there
was a slowdown during the first half of 1988,
and as the subsequent recovery was relatively
weak, real output grew by 5 per cent in 1988,
somewhat less than the 5.8 per cent rate re-
corded a year earlier. The sharp slowdown in
the United States was the main cause of the
significantly lower growth in 1985 for devel-
oped market-economy countries as a whole.
Both private and public consumption rose
strongly in that country in 1985, but there was
a marked deceleration in fixed investment, de-
stocking and a negative contribution from net
exports.

As noted above, domestic demand in
general was weak outside the United States,
especially in Western Europe, during the first
half of 1985, reflecting, among other factors,
greatly reduced construction activity because
of the hard winter. In all, domestic demand in
Western Europe received strong support mainly
from private consumption, which accounted for
nearly half of the increase in GNP in these
countries in 1985. The other components of
demand, i.e., public consumption, stockbuilding
and fixed investment, were slightly weaker than
in 1984. In addition to the hard winter, the
relatively slow growth of disposable income and
high real interest rates also contributed to a
slackening of dwelling construction. Net ex-
ports continued to advance, and their contrib-
ution to GDP growth was about the same in
1984 as in 1985. In contrast to the first year
of the upswing, when the impact of net exports
was most pronounced among the smaller
countries, the impact in 1985 was confined to
the larger economies in Western Europe. In

Japan, exports provided about 40 per cent of
GNP growth during 1985. Private consump-
tion in that country was adversely affected by
smaller wage increases, and fixed investment
also weakened as public-sector investment fell
sharply.

3. Inflation and unemployment

The modest output growth which took
place in the developed market-economy coun-
tries in 1985 was accompanied by a further fall
in the inflation rate. In Western Europe and
Japan falls in import prices, in terms of na-
tional currencies, appear to have contributed
significantly to reduce the upward movement
of prices. These falls reflected the twin influ-
ences of declining commodity prices and the
appreciations of national currencies vis-a-vis
the dollar. In principle, currency realignments
should have worked in the opposite direction in
the case of the United States, but there is little
evidence that they did so in 1985. Import
prices actually fell by an estimated 2 per cent,
while the consumption deflator rose at an esti-
mated 3 per cent in 1985, which was somewhat
less than in 1984.

The continued slower rise in unit labour
costs has also contributed to better price per-
formance by the developed market- economy
countries during recent months. This trend in
costs, however, had become less pronounced in
1985 owing to a generally weaker growth of
labour productivity. In addition, wage in-
creases were no greater in 1985 than in the
previous year, reflecting slack in the labour
market and slower increases in the cost of living
in most countries. The average unemployment
rate in the developed market-economy coun-
tries taken together rose slightly during the first
half of 1985 to 8.4 per cent, mainly as a result
of slower output growth. In the aggregate,
employment growth slackened noticeably in
19835, after having risen strongly in 1984, and
was more than offset by increases in the labour
force during the year. As a consequence, the
number of persons unemployed in the devel-
oped market-economy countries taken together
was estimated to be 30.8 million, ie., slightly
higher than the 30.6 million recorded in 1984.

4. Trade and the balance of payments

International trade among the developed
market-economy countries appears to have
grown much more slowly in 1985 than in 1984.
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These countries” exports also increased in 1985
at less than half the high rate of 9.7 per cent in
real terms attained in 1984, reflecting the more
sluggish pace of increase in shipments to non-
oil-exporting developing countries, as well as
the accelerated fall in exports to the oil-
exporting developing countries (see section
A.4(b)). The developed market economies’ im-
ports from the rest of the world, on the other
hand, also expanded at a very slow pace in 1985
and in volume terms were only about 1 per cent
higher than in 1984, principally on account of
the sharper decline of oil imports and a more
widespread slowing down in imports of manu-
factures. Non-oil commodity imports were
more stable and rose at about the same rate as
in 1984 (about 4 per cent in real terms).

The terms of trade of the developed
market-economy countries taken together im-
proved by an estimated 1 percentage point in
1985, although there were divergences among
countries, reflecting in the main the recent
changes in exchange rates. Thus, the terms of
trade of the United States improved while those
of the Western European economies deteri-
orated in early 1985. These tendencies appear
to have been reversed subsequently as the de-
cline in the value of the dollar gathered
momemtum.

As United States imports continued to
grow more rapidly than exports and as the op-
posite situation continued to characterize
Japanese trade flows, there was a further wid-
ening of the uneven distribution of the current-
account balances among the developed
market-economy countries in 1985. The United
States trade deficit reached some S$124 billion
and was accompanied by a decline in the sur-
plus on invisible trade. As a result, the coun-
try’s current account posted an overall deficit
of $105 billion in 1985, up from $97.3 billion in
1984. The major counterpart of this change
was the increased surplus of Japan, which came
about because of a rise of $12 billion in the
trade surplus and a fall of about $3 billion in
the invisible deficit. The Japanese current sur-
plus stood at $51 billion in 1983, as against a
surplus of around $36 billion recorded a year
earlier. A further, but more modest, counter-
part was the larger surplus of the Federal Re-
public of Germany, which amounted to around
$19 billion, against $12.6 billion in 1984. These
divergent movements also appear to have been
subject to the so-called J-curve effects, whereby
the initial impact of currency depreciation (ap-
preciation) produces a deterioration (improve-
ment) in the current account as the terms of
trade worsen (improve). The accentuated im-
balances in the external accounts of the devel-
oped market-economy countries appear,
therefore, to have reflected also the decline in

the effective exchange rate of the dollar during
the second half of 1985 and the concomitant
rises in the effective exchange rates of the
Western European currencies and of the yen
during the same period.

5. Prospects for the near future

Among the factors that will shape the
more immediate prospects of the developed
market-economy countries are the expected
lessening of the expansionary fiscal policy
stance in the United States and continued fiscal
restraints elsewhere; the future direction of
monetary policy; the realignment of exchange
rates and the timing of their impact on trade
flows; and the recent large fall in the price of
oil, of as much as 45 per cent in dollar terms.
Some of the consequences of the fall in oil
prices are examined later in this subsection.
The following paragraphs comment briefly on
the underlying trends likely to prevail in the
developed market economies in the period im-
mediately ahead.

The recent expansion in the developed
market-economy countries is entering its fourth
year and recent trends, which have shown some
weaknesses in a few major cases, are expected
to continue in the future. The improvement in
growth performance that may be realised by
some countries will be modest, and will have
no significant effect on unemployment, espe-
cially in Western Europe. On the other hand,
in many countries there may be further suc-
cesses in bringing down the rate of inflation.

In the United States, it was generally ex-
pected that a downturn would occur about four
years after the 1981-1982 recession, which
ended towards the fourth quarter of 1982. In-
deed, output growth in 1985 was weak, espe-
cially compared to the strong performance of
1984. Nevertheless, economic indicators were,
on the whole, favourable in early 1986. Indus-
trial production was relatively strong and
interest-sensitive outlays, such as car sales,
were buoyant. Housing starts were also prom-
ising. The negative contribution of net exports
to domestic activity can also be expected to
lessen gradually, owing to an expected im-
provement in competitiveness following the de-
preciation of the dollar. However, considerable
uncertainties still surround the outlook for
business fixed investment, in spite of lower in-
terest costs. In any event, real GNP was esti-
mated to have risen only moderately during the
first quarter of 1986 (2.9 per cent, at a sea-
sonally adjusted annual rate).
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In Japan, on the other hand, personal
consumption seems to have continued to be
sluggish in early 1986, but may be gaining some
strength owing to expected increases in real
wage and other incomes, but business invest-
ment has shown signs of slowing down, as
profits declined mainly because of poor export
growth. The loss in competitiveness due to the
appreciation of the yen and the consequent ef-
fect on exports can thus be expected to act as
a brake on activity in the country. This was
already evident in the first quarter of the year,
when a fall in real exports was accompanied by
a decline in real GNP by an estimated 0.5 per
cent, the first such quarterly decline since 1974.

The underlying economic trend in West-
ern Europe appears to be a broad continuation
of the relative slow growth of 1985. Boosted
by an expected increase in real incomes, private
consumption growth may accelerate and will
probably account for the bulk of GNP growth.
A revival of construction from the depressed
levels of 1985 can also be expected if long-term
interest rates stay low. In addition, business
fixed investment can be expected to show some
strength. Indeed, the Business Survey carried
out in EEC in October-November 1985, i.e. just
before the sharper falls in oil prices, showed
that investment intentions in industry were
broadly very favorable. Thus, in many coun-
tries, demand is likely to be sufficiently buoyant
to allow for a firm, albeit relatively modest, ex-
pansion of output. Nevertheless, in some
smaller countries, the need to deal with both
internal and external imbalances may constrain
growth.

The outlook for the next year or so pre-
sents major new uncertainties and risks. The
difficulties inherent in forecasting economic de-
velopments have been very much compounded
by the recent large falls in the price of oil and
the uncertainty surrounding the future evolu-
tion of oil prices. Because of the diversity in
energy production and trading patterns in the
developed market-economy countries, the im-
pact of the oil price declines will differ markedly
from one country to another. The net energy
exporters, in particular the United Kingdom,
Norway and Canada, will have reduced export
earnings from energy. In countries where large
quantities of oil are produced as well as im-
ported, such as the United States, the losses to
domestic oil producers and related industries
may have an impact that will outweigh that of
any short-term gain to the economy at large.

For other net oil importers, the immedi-
ate impact will be a fall in import prices, which
can be expected to be very substantial in many
cases, particularly when it is reinforced by the
appreciation of domestic currencies with re-

spect to the dollar. In principle, the impact will
be the largest where oil imports are high in re-
lation to GNP. In Japan and the major coun-
tries of Western Europe, imports of oil
corresponded to least 4 per cent of GNP in
1985, and exceeded 5 per cent in Italy. In spite
of being a large net importer in absolute terms,
the share of net oil imports in GNP (measured
in dollars at current prices and exchange rates)
was lowest in the case of the United States,
amounting to just about 1.5 per cent.

Lower oil prices will not only bring bene-
fits to energy-using sectors, but also slow down
the rate of increase in the overall price level.
This will allow nominal interest rates to fall and
the real value of financial assets to increase.
Unless interest rates fall substantially in real
terms, the main direct influence on demand and
output will be the net outcome of two factors:
the proportion of the increased income in the
OECD countries that will be spent (rather than
saved), and how that compares with the pro-
portion of the decreased income of oil-
exporting developing countries that will be
absorbed through financing (rather than
through a reduction of imports). Both are
subject to considerable uncertainties.

It is difficult to foresee how much con-
sumers will spend or save of their extra real in-
come and how far energy-using or consumer
goods industries will expand their investment.
It seems certain, however, that investment
plans in the oil and other energy sectors will be
radically revised: a number of energy projects
in Canada and the United States have already
been cancelled or postponed. The reactions of
governments will also be of critical importance.
Some may choose to allow the disinflationary
process to deepen rather than foster growth, or
consider that the fall in energy costs will itself
provide sufficient stimulus. In either case, the
impact will be to subdue the rate of expansion.
Finally, those central and local governments
that directly or indirectly receive oil revenues
may react by adopting a more restrictive fiscal
stance, or, at least, avoiding any relaxation. In
the United Kingdom and Norway, the fall in
oil prices will have an adverse effect on the
budget, and may also add to inflationary pres-
sures through downward pressure on the ex-
change rate. State and provincial governments
in the United States and Canada will also be
under pressure from the effects on their budg-
ets.

Equally important, however, is the po-
tential negative impact on the developed
market-economy countries of the cutback in
imports by oil-exporting developing countries.
If the import reductions turn out to be sub-
stantial, their impact will in all likelihood be
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distributed very unevenly. In particular, they
are likely to be most serious for Western
European countries, since their exports are rel-
atively more concentrated on the oil exporters’
markets. For example, while, in recent years,
United States exports to the major developing
countries exporters of oil constituted about 0.5
per cent of GNP, and those of Japan a little
more than 1 per cent, for EEC member coun-
tries as a whole the proportion was about 1.7
per cent.

Furthermore, the realignment of ex-
change rates, especially between the dollar and
other currencies, can be expected to have a
marked influence on the performance of the
developed market-economy countries in the
near future. In the United States in particular,

with an enhanced competitive position, eco-
nomic activity is likely to benefit from a gradual
easing of the external payments position.
Conversely, other developed market-economy
countries, especially Japan and those in West-
ern Europe, will probably be adversely affected.

All in all, it can at this stage be tenta-
tively expected that, in spite of a substantial
improvement in their terms of trade with the
rest of the world, the rate of growth of GDP
of the developed market-economy countries as
a whole will be much the same in 1986 as in the
previous year (i.e., 2.8 per cent). Better per-
formance in North America, and to a lesser
extent in Western Europe, should be offset by
a sharp deceleration in Japan.

C. Socialist countries of Eastern Europe

Economic growth in the socialist coun-
tries of Eastern Europe was not as pronounced
in 1985 as in the two previous years, and some
of the basic economic indicators remained
slightly lower than expected. The growth of net
material product (NMP) of the region as a
whole was half a percentage point lower than
in 1984. However, the expansion of gross in-
dustrial output was more marked, approaching
the 1983-1984 levels. Thus, the slowdown in
NMP may be attributed essentially to agricul-
ture, where gross output declined or rose more
slowly in some countries. Indeed, the overall
performance in 1981-1985 indicates that conse-
quences of the the unfavourable tendencies ap-
pearing at the end of the 1970s, in both the
international and the domestic economy, and
which worsened during the early 1980s, have
not yet been completely overcome. Neverthe-
less, the five-year NMP growth target for this
period was almost achieved (taking into con-
sideration the 1983-1985 plan in Poland).
However, some of the other 1981-1985 plan
objectives were not attained.

1. General economic developments

In 1985, economic expansion in the
Soviet Union came very close to the targets set
by the annual plan. The growth of NMP used
for domestic consumption and accumulation
reached about 3.1 per cent, against 2.6 per cent
in 1984. The accelerated rate of expansion of
industrial output achieved in 1983-1984 was
maintained in 1985, reaching 3.9 per cent, re-
flecting the objectives of the annual plan.

None the less, a certain weakness persisted in
the energy sector, particularly during the first
half of the year, though in the second half an
annual rate of 4.6 per cent was reached. On the
other hand, despite improved grain production
in 19885, gross agricultural output remained un-
changed.

The economic performance of other so-
cialist countries of Eastern Europe varied con-
siderably in 1985. The trends observed in
1983-1984 in the German Democratic Republic
and Czechoslovakia continued in 1985, with
high growth rates of NMP. However, the
modest performance of Bulgaria and, in partic-
ular, that of Hungary, contributed to a 1.8
percentage point decline from the previous year
in the NMP growth rate for the socialist coun-
tries of Eastern Europe, other than the USSR,
as a whole.

In Hungary, the low NMP rate of growth
in 1984-(2.5 per cent) was followed by a 1 per
cent decline in 1985, which was the worst per-
formance since 1979. The decline was due
mainly to agriculture, although industrial out-
put was also below the 1984 level. The slow-
down of growth in Bulgaria, from 4.6 per cent
in 1984 to 1.6 per cent in 1985, was primarily
due to unfavourable weather. Nevertheless, al-
though below the planned figures, the relatively
good performance in the industrial sector,
combined with the successes achieved in
1981-1984, allowed the country to attain its
five-year target of 3.7 per cent annual growth
of NMP. The economic recovery in
Czechoslovakia, which had started in 1983 and
gathered strength in 1984, continued in 1985,
although at a slower pace. Three years of rising
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Table 23

SOCIALIST COUNTRIES OF EASTERN EUROPE: ANNUAL GROWTH OF EXPORTS
BY COUNTRY OF ORIGIN AND MAJOR AREAS OF DESTINATION, 1984-1985 4

( Percentage increase over previous year, based on values in dollars)

Destination World Developed Developing Socialist
market countries countries ®

Origin economies
Bulgaria

1984 6.0 -1.0 18.3 4.7

1985 3.5 -7.4 1.1 5.6
Czechoslovakia

1984 4.3 1.7 3.5 5.8

1985 1.6 -3.4 -4.5 3.6
German Democratic Rep.

1984 4.4 49 -9.6 5.8

1985 0.7 4.4 1.6 -0.6
Hungary

1984 -1.7 4.9 -10.7 -3.6

1985 -1.7 -14.3 -1.7 6.4
Poland

1984 1.6 7.8 1.0 -2.9

1985 2.3 -5.5 -1.8 2.4
Romania

1984 5.5 12.0 .8 . -9.8

1985 4.6 -15.3 11.9 21.7
USSR

1984 -0.2 -1.1 -2.4 1.2

1985 -5.1 -15.8 -6.4 1.6
Total

1984 1.7 2.0 -1.0 2.0

1985 2.1 -10.8 -3.3 2.6

Source: Data provided by. the secretariat of the Economic Commission for Europe and estimates by the UNCTAD

secretariat.
a 19835 figures are estimates.
b Socialist countries of Eastern Europe and Asia.

output in agriculture were followed by a 1.6 per
cent fall in 1985, but a good performance in
industry (a 3.4 per cent rate of growth against
the planned rate of 3.0 per cent) resulted in an
NMP growth rate of 0.1 per cent above the
planned target, comparable to the growth in
the two previous years. NMP growth in the
German Democratic Republic accelerated to
4.8 per cent, against a planned 4.4 per cent,
with a steady increase in output in both agri-
culture and industry. The average of 4.5 per
cent for the five-year period 1981-1985 was the
highest among all these socialist economies.
However, for 1985 alone that position was oc-
cupied by Romania (5.9 per cent), although it
should be mentioned that this was a smaller
increase than in 1984 and was below the plan
target. The pronounced deceleration in NMP

growth in Poland after two years of very high
growth had been envisaged by the annual plan.
In fact, it can be considered that the three-year
récovery plan has been successfully undertaken,
resulting in an average growth rate of 4.9 per
cent, which is in the middle of the range ori-
ginally envisaged (3.5 - 5.6 per cent).

2. The external sector

Results for 1985 indicate a slower expan-
sion of foreign trade for the region as a whole.
This is mainly attributable to a setback in ex-
ports in terms of both volume and value, which,
for the first time in many years, fell in absolute
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Table 24

SOCIALIST COUNTRIES OF EASTERN EUROPE: ANNUAL GROWTH OF IMPORTS 4
BY COUNTRY OF DESTINATION AND MAJOR AREAS OF ORIGIN, 1984-1985 6

( Percentage increase over previous year, based on values in dollars)

Origin World Developed Developing Socialist
market countries countries €

Destination economies
Bulgaria

1984 3.5 2.8 6.9 3.3

1985 6.7 15.7 25.5 2.8
Czechoslovakia

1984 4.6 -5.6 -0.9 7.6

1985 2.5 3.9 -2.1 2.1
German Democratic Rep.

1984 6.6 7.3 2.9 6.4

1985 1.1 -7.1 4.7 5.4
Hungary ¢

1984 -5.0 -4.0 -8.1 -5.0

1985 0.7 4.3 -31.5 3.3
Poland

1984 0.5 1.8 15.6 -2.3

1985 1.4 10.2 3.8 -4.6
Romania

1984 -1.1 12.6 5.9 -12.0

1985 14.6 -4.6 19.5 17.8
USSR

1984 -0.1 -4.6 2.4 0.8

1985 3.0 -4.7 10.5 3.8
Total

1984 1.3 -1.6 2.7 1.9

1985 3.3 -1.5 8.7 3.5

Source: As for table 23.
a f.o.b., except for Hungary (c.i.f.).
b 1985 figures are estimates.
¢ Socialist countries of Eastern Europe and Asia.

terms. As the value of imports grew at much
the same rate as the previous year, the trade
surplus of the region as a whole declined sig-
nificantly.

Exports from the USSR in 1985 (see table
23) were affected by supply difficulties in the
petroleum sector as well as by weak demand for
oil products in developed market-economy
countries. Despite the fall in oil prices which
occurred around the end of the year, the Soviet
Union achieved a small gain in its terms of
trade. Nevertheless, the trade balance re-
mained largely positive.

The other socialist countries of Eastern
Europe also had slower export growth in 19885,
particularly in Poland, Czechoslovakia and
Bulgaria. The decline mainly affected their

trade with developed market economies and
developing countries. Exports to these two
groups of countries contracted by 3.6 and 1.6
per cent, respectively. The further increase in
the growth of imports in Romania and Bulgaria
(see table 24), because of the poor harvests,
together with similar rises in imports in Poland
and Hungary, resulted in a decline in the overall
trade surplus from $6.9 billion in 1984 to $5.1
billion in 1985. Nevertheless, only in Bulgaria
and Czechoslovakia was the trade balance in
deficit.

Although the estimated balance-of-
payments position for the socialist countries of
Eastern Europe as a whole weakened owing to
the contraction of the trade surplus, the overall
payments position remained much as it was in
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1984, because of, inter alia, the fall in the ex-
change rate of the dollar and also because some
debt-related indicators (e.g. interest payments
as a share of exports and international reserves
as a share of imports) have significantly im-
proved. As a consequence of the development
envisaged in the external sector, a weakening
of these indicators in the near future is, how-
ever, very likely.

3. Outlook

A new economic policy has been adopted
aimed at using resources more efficiently rather
than increasing their availability over the next
15 years. It will require growth rates higher
than those of the two previous five-year plan
periods, structural changes, and improvements
in economic mechanisms and the system of
management. The plans for 1986-1990 are re-
garded as an important step in the implemen-
tation of this policy. Annual NMP growth is
planned to accelerate to around 3.5-4.1 per cent
for the Soviet Union and on average to 4.6 per
cent for the other countries. The rates of
growth of gross industrial output are projected
to attain 3.9-4.1 per cent in the Soviet Union,
4.6-5.4 per cent in Bulgaria, 4.7-5.1 per cent in
the German Democratic Republic, 2.8-3.4 per

cent in Czechoslovakia, 2.7-3.0 per cent in
Hungary, 3.1 per cent in Poland and 6.0-6.5 per
cent in Romania. Considerable increases in
agricultural output have also been foreseen.
All national plans refer to such an acceleration
in the various rates of growth of the different
sectors of the economy.

The long-term economic strategy of the
Soviet Union aims at intensifying the social and
economic development of the country. Ac-
cordingly, it is planned to double national in-
come by the end of the century on the basis of
the acceleration of technological progress and
far-reaching structural changes. Significant al-
terations in investment policies for modernizing
and re-equipping existing enterprises, rather
than establishing new ones, have already been
envisaged for the current five-year period. Re-
sources will be increasingly concentrated in the
key industrial branches. Improvements in eco-
nomic mechanisms and the system of manage-
ment, tested in operation during the last two
years, will be introduced. The strategy implies
important qualitative and quantitative changes
in the foreign trade of the USSR. For a num-
ber of years exports of energy will continue to
play an important role in total exports. How-
ever, by 1990 their share is expected to decrease
significantly. = The new economic strategy
places special emphasis on the development of
imports and exports of manufactures, in par-
ticular those incorporating high technology.

D. China

During the first months of 1985, the
Chinese economy continued to expand at an
accelerated pace, exceeding target rates, partly
in response to the various reforms adopted in
late 1984. However, increasing concern about
the overheating of the economy and its possible
impact on the future of the reform led the
Government to reassert central control over
various aspects of the economy, and to move
more slowly towards the implementation of re-
forms already announced. Although structural
reform of the economy continues to be a top
priority of the 1986-1990 five-year plan, em-
phasis during the first two years of the plan will
be on “controlling social demand in general, to
solve the problems of overly rapid growth rates,
excessive investment in fixed assets and sharp
increases in consumption funds”.53

The partial wage reform, which has
meant wage increases across the board, to-
gether with the opening of the credit system
and of competition among banks for lending,
which has fed the growth in investment in fixed
assets, contributed to the acceleration in the
growth of industrial production during the first
months of 1985. Up to July of that year, in-
dustrial output grew at an annual rate of 23 per
cent. Although by the end of the year this rate
had been brought down to 8 per cent, for the
whole year it was almost 18 per cent, that is,
twice as high as the average for the period
1980-1984 and 4 percentage points higher than
in the year 1984 alone. Given the high growth
in consumer demand, the growth in light and
heavy industries remained in balance. How-
ever, the sheer magnitude of the expansion has
continued to put strains on infrastructure and
has brought about a rise in prices of intermedi-

53 Zhao Ziyang, "Explanation of the Proposal for the Seventh Five-year Plan” (Speech delivered at the National Con-
ference of the Communist Party of China, 18 September 1983), Beijing Review, vol. 28, No. 40, 7 October 1985,

“Documents”, p. III.
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ate goods. Thus, while energy production has
been growing at healthy rates (oil, 10 per cent,
electricity, 9 per cent), energy shortages have
continued. The pressure on infrastructure has
been felt particularly in industries producing
intermediate goods such as iron and steel,
where output has been growing at rates around
6-8 per cent. Combined with the increased de-
mand, this has led to price increases in these
goods, and also partly contributed to the non-
fulfilment during the first part of the year of the
supply contracts with the State for a number
of major products for which contract prices
were lower. To curb the excessive growth in
industrial production and capital construction,
interest rates were raised and lending for in-
vestment was tightened, as banks under the
control of the Central Bank were asked to
monitor the purpose and use of investment
funds, wage increases were checked and there
were renewed calls for the need to improve the
quality of goods. However, direct measures,
such as production quotas, have not been en-
acted.

Agricultural output has also continued to
expand rapidly, by 13 per cent in value terms.
Rural enterprises (still included under agricul-
ture) and cash crops have been the most dy-
namic sectors, with output of the former
increasing by 35 per cent. Conversely, the
output of some traditional crops like cotton
and food grains has declined. In the case of
cotton the decline is attributed to a planned
reduction of acreage in response to surplus
supplies in domestic and world markets. The
production of food grains, on the other hand,
after record harvests in 1984, has dropped back
to its 1983 level. This decline is not only at-
tributable to adverse weather but also to a re-
duction in acreage, only partly planned, and to
smaller productivity gains as farmers shifted
their attention to the more profitable cash
crops.

The resumption of inflation for the first
time since the 1950s has also slowed down the
implementation of the price reform. Retail
prices in 1985 increased by 8.8 per cent for the
country as a whole and by more than 12 per
cent in the urban centres. A limited increase in
retail prices had been envisaged as a result of
the 1985 price reform, which involved increases
in the controlled prices of certain goods or ser-
vices, as well as partial decontrol of the prices
of a wide range of goods. However, the price

reform, combined with the wage reform and the
growth in lending that followed the banking
reform, have all contributed to excessive de-
mand and to increasing inflationary pressures.
In order to check the inflation, in addition to
the measures taken to contain demand, the
Government has also taken measures on the
sides of supply and prices. To ensure steady
supply and more stable prices for vegetables in
urban centres, it has demanded a certain guar-
anteed acreage for vegetables in surburban
areas and the control of supply sources in
government-controlled shops. With regard to
prices, ceilings have been imposed on the mar-
ket prices of certain vegetables and some of the
major intermediate goods that had been de-
controlled under the reform. Indirect measures
for price supervision and management are also
envisaged. However, real incomes have con-
tinued to increase, with urban incomes rising 5
per cent and farm incomes 3 per cent.

These developments in the domestic sec-
tor have also affected China’s trade and pay-
ments. Demand for consumer and intermediate
goods has continued to push up imports, while
exports, partly affected by weakened foreign
demand, have been growing only marginally.
According to preliminary figures of the State
Statistics Bureau, imports in 1985 increased by
54.2 per cent in value and exports by 4.7 per
cent (in dollar terms).5* Imports of manufac-
tured goods, which now account for about 87
per cent of total imports, increased by 150 per
cent; imports of consumer goods, which now
account for 29 per cent of imports of manufac-
tures, increased more than four-fold. Further-
more, imports of some intermediate goods
whose production has been lagging, such as
steel, have also increased much faster than
overall imports, reflecting yet again the rapid
increase in capital construction. As the tradi-
tional policy has been to peg imports to export
performance, the intervention of the central
Government to correct the imbalances in the
external sector has been immediate and direct.
Duties were increcased, foreign exchange con-
trols were imposed and the renminbi was de-
valued. In addition, new rules were imposed
on the licensing of a wide range of imported
goods, imports of certain goods were banned,
while for others, imports were again made sub-
ject to quotas. These measures could not have
much impact before the end of 1985 because
many import agreements had already been

54 There is a large discrepancy among the various figures for imports and, thus, the resultant trade deficit given by the

different Chinese authorities.

The figures provided by the Ministry of Foreign Economic Relations and Trade

(MOFERT) put imports at $33.4 billion and the trade deficit at $7.6 billion. However, it appears that the MOFERT
figures disregard imports of goods, that are re-exported after being processed, as well as aid in kind and donated
goods. The figures given by the General Administration of Customs and the State Statistics Bureau are similar to,
and more consistent with, China’s trading partners’ data, and it is these that have been used here as well as in previous

issues of the Trade and Development Report.
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signed at the beginning of the year, but the im-
pact should become apparent in 1986.

The trade deficit in 1985 is estimated at
$11.8 billion, whereas trade was in balance in
1984. The non-trade surplus in the current ac-
count of the balance of payments, however,
continued to increase, as did net private trans-
fers, thus bringing down the current balance to
a deficit of $7.4 billion. Part of the deficit has
been financed through an inflow of capital
(loans, direct investment and commodity cred-
its). Thus, the drawing down of reserves was
limited to around $4.6 billion.

The prospects for 1986 and 1987 must be
viewed in relation to the targets of the five-year
plan for 1986-1990. Although the details of the
plan have not yet been elaborated, its main
targets and orientation are already known.
Thus, it appears that the emphasis of the plan
will be on development strategy policies and
principles rather than on detailed quantitative
targets. This approach is in line with the
structural reform of the economy, which envis-
ages progressively increasing flexibility and de-
regulation at the microeconomic level and
management of the macroeconomy through
appropriate legislation rather than through di-
rect central controls. Within this framework
the main objectives of the new plan are: first
and most important, the creation of the appro-
priate environment for the smooth progress of
the reform; second, acceleration and imple-
mentation of certain key projects, technological
transformation and intellectual development;
and, third, the further improvement of stand-
ards of living. The plan will be implemented in
two stages. A first stage of two years is envis-
aged for the gradual solution of the problems
of inflation, bottlenecks and the deterioration
in the current-account balance. These prob-
lems emerged during 1984 and 1985 and were
associated with rapid growth in investment in
fixed assets and consumption funds. This
course of action has been preferred to an ab-
rupt slowdown of the economy in the second
half of 1985. During this period, investment in
fixed assets will remain at its 1985 level, but its
sectoral allocation will be changed to allow for
faster completion of key projects. During the
second stage of the plan, investment in con-
struction will be increased in accordance with
the conditions prevailing at that time.

Table 25

CHINA: MAIN ECONOMIC INDICATORS
( Annual average percentage rate

of growth)

1984-  1986-
1985 1990

Indicator Forecast
Gross industrial output 18.0 6.8
Heavy industry 17.9 6.6
Light industry 18.1 7.0
Gross agricultural output  13.0 5.4
Output of services 11.4
GNP . 7.3
National income 12.3 9.3
Consumption . 6.9

Source: State Statistics Bureau.

Taking the above into consideration, the
quantitative targets for the rates of growth of
the main economic variables have been put at
levels significantly lower than those achieved in
1985 (see table 25). Thus, gross industrial out-
put 1s expected to grow by 6.8 per cent per an-
num and agricultural output by 5.4 per cent.
For the first time, emphasis is given to the ter-
tiary sector and to the need to bring output in
that sector into step with that of the primary
and secondary sectors. In order to increase the
efficiency of the service sector, as well as to
absorb excess labour resulting from continuous
improvement in labour productivity elsewhere
in the economy, growth in this sector is planned
to be 11.4 per cent per annum. To take ac-
count of this sector, planning now makes pro-
vision for targets for GNP.55 According to the
plan, GNP is planned to grow by 7.3 per cent
per annum and national income by 9.3 per cent.
Growth in 1986 and 1987 is expected to remain
higher than this average, at around 8 per cent,
reflecting the Government'’s decision to proceed
by gradually cooling the economy. With re-
spect to trade, the plan remains vague, recog-
nizing the need for continued expansion of
essential imports. However, given the explosive

55 So far the concepts of gross social product and national income have been used as measures of output, in accordance

with the System of Material Product Balances.
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import growth in 1985 and the prospects for account deficit, which is expected to decline to
exports in 1986, imports are likely to be cur-  halfits 1985 level.w
tailed in order to bring down the current-
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ANNEX TO CHAPTER V

RECENT DEVELOPMENTS IN WORLD COMMODITY MARKETS AND WORLD CAPITAL
MARKETS

I. Commodity markets

1. Overall performance

The unfavourable conditions prevailing in pri-
mary commodity markets since the beginning of the
1980s persisted in 1985. Despite some increase in the
prices of non-oil primary commodities in 1983-1984,
the average annual rate of decline over the period
1981-1985 was about 7.5 per cent. In nominal terms,
the UNCTAD index of non-oil primary commodities
exported by developing countries fell by about 11 per
cent in 1985, following a very modest increase in
1983-1984 and a steep decline in 1981-1982. For
most primary commodities the peak in 1984 was far
below the previous one in 1980, and the trough in
1985 was below that of 1982 (see figure A). The de-
preciation of the dollar, which started in the second
quarter of 1985 and accelerated in the fourth quarter,
has not brought about the expected improvement on
commodity markets. However, it has apparently had
some influence on prices of manufactures. The
United Nations index of unit value of manufactured
goods exported by developed market-economy
countries has been rising ever since the second quar-
ter of 1985, with a pronounced acceleration in the
fourth quarter, m line with movements in the effec-
tive exchange rate of the dollar (see table A). There
has thus been a further deterioration in the prices of
commodities relative to those of manufactures.

The weakness of commodity prices during re-
cent years has reflected the expansion of supply in the
face of stagnant or slowly growing demand, in par-
ticular for many agricultural commodities. The
tendency for supply to expand despite sharply lower
prices has continued: in 1984, total commodity pro-
duction rose by 6 per cent, the sharpest rise experi-
enced since the late 1960s, and reached a record level.
In 1985 a further substantial nse in output
occurred. !

The outlook for 1986 is for some strengthening
of commodity prices vis-a-vis the averages for 1985,
reflecting mainly better growth in developed market-
economy countries, the lower exchange rate of the
dollar, and particular developments on the supply
side, especially the impact of drought on supplies of
coffee. This strengthening will be uneven, and may
not apply to all markets. As of early 1986, for ex-

ample, the minerals and metals markets continued to
show weakness, reflecting in part the collapse of the
tin market and its repercussions. The overall
strengthening of commodity prices expected in 1986
is not likely to match that likely to occur for prices
of manufactures exported by developed countres, so
that the terms of trade of commodities relative to
manufactures are expected to deteriorate further.

The following paragraphs summarize recent
developments in major commodity markets.

(a) Food and beverages

I. Cereals

According to FAO estimates, world cereal
production increased by about 2 per cent in 1985 over
the record level reached in 1984. Output of coarse
grains rose more than 7 per cent, while production
of wheat and rice fell slightly. Notwithstanding a
decline in wheat and rice production, larger carryover
stocks are anticipated in the main exporting countries
at the end of the 1985/86 season. This is due to the
fact that, as a result of larger crops in 1985 in a
number of major importing countries, the volume of
cereals traded so far in 1985/86 has been significantly
lower than in previous years. Compared with
1984/85, trade in wheat and coarse grains in 1985/86
is expected to fall by 15.5 and 14.5 per cent, respec-
tively. In view of the ample supply available for ex-
port and the depressed level of demand in importing
countres, the prices of most cereals declined
throughout 1985. On average, the price of wheat
dropped by 10 per cent, that of maize by 17 per cent
and of rice by 14 per cent. The outlook for 1986 is
for some decline by mid-year. Certain policy meas-
ures introduced by the United States Department of
Agriculture (lower loan rates and a large acreage re-
duction programme) are likely to reduce United
States production im 1986. It is, however, hardly
likely that the reduction will be enough to balance the
existing oversupply in the short run, barring
unfavourable weather.

1 Some of the factors accounting for the rise in supply in the face of weak prices have been described in chapter III,

section B.
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II. Sugar

The basic problem facing the sugar market is
that production has outstripped consumption for se-
veral years. Throughout 1975-1985, world pro-
duction of sugar was on average about 3 per cent
higher than consumption. In consequence, the huge
stocks, which exceeded 40 million tons in 1985,
against 25 million in 1980 and as little as 16 million
in 1974, have been overhanging the market and de-
pressing prices. In 1985, the price of sugar dropped
to its lowest level since 1969, sinking to below 3 c/lb.
in June. Current indications are that world pro-
duction will decline by about 3 per cent in 1985/86,
with consumption increasing by 1.4 per cent (mostly
due to an increase in developing countries). This will
lead to some reduction in carryover stocks for the first
time since 1982. However, world stocks are still ex-
pected to represent about 40 per cent of world con-
sumption. Consequently, the overall market
situation is not likely to change radically.

I11. Coffee

The decline in coffee prices was reversed in
November 1985 in reaction to the news that coffee
production in Brazil would be some 40-50 per cent
lower in the 1986/87 season on account of severe
drought. In January 1986, the price of coffee was
more than 70 per cent higher than in September 1985.
The persistence of high coffee prices triggered a sus-
pension of the International Coffee Agreement quo-
tas on 19 February, the coffee trade thus returning to
a free market. Brazil normally produces about one-
third of the world’s coffee, and a reduction in
Brazilian output could create a significant gap in
coffee supply. However, with world stocks at the end
of 1985/86 still at about 50 per cent of annual con-
sumption, after an initial nervous reaction the market
could stabilize at a lower level of prices later in 1986.
In April 1986, the average price of coffee was already
about 7 per cent lower than in March. The Brazilian
drought might, however, create shortages of partic-
ular varieties and qualities. Thus, disruptions in the
availability of arabica were reflected in a higher in-
crease in prices of arabica than of robusta in April
1986, over the average for 1985.

IV. Cocoa

The supply/demand balance indicates that the
overall position for cocoa remained relatively un-
changed, with some surplus in 1985 and this situation
is expected to continue in 1986. Therefore, cocoa
price fluctuations in 1985 and the early months of
1986 were probably influenced by currency fluctu-
ations, and by the disagreement over renewal of the
Intermnational Cocoa Agreement, as well as by differ-
ences in market assessments of production prospects.
In July-December 1985, prices responded positively

2 See section D of this chapter.

to the changes in the dollar exchange rate, and in
March-April they reacted negatively to the failure to
conclude a new international cocoa agreement.

V. Tea

The weakening of the tea market in 1985 was
mainly the result of the large production increases in
many countries in 1984 and good prospects for 1985.
Indeed, tea production in 1985 rose by about 8§ per
cent over the record level reached in 1984. As from
September 1985, the price of tea has been recovering,
possibly due to currency fluctuations. In November
of that year, the price was 13 per cent higher than in
July.

(b) Vegetable oilseeds and oils

Prices of soybeans and other vegetable oilseeds
reacted strongly to the ample supply coming from
good crops for the second consecutive year. World
production of soybeans increased by about 6 per cent
in the 1985/86 season, following a 10 per cent in-
crease in 1984/85. Most of the increase reflected
larger oilseed crops in the United States, mainly
soybeans, and higher output of palm oil in South
East Asia. The decline in prices has been continuing
since the middle of 1984. On average, the prices of
vegetable oilseeds and oil experienced a decline of
more than 30 per cent in 1985 over 1984.

(c) Agricultural raw materials

I. Cotron

In 1985, the price of cotton sank to its lowest
level for 10 years. The record crop in the two con-
secutive seasons 1984/85 and 1985/86 contributed to
the huge surplus of cotton. At the end of the 1985/86
season, cotton stocks are expected to account for 70
per cent of yearly world consumption. The largest
build-up of cotton stocks occurred in China. Within
the framework of agricultural reform in the late
1970s, the package of incentives (the new arrange-
ments to grow cotton by individual farmers under
State contracts, and the increase in procurement
prices) resulted in a considerable increase in output,
which doubled in recent years.2 The modest growth
m world cotton consumption is likely to make a
marginal contribution to the needed supply adjust-
ment. On the other hand, the prospects of a signif-
icant reduction in cotton production in the near
future are not very encouraging. The measures taken
by the Chinese authorities are not likely to reduce
cotton output significantly in the coming season, and
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the reduction in acreage outside China in response to
the decline in cotton prices appears to be relatively
small. Thus, high world stocks are likely to depress
cotton prices for some time to come.

II. Natural rubber

Continued weakness was also observed in the
natural rubber market. In 1985, the price of natural
rubber dropped 20 per cent below its level in 1984.
Despite some increase in consumption in most
countries, the overall supply/demand balance did not
improve in 1985, and the situation of oversupply that
has prevailed on the natural rubber market for some
years is expected to persist. This, together with the
high level of buffer stocks, which are approaching
their ceiling, will prevent prices from rising.

II1. Tropical timber

The only exception to the generally disap-
pointing performance of agricultural raw materials
was an upward movement in tropical timber prices
in the second half of 1985. On average, the price of
tropical timber was slightly lower in 1985 than 1984,
but a further strengthening of the upward trend in
1986 is considered to be an encouraging sign. The
price increase mainly reflects the depreciation of the
dollar, as the fundamentals of the market seem bas-
ically unchanged.

(d) Minerals and metals

In aggregate, the prices of minerals and metals
(excluding tin) dropped by 3.8 per cent in 1985,3 fol-
lowing the drop of 7.5 per cent in 1984. There were,
however, divergent movements in the prices of cop-
per and other metals.

I. Copper

The price of copper increased by about 3 per
cent in 1985 after a considerable decline of 13 per cent
in 1984. The supply/demand balance improved in
1984, when consumption rose by 10 per cent and
production declined by 3 per cent. Despite the fact
that stocks of copper were cut substantially, by about
28 per cent, prices remained depressed throughout
1984 and early 1985. Only in the second quarter of

1985 did copper prices respond to consumption,
which was running at a level higher than production.
The depreciation of the dollar is also likely to have
contributed to the price improvement.

1l. Tin

The excess of consumption over production
resulted in some destocking of tin in 1984 and 1985,
but it did not generate any significant strengthening
of the market. Over the years 1979-1983, tin pro-
duction tended to outstrip consumption, thus result-
ing in an enormous accurnulation of buffer stocks,
which have amounted to 62,000 tons or about 40 per
cent of annual consumption. The overhanging stock
exerted considerable pressure on the market. In dol-
lar terms, the price of tin in 1985 stood at about 30
per cent of its 1980 level. The weakening of the tin
market reached its bitter climax in October 1985,
when the International Tin Council ran out of money
and was unable to continue to support purchases (see
chapter IV, section A.5). Since 24 October, sales of
tin have been suspended on the London Metal Ex-
change. All the negotiating efforts to resolve the
problem have not had any positive result as yet. It
has recently been reported from the free market in
London that transactions have been concluded at a
price over 50 per cent below the average quoted for
January-October 1985.

II1. Aluminium and other non-ferrous metals

The efforts made by some producers to adjust
aluminium output did not prove successful. Prices
of aluminium were on average 15 per cent lower in
1985 than in 1984. Owing to a substantial increase
in production of zinc and lead in the first half of 1985
and to sluggish demand, prices of those metals con-
tinued to decline throughout the whole of that year.

IV. Phosphate rock

Contract prices for phoshpate rock have been
constant since January 1984, but prices might possi-
bly increase by 3-5 per cent in 1986 in view of the
depreciation of the dollar against the currencies of the
major phosphate rock importing countries. How-
ever, given present market conditions and the ex-
pected decline in United States fertilizer
consumption, it is doubtful whether an increase in
the price of phosphate rock could be sustained for
long.

II. Capital markets

Activity in international capital markets con-
tinued to increase vigorously in 1985. Following the

already high 28 per cent growth registered in 1984, the
overall volume of borrowings continued to increase

3 Tin prices have been excluded from the UNCTAD index due to suspension of sales in 1985.
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Figure A

QUARTERLY INDICES OF FREE MARKET PRICES OF SELECTED
PRIMARY COMMODITIES EXPORTED BY DEVELOPING COUNTRIES
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by about 30 per cent in 1985. This was largely due
to a doubling of bond issues over 1984 and 1985, but
equally striking was the increase in activity in bank
facilities, such as the note issuance facilities (NIFs)
or the revolving underwriting facilities (RUFs),¢ ar-
ranged to back up the issue of other financial instru-
ments, in particular short-term Euronotes. As a
result, securities and security-related means of fi-
nancing accounted in 1985 for about 80 per cent of
total borrowing (compared to less than 50 per cent
in the early 1980s). Demand for refinancing by bor-
rowers wishing to take advantage of the new bor-
rowing techniques and lower interest rates have
contributed to the surge of activity in capital markets.

In stark contrast, new medium-term and long-
term funds raised in the international capital markets
by developing countries as a whole fell by 16 per cent
in 19835, and for non-OPEC developing countries by
20 per cent.5 As a result, the share of developing
countries in total borrowing in capital markets regis-
tered a further and sharp fall, to reach around 11 per
cent in 1985, compared to around 17 per cent the
previous year (and about 23 per cent in 1983).

In contrast to the bond and other security
markets, activity in the loan market flagged. Syndi-
cated lending in particular continued to decline, for
the third consecutive year. New syndicated
medium-term and long-term bank loans decreased by
25 per cent in 1985 to reach $42 billion, which is
about 40 per cent of the amount raised in the 1982
peak year. After making allowance for debt repay-
ments, prepayments of loans by some borrowers and
cancellation of lines of credit, net international bank
lending at medium term probably advanced very lit-
tle, if at all, in 198S.

The decline in activity in the bank credit mar-
kets is partly due to the shift in developed market-
economy countries away from bank loans towards
bonds and various new financing instruments. It also
reflects the continuation of the marked slowdown in
bank lending to developing countres, starting in
1982. The gross volume of medium-term external
bank loans to developing countries (excluding rene-
gotiations of outstanding loans) was about $16 billion
in 1985, or 30 per cent below the 1984 figure. Bank
credit flows continued to be largely concentrated in
developed market-economy countries, much of it
inter-bank. The major destination of bank lending
was the United States, which was a net taker of funds
in the first half of 1985, as in 1984.

The growth of the claims on developing coun-
tries of banks reporting to the Bank for International
Settlements, which had slowed down to less than 1
per cent in 1984, revived slightly to 3.6 per cent in
1985, although this is still below the 1983 figure (see

annex table 23). The slowdown was particularly
sharp in Latin America in 1984 and 1985, and in
Africa in 1984; bank claims actually contracted in
absolute terms in these two regions in 1984. Bank
claims on developing countries of Western Asia also
registered a sharp reduction in absolute terms in 1985.
In the South and South-East Asian region, bank
claims continued to increase, but at a much slower
pace.

The slow pace of bank lending stems from
both caution on the part of developing countries and
banks’ reluctance to lend to the many developing
countries that are already heavily indebted and/or are
experiencing serious difficulties. Spontaneous lend-
ing to developing countries was almost confined to
Asia; it has shown little tendency to revive in coun-
tries that have recently restructured their debt. About
60 per cent of bank lending to developing countries
in 1984 and the first half of 1985 was accounted for
by “concerted lending” - i.e., new credits extended by
banks under the co-ordination of a bank advisory
committee and in conjunction with restructuring
agreements and IMF-supported programmes.

Reference interest rates (primarily LIBOR and
the United States prime rate), which had increased
on average by 1-1.25 percentage points in 1984, fell
by some 2-2.5 percentage points in 1985. Other
borrowing terms of bank credits also eased in 1985,
as banks competed heavily for creditworthy borrow-
ers. Average spreads over reference rates on new
medium-term loans declined by one-third to a low
of 0.60 per cent. As a result, the gap between the
spreads paid by developing countries with access to
spontaneous bank credits and those for developed
market-economy countries narrowed  sharply.
Spreads applied in restructuring agreements since
1984 have also declined. The maturity of bank lend-
ing to developing countries lengthened in 1984. A
shght reversal occurred in the first half of 1985, but
maturities are still longer than in the early 1980s. In
some instances, this lengthening resulted from debt
restructuring; in a few countres still commanding
access to spontaneous lending it stemmed from their
improved bargaining position.

The growth of intemational bond markets
largely bypassed the developing countries, and their
share in the world market fell from about 8 per cent
in 1981 to about 4 per cent in the first half of 1985.
In 1985, four countries (Algeria, Republic of Korea,
Malaysia and Thailand) accounted for 80 per cent of
the bonds issued by developing countries. Moreover,
most developing countries have very restricted access
to secunties-related lending, and note issuance facili-
ties and other back-up credit facilities have generally
been arranged for prime borrowers from developed
countries.

4 A note issuance facility (NIF) is a medium-term arrangement enabling borrowers to issue short-term paper, typically
of three or six months’ maturity, in their own names. Usually a group of underwriting banks guarantees the avail-
ability of funds to the borrower by purchasing any unsold notes at each roll-over date, or by providing a standby
credit. Revolving underwriting facilities (RUFs) differ from the note issuance facilities in separating the functions of
underwriting and distribution. The leader manager acts as sole placing agent, while underwriters take up any unsold
notes or extend loans of an equivalent amount. In Euronote facilities, the paper issued by the borrower is in the form

of promissory notes (commonly known as Euronotes).

5 Data exclude merger-related standbys and renegotiations of outstanding loans.
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The fall in bank lending to developing coun-
tries in the last four years has been accompanied by
a contraction in export creditsé with respect to both
gross and net flows (see annex table 24). The impact
of the fall of export credits has been more widely felt
by the low-income countries, which have a larger
share of their debt in the form of export credits than
higher income developing countries. The decrease in
export credits reflects both lower import demand
from developing countries and the response of export
credit agencies to the deterioration in their
creditworthiness by a general toughening of the terms
and conditions for export credits.

Following the rise in interest rates on interna-
tional capital markets in 1980 and 1981 and the
adoption of more market-oriented attitudes towards
export promotion, minimum interest rates under the
OECD Arrangement on Officially-Supported Credits
registered sharp increases at the end of 1981 and in
1982,  Since 1983, when it was agreed by OECD
governments to adjust minimum interest rates under
the Arrangement every six months in accordance with
changes in a weighted average of selected represen-
tative interest rates, those rates have tended to move
closer to market rates. After remaining at high levels
in 1983 and 1984, they declined by about 1 percent-
age point in January 1985 and again, by the same
amount, in January 1986, in line with the general
decline of interest rates on capital markets.

As to the other conditions on export credits
and their overall availability to developing countries,
the tighter stances of export credit agencies prompted
by the world depression in the early 1980s and the
world debt crisis have not been reversed. As of early
1986, a significant number of developing countries
were being excluded from insurance cover or were
subjected to various limitations on its availability or
to higher premiums (or both). For instance, data
conceming the terms on which insurance cover was
available in early 1986 from the export credit agencies
of two major developed market-economy countries
to a sample of developing countries in Africa, East
Asia, Latin America and the Caribbean indicate that
such cover for medium-term credits was unobtainable
or extremely difficult to obtain from one of the
agencies for about 40 countries, and from the other
for about 25. For only a very small number of

countries, mainly in East Asia, was cover available
from these two agencies without any special condi-
tions or surcharges.”

The policy debate among OECD countries in
the area of export promotion and the external fi-
nancing of developing countries has been highlighted
more conspicuously in recent months by disagree-
ments about “mixed credits” - a form of financing in
which aid funds are combined with commercial
lending. The scale of such lending is relatively small,
but in a situation where excess capacity in major
branches of manufacturing in many developed
market-economy countries coexists with sharply re-
stricted availabilities of foreign exchange and de-
pressed levels of investment in the majority of
developing countries, pressures for the widespread use
of “mixed credits” are likely to persist. For the time
being, they present the advantages for developing
countries of softer terms in comparison with those
available from the capital markets. However, it is
doubtful whether they actually add to credit flows,
either public or private, and whether the terms are
softer, on average, than if public and private credits
were kept separate. Moreover, they have the disad-
vantage of tying aid to considerations that may be
unconnected to aid itself, and there is clearly a danger
that in the process the objective of contributing to
economic development may give way to other inter-
ests.

The picture as regards the overall growth of
activity on international capital markets and the rela-
tive importance of different market compartments has
not changed in early 1986. Activity in the bond
market continued to be vigorous, while bank lending
remained depressed. The share of developing coun-
tres in total borrowing on capital markets further
declined, to about 6 per cent in the first quarter of
1986. Bank lending to those countries will be
strongly influenced again by developments in the
world economy, in particular regarding oil prices.
For the time being, it is expected that, for developing
countries as a whole, net financial flows from devel-
oped market-economy countries will continue to be
small in 1986, and that only a limited proportion of
these flows will be spontaneously provided by private

creditors.8 ®

6 The export credits discussed in this section are loans linked to trade transactions with a maturity of at least one year,
where a proportion of the loan is either provided directly or covered by insurance or a guarantee under national

programmes established for this purpose.
trade financing.

Such programmes usually also provide official support for shorter-term

7 It should be noted that the withdrawal of official insurance cover on occasion reflects the influence of factors outside

the financial sphere.

8 About 60 per cent of net external borrowing is projected as financed by long-term borrowing from official creditors

in 1986 (derived from table 22).
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Concerning India’s requirements for external borrowing see ESCAP, Economic and Social Survey of Asia and
the Pacific 1985 (United Nations publication, Sales No. E.86.I1.F.1), p. 33, footnote 6.

The movements in long-term interest rates in developed market-economy countries are discussed in OECD
Economic Outlook, No. 38, December 1985, pp. 13-14.

The data on medium-term and long-term international lending in these paragraphs were taken from OECD,
Financial Market Trends, No. 33, March 1986.

For the distribution of borrowing in the form of international bank credits see M. Watson er a/, "International
capital markets. Developments and prospects”, JMF Occasional Paper No. 43 (Washington, D.C., February
1986), table 4.

Concerning differences in the coverage of OECD and BIS data on international banking corporations see
"Special feature on international capital markets. Historical series” in OECD, Financia! Market Trends, No.
27, March 1984, and BIS, Manual on statistics compiled by international organizations on countries’
indebtedness”, Basle 1979.

Concerning the proportion of bank lending to developing countries accounted for by “concerted lending” see
Watson et al, op. cit.”

For interest rates on, and the maturities of, bank lending to developing countries see OECD, Firancial Market
Trends, No. 33, March 1986, and issues of BIS, The Maturity Distribution of International Bank Lending
(Basle). The spreads in debt restructuring agreements are described in Watson ez al, op. cit.

The figures for bond lending to developing countries are taken from various issues of OECD, Financial
Statistics Monthly. Part 1. International Markers.

For a fuller discussion of recent trends in lending to developing countries in the form of export credits see
UNCTAD, Trade and Development Report, 1985, Part Two, chap. 11, paras. 278-294.

There is a more detailed discussion of the recent evaluation of the policies of export credit agencies in devel-
oped market-economy countries in the forthcoming study by the UNCTAD secretariat, “Trade financing for
developing countries: Some aspects of current difficulties and policy responses” (TD, B/C.3/212). The state-
ments concerning the availability of official insurance are based on data in Euromoney Trade Finance
Report, issues of February, March and April 1986.

For further discussion of the prospects for financial flows to developing countries see Watson ez al, op. cit.
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DEBT, GROWTH AND DEVELOPMENT: PROSPECTS FOR THE FUTURE

Introduction

The Trade and Development Report 1985
drew attention to the weaknesses of the
recovery process in industrialized countries and
of the strategy being pursued with respect to
the debt problems of developing countries. [t
saw the need for a co-ordinated shift of
monetary and fiscal policies in the major
developed market economies to bring about a
more even pace of demand and output growth,
and a depreciation of the dollar. Pointing out
that adjustment by debtor countries had
depressed investment, it emphasized that,
unless growth revived in these countries, their
capacity to service debt would fail to expand
sufficiently; indeed, it might suffer further
erosion. The intimate connection between
recovery, on the one hand, and debt and
development on the other, was also underlined.
The 1985 Report further pointed out that
policy reorientation was needed in the major
OECD economies to bring about not only more
balanced growth in the OECD area, but also a
faster overall rate of growth and substantially
lower interest rates, since, unless the latter
objectives were met, the external trading and
financial environment of developing countries
would remain hostile, obstructing the revival
of investment needed for development and debt
servicing. At the same time, unless the debt
prospects of developing countries improved, the
international financial system, and hence
recovery in OECD countries, would remain at
risk.

Some elements of this line of reasoning
become generally accepted in the course of
1985. It was recognized by the Group of Five
developed market economies that the dollar
was over-valued, and that the monetary and
fiscal policies of the major developed market
economies needed to be made mutually con-
sistent to correct international imbalances. It
was also acknowledged that debtor developing
countries must grow faster in order to be able

to service their debts, and specific proposals
designed to achieve this objective were put for-
ward by the Government of the United States
at Seoul.

In addition to these altered perceptions,
a number of changes have occurred in the
world economy and thus in the international
environment facing debtor countries. During
the past few months interest rates have declined
in nominal terms, which will be of considerable
benefit to debtor countries. On the other hand,
prices of non-fuel primary commodities have
continued to be weak while prices of traded
manufactures have begun to rise. The most
notable change, however, has been the sharp
decline in the price of oil. This change, should
it persist, will redistribute payments and debt
difficulties among developing countries, and for
many of them change the character of the
problem. For some oil-importing debtor coun-
tries, the oil price change, taken by itself, will
ease the trade-off between meeting current debt
obligations and financing growth. For oil-
exporting debtor countries the consequences
are severe and call into question the capacity
of some countries to meet current interest pay-
ments even if highly restrictive measures are
taken.

The present chapter takes up some of the
issues which arise in connection with events
that have occurred since the publication of the
1985 Report. It begins with a brief review of
the prospects for debt and development during
the coming decade, updating the medium-term
scenario analysis contained in that Report, and
goes on to discuss some of the possibilities and
limitations of policy action in the debtor coun-
tries themselves designed to restore financial
viability and rapid growth. A third section then
discusses issues related to policy orientation
and co-ordination in developed market-
economy countries. The final section draws a
number of conclusions.
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A. Debt and growth: the medium-term outlook

Last year’s Report presented scenario
analyses, in Part Two, chapter IV, designed to
explore the implications for debt and growth
of the continuation over the medium term of
trends that were in evidence in mid-1985. It
reached the conclusion that the continuation
of those trends would allow a gradual im-
provement in the major external financial vari-
ables of debtor developing countries, but only
at the cost of constraining growth severely.
For debtor countries as a group, GDP per
capita in 1990 would be barely above the levels
reached in 1980, and for the major
Eurocurrency borrowers it would be below
those levels. Moreover, for the latter countries,
the continued net negative transfer of financial
resources would mean that per capita domestic
absorption in 1990 would be even less than per
capita GDP.

The outcome of the scenario analyses re-
flected the set of assumptions adopted regard-
ing the level and behaviour of major
macroeconomic variables in the world econ-
omy. [t was assumed, among other things, that
annual GDP growth in developed market-
economy countries would be about 2.8 per cent
over the simulation period (1985-1995); that
inflation would decline slightly, in line with re-
cent trends; that the dollar would decline in
value until 1988 at an average annual rate of 3
per cent, remaining unchanged thereafter; that
interest rates would remain unchanged
throughout the period at a level of about 11 per
cent; and that private bank exposure to debtor
developing countries would rise by about 6 per
cent over the simulation period. The implicit
assumption regarding the price of oil was that
it would remain unchanged in real terms from
the level at the end of 1984.

A number of these assumptions are no
longer as indicative of “recent trends” as they
were a year ago. The extent to which recent
changes in these variables ought to be taken
into account in a medium-term scenario de-
signed to explore economic behaviour over the
next decade is a matter of judgement. Some of
the recent changes in major variables may well
have brought them to levels that will prove to
be sustainable over the medium term. Others,
in particular the price of oil, may not be
sustainable over the next decade as a whole.
In such cases the magnitude and timing of fur-
ther changes will obviously have an important
impact on the outcome. In the following dis-
cussion, however, the recent changes in major
variables have been assumed to hold through-

out the simulation period. This allows for a
clearer understanding of their longer-run impli-
cations, illustrating the consequences for debtor
countries of the continuation of the present
world economic situation.

As compared with the scenario contained
in the 1985 Report, the present exercise as-
sumes: (i) lower interest rates (7 per cent, in-
stead of 11 per cent); (ii) slightly lower rates of
inflation in developed market-economy coun-
tries; (iii) a significantly lower value of the dol-
lar; (1v) unchanged rates of growth in developed
market-economy countries (2.8 per cent); and
(v) substantially lower oil prices. The func-
tioning of the underlying model is such that the
first and third of these changes in assumptions
improve the growth and debt situation of de-
veloping countries. The last change in as-
sumption, on the other hand, has a net negative
impact on growth in debtor countries, reflecting
primarily the fact that all of the country
groupings considered in the scenario analysis
(with the exception of the least developed
countries) are net oil exporters.

The results of these changes in assump-
tion are shown in table 26, where it may be seen
that growth rates and improvements in the ex-
ternal financial variables of developing coun-
tries (other than major oil exporters) would be
modest. GDP growth could be expected to
reach an average annual rate of 3.5 per cent
during the period 1985-1990, and would accel-
erate to 4 per cent thereafter; there would be a
widening of the current-account deficit relative
to exports throughout the period. Neverthe-
less, the ratios of interest payments to GDP
and to exports would decline. The compatibil-
ity of some expansion in deficits relative to ex-
ports with a reduction in interest payments
relative to exports results directly from the as-
sumption regarding the lower levels of interest
rates.

The results differ substantially for the
major regions, however. In Latin America,
modest growth in output up to 1990 is accom-
panied by an improvement in the ratio of in-
terest payments to exports, despite some
widening in the current-account deficit relative
to exports. Thereafter, the prospects appear
decidedly more favourable. Two notes of cau-
tion need to be sounded, however. The model
assumes that net financial flows to Latin
America will rise more rapidly than these
countries’ export earnings between now and
1990, a prospect that is not suggested by their
most recent experience. Second, substantial
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Table 26

DEVELOPING COUNTRIES: MEDIUM-TERM SCENARIOS, 1985-1995

(Percentage)
Variable/period 1985 1990 1995
I. Non-oil-dominant developing countries
Average annual GDP growth rate ¢ ---35 - 40 ---
Ratio of:
Interest payments to GDP 3.2 2.6 2.0
Debt to GDP 40.6 37.5 31.6
Interest payments to exports 11.2 9.5 7.0
Debt to exports 142.5 135.6 110.9
Current-account balance to exports -6.3 -11.3 -13.2
I1. Developing countries by regional grouping
Latin America
Average annual GDP growth rate « ---34 - 40 ---
Ratio of:
Interest payments to GDP 4.4 3.1 1.7
Debt to GDP 46.6 36.1 21.1
Interest payments to exports 20.7 15.7 8.6
Debt to exports 219.8 181.9 104.9
Current-account balance to exports -4.1 -6.7 -2.2
Africa®
Average annual GDP growth rate @ --27 - 31--
Ratio of:
Interest payments to GDP 3.8 5.9 8.0
Debt to GDP 74.4 112.4 139.3
Interest payments to exports 14.6 23.5 30.5
Debt to exports 283.5 444.9 529.1
Current-account balance to exports -46.8 -64.9 -70.7
Asia ¢
Average annual GDP growth rate @ --43 - 44 --
Ratio of:
Interest payments to GDP 1.9 1.2 0.5
Debt to GDP 28.6 19.3 13.6
Interest payments to exports 5.2 3.2 1.3
Debt to exports 76.7 53.0 35.8
Current-account balance to exports -1.8 -3.8 -8.2

For source and notes, see end of table.

negative net transfers, amounting to as much
as 20 per cent of exports, must be maintained
throughout the period, indicating that domestic
absorption will continue to fall below levels of
output.

The outlook for Africa is far from en-
couraging. Growth rates remain at relatively
low levels throughout the period, and this per-
formance is accompanied by a substantial
worsening of all the external financial variables.

In Asia, on the other hand, relatively high
growth and a slight widening of the current
deficit relative to exports are compatible with
a decline in the ratio of interest payments to
exports which is, in any event, at a relatively
low level.

In sum, when the assumptions regarding
the behaviour over the medium term of major
world economic variables are modified to re-
flect present conditions more closely, the out-
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Table 26 (continued)

DEVELOPING COUNTRIES: MEDIUM-TERM SCENARIOS, 1985-1995

(Percentage)
Variable/period 1985 1990 1995
111, Developing countries by economic grouping
Major developing country Eurocurrency borrowers

Average annual GDP growth rate @ --34 - 42 --
Ratio of:

Interest payments to GDP 3.8 2.6 1.3
Debt to GDP 41.0 29.7 16.7
Interest payments to exports 14.1 9.7 4.8
Debt to exports 152.2 110.2 60.3
Current-account balance to exports -24 -2.9 -4.3

Least developed countries

Average annual GDP growth rate @ 22 e- 2.5
Ratio of:

Interest payments to GDP 1.8 2.2 24
Debt to GDP 64.0 71.4 76.8
Interest payments to exports 10.4 11.9 12.2
Debt to exports 367.5 393.9 386.3
Current-account balance to exports -69.3 -60.5 -59.0

Other non-oil dominant developing countries

Average annual GDP growth rate @ -39 - 39.--
Ratio of:

Interest payments to GDP 2.3 2.6 3.1
Debt to GDP 37.6 47.6 53.9
Interest payments to exports 7.0 8.8 10.2
Debt to exports 115.7 159.5 174.9
Current-account balance to exports -8.6 -21.5 -24.8

Source: UNCTAD secretariat calculations based on SIGMA projections. (See Trade and Development Report 1985,
technical annex to Part Two, chapter IV, section B.1.)

Note:

Non-oil dominant developing countries comprise all developing countries other than the seven countries for

which exports of fuel and lubricants (SITC 3) accounted for at least 835 per cent of total exports of goods and
the share of mining and quarrying was over 35 per cent of GDP during the period 1980-1983 (or 1980-1982,
when 1983 data were not available). The seven countries are: Iraq, Kuwait, Libyan Arab Jamahiriya, Oman,
Qatar, Saudi Arabia and the United Arab Emirates. Major developing country Eurocurrency borrowers are
those countries with cumulative borrowings in the Eurocurrency markets exceeding $2.7 billion, i.e.,
representing at least 1.5 per cent of Eurocurrency credits to developing countries over the period 1979-1983.

Exports refer to both goods and services.
a Period average.

b Excluding Algeria, Libyan Arab Jamahiriya and Nigeria.

¢ Excluding the oil-dominant economies.

look for debt and development does not change
significantly, although some improvements in
particular situations can be detected. The ex-
amination of regional situations (which was not
undertaken in last year’s Report) reveals the
potential for the emergence of a debt situation
in Africa that can only be described as alarm-
ing.

A characteristic of the scenario analysis
in table 26 is the increased diversity of the fi-
nancial and growth situations of individual
debtor countries that is hidden within the vari-
ous aggregates. This diversity of experience
mainly reflects the opposing impacts of the fall
in oil prices on oil-importing and on oil-
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exporting debtor countries. Under such cir-
cumstances the behaviour of aggregates or
averages is less meaningful. Such aggregates,
even when they show some improvement, can
mask severe and worsening difficulties that can
lead to a breakdown, triggering consequences
tlllat would not be suggested by the aggregates
alone.

The above exercises suggest that a re-
inforcement of existing policies and further
policy adaptation will be required at the na-
tional and international levels if rapid growth
and a viable external financial position are to
be restored in debtor developing countries.

B. The scope and effectiveness of domestic policies in debtor countries

Recent policy discussions, in particular
concerning the United States initiative on debt
of 1985, have tended to focus relatively more
attention on measures that could contribute to
lifting output and economic performance over
the medium to long term. This is a welcome
change from the previous approach, which
tended to be restricted to questions of demand
management. Improvements in domestic poli-
cies in debtor countries themselves have an im-
portant role to play in overcoming current
difficulties relating to debt and development.
Policy improvements to enhance growth in the
longer term need to be sought over a broad
front, but the central issue is the need to ensure
that domestic resources are effectively mobi-
lized for development and that the allocation
of these resources is designed to maximize their
impact in breaking development bottlenecks
and laying the groundwork for rapid growth
and development in the future.

The present section does not discuss in
detail the various measures and actions that
might contribute to achieving these broad ob-
jectives. Rather, it attempts to explore the
interface between domestic measures and the
external environment, highlighting the inter-
action between the likely success of domestic
policy action and the external environment. In
this perspective two broad areas of policy
action are reviewed briefly: the effective
mobilization of domestic savings for develop-
ment and the role of supply-side measures in
sustaining growth.

1. Improving savings performance

The reduction in net financial flows to
developing countries and the emergence of
negative net transfers makes it all the more im-
portant to improve the effective mobilization
of domestic savings. A more intense savings
effort by developing countries themselves could
offset, at least in part, the diminished financial
possibilities resulting from lower net flows from
abroad. A number of policy measures could

help enhance savings availabilities. These in-
clude (but are not limited to) raising real rates
of interest; the adoption of a better fiscal pos-
ture by governments; and the maintenance over
time of “realistic” exchange rates, which could
help stem capital flight, thereby increasing the
savings at the disposal of domestic investors.
The question that arises is whether more in-
tense domestic savings efforts, taken by them-
selves, could suffice to finance the higher levels
of investment required to restore growth to ad-
equate levels while ensuring normal (albeit re-
duced) financial relations with the outside
world.

While there can be little doubt that in-
creased efforts are needed in many countries to
boost savings and growth performance, the fact
that their scope and effectiveness often depend
on the external environment is not always fully
grasped. For one thing, in countries whose
trading and financial environment has deteri-
orated substantially, of which there are many,
the increase in domestic savings required to
offset its adverse consequences may require a
degree of social cohesion that is beyond any
country’s reach. Moreover, drastic import cuts
depress income and thereby reduce the scope
for increasing savings. Second, the impact on
savings of the measures often recommended is
not always certain, since it depends on their
interaction with the external financing difficul-
ties of these countries, and on whether these
difficulties temper, or perhaps nullify, the ex-
pected results of domestic policy action. Third,
even where the scope for mobilizing domestic
savings is substantial, the extent to which in-
vestment can be raised in consequence depends
on how far the forgone consumption helps to
ease the balance-of-payments constraint. In
many developing countries the import content
of investment is high; unless the resources re-
leased through consumption cuts help to raise
export earnings, increased savings may not re-
sult in increased investment but in lower out-
put. The following paragraphs examine the
first two aspects of this problem, and the last
aspect will be taken up in the next section in
the context of import substitution and export
promotion.
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The deterioration in the terms of trade of
developing countries during the 1980s means
that supply available for domestic use has fallen
in relation to domestic output. Consequently,
the maintenance of investment out of a given
volume of domestic output would require the
full brunt of the reduction in real output avail-
able for domestic use to fall entirely on current
consumption. However, conventional meas-
ures of savings fail to allow for this. For in-
stance, in a developing country with an
import/GDP ratio of 25 per cent and a
consumption/GDP ratio of 85 per cent, a 10
per cent decline in the terms of trade (and
hence in import volume) would require real
domestic consumption to fall by about 3 per
cent if investment, output and exports are to
remain unchanged. This would correspond to
a rise in real savings of more than 15 per cent.

The consequences of a deterioration in
the external financial environment are also se-
rious. Since interest payments to non-residents
are a first claim on domestic savings, an in-
crease in interest rates on outstanding debt
necessarily reduces national savings (defined
here as domestic savings less net factor income
payments to non-residents), and hence reduces
the volume of investment that can be financed
from domestic savings. Under such circum-
stances the maintenance of investment requires
domestic savings to be increased. For instance,
in a developing country with a debt/GDP ratio
of 60 per cent and domestic savings/GDP ratio
of 15 per cent, a 5-percentage point rise in in-
terest rates on outstanding debt requires the
domestic savings ratio to rise from 15 per cent
to 18 per cent of GDP, i.e. by 20 per cent, in
order to avert a decline in investment.

A cutback in lending aggravates the
problem, since it too has to be compensated by
increased domestic savings if investment is to
be maintained. Its effect is symmetrical to that
of increased interest rates: a 5 percentage point
reduction in the rate of growth of the external
debt of a developing country with a debt/GNP
ratio of 60 per cent and domestic savings/GDP
ratio of 15 per cent would require an additional
20 per cent increase in domestic savings.

A large number of developing countries
have experienced a serious deterioration in both
the external financial and the trading environ-
ments during the 1980s. While the order of
magnitude may vary from country to country,
the additional savings effort required to offset
the adverse consequences of the decline in the
terms of trade, the rise in interest rates and
cut-back in lending has been substantial. On
average, a rise in savings of at least 50 per cent
over a short period of time would have been
required - something that is far beyond the

reach of almost any country, whether develop-
ing or developed. It is therefore hardly sur-
prising to find that in a number of countries
investment fell drastically, and that the growth
of real output (or in a number of cases even the
absolute level of output) fell, further reducing
the scope for increasing savings.

The difficulties experienced in their ex-
ternal accounts have led governments of debtor
developing countries to adopt policies designed
to redress external imbalances, but these policy
responses have often had the unwanted side-
effect of impairing the capacity of private busi-
ness to save and invest. Thus, a frequent
response has been currency devaluation.
Where the required fall of the real exchange
rate was sharp, the financial position of do-
mestic firms that had borrowed substantial
amounts in foreign currency was impaired, of-
ten very considerably, by the increase in the
domestic currency equivalent of their foreign
obligations; to the extent that these firms were
engaged in exporting, this was offset by the in-
creased domestic currency equivalent of net
export earnings. Domestic firms that were
highly indebted in terms of domestic currency
were also hit by adjustment programmes that
included sharp increases in interest rates.
Firms’ balance sheets and profits generally were
also weakened where domestic demand was
lowered. For these reasons, in many countries
business lost, in whole or in part, the capacity
to generate savings.

Such effects were strongly felt in a num-
ber of debtor developing countries and caused
serious liquidity problems for a large number
of domestic producers, even to the point of
their becoming technically insolvent. This in
turn had an impact on the viability of domestic
financial institutions, through the effect on the
quality of their loan portfolio. In a number of
countries the financial difficulties of firms have
so impaired the viability of the domestic finan-
cial system that it has come to depend on offi-
cial intervention (involving charges on the
government budget) in order to ensure its con-
tinued functioning. In some cases doubts
about the viability of financial institutions have
led domestic savers to seek outlets for their
wealth abroad. The domestic financial system
has thus been impeded from playing its role of
mobilizing domestic savings and allocating it
among alternative domestic users.

While financial rescue operations have
increased the claims on the government budget,
measures taken to deal with the crisis in the
external accounts have also impaired the ca-
pacity of governments to generate public sector
savings. Here, too, sharp currency depreciation
has been an important factor, since it raised the
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domestic currency cost of servicing the external
public debt, and hence aggravated -the budget
problem created by high interest rates and
debt-service obligations. Moreover, where do-
mestic interest rates have been raised substan-
tially in order to prevent a collapse of the
currency and forestall capital flight, internal
debt-service obligations have also risen. Except
where the government was in a position to re-
duce other expenditure or raise taxes (both of
which are extremely difficult undertakings in a
situation in which real incomes are falling), the
public sector budget balance deteriorated and
public sector savings fell.

In many developing countries receipts
from tariffs have been an important source of
revenue for the central government. Where
external payments difficulties required sharp
cutbacks in imports, government revenues fell
correspondingly, reducing public sector savings.
The effect was exacerbated where tariffs were
replaced by currency devaluations as part of an
adjustment programme.

Capital flight, which has been important
in some dcveloping debtor countries, has also
had a bearing on investment. In part, it con-
stitutes an outflow of current savings, thereby
reducing what is available for current domestic
investment: capital flight that results from
over- and under-invoicing trade transactions,
for example, reflects part of the current savings
effort. But capital flight has also occurred on
the basis of domestic funds raised from the sale
of domestic assets. Where this has taken place
on a substantial scale, and in particular where
it has involved “distress sales” of domestic as-
sets, capital flight has often been associated
with pressure on the real value of domestic as-
sets. The resulting fall in the real value of as-
sets, and in particular of equity, in the
productive sector has created conditions which
impeded productive investment.

Thus, the deterioration in the external fi-
nancial and trading environment has enlarged
the gap between aggregate (i.e., domestic and
external) savings and investment necessary for
steady and satisfactory growth, not only by re-
ducing the availability of external savings and
draining the domestically generated savings,
but also by adversely affecting domestic savings
performance. As may be seen from table 27,
gross domestic savings relative to gross domes-
tic product declined between 1975-1977 and
1982-1983; the decline was even sharper for
Eurocurrency (i.e., major debtor) countries as
a group than for developing countries as a
whole. Over the same period, interest pay-
ments on external debt rose markedly, so that
net factor income payments to non-residents
more than doubled relative to GDP for devel-
oping countries as a group, and for major

debtor countries as a group. As a consequence,
national savings fell more sharply than did do-
mestic savings: for major debtor countries as
a group the fall between 1975-1977 and
1982-1983 amounted to no less than S per cent
of GDP. Since external savings did not com-
pensate for the rise in net factor income pay-
ments and the decline in national savings,
investment as a percentage of GDP also fell.

The impact of weaker savings perform-
ance and increased external claims on savings
gencrated varied considerably among debtor
countries, as may be seen {rom table 28. Al-
though the figures for individual countries may
be subject to a wider margin of error than the
aggregates in table 27, they none the less illus-
trate the extent to which the savings ratio de-
clined between the mid-1970s and the early
1980s. In some Latin American countries
(Argentina, Brazil and Chile) the fall in national
savings relative to gross domestic product has
been of the order of 10 percentage points; in
Chile, the fall has been such that national
savings alone are now insufficient even to
maintain the capital stock.

In most countries where efforts to in-
crease domestic savings have been successful,
national savings and investment as a percent-
age of GDP have nevertheless declined, or
failed to rise, because of worsened external fi-
nancial conditions. In countries such as
Mexico, Peru, Ecuador and the Republic of
Korea, domestic savings ratios were higher in
1982-1984 than in the mid-1970s, but invest-
ment ratios were not. Indeed, an examination
of a broader sample of 44 developing countries
indicates that investment as a percentage of
GNP declined in 31 countries in 1982-1983
compared with 1976-1978, even though domes-
tic savings were higher in 11 of them. Thus, in
countries where domestic savings efforts were
successful, they were not sufficient to compen-
sate for the deterioration in the external envi-
ronment, even during the recent period of
recovery.

In sum, the current crisis has set in mo-
tion a number of forces that have reduced sub-
stantially the capacity of developing countries
to finance development through their own ef-
forts to mobilize domestic savings. The past
few years have witnessed a situation in which
an increased savings effort (in terms of con-
sumption forgone) has not given rise to an in-
crease in savings performance (savings as a
proportion of GDP) and in cases where it has,
the total savings available for domestic invest-
ment have failed to rise as capital flight and the
negative net transfer took their toll. This ex-
perience also suggests that there are close links
between the external financial and trading en-
vironment and the capacity of countries to
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Table 27

DEVELOPING COUNTRIES: TRENDS IN SAVINGS AND GROSS CAPITAL FORMATION, 1970-1983
(Percentages, based on values in current prices)

Ratio to GDP of:

Country group Period/ Gross Net factor  Gross External Gross
year domestic  income national savings 4 capital
savings savings Sformation
All developing 1970-
countries 1972 19.0 -2.0 17.0 34 20.4
1975-
1977 24.0 -1.2 22.8 2.8 25.6
1981 21.7 -1.9 19.8 51 . 25.2
1982 21.6 -2.5 19.1 4.3 23.8
1983 21.8 -2.1 19.7 3.4 24.2
Major Eurocurrency 1970-
borrowers & 1972 21.1 -2.7 18.4 3.4 21.8
1975-
1977 26.8 -1.3 25.4 1.6 27.1
1981 23.3 -2.6 20.7 44 25.2
1982 23.1 -3.5 19.6 3.8 23.4
1983 24.2 -3.2 21.0 2.5 23.5
Least developed 1970- .
countries 1972 6.9 -0.2 6.7 4.7 11.4
1975-
1977 5.6 0.0 5.6 8.3 13.9
1981 4.2 0.4 4.5 12.3 16.8
1982 3.9 0.5 4.4 11.5 15.9
1983 3.9 0.4 4.3 11.4 15.7
Other developing 1970-
countries 1972 17.7 -1.3 16.3 3.4 19.7
1975-
1977 21.1 -1.0 20.1 4.3 24.4
1981 20.3 -0.8 19.5 5.7 25.2
1982 20.2 -0.8 19.4 4.7 24.1
1983 19.2 -0.5 18.8 4.3 23.0

Source: UNCTAD secretariat calculations, based on data provided by the United Nations Department of International

Economic and Social Affairs.

a Defined as net imports of goods and non-factor services /less net factor income.
b Algeria, Argentina, Brazil, Chile, Hong Kong, Indonesia, Iran (Islamic Republic of), Malaysia, Mexico,
Morocco, Nigeria, Peru, Philippines, Republic of Korea, Venezuela.

mobilize savings internally. Most developing
countries are unlikely to be able to make up, to
any significant extent, through an improved
savings performance, for the non-availability
of external finance and the deterioration in

trading conditions, at least in the relatively near
future. Rather, the success of such efforts will
depend essentially on the resumption of
growth, and hence on the improvement in the
external environment.
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Table 28

SAVINGS AND GROSS CAPITAL FORMATION
IN SELECTED DEVELOPING COUNTRIES, 1975-1977 AND 1982-1984

( Percentages, based on values in current prices)

Ratio to GDP of:

Country Period Gross Net factor  Gross External  Gross
' domestic  income national savings®  capital
savings savings Sformation
Argentina 1975-1977 30.5 -1.1 29.4 -2.2 27.2
1982-1984 18.7 -7.0 11.7 2.5 14.2
Brazil 1975-1977 25.7 -1.9 23.8 3.7 27.6
1982-1984 20.2 -5.5 14.7 2.6 17.3
Cameroon 1975-1977 17.4 -2.5 14.9 6.1 21.0
1982-1984 29.0 -3.7 25.3 0.3 25.6
Chile 1975-1977 13.8 -2.9 10.9 3.0 13.9
1982-1983 9.8. -9.1 0.7 8.3 9.0
Colombia 1975-1977 20.6 -1.7 18.9 -1.0 17.9
1982-1984 15.9 -3.4 12.5 7.1 19.6
Ecuador 1975-1977 22.3 -2.5 19.8 5.9 25.7
1982-1983 23.8 -7.4 16.3 3.1 19
Kenya 1975-1977 21.5 - -4.3 17.2 3.9 21.1
1982-1984 18.3 -3.6 14.7 6.5 21.2
Malaysia 1975-1977 29.6 -3.7 25.9 -2.9 23.0
1982-1984 29.5 -5.4 24.1 9.8 339
Mexico 1975-1977 21.8 -1.9 19.9 3.0 22.9
1982-1984  29.0 -6.5 22.5 -1.9 20.6
Peru 1975-1977 11.3 -24 8.8 8.3 17.1
1982-1984 153 . -6.1 9.2 5.1 14.3
Philippines 1975-1977 24.2 -0.6 23.6 6.1 29.7
1982-1984 19.9 -1.6 18.3 6.3 24.6
Republic of 1975-1977 23.9 0.3 24.2 3.5 27.7
Korea 1982-1984 26.7 -2.2 24.5 3.2 27.7
Venezuela 1975-1977 36.0 0.0 36.0 0.1 36.1
1982-1984 24.7 -3.6 21.1 -3.3 17.8

Source: UNCTAD secretariat calculations, based on World Bank data.
a Defined as net imports of goods and non-factor services /ess net factor income.
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2. The possibilities and limitations of
supply-side adjustment

An issue that has received considerable
attention in recent years is the extent to which
growth in developing countries can be en-
hanced through various measures designed to
increase the efficiency with which resources are
allocated in debtor countries. Since activity
and growth in many of these countries are
constrained largely by the balance-of-payments
situation, the impact of such measures on per-
formance depends largely on how far they can
help to ease the external constraint. This in
turn depends partly on the scope for increasing
the supply of tradeables, but also partly on de-
mand conditions in world markets.

Since developing countries’ imports serve
as inputs into production and investment, a
faster expansion of the economy typically re-
quires the pace of import growth to quicken,
or else the import content of output to decrease
steadily. Where external finance is not forth-
coming, a faster growth of imports requires the
supply of exportables to be accelerated by re-
allocating resources from the domestic to the
foreign sector, or by improving efficiency in the
production of exportables. Similarly, a re-
duction in the import content of domestic out-
put can be achieved by means of import
substitution or greater efficiency in the use of
imports.

A key policy instrument for increasing the
rate of growth of exports and/or decreasing the
import component of growth is the exchange
rate. It is the impact of changes in exchange
rates in expanding export earnings and en-
hancing growth possibilities per unit of imports
that provides the main link between exchange
rate policies and feasible growth paths. By
raising the price of export goods and of imports
in terms of domestic currency, depreciation of
the real exchange rate serves to divert output
from the home market to exports, and to pro-
vide incentives to increase exportable output
by shifting resources to export sectors. At the
same time, the increased cost of imports leads
to the substitution of domestic goods for im-
ports in both consumption and production and
stimulates the production of such goods.

A further route through which enhanced
efficiency in resource use can boost growth
concerns the use of domestic inputs in the pro-
duction of exports or import substitutes, and
the use of imported inputs in domestic pro-
duction. Where such improvements in effi-
ciency can be obtained, both the rate of export

growth and the level of domestic output asso-
ciated with any level of imports can be raised
over and above the level that would be possible
by resource reallocation as a result of depreci-
ation. Any increase in the efficiency of re-
source use in sectors that neither use imports
as inputs nor produce exports would also allow
the relationship between imports and growth to
improve. Such gains in efficiency can come
about by changing the prices of domestic goods
and services to make them reflect more accu-
rately their scarcity value or by improving the
organization of factors of production and of
inputs via institutional changes.

The impact of changes in relative prices
on domestic performance and external balance
depends over the short term on a number of
factors, including the share of tradeables in na-
tional output and the ease with which resources
can be shifted to foreign trade sectors. In
countries with large trade sectors, and having
also substantial industrial capacity permitting
output to be changed relatively easily or in-
creased by shifting resources and utilizing in-
stalled capacity more fully and efficiently, a real
depreciation of the currency will both affect a
large proportion of national output and induce
changes in its structure. [t may then be possi-
ble to improve the external balance without
undergoing “stagflation”. However, as is the
case in many commodity-producing countries,
where tradeables constitute a smaller share of
the total product and the technology in use
does not allow a rapid and sizeable supply re-
sponse, very large changes may be required in
the exchange rate and in relative prices in order
to attain a given improvement in external bal-
ance, and the improvement in the current ac-
count will entail a significant reduction of real
wages, and/or a substantial loss of output and
employment. Indeed, in most countries where
external payments improved during the last few
years by means of import cuts and export €x-
pansion, output and/or investment fell sub-
stantially.

When several developing countries simul-
taneously attempt to generate trade surpluses
in order to service their debts and finance their
development, the result can be to depress the
terms of trade. This is particularly true for
primary commodities with a low price elasticity.
When a number of developing countries de-
value their currencies or encourage production
and export of commodities in various other
ways, the impact on overall export earnings
may even be perverse.56

The longer term provides greater scope
for increasing the share of tradeables. This is

56 See Trade and Development Report 1985 Part Two, chap. III.F, and also chapter III above, sect. B.3.
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partly because time itself enlarges the opportu-
nities for substitution and the shifting of re-
sources. But a more important reason is that
new investments allow new priorities to be re-
flected in the production profile. For that rea-
son, it is the level of new investments that plays
the commanding role in the process of improv-
ing efficiency, changing the output mix, and
increasing the supply of tradeables - i.e. ad-
justment. If a country cannot generate ade-
quate foreign exchange earnings from its
present production structure, it will be unable
to transform that structure unless external fi-
nance is forthcoming, since the investment and
growth that such a transformation depends on
require increases in imports. If investment is
depressed below a certain point, the supply of
tradeables may not expand as rapidly as debt-
servicing obligations and the needs of a grow-
ing population, eventually resulting in a further
deterioration in the external balance. Avoiding
such a spiral requires both internal and external
conditions to be put right.

While there can be little doubt that an
improved growth performance can be achieved
in many developing countries by improvements
in policies and resource allocation, the question
arises as to what extent this is possible in the
absence of an improvement in the external en-
vironment. In order to explore this question,
models constructed in UNCTAD have been
used to examine the magnitude of the changes
in the growth rates of exports and in the sta-
tistical relationship between imports and
growth in debtor economies that would be re-
quired to bring about a significant improve-
ment in the growth performance of these
economies. The exercise has been carried out
on the assumption that there would be no
change over the coming years in the net flow
of financial resources to these countries as
compared with recent trends.

The results of this exercise are illustrated
for major Eurocurrency borrowers and for least
developed countries in figures 5 and 6 respec-
tively. For major borrowers, the exercise spe-
cifically asks what change would be required in
the relationship between imports and growth
or in the penetration of foreign markets in or-
der to achieve a rate of growth of S per cent
(the rate of growth in developed market-
economy countries, the level of capital inflow
and interest rates being held constant). In fig-
ure 5, point A reflects recent trends for major
borrowers, and the two lines show the combi-
nations of the two variables that would be re-
quired in order to reach the 5 per cent target
growth rate on alternative assumptions regard-
ing growth in OECD countries. As may be
seen, the attainment of this target rate of
growth would require a decrease of the import

elasticity of growth by one-third (assuming that
the export penetration of major debtors re-
mains constant) or a 20 per cent increase in the
rate of export penetration by major debtor
countries of OECD markets (assuming that the
import elasticity of growth remained un-
changed), if OECD growth is restricted to 3 per
cent. Alternatively, the target rate of growth
could be achieved through various combina-
tions of changes in the two variables.

As may be seen from this analysis the
magnitude of change required of major bor-
rowers is substantial. There is, for example, no
historical precedent for sustained changes of
this order of magnitude in the Latin American
countries. Looking outside the region, it is to
be noted that in the Republic of Korea,
Thailand and Malaysia, market penetration did
rise substantially between the first and the sec-
ond halves of the 1970s, by 90, 40 and 30 per
cent, respectively. During that period, how-
ever, the import elasticity of growth rose in the
Republic of Korea and Thailand and fell by
only 7 per cent in Malaysia. The available his-
torical evidence thus suggests that improved
growth performance would depend primarily
on the capacity of countries to increase rapidly
export earnings by capturing a larger share of
external markets. This, of course, would be
possible only if an open and liberal trading re-
gime is maintained and export efforts are not
countered by import restrictions.

Figure 6 traces the results of a similar
exercise undertaken for the least developed
countries. However, the relevant measure of
export performance for these countries is dif-
ferent: they are mainly exporters of primary
commodities and collective efforts by them to
expand the volume of their exports could be
expected to.result in reducing prices of at least
some of the commodities concerned. The re-
lationship between increased export effort and
export earnings is thus ambiguous. Figure 6
consequently relates the rate of change of the
terms of trade of these countries to their import
elasticity and growth. As may be seen,
achievement of the relatively modest annual
rate of growth of 3 per cent over the period
1986-1990 would require a continuous im-
provement in their terms of trade of S per cent
per annum compared with 2 per cent, which
reflects recent trends (assuming that the import
elasticity of growth remained unchanged) or a
40 per cent reduction in the import elasticity
of growth (assuming no such improvement of
the terms of trade).

The terms of trade of the least developed
countries depend on the pace of growth of in-
dustrial countries. Various estimates suggest
that a l-percentage point increase in the latters’
growth rate would improve the terms of trade
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of the least developed countries between 1 and
2 per cent. Even taking the larger figure, an
increase in the growth rate of the industrial
countries from 2.8 per cent (the average for
1985) to 3.5 per cent would not improve the
terms of trade sufficiently to make a 3 per cent
growth rate in least developed countries possi-
ble. Therefore, in these countries, an improve-
ment in efficiency would be needed in order to
reduce the import requirements of growth and
to expand export volumes, especially of non-
traditional products. Such an effort would re-
quire substantial investment, leading to an
initial deterioration in the current-account bal-
ance. Hence additional flows of external fi-
nance would be a prerequisite.

Although the options and possibilities
obviously vary greatly among individual coun-
tries within these two groups, the overall im-
pression that emerges from the above analysis
1s that an acceleration of growth in developing
countries in the absence of an improved ex-
ternal environment would require far-reaching

changes in the relationship between these
economies and the outside world. While such
changes can undoubtedly be promoted by
changes in relative prices, the development of
entrepreneurship and institutional reforms, the
process is one that is unlikely to be accom-
plished swiftly, even with the most vigorous ef-
forts. In an unchanged external environment,
programmes of supply-side reform are therefore
unlikely to have a significant impact on growth
performance in the near future.

The lesson to be drawn from all this is
not that domestic policies do not matter, or
that they cannot, or should not, be improved.
Rather, it is that the scope for successful policy
action and the benefits that can be expected
from it are tightly constrained by the complex
sct of interrelations that exist between the ex-
ternal environment and domestic measures.
Thus, to a large extent, improvements in do-
mestic policies cannot be seen as a substitute
for improvement in the external environment;
rather, the two must go hand-in-hand.

C. Policy adaptation and co-ordination in developed market-economy countries

1. The need for growth-oriented policies

Previous chapters have shown that the
world economy is presently characterized by
substantial slack, with unemployment at record
levels and capacity utilization in manufacturing
still relatively low, despite three years of recov-
ery. At the same time, the current-account
imbalances among the developed market econ-
omies and the debt crisis of developing coun-
tries have been creating serious strains in the
trading and financial systems. Non-oil com-
modity prices remain depressed, and oil prices
have collapsed. Output growth has slowed
down. These deflationary pressures are ac-
companied by continued disinflation of the
price level, which is likely to continue in most
countries due to the impact of lower oil prices.
The dollar has fallen to more realistic levels,
holding out the promise of lessened
protectionism.

More importantly, the major industrial
countries have now explicitly recognized the
need for co-ordination of their policies in order
to ensure that they are conducive to exchange
rate stability and the reduction of trade imbal-

ances. For most governments, this marks a
major change of view as to how exchange mar-
kets work and the extent to which exchange
rates are in line with économic fundamentals.
In particular, it indicates a readiness to accept
that currency markets can be influenced and
exchange rates altered by concerted action.
Moreover, in recent months governments have
put forward various ideas regarding the use of
objective indicators to assess the need for pol-
icy action. However, despite the heightened
awareness of the need for exchange rate man-
agement, and the renewed interest in exchange
rate targeting, recent initiatives have not ad-
vanced towards reforming the international
monetary system by institutionalized exchange
rate management.

Nor, as yet, has the recognition of the
need for co-ordination resulted in any concrete
steps to provide the stimulus needed for a more
rapid and balanced growth of economic activ-
ity. Indeed, although a sizeable cut in fiscal
deficits is planned in the United States, a fur-
ther withdrawal of fiscal stimulus is in prospect
in Western Europe and Japan. Moreover, real
interest rates remain high and it is possible that
a further decline of the dollar will induce a re-
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newed tightening of United States monetary
policy.5” The present mix of policies, combined
with the depreciation of the dollar, may lessen
the disparity in demand creation over the me-
dium term and greatly reduce the United States
trade deficit and Japanese surplus. However,
it would do so at the cost of a downward con-
vergence of growth paths, adding to unem-
ployment and the financial pressures on
developing countries.

In the United States, dollar depreciation
will exert upward pressure on the price level
while the fiscal contraction will add to unem-
ployment. The latter, by reducing domestic
demand, will tend to lessen inflationary pres-
sures, but the impact of the depreciation will
be stronger: empirical evidence suggests that a
dollar depreciation of 10 per cent pushes up the
price level by 2-2.5 per cent over a period of
two or three years, whereas it would take the
elimination of most of the budget deficit to re-
duce the inflation rate by the same amount.
Dollar depreciation will reduce the leakage of
demand abroad, and hence add to the growth
in GNP, but this effect may be much weaker
than the contractionary pressure from the cut
in budget deficits. The combined effect of the
depreciation of the dollar and cuts in budget
deficits on the United States economy is there-
fore likely to be “stagflationary”.’® To the ex-
tent that there is an attempt to counteract the
inflationary impact of the dollar’s depreciation
by further cuts in budget deficts and/or tighter
monetary policy, the deflationary impact would
be deepened. If, on the other hand, a further
depreciation of the dollar is sought to avoid
deflation, inflationary pressures would increase.

Dollar depreciation combined with
budget cuts, by reducing the growth of demand
in the United States and its rate of leakage
abroad, would exert strong deflationary pres-
sures on Japan and Western Europe. Infla-
tionary pressures would be attenuated; but,
since inflation has already been brought down
to very low levels, the benefits of this impact
cannot weigh heavily against the costs in terms
of output and employment.

For developing countries the impact
could be even more unfavourable. If the dollar
depreciation prompted a tightening of United
States monetary policy, interest rates would
rise. Even if it did not, the slowdown in de-
mand growth in OECD countries as a whole

would put downward pressure on commodity
prices and export earnings generally.

The decline in oil prices must also be
taken into account. It will reduce inflationary
pressures in OECD countries as well as in
non-oil-exporting developing countries, but the
impact on output of the international redistrib-
ution of purchasing power that will result from
lower oil prices will depend on a host of factors,
including differences in national propensities to
spend and to import (see chapter V, section
A.5). The outcome for world trade and pro-
duction is unlikely to be favourable unless oil-
exporting countries refrain from taking
adjustment measures by resorting instead to
borrowing and/or a drawing down of reserves,
or unless the major oil-importing countries take
expansionary measures. In other words, the
impact of the decline in oil prices will depend
on policy responses in all the countries con-
cerned.

In short, there is both scope and need for
policies in the developed market economies to
be reoriented towards growth, over and above
what i1s necessary to correct their trade imbal-
ances. If a substantial and lasting improvement
in the overall performance of the world econ-
omy is to be attained, policy objectives must
encompass the reduction of slack and unem-
ployment in the context of a rapid and sus-
tained growth throughout the world economy,
including the developing countries. This re-
quires both a further lowering of interest rates
and a revival of capital flows and of trade fi-
nance. It also requires a strengthening of
commodity prices. As already pointed out (see
chapter III, section D), this will put some up-
ward pressure on price levels in developed
market-economy countries. But it would be
both necessary and possible to accommodate
such a once-and-for-all adjustment in the com-
modity terms of trade; what must be avoided is
an inflationary spiral.

2. Policy actions for faster growth in
Western Europe and Japan

To attain such a substantial and lasting
improvement in the world economy calls for the
goal of policy to shift from further disinflation

57 These are indeed the assumptions behind the medium-term scenarios of IMF. See World Economic Outlook,, April

1986, pp. 73-74.

58 Some estimates for the United States suggest that a sustained decline in real government expenditure equal to 1 per
cent of GNP would cause a fall in the rate of inflation of about 1 per cent and in output of about 1.5-2.0 per cent
during a period of three to four years. A 10 per cent depreciation of the dollar might increase output by about one-half
of a percentage point through its effect on the trade balance; but if interest rates rise, the impact on GNP would be

substantially less, and in extreme cases even negative.
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towards recovery, and for policy to be adjusted
accordingly. The particular policy measures
called for will differ in both nature and extent
among different countries, depending on the
cyclical positions and structural characteristics
of their economies. In the United States, re-
laxation of monetary policy is needed to offset
the impact of budget cuts on domestic demand
and to lower interest rates. In Western Europe
and Japan, on the other hand, there is a need
to combine appropriate structural policies with
macroeconomic management - in the former in
order to ensure that the expansionary stimulus
1s more fully reflected in production and em-
ployment (rather than prices) and in the latter
to improve the private sector’'s savings-
investment behaviour.

As described in chapter II, the major
Western European economies are presently
characterized by rates of unemployment far
above any estimate of the rates compatible with
stable inflation. as well as by underutilized ca-
pacities in manufacturing. After three years of
recovery, and in spite of scrapping of equip-
ment, the rate of capacity utilization in manu-
facturing industry is still below the peaks
reached in the early or late 1970s. The re-
duction in the United States budget and trade
deficits will tend to widen both the output and
the employment gaps. Hence, to offset the ad-
verse impact of swings in the trade balance and
to reduce the output and employment gaps,
strong expansionary policies arc needed so as
to maintain the growth of the economy for se-
veral years at a rate faster than the potential
rate. There is sufficient slack for such an ex-
pansion not to run the risk of accelerating in-
flation, and the scope is further enlarged by the
recent declines in oil prices and the dollar.
Over the longer term, supply capabilites them-
selves need to be enhanced through higher in-
vestment (and will be so enhanced, as improved
capacity utilization rates stimulate investment)
and by improving flexibility through the struc-
tural policies mentioned above.

The stimulus should come from a bal-
anced mix of monetary and fiscal relaxation.
If the ultimate objective is to put the economies
of Western Europe on an expansionary course
that is to be propelled mainly by private in-
vestment, the impetus to be given by macroe-
conomic policies must be large enough to
improve investors’ expectations, and targeted
towards that end. The composition of the fiscal
stimulus would vary from one country to an-
other, and include tax cuts as well as invest-
ment in infrastructure, and employment and
investment subsidies to the private sector. It
could be designed to strengthen the supply side

59 European Economy, No. 22, November 1984, pp. 25-27.

of the economy as well as to provide demand
stimulus. Since some of the major countries,
such as the United Kingdom and the Federal
Republic of Germany, are in structural surplus,
and output is below its potential level, there is
substantial scope for fiscal expansion without
causing both fiscal deficits and public debt to
rise continuously relative to GNP. In addition
to fiscal measures, monetary policy needs to be
adjusted in order to reduce interest rates,
thereby encouraging private investment and re-
ducing the cost of servicing government debt.

While the present rate of unemployment
in Western Europe can be reduced substantially
without generating inflationary pressures, the
long-term objective must be to improve the
trade-off between unemployment and inflation.
This will require a re-examination of the scope
for incomes policies, in order to ease the in-
flation constraint and to avoid a wage-price
spiral being triggered by the rise in commodity
prices accompanying recovery. Among various
measures that have recently attracted attention
are the tax-based incomes policy, restructuring
of employment taxes, and introduction of em-
ployment subsidies. As pointed out by the
Commission of the European Communities, tax
cuts can be devised so as to reduce the “tax
wedge” between the cost of labour to employers
and the take-home pay of workers, by reducing
the former without affecting the latter.® Com-
bined with a tax on wage bills, they can en-
courage the hiring of labour while discouraging
unwarranted wage claims and concessions.
Moreover, a scheme of aggregate demand in-
surance could be introduced to form the basis
of an agreement on wage,/price moderation with
social partners.

The second aspect of the inflation con-
straint is the emergence of a structural mis-
match between productive capacity and labour
force, which could become critical as expansion
proceeded and unemployment fell. This prob-
lem of shortage of capital, however, can only
be overcome in the context of expansion, and
not of deflation (though the expansion must be
accompanied by greater flexibility in the allo-
cation of labour and investment).

In Japan policies need to be reoriented in
order to reduce the dependence of growth on
export markets, the more so in view of the
withdrawal of the United States stimulus. If
the present surplus in trade with the United
States were to be eliminated entirely through
budget cuts in that country and the depreci-
ation of the dollar, the deflationary impact on
the Japanese economy could amount to a cu-
mulative 10 per cent of GNP by the end of the
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decade. On the other hand, whereas Western
Europe needs to reflate over and above what is
required to offset the swing in the trade bal-
ance, in Japan expansion would largely substi-
tute domestic for foreign markets, and hence
should cause no concern for inflationary pres-
sures on production capacity.

A judicious combination of fiscal and
monetary expansion and policies designed to
increase private sector spending could succeed
in bridging Japan’s savings-investment gap. A
reduction in interest rates could enhance per-
sonal spending, particularly on investment in
housing, even under the present tax treatment
of savings and interest earnings. Furthermore,
tax-free savings provisions could be abolished
and such investment encouraged by easing re-
strictions concerning maturities and downpay-
ments, and increasing the availability of finance
through specialized institutions. The reduction
of high tax rates on personal incomes could
help to restore the rate of growth of disposable
income (under 2 per cent in 1980-1984) to the
level of the growth rate of real GNP, and to
increase domestic demand.

These measures, by increasing domestic
demand, would help to reduce the dependence
of business investment on external markets.
But they would need to be accompanied by in-
creased public spending which would help both
to reorient private investment and to enlarge its
total by expanding the domestic market. In-
vestment in much neglected areas of
infrastructure can provide the necessary
expansionary stimulus without entailing waste-
ful use of resources. While the recently an-
nounced programme contains measures
directed to some of these purposes, it has been
widely criticized as falling short of providing
the required stimulus to domestic demand.

The need for such a policy reorientation
has been recognized in The Report of the Ad-
visory Group on Economic Structural Adjust-
ment for International Harmony, submitted to
the Prime Minister, (Mr. Yasuhito Nakasone)
on 7 April 1986. After setting the medium-term
national goal as one of “steadily reducing the
nation’s current-account imbalance to one
consistent with international harmony” and
stating that “the process of achieving this goal
should also entail efforts to enhance the quality
of the nation’s living standard” and that “it is
imperative that, along with striving for eco-
nomic growth led by domestic demand, the
Government promote basic transformations in
the nation’s trade and industrial structure”, the
report makes a number of recommendations,
including those for the expansion of domestic

demand by “promoting housing policies and
urban redevelopment, stimulating private
consumption, promoting social infra-
structure investment by local government.”

3. Policy co-ordination

In a world in which national economies
are interdependent through trade and finance,
the outcome of any mix of policies in one
country depends critically on the stance and
mix of policies in other countries. Thus, while
a global expansion may be feasible and desira-
ble, no country may wish or be able to under-
take unilaterally action to that end because it
may have to bear a disproportionately high
share of the costs while reaping a dispropor-
tionately low share of the benefits. In such a
situation, only co-ordinated action can provide
an outcome desirable from all countries’ point
of view.

Such co-ordination has been lacking; but
that is not what explains the poor performance
of the world economy in recent years. Co-
ordination is conditioned by the policy goals
of individual countries, which may be confined
to combating inflation or reducing trade im-
balances. If co-ordination is designed simply
to resolve such conflicts, rather than to reach
a common goal of expansion, it will not revive
growth. Thus, for co-ordination to result in
expansion, policies need to be directed to this
goal.

For reasons already explained, fears that
growth would rekindle inflation are not justified
for the major industrial countries. If policy
objectives were adjusted and actions co-
ordinated in such a manner as to reduce pres-
sures on output and prices on individual
countries springing from external causes, im-
balances in trade and financial flows among
countries could be reduced in the context of a
more rapid global expansion. Co-ordination
would encourage each country to adopt the
appropriate measures, since it would ensure
that other countries would also do their share.
The outcome for all countries could be far su-
perior to the alternative of each country acting
alone.

Budget deficit reduction in the United
States should not go so far as to result in
structural surpluses, since this would be unnec-
essarily deflationary.%® Relaxation of monetary
policy will help to reduce deficits by lowering
interest rates and payments, and provide some

60 Indeed, the Gramm-Rudman-Hollings Act provides for the suspension of cuts if a recession is under way.
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stimulus to economic activity. But if the other
major countries, and particularly Japan, do not
follow suit, such a relaxation would accelerate
the depreciation of the dollar and add to in-
flation in the United States. If Western Europe
and Japan do not expand, the size and speed
of the depreciation of the dollar required to
correct the United States trade deficits would
be substantially greater; if the dollar depreci-
ated further, it would put further deflationary
pressures on other developed market-economy
countries, and more particularly Japan. The
disinflationary impact of the oil price fall on the
United States economy may permit that coun-
try to seek a further depreciation of the dollar.
Alternatively, fear of inflationary consequences
of dollar depreciation may induce the authori-
ties to resist exchange-rate changes. In this
case there could be increased pressures for
trade restrictions if expansionary action is not
taken abroad. Moreover if currency markets
put downward pressure on the dollar, the
United States response might be to tighten
monetary policy and to raise interest rates.

Since half of the trade of the EEC coun-
tries is within Europe, the trade balances of
these countries with each other are at least as
important as their balances with the rest of the
world. As recognized by the Commission of
the European Communities in its annual eco-
nomic report, co-ordination among the major
Western European countries is essential for at-
taining expansion.$! Experience in France in
the early 1980s indicates the difficulties of uni-
lateral attempts to reflate when other major
Western European countries are unwilling to
follow suit, and the strains that can conse-
quently arise within the European Monetary
System. Expansion could be initiated by the
countries with relatively more stagnant domes-
tic markets and tighter fiscal policies, which are
also those that have more favourable current-
account positions.

While Western Europe has some scope to
expand on its own, a Vigorous expansion unac-
companied by expansion in the United States
and Japan would put pressure on exchange
rates, and hence reduce the scope for lowering
interest rates. Moreover, unlike the case in the
United States, it might not be possible to pre-
vent exchange rates from depreciating by a
tightening of monetary policy. Thus, the scope
for accelerating recovery in Western Europe in
the context of reduced interest rates depends
critically on the policies adopted in Japan and
the United States.

These considerations point to the need
for combining monetary relaxation in the
United States with both monetary and fiscal
expansion in Western Europe and Japan. This
would entail an increase in aggregate demand
in OECD countries as a whole, but alter its
distribution among countries in such a way as
to eliminate trade imbalances and reduce dis-
parities in economic performance. In partic-
ular, it would reduce the share of the United
States in the creation of demand but increase
its share in its distribution through trade, and
vice versa for Japan and Western Europe.

Such an approach, which was advocated
in the Trade and Development Report 1985, is
increasingly finding support in some official
circles. = The Commission of the European
Communities has argued that “the counterpart
to a necessary balance of payments correction
of the United States should be carefully
distributed between Japan and Europe to lessen
present disequilibria . . . Europe and Japan
should be prepared to support the buoyancy of
world trade with adequate domestic growth.”62
Similarly, the OECD secretariat has suggested
that “in countries where inflation and budget
deficits have been brought under control, yet
growth is too slow and unemployment too
high, attention could usefully be paid to . . .
appropriately designed tax cuts . . . to provide
some support to demand.”¢3

Moreover, a number of studies have sug-
gested that such expansion could eliminate the
trade imbalances within OECD by the end of
the decade without generating destabilizing
movements in exchange and interest rates or in
prices. It could raise the average annual OECD
growth rate to 4 per cent or more for the rest
of the decade and reduce unemployment in
Western Europe by one-third or so without
generating inflationary pressures either there
or in the United States. Interest rates could fall
substantially in real and nominal terms, and
large exchange rate movements would be
avoided.

The outcome would also be very
favourable for the developing countries. As
indicated by the "accelerated growth scenario”
of Trade and Development Report 1985, an
average growth rate of 3.5 per cent in the
developed market-economy countries,
accompanied by substantial declines in real
interest rates and more favourable flows of
external finance, would raise the growth in
developing countries to over 6 per cent by the
end of the decade. Both interest payments and

61 "A co-operative growth strategy for more employment”, European Economy, No. 26, November 1986.

62 Annual Economic Report, 1984-85, p. 35.
63 OECD Economic Outlook, No. 37, June 1985, p. xvii.




Page 136

debt outstanding as percentages of GDP would
decline substantially, by about one-half and
one-third, respectively. Similarly, debt as a
ratio of exports would fall from 130 per cent in
1985 to 80 per cent in 1990, and the current-
account deficits as a proportion of exports
would decline by 25 per cent.

Whether or not an agreement on such
co-ordinated action may be reached in the near
future is uncertain. However, the present atti-
tude of the governments of some major coun-
tries suggests that the result may fall far short
of achieving the right objective. The bargaining
outcome may indeed be confined to the re-
duction of trade imbalances within OECD, and
the attainment of narrow financial objectives
such as aligning exchange and interest rates,
without providing the necessary expansionary
stimulus. What may be suitable to the govern-
ments of a number of major countries may not
be adequate for other countries, including
many other developed market-economy coun-
tries and all developing ones; these countries
may be excluded from the decision-making but
they are not sheltered from its consequences.

It is noteworthy that policy actions to
correct exchange rates and trade imbalances are

being decided outside IMF. However, by arti-
cle 1V, section 3, of its Articles of Agreement,
the Fund 1s required “to exercise firm surveil-
lance over the exchange rate policies of mem-
bers” and to discuss with members, in
accordance with the Principles of Fund Sur-
veillance over Exchange Rate Policies, “the
behaviour of the exchange rate that appears to
be unrelated to underlying economic and fi-
nancial conditions including factors affecting
competitiveness and long-term capital move-
ments.” This procedure of taking the most im-
portant decisions concerning international
monetary co-operation outside the Fund tends
to increase the asymmetry in the Fund’s sur-
veillance function, and to wundermine the
fulfilment of its major purposes as defined in
article 1: “To promote international monetary
co-operation through a permanent institution,
. . . to facilitate the expansion and balanced
growth of international trade, and to contribute
thereby to the promotion and maintenance of
high levels of employment and real income...”
These purposes and the surveillance principles
and procedures could be made to provide a
framework for arriving at policy co-ordination
with the participation of developed and devel-
oping countries alike.

D. Conclusions

Governmental approaches to interna-
tional policy formulation have been somewhat
more positive over the past year. Explicit pol-
icy co-ordination has occurred among a small
number of major developed market-economy
countries, and it is now widely acknowledged
that faster growth in debtor developing coun-
tries needs to be an integral part of the inter-
national strategy on debt. In this regard, recent
discussion has focused on policy reform in de-
veloping countries, supported by increased fi-
nancial flows from both private and official
sources, as the principal means of achieving
faster growth in developing countries. Such an
approach, for example, lies behind both the re-
cent creation of the structural adjustment facil-
ity in IMF and the Baker initiative for major
debtor countries.

This approach has the merit of situating
the debt and growth problem of developing
countries in a longer-term perspective and of
recognizing that current difficulties are not
transitory and that their solution requires that
structural factors be addressed. However, dis-
cussion has focused almost exclusively on pol-
icy reform in developing countries. In this
connection attention has been given to encour-

aging the revision of strategies in accordance
with a single view deemed applicable to all
countries regardless of their structural charac-
teristics and capable of being implemented in
short order. While the formulation of an ade-
quate long-term strategy for growth and devel-
opment is of critical importance for any
developing country, given the present interna-
tional economic environment, a change in
strategy alone is unlikely to raise growth rates
to the extent required.

In any event, the improvement of growth
that might result from the more efficient utili-
zation of resources that is expected from the
new approach would not matenalize quickly,
but rather over an extended period of time.
The approach thus does not deal adequately
with the problems faced by those responsible

“for formulating and applying economic policy,

who are under intense pressure from electorates
and the population at large to bring about swift
and tangible improvements.

It is true that the additional external fi-
nancing that is to accompany policy reforms
would itself help loosen current constraints on
growth and thereby help to resolve the dilemma
of reconciling the need for longer-term reforms
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with the requirements of improving economic
performance in the short to medium run.
However, the additional financial support that
now seems likely to be associated with
programmes of policy reform is inadequate, as
regards both the flows likely to be available for
poorer indebted countries, and, in particular,
those (lowing from commercial banks to the
larger debtors.

A further shortcoming of the present ap-
proach is the reluctance of creditors to explore
fully the possibilities for the more f(lexible and
imaginative use of financial techniques to ease
the debt problem. The range of financial prac-
tices available to deal with international debt
problems is narrower than that available for
dcaling with troubled debtors in the domestic
cconomies of some developed markct-economy
countrics. In recent months, there has been
some exploration of the possibilities for trans-
forming fixed-interest debt into cquity and
some debtors have been purchasing their own
debt on sccondary markets at a discount.

Other innovative financial techniques put
forward for discussion include the possible
temporary reduction of interest rates below
reference levels and the linking of interest pay-
ments to the price of the debtor’s major export
commodity (e.g. oil). So far, however, little
progress has been made in bringing about fi-
nancial innovations which, while maintaining
the longer-run interests of creditors and
debtors, could provide relief from debt-
servicing obligations.$*

The most significant shortcoming of the
present approach, however, has been the failure
to situate 1t adequately in the context of a co-
herent strategy for reviving growth in the world
economy. The current willingness of major
governments to explore further the possibilities
for policy co-ordination nceds to be encour-
aged. Such co-ordination must not continue to
be limited to addressing questions of imbal-
ances among a small number of countries, but
necds to be broadened, as regards both the is-
sues concerned and the participants, in order to
secure a co-ordinated approach to faster
growth throughout the world economy.®

64 A more detailed discussion of the question of international debt reform is contained in the annex to this chapter.
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ANNEX TO CHAPTER VI

Toward international debt reform?

Overcoming the debt and growth crisis of de-
veloping countries requires a combination of policy
measures designed to increase world growth, lower
world interest rates, and increase capital flows on ap-
propriate terms. It also requires reinforcement of the
policy efforts of debtor countries themselves. If these
measures are inadequate, and in particular if new
flows to developing countries fall significantly short
of what is required, or if the world economy does not
expand at a sufficient rate, some measure of debt re-
form will prove inevitable. Indeed, even if develop-
ments in these areas were to be favourable, debt
reform might become desirable in one form or an-
other.

The broad objective of debt reform should be
to allow both creditors and debtors to deal in a sen-
sible way with the accumulated damage inflicted by
the events of the past three years. Reform should
thus aim to reduce as required the debt obligations
that cannot realistically be expected to be met, given
the prospective evolution of the international eco-
nomic environment and the need of debtors to restore
growth. A reasonable specific objective in this regard
would be to provide international debtors with the
same opportunities to reorganize their obligations as
are afforded domestic debtors in a similar position.

It is frequently thought that the major differ-
ence between an international sovereign debtor and
a domestic firm is that the former cannot be declared
bankrupt and its assets liquidated. This distinction
1s accurate and pertinent, but it overlooks the fact
that liquidation is not the only, nor even the most
frequent, means of dealing with severe debt difficul-
ties of domestic firms. National legislations in virtu-
ally all developed market-economy countries
recognize that it is in the interest of all parties con-
cemed to allow debtors experiencing severe difficul-
ties to work their way out of these difficulties and to
rebuild the capacity to service their debt. To this end,
protection from the requirement of prompt and full
payment of debt is often afforded.

In the United States, for example, chapter 11
of the “Bankruptcy Reform Act of 1978” provides for
judicial review of plans for reorganization negotiated
between creditors and debtors in cases where debtors
file in accordance with that chapter. The Act lays
down guidelines that the courts are to follow in de-
ciding whether particular plans for reorganization
should be confirmed. Such guidelines include, for
example, a requirement that reorganization plans
should be feasible in the sense that they are not likely
to give rise to a further need for reorganization.
United States courts are endowed with broad equita-
ble powers, and in evaluating the feasibility of the
reorganization, they may decide whether the schedule

of payments and the associated charges are consistent
with the purpose of the reorganization.

The procedures provided for under the United
States Bankruptcy Code, and the principles which
explicitly or implicitly underlie those procedures, are
of wider interest in considering the degree of pro-
tection that might be accorded a troubled interna-
tional debtor attempting to reorganize its affairs. In
this regard, some of the more relevant characteristics
of the Code are the following:!

(a) Automatic stay: An immediate effect of a
bankruptcy petition 1S to automatically stay
creditors and all other parties in interest from
commencing or continuing lawsuits, perfection
of liens and the enforcement or collection of
claims or judgements against the debtor (section
362). The legislative history makes clear that
the automatic stay is a fundamental protection
intended to provide the debtor with “a breathing
spell” from his creditors. The automatic stay
permits the debtor the opportunity to formulate
a reorganization plan and ensures that creditors
be treated equally without the burden of racing
to the courthouse to enforce claims. The
Bankruptcy Code provides certain exceptions to
the automatic stay (e.g., continuation of
criminal proceedings or certain governmental
actions) and permits the court to modify the
stay when warranted.

(b)  Fixing of claims or interests: The filing
of a bankruptcy petititon also fixes all claims
against the debtor as of the petition date.
Section 502(b) of the Bankruptcy Code provides
that claims for unmatured interest on
pre-petition indebtedness cease to accrue as of
the petition date and may not be asserted
against the insolvent debtor. For example, a
financial creditor may file a claim agamnst a
debtor for the outstanding principal amount of
a loan plus all accrued and unpaid interest
through the petition date. However, interest on
the outstanding debt ceases to accrue against the
insolvent debtor as of the petition date and need
not be treated under a plan of reorganization.
The automatic stay, coupled with the fixing of
claims as of the petition date, offers corporate
debtors the crucial protection necessary to
restructure the business and formulate a plan of
reorganization.

(c) Plans of reorganization: Chapter 11
provides debtors and creditors with broad
business and financial parameters around which
a plan can be formulated. Furthermore, a plan
need not receive unammous creditor support

1 The analysis contained in the following sub-paragraphs has been provided by the New York law firm Kramer, Levin,

Nessen, Kamin and Frankel.
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BOX 5

Gg{l?ELINES FOR DEBT OPERATIONS: TRADE AND DEVELOPMENT BOARD RESOLUTION 222
(XXI):

In section B of its resolution 222 (XXI) of 27 September 1980, the Trade and Development Board of UNCTAD
endorsed the detailed features annexed to that resolution {reproduced below) and agreed that:

“w. States members of UNCTAD be guided by these agreed features in future operations relating to debt
problem of interested developing countries.”

DETAILED FEATURES FOR FUTURE OPERATIONS
RELATING TO THE DEBT PROBLEMS OF INTERESTED DEVELOPING COUNTRIES

1. Preamble

1. In pursuance of Trade and Development Board resohsion 165 (S-IX)}, and taking into account the work
of the Intergovernmental Group of Experts on Debt and Development Problems of Developing Countries,
the following features for future operations relating o the debt problems of interested developing countries
are agreed upon.

2, It was further agreed that finding a means through winch debt-servicing difficulties could be avoided was
one of the most important tasks facing the international community. The avoidance of debt-servicing diffi-
culties under eonditions that are consistent with an orderly development process in developing countries is
in the interest of both creditor and debtor countries.

3. Nevertheless, it was recognized thar problems could arise and that is was important to have agreed ar-
rangements for timely action.
1. Objectives
4. International action, which may vary according to the nature of the problem of the debtor couniry:
{a) Should be expeditious and timely;

(b) Should enhance the development prospects of the debtor country, bearing in mind its socio-
economic priorities and the internationally agreed objectives for the development of developing coun-
fries;

(c) Should aim at restoring the debtor country’s capacity to service its debt in both the short term
and the long term, and should reinforce the developing country’s own efforts to strengthen its under-
lying balance-of-payments situation;

(d) Should protect the interests of debtors and creditors equitably in the context of international
econamic co-operation.

HI. Operational Framework
Initiation

5. Imternational consideration of the debt problem of a developing country would be initiated only at the spe-
cific request of the debtor country concerned. Accordingly, the country concerned may request such a
consideration at an early stage, when, in its judgement, the problem involving indebtedness exists or is likely

to emerge.
Analysis

6.  The nature of the problem may vary from acute balance-of-payments difficulties requiring immediate action
to longer-term situations relating to structural, financial and transfer-of-resources problems requiring ap-
propriate longer-term measures.

7. In all cases the following elements would be considered in determimng appropriate international action:

(2) Examination af the domestic economic situation of the country, inchuding an analysis of its use
of both domestic and external resources for safeguarding its development process,

(b} Impact of external factors on the developmental and financial problems of the debtor country;

(¢} Estimates of short-term and long-term developmental capital requirements and projected avail-
abilities;

(4} Projection of debt-servicing requirements and review of measures adopted by the eountry con-
cerned ta avoid debt-servicing difficulties;

{e} Particular consideration of the structure and prospects of all items of the balance-of-payments,
exchange rate and monetary policies.

{ Continued on the following page.)
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BOX 5 (continued)

Action
10.

11,

12.

13.

14.

1'5.

In the case of the acute balance-of-payments difficulties, the analysis would give special attention to the
debtor country’s short-term economic and financial policies, prospects and requirements. In the case of
longer-term problems, the analysis would give special attention to the financing of long-term investment and
associated resource transfers.

In the light of the analysis described above, a comprehensive pragramme of action will be agreed upon
aimed at meeting the objectives described in section I1 above. The action programme, which will include
both domestic and international measures, will vary from case to case depending on the nature of the
problem at hand and the development prospects of the debtor country.

International measures to be implemented by bilateral and multilateral sources would vary from debt re-
organization to the provision of additional financial resources on appropriate terms and conditions.

In the case of acute balance-of-payments difficulties, in which debt servicing payments play a major role
and which require immediate action, the debtor country will undertake an economic programme designed
to strengthen its underlying balance-of-payments situation, having regard to its development prospects. This
programme wowld be supported by interested parties. This support would, where necessary, include the
reorganization of debts owed to or guaranteed by creditor Governments.

In the case of longer-term problems which require appropriate longer-term measures, the debtor country
concerned will undertake viable domestic policies, supported by donor countries and appropriate interna-
tional institutions, which would endeavour to increase the quantity of aid in appropriate forms and improve
its quality.

In cases where both types of problems are present, actions invalving both types of measures may be required
and would have to be taken in a manner which ensures that they are consistent and ruatually reinforcing.

I the mudtilateral forum agreed upon by the debtor and the ereditors, the Chairman would conduct the debt
operation in a fair and impartial manner, in accordance with the agreed objectives, so as to lead 1o equitable

results in the context of international economie co-operation,

but, rather, must be accepted by creditors
holding 50 per cent in number and two-thirds
i amount of the claims in each class of creditors
voting on the plan. If a plan is accepted by the
requisite majorities of creditors, the terms of the
plan will be binding upon all creditors (includ-
ing dissenting creditors) on the condition that
creditors in each class receive more than could
be recovered through a liquidation under chap-
ter 7 (section 1129).2 The basic intent and re-
quirement of a chapter 11 plan is to provide
creditors with a greater recovery than otherwise
could be realized through a liquidation under
chapter 7. Within that general guideline, a plan
may propose to pay creditors all or a percentage
of their claims, either in a single payment or
through multiple payments. Distributions to
creditors can assume a wide variety of forms,
including cash, notes or debentures of the reor-
ganized company or equity in the reorganized
company. Moreover, through a plan, fixed
claims (i.e., notes, debentures, accounts receiv-
able, etc.) can be converted into claims evi-
denced by stock, warrants, convertible
debentures or any combination of instruments
to be issued by a reorganized company pursuant
to a chapter 11 plan.

Most other industrial countries, although not
necessarily going as far as the United States in safe-
guarding the well-being and rehabilitation of the do-
mestic debtor, have also rejected rigid and legalistic
approaches to indebtedness and have put in place
measures that give considerable weight to the needs
and interests of the domestic debtor.

Similar arrangements do not exist at the inter-
national level and there is no judicial, or even quasi-
judicial, authority empowered to assess the feasibility
of programmes of rescheduling and to ensure that
such programmes restore the financial and productive
viability of the debtors as quickly as possible and are
so structured as to avoid any need for repetition of
such rescheduling. An attempt was made in
UNCTAD several years ago to address this short-
coming by establishing a set of internationally agreed
guidelines (formally designated as “agreed features”)
that would shape debt reorganization. These guide-
lines had the merit of setting debt reorganization in
the context of development and of the need of the
debtor country to continue on a development path
{(see box 5). However, they were not generally un-
derstood to be applicable to reorganization of debt
owed to private creditors, and there are widely differ-
ing views between creditors and debtors as to the ad-
equacy of their implementation with respect to debt
owed to, or guaranteed by, official creditors.3

In the event a plan is not accepted by each class of creditor, the debtor nevertheless may “cram-down” a plan on

creditors if at least one class of creditor accepts the plan and specific requirements for all junior classes of creditors

and stockholders are satisfied.

For more detail see the report by the UNCTAD secretariat “Review of the implementation of section B of Trade and

Development Board resolution 222 (XXI), (TD/B/990), Jan. 1884) and "Conclusions drawn by the UNCTAD
secretariat following consultations in pursuance of Conference resolution 161(V1)", (TD/B/890, 26 March 1984.
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The lack of a well-articulated, impartial
framework for resolving international debt problems
creates a considerable danger, which has in part al-
ready materialized, that international debtors will
suffer the worst of both possible worlds: they may
experience (and many are experiencing) the financial
and economic stigma of being judged de facto
bankrupt, with all of the consequences that this
entatls as regards creditworthiness and future access
to financing. At the same time, they are largely
without the benefits of receiving the financial relief
and financial reorganization that would accompany
a de jure bankruptcy handled in a manner similar to
chapter 11 of the United States Bankruptcy Code.

Such a situation could be improved in two
ways. One would be to provide foreign debtors who
so wish with access to relief through the courts on the
same footing as domestic debtors. A United States
Court of Appeals, in entering a judgement in favour
of certain foreign debtors that had been sued for de-
fault on a loan extended by a United States bank, has
used the argument that protections of the type af-
forded by chapter 11 should, under appropriate con-
ditions, be extended to such foreign debtors. In so
doing, it based itself on a finding by the United States
Supreme Court dating back to 1883. However, the
Court of Appeals subsequently reversed itself (see
box 6). An alternative approach would be to ap-
proximate, through international financial diplomacy,
the kinds of solutions reached through the judicial
system in the case of domestic debtors. At the very
least, there would appear to be a case for ensuring
that policy-makers have at their disposal for dealing

with international debt the same panoply of tech-
niques and instruments as are available for dealing
with similar problems of domestic debtors.

It needs to be recognized that analogies be-
tween procedures and instruments available for deal-
ing with debt problems domestically and those that
could be used internationally have limitations. Re-
organization of domestic debtors takes place within
the framework of national law, and all aspects of the
reorganization are enforceable through the courts.
Moreover, reorganization of a domestic debtor is
primarily a legal and commercial matter, although
political considerations may also enter in, especially
if large numbers of workers or shareholders are in-
volved. Reorganization of international debt, on the
other hand, inevitably has a substantial political di-
mension, and problems of securing adherence by all
parties to debt agreements are therefore necessarily
more complex. Nevertheless, experience with do-
mestic debt reorganization can be a guide to the sort
of financial operations that could in prnciple be
avatlable internationally without departing from ac-
cepted practice.

Against this background, the remaining para-
graphs of this annex discuss briefly some proposals
for debt reform having strong analogies with proce-
dures used domestically in the United States. For
convenience, the proposals are grouped according to
whether their primary purpose is to change the char-
acter of the claims held by creditors, to change the
ownership of those claims, or to change the value of
the claims.

A. Changing the character of claims held by creditors

A number of proposals that have been dis-
cussed recently have in common that they seek to
change the nature of the claims held by creditors.
Such proposals are motivated primarily by the desire
to align better the stream of future debt payments
with the expected future profile of earnings from
which those payments would have to be made.
Where there is a general expectation that the external
earnings of debtors would be greatly improved in the
future as compared with the present, claims that ex-
plicitly recognized this would provide a basis for
normalizing the external financial situation of the
debtor. From the standpoint of debtor countries
considerable gains could accrue from changing the
time profile of debt payments, even if in the process
the nominal value of debt were increased.

The basic rationale of proposals of this type is
fully consonant with approaches that have been fol-
lowed in the past, namely to lighten the present debt
burden by providing new loans to meet interest pay-
ments, thereby postponing a substantial part of the
debt burden. This approach, however, has recently
tended to break down and there would be merit in
proposals designed to institutionalize these features.
Some proposals having these characteristics also
build flexibility into the future payments profile i.e.,
they ensure that full payment will resume only when
export earnings have recovered. Consequently, such

proposals bring the maturity of claims into closer
harmony with the time frame of the investment
processes that the external debt is financing, thereby
avoiding financial disturbances that could result when
long-term investments or economic processes are fi-
nanced on the basis of short-term borrowing. Pro-
posals that build in this flexibility serve to shift from
debtors to creditors some of the risk that export
earnings would fail to recover.

Despite the financial and regulatory obstacles
facing these proposals, banks might be willing to ac-
cept them in the context of a defensive lending strat-
egy. Such a strategy would entail the provision of
new money and/or changes in the nature of existing
claims in order to protect the value of banks’ claims
on the debtor country concerned. This strategy im-
plies an increase in exposure, with the concomitant
risk of non-payment by the borrower. In fact, the
change in the features of current loans is akin to an
increase in exposure, and it would therefore be
weighed against the improvement in the value of ex-
isting claims stemming from such a change. The
change would alter the repayment schedule, but it
might well increase the probability of repayment in
that such repayments would be closely linked to the
country’s capacity to pay. The benefit to the credi-
tors would therefore be the increase in the expected
repayments on existing debt.
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BOX 6

RULING OF A UNITED STATES COURT OF APPEALS

In April 1984 the United States Court of Appeals for the Second Circuit in New York upheld a lower court ruling
in favour of three Coste Rican banks which, under orders from the cemtral bank of the Republic, had
payment int [981 on a loan from a 39-bank syndicate, and dismissed claims by a United States bunk volich hadide

elined to accept a rescheduling agreement reached by the other 38 banks. The Court of Appeals held that: *

®  The actions of Costa Rica that resulted in the prohibition of payments on external debt ure conkiBtent with
the law and policy of the United States. In Canada Southern Railway Co. v. -Gebhard, 109 U8, S;??Zj&&?g,
the Supreme Court bound New York bondkolders to the Canadian Government's reorganization of the debts
of the Government owned Canada Southern Railway. In ordering the dismissal of the bondholders’ suit on
the old bonds, the Court stated: "

®  ‘{The plan} is in entive harmony with the spirit of bankruptcy laws, the binding forée of which, upon those
who are subject to the jurisdiction, is recognized by alt civilized nations. It is not in conflict with the Comvti-
tution of the United States, which, although prokibiting states from passing laws impairing.thé obligaiion of

contracts, allows Congress *10 establish ... uniform laws on the subject of bankruptey throughout the United
States” ... Under these cireumstances, the true spirit of imternational comity requives that schemes' of this
character, legalized at home, should be recognized in other couniries.”

®  Similarly, Costa Rica's prohibition of payments of its external debt is analogous to the reorganization of a
business to chapter 11 of our Bankruptey Code, 11 US.C.§§1101-74 (1982). Under chapier 11,
all collection actions against a business filing an application for reorganization ave automaiically stayed to
allow the business to prepare an acceptable plan for the reorganization of its debts. 11 U.S5.C.§§103¢a), 362,
901(a) (1982). Seeinre Frigitemp Corp.. 8 B.R. 284 (S.D\N.Y. 1981) (purpose of §362 is to give insblvent
debtor opportunity to formulate plans for repayment and reorganization with protection from:mid scramble
of creditors for assets). Costa Rica's prohibition of payment of debt was not a repudiation of the debt but
rather was merely a deferruf of payments while it is attempted in good faith to renegotiate its obligations.

In March 1985, after rehearing the case, the same court reversed itself and found for the plaintiff. It explained the
reversal as follows: .

¢  In our previous decision, we affirmed the district court’s dismissal. We did npt address the question of whether
the act of state doctrine applied because ... we determined that the actions of the Costu Ricin Goverinient
which precipitated the default of the Costa Rican banks were fully consistent with the law and policy of the
United States. We therefore concluded thar principles of comity compelled us to reecognize as valid the Costan

Rican directives.

¢ Our interpretation of United States policy, however, arose primarily from our belief that the legislative and
executive branches of our Government fuily supported Costa Rica’s actions and all of the economic ramifi-
cations. On rehearing, the Executive Branch of the United States joined this litigation as amicus cutise and
respecifully disputed our reasoning. The Justice Department brief gave the following explanation of owr
Government's suppor! for the debt resolution procedure that operates through the Mmafm Tnternational
Monetary Fund (IMF). Guided by the IMF, this long established approach encourages the ve gk
Justment of international debt problems. The entire strategy is grounded in the Wm% . while
parties may agree to renegotiate ponditions of payment, the underiping obligations to pay nevert reviain
valid and enforceable. Costa Rica’s attempted unilateral restructuring of private obligations, the United
States contends, was inconsistent with this system of internutional co-operation and negotiation and thus in-
consistent with United States policy.

o The United States Government further explains that its position on private international debt is not incon-
sistent with either its own willingness to restructure Costa Rica's intergovernmental obligations or with con-
tinued United States aid to the economically distressed Central American country. Our previpus conclusion
that the Costa Rican decrees were consistent with United States policy was premised on these 1we circhim-
stances.

®  In light of the Government's elucidation of us position, we believe that our earlier interpretation of United
States policy ... was wrong.

Source: Sidney Dell, “Crisis management and the international debt problem”, International Journal, Vol. XL,
Autumn 1985, pp. 665-668.

future. One advantage of interest capitalization is
that it avoids frequent renegotiations regarding roll-
overs and new money which absorb an inordinate

1. Interest capitalization

As mentioned above, interest capitalization
ie., the granting of new loans for the sole purpose of
paying current interest due, has been a part of the
international debt strategy pursued in the past. It has
been suggested that this process should be formalized
and made more automatic, and hence more explicitly
form part of the strategy which must continue in the

amount of the time and energies of senior officials
and which also present a constant risk of breakdown.
A second advantage 1s that an explicit process of in-
terest capitalization would ensure the full partic-
ipation n the provision of new money of all
commercial banks that are creditors of the debtor
concerned.
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One disadvantage of explicit interest capital-
ization is that, under current bank regulations in the
United States, interest that was automatically capi-
talized could not be counted as part of a bank’s cur-
rent earnings. Thus, banks operating under such
regulations would see their reported income drop.
Some creditors also find it desirable and necessary to
keep the adjustment programmes of debtors under
frequent and close scrutiny. For these creditors ex-
plicit interest capitalization would have the disad-
vantage of not allowing for such frequent review.

2. Conversion of debt into equity-like
claims

Proposals under this headirig seek to relate
debt-service payments to future growth in the
debtor’s capacity to pay. If foreign debt is trans-
formed into equity or quasi-equity instruments, the
outflow of returns to investors or lenders would take
place only when earnings have been generated by the
project or activity being financed. A number of
schemes aimed at converting external debt into equity
have been proposed in the last few years and a few
countries have taken concrete steps to effect such
conversions (see box 7). "While schemes of the sort
implemented so far may contribute to reducing de-
veloping countries” heavy debt burden, their potential

is limited by the sheer size of the debt in relation to .

the amount of foreign investment that can be easily
accommodated in a given debtor country.

Other proposals for conversion are more far-
reaching. One suggestion, for example, is that fixed-
interest debt should be replaced by shares in a
country’s export earnings, to be reflected in a new
instrument called “exchange participation” notes.
The advantage of such a scheme is that when exports
are expected to grow the value of exchange partic-
ipation notes that a creditor regards as equivalent to
the expected earnings on debt outstanding is a smaller
proportion of export earnings than are interest pay-
ments on the debt itself. This is because the time
profiles of the two sets of payments are different:
fixed-interest debt gives rise to interest payments that
decline through time as a proportion of export
earnings (as those earnings grow). The equivalent
stream of earnings from exchange participation notes
would be ensured by a claim on export earnings equal
to the average of that produced by fixed-interest debt
(after allowing for discount to Aachieve equivalent
present value). In brief, exchange participation notes
would create a breathing-space for the debtor in the
near term at the cost of higher payments in the future.

A number of disadvantages are associated with
this proposal. It is relatively far-reaching in character
and it is unclear what accounting changes would be
necessary as regards both the banks themselves and
their regulatory bodies. The immediate impact of
such a scheme would be to lower the earnings of
creditors, which might require some writing down of
debt in the banks” books. Questions have also been
raised as to whether the commitment to transfer to

creditors a fixed proportion of export earnings would
be credible when such earnings rose rapidly.

For highly indebted oil-exporting countries a
more limited application of this concept might be
achieved by linking debt payments to the price of oil.
Here, too, the overall objective would be to achieve
some reduction in debt service during the period in
which oil prices remain at current levels, in return for
higher debt payments when oil prices recover. This
is a more narrowly focused proposal in that it is re-
stricted to changes in prices (rather than earnings) of
exports and is limited to a particular export com-
modity, with special marketing characteristics and
price prospects.

One specific instrument for linking debt pay-
ments to export prices is the commodity bond, which
has so far been used to link financial returns to prices
of energy and precious metals (see box 8). This may
be explained by the good price prospects for these
products at the time of issue, coupled with their low
storage costs and, in some instances, the possibility
of keeping reserves in the ground. These consider-
ations would also apply to future issues of commod-
ity bonds, at least until such a market becomes fully
fledged. Fuels would thus, most probably, be the
mitial candidates for the issue of such bonds, followed
by minerals and metals at a later stage. The major
question that issuing countries would face in the
present conditions of depressed oil prices is whether
the provision of new money, coupled with lower
coupon rates, would compensate for the higher future
costs of servicing debt that would occur if oil prices
should rise.

A renewed interest in oil-linked bonds has re-
cently emerged. It has been reported that a United
States - based oil company is planning to raise $250
million by issuing petrobonds and that Mexico would
issue $1 billion worth of long-term bonds indexed to
the price of oil, in order to meet part of its 1986
borrowing requirements. The existence of a second-
ary market for these bonds would make the scheme
more attractive to banks, since they would be able to
sell their bonds at a discount smaller than that ob-
tainable at present when they sell or swap their loans
in a very limited, informal inter-bank market. In
view of the expected volatility in oil prices,
speculators, as well as major commercial consumers
abroad, such as airlines, shipping companies and
utilities, would be possible buyers of these bonds in
the secondary market, in order to hedge their own
exposure to energy costs for longer periods than those
available under futures contracts. However, it has
been suggested that a prerequisite for large-scale
floating of commodity bonds by developing countries
would be the establishment of an official interme-
diary, endowed with multilateral funds, and acting
either as an issuer or as a guarantor. This proposal
is further discussed in section B) below.

In general, the proposals discussed above have
the effect of shifting risk between debtors and credi-
tors, the outcome and consequences of which could
be only imperfectly perceived at the time the pro-
posals would be implemented. There are few indi-
cations that creditors are prepared to assume even
greater risks with regard to their claims on troubled
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foreign debtors. In fact, there is some evidence that
they are secking to reduce the risks. Their willingness
to consider such proposals is therefore open to ques-

and may only be forthcoming when they assess the
risks of failing to act to be even higher than those
they would assume under the proposals sketched
above.

B. Changing the

ownership of claims

A further category of proposals involves policy
action to shift some or all of the ownership of claims
of major debtor countries from private banks to an
official entity. In such proposals an existing or new
entity would use funds, derived either by direct bor-
rowing from the market, and backed by official guar-
antees, to purchase the claims from private banks or
would issue long-term bonds directly to the banks in
exchange for those claims. Such proposals usually
foresee that claims held by banks will be purchased
at a discount, thereby imposing moderate capital
losses on the banks in question and allowing the en-
tity to offer some interest forgiveness to debtor
countries. It is also proposed that the new financial
entity should extend the maturities of the debt owed
to it, thereby in effect funding that debt.

Several advantages are cited for the creation of
such a new financial intermediary. First, proponents

of such schemes believe that the creation of a new
intermediary would play a useful role in insulating the
international financial system from the effects of any
major repudiation, write-down or extreme non-
performance of developing countries with regard to
their debt. Secondly, it is argued that the concen-
tration of claims of developing country debtors in a
single institution would eliminate problems currently
encountered in securing the participation of many
individual creditors in debt management operations.
Thirdly, it is argued that, should debt relief prove
necessary or advisable at some point in the future, the
concentration of claims in a single institution would
facilitate the operation. Indeed, some proposals ex-
plicitly foresee such debt relief. In this connection,
it is also pointed out that lodging the claims in a new
institution would remove the present accounting and
regulatory objections to unconventional schemes for
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dealing with debt such as interest-capitalization or
conversion to equity-like claims.

Several disadvantages have also been cited for
such schemes. One is that, once the commercial
banking systern has been relieved of its claims on
debtor developing countries, it would no longer have
an incentive to continue to lend to them and to that
extent new flows from banks might be impaired. A
second concern is that the end result might tum out
to be a bail-out for the commercial banking system.

Although claims would be bought at a discount from
commercial banks, the appropriate size of that dis-
count will necessarily be difficult to determine. A
negligible discount would be extremely advantageous
to the banks, while larger discounts could so impair
their earnings as to preclude their voluntary partic-
ipation in the scheme. A further concem is that, once
developing country claims were concentrated in an
officially-backed institution, the pressures for outright
relief to debtor countries would intensify.
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C. Changing the value of claims

Debt relief, i.e., the reduction in the present
value of claims held against a debtor, has been a fairly
common occurrence as regards debt resulting from
official development assistance and has also been
granted for some other forms of claims held by offi-
cial creditors. As regards private creditors, however,
debt relief as such has not occurred; even where
banks have judged it necessary for internal accounting
or regulatory purposes to set aside high loss pro-
visions for certain types of foreign loans, the claims
on the creditors concerned have normally been kept
in the banks’ balance sheets at face value.

There have in fact, been few proposals calling
explicitly for relief of debt owed to banks, the reason
being that banks are highly leveraged (i.e., their capi-
tal is a small proportion of their total deposits) and
so cannot extend relief in amounts that would be
significant to major debtors. At the same time, it is
understood that governments cannot be expected to
assume or participate in such losses. It has also been
pointed out that action which imposes major losses
of income and/or capital on banks may preciude fur-
ther lending by those banks to the debtors concerned
for an extended period.

The question remains, however, whether op-
erations designed to give temporary relief on interest

payments would have a role to play in providing a
breathing space for debtors in difficulty. Such pro-
cedures might, for example, allow debtors to pay in-
terest for one or two years at levels that might be 2
or 3 percentage points below LIBOR. Since this
would be understood to be a temporary and revers-
ible arrangement, there might be no need for the
banks to write down the face value of the debt con-
cerned. While such procedures would impose losses
on some banks, these would not be unmanageable
and in certain circumstances might be recognized to
be the best outcome available.

In this connection, the Bradley proposal is
pertinent. United States Senator Bill Bradley has
proposed that annual debt relief be granted within the
context of a broad programme covering a three-year
period. Each year interest rates would be reduced by
3-percentage points on debt owed to governments or
to commercial banks and the outstanding principal
would be written down by 3 per cent. This relief
would be accompanied by additional capital flows in
support of structural adjustment. These flows would
be conditional on the adoption of certain policy
measures by the debtor countries, and each successive
year’s debt relief would be dependent on satisfactory

performance during the previous year.®
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138 The analysis on pp. 138-140 draws heavily on Sidney Dell, "Crisis management and the international debt
problem” International Journal Vol. XL, Autumn 1985.
141 The analysis on pp. 141-146 draws heavily on P. Krugman, "Prospects for international debt reform”,

UNDP/UNCTAD Project INT/84/021.
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Annex table 1

GROWTH OF WORLD OUTPUT BY COUNTRY GROUPS, 1960-1985
( Average annual percentage change or change over previous year)

Country group 1960- 1970- 1975- 1980- 1980 1981 1982 1983 1984 1985
1969 1974 1979 1984

World 53 49 44 19 19 1.7 04 21 42 29

Developed market-economy

countries 4 52 43 40 19 13 1.6 -02 24 45 28
North America 48 41 47 22 -02 27 -23 36 67 25
Western Europe 4.6 4.1 3.2 1.0 1.3 0.0 05 1.4 22 23
Japan 102 54 51 37 44 39 28 31 58 50
Others 57 S50 22 19 38 39 02 02 53 28

Developing countries

and territories 8 55 68 56 08 32 1.3 09 -05 25 20
Latin America 52 66 50 -04 49 05 -13 -24 29 28
North Africa 57 54 9.l 1.7 50 -03 23 1.4 33 23
Other Africa 43 59 27 -1.1 34 04 04 -33 -1.5 1.9
West Asia 77 106 54 -19 -39 -28 21 -58 -1.0 -28
South Asia 37 15 40 46 69 S1 22 68 42 50
East Asia 66 88 89 54 57 69 35 60 58 26

China ¢ 51 47 67 .69 61 48 75 71 79 13.0

Socialist countries

of Eastern Europe 4 66 64 45 34 31 24 30 42 38 32

Source: UNCTAD secretariat calculations, based on official national and international sources.
a Gross domestic product or gross national product.
b Gross domestic product.
¢ National income.
d Net material product.
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Annex table 2

GROWTH OF GDP PER CAPITA FOR SELECTED GROUPS OF DEVELOPING COUNTRIES, 1960-1984
( Annual average rate of percentage increase over previous year)

Developing countries 1960- 1970- 1975- 1980- 1980 1981 1982 1983 1984
1969 1974 1979 1984
Total 29 4.2 3.1 -1.5 09 -1.2 -1.5 -28 02
By major category
Major petroleum exporters 3.7 5.7 2.7 -4.0 -1.5 26 -21 -76 -25
Other developing countries 24 3.1 3.0 0.0 24 -04 -13 02 1.7
of which:
Major exporters
of manufactures 29 5.6 4.0 -0.5 23 24 -15 05 29
Least developed 1.1 -1.0 2.0 -0.6 -04 02 00 -08 -17
Other 2.2 1.6 2.5 0.7 30 1.7 -08 12 13
By income group
GDP over $1500 3.6 54 3.6 -24 00 -26 -21 -44 04
GDP from S500 to $1500 23 3.9 1.8 -1.7 09 -02 -08 -35 -l6
GDP less than $500 1.2 0.5 2.3 1.7 44 28 -0.1 30 15
By region
Latin America 2.4 3.9 2.5 -2.7 25 -18 -35 -46 07
North Africa 3.1 2.9 6.1 -1.0 23 30 -05 -12 07
Other Africa 1.6 29 -04  -4.1 04 -28 -27 -62 -43
West Asia 4.6 7.3 24 -4.7 -64 -56 -08 -84 -3.7
South Asia 1.3 -0.9 1.7 2.4 47 29 00 46 21
East Asia 4.0 6.2 6.6 3.3 36 46 1.5 39 38

Source: Based on data of the United Nations Statistical Office, and United Nations Economic Commission for Africa,
Economic Commission for Europe, Economic Commission for Latin America and the Caribbean, and
Economic and Social Commission for Asia and the Pacific, OECD, World Bank and other international and

national sources.
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Annex table 3

DISTRIBUTION OF DEVELOPING COUNTRIES BY RATES OF GROWTH OF OUTPUT, 1960-1985 ¢
( Number of countries)

Period ! 1960- 1970- 1975- 1980- 1985%
4 1969 1974 1979 1984

i,

Growth of GDP

3.5 per cent and above

Total 42 48 48 15 7
Latin America 10 12 10 - 1
North Africa 1 3 6 1 -
Other Africa 15 18 14 4 3
West Asia 8 5 8 2 -
South Asia 1 - 2 2 2
East Asia 7 10 8 6 1

3.5 per cent 10 5.4 per cent

Total 38 16 22 17 22
Latin America 13 6 10 1 2
North Africa 3 1 - 2 3
Other Africa 16 7 7 7 9
West Asia 1 1 1 3 1
South Asia 3 1 4 2 3
East Asia 2 - - 2 4

0.5 per cent to 3.4 per cent

Total 20 31 19 35 35
Latin America 2 7 2 10 11
North Africa 2 1 - 2 1
Other Africa 11 15 14 17 13
West Asia - 2 - - 6
South Asia 3 5 1 3 1
East Asia 2 1 2 3 3

0.4 per cent or below

Total 5 10 16 38 22
Latin America - - 3 14 11
North Africa - 1 - 1 2
Other Africa 4 6 11 18 4
West Asia 1 2 1 5 3
South Asia - 1 - - -
East Asia - - 1 - 2

Source: UNCTAD secretariat calculations, based on official national and international sources.
a Based on available statistics for 105 countries.
b Preliminary. No data available for one country in South Asia, one country in East Asia and 17 countries in
"Other Africa”.
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Annex table 4

GROSS CAPITAL FORMATION AS A SHARE OF GDP FOR SELECTED COUNTRY GROUPS, 1960-1985

( Percentages based on values in current prices)

Country group 1960-  1970- 1975- 1980- 1980 1981 1982 1983 1984 1985
1969 1974 1979 1983
World ¢ 219 235 2311 216 229 224 20.6 20.6
Developed market-economy
countries 224 238 226 209 224 21.7 19.8 19.7 19.9 20.0
North America 196 195 19.7 17.8 18.6 194 164 169 179 169
Western Europe 237 248 221 202 222 198 194 19.3 19.3 18.8
Japan 354 372 320 308 326 31.6 304 28.6 28.2 28.2
Others 262 266 247 247 253 27.8 239 219 239
Developing countries and
territories 19.3  21.7 252 245 250 252 23.8 24.2 23.2 23.1
Latin America 21,0 233 247 214 235 2277 206 179 172 179
North Africa 18.5 235 327 296 29.4 30.1 28.6 30.1 .. .
Other Africa 14.1 18.5 226 225 236 243 21.8 198 .. .
West Asia 19.2  19.6 242 270 237 27.6 257 309 27.5 259
South Asia 16.8 182 22.1 234 244 23.6 232 226 “
East Asia 177 23.6 269 27.7 28.4 277 270 27.7

Source: UNCTAD secretariat, based on data of the United Nations, OECD and IMF.

a Excluding socialist countries of Eastern Europe and China.
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Annex table 5

WORLD 4 TRADE SUMMARY: ANNUAL RATES OF CHANGE IN VOLUME AND PRICES,
BY MAIN COUNTRY GROUPS IN 1984 AND 1985 AND FORECASTS FOR 1986 AND 1987

(Percentage)
Country group 1984 1985 1986 1987
Actual Estimated Forecast
World
Export volume 7.8 2.8 3.7 3.1
Developed market-economy countries
Export volume 9.7 4.0 3.5 33
Terms of trade -1.0 1.0 7.0 0.5
Purchasing power of exports 9.2 5.6 10.7 3.8
Import volume 11.6 4.8 4.8 5.1
All developing countries
Export volume 6.5 -0.4 4.1 3.6
Terms of trade 2.4 -0.9 -19.0 -1.4
Purchasing power of exports 6.9 -1.3 -15.7 2.2
Import volume 1.3 -3.3 -4.7 -0.4
Oil-exporting developing countries 4
Export volume 0.0 -3.3 4.7 3.0
Terms of trade 1.0 0.3 -40.8 -3.8
Purchasing power of exports 0.7 -3.0 -38.0 -1.0
Import volume -6.2 -5.7 -18.0 -5.4
Net oil-importing developing countries ¢
Export volume 11.5 2.7 3.5 4.0
Terms of trade 3.3 -1.9 2.5 -2.0
Purchasing power of exports 15.4 0.7 6.1 1.9
Import volume 7.1 -1.9 4.0 2.0

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

Note: The terms-of-trade calculations for groups of countries have been made by the UNCTAD secretariat using a
methodology briefly described in the UNCTAD Handbook of International Trade and Development Statistics,
Supplement 1985 (United Nations publication, Sales No. E F.85.11.D.12), p. 536.

Excluding China and the socialist countries of Eastern Europe.
Major petroleum exporters plus Bolivia, Egypt, Malaysia, Peru and Tunisia.
¢ All developing countries /ess oil-exporting developing countries as defined above.

>R
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Annex table 6

DEVELOPING COUNTRIES: EXPORTS BY DESTINATION, 1975-1985
(Annual percentage change)

Exports to 1975-  1980-  1981-  1982-  1983-  1984-

1980 1981 1982 1983 1984 1985 @
Developed market-economy countries 21.5 -1.4 -14.5 -6.7 7.7 -11.8
EEC 19.3 -12.7 -14.0 -15.5 1.4 -17.4
United States 25.1 -6.6  -17.7 8.1 14.5 -8.1
Japan 22.5 -1.9 -8.4 -8.8 5.8 -8.7
Socialist countries 15.4 7.3 5.9 0.4 -0.9 -6.2
Developing countries 23.1 9.6 -5.0 -7.5 7.1 -14.4
World 21.5 -2.8 -11.0 -6.5 7.1 -12.2
Memo item: imports from world 18.3 9.5 -6.1 -7.7 1.1 -8.4

Source: UNCTAD secretariat calculations.
a First half of each year.

Annex table 7

DEVELOPING COUNTRIES: INTRATRADE, 1975-1985
(Annual percentage change)

Region 1975- 1980- 1981- 1982- 1983- 1984-
1980 1981 1982 1983 1984 19854
All developing countries 23.1 9.6 -5.0 -7.5 7.1 -14.4
of which in:
Africa 8.7 2.5 -11.0 -10.2 12.2 3.4
Latin America 19.0 0.0 -4.0 -10.3 -0.1 -4.7
West Asia 23.0 41.6 1.5 -12.7 10.0 -23.8
South and East Asia 27.3 9.5 4.3 4.8 10.0 -9.7

Source: UNCTAD secretariat calculations.
a First half of each year.
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Annex table 8

TRENDS IN WORLD MARKET PRICES FOR MAJOR AGRICULTURAL PRODUCTS
AND MINERALS EXPORTED BY DEVELOPING COUNTRIES, 1980-1985

Nominal @ Deflated b
Period Agri- Minerals Total Agri- Minerals Total
cultural cultural
products products
Indices, 1980= 100
1981 85 86 85 89 91 89
1982 70 78 72 76 85 78
1983 75 77 75 85 88 86
1984 77 73 76 91 86 90
1985 67 72 68 79 85 80
Percentage change
1980-1982 -30 -22 -28 -24 -15 -22
1982-1985 -4 -7 -5 4 0 3
1980-1985 -33 -28 -32 -11 -15 -20

Source: UNCTAD, Monthly Commodity Price Bulletin, United Nations, Monthly Bulletin of Statistics.

a In terms of United States dollars.

b Nominal index deflated by United Nations index of unit values of exports of manufactures from developed

market-economy countries.

Annex table 9

DEVELOPING COUNTRIES: CONTRIBUTION OF EXPORTS TO GROWTH OF REAL GDP, ¢ 1981-1985

( Percentage)
Region b 1981 1982 1983 1984 1985
North Africa I -2.8 0.0 0.2 0.1 1.0
I 0.9 2.0 -0.2 -0.2 0.3
Other Africa I -3.2 0.1 -0.1 4.2 1.5
I -3.0 -1.2 2.3 2.5 -1.5
Latin America I 0.6 -0.1 0.6 1.8 0.6
I 0.2 -1.2 -0.6 0.8 -1.3
West Asia I -2.1 0.4 -1.1 -1.1 -0.2
I 4.5 7.7 1.1 1.4 14
Other Asia I 2.5 0.6 29 4.9 1.6
I1 0.9 -1.6 1.7 4.9 0.8
All developing countries I 0.0 0.2 0.9 2.5 0.9
I 0.8 0.2 0.1 2.2 -0.2

Source: UNCTAD secretariat calculations.

a Changes in real exports expressed as a percentage of previous year’s GDP.
b 1 = exports unadjusted for terms of trade changes; I1 = exports adjusted for terms of trade changes, i.e.,

purchasing power of exports.
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Annex table 10

PRODUCTION OF MAJOR AGRICULTURAL COMMODITIES,
1978-1980 TO 1983-1984

Developing countries Developed market-economy
countries
Commodity group Value in Volume Value in Volume

1978-1980  (1978-1980=100) 1978-1980  (1978-1980= 100)

Per cent  1981-1982 1983-1984 Per cent  1981-1982 1983-1984

Food and tobacco 4 66.9 107 114 76.8 107 102

Tropical food and

beverages b 11.7 109 108 0.2 103 102

Vegetable oilseeds and

oils ¢ 8.3 112 117 10.9 105 92

Agricultural raw

materials 4 13.1 97 97 12.1 101 98
Total 100.0 107 111 100.0 106 100

Billions of dollars

Total value in constant
prices € 245 261 272 179 190 180

Source: FAO Production Yearbook, 1978 and 1984; UNCTAD, Yearbook of International Commodity Statistics, 1985
(United Nations publication, Sales No. E.85.11.D.24).
Note: All data in this table are derived from quantities produced, valued at average world export unit values in
1978-1980.
Wheat, rice, maize, sugar, beef, tobacco.
Cocoa, coffee, tea, bananas.
Copra, groundnuts, linseed, olive oil, palm oil, palm kernels, soya- beans, sunflower seed.
Cotton, jute, sisal, wood, natural rubber, industrial roundwood.
Valued at average world export unit values in 1978-1980.

AR A
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Annex table 11

VOLUME OF WORLD @ PRODUCTION OF MINERALS, ORES AND METALS IN RELATION TO
INDUSTRIAL PRODUCTION IN DEVELOPED MARKET-ECONOMY COUNTRIES, 1980-1984

(Indices, 1980=100)

1980 1981 1982 1983 1984

Production of minerals, ores and

metals 4 in:
Devcloping countries 100 101 100 99 105
Developed market-economy countries 100 98 83 83 93
Total 100 99 89 89 97

Industrial production in developed
market-economy countries

Total 100 100 96 100 107
of which:
Basic metals 100 99 85 87 94
Metal products 100 101 97 100 110

Source: UNCTAD, Yearbook of International Commodity Statistics, 1985; United Nations, Monthly Bulletin of
Statistics, November 1985.

a Excluding China and the socialist countries of Eastern Europe.
b Indices based on quantities valued at 1980 export unit values of individual ores and metals (separately for

developing countries and for developed market-economy countries). For individual minerals, ores and metals
included, see annex table 12.
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Annex table 12

PRODUCTION OF MAJOR MINERALS, ORES AND METALS IN DEVELOPING COUNTRIES
AND IN DEVELOPED MARKET-ECONOMY COUNTRIES, 1980-1984 4

Value Indices Value
Commodity 1980 1981 1982 1983 1984 1984 1980-1984
cumulative
change b
§$ billion 1980= 100 $ billion
Developing countries
Bauxite/alumina/aluminium 4.26 97 79 88 101 4.29 -1.53
Copper ¢ 6.88 84 75 81 77 5.30 -5.71
Iron ore 4.11 107 104 98 94 3.88 0.10
Tin 2.96 83 72 65 59 1.75 -3.57
Others 4 4.77 100 85 77 91 4.33 -2.23
Total 22.98 94 83 82 85 19.55 -12.94
Developed market-economy
countries
Bauxite/alumina/aluminium 19.45 86 59 66 82 15.90 -20.88
Copper ¢ 7.20 89 70 74 64 4.58 -7.48
Iron ore 6.03 98 78 66 77 4.65 -4.90
Others 4 10.76 97 75 75 87 9.39 -7.10
Total 43.44 91 67 70 79 34.52 -40.36

Source: See table 12 of the text.

a Production in each of the years 1980-1984 has been calculated by valuing quantities produced at unit values

of exports in the year in question.

Ore and metal.

0O O

Aggregate value of production in 1981-1984 /ess four times the value of production in 1980.

Lead, manganese ore, nickel and phosphate rock (plus tin for developed market-economy countries).
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Annex table 13

CHANGES IN COPPER AND IRON ORE PRODUCTION AND CAPACITY IN DEVELOPING COUNTRIES
AND IN DEVELOPED MARKET-ECONOMY COUNTRIES, 1980-1990

(Millions of tons)
Developing countries Developed market-
Commodity Year economy countries
Production Capacity Production Capacity
Copper 1980 3.47 4.08 2.57 3.19
1984 3.87 4.69 2.50 3.37
1990 - 5.56 . 3.27
Change 1980-1984 0.40 0.61 -0.07 0.18
1984-1990 . 0.87 . -0.10
Iron ore 1980 136 1864 200 266 4
1984 132 196 159 240
1990 . 209 . 216
Change 1980-1984 -4 106 -41 -26°
1984-1990 - 13 . -24

Source: UNCTAD, Yearbook of Iniernational Commodity Statistics 1985; International Wrought Copper Council,
Survey of planned increases in world copper mine, smelter and refinery capacities, 1980-1987,, London, 1983;
Intergovernmental Council of Copper Exporting Countries, Survey of Mine, Unrefined and Refined Copper
Capacities, Paris, 1985; United States Bureau of Mines, Mineral Facts and Problems, 1982 and 1985,
Washington, D.C.

a 1981.
b 1981-1984.
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Annex table 14

NET DEBTOR DEVELOPING COUNTRIES: ¢ OUTSTANDING DEBT, DEBT SERVICE AND
DEBT-SERVICE RATIOS IN 1984 AND 1985 AND FORECASTS FOR 1986 AND 1987

( Billions of dollars)

Debt and debt ratios 1984 1985 1986 1987
Actual  Estimated Forecast
Debt outstanding, end of year ® 760.4 796.7 825.0 852.0
of which:
Medium- and long-term debt 612.3 655.3 698.0 728.0
IMF credit 31.6 35.3 35.5 33.0

Debt service on medium- and
long-term debt ¢

Medium- and long-term loans 88.7 91.1 93.3 99.6
IMF lending 4.6 6.1 8.4 10.4
Total 93.3 97.2 101.7 110.0
of which:

Debt amortization 41.3 46.7 50.3 53.0

Ratio (percentage)
Medium- and long-term debt

outstanding to exports 4 178.6 194.2 2239 223.3
Interest on medium- and long-term debt

to exports 4 14.5 14.2 14.9 15.2
Debt service to exports 4 ‘ 25.9 27.0 30.3 30.9

Source: UNCTAD secretariat calculations, based on international sources.
a See note a to table 22 of the text.
b Short-, medium and long-term, including IMF drawings outstanding.
¢ Estimates of debt amortization for 1984 reflect actual payments. The estimates for 1985 and forecasts for 1986
and 1987 have been adjusted to take into account restructuring agreements that had been agreed, in principle,
up to the end of 198S.
d Goods and services.
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Annex table 15

CENTRAL GOVERNMENT EXPENDITURE
IN DEVELOPING COUNTRIES: TOTAL AND SHARES OF EDUCATION AND HEALTH, 1977-1983

Category of expenditure 1977- 1980 1981 1982 1983
1979

Percentage of total central government expenditure

On education

Latin America 11.8 10.9 10.5 9.3 9.0
West Asia 11.3 15.1 11.9 11.0 .
South and East Asia 9.6 9.0 9.2 9.9 11.0
On health
Latin America 5.6 5.0 4.9 4.8 4.7
West Asia 4.6 5.5 4.8 5.0 .
South and East Asia 3.0 2.7 2.9 3.1 3.3
Percentage of GDP
Total
Latin America 18.3 19.2 21.3 23.9 22.4
West Asia 35.2 32.7 33.4 35.6 .
South and East Asia 16.4 17.6 18.8 18.5 18.4

Source: IMF, Government Finance Statistics Yearbook, vol. 1X, 1985.

Annex table 16

EVOLUTION OF REAL WAGES IN SELECTED LATIN AMERICAN COUNTRIES, 1975 AND 1981-1985
( Annual averages, indices, 1980 = 100)

Country 1975 1981 1982 1983 1984 1985 4
Argentina ® 119.6 89.4 80.1 103.6 131.5 117.2
Brazil € 87.5 106.0 116.4 106.3 106.2 116.5
Chile 4 69.5 109.1 108.7 97.1 97.4 93.2
Colombia ¢ 86.5 101.4 105.2 110.4 118.7 113.4
MexicoS 98.8 102.4 107.7 71.9 74.6 68.4
Perus 119.9 91.4 93.2 86.4 74.7 59.5
Uruguay A 136.5 107.5 107.2 85.0 71.3 86.8

Source: As for table 2 of the text.

a Preliminary.

b Wages for manual workers in manufacturing. 1985: average January-August.

¢ Average wages in industry in general, deflated by the Rio de Janeiro consumer price index; 1985: average
January-June.

d Wages of manual and non-manual workers in non-agricultural sectors except large-scale copper mining and
pulp and paper industries; 1985: average January-September.

e Wages for manual workers in manufacturing; 1985: average January-May.

f Average wage in manufacturing; 1985: average January-April.

£ Wages of private sector manual workers in the metropolitan area of Lima; 1985: average January-August.

h Index of average real wages; 1985: average January-October.
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Annex table 17

EXTENT OF OPEN UNEMPLOYMENT
AS MEASURED ON DIFFERENT BASES IN SELECTED DEVELOPING COUNTRIES, 1973-1984

(Indices, 1980=100) )

Country Basise 1973 1975 1978 1980 1982 1983 1984
Burma EOS 40 41 85 100 135 89 83
Egypt LFSS 27 44 66 100 . . 113
India EOS 50 58 77 100 122 136 150
Indonesia EOS 38 49 67 100 158 . .
Jamaica LFSS 65 65 85 100 976 .
Madagascar EOS 40 31 89 100 62 69
Malaysia EOS 212 171 147 100 95 . .
Mauritius EOoS 84 66 53 100 231 228 219
Pakistan EOS 117 142 103 100 100 106 108
Philippines LFSS 79 66 79 100 125 97 140
Republic of Korea LFSS 62 68 59 100 88 82 76
Singapore LFSS 112 115 103 100 88 409 100
Syrian Arab Republic LFSS 94 109 110 100 . 131 .
Thailand LFSS 35 33 85 100 450 .

Tunisia EOS 56 44 89 100 118

Source: International Labour Office, Yearbook of Labour Statistics, 1983 and 198S.

a LFSS: labour force sample survey; EOS: employment office statistics.

b 1981.
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Annex table 19

MACROECONOMIC INDICATORS IN THE MAJOR WESTERN EUROPEAN ECONOMIES AND IN JAPAN, 1978-1985

Increase in

Growth of

(currency
per US
dollar

Exchange
1973

rate €

Short-term
interest rate
(per cent)

GNP
deflator b

Consumer
prices b

Money
supply
(M1)®

d

Structural
(per cent

budget
of GNP)

Unemploy-
ment rate
(per cent) ¢ balance

Real total
domestic
demand b

Real
GNP ¢

Year

Country

100)

Real

Nominal

101.3
95.5
94.9

122.0

147.6

171.1

196.2

201.7
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Annex table 20

UNITED STATES: LOSS IN UPSTREAM EARNINGS ¢ COMPARED WITH 1985
OF 13 MAJOR AND INTEGRATED OIL COMPANIES

Earnings in 1985
from exploration

Loss from price decline

from $24 per barrel to

and production
519 515
Company $ million $ million Per cent  $ million Per cent
of 1985 of 1985
earnings earnings
Amoco 824 180 22 432 52
Arco 1257 110 8 518 41
Chevron 1258 265 21 629 50
Conoco 142 50 35 118 83
Exxon 2122 210 10 694 33
Marathon 2636 75 29 183 70
Mobil 715 185 26 441 62
Phillips 449 160 36 376 84
Shell 1430 240 17 572 40
Sohio 12548 . L 452 36
Sun 419 90 21 210 50
Texaco 858 ¢ 235 27 627 73
Unocal 3254 70 21 194 60
Total 11 316 1 870 19 ¢ 5 446 48
Source: International Petroleum Finance, March 1986.

&R0 R

Basically from exploration and production.
Estimated earnings after tax.

Partly estimated.

Total earnings.

Calculated after excluding Sohio from total.
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Annex table 21

UNITED STATES: EFFECTS IN 1986 OF FALLING PETROLEUM PRICES
ON 25 COMPANIES’ CAPITAL AND EXPLORATION SPENDING PLANS

Capital and exploration

outlays ($ million) Percentage change
Company 1985 1986
Actual Forecast

Amerada Hess 699 365 -48
Amoco 5400 3 500 -35
Atlantic Richfield 3 800 2 000 -47
British Petroleum 2 560 2 940 +15
Chevron 4 000 3 500 -13
Diamond Shamrock 586 350 -40
El du Pont (Conoco) 3079 2 900 -6
Enserch 438 262 -40
Exxon 10 800 8 000 -26
Kerr-McGee 384 287 -25
Lousiana Land 295 200 -32
Mobil 3513 3 000 -15
Murphy Oil 345 225 -35
Occidental Petroleum 1 598 1100 -31
Pennzoil 590 298 -49
Philips Petroleum 1 060 1 000 -6
Royal Dutch Shell 8 743 7 980 -9
Santa Fe/Southern Pacific 1 100 1 100 -
Standard Oil Company 3177 2 000 -37
Sun Company 1 600 1 430 -11
Tenneco 1719 1 300 -24
Texaco 2 800 2 300 -18
Union Pacific 1 067 800 -25
Unocal 1 850 1200 -35
U.S. Steel (Marathon) 2143 1430 -33

Total 63 346 49 467 =22

Source: International Petroleum Finance, March 1986.
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Annex table 23

EXTERNAL ASSETS OF BANKS IN THE BIS REPORTING AREA AND OF CERTAIN

OFFSHORE BRANCHES OF UNITED STATES BANKS VIS-A-VIS DEVELOPING COUNTRIES, 1974-1985

1974- 1981 1982 1983 1984 1985  Stock at

Area 1980 end 1985
Average Percentage rate of increase @ ($ million)
Developing countries and
territories b 23.2 14.7 8.0 5.4 0.7 3.6 463 767 ¢
Major oil exporters 39.0 15.2 8.1 8.6 -2.0 1.4 199 039
Others 17.1 14.2 7.9 3.0 33 5.4 264 728
By region:
Latin America: Total 200 200 6.1 3.1 -0.1 2.7 249 955
Major oil exporters 4 365 246 4.7 3.8 -3.0 2.1 105 479
Africa: ¢ Total 34.0 8.0 9.8 1.6 -5.0 12.7 49 058
Major oil exportersS 39.0 7.2 17.1 4.5 -6.4 18.0 22 565
West Asia: ¢ Total 31.7 -0.3 9.9 20.0 3.1 -2.0 64 357
Major oil exporters & 42.7 0.6 108 23.6 0.7 -5.8 54 892
South and South-East
Asia: # Total 270 13.1 13.8 7.9 4.1 6.1 99 532
Major oil exporters ¢ 21.8 5.8 359 19.2 8.6 7.1 15 315
Source: Bank for International Settlements, /nternational Banking Statistics, 1973-1983 (Basle, April 1984) and

L ~ W

A S

International Banking and Financial Market Developments (Basle, May 1986).

Based on data for end-December. There are discontinuities in the time series of BIS in 1981 and 1983. The
revised and unrevised totals provided by BIS for those years have been used as appropriate in estimating rates
of growth. -

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

Including a small amount not shown under the regions.

Ecuador, Mexico, Trinidad and Tobago and Venezuela.

Libyan Arab Jamahiriya is included in West Asia up to 1982 (since it could not be separated from this area
in the BIS series). Since 1983, it is included in Africa.

Algeria, Angola, Congo, Gabon, Nigeria and (since 1983), Libyan Arab Jamahiriya.

Bahrain, Iran (Islamic Republic of), Iraq, Kuwait, Libyan Arab Jamabhiriya (up to 1982), Oman, Qatar, Saudi
Arabia, Syrian Arab Republic and United Arab Emirates.

Including Oceania.

Brunei Darussalam and Indonesia.
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