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Explanatory notes 

Classification by country or commodity group 

The classification of countries used in this Report generally follows that of the UNCTAD Handbook of 
International Trade and Development Statistics 1991.l It has been adopted solely for the purposes of statistical 
or analytical convenience and does not necessarily imply any judgement concerning the stage of development 
of a particular country or area. 

The term "country" refers, as appropriate, also to territories and areas. 

Generally speaking, sub-groupings within geographical regions and analytical groupings (e.g. Major petroleum 
exporters, Major exporters of manufactures and Least developed countries (LDCs)) are those used in the 
UNCTAD Handbook of International Trade and Development Statistics 1991. References to "Latin America" 
in the text or tables include the Caribbean countries. 

The term "economies in transition" or similar terminology refers to the countries of Central and Eastern Europe 
(Albania, Bulgaria, Czechoslovakia, Hungary, Poland and Romania) and the former USSR (comprising the 
Baltic republics, the Commonwealth of Independent States (CIS) and Georgia). 

Unless otherwise stated, the classification by commodity group used in this Report follows generally that em
ployed in the Handbook of International Trade and Development Statistics 1991. 

Other notes 

References in the text to TDR are to the Trade and Development Report (of a particular year). For example, 
TDR 1991 refers to Trade and Development Report, 1991 (United Nations publication, Sales No. E.91.II.D.15). 

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

The term 'billion' signifies 1,000 million. 

The term tons' refers to metric tons. 

Annual rates of growth and change refer to compound rates. 

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

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

An oblique stroke (/) between two years, e.g. 1980/81, signifies a fiscal or crop year. 

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

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

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

Details and percentages do not necessarily add up to totals, owing to rounding. 

1 United Nations publication, Sales No. E,F.91.II.D.11. 
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OVERVIEW 
by the 

Secretary-General of UNCTAD 

The world economy has been suffering its most severe recession since the Second 
World War. Production has fallen in the United States and flattened in Japan. Western 
Europe is stagnating: the boost provided by German unification has petered out, while high 
interest rates remain. Growth has picked up in Latin America, but remains slow there and 
in other developing regions, other than parts of Asia. Central and Eastern Europe are 
suffering a precipitous fall in living standards; the transition process is proving much more 
painful than anticipated. Overall, signs of improvement are scant. 

The unexpected severity of the global recession reflects the presence of debt 
deflation in a number of industrialized economies - a process not experienced since the 
Great Depression. Household and business expenditures are being reduced, the flow of 
credit is shrinking, and confidence is being eroded. Econometric forecasts, by taking little 
or no account of the domestic debt overhang, have tended to paint an over-optimistic pic
ture. 

A private sector weighed down by debt and high long-term interest rates will not 
generate stability or growth unaided. Governments must resume their responsibilities, by 
acting to foster a return to financial stability and to stimulate the level of economic activity. 
No single country can solve the macroeconomic problem on its own: the situation demands 
improved coordination. 

Without a swift policy response, cumulative forces may be unleashed, damaging all 
countries. World economic recovery is especially important for developing countries, for 
without sustained export growth further bouts of instability can be expected, including an 
intensification of threats to democratic institutions in countries where these have been es
tablished or re-established only recently. 

Many developing countries, as well as countries in transition, have unilaterally 
undertaken a fundamental change of direction towards greater openness in trade. For 
them to succeed in pursuing outward-oriented strategies, developed countries need to fol
low suit by relaxing their own import restrictions. A successful conclusion to the Uruguay 
Round is therefore highly important. 

Improved development performance will also require further policy effort at home. 
The need for reforms is inescapable, but these should be introduced thoughtfully, on the 
basis of fact, not fiction. 
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Patterns of economic performance 

The disparate experiences of countries during the recent past reflects in large part circum
stances particular to them. In Central and Eastern Europe (including the former USSR) the diffi
culties inherent in introducing viable market and State mechanisms ab initio to replace the now 
defunct system of command and control have taken a severe toll. This manifests itself in different 
ways from country to country, but the general picture is one of sharp declines in industrial output, 
shortfalls in agricultural production, disruption of trade flows, external financial strains, and, 
especially in the former Soviet Union, fiscal imbalances. Some countries in this region are still at 
a relatively early stage in the process of reform, whereas others are fully engaged in the process 
of transformation to a market economy. For both groups further drops in output are in the offing, 
though for a few countries prospects appear to be brighter and, hopefully, reform will soon 
produce some positive economic growth. 

In a number of Latin American countries, inflation has come under greater control, 
creditworthiness continues to improve, and external finance, including foreign direct investment, 
is increasingly available. This has produced for the first time in many years a positive net transfer 
of resources into the region. However, these resources have only partially been translated into new 
investments; they have mostly been directed to short-term uses and portfolio investment. In some 
of the largest economies of the region the investment/GDP ratio is still very depressed. 

African countries continue to labour under the difficulties of putting in place and maintain
ing reforms in the face of poor export earnings. Where efforts at reform have been pursued rig
orously and external conditions have been favourable, growth performance has improved. But 
commodity prices declined by 11 per cent in 1991, and for two commodities that are important for 
Africa - coffee and cocoa - prices are currently at their lowest level in 17 years. The result has been 
a 5 per cent contraction in the value of exports and a squeezing of the external accounts, with all 
the usual consequences for growth. Besides, a number of countries are suffering from severe 
drought. 

In West Asia, the aftermath of the war in the Persian Gulf was the determining factor. In 
those countries with ample financial resources, reconstruction efforts have led to dynamic expan
sion, whereas in those with financial constraints, the pace of recovery from the consequences of 
the conflict has been much slower. In the rest of developing Asia, the quality of domestic policy 
has been a key factor. Economies that have pursued growth-oriented policies for some time have 
continued to do well, although their very success is sometimes generating bottlenecks, particularly 
in economic and social infrastructure, that is slowing the pace of advance. Other countries have 
registered both weak effort in the area of policy-making and poor growth performance. 

A notable feature of the recent past has been the ability of some developing countries to 
accelerate growth or maintain relatively high growth rates in the face of recession in the industrial 
world. This resilience has helped shore up world activity: the volume of imports of Latin American 
and Asian developing countries rose by 10 per cent and 15 per cent, respectively, at a time when 
imports of industrial countries were growing by only 1.5 per cent. However, these countries will 
not be able swim against the tide for long. Especially in Latin America, weakness in export mar
kets risks cutting off the positive dynamics currently prevailing, and the sluggishness of commodity 
prices remains a serious drag on a large number of countries. Greater buoyancy at the centre - i.e. 
the industrial countries - will thus be critical to the world economy as a whole. 
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The undercurrent of debt deflation 

If the 1980s were dominated by the debt crisis in the developing world, the 1990s have started 
under the shadow of one in the developed. 

At the same time that debtor developing countries started to work their way out of their 
difficulties, firms, households, financial institutions, and Governments in a number of developed 
economies began to increase their indebtedness to record levels. In the United States, government 
debt increased as taxes were cut in the hope that increased growth rates would lift total govern
ment revenues; takeover bids for firms were made with borrowed funds in the expectation that the 
capital gains would be more than enough to pay off the loans; households stepped up their bor
rowing, thinking that incomes would rise sufficiently to allow them to repay; and savings and loans 
institutions, followed by banks, borrowed funds in order to invest in higher yield (and more risky) 
assets to offset the costs of financial market deregulation. The premise was that the steady ex
pansion and asset price inflation of the 1980s would persist and continue to sustain a rising burden 
of debt. 

Thus, when the expansion came to a halt in mid-1989, all sectors found themselves over-
committed. The cyclical fall-off in demand was therefore aggravated not only by the war in the 
Persian Gulf, but also by a shift of behaviour away from accumulating debt towards repaying it. 
This change was especially marked in the United States, the United Kingdom, and a number of 
smaller developed countries. The slowdown spread to continental Western Europe as Germany 
curtailed government expenditures related to the reunification of the country. It also hit Japan, 
which encountered problems of unprecedented gravity in the financial sector. 

Behind the difficulties faced by many countries was a surge in bank lending for the purchase 
of commercial property. In the United States and the United Kingdom, for instance, this had gone 
so far as to cause a massive oversupply, followed by a sharp fall in prices. In Japan, where prop
erty is often used as collateral for stock market operations, property and stock prices had been 
lifted in a speculative bubble. Monetary policy was then tightened, triggering falls in asset prices 
steep enough to threaten the solvency of both the investment companies and the banks that had 
funded them. In all three countries, banks have experienced losses on their property loans and are 
sharply restricting lending for this purpose. Firms unable to find finance as a result are being 
forced to sell, driving down the market prices of the assets held by the banks still further. House
holds are also under pressure: much of their borrowing from banks has been backed by their pri
mary residence, and their incomes have risen little or have even declined. 

Typically recessions, by reducing profits, diminish the main source of finance for business 
investment. For expenditures to recover, banks must be willing and able to extend loans. Other
wise, the recovery may be aborted and the economy will at best move in fits and starts, with each 
expansion bumping up against a financial constraint. 

The imminent introduction of the BIS capital adequacy requirements (which oblige many 
banks to raise the ratio of bank capital to risk-weighted assets) and increased pressure from bank 
supervisors have provided further impetus to banks in the United States and elsewhere to reduce 
the pace of their lending and to change the composition of their assets in favour of those with 
lower risk weighting. As banks have become altogether more prudent, they have sharply reduced 
the funds available to firms to expand out of the recession. 

This process corresponds closely to a "debt deflation" - a process whereby a decline in banks' 
willingness and ability to lend forces debtors to curtail operations or resort to distress sales of in
ventories or other assets, which in turn lowers incomes and asset prices further and thus prolongs 
the recession. The present recession is the first in the postwar period in which debt deflation has 
played a crucial role. 
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The global economy thus appears to be at an impasse, with the private sector in most major 
economies unable to take the lead in reigniting growth. This is precisely the context in which it is 
most apt to adopt Keynesian policies of raising government spending in order to stimulate private 
consumption and investment demand, and thus make fuller use of productive capacities. 
Counter-cyclical fiscal policies have been used with positive results on countless occasions in the 
past. Nevertheless, because budget deficits have been high, fiscal expansion is being resisted even 
where it is most needed, that is in countries where the debt-deflationary undercurrent runs 
strongest. However, the cyclical component of the government deficit is larger than the structural. 
By promoting income growth, higher expenditures would probably reduce rather than increase 
deficits. 

For recovery to be sustained, long-term interest rates need to fall and to be kept permanently 
low. Long-term rates are high even in the United States - roughly double historical averages for 
sustained expansion - despite repeated cuts in short-term interest rates, the reason being fears that 
the Federal Reserve Board's policy will lead to an increase in short-term rates once recovery gets 
under way. 

Action is also needed to bring short-term interest rates in Western Europe down nearer the 
levels currently prevailing in the United States and Japan. Otherwise, the dollar or the yen, or 
both, could come under intense pressure and depress stock markets, particularly if expectations 
of recovery in the United States continue to be frustrated and if there is a continued slowdown in 
Japan. Besides, upward pressure on the deutche mark relative to the dollar and the yen could 
cause the German currency to strengthen against those of other members of the European Mon
etary System, forcing the latter to tighten monetary policy so as to prevent strains on the European 
Exchange Rate Mechanism becoming intolerable. 

New policy initiatives are urgently required: 

Developed countries should increase demand and activity at home by increasing spending on 
social overheads and infrastructure - areas which have been badly neglected, particularly in 
the three largest economies suffering from debt deflation. Such spending would also improve 
productivity and contribute to structural improvement in economic peformance; 
They should enlarge their export markets by substantially strengthening the flow of long-term 
capital to developing countries and countries in transition, and by renewing SDR allocations. 
This would also accelerate growth in those countries; 
Now that price pressures are under control, the Federal Reserve Board should return to a 
policy of targeting the rate of interest, i.e. the policy it pursued before changing its procedures 
in 1979 to counteract a virulent inflation; 
Germany should lead the way in bringing down European rates to provide its partners with 
more scope for expansionary action. 

Unless measures along these lines are taken, the global economy will continue to be at risk 
from the strong undercurrent of debt deflation, and suffer continued stagnation. Stronger global 
growth is needed if the developing countries are to achieve sustained expansion. 1980s thinking 
should not be allowed to stand in the way by producing another "lost decade". 

International capital markets and debt 

The external financing of developing countries has continued to be characterized by sharp 
contrasts. 

Several countries of South and South-East Asia once again increased their borrowing in the 
form of both bank loans and bond issues. The recent revival of bond lending to certain Latin 
American countries also continued, now accompanied by substantially increased foreign invest
ment. Argentina, one of the countries receiving increased inflows of external financing, reached 



agreement on a restructuring of its debts to its creditor banks only in early 1992, while for Brazil, 
another such country, a preliminary agreement was attained still more recently. 

Yet it would be premature to conclude that the debt problems and external financial 
stringency of developing countries have been resolved. The increased bond lending to Latin 
American countries was not accompanied by a rise in bank lending. Moreover, the terms of the 
bond issues were onerous: they carried relatively high yield spreads over benchmark interest rates 
and were enhanced by techniques designed to reduce risks for investors. Although the turn-about 
in financial transfers to Latin America in 1991 was substantial, a large part was attracted by high 
interest rates, currency appreciation or both. These are forces which can discourage investment 
and damage industry by reducing competitiveness. Moreover, the recipient countries are highly 
vulnerable to sudden reversals of market sentiment. The surge in inflows can also create problems 
for macroeconomic management: to prevent inflation, the impact on the money supply needs to 
be sterilized by selling government securities, but this can lead to a mushrooming of domestic 
public debt at very high interest rates. 

Furthermore, for the majority of borrowers from the developing world, access to external fi
nancing remains difficult and its costs high. Net lending by banks was negative in 1991 to all major 
developing regions other than South and South-East Asia, and preliminary estimates indicate a 
continuation of the negative net flows of medium- and long-term export credits to developing 
countries observed in 1990. Several developing countries are currently engaged in negotiations for 
the restructuring of their debts to banks. Moreover, in 1991, unfavourable changes in the costs 
and other terms of financing and payments arrangements for developing countries' imports out
numbered favourable ones. Adverse perceptions of creditworthiness are evident, for example, in 
the terms on official insurance for financing and payments arrangements available from the export 
credit agencies of two OECD countries. 

Such perceptions have also depressed bank lending to the countries of Central and Eastern 
Europe, though this was partly offset by greater reliance on official or officially guaranteed fi
nancing. However, experience in this region was not uniform, and Hungary, for example, contin
ued to be able to raise substantial sums through bond issues. 

* * * 

As regards official bilateral debt, the recent adoption by most Paris Club creditors of the 
"enhanced" Toronto terms for the poorest countries is welcome. This treatment, however, repres
ents a substantial dilution of the proposed Trinidad terms. The latter are the right benchmark for 
debt reduction, though they would need to be buttressed by additional country-specific measures. 
The debt reduction that will result from the enhanced Toronto terms will be significantly smaller, 
and would eventually apply to the entire stock of eligible debt only after another series of repeated 
reschedulings. For many of the beneficiaries, debt burdens will still remain unsustainable. There 
is therefore need to further review the scale and modalities of debt reduction for the poorest 
countries, in order to remove their debt overhang once and for all. 

* * * 

The rapid globalization of finance that has occurred in the last two decades, spurred on by 
liberalization and deregulation, has given rise to the need for a framework for governance of 
international banking. Recognition of this need has been reflected in the efforts of the Basle 
Committee on Banking Supervision to strengthen and harmonize prudential supervision. One 
important outcome of its work was the 1988 agreement to establish a target level for banks' capital 
in relation to a risk-weighted sum of their assets and off-balance-sheet exposures. Others include 
statements on the respective responsibilities of supervisors in the parent and host countries of 
international banks, and appropriate prudential guidelines for different banking risks and money 
laundering. The Basle Committee has had an impact not only on Governments' regulation of 
banking but also on the internal controls employed by banks in their day-to-day business. 

Nevertheless, various events, most recently the failure of the Bank of Credit and Commerce 
International (BCCI), have pointed to continuing weaknesses in the regulation of banks in some 
centres and to the impediments posed to supervisory cooperation by laws on banking secrecy. As 
a result, the Basle Committee has now produced new guidelines, which emphasize the supervisory 
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responsibility of the authority in an international bank's parent country. In order to prevent key 
banking entities from escaping adequate supervision, the guidelines state that parent authorities 
should have the right to information on the international operations of banks under their super
vision; on the other hand, supervisors in host countries should have the right not only to refuse 
market access to foreign banks but also to take restrictive measures against branches of such banks 
already on their territories, if they are not satisfied with the adequacy of the supervision of the 
parent banks in their home countries. 

If the guidelines are adhered to, the market access of foreign banks and thus global financial 
liberalization will be more explicitly linked than before to the observance of adequate supervisory 
standards. This will result in a global improvement of prudential regulation. 

Reforming trade policies 

In an effort to benefit more fully from international specialization and more competition in 
the home market, many developing countries liberalized their trade in the late 1980s and early 
1990s, generally as part of a more comprehensive programme of structural adjustment. The si
multaneous adoption of liberal trade regimes by many developing countries makes it necessary for 
developed economies to open up their markets, too, if increased exports from the developing world 
are to be absorbed. Otherwise, efforts by developing countries to increase exports could depress 
the export prices of their raw materials and labour-intensive manufactures, which will continue to 
make up the bulk of their exports. But the trend towards greater openness in developing countries 
has been accompanied by more, not less, protectionism in developed ones. This shortcoming needs 
to be corrected in wrapping up the Uruguay Round. 

Trade liberalization needs to be introduced with care. A sudden lifting of protection will 
cause irreversible losses of capital, labour skills and technological capabilities if, as is often the 
case, import-competing firms are unable to adapt rapidly. Strengthening the competitiveness of 
import substitutes takes time and resources, as does the expansion of export supply capabilities, 
Both processes typically involve a prolonged learning process. 

The experience of successful developing country exporters in recent decades puts into ques
tion the simplistic view that any form of protection is inimical to export success. Although rapid 
export growth has often been a crucial element of good economic performance, there is no auto
matic link between the trade regime and export growth. Some countries with rapid export growth 
have, indeed, had fairly liberal trade regimes - but others have not. Inward and outward orien
tation should be looked at as complementary, not incompatible. Most successful exporters have 
managed to combine elements of both export promotion and protection. Typically they have gone 
through a phase of import substitution before breaking into international markets. Many of them 
gradually converted previously inward-oriented industries into outward-oriented ones, while 
maintaining some degree of protection, and have introduced across-the-board import liberalization 
only after, sometimes well after, the upturn of exports. This suggests that trade reform should 
follow a sequence in which protection is reduced substantially first on inputs used by export sec
tors, and on other goods only after export supply capabilities have been built up. 

Country experiences in the 1980s also indicate that export success involved one or more of 
the following: (a) management of the exchange rate and the use of export subsidies in the early 
stages of export growth; (b) the establishment of export processing zones; (c) active industrial 
policies to support the learning process, especially where new products and markets are involved. 
If necessary, targeted incentives and infant industry protection should be provided for strictly 
limited periods. Moreover, intervention to ensure the availability of financing in the amounts and 
on the terms required will also generally be necessary. 

The experience of developing countries in the 1980s suggests that trade liberalization can be 
destabilizing when the economy lacks enough foreign exchange to finance an adequate level of 
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imports, because it may need to be accompanied by very sharp devaluations. On the other hand, 
combining trade and other structural reform policies with macroeconomic stabilization in large 
reform packages can overload policy and inflate the costs of adjustment. A phased approach, 
whereby macroeconomic stabilization comes first and structural reforms are implemented in a 
gradual sequence thereafter, often stands a better chance of success. 

Country experiences, both old and recent, also indicate that liberalization of international 
capital flows heightens the potential for macroeconomic instability. Since such flows are inher
ently volatile, some control over them is a necessary part of the Government's array of policy in
struments. 

Reforming public enterprises 

In many developing countries, the public sector is in severe crisis, in many cases radical re
form often being needed. There are various options for reform, principally restructuring, 
privatization and liquidation. No single answer is applicable everywhere, for the extent and nature 
of the remedy called for depends on how the performance record of a public enterprise is judged 
against the objectives set for it. Privatization is often desirable and feasible, but many enterprises 
will inevitably remain under public ownership. The question is how to restructure them to obtain 
maximum efficiency. 

Public enterprises have been important in many countries, both developed and developing, 
notwithstanding differences of political regime and philosophy. They have often played a strategic 
role in industrialization. In many cases they were established because private entrepreneurs lacked 
sufficient capital or incentive to undertake investments of benefit to the economy as a whole, or 
to avoid the establishment of a private monopoly. Other reasons included distributional and 
allocative considerations, or a desire to provide essential consumption goods and intermediate in
puts at low prices, or the need to raise government revenue in the face of an ineffective tax system. 

However, in practice public enterprises have often been made to pursue goals having little 
or no connection with the original rationale, and many have been allowed to continue even when 
the reason for their existence no longer held. This has significantly impaired their performance. 
But public enterprises are not always poor performers. Besides, judgement of their performance 
is not a simple matter: measures such as deficits, borrowing requirements and profits can be mis
leading when a firm's financial results fail to provide an accurate gauge of the costs and benefits 
to society. A number of different measures reflecting the objectives being pursued by the public 
enterprise should be considered before passing judgement. 

That said, it remains clear that public enterprises performed especially poorly in the 1980s. 
They were hard hit by the sharp swings that took place in international interest rates, terms of 
trade and commodity prices, and in net foreign lending. Many bankrupt private firms became 
public enterprises as a result of rescue operations. Moreover, adjustment policies frequently im
proved balance sheets by reducing expenditures critical for improved long-term performance. 
However, bad management has also plagued public enterprises, owing to the lack of effective sys
tems of ownership, control, and budgeting, political pressures, and corruption. The problems of 
bad management are often exacerbated by the absence of competition in the public enterprises' 
product markets. 

Long-term corporate planning is especially important for public, as well as private, enter
prises in developing and the formerly socialist countries because of the costs and time involved in 
"learning by doing". In these economies, public ownership can sometimes be the only way to en
sure that the budget constraint is sufficiently flexible for this purpose. However, it needs to be 
combined with a strict discipline on management to perform well. Greater competition generally 
brings efficiency gains, though in some lines of production a proliferation of enterprises can result 
in a considerable loss of scale economies. But public enterprise reform is not synonymous with 
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abandoning every kind of government intervention. The approach followed by many successful 
countries has been to integrate competition policies into a broader industrial policy. 

In many cases, public enterprises need to be relieved from some of the tasks they have been 
allocated. The crucial question for the Government then is whether to abandon these tasks alto
gether - as is often advised - or to pursue them using other instruments. If non-commercial ob
jectives continue to be assigned to the enterprise, the costs should be financed separately and 
transparently. The Government should not interfere in the management's operational decisions, 
but the autonomy it grants must be matched with rewards and penalties that are closely linked to 
performance. Preferential financial treatment may be warranted for enterprises operating in care
fully selected priority areas, but should not be given simply because the enterprise is publicly 
owned. 

The pricing and employment policies of public enterprises often need to be thoroughly re
viewed. In general, taxes and direct subsidies provide a better way to achieve distributional ob
jectives than controls over prices of their outputs, but they can overburden a country's 
administrative capabilities. The employment policy of public enterprises also often needs to be 
changed, for it is typically one of the principal causes of poor performance. In principle, over
manning should be stopped; and if income support is needed, it should be given through insti
tutions designed to provide social benefits. Deviations from this rule should take place only in the 
context of clearly formulated employment policies. 

However, no guidelines will guarantee greater efficiency in the presence of clientelism and 
political irregularities. In many developing - and, for that matter, developed countries as well -
public enterprises have been expected to favour certain interest groups through their employment 
and pricing policies. Thus, political reform can be a prerequisite for effective enterprise reform. 

The reform of public enterprises under programmes of structural adjustment and 
privatization has frequently been aimed not at obtaining a sustained improvement in efficiency but 
simply at improving short-term financial results and reducing the size of the public sector. Thus, 
the measures recommended here, which take account of both efficiency considerations and the 
social dimension, will often require a change of perspective. 

K.K.S Dadzie 
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Chapter I 

THE GENERAL OUTLOOK 

The world economy is in a period of un
coordinated, disparate and overall weak 
growth, with little prospect of a vigorous re
covery in the near future (see table 1). In a 
continuation of trends which became increas
ingly evident in 1989 and 1990, world economic 
activity weakened further in 1991, with output 
estimated to have been roughly unchanged 
from the previous year, but with the volume of 
international trade having expanded modestly. 
The current outlook is for a very weak recovery 
in 1992, with the pace of economic activity un
likely to equal even the relatively poor showing 
of 1990. Furthermore, there is little probability 
of an early return to the growth rates of the 
1980s. Nevertheless, the performance and 
prospects of the various economic groupings 
and regions remain very different. 

While production stagnated in 1991, 
world trade volumes are estimated to have 
grown by about 3 per cent, and the value of 
world trade by less than 2 per cent. Interna
tional primary commodity prices in dollar terms 
fell across the board, with the exception of 
non-fuel minerals, and those of manufactures 
stagnated. Export performance was strongest 
in developing countries, where volumes ex
panded by 8 per cent, compared to slightly 
more than 3 per cent for the developed econo
mies. In contrast, the volume of exports from 
Central and Eastern Europe and the former 
USSR fell by an estimated 15 per cent and im
ports by 20 per cent, in reflection of the overall 
grave economic situation of many of those 
countries. In 1992, world export volumes are 
expected to pick up slightly, partly in response 
to the weak recovery in the developed market 
economies. 

Performance in developing countries was 
somewhat better than expected in 1991, with 
aggregate GDP growing by about 3 per cent. 
Most countries of East Asia continued to out
perform the rest of the world economy and are 
likely to continue to do so for some time, albeit 
at relatively lower rates of growth. In Latin 

America there were positive growth rates of per 
capita GDP for the first time since 1987, an 
accomplishment which should be repeated in 
1992. African per capita GDP continued its 
slow absolute decline in 1991, with little pros
pect of any early significant reversal. The 
countries of Central and Eastern Europe and 
the former USSR are, in many cases, struggling 
to transform their economic and social struc
tures in the context of severe economic de
pression and in the face of economic and social 
problems of reconstruction on a scale normally 
limited to the aftermath of major disasters. The 
developed market economies themselves are 
performing with different degrees of effective
ness and, on balance, are likely to grow at 
slightly lower rates over the medium term than 
in the 1980s. Countries members of EEC have 
the firmest grounds for moderate optimism in 
the medium term, although the evolution of the 
Community is open to some uncertainty in the 
light of recent events. 

Some of the key problems facing the 
world economy are structural in nature, and 
specific to particular country groups or regions. 
The clearest example is, of course, that of the 
countries of Central and Eastern Europe, where 
new political, economic and social institutions 
are having to be built to replace the former 
ones. Institution building in EEC will also be 
important to its economic future. Other devel
oped economies, such as the United States and 
the United Kingdom, face major tasks of re
building deteriorated infrastructures in the light 
of difficult fiscal constraints. In Asia, growth 
in many of the newly industrialized economies 
will increasingly be constrained by environ
mental deterioration and too little investment 
in infrastructure. In contrast, the process of 
development has scarcely been launched in 
Africa. In all regions problems stemming from 
demographic changes and pressures require ur
gent attention. In sum, measures to put the 
world economy on a balanced and sustainable 
path of development require not only macroe
conomic policy coordination, but also ap
proaches which are carefully tailored to the 
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Table 1 

WORLD OUTPUT, 1980-1991, AND FORECASTS FOR 1992 AND 1993 

(Percentage change) a 

Country group 

World 

Developed market-economy countries 

of which: 

North America 

Western Europe 

Other 

Central and Eastern Europe 
and former USSR 

Developing countries 

of which in: 

America 

Africa 

Asia 

1980-1990 

2.9 

2.8 

2.9 

2.3 

3.9 

20 

2.6 

1.3 

1.9 

38 

Actual 

1990 

1.9 

2.2 

1.0 

2.2 

4.8 

-4.5 

3.2 

0.3 

2.1 

5.3 

1991 

Estimated 

• 

0.5 

-0.8 

0.2 

36 

-15.4 

3.2 

3.0 

3.1 

3.6 

1992 1993 

Forecasts 

1.5 

1 5 

1.7 

1 1 

2.0 

-10.3 

47 

3.2 

3.8 

6 1 

3.0 

3.0 

29 

2.8 

3.4 

-5.0 

49 

3.4 

3.8 

6.1 

China 

Memo item: 
Least developed countries 

88 

2.8 

52 

2 1 

7.0 

0.2 

8.0 

3.4 

7.5 

3.4 

Source: UNCTAD secretariat calculations, based on national and international sources, and SIGMA for forecasts. 
a Annual average or change over previous year 

specific needs of individual countries and re
gions while at the same time being mutually 
supportive and taking account of global inter
dependence. The ability of individual countries 
and regions to cope with their disparate prob
lems nevertheless would be significantly en
hanced by a strong and stable international 
trading and financing environment. 

In the following chapter a review of re
cent developments and likely trends in interna
tional trade, commodity and financial markets 
is presented. Developments and prospects by 
economic grouping and geographic region are 
reviewed in chapter III, and in chapter IV the 
longer-term implications of current economic 
trends are examined." 
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NTERNA 

A. 

1. Recent developments 

The deceleration of world trade expan
sion that began in 1989 continued throughout 
1991. The 3 per cent growth in the volume of 
world trade in 1991 (see table 2) was the small
est since 1983. The recession in North America 
and the United Kingdom, weakening invest
ment trends in Japan and the economic slow
down in Western Europe all served to dampen 
demand for tradeable goods. A further con
tributing factor was the sharp output con
traction in Central and Eastern Europe and the 
former USSR. Indeed, the slowdown in the 
pace of world economic activity has been more 
pronounced and longer lasting than originally 
expected. Preliminary data indicate that slack
ening trade growth was evident in all major 
sectors. In particular, the quantum index of 
manufactures exported from developed 
market-economy countries increased by less 
than 2 per cent in 1991, as against almost 5 per 
cent in 1990, while imports of fuel into those 
countries fell by 1 per cent, compared with an 
increase of almost 3 per cent in 1990. 

There were, none the less, some 
countervailing forces which prevented a 
sharper slowdown in world trade. Despite 
generally less favourable export markets out
side the region, East Asian countries continued 
to grow rapidly and buoyant domestic activity 
bolstered imports. In addition, increasing 
intra-regional trade and the continued inflow 
of foreign direct investment were important 
factors. Import demand was also strong in the 

Chapter II 

ONAL MARKETS 

trade 

Persian Gulf area, on account of reconstruction 
in some economies. The economic recovery in 
some Latin American countries provided a fur
ther boost to world demand. Another signif
icant factor was the unification process in 
Germany, which substantially raised import 
demand. 

In value terms, world exports grew by less 
than 2 per cent in 1991, down sharply from 13 
per cent in the previous year. Thus, smaller 
volume growth was accompanied by declining 
export prices, owing to relatively stable supply 
conditions in the face of sluggish demand. The 
appreciation of the dollar also pushed down 
export price indices expressed in dollars. Pe
troleum prices plunged by over 17 per cent and 
there was an overall decline of almost 6 per 
cent in the price of non-fuel primary commod
ities and metals (see table 3). The small in
crease (2 per cent) in the value of manufactures 
exported by developed economies was entirely 
due to volume, since export unit values were 
unchanged from the 1990 level. These price 
movements resulted in a considerable deteri
oration in the average terms of trade of devel
oping countries, affecting most severely the 
major petroleum exporters and other 
commodity-dependent countries in Latin 
America and Africa. Thus, West Asia suffered 
a loss of almost 12 per cent in its terms of trade, 
while developing America and Africa registered 
declines of 6 per cent and more than 8 per cent, 
respectively. 

As far as the pattern of world trade is 
concerned, the volume of exports of developed 
market economies as a group increased by 
slightly more than 3 per cent in 1991, compared 
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Table 2 

WORLD TRADE VOLUMES, 1980-1991, AND FORECASTS FOR 1992 A N D 1993 

(Percentage change) a 

Country group 

1980-1990 1990 1991 1992 1993 

Actual Estimated Forecasts 

World ° 4.3 

Developed market-economy countries 
Exports 
Imports 

Central and Eastern Europe 
and former USSR 

Exports 
Imports 

Developing countries 
Exports 
Imports 

of which in: 

America 
Exports 
Imports 

Africa 
Exports 
Imports 

Asia 
Exports 
Imports 

China 
Exports 
Imports 

Memo item: 

Least developed countries 
Exports -0.3 
Imports -0.0 

4.5 3.2 5.2 6.2 

4.4 
4.9 

0.9 
1.5 

3.7 
39 

48 
-0.3 

-0.7 
-1.5 

4.3 
6.5 

11.5 
11.8 

5.1 
4.4 

-10 0 
-5 0 

4.0 
11.6 

54 
8.1 

-1.2 
9.6 

4.4 
12.8 

14.0 
-12.5 

3.3 
1.8 

-15.0 
-20.0 

7.5 
11 6 

1.5 
10.3 

3.8 
-5.2 

9.9 
14.2 

15.3 
20.4 

5.0 
4.5 

-7.6 
-7.7 

64 
8.4 

-0.9 
5.3 

1.7 
1.1 

8.8 
9.9 

9.5 
19.1 

64 
64 

-1.5 
1.1 

5.3 
7.8 

6.4 
44 

1.2 
2.6 

55 
9.1 

56 
12.8 

-7.5 
2.7 

10.2 
-3.3 

1.3 
1 4 

5.6 
34 

Source: UNCTAD secretariat calculations, based on national and international sources, and SIGMA for forecasts. 
a Annual average or change over previous year. 
b Average of world exports and imports. 

with over 5 per cent in 1990, while the volume 
of imports grew by less than 2 per cent, against 
over 4 per cent in 1990. Export expansion 
slowed in virtually all the major industrialized 
countries in volume terms. However, in the 
United States, it remained fairly brisk, and at 
over 6 per cent was about double the world 
average. With exports amounting to more than 
S400 billion, the United States was the leading 
exporter in 1991, with highly competitive prices 
enabling it to achieve important market gains. 
The volume of imports, on the other hand, fell 

slightly, owing to depressed domestic demand, 
resulting in a marked improvement in the trade 
balance. Since there were also large official 
transfers from the United States' coalition 
partners in the Gulf war, the current account 
deficit shrank to less than $9 billion in 1991, 
compared with over S92 billion in 1990. 

The unification process in Germany led 
to the diversion of production to internal mar
kets and a sharp rise in imports. Exports de
clined in volume by 2 per cent in 1991, in 
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contrast to an import volume growth of more 
than 9 per cent. Thus, there was a swing from 
a traditional surplus on current account to a 
deficit of almost S20 billion. The increased im
port demand stimulated exports from other 
Western European countries, whose total ex
ports grew in volume by around 3 per cent, 
whereas their total imports grew by less than 1 
per cent. 

Another noteworthy development was 
the doubling of the current account surplus of 
Japan from S36 billion in 1990 to S78 billion in 
1991, representing around 2 per cent of its 
GDP in the latter year but nevertheless less 
than half of the peak ratio of 1986, when the 
surplus amounted to almost S95 billion. The 
large surplus in 1991 reflected the sluggish do
mestic economy, which included a volume im
port growth of only 1 per cent, against over 6.5 
per cent in the previous year. At the same time, 
the strong demand for Japan's exports from 
developing countries in Asia and Latin America 
was sustained, so that the volume growth of 
total exports was over 3 per cent. 

It was the developing countries which 
provided the major impetus to world trade in 
1991; their volume of exports rose by 7.5 per 
cent and of imports by almost 12 per cent. The 
impressive performance of the leading exporters 
of manufactures in Asia1 in the face of weak 
international demand reflected policies encour
aging private initiative and an outward orien
tation of the economy, as well as generally 
cautious fiscal and monetary policies. From 
slightly less than 8 per cent in 1990. the volume 
of exports of these countries soared by almost 
14 per cent in 1991, and they have been able 
to penetrate markets not only within the region 
but also outside it. Within the last decade they 
have doubled their share of world trade, from 
under 5 per cent of world exports in 1980 to 
more than 10 per cent in 1991. These countries 
have also been dynamic importers, increasing 
their share in world imports from about 5 per 
cent in 1980 to more than 10 per cent in 1991. 
Over the same period, China has likewise raised 
its market share and integrated into the world 
economy, with a rapid growth in both export 
and import volume, averaging around 12 per 
cent per year. 

The resumption of growth in Latin 
America, in the wake of structural reforms and 
stabilization policies applied earlier in some 
countries, resulted in a volume growth of im
ports for the region as a whole of over 10 per 
cent in 1991. Although a number of other de

veloping countries, notably in Africa, have also 
been implementing such policies, many of the 
commodity-dependent among them have been 
less successful, in large part because of de
pressed commodity export prices. For devel
oping countries in Africa as a whole, the sharp 
fall in commodity prices (see section B) and 
consequent impairment of purchasing power 
resulted in a fall in the volume of imports by 
over 5 per cent. 

In the Persian Gulf region expenditure on 
reconstruction by the countries most seriously 
affected by the recent hostilities maintained 
high import levels, despite the drop in export 
earnings resulting from the sharp fall in petro
leum prices. Thus, in West Asia, although 
there was a 10 per cent decline in the value of 
exports, total imports increased by over 18 per 
cent in 1991. 

The decision to move to hard currency 
payments for their mutual trade led to a virtual 
collapse of trade among member countries of 
the former CMEA. Rough estimates indicate 
that the export earnings of these countries 
plunged by 20 per cent in 1991, after a decline 
of about 8 per cent in the previous year. For 
imports, the situation was even more dramatic, 
as a shortage of convertible currency, accom
panied by some hoarding in the former USSR, 
resulted in a contraction of imports of 23 per 
cent in value terms for the region as a whole 
and over 40 per cent in the former USSR.2 

The collapse of trade among the countries 
of Central and Eastern Europe and the former 
LSSR stimulated efforts to enlarge other mar
kets, notably in Western Europe. Statistics of 
imports into Western Europe from European 
members of the former CMEA indicate a fairly 
rapid growth in value terms, of 10.5 per cent in 
1991, with a consequent increase in their share 
of this market from 2.8 per cent in 1990 to 3.1 
per cent. If the former USSR is excluded, the 
growth of imports was as much as almost 18 
per cent. However, these efforts only compen
sated partially for the loss of traditional mar
kets. 

2. Short-term prospects 

The outlook for world trade depends 
much on the extent and timing of the expected 
recovery in industrialized areas and the world 

1 Hong Kong, Malaysia, Republic of Korea, Singapore, Taiwan Province of China and Thailand. 
2 See GATT, "Council Overview of Developments in International Trade and the Trading System. Annual report by 

the Director General" (C RM OV 3 Rev. 1), Geneva, May 1992. 
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as a whole. A number of factors serve to ex
plain the current uncertainty: the strong under
current of debt deflation, especially in Japan, 
United Kingdom and the United States; the 
slowdown in Germany continues and appears 
to be more persistent than predicted earlier; 
high interest rates in Western Europe are con
straining growth in the area; and there are still 
no clear signs of a turnaround in Central and 
Eastern Europe and the former USSR, even in 
countries that have moved farthest on the road 
to market-oriented economies. 

Import demand remains strong in East 
Asia, but in some countries rapid expansion has 
created capacity constraints and infrastructural 
bottlenecks. Labour shortages, increased in
flation and growing environmental concerns are 
other factors that may constrain future growth. 
Moderate growth in imports is still expected in 
some countries in Latin America, while recon-

1. Recent developments 

After a relatively strong performance in 
the previous year, primary commodity prices 
measured in dollar terms fell by 11 per cent in 
1991, marking clearly the end of the boom of 
1987-1989. Even the 1990 price increases do 
not appear very significant when compared to 
the substantial rise in that year of prices of 
internationally traded manufactures. The con
siderable difference in the behaviour of primary 
commodity export prices as between the devel
oped market economies and the developing 
economies in 1990 and 1991, with prices in the 
latter having risen more in 1990 and fallen more 
in 1991, was primarily due to the large changes 
in petroleum prices over those two years and 
the greater importance of petroleum exports for 
the developing world. 

The decline in prices in 1991 affected vir
tually all the major commodity groups and the 
majority of individual commodities (see table 
3). Overall, food prices fell by around 3 per 
cent, dominated by a decline of 27 per cent in 
sugar prices. As a consequence, developing 
country food export prices were particularly 
hard hit. Among tropical beverages, world 
markets for coffee, cocoa and tea were charac-

struction in the Gulf region should continue to 
sustain high import levels. 

Given all these trends, only a modest in
crease in world trade can be expected in 1992, 
of about 5 per cent in volume. Assuming a 
more favourable world economic outlook for 
1993 an increase in world trade of around 6 per 
cent could prove possible. 

Adding to the present uncertainty is the 
failure so far to conclude the Uruguay Round. 
Independently of these negotiations, a number 
of developing countries, as well as some Central 
and Eastern European countries, have recently 
liberalized their trade regimes. It should be 
stressed that increased access to export markets 
is a prerequisite for the successful transforma
tion of the economies of the latter countries 
and their integration into the world economy, 
and in this respect a successful conclusion of 
the Uruguay Round is crucial. 

terized by persistent surpluses, with large accu
mulations of stocks in the case of coffee and 
cocoa. Real prices of tropical beverages fell by 
52 per cent from the 1990 level, the largest drop 
of any non-fuel commodity group, and coffee 
and cocoa prices are currently at their lowest 
level in 17 years. Stocks of coffee accumulated 
steadily in both exporting and importing coun
tries, and in particular in the latter, following 
the suspension in 1989 of export quotas under 
the International Coffee Agreement, 1983. 
Cocoa production has exceeded consumption 
for the last seven years, and stocks are currently 
well over half of world grindings. (However, it 
is expected that the 1991/92 crop will generate 
the first production deficit in eight years.) 

Within the group of agricultural raw ma
terials there were disparate movements in 1990 
and 1991. In particular, prices of timber pro
ducts, which were firm in 1990, moved more in 
line with the group average in 1991. In that 
year it was the falling prices of wool, woodpulp 
and softwood which accounted for the severe 
drop in the average export prices of agricultural 
raw materials of the developed market econo
mies, while an easing of pressure on rubber 
prices, combined with stable cotton quotations, 
explains the smaller decline of export prices of 
developing countries. 

B. World commodity prices 



International Markets 

Table 3 

WORLD PRIMARY COMMODITY PRICES, 1981-1991, AND FORECASTS 
FOR 1992 AND 1993 

(Percentage change) a 

Commodity group 

Food 

Agricultural non-food 

Minerals excluding fuels 

Fuels 

Non-ferrous base metals 

Total 

of which: 

1980-1990 

-1.3 

-

1.9 

-2.9 

1.1 

-1.8 

Actual 

1990 

1 1 

2.0 

20.4 

26.3 

-9.7 

12.7 

1991 

Estimated 

-3.4 

-6.0 

3.8 

-15.4 

-16.1 

-11.0 

1992 1993 

Forecasts 

4.1 

0.2 

-4.1 

-

-2.1 

0.9 

4.5 

7.8 

0.4 

8.5 

15.8 

7.5 

Non-fuel primary commodities 

Memo item: 

Unit value index of manufactured 
goods exported by developed 
market-economy countries 

-0.4 

3.1 

0.5 

10 6 

-5.7 1.4 

3.0 

6.9 

30 

Source: UNCTAD secretariat calculations, based on national and international sources, and SIGMA for forecasts. 
a Annual average or change over previous year. 

Prices of minerals (other than fuel), alone 
among the principal commodity groups, con
tinued to strengthen in 1991 following a strong 
increase in 1990; this was due to phosphate and 
iron ore prices, which appear to be peaking se
veral years later than prices of other industrial 
raw materials. In contrast, prices of non-
ferrous metals declined sharply in 1991 after a 
substantial fall in the previous year from the 
peak levels of 1989. 

The fall in international prices of fuels in 
1991 is explained largely by the behaviour of 
crude oil prices. After a sharp drop in oil prices 
in the first quarter of the year only a very lim
ited recovery took place during the second half 
of 1991; on average, prices were some 17 per 
cent lower than in the previous year. A decline 
in output in the United States and 
disappointingly slow growth in the OECD 
countries as a whole led to an only marginal 
increase in demand while crude oil output con

tinued to rise. The slow recovery and a mild 
winter also resulted in much lower demand for 
thermal coal than previously anticipated.3 

2. Prospects 

While developments in world commodity 
markets in 1992 are largely dependent on fac
tors specific to individual commodities, the 
slow growth and weak recovery of the devel
oped economies and the deepening depression 
in many countries of Central and Eastern 
Europe and the former USSR remain key 
sources of uncertainty. On balance, the slump 
in primary commodity prices which continued 
into 1992 may be expected to be followed by 
generally firming prices in the course of the 

Because in developing countries exports of fuel other than petroleum are marginal (natural gas - the biggest item -
accounts for about 1 per cent of their total fuel exports), the impact of crude oil prices on average export prices of fuel 
is greater than in developed market-economy countries. In the latter, oil exports represent only about half of total fuel 
exports (where coal and gas also bulk large). 
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Table 4 

WORLD CURRENT ACCOUNT BALANCES, 1980-1991, AND FORECASTS 
FOR 1992 AND 1993 

(Billions of dollars) 

Country group 

1980-1990 a 1990 1991 1992 1993 

Actual Estimated Forecasts 

Developed market-economy 
countries 

Central and Eastern Europe 
and former USSR 

Developing countries 

of which in: 

America 

Africa 

Asia 

China 

Statistical discrepancy 

Memo item: 
Least developed countries 

-19.0 

-10 1 

-46 1 

•10.7 

11.1 

-16 3 

-20.0 

-18.8 

-30 0 

0.2 

29.9 

20.1 

15.4 

56 

-

48.7 

-5.7 

-15.1 

-11.7 

-6.8 

3.4 

11.9 

-55.0 

-14.2 

-94.1 

-37 1 

-22.4 

-34.6 

11.9 

-97.2 

-22.2 

-122.0 

-48.0 

-27.2 

-46.0 

9.5 

-154.7 

20.6 

-1156 

-40.5 

-25.6 

-49.5 

7.3 

-158.9 

Source: UNCTAD secretariat calculations, based on national and international sources, and SIGMA for forecasts. 
a Annual average. 

year and a moderate upturn in 1993. Thus, 
world export prices of primary commodities are 
expected to increase by about 1 per cent in 
1992, after a fall of some 11 per cent in the 
previous year. If petroleum is excluded, prices 
are forecast to increase marginally, after a fall 
in the previous year by 6 per cent. Expectations 
are for an across-the-board increase in com
modity prices in 1993-9 per cent for fuels and 
7 per cent for other commodities. 

Prices of food in 1992 should prove firmer 
than those of other commodity groups, sup
ported by increased demand for cereals in many 
countries of Central and Eastern Europe and 
the former USSR as well as of sub-Saharan 
Africa and by emerging supply shortages for 
cocoa after a long period of surpluses. Among 
agricultural raw materials cotton prices are ex
pected to decrease sharply due to record world 
production and moderating consumption in 

1992, although there may be a partial recovery 
in 1993. 

Prospects for prices of mineral raw mate
rials are mixed; after a relatively strong rise in 
1991, they are declining. Since they normally 
respond only with a substantial time lag to any 
recovery in industrial production, they are 
likely to rise only slightly on average in 1993. 
Similarly, prices of non-ferrous metals are ex
pected to rise, albeit sharply, in 1993 after de
clines in 1992, However, a moderating factor 
may be a possible recovery of exports of this 
commodity group from the former USSR. 
Prospects for tin prices appear particularly 
promising if production cutbacks continue. Pe
troleum prices may be constrained by a poten
tial increase in production from new capacity 
and by disagreements in OPEC on production 
quotas. The expected increase in oil prices in 
1993 of 9 per cent would barely bring nominal 
prices back to the average recorded for 1991. 
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Table 5 

SOURCES OF FINANCING OF THE CURRENT ACCOUNT a OF DEVELOPING 
COUNTRIES, 1980-1991, AND FORECASTS FOR 1992 AND 1993 

(Billions of dollars) 

Item 

Current account balance 

Source of financing: 

Use of official reserves 

Total net capital flows 

Official flows 

Grants c 

Medium- and long-term 

Private flows 

Direct investment 
Private borrowing 

loans 

Other capital, unrecorded flows, 
errors and omissions 

1980-1990 b 

Actual 

-45.6 

-13.3 

58.9 

38.0 

13.8 
24.2 

2.7 

14.9 
-12.2 

18.2 

1990 

-365 

-35.5 

71.0 

17.8 

28.5 
-10.7 

12.0 

18.7 
-6.7 

41.2 

1991 

Estimated 

-21.8 

-38.9 

60.7 

47.6 

18.8 
28.8 

7.5 

22.1 
-14.6 

5.6 

1992 1993 

Forecasts 

-13.5 

-20.0 

33.5 

43.2 

19.3 
23.9 

21.1 

23.0 
-1.9 

-30.8 

-14.6 

-14.5 

29.1 

36.7 

20.3 
16.4 

28.7 

24.2 
45 

-36.3 

Source: UNCTAD secretariat calculations, based on national and international sources, and SIGMA for forecasts. 
a Excluding oil-dominant countries (Iraq, Kuwait, Libyan Arab Jamahiriya, Oman, Qatar, Saudi Arabia, United 

Arab Emirates) and developing countries of Europe. 
6 Annual average. 
c Excluding technical assistance. 

C. Financial flows 

As discussed in more detail in Part Two, 
chapter I, below,'borrowing from the interna
tional capital markets in 1991 showed a more 
disparate pattern than in recent years. Financ
ing in the OECD area was influenced by re
cession and increased concern over credit 
quality. Moreover, in the case of lending by 
banks the restraining impact of these factors 
was accentuated by their efforts to attain the 
1992 target level of capital in relation to assets 
prescribed by the Basle Agreement on the 
International Convergence of Capital Meas
urement and Capital Standards. The influence 
of this deadline was particularly important for 
Japanese banks, the capital levels of which were 
severely affected by the decline in domestic eq
uity prices in 1991 and which were responsible 
for a large part of the year's decline in interna

tional interbank lending. Certain measures of 
international bank lending to OECD entities 
(such as the exposure to such entities of banks 
in the BIS reporting area) actually contracted. 
Unlike international bank lending, external 
bond issues by OECD entities expanded sub
stantially in 1991, but there was a decline in 
those issued by lower-rated corporate borrow
ers. 

The external financing of developing 
countries was characterized by sharp contrasts. 
Several countries of South and South-East 
Asia increased their borrowing in the form of 
both bank loans and bond issues. Moreover, 
the recent revival of bond lending to certain 
Latin American countries continued and was 
accompanied by substantially increased foreign 
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Table 6 

OUTSTANDING DEBT OF DEVELOPING COUNTRIES a BY REGION, 
1989-1991, AND FORECASTS FOR 1992 AND 1993 

(Billions of dollars) b 

Region 

1989 1990 1991 1992 1993 

Actual Estimated Forecasts 

All developing countries 

of which in: 

America 

Africa 

Asia 

Memo item: 
Least developed countries 

867.7 

93.0 

817.1 

87.8 

853.4 

95 1 

897.4 

104.6 

918.3 

367.7 

228.6 

271.4 

332.7 

210.5 

273.9 

336.2 

218.1 

299 1 

345.2 

226.3 

325.9 

345 2 

228.2 

345.1 

109.6 

Source: UNCTAD secretariat calculations, based on national and international sources, and SIGMA for forecasts. 
Data relate to medium and long-term debt. 

a Excluding oil-dominant countries (see note a to table 5) and developing countries of Europe. 
b End of year 

investment. Yet it would still be premature to 
conclude that the problems associated with the 
external debts of this group of countries and 
consequent external financial stringency have 
been definitively resolved. Increased bond 
lending was not accompanied by a correspond
ing rise in bank lending. Moreover, the bond 
issues carried relatively high yield spreads over 
benchmark interest rates and were enhanced by 
techniques designed to reduce risks for inves
tors. Argentina, one of the countries receiving 
increased inflows of external financing, reached 
agreement on a restructuring of its debts to its 
creditor banks only in early 1992, whilst an
other, Brazil, was still, at the time of writing, 
engaged in long-drawn-out negotiations. Al
though the turnabout in financial transfers to 
these Latin American countries in 1991 was 
substantial, a large part was of a short-term, 
speculative character, so that recipient coun
tries' external financial positions remain vul
nerable to sudden reversals of market 
sentiment. 

This recent experience of the countries in 
South and South-East Asia and Latin America 
is not typical of that of the majority of bor
rowers from the developing world. Import de
mand in most of these countries continues to 

be restrained by their unfavourable external 
payments positions, and their access to external 
financing remains difficult and its costs high. 
Net lending by banks in the BIS reporting area 
was negative in 1991 to all major developing 
regions other than South and South-East Asia, 
and preliminary estimates indicate a continua
tion of the negative net flows of medium- and 
long-term export credits to developing coun
tries observed in 1990. Several developing 
countries are currently engaged in negotiations 
for the restructuring of their debts to the banks. 
Moreover, data on the costs for developing 
countries' imports show unfavourable changes 
outnumbering favourable ones in 1991. 

Adverse perceptions of creditworthiness 
(evident, for example, in the terms on official 
insurance for financing and payments arrange
ments available from the export credit agencies 
of two OECD countries) have also depressed 
bank lending to the countries of Central and 
Eastern Europe, though this was partly offset 
by greater reliance on official or officially 
guaranteed financing. With regard to countries 
of this region also experience was not uniform, 
Hungary, for example, continuing to raise sub
stantial sums through bond issues." 
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Chapter III 

REGIONAL PERFORMANCE AND SHORT-TERM 
PROSPECTS 

A. Developing countries 

Latin America (a) Trade and payments 

In 1991 per capita GDP in Latin America 
rose for the first time since 1987. In contrast 
to the closing years of the 1980s, when vigorous 
export expansion failed to spark a concomitant 
improvement in GDP growth, the resumption 
of growth in 1991 took place in spite of reduced 
export purchasing power. While the earlier 
failure to grow was due in part to internal eco
nomic disequilibria engendered by the debt cri
sis, in 1991 import capacity of the region was 
considerably enhanced as a result of lower debt 
service payments, on account of lower interest 
rates, and of substantial net capital inflows. In 
addition, lower debt payments provided direct 
relief to budgets and indirectly benefited the 
economy at large. In many countries, resumed 
growth was also accompanied by markedly 
smaller increases in the price level. This general 
improvement of the Latin American economy 
lends support to the thesis that the stabilization 
efforts being pursued in many countries have 
finally started to bear fruit. In some instances 
the turnabout has been no less than spectac
ular. Be that as it may, the fact remains that 
large sections of the population, particularly 
those with low incomes, continue to suffer the 
consequences of the long crisis; in most coun
tries unemployment remains high and in some 
cases has aggravated political and social ten
sions. 

Sluggish growth in world import demand 
and declining oil prices in the aftermath of the 
Gulf crisis led to an decline in export earnings 
for the region in 1991, generally affecting both 
oil and non-oil exporters. While oil exporters 
suffered relatively more from falling prices, the 
terms of trade of non-oil primary commodities 
exported from the region fell, in continuation 
of their long-term trend. Sharp declines in 
prices among the latter commodities affected 
metals, owing to sluggish growth in industrial
ized countries, and a number of foodstuffs, no
tably sugar, cocoa, and coffee, but prices of 
bananas and beef strengthened during 1991. 
All in all, the fall in the unit value of the re
gion's exports, coupled with stagnating vol
umes, resulted in a significant fall in the 
purchasing power of exports from the 1990 
level. 

There were, however, wide differences 
among countries as regards both oil and non-
oil exporters. Export performance was partic
ularly favourable in Chile and Colombia, and 
to a lesser extent also in Brazil and Mexico. 
Among the oil exporters total export earnings 
were hit by the large drop in earnings from oil, 
which could not be fully offset by higher non-
oil exports even in the most favourable cases, 
such as manufactures in Mexico. In Brazil, for 
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example, the competitiveness of manufactured 
exports appears to have suffered from the lack 
of productive investment during the long crisis, 
with adverse effects on export performance. 

The enhanced import capacity, noted 
above, in spite of declines in the purchasing 
power of exports, permitted, a large volume in
crease in imports, of some 10 per cent. How
ever, the bulk of the increase was accounted for 
by a handful of countries, notably Argentina, 
Mexico and Venezuela. In some countries, in 
contrast (which included Colombia, Costa 
Rica, Dominican Republic, Haiti and 
Honduras), imports actually declined. Where 
imports increased it reflected a rebuilding of 
depleted inventories, as in Venezuela, or buoy
ant domestic fixed investment, as in Mexico. 
In the particular case of Brazil, however, the 
relatively small increase in the volume of im
ports reflected mainly a reduced import bill for 
oil, due to depressed prices, rather than overall 
import compression. The increase in non-oil 
imports was relatively large, making up for 
shortages of domestically produced consump
tion goods. In some countries higher imports 
were facilitated by a continued pursuit of trade 
liberalization. The resulting substantial current 
account deficit of the region in 1991 was com
pletely financed by sizeable inflows of capital 
which, in addition, permitted large accumu
lations of international reserves by a number 
of countries - notably Mexico, but also 
Argentina, Colombia and Venezuela. For the 
region as a whole, the net transfer of resources 
(i.e. net capital inflows less net payments of 
profits and interest) was positive for the first 
time since 1981. The swing exceeding $20 
billion from 1990 to 1991 was mainly the result 
of larger capital inflows (about S18 billion 
higher than in 1990) but was reinforced by a 
decline in profit and interest payments (of some 
$5 billion). Among the larger economies, Brazil 
was an exception: the capital inflow declined, 
and in consequence there was a substantial in
crease in net transfers abroad. To the extent 
that these financial flows were a response to 
cyclical and speculative factors, rather than to 
confidence in the underlying strength of the 
economy, they can be expected to remain vola
tile. In this connection it should be recalled 
that the capital inflows consisted mainly of 
private non-debt creating capital, including 
much FDI (as in Argentina, Chile, Mexico and 
Venezuela), bond issues for countries such as 
Brazil, and short-term financial flows attracted 
by favourable domestic yield differentials. In 
addition, the net inflow was augmented on ac
count of arrears in debt service.4 

(b) The domestic economy 

In spite of the estimated increase in GDP 
of about 3 per cent in 1991, a significant im
provement over earlier years, per capita income 
in the region remained well below the level 
reached prior to the debt crisis. In general, and 
in contrast to previous experience, it was those 
countries that were most successful in contain
ing inflation that had the highest real growth. 
On average, growth rates in 1991 were also the 
highest since the mid-1980s; however, the 
smaller countries of the region fared less well. 
It should be noted that Haiti, the only least 
developed country in this region, had an abso
lute decline in real output. For the region as a 
whole the increase in output was not sufficient 
to raise employment,and indeed, unemploy
ment continued to rise in some countries, in 
particular in Brazil. 

The resumption of growth resulted from 
factors as diverse as the growth experience it
self. In those countries where inflation was 
most successfully combatted, as in Argentina 
and Peru, the purchasing power of wage 
earners rose considerably, leading to a signif
icant expansion of demand. Confidence in 
greater stability also encouraged firms to im
plement longer-term investment strategies. 
Where inflation continued unabated, as in 
Brazil, growth also suffered. By the same to
ken, where real wages did not rise, as in 
Colombia, domestic demand remained sluggish, 
in spite of higher exports. In Chile buoyant 
exports do appear to have made a sizeable 
contribution to growth, whereas in Brazil the 
export sector seems to have lost much of its 
competitiveness due to the protracted crisis and 
consequent arrears of productive investment. 
Growth in a few large countries benefited di
rectly from autonomous expenditures (e.g. by 
the public sector in Venezuela), or from strong 
investment demand which attracted foreign di
rect investment and a repatriation of flight 
capital (as in Mexico). 

In contrast to previous years, the rise in 
the price level was relatively moderate in many 
countries in 1991. The estimated average in
crease for the region of some 200 per cent was 
considerably lower than the average of over 
1,000 per cent in 1990. Progress was partic
ularly marked in countries which had suffered 
from chronic high inflation and had undertaken 
stabilization programmes, which included re-

* See also, in this connection, Part Two, annex II. 



Regional Performance and Short-term Prospects 15 

forms in the fields of exchange rate manage
ment, monetary, and fiscal policies. Price 
increases abated particularly in Argentina, 
Nicaragua, and Peru toward the end of the 
year, much of the progress in Argentina being 
due to the enactment of the "convertibility" law 
establishing a fixed exchange rate for the dollar 
and allowing the Central Bank to issue local 
currency only when backed by a corresponding 
inflow of dollars into its own vaults. Progress 
was also discernible elsewhere in the region, 
thanks to continuing efforts to balance budgets. 
In many cases, large cuts in expenditure, both 
current and capital, were made and recourse 
was also had to sales of fixed assets. The 
privatization of public enterprises had the 
added benefit of attracting foreign investment, 
while in many countries trade liberalization 
contributed to raising domestic supply. In 
some, however, inflationary pressures were far 
from being contained, notably in Brazil. 

(c) Prospects 

Recent developments point to an im
provement in prospects for the region. In some 
countries, relatively rapid expansion is possible, 
notably in Argentina, where it would relieve the 
budgetary situation. Elsewhere, stimulus 
should be provided from recent upturns in in
vestment, such as in the oil sector in Venezuela. 
In Chile, the improved balance of payments, 
due in part to capital inflows, should permit an 
increase in imports and ease inflationary pres
sures, while the upturn in investment that 
started towards the end of 1991 seems set to 
continue. Investment may also expand faster 
than in 1991 in Mexico, if the Government is 
not obliged to rein back on planned public in
vestment to restrain the economy. Thus, over
all growth of the Mexican economy may match 
the target of about 4 per cent, in spite of a tight 
monetary policy designed to control inflation. 
Elsewhere non-cyclical factors may dampen 
growth. Most notably, the expiration of 
Bolivia's natural gas export contract with 
Argentina, a major source of Government re
ceipts, may create fiscal difficulties. In the re
gion as a whole, a continuation of the current 
economic climate will depend crucially on the 
continued success of stabilization programmes, 
especially as regards adjustment. With sus
tained confidence in the economies, capital in
flows, including the return of flight capital, can 
be expected to continue, thus underpinning the 
necessary investment for growth. In such con
ditions growth in 1992 could exceed that of 
1991 (about 3 per cent). Nevertheless, consid
erably higher growth rates would be needed to 
ease the unemployment problem, and there is 

also the risk that even these moderate growth 
rates may give rise to renewed inflationary 
pressures. 

2. Africa 

(a) Recent developments 

African economic performance was mod
est in 1991, falling well short of population 
growth in the region and also below forecast 
rates in several of the larger countries. The 
overall trade balance of the region worsened, 
reflecting mainly a stable value of exports, al
though imports rose less markedly than in pre
vious years. There was considerable variation 
among countries; imports were constrained in 
some countries while in others they were facili
tated by trade liberalization. Despite substan
tial lower interest payments, due to various 
debt refinancing programmes, the payments 
deficit of the region further widened. Key eco
nomic indicators continued to show declining 
trends in many African countries, particularly 
where political uncertainties exercised a gener
ally depressing effect on the economy. 

In the oil-producing countries, economic 
activity in the course of the year swung sharply 
and the average annual growth over 1990 was 
only 1 per cent. It is estimated that total ex
port earnings by the seven major African oil 
producers were $5.5 billion below 1990, a year 
in which they had generally benefited from the 
Gulf crisis and thus been able to increase public 
expenditure and revitalize the economy. The 
situation changed halfway through 1991, when 
the fallback of petroleum prices and the result
ant widening of the current account deficits 
obliged them to implement restrictive economic 
policies. Nevertheless, the petrochemicals sec
tor continued to expand in some countries, al
though at a slower rate. 

The largest of the African oil-producing 
countries - Nigeria - was particularly hard hit 
in 1991, recording its lowest growth since 1988 
as a direct consequence of a smaller increase in 
petroleum exports, traditionally a major driving 
force of the economy. The volatile interna
tional oil market and generally lower oil prices 
obliged the Government to restrict public 
spending, which had expanded in the first half 
of 1991, as well as domestic demand and im
ports. Nevertheless, imports increased in vol
ume, almost wiping out the 1990 record 
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payments surplus. In addition, Nigeria contin
ues to be faced with heavy debt obligations. 

On average, the countries of North Africa 
grew at a rate of 2.5 per cent, ranging from 1.0 
per cent in Egypt to 4.0 per cent in Morocco, 
where important progress in diversification and 
integration into the world market has been 
achieved. Most countries of the subrcgion 
reaped record harvests in 1991, owing to 
favourable weather. However, nearly all coun
tries continued to suffer from high levels of in
flation. 

Despite serious domestic difficulties 
exacerbated by severe external payments prob
lems, growth resumed in Algeria (after a con
traction of the economy in 1990), owing to a 
recovery in agricultural output and stronger 
performance in the hydrocarbon sector. A re
duction in imports, facilitated by the good har
vest, helped to maintain a large trade surplus, 
despite a decline in export earnings. 

Growth in Egypt, in the midst of imple
menting a programme of economic reforms, 
was relatively slow in 1991. Although con
sumption was constrained by measures to 
combat high inflation and investment demand 
was weak, a growth rate of 1.0 per cent was 
achieved, primarily as the result of an upturn 
in invisible receipts in the latter part of the 
year. In spite of additional aid and some debt 
relief in 1991, the weak payments situation 
persisted, mainly because of the larger trade 
deficit due primarily to increased imports. 

The economies of sub-Saharan Africa 
(excluding Nigeria) grew by only 1.6 per cent in 
1991, so that per capita real income once again 
declined. As in previous years, this result was 
largely attributable to the continuing weakness 
of most commodity prices, in particular for 
tropical products. Nevertheless, in some coun
tries, structural adjustment programmes under
pinned an above-average performance, as in 
several Central and Western African countries, 
particularly with respect to agriculture. The 
examples of Ghana and Uganda, though very 
different, show the potential of such 
programmes. Since the initiation of the 
programme in the latter country in 1986, GDP 
growth has averaged 6 per cent annually and 
inflation has been reduced from three-digit 
rates to about 35 per cent in 1991. Among the 
measures taken were the abolition of inefficient 
parastatals, the introduction of a new invest
ment code and privatization. Estimated GDP 
growth in 1991 exceeded the 4 per cent target, 
owing to generally favourable weather, in

creased public investment and higher mining 
output. 

The economic performance of the least 
developed countries of Africa is difficult to as
sess because of a paucity of reliable data. 
Apart from Sudan, where the economy is in a 
state of virtual collapse as a result of the con
tinuing civil war, African LDCs performed 
generally better in 1991 than in the previous 
year, partly because of better weather which in 
many cases (Burkina Faso, Niger and Mali, 
among others) produced record crops. On the 
other hand, prevailing weak mineral and other 
non-oil commodity prices resulted in sharply 
reduced export earnings for many countries, 
and the payments and the overall economic 
situation for this group of countries remains 
precarious. 

(b) Prospects 

The short-term prospects for the African 
region are for some improvement over the cur
rent situation. Overall, GDP growth is ex
pected to exceed 3 per cent in 1992 and possibly 
somewhat more in subsequent years. However, 
the external position is unlikely to improve 
substantially: export earnings in 1992 will be 
virtually stable, in view of the only slight in
crease expected in world primary commodity 
prices, and the value of imports is likely to grow 
by more than 5 per cent. Due to various debt 
restructuring agreements concluded in 1991. 
debt servicing obligations are expected to ease 
somewhat, but nevertheless the external 
indebtedness of African countries is a major 
burden for them. 

In North Africa higher growth rates are 
expected in Tunisia, Morocco and Egypt. In 
the latter country, some of the benefits of eco
nomic reforms should begin to accrue, generat
ing a return to GDP growth and a general 
improvement in the external accounts. The 
projected widening of the trade balance, as a 
result of trade liberalization, is likely to be off
set by a further recovery in invisibles, mainly in 
tourist receipts. Price reforms are expected to 
stimulate the production of cash crops as well 
as private investment. In Algeria, domestic 
difficulties in introducing structural reforms are 
likely to compound the present economic 
problems facing the country, and in addition 
debt servicing in 1992 will be particularly bur
densome. 

Short-term prospects for sub-Saharan 
Africa depend much on the political situation 
in some countries and on weather conditions. 
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Southern Africa has been hit by the worst 
drought in decades, with disastrous harvests in, 
among others, Zambia, Zimbabwe, Malawi and 
Namibia. Every country south of the twelfth 
parallel will be bound to increase imports of 
food. Further north, the weather appears to 
have been more favourable, but nevertheless 
food supply difficulties that have arisen for a 
number of reasons will persist in Ethiopia, 
Liberia and Sierra Leone. With no recovery 
expected in mineral prices (see chapter II 
above), further contraction of the economies 
of African mineral producers is likely occur. 

Growth in the least developed countries 
is forecast to be slightly over 3 per cent. Higher 
growth is expected in the United Republic of 
Tanzania, Uganda and some other countries 
implementing structural reforms. In addition, 
projected stable amounts of external aid will 
have a positive impact. Total exports are fore
cast to fall by about 10 percentage points in 
volume, on the assumption that primary com
modity prices rise only slightly above the aver
age 1991 level. 

Further progress to reduce budget defi
cits, liberalize prices and reactivate structural 
reforms are required in most African countries. 
The privatization process, which has started in 
many of them, needs to be supported by ade
quate legislative and administrative measures, 
including the further elaboration of viable 
mechanisms. However, the main problem for 
virtually all countries of the region is to ensure 
financial stability and diversify away from de
pendence on the export of one or two primary 
commodities. 

3. West Asia 

(a) Recent developments 

The economies of many West Asian 
countries suffered, to varying extents, from the 
consequences of the Gulf war, which not only 
caused widespread damage, but also cost thou
sands of lives. Furthermore, in certain areas 
the environmental damage inflicted was enor
mous. The war has created millions of refugees 
and displaced persons; it also severely disrupted 
international trade and finance, brought 
tourism in the region to a halt, and weakened 
the region's banking system. Private transfers 
by nationals working abroad, an important 
source of foreign exchange for some countries, 

declined sharply, and will remain relatively low 
in 1992. The displacement or repatriation of 
expatriate workers exacerbated the unemploy
ment situation therein and in general strained 
the countries' resources. Shortages of basic 
consumer goods became acute, and rationing 
was introduced in some countries. In others, 
funds were diverted to new purchases of arms 
and large sums committed for combat oper
ations in anticipation of a wider conflict, re
sulting in a sharp worsening of budget and 
payments deficits. Inflation accelerated rapidly 
in many countries. The decline in the average 
crude oil price by 17.0 per cent in 1991, which 
was mainly attributable to weak demand in in
dustrial countries and the relatively mild winter 
in the northern hemisphere, compounded an 
already difficult economic situation. 

The Saudi Arabian economy, which grew 
by 10 per cent in 1991, benefited from a sharp 
increase in oil production, undertaken to make 
up for the temporary absence of Iraq and 
Kuwait from the world oil market. Increases 
in Gulf-related defence expenditures necessi
tated government borrowing and large-scale 
bond sales, but the impact on the balance of 
payments was considerably softened by the 
repatriation of private capital. Oil production 
in Kuwait, in spite of extensive damage to the 
oilfields, reached 0.5 mb/d by the end of 1991, 
but this was well below the 1989 average of 1.8 
mb/d. Losses to petroleum reserves were less 
than feared, some spilled oil has been recov
ered, and exports of refined products have been 
resumed. After the hostilities, with the private 
sector still in disarray, household incomes were 
directly supported by the Government's insis
tence on considerable welfare expenditures. 
Foreign assets were substantially liquidated 
both to meet these expenditures and to help fi
nance the current account deficit, estimated at 
$17 billion for 1991, as compared with a surplus 
of about $4.8 billion in 1990. 

Iraq also suffered extensive infrastruc-
tural damage as a result of the military conflict. 
GDP is estimated to have fallen by at least 60 
per cent in 1991 on this account and also be
cause of the United Nations embargo. Wide
spread shortages of imported industrial raw 
materials and spare parts resulted in the shut
down of much industrial plant, and in spite of 
the much greater attention given to agriculture, 
food shortages and a scarcity of other goods 
caused a spiralling inflation. Industrial activity 
was largely limited to the production and refin
ing of limited quantities of oil, mostly for do
mestic consumption. After the cessation of 
hostilities there were continuing financial prob
lems, shortages of construction materials, and 
erratic supplies of electricity, all of which 
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slowed down the reconstruction of the econ
omy. Iraq's trade and payments transactions 
with the rest of the world have been reduced to 
a bare minimum by the United Nations em
bargo. 

As a result of substantial reconstruction 
efforts following eight years of war, the econ
omy of the Islamic Republic of Iran recovered 
in 1990, when GDP grew by 10.3 per cent, fol
lowed by a further 6 per cent in 1991. Output 
rose in almost all sectors, and there was a sub
stantial increase in export revenues from oil 
and natural gas, as a result of which there was 
an improvement in both public sector finances 
and the balance of payments. Growth in the 
Syrian Arab Republic was apparently not so 
much affected by the Gulf crisis, and came to 
about 5 per cent, owing to increased crude oil 
production and a good cotton crop. As 
a part of the market-oriented liberalization 
programme, agriculture continued to be given 
priority and new banking facilities were offered 
to private investors. Despite financial con
straints, the Government increased growth-
oriented expenditures through borrowing. 

Jordan, a net oil importer, though hard 
hit by the Gulf crisis, has already embarked on 
economic recovery. GDP declined by only 
about 0.5 per cent in 1991, compared with a 
contraction of over 5 per cent in the previous 
year. Emergency aid flows and financial assets 
of expatriates returning home helped to prevent 
a still larger fall in domestic demand, and there 
was a modest rise in construction and in retail 
sales. In Yemen, the return of expatriates 
doubled the unemployment rate to over 30 per 
cent in 1991, and further exacerbated the al
ready serious social and economic problems of 
a country plagued with growing budget and 
current account deficits, accelerating inflation 
and a heavy burden of debt. The loss of work
ers' remittances represented some 20 per cent 
of Yemen's normal hard currency earnings. An 
effort to increase oil exports was frustrated by 
a rapid growth of domestic fuel consumption 
and by technical production difficulties arising 
from an over-abundance of gas in the oil fields. 

(b) Prospects 

The recovery which has been in evidence 
since the second half of 1991 should be 
strengthened in a number of countries of the 

region as oil exports and reconstruction gather 
momentum. With enhanced exports by some 
oil producers, current account deficits will de
cline substantially. In Kuwait, output is ex
pected to recover rapidly, to a probable level 
of 1.0 mb/d for 1992, or one third below its 
pre-war quota. Massive government spending 
for reconstruction, combined with buoyant 
consumption stimulated by high disposable in
come, will ensure the dynamism of the econ
omy. The adjustment of the Saudi Arabian 
economy to lower levels of oil production will 
result in slower overall growth than the previ
ous two years. Projected increases in imports 
and in budget expenditures may require re
newed recourse to external borrowing, although 
capital inflows, including the return of private 
capital, are expected to finance the bulk of the 
current account deficit. Economic prospects 
for Iraq are more uncertain, in view of the 
continuing United Nations embargo and vari
ous economic and political difficulties both 
within the country and in its relations with the 
outside world. 

Prospects in the Islamic Republic of Iran 
are for continued rapid growth, as the country 
further liberalizes foreign trade. The Govern
ment is focusing on extensive market-oriented 
policy reforms, including a relaxation of con
trols on foreign capital inflows. In addition, 
exports of manufactured goods and agricultural 
products are gradually gaining importance rel
ative to oil. Bahrain is also pursuing policies 
to promote competition, wholly foreign-owned 
companies now being allowed to operate in the 
country. Sustained economic expansion in the 
Syrian Arab Republic is expected to come 
mainly from hydrocarbon production, which is 
becoming increasingly important as new de
posits of oil are found. Investment in manu
facturing is to be stimulated by the grant of 
incentives. In addition, the country will receive 
assistance from the new development fund 
which is to be established by the Gulf Cooper
ation Council.5 However, short-term inflation
ary pressures are likely to emerge as a 
consequence of the gradual removal of price 
controls and food subsidies. As regards Jordan 
and Yemen, the impact of trade and budget 
deficits, together with reduced aid and continu
ing low levels of private remittances, will con
tinue to weigh heavily on economic 
performance. Social conditions may be eased 
through an improvement in the investment cli
mate and in consequent employment opportu
nities. However, the recovery of tourism is 
likely to take longer. 

5 For information on the proposed fund see Middle East Economic Survey, 29 April 1991 
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4. South Asia 

(a) Recent developments 

For many developing countries of South 
Asia, 1991 was a difficult year owing to a 
widespread contraction of demand in both do
mestic and foreign markets, tight domestic pol
icy, foreign exchange crises and serious balance 
of payments deficits. The domestic demand 
contraction resulted from sweeping stabiliza
tion measures aimed at curbing high import 
levels, credit expansion and persistent 
unsustainable fiscal deficits. Depressed export 
demand, due in large part to a slowdown in 
world trade and events in the former Soviet 
Union, contributed to a widening of trade defi
cits. Various setbacks, ranging from the con
sequences of the Gulf war, to social and 
political unrest, a fall in private remittances 
from abroad and in receipts from tourism, as 
well as natural disasters, resulted in un
precedented shocks to some countries. The 
temporary loss of confidence arising from these 
factors damaged their international credit 
ratings and made commercial borrowing diffi
cult. Corrective measures became essential to 
restore confidence, maintain balance of pay
ments equilibrium and ensure debt servicing. 
To this end, new strategies were put in place, 
including exchange rate and fiscal adjustment 
and structural reforms in the areas of trade, in
dustry and finance. Fiscal adjustment was 
supported by a restrictive monetary policy 
aimed at reducing aggregate demand. In re
spect of industry, steps towards wide-ranging 
liberalization and deregulation of the economy 
were undertaken in order to enhance the overall 
efficiency and competitiveness of domestic 
firms, and to stimulate exports. In particular, 
financial reforms have been pursued with a 
view to encouraging domestic saving, attracting 
capital from nationals resident abroad and im
proving the investment climate for both do
mestic and foreign investors. 

The average growth rate in South Asia 
during 1991 was almost one half that achieved 
in 1990. Growth slowed down in Bangladesh, 
India, Myanmar and Sri Lanka, while in 
Bhutan, Nepal and Pakistan it accelerated. A 
3.6 per cent growth in 1991 in Bangladesh was 
achieved despite serious social strains, in par
ticular labour unrest which led to the holding 
of democratic elections, and despite also se
verely devastating cyclones which upset the 
country's production base. Output in agricul
ture increased (by 2 per cent), an outcome that 

was made possible by the Government's input 
distribution programme aimed at streamlining 
the distribution and sale of agricultural inputs 
to farmers. GDP growth in India, which rose 
annually by 6.0 per cent during the period 
1985-1990, slowed down sharply from 5.0 per 
cent in 1990 to about 2 per cent in 1991. Rising 
uncertainties associated with the political situ
ation and persistent fiscal imbalances, accen
tuated by the Gulf crisis, intensified strains on 
an already weak balance of payments position. 
Agricultural output stagnated owing to bad 
weather, while industrial growth, particularly in 
manufacturing, slowed down sharply as a result 
of tight credit policy, high interest rates and 
import compression imposed by a severe short
age of foreign exchange and the burden of ex
ternal indebtedness. To cope with these 
difficulties, the Government took wide-ranging 
•deregulation measures, including the reform of 
public sector enterprises, a 23.0 per cent deval
uation of the currency, and the grant of greater 
autonomy to commercial banks. The current 
account deficit in 1991 is estimated to be con
siderably lower than in the previous year. The 
liberalization programme in Myanmar, initiated 
in 1989, has so far made rather slow progress 
owing to lack of financial resources. Economic 
growth remained modest and was slightly lower 
than the 4.0 per cent attained in 1990, owing to 
crop damage caused by floods. The economy 
of Sri Lanka continued to improve with the re
duction of civil unrest and a positive response 
of the private sector to the Government's re
form programme. The slower growth of GDP, 
from 6.2 per cent in 1990 to 4.8 per cent, was 
due mainly to a relatively poor performance by 
agriculture. 

Bhutan's economy, which is predomi
nantly agricultural, improved slightly in 1991, 
and was hampered by slow growth in the in
dustrial sector. A new approach to economic 
development has been made in Nepal since 
May 1991, when the newly elected Government 
promoted private initiatives and investment. 
The non-agricultural sector revived sharply un
der the impulse of construction and manufac
turing activities, and substantial export gains 
were achieved. Aided by structural reforms 
pursued by the Government, Pakistan was the 
fastest-growing economy in South Asia (6.5 per 
cent in 1991, compared with 5.3 per cent in the 
previous year), with strong increases in agricul
tural output and in export sectors (despite a 
sharp shortfall in raw cotton exports). 

Inflation increased somewhat in 1991 
(with the exception of Bangladesh and Sri 
Lanka), partly as a result of transitional effects 
of the reform process undertaken by countries 
of the subregion, which generally provoked 
short-term price increases. In Pakistan, the 
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consumer price index rose by 11.8 per cent in 
1991, compared with 9.0 per cent the previous 
year, due in part to adjustments in domestic 
energy prices. Tight monetary policies are be
ing pursued, with the prime objective of pre
serving export competitiveness, and also 
reducing the balance of payments deficit. Tax 
reforms have been implemented, including the 
broadening of the tax base. 

(b) Prospects 

The economic outlook in many countries 
of South Asia depends not only on the foreign 
environment, but also on domestic factors, 
such as political stability, weather conditions, 
domestic demand and, more particularly, the 
impact and speed of various policy reforms to 
restructure the economy. Though the new sit
uations may require a period of adaptation, and 
unforeseen constraints may cause some delay, 
sustained favourable results are expected over 
the medium term. For the immediate future the 
outlook is brighter, as the subregion adjusts to 
earlier shocks. Since much industrial input is 
derived from agriculture, FDI in agriculture-
related industries would help expand exports 
and thereby contribute to higher GDP growth. 
Further reforms in industrial policy are neces
sary, such as an exit' policy, which would allow 
non-viable enterprises to close down more eas-
ily. 

As a result of industrial reforms recently 
initiated in Bangladesh, as well as of measures 
taken to reduce the budget deficit, manufactur
ing output can be expected to pick up. GDP 
growth is expected to recover rapidly from the 
low level of 1991. It should also be higher in 
India, despite tight fiscal policies and balance 
of payments constraints which are likely to 
continue until new financial flows resume sub
stantially and barriers to foreign investment are 
lowered. Industrial production should never
theless expand as import restraints on raw ma
terials and essential goods are relaxed. Exports 
are likely to improve as the rise in input costs 
slows down. The private sector is likely to re
spond to business opportunities more readily 
than before, and have a greater impact on 
manufacturing output. As a result of its recent 
trade and transit agreement with neighbouring 
India, Bhutan should have a broader scope for 
the production of export-oriented crops, while 
reforms undertaken since 1989 to encourage 
privatization should gain momentum and con
tribute to higher GDP growth. In Sri Lanka, 
agriculture is unlikely to recover from the pro
longed drought of 1991. The benefits antic
ipated from recent moves towards privatization 

in manufacturing may not fully materialize be
cause of shortages of hydroelectric power. 
Growth in Myanmar is expected to be moder
ate, and will be hampered by the shortage of 
power and raw materials for industry. 
Medium-term prospects in Nepal are encour
aging, following measures taken for a gradual 
devaluation of the currency and the lowering 
of import tariffs aimed at promoting manufac
turing and increasing exports. However, the 
growth rate in 1992 will be low owing to crop 
damage. Pakistan should be able to sustain 
relatively high GDP and export growth over 
the medium term as privatization and deregu
lation take place, in favour of the manufactur
ing sector. Firms can be expected to respond 
strongly to these reforms, including fiscal in
centives for private investment. However, fiscal 
discipline and expansion of the tax base are 
necessary if the budget deficit is to be reduced. 
Since much will depend on greater social sta
bility, the Government is planning for a social 
action programme to improve the status of the 
poor. 

5. South-East Asia 

(a) Recent developments 

The economies of South-East Asia, which 
had experienced the fastest growth rates in de
veloping Asia during 1989 and 1990, have been 
able to continue their expansion in 1991, albeit 
at a slower rate than in the preceding two years, 
including a reasonably satisfactory export per
formance. The success was in part due to close 
ties with Japan and neighbouring newly indus
trializing economies, and to continued flows of 
foreign direct investment which have helped to 
improve labour productivity and productive 
capacity. Relatively high consumer demand, 
combined with substantial public investment, 
compensated somewhat for a slowdown in pri
vate investment. Private investment flagged 
not only because of world trading conditions, 
but also because of various internal factors, 
namely infrastructure bottlenecks, capacity 
constraints in the domestic capital goods sec
tor, natural disasters, and tight fiscal and mon
etary policies designed to contain pressures on 
the price level and the balance of payments. In 
order to maintain a sustainable rate of expan
sion, some Governments have taken measures 
to encourage domestic saving and private in
vestment. 
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In Indonesia, growth in 1991 is estimated 
to have been 6.6 per cent, compared with a rise 
of 7.4 per cent the previous year, in part due to 
a very modest growth in agricultural output 
because of a long drought. Unlike previous 
years, the export sector outpaced domestic de
mand as the engine of growth. The rise in real 
private consumption, which was almost 10 per 
cent in 1990, declined to 4 per cent in 1991. 
Policies of demand restraint, together with 
tighter controls on borrowing abroad, brought 
some relief to imports, and slowed the growth 
of investment, including construction. Al
though export prices weakened, particularly for 
oil, exports rose in value by 13 per cent, while 
imports rose by 17 per cent, a considerable re
duction compared with the excessive growth of 
33 per cent in the previous year. The current 
account deficit also widened, owing to a con
tinued rise in the deficit on services account. 
Malaysia continued to be one of the fastest-
growing economies in the region, with a growth 
rate of GDP of 8.6 per cent in 1991 that was 
induced both by domestic demand and by ex
ports. In the Philippines, on the other hand, 
there was an actual decline of GDP (of 1.0 per 
cent) for the first time since 1985, owing to a 
number of unfavourable factors, including a 
string of natural disasters that struck the coun
try. Stabilization measures taken by the Gov
ernment to control the budget and trade deficits 
slowed down the economy further. The general 
climate of uncertainty, combined with an im
position of an import levy, weakened domestic 
demand and resulted in a 14 per cent con
traction in real gross capital formation, partic
ularly in construction. Various signs of 
improvement and of mild recovery were ob
served towards the end of 1991, and a moderate 
resumption of growth in the near term is ex
pected. After a rapid growth during the previ
ous four years (averaging 11.2 per cent), GDP 
in Thailand rose by 7.7 per cent in 1991, re
flecting a cooling off of the economy and a 
move towards a more sustainable growth path. 
With the easing of demand pressures in most 
sectors, the rate of inflation was moderated and 
import growth declined. 

Both the Lao People's Democratic Re
public and Viet Nam have adjusted flexibly to 
the abrupt cessation of economic arrangements 
among the former CMEA countries and have 
been able to achieve growth of around 4 per 
cent in 1991. Their relative slowdown was due 
mainly to low agricultural output caused by 
bad weather, while the industrial sector contin
ued to improve. Market-oriented policy re
forms which have been undertaken in these two 
countries, and which require further consol
idation, include fiscal and monetary policies, 
measures of privatization, and introduction of 
a new foreign investment code. In response, 

there has been a rapid increase in the number 
of joint ventures in Viet Nam, particularly in 
oil and gas exploration. Exports have enjoyed 
the benefit of low labour costs and exporting 
firms receive special tax treatment. Reorgan
ization of State-owned enterprises has led to a 
substantial increase of industrial output, while 
new labour incentives have enhanced produc
tivity. Faster response to the reforms has been 
hampered by persistent inflation, which is a 
major cause of concern in Viet Nam, partly 
because of the difficulty in financing the budget 
deficit. However, there are innumerable possi
bilities of cooperation with other countries in 
the further development of the economy, as 
more licences for investment projects are ap
proved. 

(b) Prospects 

The outlook in many countries of the 
subregion depends, in part, on certain external 
factors such as the outcome of the Uruguay 
Round, the volume of world trade, and the level 
of oil and other commodity prices. The stimu
lus from world export demand is likely to re
main relatively weak. Governments will 
continue to be concerned with payments defi
cits and with inflation, and consequently can 
be expected to continue pursuing the prudent 
fiscal and monetary policies which many of 
them have implemented since mid-1990, though 
perhaps with some easing. Conditions influ
encing domestic demand will remain 
favourable, although growth of consumption 
and investment will probably be somewhat less 
than the high rates of previous years. A smaller 
increase in FDI, together with diminished 
growth in Japan, will dampen the growth of 
intra-regional trade in spite of productivity 
gains in industry. The ASEAN countries are 
likely to remain on the high growth path of the 
last several years, though at a marginally lower 
rate than in 1991. 

In Indonesia, non-oil manufactured ex
ports will continue to grow at their strong trend 
rate, assisted by new production capacities 
coming on stream as a result of substantial past 
investments. Stagnation of imports should 
prevent any major widening of the current ac
count deficit, while the postponement of in
vestment plans may have consequences for 
heavy industry and the expansion of 
infrastructure in the longer term. On the other 
hand, the recent announcement that 100 per 
cent foreign ownership in new companies will 
be allowed should provide some further stimu
lus to the manufacturing sector. Growth 
should continue in Malaysia, although at a 
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slower rate, and will continue to be driven by 
firm domestic demand. Public expenditures will 
be concentrated on improving infrastructure 
and will make up for some slackening of foreign 
capital inflows associated with joint ventures. 
Major imports of technology equipment are 
envisaged for improved efficiency and 
competitiveness. Recovery in the Philippines 
will be supported by progress under the current 
stabilization programme, rehabilitation of areas 
devastated by natural disasters and probably 
also by greater FDI as a result of new legis
lation. However, the Government will need to 
pursue reforms in a climate of social stability 
and of business confidence, and to overcome 
power shortages that have proved so disruptive. 
In Thailand, GDP growth will come mainly 
from an increase in exports (particularly elec
tronics and electrical goods) due to tax reform 
measures implemented to enhance efficiency. 
However, the recent introduction of VAT, and 
the current political situation, may discourage 
the early implementation of planned investment 
by the private sector. Foreign exchange and 
other earnings from tourism will continue to be 
below the levels attained in 1990. Private 
savings will be mobilized through various fiscal 
and money market reforms, so as to narrow the 
savings-investment gap. 

In certain countries, the services sector is 
projected to grow faster than in 1991 as tourism 
recovers and financial services expand to meet 
the growth of trade and investment. However, 
in some cases tourism flows may be affected by 
health risks associated with AIDS; likewise, 
labour productivity in enterprises may also be 
affected (see also the next chapter). While FDI 
and domestic private investment will be gener
ally supported by recovery in foreign markets, 
structural supply constraints will be an imped
iment in some countries. 

The potential for strong growth in the 
Lao People's Democratic Republic and Viet 
Nam, where important progress in the direction 
of a market economy has already been made, 
is considerable. Stable fiscal and monetary 
policies, together with measures to control in
flation, will favour investment and stimulate 
greater FDI from neighbouring and Western 
European countries. Trade facilitation meas
ures and adequate external financial assistance 
would help speed up growth prospects, but if 
more private foreign investment is to be at
tracted it will be important to remedy the 
deficiencies in basic social and physical 
infrastructure. 

6. East Asia 

(a) Recent developments 

Despite the slowdown in the world econ
omy, the East Asian economies continued to 
expand rapidly during 1991, supported by 
strong domestic and, to a lesser extent, export 
demand. Flexible production structures and 
supportive industrial policies enabled these 
countries to diversify exports and achieve larger 
market shares and so make up for relatively 
weak demand from the developed countries. A 
substantial increase in intra-regional trade also 
provided some stimulus. As business confi
dence improved, investment ratios rose and 
import demand remained firm, underpinned by 
a rapid growth of public investment in 
infrastructure. 

In the Republic of Korea, there was a 
moderate slackening of growth, to 8.4 per cent 
in 1991, but because of earlier strong domestic 
demand and a surge of imports there was a 
payments deficit of $8.8 billion, compared with 
one of $2.2 billion in 1990. Sharp wage in
creases (due to labour shortage), as well as the 
sharp rise in the value of real estate and other 
capital assets, stimulated the expansion of pri
vate consumption. Inflation, which accelerated 
to 9.7 per cent, became a source of concern. 
Growth in Hong Kong and in Taiwan Province 
of China improved to 3.9 per cent in 1991 from 
3.0 per cent in 1990 and to 7.3 per cent from 
5.1 per cent, respectively. The announcement 
of construction plans for a new airport has 
strengthened confidence and given a fillip to 
domestic demand in I long Kong, while close 
ties with neighbouring buoyant Guandong 
(China) fuelled re-exports, the share of which 
in Hong Kong's total exports reached 69 per 
cent in 1991, compared with 45 per cent in 
1985. Growth in Taiwan Province of China 
was helped largely by high investment in 
infrastructure and a rise in exports. An im
provement in the business climate prompted a 
further growth of private investment. How
ever, much of it was financed by large inflows 
of short-term capital (due to the interest rate 
differential with the United States), which in
creased pressure for an appreciation of the do
mestic currency against the United States 
dollar. On the other hand, the slowdown in 
Singapore to 6.7 per cent, from 8.3 per cent in 
1990, can be attributed mainly to sluggish 
non-oil exports, particularly computers, and 
some decline in financial services. 
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1991 was a very difficult year for 
Mongolia, owing to drastic disruptions of trade 
and payments arrangements and a sharp de
cline in financial assistance from the former 
CMEA countries. Serious shortages of raw 
materials and spare parts for machinery, as well 
as of consumer goods, including fuel and food 
(due to an unusually cold winter after heavy 
rains which severely damaged crops), com
pounded a difficult economic situation. The 
loss of its traditional export markets and the 
shortage of foreign exchange considerably 
hampered imports, resulting in the closure of 
enterprises and massive unemployment and ac
celerated inflation. GDP may well have de
clined by as much as 16 per cent in 1991. 

In many countries, government expendi
tures on social and infrastructure projects have 
contributed to economic growth and will also 
strengthen the base for long-term structural 
change. In particular, Taiwan Province of 
China launched a massive $300 billion Six-Year 
Development Plan, which will finance public 
facilities, including highways and mass transit 
systems, with emphasis on environmental pro
tection and on improving the quality of life. In 
Singapore, residential construction, mainly by 
the public sector, was the driving force of the 
industrial sector during 1991. 

(b) Prospects 

Rapid development in southern China, 
together with a number of large-scale 
infrastructure projects and some modest recov
ery in the United States, will contribute to 
strengthening export and GDP growth. Struc
tural adjustment measures that have been car
ried out for some time in Hong Kong and 
Taiwan Province of China should begin to bear 
fruit. However, in certain countries labour 
shortage and environmental concerns have 
been a cause of delay in project implementa
tion. 

1. Recent developments 

Following implementation of economic 
adjustment measures in 1989, GNP in China 
rose sharply in 1991, exceeding by 7.0 per cent 
that of the previous year. The performance was 
sustained by a strong increase in industrial 

Signs of overheating in the Republic of 
Korea may induce a tightening of policy to 
curb private consumption and government ex
penditure. Tighter credit may result in lower 
business investment. But government attempts 
to moderate the rise in wages may help to im
prove the competitiveness of exports and thus 
reduce the trade deficit. Hong Kong will bene
fit from strong exports for outward processing 
in China and an expected increase in domestic 
demand. Prospects in Taiwan Province of 
China are for higher growth owing to sharply-
increased public expenditures and a rise in 
consumer spending as a result of higher dis
posable incomes. As the incremental value of 
imports is likely to exceed that of exports the 
trade surplus should decline. Because of strong 
domestic demand for investment, foreign in
vestment in neighbouring countries is likely to 
rise more slowly. Singapore's prospects will be 
hampered by a slower rise in labour productiv
ity in the manufacturing sector, but increased 
construction work, combined with an expected 
larger volume of tourism, particularly from 
Asia, will help to sustain the overall rate of ac
tivity. 

Mongolia is still in a difficult transition 
process to a market economy, and industrial 
output will continue to decline in 1992 because 
of shortages of raw materials and other imports 
and lack of transport facilities. While govern
ment expenditures continues to rise, receipts 
have been falling with the decline of GDP, and 
private savings have started to shrink. To 
speed up reforms and improve the environment 
for private enterprises, particularly those en
gaged in foreign trade, a number of measures 
have been taken, including the waiving of ex
port licences for goods and adjustment of the 
exchange rate. Despite these efforts to stabilize 
the situation, Mongolia badly needs financial 
assistance from the international community to 
help replenish supplies of much-needed indus
trial raw materials and petroleum. 

production (14 per cent), large gains in manu
factured exports, and an improvement in agri
cultural output, as well as by strong 
consumption expenditure. In spite of devas
tating summer floods that struck the northern 
part of China, and which reduced grain output 
(but only by 2.5 per cent), farmers have re
sponded favourably to new production incen
tives, and total agricultural output rose 3.0 per 

B. China 
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cent, against 7.6 per cent in 1990. Industrial 
production, which started to pick up in 
mid-1990, expanded further in 1991 as a result 
of increased fixed investment, high retail sales 
(a volume increase of 10 per cent), and contin
ued strong export demand. In order to raise 
the efficiency of State-owned enterprises, the 
Government has introduced a series of meas
ures since September 1991, including a cut in 
corporation tax rates and an increase in the 
depreciation rate of fixed assets. More auton
omous management skills, with simpler organ
izational structures, were introduced. For 
example, factory managers have been given 
control over wages and bonuses, allowing pay 
scales that reward individual effort and skill. 
Stockpiles of goods were reduced, new quality 
products developed, and overall enterprises 
losses slowed down. In 1990, State-owned en
terprises accounted for only 55 per cent of total 
industrial production, compared with 78 per 
cent in 1979 (just prior to the economic reform 
process), while the share of joint ventures and 
private firms has progressively risen. Relative 
price stability was maintained (the consumer 
price index rose by only 2.9 per cent), though 
certain State-administered price increases were 
effected for some categories of raw materials 
and staple foods so as to stimulate their pro
duction and reduce the burden of subsidies on 
the budget. 

In the foreign trade sector, imports rose 
in value by as much as 19 per cent, outpacing 
the export growth of 15 per cent, and giving 
rise to a reduced trade surplus of $7.9 billion in 
1991. The rise in imports was a consequence 
of the growth of domestic demand, especially 
for machinery and raw materials, and the need 
to upgrade plant and equipment. Another fac
tor was the preferential treatment accorded to 
foreign companies, such as lower tax rates, 
which induced rising capital inflows for joint 
ventures and associated increases in imports. 
The current balance on invisibles account, 
however, continued to improve, mainly owing 
to higher earnings from tourism, and foreign 
exchange reserves were augmented. 

2. Prospects 

The progress of reform in China is to be 
continued. New reforms will seek to expand 
the role of markets and diminish that of the 
State, so as to speed up changes and facilitate 
the incorporation of new production tech
niques. On-going reforms, such as those af
fecting prices and the economic organization 
of rural areas, together with the rural policy of 

family responsibility and profit incentives, are 
expected to provide a healthier foundation for 
economic expansion. More flexible policies will 
be extended to State-owned enterprises with the 
aim of increasing competitiveness and profit
ability, including the right of managers to ap
point or dismiss staff. Firms will have easier 
access to investment, import-export rights, and 
will be allowed to retain a higher proportion of 
their foreign exchange earnings. At the same 
time, they will be more accountable for their 
performance. Capital inflows for more joint 
ventures and foreign technology acquisition are 
to be encouraged for quality and efficiency im
provement. High technology development 
zones along the Pearl River Delta will be ex
panded. On the international front, the liber
alization of the trade system has, in part, been 
supported by tariff cuts on a number of im
ported items since the beginning of 1992, while 
the abolition of all export subsidies will help 
improve relations with trading partners. For
eign banks are also gradually expanding ser
vices in the country. China has allowed the 
yuan to depreciate slowly in a 'managed float', 
in view of its intention to reactivate its mem
bership of GATT, thus bringing the official ex
change rate closer to the domestically used 
renminbi rate on swap markets, leading even
tually to the adoption of a single exchange rate 
regime. 

As for future prospects, agricultural out
put is likely to expand as result of a substantial 
increase in investment. A further rise in pro
curement prices of farm products is likely, with 
a view to stimulating production and to abol
ishing price controls on most agricultural com
modities. In addition, markets for the trading 
of farm inputs and grain sales are being gradu
ally introduced in lieu of State channels. In
dustrial production may rise less than in the 
previous year, due to adjustments taking place 
in industrial structure which will take some 
time to work their way through, and also be
cause of shortages of energy and of transpor
tation facilities. Urban unemployment may rise 
with the redeployment of workers in the proc
ess of rationalizing State sector industries. 
However, with rising real personal incomes and 
new job opportunities in rural areas, consumer 
expenditures should be maintained at a high 
level. There is a need for institutional mech
anisms for securities markets, so as to allow 
potential borrowers to tap the huge amounts 
of bank deposits that have been accumulated 
for maintaining price stability. However, much 
will also depend on measures introduced to re
duce the budget deficit. 

Though trade frictions between China 
and some developed countries may hamper ex
ports, continued buoyancy of joint ventures 
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and coastal export-oriented firms should ensure 
an expansion of exports, but at a lower rate 
than in 1991. On the other hand, imports are 
expected to grow faster than exports as a result 
of tariff reductions, higher purchases of capital 
goods by both the private and the public sector, 
and the presence of a growing number of for
eign companies that are investing in the econ
omy. Consequently, the trade surplus will 
decline further, but this will probably be offset 
in part by higher invisible net receipts, espe
cially from tourism. The marked improvement 
in the economy in 1991 is likely to be sustained 
over the next two years, with growth in 1992 
projected at about 8 per cent. 

In the coming years, a series of measures 
will be taken, including steps to increase in
vestment in agriculture and to pursue rural re
form so as to ensure stable growth of grain 
output. The aim is to raise agricultural output 
at an annual rate of 4 per cent during the pe
riod 1993-1996. Real investment in fixed assets 
is expected to increase moderately. Though 
some bottlenecks will probably hinder pro
duction in industries, emphasis will be laid on 
the contract responsibility system in manage
ment so as to expand output at around 11 per 

1. Recent developments 

(a) Central and Eastern Europe 

The recession of the economies of the re
gion deepened dramatically in 199L Output 
contracted further and there were continued 
internal and external imbalances. A major fea
ture in most countries was a considerable de
cline in industrial output resulting from a 
number of factors, including the growing im
pact of stabilization policies and economic re
forms, a concurrent painful transformation 
toward market-oriented economies, and the 
collapse of intra-regional trade. Although there 
was recession in all countries, there were im
portant differences among them in its severity 
and prospects of economic recovery. 

cent annually. As the establishment of coastal 
special economic zones and joint ventures has 
made a critical contribution to China's trade 
and foreign exchange earnings, further meas
ures to encourage such activities and attract 
FDI are envisaged. As more enterprises be
come operational, the value of total exports is 
likely to increase at an annual average rate of 
ll per cent. However, the need for more con
struction materials and other production in
puts, as well as for technology equipment, will 
cause an annual expansion of imports of 14 per 
cent in value terms. Domestic demand pressure 
will cause the price level to rise around 7 per 
cent per annum. In view of the process of re
structuring, the economy is projected to grow 
annually by 7-7.5 per cent in the medium term. 

In April 1992, the Chinese Government 
gave the go-ahead to build the world's largest 
hydroelectric station at the Three Gorges dam 
on the Yangtze River. Though it will cost 
people their homes, on completion of the 
project, the benefits to be reaped are enormous, 
including improved flood control and irrigation, 
and abundant power which will help 
ease the shortage of energy. 

The economic performance of Hungary 
was controversial in 1991. On the one hand, 
the expected 4-5 per cent drop in GDP is esti
mated to have been in fact one of 7-8 per cent. 
Both industrial and agricultural output fell 
sharply. The recession in State-owned industry 
was the deepest since the beginning of struc
tural reforms, mainly due to the collapse of 
trade within the former CMEA and the dis
ruption of stable economic links with the for
mer USSR, a number of enterprises being 
traditionally oriented to the latter market. On 
the other hand, the country recorded its 
healthiest ever balance of payments, with a re
cord surplus on current account due to sharply 
reduced imports and substantially increased 
exports of services, primarily tourism. From 
the very beginning the newly emerging eco
nomic structures have concentrated on hard 
currency markets. Within two years there was 
a significant change in the direction of trade, 

C. Central and Eastern Europe and the former USSR 
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with the industrialized countries becoming 
Hungary's principal trading partners. Inflation, 
though still high by European standards, re
mained under control. Despite some budget 
difficulties in the middle of the year, the Gov
ernment recovered fiscal control and the budget 
deficit remained within manageable limits. 

The economy of Poland experienced in 
1991 a new phase of recession. A forecast steep 
decline of industrial output in the public sector 
was not accompanied by the expected increase 
in private sector activity, and agricultural out
put stagnated. As a result, GDP further con
tracted, by some 9 per cent. Contrary to 
expectations, investment demand, which was 
supposed to be a major driving force of the re
covery, declined, owing to the continued pur
suit of a tight fiscal and monetary policy and a 
resulting lack of confidence of potential inves
tors. The current account balance worsened in 
1991 mainly because the trade surplus was the 
smallest since 1982. After an impressive rise in 
1990, exports declined, although the decline 
was less pronounced than predicted. The rapid 
growth of imports was fuelled by imports of 
consumer goods by the private sector. At the 
same time, last year Poland benefited from ex
ceptional debt rescheduling and capitalization 
of interest (see Part Two below, chapter I, sec
tion II). 

1991 was the first year of real structural 
change resulting from the programme of eco
nomic reforms in Czechoslovakia. As in the 
other countries of the region, the initial re
sponse was a substantial decline in production. 
According to the most recent estimates avail
able, the fall in GDP in 1991 was some 16 per 
cent, while the decline in industrial production 
was even more pronounced, mainly because of 
a combination of unfavourable external factors, 
in particular the unexpectedly rapid disinte
gration of CMEA, the collapse of the Soviet 
economy, and the Gulf crisis. The immediate 
impact of the economic transformation has 
been an acceleration of inflation, stemming 
from the liberalization of prices at the begin
ning of 1991 as well as from the increases in the 
prices of imports from the former CMEA 
countries, rising unemployment, and a fall of 
per capita real income. 

The contraction of the Bulgarian econ
omy is estimated to have been around 23 per 
cent in 1991, affecting most seriously the con
struction sector and domestic trade. The role 
of the private sector in Bulgaria is still mar
ginal. A major achievement of financial policy 
was the reduction of the current account deficit 
with convertible currency countries. Neverthe
less, the external financial situation remains se
rious. 

(b) The former USSR 

Economic activity in the former Soviet 
Union was dominated by political events, which 
by the end of the year resulted in its disinte
gration and the creation by the majority of the 
former Soviet republics of the Commonwealth 
of Independent States (CIS). The dramatic fall 
in industrial output - estimated at 18 per cent -
and the decline of agricultural output - the two 
traditional major driving forces of economic 
activity, were responsible for a fall of GDP by 
17 per cent. The profound disruption of the fi
nancial system, a large budget deficit, and 
strong inflation, owing to the failure of admin
istrative price reform, all of which was com
pounded by a number of social and ethnic 
conflicts, contributed to further economic de
cline. The fragmentation of the country and 
of its common economic space during the year 
was accompanied by a harsh breakdown of 
traditional economic links among the formely 
highly integrated constituent republics, which 
accelerated the economic collapse. 

In 1991 the persisting shortage of con
vertible currencies continued to boost barter 
trade, and both exports and imports recorded 
a steep decline. In rouble terms total exports 
dropped by some 32 per cent, resulting mainly 
from a sharp decline in the value (and volume) 
of crude oil exports, the most important export 
product. The decline in imports was even more 
pronounced, particularly for imports from the 
former CMEA countries, and partly explains 
the collapse of Soviet industrial output in 1991. 
The composition of trade flows by region has 
completely changed in the last two years. As a 
result, after a trade deficit in the previous year, 
the combined trade balance of the former 
Soviet republics showed a large surplus in 1991. 

2. Prospects 

(a) Central and Eastern Europe 

Short-term economic prospects for Cen
tral and Eastern Europe as a whole are moder
ately optimistic. Although output will continue 
to fall in almost all countries, the pace of con
traction is likely to slow down. Exports are 
expected to expand further, as new opportu
nities in European markets replace the dis-
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rupted markets of the former USSR. Imports, 
fuelled by some growth of internal demand, are 
forecast to rise faster than exports, with a re
sultant deterioration of these countries' com
bined current account balance and the 
individual balances. Short-term forecasts inev
itably involve a large element of uncertainty on 
account of the domestic political instability in 
some of the economies. Longer-term prospects 
are brighter. It is expected, that structural re
forms and improved investment opportunities 
will restore positive growth rates to Poland and 
Hungary, and perhaps also Czechoslovakia, by 
the mid-1990s (and possibly as early as 1993 in 
Hungary). Because of the delays in imple
menting institutional reforms in Bulgaria and 
Romania, recovery in those countries is ex
pected to take longer. 

Hungary seems to have the best chance 
of overcoming the recession in the coming 
years: the most uncertain period of the transi
tion has already passed; market institutions, 
including the necessary legal basis, have been 
created; tax, price and subsidy systems have 
been reformed; and privatization, after a period 
of cautious expectation, has accelerated. Ex
ports are expected to continue their strong ex
pansion, mainly to hard currency markets (but 
a return to the former Soviet markets is also 
possible). However, some worsening of the 
balance of payments may occur as a result of 
increasing demand for imported goods. 

Poland has modified its economic strat
egy, which now aims at easing the rigours of 
market-oriented policies. The latter have 
brought about rising unemployment and de
clining living standards, especially in the State-
owned industries. Emphasis has been switched 
from deflationary to anti-recessionary meas
ures, with a focus on boosting exports and in
vestment so as to stabilize the level of 
unemployment. A slow recovery of the Polish 
economy began in the first months of 1992 with 
an increase in exports, reflecting the rise in sales 
of industrial products. Nevertheless, an early 
return to positive growth rates seems unlikely. 

In Bulgaria the Government's expecta
tions of a rapid recovery rely on the expected 
inflow of foreign investment, privatization and 
the resulting increase in exports, and higher 
personal consumption. However, the country 
is still in the initial stages of the transition 
process and recovery in 1992 is unlikely. 

(b) The former Soviet republics 

The former Soviet republics, both mem
bers and non-members of the CIS, will continue 

their transition to market economies and inte
gration into the world economy. However, the 
initial conditions of this process vary from one 
economy to another and largely depend on 
their size, the degree of integration into the 
former Soviet economy and their political and 
social stability. In the years to come these 
countries will face problems of economic 
transformation related to the freeing of prices, 
the re-establishment of budget discipline, intro
duction of national currencies, banking reforms 
and privatization. In the new economic climate 
created by the break-up of the Soviet Union, 
the former Soviet republics facing the greatest 
difficulties will be those which strongly depend 
on foreign trade and have large trade deficits -
in particular the three Baltic states, Moldova 
and Belarus, which are relatively poorly en
dowed with natural resources and depend on 
the exchange of manufactured goods for energy 
and raw materials from the Russian Federation. 

Economic relations with the Russian 
Federation, the largest of the former Soviet re
publics in terms of territory, population, and 
industrial and export potential, will, at least for 
the next few years, continue to influence the 
economic performance of individual countries 
that were formerly republics of the Soviet Un
ion. The process of economic reforms in the 
Federation and its political, ethnic and social 
stability will influence the overall economic sit
uation in this subregion as well. Since the be
ginning of 1992 the new Government has 
started to implement a large-scale programme 
of economic reforms, with emphasis on the lib
eralization of prices, of domestic and external 
trade, and of the foreign exchange regime, and 
on financial stabilization (consolidation of the 
budget, financial reform), as well as on 
privatization. Already the first results of this 
reform have provoked controversial reactions. 
Some beneficial impacts of the relatively strict 
application of the programme started to be felt 
in the first three months of its application: 
substantial consolidation of the budget has 
been achieved through cuts in military expend
iture and subsidies and some increase in reven
ues ensured by the introduction of VAT. There 
has also been some recovery in exports. Also, 
the domestic market has started to be replen
ished at the higher prices. At the same time, 
the tight fiscal and monetary policy has pro
voked a continued fall in industrial output, al
beit at a decreasing rate. As a result of foreign 
exchange liberalization, imports have risen 
sharply and the trade surplus has turned into a 
deficit. Real financial stabilization has not yet 
been achieved and structural changes have not 
yet been initiated. The planned transfer of 
State property into private hands is constantly 
delayed and the programme of large-scale 
privatization of over-monopolized industry is 
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not yet finalized. The second stage of the 
programme involves the introduction of credit 
incentives to producers. Further steps in eco
nomic reform, involving rouble convertibility 
and external and internal liberalization, are ex
pected to be taken during the second half of the 
year. 

1. Recent developments 

Economic performance in the developed 
market economies over the past two years was 
characterized by drift and a slow erosion of 
momentum. 1991, with a growth of aggregate 
output of only a half of 1 per cent, proved to 
be somewhat worse than expected, although 
outright recession for the group as a whole was 
avoided. Nevertheless, in a number of coun
tries, including the United States and the 
United Kingdom among the larger economics 
and Finland, Sweden and Switzerland among 
the smaller, GDP declined. Australia and New 
Zealand also underwent recession in 1991. 
With the exception of Germany, where GDP 
remained unchanged, the other developed 
economies experienced varying degrees of 
growth, led by Japan among the larger ones 
and Norway among the smaller. Generally, the 
slower expansion of aggregate demand was 
primarily due to weak private investment, with 
the principal exception of Germany. 

Inflation rates have been on a downward 
trend and are generally lower than in the 1980s. 
Among the major countries only in Germany 
has the rate tended to increase; the rise in the 
consumer price index is currently about 4\h per 
cent on an annual basis, as compared to I72 per 
cent over the last half of the 1980s. Unem
ployment rates clearly reflect the recent slow
down in economic activity in the developed 
economies. After last peaking at B'/z per cent 
in 1983, the rate of unemployment fell slightly 
in every year up to 1990, but in 1991 increased 
to over 7 per cent, from 6.3 per cent in 1990. 

In the United States, output declined by 
0.7 per cent in 1991, reflecting the recession of 
the last quarter of 1990 and the first quarter of 
1991, followed by a weak and faltering recovery 
in the rest of the year. The prolonged weakness 
of the United States economy was reflected in 
the decline of all major expenditure compo
nents. Historically low inflation rates have al-

The Government's revised forecast for 
1992 is for a 12 per cent fall in GDP and in
dustrial output, and 13 per cent in the pro
duction of consumer goods (18 per cent for 
food). The fall of GDP is expected to continue 
until mid-1994, when recovery and a restora
tion of positive growth rates may be achieved. 

lowed considerable flexibility in monetary 
policy, but unemployment rates increased 
sharply in 1991 and currently stand at V¡2 per 
cent. The federal deficit was around 472 per cent 
of GDP and is expected to increase consider
ably. In Canada, there was likewise a fall in 
GDP, of I72 per cent in 1991, and unemploy
ment increased sharply, currently standing at 
more than 11 per cent of the labour force. 

Performance in Western Europe was 
mixed in 1991, with only the United Kingdom 
among the major economies having a decline in 
GDP, of almost 2.5 per cent. Although the 
German economy registered no growth, import 
demand relating to reconstruction needs played 
a significant role in supporting growth in the 
rest of Western Europe. France and Italy suc
ceeded in maintaining positive rates of growth 
of about 1 per cent, while the rest of EEC did 
relatively well, growing on average by about 2 
per cent. The region as a whole, while avoiding 
recession, grew at less than half of 1 per cent in 
1991, after registering better than 2 per cent 
growth in 1990. 

In almost all Western European countries 
inflation, as measured by the consumer price 
index, was brought down. The index for EEC 
as a whole fell by half a percentage point, to 
less than 5 per cent in 1991, in spite of acceler
ated inflation in Germany. The United 
Kingdom made considerable progress in bring
ing its rate of inflation into line with the EEC 
average. Unemployment, on the other hand, 
was generally higher in 1991, particularly in the 
United Kingdom, where it rose from slightly 
less than 6 per cent of the labour force in 1990 
to more than 8 per cent in 1991 and now stands 
at 9'/2 per cent. 

Japan continued to expand at a relatively 
rapid rate in 1991, achieving a growth of GDP 
of 4'/2 per cent with stable unemployment and 
a slight increase in the rate of inflation. In 
contrast, recession in both Australia and New 
Zealand caused sharp increases in unemploy
ment, with rates currently at double-digit levels. 

D. Developed market-economy countries 
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2. Prospects 

The outlook for the developed economies 
is for some increase in growth for 1992, possi
bly reaching about 1.5 per cent for the year as 
a whole, with a somewhat broader recovery, 
approaching 3 per cent, for 1993. However, 
any forecast is necessarily tentative in view of 
the persistence of a number of constraints and 
uncertainties, in particular financial fragility 
(discussed in Part Two, chapter II of this Re
port). 

In North America, current forecasts are 
for the United States to grow at about 1.5 per 
cent in 1992 and Canada at about 2 per cent. 
Sustained recovery could result in an average 
growth in North America of 3 per cent in 1993. 
However, current indications of the pace of re
covery in the United States are mixed and there 
is renewed pressure on the Federal Reserve to 
further ease credit. The forthcoming presiden
tial and congressional elections are contributing 
to the climate of uncertainty. Nevertheless, re
newed growth in Western Europe in the latter 
part of 1992 and 1993 should provide a stimu
lus to export demand for the United States. 

In Western Europe, expectations are of a 
generally weak expansion in 1992 of perhaps 
not more than 1.5 per cent. The recession in the 
United Kingdom should come to an end and 
growth should be resumed in Germany. Nev
ertheless, the current uncertainties revolving 
around the process of ratification of the 
Maastricht treaty are having an unsettling im
pact on business confidence. Overall growth 
for the region may be no more than 1.5 per 
cent, with France, Germany, Italy and the 
United Kingdom all expanding at about the 
same pace. Subject to the uncertainties men
tioned above, expansion should be considerably 
more robust in 1993, with growth approaching 
3 per cent. 

In Japan, business confidence has been 
shaken by a number of financial scandals and 
a sharp decline in prices of real and financial 
assets. Continued high growth in Japan up to 
the latter part of 1991 had been a stabilizing 
factor in the world economy, but developments 
in more recent months have dampened expec
tations of rapid global recovery . Furthermore, 
while forecasts are for a return in Japan to 
more normal growth in 1993 of about 3.5 per 
cent, the medium-term outlook is for growth 
rates somewhat lower than those of the 
1980s." 
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Chapter IV 

DEVELOPMENT AND GROWTH: A LONG-TERM 
PERSPECTIVE 

A. Introduction 

The world economy is presently undergo
ing a profound transformation which reflects 
developments in terms of economic fundamen
tals at the national and international level, in 
official policies as well as in financial markets 
and institutions. Of obvious immediate and 
longer-term significance is the economic trans
formation that is under way in the transition 
economies of Central and Eastern Europe and 
the former USSR. Similarly, the conclusion of 
the North American Free Trade Agreement 
(NAFTA), the establishment of a European 
Economic Area (EEA) and similar arrange
ments in the Western hemisphere, as well as of 
a single EEC market and the enlargement of 
the Community, may well lead to important 
changes, directly and indirectly, in both the di
rection and the composition of world trade. 

As noted in the previous chapter, the 
world economy stagnated in 1991, an outcome 
that was worse than initially foreseen, in par
ticular for the transition economies. The de
veloped world remains largely in recession as a 
consequence of continued weak recovery in the 
United States, Canada, United Kingdom and 
Australia and relatively slow growth in 
Germany and Japan. While there appears re
cently to have been an upturn in activity, par
ticularly in North America, a broader, though 
still relatively modest, recovery is not yet in 
sight. 

There is concern that the weak perform
ance of the developed market-economy coun
tries could lead to a prolonged recession, 
especially because of the reluctance of Govern
ments to provide any important fiscal stimulus 
when budgets are already severely strained. 
Similarly, the relatively high interest rate in 
Germany has limited the options available to 
other Western European countries to ease 
monetary policy. Moreover, in some countries 
there is a fear that too fast an expansion will 
rekindle inflation. Also of concern is the final 
outcome of the Uruguay Round and the impli
cations for world trade, as well as the possibil
ity of a world credit crunch because of a weak 
savings performance relative to global invest
ment demand. 

The present chapter examines briefly the 
growth prospects of the major regions of the 
world, especially those of the developing coun
tries, during the 1990s. To that end, the 
UNCTAD secretariat's System of Interlinked 
Global Modelling and Analysis (SIGMA)6 has 
been used to generate a baseline scenario up to 
the year 2000. A baseline scenario, as the name 
implies, is normally carried out under the as
sumption that there are no significant changes 
in current trends, policy measures, or major 
behavioural relationships, and is intended to 
serve as a point of reference for evaluating sit
uations where it is assumed that such changes 
will occur. 

6 For a brief description of SIGMA, see TDR 1990, box 8. 



32 Trade and Development Report, ¡992 

B. Key assumptions of the baseline scenario 

In continuation of the current trend, 
growth in labour productivity in developed 
market economies is assumed to be the same 
as in the 1980s. Consequently, a crucial factor 
in determining future output will be the growth 
of the labour force, which is itself the product 
of the growth of the working age population 
and the labour participation ratio. 

For demographic reasons, growth in the 
working age population is slowing down signif
icantly, but at varying rates, in developed 
market-economy countries. However, this fac
tor is offset to some extent by the projected in
crease in participation rates. The outcome in 
terms of projected GDP growth for these 
countries as a group is 2.5 per cent per annum 
during the 1990s, as compared to 2.8 per cent 
in the 1980s. 

In the area of international finance, no 
radical changes are assumed. Instead, recent 
donor performance (including that of multilat
eral institutions) is projected to continue on the 
same lines in the 1990s. For currently indebted 
countries, however, it is assumed that only 
limited private lending will be forthcoming, and 
that they will continue to honour their debt 
service obligations. 

Bilateral trade flows by major SITC 
groups7 in the projection period are derived on 
the basis of import-share matrices estimated for 
the relevant SITC groups at the end of the 
1980s. These matrices are also used as weights 
applied to available export unit values to gen
erate corresponding import unit values for in
dividual countries or regions in the system. 
Export unit values, on the other hand, are 

The results of the baseline scenario in 
terms of GDP growth are summarized in table 
7 whereas table 8 presents selected financial in
dicators for developing countries on a regional 
basis. As can be seen from table 7, continua
tion of current trends and policies would not 

computed by Using appropriate weights applied 
to projected prices for a set of some 40 selected 
commodities. 

It should be noted that projections for 
countries in Central and Eastern Europe and 
the former USSR pose a particular challenge. 
Not only is there a lack of reliable and accurate 
statistics, but also it is difficult to adopt a 
meaningful methodology when drastic changes 
are taking place. The decision, for example, to 
abolish the CMEA clearing arrangements and 
adopt fully convertible currencies as the basis 
for trade as from January 1991, taken in the 
absence not only of adequate foreign exchange 
reserves but also of the necessary mechanisms 
for trading in hard currency, resulted in a dras
tic reduction of intraregional trade, which tra
ditionally accounted for 35-40 per cent of the 
region's total trade. 

Furthermore, these countries continue to 
suffer from rising unemployment and inflation, 
major internal imbalances and widespread 
shortages, especially of consumer goods, and 
tight financial constraints. The task facing 
their economies is not just a matter of transi
tion but one of overall transformation of an 
economic system with inappropriate pro
duction and distribution structures. The enor
mity of the task confronting them can be 
compared to that of an economy emerging 
from a major war that has to reallocate re
sources away from the defence sector to con
sumer and capital goods industries and 
exportables. For these countries, therefore, 
extraneous rates of income growth are imposed 
on the system. 

lead to significant improvements in perform
ance in the 1990s over the 1980s, and differ
ences in growth among regions and countries 
will continue tó persist. Most of the projected 
growth in the 1990s would be in the second half 
of the decade, when the world economy is 

C. Summary results of the baseline scenario 

7 The commodity group classification is: SITC 0 + 1 , 2 + 4, 3, 7, and 5 + 6 + 8 + 9. 
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Table 7 

WORLD OUTPUT GROWTH IN THE 1980s AND 
PROJECTIONS FOR THE 1990s 

(Average annual rate in per cent) 

Country group 

World 

Developed market-economy countries 

of which: 

North America 
Western Europe 
Other 

Central and Eastern Europe 
and former USSR 

Developing countries 

of which in: 

America 

of which: 

Eurocurrency borrowers a 

Others 

Africa 

of which: 

Eurocurrency borrowers a 

Least developed countries 
Others 

Asia 

of which: 

Oil-dominant b 

Eurocurrency borrowers a 

Least developed countries 
Others 

China 

Memo item: 

Least developed countries 

1980-1985 

2.6 

2.4 

2.9 
1.6 
3.5 

2.9 

1 9 

1.1 

10 
1.8 

1.7 

0.1 
1.3 
3.8 

2.6 

-5.3 
5.4 
4.4 
5.5 

10.0 

2.4 

1985-1990 

3.2 

3.2 

3.0 
2.9 
43 

1.1 

3.4 

1.8 

1.8 
1.8 

2.2 

1.6 
2.2 
2.7 

4.8 

0.2 
7.9 
22 
4.5 

7.6 

2.2 

1990-1995 

22 

2.1 

1.8 
1.9 
3.3 

-5.5 

4.1 

3.2 

3.3 
2.5 

3.1 

3.7 
2.4 
2.8 

4.8 

2.4 
6.5 
3.0 
4.3 

7.2 

2.7 

1995-2000 

34 

2.8 

2.5 
28 
37 

3.0 

43 

33 

3.4 
2.9 

3.7 

4.3 
3.1 
3.3 

5.0 

3.6 
6.3 
3.1 
4.4 

6.5 

3.1 

Source: UNCTAD secretariat calculations, based on national and international sources, and SIGMA projections 
a Countries with cumulative borrowings in the Eurocurrency markets exceeding $2.7 billion, representing 

at least 1.5 per cent of Eurocurrency credits to developing countries over the period 1979-1983. 
6 Iraq, Kuwait, Libyan Arab Jamahiriya, Oman, Qatar, Saudi Arabia and United Arab Emirates. 

projected to resume its historical trend follow
ing the recovery of developed market econo
mies in the second half of 1992. 

Prospects for developing countries are 
not particularly encouraging, in spite of the fact 
that a number of them were successful in pur
suing structural adjustment and stabilization 
policies and registered significant improvements 
in income growth in 1991, as noted in the pre
vious chapter. With population projected to 

grow at some 2.3 per cent per annum during 
the 1990s, per capita income for developing 
countries as a whole would increase by 1.8 per 
cent. Underlying the global figures are consid
erable regional variations. Indeed, most of the 
gain will be in Asia (a rise of 2.7 per cent). 

For Latin America, prospects will con
tinue to depend on success in dealing with the 
debt overhang. Although positive growth was 
resumed in a number of countries in 1991, in-
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Table 8 

RATIO OF DEBT, a INTEREST PAYMENTS AND CURRENT ACCOUNT BALANCES 
OF DEVELOPING COUNTRIES TO EXPORTS OF GOODS AND SERVICES 

IN 1990 AND PROJECTIONS FOR 1995 AND 2000 

(Percentage) 

Country group 1990 1995 2000 

All developing countries 

Debt 
Interest payments 
Current account balance 

of which in: 

America 

Debt 
Interest payments 

Current account balance 

Eurocurrency borrowers b 

Debt 
Interest payments 

Current account balance 

Others 

Debt 
Interest payments 

Current account balance 

Africa 

Debt 
Interest payments 

Current account balance 

Eurocurrency borrowers & 

Debt 
Interest payments 

Current account balance 

Least developed countries 

Debt 
Interest payments 

Current account balance 

Others 

Debt 
Interest payments 
Current account balance 

94.4 
10.1 
-0 8 

91.1 
8.3 

-6.8 

53.4 
4.3 

-2.3 

191.6 
17.3 
-6.5 

199.8 
13.4 
-1.2 

164.0 
30.1 

-24.6 

231.5 
16.1 
-7.4 

182.8 
159 
22 7 

418.1 
20.7 

-51.5 

204.2 
14.9 

-11.8 

161.5 
15.6 

-14.2 

144.3 
11.4 

-14.7 

220.9 
29.9 

-12.8 

188.3 
13.1 
-7.9 

90.7 
8.7 

19.2 

429.8 
23 5 

-47.9 

170.4 
12.4 

-10.8 

87.8 
7.6 

-9.2 

78.1 
5.1 

-10.9 

121.4 
16.4 
-3.6 

103.9 
6.0 
5.1 

22.6 
2.3 

47.2 

322.9 
14 3 

-43.3 

98.1 
6.1 

-9.0 

For source and notes see end of table, 

eluding Argentina and Peru, on average there 
was a stagnation of output and a decline in 
living standards, due largely to a relative decline 
in demand for the region's exports stemming 
from the economic slowdown in the industrial 
countries, depressed or declining commodity 
prices and deteriorating terms of trade. How
ever, FDI and portfolio investment continued 

to rise, maintaining the trend in evidence since 
1987. With further improvements in the ratios 
of both debt and interest payments to exports, 
per capita income is projected to rise at an an
nual rate of 1.4 per cent in the 1990s. 

For African developing countries and the 
entire group of least developed countries, an-
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Table 8 (concluded) 

RATIO OF DEBT, a INTEREST PAYMENTS AND CURRENT ACCOUNT BALANCES 
OF DEVELOPING COUNTRIES TO EXPORTS OF GOODS AND SERVICES 

IN 1990 A N D PROJECTIONS FOR 1995 AND 2000 

(Percentage) 

Country group 1990 1995 a 2000 a 

Asia 

Debt 
Interest payments 
Current account balance 

Eurocurrency borrowers *> 

Debt 
Interest payments 
Current account balance 

Least developed countries 

Debt 
Interest payments 
Current account balance 

Others 

Debt 
Interest payments 
Current account balance 

Memo item: 

Least developed countries 

Debt 
Interest payments 
Current account balance 

47.6 
72 
1.7 

37.4 
5.8 
2.0 

508.1 
28.9 

-60.1 

77.7 
8.5 

-9.7 

61.5 
6.0 

-4.9 

51 0 
4.5 

-2.0 

533.4 
26.6 

-56.6 

75 6 
6.4 

-8.5 

38.7 
3.3 

-1.6 

30.8 
2.3 
0 0 

403 9 
16.4 

-42 2 

46 9 
3.4 

-6 9 

442.4 
22.9 

-53 8 

458.6 
24 4 

-50.3 

346 7 
149 

-43.0 

Source: UNCTAD secretariat calculations, based on national and international sources, and SIGMA projections. 
a Excluding short-term debt. 
b Countries with cumulative borrowings in the Eurocurrency markets exceeding $2.7 billion, representing 

at least 15 per cent of Eurocurrency credits to developing countries over the period 1979-1983. 

nual GDP growth in the 1990s is projected at 
3.4 per cent and 2.9 per cent respectively, as 
compared to 2.0 per cent and 2.3 per cent in the 

1980s. Nevertheless, since population will grow 
annually by some 3.0 per cent, per capita in
come in LDCs will fail to rise in the 1990s. 

D. Uncertainties surrounding long-term forecasts 

The picture presented above for the 
1990s, as stated previously, assumes that there 
are no major changes in current trends and 
policies. Should there be such changes which 
lead to an improvement in the international 
environment, especially as regards the prices of 
primary commodities, the prospects for devel
oping countries could be quite different. There 
are, however, several major events currently 

taking place, the effects of which are still in the 
process of working themselves out. Accord
ingly, there are varying degrees of inherent un
certainty, including those associated with the 
outcome of the Uruguay Round, the exact 
timing and extent of more generalized recovery 
in the developed market-economy countries, 
individually and collectively, the effect of the 
worst drought in Africa in a decade on an al-
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ready difficult food situation, and - last but not 
least - the economic transformation of the 
countries of Central and Eastern Europe and 
the former USSR. In the long run, uncertain
ties associated with changes in demographic 
structures and growing awareness of environ
mental and other issues related to sustainable 
development can also be expected to be impor
tant determinants. 

For the transition economies in Europe, 
the dismantling of existing mechanisms and in
stitutions without appropriate replacements 
poses serious obstacles to the proper function
ing of markets, as does also a price structure 
that is far from reflecting the underlying costs 
of production. The limited availability of reli
able and up-to-date statistics that are essential 
for proper decision-making and for the func
tioning of a market system is a further hand
icap. Furthermore, the emphasis given to 
market-economy operations has diverted atten
tion from the need for a sufficient understand
ing by all concerned of how the former 
centrally planned economies worked, so that 
decisions are generally taken without reference 
to a coherent theory of transformation to a 
market system. As a consequence, there is a 
lack of consensus among policy makers on such 
issues as the priority and sequencing of reforms 
and the time likely to be required for complet
ing the necessary adjustments. 

The external financial requirements for 
integrating these countries into the world 
economy can be considerable, and to some ex
tent can be judged by the experience of German 
unification, and it may be years before the 
benefits of the reforms are felt throughout the 
economies. However, the prospects for such 
financing on a commercial basis in the 1990s 
are not particularly encouraging, in view of the 
financial fragility prevailing in the developed 
world, particularly in the United States and 
Japan. There is a possibility that the world 
banking system, faced with shrinking capital 
bases, may take measures to adjust loan port
folios in ways that would result in a substantial 
decline in the global availability of credit. 
Should this be the case, the resulting 
deflationary impact may significantly weaken 
the recovery that is otherwise expected. 

With regard specifically to development 
finance, there is increasing concern that ODA 
to Central and Eastern European countries and 
several of the new independent States of the 
former USSR will be at the expense of devel
oping countries. On the other hand, the pro
spective scaling down of military expenditures 

may release additional resources for develop
ment finance. 

For developing countries, a key factor in 
determining their growth prospects in the 1990s 
will be their access to international capital 
markets. Without greater access to major fi
nancial markets, developing countries would 
benefit from a reduction in the fiscal deficits of 
developed market economies only through the 
indirect effects of income and interest rate 
movements on trade flows. 

Access to international capital markets 
by these countries, however, is likely to vary 
widely. Experience of the 1980s has shown that 
re-establishing creditworthiness can be a 
lengthy process. Long-term bond financing, 
which is currently available only to borrowers 
perceived to be among the best credit risks, is 
unlikely to be a major source of direct funding. 
For countries which do not enjoy the privilege 
that comes from having a good credit standing 
or ready access to major financial markets, of
ficial transfers and long-term credits, rather 
than private financial flows, will continue to be 
the primary source of external financing. 

Availability of external financing has a 
direct impact on domestic investment in most 
developing countries in the midst of policy re
forms and structural adjustment. Given the 
possibility of a credit shortage, developing 
countries may therefore find it necessary to 
undertake comprehensive measures, including 
fiscal, monetary and financing policies, de
signed to create stable domestic economic and 
financial markets in order to mobilize more 
fully their domestic resources and enhance 
productivity, as well as to improve their credit 
standing. 

Of importance in the long run are 
changes in demographic structures. For the 
industrial countries, there are important impli
cations associated with an aging population, or 
one characterized by an increasing dependency 
ratio.8 The need for further saving declines with 
age. Accordingly, in an aging population con
sumption can be expected to rise faster than 
current income. Increases in the dependency 
ratio may also mean a smaller labour force, and 
thus a lower potential output. In addition, 
there will be obvious changes in the composi
tion of government expenditure (as well as in 
its total share in GDP) with respect to educa
tion and medical care, as well as changes in the 
extent of transfer payments such as pensions. 
Since a country's current account position can 
be expressed as the difference between national 
saving and national investment, it is likely that 

* Those under 15 or over 65 years of age as a proportion of the population. 
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countries where population aging is most pro
nounced will tend to run current account defi
cits. In that event, the differences in the 
increase in the dependency ratio among the 
major industrial countries in the years to come 
could have important implications for global 
payments balance. 

The major democratic problem confront
ing most developing countries, on the other 
hand, is rapid population growth, which is a 
serious obstacle to the achievement of higher 
income growth and poverty alleviation. World 
population will increase at a record rate of 
nearly 100 million people a year during the 
1990s, and almost all this growth will be in 
Africa, Asia and Latin America. Of a more 
varied and pervasive nature, is the impact of 
AIDS (acquired immune deficiency syndrome), 
the final and fatal stage of infection with the 
human immunodeficiency virus (HIV). First 
diagnosed in 1981, the disease has now reached 
global proportions. According to the latest es
timates by WHO, some 9-11 million adults and 
about one million children have been infected 
with the virus, and over 80 per cent of them live 
in developing countries. The expectation is for 
a continued increase in HIV transmissions, 
particularly in developing countries. So far, the 
epidemic appears to have spread most rapidly 
in sub-Saharan Africa, which accounts for 
about two-thirds of the total number of HIV 
infections, but there are signs of its spreading 
to Asia, particularly in highly populated India 
and Thailand, and to some Latin American 
countries. Moreover, the presence of the virus 
in some rural areas is approaching that of ur
ban districts, which has serious implications for 
developing economies heavily dependent on 
labour-intensive agriculture. 

AIDS strikes young and economically 
productive adults, changing the size and quality 
of the labour force, and poses a serious threat 
to the further development of human capital. 

In contrast to developed countries, it strikes 
women in developing countries to almost the 
same extent as men, so that many newborn 
children are also at risk. For various reasons, 
epidemiologists and statisticians find the dis
ease particularly difficult to model and hence its 
economic impact, both in the short term and in 
the longer run, is difficult to determine. While 
some direct costs, such as health care expendi
tures, are obvious and can be estimated, the 
indirect costs associated with loss of earnings, 
reduced productivity of the labour force, and 
losses from tourism, as well as those related to 
its social impact, are much more difficult to 
assess. 

With respect to the sustainability of 
growth and development over the long run, 
there is a growing awareness of the linkages 
between economic activities and the environ
ment. Increasing attention by the international 
community to environmental degradation, in 
such areas as soil erosion, desertification, air 
pollution, global warming, shrinking of the 
ozone layer, deforestation and pollution of the 
world's oceans, has led to a growing desire to 
ensure that economic policies also take envi
ronmental concerns into consideration. It is 
becoming increasingly difficult for Govern
ments to ignore these linkages; the challenge 
(which was very much in the mind of partic
ipants in the recently held United Nations 
Conference on Environment and Development) 
is not only to minimize the possible adverse ef
fects of macroeconomic policies on the envi
ronment but also to structure environmental 
policies so that they do not impair macroeco
nomic performance. The adoption or 
strengthening of measures to address environ
mental concerns could have significant macro-
economic implications, both in the short and in 
the long run, in terms of output, prices, em
ployment, and fiscal balance, as well as for 
global payments equilibrium." 





Part Two 

FINANCE AND ECONOMIC EXPANSION 

Finance remains one of the principal forces driving the world economy. The 1980s wit
nessed a sharp disparity in the availability of finance to developed countries on the one hand 
and developing countries on the other. For most of the latter severe financial constraints made 
it very difficult to adjust, while at the same time restoring investment and growth. By contrast, 
in the major industrialized countries many sectors enjoyed easy access to finance thanks to 
deregulation of interest rates and financial activity. Consequently, they were able to accumu
late debt on a large scale and at very high interest rates, and to over-invest in some important 
sectors. 

This legacy is now shaping events. The asset price inflation of the 1980s has been re
placed by a "debt deflation", whose momentum has been quickened by the introduction of new 
rules by BIS (discussed in a special annex on the governance of international banking) de
signed to correct the imprudence of the 1980s. Meanwhile, developing countries are making 
new attempts to re-enter international capital markets. For most of them, the amounts avail
able are inadequate, and their terms of re-entry are still onerous. A few are meeting with 
success, but the capital flows they are receiving are, to a considerable degree, not the most 
appropriate, being driven by short-term, speculative considerations, 

Chapter I begins with a discussion of the recent trends in international lending to devel
oping countries, and goes on to examine the external financial positions of these countries, us
ing a number of debt indicators. It notes that the improvement in debt indicators, though fairly 
widespread, is not on a scale likely to have a major impact on perceptions of creditworthiness. 
It reviews recent debt restructuring agreements. It then examines bond issues by Latin 
American countries and non-debt creating flows to that region, and discusses the nature and 
effects of these flows (a subject further elaborated in another annex to the Part). The chapter 
concludes with a discussion of the costs and other terms of private export credits. 

Chapter II focuses on the role of financial market conditions in the recent slowdown in 
economic activity in the major industrialized countries and the difficulties that their debt over
hang in many sectors create for recovery. It starts with a description of current conditions in 
financial markets, noting that banks, which have been experiencing losses due to their bad 
loans, have been restricting their lending considerably in order to restructure their balance 
sheets. It examines the sources of current difficulties, including the deregulation of interest 
rates and internal and external financial transactions in the 1980s, the way monetary policy has 
been conducted in the major industrialized countries and the disuse of fiscal tools in macroe
conomic management. The last section discusses the consequences of financial difficulties for 
recovery, and outlines what kinds of monetary and fiscal policies are needed. 
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Chapter I 

INTERNATIONAL CAPITAL MARKETS AND EXTERNAL 
DEBT 

A. Recent trends in international lending 

In 1991 the different major categories of 
borrowing from the international capital mar
kets presented a more disparate picture than in 
recent years. As shown in tabic 9, issues of 
external bonds, which shared in the overall 
slowdown of international lending in 1990, re
covered the dynamism which has characterized 
their growth during most years since the 
mid-1980s. On the other hand, as can also be 
seen from that table, as well as from table 10, 
lending by banks tended to contract in 1991. 
This movement was strongly influenced by 
international interbank lending, which fell in 
each of the first three quarters of the year. 

The behaviour of international bank 
lending reflected on both the demand and sup
ply sides the effects of the recession in the 
OECD area and the deterioration in the quality 
of loan collateral. As is analysed in the next 
chapter, the recession and, in some cases, 
longer-standing problems due to unfavourable 
economic outturns in particular sectors have 
coincided with attempts by banks to increase 

their ratio of capital to total assets with the 
approach of the 1992 deadline for achieving 
this ratio prescribed by the Basle Agreement on 
the International Convergence of Capital 
Measurement and Capital Standards (described 
in annex I). The influence of this deadline ap
pears to have been especially important for 
Japanese banks, where capital levels were se
verely affected by the fall in domestic equity 
prices in 1991 and which were responsible for 
much of the year's declines in international 
interbank lending.9 During recessions slow
downs in lending tend to be especially severe 
for lower-rated borrowers, since banks feel that 
they would not be able to achieve on such loans 
the higher returns which would be justified by 
greater credit risks. In the current situation this 
tendency has probably been reinforced by the 
provisions of the Basle Agreement which, for 
the purpose of calculating banks' required lev
els of capital, assigns relatively high risk 
weights to most categories of claim on the pri
vate sector and on Governments and other en
tities incorporated outside the OECD area.10 

9 Under the Basle Agreement 45 per cent of the difference between the value of banks' holdings of equities at historic 
cost and at market prices can be included in the supplementary elements qualifying as Tier 2 capital. For detail 
concerning the definition of capital under this Agreement see annex I to this Part, sect. B.4. 

M Subject to variations in implementation at the national level the main features of the system of risk weights under the 
Basle Agreement are as follows: a weight of zero is attributed to cash, claims on central Governments and central 
banks denominated in national currency and funded in that currency, other claims on OECD central Governments 
and central banks, claims collateralized by cash or OECD central Government securities or guaranteed by OECD 
central Governments; weights varying from zero to 50 per cent are attributed to claims on domestic public sector 
entities, excluding central Government, and loans guaranteed by such entities; a weight of 20 per cent is attributed to 
claims on multilateral development banks and claims guaranteed by, or collateralized by, securities issued by such 
banks, to claims on banks incorporated in the OECD area and to loans guaranteed by OECD incorporated banks, 
to claims on banks incorporated outside the OECD area with a residual maturity of up to one year and loans with 
a residual maturity of up to one year guaranteed by such banks, to claims on non-domestic OECD public sector en-
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Table 9 

SELECTED CATEGORIES OF INTERNATIONAL FINANCING AND SHARES OF 
DEVELOPING AND CENTRAL AND EASTERN EUROPEAN COUNTRIES a THEREIN, 1984-1991 

Category 1984 1985 1986 1987 1988 1989 1990 1991 

External bond offerings 

Total ($ billion) 

Percentage share of: 
Dev'g countries 

Central and Eastern 
Europe and former 
USSR 

109.5 167.8 227.1 180.8 227.1 

3.2 3.7 1.3 0 9 15 

0 2 0.1 0.3 0.5 

255.7 229.9 297.6 

0.9 2.0 2.7 

0.7 0.7 0.5 

Syndicated credits 

Total ($ billion) 57 0 43.0 52 4 917 125.5 

Percentage share of: 
Dev'g countries b 

Central and Eastern 
Europe and former 
USSR 4.6 8.4 5.0 2.9 2.2 

39.6 
(20.2) 

37 4 
(20 9) 

19.1 
(19.1) 

183 
(7 9) 

10.2 
(6.1 

121.1 1245 113.2 

12.1 14.7 22 0 
(12.1) (12.3) (21.9) 

20 2 5 0 1 

Committed borrowing 
facilities c 

Total ($ billion) 

Percentage share of: 
Dev'g countries 

Central and Eastern 
Europe and former 
USSR 

28.8 

21.5 

429 29.3 31.2 16 6 

47 85 42 78 

84 

10.7 

7 0 63 

30.0 32.0 

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

a Including the former USSR. 

6 Figures in parentheses exclude managed loans - i.e. new money facilities extended by banks in the context 
of debt restructuring agreements. 

c Multiple-component facilities, note issuance facilities and other international facilities underwritten by 
banks, excluding merger-related stand-bys 

The marked contrast in 1991 between the 
behaviour of international bank lending and is
sues of external bonds reflects the shift towards 
more widespread use of marketable securities 

as a vehicle for raising money from interna
tional capital markets. A fillip has been given 
to this trend by various recent innovations en
hancing the attractiveness to investors of such 

titles, excluding central Government, and loans guaranteed by such entities, and to cash items in process of collection; 
a weight of 50 per cent is attributed to loans fully secured by mortgages on residential property; and a weight of 100 
per cent is attributed to claims on the private sector, to claims on banks incorporated outside the OECD area with a 
residual maturity of more than one year, to claims on central Governments outside the OECD area (except for those 
denominated and funded in national currency to which the zero weight specified above applies), to claims on com
mercial companies owned by the public sector, to capital instruments issued by other banks (unless deducted from 
capital), and to various other real and financial investments (for example, in premises, real estate and equipment). 
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securities. However, in spite of their rapid 
growth external bond issues, like bank loans, 
have recently been affected by concern over 
credit quality, such issues by lower-rated cor
porate borrowers being less frequent in 1991 
than in recent previous years." 

These overall trends in the international 
capital markets were accompanied by increased 
borrowing by a number of developing countries 
in South and South-East Asia, and by a rise in 
lending in the form of external bond issues to 
a small group of Latin American countries, two 
of whose increased recourse to such issues in 
1990 was discussed in last year's Report.12 

However, most developing countries continue 
to be faced with unfavourable perceptions of 
their creditworthiness, and lending to them re
mains depressed. The position was similar for 
most Central and Eastern European countries, 
though somewhat more favourable for 
Hungary and Czechoslovakia. 

The concentration of lending in the 
form of external bonds to developing countries 
on only a few borrowers is indicated by 
the fact that 39 per cent of the issues by such 
countries included in table 9 were by four 
countries of South and South-East Asia (India, 
Indonesia, Malaysia and Republic of Korea) 
and 58 per cent by four countries of Latin 
America (Argentina, Brazil, Mexico and 
Venezuela). The same group of South and 
South-East Asian countries accounted for 34 
per cent of the syndicated credits to developing 
countries covered by the table. Moreover, the 
increases in the claims of banks in the 
BIS reporting area on countries in South 
and South-East Asia (the only developing 
region in table 10 to which such banks re
ported a rise in their exposure) were also ac
counted for almost exclusively by the same four 
countries together with Taiwan Province of 
China. The rise in bond issues to the four 
Latin American countries was not accom
panied by analogous movements for bank 
lending. New syndicated credits to them were 
small (S0.9 billion of the total in table 

9).13 Moreover, Mexico was the only member 
of the group to which banks in the BIS report
ing area substantially increased their ex
posure in 1991 (by $6.3 billion). Indeed, these 
banks actually decreased their claims on Brazil 
by S4.2 billion in the second quarter of the 
year, a significant part of the reduction being 
due to the writing-off of loans as a result of 
their difficulties over reaching an agreement 
on the restructuring of the country's debt to 
them.14 However, as discussed in section E be
low, some of the countries in this group did 
receive large inflows of new equity in
vestment. 

The failure of external financing in the 
form of bank lending and export credits to re
vive for the great majority of other developing 
countries is evident from tables 10, 11 and 12. 
In particular, the possible revival of export 
credits suggested by the rise in net medium- and 
long-term lending of this kind in 1989 and by 
the fall in the proportion of countries experi
encing negative total net flows of such credits 
in the first half of 1990 has not been confirmed 
by figures for the subsequent period. The 
Persian Gulf crisis contributed to de
pressing levels of external financing from the 
capital markets after mid-1990, especially to 
countries of West Asia. Otherwise the main 
factors on the demand and supply sides influ
encing these levels appear to have been the 
same as in other recent years - low levels of 
spending on capital goods in many developing 
countries (imports of which are an important 
source of demand for export credits) and the 
unfavourable perceptions of creditworthiness 
already mentioned (concrete indicators of 
which are described in the discussion of the 
costs and other terms of private export credits 
in section G). 

In view of the remarks above about the 
way in which risk weights assigned to different 
categories of banks' claims under the Basle 
Agreement may decrease lending by them to 
lower-rated borrowers, it may be asked whether 

At the time when the Basle Agreement was negotiated, the Basle Committee on Banking Regulations and Supervisory 
Practices acknowledged the elements of arbitrariness in the Agreement's differentiation between OECD and 
non-OECD Governments, noting that it was none the less adopted in response to comments submitted by banks in 
its member countries as "the most practical and prudentially realistic approach" to specifying the group of countries 
for which claims on Governments and banks would be assigned the same risk weights as in the case of analogous 
domestic claims. See Committee on Banking Regulations and Supervisory Practices, Report on International 
Developments in Banking Supervision, No. 6 (Basle: BIS, September 1988), p. 14. 

H See OECD, Financial Market Trends, No. 51 (February 1992), p. 52, 
12 See TDR 1991, Part One, chap. II, sect. B.3. 
13 West Asia accounted for a large share of the borrowing in 1991 in the form of syndicated credits by developing 

countries other than those of South and South-East Asia. The greater part of this borrowing consisted of two loans, 
one of S4.5 billion to Saudi Arabia and one of S5.5 billion to Kuwait. 

14 This writing-down by banks of the value on their balance sheets of their loans to Brazil was not matched by corre
sponding reductions of their claims in the renegotiation of the country's debt to them. 
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Table 10 

EXTERNAL ASSETS OF BANKS IN THE BIS REPORTING AREA a 

VIS-A-VIS DEVELOPING AND CENTRAL AND EASTERN EUROPEAN 
COUNTRIES, b 1984-1991 

1984 1985 1986 1987 1988 1989 

Percentage rate of increase c 

1990 
Stock 

1991 (end of 1991) 

$ billion 

All developing 
countries d 

Of which in: 

America 

Africa e 

West Asia e 

South and 
South-East Asia f 

Europe 9 

0.7 

0.1 

-4 4 

3.2 

3.3 

-1.3 

4.9 

3.0 

14.8 

-

8.3 

7.6 

42 

08 

10 3 

46 

64 

-2 1 

6.5 

1.4 

8.8 

170 

10.9 

0.4 

-2.6 -2.0 -0.3 02 

-3.0 -6.7 -10.6 -0.7 

-7.6 -3.3 4 1 -9 2 

3 9 10.1 4.6 -8.6 

-3.5 0.8 17.3 12.8 

-9.7 -13.6 -2.5 -19.2 

512 

209 

51 

89 

156 

6 

Central and 
Eastern Europe 
and former USSR -1 4 25 9 18.7 17.3 3.4 12.2 -3.7 -2.4 92 

Memo items: 

All borrowers: 
Total h 3.2 19.1 27.0 28.5 18.5 17.1 -0 5 6240 

15 highly indebted 
countries ' 21 5 2.8 29 16 -4.6 -11.0 -2.4 224 

Source: Bank for International Settlements, International Banking Statistics, 1973-1983 (Basle, April 1984) and 
International Banking and Financial Market Developments, various issues. 

a Including certain offshore branches of United States banks. 
b Including the former USSR. 
c Based on data for end-December. 
d 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. 

e 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. 

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

f Argentina, Bolivia, Brazil, Chile, Colombia, Côte d'Ivoire, Ecuador, Mexico, Morocco, Nigeria, Peru, 
Philippines, Uruguay, Venezuela and Yugoslavia. 
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Table 11 

PREVALENCE OF NEGATIVE NET FLOW OF TOTAL EXPORT CREDITS a 

TO DEVELOPING COUNTRIES, BY REGION 

(Unless otherwise specified, percentage of the 
number of countries in the region or grouping) b 

All developing countries 

Of which in. 

Africa 

America 

West Asia 

South and 
South-East Asia c 

Memo items: d 

Highly indebted countries 

1986 

(2nd hall) 

49 

56 

42 

53 

48 

e 5 

1987 

(1st half) (2nd hall) 

m 

56 

39 

60 

52 

3 

47 

54 

35 

67 

38 

ÏU 

1988 

(1st half) 

43 

38 

38 

60 

45 

9 

(2nd hall) 

42 

40 

38 

53 

45 

10 

1989 

(1st hall) 

35 

28 

32 

50 

45 

5 

(2nd hall) 

45 

42 

54 

43 

41 

1 

1990 

(1st hall) 

33 

28 

27 

36 

48 

5 

(2nd hall) 

39 

48 

32 

36 

34 

3 

1991 

(1st half) 

56 

64 

59 

71 

28 

'! 

Central and Eastern Europe 
and former USSR 3 

Source: BIS and OECD, Statistics on External Indebtedness. Bank and trade-related non-bank external claims on 
individual borrowing countries and territories, new series, various issues. 

a After adjustment for the effect of movements of exchange rates. 
6 Excluding countries for which data are not available. 
c Including Oceania. 
d Number of countries. 
e See note /' to table 10. 

these standards are not significantly reducing 
the availability of external financing to devel
oping countries. This question cannot be an
swered precisely owing to the coincidence of the 
effects of the Basle Agreement with other fac
tors adversely affecting banks' lending policies 
towards developing countries. Many of the 
more important of the latter factors antedate 
the Basle Agreement and result from longer-
term trends in banks' behaviour (including 
those strongly influenced by the problems re
sulting from their exposure to developing 
countries after the outbreak of the debt crisis 
in 1982). The Basle Agreement is likely to be
come a clearly identifiable impediment to 
higher lending by banks to developing countries 
only in circumstances where other factors de
pressing such lending become less important 

and efforts to strengthen their capital positions 
continue to have a major impact on banks' 
behaviour. 

In the case of the transition economies 
lending was depressed by the reluctance of 
commercial banks to extend any new credit 
unless official guarantees were provided. As a 
result, for example, the share of these countries 
in total borrowing in the form of syndicated 
credits in 1991 was very low (see table 9). The 
large financing requirements for these coun
tries' imports were reflected in increasing reli
ance on export credits (see table 11). Their 
share in lending in the form of bonds remained 
fairly stable, largely due to an increase in issues 
by Hungary. 
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Table 12 

NET FLOW OF MEDIUM-TERM AND LONG-TERM EXPORT CREDITS TO 
DEVELOPING COUNTRIES, 1984-1991 

(Millions of dollars) 

Net flows to: 

All developing 
Total 
Private 

Of which in: 

Africa 
Total 
Private 

America 
Total 
Private 

West Asia 
Total 
Private 

countries 

South and South-East Asia b 

Total 
Private 

1984 

5407 
3725 

1134 
717 

869 
458 

1492 
1377 

1852 
1196 

1985 

552 
1006 

422 
541 

-219 
-241 

402 
477 

205 
338 

1986 

-3308 
-1985 

-980 
-281 

-758 
-993 

-303 
-243 

-754 
-101 

1987 

-7053 
-4279 

-2939 
-2244 

-905 
-1050 

183 
217 

-2910 
-821 

1988 

-5037 
-3480 

-2766 
-2200 

264 
260 

754 
1071 

-1895 
-1345 

1989 

3861 
4129 

1457 
-1272 

1289 
1455 

1451 
1560 

399 
514 

1990 

-326 
-1360 

- 1248 
-1398 

409 
115 

351 
-177 

306 
234 

1991 

-407 a 

-

• • 

•• 

Source: Estimates by the UNCTAD secretariat, based on OECD figures. 
a Provisional. 
b Including Oceania. 

B. External financial positions 

For net debtor developing countries as a 
whole the indicators of their external financial 
positions in table 13 have improved since 1989. 
Their total outstanding debt and their exports 
have grown approximately in parallel and their 
interest payments have fallen in both years, 
while the difference between their receipts of 
new disbursements of debt and their payments 
of interest and principal (their net financial 
transfers) has turned positive. The position of 
the 15 highly indebted countries15 has moved in 
a direction similar to that of net debtor devel

oping countries as a group, the ratio of their 
interest payments to their exports decreasing 
more sharply and the absolute size of their net 
financial transfer contracting but (according to 
a provisional estimate) none the less remaining 
negative in 1991. The falls in the ratios of debt 
and interest payments to exports for the coun
tries of sub-Saharan Africa are strongly influ
enced by provisional estimates indicating rapid 
growth in their exports of goods and services in 
1990-1991. In contrast to the recent trend 
characterizing net debtor developing countries, 

15 The 15 highly indebted countries are those whose external debt positions were the target of the Baker Plan of Sep
tember 1985. Continuing use of the group for convenience of analysis should not be taken to imply that some of the 
countries included have not made substantial progress towards the resolution of their external debt problems. 
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Table 13 

SELECTED INDICATORS OF EXTERNAL FINANCIAL POSITIONS OF NET DEBTOR 
DEVELOPING COUNTRIES AND CENTRAL AND EASTERN EUROPEAN COUNTRIES, 1982-1991 

1982 1984 1985 1986 1987 1988 1989 1990 1991 

Ratio of debt a to exports of goods and services 
(per cent) 

All net debtor 

developing countries b 192 8 211.4 231.8 269.7 255.1 216.4 205 7 199.0 202.1 

Of which: 

Highly indebted countries c 283 3 303 1 306.8 374.7 366.0 310.1 277 0 255 3 269 8 
Sub-Saharan Africa 

Central and Eastern Europe 
and former USSR 

188 3 226.2 257.9 354.0 400.2 407.9 460 2 475.4 436 7 

34.0 29 9 105.9 116 4 123.1 116.8 122.1 149.1 164.7 

All net debtor 
developing countries D 

Central and Eastern Europe 
and former USSR 

Ratio of interest payments " to exports of goods and services 
(per cent) 

17 2 17 0 16.8 16 6 13 7 13.7 

Of which: 

Highly indebted countries c 30.6 

Sub-Saharan Africa 10.8 

32 

11 3 

12.9 12.4 

25 6.6 60 5.6 5.4 58 

99 

5.2 

9.1 

28.5 27.1 27.0 22 8 24 0 17.5 13.7 13.2 

12.7 10.0 13.2 13.2 12.8 12.2 

59 

All net debtor 
developing countries b 

Of which: 

Highly indebted countries c 

Sub-Saharan Africa 

Central and Eastern Europe 
and former USSR 

Wei financial transfers e 

($ billion) 

23 3 -20 3 -42.3 -47.2 -27.3 -30 6 -13 5 11.6 13.4 ' 

3 3 -34 5 -48 8 -47.4 -17.6 -25 0 -17 2 -3 5 -4 0 ' 

4.5 2.6 19 1.9 7.7 2.9 5.0 5 1 3 5 ' 

-0 4 -1.8 3.0 1.9 -1.3 -0.9 -3.1 -3.0 - 1 . 3 ' 

Source: Figures for total external debt and interest payments for 1982-1990 were taken from World Bank, World 
Debt Tables 1991-1992 (Washington, D C , 1991); figures for 1990 were estimated on the basis of data in 
IMF, World Economic Outlook May 1992 (Washington, DC, 1992). Figures for exports of goods and 
services at current prices for 1982-1990 are data of the UNCTAD secretariat. Figures for 1991 were 
estimated on the basis of data in IMF, op. cit. The figures for net financial transfers for 1982-1990 were 
estimated from data in World Bank, op. cit., and those for 1991 were estimated on the basis of data from 
the same source, and IMF, op. cit. 

a Total short-term and long-term debt. 
b Excluding Islamic Republic of Iran, Kuwait, Libyan Arab Jamahiriya, Oman, Qatar, Saudi Arabia, Taiwan 

Province of China, and United Arab Emirates. 
c See note / to table 10. 
d Interest on total short-term and long-term debt. 
e Disbursements of, minus repayments of principal and interest on, total short-term and long-term debt. 
f Preliminary estimates. 
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the position of Central and Eastern European 
countries, as measured by the ratios of debt and 
interest payments to exports, has tended to de
teriorate. Indeed, as a result of a sustained de
cline in exports, the debt-export ratio of the 
group is now at a level similar to that of net 
debtor developing countries in 1981. 

The picture which emerges from table 13 
is one of fairly widespread improvement for 
debtor countries but not on a scale likely to 
have a large impact on perceptions of their 
creditworthiness in most cases. Other features 
of relations between debtor countries and their 
creditors are in broad agreement with this pic
ture. Thus, for example, as discussed in section 

H below, the number of reschedulings of offi
cial debt in 1991 fell to 16 in comparison to 20 
the previous year, but the amount of debt re
structured increased substantially. Preliminary 
estimates point to a decline in arrears on de
veloping countries' long-term external debt in 
1991 but figures for total arrears remain high 
in relation to those of the late 1980s.16 In view 
of the at most limited improvements in devel
oping countries' debt positions and the lack of 
improvements for Central and Eastern Europe, 
it is not surprising that the indicators of the 
costs and other terms of their financing and 
payments arrangements discussed below in sec
tion G should also not have improved substan
tially. 

C. Renegotiation and reduction of bank debt 

The reduction of bank debt resulting from 
restructuring was modest in 1991, amounting 
to roughly one third of the corresponding figure 
for the previous year. Debt restructuring 
agreements were reached with Uruguay in Jan
uary and with Niger and Nigeria17 in March. 
A preliminary agreement was reached with 
Brazil on interest arrears in May and with the 
Philip- pines in August.18 In Eebruary 1992 an 
agreement in principle was reached with 
Argentina. At the time of writing, another 12 
bank debt restructurings were under negoti
ation.19 

Since the introduction of the Brady initi
ative in 1989 the emphasis of international debt 
management has shifted towards the reduction 
of debt and debt service. This approach 
underlies the agreement reached between 
Argentina and its commercial bank creditors in 
April 1992. The agreement covers S23 billion 

in medium-term debt and S8 billion in arrears 
on interest. The agreemenmt does not provide 
for any new loans. Banks will have the option 
of exchanging their claims for 30-year bonds 
carrying interest either at LIBOR plus 13-16 
per cent or gradually increasing from 4 per cent 
to 6 per cent during the period of maturity. In 
both cases 12 months of interest arc guaranteed 
by zero-coupon United States Treasury notes. 
The arrears on interest will be settled partly by 
a cash payment of S300 million and partly by 
the issue of a 12-year bond of the Government 
of Argentina. The contribution of the agree
ment to reduction of the country's debt and 
debt service is rather modest. Argentina's for
eign debt, excluding arrears, totals S61 billion, 
of which only S23 billion is covered by the 
agreement. Moreover, the country's interest 
payments will also increase since, in spite of a 
cut in contractual interest likely amount to 
about one third,20 it will have to start paying 

Ifi Sec World Debt Tables 1991-1992. External Debt of Developing Countries - vol. 1. Analysis and Summary Tables 
(Washington, D.C.: The World Bank, 1991), p. 15. 

17 Nigeria's preliminary agreement with its creditor banks of March 1991 was revised in September 1991. The banks 
had chosen their options under the agreement by January 1992. As a result a total of S3.3 billion was converted at 
a discount of 60 per cent into short-term loans, fully collateralized by United States Treasury bills and repayable within 
one month. The remaining S2 billion of debt included in the agreement was exchanged for collateralized bonds at 
par value. The restructuring agreements of Uruguay and the Niger were discussed in TDR 1991. 

18 The preliminary agreement of the Philippines included facilities with new money and the replacement of debt at par 
by two alternative issues of bonds carrying reduced rates of interest (which are to rise to a fixed level during the early 
years of the bonds' maturity) and credit enhancements in the form of collateralization of interest or principal, or both, 
during part or all of the bonds' maturity. 

W The countries concerned are Bolivia, Bulgaria, Cameroon, Côte d'Ivoire, Dominican Republic, Ecuador, Gabon, 
Guyana, Honduras, Jordan, Mozambique and Poland. 

20 The precise effect of the agreement on the country's interest burden will depend on the options under the agreement 
chosen by the banks. 
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the remainder in full, whereas for the past year 
it has limited its payments to S60 million a 
month (only about one half of the contractual 
obligation). A positive result of the agreement 
is that the country can expect the restoration 
of normal trade financing and payments ar
rangements, which are typically restricted in 
situations where arrears on interest accumu
late. 

It appears that the agreement between 
Argentina and its bank creditors has also given 
additional impetus to efforts to achieve an ac
cord for Brazil. The basis for negotiation is the 
proposal made by Brazil in August 1991. This 
would cover $40 billion of the country's me
dium- and long-term debt to commercial banks 
(or about 35 per cent of the country's total ex

ternal debt at the end of 1990). Under any 
agreement eventually reached Brazil is likely to 
have to persuade a substantial proportion of its 
creditor banks to lend more money rather than 
give debt relief to make up for its lack of re
sources needed for guarantees on its restruc
tured obligations, unless multilateral institu
tions provide the collateral. This need for new 
lending would limit the reduction in Brazil's 
debt stock, while at the same time the country's 
interest payments would be likely to increase, 
as for Argentina. Nevertheless, the effect of 
such an agreement on the confidence of both 
banks and investors could prove significant, 
and could broaden the country's access to 
international capital markets and improve 
the terms on which money is available 
from them. 

D. Salient features of recent external bond issues of some 
Latin American countries 

Recent borrowing from the international 
capital markets by the group of Latin American 
countries mentioned in section A has taken 
place despite the persistence of an overhang of 
external debt. However, this overhang has in
fluenced the type of financing instruments used 
and the associated terms and conditions. Reli
ance on the issue of external bonds rather than 
bank credits for much of this borrowing reflects 
the perception that such bonds have priority 
over bank credits when it comes to repayment. 
Moreover, for the most part, these issues have 
carried relatively high yield spreads over 
benchmark interest rates21 and have been en
hanced by techniques designed to reduce risks 
for investors.22 The most common form 
taken by these enhancements has been 
collateralization based on existing assets (such 
as real estate, gold or shares in companies), or 
on the assignment of future income streams. 
Other types of enhancement have included 
early redemption options, allowing either the 
creditor or borrower to seek early repayment. 
Among these the most frequently used were put 
options, giving the bondholder the right to seek 

early repayment of the bond at a prespecified 
price and date, which he would exercise if the 
perceived risk of default worsened or market 
interest rates increased. Less frequent use has 
been made of call options, under which the 
issuer of the bonds would have the right to re
deem them after a specified period, thus taking 
advantage of falls in interest rates and im
provements in its creditworthiness. 

While the experience so far of the entities 
responsible for the increase in borrowing by 
Latin American countries in the form of ex
ternal bonds has not been completely uniform, 
it does point to the substantial influence on the 
costs of such borrowing not only of 
collateralization but also of perceptions of 
creditworthiness. For example, of the 40 bond 
issues by Mexican entities during the period 
from 1989 until September 1991 listed in a re
cent study of IMF, 12 were collateralized, and 
the yield spread of such issues tended to be 
significantly lower than for the rest of the sam
ple, the difference in some cases amounting to 

21 Yield spreads over benchmark interest rates are measured as the difference between the yield of the bond in question 
and those on bonds of OECD Governments denominated in the same currency. 

22 Some of these issues contained stipulations making par t of the contractual payment contingent on the occurrence of 
exogenous shocks. Only upward contingency clauses have been included so far - in other words , the debt-servicing 
obligations increase if the position of the debtor country improves. Corresponding reductions of the debtor 's obli
gations in the event of a deterioration have not been provided for. 
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several hundred basis points.23 During the same 
period many of the country's borrowers bene
fited from a fall in yield spreads, the average 
figure for the unsecured issues of the public 
sector, for example, declining from 820 basis 
points in 1989 to 246 basis points in the first 
three quarters of 1991.24 In February 1992 the 
public-sector oil company, Petróleos 
Mexicanos (PEMEX), issued a bond denomi
nated in United States dollars at a spread of 
2.15 per cent compared with a figure of 3.20 per 
cent for an issue made a year earlier, reflecting 
mainly the favourable movement in the coun
try s creditworthiness. 

The number of Venezuelan borrowers 
during the period 1989 until September 1991 
was smaller, but here too the influence of per
ceptions of creditworthiness is evident in their 
costs of borrowing; for example, the average 
yield spread on unsecured issues of the private 
sector declined from 730 basis points in the first 
half of 1990 to 362 basis points in the first nine 
months of 1991. In January 1992 the 
Venezuelan company, Bariven, launched an is
sue at a yield spread of 2.6 per cent. However, 

more recently there has been a setback to the 
improvement in Venezuela's creditworthiness 
as a result of difficulties over its programme of 
economic adjustment and the attempted coup 
d'état of February 1992. As regards the two 
other Latin American countries in the group 
mentioned in section A (Argentina and Brazil) 
the number of bond issues since 1989 is still 
small. The issues of borrowers from these 
countries have been at relatively high yield 
spreads and have mostly carried relatively short 
maturities (though the former may reflect 
unwillingness to have recourse to collateraliza
tion as well as perceptions of credit
worthiness).25 

It is of some interest to compare the ex
perience of this Latin American group to that 
of Hungary. The access to the international 
bond markets of borrowers from that country 
has not been subject to periods of exclusion. 
Its bond issues during the period from 1989 to 
September 1991 were at yield spreads mostly in 
the range of 100-250 basis points, and none of 
them was collateralized.26 

Recent increases in non-debt-creating financial flows to 
Latin America 

The revival of non-debt-creating financial 
flows to certain Latin American countries 
(some aspects of which during the previous 
year were discussed in TDR 1991)21 continued 
in 1991. Foreign direct investment in the 
region as a whole is estimated to have increased 
from S5 billion in 1990 to S14 billion in 1991.28 

Of this amount, about S3.5 billion was 
associated with the privatization of government 
enterprises, the investment in many cases being 
carried out by means of debt-equity swaps. 
The rise in FDI was accompanied by still more 
rapid growth of equity investment in the region, 
which is estimated to have amounted to about 

$6.5 billion in 1991.29 These flows were 
concentrated on the stock markets of Mexico, 
Brazil, Argentina, Chile and Venezuela, and 
were in response to returns in dollar terms in 
1991 which varied from about 50 per cent for 
Venezuelan equities to almost 400 per cent for 
those of Argentina. Although some of this 
financing is likely to have been based on a 
longer-term view of economic prospects, 
foreign equity investment is a potentially 
volatile source of funds and there have been 
several indications of the speculative character 
of recent movements of stock prices in these 
countries. 

23 See Private Market Financing for Developing Countries, World Economic and Financial Surveys (Washington, D.C.: 
I M F . December 1991), table A.17. 

24 Ibid., table 8, p. 16. 

25 In May 1992 a Uruguayan borrower launched a bond issue at a yield spread of approximately 2.8 per cent, which 
reflects relatively favourable creditworthiness. 

26 Private Market Financing for Developing Countries, table A.17, op. cit. 

27 Part One, chap. II, sect. B.3. 

28 Estimates of Salomon Brothers, reproduced in Latin American Weekly Report, 28 May 1992. 

29 Idem. 
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The vehicles for this equity investment 
included purchases by foreigners of both inter
national equities and investment funds. Inter
national equities are stocks launched and 
traded on markets other than those of the 
issuer, by far the largest number of which are 
those quoted in New York in the form of 
American Depositary Receipts (ADRs).30 

These are registered negotiable documents, is
sued in the United States, which certify that a 
specific number of foreign shares have been 
deposited with an overseas branch of a United 
States bank or other financial institution, which 
acts as custodian in the country of origin. 
ADRs provide the opportunity to raise capital 
from a broader range of sources of finance than 
bonds or credits. Among Latin American 
countries Mexico has been the most active in 
its recourse to ADRs, raising $4.3 billion 
through 19 issues in 1991. The ADR issue by 
Telefonos de Mexico alone was worth $2.7 
billion. This surge of new ADR issues was 

supported by the strong performance of the 
Mexican stock market and the prospect of a 
trade agreement with the United States and 
Canada, and fuelled by the search of United 
States banks for fee income.31 Recently, a 
slowing down of the process has occurred and 
profit taking seems to have been taking place, 
and the prices for Mexican ADRs have been 
falling. As a result, the most recent interna
tional equity issue by Cementos Mexicanos 
(Cemex) failed to meet its sales' target, thus 
emphasising the vulnerability of this source of 
external financing to the volatility of investors' 
perceptions.32 Direct purchases of local stocks 
by overseas investors have been relatively 
modest, partly because of legal restrictions and, 
probably more importantly, because markets 
are illiquid. Investors have preferred funds, 
which hold shares of Latin American compa
nies selected either from the whole region or 
from a specific country. These attracted ap
proximately $600 million during 1991. 

F. Recent relaxations of external financial stringency viewed 
in a broader perspective 

In TDR 1991 reference was made to the 
indications of revived confidence in Mexico's 
economy which accompanied the increased 
flow of foreign investment to that country 
during 1990.33 As discussed in the previous 
section, not only has this revival been sustained 
but also the improvement in foreign investors' 
perceptions has begun to extend to certain 
other Latin American economies, influenced in 
certain countries by Governments' achievement 
of tighter control over their public finances. 
The relaxation of external payments pressures, 
together with greater investors' confidence have 

to some extent improved the environment for 
decision-making by both Governments and 
enterprises, making necessary smaller 
adjustments of key variables to achieve policy 
objectives and lowering risk premiums used by 
economic agents in their calculations.34 

However, there remains a danger that the 
developments just described may prove too 
transitory to have favourable effects of a lasting 
nature. The speculative character of much of 
the capital inflow leaves it susceptible to sud
den reversal and limits the contribution it is 

30 Global Depositary Receipts (GDRs) were introduced in late 1990. These are issues placed in several national markets 
simultaneously. Recently, Mexican firms have issued international equities in the form of ADRs including a GDR 
component. 

31 For example, Goldman, Sachs & Co. earned fee income of almost $100 million for lead-managing the above-
mentioned issue of Telefonos de Mexico. See M. Bensman, "Latin America's year of the deal", Institutional 
Investor, March 1992. 

32 See Latin American Economy and Business, May 1992, p. 1. 
33 Part One, chap. II, sect. B.3. 

34 As described at greater length in a recent survey by the Economic Commission for Latin America and the Caribbean, 
"With the improvement in the climate of confidence on the part of economic agents, economic policy now has the 
possibility of managing variables within narrower margins. In other words, the increased confidence on the part of 
economic agents leads to the disappearance of part of the risk premiums' which previously had to be included in the 
exchange rate, interest rate, and the magnitude and speed of adjustment of the fiscal deficit". Economic Commission 
for Latin America and the Caribbean (ECLAC), "Preliminary overview of the economy of Latin America and the 
Caribbean", December 1991, p. 3. 
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likely to make to a revival of long-term capital 
formation. Moreover, although the recent 
turn-about in net financial transfers is large, 
levels of foreign investment such as those ob
served since 1990 will have to be sustained for 
several years if they are to contribute substan
tially to making up for the cumulative effects 
of the decline in the pace of capital formation 
in these countries since the early 1980s.35 It is 
also noteworthy that the favourable changes in 
the environment for policy-making may be 
balanced by problems of macroeconomic man
agement arising from the increased financial 
inflows. For example, the sterilization of the 
potential impact on the money supply of 
sharply increased inflows can lead to higher 
levels of government debt. At the same time, 
any consequent appreciation of the exchange 
rate can put severe pressure on enterprises 
through its effects on their competitiveness in 
the markets for exports and import substitutes. 
Finally, while reversals of foreign investment 

remain possible, debtor countries' obligations 
are mostly unconditional and often reinforced 
by collateral. Thus, the risk that the capital 
inflow will not be sustained reduces Govern
ments' room for manoeuvre. (Various aspects 
of recent changes in flows to certain Latin 
American countries are discussed in more detail 
in annex II.) 

More generally, as already noted in sec
tion A, recent increases in external financial 
inflows have been restricted to only a few 
countries. The more typical experience is still 
one characterised by difficult access to, and 
high costs of, such financing, aspects of which 
are exemplified in section G. Pressures on ex
ternal payments positions continue to lead to 
widespread difficulties in meeting debt service 
obligations, the consequences of which for 
debtor countries' relations with official credi
tors are taken up in section II. 

G. The costs and other terms of private export credits 

The figures in section A indicate that af
ter a significant increase in 1989 net lending to 
developing countries in the form of private ex
port credits36 has subsequently contracted. For 
Central and Eastern Europe, except Poland, the 
decline started earlier and also has yet not been 
reversed. As already noted, this movement re
flects partly influences on the demand side and, 
in the case of developing countries, the effects 
of the Gulf crisis. But depressed levels of lend
ing are also consistent with the continued pre
valence of high costs and restrictive conditions 
applying to official insurance for financing the 
imports of most developing countries as well 
as those of Central and Eastern Europe. 

The cost of private export credits consists 
mainly of interest and premiums on official in
surance. The availability of such insurance for 

trade financing may be subject to more or less 
restrictive terms which specify the proportion 
and amount of credit for which cover is avail
able, the limit on the amount of financing be
low which the exporter can exercise discretion 
in granting insured credits, the length of the 
period after the occurrence of non-payment 
before claims are met (the claims-waiting pe
riod), and the types of security required, which 
includes guarantees from a national public en
tity. Although precise figures for the interest 
cost of export credits to developing countries 
and to Central and Eastern European countries 
are not available, it can be seen from table 14 
that most major international interest rates fell 
in 1991 and early 1992, while the rates of inter
est for medium and long-term export credits 
under the OECD Arrangement on Guidelines 
for Officially Supported Export Credits (the 
OECD Consensus) were unchanged. But for 

35 In 1981-1982 the ratio of gross investment to GDP for Mexico was 25 per cent, while the average for 1983-1990 was 
19 per cent. The corresponding decline for Argentina was from 18 per cent to 11 per cent, for Venezuela from 24 
per cent to 18 per cent, and for Brazil from 20 per cent to 17 per cent. (For Mexico and Argentina the figures are 
those in G.P. PfefTermann and A. Madarassy, "Trends in private investment in developing countries, 1992 edition", 
Discussion Paper No. 14 (Washington, D C : The World Bank, 1992), while that for Venezuela is taken from IMF, 
International Financial Statistics, and that for Brazil from Instituto de Economía do Sector Publico, Indicadores 
I ESP, June 1992, p. 40). 

36 The export credits in tables 11 and 12 include not only the private lending carrying official insurance or guarantees 
which is discussed in the present section, but also direct lending by OECD Governments (whose determinants are not 
discussed in this Report). 
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Table 14 

SELECTED INTERNATIONAL INTEREST RATES 

LONDON INTERBANK OFFERED RATE (LIBOR) ON SIX-MONTH 
DEPOSITS IN SELECTED CURRENCIES 

(Period averages in per cent per annum) 

United 
States Deutsche French Japanese Pound 
dollars mark franc yen sterling 

1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 (1st quarter) 

13.60 
9.93 

11.29 
8 64 
6.85 
7.30 
8.13 
9.27 
8.35 
6.08 
4.35 

8.62 
5.60 
5.83 
5.37 
4.64 
4.06 
4.33 
7.09 
8.51 
9.31 
9 63 

19.45 
16.53 
12.77 
10.76 
9.46 
8.64 
8 09 
9.35 

10.29 
9.61 

10.07 

699 
657 
6.43 
6.68 
5.12 
4.26 
4.51 
5.46 
7.76 
7.38 
5.17 

12.58 
10.18 
10.02 
12.25 
10.97 
9.80 

10.36 
13.94 
14.79 
11.67 
10 63 

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

(Per cent) 

Maturity: 2 to 5 years Maturity: over 5 years 

Rate as from: Group I Group II Group III Group I Group II Group III 

November 
July 
October 
July 
January 
January 
July 
January 
July 
July 
January 

1981 
1982 
1983 
1984 
1985 
1986 
1986 
1988 
1988 a 

1990 a 

1992 b 

11.00 
12.15 
12.15 
13.35 
12.00 
10.95 
9.55 

10.15 

10.50 
10.85 
10.35 
11.55 
10.70 

9.65 
8.25 
8.85 
9.15 

10.05 

10.00 
10.00 
9.50 

10.70 
9.85 
8.80 
7.40 
8.00 
8.30 
9.20 
9.20 

11.25 
12.40 
12.40 
13.60 
12.25 
11.20 
9.80 

10.40 

11.00 
11.35 
10.70 
11.90 
11.20 
10.15 
8.75 
9.35 
9.66 

10.55 

10.00 
10.00 
9 50 

10.70 
9.85 
8.80 
7.40 
8.00 
830 
920 
9 20 

Source: IMF, International Financial Statistics; OECD press releases and publications. 
Note: Under the OECD Arrangement Group I consists of relatively rich borrower countries, Group II of 

intermediate borrower countries, and Group III of relatively poor borrower countries. 
a As from July 1988 matrix minimum interest rates for Group I countries were abandoned. 
b As from January 1992 matrix minimum interest rates for Group II countries were abandoned. 
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the majority of these countries levels of 
interest rates were probably less important de
terminants of this type of borrowing than per
ceptions of creditworthiness. Among the 
indicators of such perceptions are the premiums 
and other terms associated with official insur
ance for trade financing just described (al
though both of these indicators are for certain 
countries influenced by policy considerations 
other than creditworthiness). Another indica
tor is the terms on which private insurance is 
available for the same purpose. These indica
tors are generally correlated with conditions 
in the markets for other arrangements for 
financing and payments for developing 
countries' imports, such as, for example, 
charges on banks' letters of credit and the 
margins over inter-bank interest rates for à 
forfait financing. 

As shown in tables 15 and 16, 
there have recently been only limited 
changes in the terms on which official 
credit insurance is available to developing 
countries from the Export-Import Bank of the 
United States (EXIM) and the Export Cred
its Guarantee Department of the United 
Kingdom (ECGD).37 These changes applied 
mainly to countries of Eatin America, for which 
there were reductions in the number of in
stances where official insurance cover was 
completely unavailable or where its avail
ability was subject to no special terms, 
together with an increase in those where it 
was available only on restrictive conditions.38 

In the other developing regions shown changes 
in the terms on which official insurance was 
available from the two agencies were almost 
completely absent. In transition economies 
favourable and unfavourable changes balance 
each other during the most recent year shown, 
the most significant unfavourable ones apply
ing to Bulgaria and the former Soviet Union. 
Czechoslovakia is now the only country 
of the region enjoying normal terms on 
both short- and medium-term cover from either 
of the agencies. Table 15 also indicates for 
Africa and Latin America the relatively 
small number of instances in which insur
ance is available on normal terms, and the 
prevalence of those in which it can be ob
tained only on restrictive conditions or not 
at all. Only for countries of South and South-

East Asia have there recently been no spe
cial restrictions associated with official 
insurance in most instances (one third for 
both short-term and medium- and long-term 
credits). 

The instances in which there were 
changes in the terms of official insurance for 
Latin America continue to be concentrated 
among its highly indebted countries. Six 
countries from this region experienced sig
nificant changes in the terms on which 
private insurance was available for the fi
nancing of their imports, three being in a 
favourable direction and three in an 
unfavourable one. Here too the majority of 
changes - three of the favourable and one of the 
unfavourable ones - applied to highly indebted 
countries. After a long period characterized 
by very little movement in the terms associ
ated with private insurance such changes 
may indicate the beginning of a return to 
greater sensitivity in the evaluation of 
creditworthiness for this region as the external 
financial positions of some of its countries 
improve. An analogous process does not yet 
appear to be under way for countries in other 
regions which have experienced serious debt 
problems in recent years, since there were very 
few changes elsewhere in the terms on which 
private insurance is available - none at all for 
countries of South and South-East Asia and 
one favourable change together with two 
unfavourable ones for those of Africa. In 
the case of the transition economics private 
insurance terms, after changing little dur
ing a long period, recently became more 
unfavourable for four out of five coun
tries. 

The terms on the insurance available 
from the ECAs of OECD countries tend 
to be affected by the institutions' own financial 
positions, since they are generally obliged to be 
self-supporting in their commercial operations 
in the longer run. These positions have led to 
the adoption of more restrictive terms in recent 
years, as evidenced by the losses of 65 per cent 
or more of the sample in table 17 in every year 
since 1984 on account of the coincidence of the 
slow growth of developing countries' im
ports and disruptions of their external debt 
service. 

37 The use of figures referring to the costs and other terms of export credit insurance from these two agencies is dictated 
by the availability of published information in the form required. 

3Í As is also explained in note a to table 15, the term "restrictive conditions" for the purpose of the figures therein includes 
both surcharges on official insurance premiums and other restrictions on the availability of insurance such as those 
mentioned in the text above. As explained in note c to the table, an "instance" corresponds to the terms on official 
insurance cover either for short-term or for medium- and long-term credits available from one or the other of EXIVI 
or ECGD. 
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TERMS a OF INSURANCE COVER AVAILABLE TO 
SELECTED REGIONS FROM TWO EXPORT CREDIT AGENCIES b 

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

Region/period 

Africa 

Late 1986/early 
Late 1988/early 
Late 1989/early 
Late 1990/early 
Late 1991/early 

Latin America 

Early 1987 
Late 1988 
Late 1989 
Early 1991 
Early 1992 

1987 
1989 
1990 
1991 
1992 

South and South-East Asia f 

Early 1987 
Early 1989 
Early 1990 
Early 1991 
Early 1992 

Central and Eastern Europe 
and former USSR 

Early 1987 
Early 1989 
Early 1990 
Early 1991 
Early 1992 

Memo item: 

Highly indebted countries 9 

Late 1986/early 1987 
Late 1988/early 1989 
Late 1989/early 1990 
Late 1990/early 1991 
Late 1991/early 1992 

Normal terms a 

Short-
term d 

6 
9 
9 
9 
9 

7 
7 
7 

15 
7 

16 
16 
16 
16 
16 

3 
3 
3 
2 
1 

2 
3 
3 
9 
3 

Medium-
and long-

term e 

4 
8 
8 
8 
8 

7 
7 
7 
8 
7 

14 
16 
16 
16 
16 

1 
3 
3 
4 
3 

No 

Short-
term d 

14 
18 
18 
18 
18 

5 
6 
6 
5 
5 

5 
3 
3 
3 
3 

5 
4 
4 
5 
5 

3 
4 
4 
3 
3 

covera 

Medium-
and long-

term e 

18 
21 
18 
19 
19 

8 
9 
8 

21 
17 

5 
3 
3 
3 
3 

5 
4 
4 
4 
4 

4 
5 
4 
9 
7 

Restrictive 

Short-
term d 

50 
43 
43 
43 
43 

40 
39 
39 
32 
40 

27 
29 
29 
29 
29 

4 
5 
5 
5 
7 

25 
23 
23 
18 
24 

conditions a 

Medium-
and long-

term e 

48 
41 
44 
43 
44 

37 
36 
37 
23 
28 

29 
29 
29 
29 
29 

6 
7 
7 
7 
7 

25 
22 
23 
17 
20 

Source: Exporter's regional guides in Trade Finance, various issues. 
a Normal terms apply when cover is available to a borrower subject to no restrictive conditions Such 

conditions include surcharges and restrictions on the availability of insurance cover and reflect the 
perceived riskiness of the provision of financing to the borrower in question (or in certain cases other 
considerations) The number and stringency of the conditions vary. For some borrowers cover is not 
available on any terms. 

b The Export-Import Bank (EXIM) of the United States and the Export Credit Guarantee Department (ECGD) 
of the United Kingdom 

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

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

e Insurance cover for credits other than short-term 
f Including Oceania 

g See note /' to table 10 
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Table 16 

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

(Number of instances) 

Region 

Africa 

Latin America 
South and South-
East Asia e 

Central and Eastern 
Europe and former 
USSR 

Memo item: 
Highly indebted 
countries f 

Late 1986/ 
early 1987-
Late 1988/ 
early 1989 

14 c 

3 

4 

2 

4 " 

More favourable terms a 

Late 7988/ 
early 1989-
Late 1989/ 
early 1990 

3 
1 

i 

Late 1989/ 
early 1990-
Late 1990/ 
early 1991 

10 d 

9 

Late 7990/ 
early 1991 
Late 19911 
early 1992 

1 

4 

5 

l 

Late 1986/ 
early 1987-
Late 19881 
early 1989 

15 c 
6 

3 " 

Less favourable terms a 

Late 19881 
early 1989-
Late 19891 
early 1990 

-

-

Late 1989/ 
early 1990-
Late 19901 
early 1991 

1 

13 d 

1 

5 

Late 19901 
early 1991-
Late 19911 
early 1992 

9 

. 

5 

S 

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

a All instances in which there has been a change in the terms of export credit insurance cover available to 
a borrower from EXIM or ECGD between the categories "normal cover", "no cover", and "restrictive 
conditions". (For "instances" and these three categories see table 15.) Such changes are recorded 
separately for short-term and for medium- and long-term credits. 

6 The Export-Import Bank (EXIM) of the United States and the Export Credits Guarantee Department (ECGD) 
of the United Kingdom. 

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

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

e Including Oceania. 
f See note / to table 10. 

H. Official debt reschedulings 

Total long-term debt of developing coun
tries is estimated to have reached some S 1,000 
billion by the end of 1991, 51 per cent of which 
was owed to official creditors (30 per cent to 
official bilateral creditors only). These per
centages reveal the importance of official debt 
for developing countries. For the majority of 
low-income and lower middle-income countries 
which have rescheduled their official debt 
through the Paris Club the share of debt owed 
to Paris Club creditors ranged from over 25 per 
cent to 50 per cent of their long-term debt. 

The pace of official debt reschedulings 
within the Paris Club slowed down in 1991: 16 

countries rescheduled their debt in that year, 
against 20 in 1990 and 24 in 1989. However, 
the total amount of debt rescheduled (over S67 
billion) was more than five times that involved 
in 1990 (some $15 billion). The large amount 
of debt rescheduled in 1991 was principally due 
to the restructuring of the stock of debt of 
Egypt and Poland, which together accounted 
for $51 billion. 

The reduced frequency of reschedulings 
does not reflect a substantial lessening of debt 
difficulties. For many Paris Club debtors, es
pecially those which have repeatedly resched
uled their debt, debt service ratios have tended 
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Table 17 

PROPORTION OF EXPORT CREDIT AGENCIES IN SELECTED DEVELOPED 
MARKET-ECONOMY COUNTRIES THAT INCURRED LOSSES a ON 

INSURANCE ACTIVITIES, 1981-1990 

(Percentage) 

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 

Proportion: 50 60 85 70 65 70 70 75 71 67 

Source: 1981: D. Bowen, D. Mills and M. Knight, The Euromoney Guide to Export Finance (London: Euromoney 
Publications, 1986), Part I; 1982-1988: M. Knight, J. Ball and A. Inglis-Taylor (eds), The Guide to Export 
Finance 1988 (London: Euromoney Publications, 1988), Part I; J. Ball and M. Knight (eds) with the 
assistance of R. Saxena, The Guide to Export Finance 1989 (London: Euromoney Publications, 1989), Part 
III; J. Ball and M. Knight (eds), The Guide to Export Finance, Fifth Edition (London: Euromoney Books, 1990); 
and F. Carnevale, "EGAs sing the blues", Trade Finance, January 1991; 1989-1990: F. Carnevale-and J. 
Lowenstein, "Exim and Jexim: a duopoly of EGA init iative", Trade Finance, Apri l 1992. 

a Losses occur when claims exceed the sum of premium income and recoveries (adjusted in some cases for 
the inclusion of other factors). The number of loss-making agencies is expressed as a proportion of the 
total number of agencies for which data were available (18 in 1981, 20 in 1982-1988, 17 in 1989, and 15 in 
1990). 

to increase. On the other hand, problems faced 
by a number of countries in obtaining new 
IMF arrangements have caused delays in 
reaching an agreement with Paris Club credi
tors, since an arrangement with the Fund is a 

^precondition for Paris Club negotiations. 

The process of categorization of debtor 
countries, which started in 1987 with the 
adoption of the Venice terms for the poorest 
sub-Saharan African countries and was pursued 
in 1988 with the introduction of Toronto terms 
for low-income countries and in 1990 with the 
implementation of the Houston terms in favour 
of lower middle-income countries, has resulted 
in the application of either standard terms or a 
menu of options for different groups of debtors. 
Three main categories of debtors have emerged: 
poorest, lower middle-income and other 
middle-income countries. With the exception 
of Egypt and Poland, which in 1991 received 
particularly favourable treatment, debtors in a 
given category have been granted similar re
payment terms (i.e. with respect to debt or debt 
service reductions, where applicable, maturities 
and interest rates),39 depending on the options 
chosen by specific creditor countries (see box 

1). Conditions other than repayment terms, 
such as the length of the consolidation period, 
the coverage of arrears and previously resched
uled debt, can differ from one country to an
other. These conditions determine mainly the 
amount of debt rescheduled. 

Debtor categorization is a recognition 
of the different needs of different groups of 
countries classified broadly by per capita in
come levels. However, the application of 
standard terms on the basis of such a categori
zation may sometimes result in the particular 
problems of specific countries not being ade
quately addressed, as discussed below for low-
income countries. As a highly exceptional 
measure, if a country has been found to be in 
a particularly difficult situation, a divergence 
from current practice has been agreed. For ex
ample, the staunch opposition of Paris Club 
creditors to the rescheduling of post-cutoff date 
debt was waived in the special case of Peru in 
1991, when it was agreed to defer all morato
rium interest payments falling due during the 
consolidation period and to reschedule over a 
number of years arrears on post-cutoff date 
debt.40 In the case of Uganda, the Paris Club 

» 

til 

A study on bilateral agreements between the debtor countries and their creditors, implemented after the general 
agreement framework reached at the Paris Club, led to the conclusion that, where market rates are applied, the same 
rates are applied by a creditor country to all its debtors. See the study by L. Goreux for UNCTAD, "Paris Club 
bilateral agreements: a study of eight African countries", Geneva, 1992 (mimeo). 

In the case of Peru, 70 per cent of moratorium interest was rescheduled over five years, including two years of grace 
after the consolidation period, and the remainder is to be paid over 18 months. Arrears on post-cutoff date debt are 
to be paid over six years (after the consolidation period). The deferment was contingent on Peru's performance under 
the I VIF rights accumulation programme agreed in 1991. 
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Box 1 

PARIS CLUB RESCHEDULING TERMS FOR DIFFERENT CATEGORIES OF DEBTORS 

As a result of the changes introduced in Paris Club debt reschedulings in the past five years, debtor 
countries can now be classified into three main categories: (1) the poorest and most indebted 
countries, which are eligible for enhanced concessional treatment; (2) heavily indebted 
lower-middle income countries, eligible for the Houston terms; and (3) all others, mainly upper 
middle-income countries, that continue to receive the traditional Paris Club terms. 

1. Poorest countries 

In December 1991, Paris Club creditors agreed to grant new rescheduling terms, more 
concessional than those of the Toronto options, to low-income countries. The new terms are 
called the enhanced concessional treatment for the poorest and most indebted countries. 

Terms: 

1. Non-0 DA debt: 

The new treatment reduces by 50 per cent the net present value of the amount of arrears and debt 
service payments due during the consolidation period. To this end, creditors can choose among 
three options: 

• Writing off one half of debt service obligations, with the remaining half to be consolidated 
at market rates over a period of 23 years (including a grace period of 6 years); 

• Rescheduling at concessional rates, so as to reduce by 50 per cent the net present value of 
service payments due on non-concessional loans, with a repayment period of 23 years (no 
grace period); 

• Combining interest rate reduction and partial interest payment capitalization (with no 
interest charged on the capitalized interest); the repayment period would also be 23 years 
(including 5 years of grace). 

All three options are equivalent in net present value terms. In addition, the amortization 
schedules are drawn up so that total debt service payments would increase smoothly over time. 

2. OD/We6(. 

ODA debt will be rescheduled with very long maturity and grace periods: 30 years and 12 years, 
respectively. Interest rates on the rescheduled amounts should be at least as favourable as the 
original concessional rates. 

Debt coverage: Rescheduling applies to the service of eligible debt (contracted before cutoff date) 
falling due during the consolidation period. However, a clause contained in the agreements 
concluded under the new terms specifies that three or four years after the signature of these 
agreements creditors would consider the matter of the stock of debt, provided that the debtor 
maintained satisfactory relations with creditor countries and ensured appropriate arrangements 
with IMF. 

Application of treatment by creditors: Not all creditor countries apply the new enhanced 
treatment. Those which are not yet prepared to agree to debt or debt service reduction (such as 
Australia and the United States) will apply option B of the Toronto terms (i.e. rescheduling at 
market rates, with a maturity period of 25 years, including 14 years of grace). 

Eligibility of debtor countries: No specific criteria have been defined. However, it appears that 
countries which would be eligible for Toronto terms will receive the new treatment. 
Consequently, low-income, IDA-only countries would benefit from the new terms. To date, 
seven countries have benefited from the enhanced treatment: Nicaragua and Benin in December 
1991, Bolivia and United Republic of Tanzania in January 1992, Uganda and Togo in June 1992, 
and Zambia in July 1992. 

Debt conversion: In addition to the above-mentioned reduction, further reduction can be obtained 
through offical debt conversion mechanisms (subject to some general limits and conditions, as 
described below). 
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Box 1 (concluded) 

2. Lower middle-income countries 

Following the recommendations of the Houston Summit in July 1990, a new treatment (referred 
to as the Houston terms) was introduced in September 1990 for the rescheduling of the Paris Club 
debt of lower middle-income countries. 

Terms: These terms provide for a lengthening of maturity and grace periods of up to 15 and 8 
years, respectively, for non-concessional loans and 20 and 10 years, respectively, for ODA loans. 

Debt coverage: Rescheduling applies to the service of eligible debt falling due during the 
consolidation period. 

Eligibility: To be eligible, a country must have a per capita GNP not exceeding a specified 
threshold ($2,465). It must also have a high level of official debt, compared to commercial debt, 
and its debt indicators (ratios of debt to GNP and to exports, debt service ratios) must testify to 
its heavy debt burden. 

Debt conversion: Official debt conversion was the major innovation introduced by this new 
treatment for lower middle-income countries. A clause in the agreements allows creditor 
Governments, on a voluntary and bilateral basis, to sell or swap ODA loans as well as a limited 
amount of non-concessional credits (10 per cent or $10-20 million, whichever is the highest) 
through debt-for-nature, debt-for-aid, or debt-for-equity swaps or other local currency debt swaps. 
(This clause has subsequently been included in agreements for poorest countries and for Egypt 
and Poland). 

3. Other middle-income countries 

Countries not falling in either of the above categories (mostly upper middle income-countries) 
receive traditional Paris Club terms: debt service payments due during the consolidation period 
are rescheduled with a maturity of 10 years, including 5 years of grace. However, in 1992, Brazil 
rescheduled its debt with a longer maturity (13.5 years). Market interest rates apply in the case 
of non-concessional debt, while ODA debt is rescheduled at rates at least as concessional as the 
original ones. 

creditors agreed in June 1992 to defer by an 
average of one year the payment of arrears on 
debt not covered by the agreed minute (that is, 
principally, post-cutoff date debt). Some other 
countries also had their moratorium interest 
deferred (Zambia and Poland in 1990 and 
Nicaragua in 1991)."' 

In the late 1980s and early 1990s the Paris 
Club noticeably improved rescheduling prac
tices, especially concerning maturities and debt 
reduction. Maturities have been lengthened for 
all debtor countries. Thus, the maturity of up
per middle-income countries' debt has been 
lengthened from about 8 years to nearly 10 
years, including about four and a half years of 
grace; in February 1992, however, Brazil was 
accorded a maturity of 13.5 years, including 

two years of grace. Nevertheless, the maturity 
agreed within the Paris Club for upper middle-
income countries is shorter than the more than 
15 years agreed by commercial banks for the 
same debtor countries. For lower middle-
income countries, the maturity has been 
lengthened to 15 years (as compared to about 
10 years in 1987), while for low-income coun
tries it has been extended to 23-25 years for 
non-concessional debt (as compared to 15-21 
years in 1987). 

The concept of debt and debt service re
duction has also been more widely applied 
within the Paris Club. It was first introduced 
in 1988 with the Toronto options for low-
income countries, which allowed some creditors 
to reduce the eligible debt by one third and 

41 In the case of Zambia, 30 per cent of moratorium interest and the service on post-cutoff date debt were deferred until 
the end of the consolidation period (i.e. one and a half years after the date of the agreement); the remaining 70 per 
cent of moratorium interest is to be paid six months after the consolidation period. Likewise, Poland obtained in 1990 
a rescheduling of 70 per cent of moratorium interest over a period of 12 years, including two years of grace, while in 
1991, Nicaragua had 50 per cent of its moratorium interest rescheduled over two and a half years, including one year 
of grace. 
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Box 2 

THE PARIS CLUB: THE SPECIAL TREATMENT ACCORDED EGYPT AND POLAND 

The agreements signed between Paris Club creditors and Poland in April 1991 and Egypt in May 
1991 are exceptional in many respects. When fully implemented, they will accord a 50 per cent 
reduction in the net present value (NPV) of the entire stock of eligible debt. 

Terms: To achieve this reduction creditors can choose among three options: 

(A) Partial debt cancellation, the balance being rescheduled at appropriate market interest rates; 

(B) Rescheduling at reduced interest rates; 

(C) Combining interest payment reduction and partial interest payment capitalization (with no 
interest charged on capitalized interest); 

In addition, in the case of Poland, the United States announced that it would provide debt relief 
equivalent to a 70 per cent reduction of NPV. 

The reduction will be made in stages: 

• An initial 30 per cent, between 1991 and 1994 (with 15 per cent up-front and 15 per cent 
18 months later in the case of Egypt). During this first phase no payment of principal will 
be made and all creditors (independently of the option chosen) will reduce interest payments 
by a percentage specified by the agreements within the 30 per cent reduction of NPV; the 
amount of interest payment reduction, discounted back to the base date using the 
"appropriate market rate", will be credited against the NPV reduction target; 

• The remaining 20 per cent, becoming effective in 1994. 

Sucessive reductions are contingent on many conditions: the two countries should implement 
their agreed programmes with IMF; they should have worked out debt restructuring arrangements 
with their other creditors to the satisfaction of Paris Club creditors; and they should remain 
current on payments into the special deposit account. 

The maturity of rescheduled debt is also extended. For Poland, the maturity is 18 years, including 
6 years of grace, under option A, 18 years, including 4 years of grace, under option B, and 23 
years, including 12 years of grace, under option C. For Egypt, the maturity of restructured ODA 
loans is 35 years, including 25 years of grace, while the maturity of non-ODA loans is 25 years, 
including 3-4 years of grace. In addition, both agreements include a progressive amortization 
schedule, so that total debt service payments increase steadily over time. 

Debt coverage: One important feature of these agreements is that the reduction applies to the 
entire stock of outstanding eligible debt contracted before the cutoff date (including arrears). This 
feature, as well as the size of the reduction, is unprecedented in debt rescheduling in recent years. 

Eligibility: Creditor countries have emphasized that, in view of their special circumstances, Egypt 
and Poland are exceptional cases which cannot set precedents for other cases. 

Debt conversions: These are also possible, within the limits specified in box 1. 

some others to cut the interest rate by a half new concessional terms (referred to as "en-
or by 3.5 percentage points. In early 1991, hanced concessional treatment") which pro-
Paris Club creditors reduced the stock of debt vided for larger debt reductions than the 
of Egypt and Poland by 50 per cent in net Toronto terms4 2 (see box 1). Moreover, in 
present value terms (see box 2). In December most Paris Club agreements there is provision 
1991, the low-income countries were granted for partial debt reduction through conversion 

42 Under the Toronto terms, option A on partial debt reduction resulted in a reduction of 33 per cent of the net present 
value (NPV) of debt, while option C on interest rate reduction resulted in a reduction of 27 per cent of NPV (using 
the prevailing rates in 1988-1989 as discount rates). Under the enhanced concessional treatment, the options of both 
debt reduction and interest rate reduction should result in a reduction of 50 per cent of NPV (using the market interest 
rates as discount rates). 
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of official debt, but this treatment has not yet 
been extended to upper middle-income coun
tries. 

The traditional practice of Paris Club 
creditors to reschedule only debt falling due 
during the short consolidation period has re
sulted in a series of repeated reschedulings for 
debtor countries. Repeated rescheduling has 
been a source of great uncertainty for those 
countries concerning the financing of their ad
justment programmes and has also occasioned 
important administrative costs and an addi
tional debt management burden.43 The agree
ments reached with Egypt and Poland 
represented, however, a noticeable exception: 
for the first time in almost 20 years, Paris Club 
creditors have agreed to deal with the whole 
stock of eligible debt (i.e. all debt contracted 
before the cutoff date). Furthermore, the new 
agreements reached with low-income countries 
under the enhanced concessional treatment 
contain a provision whereby Paris Club creditor 
countries would consider the matter of the 
stock of debt three or four years after the date 
of the first agreement under the new terms. 
This could be understood as a commitment by 
creditor countries to consider a reduction of the 
entire stock of debt. However, it was made 
conditional on the satisfactory performance of 
the debtor countries under appropriate ar
rangements with IMF. 

Using the same assumptions as in last 
year's Report44 for the evaluation of Trinidad 
terms, the UNCTAD secretariat has made a 
preliminary assessment of the likely impact of 
the enhanced concessional treatment on the 
projected debt service ratios of 22 low-income 

debtor countries45 which have so far benefited 
from Toronto terms or are likely to benefit 
from enhanced concessional treatment. It 
should first be noted that the new enhanced 
concessional treatment carries a grant element 
of 50 per cent, while the Trinidad terms that 
were proposed by Prime Minister John Major 
(then Chancellor of the Exchequer) involved a 
grant element of 67 per cent. The Trinidad 
terms would also tackle the stock of debt from 
the start. 

Assuming that a benchmark debt service 
ratio of 20 per cent reflects the debtor's capac
ity to pay,46 the new terms have a differentiated 
impact on four groups of these 22 countries: 

For the first group of countries (Benin, 
Central African Republic, Chad, Malawi 
and Togo), whose debt is essentially on 
concessional terms, the new terms would 
have an important impact. However, for 
these countries, debt service ratios were 
originally well below 20 per cent. 

For a second group of countries 
(Equatorial Guinea, Guinea, Niger, 
Senegal, Zaire, and Zambia), the new 
terms would have a significant immediate 
impact, as they would lower their debt 
service ratios to less than 20 per cent by 
the third year after the assumed first re
scheduling in 1992. 

For a third group of countries (Bolivia, 
Madagascar, Mali, Mauritania, Somalia 
and United Republic of Tanzania), the 
new terms would reduce significantly the 
debt service ratios. However, these ratios 

43 One consequence of repeated reschedulings is the cutting of the same original loan into several t ranches, each refi
nanced at different terms; the complexity of the resulting repayment schedule increases further when arrears and 
mora tor ium interest are rescheduled at different terms, rendering debt management even more cumbersome. 

44 See TDR 1991, box 4. T h e assumptions used were the following: (1) export earnings grow by 5 per cent annually; 
(2) a benchmark debt service ratio, which is taken to reflect the debt servicing capacity of low-income debtor countries, 
is set at 20 per cent. A debt service ratio of 20 per cent has been retained here for a number of reasons. During the 
past decade, severely indebted low-income countries were actually able to m a k e debt service payments equivalent on 
average to 25 per cent of their exports of goods and services (after debt reschedulings and accumulat ion of large 
arrears) . However , despite significant capital inflows, these countries achieved per capita G D P growth rates which 
were negligible (and sometimes negative). A debt service ratio of 20 per cent perhaps would allow these countries to 
release additional resources to finance some per capita G D P growth, especially if export growth is weak and if external 
capital inflows stagnate. Such a ratio is still quite high, compared with the ratio of 12 per cent which prevailed in 
low-income countries in sub Sanaran Africa in 1980-1981. 

45 T h e 22 countries are: Benin, Bolivia, Central African Republic, Chad, Equatorial Guinea , Guinea , Guinea-Bissau, 
G u y a n a , Madagasca r , Malawi, Mali, Mauri tania , Mozambique , Nicaragua, Niger, Senegal, Somalia, Togo , Uganda, 
United Republic of Tanzan ia , Zaire , and Zambia . Owing to da ta inadequacies, two other countries (Burkina Faso 
and Sao T o m é and Principe) are not considered here. 

46 h is also assumed here that debt service falling due each year from 1992 to 1994 and the stock of debt in 1995 would 
be rescheduled (in accordance with the provision that creditors will consider the mat ter of debt three years after the 
first rescheduling). The first option (a 50 per cent debt reduction) is applied to non-concessional debt (the remaining 
debt being rescheduled at an interest rate equivalent to 8 per cent), while O D A debt is assumed to be rescheduled 
according to the new terms (a maturity of 30 years, including 12 years of grace, at a concessional interest rate assumed 
to be equivalent to 2 per cent). T h e amortizat ion schedule follows a smooth progression of payments determined by 
the new terms. The debt statistics used are derived from World Bank debt and debt service projections for individual 
countries. These tend to underestimate future debt service obligations, as new commitments , short-term debt and I M F 
credit, as well as accumulated payments ar rears , are not taken into account. 



62 Trade and Development Report, J 992 

would remain quite high, although for 
Bolivia, Mali and Mauritania they would 
approach the benchmark of 20 per cent by 
the third year. 

• For a fourth group of countries (Guinea-
Bissau, Guyana, Mozambique, Nicaragua 
and Uganda), the impact of the new terms 
is less significant. Their debt service ratios 
would remain high, sometimes extremely 
high. In these countries, Paris Club credi
tors account for a minor part of their debt, 
which is owed principally either to non-
Paris Club bilateral official creditors 
and/or to multilateral institutions. 

It follows from the above that for half of 
the potential beneficiaries the new terms would 

help to considerably reduce their debt service 
ratios, to a level which would be compatible 
with their capacity to pay. However, for the 
other half, their debt burden would still remain 
high, sometimes very high, after the full imple
mentation of the new terms. 

Finally, it should be added that the esti
mated impact of the new terms could be some
what optimistic, as it is assumed that all 
creditors would agree to reduce debt (while in 
reality two creditor countries agreed only to 
reschedule over 25 years) and the debt consid
ered in this exercise also includes post-cutoff 
date debt (since on the basis of available data 
it is not possible to distinguish it from debt in
curred prior to that date)." 
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Chapter II 

THE UNDERCURRENT OF DEBT DEFLATION 

A. Introduction 

The ability of the world economy to re
cover from recession and return to conditions 
of sustained expansion in the 1990s will depend 
in large part on the spending decisions of firms 
and households. These decisions will in turn 
depend not only on expectations regarding fu
ture economic conditions, but also on the abil
ity of firms and households to finance 
expenditures from their earnings or through 
borrowing from financial markets. Since re
cessions are characterized by a fall in earnings, 
the willingness and ability of firms and house
holds to issue equity and incur debt will be es
pecially important. However, the current 
recession is occurring after a decade of rising 
debt burdens, which makes further debt accu
mulation difficult. The behaviour of short and 
long-term interest rates at which existing debt 
can be refinanced and new debt contracted will 
also be an important factor, as will the solidity 
of financial institutions. Since debt accumu
lation has to be underpinned by growth in 
earnings, sustained recovery will depend on re
sumed profit growth for firms and on a stable 
expansion of wage earnings and employment, 
as well as on rising tax receipts for Govern
ments. In short, recovery requires (a) healthy 
and stable financial institutions, (b) a reduction 
of both short and long-term interest rates and 
(c) improved enterprise profitability to provide 
internal funds for debt repayment and further 

expansion, and to strengthen expectations and 
hence the drive to invest. 

In many industrialized countries, the cur
rent financial condition of virtually all sectors 
of the economy, including households, firms, 
Governments, and - most critically - financial 
institutions, is weak, and the weakness of vari
ous sectors is interrelated. In almost all coun
tries debtors are having to service debts that 
have been contracted in the expectation that 
incomes and prices would continue to rise, 
whereas they now face conditions of falling in
comes and sharp falls in the value of their real 
and financial assets. The persistence of the re
cession has increased the number of defaults 
and delinquencies, thereby reducing the value 
of both bank assets and equity capital; and the 
natural response of banks has been to attempt 
to rebuild capital and invest in less risky assets. 
The consequent reduction in bank lending has 
been a major impediment to recovery. 

The key question is whether the financial 
fragility that has been brought about by a 
combination of financial liberalization, tight 
monetary policies and bank deregulation will 
be self-correcting. This chapter argues that 
there exists a high risk that, without a change 
of policies, the process of financial restructur
ing will be protracted or even perverse, and that 
financing problems will continue to be a drag 
on economic activity. 
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B. Current conditions in financial markets 

When borrowers that normally qualify 
for credit from financial institutions suddenly 
become unable to borrow, the result is a "credit 
crunch". In the past, this term was applied to 
a shortage of bank reserves caused by the ina
bility of banks to raise funds, as happened in 
the United States in the 1960s and 1970s owing 
to "regulation Q" ceilings on interest rates; 
when market interest rates went above "regu
lation Q" ceilings, disintermediation led to a 
loss of bank deposits. These ceilings no longer 
exist; nor is there a shortage of bank reserves. 
Nevertheless, the attempts currently being 
made by weakened banks to strengthen their 
balance sheets (often under pressure from bank 
supervisors) appear to be having much the 
same result. Thus, the expansion of lending 
needed to finance recovery is being prevented. 

Since the problem facing the banks is not 
so much a loss of reserves as a decline in the 
market value of their investments, "debt 
deflation" provides a better description of the 
conditions now prevailing in financial markets 
in the United States - and for that matter, also 
in Japan, the United Kingdom, Canada, 
Australia and a number of other countries. 
Since a bank's capital is the difference between 
the value of assets and liabilities, loan delin
quencies and defaults reduce capital and hence 
the bank's ability to lend, even to solvent bor
rowers. Unless the latter have alternative 
sources of finance to meet their commitments, 
they may have to cut down on operations or 
resort to "distress" sales of inventories or assets; 
or even have to declare bankruptcy. The re
sulting cutbacks in output, employment and 
incomes may then create a downward spiral, 
possibly causing a prolonged recession or even 
a full-scale depression. 

In the absence of government action to 
support incomes and prices of real and financial 
assets, a debt deflation process, once begun, 
will be reversed only when prices have fallen so 
much that owners of unutilized assets find it 
more profitable to hold on to them, in antic
ipation of a recovery of demand that will push 
up prices to more normal levels. The limit on 
the fall in prices depends crucially on the costs 
of holding assets (primarily interest, storage 
and insurance costs) and-on the time that is 
expected to elapse before the recovery in de
mand will absorb the excess supplies. If inter
est rates are kept high, and or if expectations 

remain low because of recurring difficulties, the 
decline may continue unabated. 

Current conditions in industrialized 
countries are far from a full-scale debt deflation 
but the unfortunate coincidence of the banks' 
desire to become more liquid in order to 
strengthen their balance sheets and the intro
duction of the BIS risk-adjusted capital ade
quacy requirements (see annex I to this Part) 
in conditions of falling asset prices has made 
banks more discriminate in their lending. 
Conditions in some sectors, such as real estate, 
and in some highly leveraged firms (recently 
subject to takeovers or which have been taken 
private) are a cause of concern, and could con
taminate otherwise healthy sectors. Besides, 
the reduced ability of households and firms to 
meet commitments because of declines in asset 
prices or incomes has had a significant impact 
on the banking system. This combination of 
factors could prove to be strong enough to ob
struct a sustained recovery from recession. 

1. The United States 

(a) The banking system 

The new BIS capital requirements will 
become fully applicable at the end of 1992, but 
are already generally applied. They require 
banks to hold higher ratios of capital on lend
ing against more risky assets. Banks can in 
theory increase their capital either by increasing 
earnings or by issuing equity in capital markets. 
But, in practice, because of increasing loan de
faults which have required writing down exist
ing capital, and of delinquencies which have 
reduced reported earnings, banks find it more 
difficult and expensive to convince investors in 
capital markets to buy their equity. Instead, 
they are seeking to achieve the minimum capi
tal requirements by reducing the size of their 
asset portfolios and the proportion thereof that 
carries a high risk. 

Banks in the United States have experi
enced a considerable deterioration in the qual
ity of their assets in three major areas of 
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lending, namely commercial and industrial 
loans, consumer loans, and commercial real es
tate loans. Their lending against commercial 
real estate increased by 15 per cent per annum 
from 1985 to 1989, almost three times more 
rapidly than their commercial and industrial 
lending to domestic firms. However, by the end 
of 1991 virtually no new lending was taking 
place. The decline in occupancy rates in major 
urban centres and the massive overbuilding in 
recent years mean that pressure on earnings in 
real estate will increase, since rentals will con
tinue to fall as leases are renewed. The trend 
of increasing default and delinquency, com
bined with attempts to recover and recall past 
loans, is therefore likely to persist. 

Other major types of bank lending have 
fared little better. 'Between 1988 and 1990, 
charge-offs against commercial and industrial 
lending to domestic business (expressed as a 
proportion of total loans) rose by more than 
25 per cent for medium-sized and large banks, 
while the share of non-accrual loans in total 
commercial and industrial lending doubled for 
medium-sized banks, to reach 3 per cent of 
outstanding loans.47 The increased riskiness of 
lending to private business is reflected in the 
rise in the ratio of interest to income for the 
United States non-financial corporations to 
over 25 per cent in the second half of 1990; 
while this figure has fallen subsequently, it has 
remained above the peaks of the 1975 and 1982 
recessions. 

During the 1980s banks had also been 
rapidly expanding their lending to consumers 
to make up for reduced lending possibilities in 
other sectors. The rate of expansion, which 
had hit 14 per cent in 1985, fell to almost nil in 
1990. Between 1985 and 1990 net loan losses 
on consumer debt rose by 50 per cent; on credit 
card lending alone they rose by 30 per cent 
from 1985 to 1986 and have remained at the 
1986 level since then. Delinquencies increased 
from around 2 per cent of consumer debt out
standing in 1984 to over 4 per cent in 1990. 

As a result of this deterioration in the 
quality of assets, net loan losses in terms of 
total lending of medium-sized and large com
mercial banks doubled from 1985 to 1990. De
spite the sharp decline in short-term interest 
rates which has occurred over the last 18 

months, banks' net interest margins have con
tinued to fall, as the increase in non-performing 
loans absorbed the expanding lending margins. 
In 1990 banks' return on assets fell to a mere 
0.5 per cent. 

Although profits improved for banks in 
1991, as they did for most other financial insti
tutions, this was largely due to transitory fac
tors such as capital gains on portfolios of 
securities, reclassification of some loans to de
veloping countries, and "riding the yield curve", 
i.e. buying medium-term government securities 
with funds borrowed through short-term de
posits or CDs. However, this practice involves 
a maturity mismatch; a rise in short-term rates 
will reduce profitability and if sufficiently large 
will occasion bank losses. The new capital ad
equacy rules do nothing to limit this type of 
traditional interest rate exposure, and indeed in 
present conditions encourage it. 

The decision of banks to meet capital re
quirements by strengthening their capital base 
and by adjusting the composition of the asset 
side of their balance sheets is evident in the re
duction in the rate of expansion of commercial 
and industrial lending in 1990, the virtual elim
ination of net lending to commercial property 
borrowers by the end of 1991 and the slower 
rate of expansion of consumer loans to near 
zero in 1990. In an attempt to increase 
earnings and reduce capital requirements, 
banks sharply increased their purchases of 
government securities and shifted the composi
tion of real estate lending in favour of residen
tial housing and government-guaranteed 
mortgages (since these carry much lower risk 
weightings than commercial real estate).48 The 
retrenchment on the asset side of banks' bal
ance sheets is also reflected by the decline in the 
rate of growth of total loans relative to total 
deposits.49 

While banks are lending less to business, 
the general view that they have been squeezed 
out by alternative sources of lending does not 
appear to be correct; the increase in funding 
from these latter sources via the issue of com
mercial paper is not large. But since the market 
is only open to the most creditworthy large 
companies, it does point to another source of 
deterioration in the quality of bank loans. The 
reduced share of bank lending to non-financial 

«7 

48 

49 

The increase was lower for the money centre banks, although their absolute level of such loans in commercial and 
industrial lending in 1990 was substantially higher, at 4.8 per cent. 
There was also some adjustment on the liability side, with the substitution of relatively expensive "managed" or pur
chased liabilities by an increased proportion of savings and small time deposits, largely the result of transfer of funds 
to banks from failed, or failing, thrift institutions. 
Total deposits contracted by 3.5 percentage points from 1987 to 1991, whereas by the middle of 1991 the rate of 
growth of total loans of United States banks had fallen to zero. The rate of expansion of lending by banks that do 
not meet the minimum 8 per cent requirement became negative in 1991 and by mid-year had fallen below -5 per cent; 
for those banks that meet the requirement, loan expansion has remained positive, but only marginally so. 
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Table 18 

UNITED STATES: COMPOSITION OF THE DEBT OF NON-FINANCIAL CORPORATIONS 

(Percentage share) 

Type of debt 1970 1980 1990 

Investment-grade bonds 

High-yield bonds 

Bank loans 

Finance company loans 

Commercial paper 

Other 

47 

-

29 

3 

2 

18 

40 

4 

28 

5 

3 

19 

35 

10 

25 

6 

6 

17 

Source: Structural Change in a Capital-short World (Salomon Bros ), December 1990, p 4 

corporations has been accompanied by a fall in 
the proportion of investment-grade corporate 
debt, as may be seen from the change in the 
composition of non-financial corporate debt 
(sec table 18). 

The recent difficulties in the primary 
high-yield (junk bond) securities market have 
thus reduced the alternatives to bank funding 
for non-financial corporations, and conditions 
in the commercial paper markets have also be
come more stringent. The alternative sources 
of funding that were increasingly employed in 
the 1980s have thus narrowed because of un
certain economic conditions, making firms 
more reliant on bank borrowing. 

There has been increased reliance on fi
nance companies and foreign banks as sources 
of commercial lending, but this has been gen
erally limited to larger corporations; the re
striction in bank lending is thus having a larger 
impact on small and medium-sized business. 
Foreign banks doubled their lending in the 
United States in the 1980s, and accounted for 
a third of all bank lending in 1990. However, 
as a result of the BCCI affair (discussed in an
nex I to this Part), foreign banks have come 
under increasing regulator}' scrutiny. New leg
islation under consideration that would require 
them to operate as subsidiaries of United States 
corporations would determine their ability to 
lend on the basis of capital of the subsidiary 

rather than of the parent bank, hence sharply 
reducing it. Further, the retrenchment which 
has occurred in Japanese banks (see the next 
subsection) has also meant a reduction in the 
scale of their operations in the United States. 

(b) Household finance 

Because the largest single asset for most 
families is their principal residence, the fall in 
real estate values has also weakened family fi
nances. Further, since the 1986 tax reform 
eliminated deduction of interest payments ex
cept for home and home improvement lending, 
an increasing proportion of consumer lending 
has taken the form of home equity loans. Ac
cording to a survey of family finances,50 such 
loans as a proportion of total household bor
rowing rose five-fold from 1983 to 1989 (largely 
as a result of an increase in borrowing for in-

' vestment in real estate other than principal 
residence), credit card borrowing by 20 per cent 
and automobile lending by 30 per cent. Over 
the period the proportion of families in the 
population holding debt increased, while the 
average real debt rose by 42 per cent, from 
S31,700 to $45,000 in constant 1989 dollars. 
The ratio of non-mortgage debt payments to 
income shows a roughly similar increase for all 
income levels.51 For the economy as a whole, 
the ratio of consumer instalment debt to con-

so Federal Reserve Bulletin, January 1992. 
51 For families with annual incomes of less than S 10,000 the ratio rose from 32 per cent to 40 per cent, while for those 

with incomes above 550,000 it rose from 14 per cent to 19 per cent, indicating a generalized reduced ability to meet 
interest payments and principal. 
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Table 19 

HOUSEHOLD INDEBTEDNESS IN THE UNITED STATES SINCE 1981 

(Percentage of disposable income) 

Type of credit 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 a 

All credits 17.2 16.9 17.7 19.2 20.9 21.5 21.3 210 20 9 20.1 

14 6 14.4 15.2 16.6 18.3 19.0 19.1 19.1 19.3 18.6 17 3 16.7 

5 6 5.6 5.9 6 5 7.4 8.2 8.3 8 2 7.8 7 2 6.3 6.1 

Non-instalment 2.6 2.5 2.6 2.6 2.6 2.5 2.2 1.9 1.6 1.4 

Instalment 
of which: 
Automobile 

Source: Survey of Current Business (United States Department of Commerce), various issues. 
a February. 

sumer disposable income reached its lowest 
point in 1982 but had quickly expanded by 
1986, remaining at that level (around 19 per 
cent) until 1989, when it started to decline (see 
table 19). 

The increase in household borrowing in 
the 1980s did not reflect the increase in family 
assets; rather, the ratio of household financial 
assets to liabilities fell considerably.52 House
hold interest payments on outstanding debt and 
payments of principal as a proportion of per
sonal disposable income rose from less than 15 
per cent in 1983 to above 19 per cent in 1990, 
and fell only slightly in 1991. The increased 
difficulties encountered by households in meet
ing loans is evident from the rise in the ratio of 
their arrears of one month or more to their 
total borrowing, from a low of 1.9 per cent in 
1984 to 2.5 percent in 1990. 

(c) Corporate finance 

The 1980s also saw a substantial change 
in the structure of the balance sheets of non-
financial corporations, with a sharp increase in 
corporate leverage after 1985. Part of this 
change was due to the increased number of 
mergers and acquisitions, and of management 
and leveraged buyouts. Periods of substantial 
merger activity had also occurred in the 1960s 
and 1970s, but these were usually acquisitions 
to create large conglomerates via sectoral di
versification, and were financed by exchanges 

of stock or new equity issues based on the as
sets acquired. In the 1980s, by contrast, most 
acquisitions were by cash takeover bids, with 
the purchases financed by borrowing from 
banks or by a special issue of debt by the 
acquirer. The purpose was not diversification, 
but to purchase a company for a lower price 
than the buyer believed it could fetch on resale, 
either because the company was underlever-
aged, the stock market valued the company at 
less than its break-up value, or management 
was thought to be performing poorly. 

The ability to repay the debt issued to fi
nance these takeovers thus depended on the 
post-takeover realization of the anticipated 
value of the assets. In short, the purchase of 
such debt amounted to taking a share partic
ipation in a speculative operation; the high in
terest rates offered on the debt reflected this 
risk. If the company was already indebted, the 
effect of a takeover bid financed in this way was 
to convert it automatically from investment to 
non-investment grade, producing an automatic 
reduction in its market value. Frequently the 
expected cash flows were insufficient to meet 
the debt service obligations without a success
ful divestiture of assets. Takeovers in which 
this could not be achieved not only produced 
default on the debt issued, but also meant that 
the acquired company instantly became bank
rupt. 

In addition, fear of takeover bids led 
many companies to issue debt simply in order 
to attempt to fend off such bids, which both 

52 This ratio was 5:1 in 1970 and 4.5:1 in 1983, has fallen in every subsequent year, with the exception of 1989, and now 
stands at about 3.5:1. Liabilities were the equal of household annual disposable income in 1989 but exceeded income 
in 1990. 
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Table 20 

UNITED STATES: SOURCES OF NET EXTERNAL FINANCE OF 
NON-FINANCIAL CORPORATIONS 

(Percentage distribution) 

Source 

Commercial paper 

Banks 

Short-term loans 

Long-term loans 

Capital market 

Equity 

Bonds 

Other securities 

Other sources 

1973-1975 

23 9 

46.2 

18.0 

28.2 

45.6 

11.3 

33.9 

0.4 

-15.7 

1976-1978 

21.1 

58.3 

30.4 

27.9 

32.2 

50 

23.8 

34 

-11.5 

1979-1981 

30 9 

69.2 

43.3 

259 

30 3 

-1.6 

23.4 

8.5 

-30,4 

1982-1984 

19.0 

109.9 

598 

50.0 

29.1 

-6.8 

34.5 

1.4 

-58.0 

1985-1987 

18 8 

91.3 

39.6 

51.6 

11.8 

-54.4 

62.7 

34 

-21 8 

1988-1989 

30.2 

97.0 

61.7 

35.3 

-17.9 

-101 4 

68 6 

15.0 

-9 4 

Source: OECD Financial Statistics, part 2, Financial Accounts of OECD Countries (various issues). 

reduced the quality of their outstanding debt 
and increased their debt servicing obligations. 
Other firms acquired new debt to buy back 
their equity in order to increase their stock 
market value and so fend off takeovers (see ta
ble 20). 

United States tax law has traditionally 
favoured the use of debt finance because of 
double taxation of dividends and the possibility 
of counting interest payments as operating 
costs. The 1986 tax reform, which reduced 
corporate and personal tax rates but eliminated 
the preferential personal tax rate on capital 
gains, further increased the advantage of debt 
over equity financing. Thus, the ratio of debt 
to total assets for non-farm business increased 
by more than 10 percentage points to 32 per 
cent between the early 1980s and 1990.53 

Before the 1980s, the failure of United 
States companies to increase their leverage in 
line with the prediction of financial theories 
may have reflected the segmentation and con
trols which existed in the bond market, where 
only companies rated as being of investment 
grade could have access at the current market 
rate. The creation of an active secondary mar
ket in the debt of non-investment-grade com

panies and the subsequent development of a 
primary market for these securities opened up 
the possibility of higher leverage to companies 
previously prevented from borrowing, since se
curities purchased by most large investors were 
restricted to holdings of investment-grade is
sues. But it also created new possibilities for 
financing takeovers, and brought banks into 
the takeover business by providing bridging 
loans on highly leveraged transactions before 
the floating of the debt necessary to purchase 
the stock tendered. 

Most of the mergers and takeovers were 
predicated on a continuation of economic ex
pansion. The recession, the effects of which 
began to be felt in 1989, quickly rendered many 
of the projects impossible to complete, and left 
bondholders with sharply devalued portfolios 
and firms with debt that was not only excessive 
but also contracted at extremely high interest 
rates. As interest rates fell, and the stock mar
ket continued to remain strong, many compa
nies have been involved in restructuring their 
balance sheets. Companies which had been 
taken private in buyouts again issued equity, 
and firms with large amounts of bonds out
standing at high interest rates issued new bonds 

53 From 1984 to 1990, United States non-farm corporations increased their indebtedness by over S 1,000 billion, of which 
S640 billion was used to finance stock retirements through acquisition or direct repurchase. Net issues of corporate 
equities declined from 1980 to 1990 by S512 billion. 
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Table 21 

SOURCES OF NET FINANCING OF NON-FINANCIAL CORPORATE INVESTMENT 
IN FOUR MAJOR OECD COUNTRIES, 1970-1985 

(Percentage share) 

Source United States Japan United Kingdom Germany a 

Retained profits 

Loans 

Commercial credit 

Bonds 

Equity 

85.9 

244 

-1.4 

11.6 

1 1 

57.9 

50.4 

-11.2 

2.1 

4.6 

102.4 

7.6 

-1.1 

-1.1 

-3.3 

70.9 

12.1 

-2 1 

-1.0 

06 

Source: C. Mayer, "Financial Systems, Corporate Finance and Economic Development", in G. Hubbard (éd.), 
Asymmetric Information, Corporate Finance and Investment, Chicago 1990; Bank of England Quarterly 
Bulletin, May 1991. 

a Refers to the former Federal Republic of Germany. 

to take advantage of the prevailing lower mar
ket rates.54 

The impact of the increase in corporate 
indebtedness can be seen in the evolution of 
profits before and after deduction of interest 
costs. Since the oil crisis of the early 1970s 
corporate profits have been around 6 per cent 
of GDP. After interest, they fell from around 
4 per cent to below 2 per cent in the recession 
at the beginning of the 1980s; they recovered 
somewhat in the mid-1980s, but fell back to 2 
per cent in 1991, with the gap between the two 
ratios increasing from 2 percentage points in 
the 1970s to around 3 points in the 1980s. 
Thanks to the possibility of refinancing at 
lower interest rates, corporate interest pay
ments could be reduced by S30 billion in 1992, 
but this will raise profits after interest by only 
0.5 percent of GDP. 

The increased indebtedness of the 1980s 
has thus led non-financial firms as well as fi
nancial ones to try to strengthen balance sheets 
by downsizing their activities and cutting costs. 
Since the preferred form of financing for firms 
(pace the predictions of the modern theory of 
finance) is generally retained earnings (see table 
21), the first casualty of a fall in profits after 
interest payments is the ability to finance 

expansion internally. Higher indebtedness also 
increases the risk premium on capital market 
funding. It is for this reason that the issue of 
equity to retire debt is attractive, since it both 
increases profits and makes possible the 
upgrading of existing debt. 

Other financial markets 

Similar conditions prevail in a number of 
other major industrialized countries. In the 
United Kingdom and Japan, as in the United 
States, there was a rapid expansion of bank 
lending against real estate after the mid-1980s 
(see table 22).S5 The trend was more accen
tuated in the United Kingdom than in the 
United States. 

Outstanding bank loans on property in 
the United Kingdom rose from £5 billion at the 
end of 1980 to £40.2 billion at the end of 1991 
and had only fallen by £1 billion early in 1992. 
Estimates for late payments on these loans 
range up to as high as one-third. Vacancy rates 
for office buildings in the City of London have 
risen to 20 per cent.56 In 1990, the rate of return 

54 In the first nine months of 1991, the net issue of securities, at S44.1 billion, was positive for the first time in a decade. 
In 1991 as a whole the new bond issues traded on the New York Stock Exchange were twice as high as in 1990, in 
both number and value. 
The figure for Japan is understated because much of the lending for real estate speculation was to companies not 
classified as real estate investors. 

56 This excludes the new space in the Canary Wharf project in London's Dockland region, the value of which is esti-

ss 
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Table 22 

NET BANK LENDING FOR REAL ESTATE IN THREE MAJOR OECD COUNTRIES, 
1984-1990 

(Average annual amount) 

1984 

1985 

1986 

1987 

1988 

1989 

1990 

Increase 1984-1990 (per cent) 

United 
States 

($ billion) 

376 

426 

494 

587 

672 

761 

820 

United 
Kingdom 
(£ billion) 

5.4 

7.1 

9.3 

13.3 

21.3 

31.9 

37.0 

Japan 
(Y 000 billion) 

16.5 

201 

26 6 

31 3 

35 8 

41.0 

42 0 

118 585 0 1550 

Source: UNCTAD secretariat calculations, based on Structural Change in a Capital-short World (Salomon Bros. 
December 1990. 

to investment in commercial property became 
negative. 

In the United Kingdom the annual rate 
of expansion of net lending by banks and 
building societies peaked in mid-1988 at around 
30 per cent, and lending continued to grow at 
20 per cent rates until 1990, when it fell sharply 
to 12 per cent; in 1991 the increase was only 
around 7 per cent, and in early 1992 net lending 
became negative. Although most of this de
cline was in commercial and residential mort
gage lending, the pace of lending to 
corporations also fell; net lending to manufac
turing industries grew very little in 1990, and 
subsequently it actually fell. This reflected not 
only a slowdown in banks' overall lending, but 
also a deterioration in company balance sheets 
due to the recession, which was first visible in 
the United Kingdom; ratios of net interest 
payments to cash flows after tax more than 
doubled between 1987 and 1990, reaching 35 
per cent. Banks' provisions for bad debts also 
increased (see table 23), as company bankrupt
cies rose by 48 per cent in 1990 and 88 per cent 
in 1991. As in the United States, United 
Kingdom firms have responded by issuing eq
uity. Large companies delayed payments to 
small companies, supposedly in order to aug
ment their own cash flow. Recognizing this 

situation, and also other problems faced by 
medium and small-sized firms, the Government 
provided some assistance, including tax relief 
and measures designed to accelerate payments 
on public sector contracts. 

Household balance sheets mirrored those 
of firms; the ratio of debt to income (including 
mortgage debt) increased from less than 60 per 
cent in 1980 to over 115 per cent in 1990, a 
performance unequalled by other industrialized 
counries and rivalled only by Japanese house
holds. Moreover, the substantial fall in house 
prices has greatly increased the number of 
homeowners whose outstanding mortgage debt 
is greater than the value of their property. 
Since selling property to pay off debt was not 
a feasible option, many such homeowners went 
into arrears, which eventually led to possession 
of their property. In 1990 over 2 per cent of 
all mortgages in the United Kingdom were de
linquent and the proportion of delinquent 
mortgages to total mortgage lending was 3.5 
times the 1988 figure. 

The growth of bank lending in Japan was 
over 10 per cent per annum from 1987 to 1990 
but dropped to less than 4 per cent in 1991. 
The monetary tightening initiated in 1989 has 
caused a more than 50 per cent decline in stock 

mated to be half of its cost - £1.3 billion - and which will contribute as much as S2 billion to writedowns on Olympia 
and Yorks' balance sheet. 
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Table 23 

DOMESTIC LOAN LOSS PROVISIONS BY MAJOR UNITED KINGDOM BANKS, 
1989 AND 1990 

(£ million) 

Bank 1989 1990 

Barclays 187 807 

Lloyds 198 732 

Midland 82 461 

National Westminster 320 655 

Source: Bank of England Quarterly Bulletin, various issues. 

prices and finally started to reverse the 
spiralling of land prices, which have declined 
by about 5 per cent from their peak. Banks 
have consequently been confronted with prob
lems of the quality of credit, since they have 
been lending against real estate, either directly 
or indirectly, via loans to non-bank financial 
institutions or the stock market. Japanese 
banks' lending to real estate companies alone 
is about 185 per cent of their equity capital, and 
the amount of non-performing real estate loans 
for the 21 largest banks is currently in excess 
of Y21,000 billion, or around 6 per cent of 
loans outstanding. 

Japanese banks have not benefited as 
much as their United States counterparts from 
reductions in short-term rates because of com
petition from the postal savings bank. Their 
lending margins have consequently come under 
pressure from the recent decline in long-term 
lending rates caused by the deregulation of 
long-term prime rates. Actual loan losses and 
provisions against possible losses are eroding 
bank earnings, while some banks are under an 
additional strain due to the loan losses of affil
iated non-bank financial companies which hold 
assets related to property.57 Japanese banks are 
further weakened by the fact that instead of 
setting aside reserves against potential losses, 
they have been counting on the capital gains 
on security investments to offset loan losses. 
The fall in the stock market has virtually elimi
nated this cushion: it is estimated that existing 
loan loss reserves cover less than 15 per cent 
of potential bad debts on property lending by 
5 of the 11 "city" banks which have default 
rates similar to those in the United States 

money centre banks. There are thus quite 
likely some unwelcome surprises in store for 
Japanese banks as the full extent of the impact 
on balance sheets of the decline in property 
prices unfolds. 

The difficulties of Japanese and United 
States banks differ because for the latter the 
linkage between stock market and real estate 
lending is not as close, since they do not invest 
in shares. In Japan the problem of falling 
rental values is not yet important, but the fall 
in stock prices has exacerbated the decline in 
real estate values, and both types of asset are 
collateral against loans and bank investments. 
Since not more than 45 per cent of accrued, but 
not realized, capital gains on investments could 
be accounted as BIS Tier 2 capital, the 
Japanese banks have had an even greater need 
for portfolio restructuring, which has restricted 
their lending potential. It is estimated that at 
a value of the Nikkei index of 17,000 (it stood 
above 16,000 at the beginning of July 1992) the 
city and long-term credit banks would fall short 
of the international capital adequacy require
ments by Y 1,540 billion, irrespective of any 
additional charge-offs that might have to be 
made due to actual losses on real estate or 
other lending. The decline in share prices on 
the domestic exchange has also created diffi
culties for Japanese brokerage houses; only one 
of the big four houses is expected to show a 
profit this year. This weakness in the financial 
sector is coupled with a sharp fall in corporate 
profitability, which is thought to have fallen by 
20 per cent in 1991, as well as a slowdown in 
the growth of industrial production. 

57 Nomura Research Institute, Quarterly Economic Review, November 1991, p. 8; February 1992, pp. 18-19; Ylay 1992, 
p. 12; Financial Times Survey, 27 March 1992. 
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C. The sources of current difficulties 

The risk of an extended period of debt 
deflation in the major industrialized countries 
is the consequence of the prolonged expansion 
during the 1980s in liquidity and lending to 
particular sectors, such as commercial real es
tate and consumers, or for particular purposes, 
such as corporate mergers and acquisitions, 
which produced an asset inflation. A number 
of factors contributed to this liquidity and 
credit expansion, including: (a) the change in 
the conduct of monetary policy away from 
controlling interest rates and financial asset 
prices towards targeting some monetary aggre
gates, and the deregulation of interest rates; (b) 
the abandonment of fiscal tools in macroeco-
nomic management, which put the whole bur
den of controlling the economy on monetary 
policy; and (c) the deregulation of domestic and 
external financial transactions, which increased 
the integration of financial markets interna
tionally as well as the linkages between money, 
currency and capital markets. 

While these elements have been present 
to varying degrees in most major industrial 
countries, the experience of the United States 
is particularly notable. Developments in the 
financial system in that country show how de
regulation of interest rates and increased com
petition for deposits, by giving rise to pressures 
for deregulation also on the asset side of the 
balance sheets of financial institutions, lead to 
excessive risk taking and debt creation. 

The decision of the Federal Reserve 
Board (commonly referred to as the "Fed") in 
1979 to switch monetary policy to the targeting 
of certain monetary aggregates in order to in
fluence the rate of inflation meant that both 
interest rates and exchange rates would fluctu
ate sharply. Thus, the promise of greater price 
stability in the real sector was exchanged for 
increased instability in the financial sector (i.e. 
in financial asset prices and interest rates) and 
increased uncertainty in financial markets. The 
change in the conduct of monetary policy also 
reduced the control of the Fed over the ability 
of different financial institutions to compete for 
funds. Ceilings on deposit rates (through reg
ulation Q), together with a monetary policy 
operating procedure based on control of the 
federal funds (interbank) rate, had made con
trol over bank lending very effective: to 
produce an impact on lending and activity, 

market rates only had to be moved marginally 
above the ceilings on deposit rates; or if higher 
rates were thought necessary, the ceilings could 
be adjusted upwards to prevent a massive out
flow of funds. However, the new monetary 
policy made such procedures impossible to im
plement; with rates left free to fluctuate, it 
would have been necessary to adjust the limits 
daily. Thus, regulation Q became anachronistic 
and legislation introduced in 1980 provided for 
its gradual elimination by 1986. 

The rise in interest rates had by then al
ready created severe difficulties for mutual 
savings banks, which had portfolios of long-
term Treasury bonds (with average maturities 
of around 25 years), and for Savings and Loan 
Associations (S&Ls), whose assets consisted of 
30-year fixed-rate mortgages; both were faced 
with large drains in deposits and sharp losses 
on the value of their fixed assets. To shore up 
their ability to attract deposits, the same legis
lation increased deposit insurance up to and 
including 5100,000, and granted greater free
dom to all financial institutions to compete for 
funds. Restrictions on the types of investments 
permitted to S&Ls were relaxed to allow them 
to offer consumer and credit card loans and to 
make commercial loans up to 20 per cent of 
assets. 

But these changes did little to increase 
earnings, which continued to lag behind the in
creased deposit rates. In 1982 additional legis
lation further deregulated the asset side of 
balance sheets, allowing S&Ls to invest in a 
wide range of assets with higher returns (but 
also with higher risks) such as non-investment-
grade (junk) bonds, futures and options con
tracts, and also to invest up to 55 per cent of 
assets in commercial real estate financing. The 
limit on consumer lending was increased to 30 
per cent. Many individual states introduced 
even more lenient legislation for state-chartered 
institutions. 

In effect, the new legislation was an invi
tation to the banks to grow out of their diffi
culties by investing in higher-yielding assets. 
Since substitution of existing loan assets was 
impossible, the S&Ls had to expand their li
abilities. This rapid expansion of funding was 
achieved by buying "brokered" deposits in in
sured lots of S 100,000 which were not subject 
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to regulation Q restrictions.58 A major market, 
run by large Wall Street investment houses, 
grew up to distribute these brokered deposits 
to the highest bidders. These were the banks 
investing in projects with the highest returns, 
but which also incurred the highest risk. 
Among these projects was lending to specula
tive commercial real estate promoters, many of 
whom had bought failing S&Ls for precisely 
this purpose. On many of these projects, pro
fits to the promoters and the interest due to 
banks were booked for several years in ad
vance, at the time financing was arranged, and 
paid out of the borrowed funds. The banks' 
profits were thus all on paper, while the loans 
became the income of the promoters. This 
gave little incentive either to sell or to operate 
the projects and meant that failure to make the 
expected earnings did not appear as failure to 
meet interest payments until several years aft
erwards. For that reason, the rapid increase in 
the supply of commercial real estate and resi
dential housing for rent had little impact on the 
housing market: it was more profitable in the 
short term to leave the premises unoccupied 
and unsold than to sell them at a loss. 

But, as the government deposit guarantee 
agency (FSLIC) took over failing banks it had 
to start liquidating assets. Thus, although 
overbuilding and low occupancy rates had been 
visible since the mid-1980s, it was only in 
1988-1989 that the real extent of the over
building and excess capacity came to be recog
nized. The attempt to sell the properties caused 
a collapse in market prices which quickly 
spread across the country. 

A similar pattern of events took place in 
the high-yield (junk bond) securities markets 
when legislation to bail out FSLIC created the 
Resolution Trust Corporation and reintroduced 
restrictions on investments by S&Ls. This 
forced sale of bonds, together with the fall of 
the investment bank which had been the mar
ket leader, led to a collapse of prices, thereby 
weakening the condition of many previously 
healthy financial institutions, which were then 
obliged to sell their holdings cheaper. 

Meanwhile, faced with competition from 
insurance companies and brokerage houses of
fering to underwrite commercial paper for their 
commercial and industrial borrowers, and after 
experiencing losses on lending to developing 
countries and in lending to the oil industry, 
banks were seeking new, profitable areas in 
which to expand. Banks, pension funds and 
insurance companies thus all followed the S&Ls 

in acquisition, development and construction 
loans. Opportunities for alternative business 
were also provided by lending to consumers 
during the recovery that started in 1983, by 
taking over the lending of S&Ls against com
mercial property and, in the latter half of the 
1980s, by providing highly leveraged trans
action financing for the issue of debt for merg
ers and acquisitions. At the same time, 
innovations such as credit card lending and 
home loans provided alternatives to the declin
ing commercial and industrial loans as well as 
fee income and the possibility of packaging the 
assets into securities, which also produced fees. 
Thus, when prices in the property market col
lapsed as a result of the sell-off by S&Ls, the 
commercial banks were highly exposed. The 
recession which set in at this point reduced the 
demand for property at the very time that ex
cess supply became manifest, thereby 
exacerbating the downward pressure on prices. 

Feedbacks between the United States and 
Japanese financial markets have often served to 
transmit destabilizing influences. The opening 
of Japanese financial markets to non-residents 
in the mid-1980s, which was to be part of the 
policy to engineer a fall in the dollar, led to a 
substantial international diversification of the 
portfolios of Japanese financial institutions. 
These became major lenders to and investors in 
the United States and Canadian property mar
kets in the late 1980s, when prices were at their 
peak. As a consequence, many of the subsid
iaries had to be refinanced by their parent 
companies to cover losses. 

In addition, as part of thé bilateral 
agreement to reduce the United States trade 
deficit, Japan embarked on expansionary mon
etary and fiscal policies to accelerate the 
growth of the economy. In contrast to the 
1970s, the response was not higher inflation 
(the reason being that the appreciation of the 
yen and the fall in oil prices in 1985-1986 kept 
goods prices down) but, rather, a sharp increase 
in asset prices. The stock market boomed, and 
residential and commercial real estate prices 
skyrocketed, fuelled by the expansion in lending 
and in incomes. 

This expansion in global liquidity contin
ued until 1987, when the United States started 
a sharp contraction which brought about a 
collapse of the bond market in the spring and 
finally the stock market crash in October which 
spread to international markets. After a short 
phase of sharp monetary expansion designed to 
ensure that the impact of these events would 

58 The 1980 legislation had increased the insurance on deposits of up to and including S100.000 while the regulation Q 
interest rate restrictions only applied up to, but not including, 5100,000. The result was that from 1980 to 1986 there 
were no interest rate restrictions on deposits of S 100,000, although they continued to carry a deposit guarantee. 
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not depress the real economy, the United States 
resumed its restrictive monetary policy. Al
though the market crash had little impact on 
growth, the monetary tightening, along with 
some mild restriction in fiscal policy, produced 
a downturn in mid-1989. It was at this very 
point that Japan became concerned about asset 
price inflation and that the Bank of Japan be
gan to tighten monetary policy and increase 
interest rates which, as noted above, caused a 
decline in the stock market of some 50 per cent. 
Current estimates are that the prices of building 
sites in central Tokyo may fall by 30-50 per 
cent from their 1987 peaks. As a result of the 

The sectoral pattern of lending has also 
been reflected in the pattern of expansion of 
activity and employment. The property boom 
produced not only an increase in traditional 
construction jobs, but also a massive increase 
in associated services, including those of archi
tects, engineers, insurance agents, lawyers, 
bankers, brokers and estate agents. In the 
United States, office employment rose by over 
8 per cent a year and accounted for much of the 
shift of labour from manufacturing to services, 
as well as of the record increases in the overall 
number of jobs in the 1980s. However, as the 
difficulties in the saving and loan banks caused 
the property market to collapse, the growth in 
office employment declined and had turned 
negative by 1990. The United States currently 
has a 10-year supply of vacant office space and 
developed building sites; in some areas (e.g. 
Houston) in which abuse of lending by S&Ls 
was greatest, the situation is much worse. 

To the decline in service sector employ
ment was added a decline in manufacturing 
employment because of the strength of the 
dollar. As the dollar weakened subsequently, 
business started to introduce new technology 
to increase labour productivity. Consequently, 
the recovery of competitiveness will produce 
fewer manufacturing jobs than were previously 
lost, and will thus generate little growth of real 
income and consumption. 

As already noted above, the singular fea
ture of the current recession is the dominance 
of balance sheet restructuring being undertaken 
by firms and households. This restructuring 
has been taking place in two ways: by means 

losses resulting from these stock market de
clines, Japanese financial institutions have been 
reducing their foreign lending in order to shore 
up their domestic operations. This further ag
gravated conditions in the United States and 
Canadian property markets. 

Japanese financial institutions have 
proved to be no more immune than their 
United States counterparts to the temptations 
of fraudulent activity offered by the booming 
financial markets. The widespread fear of fur
ther discoveries of fraud is adding to the weak
nesses of the financial system. 

of a reduction in the overall size of balance 
sheets and by taking advantage of lower inter
est rates to refinance debts and increase 
earnings. 

The first way involves scaling down the 
operations of firms, a reduction of assets by 
banks and a reduction in debt-financed con
sumption by households. This process will 
continue to restrain employment. Conditions 
will be especially difficult in those sectors where 
rising employment had produced the greatest 
impact on consumption in the 1980s because 
they primarily had recourse to middle-income 
"white collar" professionals. 

The second way hinges on the decline in 
short-term interest rates which has been occur
ring over the last 18 months. Manufacturing 
firms whose fixed-interest debt burdens had 
become excessive as a result of takeovers have 
been able to refinance loans more cheaply and 
to issue bonds or equity on more advantageous 
terms. Similarly, households have been able to 
refinance mortgages, home equity loans and 
loans for cars at lower interest rates. But the 
greatest beneficiaries of the decline in rates 
have been the banks, which have reaped capital 
gains on their holdings of investment securities 
and widened their lending margins. They have 
also benefited from the failure of long-term 
rates to decline in line with short rates, since 
this has enabled them to borrow funds cheaply 
through deposits and short-term CDs and in
vest them in medium-term government securi
ties at a yield differential of 300-400 basis 
points. 

D. The likely consequences for recovery 
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On the whole, the impact of the down
sizing of balance sheets is deflationary. A 
fully-fledged debt deflation has been avoided 
thanks to the fall in short-term rates. While 
this has helped bring about balance sheet im
provements and increased earnings, it has not 
produced any direct expansion in the overall 
level of net expenditures: in current conditions 
low short-term rates can only limit the 
deflationary impact of the process of downsiz
ing, not produce recovery, since they generate 
gains in earnings and performance which are 
of a temporary nature, whereas the problems 
of asset quality in the property sector will in all 
likelihood persist for several more years. Be
sides, further falls in short-term interest rates, 
unless matched by falls in long-term rates, 
could create additional risks of financial insta
bility if they result in a wider mismatch in the 
maturities of bank assets and liabilities. Any 
sudden rise in short-term rates that created an 
inversion of the yield curve would mean losses 
instead of gains for the banks. The same risks 
apply to other financial institutions, such as 
insurance companies, that have lent to property 
developers. If long-term rates fall both abso
lutely and relative to short-term rates, the loss 
of earnings from playing the yield spread would 
be counterbalanced by capital gains on long-
term securities held by banks. 

While lower interest rates quicken the 
process of restructuring balance sheets, the re
structuring itself bears down on employment 
and incomes. Given the excess supply in con
struction and other sectors normally sensitive 
to interest rates, there is little to suggest that 
the required expansion in activity will be gen
erated by those sectors, even if long-term rates 
also fell. On the other hand, until firms see 
more buoyancy in household spending, they are 
unlikely to expand. As long as employment 
prospects in moderate and high-income profes
sional service sector jobs (many of which pro
vide second incomes for "two-income" 
households) remain depressed and disposable 
incomes continue to decline, the recovery in 
consumer spending needed to underpin recov
ery will not take place. 

Thus, while the process of balance sheet 
restructuring is needed for recovery, it will not 
by itself generate recovery; a stimulus to the 
level of activity from elsewhere will be neces
sary. In the absence of any spontaneous source 
of expansion, there would appear to be no al
ternative to government action. 

The aim of government policy should be 
to create the conditions which allow balance 

sheets to be reconstructed as rapidly as possible 
and to provide the stimulus necessary to pro
vide a "soft take-off for the expansion. This 
means creating conditions in which the accu
mulated excess supply can be eliminated in the 
shortest period possible. The first step in this 
process is to ensure that the costs of holding 
on to excess stocks or capacity are sufficiently 
low to make it worthwhile for investors to re
tain them on their balance sheets instead of 
selling them and driving down prices further. 
The recent reduction in the discount rate to 3 
per cent comes near to meeting this goal. 

But other measures will also be needed (a) 
to increase incomes and demand, and (b) to 
ensure that, once the increase in expenditures 
has initiated employment and income growth 
and restored consumer confidence, rising inter
est rates do not choke off the recovery in pri
vate investment and cause an inversion of the 
yield curve. 

Given the size of the existing federal def
icit, can fiscal policy be used to provide a stim
ulus? The federal budget deficit increased from 
2.4 per cent of GDP in the calendar year 1989 
to 4.4 per cent in 1992, but this was largely the 
result of recession: i.e. the cyclically corrected 
deficit was neutral in 1991 and will be slightly 
restrictive in the current year. In other words, 
there has been an improvement in the struc
tural deficit, masked by the rapid deterioration 
of the cyclical component. Even a modest ex
pansion of employment should bring about re
ductions in the deficit towards the 1989 level. 
Besides, the deficit is in part due to the weak
ening of the balance sheets of firms and banks; 
as much as one third of the total deficit pre
dicted for 1992 is committed to Resolution 
Trust Corporation and deposit insurance ex
penditures. Consequently, expansionary poli
cies, by strengthening surviving S&Ls and 
banks and speeding up the process of financial 
restructuring, would themselves help reduce the 
deficit. 

However, increased government expendi
ture clearly needs to be of a temporary, not 
structural, nature. This argues in favour of 
stepping up investment, not enlarging transfers. 
Moreover, given the excess capacity in certain 
areas such as housing, the increased expendi
ture should be so designed as not to aggravate 
the excess capacity problem. Since there is no 
glut of social overhead capital and 
infrastructure, investment in those areas would 
appear most desirable, especially since it would 
also increase efficiency, productivity and in-



76 Trade and Development Report, 1992 

comes by reducing operating costs for 
business.59 

An increase in infrastructure investment 
would increase income and employment, in
crease confidence generally, and allow consum
ers to adjust their balance sheets through 
repayment rather than default. The consequent 
increase in profitability would allow firms to 
restructure their finances and expand, which 
would increase the demand for business and 
commercial property and reduce the downward 
pressure on asset values and on bank balance 
sheets. The reduction in delinquencies and 
write-offs would allow increased lending and 
further restructuring of the real economy. With 
a return of confidence in the financial system 
and a halt to the decline of real wealth, the risk 
premium on long-term lending would fall and 
the value of assets in banks and households' 
portfolios would improve. 

It will also be necessary to ensure that the 
rise in activity docs not raise interest rates, for 
this would counteract the expansionary impe
tus. Over the past year, despite the decline in 
short-term rates, rates on government securities 
with maturities longer than 10 years have re
mained unchanged, in the range of 7.5 - 8 per 
cent. The outlook is for inflation to fall to be
low 3 per cent. Real interest rates would thus 
remain as high as 4-5 per cent. In the past, 
sustained expansions have been associated with 
real long-term interest rates below 2 per cent. 
While investment expanded in the 1980s in 
conditions of high real rates, this can largely be 
explained by the anomalous financial condi
tions which have produced current difficulties. 
Current levels of real interest rates therefore 
appear to be an obstacle to private investment 
and sustained recovery. 

Why have long-term rates failed to re
spond to the Fed's attempts to case monetary 
conditions by reducing the discount rate and 
federal funds targets? One explanation often 
advanced is that people expect inflation to ac
celerate in the future. However, given that 
rates of increase of both prices and wages are 
declining, and that, despite the fall in short-
term interest rates below 3.75 per cent, the 
money supply has been growing more slowly 
than targeted by the Fed,60 it is not plausible to 
argue that there is a strong fear that monetary 

policy will be over-expansionary; nor does the 
budget deficit provide a valid source of concern. 
As already noted, the outlook is for an im
provement in the structural component of the 
deficit, which is what matters. 

Expectations that short-term interest 
rates will rise do not always stem from fears of 
inflation. They can also reflect expectations 
that monetary policy will be automatically 
tightened as soon as the economy begins to re
cover (as indeed happened in 1983, less than six 
months after the trough of the recession)61 and 
the elections of November 1992 are over. The 
strength of United States equity prices suggests 
that recovery has been constantly expected by 
investors. Paradoxically, therefore, expecta
tions of recovery, even though not well 
founded, may themselves keep long-term inter
est rates high, and act as a brake on recovery. 
The economy is then trapped in a vicious circle 
in which a fall in short-term rates generates 
false expectations of recovery which in turn 
prevents the fall in long-term rates necessary 
for recovery to emerge.62 

Given the experience of the 1980s, the 
current weak growth of the money supply and 
the temporary nature of the recovery in bank 
earnings, it is hardly suprising that there are 
expectations that Fed operating procedures 
aimed at controlling inflation through the 
money supply will produce a rapid reversal in 
interest rates as soon as the recovery begins to 
take hold. Consequently, something more than 
another discount rate cut may be necessary to 
convince the markets that short-term rates will 
not subsequently escalate. The most effective 
method would be for the Fed to announce that 
it was returning to a policy of targeting short-
term interest rates. This would avoid a sudden 
inversion of the yield curve, and allow real 
long-term rates to move down to the level that 
is normally associated with economic expan
sion - i.e. 1-2 per cent. 

Such a move would constitute a complete 
reversal of the change in operating procedures 
introduced by the Fed in 1979, when it was re
acting to the particular economic conditions 
prevailing at that time, namely a wage-price 
spiral produced by a severe supply shock. 
Current conditions are just the opposite, the 
risk now being debt deflation stemming from 

59 One such detailed p rog ramme is provided by S Jay and David Levy, How lo Restore Long-Term Prosperity in the 
United States, The Jerome Levy Economics Institute, New York , 15 January 1992. 

60 For example , the expanion of M2 so far this year has not exceeded 2 per cent, as against the 2.5 per cent target 
minimum; the June 1992 figures give an annual rate of less than 1 per cent. 

61 See TDR 1986, chap. II, sect. B.2. 
62 Another factor which has consistently kept long-term interest rates well above short-term ones over the last decade 

has been the increased risk premium due to the greater volatility of interest rates and financial asset prices, as discussed 
in TDR 1990 and 1991. 
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severe excess supply, especially in those sectors 
that have traditionally been most responsive to 
monetary policy and which have typically been 
used as cyclical regulators. Common sense 
suggests that a different operating procedure is 
required in this radically new environment. 

Recovery in the United States is not the 
only challenge. Western Europe is currently 
entering a period in which expectations of re
covery will be disappointed and financial sur
prises will be reported with increasing 
frequency. Continental Europe was insulated 
from the so-called "English-speaking" recession 
by the transformation of Germany into a loco
motive as the result of unification. Germany is 
now, however, playing a role vis-à-vis the rest 
of Western Europe very similar to that played 
by the United States vis-à-vis the rest of the 
world in the first half of the 1980s: a rising 
government deficit, a deteriorating trade bal
ance and a tight monetary policy leading to 
high interest rates and capital inflows. This 
configuration boosted demand and exports in 
Germany's EEC partners, but it has also forced 
them to tighten their monetary policies in ac
cordance with the Exchange Rate Mechanism 
of the European Monetary System. In 
1990-1991 for most countries the balance of 
advantage was positive, especially given a slight 
weakening of the deutsche mark towards the 
end of the period. But it began to shift in the 
opposite direction at the end of 1991 as 
German growth slowed, inflation accelerated, 
and interest rates rose further. The current 
round of wage negotiations (which has 
produced increases of 6-7 per cent, roughly 
double what the Bundesbank considered com
patible with price stability) will only lengthen 
the period of monetary restraint, while the 
Government's intention to increase taxes and 
reduce the deficit will ensure that growth re
mains depressed until there is a "miracle" re
covery in the eastern Lander. 

The recent recovery of the deutsche mark 
has made the interest costs even higher as in
vestors shifted assets out of LCU-denominated 
assets and the weaker EEC currencies into 
marks. The increased uncertainty over 
European union suggests that the Western 
European economies may experience condi
tions similar to those of the late 1970s and early 
1980s, when changes in the strength of the dol
lar affected cross rates between the deutsche 
mark and the currencies of the other countries. 
A further weakening of the dollar, whether it 
results from the fragility of United States fi
nancial markets or from the real economy, is 
likely to cause an appreciation of the deutsche 
mark relative to the other EMS currencies, 
which would then elicit more restrictive mone
tary policies to defend parities. This would be 

a strong impediment to recovery. Without the 
benefit of exports to Germany and without the 
expansion of the United States economy, fi
nancial weakness could emerge in a number of 
countries. Stimulation of the economy, such 
as has been announced in France and the 
United Kingdom, can only be sustained if it 
does not weaken the currency. 

In Japan, the asset deflation produced 
deliberately by the Government through high 
interest rates and the fall in stock and land 
prices has produced a slowdown in growth and 
an increase in the trade surplus to a record level 
- some three times higher than the previous 
peak registered in the 1980s. However, much 
of the expansion in Japan, as well as its ability 
to increase productivity and hold down costs, 
has been due to the near-zero cost of financing 
capital investments. From 1987 to 1990, when 
the share of investment in GXP rose from 27 
per cent to 31 per cent, borrowing costs were 
low because of a sharp reduction in the costs 
of equity finance due to the boom in the stock 
market (until 1989) and the use of convertible 
bonds and bonds with equity warrants at
tached. The values attached to the bond con
version privileges and the warrants to buy stock 
gave many internationally known Japanese 
firms the possibility of borrowing below inter
bank rates. Reinvestment of these funds (via 
Zaitech financial engineering) in higher-yielding 
market assets further reduced the costs of 
funding. 

The stock market decline that started at 
the end of 1989 has ended all this. Hardly any 
of the estimated Y8,000 billion of convertible 
bonds and warrant bonds due to mature in fis
cal year 1992 (beginning in April) will be con
verted into equity; the bulk will have to be 
refinanced or repaid. The most usual technique 
of refunding has been to issue straight fixed-
interest rate paper with maturities ranging from 
3 to 7 years. Interest rates on the most recent 
issues have been around 5.5 per cent, repres
enting a substantial increase in the cost of 
funding investment. The fall in demand and 
accumulation of inventories have already re
duced the return to capital in manufacturing to 
the level of the average lending rate. Conse
quently, in spite of the recent fall in lending 
rates, capital spending and production are be
ing cut back in an effort to run down invento
ries. Between the third and the fourth quarter 
of 1991 investment spending fell by 2.5 per cent 
at an annual rate. 

The Government has acted to counter 
this likely shortfall, first by reducing interest 
rates and second by announcing increases in 
spending. More recently it has adopted a new 
Five-Year Plan for Fiscal Years 1992-1996 de-
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signed to improve consumer welfare by im
provements in housing and social overhead 
capital as well as by cuts in working hours. The 
economy is expected to grow by about 3.5 per 
cent annually. However, growth in 1992 is 
likely to be much lower, if at all positive. 
Moreover, even if the plan is fully realized, its 
contribution to global recovery will be limited 
as aggregate domestic demand will grow by 
only 0.25 percentage points faster than GDP, 
or one-half of the rate envisaged in the previous 
Five-Year Plan. 

Of potentially greater importance, how
ever, is the impact of the weakness in the 
Japanese financial market on the rest of the 
world. Japan has been a major global investor 
and provider of funds, and Japanese corpo
rations have increased investment abroad in 
order to escape protectionist pressures from the 
United States. But many Japanese firms have 
recently announced that they will be reducing 
their expansion plans in United States and 
other markets. Moreover, the share of assets 
of Japanese banks held abroad has fallen from 
24 per cent in 1990 to 21 per cent in 1991. In 
1990 Japanese holders sold S14.8 billion of 
United States Treasury securities and S2.9 
billion of equity investments against purchases 
of SO.7 billion of corporate bonds, in order to 
repatriate funds to meet domestic financial dif
ficulties. Thus, without further domestic stim
ulus, not only will Japan not have a clear 
positive impact on global recovery, but also fi
nancial difficulties are likely to produce sales 
of foreign assets and a reverse flow of funds to 
Japan which will cause further difficulties in 
international financial markets. 

On balance, the world economy is in a 
danger zone. Stop-gap actions have been able 
to avert a full-scale debt deflation, something 
which would sharply reduce the wealth of fi
nancial institutions and households. However, 
they have not been able to foster a sustained, 
durable recovery. The financial restructuring 
now under way could set the path for sustained 
expansion with low inflation, but only if long-
term interest rates are brought down and if a 
boost is given to demand to as to raise incomes 
and strengthen confidence. It is difficult to 
identify any spontaneous source for this boost 
(the optimists of 1991 who saw reconstruction 
in Kuwait, or rehabilitation in the former 
USSR or Eastern Germany, are now silent). 
One lesson to be learned from the experience 

of the 1980s is that while government stimulus 
may be very effective in producing economic 
expansion, the problem is how to ensure that 
it provides the basis for a sustained and 
sustainable expansion of employment. Current 
conditions do not call for a permanent increase 
in government expenditures, but for a carefully 
drafted programme limited in time. In the 
United States and the United Kingdom the 
emphasis could be on infrastructure, but in 
other countries other types of spending may be 
more appropriate. 

Under current conditions, lower interest 
rates will raise demand for output in industrial 
countries more by reducing debt service in de
veloping countries, which would increase the 
latter's imports from them, than by adding to 
domestic investment and consumption demand. 
It should be recalled that an important com
ponent of the decline in demand of the indus
trialized economies in the early 1980s was the 
fall in exports to developing countries facing 
debt crisis. The loss of developing country ex
port markets may have cost the United States 
economy as many as one million jobs. 

The recent decline in United States inter
est rates has significantly reduced the debt ser
vice payments of some developing countries. 
In particular, it has played an important role in 
allowing some Latin American countries to in
crease their imports, though in some instances 
the savings in interest payments were partly 
used to add to foreign exchange reserves. The 
contribution made by lower interest payments 
to the recent increase in United States exports 
to Latin America is difficult to estimate pre
cisely, but there can be little doubt that the re
cession in the United States would have been 
deeper in its absence. The increase in develop
ing country imports would have been consider
ably greater if interest rates outside the United 
States had not stayed high. If the decline in the 
United States interest rates is sustained, as 
suggested, by a change in the operating proce
dures of monetary policy, and if other industrial 
countries join the United States in permanently 
lowering their interest rates, they will all benefit 
greatly from increased export markets in devel
oping countries. In short, by acting on interest 
rates, developed countries can simultaneously 
help resolve the debt servicing difficulties of 
developing countries and their own problem of 
stagnation and unemployment." 
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Annex I to Part Two 

GOVERNANCE OF INTERNATIONAL BANKING AND THE 
WORK OF THE BASLE COMMITTEE ON BANKING 

SUPERVISION 

A. Introduction 

Recognition of the opportunities and 
problems posed by international banking since 
the 1960s has led to several multilateral initi
atives regarding its governance. These initi
atives have been driven by three underlying 
objectives: the strengthening of prudential 
supervision; the opening up of the banking 
markets to greater international competition; 
and the harmonization of national regulator)' 
regimes to the extent required to prevent them 
being a source of unfair advantage in competi
tion between banks. The negotiations on fi
nancial services in the context of the Uruguay 
Round of multilateral trade negotiations have 
been concerned with the second and third of 
these objectives. The issues under consider
ation at these negotiations and progress up to 
mid-1991 were reviewed in the previous two 
editions of the TDR.63 An integrated set of 
measures aimed at all three objectives is being 
introduced as part of the EEC programme to 
establish a single market. However, these 
measures are limited to the Community's 
member countries (although their indirect ef
fects will be felt more widely). The main focus 
of this chapter is the work of the Basle Com
mittee on Banking Regulation and Supervisory 
Practices, recently renamed the Basle Commit
tee on Banking Supervision and hereafter re
ferred to as the Basle Committee. Among the 

results of this Committee's work is a series of 
agreements concerning strengthened prudential 
supervision and increased harmonization of 
national regulatory regimes. While these 
agreements are directed in the first instance at 
the member countries of the Basle 
Committee,64 they have been accompanied by 
efforts to achieve wider acceptance of the prin
ciples which they contain. Moreover, although 
the work of the Basle Committee does not 
comprise the opening of banking markets as 
such, the framework of governance for interna
tional banks being evolved by it is increasingly 
acknowleged as a necessary complement to 
global financial liberalization. Indeed, percep
tions concerning the effectiveness of this 
framework can be expected to influence many 
countries' attitudes towards attempts to achieve 
such liberalization. 

Prudential control over banks is intended 
to reduce both the risks and the costs of bank 
failures, which not only damage borrowers 
from, and lenders to, the institutions in ques
tion but also, owing to the danger of contagion 
within the banking sector and the links between 
this sector and non-financial activities, are ca
pable of causing much more widespread eco
nomic destabilization. The main instruments 
of prudential control are the following: con-

63 See TDR 1990, Par t T w o , chap. II, and TDR 1991, Part Three , chap. IV. 

64 T h e member countries of the Basle Committee are Belgium, Canada , France , Germany , Italy, J apan , Luxembourg , 
Nether lands , Sweden, Switzerland, United Kingdom and United States. 
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straints on the permissible activities of banks, 
designed to reduce the risk of insolvency; rules 
about banks' capital and liquidity; licensing re
quirements, designed to ensure the fitness of 
entrants into banking and, in many cases, to 
control the intensity of competition; supervi
sory monitoring of banks' activities and inter
nal controls; provision of formal guarantees or 
insurance for bank deposits or the fostering by 
other means of a perception by the public that 
such deposits are safe; and arrangements for 
handling the problems of particular banks in 
difficulty as well as wider banking crises. These 
latter arrangements typically include lender-of-
last-resort facilities and modalities for inter
vention in the affairs of banks in trouble by 
means such as official takeovers or the replace
ment of management. 

Historically there have been considerable 
divergences between countries' regulatory re
gimes for banks. Such divergences reflect 
partly national differences in the levels and 
character of economic development. But an
other reason, particularly important during the 
internationalization of banking during the last 
30 years, is many countries' conscious use of 
regulatory laxity as a policy instrument for at
tracting foreign banks. These regulatory diver
gences became a source of growing concern as 
supervisory authorities realized that threats to 
the stability of their countries' financial systems 
could originate not only internally but also fol
lowing bank failures resulting from operations 
outside their jurisdiction. The reality of these 
dangers was dramatized in 1974 by the failures 
of Bankhaus I.D. Herstatt and the Franklin 
National Bank, which played an important role 

1. The 1975 Concordat 

The first of the Basle Committee's major 
statements was the Concordat of September 
1975,65 which was concerned with delineating 
the distribution of supervisory responsibilities 
for foreign banks between host and parent au
thorities. For this purpose the Concordat dis-

in the decision to establish the Basle Commit
tee. 

This Committee's work (major features 
of which are the subject of the following two 
sections) exemplifies the problems of improving 
the governance of international banking. The 
initial agreements reached by the Committee 
concerned primarily the levelling-up of 
prudential standards for international banking 
and the delineation of supervisory responsibil
ities in parent and host countries. More re
cently the scope of these agreements has 
extended more specifically to the contents of 
prudential guidelines, the Committee's most 
important initiative in this area so far being 
that on capital measurement and standards in 
1988. The process of reaching these agree
ments and of achieving acceptance of their 
contents by countries which are not members 
of the Committee has been gradual, and several 
subjects, especially those relating to different 
types of banking risk, have yet to be covered. 
Implementation of certain guidelines in the 
Committee's statements has sometimes proved 
difficult, particularly with regard to the relaxa
tion of constraints on supervisory cooperation 
due to banking secrecy and the exercise by au
thorities of their respective supervisory respon
sibilities in the different countries of 
international banks' operations. An especially 
notable illustration of these difficulties is the 
recent collapse of the Bank of Credit and 
Commerce International (BCCI), discussed in 
section D below. The final section of this 
chapter takes up certain implications of experi
ence so far with the guidelines produced by the 
Basle Committee, and points to some of the 
main items on the unfinished agenda of 
governance for international banks. 

tinguished between three different types of legal 
entity, namely branches (which are integral 
parts of the foreign parent bank), subsidiaries 
(which are legally independent institutions in
corporated in the host country and controlled 
by one foreign parent bank), and joint ventures 
(which are also legally independent banks in
corporated in the host country but controlled 
by two or more parent institutions, most of 
them foreign but not all necessarily banks). Its 

B. Principles enunciated by the Basle Committee 

65 Committee on Banking Regulations and Supervisory Practices, "Report to the Governors on the supervision of banks' 
foreign establishments" (Basle, September 1975). 
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more specific recommendations related to three 
different subjects of banking supervision, 
namely liquidity, solvency and foreign exchange 
operations and positions. These three subjects 
are conceptually distinct but in practice there 
is considerable overlapping. Solvency, for ex
ample, is the ability to meet financial obli
gations as they fall due, while liquidity is the 
ability to ensure the availability of funds to 
meet commitments without incurring excessive 
or unreasonable costs. Thus it is easy to see 
that a liquidity squeeze can quickly become a 
threat to a bank's solvency. The close con
nections between different subjects of banking 
supervision is one reason for the importance of 
joint supervision by both parent and host au
thorities. The Concordat also emphasized that 
host authorities' interest in the operations of 
banks in their territories was necessarily paral
leled by the concern of parent authorities with 
the same entities as part of the larger insti
tutions which it was their responsibility to su
pervise. 

Under the scheme of the Concordat pri
mary responsibility for the supervision of the 
liquidity of foreign banks (branches, subsid
iaries or joint ventures) was attributed to the 
host authority, owing to the importance in 
liquidity management of local practices and 
regulations. However, it was also acknowl
edged that the liquidity of branches cannot be 
judged in isolation from that of the whole bank 
and hence that parent authorities, as part of 
their supervision of parent banks, need to take 
account of potential calls for liquid resources 
by foreign branches. Moreover, the Concordat 
noted the need of parent authorities to take 
account of facilities placed by parent banks at 
the disposal of foreign subsidiaries. 

Responsibility for supervising solvency 
and foreign exchange operations and positions 
was also to be shared. In the case of subsid
iaries and joint ventures primary responsibility 
was to rest with host authorities, but attention 
was drawn to the need for parent authorities to 
take into consideration domestic banks' expo
sure to such entities. The solvency of foreign 
branches is indistinguishable from that of the 
bank of which they form a part, and conse
quently the main responsibility for their super
vision was attributed to parent authorities. 

Two other subjects of great importance 
in the light of subsequent developments were 
taken up in the 1975 Concordat. Firstly, there 

was an acknowledgement that, owing to the 
structure of certain international banking 
groups, there could be gaps in the supervision 
of some of their entities (for example, because 
they were classified for the purpose of regu
lation as banks by the authority in the parent 
but not in the host country, or because there 
was no supervision at all in the host country). 
Secondly, considerable emphasis was placed on 
the need for the exchange of information be
tween supervisory authorities. Note was taken 
in this context of impediments to such ex
change, particularly those due to laws on 
banking secrecy in host countries. 

The 1983 Concordat and its 
antecedents 

Limitations of the 1975 Concordat soon 
became evident. Wide divergences remained 
between countries' supervisory standards, and 
disagreement persisted as to the practical ap
plication of the Concordat's guidelines con
cerning the distribution of supervisory 
responsibilities between host and parent au
thorities. The Concordat had recognized the 
first of these problems, emphasizing the desir
ability of adequate supervision as judged by the 
standards of both host and parent authorities. 
But a way of reducing differences between such 
standards was not proposed. The absence of 
consensus concerning the location of primary 
responsibility for supervising the operations of 
international banks became apparent in various 
communications of the central banks of mem
ber countries of the Basle Committee.66 

In October 1978 the Basle Committee is
sued a statement recommending that super
vision be conducted on the basis of the 
consolidated balance sheet of all an interna
tional bank's constituent entities.67 Such super
vision was presented as an aid to the 
supervisors of parent banks in monitoring 
solvency. It was also pointed out that consol
idated supervision makes possible control over 
the use by a bank of subsidiaries and joint 
ventures to achieve large increases in gearing 
on the basis of a given amount of capital 
through a corporate structure resembling an 
inverse pyramid.68 In spite of the emphasis in 
the statement that consolidation should be 

66 For examples of such communications see R. Dale, The Regulation of International Banking (Cambridge: 
Woodhead-Faulkner, 1984), pp. 173-174. 

67 Committee on Banking Regulations and Supervisory Practices, "Consolidation of banks' balance sheets: aggregation 
of risk-bearing assets as a method of supervisory bank solvency" (Basle, October 1978). 

68 The way in which such an inverse pyramid could be established is illustrated in an appendix to the Basle Committee's 
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viewed as a supplement to, and not as a sub
stitute for, other supervisory techniques, it has 
been argued that this recommendation may ac
tually have contributed to the confusion as to 
the location of supervisory responsibilities.69 A 
blurring of the principles of the 1975 Concordat 
was possible if host authorities viewed consol
idated supervision as lessening their responsi
bility for locally incorporated subsidiaries while 
the authorities in the countries of parent banks 
continued to observe only the role attributed to 
them by the Concordat. 

Worries about continuing weaknesses in 
the supervisory regime were given a further 
fillip by the events which followed the collapse 
of the Banco Ambrosiano in the summer of 
1982. By transferring the bank's business to a 
new entity the Italian authorities protected 
Italian depositors. However, they disclaimed 
responsibility for the obligations of Banco 
Ambrosiano's Luxembourg subsidiary, Banco 
Ambrosiano Holdings SA (BAH), as well as for 
those of BAH s Latin American subsidiaries, 
on the grounds that BAH was a holding com
pany rather than a bank and was located out
side their jurisdiction. For their part the 
supervisors in Luxembourg took the view that 
foreign parents did have a duty to support their 
subsidiaries, while rejecting any responsibility 
for BAII's obligations since it was licensed as 
a holding company rather than a bank and thus 
under Luxembourg law was not subject to their 
authority. 

Thus the revised Basle Concordat of May 
198370 was an attempt to meet the perceived 
weaknesses of its 1975 predecessor in the light 
of more recent experience and subsequent work 
of the Basle Committee on various subjects 
relevant to banking supervision. Concerning 
the distribution of supervisory responsibilities 
for international banks' solvency, liquidity and 
foreign exchange operations and positions the 
new Concordat mostly fleshed out the princi
ples enunciated in the 1975 version. But in its 
treatment of the last of these three subjects it 
also emphasized the need for parent banks to 
have in place systems for monitoring their en
tire group's foreign exchange exposure, a re
commendation which presumably reflected 

work undertaken by the Committee in response 
to the prominence of foreign exchange oper
ations in the bank failures of 1974.71 

The 1983 Concordat's attempts to handle 
the problems posed by divergent supervisory 
standards and the complex structures of many 
international banking groups were embodied in 
two principles, firstly, that no foreign banking 
entity should escape supervision and, secondly, 
that the supervision should be adequate. The 
Concordat acknowledged that holding compa
nies could make both principles difficult to 
achieve. In the case of holding companies at 
the head of banking groups which include sub
sidiaries in different countries it recommended 
that the responsible authorities co-ordinate 
their supervision on a basis that takes account 
of the group's overall structure. When the 
holding company is not at the head of a group 
but is an intermediate link, the authority in the 
country of the parent company should ensure 
that both the holding company and its subsid
iaries are adequately supervised. Alternatively 
(presumably in cases where such supervision by 
the parent authority is not feasible) permission 
to operate such intermediate holding compa
nies should be withheld. When banking groups 
included non-bank organizations, the 
Concordat recommended liaison between the 
responsible banking supervisory authorities and 
the bodies charged with supervising the non-
banking organizations. 

Aside from the 1983 Concordat's remarks 
on specific difficulties caused by the complex 
structure of international banking groups, its 
general approach to achieving comprehensive 
and adequate supervision involves two essential 
components. The first is its insistence on the 
complementary and overlapping responsibilities 
of host and parent authorities (described by one 
commentator as a "dual key" approach).72 If 
the parent authority judges the supervision of 
the host authority to be inadequate, it is to ex
tend its supervision or actually discourage the 
parent bank from continuing to operate in the 
host country in question. If, on the other hand, 
the host authority is not satisfied as to the ad
equacy of the supervision by the parent au
thority of banks operating on its territory, it is 

69 

70 

71 

72 

statement. On the basis of capital of one unit and deposits of nine, parent bank A invests 10 units in a wholly owned 
subsidiary B, which uses its 10 units of capital and 90 of deposits as the basis for investment of 100 units in a wholly 
owned subsidiary C. The balance sheet of subsidiary C then consists of 100 units of capital and 900 of deposits as 
its liabilities, and of 1,000 units of loans as its assets. In this way a bank subject to a ratio of capital to assets of 10 
per cent at each stage of its operations has been able to achieve a risk exposure equal to 1,000 times its initial capital. 
Dale, op. cit., p. 173. 

Committee on Banking Regulations and Supervisory Practices, "Principles for the supervision of banks' foreign es
tablishments" (Basle, May 1983). 

Concerning the Basle Committee's discussions on foreign exchange trading see G.G. Johnson with R.K. Abrams, 
"Aspects of the international banking safety net , Occasional Paper No. 17 (Washington, D C : IMF, March 1983), 
p. 26. 
Dale, op.cit., p. 175. 
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to discourage or forbid the continuation of 
their operations within its jurisdiction or, alter
natively, to attach specific conditions to such 
continuation. 

The second essential component of the 
general approach of the 1983 Concordat is 
consolidated supervision. Its recommendation 
of such supervision reinforces the role of the 
parent authority and has the potential to lessen 
(though not to eliminate) problems due to di
vergences between national supervisory stand
ards. The Concordat emphasizes that the 
application of consolidated supervision should 
not imply any reduction of host authorities' 
supervisory responsibilities, and that super
vision of individual banking establishments on 
an unconsolidated basis by both parent and 
host authorities should continue to be carried 
out. 

Like its predecessor, the 1983 Concordat 
draws attention to the importance of the ex
change of information between national bank
ing supervisors. In particular, it stresses the 
need for speedy communication between host 
and parent authorities of information concern
ing serious problems in any part of a banking 
group for whose supervision they are jointly 
responsible. It also notes the dependence of 
consolidated supervision on the access of par
ent banks and parent authorities to all relevant 
information concerning the operations of dif
ferent entities of international banking groups. 

The Basle Committee's concern over ex
change of information between supervisory au
thorities led it to undertake further work on the 
subject. The results were published in a Sup
plement to the 1983 Concordat which not only 
covers information flows between supervisors 
but also contains recommendations elaborating 
the discussion in the Concordat of the relation 
of prudential considerations to the granting of 
market access.73 

The parts of the Supplement treating this 
latter point give special attention to situations 
in which there is dissatisfaction on the part of 
either the host or the parent authority about 
the way in which supervisory responsibilities 
allocated under the 1983 Concordat are being 
discharged in practice. As far as the host au
thority is concerned, the Supplement elaborates 
the principles of the Concordat to cover situ
ations where the entity requesting a banking 
licence either is not subject to prudential 
supervision in the parent country or is a joint 
venture for which there is no clear parental re
sponsibility. In either case the Supplement re

commends that market access should be 
granted only provided that the host authority 
is capable of exercising a parental role. More
over, as a general principle, before granting 
market access host authorities should routinely 
check that the entity's parent authority has no 
objection. Independently of this consultation 
procedure parent authorities have the responsi
bility for preventing banks in their jurisdiction 
from undertaking unsuitable expansion abroad. 

The sections of the Supplement on the 
information needs of parent and host authori
ties consist partly of a reiteration of points al
ready made in the Concordat. But, especially 
with regard to the needs of host authorities, 
there is a fuller spelling-out of the kind of in
formation which parent authorities should 
divulge. This information includes supervisory 
measures in the parent country, the scope of 
the parent bank's operations, its banking 
group, its internal controls, and impending 
changes of ownership. The Concordat had al
ready recommended that parent authorities 
should inform host ones of major problems in
volving parent banks likely to affect their for
eign entities in the territories of the latter. This 
recommendation is made more explicit in the 
Supplement, particular attention being drawn 
to cases where the parent authority intends to 
act to protect depositors' interests, and where 
it is desirable that the action be co-ordinated 
with the host authority. The Concordat had 
also covered cases where the parent authority 
considers the supervision of the host authority 
to be inadequate. If in consequence the parent 
authority envisages action likely to affect enti
ties in the host country, then the Supplement 
recommends advance consultation with the 
host authority to give it a chance to remedy the 
inadequacies in question. 

The 1983 Concordat had acknowledged 
the impediments posed to coordinated banking 
supervision by secrecy laws, especially as re
gards implementation of the principle of con
solidated supervision. The Supplement urges 
review and amendment of the aspects of secrecy 
laws responsible for such impediments, subject 
to strict safeguards that the information dis
closed should be used only for the purpose of 
prudential supervision in the recipient country. 
Moreover, the authority in the recipient coun
try is to consult with its counterpart in the 
other country if it judges that information fur
nished by the latter justifies action. 

A new subject raised by the Supplement 
is that of external auditing, which is viewed as 
having a particularly important role in the case 

73 Basle Committee on Banking Supervision, "Supplement to the Concordat. The ensuring of adequate information 
flows between banking supervisory authorities" (Basle, April 1990). 
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of the foreign entities subject to inadequate in
spection in their host countries and beyond the 
supervisory reach of the authorities in the 
countries of their parent banks. Ideally, ac
cording to the Supplement, the parent bank 
and its foreign entities should be audited by the 
same firm. If this is not possible, the auditor 
of the parent bank should have access to the 
audit papers of the foreign entity. Moroever, 
good lines of communication should be estab
lished between the different supervisors and 
auditors of a parent bank and its foreign enti
ties. Regarding the quality of auditors, the 
Supplement expresses a preference for interna
tionally qualified firms with experience of 
banking audit in the country of the banking 
entity. When supervisors are dissatisfied with 
the quality of audits, the Supplement recom
mends that they "should address criticism to the 
local representative body of auditors and 
should be empowered, where necessary, to have 
the auditor replaced". But the modalities of 
this empowerment are left unclear. For exam
ple, is it to apply to both parent and host 
supervisors? Whilst the dismissal by the host 
authority of an auditor judged unsatisfactory is 
easily envisaged, the same cannot be said of 
situations in which the pressure for an auditor's 
replacement comes from the parent authority. 
Here it is difficult to see the parent authority 
being able to do more than recommend such 
replacement to its counterpart in the host 
country. 

The proliferation of banking risks 
and strengthened prudential 
supervision 

The two Concordats and the Supplement 
are directed mainly at issues related to the dis
tribution of responsibilities between supervisors 
in parent and host countries. Other subjects to 
which the Basle Committee has devoted con
siderable attention pertain to the management 
of financial risk and banking solvency, both 
topics related to the broader question of bank
ing stability. Its concern with these subjects 
reflects the growing recognition that strength
ened prudential supervision is the necessary 

counterpart of financial deregulation and an 
essential vehicle for increasing banks' pro
tection against the greater risks now attaching 
to many of their operations. Several of these 
risks are associated with the intensified compe
tition which has accompanied deregulation. 
This competition has tended to raise banks' 
costs of funding and also to decrease profit 
margins on much of their business in other 
ways. The resulting pressures have increased 
incentives to engage in new and riskier activ
ities. Innovations involving instruments such 
as futures, options and swaps have expanded 
the possibilities for banks of managing financial 
risk. But the protection thus afforded is not 
complete,74 and the instruments themselves can 
be used for speculation, thus becoming a po
tential source of losses as well as profits. The 
perceived urgency of strengthened prudential 
supervision received an additional fillip in the 
second half of the 1980s from the deterioration 
in the quality of banks' assets in many OLCD 
countries resulting from their exposures to 
borrowers from developing countries and from 
sectors and regions at home affected by 
unfavourable economic out-turns. These indi
cations of banks' weakness were accompanied 
by fears in certain countries, particularly the 
United States, that if the consequent tightening 
of prudential regulation and supervision was 
introduced through uncoordinated national 
policy initiatives, it could be a source of unfair 
competitive advantages to some banks. As a 
result, thé prudential initiatives of the Basle 
Committee have incorporated the objectives 
not only of raising prudential standards but 
also of making such standards more interna
tionally uniform.75 

Much of the Basle Committee's work in 
the area of prudential supervision has been de
signed as much to contribute to the develop
ment of banks' own internal controls as to 
provide guidance to supervisors. For example, 
in early 1982 (before the outbreak of the devel
oping countries' debt crisis) the Committee 
published a paper on banks' exposure to coun
try risk.76 Its focus was banks' procedures for 
assessing and controlling the risk that borrow
ers from particular countries would be unable 
or unwilling to make payments on their loans. 
The principal message of the statement for 
banking supervisors was the need for them to 

74 Concerning gaps in the protection furnished by such instruments against unpredictable movements of economic vari
ables see, for example, TDR 1988, Part One, chap. II, sect. D. 

75 Concerning the effect on the Basle Committee's work of fears about differences among national regulatory regimes 
as a source of unfair competitive advantage in international banking see E.G. Kapstein, "Supervising international 
banks: origins and implications of the Basle Accord", Essays in Internationa! Finance No. 185 (Princeton, New Jersey: 
International Finance Section, Department of Economics, Princeton University, December 1991), pp. 12-24. 

76 Committee on Banking Regulation and Supervisory Practices, "Management of banks' international lending: country 
risk analysis and country exposure measurement and control" (Basle, March 1982). 
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ensure that banks did indeed have adequate 
procedures of this kind. 

The Committee's statement of March 
198677 concerning off-balance-sheet exposures 
was designed not only to assist in the 
harmonization of such items' supervisory 
treatment but also to contribute to under
standing among bankers and auditors of the 
different kinds of risks involved. Off-balance-
sheet exposures arise from activities involving 
contingent commitments not included in a 
bank's assets or liabilities under standard ac
counting procedures. They include commit
ments to advancing funds and thus acquiring a 
credit exposure at a future time, the underwrit
ing of another party's obligations, securities 
underwriting, and transactions involving agree
ments regarding interest and foreign exchange 
rates which mostly do not entail exchanges of 
principal but leave the bank open to profits or 
losses stemming from movements of the vari
ables in question. Some of these exposures re
sult from traditional banking instruments such 
as acceptances and commercial letters of credit, 
but more recently there has been a proliferation 
of new ones such as futures and options in an 
increasing number of currencies and interest 
rates. 

A survey undertaken by the Basle Com
mittee in 1984 had indicated significant weak
nesses, and differences among countries, in the 
supervisory treatment of many off-balance-
sheet exposures with the result that in some 
cases they were not properly accounted for in 
measures of capital adequacy.78 A large part of 
the Committee's 1986 statement consists of a 
glossary of off-balance-sheet instruments and 
techniques and an analysis of the different 
types of risk associated with banks' exposure to 
them. The references to supervisors' role em
phasize the need to keep abreast of develop
ments regarding such exposures through a 
continuous dialogue with banks. Only in this 
way will supervisors be able to ensure that all 
major off-balance-sheet activities are ade
quately covered in banks' supervisory returns. 
The qualitative evaluation in this statement of 
the risks incurred represented a step on the way 
to the quantitative guidelines put forward in the 

subsequent agreement of the Basle Committee 
on an international standard of capital ade
quacy.79 

4. Capital standards 

Since 1988 the Basle Committee has put 
forward a number of more explicit guidelines 
for prudential supervision and has also issued 
a statement of principles of banking practice 
regarding money laundering. The most impor
tant of its statements on prudential guidelines 
is the agreement of July 1988 entitled "Interna
tional Convergence of Capital Measurement 
and Capital Standards" (henceforth referred to 
as the Basle Agreement). Underlying the Basle 
Agreement is the assumption that a bank's 
strength and safety is importantly related to 
the size of its capital base.80 The Agreement's 
guidelines for the measurement and levels of 
capital are also designed to meet the fears 
about unfair competitive advantage mentioned 
earlier by reducing divergences between na
tional regulations regarding capital adequacy. 
The Agreement establishes an overall target 
figure for the ratio of capital to a risk-weighted 
sum of assets and off-balance-sheet exposures. 
Eligible constituents of capital are divided into 
Tier One, consisting of shareholders' equity and 
disclosed reserves (which must constitute at 
least 50 per cent of total capital), and Tier Two, 
consisting of specified categories of reserves not 
eligible for inclusion in Tier One, hybrid finan
cial instruments with characteristics of both 
equity and debt, and subordinated term debt. 
Each asset in the denominator of the ratio (or 
off-balance-sheet item after conversion to its 
credit equivalent by means of a factor selected 
for this purpose) is assigned a weight varying 
from zero to 100 per cent corresponding to its 
relative risk.81 An intermediate target for the 
ratio of 7.25 per cent was to be achieved by the 
end of 1990, and a final one of 8 per cent by the 
end of 1992. 

Two other papers recently issued by the 
Basle Committee treat matters concerning 

77 Idem, "The management of banks ' off balance-sheet exposures: a supervisory perspective" (Basle, March 1986). 

78 Idem, Report on International Developments in Banking Supervision, N o . 5 (Basle, September 1986), p . 31 . 

79 T h e broader macroeconomic , prudential and informational issues associated with the growth of off-balance-sheet 
activities were covered in the report by a study group established by the central banks of the G r o u p of Ten countries, 
Recent Innovations in International Banking (Basle: BIS, 1986). 

W Although the adequacy of a bank 's capital undoubtedly influences perceptions of its strength and safety, scepticism 
has been expressed by several analysts that lack of capital per se is a major reason for banks ' failures in practice. 
See, for example, M.K. Lewis and K.T. Davis, Domestic and International Banking (Oxford: Philip Allan, 1987), pp. 

148-149. 

81 For further details on the eligible constituents of capital in the numera to r of this ratio and the risk-weighting of assets 
and off-balance-sheet items in its denominator see TDR 1989, annex 2, and chapter I of this Part. 
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which the guidelines in the Basle Agreement 
were recognized as incomplete. The subject of 
the first of these papers is the monitoring and 
control of large exposures.82 The paper is de
signed to deal with the point that the use of the 
guidelines in the Basle Agreement could lead to 
an underestimate of the loss to a bank which 
might result from the concentration of risks due 
to large exposures to a single counterparty or 
a group of related counterparties.83 For exam
ple, under these guidelines certain short-term 
commitments undertaken by a bank are as
signed risk weights of zero for the purpose of 
estimating target levels of capital. However, if 
a counterparty or group of related counterpar
ties to which the bank's exposure was large ex
perienced difficulties, amounts under such 
commitments could be drawn and the bank 
could be put at serious risk. In cases of this 
kind the paper recommends that the measure 
of the bank's exposure to the counterparties in 
question should include the "par value" of a 
wide range of potential claims and contingent 
liabilities.84 It is also suggested that large expo
sures should not be permitted to exceed 25 per 
cent of a bank's capital as defined by the Basle 
Agreement, and that there should be a special 
reporting threshold for such exposures at a 
lower level not exceeding 10 per cent of capital. 
In addition to these recommendations the pa
per emphasizes the need for banks to develop 
procedures enabling them to identify and 
measure above-average exposure to particular 
regions or economic sectors. 

The second of the two papers85 is in
tended to meet the commitment in the Basle 
Agreement to clarify the question of the extent 
to which a bank's general provisions and gen
eral loan-loss reserves can be recognized as part 
of its capital. The underlying principle enunci
ated is that amounts under these headings 
should be included in capital only if they arc 
freely available to meet losses not currently 
identified. In addition to provisions for specific 
losses, banks commonly establish general pro
visions or general loan-loss reserves which are 
not earmarked in this wav. These balances arc 

not part of measured profits, sometimes not 
even being publicly disclosed. They are thus 
available to offset impairments of a bank's as
sets before these have been passed through its 
profit and loss account. The paper accepts the 
inclusion of these balances in Tier Two capital 
up to a limit of 1.25 per cent of the value of 
risk-weighted assets. Hidden reserves no less 
freely available than measured profits, which 
are held by banks in some European countries, 
are also to be assigned only to Tier Two capi
tal, owing to the lack of transparency of their 
accounting treatment. 

5. Money laundering 

The Basle Committee's concern with 
money laundering reflects not only the general 
objective of fostering the banking sector's co
operation in law enforcement but also aware
ness of the threat to a bank's stability which 
can result from loss of public confidence due to 
reports of its association, howsoever inadvert
ent, with criminal activities. A recent example 
of these dangers is furnished by the large-scale 
withdrawal of funds and subsequent bank
ruptcy in the United States of two subsidiaries 
of Deak and Co. (Deak Perera Wall Street and 
Deak Perera International Banking Corpo
ration) in response to information in a 1984 
report of the Presidential Commission on 
Organised Crime concerning Deak Perera's in
volvement in money laundering. 

In December 1988 the Basle Committee 
endorsed a statement of principles concerning 
money laundering.86 The statement is directed 
at four aspects of banks' operations: firstly, 
banks should make reasonable efforts to deter
mine the true identity of customers using any 
of their services; secondly, banks should ensure 
that laws and regulations pertaining to financial 
transactions are adhered to and high ethical 
standards are observed, withholding their ser-

82 Basle Committee on Banking Supervision, "Measuring and controlling large credit exposures" (Basle, January 1991). 

83 Related counterpart ies are defined in the paper as borrowers whose connection results from the direct or indirect 
control exercised by one of them over the others, or from the likelihood that failure of one would entail the failure 
of the others. 

84 The use of the term "par value" presumably denotes the application of a conversion factor of unity to these off-
balance-sheet exposures for converting them to their credit equivalents. The commitments corresponding to these 
exposures would almost inevitably be to counterparties whose credit risk would be assigned a weight of 100 per cent 
under the Basle Agreement . 

85 Basle Commit tee on Banking Supervision, "Proposals for the inclusion of general provisions general loan-loss reserves 
in capital" (Basle, February 1991). 

86 Committee on Banking Regulations and Supervisory Practices, "Prevention of criminal use of the banking system for 
the purpose of money-laundering" (Basle, December 1988). Under the heading of money laundering the Basle 
Committee draws specific attention to the use of the financial system by criminals and their associates "to m a k e pay
ments and transfers of funds from one account to another; to hide the source and beneficial ownership of money; and 
to provide storage for bank-notes through a safe-deposit facility". 
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vices in the case of transactions believed to be 
linked to money laundering; thirdly, within the 
constraints of customer confidentiality banks 
should cooperate fully with national law 
enforcement agencies; and, fourthly, banks 
should adopt policies with regard to matters 
covered by the Basle Committee's statement 
which are designed to ensure that staff adhere 
to the principles which it contains. Changes in 
national legislation and regulation required for 
the practical application of these principles is 
left to the Governments of the Basle Commit
tee's member countries. 

As in other areas covered by papers of 
the Committee, banking secrecy and customer 
confidentiality are potential impediments to the 
achievement of its objectives. Thus it is note
worthy that the task force of 15 countries es
tablished to combat money laundering by the 
Economic Summit of the Group of Seven in 
July 198987 not only endorsed the Basle Com
mittee's statement of principles but also urged 
banks to notify law enforcement agencies of 
suspicious activities by their customers. Im
plementation of the latter recommendation 
would require changes in the laws concerning 
banking secrecy in many countries. 

C. The Basle Committee's relations with other supervisory 
groups 

In spite of its restricted membership the 
Basle Committee has been the main focal point 
of initiatives regarding the governance of inter
national banking, owing to the influence which 
it exerts on regulatory regimes throughout the 
world. Its success in this respect reflects partly 
the financial importance of its member coun
tries. But its achievement also results from the 
Committee's efforts to reach consensus with 
other groups of banking supervisors by such 
means as regular contacts, joint working par
ties, and the periodic International Conferences 
of Banking Supervisors organized by its mem
ber countries. 

The groups of banking supervisors with 
which the Basle Committee maintains contact 
are the Contact Group of EC Supervisory Au
thorities, the EC Banking Advisory Committee, 
the Offshore Group of Banking Supervisors, 
the Commission of Supervisory Authorities of 

Latin America and the Caribbean, the 
SEANZA Forum of Banking Supervisors, the 
Gulf Cooperation Council Committee of 
Banking Supervisors, and the Caribbean Bank
ing Supervisors Group.88 The most important 
from the point of view of evolving a regime for 
the governance of international banking have 
been the two EEC groups and the Offshore 
Group of Banking Supervisors. 

Membership of the EEC groups89 and of 
the Basle Committee is characterized by sub
stantial overlapping, and much of their work 
has been in parallel. Indeed, their close re
lations have contributed to the high level of 
convergence between the Committee's initi
atives concerning different aspects of interna
tional banking and EEC's directives and 
recommendations.90 Examples of the latter re
garding subjects closely connected to those in 
the statements of the Basle Committee dis-
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Among the measures directed at the drug problem decided at the Economic Summit of July 1989 was the convening 
of a financial action task force whose mandate was "to assess the results of cooperation already undertaken in order 
to prevent the utilization of the banking system and financial institutions for the purpose of money laundering, and 
to consider additional preventive efforts in this field, including the adaptation of the legal and regulatory systems so 
as to enhance multilateral judicial assistance". The 15 countries participating in this task force were the members of 
the Basle Committee, Australia, Austria and Spain. 

This list is based on Basle Committee on Banking Supervision, Report on International Developments in Banking 
Supervision, No. 7 (Basle, BIS, September 1990). The names of the different groupings have in some cases varied in 
recent years. 
The EC Banking Advisory Committee was formed in 1979 and consists of high-ranking banking supervisors with the 
responsibility of giving advice and making recommendations to the Commission of the European Communities in the 
preparation of new proposals for EEC banking legislation, and of ensuring the proper implementation of such legis
lation in member States. The Committee is supported in its work by the Contact Group of EC Supervisory Authorities 
(established in 1972), which provides a more informal forum where banking supervisors can exchange information 
and produce studies on subjects of mutual interest. 
EEC Directives are binding on member States, while leaving the method of implementation to national governments. 
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cussed above in section B are the directive of 
April 1989 on the own funds of credit insti
tutions, the directive of December 1989 on a 
solvency ratio for credit institutions, the second 
directive, also of December 1989, on the coor
dination of laws, regulations and administrative 
provisions relating to taking up and pursuit of 
the business of credit institutions ("second" be
cause it amended an earlier banking directive 
of December 1977), the directive of June 1983 
on the supervision of credit institutions on a 
consolidated basis, and the recommendation of 
December 1986 on monitoring and controlling 
large exposures of credit institutions. 

Significant parts of the global networks 
of banks with parents in the member countries 
of the Basle Committee and in other OECD 
countries are located in those belonging to the 
Offshore Group of Banking Supervisors.91 The 
generally looser regulation of international 
banks in offshore centres is capable of ham
pering efforts to ensure that all such banks are 
adequately supervised. In particular (as already 
mentioned in section B) laws regarding 
confidentiality and secrecy can impede parent 
authorities from fulfilling their supervisory re
sponsibilities under the Basle Concordat of 
1983. Since the cooperation of supervisory au
thorities from countries of the Offshore Group 
is thus critical to the success or failure of initi
atives regarding the governance of international 
banking, the Basle Committee has made special 
efforts to obtain their agreement to the princi
ples promulgated in its statements. The results 
have included endorsement of the Concordat 
by the Offshore Group and its participation 
together with the Basle Committee in preparing 
an elaboration of the Concordat's principles 
regarding the exchange of information between 
parent and host supervisors which was eventu
ally issued as the Supplement of April 1990.92 

Nevertheless, despite the consensus 
reached by the Basle Committee and the Off
shore Group, the existence of offshore entities 
of international banks continues to be widely 
considered as making their effective supervision 
more difficult, and the discussion of the BCCI 

case in section D below provides support for 
this view. So the question arises why the actual 
practice of cooperation between supervisors in 
OECD countries and offshore centres has not 
been fully satisfactory. In its own attempt to 
answer this question the Basle Committee gives 
four main reasons.93 Firstly, lack of resources, 
particularly human ones, at the disposal of off
shore authorities is an impediment to the col
lection and dissemination of information which 
regular consultation with parent supervisors 
would entail. Secondly, disparities in the scope 
and depth of offshore and parent authorities' 
approaches to supervision probably inhibit ini
tiatives by the former regarding consultation. 
Thirdly, a parent authority may not be inter
ested in consultation so long as the scale of a 
bank's operations in the offshore centres in 
question is relatively small and the consolidated 
data provided by the head office of its parent 
entity is considered adequate. Fourthly, a par
ent authority may actually be reluctant to con
sult with offshore ones in the case of a bank 
already experiencing difficulties concerning 
which there is a wish to restrict the spread of 
sensitive information. Responsibility for weak
nesses in the process of cooperation between 
offshore and parent supervisors is here viewed 
as being a shared one. Moreover the Offshore 
Group has since drawn attention to the absence 
of any suggestion by members of the Basle 
Committee that their requests for information 
have not been fulfilled.94 

Although part of the responsibility for 
failures of cooperation between offshore and 
parent supervisors no doubt does belong to the 
latter, it remains true that underlying the prob
lems in this area are the standards of banking 
supervision in some offshore centres and their 
ambivalence concerning steps which might 
compromise their attraction of banking custom 
through the promise of secrecy and 
confidentiality. Indeed, the lack of unfulfilled 
demands for information by parent supervisors 
which was mentioned above may reflect partly 
lack of interest in making such demands due to 
doubts as to the ability of the supervisors in 
many offshore centres to satisfy them. Such an 
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Recommendations are statements of the Commission designed to influence practice regarding the subject specified 
but without binding legal force. 
Current members of the Offshore Group of Banking Supervisors are Bahamas, Bahrain, Barbados, Bermuda, 
Cayman Islands, Cyprus, Gibraltar, Guernsey, Hong Kong, Isle of Man, Jersey, Lebanon, Malta, Mauritius, 
Netherlands Antilles, Panama, Singapore and Vanuatu. The membership has expanded during the period covered 
in this chapter. 

For the Offshore Group's endorsement of the Concordat see Committee on Banking Regulations and Supervisory 
Practices, Report on International Developments in Banking Supervision 1983 (Basle: BIS, March 1984), pp. 18-19; 
the stages involved in the preparation of the statement which eventually became the Supplement of April 1990 are 
described in idem., Report on International Developments in Banking Supervision, No. 5 (Basle: BIS, September 
1986), chap. VII, and No. 6 (Basle: BIS, September 1988), chap. IV, as well as in the Supplement itself. 

Committee on Banking Regulations and Supervisory Practices, Report on International Developments in Banking 
Supervision, No. 5 (Basle: BIS, September 1986), pp. 52-54. 

Idem., Report on International Developments in Banking Supervision, No. 7 (Basle: BIS, September 1990), pp. 84-85, 
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attitude on the part of parent authorities would 
be consistent with their unwillingness on occa
sion to accept the responsibility of being the 
main supervisors of international banks con

cerning which they envisage difficulties over 
obtaining information essential for this purpose 
owing to the presence in offshore centres of 
important parts of the banks' networks.95 

D. The BCCI case and the governance of international banking 
in practice 

The shutdown by regulators of most of 
the global network of BCCI which started in 
July 1991 was their response to evidence of 
fraud on a large scale, which included false ac
counting and the use of different types of fi
nancial transaction for the purpose of 
concealing massive losses and, in the United 
States, the illegal acquisition of banks by means 
of nominees. Several dimensions of this highly 
complex fraud are not yet clear, but a number 
of questions as to the effectiveness in practice 
of the current system of governance for inter
national banking are raised by what has already 
been disclosed. Indeed, the Basle Committee 
itself at a meeting in Stockholm in September 
1991 began an evaluation of the lessons of the 
BCCI affair.96 The discussion in this section is 
limited to three issues: the role of secrecy in 
enabling BCCI to acquire a major bank in the 
United States; the difficulties experienced by 
regulators over the assignment of responsibil
ities for supervising BCCI; and the delay by 

BCCI s external auditors in uncovering the 
fraud. 

The acquisition by BCCI of First Ameri
can Bankshares illustrates how the opportu
nities for concealment furnished by a global 
banking network can be used to evade a coun
try's banking laws and frustrate its system of 
regulatory oversight.97 Financial General (First 
American Bankshares under its earlier name) 
was a bank holding company which had been 
"grandfathered" under the Bank Holding Com
pany Act and thus permitted to continue to 
own banks in several states. In late 1977 and 
early 1978 BCCI, allegedly on behalf of four 
clients, began to purchase shares in Financial 
General until these clients as a group had ac
quired about 20 per cent of the bank's voting 
shares, although the holding of each individual 
investor amounted to no more than 5 per cent. 
After a complaint filed by the Securities and 
Exchange Commission that those purchases 
were in violation of the Williams Act,98 in 
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For example, in 1985 BCCI apparently requested the Bank of England to assume greater regulatory responsibilities 
for it, but was turned down partly on the grounds that the Bank could not satisfy itself of its ability to be kept fully 
informed of BCCI s offshore operations. "BCCI: the role of central banks", Central Banking, vol. II, No. 1, Summer 
1991, p. 15. 
A paper commissioned by the Basle Committee at this meeting is to cover the following subjects: (1) standardization 
of criteria for the establishment by foreign banks of branches or subsidiaries; (2) the steps which might be taken to 
strengthen procedures for the cross-border sharing of supervisory information, especially in times of stress; (3) the 
question whether the dangers of contagion associated with the difficulties of particular banks are such as to render the 
legal distinction between branches and subsidiaries of little utility at such times; (4) the relations between supervisors 
in parent and host countries as they pertain to the supervision of branches; (5) the question whether consolidated su
pervisory responsibility should be assigned to a single parent supervisor or should be shared among several supervisors 
acting as a college; and (6) the extent to which supervisors should require changes in corporate structures in cases 
when these are viewed as impeding effective supervision. (Statement by J. Virgil Mattingly, Jr., General Counsel, and 
William Taylor, Staff Director, Division of Banking Supervision and Regulation, Board of Governors of the Federal 
Reserve System, and E. Gerald Corrigan, President, Federal Reserve Bank of New York, before the Committee on 
Banking, Finance and Urban Affairs, United States House of Representatives, 13 September 1991, reproduced in 
Federal Reserve Bulletin, November 1991.) 

The discussion here of how BCCI obtained control of First American Bankshares is based primarily on testimony to 
Committees or Subcommittees of the United States Congress by senior officials of the Federal Reserve System, in 
particular the statement cited above in footnote 34 and that by J. Virgil Mattingly, Jr., General Counsel, Board of 
Governors of the Federal Reserve System, before the Subcommittee on Consumer and Regulatory Affairs of the 
Committee on Banking, Housing, and Urban Affairs, United States Senate, 23 May 1991 (reproduced in Federal 
Reserve Bulletin, July 1991). 
The Williams Act of 1968 established the framework oí procedures for tender offers for a company's shares, the 
principal provisions being designed to ensure that investors have access to the information which they require to make 
intelligent decisions. ("Tender offer" is a term lacking precise legal definition but, somewhat roughly, denotes a 
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March 1978 the investors, without admitting 
fault, entered into a consent decree under which 
they agreed to make a tender offer for all of 
Financial General's Shares. For this purpose 
they established Credit and Commerce Ameri
can Holdings (CCAII) in Netherlands Antilles. 

After eventually reaching agreement to its 
proposed acquisition with Financial General's 
management, CCAII sought the approval of 
the Federal Reserve Board, as required by the 
Bank Holding Company Act. This approval 
was granted only after the Board had received 
assurances that BCCI would not be involved in 
the acquisition except as an investment adviser 
and thus would not finance it. I Iowever, in the 
late 1980s disclosures resulting from the inves
tigation into the involvement in money 
laundering of BCCI s agencies in Florida99 ap
peared to indicate the existence of secret links 
between First American Bankshares and BCCI. 
These links were subsequently confirmed by a 
report of BCCI s external auditors to which the 
Federal Reserve obtained access in December 
1990. The report showed that BCCI had made 
substantial loans to CCAII secured by shares 
in the company. Subsequent investigation by 
the Federal Reserve uncovered evidence that 
this case was part of a broader pattern of the 
use by BCCI of secret loan and nominee ar
rangements under which it acquired, in the 
name of customers, the stock of First American 
Bankshares and other banking institutions in 
the United States. In many cases the loans in 
question were subject to side agreements that 
the customers would not be required to service 
the loans, and that BCCI could sell the shares 
and retain any resulting profits. 

The question arises how this information 
could have been concealed from the Federal 
Reserve at the time of its initial approval of the 
purchase of Financial General and for a sub
stantial subsequent period. An important part 
of the explanation lies in impediments to the 
Federal Reserve's access to crucial information 
about CCAH's links with BCCI. For example, 
the register of CCAH's shareholders and other 
records available for scrutiny by the Federal 
Reserve in the United States and Netherlands 
Antilles indicated that the individuals and 

companies listed in CCAH's filings with the 
Board were indeed the company's owners. The 
evidence of the arrangements between CCAH's 
shareholders and BCCI was kept where it could 
be concealed from the Federal Reserve, which 
thus had to await its access to the report of the 
bank's external auditors before it received con
firmation of its suspicions concerning 
BCCI-CCAH links. 

The holding company at the centre of 
BCCI s global network/ BCCI Holdings 
(Luxembourg) S.A., was chartered in 
Luxembourg. However, neither BCCI 
Holdings nor BCCI S.A., its banking subsidiary 
in the same country, seem to have conducted 
banking business locally, BCCI s most impor
tant concentration of deposits apparently being 
in the United Kingdom. The 1983 Concordat 
was intended to ensure that complex corporate 
structures of this kind were subject to effective 
supervision, recommending in such cases that 
"Where holding companies are at the head of 
groups that include separately incorporated 
banks operating in different countries, the au
thorities responsible for supervising those 
banks should endeavour to coordinate their 
supervision of those banks, taking account of 
the overall structure of the group in question." 

The Institut Monitaire Luxembourgeoise 
(IML) was not prepared to exercise supervision 
on a consolidated basis in the case of an or
ganization whose principal business was not 
conducted in its territory.100 Moreover, as al
ready indicated above in section C, the Bank 
of England was unwilling to become BCCI's 
principal supervisor. Eventually, in May 1988, 
at the instigation of the IML, a college of eight 
regulators drawn from the Cayman Islands, 
France, Hong Kong, Netherlands, Spain and 
United Arab Emirates in addition to 
Luxembourg and the United Kingdom, was 
formed to monitor BCCI. This initiative was 
in accord with the supervisory co-ordination 
recommended in the 1983 Concordat. How
ever, it does not seem to have provided the re
quired control over BCCI owing to the dilution 
of supervisory responsibilities. Indeed, as an 
investigating team of the Financial Times put it, 
the formation of the college ensured that "each 

widespread, public offer to purchase a substantial proportion of a company's stock. See, for example, D E . Rainer, 
Securities Regulation in a Nutshell, 3rd edition (St. Paul, Minnesota: West Publishing Co., 1988), pp. 105-112.) 

99 BCCI's officially authorized presence in the United States consisted of agencies and representative offices licensed at 
state level in a number of cities. Representative offices serve primarily liaison functions and are prohibited from en
gaging in general banking activities. Agencies cannot engage in domestic banking activities but may under take certain 
operat ions associated with financing international trade. 

100 Under a circular issued in 1984 I M L assumed the responsibility for consolidated supervision only of credit institutions. 
In the case of groups headed by holding companies the assignment of responsibility for consolidated supervision was 
to be decided on after consultation with other concerned authorities and with the consent of the group itself. See 
Committee on Banking Regulations and Supervisory Practices, Report on International Developments in Banking 
Supervision 1984 (Basle, April 1985), p . 67. 
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college member 
responsible".101 

felt only one-eighth 

In view of its emphasis on transparency 
as a prerequisite of effective supervision, as in
dicated in section B, the Basle Committee has 
devoted considerable attention to the external 
auditing of international banks. In the 
mid-1980s BCCI's auditors began to uncover 
the large losses incurred by the bank in some 
parts of its business, in particular its trading 
activities, despite recourse by employees to 
various techniques to conceal their true magni
tude.102 However, even after auditing responsi
bilities for BCCI's most important entities were 
centralized in a single firm in 1988, a significant 
further period of time elapsed before the audi
tors became convinced of the existence of ma
jor fraud and contacted the authorities. 
Accounting history indeed contains a number 

of instances in which such fraud continued for 
substantial periods before being discovered. In 
two well known cases, that involving the 
McKesson-Robbins company (uncovered in 
1938) and that involving the Equity Funding 
Corporation of America and its subsidiaries 
(uncovered in 1973), major frauds lasted about 
15 years and about 10 years, respectively. Such 
instances generally lead to scrutiny of the rele
vant accounting and auditing procedures by 
both Governments and the bodies responsible 
for the two professions' standards and prac
tices, and often result in reforms. However, it 
would be optimistic to expect that, in the face 
of the possibilities for concealment furnished 
by finançai innovation and by complex corpo
rate structures spanning several countries, de
liberate fraud by the upper management of 
international banks can be rendered invariably 
susceptible to speedy discovery.103 

E. The agenda for supervisory co-operation and the 
liberalization of international banking 

The preceding discussion has indicated 
the wide range of subjects which need to be 
covered by a supervisory regime for interna
tional banking as well as the difficulties of ap
plying the principles of such a regime when this 
requires non-routine co-ordination on the part 
of national supervisors. The process being 
undertaken by the Basle Committee may seem 
frustratingly slow, especially when compared to 
the speed with which banking itself has changed 
in recent years. However, such slowness is in
evitable owing to the technical complexity of 

the Committee's work and to the divergences 
among the national systems of regulation and 
supervision of both its member countries and 
others whose agreement is needed for the suc
cess of its initiatives.104 There can be no doubt 
that the principles promulgated by the Basle 
Committee have already had wide-ranging ef
fects not only on Governments' regulation of 
banking but also in the area to which the 
Committee itself gives great emphasis in its 
statements, namely the internal controls em
ployed by banks in their day-to-day business. 

101 Behind Closed Doors. BCCT the Biggest Bank Fraud in History, a series of special feature articles reprinted from the 
Financial Times, 9-16 November 1991 (London, etc.: Financial Times, 1991), p. 37. 

102 One such technique was to offset losses on some categories of trading with sales of option contracts. Proceeds from 
the sales would be booked in the period in which they were made , no account being taken of future liabilities to buyers 
of the opt ions. When the options were exercised, resulting losses to BCCI were offset by additional sales, and so on. 
(Behind Closed Doors, p . 16.) 

103 In his discussion of these two particular cases of fraud a Deputy Assistant Comptroller of the General Motors Cor
porat ion concludes that "in spite of all this activity [intended to improve auditing practices], the fact remains that , to 
this day, a well-planned fraud conducted by a group of persons in key positions cannot be detected by auditors until 
the size of the fraud grows out of control". (F .H. Flegm, Accounting: Flow to Meet the Challenges of Relevance and 
Regulation (New York , etc.: John Wiley and Sons, 1984), p . 134.) 

104 The new chai rman of the Basle Committee describes this slowness in the context of achieving agreement on recom
mendat ions in the aftermath of the BCCI affair: "1 want to caution about expecting too much too soon. Getting eleven 
countries to agree on these complex matters that strike so close to legitimate issues of national prerogative, if not na
tional sovereignty, will not be easy, especially in a setting in which majority rule is not enough. Tha t is, in this forum, 
everyone must agree on the chosen course of action or there is no action." (Statement by E. Gera ld Corr igan, Pres
ident, Federal Reserve Bank of New York, before the Committee on Banking, F inance and Urban Affairs, United 
States House of Representatives, 13 September 1991 (reproduced in Federal Reserve Bulletin, November 1991), p . 
920.) 
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Furthermore, from a broader, long-term per
spective, it can be argued that even the failures 
of bank supervisors to achieve effective coordi
nation in recent instances should contribute to 
the identification and eventual remedy of 
weaknesses in what are still relatively new ar
rangements for the supervision of international 
banking. 

The unfinished agenda of an effective 
system of such supervision is already long, and 
can be expected to expand in response to con
tinuing innovation in financial techniques and 
to the development of the information technol
ogy on which financial markets crucially de
pend. Some of the items on this agenda have 
already been mentioned in the discussion of the 
work of the Basle Committee, such as the im
plications for banking supervision of the BCCI 
affair and the regulation of, and the improve
ments in banks' internal controls over, trading 
risks. Its concern with the latter subject is a 
response to the increased importance of banks' 
activities which involve trading risks. The work 
entails an overlap with that on the supervision 
of securities trading not only of EEC but also 
of the International Organization of Securities 
Commissions (IOSCO).105 

Other important items on the unfinished 
agenda of international banking supervision 
include the scope and harmonization of na
tional arrangements for deposit insurance and 
the assignment of rights and responsibilities in 
the case of failures of international banks. In 
view of the disparity of national schemes for 
deposit insurance, initiatives regarding global 
harmonization would be unrealistic. However, 
as part of its introduction of a single market for 
financial services, including retail banking, EEC 
is inevitably having to face this issue, and the 
subject has recently been under study by both 
the Contact Group of EC Supervisory Author
ities and the EC Banking Advisory Committee. 
The assignment of rights and responsibilities in 
the event of the failure of an international bank 
was not taken up in the 1983 Basle Concordat 
in spite of the problems raised by the collapse 
of the Banco Ambrosiano the previous year 
(which were discussed in section B above). 
Important aspects of such an assignment relate 

to deposit insurance for the retail banking fa
cilities provided by international banks. For 
example, if branches of foreign banks are re
quired to participate in the deposit insurance 
scheme of a host country, then there arises the 
question of what claim the authorities in that 
country would have on the bank's assets if it 
failed.106 Thus, as indicated by this brief dis
cussion, some of the steps required to improve 
the supervisory regime for international bank
ing are likely to be taken by bodies such as 
those of EEC rather than the Basle Committee. 
But there will inevitably be a close relation be
tween their work in these areas and the Com
mittee's future initiatives. 

Scrutiny of the quality of supervision in 
the parent's country is a normal part of the 
procedures followed by many countries in re
sponse to foreign banks' applications for mar
ket access. Indeed, some countries insist on 
parent authorities' acceptance of the principles 
of the 1983 Concordat as a condition for 
granting such access. Standardization and re
inforcement of the country's regulations re
garding the market access and supervision of 
foreign banks is one of the objectives of the 
Comprehensive Deposit Insurance Reform and 
Taxpayer Protection Act passed by the United 
States Congress in late 1991 (whose section on 
the regulation of such banks was in part a re
sponse to recent disclosures of fraud and other 
criminal activity by some of them).107 This Act 
establishes uniform minimum standards for 
foreign banks' entry and expansion, and pro
vides for coordination of supervisory examina
tions of the branches, agencies, and affiliates108 

of foreign banks under the authority of the 
Federal Reserve Board. Among the conditions 
to be met for the granting of entry and expan
sion are that the foreign bank is subject to 
consolidated supervision in its home country, 
and that it furnishes the Federal Reserve with 
the information required to ensure that it is in 
compliance with United States laws. 

Insistence on stringent prudential stand
ards in policies towards the entry of foreign 
banks is in full accord with the 1983 Concordat 
and its 1990 Supplement which, as already 
noted in section B, support the adoption of a 

105 IOSCO is a forum for regulators of the securities business whose total membership includes more than 90 countries 
but whose technical committee is drawn from those with large financial centres. 

106 For a fuller discussion of the assignment of rights and responsibilities in the event of the failure of an international bank 
and its relation to the problem of divergences among national schemes of deposit insurance see S.J. Key and I I S . 
Scott, "International T r a d e in Banking Services: A Conceptual Framework" , Occasional Papers No. 35 (Washington, 
D C : Group of Thirty, 1991), pp. 26-29. 

107 Statement by Alan Greenspan , Cha i rman , Board of Governors of the Federal Reserve System, before the Committee 
on Banking, Finance and Urban Affairs, United Stales House of Representatives, 11 June 1991 (reproduced in 
Federal Reserve Bulletin, August 1991), pp. 644-645. 

108 A foreign bank and an affiliate are subject to common ownership by a holding company . An affiliate may provide 
broad or more limited banking services in accordance with the permission granted by the state where it operates. 
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negative position by host authorities towards 
the approval of operations on their territories 
by foreign banks judged to be inadequately 
supervised in their parent countries. The con
nection between the effectiveness of bank 
supervision and the prudential side of countries' 
policies towards the right of establishment has 
important implications for any framework for 
global financial liberalization. Until the initi
atives of the Basle Committee and of other 
bodies to strengthen the supervision of inter

national banks have become comprehensive in 
scope and are perceived to be genuinely effec
tive in practice, continued reluctance can be 
expected on the part of many countries to ac
cept substantial restraints on their policy au
tonomy regarding the right to refuse market 
access on prudential grounds. From the dis
cussion in this annex it is evident that, in spite 
of real progress made since the first steps of the 
mid-1970s, there remains a long way to go be
fore such a system of supervision is in place." 
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Annex II to Part Two 

THE NATURE AND SUSTAINABILITY OF RECENT 
CAPITAL FLOWS TO LATIN AMERICA 

To arrive at a balanced assessment of re
cent capital flows to Fatin America it is neces
sary to examine both the nature of these flows 
and the factors attracting them. To the extent 
that the inflows are a response to reduced 
long-term risks and improvements in profit op
portunities, they can be considered sustainable, 
offering the recipient countries the chance to 
free themselves from the financial stringency 
that has arrested their growth for over a dec
ade. However, to the extent that they represent 
short-term movements of speculative capital, 
there is a risk that they will be reversed. 
Moreover, the inflows can create problems of 
macrocconomic management and generate dis
tortions and other impediments to investment, 
growth and competitiveness. 

Short-term inflows motivated by the lure 
of quick, windfall gains are often associated 
with positive real interest rate differentials in 
favour of the recipient. However, it must be 
borne in mind that such a differential is not 
always necessary or sufficient. Such inflows 
usually occur when there arc nominal interest 
rate differentials that markets do not expect to 
be matched by a nominal exchange rate 
depreciation. Such differentials may emerge 
when domestic inflation is much higher than 
abroad and domestic financial markets have 
been liberalized. Similarly, an expectation that 
a rise in equity prices will more than offset 
domestic currency depreciation can prompt an 
inflow of capital. Both types of expectations 
can be self-fulfilling, since the inflow of funds, 
if large enough, can itself maintain the value of 
the currency and boost equity prices. 

Initially such inflows are typically a re
sponse to a favourable shift in market senti
ment regarding the recipient country. This shift 
may result from external causes, such as a sud
den rise in export prices, or from internal ones, 
such as lower inflation, better growth pros

pects, and greater political stability and confi
dence in official policies. After the initial shift 
in market sentiment, bandwagon-type 
behaviour often develops and creates a specu
lative bubble whereby people lend or invest 
simply because everybody else is doing the 
same. Such booms often end not with a soft 
landing but with a sudden capital outflow, 
usually associated with expectations of a sharp 
depreciation of the currency, which may be 
difficult to check with even a very large positive 
real interest rate differential. 

To judge the nature of external capital 
inflows it is important to know both how the 
capital is being raised abroad and how it is be
ing used in the recipient country. It is usually 
the latter aspect that determines its degree of 
volatility. FDI or enterprise borrowing abroad 
for investment in productive capacity is gener
ally less susceptible to reversal than inflows di
rected at the equity market or acquired for 
relending in the domestic money market or de
positing in domestic financial institutions. 

While not the whole of the recent capital 
inflow into Latin America has been for short-
term uses, much of it does appear to have been 
for this purpose. Of the total estimated inflow 
of S40 billion in 1991, FDI accounted for only 
about one-third, and if receipts from 
privatization are excluded the proportion is 
about one-quarter. Medium- and long-term 
bank lending was less than 6 per cent of the 
total; the rest was raised through bond issues, 
commercial paper and other short-term money 
market instruments, much of it being used for 
relending in domestic capital markets, equity 
investment or refinancing. There were signif
icant differences among countries in the shares 
of different types of capital inflow. In Chile 
about two-thirds consisted of FDI, and in 
Mexico one-third. By contrast, for Brazil about 
three-quarters seems to have been short-term. 
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As noted in TDR 1991,m Chile was the 
first country in Latin America to receive large 
short-term capital inflows and to experience in 
consequence real currency appreciation because 
of its high interest rates and the stable nominal 
exchange rate. The interest rate and inflation 
rate did not change much between mid-1990 
and mid-1991 but the rate of real currency ap
preciation fell. This was because "the monetary 
authorities adopted a cautious policy based on 
the assumption that the oversupply of foreign 
exchange was only temporary and was due to 
the unusually high price of copper ... and the 
low international interest rates",110 and thus 
tried to slow the capital inflow and the appre
ciation of the currency through various meas
ures designed to increase the demand for the 
dollar and to reduce the arbitrage margin. 
These measures seem to have had some success, 
since in 1991 the capital inflow declined mod
erately (by SO.3 billion), whereas in most other 
countries of the region such inflows accelerated. 

In Argentina, where capital inflows are 
partly connected with privatization, the 
dollar/peso rate remained virtually unchanged 
between March 1991 and March 1992 owing to 
the Government's policy of stabilizing it as part 
of efforts to bring down inflation. Domestic 
interest rates were around 16 per cent, i.e. two-
and-a half times dollar rates, giving a consider
able margin for arbitrage. This period was 
marked by oversupply of foreign currency, a 
booming stock market where prices increased 
more than 300 per cent in 1991, a dramatic rise 
in imports (encouraged partly by trade reform), 
and a drop in exports. 

In Mexico average interest rates (average 
cost of procuring funds and Treasury certificate 
rates) were above 30 per cent in 1990, and 
above 20 per cent in 1991, whereas the currency 
depreciated in nominal terms by only about 10 
per cent in the former year and even less in the 
latter. Capital inflows played a major role in 
the boom in the stock market, where the index 
more than doubled during 1991, foreigners be
ing estimated in the second quarter of 1992 to 
be holding equities worth more than S25 
billion, or about a quarter of the market's cap
italization.111 One consequence of the capital 
inflows and currency appreciation has been 
sharp increases in reserves, as well as in imports 
and the trade deficit. 

In Brazil inflows began to increase 
sharply at the beginning of 1992, amounting to 
about S8 billion during the first quarter (of 

which about S2 billion was for investment in 
the stock market). There has also been con
siderable borrowing abroad by exporters and 
other companies for relending or refinancing, 
and some accumulation of non-resident's for
eign exchange deposits in special accounts. In 
nominal terms the cruzeiro has been depreciat
ing in 1992 by almost as much as inflation, 
about 22 per cent per month. Early in the year, 
for the first time for many years, the rate for 
the dollar was lower in the parallel than in the 
official market. Due to a very tight monetary 
policy, monthly interest rates were around 30 
per cent (or 5-6 per cent in real terms), giving 
a net arbitrage profit of 17 per cent over the 
first three months. The rise in prices on the 
stock exchange was even greater; Sao Paulo 
stock prices doubled in dollar terms from De
cember 1991 to April 1992. Large purchases 
of foreign exchange raised central bank reserves 
to S13.7 billion in March 1992, up from S7.5 
billion in the same month of 1991. The central 
bank has been issuing domestic debt in order 
to sterilize the effects of its dollar purchases on 
the money supply. Since reserves can earn no 
more than 5-6 per cent per annum in interna
tional markets, while domestic debt carries as 
much as that per month, the operation is 
extremely costly. On the assumption of a 
constant real exchange rate and 3 per cent real 
interest rates per month on domestic debt, the 
cost of carrying an extra S5 billion of reserves 
can be estimated to be of the order of S2 billion 
per annum. 

In attempting to evaluate how far such 
capital inflows can be sustained it is necessary 
first to distinguish that part which is of a one-
off nature. This includes repatriated flight 
capital and capital attracted by privatization. 
The latter has been important in Argentina and 
Venezuela (over one-quarter and three-quarters 
of their total inflows in 1991, respectively). 
Repatriated flight capital is difficult to estimate 
but seems to be particularly important in 
Mexico and Chile. With regard to the rest of 
the capital inflow, it should be noted that the 
particular configuration of interest rates, ex
change rates and stock prices currently prevail
ing in many Latin American countries, and 
which attracts short-term capital flows, cannot 
be expected to last. When the configuration 
changes, these flows could be suddenly re
versed, thus setting off a cumulative process 
which might extend to all kinds of capital flows, 
including those unrelated to considerations of 
short-term gain. 

109 See Part Two, chap. Ill, sect. F.2. 

HO ECLAC, Economic Panaroma of Latin America, 1991, Santiago, September 1991, p. 41. 

Ill Latin American Economy and Business, May 1992, p. 4. 
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Ideally, capital inflows should be accom
panied by a corresponding increase in domestic 
investment in traded goods sectors. However, 
in most Latin American countries the real 
lending rate exceeds 10 per cent and exchange 
rate uncertainties are widespread, making it 
difficult to restore vigorous growth based on 
private investment but perhaps conducive to 
the buying and selling of existing assets. The 
high interest rates and, or currency appreciation 
that attract capital from abroad tend to deter 
the investment on which growth, and hence the 
sustainability of capital flows, depends. It is 
not yet possible to determine the extent to 
which the capital flows have been translated 
into higher investment in Latin America over 
the last two years. Although there seems to 
have been a considerable increase in capital 
goods imports in some countries, encouraged 
partly by tariff reductions, the increase in in
vestment in the region appears significantly 
smaller than the sharp swing in the transfer of 
resources abroad, which amounted to about 4 
per cent of the region's GDP. Indeed, Brazil 
which has been receiving large capital inflows, 
is in a deep recession and the rate of investment 
seems to have fallen below 16 per cent of GDP 
for the first time for many years. Similarly, 
Argentina does not appear to have been able 
to raise its investment ratio above 10 per cent, 
or well below levels attained during the late 
1980s when the country was making net trans
fers abroad. 

A foreign exchange glut generated by 
unsustainable capital flows can damage indus
try through currency appreciation, particularly 
when it is accompanied by tariff reductions. 
Concerns on this score are widespread in Latin 
America, one prominent industrialist being re
cently quoted as saying that there was a danger 
that the remainder of his country's industrial 
base would be wrecked because goods were be
ing imported at prices which domestic industry 

could not possibly meet.112 The dilemma is that 
if currency appreciation is prolonged, it leads 
eventually to an external payments crisis; but 
if it is suddenly reversed, the arbitrage margin 
disappears, possibly triggering a sharp reversal 
in short-term capital flows. When currency 
appreciation is prevented by the accumulation 
of reserves and the issue of domestic debt, as in 
the Brazilian case discussed above, the burden 
falls on the public sector. Fiscal problems can 
be avoided only if the currency depreciates suf
ficiently to raise the real domestic currency 
value of reserves to a level at which the real 
capital gain on them offsets excess interest 
payments on domestic debt (i.e. payments aris
ing from the difference between domestic and 
foreign rates in dollar terms). However, the 
real depreciation required may have to be very 
large - more than 35 per cent, for example, in 
the case of Brazil. Expectations of such a sharp 
depreciation can easily trigger a large capital 
outflow. Besides, since the Government makes 
a net transfer abroad to service its external 
debt, the depreciation increases the real do
mestic currency value of interest payments 
abroad. 

As a result of the risks associated with 
speculative capital inflows a number of tech
niques have been used in order to slow them 
down. These include reserve requirements 
(sometimes non-interest-bearing ones) for li
abilities of banks denominated in foreign cur
rencies (Chile and Mexico); minimum holding 
periods (Chile); extension of the fiscal stamp 
tax to foreign credits (Chile); restrictions on 
company borrowing abroad through stock and 
bond issues (Brazil); and limits on the dollar 
amounts that banks can raise in deposits 
abroad as a proportion of their total deposits 
(Mexico). However, such measures have gen
erally had only limited sucess, thus raising the 
question of the desirability of imposing or re-
imposing direct controls." 

112 ibid, p. 6 





Part Three 

POLICY REFORM IN DEVELOPING 
COUNTRIES 

In recent years, structural adjustment has been high on the agenda of numerous devel
oping countries, and is now also the order of the day in countries in transition. Some aspects 
of the process in developing countries have already been examined in past issues of this Report: 
TDR 1989 looked at macroeconomic adjustment and trade policy reform in developing 
countries, while the 1991 issue discussed financial reform. The present Report revisits trade 
policy reform, and in another chapter takes up the question of reforming public sector 
enterprises. The two discussions have a unifying theme: namely, that while reform is an urgent 
necessity, it needs to be handled with care, and be based on practical experience rather than 
text-book paradigms. 

Chapter I starts with a discussion of issues in trade policy reform, and reviews the sta
tistical evidence in the 1970s and 1980s on the links between trade policy and export growth, 
trade and productivity growth, and export growth and GDP growth. It goes on to examine the 
concepts of inward and outward orientation and the evidence on the relation between export 
sucess and trade and industrial policy. It concludes with a discussion of the phasing of reforms 
in various areas of policy and the role of trade policy in this process. 

Chapter II begins with a review of the characteristics of public enterprises (PEs) in de
veloped and developing countries, including their role, origins and objectives. It then examines 
the performance of PEs, using various concepts and measures of performance, and reviews the 
evidence on the profitability and efficiency of PEs compared to enterprises in the private sector. 
It discusses the main determinants of enterprise performance: financial discipline; ownership 
and control; political pressures; clientelism and corruption; and competition in product mar
kets. It then goes on to discuss various dimensions of reform, including the principles that 
should guide enterprise operations; the application of performance indicators; and managerial 
autonomy, accountability and incentives. This is followed by a close look at three key problems, 
namely financing, pricing and pay and employment. The chapter concludes with a brief review 
of recent reform experience in the context of structural adjustment programmes. 
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Chapter I 

REFORMING TRADE POLICIES 

A. Introduction 

A large number of developing countries 
liberalized their trade regimes in the late 1980s 
and early 1990s. These reforms were generally 
part of a more comprehensive set of structural 
adjustment measures aimed at accelerating 
economic growth. The measures, in turn, were 
a response both to the economic crisis which 
many developing countries faced in the past 
decade and to a general disenchantment with 
excessive State intervention in economic affairs. 
As a result of these reforms, the number of de
veloping countries with fairly free trade regimes 
(and, indeed, fairly liberal overall economic en
vironments) has increased markedly over the 
past few years. 

The pros and cons of trade liberalization 
in developing countries have been debated ex-

1. A review of the arguments 

At least four different arguments are used 
to explain why exports are positively correlated 
with overall economic growth. The first may 
be called the "Keynesian" link: because exports 

tensively. Proponents of liberalization point to 
the possibility of fully exploiting the benefits 
from international specialization, the incentives 
for more rapid technical change associated with 
a more open and competitive environment and 
the reduced room for "economic rent-seeking" 
and similar unproductive activities. 

This chapter reviews some issues con
cerning the relationship between trade liberali
zation and economic performance in 
developing countries and examines some of the 
evidence from the past two decades, partic
ularly the 1980s. The final section analyzes the 
relation between macroeconomic policy and the 
implementation of trade liberalization.113 

are a component of aggregate demand, they 
exercise both a direct and a multiplier effect on 
domestic production. The latter includes the 
effects which faster growth exercises on invest
ment (the accelerator mechanism). A second 
connection between exports and economic 
growth may be referred to as the "structuralist-
external gap" link: rapid export expansion helps 

B. The issues and the evidence from the 1970s and 1980s 

U3 The chapter draws on an ongoing L'NCTAD project on trade policies in developing countries, and on a parallel 
UNU WIDER project directed by Professor Gerald K. Helleiner. 
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to lift the foreign exchange constraint on eco
nomic growth that has been a recurrent prob
lem of developing countries in the postwar era. 

The third relationship is the 
"structuralist-production" link. According to 
this explanation, developing countries are 
characterized by heterogeneous technologies, 
with large-scale manufacturing as one of the 
more productive sectors. In a closed economy, 
however, manufacturing output is limited by 
domestic demand. This domestic demand con
straint is critical because many manufacturing 
activities offer economies of scale. If its man
ufactured products can be exported, a country 
can transfer resources from low to high pro
ductivity sectors at a faster rate and better ex
ploit economies of scale. 

f he fourth explanation, and probably the 
most popularized in recent decades, may be 
called the "neo-classical" link. According to 
this explanation, faster economic growth is 
basically associated with a more rapid rate of 
technical change. Export growth, in this inter
pretation, allows faster productivity growth for 
four different reasons. First, in the transition to 
a more open economy, resources arc trans
ferred from non-competitive, inward-oriented 
sectors to more productive outward-oriented 
sectors. Second, much in line with the 
"structuralist-production" explanation, export 
activities may be generally more productive be
cause the competitive pressure which they face 
in the world market forces them to keep near 
or at the world technical frontier. Third, ex
ports have positive effects ("externalities") on 
other economic activities; in particular, they are 
an excellent vehicle for the international trans
fer of technology. Finally, the more compet
itive trade regime that is required for exports to 
grow rapidly also forces firms producing essen
tially for the domestic market to keep up with 
world technological standards. 

Many of these arguments depend in part 
on which sectors generate the exports in the 
different countries. Indeed, many observers be
lieve that it is industrial exports, rather than 
exports in general, that lead to faster growth. 
Consequently, many of the arguments used to 
support export-led growth are similar to those 
used in the past to promote import-substituting 
industrialization. In particular, the latter strat
egy used to be defended in the past as a vehicle 
for technological advance. This may indicate 
that export growth and import substitution are 
not incompatible strategies. 

Statistical evidence on the link between 
exports and economic growth and its underly
ing factors is strong in some respects, but in
conclusive in others.114 Data for different 
periods and groups of countries suggest a 
strong link between exports and economic 
growth, but this interpretation must be taken 
with care. First, this relationship has not been 
found to be valid for all groups of countries or 
all subperiods in the postwar era.115 Secondly, 
some studies have shown that such a link is 
particularly strong for manufactured exports,116 

whereas others have shown that very open, 
primary-exporting countries have tended to fair 
particularly poorly in terms of economic 
growth.117 Taken together, these findings pro
vide some support in favour of an industrial 
bias in development policy. 

Statistical tests have been inconclusive as 
to the causal link between exports and eco
nomic growth. On balance, they tend to indi
cate that overall economic growth by 
improving supply capabilities - leads to faster 
export growth, rather than the inverse.118 

The statistical findings have been even 
less conclusive in two other areas. The first is 
the association between trade policy and export 
growth. Some prototypes of free trade regimes 
(notably Hong Kong and Singapore) have 

114 See Gerald K Hcllciner, Trade, trade policy and economic development in very low-income countries", University 
of Toronto (mimeo), September 1991. 

115 See Gershon Feder, "Growth in semi-industrial countries: A statistical analysis", in Mollis Chenery, Sherman 
Robinson, Moshe Syrquin et al., Industrialization and Growth A Comparative Study (New York: Oxford University 
Press, 1986). This study found the link to be very strong only for semi-industrialized countries in 1964-1973, but not 
for those same countries in 1955-1963 or 1974-1977, or for developing countries. A study by Jose de Gregorio 
("Economic Growth in Latin America", Journal of Development Economics, forthcoming) also failed to find any 
positive relation between trade variables and economic growth in the region in the period 1950-1985 when other 
variables were taken into account. 

116 See, in particular, VIoshe Syrquin and Mollis Chenery, "Three decades of industrialization", The World Bank 
Economic Review, vol. 3, No. 2 (May 1989). Feder (op. cit.), also found that industrial growth was more decisive than 
export growth in explaining the overall economic performance of semi-industrialized countries in 1964-1973, the 
period in which he found the export-growth link to be stronger. 

117 Desmond McCarthy, Lance Tayor and Cyrus Talatti, "Trade patterns in developing countries, 1964-1982", in Pranab 
Bardham, Albert Fishlow and Jere Bchrman (eds.), International Trade, Investment, Macropolicie.s and History; 
Essays in Memory of Carlos F. Diaz-Alejandro (Amsterdam: North Holland, 1987). 

118 Woo S. Jung and Peyton J. Marshall, "Exports, growth and causality in developing countries", Journal of Development 
Economics, vol. 18, 1985; and Peter C. Y. Chow, "Causality between export growth and industrial development: 
Empirical evidence from the NICs", Ibid., vol. 26, No. 1 (June 1987). 
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achieved fast, export-led growth. None the 
less, other countries with strong State inter
vention and the maintenance of import pro
tection, sometimes for long periods, have also 
managed to generate rapid export growth. The 
list of export-growth "success stories" includes 
the Republic of Korea and Taiwan Province of 
China, whose strong interventionist industrial 
policies are well documented,119 It also includes 
such countries as Brazil, Israel, Portugal and 
Spain, which were also characterized by strong 
trade and industrial policies, at least in some 
phases of their export booms. 

In a similar vein, no link between trade 
and productivity is apparent from the evidence. 
At a macroeconomic level, faster growth of 
total factor productivity has been found to be 
generally associated with more rapid economic 
growth and the latter with faster export growth 
in many periods. However, the association be
tween productivity and inward or outward ori
entation does not necessarily stand out at the 
sectoral level. The performance of total factor 
productivity in manufacturing has been good in 
relatively inward-oriented countries in some 
periods and has been rather poor in some 
outward-oriented countries. If changes in total 
productivity in different economic sectors 
within a country are compared, there is gener
ally a strong link between sectoral value added 
and productivity growth. This has been gener
ally interpreted as indicating that faster growth 
induces enhanced productivity, through the ex
ploitation of economies of scale, better overall 
use of resources and greater incentives to invest 
and innovate. When these causal links are 
taken into account, there is no clear evidence 
that export orientation has a positive influence 
on productivity, or that greater protection or 
inward-orientation has a negative influence.120 

Country studies on Brazil, Colombia and 
Mexico have failed to find consistent associ

ations between greater openness and faster 
productivity growth.121 Chile has also so far 
failed to show a strong productivity perform
ance, despite massive liberalization and domes
tic adjustment since the mid-1970s.122 In 
contrast, despite high protection, Brazil was up 
to the late 1970s one of the best productivity 
performers of the developing world. A study 
on India indicated that import substitution had 
adverse effects on productivity but also that the 
first half of the 1980s - a period not only of 
high but also of rising tariff protection, and of 
moderately falling non-tariff barriers - was the 
period of fastest productivity growth in manu
facturing.123 

2. Further evidence for the 1980s 

Data for a sample of 34 developing 
countries for the 1980s show a strong positive 
correlation between export growth and GDP 
growth (see chart l).124 This could be explained 
by a "structuralist-external gap" interpretation 
that ascribes the result to the severe foreign 
exchange constraint caused by the interruption 
of capital flows to many countries, high interest 
rates in the early part of the decade, the general 
collapse of commodity prices and the low and 
unstable growth in the developed market econ
omies. Export growth by itself explains 51 per 
cent of the statistical variance of GDP per
formance over the decade. If investment rates 
are added, these two variables explain 64 per 
cent of the variance. 

If the period 1973-1989 as a whole is 
.considered, the association is much weaker and 
is strongly affected by a few exceptional cases. 
Export growth during this period explains only 

119 See, for example, Howard Pack and Larry Westphal, "Industrial strategy and technological change: Theory vs. re
ality", Journal of Development Economics, vol. 22, 1986; Alice Amsden, Asia's Next Giant: South Korea and Late 
industrialization (Oxford: Oxford University Press, 1989); and Robert Wade, Governing the Market (Princeton: 
Princeton University Press, 1990). 

120 For general conclusions on the unclear links between inward outward orientation and productivity performance, see 
Howard Pack, "Learning and productivity change in developing countries", in Gerald K. Helleiner (éd.), Trade Policy, 
Liberalization and Development New Perspectives (Oxford: Clarendon Press, 1992); and James Tybout, "Researching 
the trade-productivity link: New directions", World Bank (PRE Working Paper WPS 638), Washington, D C , March 
1991. 

121 These studies are contained in Gerald K. Helleiner (éd.), Trade and Industrialization in Turbulent Times 
(forthcoming). 

122 James Tybout, Jaime de Meló and Vittorio Corbo, "The effects of trade reforms on scale and technical efficiency: 
New evidence from Chile", World Bank (PRE Working Paper WPS 481), Washington, D C , August 1990; R. 
Agacino, G. Rivas and E. Roman, "Apertura y eficiencia productiva: la experiencia chilena 1975-1989*, Inter-
American Development Bank (Working Paper 113), Washington, D C , March 1992. 

123 Winston Fritsch and Gustavo Franco, "Import repression, productivity slowdown and manufactured export 
dynamism: Brazil 1975-1990", and lsher Judge Ahluwalia, "The role of trade policy in Indian industrialization", in 
Helleiner (ed.) Trade and Industrialization... {op. cit.). 

124 For previous UNCTAD analyses on this subject, see TDR 1989, Part One, chap. V, and Manuel Agosin, "Trade 
policy reform and economic performance: A review of the issues and some preliminary evidence" (UNCTAD 
Discussion Paper No. 41), Geneva, August 1991. 
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4U per cent of GDP growth for the 34 countries 
in the sample. However, this proportion falls 
to 15 per cent if two extremely successful 
economies (Hong Kong and the Republic of 
Korea) and a strong failure (Trinidad and 
Tobago) are taken out of the analysis. 

Chart 1 

GROWTH OF REAL GDP AND OF REAL EXPORTS, 
1980-1989, IN DIFFERENT DEVELOPING 

COUNTRIES a 

(Annual average growth in per cent) 
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Source: UNCTAD secretariat calculations, based on 
data from the UNCTAD Data Base on Trade 
Control Measures and from the United 
Nations Statistical Office. 

a Countries whose manufactured exports 
exceeded $150 million and 15 per cent of 
their total exports in 1988. Each asterisk 
shows the position of a particular country. 

The association between the growth of 
GDP and exports, on the one hand, and the 
protectionist measures adopted by the sample 
of countries, on the other, is unclear.125 The 
data suggest that export performance in the 
1980s was not associated in any simple way 
with either low tariffs or non-tariff barriers - or 
indeed, any combination of the two (see chart 
2). 

The sample of countries can be divided 
into four broad groups according to their levels 
of tariffs and non-tariff barriers (see table 24). 

Chart 2 

GROWTH OF EXPORTS COMPARED WITH THE HEIGHT 
OF BARRIERS TO IMPORTS IN 1980-1989 IN 

DIFFERENT DEVELOPING COUNTRIES a 
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Source: As for chart 1. 
a See note a to chart 1. 
b For definition see table 24. 

Classified in this way, the differences among the 
groups in terms of the trade policy variables are 
statistically significant. The major difference 

125 The data are taken from the Supplement to Handbook of Trade Control Measures of Developing Countries ("A 
Statistical Analysis of Trade Control Measures of Developing Countries", UNCTAD DDM Misc.2). The measures 
used in the analysis refer to unweighted global averages for the different countries. However, similar conclusions can 
be reached if either weighted averages or averages for manufacturing only are used. 
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Table 24 

CLASSIFICATION OF MAJOR DEVELOPING COUNTRY EXPORTERS, a 

BY TRADE REGIME AND GROWTH OF THE VOLUME OF EXPORTS 

Export volume growth, 1980-1989 
(Per cent) 

Country group/ 
trade regime b 

I. Low tariffs, low NTBs 

II. Medium or high tariffs, 
low NTBs 

III. Medium or high tariffs, 
high NTBs d 

IV. Medium or high tariffs, 
high NTBs 9 

Under 3 

Guatemala 

Costa Rica c 

Argentina 
Morocco c 

Philippines e 

Trinidad and 
Tobago 

Indonesia e 

Kenya e 

Peru 

3-8 

Chile c 
Mexico 

Côte d'Ivoire c 

Senegal 
Sri Lanka 
Uruguay c 

Zimbabwe 

Bangladesh c 

Brazil 
Egypt f 

Yugoslavia ' 

Colombia c 

Ecuador 
India c 
Tunisia 

Over 8 

Malaysia 
Singapore 
Hong Kong 

China 
Jordan 
Republic of Korea 
Thailand 
Turkey 

Mauritius 

Pakistan 

Source: UNCTAD secretariat calculations, based on data from the UNCTAD Data Base on Trade Control 
Measures and from the United Nations Statistical Office. 

a Developing countries whose manufactured exports exceeded $150 mill ion and 15 per cent of total 
exports in 1988. 

b Circa 1987 The classification by (unweighted) tariff level is as follows: low: under 25 per cent; medium: 
25-50 per cent; high: over 50 per cent. The classification by extent of non-tariff barriers is as follows: 
low: under 20 per cent; medium: 20-50 per cent; high: over 50 per cent. These coverage ratios are 
measured by the number of tariff lines that were subject to NTBs (other than prior import deposits) as 
a proportion of the total number of lines in the tariff schedule. 

c Moved to the over 8 per cent category in 1985-1989. 
d This group also includes Yugoslavia, which has low tariffs. 
e Moved to the 3-8 per cent category in 1985-1989. 
/ Moved to the under 3 per cent category in 1985-1989 
g This group also includes Indonesia, which has low tariffs. 

between Groups I and II is in terms of average 
tariffs. Group III has both higher tariffs and, 
particularly, higher coverage of non-tariff bar
riers than Group II, whereas Group IV has 
very high indicators of protection on both ac
counts. 

The group of countries with the lowest 
import barriers (Group I) includes some of the 
best export performers (Hong Kong, Malaysia 
and Singapore), to which Chile would be added 
if only the second half of the 1980s were con
sidered. However, some of the successes of the 
decade in terms of export growth belong to the 
group of countries with relatively high tariffs 

(35.7 per cent on average), albeit low non-tariff 
barriers (NTBs) (Group II). Moreover, good 
export performers can also be found in the 
most protectionist group of countries - those 
with high tariffs and high NTBs (Group IV). 
If only the latter half of the decade is consid
ered, the export success stories in this group 
include Colombia, India and Pakistan. 

Despite the large differences in trade pol
icies within each of the groups, there are few 
statistically significant differences in the indica
tors of economic performance (see table 25). 
This indicates that intra-group variations are 
more important than inter-group ones and im-
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Table 25 

AVERAGE ECONOMIC PERFORMANCE OF DIFFERENT GROUPS OF 
DEVELOPING COUNTRIES a CLASSIFIED ACCORDING TO TRADE REGIME 

(Percentage) 

Group b 

III IV 

Trade regime c 

Average tariff 
Coverage of non-tariff barriers 

Annual GDP growth 
1973-1989 
1980-1989 
1985-1989 

of which: 

Manufacturing 
1973-1989 
1980-1989 
1985-1989 

Annual export volume growth 
1973-1989 
1980-1989 
1985-1989 

of which: 

Manufactures (SITC 5-8 less 68) 
1973-1989 
1980-1989 
1985-1989 

Investment ratio e 

1973 
1980 
1983 
1989 

12.5 
7.0 

5 1 
41 
5.5 

35.7 d 
9.0 

46 
4.4 
4.8 

47.5 d 
34.4 d 

36 
1.9 
2.5 d 

64 5 d 

73.5 d 

4.4 
37 
40 

5.0 
3.7 
78 

8.5 
6.6 
9.0 

5.6 
5 1 
63 

7.8 
8.5 

10.3 

36 
1.5 
2.7 d 

3.7 d 
2.5 
5.0 

6.0 
4.8 
47 

35 
4.2 
7.1 

12.3 
11.0 
15 9 

23 0 
29.5 
25 1 
22.9 

10.8 
10.8 
91 

20 3 
27.2 
21 4 
19.2 

8.5 
7.7 
6.9 

188 
266 
20.2 
18.6 

105 
7.3 
8.3 

23.5 
25.5 
22 7 
19.9 

Source: As for table 24 
a The 34 major exporters shown in table 24 
b The countries groups are those shown in table 24. 
c Circa 1987. Average tariffs and coverage of non-tariff barriers (see table 24 for the definition of the 

latter) are unweighted, as are also the country groups average growth rates. 
d Statistically different from Group I at a 95 per cent confidence level. 
e Ratio of gross investment to GDP. 

plies that it is not trade policies in general, but 
rather how specific countries manage them, 
that really determines economic performance. 
Overall, the poorest performance tends to be 
concentrated in Group III rather than Group 
IV countries, whereas the best performance in 
many cases is displayed by Group II and, in a 
few cases, by Group IV countries. All groups 
displayed a better overall export performance 
in the second half of the 1980s than in the dec

ade as a whole or the entire period 1973-1989. 
The contrary is true, however, when investment 
ratios are analysed; in particular, all groups still 
had investment rates in 1989 lower than in 
1980. 

Taken as a whole, these results indicate 
that rapid export growth was crucial to eco
nomic performance in the past decade, but that 
there is no simple link between protection and 
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export success. Countries under very different 
import regimes have been able to perform well 
in international markets. Moreover, this recent 
experience does not suggest that there is neces
sarily any incompatibility between domestic 
protection and export promotion, i.e. that the 
former has any inherent bias against exports. 
The two have been important complements in 

1. Economies of scale, protection and 
exports 

Those with a pessimistic view of export 
prospects for developing countries emphasize 
production for the domestic market (and there
fore protection) as the only viable development 
path. This point of view profoundly affected 
the policies followed by many developing 
countries, even in the face of the spectacular 
export successes that a few of them achieved 
after 1960. More recently, the pendulum has 
swung in the opposite direction and there are 
those who see no role for protectionism or, in
deed, active industrial or agricultural policies 
of any sort. 

International trade theories, economic 
history and the most recent experiences of de
veloping countries indicate that no generaliza
tion can be made on the universal virtues of 
either inward or outward orientation. The rela
tive strengths of one or the other depend on 
several historical and country-specific condi
tions such as the size of the country involved, 
the availability of natural resources, its stage 
of development, the strength of its govern
mental institutions, the quality of its State 
intervention, world market conditions and its 
geographical location. More importantly, 
however, the history of successful developing 
countries suggests that it is more sensible to 
look at inward and outward orientation not as 
incompatible, but rather as complementary, 
strategies under different circumstances. 

Manufacturing production has some 
characteristics which must be taken into ac
count in the design of trade policy. These are 
related essentially to the static and dynamic 
economies of scale which trade theories have 
emphasized in recent decades. Such economies 

many cases. Indeed, the highly varied eco
nomic performance within each of the four 
groups of countries indicates that export suc
cess is probably associated more with individual 
country experience than with general charac
teristics of trade policy. The following section 
examines some of these specific experiences. 

are of three basic types. First, large fixed costs 
are common in many manufacturing activities, 
generating important economies of scale at the 
firm level. Second, manufacturing is subject to 
a wide range of external economies: it thrives 
only when it has adequate infrastructure, func
tioning capital markets, appropriate labour and 
managerial skills and complementary industries 
and services located nearby. Finally, many 
manufacturing activities require heavy invest
ment in human resources in terms of manage
rial capabilities, the creation of a complex set 
of skills in the labour force and, more generally, 
learning how to master technologies and to 
keep up with world technological develop
ments. 

Such economies of scale have many im
portant implications. The first is that the early 
stages of industrial development are partic
ularly difficult because they require the gener
ation of significant external economies and an 
economy-wide learning process. It is therefore 
not surprising that manufacturing has been the 
favourite target of protection by all countries 
entering into the industrialization process since 
the nineteenth century. In the present devel
oping countries, the creation of managerial ca
pabilities and labour skills and industrial fixed 
capital formation on the scale that is known 
today would have been impossible without the 
import substitution policies that were widely 
used in the past. Most of the successful 
exporters of manufactures among the develop
ing countries underwent a prior phase of import 
substitution.126 Indeed, many of the export 
successes of the 1980s have shown how it is 
possible to convert previously inward-oriented 
industries into outward-oriented ones. 

On the other hand, economies of scale 
also suggest that it might be costly to overem
phasize industrialization, particularly wide
spread industrialization, under several 

C. Inward and outward orientation in development 

126 See, in particular, Chenery, Robinson, Syrquin ei al. {op. cit.). 
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circumstances. The costs will be relatively 
higher, the smaller the size of the economy in
volved.127 One clear implication for smaller 
economies is that they should place greater 
emphasis on the production of raw materials 
and on natural-resource oriented industries.128 

However, an important caveat is that aggres
sive exchange rate policies and outward-
oriented trade strategies in the developing 
world in the 1980s have had an adverse impact 
on world prices of traditional, and even non-
traditional, raw materials.129 This has made the 
transition to export-led growth more difficult 
for the smaller developing countries that have 
opted to pursue a strategy along these lines. 

For larger countries, economics of scale 
have three additional implications. The first is 
that the costs of not making the transition from 
protected to competitive industrial sectors may 
be high. In a sense, economies of scale make 
temporary infant-industry protection more at
tractive, but they also raise the costs of perma
nently protecting a sector which fails to become 
internationally competitive. The second impli
cation is that the larger the weight of sector-
specific, rather than industry-wide, dynamic 
economies of scale or external economies, the 
larger the costs of generalized protection and 
the greater the benefits from selective policies 
which promote the development of industrial 
sectors that make an early transition from im
port substitution to exports. The third impli
cation is that, in the present context of 
constant structural change, the new industries 
of today arc the export sectors of tomorrow. 
Thus, trade policy should be aimed at both 
providing an impetus to exports from tradi
tional sectors and, at the same time, protecting 
new industries. For these new industries, com
bining the two strategies at an early stage in 
their development may be the optimal solution 
because domestic protection provides a basis 
on which the sector can grow, while exports 
allow the creation of external economies and 
accelerate the acquisition of technical capabili
ties. 

These considerations suggest that pro
tection and export promotion are not incom
patible strategies. There are intermediate mixed 
strategies which can successfully combine ele
ments of both, as the experiences of successful 
export development in the 1980s indicate. The 
foregoing arguments also imply that it might 
be inappropriate to judge the anti-export bias 

of a trade regime simply by the levels of pro
tection or by the extent to which there is a dif
ference between the incentives to produce for 
the domestic market and the incentives to ex
port. When economies of scale are present, 
protection may generate various incentives that 
favour exports. Conversely, a system of meas
ures which appears to be neutral in its treat
ment of imports and exports may be biased 
against exports because of its failure to gener
ate sufficient investment in infant industries 
which could later become successful exporters. 
The analysis of export success or failure asso
ciated with specific trade regimes is thus more 
complex than simply measuring the extent of 
deviation from an uniform system of incentives. 

This is the more so in economics which 
are in transition from more inward- to more 
outward-oriented strategies. In the short run, 
using an economy's existing stock of capital, 
labour skills and technical abilities to generate 
additional exports is better than developing 
totally new sectors. In this situation, temporary 
incentives (in the form of either protection or 
subsidies) may serve as a mechanism to main
tain production and earning levels while firms 
improve their production processes and accu
mulate the skills to enter the international 
market. Reducing protection too quickly may 
generate irreversible losses, as firms are unable 
to adapt rapidly to the new circumstances. The 
larger the role of fixed capital accumulation of 
all sorts (i.e. including skills and technology) 
and the larger the role of scale economies in 
contracting sectors, the greater the losses are 
likely to be. 

The presence of economies of scale of all 
sorts, internal or external to the firm, static or 
dynamic, is the source of well known market 
failures. Such market failures imply that active 
trade and industrial policies are preferable to 
neutrality of incentives. The need for more se
lective policies increases, the smaller the econ
omy and the more sector-specific the economies 
of scale. None the less, active State inter
vention and selectivity have important costs 
which have been emphasized in recent years. 
Referred to as "government failure", these costs 
arise because of the increased scope that inter
vention gives to pressure groups, economic 
rent-seeking activities and corruption, the in
appropriate incentives that arise if the infor
mation on which policies are based is incorrect 
and the likelihood of wide-ranging inefficiencies 

127 This was recognized long ago by defenders of import substituting industrialization and led to proposals for regional 
integration and South-South trade as the only viable route to industrialization for smaller economies. 

128 Many small European countries have demonstrated the viability of this approach. 
•29 See D. Evans, I. Goldin and D. van der Mensbrugghe, "Trade reform and the small country assumption", in I. Goldin 

and A. Winters (eds.), Open Economies: Structural Adjustment and Agriculture (Cambridge: Cambridge University 
Press, 1992). 
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in the targeted sectors. It is often argued that 
these costs, which are largely immeasurable, 
can be high. 

The proper balance between market fail
ure and government failure has to be judged in 
each specific context. However, the solution is 
highly unlikely to be "neutrality of incentives". 
There are many possible solutions, going from 
fairly liberal regimes through non-uniform sys
tems of incentives to elaborate systems of 
public/private sector interaction. 

A major aim of trade policy should be to 
facilitate the creation of external economics 
and the learning processes of new sectors. This 
suggests that a combination of measures is 
likely to be preferable to a system of uniform 
incentives. This combination might involve 
three components: some explicit temporary 
protection and export incentives for new sec
tors at moderate levels; more general systems 
of incentives for investments and for technol
ogy creation, transfer and adaptation; and ac
tive mechanisms for interaction between the 
private and public sectors in order to identify 
investment opportunities and, in some cases, to 
coordinate investment decisions. 

2. Some country experiences 

An examination of successful export ex
periences illustrates the fact that developing 
countries have used very different strategies to 
build export success and have been able to 
combine protection for the domestic market 
with export promotion in many different ways. 
However, aside from the liberalization of im
ported inputs used by export sectors, other 
forms of import liberalization have not neces
sarily been an ingredient of successful trade 
policies. 

The Republic of Korea is the best known 
example among developing countries of active 
industrial policies and targeting.130 The 
availability of directly allocated long-term 
credit to targeted industries was an important 
element of this strategy. The country also used 
export subsidies for a large part of its long 
export boom. Rapid growth took off after the 
launching of a comprehensive export pro

motion programme in 1964-1965, which 
included the active use of export and credit 
subsidies and export targeting. A moderate 
liberalization of quantitative restrictions (QRs) 
on imports took place in 1967, but tariffs 
remained high and direct import controls 
extensive until as late as 1978, when a gradual 
preannounced programme of import 
liberalization was initiated. In 1973, however, 
the Government launched an ambitious heavy 
and chemical industries promotion plan, which 
included the granting of fiscal and credit 
incentives and increased protection for some of 
the targeted industries. After important 
problems associated with the world recession 
of the early 1980s, this plan became the basis 
for the new export industries of the second half 
of the decade. 

Despite the general characterization of 
the economies of Latin America as inward-
oriented, most countries in the region aban
doned active import-substituting industrial 
policies in the early or mid-1970s. Brazil and 
Mexico were among the few countries in the 
region which continued to follow active policies 
of this nature until the debt crisis.131 They used 
a mixture of policy measures and actions, 
including high tariffs (more so in Brazil than in 
Mexico), high non-tariff barriers, special 
industrial programmes, domestic content 
requirements and direct investment by public 
enterprises. For almost two decades, starting 
in the late 1960s, Brazil succeeded in combining 
high protection with rapid export growth and 
an improvement in the composition of its 
manufacturing exports. It did so by using a 
combination of export incentives and gradual 
devaluation, adopting an import liberalization 
programme only in 1991. The interruption of 
its export boom in the mid-1980s was a 
consequence of the major problems created by 
the macroeconomic imbalances in the country, 
rather than of deficiencies in trade policies. 

Although Mexico designed its own export 
processing zones (the maquila programme) in 
the 1960s, development of its manufactured 
exports was limited for a long time and even 
experienced a major setback with the sharp rise 
in oil revenues and the greatly increased foreign 
indebtedness in the late 1970s and early 1980s. 
However, with an active exchange rate policy 
after 1982, Mexico experienced a boom in 
manufactured exports, effecting a large-scale 

130 See the studies cited in footnote 119, and Kwang-Suk Kim, "Trade and industrialization policies in Korea: An over
view", in Helleiner (éd.), Trade and Industrialization... (op. cit.). 

131 See Winston Fritsch and Gustavo Franco, Trade policy issues in Brazil in the 1990s, UNCTAD, Trade Policy Series, 
No. 4 (forthcoming); Winston Fritsch and Gustavo Franco, "Import repression, productivity slowdown and 
manufactured export dynamism: Brazil 1975-1990", and Jaime Ros, "Mexico's trade and industrialization experience 
since 1960", in Helleiner (éd.), Trade and Industrialization... (op. cit.); Adriaan Ten Kate, "El ajuste estructural en 
Mexico: Dos historias diferentes", Pensamiento Iberoamericano, No. 21 (January-June 1992). 
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transformation of its former import-
substituting sectors into export industries. The 
Government initiated a liberalization of 
imports in mid-1985, which was speeded up in 
December 1987. However, it continued to use 
QRs on imports to shelter some of its most 
successful export industries, particularly auto
mobiles, which will not be fully liberalized until 
1994. The growth of manufactured exports 
slowed down and was concentrated in fewer 
sectors after adoption of the liberalization 
programme. This has been the result of the 
significant appreciation of the currency which 
accompanied the stabilization programme that 
was adopted simultaneously with the import 
liberalization of December 1987. 

China is one of the most notable 
examples of a country with rapid growth in the 
1980s, based on a programme of measures 
adopted in the late 1970s.132 These included a 
significant devaluation of the currency; the 
decentralization of the management of foreign 
trade; an export contract system, by which the 
foreign trade corporations entered into 
contracts for the implementation of the plan (in 
terms of foreign exchange earnings, production 
costs for exports and total size of the trade 
deficit); the active use of Hong Kong's 
commercial agents and facilities; and the 
establishment of several Special Economic 
Zones (which did not make an important 
contribution to export expansion until the 
second half of the decade). Although foreign 
trade continued to be highly regulated and 
protected, real exports tripled in the decade 
following these reforms. 

Turkey was also able to transform many 
of its import-substituting sectors into export 
industries in the 1980s.133 Although a boom in 
manufactured exports was experienced in 
1970-1973, it was cut short by the real 
appreciation of the currency in the mid-1970s. 
The combination of a subsequent real 
devaluation and high export subsidies, 
including special incentives for foreign trading 
companies, led to a manufacturing export 
boom, starting in 1980. Although some export 
incentives have been reduced since the 
mid-1980s, they have been compensated for by 
increases in other incentives and remained high 
(just under 30 per cent) in 1990. Import 
liberalization was not adopted until exports had 

already begun to take off. Import QRs were 
reduced in 1984 but tariffs remained very high. 
In 1988, QRs were virtually eliminated and in 
1989 and 1990 tariffs were cut substantially. 
As in Mexico, however, these reforms coincided 
with a slowdown in the growth of 
manufactured exports, on account of a 
concomitant anti-inflationary programme, 
which brought about a real appreciation of the 
currency, starting in 1989. In consequence, the 
relative price incentive for exports was eroded. 

Malaysia is an example of a country 
which underwent rapid export growth in the 
1980s through the establishment of export 
processing zones.134 Together with other 
countries of South-East Asia, it has also 
enjoyed significant external economies resulting 
from the relocation of industrial operations 
from Japan and the leading newly industrialized 
countries of the region. This relocation has 
been brought about by the latter countries' loss 
of competitiveness in the most labour-intensive 
activities and by the imposition of non-tariff 
restrictions against them by developed 
countries. Although Malaysia has low 
non-tariff barriers and relatively low tariffs, 
domestic trade policies are not neutral. 
Effective tariff protection rose, particularly in 
the machine and capital goods sector, as a 
result of a heavy industrialization programme 
launched in the early 1980s. On the export side, 
taxes on many of the agricultural and mineral 
raw materials in which the country has a strong 
comparative advantage have been used to 
generate incentives to the processing of such 
materials; some of these were abolished only in 
1991. 

Costa Rica, with a small economy, has 
been able to resume moderate but stable 
growth after the collapse of the early 1980s.135 

This growth, based on a rapid diversification 
of exports towards non-traditional agricultural 
and manufactured goods, was assisted by a 
sharp real devaluation brought about through 
a crawling peg system; preferential access to the 
United States market under the Caribbean 
Basin Initiative; and intensive use of export 
subsidies, based on a system of export contracts 
between the Government and exporting firms. 
Under the export subsidy system, exporters 
may receive direct income tax cuts and rebates 
of 15-20 per cent on gross foreign sales, as well 

132 See Hong Wang, "Export promotion: Policy and performance in China", UNCTAD (mimeo), Geneva, 1992. 
133 See E r c a n Uygur , Policy, trade and growth in Turkey, 1970-1990, U N C T A D , T r a d e Policy Series N o . 6 (forthcoming). 

Mer ih Ce lasun , " T r a d e and industr ia l izat ion in Turkey : Initial condi t ions , policy and pe r fo rmance in the 1980s*, in 
Helleiner (éd.), Trade and Industrialization... (op. cit.). 

134 M o h a m m e d Ariff, The Malaysian external sector. Policy and performance, U N C T A D , T r a d e Policy Series, N o . 2 
(forthcoming). 

135 See Carlos Her re ra , "La aper tura gradual en Costa Rica a partir de 1983", Pensamiento Iberoamericano, No . 21 
(January-June 1992). 
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as the usual duty exemptions for imported 
inputs. Import liberalization was not 
introduced until 1986 and was only moderate; 
high effective protection rates remained the rule 
in the early 1990s. 

These country experiences, as well as the 
comparative performance of Chile and 
Colombia illustrated in box 3, indicate that ex
port success has involved at least three different 
strategies, or a combination of them: very ac
tive industrial policies and targeting; active 
management of the exchange rate and use of 
export subsidies (such as direct cash payments, 
preferential and subsidized export credits and 
income tax allowances) in the early stages of 
export growth; and the establishment of export 
processing zones. More generally, successful 
export growth has also involved maintaining 
competitive exchange rates and enabling 
exporters to acquire raw materials, intermediate 
goods and, in some cases, capital goods duty
free. 

Except for the imported inputs used by 
export sectors, import liberalization has been 
introduced only after the upturn of exports, 
sometimes well after the upturn. This suggests 

that trade reform should not only be imple
mented gradually, but should also follow a se
quence in which protection is reduced 
substantially only after rapid export growth is 
already in place, i.e. after export supply capa
bilities have been built up. Whereas exchange 
rate policies are crucial, the role of import lib
eralization in export success is less clear. 

Finally, it should be noted that rapid ex
port growth has been accompanied in some of 
the countries examined by sharp, even dra
matic, reductions in real wages. However, there 
is no clear pattern of the effects of trade policy 
reform on income distribution. The evidence 
from Colombia, the Republic of Korea and 
Malaysia shows that increasing real wages can 
accompany sustained export growth in the long 
run; the effects of real devaluation on this trend 
were marginal in the latter two countries. In 
constrast, in Mexico, Turkey and Chile real 
wages fell considerably in the early stages of the 
export boom. However, even in these countries 
the relative contribution of trade policies to this 
outcome is unclear because they were accom
panied by other, equally far-reaching, economic 
and political events. 

D. The phasing of reforms 

Based on the experiences of economic 
liberalization in developing countries since the 
1950s, the optimal nature of structural reforms 
and their link to macroeconomic policy has 
been extensively discussed.136 The early conclu
sions of work in this area were that macroeco
nomic stabilization should take place prior to 
structural reforms, including trade reforms. 
The several arguments in favour of this se
quence included the following: (I) higher rates 
of investment will reduce the burden of struc
tural adjustment, but investment is unlikely to 
be encouraged by the contractionary policies 
characteristic of stabilization periods; (2) 
macroeconomic instability may result in unsta
ble relative prices, which will give inappropriate 
incentives for the reallocation of productive re
sources; (3) an overvalued real exchange rate 
will continue to prevail if the fiscal deficit is not 
reduced beforehand and will jeopardize the re

sults of the structural reforms; and (4) balance 
of payments deficits should be brought under 
control prior to import liberalization because 
the latter is likely to generate additional strains 
on foreign exchange availability, which would 
be difficult to manage if macroeconomic con
ditions are not stable when the structural re
forms are launched. 

The experience of developing countries in 
the 1980s supports the view that macroeco
nomic stability - reflected, in particular, in only 
moderate inflation - is a necessary condition for 
successful structural change and for economic 
growth. Macroeconomic instability is charac
terized by constant changes in relative prices, 
variable macroeconomic policies and the possi
bility of profiting from speculation on changes 
in short-term conditions and policies. This is 
not an appropriate environment for investment 

136 See, for example (in chronological order) Anne O. Krueger, Foreign Trade Regimes and Economic Development: 
Liberalization Attempts and Consequences (New York: National Bureau of Economic Research, 1978); Sebastian 
Edwards, "The order of liberalization of the external sector in developing countries", Princeton Essays in International 
Finance, No. 156, December 1984; Michael Michaely, Demetrios Papagergiou, and Armeane M. Choksi, Liberalizing 
Foreign Trade: Lessons of Experience from Developing Countries (Oxford: Basil Blackwell, 1991); and Vinod Thomas 
and John Nash et. al.. Best Practices in Trade Policy Reform (Oxford: Oxford University Press, 1991). 
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Box 3 

TRADE POLICY AND GROWTH IN CHILE AND COLOMBIA IN THE LAST TWO DECADES 

Chile is the prototype of a country which switched early and rapidly from an extremely 
inward-oriented economic policy to a neutral regime in the 1970s. ' Colombia, on the other hand, 
has had a long tradition of protectionism and strong intervention in trade and foreign exchange 
management, although it has also mixed these policies with export promotion and gradual 
devaluation since the 1960s. ^ There was a gradual liberalization of imports from the early 1970s 
to 1982, but in the face of a balance of payments crisis this policy was sharply reversed in 
1983-1985. After 1985, it was resumed, but it was only in August 1991 that the traditional 
gradualist stand on liberalization was abandoned. 

The Colombian economy has grown faster and in a more stable manner than that of Chile, 
particularly in 1974-1981, despite slower export growth in that period (see the chart and the table 
below). Moreover, unlike Chile, growth in Colombia has been consistent with an improvement 
in income distribution. Both economies responded to the crisis of the early 1980s with a 
substantial real devaluation, but Colombia also increased tariffs, quantitative restrictions and 
export subsidies. Departing from its policies of the 1970s, Chile also introduced some export 
incentives and increased its uniform tariff level from 10 per cent to a peak of 35 per cent in the 
early part of the crisis, bringing it down again to 11 per cent by 1991. 

Despite protectionism and the collapse of prices of its major export (coffee), real export growth 
in Colombia in 1981-1991 was faster that than of Chile and its exports also diversified more 
rapidly. These results indicate that the cost to Chile of discarding the possibility of converting 
import-substituting industries into export industries was high, while Colombia was able to achieve 
export success gradually, based on a transformation of this sort. In both countries, diversification 
relied not only on large mining investments and on exchange rate incentives, but also on more 
direct incentives to non-traditional agricultural and manufactured goods, particularly in Colombia 
as regards to the latter. 

1 See Ricardo Ffrench-Davis, Patricio Leiva and Roberto Madrid, La apertura comercial en Chile 
(UNCTAD ITP 68), Trade Policy Series No. 1 (United Nations publication. Sales No. S.91.II.D. 18); and 
Patricio Meller, ""Review of the Chilean trade liberalization and export expansion process, 1974-90", in 
Helleiner (éd.), Trade and Industrialization... (op. cit.). 

2 See Jose Antonio Ocampo and Leonardo Villar, "Trayectoria y vicisitudes de la apertura económica 
colombiana", Pensamiento Iberoamericano, No. 21 (January-June 1992); and José Antonio Ocampo, 
Trade policy and industrialization in Colombia, 1967-1991", in Helleiner (éd.), Trade and 
Industrialization... (op. cit.). 
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Source: United Nations Statistical Office. 
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Box 3 (concluded) 

COMPARATIVE ECONOMIC PERFORMANCE OF CHILE AND COLOMBIA, 1975-1991 

Chile Colombia 

Indicators of trade 

Movement of the real exchange rate (1985 = 
1975-1981 
1982-1990 a 

Average tariff (unweighted) (percentage) 
1975-1981 
1982-1990 

Extent of quanti tat ive import restrictions b 

1975-1981 
1982-1990 

Average export subsidy (percentage) 
1975-1981 
1982-1990 

Indicators of 

100) 

economic 

regime 

169 1 
104 1 

22 3 
17.5 

-

performance 

Per 

114.2 
89 0 

36 0 
39 7 

46 3 
56.8 

12.3 
18.4 

cent per annum 

Real GDP growth 
1974-1981 3.6 4.5 
1981-1991 2.7 3 3 

Real export growth 
1974-1981 9.2 4.1 
1981-1991 7.4 8.2 

Source: Ffrench-Davis e?. a/., op. cit.; Ocampo and Villar, op. cit., and national accounts data of the 
United Nations Statistical Office. 
The fall in the index in 1982-1990 indicates a real depreciation with respect to 1975-1981. 
Average annual percentage of the total number of tariff lines that were subject to non-auto
matic import licensing. 

a 
b 

and growth. The experience of many Latin 
American and African countries suggests that 
growth is unlikely to be resumed unless macro-
economic stability is guaranteed. Brazil is a 
notable example of how macroeconomic insta
bility - associated primarily with unsettled fiscal 
conditions in this particular case - can hamper 
a successful structural transformation: since the 
mid-1980s, the country has experienced a sharp 
slowdown in the rapid rate of growth of exports 
that it had enjoyed since the late 1960s. At the 
same time, experience has also shown that 
macroeconomic stability, while it is a necessary, 
is not a sufficient, condition for economic 
growth. 

In the face of such frustrating experi
ences, policy recommendations have increas
ingly favoured ultra-shock treatment, in which 
major stabilization policies and structural re
forms are adopted simultaneously, thus break
ing the traditional sequence that used to be 
suggested. This "big bang" approach has been 

defended on three main grounds: first, overall 
credibility is enhanced; secondly, conditions for 
sustained growth should be laid down early in 
the process; and thirdly, an open trade regime 
imposes discipline on economic agents, which 
is a great support to the stabilization effort. 

- Experiences with the "big bang" approach 
are not encouraging. The earliest example 
(which was mild by later standards) was Chile 
in the mid-1970s; the result was that economic 
growth remained moderate and unstable for a 
long period. Bolivia also adopted a large-scale 
stabilization-cum-liberalization programme in 
1985. Hyperinflation was stopped, but 
economic growth remained under 3 per cent per 
annum over the period 1986-1991. More recent 
experiences in Latin America have pointed to 
some of the more dangerous effects of this 
approach. In particular, in those countries 
where a "big bang" has been used to stop 
hyperinflation, a common characteristic has 
been massive overvaluation of the domestic 
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currencies. Such a result is particularly 
unsatisfactory because expectations of 
devaluation may continue to fuel inflation, and 
also because structural adjustment then be
comes extremely painful. 

The tendency to mix structural adjust
ment policies with anti-inflationary 
programmes is much more general than the 
"big bang" episodes may indicate. Major trade 
reforms were adopted as part of essentially 
anti-inflationary packages in Mexico in 1987, 
in Turkey in 1989-1990 and in Colombia in 
1991. In these cases also, real appreciation was 
a by-product of the programme, simultaneously 
reducing the incentives to both import substi
tution and exports. In all these countries, rapid 
export growth slowed down after the stabiliza-
tion-cum-trade reform programme was 
adopted. The more traditional prescription, 
which would recommend increasing the 
incentive to export in order to facilitate overall 
structural adjustment in the face of contracting 
import substitution activities, would seem more 
appropriate. 

Political consensus is perhaps the major 
requirement for long-term credibility, and thus 
for the stability, of reforms. A major disadvan
tage of shock treatment is that it increases both 
the contractionary and the adverse balance of 
payments effects of reforms. It therefore in
creases both short-term political resistance to 
reforms and the likelihood that policies will be 
reversed as a result of foreign exchange con
straints, making the "credibility" and "political 
economy" arguments in favour of shock treat
ment intrinsically contradictory. In any case, 
the generalized positive attitude to market-
oriented structural reforms in recent years, to
gether with the more elastic supply of 
international finance that has usually accom
panied the adoption of structural reforms, indi
cates that the credibility issue is no longer as 
important as it was when liberalization in the 
developing world was the exception rather than 
the rule. Under current world conditions, re
sistance to reforms is perhaps less "credible" 
than their adoption. 

With respect to structural reforms as 
such, it has been generally argued that trade 
reforms should take place prior to the liberali
zation of international capital flows.137 In some 
countries, such liberalization may result in 
capital flight, thereby endangering the fragile 
balance of payments situation which accompa
nies the liberalization process. In others (e.g. 
the Southern Cone of Latin America in the late 
1970s and early 1980s), the elimination of con

trols on foreign borrowing generates massive 
capital inflows. Such inflows, in turn, cause an 
unstainable growth of external debt, which re
sults in large risk premiums and, consequently, 
high domestic interest rates. They also induce 
an appreciation of the currency, and thereby 
endanger export growth, the major target of 
trade reform. 

Indeed, the liberalization of the interna
tional capital market, in particular of rules for 
contracting foreign indebtness, has been widely 
used in the past as a mechanism to finance 
payments deficits associated with currency 
overvaluation, as a result of either 
expansionary monetary policies or of anti-
inflationary programmes which use the ex
change rate as an anchor for the price level. 
Among recent experiences surveyed in this 
chapter, massive capital inflows have been a 
major factor underlying recent real appreci
ations of the domestic currencies of Chile, 
Colombia, Mexico and Turkey. The extent of 
the appreciation has varied greatly, having been 
substantial in the latter two countries and more 
moderate in Chile and Colombia, which have 
also been the countries which established re
strictions on such flows. In the late 1970s and 
early 1980s, real appreciations supported by 
capital inflows ended up in disaster. It is un
clear whether in current conditions such a pol
icy will lead to a different result, as is 
optimistically predicted for some countries (e.g. 
Argentina and Mexico).138 

In general, greater freedom for capital 
movements introduces additional uncertainty 
and leads to a more erratic behaviour of the 
balance of payments and the exchange rate. 
This makes for a confusing variety of signals 
regarding the allocation of resources and 
thereby weakens the expected response to 
structural reforms. Hence, mechanisms to re
duce such vulnerability may be necessary, ei
ther in the form of permanent exchange 
controls (particularly on capital movements), 
dual exchange rates or some form of tax on 
capital flows (for instance, reserve require
ments, as were recently imposed in Chile). 
However, exchange controls may generate 
considerable distortions if they are used as per
manent substitutes for, rather than comple
ments, to adequate exchange rate and demand 
management. 

In favour of gradualism in trade policy 
reform, it has usually been argued that adjust
ment costs are high and that rapid liberali
zation may lead to an irreversible loss of 
capital, labour skills and technological capabil-

137 For a discussion of external financial liberalization, see TDR 1991, Par t T w o , chap . I l l , sect. F . 
138 See the discussion of this subject in Part T w o , annex II. 
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ities. As indicated above, static and dynamic 
of economies of scale raise these costs and 
make it more likely that such capital, skills and 
technology can be usefully employed in pro
moting the export sector. In favour of "shock 
treatment", it has been argued that gradualism 
may not be "credible" in that it may allow re
sistance to liberalization to build up and to 
generate political conditions which would lead 
to a reversal of policies. 

With respect to the specifics of trade lib
eralization, it has been argued that QRs should 
be eliminated early in the reform process and 
replaced by tariffs having the equivalent effect. 
The reason for this is that QRs eliminate the 
price mechanism and provide the recipients of 
the quota or licence with an economic rents 
from the scarce imports they are able to secure. 
Tariffs are preferable, it is argued, because they 
are more transparent and the revenue accrues 
to the Government. 

There are three reasons why the general 
presumption against QRs may be invalid. 
First, QRs are a very useful temporary balance 
of payments device, as recognized in such 
international agreements as GATT. Indeed, 
they may be useful in reducing the short-term 
inflationary and contractionary effects of de
valuation and as a temporary complement to 
gradual devaluation and demand policies (as 
indicated by the experience of Colombia in the 
mid-1980s). Secondly, QRs function as a 
"hard" signal to economic agents and may be 
useful if complemented by other "hard" signals 
(e.g. export targets) in order to generate ad
justment when marginal price signals do not 
induce the desired outcome. Finally, under 

imperfect competition, price rigidities and un
certainty, it is generally accepted that tariffs 
and QRs are not equivalent and that 
"tariffication" of QRs is not always a real al
ternative. Moreover, in practice, many tariff 
items include a heterogenous group of goods 
and it is impossible to do the "tariffication" 
without generating adverse effects.139 

None the less, the generalized, permanent 
use of QRs which has been the normal practice 
in many developing countries can generate 
monopoly profits, corruption and other adverse 
effects, especially if they are used as permanent 
substitutes for exchange rate and demand poli
cies. Consequently, their virtues have to be 
considered in the light of the specific economic 
and political circumstances. 

Overall, the evidence suggests that a more 
traditional sequencing is preferable to the cur
rent inclination to mix together stabilization 
and structural reforms. The experiences re
viewed in the previous section suggest that im
port liberalization should be adopted only when 
substantial export success has been guaranteed. 
It should also be gradual, as export supply ca
pabilities are rarely generated rapidly, and it 
should be accompanied by active industrial 
(and agricultural) policies. Some degree of 
control on capital flows should also be main
tained. The speed of the reforms, the relative 
weights to be given to tariffs and non-tariff 
measures, the alternative forms of industrial 
policy adopted, the different mechanisms to 
control capital inflows and the resulting impor
tance of interventionism in the overall 
programme all have to be evaluated on the ba
sis of specific domestic conditions." 

139 This is particularly so for intermediate and capital goods, where many qualities (or even different goods) are often 
included in the same tariff item. In such cases, tariffication could in principle grant a similar level of protection tothe 
domestically produced goods, but only at the cost of increasing the expenses of those sectors which use other inter
mediate and capital goods included in the same item and which may not necessarily be close substitutes. Because of 
the lack of information, the only real alternative is to disaggregate the tariff item, but this is a time-consuming and 
complex task. After extensive discussion of these issues in the context of Colombian liberalization, it was decided that 
tariffication was only possible for consumer goods (and possibly also for very homogeneous intermediates, such as 
agricultural goods), but that QRs for intermediate goods in general and for capital goods should be temporarily 
maintained. 
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Chapter II 

REFORMING PUBLIC ENTERPRISES 

A. Introduction 

It is generally agreed that in most devel
oping countries public enterprises (PEs) have 
performed poorly, and need to be radically 
overhauled in order to accelerate economic 
growth. However, there is less agreement on 
the nature of the reforms needed. On one view, 
they should be directed at reducing the role of 
the State in the economy and freeing the pri
vate sector to operate on the basis of incentives 
and market mechanisms generally. This view 
puts special emphasis on privatization. 

On another view, while poor performance 
by PEs is widespread in developing countries, 
such enterprises are not always poor perform
ers: many of them have played a strategic role 
in industrialization and helped to attain a vari
ety of objectives. Moreover, in some cases the 
objectives sought cannot be achieved through 
private ownership; nor can the objectives 
themselves be abandoned. Experience has 
shown that privatization of PEs is desirable in 
some instances, but not in others. In any 
event, a good deal of public ownership is likely 
to endure, especially in economies undergoing 
transition from an initial position of pervasive 
State ownership. The question is therefore how 
to ensure that PEs operate efficiently. 

Whichever viewpoint is adopted, restruc
turing PEs must play a central role in the re
form process. Success here, as in privatization, 
will depend on a correct diagnosis of the nature 

and origin of the problems. The main purpose 
of this chapter is to set out the analytic frame
work for such a diagnosis. 

Section B starts with a brief description 
of the size and activities of PEs in both devel
oped and developing countries, and goes on to 
discuss why PEs were established in the first 
place and what objectives they are expected to 
serve. Section C examines the question of per
formance. It starts by discussing how the per
formance of PEs should be measured and then 
surveys the quantitative evidence on their per
formance and on differences between public 
and private enterprises, in developed countries, 
on the one hand, and developing countries, on 
the other, as well as differences among sectors. 
Section D discusses the main factors influenc
ing the performance of enterprises, whether 
public or private. The factors discussed include 
the tightness of the "budget constraint" and fi
nancial discipline; patterns of ownership and 
control; the extent of political influence and 
corruption; and the impact of market structure 
and competition. Section E discusses organ
izational reforms, concentrating on objectives, 
autonomy, control and incentives, and policy 
reforms, especially as regards financing, pricing, 
and pay and employment. A final section 
draws some conclusions from the foregoing 
discussion and from evidence of the outcome 
of recently undertaken programmes for PE re
form in developing countries. 
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B. The characteristics of public enterprises 

1. Importance in the economy 

Public enterprises in developing countries 
operate in almost all sectors of the economy, 
but the sectoral pattern varies considerably 
among countries and with the level of economic 
development.140 In low-income agricultural 
countries marketing boards have occupied an 
important position, while in mineral-rich coun
tries, PEs have been important in mining and 
petroleum production. Almost everywhere 
railway and air transport and telecommuni
cations have been organized around PEs. State 
ownership in the energy sector has also been 
widespread in developing countries. In manu
facturing, PEs have usually been concentrated 
in industries such as steel, cement, chemicals, 
pharmaceuticals, shipbuilding, motor vehicles 
and transport equipment. But in many coun
tries they have also been involved in the pro
duction of non-durable consumer goods such 
as sugar, beverages, tobacco, textiles and 
footwear. 

There have been some common patterns 
among the developing countries regarding 
ownership and markets of PEs. In heavy in
dustry, transport and communications PEs 
have generally enjoyed a monopolistic position, 
but in other industries they have often operated 
side-by-side with private enterprises. Public 
monopolies have usually been fully owned by 
the State, whereas elsewhere joint ownership 
with the private sector has not been uncom
mon. 

The size of the public sector's controlling 
stake in an enterprise can range from 100 per 
cent to a minority shareholding of less than 50 
per cent. The structure of both public and pri
vate shareholdings in a PE may differ in the 
same way as ownership patterns in a private 
enterprise. Private sector stakes in a PE may 
thus be large and concentrated on a few own
ers, or small and widely dispersed. Equally, 
public control over an enterprise can be exerted 
by a single or several government institutions 
(for example, by both a central and a local 
authority) or by a public holding company with 
a certain degree of independence. But it may 
also involve different forms of cross 
shareholdings among public enterprises. 

In developed countries, PEs have usually 
been the only firms in utilities such as postal 
services, railways and telecommunications; in 
many countries electricity, gas and civil avi
ation have also been in the public sector. 
Competition between public and private enter
prises has been found in sectors such as rail
ways, steel, broadcasting, pulp and paper, 
automobiles, trucking, shipbuilding and aer
onautical industries in a number of developed 
countries (e.g. United Kingdom, Canada, 
France, Germany, Italy and Spain). 

PEs have held an important place in the 
postwar period in a variety of developed and 
developing countries with differing economic 
performance, political regimes and philoso
phies. Available data for the 1970s and early 
1980s indicate that in developing countries the 
share of PEs in GDP was about 10 per cent and 
in total gross investment 27 per cent. In the 
developed countries their share in GDP was 

no Public enterprises are enterprises which are wholly or partially owned and/or controlled by a government 
authority as a trustee for the community. There is no generally agreed terminology to denote enterprises partly 
or entirely owned, subsidized and controlled by different layers of Government or managed in the public interest. 
Terms such as Government-owned, State-owned, publicly-owned or State economic enterprises often reflect more the 
ideological position of authors and institutions dealing with public sector issues than differences in definition. More
over, the borderline between government agencies, parastatals and public enterprises is not always easy to draw. In 
general, control has been considered to be more important than ownership in defining the public nature of an enter
prise. As subsidization of entirely privately-owned enterprises sometimes causes the enterprise to be controlled by the 
subsidizing authority, even such types of enterprise could be considered public. For a discussion of ownership, sub
sidization and control as criteria for public enterprises see W.G. Shepherd, Public Policies Toward Business 
(Homewood, 111.: Richard D. Irwin, seventh ed. 1985), p. 441. On definitions also see IMF, A Manual on Government 
Finance Statistics (Washington, D C : International Monetary Fund, 1986), pp. 20-22; M. Shirley, "Managing 
State-Owned Enterprises", World Bank Staff Working Paper, No. 577, Washington, D C , 1983, p. 2; V. Powell, 
Improving Public Enterprise Performance (Geneva: International Labour Office, 1987, Management 
Development Series No. 22), p. 5. 
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similar, but in total gross investment consider
ably lower (11 per cent).141 2. Objectives of State ownership 

Ideology and political philosophy have 
not been the only factors determining the size 
of the public sector in developing countries. 
For instance, PEs have had much the same rel
ative importance in Kenya and Côte d'Ivoire 
as in Algeria, Egypt and the United Republic 
of Tanzania. In general, the public sector has 
tended to be more pervasive in low-income 
countries. In Africa the shares of PEs in GDP 
and investment were about 17.5 per cent and 
33 per cent respectively during the 1970s, and 
in many African countries the share of PEs in 
value added in manufacturing exceeded 50 per 
cent. PEs have been as important (if not more 
important) in the early development of the 
Asian "success stories", such as Taiwan Prov
ince of China and the Republic of Korea, as in 
Argentina, Brazil, India, Mexico, Philippines 
and Peru; for instance, in Taiwan Province of 
China PEs accounted for one third of total 
gross investment in the period 1950-1975. 

In the seven major industrial countries, 
the average share of public utilities in industrial 
value added during 1980-1987 varied from 10.0 
per cent (Japan) to 12.5 per cent (Canada), and 
in gross industrial capital formation from 10.9 
per cent (Italy) to 18.7 per cent (Canada).142 

In some countries, such as the United States, 
public ownership is unimportant outside utili
ties; in that country the entire PE sector ac
counted for only 5 per cent of total capital 
formation but in a number of other developed 
countries (e.g. Australia, Austria, Norway and 
the United Kingdom) the proportion was close 
to 20 per cent. In four Western European 
countries (Austria, France, Italy and Sweden) 
where State ownership has been important, PEs 
in 1982 accounted for 22.5 per cent of total in
dustrial output, 27.2 per cent of gross invest
ment and 18.2 per cent of employment.143 

Again, of the 500 largest industrial corpo
rations (other than those of the United States) 
on the Fortune list for 1990, 49 were PEs (15 
from developing countries and 34 from 
developed countries), accounting for more than 
10 per cent of the total sales, assets and 
employment of the 500 firms. 

Objectives of public ownership of enter
prises are diverse. The most important reason 
for PEs is the failure of certain markets to en
sure the attainment of a number of social and 
economic objectives. This failure may arise ei
ther because such objectives are incompatible 
with private ownership and the profit motive, 
or because the markets in question lack the full 
range of mechanisms needed to attain them. 

One important instance of market failure 
arises when the scale of investment needed for 
efficient production is too large for private en
trepreneurs to undertake with their own re
sources, and the necessary finance cannot be 
mobilized because capital markets are underde
veloped. Another example is when productivity 
is gained through "learning by doing" over time, 
but only after initial losses. Capital markets 
and/or private entrepreneurs may be unwilling 
or unable to take a sufficiently long view for 
such investments to be made. In some such 
cases, the Government has helped the private 
sector raise the necessary resources or sup
ported it with subsidies. But in others it has 
stepped in and established PEs, particularly 
where it was considered that there was room for 
only one firm in the industry or where the pri
vate sector's response to support and subsidies 
was disappointing. 

"Externalities" are another reason for es
tablishing PEs. For instance, firms that are pi
oneers in a particular industry generate useful 
information for other potential investors and/or 
business for other enterprises; while they pay 
the costs, they cannot always reap a sufficient 
share of the benefits to make the investment 
worthwhile. This impedes entrepreneurial risk-
taking and innovation by the private sector, 
and explains why many Governments have 
chosen to establish PEs. 

HI See R. Short, "The Role of Public Enterprises: An International Statistical Comparison", in R. Floyd, C. Gary, and 
R. Short (eds.), Public Enterprises in Mixed Economies: Some Macroeconomic Aspects (Washington, D C : 
International Monetary Fund, 1984), table 1. While it is true that PEs generally operate in more capital-intensive 
sectors and employ more capital-intensive techniques than private enterprises, the figures cited do not necessarily imply 
that this difference is more accentuated in developing countries; current output depends on the existing stock of capital, 
not on the addition to it (i.e. investment). 

142 See H. Oxley, M. Maher , J .P. Martin, and G. Nicoletti, "The Public Sector: Issues for the 1990s", Working Paper, 
No. 90, O E C D Depar tment of Economics and Statistics, Paris, December 1990, table 16, p . 53. 

143 See M.A. Ayup and S.O. I legs tad, Public Industrial Enterprises: Determinants of Performance, Industry and Finance 
Series, vol. 17, World Bank, Washington, D C , 1986, table SA-2; "The Role of the Public Sector", OECD Economic 
Studies, No. 4 (Spring 1985), tables 20 and 21. 
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Direct government intervention is also 
warranted where there is a natural monopoly; 
that is, where the technology requires a single 
firm to take the whole market. This has often 
been the case in utilities such as telephone and 
electricity services. In a few countries the dan
ger of overpricing and associated capacity 
underutilization has been dealt with by fran
chising private firms and imposing price limits. 
But in most, public ownership has been pre
ferred. 

In practice, distributional and allocative 
considerations have also been very important. 
Thus, PEs have also been set up where the pri
vate sector has not responded as expected to 
incentives to invest in less developed regions 
(e.g in southern Italy), or to improve the eco
nomic position of an ethnic group in the society 
(e.g. in Malaysia). Poverty alleviation by gen
erating employment in PEs has often been a 
priority. PEs in developing countries (as well 
as in socialist economies) have often provided 
a social security network. Wages for unskilled 
workers in the public sector are typically higher 
than in the private sector, public employees 
have better access to health insurance and old 
age pensions, and frequently benefit from edu
cation and housing grants and even from sub
sidized holidays and entertainment. 

Providing essential consumption goods 
and intermediate inputs at a low price has also 
been a major motivation. Many Governments 
in developing countries have found it more 
practicable to do this through PEs than 
schemes involving taxation, subsidies and other 
types of government spending. Heavy involve
ment of the public sector in wage goods and 
intermediate input industries has been a cor
nerstone of the industrialization strategy in 
many developing countries. Considerable sup
port has been given to the private sector 
through provision of subsidised intermediate 
inputs. For instance, in 1980 in Turkey about 
two-thirds of the gross output of industrial PEs 
consisted of intermediate inputs and 30 per cent 
of essential consumption goods sold, in large 
part, at subsidised prices. A similar pattern was 
also observed in Tunisia.144 Moreover, PEs 
have taken minority shares in private compa
nies to support their growth: for instance, in 
Tunisia in the 1980s there were 370 private 
corporations with minority public shares, in 
Turkey 271 and in Morocco 179. Finally, in 
both developed and developing countries PE 

procurement policies have been used to pro
mote "learning by doing" by private firms; for 
instance, in Japan high-technology industries 
were for many years helped by the procurement 
policy of Nippon Telegraph and Telephone 
(now privatized). 

In some cases, PEs have been established 
to alter price determination and resource allo
cation within the private sector. Thus, damp
ening fluctuations in the prices of certain 
important products in the agricultural sector, 
and influencing production and investment de
cisions and income distribution are the under
lying reasons for marketing boards in 
commodity-dependent economies. Similarly, 
State-owned banks have been extensively used 
to influence the cost and allocation of credit 
among various sectors and regions. 

Obtaining budget revenues has sometimes 
been another reason for establishing PEs, espe
cially in mining and petroleum and particularly 
in countries with weak tax administration, such 
as many commodity-dependent countries; it is 
much easier to tax such earnings when output 
is purchased, distributed and exported by a 
State-owned marketing board. Indeed, in many 
such countries export taxes collected in this 
way account for a major share of government 
revenues.145 

While the above considerations have been 
important in the postwar period, the initial ex
pansion of the public sector in many countries 
was mainly due to nationalization. In some 
cases this transfer from the private to the public 
sector was done on purely economic grounds, 
for instance to allow development of local 
technological, management and know-how ca
pabilities. But ideological and political factors 
were also important. For instance, in the 
United Kingdom many firms were nationalized 
after the accession to power in 1945 of a 
Labour Government, and in Austria, France 
and Italy the State expropriated firms owned 
by "collaborators". In developing countries, 
the nationalization was directed at foreign firms 
(although in some, e.g. Morocco, foreign-
owned assets were transferred to the local pri
vate sector). Nationalization of domestic 
enterprises has been much less widespread, but 
there have been significant exceptions (e.g. 
Chile in the early 1970s and Egypt in the 
1960s). 

144 See K. Boratav, Turkiye Ikiisat Tarihi, 1908-1985 (The Economic History of Turkey) (Istanbul: Gercek, 
1988); and S. Aouadi, "Privatisation, crise économique et défis du système productif en Tunisie" (IEDES, 
Paris, 1989 (mimeo)). 

145 See TDR 1989, Part One, chap. IV, sect. B. 
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In many developing and developed coun
tries rescue operations by the State resulted in 
de facto nationalization of private enterprises, 
often despite the Governments' political 
philosophy - for instance, in the Southern Cone 
of Latin America during the late 1970s and 
early 1980s. In Italy, many PEs were formed 
in the 1930s when the State undertook to res
cue large private corporations on the brink of 
bankruptcy (giving birth to the Institute for 
Industrial Reconstruction, responsible for the 
overall administration of PEs in Italy) or again, 
in the 1950s some local governments in the 
United States took over urban transport com
panies facing serious financial difficulties. In 
Greece, 43 virtually bankrupt private compa
nies were nationalized between 1983 and 
1987. 

and economic supply of iron and steel products 
in such quantities and at such prices as may 
seem to them best calculated to meet the rea
sonable demands of customers and to further 
the public's interest".147 

Even where the objectives have been 
set more precisely, the operation of PEs has not 
always been consistent with them. Once es
tablished, PEs are often subject to a variety of 
influences which frequently cause them to be 
used for pursuing in their day-to-day oper
ations other objectives than those which had 
originally given rise to public ownership. This 
is a particular problem in developing 
countries where political instability is high 
and changes in administration are often 
radical. 

While nationalization of foreign-owned 
assets and domestic private enterprises, to
gether with rescue operations, has played some 
role in the expansion of the public sector, the 
most important factor has been the fast pace 
of public investment. In some countries (e.g. 
India) this was because the private sector was 
not allowed to invest (and divest) freely in a 
number of industries. In others, however, it 
was a lack of entrepreneurship and capital (as 
well as the necessary human resources and 
physical infrastructure) that was responsible for 
a slow pace of private capital accumulation. 
Indeed, in most countries private enterprises 
became dynamic only after a certain level of 
development had been attained. 

In some cases PEs have continued to op
erate even when their original rationale (e.g. 
lack of private capital and entrepreneurship) no 
longer held, because in the meantime they had 
been assigned other objectives, or because of 
administrative inertia. However, there are also 
examples where the enterprises have been 
adapted to changing needs in the course of 
economic development. In the Republic of 
Korea, for example, the State reduced its activ
ity in sectors where the private economy had 
attained a certain level of dynamism, i.e. man
ufacturing and finance, while concentrating PE 
activity in other sectors supporting private in
dustry, such as energy, transport and commu
nications.148 

The multiplicity of objectives of PEs has 
often made it impossible to spell out explicitly 
the objectives of individual enterprises. For 
instance, in the United Republic of Tanzania 
the law establishing the Development Corpo
ration stated that "the business of the Corpo
ration shall be to facilitate and promote the 
economic development of Tanzania", and a 
similar law in Uganda stated that the objective 
of the Development Corporation was "to facil
itate the industrial and economic development 
of Uganda".146 Similarly, the British Steel Cor
poration was established "to promote efficient 

In some countries Governments have 
used PEs to achieve macroeconomic objectives. 
They have served, particularly in developed 
countries (e.g. the United Kingdom and Spain), 
to create employment (not only directly, but 
also indirectly, through investment) during 
economic downturns. Similarly, pricing policies 
of PEs have been widely used for anti-
inflationary purposes. This policy overload, 
together with the ambiguities surrounding ob
jectives, has significantly impaired the perform
ance of individual PEs, a subject which is taken 
up in the next section. 

146 J O . L'doji, "Some Measures for Improving Performance and Management of the Public Enterprises', in A.H. 
Rweyemamu and G. Hayden (eds.), A Decade of Public Administration in Africa (Nairobi: East African Literature 
Bureau, 1975), pp. 241-242. 

147 Y. A h a r o n i , "Manage r i a l Discret ion", in R. V e r n o n and Y. A h a r o n i (eds.), State-Owned Enterprise in the Western 
Economies ( L o n d o n : C r o o m Helm, 1981), p p . 185-186. 

148 See M. Shirley, "Improving Public Enterprise Performance - Lessons from Korea", Policy, Planning, and Research 
Working Paper, N o . 312, World Bank, Washington, D C , October 1989. 
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C. Performance of public enterprises 

1. Concept and measurement of 
performance 

Measuring the performance of PEs serves 
two purposes. For one thing, it helps to deter
mine the impact of the operation of PEs on the 
budget, and for another, it is indicative of their 
efficiency in attaining objectives. Recent dis
cussion of this subject has tended to concen
trate on PEs' deficits and borrowing 
requirements. However, neither for private nor 
for public enterprises are these reliable per
formance indicators. 

A deficit arises when the total revenues 
of an enterprise fall short of its total expendi
tures, including investment. Consequently, it 
may be due to losses on current account, or to 
an excess of investment over internally gener
ated resources (i.e. undistributed profits or 
savings). Being principal investors in industry 
and commerce, business corporations normally 
run deficits, which are ultimately financed by 
household surpluses. Likewise, the extent to 
which a firm finances its investment with inter
nal rather than external funds is no indicator 
of its efficiency. Its resort to external financing 
will depend on its investment programme, the 
pattern of corporate ownership and the struc
ture of the financial system. Other things being 
equal, the rate of retention of profits and de
pendence on internal financing tend to be 
greater (and the dividends smaller) where the 
firm's ownership and management are not sep
arated, since less attention needs to be paid to 
how its shares are valued in the market. But 
new corporations also often have to operate 
with high leverage and to seek external financ
ing until they have accumulated considerable 
profits. Perhaps for that reason, corporate 
deficits and external financing of corporate in
vestment have tended to be more pronounced 
in countries that are latecomers to industrial
ization. For instance, during 1970-1985 re
tentions met 58 per cent of corporate 
investment in Japan compared to 70 per cent 
in Germany, 86 per cent in the United States 
and more than 100 per cent in the United 
Kingdom.149 

The losses or low rates of return on in
vestment recorded by PEs are often taken as 
indicating lack of efficiency. However, profit
ability is not always an appropriate perform
ance indicator even for private enterprises. It 
can be particularly misleading for those PEs 
that pursue explicit non-commercial objectives 
to compensate for a divergence of social bene
fits from private ones. 

There are a number of serious technical 
difficulties in measuring profitability. There is, 
for instance, no consensus on the appropriate 
measure (i.e. operating surplus, or rate of re
turn on assets or equity) or on accounting pro
cedures. Besides, short-term profits and losses 
say little about the long-term performance of 
an enterprise. One enterprise may have low 
current profits because it has recently under
taken a dynamic learning process which will 
generate considerable profits in the future, 
whereas another enterprise may be generating 
high current profits at the expense of research 
and development or because of an inappropri
ate depreciation strategy. 

Many large PEs are organized in the form 
of joint stock companies and often the bulk of 
their shares are held by private owners. How
ever, it is generally not possible to rely on stock 
market valuation of companies. In developing 
countries, stock markets are underdeveloped 
and most company shares (including those of 
PEs) are not traded. Moreover, stock prices do 
not accurately reflect long-term profitability, 
being often dominated by the firm's most re
cent profit figures. These considerations are 
particularly important in evaluating the per
formance of PEs because such enterprises usu
ally undertake longer-term tasks. Therefore, it 
is necessary to concentrate on the evolution of 
profits over time rather than on their level at 
any particular moment. 

More important, the financial outcome 
does not gauge the social costs and benefits of 
the firm's activities. As noted above, PEs often 
pursue distributive policies in order to attain 
broader social and economic objectives and can 
generate considerable positive externalities for 
the private sector. The fact that such activities 
are commercially unprofitable does not neces
sarily mean that they are socially undesirable. 

149 See C. Mayer, "Myths of the West. Lessons from Developed Countries for Development Finance", Ibid., No. 301, 
Washington, D C , November 1989. 
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Even when the PE does not pursue non
commercial objectives, the relevant concept of 
profits will be different if social and private 
costs and benefits diverge. Indeed, an assess
ment of an enterprise in terms of social costs 
and benefits of its activities will differ from a 
private (or market) assessment based on private 
costs and benefits whether the enterprise is 
publicly or privately owned, and whether or not 
it is pursuing social objectives; that is why 
Governments also interfere with markets and 
support private enterprises through active in
dustrial policies. There are many instances 
where private costs are social benefits and pri
vate benefits are social costs. For instance, for 
a private company taxes (both direct and indi
rect) represent a cost. Profitability and divi
dends can be raised by lowering tax payments, 
and private corporations often expend re
sources to minimize taxes. For a PE, however, 
taxes are simply one type of transfer from the 
enterprise to the Government (its shareholder). 
However, this is often overlooked in assessing 
the performance of PEs and comparing them 
with private enterprises - a factor that weighs 
heavily against the public enterprise sector, 
which usually does not engage in tax minimi
zation or tax evasion.150 

Similarly, the prices actually paid and re
ceived by PEs may not be the right basis on 
which to assess the social costs and benefits of 
their activities. A PE may be able to earn large 
profits simply because it enjoys privileged ac
cess to cheap imports through an overvalued 
exchange rate, or monopolistic/oligopolistic 
market power either as a seller (e.g. electric 
power) or as a buyer (e,g. sugarbeet or to
bacco). A World Bank study has noted that 
"some of the more profitable public industrial 
enterprises in Ghana ... owe their financial suc
cess almost wholly to monopolistic positions 
and to very high levels of protection from for
eign competition, and they have negative value 
added at international prices".151 In some 
countries the market power enjoyed by PEs has 
been countered by government control over 
their pricing policy that has prevented them 
from raising prices even when it was justified. 
More recently, however, there has been a tend
ency to use market power to improve financial 
performance; many loss-making PEs have 
raised their prices and earned very large profits 
without improving their efficiency. 

It is possible in theory to design an alter
native measure of profitability for enterprises, 
both public and private, taking into account 
externalities and market power, thus allowing 
for their "social profitability".152 This would 
require valuation of inputs and outputs at 
prices that reflect social costs and benefits. 
Similarly, social costs and benefits that do not 
appear among the outlays and receipts of the 
enterprise (i.e. externalities) should be identi
fied and valued. When multiple (including 
conflicting) objectives are being pursued, these 
need to be weighed and summed to obtain an 
overall measure of performance. In practice, 
however, these tasks are almost insurmount
able. It is technically very difficult to measure 
social benefits of externalities and distributional 
objectives, and identify monopolistic/ 
monopsonistic practices. Moreover, ambigui
ties and inconsistencies in the objectives pur
sued can make it hard to measure the extent of 
their attainment. In any event, it would be 
necessary to make value judgements about the 
social costs and benefits. 

However, there is much merit in looking 
at the stream of output (value added) instead 
of profits to assess performance, since what 
matters is the total amount of value added 
generated by a given level of investment, rather 
than its distribution between labour and capi
tal. Such a measure regards excessive employ
ment and/or wage bill in a PE as a problem 
only if it reduces output generated by existing 
capacity. True, a greater share for profits may 
result in a higher level of future output and 
consumption (but lower level of current con
sumption) by making possible a faster rate of 
accumulation. However, it is not a question 
of PE efficiency. Rather, it raises the question 
whether such an objective is desirable for social 
welfare (which necessitates subjective and poli
tical judgements), and whether this is the best 
way to attain it (which requires assessment of 
policy alternatives). Concentrating on output 
may be justified when there is unemployment 
in the economy, for then the opportunity cost 
of excess employment will be zero or negligible. 

There are, however, difficulties with this 
measure too, especially when the enterprise is 
expected to generate revenue for the budget 
(such as tobacco and alcohol monopolies and 
petroleum companies) or provide low-cost in
puts (e.g. fertilizers, steel, and energy) to pri
vate producers; in such cases the input costs 

150 For instance in measuring the net claims from the budget, the World Bank excludes PE taxes to the Treasury . See 
its World Development Report, 1983, pp . 74-75, and World Development Report, 1988, pp. 168-173. 

151 M A . Ayub and S O . Hegstad, Public Industrial Enterprises. Determinants of Performance, World Bank, Industry 
and Finance Series, vol. 17, Washington, D C , 1986, p. 12. 

152 See, for instance, N. Kaldor , "Public or Private Enterprise - the Issues to be Considered", in W. Baumol (éd.), Public 
and Private Enterprises in a Mixed Economy (London and Basingstoke: Macmillan, 1980), p . 6. 
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(including wage costs) are themselves of im
portance. Similarly, for an enterprise estab
lished to promote learning by doing, the trend 
of labour productivity is an important indicator 
in its own right. Finally, this measure is subject 
to many of the problems (e.g. identification of 
externalities and social costs and benefits) as
sociated with the profits measure. 

These difficulties in using profitability or 
value added to assess performance have led 
some economists to develop technical efficiency 
measures based on input-output relations; 
namely, to determine how much input is used 
in order to produce one unit of output, often in 
the context of a production function. For en
terprises producing a single homogeneous 
product (such as steel, coal, and oil) or where 
it is possible to aggregate output in terms of 
common measures (e.g. caloric units), notions 
such as labour productivity may be meaning
fully quantified (provided also that there is 
considerable homogeneity in the labour em
ployed). However, it is generally impossible to 
construct aggregate "outputs" and "inputs" in
dependently of prices, which in turn can depend 
on the objectives pursued. Firms typically 
produce a range of products whose value can
not be summed without using prices, and they 
use a variety of material inputs the value of 
which, again, can only be aggregated by using 
prices. Thus, an enterprise providing subsidies 
to consumers by charging low prices for its 
products or paying high prices for its inputs to 
support domestic suppliers may appear techni
cally inefficient even though it may be operat
ing with the same input-output coefficients as 
a private enterprise. Similarly, a PE may be 
able to increase its output in value terms per 
unit of labour by making greater use of its 
market power rather than by increasing effi
ciency. Measuring inputs and outputs at some 
constant prices and concentrating on produc
tivity growth (output per unit of inputs) can 
permit assessment of the enterprise's perform
ance over time but not compared to other en
terprises. 

Thus, no single indicator may be an ade
quate measure of a PEs performance, and a 
number of measures may need to be considered 
simultaneously. These will need to differ de
pending on the objectives being pursued by the 
PE. That said, however, it is necessary to add 
that the objectives themselves should be exam
ined, and an assessment made whether public 
ownership is the best instrument to attain 
them. 

It should also be pointed out that al
though financial results are not always an ap
propriate performance indicator, in one 
particular sense they are always relevant in as

sessing government policies regarding PEs. 
Even if the performance of a PE pursuing non-
financial objectives is considered satisfactory 
on the basis of some broad criteria, its losses 
will matter if the resources needed to finance 
them cannot be raised without causing dis
ruption elsewhere and/or inflationary pressures. 
Then, the non-financial objectives may have to 
be scaled down and the policies of the enter
prises revised accordingly. 

2. Some evidence on the performance 
of public enterprises 

Contrary to general perception, it is far 
from true that all PEs run losses all the time on 
their current operations. In most countries 
many operate with a profit, and in many coun
tries even the PE sector as a whole shows pro
fits. 

Table 26 gives a comparison of profit
ability of the largest industrial enterprises, 
public and private, outside the United States, 
as reported in the Fortune 500 lists for 1989 and 
1990. It shows that about one in 5 PEs made 
losses in 1990, and one in 16 in 1989. While the 
average profits of the PEs as a proportion of 
their assets were smaller in these years than 
those of private enterprises operating in the 
same sectors, in all sectors except one some 
PEs had a higher profitability than the average 
of the private enterprises. The ranking of the 
sectors according to profitability was roughly 
similar for public and private firms; the two 
exceptions are electronics, where profitability 
was highest for private enterprises and lowest 
for public enterprises, and petroleum refining, 
where public ownership is particularly strong: 
here the profitability of public enterprises 
exceeded that of private ones by more than two 
thirds. 

It is notable that while the share of public 
enterprises making losses has increased in 1990, 
none of the loss-making enterprises in that year 
was from a developing country. While the 
profitability of the private enterprises in devel
oping countries was only half of that in devel
oped countries, the rate of return on assets in 
public enterprises was, on average, much higher 
in developing countries; however, this was 
mainly on account of the mining and petroleum 
refining sectors. 

A survey of 48 PEs in Africa found that 
in 1984, 12 firms reported net profit margins in 
excess of 4 per cent, 5 in excess of 10 per cent, 
and 10 of these enterprises had returns on eq-
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uity of 25 per cent or higher.153 In Turkey, the 
aggregate financial balance of PEs was in the 
red in only five years from 1967 to 1989; of 53 
PEs, 35 made profits and 18 losses in 1987 and 
in aggregate there was a net profit amounting 
to 35 per cent of the total investment made by 
these enterprises. In countries such as Brazil, 
Ghana, India and Zambia, profitable PEs co
exist with loss-making ones in many branches 
of industry.154 In some countries (e.g. Mexico 
and Thailand) most of the losses are incurred 
by a few PEs in transport, water and electricity; 
here, the losses are usually very large. The 
same is true for agricultural PEs in sub-Sanaran 
Africa, especially marketing boards. On the 
other hand, there are PEs which earn large 
profits without relying on monopoly power; for 
instance a study of Singaporean shipbuilding 
firms in 1989 found that two PEs made more 
profits than private firms.155 

When the performance of PEs is assessed 
by using efficiency measures, the widespread 
notion that PEs are inherently poor performers 
is refuted by the evidence. There are a number 
of outstanding examples of efficient PEs in 
many parts of the world, and public enterprises 
are not always less efficient than private ones 
(see box 4). A recent review of the available 
evidence on efficiency has concluded that 
"(t)here is no evidence of a statistically satis
factory kind to suggest that public enterprises 
in LDCs have a lower level of technical effi
ciency than private firms operating at the same 
scale of operation. (But) on a less formal level 
the tendency ... seems to be pointing in that 
direction".156 

Moreover, no clear conclusions can be 
drawn from comparing the size of the public 
enterprise sector and overall economic per
formance. A study of a sample of 23 develop
ing countries in Asia, Africa and Latin America 
for the period 1961-1981 found no significant 
inverse correlation between the share of PEs in 
GDP and investment, on the one hand, and per 
capita income and growth in per capita income, 
on the other.157 Similarly a recent study on 
OECD countries found that the growth of the 
public sector (PEs and other components of 

Government) has had negative effects on eco
nomic growth in some countries, positive ef
fects in others, but no discernible effects in 
most.158 

Nevertheless, it remains true that the 
performance of PEs in developing countries 
deteriorated in the 1980s, as it did for firms in 
general. But PEs have been in especially acute 
distress: their capacity utilization fell, their 
profits declined sharply, and their productivity 
ceased to grow. This probably reflects the fact 
that because of the role played by the State in 
developing economies, the public sector often 
has served as a shock absorber. PEs were par
ticularly vulnerable to the sharp swings that 
took place in international interest rates, terms 
of trade and commodity prices and net foreign 
lending. They were also adversely affected by 
adjustment policies. Certainly, the deteri
oration of performance had its roots in the 
structural weaknesses of the public sector in 
many developing countries which were laid bare 
by the external shocks and financial stringency 
of the 1980s. But the overall performance of 
the public sector deteriorated further because 
it absorbed many bankrupt private firms that 
Governments rescued to prevent the crisis from 
spreading. 

Most PEs in developing countries have 
been operating in non-tradeable goods and ser
vices sectors, and have had relatively high cap
ital intensity, import dependence and debt. The 
size, technology, product mix and markets of 
these enterprises reflected the relative prices of 
the 1980s, which changed suddenly. Thus, 
sharp increases in interest rates and real cur
rency depreciations undermined their viability -
very much in the same way that the oil price 
rise in the early 1970s rendered many compa
nies in developed countries unprofitable. The 
optimal response would have been to restruc
ture these enterprises with substantial new in
vestment aimed at adjusting the product mix 
and factor intensity. However, financial 
stringency forcing swift balance of payments 
adjustment made this impossible; indeed, many 
PEs saw their problems aggravated by drastic 

153 J. Nellis and S. Kikeri, "Public Enterprise Reform: Privatization and the World Bank", World Development, vol. 17, 
No . 5, 1989, p . 660. 

154 See M.A. Ayub and S O . Hegstad, op. cit.. 

155 D. Skorski, "Competitive Advantages of State-Owned Enterprises - Comparat ive Case Studies of National and Private 
Companies in Singapore", Public Enterprise, vol. 9, No.. 1, 1989. 

156 R. Milward, "Measured Sources of Inefficiency in the Performance of Public and Private Enterprises in LDCs" , in 
P. Cook and C. Kirkpatrick (eds.), Privatization in Less Developed Countries (New York: Harvester Wheatsheaf and 
St. Mart in ' s Press, 1988), p . 157. 

157 See C. Kirkpatrick, "The World Bank's View on State Owned Enterprises in Less Developed Countries: A Critical 
Comment" , Rivista Internazionale di Scienze Economiche e Commerciali, vol. 33, Nos. 6-7, 1986. 

158 See M. Conte and A. Dar ra t , "Economic Growth and Expanding Public Sector: A Reexaminat ion", Review of 
Economics and Statistics, vol. 70, No . 2 (May 1988). 
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Box 4 

COMPARING THE PERFORMANCE OF PUBLIC AND PRIVATE ENTERPRISES 

Developed countries 

Studies of how public and private enterprises have performed in developed countries have 
concentrated primarily on utilities (e.g. electricity and water) and services (e.g. insurance, railways, 
urban transit and airlines). There is very little on manufacturing (except for the British steel 
industry). 

• A survey of 14 different studies undertaken between 1970 and 1989 comparing the 
performance of public and private enterprises in electricity in a number of developed 
countries, using various criteria, gives mixed results. Six of these studies showed private 
enterprises and seven showed public enterprises clearly as better performers. In the 
remaining case, the results were either neutral or depended on the criteria used. Similarly, 
in four studies for the water industry, public enterprises were better performers in two and 
private enterprises in one. In airlines in all the three studies surveyed private enterprises were 
found to have performed as well as or better than public enterprises. 

• Studies of PE performance in the United Kingdom usmg different criteria such as output and 
productivity growth generally show that PEs performed as well as or better than private 
enterprises in the 1950s and 1960s. The situation was reversed in the 1970s, when PEs were 
widely used to lower inflation and unemployment, particularly after the first oil price rise. 
Both privatized enterprises and those still under public ownership improved their 
performance in the second half of the 1980s, with total factor productivity rising somewhat 
faster in the latter (e.g. British Coal and British Steel) than in the former (e.g. British 
Telecom). 

Developing countries 

Despite the importance of the subject and the widespread move towards privatization, there are 
relatively few studies comparing the efficiency of public and private enterprises in developing 
countries. Most existing studies suffer from methodological drawbacks. They are formulated in 
a static context, ignoring the learning curve; the enterprises examined are not always comparable 
in size and/or product mix; and the effects of non-technical factors on the efficiency measures used 
are not always properly allowed for. The results should therefore be interpreted with caution. 

• A study of 500 firms in 10 sectors in 27 countries in Africa estimated production functions 
using responses to questionnaires during 1985-1987. It found that the technical efficiency 
index (the ratio of a firm's actual output to the level of output predicted by the production 
function) was on average lower in public than in private enterprises. However, there were 
considerable variations within each group, with some PEs performing better than some 
private enterprises. 

• A study of four African countries (Ghana, Senegal, United Republic of Tanzania and 
Zambia) in 1983 used five groups of performance indicators (i.e. financial performance, 
productivity, balance of payments effects, employment and income distribution) and 
concluded that the performances of the PEs in all the countries were rather disappointing 
except for the "Africanization" of employees; except in Zambia, the aggregate financial 
balances were in deficit and everywhere productivity growth had decelerated considerably. 
The possibility that this was partly due to the deterioration of the overall economic 
environment, affecting also private enterprises, was not ruled out. 

• A study of the steel industry in Brazil in 1971 with a sample of 22 firms with relatively 
homogeneous products estimated a production function for the best practice firms and 
constructed an efficiency index by comparing each firm's output with that of the best practice 
firms. It found that PEs ranged from the best to the worst practice firms and that there was 
no significant correlation between efficiency and ownership. 



128 Trade and. Development Report, 1992 

Box 4 (concluded) 

• A study of Indian manufacturing over 1960-1975 found that total factor productivity 
increased in the PE sector but remained unchanged in private enterprises. A study for the 
fertilizer industry also found that productivity performance in the most efficient PEs was 
comparable with the best private enterprises, and that while all measures of productivity fell 
between 1969 and 1977 in both public and private enterprises, the decline was greater in the 
latter. These findings may, however, be attributed to restrictions on the private sector's 
acquisition of technology through new investment. 

• A study of Indonesia's automated weaving industry compared firms using similar machinery 
and producing cloth of a similar type and quality. It found that output per man-hour and 
per unit of capital were higher in private firms. However, the private enterprises studied were 
considerably smaller in size than the PEs. Another study of several Indonesian industries 
estimated costs per ton or per unit of value added and found that differences between public 
and private industries were due to the effect of size rather than ownership. 

• The State-owned steel company Poseo (Pohang Steel Company) in the Republic of Korea 
is one of the outstanding examples of efficient PEs. In 1986 Poseo produced 467 tons of 
crude steel per worker, compared with an average of 327 tons for Japan's five biggest steel 
producers. Poseo charged domestic customers $320 per ton compared to $540 charged by 
domestic producers in the United States and $430 in Japan. 

• There are also other outstanding examples of efficient PEs, including the Tanzanian Electric 
Supply Company, the Kenyan Tea Development Authority, the Ethiopian 
Telecommunications Authority, and the Guma Valley Water Company of Sierra Leone. 

• A study on the United Republic of Tanzania estimated production functions for public and 
private enterprises (producing different goods) and found that PEs were less efficient. A 
study of the effect of the choice of technique on unit production costs in manufacturing 
enterprises in 10 industries found that Tanzanian PEs were less efficient largely due to their 
excessive size. 

• Studies for Turkey show that in manufacturing PEs have had faster productivity growth (in 
terms of both total factor productivity and its components) than private enterprises during 
the last two decades although they had lower levels of productivity. This could partly be 
due to faster growth in demand for the products of PEs; the latter have also had a higher rate 
of capacity utilization than private enterprises 

cuts in investment and in imports of inputs and 
spare parts needed to maintain operations and 
capacity. 

Many PEs working in tradeable goods 
sectors, such as marketing boards or mining 
companies, were hit by falling commodity 
prices. As already discussed in detail in TDR 
1989, price declines cut deeply into the revenues 
of PEs producing oil and minerals and 
significantly widened budget deficits. 
Governments were generally unwilling to pass 
the fall in agricultural commodity prices onto 
domestic producers for fear of a sharp 
decline in living conditions, output and 
export earnings. 

A number of conclusions may thus be 
drawn from the evidence on the performance 
of PEs. First, PEs generally perform less well 
in developing than in developed countries, both 

in absolute terms and relative to private enter
prises, regardless of whether profitability or ef
ficiency measures are used. However, there 
appears to be a close correlation between the 
performance of public and private enterprises; 
in countries where the private sector has per
formed well, PEs have also tended to. Second, 
al though profitability has generally been lower 
in public than in private enterprises, efficiency 
measures show a narrower difference. How
ever, poor commercial performance has not al
ways been due to the pursuit of 
non-commercial objectives; there is widespread 
inefficiency in PEs in attaining their ob
jectives. 

The inability of the State to finance the 
attainment of the various non-commercial ob
jectives typically pursued through PEs is at the 
heart of the current concern with the perform
ance of PEs in many countries. Consequently, 
the reform issue must include the question of 
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how the State obtains and uses resources. 
Nevertheless, the fact that highly profitable and 
efficient PEs exist in both developed and devel-

It is essential to understand the reasons 
for the variations in the performance of PEs 
that are found both within and among coun
tries, if reform of such enterprises is to be suc
cessfully pursued. However, since privatization 
is often an option, the determinants of enter
prise performance generally, not only as regards 
PEs, needs to be considered. 

One set of influences on enterprise per
formance consists of institutional, social, and 
cultural factors. They affect the work habits 
and discipline of the work force as well as of 
management, and play an important role in 
causing industrial performance to vary among 
both developed and developing countries. 
Shortage of managerial skills is especially im
portant in the poor performance of private and 
public enterprises in low-income countries, as 
are deficiencies in the accounting system and 
lack of auditing on the basis of uniform stand
ards. 

A second set of factors explaining differ
ences in performance are enterprise or 
industry-specific. For instance, enterprises op
erating in declining industries tend to be less 
efficient than those in dynamic sectors. Simi
larly, the age and size of a firm often influence 
its performance through such factors as tech
nology, learning and scale economies. 

Finally, there are factors that exert an 
influence through the behaviour of manage
ment. Some of these relate directly to owner
ship and its impact on the extent and nature of 
financial discipline and the budget constraint 
of the enterprise, the control exercised by own
ers over management, and the political influ
ences on management. Equally important, 
however, is the degree and nature of competi
tion faced by the enterprise in the markets for 
goods and services it is selling and buying. It 
is these determinants of managerial behaviour 
that can most easily be influenced through 
policy action. 

oping countries suggests that in many instances 
it may be possible through reform to greatly 
improve performance. 

1. The budget constraint 

It is generally held that good enterprise 
performance involves a hard budget constraint, 
i.e. the requirement to cover expenditures by 
receipts from the sale of goods and services 
and/or earnings on assets. It is often argued 
that the budget constraint that a PE needs to 
take into account in planning its activities be
comes soft when it can expect to cover any ex
cess of spending over income through 
budgetary transfers and central bank credits. 

It should be noted that the softness of the 
budget constraint depends on the existence of 
predetermined arrangements and contracts that 
are enforcable, rather than on their terms. 
Subsidies can be compatible with a hard budget 
constraint if they are non-negotiable and not 
subject to bargaining and lobbying,159 while 
credit contracts that are not enforced soften the 
budget constraint even if they carry market in
terest rates. Again, low tax rates are compat
ible with hard budget constraint if they are 
strictly enforced - i.e. there is no room for 
ex-post bargaining to obtain postponement of 
tax liabilities and tax exemptions - whereas a 
system of pricing that allows all cost increases 
to be passed onto prices tends to soften the 
budget constraint. 

The nature of the budget constraint has 
a strong influence on managerial behaviour. A 
hard budget constraint does not always elicit 
profit-maximizing behaviour, but a lack of fi
nancial discipline certainly precludes it. Soft 
budget constraints reduce the responsiveness 
of firms to price signals, including interest rates 
and exchange rates, wages, raw material and 
energy prices. This can greatly reduce effi
ciency in the allocation of resources, and by 

D. Factors influencing enterprise performance 

159 See J. Kornai, "The Soft Budget Constraint", Kyklos, vol. 39, No. 1, 1986, for a more detailed discussion of these 
issues. 
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weakening work effort it can undermine the 
firm's cost efficiency. Allocative and cost effi
ciency are also reduced because time, energy 
and resources are then spent on bargaining, 
lobbying and creating a public opinion 
favourable to a soft budget constraint. Finally, 
since enterprises operating under a soft budget 
constraint can continue to undertake invest
ment regardless of the rate of return, they will 
tend to generate excess demand for capital 
goods and foreign exchange ("investment hun-
ger"). 

In many developing countries most of the 
means used by PEs to soften their budget con
straint are also used by private enterprises, with 
the same adverse effects on efficiency and 
growth. Rent-seeking behaviour (i.e. efforts to 
capture resources allocated below their market 
value via State intervention) and the political 
patronage and corruption underlying it can 
stem from the relationship between the State 
and private businesses and can emerge under 
various forms of government involvement in 
the economy, including taxation and spending. 
In many countries the financial viability of 
some large private firms, and indeed entire sec
tors, has depended on continuous financial 
support by the public sector. Bailing-out large 
firms and banks has been widespread even in 
developed countries. Such practices, together 
with frequent tax amnesties and the practice of 
forgiving interest owed to State-owned banks, 
usually that owed by small producers (e.g. self-
employed artisans and small farmers), can sof
ten considerably the budget constraint of the 
private sector. 

2. Ownership and control 

It is widely argued that another impor
tant reason for inefficiency in PEs is the sepa
ration of ownership from management. Since 
managers of PEs do not share in the benefits 
of their firms and their performance is mostly 
much more difficult to assess in the absence of 
simple indicators like profits, turnover, market 
share etc., they often do not strive for effi
ciency. Neither the public as ultimate owners 
nor the Government as their proxy (i.e. the 
principals) have the means or the information 
to make an accurate assessment whether a 
change in performance is due to changes in the 
efforts of the managers (i.e. the agents) or to 
factors beyond their control. Moreover, this 

"principal-agent problem" also arises between 
the public and the Government since the for
mer (the principal) finds it difficult to monitor 
whether the Government (its agent) is putting 
in enough effort to monitor the managers of 
PEs. According to this view, this problem does 
not exist in private firms, where rules for ac
countability are clearer and where the link be
tween the private shareholders and the 
managers is much closer than that between the 
community and its agents managing a public 
enterprise. 

However, the solution provided by pri
vate ownership to the principal-agent problem 
- namely, financial discipline - may be too 
strict, depending on the system of corporate 
ownership and control. Two such systems 
may be distinguished.160 In one, ownership is 
highly fragmented, with corporate securities 
constituting an important part of household 
portfolios while large institutional investors 
hold equities in diversified portfolios. As 
pointed out in TDR 1991 (Part Two, chapter 
I), that is the essence of the Anglo-American 
system (which may also be called the 
capital-market-oriented system), where banks 
and securities markets serve distinct functions. 
In the second, corporate ownership is 
concentrated within the corporate sector itself 
through cross shareholding, and household 
financial wealth tends to be held in the form of 
bank deposits rather than shares and other 
direct securities. This is an important feature 
of the German type of universal banking (or 
bank-oriented system), where commercial 
banks serve as an important source of 
investment finance, exercising considerable 
control over firms not only through their own 
equity holding but also through proxy votes for 
private investors, and are able to appoint 
representatives on the boards of firms. 
Concentration of control is also an important 
feature of the Japanese financial system: here, 
individual ownership of stocks accounts for a 
much smaller proportion of the shares of the 
publicly quoted companies than ownership by 
financial and non-financial corporations, and 
corporate equity is controlled through 
interlocking shareholding within industrial 
groups (keiretsu) in which banks play a central 
role. 

Ownership and financing patterns differ 
in the type of financial discipline they impose 
on enterprise management. The Anglo-
American type of system, with fragmented 
shareholding, encounters the problem that in
dividual shareholders have neither the incentive 
nor the means to obtain the information needed 

160 For a more detailed description of these systems see Y. Akyiiz, "On Financial Deepening and Efficiency", UNCTAD 
Discussion Paper No. 43 (January 1992). 
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to monitor and control corporate management. 
This type of private ownership may not always 
provide a better solution to the principal-agent 
problem than public ownership, for market 
discipline is ultimately exercised through hostile 
takeovers which can be disruptive and wasteful. 
Besides, the evidence suggests that it is not al
ways the unprofitable and inefficient firms that 
are subject to takeovers, size being a much 
more important factor. More important, the 
takeover threat creates pressures and incentives 
for the management to think short-term, the 
reason being - as Keynes pointed out long ago 
- that individual investors in modern stock 
markets are less concerned with forecasting the 
probable yield of an investment over its whole 
future than with anticipating the next changes 
in market valuation by speculating on the 
speculations of other players for capital gain. 

The German and the Japanese systems 
are better equipped to deal with the principal-
agent problem by giving banks (and banking 
groups) direct access to information through 
their close and long-term relations with firms 
as shareholders and creditors, which puts them 
in a position to monitor the performance of 
management and to intervene when needed in 
order to prevent failure. The fact that banks 
and business groups with a long-term stake in 
the corporation hold the controlling interest 
not only makes secondary markets less active 
and volatile, but also allows managers to pay 
much less attention to how the market values 
their assets from day to day, and to concentrate 
on the long term. The pattern of shareholding 
and corporate ownership also helps reduce 
liquidity preference and short-termism on the 
part of individual investors and portfolio man
agers, and encourages them to look for the 
capital gains that come from investment and 
growth rather than for short-term, windfall 
gains due to changes in market sentiment. In 
short, it relaxes the short-term budget con
straint in favour of a superior long-term per
formance, which is of great importance for 
successful industrialization, particularly in de
veloping countries. The patterns of ownership, 
control and financing in Germany and Japan 
have indeed not only proved remarkably stable, 
but have also encouraged a better corporate 
performance than the Anglo-American 
system.161 

These are particularly important consid
erations to be taken into account in reforming 
the corporate sector and the financial system in 
developing countries, and for that matter in 

the former socialist countries of Eastern Europe 
also. It bears emphasizing that whether the 
enterprise is publicly or privately owned it must 
be able to take the long view if it is to succeed 
in "learning by doing", and that a budget con
straint that is too hard for that purpose may 
be no more desirable than one that is too soft. 

Political influence, clientelism and 
corruption 

The tightness of the budget constraint of 
private and public enterprises and the nature 
of principal-agent relations in the latter also 
depend crucially on the role played by the 
State. While the emergence of the modern 
State as a guardian of the public interest has 
contributed to a general softening of budget 
constraints, in developing countries the de
mands put on the State can be excessive. In 
most such countries, many people consider that 
they have rights to education, employment, a 
degree of protection from external competition, 
and public support for various kinds of eco
nomic activity without corresponding obli
gations and duties. Thus, the State is often 
expected to pursue social objectives via the 
employment and pricing policies of PEs, with
out receiving help from trade unions through 
more moderate wage demands or from the 
business community through greater willing
ness to pay tax. A high degree of social con
sciousness is needed to keep demands upon the 
State within bounds. This, however, is very 
difficult to attain in the early stages of devel
opment. 

Moreover, political and social systems 
that lack sufficient accountability contain a 
greater than usual potential for political 
patronage, bureaucratization, irregular prac
tices and corruption. The underlying mech
anisms may be better understood by 
distinguishing between the political and bu
reaucratic layers of the State (or, in democratic 
societies, between elected and appointed offi
cials); the managers and supervisors of PEs are 
part of the latter. In countries with a one-party 
system, the bureaucracy is rarely independent 
of the political layer, and the ruling party ex
pects it to share its political goals and to act in 
accordance with its interest. These two layers 
tend to become increasingly separated as de-

•6l See R.N. ¡VlcCauley and S.A. Zimmer, "Explaining International Differences in the Cost of Capital", Federal Reserve 
Bank of New York Quarterly Review, vol. 14, No. 2 (Summer 1989); J.M. Poterba, "Comparing the Cost of Capital 
in the United States and Japan: A Survey of Methods", and S.A. Zimmer and R.N. McCauley, "Bank Cost of Capital 
and International Competitiveness", Ibid., vol. 14, No. 4 (Winter 1991). 



132 Trade and Development Report, 1992 

velopment proceeds, particularly as a multi
party, parliamentary system evolves. 

"Clientelism" and irregularities of various 
kinds can exist within both layers, affecting the 
relations of bureaucrats and politicians with the 
public and with each other. It is often argued 
that there is a global tendency for bureaucracy 
to emerge as a class of its own, and to pursue 
its own goals. On this view, government offi
cials are as selfish as private agents, and there 
is no reason to expect them to act in the col
lective interest any more than private agents. 
It is also noted that the success of a bureauc
racy is rarely defined in terms of effectiveness 
in attaining the goals of the entity it serves, but 
rather in terms of fostering the interests of 
those who hold control - something that pro
motes servile attitudes to superiors rather than 
a willingness to serve. 

These criticisms are certainly not without 
merit, but it does not follow that excessive 
rule-bending, irregular practices and clientelism 
are inherent characteristics of bureaucracy. 
Rather, they depend on social and political 
conditions. Widespread clientelism between 
bureaucracy and the public is often found in 
countries where the public has little conception 
of the status and duties of the bureaucracy. 
For instance, according to a study undertaken 
in one Asian developing country during the 
1960s, 75 per cent of the officials surveyed 
stated that most of their countrymen perceived 
public services as a personal favour of officials. 
Giving gifts to dignitaries is an old custom in 
many countries162 which can easily be extended 
to officials and degenerate into extortion. 
Again, in many developing countries society in 
general expects government agents to use their 
discretionary powers in favour of friends, rela
tives, and tribesmen (nepotism being considered 
a form of loyalty). 

However, there are also many instances 
where the bureaucracy has acted as the guard
ian of the common interest, especially when it 
has enjoyed a socially and materially privileged 
position and independence from politicians, 
and assumed a historical mission as the real 
protector of the State. Indeed, in a number of 
countries where these conditions were present, 
corruption was an exception, at least in the 
upper echelons of the bureaucracy. While 
some of these countries have had a democratic 
tradition, a few had authoritarian regimes. 
Nevertheless, PEs in the latter were run very 
efficiently: managers and bureaucrats put the 

public interest first despite the absence of con
trol by the public over its agents through vot
ing, and despite also a lack of strong financial 
incentives. 

Interest groups exploit the State primarily 
by making alliances with politicians. Political 
influence and clientelism are much more im
portant in determining how PEs operate than 
are bureaucratic irregularities. In developing 
countries, there is a greater tendency and scope 
for the political élite to use pricing, employ
ment, wage and investment policies of PEs (as 
well as other economic instruments) to satisfy 
their constituencies (including social classes, 
ethnic or regional groups, and tribes) rather 
than meet broad social and economic objec
tives. To the extent that bureaucracy is inde
pendent of the political layer, or where there 
are political and legal institutions to prevent 
collusion between politicians and bureaucrats, 
such influences may be successfully resisted. 
This can also bring stability and predictability 
to policy making in other areas, thereby helping 
business groups undertake long-term decisions 
even in a politically volatile environment. 

Political influence on PEs becomes espe
cially important when the bureaucracy becomes 
dependent on the political layer. This often 
leads to the politicization of the bureaucracy, 
by encouraging it to establish ties with various 
interest groups. If there are no countervailing 
mechanisms, the result is not only greater poli
tical influence in decision making, but also 
widespread corruption and irregularities. 

Clientelism in this sense has been wide
spread in developing countries. For instance, 
a study of one country under one-party rule in 
the late 1970s found a rate of continuity in the 
upper levels of bureaucracy of only 35 per cent, 
implying that in every three presidential terms, 
up to 90 per cent of the officeholders were re
placed.163 Such a situation encourages a rapid 

. expansion of the bureaucracy, since the award 
of office becomes a major means of obtaining 
political support. 

However, the politicization of bureauc
racy is not confined to developing countries. 
For instance, top posts in the administration in 
one large developed country are filled with pol
itical appointees, and political patronage is a 
structural feature of the civil service; a similar 
state of affairs can also be observed in other 
developed countries.164 More recently a num
ber of Governments are said to have resorted 

162 See R. Wraith and E. Simpkins, Corruption in Developing Countries (London: Allen & Unwin, 1963), p. 173. 
163 S.K. Purcell, "Mexico: Clientelism, Corporatism and Political Stability", in S.N. Eisenstadt and R. Lemarchand (eds.), 

Political Clientelism, Patronage and Development (Beverly Hills: S A G E publications, 1981), p. 202. 

164 See J O . L'doji, "Tenure of Office of Top Civil Servants", in A H . Rweyemamu and G. Hyden (eds.), A Decade of 
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to political appointments in order carry out 
their programmes to reduce the role of the 
State in economic activity.165 However, devel
oping countries doing so have often lacked 
mechanisms and institutions to prevent the 
strong links between politicians and 
bureaucrats from degenerating into collusion 
and corruption. The efficiency gains in the 
public sector from the implementation of liber
alization programmes must therefore be 
weighed against the losses due to increased 
politicization of the bureaucracy and the in
sertion of officials into the political patronage 
process - something that has also been aided 
by the considerable deterioration in civil service 
salaries that has taken place in many countries. 

4. Product market competition 

The nature and extent of the competition 
it faces exert a strong influence on the per
formance of an enterprise, so long as it also 
faces financial discipline. If, however, an en
terprise can cover its losses indefinitely, it can 
compete in markets without being as efficient 
as its competitors. It is thus essential to inte
grate competition policies with appropriate fi
nancial policies. 

Even when an enterprise faces a compet
itive market, it will perform well only if it has 
the necessary freedom to compete. Thus, in
creased competition will not improve the fi
nancial performance of a PE if it is required to 
keep its prices artificially low and absorb the 
losses, or when it faces a stronger labour union 
than its competitors in the private sector. 
Similarly, even a highly efficient PE which reg
ularly pays its taxes and social security con
tributions is put at a disadvantage when its 
competitors do not do so or else resort to cer
tain kinds of action (e.g. bribery at home and 
abroad to secure better access to markets or 
obtain government contracts, foreign exchange, 
privileged imports, etc., or violation of re
strictions regarding safe working conditions, 
environmental protection and the like). 

In examining the effects of market struc
ture on corporate performance, it is useful to 
distinguish natural monopolies producing non-

traded services (as in utilities) from those oper
ating in traded goods and services sectors. In 
the former case, price controls or administrative 
pricing are necessary to prevent monopolistic 
abuse and to bring about greater cost efficiency 
at the firm level; otherwise the monopolies will 
not expand output to the level where cost is 
minimized, since this will lower prices and pro
fits. Even monopolies can face some competi
tion from firms producing partial substitutes; 
for instance, there is often considerable compe
tition among different modes of transport. 
Deregulating any one of these markets (e.g. 
road transport) can bring sizeable efficiency 
gains in monopolistic markets (e.g. railways or 
airlines). Competition can also take place 
among State monopolies producing substitutes. 
"In the United Kingdom there has been intense 
competition for some decades between the 
government-owned gas and electricity supply 
industries... Another example is the area of 
transport. Following the deregulation of long
distance road passenger transport in 1980, there 
arose fierce competition for long-distance 
transport between the government-owned bus 
company NBC and the government-owned 
railways BR. This competition forced the rail
ways to improve their service in a variety of 
ways and led to a far more flexible pricing".166 

It is often argued that the reform of PEs, 
or their privatization, should be accompanied 
by policies to promote greater competition, 
since competition is more important than own
ership in determining efficiency. Reforms in 
two areas are advocated; namely, deregulation 
of domestic markets (i.e. elimination of entry 
and exit barriers, price controls, and output 
regulations such as capacity and quality re
quirements) and liberalization of foreign trade 
and investment. While these can indeed bring 
considerable efficiency gains, it must be noted 
that the kind of competitive pressures that en
terprises need to face and the type of policies 
that need to be pursued regarding the markets 
for goods and services also raise the much 
wider issue of industrial policy. Reform of PEs 
does not necessitate abandoning industrial pol
icy and every kind of intervention in markets. 
A number of factors need to be taken into ac
count when undertaking deregulation and lib
eralization. 

For natural monopolies operating in 
traded goods sectors, there is a dilemma be-

Public Administration in Africa (Nairobi: East African Literature Bureau, 1975); and S.N. Eisenstadt and R. 
Lemarchand, op. cit. 

165 See, for instance, P. Jackson, "Policy Implementation and Monetarism: Two Primers", in P. Jackson (éd.), 
Implementing Government Policy Initiatives: The Thatcher Administration ¡979-1983 (London: Royal Institute of 
Public Administration, 1985). 

166 B. Rowthorn , "Notes on Competition and Public Ownership", Faculty of Economics and Politics, University of 
Cambridge, 1990 (mimeo), pp. 7-8. 



134 Trade and Development Report, 1992 

tween competition and productivity. Limiting 
enterprise size through licensing can result in 
a considerable loss of scale economies. Re
ducing import barriers and liberalizing for
eign investment can avoid such losses if the 
domestic firm has already attained the size 
needed to compete with foreign firms in do
mestic and world markets. But, if it has not 
advanced in the learning process and/or suffers 
from scale disadvantages compared to foreign 
firms, a combination of export incentives and 
tariff protection may be needed. This is gener
ally better than the alternative of combining 
price controls with complete protection from 
import competition, since that may not pro
mote dynamic efficiency. 

In sectors where the market is large 
enough to accommodate many firms, deregu
lation of domestic markets can bring significant 
efficiency gains; statutory monopolies estab-

Reform of PEs is needed in many coun
tries for at least two reasons: first, there is 
usually considerable scope for improving effi
ciency and second, government finances are of
ten in poor shape. 

There are several ways to reform PEs, the 
principal ones being privatization, liquidation 
and restructuring. The choice depends on how 
the objectives and performance of individual 
enterprises are assessed. Such an assessment is 
unlikely to be the same in all countries and un
der all circumstances. Recently there has been 
a very strong move towards privatization. 
However, privatization on a large scale may not 
be feasible, and in certain cases it may not even 
be desirable because it may be impossible to 
achieve a PE's objectives with private owner
ship or because privatization will not in prac
tice yield the results sought. Many PEs can 
therefore be expected to remain under public 
ownership for many years to come. Serious 
attention thus needs to be paid to how to re
structure them - much more than has 
been paid over the last few years, when the fo
cus of attention has been almost entirely on 
privatization. 

lished in such markets tend to breed ineffi
ciency. The good performance of Finsider, the 
Italian PE producing steel, and Renault, the 
French car producer, over the last few decades 
is at least partly due to competition from do
mestic and EEC producers. If the enterprise 
needs infant-industry protection, some subsi
dies and/or tariffs may be necessary. But ex
perience shows that although competition in 
world markets is essential for learning and at
taining dynamic comparative advantage, im
port liberalization is not always necessary or 
desirable. Indeed, many PEs in a number of 
countries (e.g. POSCO in the Republic of 
Korea, CVRD in iron ore in Brazil, OCP in 
phosphates in Morocco, ICL in chemicals in 
Israel and HMT in machine tools in India) 
have been able to raise their productivity by 
competing in export markets while benefiting 
from some protection in home markets.167 

Inefficiency in PEs reflects shortcomings 
as regards the objectives set for them, the in
centives they are given and the control exer
cised over them. Reforms should: (a) set clear 
objectives, separating to the extent possible 
commercial and social objectives; (b) establish 
well-defined performance indicators, and give 
managers incentives consistent with the objec
tives and indicators as well as autonomy in 
running the enterprise; and (c) design an effec
tive control system based on indicators and set 
explicit rules and procedures for government 
intervention. This section reviews the main is
sues in these areas, and discusses policy reforms 
in the crucial areas of financing, pricing, and 
pay and employment. 

1. Defining the objectives 

There is often much confusion regarding 
the objectives of PEs, especially in developing 
countries. The objectives of individual enter
prises are rarely defined precisely, and PEs are 
often required to serve multiple objectives 
without clear rules for resolving conflicts 

E. Areas of reform 

167 See M.A. Ayub and S.O. Hegstad, op. cit., p. 18. 
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among these objectives. It is thus important to 
rethink the objectives of each enterprise and to 
specify them: otherwise, it will be difficult to 
assess performance and prevent political inter
ference. The number of objectives should be 
kept low, with each enterprise being assigned 
only one non-commercial objective at most. 
Where multiple objectives are unavoidable, 
priorities should be assigned and guidelines set 
for making trade-offs. 

It is also important to bear in mind that 
while realization of the non-commercial objec
tive set for each PE may appear feasible when 
taken in isolation, it may not be so for all PEs 
taken together in the light of the overall finan
cial constraint on the Government. When suf
ficient financial resources cannot be generated 
in the enterprise sector or the budget to achieve 
all the objectives, some of them will need to be 
scaled down. 

It is also necessary to ask whether 
non-commercial objectives are not better 
served by other policy instruments, such as 
taxes and budgetary spending and incentives to 
the private sector, than by PEs. In practice 
these alternatives are rarely resorted to, per
haps because the objectives themselves are 
vague, but also sometimes because the neces
sary policy instruments are underdeveloped. 

Finally, PE reform may have a number 
of undesirable side-effects, such as increasing 
unemployment. Policies to deal with them 
should also be considered, if only to avoid 
pressures to hold back reform. 

2. Operating principles and 
performance indicators 

One way to separate commercial from 
non-commercial objectives is to require the PE 
to work on commercial principles except inso
far as it is explicitly set a non-commercial goal. 
By bringing greater transparency this procedure 
can provide an objective basis for establishing 
indicators to assess performance, and prevent 
hiding poor financial outcomes behind social 
objectives. 

In some cases the social objectives of PEs 
are reflected entirely in the decision to establish 

168 See M. Shirley and J. Nellis, Public Enterprise Reform 
World Bank, 1991), pp. 22-24. 

them and do not affect subsequent managerial 
decisions on their operation. For instance, PEs 
established with an initial subsidy for reasons 
of national security, self-sufficiency, regional 
development or lack of private entre-
preneurship or capital can sometimes operate 
on strictly commercial principles. However, in 
most cases, the pursuit of such objectives af
fects the operation of the enterprise. The costs 
of non-commerical objectives will have to be 
estimated and allowed for in determining profit 
targets and assessing profitability. But their 
benefits must also be taken into account, even 
though they are normally much more difficult 
to quantify. 

A number of difficulties will be encount
ered in practice. Even when the social objec
tives of the enterprise do not affect the way it 
is managed, the initial choice may raise current 
costs and/or lower revenues; for instance, a PE 
established for regional development purposes 
can incur higher procurement or marketing 
costs due to inadequate infrastructure. This 
effect, too, has to be estimated and allowed for. 
Sometimes the costs may be estimated on the 
basis of the prices charged by privately owned 
firms, for instance, when low pricing is used to 
provide a subsidy. However, such a yardstick 
may not be available (e.g. when the PE is a 
monopoly) or reliable (e.g. when private enter
prises are themselves inefficient). 

Alternatively, the cost of non-commercial 
objectives may be determined through bargain
ing between the enterprise and the Government 
as in the "contract system", which is used in 
France and in some developing countries 
(Senegal, Argentina, Brazil, Mexico, India and 
Bangladesh).168 However, this system is viable 
only if the management of the PE has the au
tonomy to decline to pursue a non-commercial 
objective at the price offered, and can enforce 
the contract. Moreover, since much the same 
procedure can be used vis-à-vis private enter
prises, the rationale for the existence of the PE 
must lie elsewhere. Such a system is best used 
to assign tasks to public enterprises additional 
to those justifying public ownership or control 
in the first place. 

Social benefits may not be calculable 
precisely. It is nevertheless important to assess 
whether the costs of pursuing non-commercial 
objectives are justified in view of the results and 
compared to the costs of other policy instru
ments. Specific performance targets and indi
cators may need to be designed not only for 

(Washington, D C : Economic Development Institute of the 



/Jó Trade and Development Report, 1992 

this purpose, but also to make it possible to 
exercise control. 

3. Autonomy, control and incentives 

When prices are set with non-commercial 
purposes in mind, profits will need to be as
sessed on the basis of "shadow" prices (as in 
Pakistan, for example). In the case of public 
monopolies that are allowed to determine their 
own prices, quantity indicators (such as excess 
capacity) may be used to judge if the prices 
charged are close to cost-minimizing levels; but 
price regulation is in principle preferable. 

Other adjustments to profit figures may 
also need to be made to reflect efficiency. Some 
countries (e.g. the Republic of Korea) assess 
performance by adjusting the private measure 
of profits through the addition of taxes, depre
ciation and interest payments and the sub
traction of non-operating income and the cost 
of working capital so as to arrive at "public 
profits". The rationale is that these costs and 
receipts do not reflect operating efficiency 
and/or are beyond the control of managers. 

In principle, PEs must yield a positive 
"public rate of return" on their equity (after al
lowing for costs of non-commercial objectives). 
The return on public equity cannot be com
pared on a one-to-one basis with private rates 
of return, but comparisons can nevertheless be 
useful, particularly when the PE is operating in 
a competitive market. More important, it will 
be necessary to monitor the rate of return over 
time in order to gauge the pace of learning and 
prevent short-termism, particularly when con
siderable autonomy has been given to the 
management. Performance indicators can be 
used to emphasize innovation, corporate plan
ning, and research and development, alongside 
single-period indicators. They have constituted 
an important part of the performance evalu
ation system in some countries with a good re
cord of public sector performance and 
industrialization; for instance, their weight is 
about one-third in the evaluation system in the 
Republic of Korea (see box 5). 

In short, while it is possible neither to 
design one perfect indicator to evaluate the 
performance of PEs nor to rely completely on 
partial indicators, the latter are often far more 
preferable to using no indicators at all. Con
siderable scope exists for further advances in 
developing and applying performance indica
tors to PEs. 

Any enterprise needs to take decisions in 
areas such as investment, financing, pro
duction, employment, pricing, procurement and 
marketing, some of which have to do with cur
rent operations and others with long-term 
strategy. Such decisions by PEs need to be 
compatible with the Government's broad in
dustrial strategy. Once PE objectives are set 
and their constraints and performance indica
tors specified, decisions on operations should 
be left to the management; the Government 
should exercise control by monitoring out
comes and not by interfering in the process 
leading up to them. 

In practice PEs in developing countries 
have tended to have either too much or too lit
tle autonomy. Often, there is very little effec
tive control by the relevant government 
agencies because of direct links between man
agers of PEs with political authorities. As a 
result, PEs are often left free to accumulate 
considerable debt, inflate the labour force, in
vest in unviable projects, establish subsidiaries, 
and go into new lines of business. They are 
also often granted privileged access to subsi
dized credits and enjoy tax exemptions, until 
their situation becomes unsustainable; when 
they are taken over, they lose their power of 
decision even on simple day-to-day matters. 
Similarly, enterprises whose losses are subsi
dized out of the budget tend to be more subject 
to government interference and have much less 
autonomy, even when they need financial sup
port only to finance the non-commercial ob
jectives assigned to them. 

Having a special body within the Gov
ernment to evaluate performance can improve 
control by increasing its effectiveness and re
ducing arbitrary intervention, provided that the 
body has autonomy, skill and clout. The Spe
cial Secretariat for Control of State Enterprises 
in Brazil, the Experts Advisory Cell in Pakistan 
and the Board of Audit and Inspection in the 
Republic of Korea are good examples.169 In 
particular, the reform in the Republic of Korea 
provides a number of useful lessons on how 
enterprise performance can be improved 
through organizational changes (see box 5). 
However, the creation of such bodies is com
monly resisted by government departments. 

169 See World Bank, World Development Report 1983 (New York: Oxford University Press, 1983), p. 80, box 8.4.; M. 
Shirley and J. Nellis, op. cit.; and D. Song, "The Role of Public Enterprises in the Korean Economy", in K. Lee (éd.), 
Industrial Development Policies and Issues (Seoul: Korea Development Institute, 1986). 
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Box 5 

REORGANIZING PUBLIC ENTERPRISES IN THE REPUBLIC OF KOREA 

Although the PE sector in the Republic of Korea has been one of the most efficient in the world, 
not all PEs have performed well. In the early 1980s the major problems were: lack of a coherent 
performance evaluation system; inadequacy, if not absence, of incentives for good performance; 
political appointments at the top management level; and excessive government intervention in 
day-to-day operations. 

In 1984, the Enterprise Management Law was revised to provide more managerial autonomy, an 
improved performance evaluation system and a better incentive structure. Managerial autonomy 
was increased by lessening government control over budget, procurement, and personnel 
management. For example, previously all procurement for PEs had been made through the Office 
of Supply, but under the new provision, the central executive officer of a PE can choose between 
purchasing directly from outside sources and commissioning the Office of Supply. To eliminate 
political influence over managerial appointments, the new system banned appointing outsiders to 
senior executive positions. 

Another important change introduced in 1984 concerned inspection. Previously, the Government 
had monitored the PEs very tightly through various audits and inspections conducted by the 
Board of Audit and Inspection and various relevant ministries. An enormous amount of time and 
energy of PE managerial staff was spent in preparing for such inspections. For example, the 
Electricity Company underwent eight government inspections, lasting for 108 days, in 1981 alone. 
Under the new system, the Board of Audit and Inspection was made the sole inspection agency 
for the PEs, thus reducing the burden on both ministries and the PEs. 

The reform also introduced a new evaluation system, to which bonus payments for the employees 
of the enterprise were linked. Enterprise performance was now to be evaluated using multiple 
criteria, including both quantitative measures (70 per cent weight) such as private profitability, 
public profitability and productivity, and qualitative ones (30 per cent weight) such as R and D, 
long-term corporate planning, organizational improvements, product quality and improvement in 
the managerial system. The profitability measure chosen was pre-tax, pre-interest payment profit, 
reflecting the idea that essentially non-value-adding activities such as tax saving should not be 
rewarded. 

The reform brought a noticeable change in managerial attitudes, leading to a universal adoption 
of long-term corporate planning, not something practised by all PEs before the reform. Operating 
profit rose by 50 per cent in 1984 and 20 per cent in 1985. The ratio of R and D to sales increased 
from 1 per cent to 1.2 per cent from 1984 to 1985. There were also reports of noticeable 
improvements in product quality for both goods and services. 

For effective control and monitoring of 
enterprise performance, a continuous flow of 
information in standardized form is essential. 
However, some countries lack the most basic 
information on earnings, spending, debt, em
ployment and other vital elements regarding 
PEs, and even the managements of the enter
prises may not know enough about their own 
operations. Often, therefore, the first task is to 
establish an information system for both the 
enterprises and the regulating agencies, and to 
adopt basic accounting standards. 

Other organizational changes can also 
serve to improve performance. One possibility 
is to turn the PE into a joint-stock company 
and to distribute ownership of its shares among 

various public institutions, including pension 
funds, State-owned banks and insurance com
panies, and other PEs. Such cross-control 
among enterprises, akin to the Japanese and 
German type of corporate ownership, can bring 
into play quasi-market pressure without en
couraging short-termism. It can be combined 
with government supervision designed to attain 
non-commercial objectives. 

One example of this kind of organization 
is the public holding company. These exist as 
industrial conglomerates in some developing 
countries and as development corporations in 
others. The main argument in their favour is 
that their size gives them greater autonomy 
vis-à-vis Governments, permits them to reap 
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economies of scope and scale, and allows them 
to organize internal control mechanisms and 
internal capital markets for cross-financing and 
subsidies. On the other hand, they can easily 
become bureaucratic interest centres with mo
nopoly power. They are not, therefore, substi
tutes for an appropriate combination of 
objectives, incentives, autonomy and control. 
Autonomy must go hand-in-hand with rewards 
and penalties linked to performance indicators. 
Penalties alone are effective neither in prevent
ing failure nor in promoting efficiency. In the 
absence of an appropriate reward system, 
managers and workers will be inclined simply 
to minimize effort rather than maximize results. 

In designing rewards, it is important to 
keep in mind_ long-term performance and to 
discourage use" of monopoly power. They need 
to be linked to various indicators of overall 
performance rather than financial results alone. 
Be that as it may, if PEs continue to constitute 
an integral part of clientelist politics, their per
formance will not be improved through such 
"policy" solutions alone. The number of jobs 
and the volume of resources involved in the 
operations of PEs make these a very attractive 
means for rulers to redistribute income to poli
tically favoured groups through managerial ap
pointments, politically decided contracts and so 
on. Political reform may therefore be a pre
requisite for effective enterprise reform in many 
developing countries. 

4. Financing 

PEs should be financially self-sufficient 
on their current operations after allowing for 
the costs of the non-commercial objectives as
signed to them. In principle, these should be 
covered not by special concessions, but by ex
plicit transfers from the budget. This would 
assist Governments in judging how far they can 
afford their policies, and, by making the situ
ation more transparent, help prevent arbitrary 
shifts in the burden of social objectives. 

In practice there are also many other 
transfers from the budget, e.g. into investment 
funds or purchases of equity. The purpose of 
each transfer is identified in some countries 
(e.g. Mexico and Turkey), but not in others. 
Moreover, even in countries where transfers are 
tied to specific purposes, effective control over 
their use is often absent. 

It is often stated that to ensure financial 
discipline, PEs should borrow only at market 
interest rates. However, there is no reason why 

PEs working in priority areas should not re
ceive preferential credits on the same basis as 
private enterprises. For instance, many coun
tries have in recent years been promoting ex
ports through preferential credits, specific tax 
rebates and tariff drawback schemes. Where 
such measures are justified, they should also be 
applied to PEs. However, preferential treat
ment should not be granted to an enterprise 
simply because it is publicly owned. 

These cases apart, as long as the Gov
ernment meets the costs of non-commercial 
objectives, PEs in principle should be able to 
earn enough on their equity to cover the cost 
of borrowing on commercial terms. This im
plies that, even where investment decisions 
have to be reviewed and approved, choices on 
financing should be left to management. 
However, since investment financing in practice 
often requires government funds or guarantees, 
financing decisions have to be made subject to 
approval. Moreover, in many developing 
countries PEs have a weak equity base: they 
were usually created with little equity and have 
been unable to generate funds internally 
through undistributed profits. Their equity 
base needs to be strengthened, and control ex
ercised to maintain solvency, for instance by 
monitoring the debt-equity ratio, as in the Re
public of Korea. 

Experience shows the dangers of driving 
PEs into financial markets before their effi
ciency is improved and equity base strength
ened. The usual result is not more discipline 
but more debt. The PEs finances are further 
impaired when the move coincides with interest 
rate liberalization and currency depreciation. 
Borrowing by PEs was in fact one of the causes 
of the external debt crisis and financial insta
bility experienced by a number of countries. 
More recently, PEs in some countries have 
again been pushed into external borrowing as 
budgetary transfers have been reduced and 
more strict central bank credit limits applied. 
In some cases (e.g. Turkey) this move has been 
facilitated by liberalization of the capital ac
count. Such a course can lead to a new round 
of excessive debt accumulation, particularly if 
enterprise reform does not take place. 

There can be little doubt that freedom to 
tap financial markets and closer links with 
commercial banks can serve to increase finan
cial discipline on PEs, provided that other con
ditions are met. Even without major 
privatization programmes PEs can also play an 
important role in developing stock markets by 
issuing minority shares. However, it should be 
kept in mind that PEs are often much larger 
than private enterprises, and their insertion into 
financial markets can have a major impact on 
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the way these markets operate, especially if fi
nancial institutions lack the capacity to take on 
major new functions. 

5. Pricing policy 

One of the most important questions that 
arise with respect to PEs is whether their prices 
should be used to subsidize certain sectors and 
activities or be based on strictly commercial 
principles. Subsidizing can mean selling at 
prices either below cost or below market-
clearing levels. The latter gives rise to a black 
market both when the PE is a monopoly and 
when it is under-cutting private competitors. 

A distinction needs to be made between 
general and selective subsidies. An example of 
a general subsidy is provision of various inputs 
for agriculture (e.g. chemicals, fertilizers, ma
chinery etc.) below market prices or costs. Se
lective subsidies through pricing are often 
found in natural monopolies such as transport, 
electricity and water, where differentiation of 
fares, charges and rates among different classes 
of users is much easier. The important ques
tion here is whether such subsidies should be 
financed from within the enterprise by positive 
mark-ups in other areas. Such a practice is 
compatible with financial self-sufficiency, but 
it is objectionable in that it can shift the burden 
arbitrarily. Its merits in any specific case de
pend on the extent of the subsidies to be given 
and the income difference between those who 
receive and those who ultimately pay the sub
sidies. 

It is difficult to achieve the same result 
with other policy instruments, such as direct 
income payments to particular users from the 
budget. An argument in favour of differential 
price subsidies is that direct income payments 
to users cannot guarantee that the subsidies are 
used in the way intended. But differential pric
ing can only ensure this result in the case of 
services provided by utilities and of other ser
vices that cannot be easily resold by subsidized 
consumers at higher prices. Therefore, to the 
extent possible, differential pricing should not 
be used for the sale of goods by PEs. 

Under-pricing goods to provide a general 
subsidy can generate considerable rents when 
capacity cannot be expanded; attempts to fix 
both prices and quantities at levels different 
from those justified by demand conditions can 
then give rise to turmoil, as amply demon
strated by the experience of many of the former 
socialist countries and of many developing 

countries. But if more resources can easily be 
allocated to the activity, no rent-seeking will 
occur. The issue then is whether the inter
vention is justified because of market failure. 

Replacing price subsidies with other in
struments such as taxes and direct subsidies will 
in theory bring greater transparency to the op
erations of PEs, and hence promote efficiency. 
In practice, however, most developing countries 
lack the sophisticated administrative mech
anisms needed to operate such schemes effi
ciently. Besides, the tax system in many 
countries is already overburdened with special 
tax rates and exemptions designed to advance 
industrialization. Thus, the true choice is often 
between retaining such subsidies and abandon
ing them. Such a choice should only be made 
after a careful analysis of which subsidies are 
unnecessary or ineffective. Where price subsi
dies are retained, they need to be clearly defined 
and allowed for in assessing the performance 
of the PEs concerned (see above). 

When commercial pricing is practised, it 
is necessary to discourage PEs from passing 
every cost increase onto prices: as already 
noted, cost-plus pricing tends to soften the 
budget constraint and impedes efficiency. 
Public monopolies should therefore be no less 
regulated than private ones, particularly when 
the management is given autonomy and incen
tives are linked to financial performance. In 
such cases, a system of tariffs is needed that 
brings about a competitive-market-like out
come regarding costs, prices and output. In 
practice, tariffs have more often been used as a 
device for revenue collection rather than to 
promote efficiency. Now that commercial 
pricing has gained favour (albeit often as a 
substitute for needed tax reforms), it is partic
ularly important to establish autonomous 
bodies able to restrain Governments from using 
State monopolies to extract revenue. 

6. Employment and pay 

Perhaps the most problematic area of PE 
reform, whether it takes the form of divestiture 
or of restructuring, is employment. Employ
ment policy is not only one of the principal 
causes of poor PE performance, but also the 
most difficult to change. In dealing with this 
problem it is important to distinguish between 
how to handle the excessive labour force that 
characterizes many PEs and what policies to 
pursue to generate more employment in the 
future. The scope of action on these two fronts 
differs considerably. 
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Many PEs in developing countries oper
ate like social security agencies, paying unem
ployment benefits rather than remunerating for 
useful labour. This cannot be justified on eco
nomic or social grounds, for although employ
ment generation is a valid objective, its costs 
and benefits must be calculated carefully. In 
principle, disguised unemployment in PEs 
should not be allowed, for there is no economic 
justification for employing labour when its 
contribution to output is nil or negligible, or 
when overmanning damages work ethics. If 
some income support is desired, it is better to 
extend it through institutions designed to pro
vide social benefits rather than soak up surplus 
labour in PEs. Neither efficiency nor social 
reasons justify the granting of quasi-property 
rights in jobs in PEs: these constitute an ob
stacle to changing employment patterns and 
create a privileged section of the working class 
in the midst of massive unemployment. 

It does not follow, however, that PEs 
should employ labour only when its contrib
ution to output equals or exceeds the wages 
paid. Many developed and developing coun
tries have legitimately pursued regional em
ployment policies, either directly by 
establishing PEs in less developed areas, or in
directly by providing subsidies to private in
vestment. An example of the former is the 
Norwegian State-owned aluminium company 
(ASV) established primarily to provide em
ployment in a region with little alternative em
ployment opportunities; and an example of the 
latter can be found in the North-East region of 
Brazil, whose development was mainly ad
vanced through subsidized private invest
ment.170 Employment subsidies have also been 
used in a number of developed countries in or
der to generate jobs in regions with dangerously 
high unemployment. Such policies can also 
add considerably to national output. Employ
ment generation by means of subsidies to the 
private sector, accompanied by effective con
trols to ensure that they are used for the pur
pose intended, can be more effective than 
increasing employment in PEs. If employment 
must be generated in the public sector itself, 
this should be done through schemes that add 
to the country's capital stock, such as 
infrastructure and rural development projects, 
rather than through overmanning operations. 

The conventional way of dealing with the 
employment problem in PEs in developing 
countries has been to try to reduce the wage bill 
through wage restraint. This emphasizes prof

itability rather than efficiency: lowering real 
wages and salaries can run counter to efforts to 
improve management and raise productivity. 
There is a dilemma because, while the basic 
problem is usually the number of employees 
and their productivity, rather than their wages, 
it is invariably much more difficult to reduce 
staff than to cut real wages. Consequently, the 
performance of many PEs is continuously im
paired by both low wages and an excessive 
labour force, especially since the wage re
ductions typically affect skilled workers and 
managers rather than unskilled labour, leading 
to a drain of talent to the private sector. 
Across-the-board wage cuts often give only 
temporary relief, since after an initial freeze 
nominal wages usually have to be allowed to 
catch up with inflation. 

Much of the difficulty of reducing excess 
labour arises because the typical approach is 
large once-and-for-all reductions rather than a 
medium-term programme for retraining and re
deployment. Large-scale reductions usually re
quire lump-sum severance payments which 
usually cannot be borne by the enterprise 
alone. Partial or total deferment of the pay
ments does not necessarily reduce the financial 
burden. Similarly, early retirement schemes 
shift the burden onto provident funds, which 
are also often financially fragile. The cost of 
retrenchment would appear to be related to the 
level of wages, but in practice low wages usu
ally go hand-in-hand with overmanning be
cause of political pressures on management to 
hire more rather than better workers. 

These factors largely explain why in 
practice pay and employment problems in PEs 
remain unresolved in many countries' adjust
ment programmes. As one assessment of this 
experience points out, "(World) Bank pay and 
employment operations have tended to take a 
short-term perspective, ignoring issues of rede
ployment, retraining and pension and severance 
obligations. The Bank should take a more 
comprehensive approach that considers all 
stages of the reform process and makes more 
specific provisions for implementation over the 
medium term".'7' 

Lack of a medium-term perspective often 
prevents even reduction through attrition. In
deed, because many developing countries allow 
retirement after 20-25 years of work regardless 
of age, on average the existing labour force in 
PEs can be reduced by a quarter within four to 
six years if there is no fresh recruitment. But 

170 See M.A. Ayub and S O . Hegstad, op. cit., p. 25. 
171 B. Nunberg, "Public Sector Pay and Employment Reform. A Review of World Bank Experience", World Bank 

Discussion Paper, No.68, Washington, D C , 1989, p. vii. 
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such a process normally requires retraining the 
remaining workers and redefining their duties 
and responsibilities. However, measures taken 
to reduce the labour force through such a 
process (fewer temporary workers, elimination 
of unfilled posts and a freeze on recruitment) 

are often short-lived as political influence and 
patronage resume. Thus, pay and employment 
reforms in PEs only succeed when they form 
part of an overall reform that redefines objec
tives and changes incentives, enlarges manage
rial autonomy and increases accountability. 

F. Conclusions 

The PE sector in developing countries has 
contributed to the severe fiscal crisis of the 
1980s. Poor management of enterprises has 
been an important influence, but even more 
important has been the role assigned to the 
public enterprise sector and the relationship of 
the enterprises with Government and different 
interest groups. The functions PEs are ex
pected to perform are often determined by var
ious forms of influence on the public 
administration, and the Government has often 
been ill equipped to exert adequate control over 
management of the enterprises. Particularly in 
developing countries, PEs are typically assigned 
a variety of non-commercial tasks, whose costs 
are often not covered by government revenues, 
with the result that the ensuing deficit in gov
ernment finances finds its counterpart in the 
deficits of public enterprises. 

Another important reason for the poor 
performance of many PEs has been external 
shocks and some of the policy responses to 
them. In the 1980s many PEs in developing 
countries were hit by sharp increases in interest 
rates, real currency depreciations and falling 
commodity prices. The changed pattern of rel
ative prices would have required substantial re
structuring, but financial stringency made new 
investment impossible. On the contrary, poli
cies aiming at swift balance of payments ad
justment meant drastic cuts in investment and 
imports of inputs, which further aggravated the 
problems of many PEs. 

PE reform under structural adjustment 
programmes has frequently not been aimed at 
obtaining a sustained improvement in effi
ciency. Initially, the programmes concentrated 
on improving short-term financial performance, 
often through rjrice increases. More recently, 

they have been geared towards reducing the 
size of the PE sector. Adjustment policies have 
often failed to deal with the underlying social 
and distributional problems which PEs are de
signed to address. Moreover, they have also 
frequently failed to achieve the results 
sought.172 

Success in cutting the relative size of the 
PE sector in developing countries has been very 
limited. Divestiture has often consisted of sell
ing profitable small- and medium-sized enter
prises rather than large unprofitable ones -
something which generates few social problems 
and hence meets with little political resistance, 
but which does not provide much relief (if any) 
to the budget. The evidence on the budgetary 
impact of PE reform is inconclusive. In a few 
countries cuts in subsidies to PEs had an im
mediate positive impact on public finances; 
elsewhere, the enterprises reacted by accumu
lating arrears to or by over-borrowing from 
other PEs. Profitability has improved only in 
some of the countries undertaking structural 
adjustment programmes. For example, in 
Africa an improvement was achieved only in 8 
out of 18 countries under World Bank-
supported programmes, while in 2 countries 
there was a deterioration. Moreover, where fi
nancial results improved, this was frequently 
achieved by monopoly price increases rather 
than better management. However, staff re
ductions, which were part of most PE reform 
programmes, also appear to have contributed 
to short-term financial improvements in some 
countries.173 

Reform has frequently met fierce resist
ance from the groups for whom it implied sig
nificant real income losses. Improving the 
financial situation of PEs by price adjustments 

172 For a more detailed discussion of the reform experience which follows, see World Bank, Privatization The Lessons 
of Experience, Washington, D C , April 1992, pp. 4-8; and A. Galal, "Public Enterprise Reform. Lessons from the 
Past and Issues for the Future", World Bank Discussion Paper, No.119, Washington, D C , 1991. 

173 See World Bank, Report on Adjustment Lending, Washington, D C , August 1988, p . 67. 



142 Trade and Development Report, 1992 

has tended to be easier than by employment or 
wage reduction, since groups affected by price 
increases are usually less organized than labour. 
Nevertheless, price increases have sometimes 
provoked stiff resistance and have had to be 
reversed. In many countries, plans to cut em
ployment could not be implemented because of 
the strength of trade unions in the PEs and in 
the country generally, on the one hand, and the 
problem of financing severance payments on a 
large scale, on the other. In other cases, initial 
gains in staff reductions apparently were not 
sustained as some of those laid off were ab
sorbed elsewhere in the public sector.174 Thus, 
the stop-go character of reforms has damaged 
economic growth. 

Focusing on short-term budgetary bene
fits can jeopardize the long-run success of PE 
reform. Measures such as staff reductions and 
price increases to compensate for across-the-
board cuts in transfers from the budget can also 
be harmful.175 Keeping wages down to reduce 
overmanning can encourage the departure of 
skilled staff with easier access to the private 
sector and thus damage enterprise efficiency.176 

In monopoly situations price increases not ac
companied by changes in modes of manage
ment and production can simply hide, rather 
than solve, the problem of cost inefficiency. 

In order to rationalize PE operations, 
political interference in the management of 
these enterprises needs to be reduced to the 
minimum and the accountability of their man
agers to competent supervisory bodies 
strengthened. But institutional reforms such as 
the implementation of improved systems of 
performance evaluation and auditing have also 
met serious difficulties. Only in four countries 
in Africa is there evidence that institutional re
forms have had an impact on managerial moti
vation and enterprise efficiency,177 the reason 

probably being the small pool of skilled man
agers. 

Experience suggests that reforms of PEs 
in developing countries require a long time ho
rizon, because they involve changes in social 
behaviour and political customs. Clientelism, 
patronage and corruption are likely to pose the 
same kind of problems to the reform of PEs as 
they do to their efficient functioning. Since the 
degree to which the PE sector is subject to such 
influences depends to a large extent on the level 
of economic and social development, lasting 
public sector reform has to be a continuous 
process and cannot be achieved quickly and in 
isolation. The timing of specific steps in public 
sector reforms is also important. PE reforms 
often have an impact on real income distrib
ution which is much more difficult to digest in 
periods of recession and financial stringency 
than of growth. 

Reform of PEs has to begin with an 
identification and review of objectives, includ
ing an assessment of the distributional impact 
of their operations and how these are financed. 
In many cases, rationalization of PEs will re
quire to release them from certain tasks they 
have been allocated. However, the crucial pol
icy choice is whether to abandon the related 
objectives altogether - as has frequently been 
the case in the reforms undertaken so far - or 
to develop and assign alternative policy instru
ments for these purposes. In any event, it is 
indispensable at an early stage of reform to re
view the priorities given to different objectives, 
both commercial and non-commercial; to the 
extent that non-commercial objectives are as
signed to enterprises, the costs must be fi
nanced appropriately and their distributional 
effects made transparent. It is thus necessary 
to view PE reform in the context of a broader 
reform of the public sector, taking into account 
the political dimension." 

174 Ibid. 

175 See M. Shirley, The Reform of State-owned Enterprises. Lessons from World Bank Lending (Washington, D C : 
World Bank, 1989, Policy and Research Series No.4), p . 9. 

176 Ibid., p . 10. 

177 See A. Gala l , op.cit., p . 20. 
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