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A. ECONOMIC GROWTH

1. Overview of growth in 1998

After widespread expectations that the world economy was eventually settling into a
growth path of some 3 per cent per annum, which would eventually make it possible to reduce
unemployment in industrial countries and poverty in developing countries, global growth took
asharpdivein 1998 (tablel). Particularly dramatic has been the deterioration in global economic
conditionsin the latter half of 1998 as a consequence of deepening recession in the East Asian
economiesand in Japan. A resurgence of instability ininternational financial marketsfollowing
the August crisis in Russia, the repercussions of this crisis, especially on Latin America, and
continued decline in the prices of oil and other commodities led to a deterioration of prospects
that extended well beyond the East Asianregion.* Thus, optimisticforecastscommononly ayear
or so ago for the recovery of the East Asian economies and the benign impact of the Asian crisis
on the global economy gave way in late 1998 to concerns about the possibility of a global
recession.? The policy response to deepening crisis, including lowering of interest rates in the
United States and the EU, more accommodating monetary and fiscal policiesin the East Asian
economies, and liquidity expansion and fiscal and aid packagesintroduced by Japan have hel ped
to improve the conditions in financial markets. However, despite various ups and downs in
market sentiment, the forces driving real economic performance have remained largely
unchanged: prospectsfor 1999 have continued to deteriorateasindi cated by continued downward
revisions of global output forecasts (chart 1).

Theadverseimpact onreal activity of theturbulencein global financial marketshassofar
been much more seriousfor devel oping than for industrial countries (table 1). For 1998, growth
in GDP in the developing countriesis estimated to be 1.5 per cent including China, and 0.4 per
cent excluding China, as compared to 5.5 per cent and 4.9 per cent, respectively, in 1997. The

! For a comprehensive discussion of major developments up to the first half of 1998, see UNCTAD, Trade and
Development Report, 1998, Part One.

2 |llustrative are the 1998 forecasts of the IMF for selected Asian economies and the world economy between May
1997 and September 1998. The substantial downward revision applied to al major economic regions and was
particularly sharp not only for the Asian economiesof Indonesia(from 7.4 per centto-15.0 per cent), Thailand (from
7.0 per cent to -8.0 per cent), Malaysia (from 7.9 per cent to -6.4 per cent), Republic of Korea (from 6.3%to -7.0
per cent) and Hong Kong (China) (from 5.0 per cent to -5.0 per cent), but also for Venezuela (from 3.3 per cent to
-2.5 percent), Russia (from 1.0 per cent to -6.0 per cent) and Japan (from no growth to -2.5 per cent). It was also
accompanied by acorresponding lowering of the 1999 forecast of world output from 3.7 per cent to 2.5. Similarly,
between July 1 and August 28 of 1998, J.P. Morgan downgraded its 1998 forecast of global GDP growth from 1.8
per cent to 1.5 per cent and that of 1999 from 2.3 per cent to 1.7 per cent; J.P. Morgan, Global Data Watch, New
York, August 28, 1998, p. 1. By early October, world GDP growth in 1998 was estimated to be 1.6 per cent but the
forecast for 1999 wasrevised still further downwardsto 0.9 per cent; J.P. Morgan, World Financial Markets, New
York, 7 October 1998, p. 3. At 1 per cent the January forecast for global growth from the same source was little
changed; see J.P. Morgan, World Financial Markets, 8 January 1998, p. 3.



deterioration has been pervasive, particularly among the emerging markets. At 2.3 per cent,
growth in the devel oped world exceeded that in devel oping countriesfor thefirst time for many
years.

The severity of the Asian crisisand its rapid spread to the economies in the region with
strong fundamental s distinguish it from similar episodes of financial turmoil including the 1987
equity market crash, the EMS crisis, or the Mexican crisis, in which the impact on real activity
waslimited, or sharp but short. Theinitial international policy response exacerbated thecrisisby
faling to distinguish the changing nature of the interrelationship between financial and real
factors, and by placing too much faith in conventional policy prescriptions.® With the exception
of afew countries, the East Asian economies sank into outright recession in 1998 with loss of
output as a proportion of GDP reaching double digit figuresin some cases. For the five most
serioudly affected Asian economies (i.e. Indonesia, the Republic of Korea, Malaysia, the
Philippines and Thailand) as a whole, output fell by an estimated 8 per cent in 1998. While
growth in China continued to be robust thanks to expansionary fiscal packages introduced in
response to the deteriorating external environment, the official estimate of 7.5 per cent is well
below theaveragerate attained over thepast 10 yearsand includesalargeinventory accumul ation
of unsold output of state enterprises.*

After three consecutive years of income growth in excess of population, Africafailed to
achieve an increase in per capitaincomein 1998. Likewise, Latin America, after attaining its
highest growth ratefor aquarter of acentury in 1997, failed to register atangiblegain in per capita
income. Performance of the transition economies in Europe and Central Asia was a serious
disappointment following a turnaround in the downward trend of its output growth in 1997.

With the notable exception of Japan which entered into a severe economic recessionin
1998, growth in most industrial countries was better than in developing countries, benefiting in
part from significantly weakened prices of oil and non-oil commodities and flight to quality in
international financial markets. In particular, the United States economy proved to be quite
resilient. Despite widespread expectations of a slowdown in the second half of the year, the
economy continued to surge ahead, attaining an overall annual growth rate of around 3.9 per cent
in 1998 following a growth of 3.8 per cent in the preceding year. In contrast, performance
weakened earlier than expected in Europe as economic growth slowed down in the last quarter
of theyear. Nevertheless, most EU countries, especialy in the euro area, ended the year with a
higher growth rate than 1997.

The seriousness of the Asian economic crisis, in terms of scope and repercussions, has
been felt not only in financial marketsin various parts of the world, but aso in trade and related

3 For the policy response see UNCTAD, Trade and Development Report, 1998, Part One, chapter 3.

* Total value of inventoriesis estimated at $500 billion, more than half of the economy’ soutput; see“ The Y ear of
Living Carefully”, Business Week, December 28, 1998, p. 30. It should also be noted that there is considerable
uncertainty regarding thetruegrowth ratein China, particularly inview of very low growthin el ectricity consumption
and coa output, stagnant import volumes and weak export growth; for a discussion of thisissue see IMF, World
Economic Outlook and International Capital Markets, Interim Assessment, Washington, D.C., December 1998.



areas. Asaresult of the collapse in Asian import volumes, world trade slowed considerably in
1998, registering its weakest performance since the early 1990s. Indeed, the deteriorating
economic conditionsin Asiawere akey factor behind the continued declinein commaodity prices
during 1998, lowering the growth prospects of many devel oping and transition economieswhich
are mainly commodity-based (see section B below). For the OECD area, on the other hand,
declinesin commodity pricesresulted in some 5 per cent improvement initsterms of trade with
the rest of the world which greatly helped to maintain itsincome levels and reduce inflation.

2. Current economic conditions and outlook for 1999

Global economic performancein 1998, and particularly growthin emerging markets, was
strongly influenced by thecontinued volatility of international financial markets, and by tightened
international financial conditionsincluding reduced capital inflowsand increased cost of finance
(see section C below). The deep integration of markets has produced a new transmission
mechanism across the global economy highlighted by the credit crunch in international capital
marketsfollowing the onset of the Russian crisis. The sharp and rapid riseinrisk premiahasled
to an abrupt slowdown not only in capital flowsto emerging markets, but also in the availability
of financeto relatively safe borrowersinindustria countries. The Chairman of the United States
Federal Reserve Board, Alan Greenspan, has characterized “the remarkable increase in risk
aversion and in increased propensity for liquidity protection in both the United States and
Europe” as “virtually unprecedented in our post World War 11 experience”, which has arisen
“without significant signsof underlying erosioninour real economies, tightened monetary policy,
or higher inflation.”> This phenomenon is also remarkable because it has occurred despite
rigorousadjustment policiesinthecrisis-ridden Asian economies, and widespread policy actions
in most other emerging markets designed to retain confidence and restore private capital flows.

Althoughtheturbulenceinglobal financial marketsexperiencedlast October had subsided
by the end of the year, external financial conditions remained tight for most emerging markets.
As aresult of the rise in risk perceptions on the part of international investors and the sharp
decline in capital inflows, several emerging market economieswhich rely on foreign borrowing
to finance fiscal or current account deficits (or both) have been forced to reduce their external
financing needs by such meansasincreased taxation, public spending cutsand hikesin domestic
interest rates, thereby reducing aggregate spending, output and employment. Conditions in
international financial markets may well deteriorate further in the early part of 1999 with
spilloversinto other emerging marketsfrom the Brazilian currency crisisin January. Inindustrial
countries, despite the rebound in equity prices, lower bond yields, and the narrowing of spreads
on private securities, financial conditions remain fragile and real economic forces underpinning
growth are weak. Again, global contagion from Brazil through trade, finance and corporate
earnings can be expected to reduce growth prospects not only in developing countries in the
region but also in industrial countries which have closer ties with the region. Even before the
Brazilian crisis, prospects for 1999 were fraught with considerable downside risks and

5 Remarks by Chairman Alan Greenspan, “The Structure of the International Financial System”, at the Annual
Meeting of the Securities Industry Association, Boca Raton, Florida, 5 November 1998, www.bog.frb.fed.us.



uncertainties, asreflected in the discrepancies among the forecasts of GDP growth by various
international organizations and institutions, especially for certain countries (table2).® Withthe
onset of thecrisisinBrazil, suchriskshave certainly increased even though global contagionfrom
thiscrisiscould be contained much more easily than that from the East Asian and Russian crises.

Despite significant differences, global GDPforecasts by variousinstitutions presentedin
table 2, undertaken before the Brazilian crisis, generally agree on lower growth rates for most
countries in 1999 than in 1998. The expected decline is particularly marked for the industrial
countriesand in Latin America. Intheformer group, the lower growth forecast isduelargely to
the expected slowdown in the United States, and, to a lesser extent, in the EU. Economic
conditions are expected to improve in Japan, but probably not enough to pull the economy out
of recession. In Latin Americathe slowdown isexpected to be pervasive, encompassing al the
major economiesin theregion. Thiswas so even before the Brazilian crisis, which will certainly
deepenthedeflationary forcesintheregion, possibly pushingitintorecession. Economicgrowth
in East Asiais generally predicted to improve thanks to the stabilization or improvement of
conditions in the crisis-ridden countries. However, there is consensus concerning a slowdown
in Chinaand South Asia. African economic performance is expected to change little. Growth
in transition economies is set to deteriorate considerably, in large part on account of a deep
recession in Russia.

These expected changesin regional growth patterns are associated with increased trade
imbalances. TheUnited Statescurrent-account deficitwill continueto widen, possibly exceeding
$300billionin 1999 (some4 per cent of GDP), thus absorbing avery large part of the turnaround
inthetradedeficitsof thecrisis-ridden emerging markets. Incontrast, the European and Japanese
trade surpluses are expected to change little. The persistence of such imbalances can create
serious tensions in the global trading system to the extent that they are transated into a rapid
slowdown in deficit countries.

TheUnited Stateseconomy hassofar remained extremely vigorous, despiteanincreasing
trade deficit. However, the sustained performance in the United States has been in part due to
amarked improvement in itsterms of trade that ismirrored in the declinein the real incomes of
itstrading partners. Givenitsclosetiesto therest of theworld through trade and finance, can the
United States economy remain an oasisin asluggish global environment and continue to surge
ahead at the same pace asin 19987 The consensus answer to this question is negative. There
remains, nevertheless, considerable uncertainty regarding the extent of the slowdown of the
United States economy to be expected in 1999, particularly sinceits performancein 1998 belied
forecasts that growth would begin to falter during that year.

There can be little doubt, however, that continued expansion of the United States
economy at ratesin excess of 3 per cent as experienced in the past three years is under threat
from both external andinternal factors. Giventhat virtually every economy asidefromtheUnited
States is experiencing contraction of demand, any marked recovery of growth in the rest of the

® The rates of GDP growth given by different ingtitutions are not always directly comparable due to the use of
different weighting schemes and other factors. For adetailed explanation, see Box 1 on “International Comparison
of GDP Egtimates’ in UNCTAD, Trade and Development Report, 1998.



world based on external demand must have anegativeimpact on United Statesgrowth prospects.
In consequence, domestic demand in the United States must continue to grow at rates that are
sufficient to offset this negative impact if the economy is not to lose momentum and global
growthistoincrease. Withthe United States government budget surplus continuing to grow, the
recent expansion of demand has been driven by private sector spending which has outpaced
private sector income, resulting in record high corporate financial deficits and record low
personal savings which actually turned negative during part of 1998.” Such conditions cannot
persist indefinitely. Business spending is expected to slow as earnings continue their decline
throughout 1999 dueto rising costs of finance resulting from increasesin risk spreads, tightened
lending standards, sluggish export orders, falling capacity utilization ratesand profits, and rising
inventories. Asthebudget isset to generate anincreasing surplus (according to current estimates
$2.5 trillion on acumulative basis over the next 10 years, even if the growth ratefallsto around
2 per cent), maintaining the current rate of expansion in the United States, irrespective of any
external impact on demand, would require growth of consumer spending to outstrip household
income growth even further.

Thisisnot likely to happen. Therate of increase in average hourly earnings has begun to
decline, and households are currently committing around 17 per cent of disposableincomesto
financing costs, a level not seen since the recession of the early 1990s. So far consumer
expenditures have been sustained to an important extent by borrowing based on unrealized
capital gainsin equity portfolios® The recent gyrationsin equity prices have made borrowing
against equity holdings much morerisky, and aretrenchment of household finances much more
likely, even in the face of rising real purchasing power over imported goods and falling interest
rates. The recovery of the stock market has been driven more by the belief that the Federal
Reservewill makethenecessary reductionsininterest ratesrequiredto stabilizefinancial markets,
rather than by any real improvement in the prospectsfor corporate earnings, which continue to
decline despite the continued strong expansion of the economy and modest wage growth. While
the reduction in interest rates has done much to reduce the likelihood of recession, it has done
little to improve the outlook for earnings. Although forecastsfor growth inthe United Statesin
1999 have been raised, particularly for thefirst quarter of the year, with none of the components
of aggregatedemand rising asrapidly asin 1998, therevised forecast growth rateisstill below the
long-term potential. If exports remain sluggish, particularly as aresult of a sharp slowdown in
L atin America, and consumer spending level soff, growth may actually fall and theeconomy may
go through a brief recession.®

" Part of the decline in savings is due to the national accounts definitions which do not include capital gainsin
householdincomes, but deduct all incometax payments, whichincludetaxeson capital gains, to determinedisposable
income. Thus, some of what appears to be an increase in spending isin fact an increase in taxes on realized capital
gains. Given that household indebtedness hasbeen rising lessrapidly, thiseffect islikely to have been important and
suggests that household spending may not be as vigorous as suggested by the savings figures.

8 In 1995 about 60 million individuals held stocks directly, anincrease of amost 10 millionin threeyears; see New
York Stock Exchange, Shareownership 1998, New Y ork 1999.

% For such aforecast see J.P. Morgan, World Financial Markets, New Y ork, 8 January 1999. Before the outbreak
of the Brazilian crisis, the Merrill Lynch recession probability model put the risk of recession in 1999 at around 33
per cent; see Weekly Economic and Financial Commentary, 4 January 1999.



In Europe, the United Kingdom experienced a sharp deceleration of growth in the last
quarter of 1998 and is unlikely to recover before the end of 1999. The major economiesin the
Euro area, notably Germany, experienced a sharp downturn in the last quarter of 1998, in large
part on account of a slowdown in manufactures exports which have been one of the prime
movers of growth in the region. As expected, the euro, which was launched in January 1999,
started out strong relative to both the dollar and the yen, although it has experienced subsequent
weakness against the dollar. Thus, much of the benefit to exporters deriving from the
appreciation of thedollar in 1997 and early 1998 has now been reversed, making further export-
led expansion even lesslikely. At the sametime, the wage demands advanced by labour unions
in Germany have again raised the spectre of tighter monetary policy. Given the increasing
importanceof tradeandinvestment in Eastern Europe, busi nessconfidencehasbeen undermined
by economic difficulties in Russia and most firms now face excessive inventories.

Expansion in the EU will largely depend on consumption expenditure. The widespread
expectations that domestic spending would lead to avigorous growth in 1998 have been largely
disappointed. Whilethe EU hasbeen spared theworst effectsof the credit crunch, itsconsumers
and producersappear nonethel essto have beguntorevisedownwardstheir expectationsof future
conditions. The consequencesarelikely to restrict expansion in private spending irrespective of
domestic financial conditions. While changes in government in a number of countries have
brought expectations of greater emphasis on growth and employment in the design of economic
policy, a mgor fiscal stimulus is unlikely to take place to compensate for the slowdown in
exports. All in al there appearsto be a consensus that growth in the Euro areawill be slower in
1999, even falling below 2 per cent in some forecasts (see table 2). In none of the current
projectionsis growth expected to be rapid enough to make a dent in unemployment.

Japan has also experienced the impact of increased risk and liquidity preference, but in
different ways. Theweaknessinthedomesticfinancial system hasproduced conditionsinwhich
residents have become less willing to hold liabilities issued by domestic financial institutions
which are considered to be subject to risk of closure for bankruptcy. They seek deposits in
foreign banks, both in yen and the dollar, and on some occasions this has produced negative
interest rates in the short-term money market. At the same time, the recent announcement of a
new round of bond financing to fund the new stimulus package has been accompanied by the
announcement that government agencies, including the Postal Savings Banks, have maturity
structureswhich will prevent them fromincreasing their holding of government bonds. Thishas
brought about a sharp increase in long-term interest rates and sharp losses for bond holders.
Since foreign banks are unwilling to lend in yen to domestic banks or to domestic business and
long-term rates are rising, Japan is also suffering from a sharp contraction in the financing of its
domestic economy.’® This in turn implies that Japan will not be generating any substantial
financia flowsto the East Asian countriesin crisiseven thoughitisrunning large trade surpluses
with them.

10 1t is also questionable whether the solution to the reluctance of banksto avail themselves of the funds available
for recapitalization in the current plan for the financial sector, namely removal of restrictions and requirementsfor
access to the funds, will actually achieve the objective of successful restructuring. There may be a case for more
direct action to combine recapitalization with mergers and other rationalization.



The recently announced Miyazawa plan of $30 billionin aid to adversely affected Asian
countries offsets part of this lack of financing from Japan to East Asia™ Japan has also
introduced a $195 hillion package of increased government expenditures and tax reductions,
suspending the Fiscal Structural Reform Law that required the government to generate surpluses
to reduce outstanding public debt, but this stimulus package does not represent a substantial
increase over the government expenditures of the previous year. Private spending continuesto
stagnateasfirmsfaceexcessivecapital stock andinventories, whilerationalizationand adjustment
in the corporate sector undermine consumer confidence. The appreciation of the yen since the
summer of 1998 and the sharp increase in bond yields at the end of the year present fresh
challenges to the Japanese recovery. Given its structural problems, the fiscal stimulus package
isunlikely to generate another increase in private spending. It can thus at best be expected to
serve only to halt further contraction rather than initiate a strong recovery. Furthermore, if
mounting deficitslead to awithdrawal of the expenditure package, the economy may experience
acontraction, asit did in 1997.

In East Asia, conditions in the countries directly affected by the crisis are expected to
improve, even though a full-fledged recovery is till far away. Recovery is expected in the
Republic of Koreaand Thailand with some moderate positive growth ratesin 1999, whereas for
Malaysiaand Indonesiafurther declinesarelikely. Therehasbeenaswift turnaroundinthetrade
deficits of these countries, resulting in massive surpluses in some cases. However, in most
countries the improvement in external balances has been due to declining imports rather than
increasing export sales. Insome casessharp expansioninexport volumeshasnot been transl ated
into greater foreign exchange earnings because of offsetting price declines (table 6). However,
import cuts appear to have bottomed out while export earnings are stabilized, in part due to the
recovery of exchangeratesfromtheir post-crisislows. This, together with more accommodating
monetary and fiscal policies, isthe main reason for the improvement of prospectsintheregion,
althoughin somecountriescurrency appreciation hascurtailed the sharp gainsin competitiveness
experienced in the immediate aftermath of the crisis.

By contrast, conditions have been deteriorating in the other economies of the region
compared to ayear earlier. Hong Kong (China) is now in outright recession and unlikely to
recover quickly in 1999; it isal so one of the economiesof theregion most vulnerableto contagion
from the Brazilian crisis. Thisis also true of Singapore where recession is less deep. Taiwan
Province of China has started experiencing difficultiesin its financial sector at a time when the
worst seems to be over for most other countries in the region. In China the growth rate is
expected to fall further in 1999, possibly towards the 6-7 per cent range. Despite the easing of
currency pressures, Chinamay encounter tighter conditionsininternational financial marketsand

2 The proposal targets the five most seriously affected Asian economies noted above, and is designed to help
restructure the corporate and banking sectors, to establish social safety nets, and to alleviatethe credit crunchin these
countries. Last year, aproposal was made to establish a$100 billion Asian fund with contributions from Japan and
other countries to help affected Asian nations. This proposal did not receive support from some other major
industrial countriesand multilateral financial institutions. Unlikethepreviousproposal, theMiyazawaPlaninvolves
only Japanese funds for the purpose of bilatera aid to Asian countries. It has now generated a response from the
United States which will contribute $5 billion to a programme to be coordinated with Japanese funds to support
bondsissued by Asian governments to restructure corporate debt and recapitalize banks.



reduced capital inflows. If its exports continue to stagnate and the limits of fiscal stimulus are
reached, a devaluation of the renminbi becomes inevitable.

SincetheRussian crisis, Latin Americahasemerged astheweakest part of the devel oping
world, and the breakdown of the currency peg in Brazil and the subsequent meltdown have
significantly worsened the region’s growth prospects. Most Latin American economies have
been experiencing increasing trade and fiscal deficitsasaresult of declinesin commodity prices,
and pressure on their currencies which governments have attempted to defend at interest rates
far above both real and nominal growthrates. Givenitsrelativesizeand tradelinksintheregion,
much will depend on how Brazil overcomesits present difficulties. It wasgenerally agreed that
even the successful implementation of the adjustment programme there, backed by the $41.5
billion IMF package, could resultinasignificant drop in output. Animportant component of that
programme, an exchange-rate regime designed to produce a gradual depreciation of the real in
the order of some 7 per cent throughout the year, has had to be abandoned as difficultiesin fiscal
adjustment resulted in mounting pressures on the currency and rapid loss of reserves. The
attempt to relieve pressure on the exchange rate by changing the method of calculation of the
intervention bandinmid-January failed. Capital flight accel erated, leading to thedecisionto float
the real and a depreciation in the order of some 30 per cent within aweek. It is still highly
uncertain whether Brazil will be ableto stabilizeits currency. Depreciation raisesthe cost of the
dollar-indexed government debt, whilehigher interest ratesrapidly feed throughto higher interest
costs on outstanding debt. Given that the impact of the latter islarger than the former, recovery
will depend on bringing about a stabilization of the exchange rate without along period of high
interest rates. Inasimilar system of floating exchange rate, Mexico has had to maintain interest
rates as high asthosein Brazil in order to calm its foreign exchange markets.

Evenif further currency turmoil wereto be avoided, Brazil islikely to suffer from asharp
contraction in economic activity, possibly in excess of 5 per cent.> The fallout from Brazil’s
crisiswill have significant adverse repercussionsfor Argentinaand most other economiesin the
region which have already been experiencing serious difficulties as a result of declines in
commodity prices, dwindling capital inflows, and worsening growth prospects. Thismay push
most major Latin American countries into recession (with the notable exception of Mexico,
thanks to its links with the United States), resulting in a sharp deterioration in the outlook for
economic growth for the region asawhole, including the possibility of asizeable drop in overall
output for the first time since the debt crisis of the 1980s.

2 The projections for Brazil in table 2 pre-date the currency turmoil and generally assume orderly implementation
of the IMF-backed programme. In theforecast by J.P. Morgan, the currency band was assumed to widen during the
first half of 19990 1.20-1.50 real per dollar, and the exchange rate was assumed to float toward the weak boundary
of the band, settling at 1.44 real per dollar by midyear. Under this scenario, the economy would till dide into a
recession, much deeper than in the IMF programme; op. cit., p. 55.

B The Brazilian turmoil hasindeed resulted in considerable downward revisionsin growth prospectsin the region.
For instance, Merrill Lynch lowered its 1999 GDP forecast for Argentinato a 2 per cent contraction, and is now
predicting a recession in the region with GDP falling by 1.5 per cent; see Weekly Economic and Financial
Commentary, 15 January 1999. A downward revision to recession isreported a so by Deutsche Morgan Grenfell;
see International Herald Tribune, 18 January 1999.



Africawasinitialy relatively isolated fromtheimpact of themarket turbulenceoriginating
from thefinancial crisisin Asiabecause most countriesin the region have only limited accessto
international financial markets and have stronger trade links with the EU and the United States
than with Asia. However, the outlook for African countries, in spite of the better than expected
weather conditionsin 1998, has deteriorated with the substantial declinein the prices of oil and
non-oil commodities, notably metals. Particularly significant for some countries has been the
sharp fall inthe price of oil which accountsfor no less than 60 per cent of the foreign exchange
earnings of the region. While some African countries are net gainers from lower commodity
pricesto the extent that benefitsfrom cheaper oil imports outweigh the lossesfrom lower export
prices, the region asawhole, and about one-third of the countries, are expected to be net |osers.
In addition, South Africa, thelargest economy in the region, was also subject to financial market
turbulence when its currency came under intense downward pressure at various times between
May and August 1998. In contrast to the downward revision of growth forecasts for most
countries in the region, and despite the setbacks to commodity prices, the performance of
countriesin the CFA franc zone can be expected to remain strong.

Beforetheoutbreak of theRussian crisis, thegrowth performanceof transition economies
had shown signs of recovery. Inthefirst half of 1998 the aggregate GDP in the region grew by
morethan 2 per cent, in large part dueto arapid growth in Central and Eastern Europe, including
the Baltic states, where capital inflows remained high and export growth strong. In the second
half of the year there was a marked slowdown in economic growth throughout the whole of
Eastern Europe, due partly to the spillover effects of the Russian crisisand partly because of the
weakening of west European import demand. Largely because of the collapse of growth in
Russia, the average growth rate of theregion asawholefell sharply, possibly to below zero. The
key macroeconomic and international financial indicators suggest that Russian GDP will
continuetofall in 1999, most likely by morethan in 1998; both domestic and international capital
flows havedried up and are associated with thefailureto produce an agreed plan to deal with the
default on government and private debt. For other countriesintheregion, prospectswill depend
in large part on conditions in international capital markets and growth in the EU. On current
trends, a sharp slowdown can be expected in the countries where trade balances have been
deteriorating against abackground of declining capital inflows. Overall, disparitiesin economic
performanceareexpected towiden further, between the group of so-called |eading reformersand
agroup, mainly in South-East Europe, where acoherent programme of reformshas proved much
more difficult to design and implement. At the same time, the predominantly primary
commaodity exportersof the central Asian membersof the ClS are expected to lag further behind
the former group of countries.

3. Downside risks and scenarios

Global economic performance in 1999 will depend, to alarge extent, on the willingness
of capital markets to place funds at risk in emerging markets as well as on the extent of risk
aversion and instability in capital markets within developed economies, in particular the United
States and Japan. The increased volatility and unpredictability of the behaviour of financial
markets and international capital flows introduce considerable uncertainty into the assessment
of thelikely performance of the global economy, particularly inview of greater integration of real
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and financial flows and the increased rapidity of their interaction. Thisinteraction is capable of
producing significant destabilizing feedbacks between the real economy and financial markets.

Such feedbacks with the potential to increase financial fragility can be especially serious
inemerging markets. Thevery policiesadopted to offset the declining capital flowsmay actually
increase the perceived risk of lending to these countries, and thus cause further reductions in
financia flows. For instance, high interest rates designed to offset increased risk premia and
sustain foreign investment reduce economic activity. They also worsen the fiscal position
through their impact on the financing costs of government debt, and weaken corporate balance
sheets. All these factorsraisetherisk premiaon lending to, and investing in, emerging markets.
Totheextent that such policiesfail to prevent currency depreciation and that currency risks have
not been hedged, there will be still further deterioration of the fiscal position and corporate
balance sheets. The former will be aggravated if, as in Brazil (and in Mexico in 1994), a
substantial portion of government debt isdollar-indexed. For these reasons uncertainties about
exchange rates, fiscal positions and balance sheets can create the risk of a vicious spiral by
reinforcing the reluctance of international lenders to increase their exposure to a country - a
tendency often aggravated by pro-cyclical downgrading in its credit rating.

Such downside risks are also present in industrial countries. Monetary easing designed
to addressthe growing prospects of economic slowdown caused by increased financial fragility,
has not achieved arapid improvement in the underlying fundamental s of economic activity, but
may actually have added to financial fragility by helping market conditions diverge further from
thereal economy. For instance, therecovery of equity marketsin the United Statesto level sthat
were considered by the Federal Reserve Chairman to reflect “irrational exuberance’raises once
againtherisk of asharp technical correctionwhich, if combined with tighter credit, could threaten
current growth forecasts.

The baseline projections of various ingtitutions given in table 2 depict aworld economy
with relatively weak growth in 1999, but avoiding recession. Associated with each forecast,
however, are considerable downside risks which are highly interdependent in the sense that the
occurrence of onewould increasethelikelihood of others. Accordingly, the slowdown of global
economic growth may be sharper than is given by the baseline scenarios. This is indeed
recognized by all the institutions referred to in table 2, which have also estimated the possible
outcomes in the event of the emergence of new disturbances or the failure of some of the
assumptions of the baseline projections to materialize. The outcome when specific downside
risks are incorporated into the baseline projections of each institution is presented in table 3.
Differencesin the results are due in part to differences in the assumptions regarding the nature
of downsiderisksaswell astheway inwhich they aretranslated into quantitativetermsor policy
measuresand of other exogenous changesincorporatedinto themodel ling exercises. Briefly, the
key assumptionsin each case are;

. Therisk factorstaken into account inthe IMF downside scenario include afailure
in the recovery of capital flows to emerging economies; a correction in equity
prices in the industrial countries; and a shift in the pattern of exchange rates
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among themaj or advanced economiesarising fromtheconcern of investorsabout
the sustainability of the large current-account deficits of the United States.™

. The downside scenario of the World Bank assumes aworsening of the recession
in Japan; adrying-up of private capital flowsto Latin America, compressing the
region’ scurrent account deficit to near zeroin 1999; and depressed growthinthe
United States and Europe due to steep equity market corrections of 20-30 per
cent.

. Assumptionsunderlyingthel ow-case scenario of OECD areassociatedwiththree
interdependent sourcesof risk: adeepening of thecrisisin East Asiaand itsspread
to Latin America, resulting from renewed outflows of capital and further risk
mark-ups on emerging market investment; continued economic declinein Japan
while bank restructuring remains stalled; and a sharp correction in global equity
markets. In response to such shocks, the OECD |ow-case scenario assumes a
cautious policy stance with fixed real interest rates in the United States and
Europe and fixed nominal rates in Japan.

. Thelow-case scenario of UN/LINK assumesa40 per cent declinein stock market
pricesin the United States and Western Europe from the peak levels of 1998; a
rise in the spreads on business borrowing; a sharp decline in capital inflows to
emerging markets, specificaly to China and Brazil, leading to a 15 per cent
devaluation of the renminbi and 20 per cent deval uation of the Brazilian real; and
continued stagnation and financial difficultiesin Japan.*

There are thus two potential sources of downside risks common to all low-case
projections of these ingtitutions: a correction in equity pricesin industrial countries associated
with arisein risk aversion and further declinesin capital flowsto emerging markets. Ascan be
seen fromtable 3, thereare significant differencesin therate of GDP growth given by thevarious
ingtitutions. The most pessimistic scenario (World Bank) gives zero growth in the world
economy in 1999, which would be the most serious decline since the recession of 1982.

4 Advanced economies consist of industria countries and the Asian newly industrializing economies (Hong Kong
(China), the Republic of Korea, Taiwan Province of China, and Singapore).

% To explore theimpact of policy response designed to reduce the loss of output in the low-case scenario, OECD
also undertakes another (less pessimistic) scenario based on a more aggressive policy response to these shocks,
allowing interest ratesto decline so asto limit the net equity market declineto 20 per cent (rather than the 30 per cent
as in the former case) relative to their levelsin early November 1998. The outcome, indicated by figures in
parenthesesin table 3, shows asignificant gainin GDP growth, particularly for the United States.

16 Inthe UN/LINK model, monetary policy in North Americaand Western Europe adjusts endogenously in response
to the deteriorating economic circumstances. Departing from the baseline, UN/DESA also produces an aternative
optimistic scenario, assuming a co-ordinated set of macroeconomic policy measures by the major economies,
specifically an interest rate cut of 1.5 per percentage pointsin North America and one percentage point in Europe,
and afiscal stimulus package of public spending and tax cuts in Japan, as well as a $17 billion aid package to
Indonesia, the Republic of Korea, Malaysia, the Philippines and Thailand. Strictly speaking, since much of these
policy actionsare already under way, the 1999 projectionsfrom this scenario (namely, agrowth rate of 2.7 for world
GDP and 3.7 per cent for devel oping countries) should replace the baseline scenario reported in table 2.
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Notwithstanding the differences in the rate of growth, it is significant that the rate of growth in
the low-case scenariosis 1-2 percentage points below the respective baseline projections. The
lossin GDP growth is particularly substantial for the United States.

4. Policy challenges

Since the onset of the Brazilian crisis, the prospectsfor globa economic growth in 1999
have undoubtedly deteriorated. Another bout of global financial instability could now push the
world economy into arecession. Such an outcome could be avoided only through vigilance on
the part of policy makers, particularly in industrial countries where there remain considerable
scope and freedom for expansionary policy actions.

In designing effective policy responses to the threat of a sharper downturn in global
economic activity, it isimportant to diagnose correctly the underlying forces responsible for the
current difficulties. It should be recalled that the present downturn in economic activity is
different from thetypical cyclical downturn that follows a period of sustained expansion. It has
not been induced by policy actions designed to slow an overheating economy or reduce an
accelerationininflation caused by excessive government spending or increasesin money wages.
Inflation ratesareat historical lowsinindustrial countries, and are below 10 per cent evenin most
of the crisis-stricken Asian economies that have suffered substantial deval uations and terms-of -
trade losses. Budgets in most countries are in surplus, asin the United States, or have deficits
at extremely low levels, the main exceptions being Brazil, Japan and Russia. Indeed, expansion
has been driven by private domestic spending or by exports. Further, wage rates have generally
been growing less than productivity, and other input prices have been declining so that the
slowdown in earnings has been due less to cost pressures than to declining growth in salesand
rising idle capacity.

The slowdown in growth has been occurring in conditions of falling prices, rising
productivity andimprovementsinfiscal balances. Despiteexpansi onary monetary policy thecost
of private finance has been high and rising asaresult of falling inflation rates and theincreasein
therisk premia. For instance, in the United States, despite the recent rounds of cuts, the Federal
Funds rateis about 150 basis points above its 40-year average in real terms.*” To the extent that
risk premia continue to govern borrowing rates and that borrowers remain reluctant to increase
already high levels of indebtedness, monetary policy can play only anindirect rolein preventing
a deepening of the downturn.

However, unlikethe position during previouscyclical downturnsin the 1970sand 1980s,
most governments do have substantial leeway to allow public spending to play its traditional
economic policy role as an automatic stabilizer for aggregate demand. The United States has
considerable room to usefiscal policy, should therisk of recessionincrease. In Japan the recent
decline in bond prices (see section C) has raised questions about the sustainability of its fiscal
stance, but monetization of budget deficits through the acquisition of government bonds by the
Bank of Japan could provideaway out. The EU iscurrently debating the possibility of amending

17 See Merrill Lynch, Weekly Economic and Financial Commentary, 4 January 1999,
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the Stability Pact in order to exempt government investment expenditures from the calculation
of the 3 per cent limit on budget deficits, and is exploring plans to manage the exchange rate of
the euro within limits that would prevent excessive overvaluation. While these measures will
have only an indirect effect on the decline in global demand, they represent arecognition of the
need to make policy more flexiblein the face of falling output.

Developing countriesfacing external financial difficultieshavelittleroomtousemonetary
policy for recovery, asnoted above. Evenin countrieswherethereisscopeto employ traditional
fiscal policy measures, their use may belimited by the potential negativeimpact on financial and
foreign-exchangemarkets. Countriesthat rely on commodity export earningsfor fiscal revenues
have introduced expenditure cuts for fear that failure to do so would jeopardize capital inflows
and exchangerate stability. Others, fearing that increased government borrowing may increase
interest rates and public debt and deficits, have acted to reduce government expenditures,
reinforcing the downward cyclical trend in demand.

Given the limited scope in developing countries for pursuing counter-cyclical monetary
and fiscal policies, and the relative ineffectiveness of monetary policy in industrial countriesin
arresting the slowdown, a possible policy response could be the direct injection of liquidity into
devel oping countriesthrough official channelsto raisedemand, importsand growth. Thiscannot
be adequately done by drawing on the resources of multilateral financial institutionswhich have
been drained by financial rescue operations. By contrast, Japan and the EU are in a position to
play animportant rolein providing adirect liquidity injection by recycling part of their surpluses
in various ways to developing countries in order to revive global demand, boost trade and
accelerategrowth. Giventhat devel oping countrieshaveahigher propensity to spend andimport,
such schemes could prove to be superior, in terms of their effect on global growth, to domestic
fiscal expansion in the surplus countries themselves.

Indeed, the greater overall impact of such surplus-recycling schemes is confirmed by
simulations undertaken in UNCTAD, prior to the announcement of the Miyazawa Plan, to
explore the potential role of Japan in the economic recovery of East Asia economies.®® The
results of the simulation exercise suggest that the regional and globa growth impact of an
additional Japanese aid package of $100 billion to the crisis-ridden East Asian countries would
be considerably stronger than that of adomestic fiscal stimulus of an equal magnitude. Gainsin
growthresulting from an aid package could be considerablefor the countriesincrisis. According
to the simulation exercise for the Republic of Korea, the cumulative impact of aid on growth
during 1998-2000 exceeds 10 per cent; and in the South-East Asian countries, the aid package
adds morethan 17 per cent to cumulative growth over the same period. Whiletheimpact of aid
on growth in the recipient countries is, as expected, far stronger than the impact of a fiscal
stimulus, for Japan the oppositeisthe case. However, the aid package is much more effectivein
promoting growth in most other regionsand countries. In particular, growth inthe United States
and the European Union would benefit more from a Japanese aid package to the East Asian
countriesin crisisthan a Japanese domestic fiscal stimulusof an equal amount. Moreover, while
thedirect, short-termimpact of fiscal stimulusisgreater onthelevel of activity in Japanitself than

8 See The Potential Contribution of Japan to Asian Recovery: External Aid versus Domestic Fiscal Stimulus,
Paper prepared by the UNCTAD Secretariat, Geneva, October 1998.
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an equivalent increasein aid to Asia, the medium-term impact isless clear after allowing for the
effectsof action needed subsequently to restorefiscal balance. Sincetheunderlying cause of the
declinein thetrend growth ratein Japan liesinits structural problems, purely domestic stimulus
packages are unlikely to restore growth permanently. Indeed, an appropriate strategy could
combine action on three fronts: atemporary fiscal stimulusto promote cyclical recovery, aid to
the Asian countriesincrisis, and structural reforms, including adefinitivesolutionto thedomestic
financia crisis. Thus, the recent policy initiatives in Japan, including the Miyazawa plan, the
stimulus packages and efforts to tackle structural deficiencies in the financial sector, are to be
welcomed, but for a rapid recovery in East Asia, a larger amount of long-term aid than that
envisaged in the Miyazawa plan is likely to be needed.

Other meansof producing adirectincreaseinliquidity indevel oping countriesshould also
beexplored. Oneavenueworth considering herewould beto removethedebt overhang of highly
indebted poor countries (HIPCs) through a rapid write-off of their unpayable official and
multilateral debt. Inthisrespect, the recent proposal by the chancellor of Germany that the G-8
countries should embrace aradical plan for debt forgivenessfor theworld’ s poorest countriesis
awelcome development.” While such action has its merits on its own, implementing it under
current conditions of aglobal slowdown would enhanceitsimpact on growth and devel opment.
Similarly, asubstantial SDR allocation could also provide payments support to devel oping and
transition economies. There are already suggestions to use such an allocation on areversible
basis in order to provide liquidity to emerging markets facing a threat of contagion.® No less
validisthe casefor similar action to provide additional current-account financing, particularly at
atime like the present when reserve needs are no longer adequately met by international capital
markets even for the middle-income emerging markets which normally have access to such
markets at reasonable costs.

B. INTERNATIONAL TRADE

1. Recent developments

Growth in the volume of world trade fell sharply to an estimated 4 per cent in 1998 after
having rebounded to nearly 10 per centinthepreviousyear (table4). Indeed, availablealternative
estimates indicate an even lower rate of growth.? Discerniblein 1998 isawidespread slowdown
at varying rates in the growth of import volume of individual countries and regions, in sharp

1 Gerhard Schroder, “Germany’ s helping hand”, Financial Times, 21 January 1998.

2 See H. Ezekid, “The Role of Special Drawing Rights in the International Monetary System,” in UNCTAD,
International Monetary and Financial Issues for the 1990s, Vol. X, New York and Geneva (United Nations
publication, sales no. E.98-11-D.3), 1998.

2 The IMF estimates growth in the volume of world tradein 1998 to be only 3.3 per cent; IMF, World Economic
Outlook and International Capital Markets, Interim Assessment, Washington, D.C., December 1998, Table 4.1.
According to estimates of J.P. Morgan, the rate of growth of export volumein 1998 was 3.5 per cent and of import
volume 3.3 per cent; J.P. Morgan, World Financial Markets, New Y ork, 8 January 1999.
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contrast to the widespread acceleration recorded in 1997 which was particularly spectacular in
Latin Americaand, to alesser extent, in North America. Of magjor significancein 1998 wasthe
dramatic contraction of import volumes of Japan (10 per cent) and South and East Asia,
excluding China (over 6 per cent). For the five Asian economies most affected by the crisis
(Indonesia, Republic of Korea, Malaysia, the Philippines and Thailand), the contraction in the
volume of importsin 1998 ranged from 13 per cent in the Philippinesto 27 per centin Indonesia,
again in sharp contrast to the situation in the previousyear (table5). For the global economy in
genera and the affected Asian economiesin particular, the general slowdown in the volume of
importsis the major factor underlying the corresponding deceleration in export volumes.

The widespread slowdown of imports in 1998 is equally evident in value terms. For
devel oping countries, theslowdowninimport growthresulted from adeclinein domesti c demand
and the emergence of constraints on import capacity arising from reduced export earnings and
lower capital inflows. Inthefirst nine monthsof 1998, Asia simports contracted by 16 per cent,
as compared to adecline of 7 per cent for exports. For the five most affected Asian economies,
imports fell by one-third while exports decreased by 3 per cent.?2 In China, importsfell by 9.2
per cent in October, leading to adecline of 0.7 per cent for the first 10 months of 1998. Indeed,
by and large, year-on-year contractions in the quarterly value of imports were widespread and
dramatic among countries in East Asia during the first three quarters of 1998 (table 6). With
respect to exports, the divergence in the rates between value and volume terms bear witness to
the substantial declinesin the export prices of individual economies concerned.

Thehighdegreeof interdependence of tradeand investment among theeconomiesin East
Asia, once a source of strength, has exacerbated the decline in exports of the countries of the
region.? Thus, exportsto Asiawhich accounted for about 60 per cent of China' soverseas sales
in 1997 fell 8.6 per cent (year-on-year) in the first 10 months of 1998.%* Asaresult, China's
exports for the first 10 months of 1998 were up only 1.3 per cent on ayear earlier. Japanese
exports to Asia also declined, being 23.7 per cent lower in the month of October than a year
earlier. Inthe case of the Republic of Korea, merchandise exportsto Japan, ASEAN and China
for the first nine months of 1998 were down 19.6 per cent, 28.4 per cent and 9.2 per cent
respectively.®

2 \WTO Press Release, at www.wto.org/wto/new/press117.htm.

2 For intra-regional trade among devel oping Asian economiesin 1996, the share of exportsin GDPwasover 12 per
cent. For sub-regionsand individual countriesin Asia, the corresponding share was as high as some 54 per cent for
the newly industrialized economies (Hong Kong (China), Republic of Korea, Singapore, and Taiwan Province of
China), 34 per cent for ASEAN-4 (Indonesia, Malaysia, the Philippines, and Thailand), and 18 per cent for Ching;
IMF, op. cit., Tables 4.3 and 4.4. For adiscussion of interregional trade in East Asia, see UNCTAD, Trade and
Development Report, 1998 , Part One, chapter |1, and Trade and Development Report, 1996, Part Two, chapter |.

2 Economist Intelligence Unit, “China Economy: Trade surplus plungesto $3.08 bn”, at www.viewswire.com, 18
November 1998.

% Qverall, Korean exportsin September 1998 were down by 3.9 per cent from a year ago, reflecting a continued
decline of 10.8 per cent to developing countries but a rebound of 4.9 per cent to devel oped economies, as exports
to the EU and the United Statesincreased by 11.2 per cent and 2.4 per cent, respectively; Korean Economic Daily,
2 November 1998.
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Because of the importance globally of the Asian economies and the rel ative dependence
of both developing and devel oped countries on Asian markets, the economic slowdown in the
region resulted in adeceleration in world import demand, with multiplier effects on the exports
and incomes of countries in various regions, particularly other developing countries. Exports
declined in those countries which have ahigh share of exportsto theregion. Inthe caseof Latin
America, Asiaaccounts for some 10 per cent of the total merchandise exports, but this shareis
much higher for some countries such as Peru and Ecuador, and as much as around 35 per cent
inthecaseof Chile. Inthethird quarter of 1998, the exportsof Latin Americafell below thelevel
of the preceding year, in sharp contrast to a substantial expansion in 1997. Similarly, import
growth in 1998 slowed from 15 per cent in the first quarter to 5 per cent in the third. The
decelerationinimport growth waswidespread among countriesintheregion but wasparticul arly
significant in Brazil, which experienced areduction of nearly 5 per cent in the first nine months
of 1998 as compared to an increase of 15 per cent in 1997. In Africa, the impact of the Asian
crisiswas felt particularly in Congo, the United Republic of Tanzania, and Zambia, since over a
guarter or more of the exports of these countriesgoto Asia. Among the economiesintransition,
Kazakhstan, Romania, the Russian Federation, and Ukraine experienced adeclinein thevolume
of their exportsto Asia. Deteriorating economic conditionsin East Asiawere also akey factor
behind the continued fall in commodity prices during 1998, with adverse impacts not only on
commodity-dependent devel oping countriesin Africa, Latin Americaand el sawhere, but also on
major developed-country commodity exporters such as Canada and Australia.

Contrary to expectations stemming from the substantial depreciation inthe currencies of
the five most affected Asian economies since the onset of the crisisin July 1997 (table 7), the
exports of South and East Asiaas agroup in 1998 were stagnant in volume terms (table 4). As
already mentioned, this was partly due to weak demand in the region, falling export prices and
simultaneous depreciationsinimporting countries. Between June 1997 and September 1998, for
example, while the currencies of the five most affected Asian economies depreciated by an
average of 36 per cent in real terms, those of five important commodity producing countries
(Ausgtralia, Brazil, Chile, Colombia, and Russia) depreciated by an average of 21 per cent.?® The
eventual implicationsof such exchange-rate movementsfor international competitivenessarenot
clear. Indicative of the impact of the Asian currency depreciations on exportsto third markets,
however, are the findings of arecent study on the exports of Latin America (including Mexico)
to OECD markets (excluding Mexico).?” The study finds that around 58 per cent of Latin
Americanexportsto OECD countriesarepotentially vulnerableto Asian competitionthroughthe
relative price effects of currency depreciations. Exportsto North Americaand to Asian OECD
countries have the largest shares of products exposed to Asian competition (62 per cent and 71
per cent, respectively). However, exports to the latter countries are only around 9 per cent of
Latin American exportsto the OECD asawhole. For manufactured products, just under 36 per
cent of total Latin American exports to the OECD (with avalue of $61 billion) are exposed to
Asian competition. The study finds that the smaller economies of Central America and the
Caribbean arethe most exposed, reflecting thelarge share of articles of apparel and clothing (and
in some case of electrical goods) in their manufactured exportsto the OECD.

% The World Bank, Commodity Markets and the Developing Countries, Washington, D.C., November 1998. A
more comprehensive discussion on currency depreciationsis given in section C below.

Z | nter-American Development Bank, Integration and Trade in the Americas, Periodic Note, August 1998.
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Thepast year hasal so witnessed ahuge swing in global current-account balances. Ascan
be seen from table 8, Asian economies in particular have been accumulating surpluses at the
relative expense of the United States and Latin America. 1n 1998, the current-account deficit
amounted to $294 billion in the United States, and $52 billionin Latin American asawhole. The
counterpart of the balance is found in the surpluses in OECD Europe with $128 billion, Japan
with $122 hillion, and in emerging Asia (excluding China) with $58 billion.?

Although the turbulence experienced by Asia economies since mid-1997 has subsided,
they remain vulnerable to both internal and external disturbances in a still uncertain external
environment. The direct trade impact of the depreciation of the Brazilian real is likely to be
limited to South America, because only countriesfrom that region appear to depend significantly
on trade with Brazil.® Argentinais likely to feel the greatest pressure, not only because of its
close trade links, but also because its currency is tied to the dollar. In the Asian economies,
export sharesto Latin America, especially those of ASEAN members, arequitelow (table9). The
Republic of Korea has the greatest exposure, but only 3 per cent of its exports go to Latin
Americawhile20 per cent gotothe United States. Neverthel ess, indirect effectsthrough financial
markets and weaker worldwide growth cannot be ruled out.

For 1999, the prospects for world trade are fraught with considerable risks and
uncertainties associated with the current global economic situation. Prior to the Brazilian crisis,
the IMF projected an expansion of 4.4 per cent, UN (Project LINK) one at the same pace asin
1998 (4 per cent), whereas J.P. Morgan forecasts a growth in import volume of 3.1 per cent and
in export volume of 1.0 per cent.® In any event, the surgein United Statesimportsin 1998 isnot
expected to be sustained, and a sharp recovery in the Japanese economy isalso unlikely. Tothe
extent that themajor forcesat work during 1998 arelikely to continuein 1999, no significant pick-
up in the pace of world tradeis to be expected.

2. Commodity markets

Qil and non-oil commaodity marketswere plagued by adverse conditions during 1998, as
weak demand, ample supply and rising stocks all combined to exert considerable downward
pressure on prices. By and large, prices of major commodity groups started to decline in mid-
1997, and continued to fall in the course of 1998, among the largest movements being that of ail
(table 10). Petroleum prices have not been aslow asthe $11.88 per barrel recorded in November

2 JP.Morgan, ibid. The past two years have also been aperiod of significant gainsin export market share by Asian
exporters, notably China, Indonesia, the Republic of Koreaand the Philippines.

2 |n 1997, exports of Mercosur membersto Brazil asashare of GDP amounted to 2.5 per cent in Argentina, 5.3 per
centin Paraguay, and 4.9 per centin Uruguay. Inthecaseof Chile, the corresponding sharewas 1.3 per cent; Morgan
Stanley Dean Witter Economists, Global Economic Forum, January 14, 1999.

% For comparison, trade growth in 1998 is estimated at 3.3 per cent by the IMF, 4 per cent by UN/LINK, and 3.3 per
cent in import volume and 3.5 per cent in export volume by J.P. Morgan; IMF, op. cit., Table4.1; and J.P. Morgan,
ibid.
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1998 at any time during recent years.® While lower oil prices benefit oil-importing developing
countries, some 25 countries are dependent on petroleum for 20 per cent or more of their foreign
exchange earnings.®

The overal pricelevel of non-oil commoditiesin November 1998 was some 14 per cent
lower than that of December 1997, and more than 18 per cent below that observed at the onset
of thefinancial crisisin Asiain mid-1997. Whilethe prices of vegetable oil seedsand oilsactually
rose (in part owing to damage to domestic production caused by floodsin Chinaand India), the
declining trend in prices of other commaodities reflected weakening tendenciesin all the major
categories(minerals, oresand metal s, food and tropical beverages, and agricultural raw materials).
The broad-based declinein non-oil commaodity prices since the second quarter of 1997 together
withthesteepfall inoil pricesduring 1998 meant that all regionswere affected in varying degrees.
African economies, due to their dependence on arelatively small number of commodities and
their relatively low income levels, continue to be particularly vulnerable to afall in commodity
prices.

V agaries of weather, which were especially marked in 1998 due to the effects of El Nifio,
induced surgesin the prices of many agricultural commodities, albeit only temporarily. El Nifio-
induced price increases were observed in the case of fats and ails, notably coconut and palm ail,
with concomitant reductionsin exportsdueto lower production. Grain production, notably rice,
was also adversely affected by El Nifio, especially in East and South Asia where poor harvests
resulted in marked increases in imports. The drastic decline in tropica beverages was
concentrated in arabica coffee, in contrast to the prices of robusta. High coffee prices had
prevailed up to the beginning of 1998 and were responsible for amarked declinein purchasesin
1997 and the early part of 1998. However, following alarge South American crop, especialy in
Brazil, prices in November 1998 were down by more than 34 per cent from their levels of
December 1997.

In addition to developments which reflected weather-related factors predominant in
agriculture, commodity markets have been under additional pressures stemming from the East
Asianfinancial crisis. Many of the fast-growing economiesin Asia have become maor markets
for a wide range of commaodities, including high-value foodstuffs, agricultural raw materials,
metalsand fuel. Many of them are also major suppliers of commaoditiesto world markets (table
11). Among the most affected economies, Indonesiais a significant producer of minerals and
agricultura crops, including tin, nickel, copper, rubber, wood, oil-crops, and oil; Malaysiais a

3 Average of Dubai, United Kingdom Brent and West Texas Intermediate crude prices, see UNCTAD, Monthly
Commodity Price Bulletin, December 1998.

® For the specific list of countries, see IMF, World Economic Outlook, Washington, D.C., May 1998, Annex II,
Table27. Theshare of oil-related export revenuein merchandise exportsisas high as 79 per cent for Venezuela, 48
per cent for Norway, and 25 per cent for the Russian Federation. The corresponding sharesin terms of GDP are 21
per cent, 15 per cent and 5 per cent respectively; see OECD, OECD Economic Outlook, Paris, November 1998, Box
I.5. For estimated shortfallsin 1998 export earningsdueto thedeclinein oil pricesfor sel ected devel oping countries,
see Trade and Development Report 1998, table 24.
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major producer of rubber, oil-crops, wood, tin, and oil; and Thailand of rice, rubber and fish.®
Moreover, exporters in other regions, especially Africa, were facing both demand declines and
increasing price competition from their Asian counterparts.

But it is the decline in the actual consumption of commodities by the most affected
countries, either directly (in the case of foodstuffs), or indirectly (in the case of industrial inputs
and construction materials), that is themain channel through whichtheimpact of theAsiancrisis
has been felt, and will continue to be felt, in commodity markets. By themselves, the five most
affected Asian countries account for less than 10 per cent of global consumption of most
commodities. However, when Japan isincluded, the share of the group risesto between 15 and
more than 40 per cent (table 11). Japan, by itself amajor importer of primary commodities for
domestic consumption and for inputs into manufactures exports, greatly reduced its import of
many commoditiesin the course of 1998, particularly metalsand minerals, because of the slump
in construction and the manufacture of automobiles. Thus, despite relatively strong demand in
both Western Europe and the United States, metals prices have fallen sharply since June 1997
primarily owing to sharp declines in consumption in Japan and other East Asian countries.

Given the uncertainty in world markets, commodity prices can be expected to remain
weak. The adverse effect of the Brazilian crisis will be felt mostly in the markets for oil and
coffee. Of greater significanceislikely to be the recession in Japan which has affected its trade
with other Asian economies in both directions,® forcing the latter to divert shipments to the
United States and Europe where economic activity has been robust. However, demand in these
countrieshasnot been sufficient to preventincreased supply including their own productionfrom
depressing prices. Any slowdown in the United States economy would put further downward
pressure on commodity prices. Thus, given thelarge build-up in stocks for many commodities,
prospects for a significant recovery in pricesin the near future are not promising.

C. FINANCIAL MARKETS AND PRIVATE CAPITAL FLOWS

1. 1998: a year of volatile financial markets

Financial markets faced increasing difficulty in assessing the regional and global impact
of the Asian crisisthroughout 1998. Early hopesthat the crisis could be contained were dashed
as thevolatility of asset pricesand declinesin major categoriesof international financing for most
devel oping regions became more severe and widespread from mid-year. Optimismwasinitially
raised when the agreement reached in February by the Republic of Koreawith its creditor banks
on aplan to reschedul e outstanding short-term debt led to a sharp recovery in asset prices and
astrengthening of exchangerates across East Asia. Then astronger than expected performance

% For therelativeimportance of individual countriesinworld commodity production, seeWorld Bank, Commodity
Markets and the Developing Countries, Washington, D.C., August 1998, Table 4.

34 Japan accounts for 16 per cent of the total exports of the five most affected Asian countries, while the latter
account for 20 per cent of Japanese exports.
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of the United Stateseconomy and improved prospectsfor aEuropean recovery, which suggested
that the developed economies might escape contamination from the crisis and provide the
expanding export markets required for adjustment in East Asia, reinforced the positive impact
of the debt restructuring. By the beginning of April it waswidely believed that conditionsin the
region had stabilized and that recovery was imminent.

This favourable view of recovery in Asiareceived a sharp reversal in May, as political
unrest in Indonesia eventually brought down the Government and refocused investor attention
on the political risks of the adjustment policies being pursued in the region. Attention was not
limited to Asian financial markets; other emerging markets, including those asfar apart as South
Africa, Russia and Brazil, faced a rapid exit of foreign capital accompanied by strong selling
pressure on their currencies. In response to its loss of some $25 billion in reserves, Brazil
announced a package of spending cuts in excess of 3 per cent of GDP and increased policy
interest ratesto nearly 50 per cent, whilein Russiaofficial rateswereraised to tripledigit figures.
Although the measures introduced in Brazil succeeded in halting and eventually reversing the
capital outflows, Russiawas obliged to raise overnight roubl e ratesto 200 per cent to support the
exchangerate and avoid financial meltdown asstock prices coll apsed and trading was suspended
on the Moscow stock futures market.

International currency and equity marketswereal so disturbed by thenuclear testsinIndia
and Pakistan and the subsequent announcement of international sanctions, as well as by what
appeared to be afree fal of the yen in June as rumours of weakness in the banking sector were
reinforced by the difficulties at the Long Term Credit Bank. The rapid decline in the Japanese
currency created selling pressure in equity markets in the rest of the Asian region as investors
feared the erosion of their competitiveness vis-a-vis Japan. Although the Chinese Government
reconfirmed its policy of exchangerate stability, it al'so pointed out that it could not maintain the
exchange rate if the other currencies of the region continued to depreciate in response to the
weakness of the yen. Although coordinated central bank intervention led by the United States
insupport of theyen and apolitical agreement on arescue plan for thetroubled Japanese banking
sector led to stabilization of the currency markets and arecovery in the Japanese stock market,
this calm was relatively short-lived and both currencies and asset prices were again in rapid
decline later in the summer.

Ascommodity prices, which had suffered weakness at the beginning of the Asian crisis,
continued their precipitous decline, financial markets shifted attention towards theimpact of the
crisison fiscal and trade balances in commodity exporters, in particular certain Latin American
countries and Russia. Asaresult, in August and September there was a marked resurgence of
financia instability as international investors fled emerging markets irrespective of loca
conditions and deserted riskier assets in developed markets in a flight to quality. Increased
instability was accompanied by fallsin major categories of external financing for devel oping and
transition economies.

Conditionsin Russiawereof particular importancein therapid re-emergence of volatility
and the rush to liquidity in the late summer. As noted above, Russian financial markets had
already been under pressurein June; extremely high interest rates had to be employed to defend
the rouble and there were problemsin attracting investors to debt auctions and to participation
in the privatization of a large state enterprise. But by August the difficulties spread to other
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rouble-denominated assets, leading to the de facto default of some $30 billion in rouble-
denominated government debt, accompanied by a 90-day moratorium on private foreign debt
servicing, and preclusion of holdingsof short-termmoney-market instrumentsby foreigners. The
resulting difficulties that this created for foreign lenders and investorsled to the bankruptcy of a
large United States hedge fund that had specialized ininvesting in Russian government securities
and arapid rush to liquidity. Underlying this turmoil was the attempt by some large Western
banks that had lent directly or indirectly against the collateral of Russian government debt to
unwind positions and realize profitsto cover losses. These difficultiesin what were considered
to be well-managed and supervised institutions led to aradical reassessment of risk and aflight
to the most liquid, least risky instruments such as certain government bonds and related
exchange-traded (as opposed to customized, OTC) interest-rate derivatives.

Inthe United States, the sharp risein credit spreads between non-investment grade paper
and Treasury securitiesproduced massivelossesinthearbitrage positionsof another (evenlarger)
United Stateshedgefund whose positionsin such securitieswerelarge enoughto lead the Federal
Reserve to coordinate arescue in order to avoid the possible breakdown of market liquidity in
response to the sale of the fund’s portfolio to pay creditors. Equity prices reacted with steep
declines in 25 emerging financial markets in August (in 13 cases - Argentina, Brazil, Chile,
Hungary, Indonesia, Maaysia, Mexico, Peru, the Philippines, Poland, South Africa, Turkey and
Venezuela - the declines amounted to 25 per cent or more). Latin American markets generally
experienced larger declines than those of East Asiaafter thecrisisin that region. Between mid-
August and mid-October international bond issues by entities from developing and transition
economieswere extremely rare: the only such issues by entities other than those of Hong Kong
(China) and Taiwan Province of Chinawere two by Lebanon.

Yield spreads® on internationally issued bonds of devel oping and transition economies
had already tended to rise during the first half of 1998, but they were subject to further sharp
increases after the Russian crisis (chart 2). Among countries which experienced large outflows
of capital during this period, Brazil lost approximately one-third of its international reservesin
little more than two months, and both Argentinaand Chile experienced severe pressure on their
currencies. Mexico, with aflexible exchange-rate policy designed to raisetherisksof speculation
against the currency, wasforced to increase interest rates sharply in order to prevent large capital
outflows.

There was also a reversal of the trend toward a stronger dollar, and sharp downward
revisons in forecasts for private capital inflows to developing and transition economies.
However, not all developing economies were equally affected: in East Asia, for example, while
Hong Kong (China) experienced a sustained attack on its currency, elsewhere, in countries such
asIndonesia, Republicof Korea, Maaysiaand Thailand exchangeratesremainedrel atively stable
and thetrend towards|ower interest rates continued. Nonetheless, the events of the summer and
autumn of 1998 provide another stark reminder of the potency of contagion in today’s
international financial marketsasinvestorsoften unwind positions characterized by high degrees
of leverage in response to shocks frequently originating in markets in which the share of their
global exposureisreatively small.

% For the definition of yield spread see the notes to chart 2.
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2. Anatomy of the financial crisis in Russia

Asthecrisesin East Asia, the Russian crisiscombinesbanking and currency crises, linked
through excessive currency exposure and domestic lending funded by foreign borrowing and
capital inflows. However, the underlying causes of this crisis are quite different from thosein
East Asiaon account of the much greater role played by domestic macroeconomic imbalances
and structural and institutional weaknesses.

As part of its efforts to achieve stabilization through control of the money supply, the
Russian Government financed itsfiscal deficit by increased issue of treasury securities (known
by the acronyms GKO and OFZ). Thisled to arapid increasein debt service that reached about
one-third of federal spending in thefirst quarter of 1998. Russian bankswere the major buyers
of this paper, borrowing dollars from foreign banks through repo contracts® and generating
arbitrage profits from the substantial differential between Russian and foreign interest rates.
Russian banks thus assumed the risk of a devaluation of the rouble, but in view of the IMF's
support for a stable exchange rate this risk was considered to be low.

About a quarter of the subsequently defaulted government debt was purchased directly
by foreign investors, some of whom financed their purchases with roubles received on repo
agreementswith Russian banks. Theseinvestorshad hedged their currency risksassociated with
their positions in Russian government debt with forward contracts worth about $40 billion
purchased from Russian aswell asWestern banks. They werefaced with losses of up to 100 per
cent of their positions when the suspension of payment on the bonds became ade facto default,
and payments due on the forward contracts were prohibited. The situation was aggravated by
the suspension of payment on forwards by Western banks as well.

While domestic factors were responsible for Russia s increased vulnerability, the Asian
crisisplayed acrucia roleintriggering the Russian crisisthrough itsimpact, firstly, on perceived
international lending risk and, secondly, on commaodity prices, particularly those of oil and other
primary productswhich constitutethemajority of Russia’ sexports. Thefall incommodity prices
reversed the Russian payments bal ance from a surplus of $3.9 billionin the first half of 1997 to
adeficit of around $6 billionin the first half of 1998. In the absence of other sources of foreign
exchange, rouble stability required intervention that resulted in adecline in reserves and higher
interest rates to attract capital inflows. However, when interest rates on government securities
rocketed to above 100 per cent, the decline in the value of government securities led to margin
callson Russian banksfor additional collateral ontheir repoloansfromforeigncreditors. Russian
banksthushadto find fundsto purchase additional government securitiesto restorethe collateral
for their loans just at the time when the central bank was draining liquidity from the market to
defend theexchangerateandforeignlenderswereunwillingtoincreasetheir exposureto Russian
banks. Thebanks' effortsto borrow moreto meet margin callsweretransferred to the interbank
money market, but lacking central-bank support for its liquidity, this market proved unable to
meet these additional demands for funding and ceased to function.

% A “repo” or repurchase agreement is acontract between aseller and abuyer of securities (usually thoseissued by
agovernment) under which the former repurchases them from the latter at a higher price some time in the future.
These contracts are used in many financial markets as avehiclefor short-term financing of inventories of securities,
where the securities being financed serve as collateral for the loans.
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Thus, the only remaining aternative for the banks was to close their repo positions by
repaying the borrowed dollars. This created additional demand for dollars and increased the
downward pressure on the exchange rate and international reserves, provoking further monetary
tightening by the central bank and further falls in the prices of government securities. Thesein
turn generated additional margin calls and a further demand for dollars in what became an
unsustainable spiral that reduced reserves at the rate of approximately $4 billion a month. A
wider band for theroubl e/dollar exchange rate wasintroduced in thethird week in August around
a new central rate corresponding to a rouble depreciation of more than 25 per cent and was
accompanied by various emergency measuresincluding a 90-day moratorium on obligationson
selected private foreign debts with amaturity of more than 180 days and on those due to margin
cals and foreign exchange contracts as well as other capital controls. The Government also
announced a moratorium on its own debt in anticipation of aforced conversion of GKO’s and
other bonds maturing in 1999 into longer-term debt instruments. As noted, this moratorium
produced losses for foreign and Russian banks and investors. For Russian banks the losses
associated with the crisis are estimated at 40 per cent of their assets, and all are considered to be
technically insolvent.” On the other hand, the losses for Western banks due to their Russian
exposure were relatively small,® although they were an important factor in initiating the global
liquidity crisisthat pushed financial markets to the point of breakdown.

3. Capital flows, currency markets and policy responses

As noted above, exchange-rate changes brought about substantial shiftsin the relative
competitiveness of different countries and regions as markets reacted to the Asian crisis. In
addition to the sharp fluctuationsin the exchange rates of the Asian countries affected, 1998 al so
witnessed increased volatility in the foreign-exchange markets of several other developing
countries as well as in the magjor internationally traded currencies, the dollar, the yen and the
European currencies, notably the mark.

a. Industrial countries

Given Japan’slinkages to the rest of Asiaand itsinternal economic difficulties, the yen
was especially hard hit by the East Asian crisis, and by the late spring market participants were
sallingthecurrency aggressively inwhat appeared to beatotal collapseof confidence. Asalready
noted, the resulting depreciation was halted only by combined intervention in support of theyen
in the early summer. However, the yen has been strengthening since that time, taking a
particularly largejump inthefirst week of October whenit appreciated by over 10 per cent intwo
days. Thisabrupt reversal of the fortunes of the yen to arange of 110-115 to the dollar against
expectations of ayen in excess of 150 has been due more to technical factors than to any real

37 For further detail see, “The Russian Crisis’, a paper prepared jointly by the secretariats of the United Nations
Conferenceon Tradeand Devel opment and the United Nations Economic Commission for Europe, Geneva, October,
1998.

% In the case of German banks, for example, whose lending to Russiaamounts to more than 50 per cent of the total
by international banks, their assetsin Russiaarelessthan 5 per cent of their total foreign assets.
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improvement in the outlook for the Japanese economy or to any change in Japanese monetary
policy.

One factor supporting the currency was the decision of the Trust Fund Bureau to stop
purchasing Japanesegovernment bonds. TheTFB receivesfundsfromthePostal SavingsSystem
and other government agencies such as pension funds and typically investsthem in government
bondsto financefiscal stimulus programmes.® The expiry in the near term of alarge amount of
fixed-term high-interest postal savings deposits has created the possibility of anet outflow from
the Postal Savings System and thus a reduction of the funds available to the TFB which has
announced that it would purchase no new bonds in the 1999 fiscal year. The result wasarapid
market perception that the supply of bondswould increase asaresult of the 5.9 percent increase
in second budget spending at a time while demand would be falling. This produced a sharp
increase in the slope of the yield curve aslong-term interest rates shot up above 2 per cent from
less than 1 percent in October 1998.

The second factor in the appreciation of the yen was the reversal of the yen carry trade,
as expectations of rising Japanese interest rates and a strengthening yen led investorsto unwind
positions in which they had borrowed yen to invest in foreign currencies, especially the dollar.
Third, therecent decisionto reducerisk-adj usted capital requirementsfor domestic bankswithout
international operationsto 4 per cent has encouraged alarge number of Japanese banksto close
their foreign offices and repatriate funds. Finally, the impact of rising interest rates and the
steepening of the yield curve has produced substantial losses on bank bond portfolios, again
leading to repatriation of dollar assets to cover them. All of these factors have led to a sale of
dollars by Japanese financial institutions, which, along with the strengthening current account
surplus, have produced sustained upward pressure on the yen. Moreover, the continued
deteriorationinthe United Statestrade balance and the possible adverse effects of global financial
instability on the country’ seconomy created expectationsthat the Federal Reserve would move
quickly to cut interest rates, thereby reinforcing the downward movement of the dollar.

The Japanese economy isthereforefacing increased difficultiesaffecting both thereal and
the financial sectors. despite large injections of liquidity by the Bank of Japan, the currency is
strengthening while interest rates are rising. This not only hurts the competitiveness of the
Japanese economy, but has generated substantial ossesfor the bond portfolios of banks already
under pressure. Thus, at the beginning of what appearsto be adifficult recovery, neither capital
markets nor foreign exchange markets are well placed to provide support to the Japanese
economy.

Instability in financial markets has also produced large swings in the value of the dollar
vis- &visthe European currencies. Since the Russian crisiswas initially considered as a threat
to the stability of the German banking system, the mgjor lender to the area, initial reactions
included astrengthening of thedollar against themark. Thistendency wassoonreversed aslarge

% Such fiscal stimulus packages are financed by the so-called “ second budget”, covering the Fiscal Investment and
Loan Program; see UNCTAD, Trade and Development Report 1995, pp. 189-190.
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United States hedge funds®wereasked for increased collateral ontheir Russian positionsand had
to reduce the size of their balance sheets, and by the beginning of October the mark had
strengthened.

While the dollar has been weaker against the yen, its weakness relative to European
currencies has been reversed in 1999. The euro fell from 1.18 at launch on January 1to 1.13 at
the end of January. This hasbeen dueto the continued exceptionally strong performance of the
United Stateseconomy against thewidespread reali zationthat Europewill not experienceastrong
growthin 1999. Thus, after the publication of theinitial estimates of GDP growth of nearly 6 per
cent for the fourth quarter of 1998, expectationsfor further interest rate cutsin the United States
in the near term, given the continued fall in inflation and benign wage growth, turned neutral.
Against this background, the possibility of further interest rate cutsin Europe provides support
for the dollar. The continued strong performance of the United States equity market has also
attracted foreign investors. Depreciating against both the major currenciesin the global system,
Europe should however avoid the loss of competitiveness that had been feared from an
excessively tight monetary policy operated by a European Central Bank seeking to establish its
reputation as the guardian of the internal purchasing power of the euro.

b. Emerging markets

The behaviour of exchange rates in developing countries has been influenced by the
movements in the major currencies as well as policy responses to conditions in international
financial markets (table 7). Some governments have felt constrained to take measures aimed at
restoring capital inflows, whilst others have been concerned mainly to shield their domestic
economies from the impact of volatile capital flows or have been able to maintain the overall
thrust of their macroeconomic policieslargely unchanged. The Hong Kong dollar, the Chinese
renminbi and the Argentinian peso have remained stable at their fixed ratesto the dollar. While
most Asian currencies strengthened in the course of the year, the change was in the opposite
direction for most Latin American currencies.

Hong Kong (China) and Malaysia have moved in different waysto prevent capital flows
from threatening exchange-rate and domestic macroeconomic stability. In aseriesof measures
starting in mid-August, the authoritiesin Hong Kong (China), the location of one of theworld’'s
freest financial markets, acted to squeeze or restrict short selling of equities and thus limit
speculative strains on its currency and on share prices. A major target of this intervention was
the so-called “ double play”, in which speculators combined short sales of stock or stock futures

“ Hedgefundsare privateinvestment poolswhich originally acquired their name because they used aform of spread
trading in which long positionsin investments expected to increase in value were balanced by short positionsin the
same type of assets that were expected to decline in value. These funds now typically follow more aggressive
strategies based on high levels of leverage and remuneration of managers consisting primarily of percentages of
investment profits. The most widely discussed case of recent difficulties among such fundsis that of Long-Term
Capital Management (LTCM), for which (as discussed above) the United States Federal Reserve organized a
consortium of creditorsandinvestorsfor the purpose of aninjection of emergency financingto prevent thefund from
becoming insolvent owing to losses on highly leveraged positionsin such instruments as United States government
bonds and the shares of companiesinvolved in takeover activity, aswell as Russian securities. But difficultieswere
also experienced by anumber of other hedge funds, in many cases owing to the movementsin asset pricesfollowing
the Russian financial crisis.
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with the purchase of United States dollars against Hong Kong dollars. Under Hong Kong's
Currency Board system, the purchaseof dollarsautomatically reducesdomesticliquidity and puts
upward pressure on interest rates, increasing the costs of financing long stock positionsand thus
producing pressure to sell shares and causing pricesto fall. Thiscreatesthe possibility to profit
by closing the prior short sales of stock at the lower prices. To diminish the profitability of such
trades the Hong Kong Monetary Authority purchased stock (estimated at about US $15 billion)
to prevent thefall in stock prices and create |osses for short sellers forced to close positions at
higher prices. Other steps taken to curb speculation were margin surcharges on large positions
in the stock futures market and a temporary moratorium on short selling of three of the most
important shares traded in Hong Kong (China).

TheMalaysianringgit fell steadily throughout theyear to morethan 4.20 to thedollar until
the introduction of exchange controlsin September when the rate wasfixed at 3.80 to thedollar.
At the beginning of September, with the objectives of keeping interest rates low to counter
deteriorating prospects for growth and to lessen the pressure of non-performing loans on its
banking sector, Malaysiaintroduced stringent new exchange control s affecting current aswell as
capital transactions. These controlsare designed to restrict trading outside Maaysiaof financial
assets denominated in ringgit. Official approva will now be required for most cross-border
capital flows and some current transactions, and ringgit deposits held offshore were to be
repatriated within a month of the announcement of the measures.

Other East Asian currencies have continued to fluctuate widely but on a generally
improving trend. These movements have been influenced both by factors specific to individual
countries, and by the movement of the yen relative to the dollar. A number of currencies have
achieved ameasure of stability after mid-summer turbulence. The Indonesiarupiah went from
8000 at the beginning of the year to above 15000 at the height of the political crisis, but has now
returned to a range around 8000. The Taiwanese dollar, backed by substantial reserves and a
relatively strong economic performance, nonetheless fell from 28 to around 35 to the dollar in
mid-year before strengthening more recently. Two currencies have improved steadily over the
year: the Thal baht has appreciated by around 20 per cent against the dollar, but with a setback
during the summer; the Korean won has also appreciated, stabilizing in arange around 1300 to
the dollar compared with 1800 at the beginning of the year. The apparent return of stability in
exchangeratesin countries such asIndonesia, Thailand and the Republic of Koreahasal so been
associated with erosion of some of their increased competitiveness achieved since 1997 and thus
may presage future currency adjustmentsin the region.

Other devel oping countriesthat have been dependent on commaodity earningsto preserve
current-account balance have been especially hard hit by recent developments. Russia and
several Latin American economies are outstanding examples, asare some OECD countriessuch
as Canada, Australia and New Zealand which have also experienced depreciations of
approximately 10 per cent.

In Latin America, asaready noted, in the aftermath of the Russian financial crisis Brazil
experienced sustained currency attacks. The Government had earlier relaxed existing controls
on capital flowsin order to facilitate inflows, but this policy has subsequently been reversed as
the crisis persisted. Therea followed a path of gradual depreciation according to an adjustable
peg formula, despite heavy speculative pressure, at the cost of a substantial 1oss of reserves.
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Toward the end of the year the Government signed an agreement with the IMF on new measures
of fiscal austerity supported by a$41.5 billion external financial package. In January dissension
inthe government majority, indicating lack of full support for the fiscal adjustment package, led
to aresumption of outflowsto levelslast seen in August and September. The difficulties were
compounded by the announcement by a number of Federal States that they were unable or
unwilling to meet interest payments on their debt to the Federal Government. With reservesin
mid-January nearing thelevel considered critical for defence of the currency, anew method was
introduced to cal cul ate theintervention band to allow for aslightly morerapid depreciation. This
caused a sharp acceleration in selling pressure. The intervention band was abandoned and the
Central Bank announced on 15 January that it would no longer intervene, leaving the exchange
rateto float. Inthe absence of any indication from the Government of a desired exchange rate
or any consistent intervention policy, and only moderate increases in interest rates, the real
continued to depreciate, reaching the rate of 2 rea per dollar, down from 1.22 before the
announcement of the new exchange-rate intervention band. The only formal policy move has
been to announce the unification of the official and the floating foreign-exchange marketsin an
attempt to increase the supply of dollars reaching the market and to allow stock market margin
accountsto beinvested in government securities, reducing theeffective cost. Throughout thelast
half of January market traders continued to test the response of the Government by continuing
sales, and domestic residents continued to seek to convert domestic currency to dollars.
Concerns that the Government could introduce measures similar to those used after the
introduction of the Collor plan, freezing bank accounts and introducing capital controls, led to
someflight of depositsfromthebanksandincreased thefragility of the domestic banking system.
However, by the end of January, outflows had fallen back from their peak levels and the
exchange rate had recovered from itslows, suggesting that the market was stabilizing in arange
of 1.70-1.90.

In Chile external pressuresat the end of 1998 have led to changesin the fluctuation band
for the peso/dollar rate and to a new rule for the central rate to accommodate a more rapid
depreciation. Reserve requirements on capital inflows have aso been relaxed to aleviate the
pressure on the currency. In Colombiathe fluctuation band for the peso/dollar rate was shifted
by an amount corresponding to a 9 per cent depreciation of the central rate for the peso. In
Venezuela, where the effects of weak oil prices have been accompanied by uncertainty over the
policies of the new Government, the bolivar has so far managed to withstand downward
pressures and the currency regime of a fluctuation band around a central rate subject to small
monthly adjustments has survived thecrisisin Brazil. In Mexico, which hasafloating exchange
rate, the peso experienced asubstantial depreciation during 1998 which at one point exceeded 25
per cent. In none of these countries has the Brazilian crisis had a major negative impact on the
foreign-exchange markets, although the Mexican peso did fall against the dollar at one point,
recovering subsequently. Argentina, because of its close trade links with Brazil through
Mercosur, hashad to usetight monetary policy, and has suggested that it might moveto aformal
adoption of the United States dollar to avoid the increases in interest rates that have frequently
been required when thereis market turbul ence despite the strength of its Currency Board system.
Such astep would have little impact on the economy, except for the loss of seigniorage earnings
from interest on dollar reserves which would now be put in circulation.
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4. Prospects for private capital flows to emerging markets

More unfavourable conditionsin international financial markets since mid-1997 initially
had uneven effects on different regions. In East Asia major categories of external financing
declined sharply in 1997, and thistrend accel erated in thefirst half of 1998. Theexposureof BIS-
reporting banks to the region, for example, actually decreased by more than $50 billion (after
adjustment for the effect of changes in exchange rates), a large part of the contraction being
concentratedinIndonesia($8.9 billion), Republic of Korea($20.6 billion), Ma aysia($4.3billion),
and Thailand ($13.8 billion).** Net bond issues by countries of East Asiain thefirst half of 1998
amounted to only $3.3 billion, with issues by the Republic of Koreaaccounting for alarge share.

For the Asia/lPacific region asawhole, total private capital inflows fell by more than 60
per cent between 1996 and 1997, on account of a more than $100 billion swing in the flows
received by the five East Asian economies most affected by the crisis (table 12). The decline
continued throughout 1998; a large part was due to the outflow of some $30 billion from the
crisis-ridden countries, but unfavourable market conditions al so affected the other countriesin
the region which experienced a drop of about $25 billion in total capital flows.

Elsewhere the main initial manifestations of the more unfavourable environment were
periods of turbulence in currency and stock markets but external financia flows were less
affected. Indeed, there was widespread optimism regarding capital flowsto Latin Americaand
Eastern Europe, where they were expected to remainin 1998 at their 1997 levels.*? However, in
the event, there has a so been a decel eration of capital flowsto most emerging financial markets
outside East Asia. For example, the (exchange-rate-adjusted) exposure of BlS-reporting banks
to Latin America actually contracted in the second quarter of 1998 (after increasing by $15.6
billion in thefirst quarter), asdid their exposureto Africa. Theincreasein their exposure to the
transition economies of Eastern Europe and of the former Soviet Union fell from $6.5 billionin
the first quarter of 1998 to $4.2 billion in the second, and only for West Asia of the major
developingregionsdidthelevel of bank lending actually increaseinthe second quarter (sustained
to asignificant extent by syndicated |oan facilitiesfor Saudi Arabian oil companies). Net flows
to developing and transition economies from new external bond issues remained relatively
buoyant in thefirst two quartersof 1998 for Latin America(at $20.6 billion) and for thetransition
economies of Eastern Europe and the countries of the former Soviet Union (at $7.6 billion).
However, flowsin thisform contracted sharply in the third quarter, in part as areflection of the
virtual haltin new external bond issuesby devel oping and transition economiesafter the Russian
crisisdiscussed above: net flowsto Eastern Europe and countries of theformer Soviet Union, the
only region not experiencing a fall, were due almost entirely to the Russian Federation’s
exchange of domestic Treasury billsfor eurodollar bonds.

Following the outbreak of the Russian crisis, the estimates of the I nstitute of | nternational
Finance (11F) and J.P. Morgan of the out-turn for total net capital flowsto emerging marketsfor

4 See“International Banking and Financial Market Developments’, BIS Quarterly Review, November 1998, table
6A. The BIS sdlternative semi-annual reporting system for the consolidated international claims of reporting banks
shows similar figures for exchange-rate-adjusted changesin exposure.

“2 For adiscussion of these projections see UNCTAD, Trade and Development Report 1998, p. 69.
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theyear asawholehave been revised downwardsby substantial amounts. Thelargest downward
revisions for 1998 involve bank lending and portfolio investment, and all major regions are
affected. The category of financing that has been least affected by theserevisionsis FDI, whose
relative buoyancy may reflect the influence of increased acquisition of businessesin East Asia
in response to lower pricesin foreign exchange resulting from currency depreciation aswell as
to the liberalization of some controls on inward investment. Overall, however, total capital
inflowsto devel oping countries and transition economies asawhol e are estimated to havefallen
by between $110 and 130 billion.

Current prospectsfor 1999 are for further declinesin private capital inflowsto emerging
markets with total net inflows being projected in the $120-140 billion range. Animportant part
of these flows s accounted for by FDI which is expected to remain broadly unchanged around
some $100 hillion. While net portfolio inflows are projected to show amoderate improvement,
net debt inflows (borrowing from private creditors including bond issuance) are expected to
continueto decline. Commercial banksarelikely to reducetheir exposureto both Latin America
and East Asia.

Among variousregions, thelargest declinein capital inflowsin 1999 isexpectedin Latin
Americawhere projectionsarefor atotal inflow of some$50 billion, representing adecline of 30-
40 per cent compared with 1997, in large part on account of a sharp decline in net lending.
Capital flows into the European emerging markets are expected to stabilize. Asfor the Asian
emerging markets, amoderate slowdownin net private flowsto Chinaisexpected to be balanced
by recovery in overall capita flows to the region as a whole, in large part on account of a
deceleration in the pace of outflows from the crisis-ridden countries.

In view of the severity and the duration of the current global financial instability, these
proj ections may understate the eventual declinein capital flowsfor the current year. Given that
the new-issue market for United States corporations has recovered only very slowly from a
virtual halt in activity in the autumn of 1998, it isunlikely that emerging marketswill fare much
better. If firms have difficulty raising funds for domestic investment, thisis likely to extend to
their cross-border directinvestment aswell. Commercial banksinthe United Stateshave stepped
in to replace some of the financing slack in that country, but only for better-grade borrowers.
Alsoindicative of the current reluctance of banksto commit additional fundsto emerging-market
borrowersisthefailureof any privatelendersto participatein the Brazilian rescue package. There
is considerable uncertainty regarding the contagion from the Brazilian crisis. So far its adverse
impact on financial marketsin other emerging markets appears to have been much more limited
than that of the Russian crisis. However, if stability isnot restored rapidly and recession deepens,
the impact on other economies in the region through trade flows can depress income levels
significantly, reducing profitability. Capital inflows can then be expected to worsen as a result
of both theincreasein perceived financial risks and the reduced expected return on investments.
Any failureto fully implement the adjustment programme and to reach agreement with creditors
could undermine confidence further and depress private flows to other emerging markets.
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Table 1

WORLD OUTPUT, 1996-1998

(Percentage changes over previous year)

Region/country 1996 1997 1998 ¢
World 30 32 20
Devel oped market-economy countries 25 2.7 2.3
United States 2.8 338 39
Japan 39 09 -25
European Union 17 25 2.8
Euro area 16 24 29
Germany 14 22 2.7
France 15 24 3.0
Italy 0.7 15 17
United Kingdom 22 33 23
Transition economies -1.6 14 -1.0
Developing countries 59 55 15
Latin America 3.6 53 23
Africa 4.6 33 2.7
Ada 7.1 59 09
China 9.6 8.8 75
Other countries 6.4 50 -1.0
Newly industrializing economies 6.4 6.0 -2.3
Hong Kong, China 5.0 52 -4.0
Republic of Korea 7.1 55 -6.2
Singapore 6.9 7.8 0.0
Taiwan Province of China 57 6.8 45
ASEAN-4 7.0 35 -9.6
Indonesia 8.0 4.6 -15.3
Malaysa 8.6 75 -7.5
Philippines 57 51 10
Thailand 55 -0.4 -8.0
ASEAN-4 plus Republic of Korea 7.0 45 -8.0
Developing countries, excluding China 53 4.9 04

Source: UNCTAD secretariat calculations, based on datain 1990 dollars.
a Preliminary estimates.
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Table 2

BASELINE FORECASTS OF GDP GROWTH IN 1999 FOR SELECTED ECONOMIC REGIONS AND
COUNTRIES BY VARIOUS INSTITUTIONS

(Percentages “)

Region/country IMF World Bank OECD UN/LINK J.P. Morgan
World 2.2 19 21 2 1.0
OECD 16 17 0.9
Industrial countries 17 1%

Major industrialized countries (G-7) 15 14 14 1% 0.8
United States 1.8 1.6 15 2Y4 1.0
Japan -0.5 -0.2 0.2 -1 0.0

European Union 2.2 2.2 2Y,

Euro area 24 25 2Y 17
Germany 2.0 2.2 2Y4 14
France 2.6 2.4 2Y 1.6
Ity 19 21 2 1.8

United Kingdom 0.9 0.8 1% -0.4

Economies in transition -1.9 0.1 Ya -0.4°

Central & Eastern Europe 2.2 4.0 3Va

Russian Federation -8.3 -6.0 -5 -5.9

Developing countries 35 2.7 3
Africa 38 3.2°¢ 3% 38
Asa 4.3 3.04

Eastern & Southern Asia 4y,

Excl. China 2Y4

Developing East Asia 4.8
Excl. China -04 1%

Hong Kong, China -1.0 15 0 -0.8

Republic of Korea -1.0 1.0 0.5 1% 4.0

Singapore -0.8 0.5 Yo -1.0

Taiwan Province of China 3.9 4.0 5 3.2

ASEAN-4° -1.4 -0.5 -0.3/
Indonesia -34 -2.8 -3.0 -2 -3.5
Malaysia -2.0 0.5 -0.5 1 -1.0
Philippines 25 25 2.0 2% 2.6
Thailand 1.0 0.3 20 Y2 3.0

China 6.6 7.7 8 6.5

Latin America 15 0.6 1Y, -0.8

Argentina 3.0 15 2 0.0

Brazil -1.0 -15 -1% -4.3

Mexico 3.0 3.6 3 19

Source: IMF, World Economic Outlook and International Capital Markets, Interim Assessment, Washington, D.C., December
1998; World Bank, Global Economic Prospects 1998/1999, Washington, D.C., December 1998; OECD, OECD
Economic Outlook, December 1998; UN/LINK; and J.P. Morgan, World Financial Markets, New York, 8 January
1990.

a Based on weightsin terms of purchasing power parity in the case of IMF, World Bank and OECD, and in terms of
exchange rates in the case of UN/LINK and J.P. Morgan.
b Bulgaria, Czech Republic, Greece, Hungary, Poland, Russia and Turkey.

Sub-Saharan Africa

d China, Hong Kong (China), India, Indonesia, Republic of Korea, Malaysia, the Philippines, Singapore, Taiwan Province

of China, and Thailand.

Indonesia, Maaysia, the Philippines and Thailand.

f  ASEAN-4 plus Singapore.

o

Q
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Table 3

1999 GDP GROWTH OF SELECTED ECONOMIC REGIONS AND COUNTRIES
UNDER THE LOW-CASE SCENARIO OF VARIOUS INSTITUTIONS

(Percentages)
Institution/region Baseline Low-case scenario *
IMF
World 22 0.9
Industrial countries 17 04°
Developing countries 35 20¢
WORLD BANK
World 19 0.0
Major industria countries (G-7) 14 -0.3
United States 16 -0.2
Japan -0.2 -4.0
Major European Union economies ¢ 21 19
OECD
OECD countries 17 0.1 (0.6)
United States 15 -04 (0.4)
Japan 0.2 24 (-2.2)
European Union 22 0.7 (1.0
UN/LINK
World 20 0.9
Developing countries 3.0 16

Source: \MF, World Economic Outlook and International Capital Markets, Interim Assessment, Washington,
D.C., December 1998; World Bank, Global Economic Prospects 1998/1999, Washington, D.C., December
1998; OECD, OECD Economic Outlook, Paris, December 1998; UN/LINK.

a Figuresin parentheses refer to an aternative and more optimistic scenario.

b ComprisesCanada, France, Germany, Italy, Japan, the United Kingdom, the United States, and thefollowing
smaller industrial countries. Australia, Austria, Belgium, Denmark, Finland, Greece, Ireland, the
Netherlands, New Zealand, Norway, Portugal, Spain, and Switzerland.

¢ Comprisesal countries except the industria countries.

d Germany, France, the United Kingdom and Italy.
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Table 4

EXPORTS AND IMPORTS BY MAJOR REGIONS AND ECONOMIC GROUPINGS,
1996-1998

(Percentage changes in volume over previous year)

1996 1997 1998 “

World ? 54 9.5 41
Exports
Developed market-economy countries 4.2 9.2 4.6
of which:

North America 6.2 10.9 44

Western Europe 39 84 6.4

Japan 0.6 9.6 -3.7
Developing countries 6.6 111 19
of which:

Africa 8.0 39 0.3

Latin America 9.3 133 8.8

South and East Asia 6.0 10.3 1.0

China 24 264 4.6
Imports
Developed market-economy countries 4.7 9.0 6.6
of which:

North America 5.6 133 131

Western Europe 4.3 7.6 57

Japan 35 2.7 -10.0
Developing countries 85 111 -0.5
of which:

Africa 34 8.2 24

Latin America 84 26.6 11.6

South and East Asia 81 8.4 -6.2

China 114 10.3 4.2

Source: UN/DESA, based on data of the United Nations regional commissions and the IMF.
a Preliminary estimates.
b  Average of the growth of the volume of world exports and imports.
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Table 5

EXPORT AND IMPORT VOLUME OF SELECTED ASIAN ECONOMIES, 1996-1998

(Percentage change over previous year)

Export volume

Import volume

Country 1996 1997 1998 ° 1996 1997 1998 ¢
Indonesia 55 10.2 -9.4 7.8 172  -26.6
Republic of Korea 130 23.6 12.2 14.8 38 -208
Malaysa 7.2 8.8 -4.2 4.2 8.3 -19.8
Philippines 20.3 17.6 16.9 211 144  -126
Thailand -1.8 6.6 4.6 -0.9 -10.0 -25.0
Source: IMF, “Economic and Financial Situation in Asia: Latest Developments’, background paper prepared for

presentation by Michel Camdessus, Managing Director of the International Monetary Fund, Asia-Europe
Finance Ministers Mesting, Frankfurt, Germany, 16 January 1999.

Estimates.
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Table 6

EXPORTS AND IMPORTS OF SELECTED ASIAN ECONOMIES:
FIRST THREE QUARTERS OF 1998 “

(Percentage change from the same quarter 1997)

Taiwan
Hong Kong, Republic Province
China  Indonesia  Japan of Korea Malaysia Philippines Singapore of China Thailand

Import value
Q1 -5.1 -31.3 -13.3 -35.5 -18.7 -5.9 -16.3 -5.4 -39.8
Q2 -6.1 -26.7 -19.4 -36.7 -33.1 -17.4 -24.4 -6.9 -38.2
Q3 -154 -46.4 -20.3 -39.6 -29.3 -10.6 -23.4 -15.4 -34.2
Export value
Q1 -0.9 -1.0 -2.8 8.5 -11.3 23.8 -6.8 -0.3 -2.9
Q2 -3.2 -8.8 -12.2 -1.8 -9.6 14.4 -14.0 -7.8 -5.3
Q3 -103 -3.4 -13.1 -9.6 -10.0 15.2 -9.3 -9.6 -8.7
Export volume
Q1 14 32.8 22 324 - - 7.6 3.8 14.1
Q2 -0.5 19.1 -3.5 20.7 - - -2.1 0.8 12.8
Q3 -7.3 27.6 -1.6 11.4 - - -1.8 - 5.7

Source: |MF, World Economic Outlook and International Capital Markets, Interim Assessment, Washington, D.C., December
1998, Table 4.5.
a InUSdollar termson anational accounts basis except for the Philippines, Singapore and Thailand wherefiguresare on
a balance-of-payments basis.
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Table 7

MOVEMENTS IN EXCHANGE RATES“, JUNE 1997 - SEPTEMBER 1998

(Percentage changes of monthly averages)

Bilateral exchange rate Real effective
with exchange rate ®

Country US dollar Japanese yen

United States - 17.6 105
Japan -15.0 - -9.6
Germany 0.9 18.7 21
France 16 195 20
United Kingdom 19 19.8 7.3
Ity 0.3 179 18
Canada -9.2 6.8 -6.2
Augtrdia -21.9 -8.1 -16.9
New Zealand -26.3 -13.3 -20.2
China - 174 04
India -15.9 -1.1 -6.3
Hong Kong, China - 175 12.6
Republic of Korea -33.8 -22.2 -23.7
Singapore -17.6 -3.1 -8.2
Taiwan Province of China -194 -5.2 -14.9
Indonesia -71.7 -73.8 -58.0
Maaysa -39.8 -29.2 -28.8
Philippines -38.3 -27.5 -27.2
Thailand -36.7 -25.6 -22.3
Argentina - 17.7 34
Brazil -5.8 10.8 0.2
Chile -11.3 4.3 -2.4
Venezuela -17.2 -2.6 28.0
Mexico -22.2 -8.5 -4.4
Poland -10.6 51 24
Hungary -13.8 13 21
Turkey -47.5 -38.3 19.8
South Africa -27.0 -14.1 -21.1

Source: \MF, World Economic Outlook, Washington, D.C., September 1998.
a A negative sign signifies a depreciation of the currency of the country.
b Nominal trade-weighted exchange rates, deflated by consumer price indices. Partner country weights
capture both bilateral and third-country effects based on datafor 1988-1990.
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Table 8

CURRENT ACCOUNT POSITIONS OF SELECTED DEVELOPED AND DEVELOPING
COUNTRIES, 1996-1998

(Percentage of GDP)
Region / country 1996 1997 1998
Developed countries
United States -1.8 -1.9 -2.7
Japan 14 22 34
European Union 10 15 12
Germany -0.6 -0.2 0.1
France 13 2.8 21
Italy 33 29 25
United Kingdom -0.2 0.6 -0.5
Newly industrializing economies
Hong Kong, China -11 -3.1 -
Republic of Korea -4.7 -1.8 132
Singapore 159 154 19.2
Taiwan Province of China 40 2.7 20
ASEAN
Indonesia -3.3 -1.8 30
Maaysa -4.9 -4.2 11.0
Philippines -4.7 -5.2 12
Thailand -7.9 -2.0 114
China 09 33 24
Latin America
Argentina -19 -35 -4.5
Brazil -3.0 -4.1 -4.2
Chile -5.4 -5.3 -6.8
Mexico -0.7 -19 -3.5

Source: |\MF, World Economic Outlook and International Capital Markets, Interim Assessment, Washington,
D.C., December 1998, Table 4.10.



Table 9

EXPORTS OF SELECTED ASIAN ECONOMIES TO NORTH AMERICA AND LATIN AMERICA, 1992-1996

(Period average percentage share of country s total exports)

From: Taiwan
Hong Kong, Republic Province
To: Japan China China Indonesia  of Korea  Malaysia Philippines Singapore  of China  Thailand
North America 325 254 18.7 16.8 24.7 217 385 205 294 21.6
United States 28.6 224 16.5 15.0 20.1 198 36.6 191 25.8 19.7
Canada 16 16 11 09 14 0.8 13 05 19 12
Latin America 24 15 12 09 31 11 05 09 17 0.6
Argentina 0.2 0.3 0.2 0.1 04 0.1 0.0 0.2 0.2 0.1
Brazil 05 04 04 0.2 09 04 0.1 0.3 04 0.2
Chile 0.2 0.3 0.2 0.1 05 0.1 0.1 0.1 0.2 0.1
Colombia 0.2 0.0 0.0 0.0 0.1 0.0 0.0 0.0 0.1 0.0
Ecuador 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.0
Mexico 1.0 0.3 0.2 04 1.0 04 0.2 0.2 0.7 0.2
Peru 0.1 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.1 0.1
Venezuela 0.1 0.1 0.0 0.0 0.2 0.0 0.0 0.0 0.1 0.0

Source: JP.Morgan, Global Data Watch, New Y ork, 22 January 1999.
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Table 10

WORLD PRIMARY COMMODITY PRICES, 1995-1998

(Percentage change over previous year)

Commodity group 1995 1996 1997  Nov. 1998“ Nov. 1998 °
All commodities ¢ 9.9 4.2 0.0 -13.5 -18.4
Food and tropical beverages 4.5 2.1 2.1 -18.5 -20.1
Tropical beverages 11 -15.2 333 -26.9 -33.3
Coffee 0.7 -19.1 54.7 -344 -47.6
Cocoa 2.7 12 11.2 -8.2 -55
Tea! - 9.9 415 -13.9 9.2
Food 59 6.8 -4.0 -16.9 -15.9
Sugar 10.8 -9.9 -4.9 -34.6 -29.5
Beef -31.2 -6.4 40 -10.3 -5.6
Maize 155 25.0 -25.3 -14.8 -14.7
Wheat 185 16.2 -22.6 -8.2 -9.5
Rice -10.1 50 -10.7 23 -14.8
Bananas 01 75 4.3 38.0 94
Vegetable oilseeds and oils 10.3 4.2 -0.9 8.0 13.0
Agricultural raw materials 15.0 -9.9 -10.3 -4.1 -14.1
Hides and skins 4.3 -23.7 -19.8 -44.6 -42.9
Cotton 27.1 -14.1 -9.0 -7.5 -13.0
Tobacco -11.2 15.6 155 -11.6 -11.0
Rubber 38.6 -11.9 -28.3 -4.8 -36.7
Tropical logs 54 -20.1 -55 56 3.3
Minerals, ores and metals 20.2 -12.1 0.0 94 -23.7
Aluminium 223 -16.6 6.2 -154 -17.4
Phosphate rock 6.1 8.6 79 49 49
Iron ore 58 6.0 11 2.8 2.8
Tin 137 -0.8 -84 -0.6 -1.6
Copper 272 -21.8 -0.8 -10.7 -39.7
Nickel 29.8 -8.8 -7.6 -30.5 -41.5
Tungsten ore 49.6 -17.9 -9.3 -6.5 -14.0
Lead 152 22.7 -194 -6.1 -19.6
Zinc 34 -0.6 284 -12.3 -28.6
Crude petroleum 9.3 20.8 -6.0 -30.9 -33.7

Source: UNCTAD, Monthly Commodity Price Bulletin, various iSsues.
Change from December 1997.
Change from June 1997.

Excluding crude petroleum.

New series with data starting in 1995.
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Table 11

EAST ASIAN PRODUCTION AND CONSUMPTION OF MAJOR COMMODITIES

Region/country Aluminium Copper  Lead  Nickel Tin Zinc Oil Coal  Rubber Cereals Sugar Oil-crops Wood
Output (percentage share of world total)
ASEAN-4 and

Rep. of Korea 1.0 54 0.3 9.1 29.2 04 31 15 75.5 4.3 79 25.2 17.3
Japan 0.1 0.0 0.2 0.0 0.0 10 0.0 0.1 0.0 05 0.3 0.1 41
China 94 3.7 175 4.7 26.5 121 4.6 30.1 6.1 179 59 101 10.7
East Asa“ 105 9.1 18.0 138 55.7 135 7.7 318 81.6 227 14.1 35.3 324
Consumption (percentage share of world total)
ASEAN-4 and

Rep. of Korea 5.6 8.7 8.7 6.9 11.2 7.7 6.7 2.3 19.2 53 8.0 251 9.8
Japan 11.2 114 5.6 18.3 12.3 9.7 7.8 39 114 20 0.3 18 7.7
China 9.6 81 7.3 38 139 104 55 29.7 155 222 59 108 12.7
East Asa“ 294 337 24.3 367 422 311 223 371 46.2 295 14.2 37.7 313

Source: TheWorld Bank, Commodity Markets and the Developing Countries, Washington, D.C., August 1998, Tables 3 and 4.
a China, Hong Kong (China), Indonesia, Japan, Republic of Korea, the Philippines, Singapore, Taiwan Province of China, Thailand.
b Excluding Republic of Korea.
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Table 12

ESTIMATES AND FORECASTS OF NET CAPITAL FLOWS TO DEVELOPING
AND TRANSITION ECONOMIES

(Billions of US dollars)
Change over
Total previous year
Source/type/region 1996 1997 1998“ 1999° 1997 1998° 1999°%
J.P. Morgan
Total net capital inflows 317 283 150 119 -34  -133 -31
Net debt inflows 183 141 411 1 -42  -100 -40
Medium and Long-term 132 184 107 22 52 =77 -85
Short-term 51 -43 -66 -20 -94 -23 46
Net equity inflows 133 141 109 117 8 -32 8
Net portfolio investment 19 0 -10 18 -19 -10 28
Net direct investment 114 141 119 99 27 -22 -20
Ada 171 109 48 27 -62 -61 -21
Latin America 82 90 78 54 8 -12 -24
Europe and Africa 64 83 23 38 19 -60 15
Institute of International Finance
Private flows, net 3268 259.6 1519 1400 -67.2 -107.7 -11.9
Equity investment 1305 1405 1133 1226 100 -27.2 9.3
Direct Equity 948 1165 1110 1039 217 55 -71
Portfolio Equity 357 240 24 187 -11.7 -21.6 163
Private creditors 1963 1191 386 174 -77.2 -805 -21.2
Commercial banks 1210 248 -97 -82 -96.2 -345 15
Non-bank private creditors 752 943 483 256 191 -460 -22.7
Latin America 1042 1064 876 540 22 -188 -336
Europe ¢ 445 675 441 442 230 -234 01
Africa/ Middle East ¢ 6.2 169 87 128 107 -82 41
Asia/ Pacific 169.7 684 158 325 -101.3 -526 167
Five Asian economies ? 1032 -11 -283 48 -1043 -272 235

Source: J.P. Morgan, World Financial Markets, New Y ork, January 1999; Institute of International Finance,
Capital Flows to Emerging Market Economies, Washington, D.C., 29 September 1998 and 27 January
1999.

Estimate.

Forecast.

Refersto figures from the |1 F September 1998 publication.

Indonesia, Republic of Korea, Mdaysia, the Philippines, Thailand.
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Chart 1

IMF REVISIONS TO WORLD GROWTH PROJECTIONS “

(Percentage change in world real GDP)

5.0
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Source:

IMF, World Economic Outlook and International Capital Markets, Interim Assessment, Washington,
D.C., December 1998.

a Datereferstowhen IMF' s World Economic Outlook was issued.
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Chart 2

SELECTED INTERNATIONALLY ISSUED EMERGING MARKETS BONDS:
YIELD SPREAD “ OVER UNITED STATES TREASURY BONDS

(Basis points®)
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Source: Financial Times, various i SSUES.
a Differential between the yield on bondsissued by the borrowing country and those of the same maturity
issued by the government of the country in whose currency the borrower's bonds are denominated.
b 1/100th of one per cent.



