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63rd Annual Report

submitted to the Annual General Meeting
of the Bank for International Settlements
held in Basle on 14th June 1993

Ladies and Gentlemen,

| have the honour to submit herewith the sixty-third Annual Report of
the Bank for International Settlements for the financial year which began
on 1st April 1992 and ended on 31st March 1993.

The net profit for the year amounted to 139,895,417 gold francs,
after transfer of 3,295,256 gold francs to the Provision for Exceptional
Costs of Administration and 19,237,046 gold francs to the Provision for
Modernisation of Premises and Renewal of Equipment. This compares with
a net profit for the preceding year of 119,460,160 gold francs.

The Board of Directors recommends that, in application of Article 51
of the Bank’s Statutes, the present General Meeting should apply the sum
of 38,895,417 gold francs in payment of a dividend of 240 Swiss francs per
share.

The Board further recommends that 30,300,000 gold francs be trans-
ferred to the General Reserve Fund, 5,000,000 gold francs to the Special
Dividend Reserve Fund and the remainder of 65,700,000 gold francs to the
Free Reserve Fund.

If these proposals are approved, the Bank’s dividend for the financial
year 1992—93 will be payable to shareholders on 1st July 1993.



|. Exchange market turmoil and more widespread
recession in Europe

Economic developments during the last twelve months do not lend them-
selves to easy generalisation, except in one respect: almost all the bright
spots appear outside Europe. The most important of these is that a modest
recovery began in the United States, where there was at the same time a
significant improvement in the condition of the banking industry. Good
news also came from a number of developing countries, to some extent
from Latin America, but particularly from South-East Asia. The recent
announcement of new large-scale stimulatory measures in Japan has raised
hopes that the growth recession there will soon come to an end. On the
other hand, while recovery appears to have started in the United Kingdom,
the situation deteriorated sharply in continental Europe, with industrial
production declining, GDP at best stagnating and unemployment and budget
deficits rising. Banks and other financial institutions suffered serious losses
in several countries and the European exchange markets experienced
disorder on an unprecedented scale. The only unquestionably positive
development on the European scene was the fairly broad-based consolida-
tion of, and in some cases even improvement on, the gains made in the
fight against inflation.

Chapter Il describes the cyclical position of different groups of indus-
trial countries and their fiscal policy stance. In many respects the economic
downturn in the old industrial countries followed a — somewhat desynchro-
nised — cyclical pattern but its duration has been unusually long and
recovery in the Anglo-Saxon countries, which had already moved into
recession in 1989 or 1990, has been slow. Counter-cyclical fiscal policies
found little favour and in some countries with severe fiscal constraints even
automatic stabilisers were allowed to operate only sparingly in view of
the legacy of accumulated debt. The short-term benefits of automatic
stabilisers, let alone stimulative government spending, had to be weighed
against the long-run financing costs. Japan was the major exception to the
general rule.

Monetary policy was eased sharply in response to economic weakness
in countries where inflation had come down and where policy was not
constrained by exchange rate commitments (see Chapter VI). Monetary
relaxation does not so far seem to have rekindled inflation, but neither
have its counter-cyclical effects been very strong. Among the various
domestic transmission channels through which lower short-term interest
rates are expected to stimulate economic activity, some alleviation of
excessive debt burdens, in both the household and the corporate sectors,
seems to have been the most important. In those countries in which



short-term interest rates were brought down early and to very low levels,
long-term rates were slow to follow, although they did decline eventually.
In other countries where short-term rates remained high, or even moved
up, long-term interest rates eased significantly, raising once again the
familiar question of whether this should be seen more as an indication of
high anti-inflation credibility or as a manifestation of globalised financial
markets.

The absence of any real counter-cyclical activism was not a reflection
of equanimity or of a confident expectation that downturn is bound to be
followed by upswing. Rather, given the experience of the past, govern-
ments were cautious and reluctant to embark on a course that would
exacerbate longer-term structural imbalance in the public sector. Unilateral
action to stimulate the economy, they feared, might in any case not
achieve much. And there has, until recently, been little enthusiasm for
coordinated action, either at the European Community level or within the
Group of Seven. One area in urgent need of further attention is of course
trade policy. Here the potential for conflict is enormous, as the almost
daily news of fresh disputes confirms. The recent drift towards bilateralism
and regionalism in trade, and the further delay in concluding the Uruguay
Round of GATT negotiations, are worrying developments, which are taken
up in Chapter IV.

In Europe, Germany remained very much at the centre of the policy
debate, not least because of its pivotal role in the European exchange rate
mechanism. Here (as in most of Europe) the “normal” cyclical downturn
after the long upswing which had begun in 1983 had been delayed by the
strong boost given to demand by unification as from mid-1990. The
country’s economic problems, however, are clearly more than cyclical. This
is evident from the large transfers from the west which keep domestic
demand in the east at twice the latter's — sharply reduced — level of
production. Private investment in the western part of the country has, in
addition, weakened considerably, partly as a result of the many incentives
designed to attract investment to the east. Real western German GDP has
declined since mid-1991, except in the first quarter of 1992, when it
rebounded strongly. In spite of this marked cooling-off, the inflation rate —
partly because of changes in indirect taxation, but predominantly as a
consequence of cost push pressures from steep wage increases — is now
among the highest in the Group of Seven countries. In view of the large
fiscal deficit — reflecting the huge transfer payments to the eastern part of
the country, as well as the recent cyclical downturn — monetary policy was
kept quite tight well into 1992 and has been relaxed only cautiously, but
steadily, since September, when the European currency turmoil erupted and
the extent of the economic weakness became increasingly apparent.

While German policy was criticised both at home and abroad, the
domestic situation was such that most observers saw little room for
manoeuvre in the conduct of monetary policy until the summer, given the
inflation rate and the worsening fiscal position. At the same time, it clearly
created problems for the countries linked to Germany through the ERM,



World output growth’

Country groups and regions |1984—86|1982-87| 1988 | 1989 | 1990 | 1991 | 1992
GDP | average
as % of percentage changes in real GDP
total
Seven major countries 61.2 34| 4.5 3.3 2.3 0.8 1.5
Other industrial countries? 12.7 28| 36/ 38| 30/ 08| 1.0
Developing countries 19.7 3.7 44 3.6 3.7 | 35| 46
Major oil producers? 6.7 03| 07| 38| 52| 35| 52
Others 13.0 5.5 5.8 3.5 2.9 3.5 43
Africa and Middle East 2.2 29| 45| 14| 18| 15| 09
Asia 6.9 7.6 9.4 5.4 5.7 54 7.0
of which: NIEs* 1.7 94| 96| 63| 68| 71 5.3
Latin America 3.9 33| 02| 14| -13 1.7 1.6
Eastern Europe 6.4 27| 33| 16| —48 [—11.7 [-159
World 100.0 3.3 4.3 33 2.2 0.5 1.1
Memorandum item:
World, excl. eastern Europe 34| 43| 34| 27| 14| 22

! Average growth rates are calculated for the seven major and other industrial countries using 1990
GDP weights and exchange rates, and for eastern Europe using 1990—91 GDP and exchange rates,
including eastern Germany up to 1991, Other averages are based on 1984—86 GDP weights and
exchange rates and comprise all countries with 1985 GDP of at least US$0.1billion. 2 Including the
countries listed in the table on page 15, Iceland, Luxembourg and Malta. 3 OPEC members,
Ecuador, Mexico and Trinidad and Tobago. * The newly industrialised economies: Hong Kong,
Singapore, South Korea and Taipei China.

Sources: IMF World Economic Outlook, OECD National Accounts, UN Yearbook, World Bank
World Tables, national data and BIS estimates.

particularly those in which growth prospects were deteriorating. Despite,
in some cases, lower inflation rates and weaker domestic demand, these
countries have had to match German short-term interest rates even at
times of calm on the foreign exchange markets. Their different domestic
conditions did not translate into an interest rate advantage for expected
currency appreciation because of the Deutsche Mark’s unquestioned role
as the nominal anchor of the system.

This already rather complicated situation became caught up with the
fate of the Maastricht Treaty agreed in December 1991. Ratification of the
Treaty had been scheduled to be completed before the end of 1992. In
Denmark and Ireland this required a referendum. While the outcome of a
referendum can never be predicted with certainty, for the other countries
ratification was generally considered to be a foregone conclusion, given the
broad consensus among politicians of different persuasions. Consequently,
the prospect of the two referendums did not alter the prevailing view that
ratification of the Treaty was virtually assured.

Linked to this in many minds was a firm expectation that the move
towards European monetary union, after more than five years of virtual
exchange rate stability, would not be disturbed by any deliberate realign-
ments within the ERM. It became the conventional wisdom that realign-
ments could be put off, if the authorities so wished, by making minor



adjustments to short-term interest rates which, given the high degree of
capital mobility, could be relied upon to trigger sufficiently large capital
flows to relieve exchange market tensions.

When the Danish people rejected the Treaty by a narrow margin on
2nd June 1992 all these assumptions were called into question. The
inevitable implication was that ratification would not be completed in 1992,
raising the possibility that the whole time schedule might be upset, even if
the Treaty were eventually approved. In the meantime, realignments could
no longer be ruled out. What followed completely overturned the new
wisdom regarding the possibility of maintaining exchange rate stability by
short-term interest rate adjustments. The worst speculative attacks ever
witnessed on the exchange markets, in terms of the amounts and the
number of currencies involved, tested to the limit the authorities’ ability to
implement and maintain interest rate adjustments. Significant differences in
the sensitivity of national economies to short-term interest rate increases
came to light, which seemed to reflect deep-rooted structural differences
in financial markets that are not easy to evaluate from a policy and an
efficiency perspective (see Chapter VI).

These technical factors, which came on top of the long and deep
recession in the United Kingdom, no doubt played an important role in the
decision of the UK authorities to suspend participation in the ERM in
September last year, which was justified on the grounds that it would allow
monetary policy to be adapted to the requirements of the domestic
economy. Speculative attacks on other currencies also mounted. After an
initial devaluation (which had preceded the UK decision), Italy also decided
“to abstain temporarily from intervention in the foreign exchange
markets”, while Spain devalued. In November 1992 and May 1993, Spain
was forced to devalue twice more — on each occasion, now, necessitating
devaluations of the Portuguese escudo as well. In the meantime, the Irish
pound had also been devalued at the end of January 1993. On the other
hand, despite heavy pressures on the French franc and Danish krone, the
exchange rate relationships between these two currencies, the Benelux
currencies and the Deutsche Mark were preserved. Chapter VIl and parts
of Chapter VI of this Report give a fuller account of these events and the
issues involved. Two of these issues merit attention here. The first concerns
the operation of the ERM. The gradual transformation of this mechanism
from a regime of fixed but adjustable exchange rates into a system of
frozen parities bears much of the responsibility for the severity and
the spread of the crisis. It stood in the way of the preventive parity
adjustments that would have been warranted by the gradual emergence of
fundamental exchange rate misalignments and other major imbalances. The
adjustments ultimately had to be made in conditions of crisis, precipitately,
triggering speculative attacks even in cases where the fundamentals were
sound. Secondly, the size and speed of capital movements, which are the
consequence of financial market deregulation, innovation and globalisation,
raise questions not only for the ERM but also for the international
monetary order in a broader sense. The spectacular increase in capital



mobility has revived the debate on the merits and demerits of different
exchange rate regimes.

The shock waves emanating from last September’s ERM crisis did not
greatly exacerbate the problems which had been accumulating in the
financial industry in a growing number of countries. There may have been
several reasons for this. Losses from exchange rate changes have been
largely concentrated in the official sector. Private financial institutions may
have been able to use gains from foreign exchange dealing to cover losses
in other lines of business. In addition, the use of hedging techniques may
have provided effective protection for some market participants. Finally,
the turbulence did not markedly affect the major currencies in other parts
of the world: the crisis was, geographically, a limited one. In the United
States serious difficulties in the financial sector have gradually been
overcome, albeit at a high cost. In most other countries in a similar plight
an improvement is not yet in view. Chapter VIl deals with these problems
in some detail. The most interesting aspects are the linkages with other
developments in the economies concerned, in particular the asset price
cycle.

Brighter spots are to be found in some developing countries, particu-
larly in the Far East. China deserves special mention here as an impressive
illustration of the dynamic forces that can be unleashed by even controlled
liberalisation and opening to the outside world. The smaller dynamic Asian
economies continue to benefit greatly from international trade. It is worth
noting that in 1992 growth in the developing countries far outstripped that
in the developed world for the third year in succession (see the table on
page 5). Latin America has made further strides on the road to recovery,
although there are exceptions and it is by no means clear that all the
lessons of the past are being heeded in all cases (see Chapter Ill).

The situation also improved last year in those eastern European coun-
tries furthest advanced in the transition process. Trade with the West has
provided the main stimulus. The issues confronting policy-makers in the
economies in transition are reviewed in Chapter lll, which takes a close
look at the restructuring of the financial sector that seems to be vital for
growth prospects in the medium term. However, owing to serious defi-
ciencies and a lack of consistency in the economic policies being pursued at
present the outlook for many countries in the region remains bleak. The
moulding of a new political order at a time when the necessary economic
restructuring causes severe hardship over a prolonged period is the central
task facing these countries, especially the new states of the former Soviet
Union.

These are but a few of the themes covered in this year's Report.
A full chapter (Chapter V) is, as usual, devoted to international banking and
capital market developments. The order of chapters has been modified
slightly, with Chapter VIII being devoted to recent exchange market
developments and their analysis.



Il. Developments in the industrial countries

Highlights

The two main features of developments last year were the unusually slow
recovery in those countries which had moved into recession first and the
progressive weakening of activity in Europe and Japan. One reason for the
slow recovery appears to have been extensive balance-sheet restructuring
following the asset price cycle and the large build-up of household and
company debt in the 1980s. In such conditions, substantial reductions in
interest rates had only limited effects on output, although lowering
household income gearing and improving company cash flows.

In Europe, by contrast, high inflation and a monetary policy in
Germany that started to ease only in the autumn contributed to high short-
term real interest rates in countries using the Deutsche Mark as an anchor
for anti-inflation monetary policies. Combined with fiscal constraints and
falling external demand, this led to a growing inconsistency between
internal and external policies, which was a factor in the autumn exchange
market turbulence. In the Nordic countries the consequences of asset
price cycles and high levels of indebtedness were exacerbated by various
structural problems and a severe crisis in the financial sector.

A particular source of policy concern was the renewed rise in unem-
ployment, observed in virtually all countries. This reflected a rise in both
cyclical and structural unemployment and took place in conditions of
unusually low and falling inflation.

Higher outlays on unemployment benefits and measures to stimulate
employment together with a cyclical fall in tax revenues led to increasing
general government borrowing requirements in all but a few countries.
Consequently, last year was marked by a general departure from medium-
term consolidation aims; in countries with high public debt/GDP ratios the
need to prevent an unsustainable deterioration in the public sector financial
balance has become more urgent. Moreover, even some countries with
low public debt but sharply rising borrowing requirements last year could,
in the absence of measures to consolidate their budgets, soon face a
situation in which servicing the public debt generates a further rise in the
debt/GDP ratio. A major exception to the general picture of fiscal con-
straints is Japan, which in the course of the last nine months has adopted or
proposed expansionary measures amounting to about 5% of GDP.

Main features of recent cyclical developments

Growth in the industrial countries last year remained at a low level,
although slightly higher than it had been in 1991. Early in the year, the
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divergence in growth rates between the three major countries, which had
characterised much of 1991, narrowed as growth declined in Japan and
Germany. However, in the course of the year the recovery gained strength
in North America while activity weakened further, and by more than
expected, in Japan and Germany (see the graph above). Hence the business
cycle continued to be characterised by a high degree of desynchronisation.

Notwithstanding the incipient recovery in North America, another
feature of the current cycle has been the unusually protracted downturn
and slow recovery in those countries which had been the first to enter
recession. Compared with previous cycles in the 1970s and 1980s, the
latest cycle appears to have been both shallower and longer. This devel-
opment, together with the progressive weakening of activity in continental
Europe, has been one of the major problems confronting policy-makers
during the past year.

Taking these issues as well as the current cyclical phase in individual
countries into account, four groups of countries may be distinguished. In a
first group, comprising the United States and most other Anglo-Saxon
countries, the recession started relatively early and has been characterised
by balance-sheet restructuring as a consequence of the previous asset price
cycle and the related rise in company and household indebtedness. This has
lengthened the recession and slowed the recovery and has also meant that
substantially lower interest rates, notably in the United States, have had
only a limited impact on aggregate demand. Balance-sheet restructuring has
also been a dominant feature in a second group of countries, including
Finland, Norway and Sweden. Because of severe structural problems the
recession in Finland and Sweden has been much deeper than in most other
industrial countries and prospects for a near-term recovery are poor. In all
three countries, as well as in some of those in the first group, there have
been signs of “debt deflation”, as asset prices declined and households and



companies cut back spending in order to repay higher real debts. The
majority of the continental European countries can be combined in a third
group characterised by a progressive weakening of activity in the course of
1992. Forecasts for 1993, following large downward revisions, point to
further declines or at best a levelling-out. The dominant influences in this
group have been falling external demand and policy constraints, as reflected
in high real interest rates and growing inconsistencies between internal and
external policies. A fourth group comprises countries in the early stages
of recession, though the underlying causes differ widely. In Japan, the
predominant feature has been the adverse consequences of an asset price
cycle more pronounced than in the Anglo-Saxon countries. In Germany
unresolved distributional problems together with restrictive policies have
led to a situation of stubbornly high inflation and rapidly weakening activity.

Unemployment started to rise in Europe last year and continued to
increase in recovering economies long after the business cycle trough had
passed. This has swelled the already large pool of unemployed, depressed
consumer confidence and added to the risk of protectionist trade
measures. Moreover, the resulting fiscal imbalances prompted several
countries to take measures offsetting the effects of automatic stabilisers
and ruled out expansionary policies in all but a few countries.

High and rising unemployment represents a worsening social and
economic problem in its own right. Especially in continental Europe, where
40—50% of the unemployed have been without work for twelve months
or more, unemployment constitutes a structural problem which cannot
easily be resolved through faster output growth. Its root causes have not
been clearly identified but would seem to include high minimum wages and
social taxes which raise labour costs, inflexible wage structures and real
wages, restrictive work regulations and low labour mobility. Whatever the
precise causes, effective solutions become more difficult as time passes and
the long-term unemployed progressively lose contact with the labour
market. Part of the recent rise in unemployment in both North America
and Europe may be of a transitory nature. It is related to changing output
and foreign trade patterns, following the removal of trade barriers and the
replacement of labour through automation. The extent of restructuring
and automation is a novel feature which has in part been induced by the
unusually low rates of inflation characterising the present cycle. It has also
been accompanied by a marked, and possibly more than temporary,
increase in productivity growth.

Developments in output and demand in industrial countries
Hesitant recovery in the countries which entered recession early

Following a “false start” in 1991, when an apparent recovery faltered in the
second half of the year, a more robust upturn became discernible in the
United States in the second half of last year (see the table on page 12). It
was led by consumption and residential investment, due in part to pent-up
demand, especially for consumer durables. It also reflects progress in the
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balance-sheet restructuring process, as the ratio of debt service to
disposable income for homeowners has fallen sharply in response to lower
interest rates and debt repayments. In the enterprise sector there were
also signs that the negative demand effects of restructuring were dimin-
ishing. Inventories started to rise again and the growth of investment in
equipment, notably computers, which has supported activity throughout
the recession, accelerated further. On the other hand, investment in non-
residential construction continued to weaken owing to high vacancy rates
and falling prices. Real government spending declined as a result of cutbacks
in defence expenditure as well as fragile financial positions at all levels of
government. Moreover, net real exports, which had been a source of
strength since 1987, slackened, reflecting a slowdown in exports and a
marked pick-up in imports.

Despite the more positive outlook, the recovery remains fragile and
growth declined sharply in the first quarter of this year, due to more
hesitant household spending and the largest fall in defence outlays for more
than twenty years. Measured from the trough in early 1991, the recovery
is one of the weakest in the post-war period and this is particularly
noticeable in private non-farm employment, which by the end of last year
was still some 2% below the level in mid-1990. The continued fall in
employment is due in part to the slow pace of recovery but is also the
result of cost-cutting measures leading to higher productivity growth.
Consequently, unemployment has remained high or continued to grow.

Another development delaying the recovery has been the continued
decline in real wages. In the short run this can be viewed as a flexible
response to weak labour market conditions. Seen in a longer perspective it
reflects a trend which is rather unique to the United States. Real hourly
wages have been falling since the early 1970s and throughout the 1980s this
decline was accompanied by a progressive widening of wage differentials, as
the position of wage earners in the upper income range improved. Less
skilled workers at the lower end of the range experienced a steady deteri-
oration in their relative income position. The proportion of income earners
in the middle range, which had previously been dominated by unskilled
workers in manufacturing, fell in step with automation and the declining
importance of the manufacturing sector. Throughout the 1980s this
“polarisation process”, which has also been observed in the United
Kingdom, served to create far more jobs than, for instance, in continental
Europe, where minimum wages and other rigidities kept real wages in most
sectors above market-clearing levels. However, job creation in the United
States came in conjunction with low or negative real wage growth and,
until recently, weak productivity performance.

The downturn started earlier in Canada than in the United States and
the recovery which got under way last year appears less robust. It is mainly
export-led, while domestic demand growth has remained sluggish. Profits
have fallen sharply, notably in manufacturing, where output declined by
15% and employment by over 20% during the recession. Nonetheless,
business equipment investment has been relatively strong, reflecting

1



i Developments in real GDP and demand components:

major industrial countries
Countries and GDP | Total Demand components Memo:
periods domesticlperconall Public | Private | Stock | Net | Frivate
demand [ o spend- | fixed |changes?|exports? n;n-rgs;f—
sump- | ing! | invest- ;;_‘:::
tion ment’ ,
invest-
ment'3
percentage changes
United States
1982—-89 3.7 3.9 3.7 3.2 4.4 02| —-03 3.2
1990 0.8 0.4 1.2 28| —2.8 -0.5 0.5 —-0.4
1991 =12 —-1.8 | —0.6 1.2 | —8.5 —0.3 0.6 =21
1992 2.1 2.5 23| =0.3 5.5 0.3 —0.4 3.0
1992 Q Iv+ 34 3.7 3.4 0.4 9.5 0.0 —-0.6 7.9
Japan
1982—-89 4.2 45 3.8 1.3 8.4 0.1 -0.2 9.6
1990 4.9 5.1 4.0 33 10.0 —i0:3 -0.3 11.5
1991 4.1 2.7 2.2 2.8 2.8 0.3 1.4 5.8
1992 1.3 0.6 1.8 6.6 | —4.2 -0.2 0.7 —=3.9
1992 Q Iv4 02| -05 0.3 69| =57 | -0.2 0.6 | —68
Germany?®
1982—89 2.4 2.5 2.3 1.2 3.3 0.2 0.0 4.6
1990 5.1 4.9 5.4 2.3 9.6 -0.6 0.3 10.3
1991 3.7 34 3.6 0.6 7.0 -0.5 0.7 8.2
1992 15 1.6 1.0 2.5 1.3 0.2 0.0 —0.9
1992 Q Iv4 0.4 1.8 1.8 20| —0.8 0.4 -1.3 —6.5
France
1982—-89 2.5 2.6 2.5 2:3 3.0 0.1 -0.2 3.9
1990 25 2.8 2.9 2.1 3.0 0.1 —-0.4 4.0
1991 0.7 0.5 1.4 26| —23 —-0.4 0.2 —-2.4
1992 1.3 0.5 1.7 29| —=3.3 —-0.5 0.8 —-54
1992 Q Iv4 0.7 0.4 1.8 26| —-3.6| —05 03| —-54
For footnotes and sources see the table opposite.

attempts by enterprises to remain competitive in conditions of freer trade
as well as tax changes which have lowered capital costs. On the other
hand, activity in the commercial property sector has declined further for
reasons similar to those in the United States.

As a result of the slow pace of recovery and restructuring in the
enterprise sector, employment has fallen and by the end of last year the
rate of unemployment, at 11%2%, was 4 percentage points higher than
before the recession. In response to the depressed labour market condi-
tions and a stronger productivity performance unit labour cost growth has
decelerated sharply. This has helped to offset the initial pass-through effects
of a weakening exchange rate and to hold consumer price inflation in the
lower part of the target range set by the authorities. Unlike in the
recession of the early 1980s, the current account has remained in deficit,
reflecting the strength of equipment investment and associated imports but
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Developments in real GDP and demand components:
major industrial countries (continued)

Countries and GDP | Total Demand components Memo:
periods domestic Personal| Public | Private | Stock Net Prfvate.
garend. s spend- | fixed |changes?|exports2|™07€s"
sump- | ing! | invest- dgnnaf
tion ment! fixed
invest-
ment!.3
percentage changes
Italy
1982—89 2.8 3.0 3.0 2.7 3.1 0.0 | -03 54
1990 2 2.5 2.5 1.2 3.8 0.0| —05 4.1
1991 1.3 1.9 2.3 1.5 0.6 0.1 =i e
1992 0.9 1.0 1.8 11 | =214 0.0 —-01 =1.1
1992 Q Iv4 =03l =146 0.9 1.0/ =52 | =13 14| —-7.0
United Kingdom
1982—89 3.6 4.5 4.7 1.0 8.9 02 || =12 9.9
1990 0.6 | —0.5 0.7 3.7|— 49| —09 10| —-28
1991 =21 =31 = 1.7 |—10.4 —-0.6 11 =2
1992 -0.6 0.5 0.2 1.1 |— 2.8 05| —-11 -=2,9
1992 Q Iv4 -0.2 0.4 1.3 0.7 |[—20| —-04| —06| —-20
Canada
198289 41 4.8 42 2.5 6.6 05| —08 55
1990 -0.5| —-1.0 0.9 34— 52| —1.3 06| —=3.3
1991 =10 | =0 | =17 20 |— 4.7 06| —06| —1.4
1992 0.9 0.3 1.0 1.9 |— 1.3 -0.5 0.7 —4.9
1992 Q Iv4 1.3 | -0.7 12 190 =0 | =152 20| =74
Group of Sevené
1982—-89 3.5 3.8 3.5 2.4 5.7 02| —-03 6.1
1990 2.3 2.1 2.3 2.7 33| —-04 0.2 50
1991 0.8 0.1 0.6 16 |—19 | —-02 0.6  —03
1992 15 1.4 1.8 1.4 |— 0.2 0.0 0:01|| =T
1992 Q Iv4 1.4 1.5 2.1 1.7 0.1 -0.2 | -01 -1.8

" For Germany (1992 QI1V) and ltaly (all years), private fixed investment includes public
investment. I Percentage point contribution to GDP growth. ? For Germany (1992 Q IV) and
Italy (all years), machinery and equipment only. 4 Change over four quarters. 3 Western
Germany only. & Weighted average, based on GDF and demand components at 1990 prices and
exchange rates.

Sources: OECD and national data.

also a substantial public sector borrowing requirement, of which a large
part is structural.

The downturn in the United Kingdom started at about the same time
as that in Canada and has been one of the longest in the post-war period.
It continued throughout most of 1992, but early this year there were
signs of incipient recovery and a strengthening of business confidence.
Household spending has been a major source of weakness, owing to a
combination of high debt and falling house prices which has pushed more
than 1%2 million households (mostly young, first-time homeowners) into a
situation in which their mortgage debt exceeds the market value of their
property (“negative equity”). As a result, a key feature of the UK recession
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United Kingdom: Developments in government net lending,
the balance of payments and net private saving

General government net lending’
Balance of payments’
Net private saving! 2
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" As a percentage of nominal GDP. ZFinancial balance of the private non-financial sector.
3 Deviation of actual from trend GDP (21/4% according to official estimates), in percentages.

Source: National data.

has been an unusually sharp rise in household saving (see the graph on
page 18) and a corresponding fall in consumption.

Last year output was also affected by the fall in net real exports as
import demand increased sharply during the first half of 1992 and export
growth was slow throughout the year. This can to some extent be
explained by poor competitiveness and sluggish export market growth.
However, imports of manufactured goods were particularly strong,
suggesting that the low level of manufacturing investment has led to a
structural weakness as the capacity of UK manufacturing enterprises may
not be sufficiently large to support the domestic market even in conditions
of low demand.

This structural weakness can also be seen in the graph above. In
contrast to the recession in the early 1980s the current account has been
in deficit throughout the recent downturn and last year the imbalance
actually widened to almost twice the 1991 level. Since the record current
account deficit in 1989, the corresponding sectoral imbalances have also
changed markedly. In 1989, as a consequence of the asset price cycle, both
the household and company sectors recorded large financial deficits while
the government balance was in surplus. The rise in household saving during
the recession combined with cutbacks in fixed investment and destocking in
the company sector has left the aggregate private sector with a net
financial surplus. Consequently, the balance-of-payments deficit is entirely
accounted for by the deterioration in public sector finances. Even though

14

... with falling
net exports

Widening
external
deficit...



..and
government
borrowing
requirement

Beginning of
recovery

in Australia..,

changes in financial balances are difficult to predict and the balance of
payments contains a large “balancing item”, this development may pose a
dilemma for UK policy-makers. Growth above the present rate would be
required to reduce the budget deficit but could increase the current
account deficit. On the other hand, growth compatible with a stable
current account deficit might lead to an unsustainable rise in the public
sector imbalance.

In Australia a recovery slowly gained momentum in the course of
1992 (see the table below). Household spending provided a major stimulus
and residential investment revived in response to lower mortgage rates.
However, owing to narrow profit margins, balance-sheet restructuring and
other cost-cutting measures business fixed investment has fallen steeply,
with spending on equipment at the lowest level ever recorded. Reflecting
the poor state of the corporate sector, the rate of unemployment rose
to a post-war high. Net real export growth was negative last year and,
due to the weakness in world commodity prices, the terms of trade
deteriorated.

A significant moderation of inflation has allowed the Reserve Bank to
reduce short-term interest rates, while long-term rates declined more
slowly, with the steepening yield curve partly reflecting a rise in the general
government borrowing requirement. About half of the deterioration since

Changes in real GDP and gross fixed investment
in other industrial countries

Countries 1990 Real GDP! Real gross fixed investment

GDPin 19851 1990 | 1991 | 19922 |1982—| 1990 | 1991 | 19922

billions 89 89

of US

dollars percentage changes
Australia 294 3.8 1.2 | =11 2.0 42 — 7.5 104 |~ 2.8
Austria 157 2.4 4.6 3.0 t.5 3.5 5.8 4.8 i
Belgium 192 2.3 3.3 1.9 0.8 5.3 7.7 0.3 0.7
Denmark 129 2.4 2.0 1.2 1.1 44 |— 05 |- 42 —104
Finland 137 3.7 03| —-64|-35 49 |— 49 [—19.8 144
Greece 66 21| -01 1.8 1.8 0.6 57— 2.0 2.0
Ireland 43 3.3 8.3 2.5 24|1-15]| 108 |— 6.5 |- 0.8
Israel 51 3.4 5.4 5.9 6.4 0.1 196 | 418 | 11.8
Netherlands 279 2.5 3.9 2.2 1.5 5.3 3.6 0.1 1.9
New Zealand 44 1.5 05| —1.5 3.0 3.2 1.9 |—16.2 2.0
Norway 106 | 3.1 18| 16| 33| 26 |-268| 17| 35
Portugal 60 2.8 4.2 2.1 11 2.0 5.9 2.5 5.0
Spain 491 3.5 3.6 2.4 1.0 6.5 6.9 1.6 — 3.0
Sweden 228 | 2.5 14 | -1.8 | —1.7 58| 0.7 |- 9.0 |-11.0
Switzerland 225 2.6 23| -01|-06 5.9 2.6 |— 25 - 6.7
Turkey 108 5.1 9.2 0.3 5.5 48 | 140 |- 0.4 1.3
Average3 -| 30| 30| 08| 10| 48| 23— 24 26

! For Turkey, real GNP. 2 Preliminary. 3Weighted average, based on 1990 GDP and exchange
rates.

Sources: OECD and national data.
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1990 may be structural, including state government support for ailing banks
and financial enterprises.

The slowdown in Switzerland deepened further last year. Weakness
can be observed mainly in the domestic sectors. Only public consumption
provided a positive contribution to activity and domestic demand declined
by 4%. Although Swiss enterprises have not increased their debt to the
same extent as enterprises in the countries discussed above and balance-
sheet problems are largely confined to the real estate sector and several
regional banks, the length of the recession has induced a widespread
restructuring process, including substantial reductions in investment and
employment. Unlike in earlier recessions, job cuts have not affected only
low-level jobs and foreign workers, and early this year the rate of unem-
ployment rose to over 4%. Higher spending on unemployment benefits
combined with stagnating revenue have caused a steep rise in the central
government deficit, prompting the Government to cut spending and raise
taxes. Throughout the downturn net export growth has been positive,
though to some extent at the expense of profit margins. Towards the end
of last year, however, export growth fell in response to weaker demand in
major European markets.

Deepening recession in conditions of severe structural problems

In three Nordic countries (Finland, Norway and Sweden) the downturn has
not only lasted longer but has also been much more severe than in most
other countries. In 1992 all three recorded historically low rates of
inflation. However, because of deep-rooted structural problems they do
not seem to have benefited from any credibility gains and last autumn were
all forced to abandon currency pegs to the ECU (see Chapter VlIl). Other
common problems include the consequences of adjusting to overheating in
the late 1980s, aggravated by volatile asset prices and steep increases in
household and company debt. A severe crisis in the financial sector is also
a characteristic feature of the three economies (see Chapter VII) and struc-
tural problems have not only deepened the recession but have also been a
cause of financial fragility and of financial market turbulence. In Finland the
structural problems are mainly related to the loss of export markets in
eastern Europe, in Sweden to an overgrown public sector and in Norway
to a lack of competitiveness in the “mainland sectors” (i.e. excluding oil and
shipping).

Finland has suffered by far the deepest recession. Since the cyclical
peak in early 1990 GDP has fallen by about 10%, and unemployment has
increased from 3% to over 15% in little over three years (see the graph on
page 21). Exports have recovered and last year net exports contributed
22% to output growth, helped by a real effective depreciation of more
than 30% and low rates of capacity utilisation. However, all domestic
demand components declined steeply as both households and enterprises
increased saving to reduce debt accumulated during the previous asset price
cycle. Real government spending was cut to limit the rise in the borrowing
requirement. Despite the currency depreciation price inflation eased, since
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nominal wages have shown little growth for two years and enterprises have
absorbed higher import costs in lower profit margins to prevent even
larger declines in domestic sales. However, the squeeze on profits
combined with the fall in domestic demand caused severe financial strains in
many enterprises, adding to the already large stock of non-performing
loans held by banks. Furthermore, the currency depreciation has increased
the burden of servicing the foreign debt, which by the end of 1992 had
grown to almost 50% of GDP. Consequently, the floating of the currency
has in practice provided the monetary authorities with little additional
room for manoeuvre.

The output decline in Sweden has been mild compared with develop-
ments in Finland, but the structural problems may be almost as severe,
especially in the public sector. Although attempts to cut public sector
growth had met with some success, at the end of the 1980s the share of
government spending in GDP, at 60%, was still the highest among OECD
countries. Moreover, a tax reform entailing a major shift from direct to
indirect taxation in 1990—91 caused a large increase in the general
government borrowing requirement as households cut back consumption.
Last year’'s massive rise in the central government deficit, according to the
Government'’s estimates from 7 to 14% of GDP and due in part to lagged
tax payments to local authorities, led to considerable financial market uncer-
tainty, contributing to exchange market turbulence and high real interest
rates. In its revised budget for 1993/94 the Government has proposed a
medium-term reduction in spending amounting to some 5% of GDP,
notably in social transfers.

In the 1980s a key feature in Sweden, as well as in the other Nordic
countries, had been a steep fall in household saving, with negative rates
recorded in all three countries (see the graph overleaf). The decline,
starting in the mid-1980s, coincided with financial market deregulation and
the beginning of the asset price cycle, as households borrowed heavily to
invest in real property. Last year, however, household saving rose sharply,
reflecting attempts to reduce debt but probably also as a precautionary
reaction to increasingly uncertain labour market conditions following the
rise in unemployment to the historically high rate of nearly 6%. Debt
reduction and a restructuring of balance sheets were also evident in the
company sector, causing a marked contraction in fixed investment. Overall,
domestic demand fell by 2%, notwithstanding strong residential investment
early in the year owing to various measures to stimulate employment. Net
exports provided a positive contribution to output growth but the current
account imbalance rose further, as the increase in private sector net saving
was not large enough to offset the deterioration in public sector finances.

The downturn in Norway had already started in 1986 and there are
signs of a weak recovery this year. At the same time, the crisis in the
financial sector has been as serious as in Finland and Sweden and activity in
the mainland sectors has been very weak. The principal causes of high
unemployment and of the accumulation of non-performing loans held by
banks are also to be found in these sectors. The deterioration of the
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budget balance since the mid-1980s reflects a steep increase in public con-
sumption and other fiscal measures aimed at stimulating mainland activities
and offsetting contractions in manufacturing and private services. The
overall deficit of 2%4% of GDP in 1992 masks a deeper structural weak-
ness, as the “non-oil deficit” (excluding net revenues from the oil sector)
exceeded 8%. Last year saw some progress in removing the structural
weaknesses. Unit labour cost growth fell (see the table on page 28) and the
household saving ratio rose to over 5%, compared with less than 0.5%
only two years earlier. The company sector also improved its balance-sheet
position, though mainly by cutting fixed investment and shedding labour.
A further improvement in competitiveness can be expected this year owing
to lower payroll taxes and the depreciation of the krone.

Weakening output growth under the influence of falling external demand
and internal policy constraints

Curbing inflation and improving foreign trade performance by maintaining a
fixed exchange rate has for several years been a cornerstone of macro-
economic policies in France. Last year GDP growth, at 1/4%, was higher
than in 1991 and also among the highest in Europe. Net exports accounted
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for more than half of the overall rise, as French enterprises, helped by
earlier cost-reducing measures, managed to gain market shares even in
conditions of falling export demand. However, export growth weakened
considerably following the ERM realignments and was negative in the last
quarter. Domestic demand growth declined in the course of 1992, princi-
pally as a result of a progressive fall in business fixed investment. For most
of the year real short-term interest rates in the tradable sectors, where
prices were largely stable, were in the 8—10% range. Moreover, with poor
demand prospects and falling capacity utilisation rates firms had little
incentive to invest, even though cost-cutting and low nominal wage growth
helped to maintain profit shares.

Attempts by enterprises to remain competitive in an environment of
uncertain growth prospects were a principal reason for the rise in unem-
ployment to 10%:% by the end of last year. To prevent a further rise
the Government introduced various, mostly temporary, employment
measures, including retraining schemes, public works programmes and tax
reductions for firms hiring long-term unemployed and young workers.
These measures, together with a cyclically induced decline in tax revenue,
contributed to a rise in the general government deficit to the highest level
since 1982.

Other European countries adhering to a fixed exchange rate as a
centrepiece of their macroeconomic policies recorded even less favourable
developments last year: slower growth owing to weaker exports, notably
to Germany, and falling and eventually negative growth in business fixed
investment. There were, however, differences depending on the strength
of the previous upturn, the deterioration in competitiveness following
currency realignments and the scope for policy manoeuvre. In both
Belgium and the Netherlands fiscal consolidation was the overriding
constraint and there was little room for offsetting the negative demand
trend. In Belgium, residential construction showed a sharp rise as a result of
more intensive competition among mortgage institutions and lower interest
rates. However, for the third year in succession, unit labour cost growth
exceeded that of major trading partners, which gives the Government the
right to adopt special measures to reduce labour costs. The Netherlands
faced the problem of preventing a temporary rise in consumer price
inflation — principally due to higher rents, administered prices and indirect
taxes — from being reflected in wages, and a tripartite agreement was
reached early this year freezing wages for two months. Growth in Austria
remained high during the first half of 1992, as lower exports to western
countries were offset by brisk trade with eastern Europe, private
consumption and construction. The second half of the year saw a sharp
weakening as the construction boom came to an end and several industries
lost market shares to imports from eastern Europe. In Denmark the
general government deficit remained below 3% of GDP, inflation fell
further and the current account surplus rose to over 3% of GDP. How-
ever, competitiveness deteriorated during the autumn, as the European
countries with depreciating currencies account for about 40% of Danish
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foreign trade. GDP growth remained stable at a low rate and unem-
ployment rose to over 11% by year-end.

Italy has entered a phase of marked slowdown which accelerated
during the second half of last year. Both household consumption and
business investment, following stagnation in the early part of the year,
declined after the summer when confidence was badly shaken by the
currency crisis. Employment growth also weakened considerably in the
course of the year as workers released from large firms were no longer
absorbed by smaller firms and labour demand in the services sector
decelerated (see the table on page 26). Net exports, which had fallen
during the first half of 1992, expanded significantly in the last quarter as a
consequence of the large devaluation of the lira, but this only partly
compensated for the decline in domestic demand. For the year as a whole
GDP growth fell to around 1%, with the principal contribution coming
from private consumption. The unfavourable output trend, common to
most EC countries, was aggravated in the case of Italy by unresolved
financial problems inherited from the past, notably the urgent need to
achieve a sustainable fiscal position and to correct the excessive rise in
labour costs and prices.

The abolition in July of automatic wage indexation based on past price
increases has significantly reduced the growth of nominal wages and unit
labour costs. Lower cost pressures combined with uncertainties about the
future development of income and employment and the acceptance of
reduced profit margins in a context of falling domestic demand contributed
to a deceleration in inflation to 4.2% early this year. This is only marginally
above the EC average, but still 22 points higher than in the three EC
countries with the lowest rates of price increase.

On the fiscal front progress was less evident. Despite a mid-year
emergency budget entailing net savings of 2% of GDP, the 1992 borrowing
requirement amounted to over 10% of GDP. The budget adopted for 1993
raises taxes on the self-employed and also assumes higher revenue from
taxes on real estate and corporate assets and a first round of privatisation
of state enterprises. In addition, it includes major cuts in pension
allowances, transfers to local authorities, health services and public
employment expenditure. However, lower revenues than initially foreseen,
slippages in some expenditure cuts and new measures aimed at strength-
ening labour demand through fiscal incentives and public works caused the
deficit for the first three months of this year to exceed the level
compatible with the 10% annual target.

The three EC countries which devalued their currencies within the
ERM recorded rather different macroeconomic developments last year.
Ireland was able to keep GDP growth relatively stable, helped by a strong
export performance and a marked rise in consumer spending, whereas
fixed investment declined, perhaps in response to high real interest rates.
Portugal, on the other hand, saw GDP growth slow to only 1% even
though investment demand was relatively buoyant and unemployment fell
slightly. By contrast, fixed investment weakened significantly in Spain, owing
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to a marked deterioration in enterprises’ financial position and falling real
property prices, and net exports declined for most of the year. A mid-year
budget correction, including higher VAT rates and income tax withholding
rates, contained the rise in the general government borrowing requirement
but reinforced the negative employment trend, bringing unemployment to
20% by year-end. To prevent a further increase, early this year the
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Government introduced various employment-stimulating measures within
an otherwise austere budget.

Countries in the early stages of recession

Demand and output growth weakened progressively in Japan and Germany
in the course of 1992 and by the end of the year both countries appeared
to be in the early stages of recession. In Japan the sources of the current
downturn can be traced to the asset price boom in the second half of the
1980s, which led to a surge in business fixed investment, residential
construction and household spending on consumer durables. Once asset
prices started to fall, the excesses of the boom became apparent and the
downward phase of several stock adjustment cycles is now evident. The
downswing started with residential construction in the second quarter of
1991. Last year new car purchases also fell and the rise in private
consumption was the smallest since 1981. These developments took place in
conditions of weakening consumer confidence due, in part, to political
uncertainty and lower household income growth resulting from cuts in
overtime and bonus payments and falling net interest earnings.

Business fixed investment declined at an accelerating rate throughout
last year. Low capital costs combined with a tight labour market had trig-
gered a cumulative rise in labour-saving and capacity-expanding investment
in the mid-1980s and by 1991 the ratio of non-residential fixed investment
to GDP had reached 28%. Many enterprises had probably planned capacity
expansion on the assumption of a continued strong rise in total demand.
When the economy started to slow down and higher interest rates and
falling equity prices brought the period of low capital costs to an end,
the expected returns became difficult to realise. Consequently, operating
profits in the company sector have fallen for the last three years. The
decline is not only the result of excess capacity but also reflects mounting
depreciation charges and some inflexibility in labour costs in a system tradi-
tionally based on lifetime employment. In addition, owing to the slump in
purchases of consumer durables, enterprises have faced growing inven-
tories and destocking has been a major cause of the fall in industrial output.

Against this background the only sources of growth in Japan last year
were consumption of non-durables, public spending and net exports. Net
export growth raised GDP by almost 1%, partly owing to falling imports,
and large terms-of-trade gains eased cost pressures in the enterprise sector.
Public investment accounted for about half of domestic demand growth
and public consumption also increased. The measures proposed in August
last year — equivalent to about 24% of GDP and primarily aimed at stimu-
lating the equity and real estate markets and increasing public works — as
well as the 1993 budget and new measures proposed in April should
provide a further strong expansion in public investment this year.

Germany has not experienced an asset price cycle or the conse-
quences of balance-sheet restructuring in an indebted private sector.
Instead, the current downturn has its roots in distributional problems, in
part related to unification. These were evident in discussions between
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federal, state and local governments on sharing the costs of unification and
in negotiations between employers and trade unions regarding the distri-
bution of income in western Germany and the speed of realigning wages
in eastern Germany with those in the west. Typically, failure to resolve
distributional problems results in higher inflation and eventually, when this is
countered by an unaccommodating monetary policy, lower real income
growth and higher unemployment.

Led by business fixed investment, GDP in western Germany was still
growing at a rate of over 2% in the first quarter of 1992. However, by
mid-year signs of weakness had become evident and during the second half
the economy declined at an unusually rapid pace, with real GDP contracting
at a 2% annual rate. By the fourth quarter equipment investment was
down by more than 6% and industrial output by over 5% compared with
the previous year. In contrast, public and private consumption continued to
grow, the latter particularly in the second half, prompted by the ending of
the solidarity tax and the imminent rise in the VAT from 1st January this
year. Residential construction also expanded at a brisk pace throughout
1992 under the combined influence of more favourable tax allowances and
housing shortages caused by immigration. The sharp swing in business fixed
investment should be seen against the background of a declining profit
share, low capacity utilisation rates and sagging business confidence and
probably also as a response to the policy of promoting investment in
eastern Germany through tax credits and subsidies.

Despite growing slack and falling import prices, there was no
appreciable decline in inflationary pressures last year. Higher rents and price
pressures in the services sector largely offset more favourable develop-
ments in the price of tradables. Nominal wage increases remained high and
productivity growth weakened in step with the advancing recession.
However, early this year a 3% wage agreement for public sector
employees was reached without a repeat of last year's work disruptions.
Setting the pattern for negotiations in other sectors, this should bring
about a marked easing of wage cost pressures.

The extent to which a recently concluded “solidarity pact™ will
influence wages and inflation is more uncertain. Initially the Government
had hoped to reconcile employers and employees as well as the different
levels of government within a broad agreement to solve the distributional
issues. However, the pact agreed so far comprises only the government
sector. It essentially calls for higher transfers to eastern Germany in 1995,
with part of the increased cost burden for the state governments in
western Germany to be met by a larger share of VAT revenue, while the
Federal Government will raise revenue through a 7%2% surcharge on
income tax and increases in wealth taxes. The pact also makes more credits
available to eastern Germany with immediate effect, whereas earlier plans
for cutting social expenditure to meet the cost of transfers were dropped.

While output growth progressively declined in western Germany,
there were signs of recovery in eastern Germany, though from an
extremely low level. Led by fixed investment (see the table overleaf), real
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Developments in eastern Germany: selected indicators
1991° 1992
Real household consumption, % change e 5.4
As a percentage of domestic demand 52.0 50.3
Saving rate, % 6.4 13.0
Real fixed investment, % change 14.2 24.0
As a percentage of domestic demand 231 26.3
Real domestic demand, % change 10.6 9.0
As a percentage of GDP 192.5 196.5
Output, % change
GDP -16.5 6.8
Manufacturing —343 — 1.2
Consumer prices, % change 13.3 1.1
Nominal wages per employee, % change 325 40.5
As a percentage of wages in western Germany 47.5 63.2
Productivity, % change ~ 26 21.0
As a percentage of productivity in western Germany 29.0 34.8
Employment, % change —14.4 -11.7
Short-time workers, % change 6.7 =771
As a percentage of employment 22.5 5.8
Rate of unemployment, % 10.4 14.8
* Changes calculated compared with the second half of 1990,

GDP rose by almost 7% despite a 50% drought-related fall in the contri-
bution of agricultural output. However, the conditions for a self-sustaining
recovery are still far from being met. Last year domestic demand rose to
almost twice the level of GDP, which was made possible by the transfers
and subsidies from western Germany to meet the difference between ...but continued
wages and productivity in eastern Germany. Since unification many loss- dependence on
making enterprises, notably in industry, have been closed and employment ~large transfers
in eastern Germany has fallen by over 25%, pushing up expenditure on
unemployment benefits and public works schemes. Moreover, even though
output per worker rose to 35% of the level in western Germany last year,
it remained well below the corresponding wage ratio of 63%. Conse-
quently, a large part of the remaining enterprises rely on subsidies from the
west to finance current production costs.
To prevent a further decline in profitability, employers in the metal
industry recently cancelled a previous agreement on a 26% wage increase,
offering only 9% instead. The outcome of this conflict is still open, but a
settlement in one state together with revised agreements in other sectors
may signal a slower convergence of wages and some easing of the need for
subsidies.

Labour market developments in the present cycle

The average unemployment rate in the OECD area rose to 8% last year, Unemployment
almost 2 percentage points above the level of 1990. Even though the rise near earlier
was much smaller than in the recession of the early 1980s and employment ~ Peak

grew vigorously during the 1983—89 expansion, unemployment last year
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was as high as in 1982 and only slightly below the peak in 1983. This is
indicative of a rise in structural and frictional unemployment, the latter due
in part to the restructuring in Europe in preparation for the single market
and in North America as a result of automation and recent free trade
agreements.

In past recessions industrial employment has typically been most
adversely affected, whereas employment in the services sectors acted
as a buffer. During the recent downturn, however, services sector
employment decelerated in most countries and in some cases actually
declined (see the table overleaf). Moreover, unlike in earlier recessions
when slower services employment growth was confined to the cyclically
sensitive trade and transport sectors, this time cutbacks have also affected
the administrative staff of industrial enterprises and the financial services
sector. This has been observed in several countries and can be attributed to
automation and excess capacity in the financial industry.

Against the background of a longer-term rise in service-related jobs
these recent developments have also affected the occupational and regional
composition of unemployment. White-collar unemployment has been much
higher than in earlier recessions. In the United States white-collar workers
accounted for more than half of the overall rise in unemployment, and
in Canada for only slightly less. The setbacks in the financial sector have
also affected the regional distribution of unemployment. Typically, regional
differences in unemployment tend to widen in a recession. In 1989-92,
however, there was a considerable compression (especially in the United
Kingdom and Australia) as the regions most affected by the difficulties in
the financial sector were also those with the lowest unemployment rates
before the recession.

A second feature last year was the relatively slow growth of small to
medium-sized enterprises, which in earlier recoveries had provided most
new jobs. This development was most pronounced in the United States,
where such enterprises employ two-thirds of the workforce and accounted
for 80% of the new jobs created in the 1980s. It was also observed in
Canada, Japan, the United Kingdom and Sweden and may be related to the
stricter terms and standards for bank credits. In contrast to larger enter-
prises with access to market financing, small to medium-sized enterprises
rely almost exclusively on bank credits and are, therefore, especially
vulnerable to more restrictive lending criteria.

Thirdly, many firms appear to have changed their lay-off and hiring
policies. In several countries there are clear indications that firms adjusted
employment more quickly to weaker output growth, but were slow to
hire new workers during the recovery. As a result, almost half of
the decline in unit labour cost growth in those countries which have
experienced the deepest recessions can be explained by a remarkable
strengthening of productivity growth (see the table on page 28). Sudden
increases in productivity growth have also been observed in the past and
the recorded fall in unit labour cost growth is in part a once-for-all effect
of “downsizing” of the workforce and a shift from full to part-time
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Employment by sector in selected countries

Countries Sectors 1980-85/1985-90| 1990 | 1991 [ 1992
annual percentage changes

United States Total 1.5 2.0 0.5 -0.9 l 0.5
Industry -0.2 06| —-12| —-43| -20

Services 2.4 2.6 1.2 0.3 Ti7

Financial? 2.9 2.5 05| -08| -o0.1

Japan Total 1.0 1.5 2.1 1.9 1.1
Industry 0.7 1.0 1.6 3.0 1.5

Services 1.7 2.3 3.0 2.2 1:3

Financial? 2.5 3.3 2.0 1.1 0.8

Germany3 Total -0.3 1.4 2.8 1.9 0.5
Industry -1.6 0.9 2.8 0.4 -0.8

Services 1.0 23 3.2 3.3 1.7

France Total -0.4 0.7 11 0.0 -0.3
Industry -2.8 —0.6 0.1 —=1.5 ~2i5

Services 1.3 1.7 1.8 1.1 1.0

Financial? 1.3 3.9 0.9 0.0 —-0.3

Italy Total 0.2 0.8 1.8 0.9 —-0.6
Industry -2.2 0.1 28| =-03| -1.0

Services 3.2 1.8 2.3 2.1 0.4

United Kingdom | Total —0.6 1.8 04| -33| -28
Industry -38| -01| -19| -70| -6.1

Services 1.4 2.8 1.4 1.7 —-1.5

Financial 2.3 3.6 5.3 -1.8 =33

Canada Total 0.9 2.3 67| =18 =0»
Industry -1.4 1.6 =34( -73| =32

Services 2.0 2.8 2.3 -0.3 0.2

Financial 0.9 3.3 2.4 0.5 —2:2

For footnotes and sources see the table opposite.

workers to reduce social security, health insurance and pension fund contri-
butions. However, the rise in productivity growth could be of a more than
temporary nature, since it started shortly after or even before the output
trough and labour hoarding has been low. Moreover, it has not been
confined to industry but was observed in the services sectors as well,
reflecting the influence of greater international competition and auto-
mation. Finally, in an environment of low inflation firms have a strong
incentive to lower costs and increase labour productivity.

Since the rise in productivity growth has been most pronounced in
those countries which have suffered the most severe recessions it is too
early to say how long it will continue. However, even if mainly cyclical, the
increase in permanent job losses relative to temporary lay-offs will affect
the near-term prospects for employment. Because it is more difficult
to replace jobs that have been eliminated than to take back workers
temporarily laid off, the rate of output expansion required to generate the
same employment growth as in the past will, for a while, be higher.

26

... accompanied
by stronger
productivity ...

...and lower
employment



Labour markets

in Japan
and Germany

Historically
low inflation ...

Employment by sector in selected countries (continued)

Countries Sectors 1980-85[1985-90] 1990 | 1991 | 1992
annual percentage changes

Australia Total 1.2 33 1.6 = 18| — 05
Industry =1.0 15| =26/ =&F| = 18

Services 2.4 4.0 3.2 0.1 0.1

Financial? 53 6.2 33| — 20 0.8

Finland Total 0.9 0.1 =01 | = &2 = 71
Industry -0.8 —0.4 =33 | =105 | —11.6

Services 2.7 1.7 07| — 26| — 5.2

Financial? 5.2 4.8 1.3 — 13| — 3.7

Norway Total 1.1 02| -1 | =10 =02
Industry —-0.6 -2.0 =32 = 53| = 09

Services 2.3 1.2 =0.1 1.4 0.5

Financial 6.45 F:2 =26 2.0 0.0

Spain Total -1.6 3.4 2.6 02| = 2.0
Industry —41 4.5 42| = 88| = 39

Services 0.5 5.4 4.0 3.0 0.1

Financial? 2.3 8.8 5.0 76 | — 0.8

Sweden Total 0.3 1.0 09| — 17| — 41
Industry -1.3 05| =01 | —47 | =97

Services 1.2 1.5 18| = 03| — 1.9

Financial 2.9 3.5 65| —086| — 727

Switzerland Total 101 1:7 13| =01 = 28
Industry -0.2 0.9 0.9 | =7 = 39

Services 2.3 1.6 1.6 08| — 1.0

Financial = 1.7 2.5 0.5| — 2.5

1 Preliminary. 2 Finance, insurance, real estate and business services. 3 Western Germany only.
+1983—85. 5 1981-85.

Sources: OECD Labour Force Statistics and national data.

Furthermore, frictional unemployment may remain high since filling new
jobs often entails worker relocation and retraining.

In a global context near-term unemployment will also depend upon
developments in the two countries — Japan and Germany — that are in the
early stages of recession. The Japanese labour market has so far been
remarkably resilient in the face of weaker demand growth, with the unem-
ployment rate remaining virtually stable and the ratio of job offers to job
seekers still well above the trough of the mid-1980s. In Germany, however,
both unemployment and the number of workers on short time have risen
significantly.

Further moderation of inflation

Consumer price inflation in the industrial countries fell to only 3%% by
the end of last year, almost 1 point below the rate recorded in 1991 (see
the table on page 29) and the lowest rate since the early 1960s. Unlike the
deceleration between 1990 and 1991, in which the effect of one-time
changes in oil prices was dominant, the outcome last year was largely the
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Changes in the growth of unit labour costs, wages and
productivity and in the rate of unemployment!

Countries Unit labour Wages Produc- Rate of Memo item:

costs tivity unemploy- average

(ULC) ment growth of

in percentage points 19;’;'(_:91

Finland -12.7 -8.8 3.9 7.5 7.1
Sweden — 6.5 -~3.9 2.6 2.7 9.0
Australia = 55 —4.0 1.5 2.6 6.2
United Kingdom - 5.0 =23 2.7 3.0 9.0
United States — 4.0 -1.5 2.5 1.3 4.1
Canada = 36 -1.0 2.6 2.0 54
Switzerland = 3§ -2.8 0.7 2.0 5.2
Italy = 2.0 =20 0.0 0.0 7.1
France = 4.5 -0.5 1.0 1.0 2,9
Norway = 1.2 -1.6 -0.4 0.6 3.0
Spain = Bif 1.0 1:7 2.1 5.5
Belgium - 05 -1.6 -4 1.3 3.4
Japan - 0.5 =3.0 =25 0.1 1.8
Denmark 1.0 -1.0 =20 1.0 1.0
Netherlands 1.0 0.8 -0.2 -0.4 1.1
Germany? 1.5 0.1 —1.4 0.0 2.2
Austria 2.0 0.2 -1.8 0.2 2.3

! Changes calculated as differences between 1990—91 average growth rates in the business sector
(for unemployment, levels in the total economy) and preliminary figures for 1992. % Western
Germany only.

Sources: OECD Economic Outlook and BIS estimates.

result of domestic price and wage developments. Unit labour cost growth
declined in many countries and price increases were particularly low in the
tradable sectors. By contrast, prices in the non-tradable sectors adjusted
more sluggishly and the differential between service price increases and
general inflation widened (see the table on page 30).

A major exception to the more moderate price trends was Germany.
Partly reflecting the influence of German wage developments, inflation
rose in Austria and declined only marginally in Belgium. In the Netherlands,
which had recorded the lowest average rate of inflation during 1985—90,
the influence of special factors (see page 19) progressively diminished. In
the two countries (Canada and New Zealand) with explicit inflation targets,
the outcome for 1992 was below or at the lower end of the target range.
Another notable feature was that most countries with depreciating
currencies succeeded in reducing inflation. Weak domestic demand and
worsening labour market conditions had a dampening influence, but it also
appears that the terms-of-trade declines associated with currency depreci-
ation were “absorbed” in slower real wage growth and narrower profit
margins. This was evident in ltaly, Canada, Australia and Finland, while in
Spain an inflexible labour market continues to keep nominal wage growth
relatively high.
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Disinflation, high real interest rates and the emergence of
policy dilemmas in Europe

Owing to continuing inflationary pressures in Germany there was little
scope for an early monetary easing by the central bank. Because of the
currency links within the ERM this led to increasing tension between the
external exchange rate constraint and the ability of macroeconomic
policies to address the greater than expected weakness in aggregate
demand.

Worldwide trends in interest rates affect the interest rate level in
most industrialised countries with open capital markets. However, in a
system of floating exchange rates divergent cyclical developments and
policies can still result in significant short-run deviations from these global
trends. Such asynchronous developments have played an important role in
the current downturn. As can be seen from the graph on page 31, German
yields have followed the worldwide downward trend in long-term interest
rates. At the end of 1992 real long-term interest rates in Germany had

Consumer price inflation
Countries 1982-89| 1990 | 1991 1992 1993
March ‘ June l Sept. | Dec. | March
annual percentage changes, based on end-of-period figures?
United States 3.7 6.1 31 3.2 3.1 3.0 2.9 31
Japan 14 3.8 2.7 2.0 2.3 2.0 1.2 1.2
Germany? 1.6 2.8 4.2 4.8 4.3 3.6 3.7 42
France 4.6 34 31 3.2 3.0 2.6 2.0 2.23
Italy 7.3 6.4 6.0 5.4 5.4 5.1 4.6 4.2
United Kingdom 5.3 9.3 4.5 4.0 3.9 3.6 2.6 1.9
Canada 4.3 5.0 3.8 1.6 11 13 2.1 19
Australia 7.4 6.9 1.5 1.7 1.2 0.7 0.3 13
Austria 2.7 3.5 3.1 4.1 4.0 3.9 4.2 3.9
Belgium 3.4 3.5 2.8 2.7 2.6 2.3 2.4 2.9
Denmark 4.7 1.9 2.3 2.6 2.3 2.0 1.5 11
Finland 5.5 4.9 3.9 2.8 27 2.6 2.1 2.73
Greece 177 | 229 | 180 | 183 | 151 15.3 144 | 16.4
Ireland 5.0 2.7 3.6 3.7 3.6 2.8 23 1.9
Israel 89.6 | 176 | 18.0 | 17.3 122 8.0 94| 108
Netherlands 1.3 2.6 4.9 4.2 4.0 3.4 2.6 2.3
New Zealand 9.6 4.9 1.0 0.8 1.0 1.0 1.3 1.0
Norway 6.4 4.4 2.9 2:5 2.5 2.0 2.2 2.5
Portugal 16.1 | 13.7 5.2 8.5 9.5 9.1 8.4 7.3
Spain 7.8 6.5 5.5 6.9 6.2 5.8 5.4 4.0
Sweden 6.3 | 109 8.1 2.6 2.1 Z5 1.9 4.9
Switzerland 2.4 5.3 5.2 4.9 4.2 3.5 34 3.6
Turkey 508 | 604 | 711 | 78.7 | 658 | 67.7 | 66.0 | 58.0
Average* 4.5 5.8 4.1 4.0 3.7 3.5 3.2 3.2
! Quarterly figures for Australia, Ireland and New Zealand. 2 Western Germany only. 3 New
index. *Weighted average, based on 1990 exchange rates and consumption weights.
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Differential between changes in service prices
and general price inflation in selected countries’

Countries 199 | 1991 1992
in percentage points

United States 0.1 0.9 0.9
Japan 0.0 —0.6 1.1
Germany? 0.1 0.2 1.6
France 0.7 1.0 2.0
Italy 1.2 1 1.6
United Kingdom? 0.2 3.5 2.6
Canada 0.9 0.7 0.8
Belgium -0.3 1.2 1.8
Switzerland 0.8 2.1 2.5
Spain 1.9 2.8 2.9

! Percentage changes in the services component of the consumer price index less changes in the
overall index. 2 Western Germany only. ¥ Excluding mortgage interest payments.

declined by about 3 percentage points from the peak of the current cycle,
with about half of this decline reflecting a decrease in the nominal long-
term rate. This is considerably more than the 1 point fall in the US real
long-term interest rate over the same period.

A more diverse picture emerges when looking at short-term interest
rates. While real short-term rates in both Japan and the United States have
fallen to 2% or less — primarily as a result of early and rapid cuts in nominal
rates — they remained between 5 and 6% in Germany during most of 1992.
Only since September of last year has the upward trend in nominal short-
term interest rates been reversed.

The high short-term interest rates in Germany have strongly influ-
enced financial market conditions in those European countries whose
currencies are linked to the Deutsche Mark, either within the ERM or
through a unilateral peg to the ECU. After impressive reductions in nominal
interest rate differentials vis-a-vis Germany in the early 1990s, the conver-
gence of both short and long-term nominal interest rates had slowed
in most European countries by the beginning of 1992. Between May 1990
and May 1992, before the Danish referendum and the outbreak of the
currency crisis, nominal short-term interest rate differentials vis-a-vis
Germany narrowed by 2 points on average, with the most marked reduc-
tions in countries such as the United Kingdom, Spain, Sweden and Norway,
which had substantially higher interest rates than Germany in 1990.

During the same period many of Germany's partners in the ERM and
the Nordic countries experienced an improvement in their inflation perfor-
mance. Over the last three years France, Denmark and Belgium have all
had a better average inflation performance than Germany. Even in Sweden
and the United Kingdom inflation dropped below the German rate last
year. As this relative disinflation more than offset the reduction in nominal
interest rate differentials in most countries, short and long-term real
interest rates increased relative to German rates. With a growing cyclical
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divergence within Europe, it became increasingly clear that the high level of
interest rates was in conflict with domestic economic conditions.

The cyclical divergence within Europe is in part a result of country-
specific developments, which have contributed to a much more rapid than
expected reduction in inflation and made the monetary policy stance asso-
ciated with the fixed exchange rate arrangement more restrictive. Struc-
tural imbalances and financial restructuring problems in Finland, Norway
and Sweden had a major influence on cyclical developments and in the
United Kingdom balance-sheet problems were also a crucial factor. The
rapid disinflation and falling asset prices in these countries are reminiscent
of a “debt deflation” cycle, where high real debt burdens force households
and firms to cut real spending, leading to a further weakening of economic
activity and disinflation. Another asymmetric development in Europe
resulted from the demand impulse following German unification. While this
is estimated to have raised growth rates in EC member countries by about
Y2 percentage point on average in both 1991 and 1992, it is also clear
that the impact differed across countries depending on the degree of
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integration with the German economy. In those countries most closely
integrated with Germany the positive demand shock was greater than the
adverse effect of higher interest rates. By contrast, countries with weaker
trade links were equally exposed to the higher interest rates and received
only a moderate boost to exports.

After the Danish referendum in June 1992 the convergence of nominal
rates was abruptly reversed. In most countries that had to raise interest
rates to defend their currency commitment, the rate of inflation has
declined by a further 2—1 percentage point since June, leading to even
higher real interest rate differentials. By contrast, of the three countries
(Austria, Belgium and the Netherlands) with virtually no interest premium
only the Netherlands has recorded significantly lower inflation. For some
countries the level of real interest rates associated with the exchange rate
objective, in the face of increasing domestic economic problems, was a
factor in deciding on the devaluation or the abandonment of the fixed
exchange rate commitment.

Fiscal policy and the accumulation of government debt
Budgetary developments during the recent cycle

In the 1980s most industrial countries changed the orientation of fiscal
policy towards medium-term consolidation. The shift was prompted by the
rise in budget deficits and public debt during the 1970s and led to an
improvement in average primary balances in the OECD area during the
second half of the 1980s. A further consequence was that the stance of
fiscal policy was increasingly evaluated in terms of the deviation of budget
deficits from the medium-term consolidation path.

In the recent period of sluggish output growth fiscal policy provided a
smaller stimulus than in earlier recoveries. In many countries the fiscal
authorities were constrained by the need to reduce high debt levels in the
medium term. In addition, in countries with an exchange rate target it was
felt that deviations from the medium-term strategy would have cast doubt
on the commitment to the fixed exchange rate and to a monetary policy
aimed at containing inflation. At the same time, in countries where enter-
prises and households were in the process of restructuring their balance
sheets, the use of traditional fiscal measures was constrained by the need
to prevent an increase in interest rates and interest burdens.

Nonetheless, as the table opposite shows, over the last three years
most countries have seen a considerable deterioration in their fiscal
balances. The cyclical downturn has reversed the earlier improvement in
primary balances through the impact of automatic stabilisers on both
revenue and expenditure. In a number of countries this cyclical deterio-
ration has been reinforced by the effects of high interest rates and low
growth on the interest burden of existing government debt and in a few by
discretionary measures. In some cases this has aggravated the problem of
the sustainability of current fiscal policies, that is, the ability to maintain
revenue and expenditure paths without increasing debt levels in relation to
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Developments in fiscal balances and general government debt
Countries 1989 1992 Interest | Stabilis-
Gross Fiscal balance Gross Fiscal balance Net :'#;_ dcet? ataioln
debe Net | Primary debr Net | Primary debt o
lending | balance lending | balance
as a percentage of GDP
Belgium 130.5 | — 6.4 3.1 1358 | — 7.0 2.9 124.5 6.9 4.0
Italy 79| =99 1.5 107.3 | =101 0.4 105.7 5.6 5.2
Ireland 1080 | — 11 5.2 968 | — 2.8 3.5 96.5 1.1 -2.4
Greece 76.3 | =477 —9.5 92.3 | —10.6 1.0 89.5 48 38
Canada 69.5 | — 3.0 1.8 830 | — 64 -1.0 54.7 2.5 35
Netherlands 778 | — &5 —0.5 722 | = 3.9 1.3 62.0 3.7 2.4
Japan 70.6 2.5 3.4 66.2 1.8 2.0 4.2 0.1 =1.9
United States 540 | — 1.5 0.5 632 | — 4.7 —2.5 38.0 0.0 2.5
Denmark 585 | — 0.5 3.3 624 | — 25 1.2 29.5 2.9 1.7
Sweden 48.4 5.6 6.0 548 | — 91| -—86 5.0 3.2 11.8
Austria 56.9 | — 2.8 0.3 557 | — 21 1:a 55.5 1.7 0.6
France 475 = 141 1.1 513 | — 3.7 -1.0 29.7 2.1 3.1
Spain 470 | — 2.8 0.3 517 | — 44 —0.8 36.0 1.7 2.5
Germany? 43.2 0.1 2.3 442 | — 341 —0.4 24.5 2.0 2.4
Norway 42.7 1.6 -0.9 434 | — 28 —42 | —-17.0 -0.1 4.1
United Kingdom 36.8 0.9 3.3 405 | — 6.4 —4.6 35.5 0.9 5.5
Australia 27.0 1.5 3.3 293 | = 45 —2.9 15.5 0.6 3
Finland 16.4 2.9 33 34| — 89 —-7.8 13.0 2.7 10.5
! Calculated as the 1992 net debrt ratio times (i—g)/(1+g), where i = the projected average interest rate on net debt for 1993
and g = the projected nominal GDP growth rate for 1993. 2 The interest burden effect minus the primary balance/GDP
ratio. A positive figure shows the strengthening of the primary balance needed to keep the net debt ratio stable. 3 Prior to
1991, western Germany only.
Sources: OECD Economic Qutlook and BIS estimates.
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GDP. The one-period stabilisation gap calculated in the table above shows
how large next year's adjustment in the primary balance needs to be in
order to stabilise the net debt/GDP ratio at its 1992 level. It is made up of
two components: the primary deficit/GDP ratio and the interest burden
effect. The latter increases the debt ratio whenever the average interest
rate on government debt exceeds nominal GDP growth. At current esti-
mates of interest rates and nominal GDP growth for 1993 the one-period
stabilisation gap can also be interpreted as the increase in the debt ratio
which would take place in the absence of any change in the primary balance.

The figures in the table suggest that on present assumptions the
recent rise in debt/GDP ratios will continue in 1993. Given current primary
balances only Ireland and Japan appear able to avoid an increase. Debt
stabilisation in most other countries would require a substantial tightening
of fiscal policy, in some cases beyond what is realistically possible. The
relative importance of the two sources of debt accumulation differs signif-
icantly between low-debt and high-debt countries. Most of the former had
substantial primary deficits in 1992. Mainly cyclical factors but also some
stimulative budgetary measures caused their primary deficits to increase by
an average of 4.5% over the last three years.
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Among the seven major countries the largest deterioration in the
primary balance was observed in the United Kingdom, owing to a relatively
deep recession and a number of expansionary measures. A shift from a
primary surplus to a deficit also occurred in the United States, Germany
and France. A major influence on the relatively large increase in the US
debt ratio was the measures taken to rescue the deposit insurance system
and restructure the savings and loan industry. However, the deterioration
was also caused by a rising structural deficit, notably in the case of the
Federal Government. In Germany the budgetary costs of unification are
understated by the moderate increase in general government debt because
of commitments falling due after 1992 and other debt operations which are
treated off-budget (notably the Unity Fund, the credit reduction fund and
the Treuhandanstalt). France was in a relatively favourable position at the
start of the recession but a series of employment-stimulating measures
have led to a modest deterioration in the primary balance. Finally, Japan
experienced only a small rise in the government deficit, partly because the
downturn started later than in other countries.

Among the smaller countries in the low to medium-debt category,
Austria was the only country to actually increase its primary surplus, mainly
because the cyclical downturn started only last year, while Denmark and
Spain saw their net borrowing requirement expand by around 2%. The
largest deteriorations were recorded by the three Nordic countries and
Australia. In all four cases the principal cause was severe recession.

On the other hand, most high-debt countries have a primary surplus.
Recognising that the cost of running primary deficits may be very high,
even when they are the result of automatic stabilisers, countries in the
high-debt category considered it necessary to neutralise the effects of fiscal
stabilisers as much as possible in order to prevent a snowballing of future
debt service payments. Since the autumn of last year the governments of
virtually all the high-debt countries have taken additional fiscal measures to
offset the effects of a worsening economic outlook on their borrowing
requirements.

The recent deterioration in the public finances of the high-debt
countries is primarily due to the interest burden effect. With a debt/GDP
ratio in the region of 100%, any increase in the difference between
average interest rates and nominal growth leads to an equivalent increase in
the debt ratio. The danger of substantial interest burden effects can also be
detected in some of the Nordic countries. Although their net debt ratios
are still low, a comparison with the historical experience of some high-debt
countries shows that a similar situation there resulted in a rapid accumu-
lation of government debt in relation to GDP. Belgium, Italy and Ireland
had started from government debt ratios of 50—60% in 1974 and ran
substantial primary deficits during the remainder of the 1970s and the early
1980s, causing a gradual increase in the debt/GDP ratio even though
nominal growth exceeded interest rates. Canada, on the other hand, had
a very low net debt ratio until the early 1980s but then experienced a
rapid accumulation of government debt due to high primary deficits and
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Changes in government debt by contributing factor

Change in the net debt/GDP ratio’
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Note: The difference between the change in the net debt ratio and the sum of the primary deficit
and the interest burden effect reflects debt valuation changes and accounting differences.
! In percentage points. 2 Asa percentage of GDP. ? For an explanation, see the table on page 33.

A negative contribution indicates that nominal GDP growth exceeds the average interest rate on
net debt.,

Source: OECD Economic Outlook.

positive interest burden effects, in part a result of the deep recession in
1981-82.

As shown in the graph above, all four countries reversed their policy
at different points and at different speeds during the 1980s. Belgium
changed its fiscal stance relatively early, but still had the highest debt ratio
in 1992, with the debt interest burden being one of the main reasons. As in
Canada, the interest snowball started rolling very early in Belgium and has
led to debt accumulation in virtually every year since the early 1980s. In
Italy and Ireland the interest burden has increased the debt ratio only more
recently, with differences in the time pattern of disinflation seeming to be
an important factor. In Belgium disinflation started in the second half of the
1970s, when inflation fell from 12—13% to less than 4%. However, due to
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the sluggish adjustment of nominal interest rates to lower inflation, the
differential with nominal growth rose substantially, adding as much as 4% to
the debt ratio in 1981. In Italy, on the other hand, inflation remained in
double digits until 1985 and the nominal interest/growth differential stayed
below 2% during the second half of the 1980s. Further disinflation and
low growth in the early 1990s resulted in an unprecedented differential
between the nominal interest rate and growth, which in 1992 contributed
more than 5% to the estimated debt ratio. The implications for future debt
accumulation in ltaly are particularly worrying and require improvements in
the primary balance. The disinflation in Canada since the adoption of the
inflation target has been accompanied by equally large and unprecedented
contributions of the interest burden to government debt accumulation.
The comparatively better performance of Ireland since 1986 is due to
two factors. Ireland opted for a radical improvement in the primary
balance and managed to limit the interest rate burden by borrowing in
foreign currency. This enabled the Government to reduce the funding cost
as long as the fixed exchange rate could be maintained within the ERM.

Budget plans for 1993

In view of the developments discussed above, very few countries are in
a position to take stimulatory fiscal action in the current situation. The
new US Administration has proposed short-term expansionary measures,
amounting to less than 0.5% of GDP and subject to a high risk of rejection
by Congress, coupled with tax and expenditure measures aimed at halving
the federal deficit relative to GDP over the next five years. In Japan the
measures introduced in August last year will have their main impact in the
first half of this year. The budget for 1993/94 includes a further 10%
increase in spending on public works, and a new stimulative package (the
largest ever), totalling about 2%:% of GDP, was proposed by the
Government in April. The package is heavily weighted towards public
works and investment in social infrastructure but also includes measures to
promote private residential and non-residential investment and the activities
of small to medium-sized firms as well as steps to support employment,
stabilise financial markets and reactivate the stock market. Various
measures introduced by the UK Government in November last year,
together with a less favourable outlook, raised the predicted borrowing
requirement by 2% of GDP. The budget for this year is largely neutral,
with higher taxes announced for 1994. Finally, the Australian Government
introduced expansionary tax and spending measures earlier this year which
may raise the federal deficit to around 4% of GDP.

In Germany, the initial 1993 budget envisaged a decline in the
borrowing requirement. However, following revisions as a result of the
worsening economic situation, the latest estimates point to a deficit almost
50% higher than that initially foreseen. The 1993 budget in France aimed at
limiting the deficit to less than 2%2% of nominal GDP. However, in response
to an audit showing a likely shortfall of more than twice the initial pro-
jection, the new Government in May proposed wide-ranging expenditure
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... but most are
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their budgets

and tax measures and a revised deficit target of 4%2%. As mentioned
earlier, the first three months of this year saw large budget overruns in
Italy and measures to ensure compliance with EC commitments are now
being prepared. Canada took restrictive measures in December last year to
limit the rise in the deficit, but the cuts proposed in the 1993/94 budget are
relatively moderate.

A number of the smaller continental European countries have adopted
spending cuts or tax increases to meet medium-term targets. In some cases
expenditure reductions have been coupled with employment measures or
steps to alleviate the plight of the unemployed. In Finland and Sweden the
additional room for manoeuvre provided by the floating of their currencies
may be largely offset by rising government deficits. As a result, both coun-
tries are considering or have already adopted a range of consolidation
measures to take effect in the course of this year.
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lll. Developments in other countries

Highlights

In eastern Europe, the countries furthest advanced in the reform process
have been able to reap the first fruits of macroeconomic stabilisation and
the transformation of their economies. In former Czechoslovakia, Hungary
and Poland the output decline seems to have come to an end in the last
quarter of 1992 and inflation has abated. In countries which have pursued
less vigorous and consistent policies the results have been less favourable,
suggesting that resolute stabilisation efforts are a necessary, though not
sufficient, condition for creating a market economy. Inconsistent policies
do not allow market participants to anticipate the direction in which
reform will proceed. It seems that this is the lesson that Slovenia and the
Baltic states have drawn from reform experience to date. By contrast,
macroeconomic stability has proved elusive in Russia and the other former
Soviet republics, partly owing to a lack of policy consensus and monetary
arrangements which have fuelled inflation. In all countries major problems,
notably rising budget deficits and the dependence of growth on export
performance, remain unresolved and may undermine macroeconomic
stability and growth prospects. More fundamentally, the issue of bank
lending to loss-making state enterprises has not been tackled in a systematic
way, although first steps have been taken.

The developing countries and the NIEs again grew much faster than
the industrial countries last year, largely because of rapid growth in Asian
countries, in particular China. The success of the reform programme in
India was reflected in rising output growth and falling inflation, although a
rebound in agricultural production also played a role. The reforms under-
taken in Latin America in recent years were consolidated and inflation
declined in most major countries except Brazil. Rapid growth of domestic
demand combined with the policy of dampening inflationary pressures via
the exchange rate pursued by some countries has, however, caused
concern as current account deficits have widened substantially. The growth
performance of Africa last year was poor, while the resumption of oil
production in Kuwait explained the stronger output growth in the Middle
East. As a result of diverging growth patterns over many years, world
income distribution has become more unequal, in particular if China is
excluded. The factors that have led to this widening gap are not well under-
stood, but a tentative analysis suggests that economic policies have played
a major role. The most important policies for growth appear to be
investment in a skilled and well-educated labour force, the encouragement
of saving and investment, the curbing of government budget deficits and
inflation and measures to contain rapid population growth.
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Developments in eastern Europe

Differences in economic policies and performance between eastern
European countries became increasingly visible during 1992, in marked
contrast to the previous year, when economic developments had been
dominated by shocks common to most economies in the region. Outside
the former Soviet Union, the collapse of the CMEA trading system and the
terms-of-trade changes had contributed to a large decline in output, as had
the need to achieve better macroeconomic balance. High annual inflation
had reflected the absorption of monetary overhangs in some countries, the
large deterioration in the terms of trade and the reduction of consumer
subsidies. These factors were no longer at work during 1992, or were
much less significant, so that performance indicators more closely reflected
the different policy approaches and economic conditions; only the drought
affected the whole region and may have reduced total output by between
1 and 3%. Therefore three groups of countries can usefully be distin-
guished. Countries that are at an advanced stage of transition and that have
maintained tight monetary and adequate fiscal policies over the past few
years have succeeded in bringing down inflation. They have also been able
to limit the decline in output through rapid private sector growth, to
reorient their exports to industrial countries’ markets and to attract some
foreign investment. A second group comprises countries which, in many
cases, started reforms later and in more difficult initial conditions. There
the fall in output has been larger (except in Slovenia) and macroeconomic
stability has either proved elusive or has been achieved only very recently.
A third group of countries has only lately embarked on reform. Lack of
budgetary and monetary discipline and the collapse of trade in the former
Soviet Union, excluding the Baltic states, resulted last year in very high
inflation, large output declines and huge external imbalances.

Countries at an advanced stage of transition

In the countries furthest advanced in the transformation process (the
Czech and Slovak Republics, Hungary and Poland) the decline in output may
have come to an end in 1992 (see the table overleaf). Whether this already
foreshadows sustained growth is, however, far from certain. So far, growth
has remained largely dependent on exports, which may expand less rapidly
in the future. Budget deficits increased in Hungary and Poland last year, and
broad money rose in real terms in all the countries (see the table on
page 53). Nevertheless, inflation declined substantially (see the table on
page 43), as wage demands seem to have been brought under control
(Poland) and the exchange rate was either held stable (Czechoslovakia) or
its rate of depreciation reduced (Hungary). The private sector expanded
strongly and raised its share of GDP to almost half in Poland, around one-
third in Hungary and about one-fifth in Czechoslovakia.

The Czech and Slovak Republics maintained remarkable macro-
economic stability last year. Inflation was only 11%, and monthly inflation
rates in the first quarter of 1993 remained low in both countries after the
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Developments in real GDP!
Countries 1988 | 1989 | 1990 1991 19921
percentage changes
Albania -1.4 9.8 —10.0 =277 =
Bulgaria 2.6 -0.3 = 94 -16.7 - 8
Croatia —-0.9 -1.9 ~ 9.3 —28.7 —-25
Czechoslovakia 2.6 1.4 - 14 —14.7 =7
Czech Republic = = - 04 —14.2 =t
Slovak Republic = - - 27 —15.8 -6
Hungary 3.2 =02 - 4.0 -11.9 -5
Poland 4.1 0.2 -11.6 - 76 1
Romania —-0.5 —5.8 - 7.6 —13.7 -15
Slovenia -1.9 ~2.7 - 4.7 — 9.3 -7
Yugoslavia —1.3 ~1.9 — 8.4 ~22 =25
Average? 1.6 -1.0 ol -13.0 =2
Former Soviet Union 4.4 2.5 = 22 - 9.0 i
Russia 4.5 1.2 - 20 — 9.0 —-19
Baltic states 8.0 4.9 - 3.0 =11.2 —34
Overall average? 3.5 1.3 = 39 -10.3 -16
! For Croatia, gross social product; for the Czech and Slovak Republics, GNP; for Yugoslavia, gross
material product and, from 1990, Serbia and Montenegro only; for the former Soviet Union
(including Russia and the Baltic states) prior to 1990, net material product (NMP). 2 Preliminary
and partly estimated. ¥ Weighted average, based on 1990—91 GDP/NMP and exchange rates.
Sources: IMF, EBRD, Vienna Institute for Comparative Economic Studies, UN Economic
Commission for Europe and national data.

price jump in January due to the introduction of value added tax. To a large
extent this stability must be ascribed to the fixed exchange rate policy,
which contained inflationary pressures despite a relaxation of macroeco-
nomic policies: money and credit grew in real terms, and rising real wages
led to a recovery of consumption. A puzzling development was the decline
in unemployment to 5.1% (see the table on page 45). It seems to have
been due to a combination of vigorous private sector growth, a tightening
of the rules governing eligibility for unemployment benefits and the post-
ponement of lay-offs in state enterprises. The lowest unemployment rates
are to be found in areas close to Germany, indicating that the employment
of Czech labour by German firms is also playing a role, and the extremely
rapid growth of bilateral trade with Germany points to increasing cross-
border processing arrangements. Foreign direct investment doubled to
about 3% of GDP.

Since former Czechoslovakia split into two separate sovereign states
on 1st January 1993, the Slovak Government, in contrast to its Czech
counterpart, has favoured a more gradualist approach to reform: it has
slowed down privatisation and reduced the role of vouchers, has continued
to finance enterprises on a large scale and has pursued an active industrial
policy. This can be explained in part by major differences between the two
countries (see the table opposite). The Czech Republic has a higher per
capita income, much lower unemployment and a smaller budget deficit, and
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Hungary

has attracted the bulk of foreign investment so far. Last year it is estimated
to have transferred 3%% of its GDP in fiscal subsidies to the Slovak
Republic. In addition, its industry is more diversified and oriented towards
western markets. By contrast, the Slovak economy is more dependent
upon imports from and exports to former CMEA countries. After
the separation, foreign exchange reserves declined initially in both
countries, prompting the dissolution of the temporary currency union in
February and the revaluation of the Czech koruna against the Slovak
koruna for bilateral trade. Despite a customs union between the two
countries, trade contracted sharply owing to the payment difficulties
experienced by Slovak enterprises as a result of restrictions on their access
to foreign exchange.

Hungary has pursued economic reform for many years and had come
to symbolise the gradualist approach to economic transformation. Last
year the pace of reforms accelerated markedly. The Government started
seriously hardening enterprises’ budget constraints by tackling industrial and
bank restructuring. Progress was also made in curbing inflation. To a large
degree the slowdown in inflation to 23% was achieved by reducing the rate
of depreciation of the forint to around 6%, implying a real appreciation of
the currency. This was made possible by a current account surplus,
reflecting continued export growth, and by foreign direct investment
inflows of some 4% of GDP. A decline in exports in the first quarter of
1993, however, raised questions about the sustainability of the strategy and
prompted a devaluation of the forint. Monetary policy was tight overall
last year, with real interest rates on credits to enterprises at more than
10% and the growth of domestic lending below that of nominal income.
Problems in keeping the budget deficit under control and the easing of
monetary policy in the second half of the year could indicate that a further
reduction in inflation may be difficult to achieve.

The Czech and Slovak Republics in 1992
Items Czech Slovak
Republic | Republic
Population (in millions) 10.3 5.3
Share of total GDP 70 30
Share of total primary energy resources (1991) 88 12
GDP per capita (at current exchange rate, in US dollars) 2,536 2,113
Infant mortality (per 1,000, 1991) 10.4 13.2
Sales to other republic (% of GDP)* 14 28
Exports to industrial countries (% of total exports) 68 56
Share of total foreign direct investment 90 10
Unemployment rate (%, at end-year) 2.6 10.4
Budget deficit (% of GDP) 1.3 4.9
Transfers to (—) or from (+ ) other republic (% of GDP) —3.5 +8.3
* Estimate based on an enterprise survey for the first half of 1992.
Sources: Economist Intelligence Unit, national data and BIS estimates.
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Poland was the only country to return to growth in 1992. This was
mostly due to a dynamic private sector, which is now large enough to
compensate for the shrinking output of state-owned industries. The
authorities were also successful in their stabilisation efforts and inflation fell
to 43%. Perhaps more important for the control of underlying inflationary
pressures was the containment of nominal and real wages despite a flurry
of strikes in the second half of the year (see the table opposite). The
Government succeeded in holding the deficit target for 1993 to 5% of
GDRP in spite of strong parliamentary opposition to the reduction of real
pension benefits and public sector wages. Spending increases since voted
by Parliament have, however, raised doubts as to whether this target can
be attained.

Countries in the early stages of transition

The situation in the second group of countries was characterised by contin-
uing macroeconomic imbalances in some countries (Albania, Bulgaria and
Romania) and recent success with stabilisation in others (the Baltic states
and Slovenia). All recorded inflation rates of 90% or more.

Reform in Bulgaria has taken place under difficult external conditions
and has been constrained by a very fragile political consensus. Neverthe-
less, spiralling inflation was avoided last year through a combination of
an incomes policy which kept real wages below their December 1991
level, falling real domestic credit (excluding inter-enterprise arrears) and
budgetary policies which held the cash deficit (excluding accrued but unpaid
interest on external debt) to 5% of GDP. The stability of the floating
exchange rate also helped, though at the expense of a sharp real apprecia-
tion. The legislative framework for a market economy was largely put in
place, with the notable exception of a bankruptcy law. A privatisation law
was passed and the process of consolidating the large number of small
banks was started. In the second half of 1992, however, the fragile
consensus on the Government’s reform strategy began to erode. Govern-
ment spending increased in the fourth quarter, and in December a new
Government partly reversed the tight macroeconomic policies of its prede-
cessor. It has since begun to exert expansionary pressure on the National
Bank, plans a budget deficit of 8% of GDP for 1993 and intends to increase
financial support to state enterprises, thereby further softening budget
constraints.

Romania has opted for “gradual reform at a fast pace”. The main
elements of the legal foundation for a market economy were put in place
rapidly, but implementation has been slow and incomplete. In the area of
macroeconomic management the gradual approach has meant that the
Government has maintained partial control of the prices and allocation of
essential goods and raw materials. The official exchange rate has generally
been kept above market-clearing levels despite very low foreign exchange
reserves but has nevertheless declined rapidly. The pass-through of
exchange rate depreciation into prices was deliberately delayed throughout
last year, resulting in poor performance of exports to industrial countries.
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Consumer price (cp) and wage (w) inflation
Countries 1988 1989 1990 1991 1992 1993
Qlr
percentage changes

Albania cp 0.0 0.0 0.0 355 226 2662

Bulgaria cp 1.3 55 23.9 474 92 83
w 7.6 8.8 31.7 153 107

Croatia cp 200 1,200 610 123 669

Czechoslovakia cp 0.2 1.4 10.0 57.9 11
w 24 2.3 3.1 16.7 18

Czech Republic  ¢p 0.2 15 9.7 56.7 11 22
w 1.9 2.3 3.0 16.7 18
Slovak Republic  cp 0.2 1.3 10.4 61.2 10 19

w 2.5 2.3 3 16.8 18

Hungary cp 15.5 17.0 28.9 35.0 23 25
w 1.1 17.4 243 27.9 26

Poland cp 60.2 251 586 70.3 43 40
w 84.3 276 381 731 37

Romania cp 2.8 0.8 5.1 166 210 171
w 2.6 3.9 10.6 121 170

Russia cp 0.0 2.4 5.6 92.7 1,353 800
w 8.8 9.9 14.8 78.6 1,062

Slovenia cp 212 1,306 550 118 210 58
W 166 1,541 379 82.5 199

Yugoslavia? cp 194 | 1,240 610 127 | 8,720

Note: Wages cover all sectors in Russia, the public sector in Bulgaria and Slovenia (Slovenia: from

1992 including private firms), six major sectors in Poland and the industrial sector in all other

countries.

1 Changes over one year. 2 December 1992. 3 From 1990, Serbia and Montenegro only.

Sources: IMF, EBRD and national data.

The official budget deficit amounted to 1% of GDP, but when allowance is
made for special accounting rules and off-budget funds, the actual deficit
was much higher. After having been cleared at the end of 1991 through an
injection of central bank credit and netting, inter-enterprise debt rose
again, leading to an inflation rate of 210%.

Following a worsening of the economic crisis in the first half of 1992,
in August Albania embarked on an IMF-supported stabilisation programme.
Prices were liberalised, the exchange rate was floated and the huge budget
deficit was reduced to 20% of GDP in the second half of the year.
However, the situation continues to be very fragile and the country
remains dependent on food aid.

Slovenia and the Baltic states pursued tight monetary and fiscal policies
which led to an easing of inflation rates in the second half of last year. The
challenge facing these countries is to consolidate macroeconomic stability
and find new markets for their exports.

Output declined by 7% in Slovenia under the influence of a continued
contraction in trade with the other republics of former Yugoslavia. The
legal and institutional basis for a market economy was introduced quickly.
Privatisation of housing proceeded rapidly and a privatisation law for state
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enterprises was passed in November. This year Parliament has approved a
law on bank recapitalisation and the first steps have been taken to swap
non-performing loans held by the largest Slovenian bank for long-term
government-guaranteed bonds. Macroeconomic policies have been tight,
with the government balance in surplus and credit increasing by much less
than inflation. As a result monthly inflation fell to below 3% in the second
half of last year.

The collapse of trade with the former Soviet Union, large terms-of-
trade losses and severe shortages of fuel led to declines in output of about
one-third in the Baltic states last year. All three countries introduced their
own currencies and have made considerable efforts towards macro-
economic stabilisation. Estonia introduced its new currency, the kroon, in
June and pegged it to the Deutsche Mark through a currency board. This
laid the basis for strict monetary discipline, while a tight fiscal policy led to
a budget surplus of more than 1% of GDP. As a result of these policies,
inflation slowed to monthly rates of less than 2% in the first quarter of
1993. Latvia introduced its own temporary rouble, later to be replaced by
the lat, in July 1992 and reduced monetary expansion to well below the
rate of inflation. Inflation eased to less than 5% a month by the first
quarter of 1993. The sharp appreciation of the floating exchange rate
reflects the tight macroeconomic policies, including positive real interest
rates. Macroeconomic policies were less restrictive in Lithuania, where
credit expanded rapidly and real interest rates remained highly negative.

Developments in the former Soviet Union

Political and economic disintegration were the dominant features of devel-
opments in the former Soviet Union (excluding the Baltic states) and in
several republics of former Yugoslavia last year. Civil unrest and war were
widespread. The economic breakdown was reflected in collapsing output
and soaring inflation.

In some of the former Soviet republics, civil unrest escalated into
open civil war. Others, among them the Russian Federation, took the first
steps towards a market-oriented economy. But in all these countries the
legacy of the past remained the determining factor. Dislocations due to the
breakdown of the planning apparatus were a major reason for the poor
output performance, as was the collapse of trade (see Chapter IV).

The legacy of the past was also one cause of the acceleration in infla-
tion. With all central banks able to issue credit in a single currency, each had
an incentive to expand credit rapidly in order to lay claim to resources
within the currency area. Countries which pursued a stability-oriented
policy risked losing real resources in return for increasingly depreciated
paper claims. Thus Russia is reported to have accumulated claims on other
republics up to July, when it finally introduced tight credit limits on their
correspondent accounts with the Russian central bank. A cash shortage
developed in the first quarter of 1992 because of price liberalisation and
expansionary credit policies in other republics, combined with their inability
to issue banknotes. This was reflected in a large dollar discount for cash
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Unemployment rates

Countries 1989 1990 1991 1992 1993
Ql
as a percentage of the labour force, at end of period

Albania 1.9 21 5.1 12.5%
Bulgaria 0.0 1.5 10.8 15.6 16.0
Czechoslovakia 0.0 1.0 6.6 5.1

Czech Republic 0.0 0.6 4.1 2.6 2.9

Slovak Republic 0.0 1.6 11.8 10.4 12.0
Hungary 0.4 1.9 7.5 123 13.4
Poland 0.1 6.3 11.8 13.6 14.2
Romania 0.0 0.4 3.0 8.4 9.6
Russia 0.0 0.0 0.1 1.4
Slovenia 2.9 4.7 10.1 13.4 13.5

Note: For most countries, data refer to officially registered unemployed only.
* Estimated.
Sources: EBRD and national data.

roubles (see the graph overleaf) and the development of republic-specific
discounts for the Russian rouble, signifying the de facto breakdown of the
rouble zone. To avoid the cash squeeze, Ukraine introduced its own
coupons and left the rouble zone in November.

Russia freed most prices in January 1992 and kept macroeconomic
policies relatively tight in the first half of the year. The general government
budget deficit for this period is estimated at around 10% of GDP, while the
cash deficit amounted to only 3% because the Government serviced little
foreign debt and delayed the payment of wages and other bills. In the
second quarter of the year the pressure on the Government to relax
policies mounted. Enterprises had attempted to evade tight policies by
running up arrears, which by June exceeded the level of domestic bank
credit. Parliament also voted new social spending. Efforts towards financial
stabilisation were finally abandoned in the third quarter as enterprise
arrears were reduced through increased credit expansion and the cash
deficit rose substantially. As a result, monthly inflation accelerated to
around 30% by year-end and remained high thereafter. This was reflected
in a further depreciation of the exchange rate.

In February this year, a new Government presented a programme to
deal with the crisis by limiting the budget deficit to 5% of GDP and
reducing monthly inflation to 5% by the end of the year. In order to meet
the inflation target, monetary expansion in Russia will have to be brought
under control and this will be possible only if the deficit target is met and
if enterprises’ budget constraints are hardened. A further condition for
macroeconomic stabilisation is that other republics cease extending rouble
credits so as to benefit from seigniorage at Russia's expense. This would
mean that they would have either to switch completely to their own
currencies or to accept the Russian central bank as the sole issuer of base
money. Failure to make progress in these areas is likely to lead to hyper-
inflation.
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Bilateral exchange rate of the rouble against the US dollar

Weekly averages

Right-hand scale (in Rb./$): | 100
Interbank rate
— Cash rate

Left-hand scale (in percentages):

- 60 = 700
Deviation of the cash from
the interbank rate
A, Ry [T S G R (R [ Y 800
1st quarter 2nd quarter 3rd quarter 4th quarter 1st quarter
1992 1993

Note: The interbank rate is the exchange rate quoted on the Moscow Interbank Currency Exchange;
the cash rate is an average of black market rates in different cities of the former Soviet Union.

Source: Commersant,

While the macroeconomic situation has been bleak, some progress
has been made. Small-scale privatisation is under way and the foundations
for privatising large enterprises have been established.

The external debt situation

The external debt of the former Soviet Union, Poland and Bulgaria has
continued to overshadow economic policy-making. While agreements have
been reached with official creditors in the Paris Club, negotiations on debt
and debt service reductions with commercial banks have made only limited
progress and bargaining positions have remained far apart.

Including arrears, the external debt of the former Soviet Union is
estimated at around $80 billion, more than half of which is owed to official
creditors. The Paris Club rescheduled the official debt in April 1993,
reducing service on this debt for 1993 by $15 billion to less than $2 billion.
If commercial bank creditors grant Russia similar rescheduling terms, total
debt service in 1993 would be approximately $3.5 billion. The Russian
Government has indicated that it is able and willing to pay this amount.

The distribution of federal debt among the successor states to former
Yugoslavia is unsettled. Only Slovenia partly serviced its directly attributable
debt last year and reached agreement with the Paris Club on its share of
official debt.

Poland concluded a standby programme with the International Mone-
tary Fund in March 1993. This was important because two-fifths of the
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50% debt reduction agreed by the Paris Club in April 1991 is contingent on
a satisfactory performance under an IMF programme up to the end of
1993. The three-year extended agreement with the IMF had been
suspended in 1992 because budget targets had been overshot. An IMF
programme is also the prerequisite for an eventual agreement with the
London Club of creditor banks, to which Poland owes around $12 billion.
The Paris Club agreement expects Poland to seek a debt reduction from
its commercial bank creditors on terms comparable to those granted by
official creditors, but the banks have been increasingly reluctant to agree
to such a large debt reduction given the country’'s improved economic
situation.

Bulgaria has hardly serviced its large external debt of around $13
billion, thereby saving about 8% of GDP in interest payments alone last
year. It reached agreement with its official creditors in the Paris Club on a
multi-year rescheduling with a six-year grace period. Some 85% of the
country’s total debt is owed to commercial banks. The Government
resumed payment of one-quarter of the interest due on this debt in
September, and agreed with banks in November on a general framework
for debt reduction.

Problems common to all countries

Despite the increasing differentiation, four major difficulties continue to
beset all eastern European countries and suggest that macroeconomic
stability will remain fragile and output growth subdued.

Firstly, most budget positions deteriorated last year, confirming trends
which had already become apparent earlier (see the table below) and were
analysed in last year's Annual Report. For several reasons, reforms in
formerly centrally planned economies are not revenue-neutral and tend to
worsen the fiscal position in the short run: declining profits of state enter-
prises and tax arrears as a result of the severe liquidity squeeze; delays in
the introduction of value added tax; and problems in shifting income taxes
from the state to the private sector without lowering effective rates
and losing revenue through tax evasion. On the expenditure side, the

General government budget balances
Countries 1988 | 1989 | 1990 | 1991 | 1992
as a percentage of GDP
Albania =0.2 | =5.5'| = 37| =450 | =172
Bulgaria -56| —1.4|— 85 |- 36 |— 52
Including foreign debt interest arrears | —56 | —1.4 | —12.7 | —14.9 | —13.0
Czechoslovakia -1.5| —-24 0.1 |= 20 (= 116
Hungary 0.0 | —2.1 09 |— 46 |— 72
Poland 00| -74 3.5 | = 62 [= 7.2
Romania 5.9 8.4 1.0 1.2 | = 1.1
Slovenia 0.9 03 | =103 2.6 0.3
Sources: EBRD, Vienna Institute for Comparative Economic Studies, OECD, UN Economic
Commission for Europe and national data.
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growth of spending has proved difficult to control because of the need for
social protection. In several countries, transfers to the unemployed and
pensioners raised expenditure as a percentage of GDP.

Secondly, output growth in eastern Europe has remained heavily
dependent on exports to industrialised countries, which were the main
demand component to make a substantial positive contribution to growth
last year. Reasons for their good performance were the freeing of capacity
in eastern European economies in the wake of the collapse in domestic
demand and exports to former CMEA countries, low labour costs and
improved, though still fairly limited, access to the market of the European
Community (see Chapter IV). It is highly uncertain, however, whether rapid
export growth can be maintained until a self-sustaining growth process gets
under way. Indeed, developments in the first quarter of 1993 point to a
substantial slowdown in the pace at which exports are growing.

Thirdly, in countries that have achieved some degree of macro-
economic stability, monetary policy and financial intermediation have been
hampered by the fact that consumer prices have risen much faster than
producer prices. At the beginning of the transition process, this had been
due to the elimination of consumer subsidies and the gradual raising of
household energy prices towards world market levels, causing the
consumer price index to overstate underlying inflation. Last year, the
widening of the gap was primarily attributable to services. Because the rate
of consumer price increase outstripped that of producer prices, maintaining
moderately positive real interest on deposits entailed very high real rates
for borrowing enterprises. This contributed to poor output performance
and kept investment, which had declined substantially in 1991, depressed
(see the table opposite).

Finally, the liquidation of non-viable state enterprises has not yet begun
in earnest. To some degree this reflects social and political concerns in a
situation in which unemployment is already high and labour mobility is low
and entire cities or regions may depend on one or two employers. It also
reflects the lack of suitable policy instruments and institutions for weeding
out loss-makers. Increasingly, governments are turning to the banking
sector to play a larger role in this task. The need to restructure or liquidate
state enterprises could severely limit the growth that can be achieved over
the next few years.

Corporate control and hard budget constraints

The cumulative decline in output in eastern Europe over the last three
years has been dramatic, ranging from one-fifth in Hungary and Poland to
one-half in Albania, Bulgaria and Romania. While measurement is a major
problem and official statistics overstate the decline because of the incom-
plete coverage of the fast-growing private sector, there can be little doubt
that the living standards of a large section of the population have declined.
To varying degrees this has undermined support for reform. The political
sustainability of reform depends on the expectation that growth will
resume in the not too distant future. This in turn will require a high rate of
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Gross fixed investment

Countries 1988 1989 1990 19911 19922
as a percentage of GDP

Bulgaria 26.1 25.2 20.4 11.3 13
Czechoslovakia 25.2 25.1 25.0 18.2 20
Hungary 21.0 19.9 17.8 17.8 18
Poland 22.5 16.4 194 19.6 19
Romania 28.0 29.6 20.0 13.1 13
Slovenia 20.12 19.12 18.0 18.9 17

1 Partly estimated. 2 Estimated.

Sources: IMF, Vienna Institute for Comparative Economic Studies and national data.

saving and its investment in profitable activities with growth potential.
Saving has traditionally been high in eastern Europe and household saving
has even risen in recent years. However, much of this saving has been
channelled into loss-making enterprises.

In the early stages of the transition this was unavoidable. Far-reaching,
unprecedented and unanticipated changes in the economic environment —
the loss of traditional export markets, the complete overhaul of the
relative price structure, the sudden emergence of import competition and
tight macroeconomic policies — made many companies unprofitable. In the
immediate aftermath of these upheavals, continued bank lending to enter-
prises and the accumulation of inter-enterprise arrears served as safety
valves to prevent the economy from coming to a complete standstill. This
was acceptable for three reasons. Firstly, there was no basis for judging
which companies might be able to survive in the medium term, given the
uncertainty regarding export markets and relative prices. Secondly, poor
reporting and accounting systems made it difficult to evaluate the financial
position of enterprises. Thirdly, no policy instruments existed to deal with
a situation of widespread insolvency and the requirements of enterprise
restructuring. Bank and company lending to established customers was the
only means available to buy time.

The continuation of this practice, however, undermines growth
prospects. Yet the reduction or elimination of distress lending has proved
difficult in eastern Europe because of political pressures relating to rising
unemployment and the fact that banks and enterprises are locked into a
mutual dependency through non-performing loans. Initially it was thought
that the imposition of harder budget constraints would be facilitated by
rapid privatisation, but problems in the implementation of privatisation
programmes have led to a scaling-down of these expectations. Govern-
ments have come to accept that a substantial proportion of enterprises will
remain in state hands for the foreseeable future. This has increased the
need to harden the budget constraints on enterprises through improved
corporate control. In this connection the reform of the banking system
and the strengthening of banks' capital base have come to be seen as
important policy instruments.
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Banks in countries at an advanced stage of transition

In several countries efforts have centred on making banks key enforcers of
hard budget constraints by providing them with the means to exercise
greater corporate control. The aim has been to break the inefficient link of
mutual dependence between banks and enterprises and to eliminate the
perverse incentives to lend by recapitalising banks, by improving banks’
own corporate governance through supervisory boards, better internal
control mechanisms and programmes for privatisation, and by strength-
ening their bargaining position vis-a-vis enterprises through improved
bankruptcy laws and other legal provisions.

An important question has concerned the method of bank recapitali-
sation. Two basic models have been considered. The first consists of
removing bad loans from the banks’ balance sheets and replacing them with
government bonds. This has the advantage that the moral hazard for banks
is reduced because they no longer have any incentive to lend to bad
debtors. A problem with this approach, however, is the subsequent
treatment of the bad loans, many of which may be recoverable, at least in
part. If the loans are transferred to a government agency the debtors may
have little incentive to repay since the agency itself would not in any case
be a potential source of future funding. Such an agency may also lack the
motivation to foreclose efficiently on enterprises. The alternative would
be to give banks the capital needed to set provisions against or write off
bad debts in the form of government securities, but to leave the loans on
their books. This would encourage the banks to restructure the debt of
enterprises which could become viable and to foreclose in cases where
restructuring held out little prospect of success. The main argument
advanced against this solution, in addition to the risk of moral hazard, has
been that the banks do not have the necessary expertise to evaluate and
restructure enterprises. It has also been argued that the restructuring of
large state enterprises is politically too important to be entrusted to
commercial banks. One possibility would be to assign the major problem
cases to a government agency and leave the others to the banks. In
practice, both solutions have been used. Hungary has transferred bad loans
to a separate bank; in Poland, banks will have to manage their bad loans
themselves, helped by substantial recapitalisation; and in former Czecho-
slovakia, a combination of these approaches has been adopted.

Hungary has taken the most far-reaching measures in bank reform,
thereby clearly revealing the underlying weakness of the banking system
and its implications for the economy. This does not mean that the problems
are greater than elsewhere; rather, it is a sign that they have been brought
into the open earlier and that solutions are urgently being sought. Reform
in Hungary accelerated last year with the enactment of two laws. Firstly, a
new bankruptcy law stipulates that enterprises with debts more than ninety
days overdue must file for bankruptcy or risk being put into liquidation by
creditors. This affected some 14,000 companies last year. Secondly, a new
banking law requires banks to achieve a ratio of capital to risk-weighted

50

The role

of banks

in hardening
budget
constraints...

...and the
need for
recapitalisation

Bank reform
in Hungary ...



... Poland ...

Indicators of banking conditions in Hungary

Items 1991 1992
Non-performing loans’
As a percentage of assets 39 23
As a percentage of loans 7.1 13.6
Budget revenues from banks (taxes and dividends)
As a percentage of general government budget revenues 34 0.1
As a percentage of GDP 1.9 0.1
Spread between lending and borrowing rates (% points)? 4.4 11.2
Large banks 6.1 12.9
Small banks 3.0 9.3
Credit growth to enterprises, percentage change 18.7 1.93

! Debts which have not been serviced for at least sixty days, claims on borrowers which recorded
losses in the preceding two years or are undergoing restructuring or liquidation and claims otherwise
classified by financial institutions as doubtful or bad. For 1992, September. 2 Loans and deposits at
one year or less, at end-year. 3 Twelve months to November.

Source: National data.

assets of 8% by the end of 1994 at the latest, to fully classify their loan
portfolios and to set provisions against their non-performing loans. The
combination of the new bankruptcy and banking laws has highlighted some
of the underlying fragility of the Hungarian economy. The share of doubtful
and bad loans rose from 7.1% at the end of 1991 to 13.6% in September
1992 (see the table above).

The banks responded to the new economic environment by tightening
lending criteria and internal loan approval procedures and by increasing the
spread between lending and borrowing rates in order to generate funds for
provisioning against substandard loans. The result was that bank lending to
enterprises collapsed. In contrast to previous experience, reduced bank
lending was not offset by a sharp rise in inter-enterprise arrears. This is
perhaps the clearest sign of truly hardened budget constraints. Increased
provisioning reduced budget revenues from profit taxes and dividends by
2% of GDP, which largely accounted for the widening of the budget deficit
to 7% of GDP. The Government reacted by introducing a bank consoli-
dation scheme with the aim of recapitalising banks by hiving off the worst
loans to a special government-owned bank and swapping them for
government bonds bearing market interest rates. It also helped establish a
corporation to guarantee bank loans to small and medium-sized enterprises
whose lack of adequate collateral had limited their access to bank credit.
Amendments to the bankruptcy law are under consideration with a view to
eliminating its bias towards liquidation.

In Poland, Parliament has passed legislation to give banks a larger role
in corporate restructuring by strengthening bankruptcy procedures. In
addition, a framework has been established for debt/equity swaps and the
trading of non-performing loans. Out-of-court restructuring arrangements
for indebted firms have also been instituted. A major bank recapitalisation
programme will be implemented in 1993, for which the Government, in
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addition to providing budgetary funds, has requested donors to endorse the
reallocation of the $1 billion currency stabilisation fund which had been
made available in 1989 but which has not yet been used. A strengthened
capital base will allow banks to set provisions against their non-performing
loans and to play an active role in corporate restructuring. Tighter control
of the nine largest banks by their owner, the Ministry of Finance, and
external audits have already led to more prudent lending behaviour. The
creation of supervisory boards composed of external directors with non-
renewable terms of office, together with steps to deal with the one-
quarter of loans that are estimated to be non-performing, has also reduced
pressure on the banks to lend.

The Czech and Slovak Republics attempted to solve the problem of
non-performing loans in 1991. Perpetual inventory loans at very low
interest rates then accounted for more than 40% of the portfolios of the
two major commercial banks. With capital ratios of under 2%, their
solvency was threatened when interest rates rose. The Government took
two measures. Firstly, it transferred around two-thirds of these loans,
together with corresponding liabilities equivalent to 11% of GDP, to a
special consolidation bank. Secondly, the banks were given additional
government bonds to the value of 5% of GDP for recapitalisation. Enter-
prise restructuring, however, was postponed. Bankruptcies are expected
to rise in the Czech Republic and this will test the ability of banks to play
a constructive role in enterprise restructuring and control. Their ability to
exercise better corporate control was strengthened by the earlier large-
scale privatisation, in which state enterprises were sold against vouchers,
distributed to the population for a nominal fee. Three-quarters of the
shares of the 1,491 large and medium-sized enterprises privatised last year
are concentrated in investment funds, most of which are owned by banks.
This means that banks hold both debt and equity of companies and are
therefore in a position to monitor them closely and to influence their
business strategy.

Difficulties in banking system reform

Governments have made progress in improving financial intermediation and
in paving the way for an expansion of credit to fast-growing small and
medium-sized private enterprises. However, the public sector has itself
absorbed more credit as budget deficits have risen (see the table opposite).
When faced with a choice between risky private borrowers and risk-free
government paper, banks have opted for the latter. This has retarded the
development of banks’ lending expertise and has reduced the volume of
credit available to the private sector, where social returns may be particu-
larly high in the transition to a market economy. The experience illustrates
the importance of controlling budget deficits for the development of an
efficient banking sector able to service the private sector and to revive
investment.

Bank recapitalisation will add to budgetary strains. The creation of
government debt to replace non-performing loans is purely an accounting
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Developments in credit and monetary aggregates
Countries and aggregates 1988 | 1989 | 1990 | 1991 | 1992
percentage changes, at end-year
Bulgaria
Domestic credit: Total 10.7 4.2 25.6 148.0 50
To non-government sector 6.1 8.0 10.7 112.5 31
Broad money 10.3 10.5 148 | 1248 50
Real broad money 8.9 47| — 73| —60.6 —-16
Czechoslovakia
Domestic credit: Total 7.3 7.6 9.7 18.0 16
To non-government sector 21 = 1.9 1.4 20.3 18
Broad money ".S 3.5 0.1 27.3 20
Real broad money 10.8 19| =152 | =171 8
Hungary
Domestic credit: Total 5.4 16.8 11.8 71 1
To non-government sector 5.8 17.2 20.1 0.1 51
Broad money 3.0 15.3 28.9 27.7 29
Real broad money -103| —24) =~ 59| — 34 6
Poland
Domestic credit: Total 46.8 220.9 193.9 97.5 60
To non-government sector 38.8 193.7 262.6 62.3 26
Broad money 63.9 | 5263 | 155.5 44.4 58
Real broad money - 34| =15.3| =262 | =100 9
Romania
Domestic credit: Total - 1.2 9.3 22.7 | 1165 33
To non-government sector 5.1 = @3 —15.62| 101.1 39
Broad money 10.2 6.3 220 | 101.2 7
Real broad money 7.2 55| =130 =377 —43
Note: Credit to the non-government sector includes state enterprises, broad money is essentially
equivalent to M3 and real broad money is deflated by consumer prices.
! Estimated. 2 Not comparable with total domestic credit (break in series).
Sources: IMF and national data.

operation. The interest costs, however, could increase budget expenditure
and deficits by perhaps 2% of GDP in the more advanced countries. The
danger that the growth of public debt may become unsustainable has led
governments to search for alternative sources of revenue to finance the
recapitalisation programme. Hungary has earmarked part of future privati-
sation receipts for the purpose, and Poland has approached foreign donors
for assistance in supplementing budgetary resources.

Governments recognise the importance of hardening enterprises’
budget constraints. The difficulty has been to determine the right pace. The
danger in proceeding slowly is that incentives may not change because the
private sector questions the government's resolve. A swift hardening of
constraints, on the other hand, may not be credible because the rapid rise
in unemployment would raise doubts regarding political sustainability. It
would also be inefficient since enterprises need time to strengthen their
capital stock and to retrain their employees.
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The more advanced countries have tried to balance these consider-
ations by taking measures to harden budget constraints but at the same
time allowing banks to continue lending to insolvent companies for interest
capitalisation and operating expenses. One challenge now is to release
banks from this obligation. A second challenge is to improve the corporate
governance of the banks themselves by reducing government control
through at least partial privatisation. Only then will banks be able to
exercise firm corporate control and lend more to profitable enterprises.

Recent trends in the developing countries and the NIEs

Output growth in the developing countries and the NIEs accelerated to
almost 5% last year (see the table opposite) as stronger activity in Asia and
the Middle East more than offset some weakening in Africa and Latin
America. The average inflation rate increased to over 100%, but almost
entirely owing to developments in Brazil. Most other countries in Latin
America managed to lower inflation and both Asia and the Middle East
improved their price performance. Current account imbalances (see the
table on page 58) widened in most regions last year. In Latin America a
surge in imports combined with a further deterioration in the terms of
trade (see the table on page 59) produced a marked swing into deficit on
trade account and, with interest payments largely unchanged, the current
account deficit rose to $33 billion. Less pronounced but broadly similar
trends were seen in Africa and Asia, whereas in the Middle East higher net
real exports helped to stabilise the trade surplus. The principal reason for
the fall in the current account deficit in the Middle East was the decline in
transfers, which, owing to the Gulf conflict, had amounted to almost
$25 billion in 1991. Overall, real exports rose by 8%.% as intra-regional
trade strengthened, especially in South-East Asia owing to the influence of
China, but also in Latin America. However, reflecting the buoyancy of
domestic demand relative to that in industrial countries, import growth was
even stronger. Hence, the improvement in the net transfer balance was
more or less offset by a mainly cyclical deterioration in the trade balance.

The NIEs

Following several years of uninterrupted rapid expansion, output growth
fell in the NIEs last year. The slowdown was especially marked in South
Korea, where domestic demand weakened progressively during the year in
response to a tightening of policies (including restrictions on construction
permits and credit to the corporate sector) in order to curb a build-up
of inflationary pressures. Real private fixed investment actually declined
following an average increase of over 16% during 1985—91. Because of
weaker domestic demand and broadly unchanged export growth, net real
exports accounted for about one-third of overall GDP growth and for the
improvement in the current account. Price inflation also moderated in
response to lower excess demand pressure, whereas the rise in nominal
wages remained relatively high until late in the year, notwithstanding
the Government’s policy of wage restraint. Nonetheless, the competitive
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GDP growth and inflation in developing countries and the NIEs

Countries and Real GDP Consumer prices
country groups  11984-89| 1990 | 1991 | 1992 [1984—89| 1990 | 1991 | 1992
average average
percentage changes
Africa 39 1.7 1.6 1.1 172 17.0 32.0 40.0
Nigeria 5.8 8.2 4.5 3.6 24.0 7.4 13.0 45.0
South Africa 1.5 —-0.5 —04 | —2.0 15.7 14.4 15.3 14.5
Sub-Saharan
countries 2.8 0.9 0.5 0.4 20.5 26.0 65.0 73.0
Middle East — Q.5 5.5 21 6.0 11.6 7.5 13.0 12.5
Egypt! 6.9 2.6 2.3 0.7 188 | 168 | 19.8 | 13.6
Iran? —4.1 1.7 8.1 6.5 20.2 7.6 174 25.0
Asia 71 5.8 52 6.9 8.3 7.5 8.5 7.5
China 9.2 4.8 7 12.8 12.8 2.4 3.0 6.5
India’ 6.1 5.5 1.2 4.2 T=r 9.0 13.9 11.8
Indonesia 5.3 71 6.6 5.9 6.8 7.5 9.2 7.5
Malaysia 4.5 9.8 8.7 8.0 1.3 2.6 4.3 4.7
Philippines 2.2 2.7 | =07 0.0 9.5 14.1 18.7 9.0
Thailand 8.6 | 10.0 8.2 7.4 32 5.9 5.7 4.0
NIEs 8.6 6.8 7.3 5.3 33 7.0 7.6 6.0
Latin America 2.4 0.7 2.9 2.3 | 266.0 | 1,568 | 193.0 | 355.0
Argentina =13 0.0 8.9 8.7 | 4445 | 2,314 | 171.7 | 25.0
Brazil 45| —4.0 09| —0.9 | 3915 3,118 | 428.0 | 982.0
Chile 6.2 21 6.0 10.4 20.5 26.0 21.8 15.5
Mexico 1.0 4.4 3.6 2.6 77.3.| 267 22.7"| 155
Peru —05| —44 26| —2.7 371.5 | 7,482 | 409.5 73.5
Venezuela 2.0 69| 104 7.3 30,5 | 408 | 342 | 315
All countries? 3.7 3.7 3.5 4.6 86.0 | 469.0 | 67.0 | 115.0

T Fiscal year. 2 Year beginning 21st March. 3 Weighted average, based on 1984—86 GDP and
exchange rates,

Sources: IMF World Economic Outlook, UN Economic Commission for Latin America and the
Caribbean and national data.

—

position of South Korean manufacturers, which had deteriorated sharply
during the late 1980s, improved moderately, owing to a lower nominal
effective exchange rate. The new Government recently presented a plan
aimed at stimulating the economy by abandoning the tight monetary policy
and seeking to contain the risk of higher inflation by means of a partial
price and wage freeze.

Real currency appreciation, mostly due to relatively high wage
increases, together with sluggish growth in key export markets and private
investment, was the main reason for the less buoyant trend in Taipei China,
whereas domestic demand was stimulated by large investments in
infrastructure. In Singapore activity remained subdued in the first half of
1992, but the second half saw a sharp turnaround owing to the worldwide
boom in demand for personal computers. Hong Kong, in particular, has
benefited from the booming conditions in China (see below) and the strong
impetus from net exports raised aggregate output growth to 5%, the
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highest rate in four years. Following seven years of surpluses, Hong Kong’s
budget for this year envisages a deficit, mainly as a result of increased
infrastructure investment.

Other developing countries

Average output growth in Africa fell to only 1% last year. A severe drought
affected agriculture in large parts of the region and civil unrest in several
countries had a further adverse effect. The terms of trade worsened by
over 5% and some countries in the early stages of implementing structural
reform programmes recorded lower output growth. In Nigeria, accounting
for 20% of overall output, real GDP grew by 3%:%. However, surging
inflation — reflecting a 50% devaluation of the currency, a widening gap
between the official and the “parallel” market exchange rate and a doubling
of credit expansion — together with a rise in the budget deficit and growing
interest arrears on a foreign debt now exceeding 100% of GDP suggests
that fundamental problems have not been solved. By contrast, Tunisia,
which appears to have benefited from an austere reform programme,
achieved real growth of 82%. South Africa, also accounting for 20% of the
region’s GDP, has seen output decline for three consecutive years. When
presenting the budget for 1993/94 the Government also proposed a
comprehensive austerity and reform programme. To promote investment
and growth and reduce poverty the plan calls for a sharp reduction in
government spending and a shift from company to indirect taxation within
the framework of a balanced budget. Exchange controls are also to be
removed and annual real wage growth limited to less than 1%, while,
during a transitional phase, employment is to be stimulated by various
labour market measures.

Growth in the Middle East accelerated sharply but about half the rise
was attributable to the resumption of oil production in Kuwait and the
stabilisation of output in /rag, both countries having recorded steep
declines in 1990—91. Growth slowed in Iran as the reform process stalled
and imports surged. Egypt recorded a growth rate of less than 1% but
made progress in reducing inflation. Despite delays in lowering the fiscal
deficit and reforming the economy, the conditions attached to the IMF
standby agreement were met, triggering a reduction in official debt.

OQutput growth also rose in Asia, reflecting the dynamism of intra-
regional trade and buoyant domestic demand. There were, however,
marked variations across the region. Growth declined from a high level in
countries, such as Indonesia, Malaysia and Thailand, in which restrictive
policies were implemented to counter rising inflationary pressures. At the
same time, activity strengthened substantially in India and, in particular, in
China, and these two countries alone accounted for more than the overall
acceleration.

India, which in 1991 had experienced a decline in per capita income
owing to a tightening of policy as part of a coordinated move to avert a
liquidity crisis, recorded a marked recovery last year. This was due, in part,
to more favourable weather but was mainly the result of recent economic
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reforms and success in reducing inflation. Additional reform measures,
including the abolition of the dual exchange rate system and a substantial
cut in import duties — notably on capital goods and raw materials —
combined with increased government investment should provide a further
boost to domestic demand this year and improve the competitive position
of exporters. One disturbing development has been the recent rise in the
current account deficit as imports have grown rapidly in response to liber-
alisation while exports were adversely affected by the collapse of domestic
demand in the former Soviet Union. With 70% of the labour force
employed in agriculture, the success of reform policies and public support
for them could also be threatened by adverse weather conditions.

In China real GDP rose by almost 13% in 1992 (more than twice the
rate planned), spurred by vigorous investment and export growth. The
aggregate output figures, however, mask large differences between and
within sectors and regions. Agricultural output growth was sluggish, as farm
incomes were squeezed between output prices and the rising cost of raw
materials. Within industry, two-thirds of the state enterprises recorded
losses, which continue to jeopardise the success of reform policies. State
enterprises are not subject to a hard budget constraint and last year
received direct subsidies amounting to 2% of GDP as well as bank credits
to finance their losses. In addition to raising credit growth the losses
narrow the central bank’s scope for using interest rates as a policy
instrument, because higher rates would further increase the state enter-
prises’ need for bank credits and subsidies. There were also large regional
differences, with a risk of severe overheating in the coastal regions while
the interior regions continued to develop slowly. On the external side,
import growth exceeded export growth, but the current account
remained in surplus. Capital inflows increased and for the first time direct
investment was the largest component.

Inflation accelerated last year but part of the rise reflected the dereg-
ulation of prices for more than 600 products. A sharp increase in house-
hold saving — according to some estimates to over 25% of GDP — had a
moderating influence and half of the 30% growth of M2 was accounted for
by time and savings deposits. Nonetheless, in the course of 1992 there was
growing evidence of a strong build-up of inflationary pressures. The
currency weakened sharply (see Chapter IV) and the government deficit
widened to almost 4% of GDP. Moreover, prices in major cities rose
by twice the national average, indicating a slow supply response and
the existence of partly segmented markets. Early this year, following a
further strengthening of output growth, inflation accelerated to 8/2% and
measures to dampen the investment boom were introduced.

Notwithstanding the growing risk of overheating, China's perfor-
mance since the adoption of reforms compares rather favourably with
developments in eastern Europe and, especially, with those in neighbouring
Mongolia, another former socialist country. Despite foreign aid totalling
$130 per capita, the economy has shrunk by almost 20% over the last two
years while prices have increased by almost 500%.
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Current account balances of developing countries and the NIEs

Country groups

Current account balance

of which

Trade balance

[ Net interest payments

1990 | 1991 [ 1992

1990 | 1991 | 1992 | 1990 [ 1991 [ 1992

in billions of US dollars

Developing countries —18.8 | —80.3 | —75.5 59.7 17.9 | —12.5 89.2 84.3 79.6
Africa = 24| = 339 | == T8 9.1 8.2 2.4 14.4 14.3 14.2
Asia - 65| —66|-212| -81| -104 | —184 | 216 | 226| 223

NIEs 14.4 9.3 7.8 7.5 3.0 1.9 4.3 4.0 4.2
Middle East = 31 | =514 | —134 322 | 103 | 100| 144 | 118 | 114
Latin America - 68| —184 | —334 26.6 9.2 | —6.5 3g.8 35.6 3.7
Sources: IMF World Economic Outlook and national data.

In Latin America there were clear signs of a further consolidation of  Stabilisation
recent stabilisation and structural reform policies, even though output in Latin
growth declined. Mexico and Venezuela experienced lower growth, but America...
the principal reasons for the weaker performance in the region were
contractions in Brazil, Cuba and Peru, poor harvests owing to adverse
weather conditions and relatively slow export growth. In addition, imports
rose sharply and the terms of trade deteriorated, bringing the cumulative
decline since 1984 to over 20%.

The most obvious achievement of the stabilisation policies was the ... with a
marked fall in the rate of inflation, except in Brazil. By the end of last year ~marked fall
half the countries in the region were recording price increases of 15% or M inflation...
less. Although it was the outcome of different policy measures, progress
was especially notable in three countries — Argentina, Peru and Nicaragua —
which only a few years earlier had suffered from hyperinflation. Fiscal
consolidation and tight monetary policies contributed significantly to the
more favourable price trends. In several countries with appreciating
currencies, severe constraints on price developments in the tradable
sectors also had a dampening effect. On the other hand, as in industrial
countries, inflation remained relatively high in the non-tradable sectors and
the resulting shift in relative prices contributed to the deterioration in the
external balance.

The continued widening of current account deficits in Latin America ... but a
gives cause for concern. Under the influence of a renewed surge in imports ~ Widening
and the aforementioned terms-of-trade deterioration, the trade balance x;i:'::cle

swung from a surplus to a deficit and the current account deficit reached
its highest level since 1982. Capital inflows allowed most countries to add
to their foreign exchange reserves and finance imports. There was a
further rise in direct investment inflows, reflecting greater confidence
among foreign investors in the policies pursued. However, a large
proportion of the total inflow was of a short-term nature, attracted by
high real interest rates and booming equity markets.

The deviation of Brazil from the more favourable trends in the rest of
Latin America became even more pronounced last year as the rate of
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inflation accelerated in conditions of deepening recession. Following some
recovery in the first half of 1992 due in part to the release of financial
assets frozen under an earlier stabilisation programme, output declined in
the second half against the background of growing political uncertainty.
Currency depreciation and a worsening fiscal imbalance contributed to a
monthly rate of inflation of 20—25%, while monetary policy was kept
restrictive, leading to high real interest rates and large capital inflows.
Unlike most other countries in the region, Brazil saw an improvement in its
external balance, reflecting weak domestic demand and a stronger compet-
itive position vis-a-vis its Latin American trading partners as relatively high
wage growth was more than offset by currency depreciation.

The stabilisation policies adopted by Argentina in 1990 were consoli-
dated further last year, bringing the inflation rate down to 18% by the
end of 1992, the lowest rate for more than twenty years. Despite some
weakening in the second half, real GDP grew by 8%4%. Fixed investment
rose by some 35% and consumption was buoyant even though real wages
stagnated. As a result of the policy of relying on a fixed exchange rate
against the US dollar as the principal instrument for reducing inflation,
exports declined last year, while the level of imports almost doubled,
leading to a significant deterioration in the trade balance. In contrast to
earlier years, when external imbalances were chiefly due to fiscal deficits,
last year's imbalance was the counterpart of a financial deficit in the private
sector, as the government budget was in surplus.

Indicators of foreign trade of developing countries and the NIEs
Country groups Periods Export Import Terms
volumes volumes of trade
percentage changes, annual averages
Developing countries 1985-90 8.5 6.3 - 24
1991 7.6 9.1 — A7
1992 8.5 10.5 - 1.6
Africa 1985—90 3.7 0.3 - 48
1991 1.7 -3.0 — 55
1992 1.4 3.3 - 5,5
Asia 1985—90 11.6 1.5 0.7
1991 1.3 1.2 = 0.3
1992 111 1.9 — 04
NIEs 1985-90 11.6 16.5 32
1991 11.8 14.4 0.4
1992 10.7 121 - 04
Middle East 1985-90 7.3 o - 7.0
1991 3.0 3.6 -11.6
1992 6.9 3.6 = 3.9
Latin America 1985-90 4.3 4.7 = 2.8
1991 4.2 16.5 — 4.0
1992 4.3 17.9 — 0.6
Sources: IMF World Economic Outlook and national data.
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Mexico and Chile, among the first countries in the region to adopt
stabilisation and adjustment policies, both reduced inflation to around
15% last year, but otherwise recorded very different developments.
Spurred by house-hold consumption and private fixed investment, final
domestic demand in Mexico rose by 7%. However, because of destocking,
weak export demand and a further deterioration in competitiveness,
output growth declined to about 2%2%. The current account deficit
reached over 7% of GDP, at which level exports would have to grow
almost twice as fast as imports just to prevent it from widening further.
Since the first wage-price accord was concluded in 1987 the real effective
exchange rate has appreciated by some 50% and in order to improve the
competitive position of enterprises the central bank last year increased the
daily adjustments of the peso against the US dollar. Chile, by contrast,
experienced a rise in real growth to over 10%, thereby raising the
cumulative increase in per capita income since the 1982 recession to over
45%. Over the same period the rate of unemployment has fallen from 20
to only 5%. Capital inflows more than financed the current account deficit
and, as a further sign of international investors' confidence, the country
was the first in Latin America to receive an investment-grade rating of
its debt.

Chile was also one of the first Latin American countries to adopt
measures to alleviate the plight of the lowest income groups. Despite the
recent progress, almost one-third of the population is still living in poverty
and last year social expenditure broadly defined was increased to two-
thirds of total government outlays. Elsewhere in Latin America the situ-
ation of the poor is even bleaker, with about half of households earning
incomes below the poverty level and almost one-quarter living in conditions
characterised as “extreme poverty”. Income inequalities are also
pronounced in other parts of the developing world, though in several Asian
countries vigorous growth has been accompanied by a more equal sharing
of the gains. Consequently, in addition to a strengthening of the external
balance, the consolidation of recent progress in Latin America may hinge
on the adoption of policies aimed at reducing income inequalities and raising
the living standards of the poor.

World income distribution and economic growth
in the medium term

The large regional differences in growth last year continued a trend
observed throughout the 1980s: high growth in Asia contrasting with low
growth and declining per capita incomes in Africa and Latin America. Since
income developments in Africa and Latin America have also been signifi-
cantly weaker than in the industrial countries and most of the countries
with extremely low per capita income levels are concentrated in Africa,
this trend raises two questions: firstly, to what extent has the distribution
of world income become more unequal and, secondly, how can the marked
differences in growth between countries be explained?
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Developments in the distribution of world income

The distribution of world income is presented in the table below. As
column (a) shows, the 20% of the world population with the lowest per
capita incomes received only 5% of world income in 1960 and its share has
steadily fallen. Following a moderate rise during the 1960s, the income
share of the 20% with the highest per capita incomes (exclusively industrial
countries) has also declined over time, but was still nearly 63% in 1990.
The only population group to show a gain is the third quintile (40—609%b),
which over the last two decades almost doubled its share.

This gain is entirely due to the exceptional performance of China,
which accounts for almost 20% of the world population and occupies the
whole of the third quintile. China’s per capita income growth has averaged
almost 7% per year since the start of economic reforms in 197778,
compared with only 1%2% previously. If China is excluded (column (b) of
the table) there is a clear increase in inequality, with the richest countries
gaining relative to all other groups, especially the poorest 20%.

The rise in inequality is also apparent in the income developments by
region shown in the table overleaf. The comparative position of Africa,
which includes most of the countries in the first quintile of the previous
table, steadily worsened, while that of Latin America, after remaining
broadly stable until 1980, deteriorated sharply during the subsequent
decade. Asia, by contrast, recorded a clear gain, notably in the 1980s,
when income growth declined much less than in other regions. In addition
to the exceptional development in China, the improvement in Asia was
influenced by the four NIEs, which by 1990 had reached a per capita
income level only 17% below that of industrial countries.

Distribution of world income by population groups

Population groups

Percentage of world income received by population quintile Change
including (column a) and excluding (column b) China 1960-90
1960 1969 1979 1987 1990 nperesings
points

a b a b a b a b a b a b

1st quintile
2nd quintile
3rd quintile
4th quintile
5th quintile

Memo items:
poorest 20%

poorest 80%

Richest 20% to

Richest 20% to

5.0 39| 4.2 3.3 3.3 2.6 34| 29 34 29 =16 |=1.0
6.2 | 4.9 52| 40| 59 37| 61 36| 6.0 3.7 (=02 |—1.2
7.3 9.6 | 6.0 88| 7.0 93 (106 | 88| 115 84| 42 |-12
17.9 | 23.3 | 185 | 248 | 189 | 25.8 | 171 | 22.0 | 16.3 | 204 |—-1.6 |—2.9
63.7 | 58.3 | 66.1 | 59.1 | 64.9 | 58.6 | 62.7 | 62.7 | 62.8 | 64.6 | —0.9 | 6.3

ratios

127 | 14.9 | 157 | 17.9 | 19.7 | 22.5 | 184 | 21.6 | 185 | 223 | 58| 7.4

1.8 1.4 1.9 1.4 1.8 1.4 1.7 1.7 1.7 1.8 |=0.1 0.4

BIS estimates.

Note: Calculations are based on country averages and do not take account of income differences within countries.

Sources: Summers, R. and Heston, A, (1991): “The Penn World Table (Mark 5): an expanded set of international comparisons,
1950—88", Quarterly Journal of Economics, pp. 327—348, IMF International Financial Statistics, World Bank World Tables and
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Distribution of income by region

Countries 1960 [ 1970 1980 1990
Per capita income relative to the industrial country average
Latin America 0.41 0.38 0.40 0.29
Africa 0.17 0.14 0.14 0.1
Asia 0.25 0.26 0.31 0.35
China 0.14 0.12 0.13 0.20
NIEs 0.31 0.40 0.59 0.83
All developing countries 0.25 0.24 0.24 0.20

Memorandum item: Average per capita income growth during decade ending

Latin America = 3.0 31 -0.8
Africa - 2.2 2.0 -0.3
Asia — 35 34 2.7
China = 2.2 3.5 6.9
NIEs = 6.3 6.7 5.6
All developing countries = 2.9 2.4 -0.1

Note: Unweighted annual averages by country, based on the same data sources as the previous table,
except that Middle Eastern oil producers are excluded.

Growth determinants: a tentative analysis

The developments shown in the tables above cast doubt on the widely held
assumption that poor countries will generally gain relative to more
advanced countries through the spillover of technology and capital inflows.
In fact, the graph opposite would rather suggest that other conditions have
to be met if countries are to benefit from technological spillover. Those
which do not possess the infrastructure or the labour skills needed to
attract foreign investment and to absorb modern technologies remain
locked in poverty.

The graph is based on contributions to per capita income growth,
using a broad analytical framework, including generally recognised growth
determinants such as the ratio of investment to GDP, the rate of popu-
lation growth, school enrolments and the level of 1960 per capita income
relative to that of the United States (see the note to the graph for details).
The last variable is also used as a measure of convergence and has been
included in most growth studies on the assumption that countries starting
with low income levels should achieve higher growth rates than countries
with high initial incomes. These fundamental growth determinants were
supplemented with more policy-related factors, including the rate of
inflation, the share of government expenditure in GDP and various
measures of openness.

As the upper panel of the graph shows, convergence has largely been
confined to the high-income group, composed almost exclusively of indus-
trial countries. In the group of medium-income countries, which comprises
a large part of the Latin American region, there appears to have been only
modest convergence, whereas schooling and the ratio of investment to
GDP have provided positive contributions. At the same time, developments
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Changes in per capita income by contributing factor
In percentage points for the periods 1960—90 (I) and 1980—90 (Il) respectively
By income group
Low Medium High
Investment i
Schooling
Convergence 2
Foreign trade
Inflation
Public sector 0
Population growth
Other factors )
®  Actual growth (in %)
=4
In
By region
Industrial ~ All LDCs NIEs Asia Latin Africa 8
countries America
6
4
2
0
=0
-4
| I | Il I I I I | I | Il
Note: The contributions were obtained by regressing per capita GDP growth on the share of
investment in GDP, the rate of population growth, the proportion of the population enrolled in
either primary or secondary schools, the ratio of 1960 per capita income to that of the United
States (convergence), export growth (or the share of foreign trade in GDP), the average rate of
inflation and the ratio of government expenditure to GDP (or real government expenditure
growth) and calculated from average changes in the growth determinants. The estimates were based
on purchasing power parity data for per capita income in 113 countries (of which 88 are classified as
developing and 25 as industrial countries) over the period 1960—90. Recent studies of a similar
nature have identified altogether 50 different factors with a significant influence on growth.
Consequently, even though the calculations were confined to areas where a broad consensus exists,
the results are inevitably somewhat arbitrary.
Sources: See the table on page 61.

in this group have been adversely affected by population growth. A high
ratio of government expenditure to GDP appears to have been accom-
panied by some misallocation of resources. In the low-income group, which
is dominated by Africa, convergence seems to have been absent, whereas
schooling has stimulated growth. However, the principal cause of the
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relatively poor performance of this group was the high rate of population
increase, which may have reduced per capita income growth by as much as
1%2% per year.

An alternative explanation of growth in the medium and low-income
countries may be that convergence did take place but was masked by
developments specific to countries in a given region. This possibility is
further examined in the lower panel of the graph using the same broad
framework. For all developing countries combined the average growth for
the period 1960—90 was more than 1 percentage point below that of the
industrial countries, but the reason for the shortfall was not failure to
converge as this factor contributed more than 1 point to average growth.
Schooling and foreign trade played a greater role than in the industrial
countries, whereas the contribution of capital formation was only half as
large. Most importantly, a high rate of population increase reduced per
capita income growth by a full percentage point by substantially lowering
the ratio of the population of working age to the total population and by
stretching scarce resources.

Another reason for the lower growth in the less developed countries
was the marked slump in the 1980s, when per capita income stagnated.
Slower export growth was one important cause, but for the less developed
countries considered as a group the downturn is otherwise difficult to
explain, because the steepness of the decline differed considerably between
regions.

The Asian countries managed to maintain a relatively high growth rate
during the 1980s and the principal reasons for their better overall perfor-
mance appear to have been a high investment ratio, strong export growth
and high school enrolments. Like other Asian countries, the NIEs experi-
enced lower export growth, but were able to partly offset this by
expanding investment and containing inflation. They also succeeded in
obtaining a positive growth contribution from government spending by
avoiding high fiscal deficits and the associated misallocation of resources.
However, the principal factor explaining the better performance of the
NIEs was the absence of any adverse population growth effects and their
ability to take advantage of advanced technologies, as indicated by the
contribution of over 2 percentage points from the convergence factor.

Developments in Latin America have been marked by large fluctua-
tions. In the 1960s and 1970s Latin American countries were able to
achieve an average growth rate of over 3%, mainly by boosting domestic
demand through expansionary fiscal policies. The resulting rise in imports
and in external imbalances was financed by capital imports, which made it
possible to overcome the adverse effect of high inflation. However, the
price of policies oriented towards the very short term was paid in the
1980s when, because of the debt crisis and consolidation measures taken to
reduce fiscal deficits, the contribution of the government sector became
negative and per capita income declined by 1%. As a further sign of the
short-term and inward-looking orientation of policies, foreign trade had a
negative influence, in particular in the 1980s.
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The main reasons for the low growth in Africa were the absence of
any investment effects and a rapidly growing population. These two
features are probably not independent of each other. When per capita
income is low, the saving rate is also low and not sufficient to finance
stronger investment growth. At the same time, when the population is
growing at nearly 3% per annum and the proportion of the population of
working age is declining, the capacity for raising per capita income to a
level that will generate higher saving is minimal. The overall performance
was also influenced by the slump in the 1980s, when average growth
became negative owing to a marked fall in export growth and higher
inflation. On the other hand, there was some convergence, albeit at a slow
pace, and school enrolment also provided a positive contribution.
However, the aggregate impact of these two factors was overshadowed by
the adverse influences mentioned above.

To sum up, it would appear that the most important preconditions for
economic growth and for reducing existing inequalities between industrial
and developing countries are high saving and investment, strong export
growth and a well-educated labour force. Rapid population increases create
the risk of a vicious circle of poverty, where income growth is too low to
raise per capita income above the threshold which would generate the
saving and investment rates required for higher and more sustainable
growth. Above all, growth depends on policies. The literacy rate of the
population is very much a question of the resources allocated to education.
Also, the ability to absorb advanced technologies and attract foreign
investment depends on a range of policy-related institutional and structural
conditions. Similarly, saving and investment can be affected by policies,
through interest rates and, in particular, government saving. Macro-
economic policies also play a key role, although their precise influence is
difficult to measure. Expansionary monetary and fiscal policies can achieve
short-run gains, but at the risk of widening fiscal and external deficits and
rising inflation, with subsequent adverse effects on growth. Instead,
investment and export-promoting policies with a medium-term orientation
offer better prospects for stimulating growth and reducing income inequal-
ities both within and between countries.
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IV. International trade and payments

Highlights

Events last year underlined how dependent national economies have
become on external developments, financial as well as real. A significantly
higher proportion of world output is now traded than even a decade ago.
Capital flows have risen faster still and the value of international portfolio
movements now exceeds the value of aggregate trade transactions in most
of the larger industrial countries.

The abrupt end of a long period of nominal exchange rate stability in
Europe provided a dramatic illustration of this shift. The medium-term
accumulation of significant changes in intra-European real exchange rates
had already begun to affect current account balances when a prolonged
weakening in German import demand as from 1991 added further pressure.
Things came to a head in autumn 1992 when doubts about the sustainability
of prevailing exchange and interest rate configurations led to huge capital
flows that forced five countries to abandon fixed exchange rate arrange-
ments. As three other countries also devalued, European exchange rates
changed more radically than for many years.

The stagnation of import demand in continental Europe virtually coin-
cided with a period of even greater weakness in Japan. Despite a sharp rise
in imports in the major Anglo-Saxon countries — itself coming on the back
of only halting growth — industrial country trade as a whole has therefore
remained rather sluggish. Weak demand growth, higher unemployment and
excess capacity in many sectors have contributed to an atmosphere of
intensifying competition. Moreover, the renewed rise in the external imbal-
ances of Japan and the United States last year as well as the large European
deficit have aggravated protectionist sentiment. Such macroeconomic con-
ditions have hardly been auspicious for multilateral negotiations on further
trade liberalisation. Trade conflicts have become more acute and the much-
delayed Uruguay Round had, by April 1993, failed to reach any conclusion.

At the same time, several areas of the world have seen that policies of
increased integration with the global economy have yielded many benefits.
This has been nowhere clearer than in Asia, where export growth has held
up well in the face of recession in Japan and stagnation elsewhere: intra-
regional trade and investment have grown markedly. An important aspect
of this is that the continued rapid economic integration of China with other
areas in South-East Asia was again associated with greatly increased Chinese
trade with the industrial world.

In eastern Europe it was the continued buoyancy of exports that
provided the main stimulus to growth last year. Some of the Baltic states,
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which had begun the same internationalisation process only last year,
took dramatic and successful measures to ensure the stability of their
new currencies as a first step in reorienting their economies from heavy
dependence on the former Soviet Union. In addition, a number of
countries in eastern Europe attracted increased foreign investment, notably
direct investment. As in 1991, Latin America also received sizable capital
inflows as earlier economic reforms in many countries have apparently
done much to win foreign and domestic confidence and as high interest
rates attracted short-term inflows. But export performance has been less
favourable, held back in some cases by overvalued exchange rates, and the
region’s current account deficit was larger last year than at any time since
1982.

In bleak contrast with successful adjustment elsewhere, the states of
the former Soviet Union failed to address the central issues of international
economic policy. The rouble’s lack of a stable international value and large
deviations of domestic from international prices created incentives to
conceal export earnings, and significant capital flight occurred. Little was
done to provide an economic basis for commerce between the former
Soviet republics — trade policy, exchange arrangements and payment
systems were all shrouded in confusion, with actual trade and payments
being left to various ad hoc arrangements. In early 1993, however, the
official restatement of the intention to implement economic reforms was
supported by offers of significant external financial assistance.

World trade
Developments

World trade grew slowly again last year while developing country trade
continued to expand much more rapidly than that of the industrial world.
Although North America emerged only slowly from recession, the volume
of US and Canadian imports grew strongly. But a marked weakening of
activity in Japan and continental Europe limited overall import growth in
industrial countries to about 4% last year (up from 2%2% in 1991); exports
rose by only 3% in volume terms.

The Asian NIEs recorded a rise in import volumes of over 12%; their
exports increased by 11%. Their importance in world trade was thus
further enhanced: they now export as much as Japan, even though the
value of their output (measured at purchasing power parities) is less than
one-third as large. Elsewhere in the developing world, imports rose by
almost 10%, and exports by 7%2%, with Asian economies (in particular
China, Thailand and Malaysia) increasing their share of international
markets. In most Latin American countries, with the notable exception of
Brazil, strong domestic demand and real exchange rate appreciation led to
a large rise in import volumes. Since exports grew much more slowly, the
region’s current account deficit widened sharply. The Mexican deficit
exceeded $20 billion; at the other end of the spectrum, the Brazilian
surplus was over $5 billion. Eastern European trade with industrial
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countries continued to expand in 1992; the trade of the former Soviet
Union shrank further.

With world economic activity relatively subdued last year, manufac-
tured goods prices rose by only 4% in dollar terms. Following three years
of decline, non-oil commodity prices stabilised at low levels. Agricultural
commodity prices recovered slightly from earlier declines, but those of
tropical beverages dropped for the sixth consecutive year. Excess capacity
in heavy industry continued to depress metal and mineral prices. Overall,
real non-oil commodity prices (deflated by manufactured goods export
prices) have fallen by 22% since 1989. World oil output increased
marginally last year as a sharp decline in Russian production was offset by an
expansion of Middle Eastern output, particularly that of Kuwait; weak
demand kept the average oil price virtually constant, despite a temporary
rally at mid-year. The industrial countries’ terms of trade therefore
improved by almost 2% last year; developing countries suffered terms-of-
trade losses for the second year in succession.

The last fifteen years have seen a rapid expansion of invisibles transac-
tions. According to GATT calculations, commercial services — mainly travel,
transport, communications and professional and technical services — have
grown much faster than merchandise trade since 1980. Last year, the dollar
value of commercial services increased by 8%, as against 5%% for
merchandise trade; such services now account for almost 21% of total
exports, some 4 percentage points more than in 1980.

Indicators of world trade

World trade and output Import volumes
volume growth' (1987 = 100; semi-logarithmic scale)
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! Excluding eastern Europe and the former Soviet Union. Output growth as measured by
percentage changes in real GDP. 1Belgium, France, western Germany, ltaly, the Netherlands,
Spain, Sweden, Switzerland and the United Kingdom. ? Hong Kong, Malaysia, Singapore, South
Korea, Taipei China and Thailand.

Sources: IMF and national data.
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Trade policies

1992 was not a good year for the multilateral trading system. The unusually
large number of regional agreements negotiated or implemented last year
inevitably contained some discriminatory elements. More seriously,
perhaps, ad hoc bilateral arrangements governing trade seem to have
assumed greater importance. At the same time, conclusion of the long-
drawn-out Uruguay Round has proved difficult and trade conflicts among
the major industrial countries have increased.

The broad framework of the single market programme of the
European Community was implemented at the beginning of 1993, signifi-
cantly increasing competition within the area. In many fields, however,
several EC directives needed to give the programme its full scope remain
to be agreed; even where such directives are in place, a number of coun-
tries have not yet put them into effect by passing the necessary enabling
legislation. The draft North American Free Trade Agreement (NAFTA)
between Canada, Mexico and the United States was concluded in August;
if ratified in its present form, it promises to give much stimulus to intra-
regional trade. Finally, a number of smaller regional trade agreements were
reached: many more such arrangements were notified to the GATT in 1992
than in 1991. Part of the impetus for such arrangements came from a
desire for autonomous liberalisation in developing countries that had previ-
ously had very protectionist regimes.

However, all regional trade arrangements almost inevitably run the
risk of discriminating against more efficient producers in the wider world,
and some features of recent agreements suggest the need for vigilance. The
retention of Article 115 of the Treaty of Rome in the Maastricht
agreement left open for individual EC member countries the possibility of
taking, with the consent of the Commission, ad hoc protective measures
against imports from third countries. This raises the danger that what is a
single market for EC members may not always be so for countries outside.
Although the NAFTA was carefully drafted to be consistent with GATT
obligations, it generally sets the rules of origin governing preferential
treatment more tightly than had been the practice before. Also, the
required local content for cars is to rise from 50% to 62.5%, thus encour-
aging car manufacturers outside North America to produce more within
the area and to export less from their, possibly lower-cost, home base.

The increasing importance of bilateral, rather than multilateral, negotia-
tions was again evident last year; moreover, such negotiations were on
occasion associated with threats of sanctions. An apparent bilateral under-
standing that US producers of semiconductors would have 20% of the
Japanese semiconductor market by the end of 1992 was fulfilled, thanks
only to a determined spurt in the final quarter. A similar agreement was
reached to increase Japanese imports of US-made car parts by the mid-
1990s. The EC/Japanese agreement to continue to apply “transitional” limits
on Japanese car exports to Europe until the end of the decade effectively
maintained barriers which differ greatly within the Community. In early
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1993, a dispute between the United States and the European Community
about public procurement rules culminated in a threat of US sanctions.
Perhaps the most wide-ranging dispute arose from a worldwide glut of steel
that increased the clamour for protection almost everywhere. Europe, the
United States, Canada, Japan, Taipei China and Mexico have all imposed
restrictions on steel (or steel-related) imports during the last twelve
months or so, while at the same time finding their own steel exports
blocked by other countries’ restrictions.

The Uruguay Round of multilateral trade negotiations has dragged on
for more than two years beyond the date originally set for completion.
Nevertheless, sufficient progress towards tentative agreement had been
made to enable a Draft Final Act to be tabled at the end of 1991. This Act
foreshadowed the most extensive re-ordering of the muiltilateral trading
system since GATT's inception, comprising some twenty-eight agreements
on fifteen areas.

In the negotiations that followed, however, pressure from vested
interests precluded any final accord. Agricultural policy differences among
the industrial countries proved particularly intractable. Although many
issues involving other countries remained unresolved (for example, Japan's
quantitative restrictions on agricultural imports), disagreement between the
European Community and the United States on subsidised agricultural
exports and domestic support prices provided a highly visible test case. This
dispute came to a head over EC exports of oilseeds, one of the few agri-
cultural products already included in GATT and one on which the United
States had obtained two GATT panel rulings against EC practices. In early
November 1992, the United States responded to a breakdown of bilateral
talks by seeking GATT authority to impose prohibitive tariffs on $1 billion
worth of EC goods. This threat was averted only after renewed negotia-
tions had produced a draft US/EC agreement on oilseeds, which France,
however, did not accept. At any event, continued multilateral negotiations
on the full range of topics had not produced a definitive GATT agreement
by early May 1993.

Failure to bring the Uruguay Round to an effective conclusion would
cast a large shadow over the future of multilateralism. It is difficult to
overstate the practical importance of the GATT system, which gives multi-
lateralism its specific content. Commitments made by governments in
GATT help to create a stable trading environment, strengthen competition
and encourage investment. Moreover, trade disputes can be defused.
Exporters’ need for improved market access creates pressure for lower
barriers to imports which benefit consumers. Because concessions granted
to one country normally have to be extended to all GATT contracting
parties (under the key most-favoured-nation article of the Agreement),
the interests of smaller countries are far better protected than in a bilateral
framework. This is why so many countries have joined in recent years
or are now actively seeking membership. It would be regrettable if the
emergence of truly global GATT arrangements were to be tarnished by
increased recourse to bilateralism among the industrial countries.

70

Uruguay Round
delayed

Agricultural
trade disputes

Benefits of
multilateralism



Competitiveness
strong in the
United States ...

... but not
in Europe ...

Current account developments in industrial countries

Underlying forces

For the first time in five years, the US current account deficit widened last
year as a three-year period of slow growth in domestic demand came to an
end and as the downturn in the rest of the industrial world deepened. Even
so, the deficit, at around 1% of GNP, remained proportionately much
smaller than it had been in the late 1980s — thanks in large part to the
maintenance of a strong competitive position in recent years. On the basis
of the three measures of real effective exchange rates shown in the graph
overleaf, it is clear that the sharp improvement in US competitiveness
brought about by the nominal depreciation of the dollar in 1985—87 has
been sustained. US wage inflation remained relatively low, and the nominal
effective rate of the dollar, though fluctuating, showed no trend to further
depreciation after 1987. In short, a nominal change brought about a durable
real shift without igniting inflation.

The pronounced weakening of domestic demand last year in Japan
contributed to a rise in its surplus to over $117 billion, a record in dollar
terms and over 3% of GNP. The western European deficit rose to almost
$70 billion, even though domestic demand in continental Europe weakened
progressively during the year. The persistence of a large European deficit
reflects the effects of German unification and, more generally, the marked
deterioration in Europe’s global competitiveness. Some indication of the
magnitude of this loss is given in the graph overleaf which shows various
measures of real effective exchange rates for Europe as a whole, that is,
excluding intra-European trade. With the exception of a brief dip in the
first half of 1991 — when the dollar rose temporarily — Europe’s effective
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Real effective exchange rates
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exchange rate tended to rise in the early 1990s. In mid-1992, on the eve of
the European exchange rate crisis, the real effective exchange rates calcu-
lated on the various price bases were between 15 and 20% above the
levels prevailing in the late 1980s.

Studies of absolute levels of competitiveness — based on detailed
assessments of productivity, valuing output at international prices — suggest
that European unit labour costs are appreciably higher than US levels, and
may well be higher than Japanese levels. Although such studies yield only
very approximate measures, one central calculation suggests that average
unit labour costs in manufacturing were, by mid-1992, 70% above US
levels, and 40% above Japanese levels. Among the major European coun-
tries, unit labour costs were particularly high in Germany.

This loss of competitiveness came after a decade of already poor
European performance in world markets. At the beginning of the 1980s
European producers had about 33% of the large US market for imports of
finished manufactured goods; by 1992, this share was down to 24% and
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western Europe had been overtaken by both Japan and the group of
dynamic Asian economies (see the graph below). This latter group of
countries has also made deep inroads into the Japanese and European
markets.

The rise of the Asian economies in the world economy owes much to
the combination of low labour costs and rapid productivity growth.
Because these advantages were not at first reflected in nominal exchange
rates, large current account surpluses emerged: the Asian NIEs" surplus
amounted to more than 9% of GDP in 1987. Sharp nominal exchange rate
appreciation from 1987 to 1989 eroded much of this competitive
advantage. Nevertheless, the fact that the huge rise in relative unit labour
costs that took place during this period was not reflected in export prices
(see the graph on page 72) suggests that earlier profit margins were very
comfortable. Given the very strong expansion in real domestic demand in
the late 1980s, the NIEs’ current account surplus declined appreciably.

Changes in exchange rates since summer 1992 have significantly
improved the competitive position of almost all European countries vis-a-vis
the world outside Europe as well as causing large shifts within Europe.
Among the major areas, Japan saw the sharpest appreciation in its real
effective exchange rate; the US change was relatively modest; and the
competitive position of the Asian NIEs remained virtually unchanged.

United States

Excluding Gulf war-related transfers, the US current account deficit, which
had narrowed from $163 billion in 1987 to about $46 billion in 1991,
widened to almost $63 billion last year. The trade deficit increased to
$96 billion as the volume of imports rose sharply after two years of virtual

Export market shares in three major markets
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* China, Hong Kong, Indonesia, Malaysia, Singapore, South Korea, Taipei China and Thailand.
Source: BIS calculations based on OECD trade data (1992 estimated).
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The US current account

ltems 1988 1989 1990 1991 1992
Year ‘ Qv
in billions of US dollars

Current account —-126.7 |—101.1 |— 904 | — 3.7 | —62.4 | — 88.1
Trade balance —127.0 |—115.7 |—108.9 | —73.4 | —96.3 | —103.9
Net investment income 12.5 14.4 19.3 16.4 10.0 3.4
Other services 12.7 25.8 321 45.3 55.1 51.8
Transfers — 249 |— 256 |— 329 80| —314 |- 393

Memorandum items:
Oil imports 39.6 50.9 62.3 51.2 51.4 55.0
Non-oil trade balance? — 764 |— 553 |— 397 | —22.3| —46.1 |— 489

percentage changes

Export volumes 19.3 11.8 7.2 6.5 6.4 6.63
Import volumes 4.0 4.4 2.2 0.7 11.0 11.07
Terms of trade £3|— 19|~ 29 06| — 06 |— 1.2

1 At a seasonally adjusted annual rate. 2 At constant 1987 trade unit values. 3 Change over
fourth quarter 1991.

stagnation. Exports held up quite well last year, with strong growth in
exports to the developing world (notably Latin America) making up for
weak demand in the industrial world.

Much of the deterioration in the real trade balance was accounted for
by trade in computer equipment. After large increases in the two preceding
years, computer equipment import volumes jumped by 45% last year,
twice the rate of growth of computer exports. Import volumes of capital
goods other than computers increased strongly, rising, in the year to the
fourth quarter, by about 13%, well above the expansion of US investment
in non-computer equipment; consumer goods imports rose closely in line
with private consumption. Although export growth was less buoyant than
in earlier years, it continued to exceed foreign market growth as US
exporters maintained their healthy competitive position.

Nearly half of the deterioration in the US merchandise trade balance
was offset by a further expansion in the surplus on non-factor services,
which reached $55 billion last year. At constant prices, however, the
surplus on services changed little as exports, which had grown steeply in
recent years, reached a plateau.

Net investment income on both direct and portfolio investments
continued to decline last year. Overall, net investment income dropped to
just $10 billion, barely one-third of net earnings in the early 1980s. This
decline reflected the sharp reversal in the US net external position from
one of net creditor to the tune of just under $400 billion at the end of
1980 to a net liability position of almost equal magnitude at the end of
1991. The fact that US net investment income nevertheless remained
positive throughout this period was largely due to the wide discrepancy
between the rather high returns earned on US direct investment abroad
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The Japanese current account

ltems 1988 1989 1990 1991 1992
Year | QIvi
in billions of US dollars

Current account 79.6 57.2 35.8 72,9 117.6 125.72
Trade balance 95.0 76.9 63.5 | 103.0 | 1323 136.12
Net investment income 21.0 23.4 23.2 26.7 36.2 371
Other services —32.3| =390 | —455 | —44.4 | —46.3 | —41.9
Transfers — 41| — 42| — 55| —125( — 47| — 552

Memorandum items:
Qil imports 258 29.8 41.3 37.8 36.4 40.2
Non-oil trade balance? 48.3 37.7 47.8 47.3 53.6 67.1

percentage changes

Export volumes 4.4 4.2 57 2.5 07| — 204
Import volumes 16.7 7.9 6.0 28| — 07| — 3.4
Terms of trade 30| —42| — 589 8.5 8.2 6.6

T Atanannual rate. 2 Seasonally adjusted. 3 At constant 1985 trade unit values. 4 Change over
fourth quarter 1991.

and the poor earnings of foreigners on direct investment in the United
States. Indeed, returns (based on market value) on foreign direct
investment in the United States averaged just under 1% in the 1988—-92
period, compared with 4%2% in the mid-1980s and much lower than the
returns of US-controlled enterprises abroad (7%2% compared with 10%
earlier).

Japan

Two-thirds of the $45 billion widening in Japan’s current account surplus
last year was due to an increase in the trade surplus. With the yen appreci-
ating against the dollar, the terms of trade improved as export unit values
changed little in yen terms but import unit values dropped by almost 7%.
Moreover, the progressive slowdown of the Japanese economy produced a
fall in import volumes that reached almost 3%2% in the year to the final
quarter. Imports of machinery and equipment in dollar terms, which had
nearly tripled over the preceding five years, reached a peak last year
whereas those of iron and steel products contracted by nearly one-third.
This decline affected all foreign suppliers except China, which expanded its
exports to Japan by nearly one-fifth.

Export volume growth also slowed appreciably, although some cate-
gories of exports, notably office machinery and semiconductors, continued
to expand rapidly. Even though the number of cars exported fell, their
dollar value increased strongly as a shift towards more expensive models
continued — partly to conform to quantitative restrictions on direct
exports. All this indicates that the structure of exports is changing, with
greater emphasis being put on high value added goods and less on more
standardised products. Exports of iron and steel products and of consumer
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electronics were sluggish. Much of this production has been relocated to
Japanese subsidiaries overseas, particularly those elsewhere in Asia where
labour costs are much lower. Moreover, in recent years Japanese enter-
prises have increasingly served the European and North American markets
through their affiliates in these regions, and less through direct exports.
By the early 1990s, Japanese affiliates’ production had risen to 7% of total
parent company output, compared with only 3% in 1985.

Developments in invisibles transactions last year were dominated by an
increase of almost $10 billion in net portfolio investment income. Over the
previous six years net investment income had nearly quadrupled as Japan’s
net external asset position grew from $130 billion at the end of 1985 to
almost $400 billion at the end of 1991. Last year, receipts of interest and
dividends remained stable, but payments dropped by nearly $8 billion owing
to lower interest rates and a sharp reduction in the cross-border liabilities
of Japanese banks in recent years.

Western Europe

1992 saw a major break in European trade and competitiveness trends as
stagnation set in and the long period of nominal exchange rate stability
stretching back to January 1987 came to an end. Since domestic price and
cost trends had tended to converge only slowly during the late 1980s,
marked shifts in the real exchange rates of European currencies had
occurred. The configuration that had emerged was transformed by large
movements in nominal exchange rates from the autumn of 1992. There are
of course many ways of measuring real exchange rates depending on the
price index used, and in what follows several indicators are given to avoid
undue reliance on any one indicator. The choice of the base year is also
arbitrary, so that the indices discussed below should be interpreted as
measures of changes, and not of levels.

The changes in competitiveness measured from a price and cost
perspective are shown in the graph opposite. One important general obser-
vation is that the recent effective depreciations of the currencies that are
now floating have been very large while the effective appreciations of
those that have maintained their DM parities have been small. This reflects
the general European depreciation against the dollar and the yen in recent
months and the large weight of Germany in trade-weighted measures of
effective exchange rates.

Germany was at the centre of developments in recent years both
because of the anchor role played by the Deutsche Mark in European
exchange rate arrangements and because of the major effects of unification
on import demand which had initially masked the full consequences of
declining competitiveness in a number of European countries. In the event,
Germany's current account swung from sizable surplus to significant deficit,
and its inflation rate rose above the industrial country average.

Among the other larger European countries two broad groups can be
distinguished on the basis of trends over the past five years. In a first group
(Belgium, France and the Netherlands) comparatively low inflation and the
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close link to the Deutsche Mark preserved — or even improved — their
price position relative to other major European countries. Switzerland
achieved much the same by a small nominal depreciation vis-a-vis the
Deutsche Mark which offset its higher inflation over the period as a whole.
The French current account had returned to rough balance by the early
1990s; the other three countries have had large and persistent surpluses
for several years: over 2% of GDP for Belgium, about 3%2% for the
Netherlands and 4'2% for Switzerland (averages over the last four years).
A second group (ltaly, Spain, Sweden and the United Kingdom) experienced
higher than average inflation which had brought about a significant real
appreciation of their currencies by mid-1992. All four countries had
substantial current account deficits. Spain had proportionately the largest
deficit (over 3% of GDP over the last four years), followed by the United
Kingdom (2%2% of GDP), Sweden (just under 2% of GDP) and ltaly (under
12% of GDP).
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Consumer prices in selected European countries in a common currency
Periods Surplus countries? Western Deficit countries’
Belgium | France |Nether-|Switzer-| Average| €™ taly | Spain |Sweden| United |Average
lands land Kingdom?
in Deutsche Mark, 1987 =100
1990 108.4 | 109.1 | 104.3 | 107.0 | 107.2 | 106.9 | 115.4 | 130.1 | 119.8 | 114.7 | 120.0
1991 1124 | 111.5 | 108.4 | 1125 | 7177.2 | 110.6 [ 121.9 | 1388 | 131.6 1254 | 129.5
1992 115.1 | 114.6 | 112.4 | 112.5 | 7713.6 | 115.0 [ 121.9 | 140.6 | 131.8 | 123.8 | 129.5
1992 Q 1=l | 114.8 | 114.4 | 111.9 | 111.9 | 7113.3 | 114.6 [ 1255 | 143.9 | 1347 | 128.0 | 133.0
1992 Q IV 116.1 | 115.0 | 113.9 | 114.0 | 1714.8 | 116.4 | 110.9 | 130.8 | 123.3 111.0 | 119.0
1993 Q| 117.2 | 1161 | 113.6 | 1125 | 71749 | 118.4 [ 1043 | 132.8 | 111.2 | 109.9 | 114.6
1 According to the current account position in 1992. 2 Excluding housing.
Consumer price indices measured in Deutsche Mark provide one
simple indication of relative price movements within Europe and are shown
in the table. Between 1987 and the first three quarters of 1992 (i.e. largely
before the turbulence on European exchange markets) consumer prices in
the deficit countries had risen, in Deutsche Mark terms, by between 25
and 45%, while in surplus countries the increase was between 10 and 15%. ... until abrupt
correction

Large exchange rate changes from September 1992 wiped out this
discrepancy in the case of Sweden and the United Kingdom. The cumulative
rise in ltalian DM-adjusted prices was reduced to only 4.3% by the first
quarter of 1993 as a sharp depreciation of the lira more than compensated
for relatively high inflation during the earlier period of nominal exchange
rate stability: on this measure, Italian competitiveness therefore improved
markedly against each of the other eight countries shown in the table. In
the case of Spain, competitiveness also improved significantly in relation to
1991—-92, but not in comparison with 1987. Over the whole period, the
cumulative rise in German prices was greater than the rise in the four
surplus countries (because of a pick-up in German inflation) and also
greater than that in three of the four deficit countries (because of
exchange rate changes).

Deteriorating competitiveness is beginning to affect Germany’s
external balance. Expressed in constant prices, the trade surplus shrank
further last year. Although exporters no longer tended to divert sales to
domestic markets, exports declined in the year to the fourth quarter of
1992. Sluggish foreign demand for investment goods depressed machinery
exports, one of Germany's key export sectors. Car exports rebounded
after the sharp decline seen in 1991 when manufacturers had diverted
production to meet pent-up demand in the new German Lander, but there
were signs of renewed weakness in early 1993. Export growth fell further
behind that of export markets, widening a gap that had begun to emerge in
the late 1980s. The volume of imports, which had risen strongly until early
1991, broadly stagnated thereafter and declined towards the end of 1992 as
the downturn in activity deepened.

Competitiveness factors have also started to accentuate the deficit on
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The German current account!’

ltems 1988 1989 1990 1991 1992
Year Qlvz
in billions of US dollars

Current account 50.7 57.6 46.7 | —19.8 | —26.0 | —33.0%
Trade balance 78.2 76.2 69.8 21.5 29.5 | 23.83
Net investment income 5.2 11.8 17.2 18.3 10.8 14.1
Other services —-14.6 | —12.4 | =175 | —23.3 | —34.2 |-383
Transfers —18.1 | —18.0 | —22.8 | —36.3 | —32.0 [—326

Memorandum items:
Oil imports 14.7 16.1 21.9 23.9 22.9 | 21.9
Non-oil trade balance+ 57.3 559 41.9 6.7 52 |— 433

percentage changes

Export volumes 6.4 8.6 4.9 1.4 0.2 |— 4.535
Import volumes 6.0 4 13.9 13.9 0.7 0.67.5
Terms of trade —i@it | = 257 155 = 2:3 2.4 2.8

1 From July 1990, including the external transactions of eastern Germany. 2 At an annual rate.

i Seasonally adjusted. * At constant 1980 trade unit values. ° Change over fourth quarter 1991,

services. The real appreciation of the Deutsche Mark has contributed to
increased spending on foreign travel, which rose by 14% in DM terms last
year; with receipts stagnating, the travel deficit was up by $6 billion.
A similar deterioration affected other components of the services account.
Moreover, investment income earnings fell last year as a widening German
short-term interest rate differential vis-a-vis the United States tended to
boost payments more than receipts.

Elsewhere in Europe, too, the link between competitiveness and trade
and current account developments was evident last year. Except in the case
of the Netherlands, the current account balances of the low-inflation coun-
tries strengthened further. Most significant of these developments was the
turnround in France's current account from deficit to surplus. The
improvement of nearly $10 billion was almost entirely due to a strong trade
performance, with export volumes growing by about 6% as French
exporters increased market shares. Import volume growth decelerated to
just 1%, thus arresting a steady rise in import penetration which had
persisted for almost a decade.

In stark contrast, most of the European countries that had lost
competitiveness over the five years or so before the currency crisis faced
widening current account deficits last year. In many instances, trade deficits
have grown and several years of current account deficits have increased
net investment income outflows. The renewed deterioration of the United
Kingdom's trade deficit of nearly $6 billion reflected poor competitiveness
and reduced manufacturing capacity. Despite the still very hesitant recovery
of domestic demand, imports rose steeply in the first half of the year
before stabilising: the year-on-year growth amounted to more than 6% in
volume terms, with manufactured imports rising by 8%2%. Manufactured
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Current account balances of the industrial countries and the Asian NIEs

Countries and areas

Current account balance

of which

Trade balance

Balance on investment
income

Sources: IMF, national data and BIS estimates.

1990 | 1991 [ 1992 | 1990 [ 1991 | 1992 [ 1990 [ 1991 | 1992
in billions of US dollars

Industrial countries -103.7 | —20.9 | —47.9 | — 485 | — 1.9 235 |— 5.8 [—%98 |-21.0
United States — 904 | — 3.7 | —62.4|-108.9 | —73.4 | —96.3 19.3 16.4 10.1
Japan 35.8 429 | 11726 63.7 | 103.0 | 131.9 23.2 26.7 36.2
Western Europe =130 | -57.2 | 696 |— 195 | —483 | —28.7 |— 9.2 [—16.7 [-31.8
France - 98 —63 29 |- 130 ] — 9.0 1.7 =29 =51 | =778
Germany 46.7 | —19.8 | —26.0 69.8 1.5 29.5 V7l 18.3 10.8
Italy — 144 | -21.4 | —25.4 0.6 | — 0.9 2.4 |—13.4 | —16.1 | —20.2
United Kingdom = 294 | =11.6 | =21.5 |— 33.0 | =183 | =241 4.0 0.7 5.7
BLEU! 4.6 4.5 6.3 0.6 | — 0.1 0.9 0.7 1.4 1.5
Netherlands 10.2 Tl 6.7 10.3 10.7 10.8 0.8 0.9 0.5
Sweden — &9 [ = 3.3 | =5 Z:5 51 6.0 |— 46 |— 48 |— 6.5
Switzerland 8.6 10.4 156 |— 68| — 56 | — 0.6 14.8 15.0 15.2
Austria 1.2 01| -03 |- 79| —-97|-97|—-10|—15|-13
Denmark 1.4 2.2 4.6 4.9 4.7 71 |— 56 [—56 |— 58
Finland = F0|(—67 | =51 06 1.1 7 =37 [—46 |— 53
Greece = 36 |=15|=-991=-123 | =123 | —13T7 |= 16 |— 17 |— 20
Iceland = 01 [ —0:3 | = 0.2 01| — 0.1 00 |—-02|—-03]|-02
Ireland 0.0 1.4 2.8 3.0 3.2 5.7 [—52 | =47 |= 54
Norway 4.0 5.0 2.9 8.3 8.3 1.6/ |=2F | =497 | = 36
Portugal = 02|—=07|—-02|— 68| —=78]| =95 ~—10,2 0.1 0.6
Spain ~ 45,7 | =17.0 | =248 |— 29.5 | =31.8 | =37.3 |— 3.7 [—42 |- &2
Turkey - 2.6 03| =0%|= 96| =73 | =82 [—18 | =192 |= 17
Other industrial countries | — 36.0 | —33.0 | —33.4 162 | 169 | 16.5|—39.1 |—363 |-354
Australia —15.0 | —10.1 | —10.4 0.4 3.5 1.5 | —14.0 | -13.3 | -11.2
Canada = 220 | =255 | =23 8.5 5.0 7.8 | —20.8 | —19.5 | —20.6
New Zealand = 133 00| — 08 1.0 2.0 L2 =17 | =18 |= 20
South Africa 2.3 2.2 1.5 6.3 6.3 5.3 | =27 | =28 [- 1.6
Asian NIEs 14.4 9.3 7.8 7.5 3.0 1.6 4.22 4.82 4.62
Hong Kong 3.63 2.73 1.63|— 03| —17[ -39 n.a. n.a. n.a.
Singapore 2.2 3.3 29— 51| —41|— 49 1.3 1.4 1.6
South Korea = & =BF | =46 |= 20| =0 | — 22 |— %10 |—10 | = T2
Taipei China 10.8 | 12.0 7.9 149 | 158 | 126 3.9 4.4 4.1

1 Belgium-Luxembourg Economic Union. 2 Excluding Hong Kong. 3 Balance of trade in goods and non-factor services.

exports, on the other hand, expanded by only 2%2%, below the average
rate of industrial countries, even though some traditional UK export
markets grew strongly last year and the capacity of foreign-owned manu-

facturing enterprises expanded. Sweden, too, continued to lose export

... Sweden ...

market share last year; because of very depressed import demand, the
trade surplus increased somewhat but not by enough to offset the rapidly
growing deficit on net investment income.
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...and ltaly

Smaller
European
countries

Trade expands
strongly

Significant losses in competitiveness up to the middle of the year did
not prevent ltaly from recording a trade surplus of nearly $2%: billion last
year. However, real exchange rate appreciation stimulated imports (with
the volume of imports rising much faster than domestic demand) and
caused a further loss of export market share, albeit smaller than in
preceding years. Competitiveness factors, moreover, further compressed
the surplus on travel services. In addition, there was an increase in net
investment income payments abroad on net external liabilities which now
amount to more than 10% of GDP. The current account deficit widened to
$25 billion.

Trade developments in the smaller European countries have, in a
number of cases, reflected rather specific influences. Of the countries
shown in the graph below, Finland has faced a current account deficit of
around 5% of GDP in recent years; the collapse of exports to the former
Soviet Union was a major factor behind this. The real exchange rate fell
sharply following devaluation in November 1991 and floating in September
1992. By contrast, the real exchange rates of Denmark, Ireland and
Norway have remained relatively stable in recent years; all three countries
registered significant surpluses last year. Despite a marked real appreciation
of the escudo, the current account deficit of Portugal remained small, as a
strong pick-up in EC transfers offset a further deterioration in the trade
balance.

Other industrial countries

Despite an only hesitant recovery of demand and output in Australia,
Canada and New Zealand last year, import demand rebounded strongly,
with volume increases ranging from 7 to 10%. In contrast to most other
industrial countries, these countries’ export markets for manufactured

Real effective exchange rates in other European countries®
Monthly averages, 1987 =100

Denmark —— 130
e lreland
Portugal 120

100

90

Finland 5
Norway \/

| I I | I | | | I | 70
1990 1991 1992 1993

* Based on relative consumer prices.
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goods were buoyant last year. Moreover, competitiveness gains achieved
since 1989 further supported export performance in Australia and New
Zealand. The volume growth of manufactured exports in these two
countries, as well as in Canada where competitiveness gains are much more
recent and have followed a prolonged period of deterioration, was close to
10% last year; agricultural and commodity exports grew more slowly.
Despite trade surpluses in both Canada and Australia, their current
accounts remained in deep deficit as the servicing of large external debts
required heavy investment income payments abroad.

Former centrally planned economies
Eastern Europe

Decisive measures liberalising trade and prices, an opening to foreign
investment and the adoption of more realistic exchange rates have been
among the key ingredients of reform policies in eastern Europe. The
countries which are at an advanced stage in transition and made this policy
choice a few years ago have been rewarded by a marked dynamism of
exports to the industrial world which grew strongly again last year: in the
three years to 1992, the dollar value of their exports to the West rose by
about 85%, implying a significant increase in market share (see the table).
However, exports from the area showed distinct signs of weakness in the
early months of 1993. As noted in Chapter lll, the sweeping reorientation
of trade has been crucial in limiting the recent decline in output. Never-
theless, imports from the West also grew sharply last year, and the region's
trade deficit vis-a-vis industrial countries widened significantly, with the
deterioration deepening as the year progressed.

Some of the factors accounting for the buoyancy of exports were
common to all countries more advanced in the transition process. First,
depressed domestic demand and the loss of traditional markets in the
former CMEA countries forced domestic producers to find outlets in the
West. Secondly, Hungary, Poland and the Czech and Slovak Republics have
all benefited from improved access to western European markets through
a number of trade agreements, notably the Association Agreement with
the European Community and an agreement with the EFTA countries.
However, there were signs during 1992 and early 1993 that eastern
European countries were beginning to run into protectionist barriers: their
main exports — agricultural products, iron and steel, textiles and clothing —
are among the products most protected in the West. The imposition of
EC restrictions on steel imports from former Czechoslovakia was one
indication of the limits of the European trade agreements. Also, the rules
of origin governing goods exported to the European Community under the
preferential treatment accorded by the Agreement may limit the attrac-
tiveness of eastern Europe as an export base for foreign enterprises.

Divergent developments in competitiveness explain much of the
differences in export performance. In the absence of reliable data on unit
labour costs, the graph on page 84 shows measures of competitiveness
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... former
Czecho-
slovakia ...

...Poland...

...and Hungary

Eastern European trade with the industrial world

Exports Imports Trade balance
1990 [ 1991 [19921] 1990 | 1991 [ 19921 | 1990 | 1991 [ 19921
in billions of US dollars

Former Soviet Union | 27.0 | 28.7 | 26.7 | 23.6 | 27.3 | 246 | 35| 15| 2.2
Former Yugoslavia 11.5 109 | 88| 138 | 105 | 86 |-22| 03| 0.3
Other eastern Europe| 22.2 | 25.7 [ 30.3 | 22.0 | 29.5 | 369 | 0.2 |—3.8 |—6.6

Bulgaria 1.0 1.2 1.5 1.6 1.7 1.9 |—-0.6 |—0.5 |—0.4
Czechoslovakia 47| 63| 88 4.9 63| 106 |-02| 0.1 |-1.8
Hungary 5.5 6.4 7.0 5.4 6.6 7.8 0.1 |—0.2 |—-0.8
Poland 8.5 9.5 (10.7 7.7 1 12.6 | 13.5 0.8 (=31 |—28
Romania 2.6 2.3 2.3 2.4 2.3 3.1 0.2 0.0 |[—0.8
Memorandum item: 1989 =100
Industrial countries? 121.0 |137.0 | 145.6

Notes: Based on OECD countries’ trade data. Import data on a c.i.f. basis adjusted to f.o.b. by
subtraction of a 4% f.o.b./c.i.f. margin. The trade of eastern Germany is excluded for 1990.
Bilateral trade between the former Soviet Union and Finland is excluded.

1 Partly estimated. 2 Industrial countries’ imports weighted according to importance as a market
for eastern European exports.

Source: Estimates from OECD trade statistics.

based both on producer prices for industrial goods and on consumer prices.
As discussed in more detail in Chapter lll, consumer price indices may tend
to overstate “true” inflation at a time of price decontrol. Whichever
indicator is taken it is clear that former Czechoslovakia, thanks to tight
macroeconomic policies, has been the most successful in containing
inflation, and thus in maintaining its competitive position. Holding its
nominal exchange rate constant since January 1991, it has also been the
most successful in increasing exports to the West, which grew by 40% in
dollar terms last year. However, a boom in imports, reflecting rising
household consumption and advanced purchases ahead of changes in import
duties, led to a marked deterioration in the trade balance.

Neither Poland nor Hungary has been as successful in maintaining
competitiveness. According to the consumer price measure, continued
(although declining) inflation in Poland has more than offset both the steady
downward crawl in the exchange rate and the February 1992 devaluation.
On this basis, Polish price competitiveness has deteriorated greatly from
the levels seen in 1989 (i.e. before a massive devaluation of the zloty led to
a marked temporary undervaluation of the currency). While the deterio-
ration appears much less marked on the basis of producer prices, a signifi-
cant erosion of competitiveness has occurred; last year, export growth was
modest for the second year running. The loss of competitiveness in
Hungary has continued as the authorities had followed a policy of small and
episodic depreciations which did not fully compensate for the country’s
inflation differential. The resultant real appreciation appears to have slowed
export growth in 1992, with more marked weakness emerging in early
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Real effective exchange rates in selected eastern
European countries

Monthly averages, 1989 =100

Based on relative:

Industrial producer prices
Consumer prices

Czechoslovakia* Hungary Poland
140 140 140
120 A 120 '\A/ V 120
100 100 L// 100
d{‘ 80 80 80
60 60 60
90 91 92 93 90 91 92 93 90 91 92 93

* From January 1993, Czech Republic.

1993. However, two small devaluations in February and March 1993
heralded a new policy of more frequent nominal adjustments to prevent
further real appreciation.

Developments in the countries at an earlier stage in transition have
been more mixed. Romania's exports to the West, which had fallen sharply
at the beginning of the 1990s as the earlier policy of forced exports was
abandoned, remained flat. Despite large nominal depreciations, the official
exchange rate remained overvalued, and export controls were maintained
to underpin domestic price controls. By contrast, Bulgaria’s exports grew
rapidly, and the floating exchange rate actually came under upward
pressure, which was moderated by central bank purchases of foreign
currency, before declining in late 1992 and early 1993; with inflation
high, the country suffered a significant loss of competitiveness during
the year.

The separation of the Czech and Slovak Republics in January 1993 led
to the introduction of new currencies. Although formal parity was main-
tained immediately after separation, the Slovak koruna used in bilateral
trade was shortly afterwards devalued vis-a-vis the Czech koruna. Of
the new states in former Yugoslavia, Slovenia, a relatively high-income
republic not directly entangled in the conflict, had introduced its own
currency, the tolar, in October 1991 and allowed it to float. Foreign
exchange reserves were boosted by the sale of state-owned housing for
hard currency (there were large private holdings of Deutsche Mark); with
monetary policy held extremely tight, a sizable current account surplus
developed as imports were compressed and firms could find markets only
abroad. The reserves thus grew rapidly. Despite a sharp real appreciation
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during much of 1992, the country’s hard-currency current account surplus
rose to about 6% of GDP.

The former Soviet Union

Despite considerable economic disruption the dollar value of exports from
the former Soviet Union to the industrial world held up relatively well last
year. The volume of oil exports to the industrial countries appears to have
risen slightly; the brunt of the 13% decline in oil production therefore fell
on internal consumption in Russia and on oil shipments to other former
Soviet republics. There was, however, a marked decline in the volume of
imports from industrial countries. Overall, an aggregation of trading
partner data suggests that the trade surplus of the former Soviet Union
with the industrial countries may have risen slightly in 1992.

Even so, the authorities’ attempts to stabilise the external value of the
rouble came to nothing. During the first half of 1992, the currency’s much-
depreciated value in the local auction market was supported by inter-
vention and by some attempts at macroeconomic stabilisation. Indeed, the
rouble appreciated during this period (see the graph on page 46). By mid-
year the Russian Government had unified the various exchange rates and
announced its intention to stabilise the external value of the currency. At
the same time, the Group of Ten stood ready to contribute to a $6 billion
rouble stabilisation fund. In the event, however, the authorities did not
carry out their announced programme of macroeconomic stabilisation. The
budget deficit widened alarmingly and the central bank increased credits on
a massive scale. Inflation accelerated, and the rouble fell steeply from about
Rb. 135 to the dollar in late June 1992 to Rb. 415 by the end of December
and to Rb. 886 by mid-May this year.

The collapse of the rouble naturally made exporters very reluctant to
surrender the required 50% of their hard currency to the authorities. The
incentives to understate — and even conceal — export earnings were strong,
and a major capital flight into hard currencies (held in Russian bank accounts
or deposited abroad) occurred. According to BIS banking statistics, deposits
from the former Soviet Union held with reporting banks rose by
$5.8 billion in 1992; almost all of this build-up took place in the second half
of the year when the rouble was plummeting. Faced with an acute shortage
of official foreign exchange reserves, Russia was unable to meet its debt
service obligations; as outlined in Chapter lll, a major debt relief and
rescheduling programme was agreed in early 1993.

Few of the new states have yet managed to come to grips with the
economic consequences of the political disintegration of the Soviet Union.
The scale of the transformation needed was truly daunting as decades of
rigid central planning had left a pattern of mutual exchange and payments
that was a far cry from anything that passes for international trade in the
rest of the world. The planners’ obsession with economies of scale had
fostered extreme specialisation, producing a heavy reliance on inter-
republican trade, with often as much as one-half of domestic output
being exported to fellow republics. Mutual exchange took the shape of
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complicated barter arrangements; relative prices bore no relation to the
world market; and payment arrangements remained little more than the
bookkeeping counterpart of the plan.

This legacy created four challenges for international economic policy.
First, trade relations had to be put on a commercial basis, and in particular
prices had to be brought into line with world prices if local economic
agents were to be given an appropriate “signal” about the opportunities
available on world markets. Secondly, mechanisms had to be devised to
enable the exchange of goods to be governed by comparative advantage,
and not by the state. Thirdly, the nature of the exchange rate regimes that
would govern trade between the republics had to be decided. Finally,
arrangements had to be made for trade payments until such time as their
currencies were convertible. Little progress was made during 1992 in
meeting any of these challenges.

The most glaring price distortion was the undervaluation of energy,
which was not eliminated by very large increases in real energy prices
during the year. The impact of several steep increases in the rouble price of
energy was to a great extent undone by the sharp fall in the rouble: by the
final quarter of the year, Russia was supplying oil to the other states at
about one-third of world prices, although there was great variability across
countries and considerable volatility over time. Even though the non-
Russian republics were thus shielded from the full terms-of-trade deterio-
ration inherent in a move to world prices, they nevertheless ran very large
deficits with Russia.

As for the second challenge, a significant amount of trade effectively
continued to take the form of state trading, with transactions often being
little more than a scaled-down version of exchange patterns laid down
under planning. Despite the abolition of the multiple exchange rate system,
centralised imports of key commodities are still heavily subsidised.

Except in the Baltic states, the third challenge, that of the exchange
rate regime, was evaded as most of the new states continued to use
roubles. By and large they failed to resist the temptation of inflating
domestic rouble issuance to “buy” goods from other republics, an inherent
problem in the multiple and uncoordinated issuance of a single currency. In
the second half of 1992, however, certain restrictions on correspondent
bank transfers among the republics created de facto different currencies
among the various domestic rouble deposits.

Finally, much discussion and numerous proposals failed to put anything
systematic in place to organise payments for mutual trade. Rather, ad hoc
arrangements were settled upon mainly to allow the non-Russian republics
to run large imbalances so that Russian enterprises could be paid for their
exports — thus perpetuating earlier trade patterns. However, an agreement
was reached in early 1993 to establish a rouble-based clearing mechanism
for inter-republican payments, a so-called Interstate Bank. The outline of
the proposed structure of this new institution suggests rather limited credit
facilities and allows for the possibility of flexible exchange rates.

Only in the Baltic states has the introduction of new currencies been
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backed up by macroeconomic measures aimed at preserving the value of
the new money. In June 1992 Estonia introduced the kroon, with a
currency board holding foreign currency assets to guarantee the fixed link
with the Deutsche Mark. Such a system can — if supported by the right
policies — quickly establish public confidence in the local currency even in
difficult circumstances; moreover, by investing in interest-bearing foreign
assets, the board can capture at least some of the seignorage profits of
currency issuance. The return of pre-war Estonian gold and some other
assets provided the initial backing for this arrangement: further increases in
the domestic money supply can be made only as the foreign assets of the
currency board rise — whether through a current account surplus or
through capital inflows. A very tight stance of monetary policy kept
interest rates on kroon deposits very high and led to hard-currency
inflows.

As a transitional measure (with inflation still running high), Latvia made
the Latvian rouble the sole legal tender in July 1992. Although the Latvian
approach differed from that of Estonia in that the exchange rate was
allowed to float, similarly rigorous fiscal and monetary policies were main-
tained. Once the earlier rapid inflationary momentum had been broken,
and it had become clear that the currency’s value on the foreign exchanges
had been stabilised, the authorities began the process of replacing the
Latvian rouble with a new permanent currency, the lat. After initial use
of rouble-denominated coupons, Lithuania intends to introduce a new
currency by mid-1993.

The success of stabilisation policies in both Estonia and Latvia despite
the different exchange rate regimes adopted suggests that fiscal and
monetary policies are of prime importance in avoiding hyperinflation; the
particular choice between fixed and floating exchange rates is secondary.
Even with such success, these economies still face a formidable task of
external adjustment as they seek to wean themselves from heavy
economic dependence on Russia and digest a huge rise in real energy prices.

The Asian NIEs and China

The Asian NIEs' trade expansion hardly slowed last year, with export and
import volumes growing by over 10%, but developments in the four
economies diverged significantly. While domestic demand was subdued in
South Korea and decelerated in Singapore, it gained momentum in Taipei
China and Hong Kong, giving rise to appreciable differences in the strength
of import demand.

Relatively weak domestic demand, real exchange rate appreciation and
sluggish demand in some key markets led to a marked drop in the real
growth of Singapore's imports and exports last year. The country’s
important services sector, most notably travel and transport, produced a
further large surplus, partly offsetting the widening deficit on merchandise
trade. An even more pronounced weakening of domestic demand in South
Korea brought import growth down from over 17% in 1991 to less than
2% last year. But improved competitiveness appears to have stimulated
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exports, which rose by 10% in volume terms, at about the same rate as a
year earlier but much more strongly than at the turn of the decade, when
exporters had had to cope with three years of rapid real appreciation.
South Korea’s current account deficit thus narrowed appreciably.

As the economies of China, Hong Kong and Taipei China continued to
become more integrated, the importance of this group in world trade
increased further, with combined exports to the industrial world last year
amounting to about $137 billion. Hong Kong's direct investment and its
position as an open trading area have greatly contributed to China’s
economic transformation. More recently, a relaxation of political inhibi-
tions has permitted growing links between China and Taipei China.

Exports from Taipei China to China (through Hong Kong) rose to
over $6.3 billion last year; with imports from China flat, Taipei China
recorded a bilateral surplus of over $5 billion. Exports to Japan and the
European Community, however, fell as demand in these markets weakened
considerably, while exports to the United States expanded. At the same
time, real domestic demand grew by over 9%, a little faster than in 1991,
and the volume of imports rose by 17%. The current account surplus
amounted to $8 billion, the smallest for eight years.

Trade with China also provided much of the dynamism for Hong
Kong's exports last year. Heavy Hong Kong investment in recent years has
greatly increased manufacturing capacity in China, and supported a rapid
expansion of Sino-Hong Kong trade: re-exports from China have doubled
since 1989, while domestic exports have hardly changed (see the table).

According to industrial country import statistics, China’s exports rose
to $63 billion in 1992, almost double the level registered only three years
earlier. This continued surge of exports and a much stronger than expected
investment boom — itself export-related — contributed to GDP growth of
about 13%. Although imports rose sharply, China's surplus vis-a-vis the
industrial world widened to $30 billion. According to official Chinese
statistics, however, the global trade surplus halved to $5 billion.

As discussed in more detail in last year's Annual Report, China’s
integration with the world economy has proceeded gradually for more
than a decade, and some vestiges of the earlier centrally planned system
remain. Two aspects are important for international economic relations.
First, international trade remains restricted by a plethora of rules and
regulations. The country does not have a unified trade regime; imports face
high tariffs as well as certain quantitative controls; and special benefits for
exporters have artificially promoted exports. Nonetheless, significant steps
to reduce barriers to imports have been taken recently as China prepared
for the resumption of talks on GATT membership; these measures appear
to have contributed to the surge in imports seen in 1992.

A second aspect is the continued non-convertibility of the local
currency. In managing the economy’s opening to the outside world, the
authorities have relied on a dual exchange rate structure, maintaining an
official exchange rate but at the same time increasing the share of foreign
exchange transactions permitted through the more market-responsive
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China’s foreign trade

1980 | 1985 | 1989 | 1990 | 1991 | 19921

in billions of US dollars

Current account 0.7 |[—11.4 | —43 12.0 | 13.3 6.4
Trade balance =01 =131 | =56 9.2 9.6 5.2

Memorandum items:
Trade with industrial countries?

Balance -5.2 |—114 9.8 | 188 | 24.8| 30.0
Exports 8.1 13.2 | 341 40.0 | 50.9 | 63.1
Imports 13.3 | 246 | 243 | 21.1 | 26.1| 33.1

Exports of Hong Kong
Domestic exports 13.7 | 16.7 | 28.7 | 29.0 | 29.7 | 302
Re-exports from China 1.7 44| 241 | 30.9| 406 | 522
Other re-exports 4.4 9.1 203 | 223 | 282| 37.1

! Partly estimated. 2 Based on OECD countries’ trade data, Import data ona c.i.f. basis adjusted to
f.0.b. by subtraction of an 8% f.o.b./c.i.f. margin.

Sources: OECD trade statistics and national data.

Foreign Exchange Adjustment Centres. By the early 1990s about one-half
of foreign exchange transactions were indeed passing through these
centres. Moreover, substantial devaluations of the official rate (in
December 1989 and November 1990) and considerable progress towards
macroeconomic stability (with much lower inflation and the elimination of
the current account deficit) had by late 1991 reduced the gap between the
official rate and the market-related swap rates to less than 10%.

However, this convergence — which had raised expectations that the
authorities would shortly seek to unify exchange rates — was abruptly
reversed in early 1992. The main causes appear to have been an acceler-
ation in inflation and a sharp rise in imports as well as worries that the
trade liberalisation needed to secure GATT membership would be accom-
panied by a large devaluation of the official rate. The gap between the two
rates widened for most of 1992 and in the early months of this year: by
March 1993, swap rates had fallen 40% below the official rate and black
market rates were lower still. With the official rate itself managed so that
it declines broadly in line with China’s inflation differential vis-a-vis trading
partners, this amounted to a large real depreciation that has exacerbated
recent inflationary pressures.

Major capital movements

Direct investment

Total foreign direct investment from industrial countries fell again last year,
mainly as a result of a sharp cutback in Japanese investment (see the table
overleaf). The flood of Japanese investment in recent years — cumulative
direct investment amounted to more than $175 billion in the 1987 —91
boom period — has apparently yieldled a very poor return. Japanese
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balance-of-payments statistics put total direct investment earnings for 1992
at $7.7 billion; one important depressive influence was the further losses
recorded on investment in the United States (of around $2 billion
according to US balance-of-payments statistics). The United States
recovered its position as the major investor, accounting for about one-
quarter of total industrial country outflows in 1992. US investment in Latin
America rose to over $11 billion, compared with $8": billion of investment
in the European Community.

By contrast, foreign investment in the United States, running at over
$50 billion annually in the second half of the 1980s, turned negative last
year as some earlier investments were liquidated. Despite recession,
foreign direct investment held up relatively well elsewhere in the industrial
world, with the European Community countries again taking a greater
share. Intra-European mergers and the increased presence of non-EC
companies were important influences. Once again the United Kingdom
received the lion's share of investment ($19 billion), followed by France
($16 billion); relatively little investment flowed to Germany and ltaly
($3—4 billion each last year). Investment in Spain and Portugal fell back
from the relatively high levels of recent years.

Global pattern of direct investment
1976-80]1981-851986-90] 1990 | 1991 | 1992°
in billions of US dollars, annual averages
Total outflows 39.8 43.6 | 1659 | 226.0 | 1822 | 158.5
Industrial countries 39.2 42.1 157.4 | 213.0 | 171.1 | 1474
of which:
United States 16.9 8.4 24.6 32.7 27.1 35.3
Japan 23 51| 321| 480| 307| 172
European Community 16.9 20.8 74.4 99.4 90.9 82.5
Developing countries 0.6 1.5 8.5 13.0 11.1 11.4
of which:
Asia 0.1 1.1 il 11.4 2.5 10.4
Latin America 0.2 0.2 0.6 1.0 0.8 1.0
Total inflows 31.8 52.5 145.6 186.0 143.3 133.6
Industrial countries 25.2 34.9 122.6 156.2 101.8 83.9
of which:
United States 9.0 19.1 52.5 45.1 1.5 | =32
Japan 0.1 0.3 0.3 1.8 1.4 2.7
European Community 13.5 12.8 54.5 86.0 68.6 70.3
Developing countries 6.6 17.6 23.0 29.8 41.5 49.7
of which:
Asia 2.1 4.9 13.3 18.6 24.0 28.0
Eastern Europe 0.0 0.0 0.1 0.3 2.4 3.3
Latin America 4.1 5.0 6.3 73 12.0 13.0
* Partly estimated.
Sources: IMF Balance of Payments Statistics, national data and BIS estimates.
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Portfolio capital movements in industrial countries

1976-80| 1981-85[1986-90] 1990 | 1991 | 1992-

in billions of US dollars, annual averages

Total outflows 15.0 60.6 185.0 | 152.8 | 274.0 | 238.0
of which:
United States 5.3 6.5 13.6 | 288 | 450 | 486
Japan 34| 250 859| 39.7| 743| 344
United Kingdom 2.3 13.6 261 | 29.2| 516 473
Other European Community 3.8 10.4 444 | 472 | €69.2| 923
Total inflows 31.9 77.8 | 184.6 | 154.9 | 374.6 | 308.5
of which:
United States 52 29.4 447 | — 0.9 | 51.2 65.0
Japan 5.1 126 | 269 | 347| 1153| 8.2
United Kingdom 2.3 35 22.1 9.4 | 28.7| 296

Other European Community 9.7 18.5 57.3| 850 123.6 | 168.9

Memorandum item:

Equity inflows 5.0 12.4 244 | —18.0 79.0 20.0
of which:

United States 1.8 34 4.9 | —14.5 4.2 | =11.2
Japan 1.0 21| —11.6 | —-13.3 46.8 8.7
United Kingdom 0.5 1.4 10.1 2.6 5.4 9.4
Other European Community 1.1 2.4 13.2 7.0| 109 8.1

* Partly estimated.

Sources: IMF Balance of Payments Statistics and national data.

Foreign direct investment flows within Asia shifted from South-East
Asia, where interest waned somewhat after years of large-scale
investment, to China, where investment rose to almost $7 billion from
$4.4 billion in 1991, with entities from Hong Kong and Taipei China
investing heavily. Investment in Latin America also rose markedly, and there
was a significant increase of investment in eastern Europe.

Portfolio capital

Flows of portfolio capital fell last year but remained high, with aggregate
outflows of $238 billion (see the table above). Investment by Japan and the
United Kingdom — the biggest players in 1991 — declined last year; US
investment increased a little; and continental European investment rose
sharply, with German investment setting a new record of $43 billion.
Indeed, the steep rise in portfolio capital flows to and from continental
Europe has been one of the key features of the 1990s, reflecting not only
the elimination of exchange control restrictions on capital flows but also
the relaxation of limits on institutional investors’ inve