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PREFACE

he World Economic and Social Survey, 1994 is the forty-seventh report of the United

Nations Secretariat on the current state of the world economy. From its inception in
1948—and even then continuing a practice begun under the League of Nations—the
Survey has sought to bring to the attention of the international policy-making community
the major economic and social issues that are of global significance.

The report has previously been issued as the World Economic Survey. It has, however,
never been only “economic” in the strictest sense. In recent years, the Survey has increasingly
focused on specific social issues. This year, to signal our intention to integrate the treatment
of the economic and social dimensions of development more fully, we have added the word
*“social” to the name of the Survey.

It is our hope that the Survey will serve as a main background document for the
discussions of the world economy that take place annually in the United Nations. Attention
is thus accorded to the analysis of current and emerging issues—of both a macroeconomic
and a microeconomic, as well as of a social, nature. Chapter I presents a short-term forecast
of world economic conditions and a preliminary assessment of medium-term prospects,
presenting some implications for national and international policy-making. Chapter II,
surveys recent economic activity and policy in developed and developing countries and
countries with economies in transition. Chapter III is concerned with international trade and
the global trading system, while chapter IV analyses international transfers of financial
resources and issues in the financial development of developing countries and countries with
economies in transition. Chapter V examines the world energy situation.

An issue with both social and economic dimensions featured in the current Survey is that
of unemployment. Recently, unemployment has become one of the major economic and
social challenges faced by the developed market economies. However, the problem is of
global proportions and chapter VI provides an insight into the differing nature of unemploy-
ment in developed market economies, developing countries and the countries with econo-
mies in transition. Chapter VII is on demographic changes and the important social,
economic and environmental phenomena that are affected by them. These two chapters were
prepared with a view to assisting in the global preparations for two important United Nations
meetings, the International Conference on Population and Development to be held this year
and the World Summit for Social Development to be held in 1995. Indeed, the population
chapter draws heavily on material prepared in the Population Division of this Department
for the Population Conference.

The statistical annex contains standardized economic and financial data pertaining to
the analytical groupings of countries that are the main focus of the discussions in the text
and to the key parameters of the international economy. In addition, this year’s Survey also
includes a technical note on alternative ways to measure gross world output and its
distribution among countries over time. It draws on research that has been under way in the
Statistical Division of this Department for some years.

The Survey was prepared in the Macroeconomic and Social Policy Analysis Division of
the Department and draws on information and analyses of the agencies and organs of the -
United Nations system, especially the counterparts to the Headquarters Survey team in the
offices of the regional commissions. In addition, staff of the United Nations Conference on
Trade and Development (UNCTAD) have contributed to the Survey, in particular to the
statistical annex and to the analysis of the Paris Club, in which UNCTAD has observer status.
We are very grateful for the material assistance and the spirit of cooperation of these offices,
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which has deepened over the years. The Survey also uses information and analysis provided
by other organs of the United Nations system and international agencies, in particular the
International Monetary Fund, the World Bank, the General Agreement on Tariffs and Trade
and the Organisation for Economic Co-operation and Development. The analysis in the
Survey is based on information available to the Secretariat as of late April 1994.

et

JEAN-CLAUDE MILLERON
Under-Secretary-General
Jor Economic and Social Information
and Policy Analysis
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EXPLANATORY NOTES

The following symbols have been used in the
tables throughout the report:

Two dots
indicate that data are not available or are not
separately reported.

A dash
indicates that the amount is nil or negligible.

A hyphen (-)
indicates that the item is not applicable.

A minus sign (-)
indicates a deficit or decrease, except as
indicated.

A full stop (.)
is used to indicate decimals.

A slash (/)
between years indicates a crop year or
financial year, for example, 1989/90.

Use of a hyphen (-)

between years, for example, 1986-1990,
signifies the full period involved, including
the beginning and end years.

Reference to “tons”

indicates metric tons and to “dollars” ($)
United States dollars, unless otherwise
stated.

Annual rates

of growth or change, unless otherwise stated,
refer to annual compound rates. In most
cases, the growth rate forecasts for 1993 and
1994 are rounded to the nearest half of a
percentage point.

Details and percentages in tables do not neces-
sarily add to totals, because of rounding.

The following abbreviations have been used:

ADB

Asian Development Bank

AfDB

African Development Bank

AMS

aggregate measurement of support
APEC

Asia-Pacific Economic Cooperation Forum
ASEAN

Association of South-East Asian Nations
BBC

British Broadcasting Corporation

bcm

billion cubic metres

boe/d

barrel of oil equivalent per day

CCFF

Compensatory and Contingency Financing
Facility (of the International

Monetary Fund)

CEAO

Communauté économique de I’ Afrique de
P’ouest

CEPII

Centre d’études prospectives et d’informa-
tions internationales

CFA
Communauté financiére africaine

CIS
Commonwealth of Independent States

CMEA
Council for Mutual Economic Assistance

COMESA
Common Market for Eastern and Southern

Africa
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COMTRADE
External Trade Statistics Database

CP1 o
consumer price index

CSCE )
Conference on Security and Cooperation

in Europe

DSB .
Dispute Settlement Body

DSU
Understanding on Rules and Procedures

Governing the Settlement of Disputes

EC
European Community

ECA
Economic Commission for Africa

ECE
Economic Commission for Europe

ECLAC )
Economic Commission for Latin America

and the Caribbean

ECU
European currency unit

EFTA
European Free Trade Association

EMU
Economic and Monetary Union (Treaty on

European Union, signed at Maastricht)
ERM

exchange rate mechanism

ESAF
Enhanced Structural Adjustment Facility

(of the International Monetary Fund)

EU
European Union

FAO
Food and Agriculture Organization of the
United Nations

FDI
foreign direct investment

FIBOR
Frankfort inter-bank offer rate

FILP
Fiscal Investment and Loan Programme

(of Japan)

GATT
General Agreement on Tariffs and Trade

GCC
Gulf Cooperation Council

GDP
gross domestic product

GEF ‘
Gilobal Environment Facility

GNP
gross national product

gross world product

IDA
International Development Association

IDB ‘
Inter-American Development Bank

IFAD i
International Fund for Agricultural Devel-

opment

ILO
International Labour Organisation

IMF
International Monetary Fund

INSEE i
Institut national de la statistique et des

études économiques

JEC
Joint Economic Committee (of the United

States Congress Staff Study) (concerning
NAFTA)

LNG
liquified natural gas

mbd
million barrels per day

MER
market exchange rate

MERCOSUR
Southern Cone Common Market

MFA
Multifibre Arrangement

MFN
most favoured nation

MSPA
Macroeconomic and Social Policy Analy-

sis Division (of the Department for Eco-
nomic and Social Information and Policy
Analysis of the United Nations Secretariat)
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mtoe
million tons of oil equivalent

NAFTA ’
North American Free Trade Agreement

NAIRU
non-accelerating inflation rate of unem-

ployment

NBER
National Bureau of Economic Research

(Cambridge, Massachusetts)

NIE
newly industrialized economy

ODA
official development assistance

OECD
Organisation for Economic Co-operation

and Development

OPEC
Organization of the Petroleum Exporting

Countries

PARE
price adjusted rate of exchange

PLO
Palestine Liberation Organization

PPP
purchasing power parity

PREALC
Programa Regional del Empleo para

América Latina y el Caribe

Project LINK
International Research Group of Economet-

ric Model Builders, with Headquarters at
the Department for Economic and Social
Information and Policy Analysis of the
United Nations Secretariat

PTA
Preferential Trade Area for Eastern and

Southern African States

REER
real effective exchange rate

SDR
special drawing rights

SEM
Single European Market

SII
Structural Impediments Initiative

SITC
Standard International Trade Classification

Xi

STF
Systemic Transformation Facility (of the

International Monetary Fund)

TRIMs i
trade-related investment measures

TRIPs
trade-related intellectual property rights

UDEAC
Union douaniére et économique de 1’ Afri-

que centrale

UEMOA
Union économique et monétaire de 1’ Afri-

que de I’ouest

UN/DESIPA
Department for Economic and Social Infor-

mation and Policy Analysis of the United
Nations Secretariat

UNCTAD
United Nations Conference on Trade and

Development

UNDP
United Nations Development Programme

UNESCO

United Nations Educational, Scientific and
Cultural Organization

UNHCR

Office of the United Nations High Com-
missioner for Refugees

UNICEF .
United Nations Children’s Fund

UNIDIR ‘
United Nations Institute for Disarmament

Research

UNSTAT
Statistical Division of the United Nations

Secretariat

URV
unit of real value

USTR
United States Trade Representative

VAT
value-added tax

VER
voluntary export restraint

WA
World Bank Atlas

WAMU
West African Monetary Union

WTO
World Trade Organization
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The designations employed and the presenta-
tion of the material in this publication do not
imply the expression of any opinion whatso-
ever on the part of the United Nations Secretar-
iat concerning the legal status of any country,
territory, city or area or of its authorities, or
concerning the delimitation of its frontiers or
boundaries.

The term “country” as used in the text of this re-
port also refers, as appropriate, to territories or
areas.

For analytical purposes, the following country
classification has been used:
Developed market economies:
North America, southern and western
Europe (excluding Cyprus, Malta and for-
mer Yugoslavia), Australia, Japan, New
Zealand.

Economies in transition:

Albania, Bulgaria, the Czech Republic,
Hungary, Poland, Romania, Slovakia and
the former USSR, comprising the Baltic re-
publics, the Commonwealth of Inde-
pendent States (CIS) and Georgia
Developing countries:

Latin America and the Caribbean, Africa,
Asia and the Pacific (excluding Australia,
Japan and New Zealand), Cyprus, Malta,
former Yugoslavia. For some analyses,
China has been shown separately.

South and East Asia:

Unless otherwise stated, South Asia, South-
East Asia and East Asia, excluding China.

Mediterranean:
Cyprus, Malta, Turkey, former Yugoslavia.
West Asia:

Bahrain, Iran (Islamic Republic of), Iraq,
Israel, Jordan, Kuwait, Lebanon, Oman,
Qatar, Saudi Arabia, Syrian Arab Republic,
United Arab Emirates, Yemen.

Major developed market economies
(or the Group of Seven):

Canada, France, Germany, Italy, Japan,
United Kingdom of Great Britain and
Northern Ireland, United States of America.

For particular analyses, developing countries
have been subdivided into the following groups:

Capital-surplus countries
(or surplus energy exporters):
Brunei Darussalam, Iran (Islamic Republic

of), Iraq, Kuwait, Libyan Arab Jamahiriya,
Qatar, Saudi Arabia, United Arab Emirates

Deficit countries

(or capital-importing countries)
subdivided into the following two
subgroups:

Other net energy exporters

‘(or deficit energy exporters):

Algeria, Angola, Bahrain, Bolivia,
Cameroon, Congo, Ecuador, Egypt, Ga-
bon, Indonesia, Malaysia, Mexico, Nige-
ria, Oman, Peru, Syrian Arab Republic,
Trinidad and Tobago, Tunisia, Venezuela.

Net energy importers:

All other developing countries.
Miscellaneous groupings:

Fifteen heavily indebted countries:
Argentina, Bolivia, Brazil, Chile, Colom-
bia, Céte d’Ivoire, Ecuador, Mexico, Mo-
rocco, Nigeria, Peru, Philippines, Uruguay,
Venezuela, former Yugoslavia.

Least developed countries:
(47 countries)
Afghanistan, Bangladesh, Benin, Bhutan,

Botswana, Burkina Faso, Burundi, Cambo-
dia, Cape Verde, Central African Republic,
Chad, Comoros, Djibouti, Equatorial
Guinea, Ethiopia, Gambia, Guinea, Guinea-
Bissau, Haiti, Kiribati, Lao People’s Demo-
cratic Republic, Lesotho, Liberia,
Madagascar, Malawi, Maldives, Mali,
Mauritania, Mozambique, Myanmar, Ne-
pal, Niger, Rwanda, Samoa, Sao Tome and
Principe, Sierra Leone, Solomon Islands,
Somalia, Sudan, Togo, Tuvalu, Uganda,
United Republic of Tanzania, Vanuatu,
Yemen, Zaire, Zambia.

Sub-Saharan Africa:

African continent and nearby islands, ex-
cluding Nigeria, northern Africa (Algeria,
Egypt, Libyan Arab Jamahiriya, Morocco
and Tunisia), South Africa. '

The designations of country groups in the text
and the tables are intended solely for statistical
or analytical convenience and do not necessar-
ily express a judgement about the stage reached
by a particular country or area in the develop-
ment process.



I

The state of the world economy

THE WORLD ECONOMY BEGINS TO GROW AGAIN

he world economy appears set, in early 1994, for the

first significant expansion in four years (table I.1). The
growth of world output this year will still be weaker than
the average rate of growth of the 1970s and 1980s, but
prospects have improved for stronger growth in the me-
dium term.

In 1994, world output is expected to increase by over
2 per cent, twice as fast as in 1993. The developed market
economies are growing again but robust growth is ex-
pected in only the United States of America; in many of
them recession bottomed out only recently and unemploy-
ment continues to rise. Output declined again in the econo-
mies in transition to the market system but considerably
more slowly than before, and some of them appeared to be
at a turning point. Among the brightest features of the
world economy, economic progress continues to spread
among large populations in the developing countries, in-
cluding some of the poorest. The conclusion of the Uru-
guay Round of multilateral trade negotiations in December
1993 was an historic achievement in international coop-
eration that opened up great possibilities of trade liberali-
zation and brightened prospects of long-term growth. On
the other hand, political and ethnic unrest and military
conflict further exacerbated human misery and impeded

Table I.1.
Growth of the world economy, 1988-1995

(Annual percentage change)

economic and social development in many areas of the
world.

The world economy remains a complex mosaic of
sharp contrasts between countries and regions that trends
in aggregate output do not convey. The recent stagnation
of the world economy was due mostly to the developed
market economies, which account for over 70 per cent of
world output. While the severity of the recession and the
problem of unemployment differed greatly among them,
income per capita fell only slightly in these countries,
which are still immensely rich. By contrast, output and
income fell sharply in countries in transition from central
planning to the market system, which account for a small
fraction of world output and where living standards have
already been far lower than in the developed economies at
the beginning of the transition. The systemic nature of their
problem also marks these economies from the developed
economies. The contrast within the group is hardly less
sharp. A number of countries appear to be turning the
corner, while in the majority of the countries output con-
tinues to decline. The developing countries as a whole,
accounting for only 20 per cent of world output but
80 per cent of world population, have, on the other hand,
been growing strongly in recent years, and the trend con-

1988 1989 1990 1991 1992 1993 1994 1995
World output 45 32 1.6 0.3 0.8 1.1 2! 3
Developed market economies 45 33 24 0.7 1.6 1.0 2% 2%
Economies in transition 45 2.1 -6.2 -88 -152 -8.6 -6 0
Developing countries 45 35 3.0 34 49 5.2 5 5
World trade 73 8.0 5.6 46 55 2.7 6 6's
Memo item:
Growth of world per capita income 28 1.5 0 -14 -09 -0.6 0.6 13

Source: UN/DESIPA. Figures for 1994 and 1995 are forecasts based on Project LINK.
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tinued in 1993, This growth has also been widely spread
among large populations of the developing world. Incomes
of a large proportion of the population of the developing
countries, still very low, are growing faster in recent years
than considered likely even a decade ago. Atthe sametime,
the number of countries where incomes continue to stag-
nate and decline remains large, though they comprise a
much smaller proportion of population of the developing
countries than the fast-growing regions.

The virtual stagnation in aggregate world output in
recent years was parallelled by a slowing of growth of
world trade. The rate of growth of world exports declined
from over 5 per cent in 1992 to under 3 per cent in 1993.
The growth was also closely reflected in the regional
variety of the growth of output, with much of the impulse
coming from the strongly growing developing economies
and the recovery in the United States.

Some of the parameters of the international economy
changed significantly but major shocks were avoided.
Interest rates fell further in the industrialized economies,
helping their economic recovery as well as providing an
impetus to flows of capital to the developing countries.
Changes in bilateral exchange rates of some major curren-
cies were significant but appeared to be of no great concern
to policy makers till recent months, while the turmoil in
the European Exchange Rate Mechanism (ERM) was re-
solved. Non-fuel commodity prices fell slightly, while fuel
prices dropped to the lowest level in five years.

Despite the great diversity of conditions, the growth
of the world economy, as well as improvements in critical
cconomic and social areas in many parts of the world, still

largely depends on sustained growth in the developed
market economies. Recent gains, especially low inflation
and a revival of consumer and business confidence, are
grounds for optimism for growth in these economies in the
short and medium term. Any early application of macroe-
conomic tightening or failures in policy coordination
among the major economies could, however, still under-
mine their growth prospects. The strength of growth in
many of the developing countries needs to be sustained
while great efforts at reform and adjustment are still
needed to achieve growth in many others. The transition
of the former centrally planned economies to the market
economy is still a long way away for many of them and
success will depend greatly on the socio-political dynam-
ics of each country. A growing world economy is indispen-
sable for the smooth transition of these economies as well
as for the growth of many developing countries, even
though the latter group as a whole has been growing
strongly in recent years despite slow world growth.

The greatly divergent trends among countries and
regions and the changing relations among them, as well as
the technological changes that are linking economies ever
more tightly through increased flow of trade and finance,
are imparting new urgencies to international economic
policy-making and coordination. The conclusion of the
Uruguay Round was a significant step in this direction. To
implement the Round fully and to address the many com-
plex issues that go beyond those formally covered by it, a
great deal of international cooperation, mutual under-
standing and commitment to multilateralism would still be
needed.

THE ECONOMIC-SOCIAL-POLITICAL WEB

Developments in macroeconomic aggregates are only
warps in a seamless economic, social and political web.
Thus, in most developed market economies, the stagnation
in output in recent years has sharply increased unemploy-
ment, which contributed to other economic and social ills.
But the solution of the problem is more than a matter of
raising the growth rate; it requires changes in the labour
market as well, which in turn raises other social issues. In
large areas of the world, inadequate economic growth has
increased poverty, while in others poverty continues to
increase despite growth. Economic reform has been
sweeping many developing countrics. In some, it has pro-
duced growth. In some others, the short-term effects of
stabilization have been increased poverty and rising politi-
" cal and social tension, which tended to erode the very base
of growth. A resurgence of democracy has coincided with
the need for reform in many developing countries as well
as in countries in transition to the market system. But
democratic rights have also found expression in resent-

ment of the cost of reform in some countries. In others,
political and social inertia has proved too strong for reform
efforts, resulting in economic stagnation and the status
quo. Everywhere, long-term demographic trends have
been influencing economic and social policies. In too
many countries violence has led to immense human misery
and stifled economic change. The present overview of the
world economy briefly draws attention to some important
developments beyond changes in output and trade in this
web of changes, and some of them are elaborated later in
the Survey.

GROWING UNEMPLOYMENT

As economic growth slowed, unemployment rose sharply.
in the developed market economies. The unemployment
rate has been on a secular increase for over two decades,
and the recent recession pushed it to 7.7 per cent of the
labour force in 1993, from 6 per cent in 1990. In western
Europe, the rate shot to 10 per cent and was rising. While
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slow growth itself has contributed to this phenomenon, a
host of other factors, including structural problems and
demographic trends, themselves determinants of growth,
are closely linked with rising unemployment. In the econo-
mies in transition, the very process of restructuring the
economy has led to a sharp increase in joblessness in
societies that are unaccustomed to the phenomenon. In
many developing countries, especially those in which eco-
nomic growth has been slow, unemployment, already
large, continues to increase. Whatever the cause, the cost
of unemployment is large. It ranges from the tangible, such
as loss of income and output, to the social and psychologi-
cal, such as alienation and xenophobia, and often does not
stop at national boundaries.

POVERTY AND INEQUALITY

Reduction of poverty is one of the ultimate goals of devel-
opment. Yet, after years of development, large numbers of
people remain in poverty in many countries. The total
number of people in poverty is estimated at some one fifth
of the total world population, with 90 per cent of them in
the developing countries, mostly in Asia and Africa. The
eradication and alleviation of poverty are major concerns
of policy at both the national and the international levels.
Development in recent years both heightened these con-
cerns and held out hopes of betterment. Thus, the evident
emergence of massive populations in a number of coun-
tries in Asia from structural and endemic poverty in as
short a period as 30 to 40 years has shattered earlier fears
that the process would perpetuate and thus overwhelm
societies. At the same time, the drift into poverty in other
countries, mostly but not exclusively in Africa, in even a
shorter space of time, demonstrated the weaknesses of
domestic and international economic institutions and poli-
cies in sustaining economic and social development. On
the other hand, poverty has been on the increase in some
of the developed countries despite overall economic
growth, and their social security mechanisms, which were
designed to hold selected vulnerable populations from
falling into poverty, have run up against hitherto insur-
mountable problems. Avatilable information also indicates
a deterioration in the distribution of income in many de-
veloping and developed countries during the past years. In
Latin America, real wages fell during much of the past
decade. Those who escaped open unemployment by join-
ing the informal scctor could not prevent a deterioration in
their incomes. This process was aggravated by changes in
the allocative pattern of government expenditure, espe-
cially the decrease or removal of subsidies on items such
as food and transport and reduced public expenditure on
education, health and other social services. South and East
Asia has been experiencing fast rates of economic growth,
low unemployment rates and gains in real wages. Many
countries in the region made considerable progress to-

wards a more equitable distribution of income over the past
years, though trends in others are less discernible, This was
partly the result of deliberate distributive policies by the
Government coupled with a growth strategy that made
better use of available labour resources and in which
human resources development, mainly through the provi-
sion of education, played an important role.

Among many of the developed market economies,
increased earnings inequality is one of the major factors
responsible for the deterioration in the distribution of
income among housecholds. Since the early 1980s, profits
have tended to grow faster than wages. The gap between
the average earnings of the educated and the non-educated
has grown. The phenomenon is discernible in Australia,
Canada, France, the Netherlands, Sweden, the United
Kingdom of Great Britain and Northern Ireland and the
United States.

POLITICAL AND SOCIAL TENSION IN
MIDDLE-INCOME COUNTRIES

Changes in economic policy to respond flexibly to chang-
ing circumstances are essential for growth and develop-
ment. In open societies such changes can, however, be
undertaken and maintained only in a political context. In
Latin America, general or presidential elections in a large
number of countries will have been held between Decem-
ber 1993 and December 1994. Throughout the region, the
economic reform process is at different stages of imple-
mentation and has different degrees of popularity, and its
success depends largely on political support, of which the
election results are an important gauge. So far, in Chile,
where consensus on current economic policies is wide-
spread, the new Government pledged continuity, and re-
forms are most likely to remain in place. By contrast, in
Venezuela, elections were won partly on a platform that
was critical of economic reforms. In no country has the
process of reform been reversed but the need for political
consensus and the attendant tension has come to the fore.

A quest for equity is part of that tension. The Chiapas
uprising in Mexico last January, ironically coinciding with
the coming into effect of the North American Free Trade
Agreement (NAFTA), which was billed as a major step
towards Mexico’s economic prosperity, symbolized the
level of socio-economic tension in Latin America stem-
ming from unbalanced regional development and a large
incidence of poverty. Despite a sharp increase in overall
social spending, over 40 per cent of the population of
Mexico is officially classificd as poor, many of them living
in Chiapas, the least developed of the regions. In both
Argentina and Brazil, further evidence of scattered social
unrest stemming from poverty and inequality has been
reported in recent months, even though success with re-
form differed widcly between the countries.
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SETBACK IN HUMAN CAPITAL
FORMATION IN AFRICA

Concern about the economic decline in Africahas generally
focused on external factors and the fragility of the economic
structure. Far less attention has been given to the develop-
ment of human capital, which is an integral part of the
development process. All developing regions made consid-
erable progress in social areas over the past three decades.
In many countries in Africa, however, progress has been
much slower, and was even reversed in some countries
during the 1980s, as economic conditions deteriorated and
adjustment programmes capped government expenditures
on health and education. For example, Ghana, Uganda and
Zambia—as well as such war-torn countries as Angola and
Mozambique—faced an increase in the under-five mortal-
ity rate between 1980 and 1992. Under-five mortality rates
failed to improve in the Niger and Rwanda. Enrolment rates
also suffered in Africa. During the 1980s, gross enrolment
in primary schools declined from 80.4 to 72.5 per cent and,
for all levels, from 42.3 to 41.7 per cent. Africa was the only
region in the world where enrolment rates for all levels
declined during the 1980s.

CONFLICTS EXACERBATE HUMAN MISERY

Economic development continues to bypass countless vic-
tims of political and ethnic violence. The officially esti-
mated number of refugees can only be a partial measure of
the scale of human suffering. Atthe end of 1993, according
to preliminary estimates of the Office of the United Na-
tions High Commissioner for Refugees (UNHCR), there
were about 16 million refugees in the world, with some 6
million in Africa, 5.5 million in Asia—the bulk of whom
were in the Islamic Republic of Iran and Pakistan—about
3'million in Europe and the former Soviet Union, and about
130,000 in Latin America. In addition, millions were inter-
nally or otherwise displaced, nearly 3 million in the former
Yugoslavia alone. Wars are the foremost cause of displace-
ment. During 1993 and early 1994, civil strife and political

instability in Angola, Burundi, Haiti, Liberia, Rwanda, the
Sudan, Togo and Zaire caused large displacements of
people. Recent conflicts in Armenia, Azerbaijan, Georgia
and Tajikistan, as well as in former Yugoslavia, have led to
millions of refugees and displaced persons. On the other
hand, in areas where conflicts are subsiding, people have
tended to return. For example, millions have returned to
Afghanistan, Cambodia and Mozambique during 1992 and
1993. A peace agreement in Liberia, for instance, will
allow the repatriation of about 700,000 refugees from
neighbouring countries.

THE PEACE DIVIDEND REMAINS UNREALIZED

One of the great hopes generated by the end of the cold war
was that a large-scale switch of expenditure from military
to civilian use could be made. The expectation was that the
savings arising from reduced military expenditure would
help reduce budget deficits, increase national economic
welfare and possibly enable rich countries, now strapped
for cash, to increase economic assistance to developing
countries. The hoped-for “peace dividend” seems not to
have materialized, even though cuts in military expendi-
ture have been large, because the demand-reducing effects
of such cuts have frequently swamped the supply-increas-
ing effects of the switch. The rapid decline in global
military expenditure was largely the result of the reduction
in such expenditure in Russia. The reduction in military
expenditure in the United States has also been substantial
but less spectacular. Both countries are reported to have
lost some 400,000 jobs each in the armament industry by
early 1993, But redeployment of resources has been slow,
and this only contributed to depress aggregate demand and
tended to worsen growth prospects in the short run. Far
from contributing to peace, the necessity of mitigating the
employment impact of the contraction of defence indus-
tries led countries to seek bigger markets for arms abroad.
The peace dividend has proved difficult to reap in an
environment of economic stagnation and decline.

MAJOR DEVELOPMENTS IN 1993 AND EARLY 1994

World output increased by about 1 per cent in 1993, after
similar growth in 1992 and practically none in 1991, the
third successive year when it lagged behind the growth of
world population (see table I.1). Growth slowed further in
the developed market economies as a whole, and improved
in the developing countries and output declined again in
the economies in transition, though less fast than before.

DEVELOPED MARKET ECONOMIES: CAUTIOUS
POLICY AND WEAK RECOVERY

Output in the developed market economies grew by about
1 per cent in 1993, a drop from the 1.6 per cent growth in

1992. Growth had thus been practically crawling along reces-
sionary output levels. The weakness was pervasive. Output
declined in 10 of these economies and stagnated or grew by
half a per cent or more in six others. Much of the increase in
output in these economies was attributed to growth in the
United States, but growth also picked up in the United
Kingdom and a few of the smaller economies. Output de-
clined in France, Germany and Italy, the three largest econo-
mies in continental Europe, and was virtually unchanged in
Japan, the second largest economy in the world.

The macroeconomic objectives in these countries
continued to be to achieve sustainable growth while keep-
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ing the levels of inflation and budget deficits low. Further
considerable gain was made in containing inflation, which
reached its Jowest levels in many years in most countries.
Consumer prices rose by 2.8 per cent in the developed market
economies as a whole in 1993, the lowest increase since 1986,
compared with 3.1 per cent in 1992. On the other hand,
budget deficits increased in most countries, partly because of
the recession itself, as social expenditure increased and tax
revenues declined or stagnated. Except for Japan and, to a
lesser extent, the United Kingdom, anxiety over growing
fiscal deficits effectively precluded the use of fiscal stimulus.
Almost all countries had been relying on monetary policy to
stimulate the economy, and interest rates fell to historic lows
in some. In continental western Europe, monetary policy was
much more cautious than elsewhere, largely reflecting Ger-
man concern about inflation.

Recession and weak growth pushed the rate of unem-
ployment in the developed market economies from
6 per cent in 1990 to 7.3 per cent in 1992 and to
7.7 per cent in 1993. Both the rate of unemployment and
its trend differed markedly among countries. In Japan, the
unemployment rate remained low by international stand-
ards but has been edging upward. In the United States, the
rate of unemployment, the second lowest among the major
economies, rose from 5.4 per cent in 1990 to 7.3 in 1992,
but strong growth began to push the rate down. In all other
major economies and most of the others, unemployment
continued to increase in 1993, with the unemployment rate
reaching a range of 10 to 12 per cent in Canada, France,
Germany, Italy and the United Kingdom. The total number
of unemployed in western Europe reached 18 million in
1993, or an increase of over 5 million since 1990. Despite
recent declines in some countries, for the developed econo-
mies as a whole the rate of unemployment is expected to
increase further in 1994 and possibly continue to increase
well into 1995.

Yet, in no country was the solution of the problem of
unemployment considered to lie within the realm of short-
term macroeconomic policy. While a pick-up in growth was
considered necessary to reduce unempioyment, fiscal stimu-
lus was deemed imprudent. In effect, attempts at policy
formulation in the area in the past year consisted essentially
of a search for explanations of high unemployment.

ECONOMIES IN TRANSITION: TURNAROUND IN
SOME BUT FURTHER DECLINE IN OTHERS

Output fell further in 1993 in most of the economies in
transition but the deterioration was less sharp than in 1992
and in a few cases the economy was growing or was about
to grow again. For these economies taken as a whole,
output is estimated to have declined by some 9 per cent in
1993. The cumulative loss of GDP in individual countries
in eastern Europe since 1989 probably amounted to be-
tween 20 and 35 per cent, and even more in Russia and

some of the other successor States of the Soviet Union.
Unemployment has been increasing in almost every econ-
omy and has already exceeded the levels of most western
European countries.

In some of the countries of eastern Europe, where the
change to the market system began earlier than in the
successor States of the Soviet Union, there has been con-
siderable progress in the transition as well as evidence of
a turnaround in output. Output grew by 4 per cent in 1993
in Poland and appeared to have stopped contracting in the
Czech Republic. In Romania, output increased slightly
after one of the sharpest declines in these economies since
the process of change began. Decline of output, also among
the steepest, slowed in Bulgaria and Slovakia.

The results of stabilization measures have been mixed.
Inflation remains high in most countries. In 1993, annual
inflation ranged from 20 per cent in the Czech Republic to
265 per cent in Romania and increased in the Czech Repub-
lic, Romania and Slovakia. In Poland, inflation eased but was
still as high as 35 per cent in 1993, High inflation in most of
these economies was closely associated with large fiscal
deficits. Fiscal consolidation was, however, beginning to be
achieved in some countries. In the Czech Republic, the budget
was brought into balance in 1993 and in Poland the deficit
shrank to 3.4 per cent of GDP.

Measured by the success of privatization, consider-
able progress in transition has been made in some coun-
tries. In the Czech Republic, there has been a wave of
successful privatization. Hungary launched a programme
of mass privatization in early 1994. In Poland, 60 per cent
of total employment is accounted for by the private sector.
A third of GDP was produced in the private sector in the
Czech Republic in 1993, and a quarter in Hungary and
Romania. Most countries, however, still have a long way
to go in privatization of large state enterprises.

In the former Soviet Union, the transition process not
only started later than in eastern Europe, but in most of the
successor countries the magnitude of the problems associ-
ated with the change has proved large, especially in Russia,
by far the largest country of the group. This was reflected
in very large declines in output and difficulties of macroe-
conomic stabilization and reform. In Russia, GDP fell by
about 12 per cent in 1993, following a 19 per cent decline
in 1992, taking the level of output below 65 per cent of that
of 1989. Presaging the difficulties of recovery, investment
declined even more steeply.

The difficulties of macroeconomic stabilization in
Russia are reflected in high inflation, which has from time
to time appeared close o being tamed, only to surge again.
Consumer prices rose some ninefold in 1993, but appeared
to be easing in early 1994. The fundamental underlying
cause of high inflation has been an excessive growth of
money supply, owing, in turn, to the lack of hard budget
constraint of state enterprises. Credit creation has, how-
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ever, been on a downward trend. The consolidated central
government deficit, a prime source of demand for money
creation, though still high, fell from 37 per cent of GDP in
1992 to 9 per cent in 1993,

DEVELOPING COUNTRIES: STRONG
GROWTH CONTINUES

In the developing countries taken as a whole, output grew
by 5 per cent in 1993, which is expected to be maintained
in 1994, Two features of this growth stand out. First, it has
been widespread. Countries where per capita output in-
creased by 2 per cent or more accounted for over
70 per cent of the population of the developing countries
in 1992-1993. Countries where it increased by 5 per cent
or more accounted for 40 per cent of the population. Sec-
ondly, developing countries have, on the average, contin-
ued to grow strongly while the industrialized economies
stagnated or were in recession. This is in particular true of
South and East Asia and China. The region appears to be
emerging as a new growth pole with a still small domestic
market, but whose influence on the rest of the world
economy is beginning to be felt.

In Latin America and the Caribbean, output grew at a
modest 3.3 per cent in 1993, up from 2.1 per cent in 1992.
The growth in 1993 was largely accounted for by strong
growth in Brazil, the largest economy in the region, and
continued growth in Argentina and Chile. Among the large
economies, Mexico experienced a virtual stagnation in
output after a modest growth in 1992. In most of Latin
America, economic reform efforts continued and the suc-
cess of stabilization measures was reflected in a marked
fall in inflation to under 15 per cent in a majority of the
countries in 1993,

By contrast, in Africa there was little change in the
decade-long trend of falling output per capita. GDP grew
by about 1.5 per cent in 1993, or half the rate of growth of
population, after an even lower growth in 1992, Adverse
weather conditions still critically determine agricultural
output in many countries, and political strife continues to
stifle economic growth and development in many areas of
the continent.

In the Mediterranean region, much of the economies
of former Yugoslavia are devastated, providing one of the
starkest illustrations of the goals of economic and social
development being totally subjugated by ethnic rivalry and
military conflict. Output in these economies in 1993 was
on the average probably half the 1991 level.

The strong recovery of West Asia from the impact of
the Persian Gulf crisis could not be sustained in 1993 and
growth slowed down to about 3.5 per cent. This was largely
the result of falling oil revenues and the accompanying
contractionary fiscal policy. The rate of economic growth
declined sharply in the Islamic Republic of Iran and Saudi
Arabia. In Kuwait, post-war reconstruction and rchabilita-

tion were near completion but the Iragi economy continues
to languish under the effects of international sanction.

The economies of South and East Asia were able to
sustain an average GDP growth of over S per cent in 1993,
the eighth consecutive year of above 5 per cent growth.
Despite a wide range of economic performance, a large
majority of the countries of the region, excluding China,
achieved growth rates of 5 per cent or more, with half
achieving 6 per cent or higher rates. Growth was led by the
newly industrialized econornies (NIEs). In general, contin-
ued strong export performance, buoyant domestic demand,
often supported by investment in infrastructure, expanding
intraregional trade and continued inflow of foreign direct
investmient contributed to strong growth. In India, major
economic reforms are under way and are expected to lay
the foundation for sustained growth.

The Chinese economy grew by 13.4 per cent in 1993,
after only a slightly lower rate in 1992. The economy has
been growing at an average annual rate of almost
10 per cent since 1980, which has gone a long way in
improving the living standards of the vast population,
despite regional and other disparities. A major concern in
1993, however, was the sustainability of such growth.
Inflation increased sharply and measures were taken to
cool down the economy but with uncertain results.

Economic stabilization and reform, a central feature of
policy in numerous developing countries over the past
decade, continued. Stabilization measures in Latin America
can already claim considerable success in bringing down
inflation in the region. Large-scale privatization has been
implemented in many countries, especially in Latin Amer-
ica. Among the large developing countries, Brazil initiated
a new programme of reform and, in India, efforts at major
reforms that were started in 1991 were stepped up. In
Africa, reform efforts continued in a number of countries
butin some others there were policy reversals or suspension
of reform efforts, often resulting from political turmoil.

Improvement in economic fundamentals in a number
of countries, especially in Latin America, and strong
growth, diversification and continuing economic reformin
a number of others, particularly in Asia, have led to alarge
flow of private external finance to developing countries in
recent years. The flow continues to be large, though slow-
ing somewhat, in 1993. The uncertainty surrounding the
flow to Latin Ammerica has, however, increased with the
continuing widening of the current account balance of
many of these countries. The prospects of an increase in
interest rates in the industrialized economies might also
tend to discourage some private flows. Nevertheless, on
balance, the flows of private finance to developing coun-
tries are expected to remain sizeable for the near term. On
the other hand, the flow of concessional official finance,
on which many low-income countries critically depend,
has been barely increasing and its prospects remain dim,
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OUTLOOK FOR THE WORLD ECONOMY!

FORECASTS FOR 1994 AND 1995

The rate of growth of world output is expected to increase
from 1.1 per cent in 1993 to 2.3 per cent in 1994 and to
slightly above 3 per cent in 1995. World per capita output is
thus expected to increase in 1994 for the first time since 1989,
The improvement in 1994 would comprise continued
strength of the United States recovery and modest growth in
western Europe and Japan, while developing countries should
maintain their recent rate of growth of above 5 per cent.
Growth is expected to resume or pick up in a number of
countries in eastern Europe, but the successor States of the
former Soviet Union will suffer another large fall in output.
The problem of unemployment in the developed market
economies will not be diminished by these growth prospects
and will worsen in the economies in transition.

Reflecting the gathering strength of world economy,
the growth of world trade is expected to accelerate to
6 per cent in 1994 from less than 3 per cent in 1993. Ex-
pansion of world output and trade is in turn likely to be
accompanied by a modest increase in non-fuel commodity
prices and improvement of terms of trade of commodity-
producing developing countries.

In the developed market economies, growth is fore-
cast to improve from 1 per cent in 1993 to slightly over
2 per cent in 1994 and 2.7 per cent in 1995, the slowest
recovery in recent history. Individual economies, in early
1994, remained at different phases of the business cycle
but their growth rates will tend to converge over the year.

As of late 1993 and early 1994, the strength of the
United States economy was the greatest source of opti-
mism about the short-term growth prospects of these
economies. The dip in growth rate in the first quarter of
1994 is likely to prove temporary. The economy, which
began a slow process of recovery in early 1991, is expected
to return to its long-term growth path in 1994, Although
the strong growth in the last quarter of 1993 will not be
sustained, the economy appears set to grow by 3.5 per cent
in 1994 and by about 3 per cent in 1995. Growth in 1994
will be led by robust housing and business investment,
both increasing by 10 per cent, supported by consumer
spending, which is expected to grow by 3.5 per cent. The
growth climate is expected to be sustained by low inflation,
with the consumer price index rising by 2.5 per cent in
1994 and 3.5 per centin 1995. Unemployment is set to fall,
as the growth momentum is maintainéd, but only slowly
to 5.8 per cent by 1995, a percentage point lower than in
1993, That rate is, however, already close to the “natural”
rate, at which inflation could pick up, but there is consid-
erable differences of opinion on the exact value to be
attached to that rate.

In Japan, recession appeared to be bottoming out in
early 1994 but only a modest growth of 1 per cent is

expected for the year as a whole. The weakness of the
recovery is likely to persist well into 1995, with growth for
that year averaging only about 1.5 per cent. Private con-
sumption and housing construction are expected to lead the
modest recovery, the latter spurred by lower land prices
and mortgage rates. Business investment would continue
to be weak largely because of the overcapacity built during

- the “bubble” years of the late 1980s. The recent apprecia-

tion of the yen would further discourage investment by
making exports less competitive. The series of fiscal pack-
ages introduced over the past two years has so far had only
limited effects on the economy but should have a more
significant impact by the middle of the year.

Western Europe is expected to emerge from recession
this year. In the United Kingdom, output should grow by
2.6 per cent in 1994, spurred by low interest rates, which
can be expected to increase somewhat towards the end of
the year. In continental western Europe, a general but
modest reduction of interest rates, following the Bundes-
bank’s lead, is, however, expected through 1994. Low
inflation and the favourable impact of the policy mix of
loose monetary policy and tight fiscal positions on invest-
ment should lead to modest growth. For western Europe
as a whole, output is expected to grow by about
1.7 per cent in 1994 and 2.6 per cent in 1995. Exports are
likely to pick up in 1994 as growth in the United States and
developing Asia boosts demand, but are unlikely to be a
strong source of growth except for countries that left ERM,
because of the loss of competitiveness entailed by the
appreciation of European currencies.

Despite the upturn in output, unemployment will con-
tinue to be high in most developed market economies and
will grow in some. For the developed market economies
as a whole the rate of unemployment will remain un-
changed in 1994 and 1995 at its 1993 rate of 7.7 per cent.
In western Europe, it will rise to over 10 per cent in 1994
and remain at that level in 1995,

In the economies in transition, output is expected to
fall again, by some 6 per cent, in 1994 and may stop falling
in 1995, ending five successive years of decline. The
diversity of the prospects is, however, far wider than in the
developed market economies and the uncertainties sur-
rounding the outlook far greater,

In the six countries of eastern Burope, output is likely
to increase on the average by just over 2 per cent in 1994
and 3 per cent in 1995. In Poland, output is expected to
grow by 4 per cent in 1994, while growth is expected to
turn positive in the Czech Republic. In Bulgaria, Hungary
and Slovakia, the decline in output is likely to bottom out
in 1994.

The outlook for Russia and some of the other succes-
sor States of the former Soviet Union is generally more
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dim. Output is likely to fall by some 9 per cent in the
successor States of the Soviet Union as a whole in 1994
and would probably stop falling in 1995. The tasks of
reform and transition in some of these countries, including
Russia, by far the largest, rernain difficult and the prospects
uncertain. :

Stabilization will continue to be a major task of eco-
nomic policy in most of the economies in transition,
though the magnitude of the problem will vary from coun-
try to country. In the Czech Republic, inflation is likely to
decline to single-digit numbers in 1994. The improvement
in Hungary and Poland is likely to be far less impressive,
with inflation remaining in a 20-25 per cent range in 1994.
Inflation may not fall below 50 per cent in Bulgaria and
below 120 per cent in Romania. For Russia, even broad
orders of magnitude are hard to predict but inflation is
unlikely to fall to two-digit levels soon.

In the developing countries, the comparatively strong
growth of recent years is likely to be maintained in 1994
and 1995, with output growing by slightly above 5 per cent
in both years. This mostly reflects prospects of continuing
robust growth in South and East Asia and China. A signifi-
cant further improvement in per capita output can thus be
expected in the region.

In Latin America, the growth of output is expected to
slow down, from 3.3 per cent in 1993 to under 3 per cent
in 1994 and to a slightly lower rate in 1995. In Brazil,
growth is unlikely to be sustained at the strong level of
1993 as the implementation of new stabilization pro-
grammes continues. This alone will contribute much to the
slow-down in the region. With the major exception of
Venezuela, most economies will expand, though growth is
expected to slow down in Argentina and Chile. The Mexi-
can economy is expected to grow by about 3 per cent in
1994, responding to recent expansionary policies and the
effects of NAFTA, after a year of practically no growth.
Further reduction of inflation is expected in most countries
of the region.

The economic prospects of Africa remain poor. Out-
putis likely to grow by alittle more than 2 per cent in 1994,
with only a slight improvement in 1995. In other words, a
reversal of the trend of declining per capita output is not in
sight. More than in any other region, growth in Africa
continues to depend on the weather. In a number of coun-
tries, economic prospects also depend on the return of
peace and stability. While economic reform is expected to
continue in many countries, results in terms of growth can
be expected in only a few. The modest improvement in
non-fuel commodity prices expected in 1994 and 1995 can
be only a partial respite to the fall in income. The improve-
ment would not, however, extend to the energy exporters
since oil prices are likely to remain weak.

In South and East Asia, growth is expected to accel-
erate from 5.4 per cent in 1993 to over 6 per cent in 1994

and to be maintained at that rate in 1995. Countries of both
the first and the second generation of NIEs are forecast to
maintain high growth rates. With economic recovery in the
industrialized countries and continuing strengthening of
intraregional links, exports should increase strongly and
thus provide a stimulus to growth in most of these econo-
mies. Investment in infrastructure is also expected to re-
main a major source of growth. The recent high level of
foreign direct investment is expected to be maintained in
these countries. Among the other countries, progress in
economic reform is expected to be maintained in India and
growth of output is likely to improve from 3.8 per cent in
1993 to 5 per cent in 1994,

Since late 1993, a major objective of economic
policy in China has been to cool down the overheated
economy, while avoiding a hard landing. Pursuit of this
policy is expected to continue for the near future and is
likely to reduce the rate of growth of GDP from
13.4 per cent in 1993 to about 10 per cent in 1994, A
significant improvement in the living standards of the
most populous country in the world would nevertheless
continue. The infrastructural bottleneck, especially in
transport, is expected to persist and tend to constrain
output. Strong growth shifted the country’s balance of
trade into a deficit in 1993, which is likely to persist in
1994 but to improve somewhat. A number of major new
economic reform programmes are expected to be imple-
mented this year, including reform of the taxation sys-
tem and strengthening of the banking system.

SHORT-TERM RISKS AND UNCERTAINTIES

The modest growth of the world economy for 1994 and the
moderate rate forecast for 1995 are subject to a number of
risks and uncertainties of various degrees. Some of these
are associated with the critical global assumptions made,
while others concern possible developments in individual
countries or regions.

While most indications are that oil prices will remain
fairly stable though depressed over the medium term, the
possibility of large changes cannot be ruled out. The re-en-
try of Iraq in the oil market, without adjustment in produc-
tion in other OPEC member countries, or a rapid recovery
in production in the former Soviet Union could, for exam-
ple, lead to a sharp fall in oil prices. Though this can only
benefit oil importers and can even provide a short-term
stimulus to their economic growth, the large transfer of real
resources that such price changes imply will have serious
consequences for the balance of payments of developing
country oil exporters, which are already under stress, and
will sharply reduce their growth prospects.

The risks of a resurgence of inflation in the developed
market economies are perceived to be small. An over-anxious
action by a major country to stifle inflationary expectations
by raising interest rates could undermine growth prospects,
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with obvious adverse consequences, through repercussions
on exchange rates and interest rates on other countries.

In the economies in transition, the growth forecast and
the progress in economic reform critically depend on the
preservation and strengthening of social consensus on
reforms. In a number of countries, political complexities
and the continuing fall in living standards can still under-
mine such consensus. Moreover, inter-State rivalries could
forestall attempts at regional economic cooperation, which
is essential in a number of cases. Reform and growth will
also depend partly on the ability of these countries to
expand their exports to developed market economies. A
slow-down of growth in the latter would adversely affect
the prospects of the economies in transition.

While political leadership is critical in developing
countries and the economies in transition in sustaining
desired economic policies, it is important in the industri-
alized countries as well. Frequent changes of government
in a number of these countries, in the wake of scandals and
internal dispuies, and prospects of changes of government
in a few others, could affect the continuity of policies
assumed in the present forecasts.

Among the developing countries, while their large
number might allow offsetting developments to leave the
forecast of average growth unchanged, growth prospects
of some country groups are subject to considerable risks.
This is especially ihe case for many countries in Africa,
where large sectors of the economy are dependent on the
weather and political and ethnic unrest can produce sharp
losses of output.

Uncertainty also surrounds the flow of financial re-
sources to the developing countries. The positive flow of
private capital to those countries, especially to Latin Amer-
ica, was partly the result of a large interest-rate differential
between those countries and the industrialized economies.
A substantial rise in interest rates in the latter could reduce
the volume of the flow and may even change its direction.

While these risks and uncertainties would point to
growth that is weaker than forecast, there are also fac-
tors that could eventually lead to a more robust growth
in 1994 and 1995. In particular, a surge in confidence as
aresult of more solid signals of non-inflationary growth
in parts of Europe and Japan could lead to additional
increases in consumption and investment. Feedback ef-
fects could reinforce the process leading to a signifi-
cantly faster growth in the world economy.

THE SECOND HALF OF THE 1990s

Beyond 1995, the world economic outlook becomes more
conjectural. Nevertheless, recent changes in the world
economic landscape point to a combination of forces that
have rarely been present since the early 1970s. They sug-
gest the possibility of more sustained growth in the second
half of the 1990s.

The recovery after the world recession of 1982 led to
an unbroken period of economic growth in the developed
market economies that stretched to 1989. The average
annual rate of growth during those seven years was close
to 3.5 per cent and, on the whole, unemployment receded
by two percentage points. However, two features made the
process unsustainable: structural fiscal deficits, which re-
mained large in some of the major economies, and asset
inflation. The latter was largely the result of falling interest
rates and rapid increases in household and corporate debt,
and partly explains the vigour of consumer expenditures
during that period. The costs of German unification and
the Irag-Kuwait conflict, accompanied by sudden changes
in oil markets, further complicated a situation that was
proving unsustainable by the late 1980s.

By mid-1994, the underlying situation in the devel-
oped market economies is markedly different. Economic
policies are more balanced. Fiscal consolidation rather
than benign neglect of fiscal deficits is the preferred ap-
proach. Financial rehabilitation has run its course, and the
financial health of business and households has largely
been restored in most countries. In Germany, the costs of
unification have largely been met, providing more room
for policy manoeuvre in the country and its partners in EU.

Interest rates are lower today than in the mid-1980s.
While this leaves less room for further reductions, it should
be possible to keep interest rates relatively low, especially
since present measured inflation as well as underlying
inflationary pressures have been remarkably subdued.2
International oil markets have attained some degree of
stability and it is not expected that markets will tighten
significantly in the medium term. Although non-fuel com-
modity markets could be expected to strengthen somewhat
with the recovery, real prices of primary commodities are
unlikely to become a significant source of cost-pushed
inflation.

The rate of investment has, on the whole, also in-
creased since 1992, Accumulated technological change
and the fact that business confidence is still improving
point to further increases in gross fixed capital formation,
making it less likely that supply bottlenecks would soon
emerge to slow down the recovery. The completion of the
Uruguay Round has allayed some of the tensions in the
trade field and should significantly boost business confi-
dence. Barring sudden changes in policies, therefore, de-
veloped market economies appear poised to return in the
second half of the 1990s to an expansion path that could
emulate the period 1983-1989—growing at an average
annual rate of 3 per cent or possibly higher.

Under such conditions, unemployment should begin
to recede. The present trend towards growing income
inequality in many developed market economies, as well
as increasing poverty in several of them, should also be
expected to subside.
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Among the transition economies, the eastern Euro-
pean countries are showing clearer signals of a turn-
around. While their decline in overall output constituted
adrag on the world economy in the early 1990s, a positive
rate of growth—even if modest—should contribute sig-
nificantly to world gross domestic product in the future.
Recovery in the successor States of the Soviet Union,
which could take longer, should also contribute to a
stronger world economy.

Developing economies as a group have grown at an
annual rate of 5 per cent or more since 1992. Growth im-
pulses have come largely from internal dynamics, rapid
increases in intraregional trade and net inflows of external
finance. The latter might cost more as developed market
economies recover. Nevertheless, the supply of interna-
tional capital for creditworthy countries is unlikely to be
constrained. Sound investment projects should find ade-
quate financing in either domestic or external markets. The
progress made in the late 1980s and early 1990s inresolving
the commercial debt problem should further ease con-
straints in access to capital markets. Thus, on the aggregate,
external financing should not constitute an obstacle to the
continuation of the growth path of the past few years.

Yet, the large divergence of performance among de-
veloping countries will not disappear. Spontaneous eco-
nomic forces are not likely to reduce the marked
differences in their rates of growth in gross domestic
product; nor will they tend to ameliorate the debt situation
of many middle-income and low-income countries. Na-
tional and international cooperation policies will still be
required to pull slow-growing developing countries and
put an end to the debt overhang.

In sum, the gradual strengthening of developed mar-
ket economies, the turnaround—albeit with a different
time-frame—of economies in transition, the consolidation
of economic reforms and the likely continuation of rela-
tively fast growth in many developing countries suggest a
significant growth acceleration for the world economy in
the second half of the 1990s. Barring any unforeseen
shocks, in particular if industrialized and developing coun-
tries absorb smoothly the unprecedented changes taking
place in the international capital markets as a result of
pervasive deregulation and globalization, the world econ-
omy should enter the twenty-first century in a much im-
proved condition.

IMPLICATIONS FOR POLICY

The prospects for the world economy clearly turned for the
better in the first part of 1994. In many countries, the
economic fundamentals are more encouraging than they
were ayear ago: inflation is at its lowest level in many years,
financial rehabilitation is well under way and fiscal bal-
ances are moving towards consolidation. Higher growth in
the United States and a continuation of strong growth in
many developing countries lifted income in large areas of
the world. Anumber of other industrialized countries appear
well on their way to recovery, adding to the prospects of a
faster growth of world income in 1995. At the same time,
there were signs of a turnaround from a long decline in
output in a number of economies in transition. Growth in
the developing countries as a whole has accelerated and is
expected to remain robust. Within specific regions, the
historic political changes in the Middle East and in South
Africaand political settlements in Asiaand Central America
should have far-reaching positive impacts on the future
economic well-being of those regions, particularly if the
processes receive adequate international support. The com-
pletion of the Uruguay Round has added a further boost to
global confidence about growth prospects.

Nevertheless, the overall pace of growth of the world
economy leaves little room for complacency. Many prob-
lems continue to call for the attention of national and
international leaders. The improved growth of 2.7 per cent
projected for the developed market economies in 1995 is

unlikely to result in a significant reduction in unemploy-
ment in most of those countries. The improvement in the
economies in transition is important because it marks a
return to positive growth, but the levels of output in those
countries will remain less than they were some years ago.
Among the developing countries, a large number will still
stagnate and poverty and human suffering will remain
rampant, albeit in some cases for political rather than
€Conomlic reasons.

In the developed market economies, no major depar-
ture in policy stance is called for at the present time. Rather,
there is a need to maintain stability in policy and to
improve policy coordination among the major economies.
Because growth is picking up in most of these countries, a
return to fiscal consolidation, rather than a fiscal stimulus,
needs to be a main objective of policy in the United States
and Europe. Only in Japan does fiscal expansion continue
to have a large role to play. On the other hand, an abrupt
consolidation, beyond that expected from automatic stabi-
lizers, could hurt the chances of recovery.

Otherwise, the room for stimulative macroeconomic
policies is limited to the possibility of further reductions
of interest rates, especially in Europe. The recent action of
the Bundesbank in nudging down short-term rates should
help growth in that region. The danger appears to lie in an
overcautious monetary policy in any major economy. Re-
cent actions by the United States Federal Reserve to push
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up short-term rates with the objective of scotching infla-
tionary expectations has been widely seen as an example
of such a danger. The very low inflation prevailing in the
United States and the evidence, such as data on wage
settlements, that it will remain low in the short term cali
into question the need for monetary tightening.

The economies in transition as a group are still expe-
riencing a fall in output. Even in countries that are showing
signs of recovery, economic hardships endured by the
population remain severe and social problems continue to
mount. Considerable progress, however, has been made in
a number of countries in the process of economic transfor-
mation. The future development of the emerging private
sector will be an important factor for their stable recovery.
Economic changes are acquiring socio-political dynamics
of their own in every country and, to outside observers, not
all shifts in policies may appear consistent with reform. In
so far as the commitment to reform is firm and clear,
however, external support must continue to be made avail-
able and increased.

In most countries of Affrica, the problems of growth
and development remain grim, even though considerable
efforts have been made at economic reform and adjust-
ment. Various circumstances, both internal and external,
have often prevented these efforts from being sustained for
an adequate period of time and policy reversals have taken
place. Africa’s economic vulnerabilities and the weak-
nesses of its development institutions make the task of
reform that much more difficult, and neither deficiency is
likely to be quickly remedied. Nevertheless, Africa has no
realistic alternative to sustained reform efforts. However,
given the magnitude and nature of the challenge, success
in this long-term venture will require a commensurate
commitment by the international community.

In addition to its economic difficulties, Africa has now
become the region where political instability and violence
are most widespread. In an increasing number of African
countries, civil unrest has not only halted development but
has also reversed previous achievements. Its cost is meas-
ured not only in terms of national human and physical
resources destroyed or wasted, but also in terms of the
possible erosion of international support for African devel-
opment. Consolidation of peace and political stability
throughout Africa must remain a priority, both on short-
term humanitarian grounds in the afflicted countries and

because it will immensely enhance the prospects for the:

lTong-term economic development of the continent as a
whole. In this context, the historic step to multiracial
democracy in South Africa should open a new era of
economic development effort in that country, which will
also have a positive impact on other countries in the region.

Reform and adjustment must also continue elsewhere
among the developing countries. The considerable gain
that has been made in economic stabilization and reform

in many countries needs to be consolidated. The encour-
aging recent net flow of financial resources to the devel-
oping countries has been as much a result of the reform
measures undertaken and the consequent increase in con-
fidence in those economies as it has been a factor contrib-
uting to their improved performance. Sustaining this
confidence by continuing and consolidating these reforms
is necessary to prevent a possible reversal of these flows.

Short-term fluctuations in the markets of primary
products remain a critical factor of instability for many
developing countries, particularly in Africa. However, the
long-term question also has to be addressed. Adjustment
programmes have to be focused on changes leading to
more efficient production structures and diversification of
exports. The experiences of a growing number of develop-
ing countries demonstrate the value of policies that pro-
mote exports of manufactures, semi-manufactures,
services and primary commodities with a comparatively
high-income elasticity. But changing the production strue-
tures of traditional primary commodity exporters will take
time and will require considerable investments. Adequate
signals to potential investors—domestic and foreign—are
as important as financial flows. The international financial
systemn, including multilateral financial institutions—the
World Bank and regional development banks—will be a
key instrument in the mobilization of financial resources
for investment in new export diversification programmes,
especially in Africa. The reduction of trade barriers as a
result of the Uruguay Round should also facilitate diversi-
fication, although it will be necessary to cushion some of
these countries, especially some of the net food importers
and the least developed countries, from the short-term
effects of liberalizing world trade.

The past decade has seen unemployment evolve into
a universal problem, from one that used to be concentrated
heavily in the developing countries. In the vast majority of
these countries, the number of unemployed and underem-
ployed remains very large, although the problem differs
widely among countries in its magnitude and nature. Em-
ployment creation in the developing countries must in
general be seen primarily in the context of long-term
economic growth and development. The example of labour
shortages in some of the fast-growing developing coun-
tries underlines the importance of raising the pace of
economic growth as an indispensable way of reducing
unemployment.

In the economies in transition, visible unemployment
has increased sharply as a result of economic reform, but
the real extent of unemployment is often disguised by
labour-hoarding in state enterprises. Further labour-shed-
ding by these enterprises is bound to increase the problem.
Success in reducing the real magnitude of unemployment
will depend largely on how fast the private sector expands,
especially in manufacturing. At the same time, policy
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measures are needed during the restructuring process to
avert massive lay-offs from state enterprises through tar-
geted temporary subsidies. After a while, successful re-
structuring could be expected to open new opportunities
for employment.

In the developed market economies, levels of unem-
ployment are much too high and, in some cases, still
growing. This is not only a cyclical phenomenon, but also
has secular elements. Despite the magnitude and the long-
term nature of the problem, it has not been a universal
national policy priority in these countries. A political con-
stituency of the unemployed themselves does not exist:
they are neither a homogeneous nor a permanent
group. Political leadership therefore has to play a critical
role in solving a problem that has large collective eco-
nomic and social costs. An improvement in economic
growth is essential for job creation in these countries.
However, structural factors and rigidities in the labour
market are also major constraints to growth inemployment
in many cases and the problem therefore calls for a multi-
plicity of approaches. The latter should comprise macroe-
conomic policies, including changes in the social security
systems that enhance the labour content of growth, as well
as labour market measures.

The liberalization and globalization of financial mar-
kets have changed the nature of the economic risks that
individual countries face. The deregulation of financial
flows has made countries more prone to speculative ac-
tions by private agents, foreign as well as domestic. By and
large, financial markets have functioned smoothly, coping
with the rapid growth in the volume of transactions. In
some developing countries, however, the robustness of
capital markets has depended heavily on the foreign funds
that were attracted as a result of economic and financial
liberalization measures. The increased volatility of these
markets in more recent times has, however, been largely
dueto the intrinsic instability of international capital flows.
A number of such countries have been forced to raise
interest rates sharply to prevent large outflows of short-
term capital, thereby putting in jeopardy their real econo-
mies and their reform efforts. The question of adequate
provision of liquidity to confront a speculative run has thus
become a key issue for international cooperation in the
current environment. More generally, the systemic impli-
cations of the virtually instantaneous transfer of funds in
markets that function 24 hours a day and the emergence of
new instruments in the financial markets need the attention
of domestic and multilateral financial institutions.

Any long-term improvement in growth in any country
hinges on structural change, flexibility of markets, techno-
logical progress and better microeconomic management.
While the last three are largely matters of national effort,
structural changes have important international dimen-
sions. By aiming to bring down trade barriers, the agree-
ments under the Uruguay Round also aim at changes in the
structure of production that raise efficiency through im-
proved resource allocation.

The conclusion of the Uruguay Round was alandmark
in international cooperation, but some recent expressions
of concern about the rapid growth of exports from devel-
oping countries suggest the persistence of protectionist
sentiments. These need to be immediately dispelled and,
to do so, it is important to see how trade between countries
arises. One of the major determinants of trade is the differ-
ences in factor endowments between countries. That is
why, for example, many developing countries have a natu-
ral advantage in exports of labour-intensive or low-tech-
nology products to labour-scarce and capital and
skill-abundant developed countries. The growing chorus
of concern in the developed countries that increased com-
petition from the developing countries is depressing wages
in their high-wage economies, therefore, strikes at the very
rationale of trade. Such concern has no basis in fact. High
unemployment and depressed wages in the advanced
economies are largely the result of slow growth and tech-
nical change and have little to do with import competition
from low-wage countries. Any policies or measures that
restrict trade harm both the importing and the exporting
countries, reducing the growth prospects of both of them
and of the world as a whole. It is in this spirit that the
Uruguay Round aimed at improving the growth and devel-
opment prospects of the world economy and it is for the
same reason that the ratification and speedy implementa-
tion of the Final Act of the Round must remain at the top
of the international agenda.

Among the results of the Uruguay Round, the decision
to set up the World Trade Organization is a milestone in
the evolution of the trading system. As a permanent body
providing a forum for continuing trade negotiations, it
should eliminate the need for periodic “rounds” of nego-
tiations. As a more effective dispute settlement body, it
should contribute greatly to the strengthening of the mul-
tilateral trading system. As a key instrument in enforcing
disciplines and “rules of the game”, it will ensure that there
are fair opportunities for all and not just for those that have
substantial bargaining power.
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NOTES

1 These forecasts are assessments of the United Nations Secre-
tariat using mainly Project LINK, a global econometric model
incorporating over 70 national models, and are based on the
following major assumptions: macroeconomic policies of the
major developed market economies will not diverge significantly
from their current stances; in particular, it is assumed that interest
rates will remain low, with long-term United States rates close to
7.5 per cent; the consolidation of the United States fiscal deficit
will continue on its present course; oil prices will decline further,
with the average price of OPEC crude falling from about $16 per
barrel in 1993 to $14 in 1994 and $13 in 1995. Prices of non-fuel
commodities are assumed to increase by 3 per cent in each year

for food and tropical beverages, and by 2 per cent in 1994 and
6 per cent in 1995 for other commodities. A critical assumption
behind the forecasts for the economies in transition is that social
consensus on economic reform will hold or strengthen where it
is still weak.

2 Forthe seven major industrialized countries, the GDP deflator
declined from a range of 2 to 8 per cent during 1983-1991, to
between 2 and 4 per cent in 1993 and is likely to decline to
between 1 and 3.5 per cent in 1994. That is, inflation has been
virtually halved.
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Current developments and policies

‘ N ] orld output grew by 1 per cent in 1993, barely above

the growth rate in 1992 and the fourth consecutive
year of growth well below the average of the 1980s (see
table I1.1). The outlook for 1994, while incorporating a
faster rate of world economic growth, will still be less than
the 1980s’ average. This global trend is mainly owing to the
growth of output in the developed market economies, which
account for almost three fourths of world economic activity

(see table A.1). Almost 80 per cent of the world popula-
tion, however, live in the developing countries where
output grew 5 per cent in 1993 for the second year in arow
and where output is expected to continue at the same pace
this year. Economic activity continues to drop sharply in
the countries in transition from centrally planned to market
economy systems, although the beginnings of recovery
can be seen in some of the eastern European countries.

Table I1.1.
Growth of gross domestic product (GDP) by region, 1981-1994
Memo items:
comparative indicators
Growth of
population,
1991-1995
Growth of GDP (average
(annual percentage change) annual Population
1981- percentage in 1993
1988 1989 1990 1991 1992 1993? 1994° change (millions)
World 29 32 1.6 0.3 0.8 1.1 2 17 5572
Developed market
economies 2.8 33 24 ¢ 07 1.6 1.0 2% 0.6 812
of which:
United States 2.8 2.5 0.8 -1.2 2.6 3.0 3% 1.0 258
European Union 2.1 3.4 28 ¢ 07 1.1 -0.4 1% 03 347
Japan 4.0 4.7 4.8 43 1.1 0.1 1 04 125
Economies in transition® 3.1 2.1 62 ¢ 88 -152 -8.6 -6 04 394
Eastern Europe 22 0.0 -11.6 ¢-112 -52 0.8 2 02 97
USSR and its
successor States 35 3.0 -4.0 -8.0 -18.3 -12.0 -9l4 0.5 297
Developing countries 3.1 3.5 30 34 49 52 5 2.0 4 341
Latin America and
the Caribbean 1.4 1.1 -0.1 2.8 2.1 33 3 1.8 466
Africa 18 2.8 22 16 0.8 1.6 24 29 702
West Asia -1.7 3.2 19 -0.2 5.7 3.5 34 30 146
South and East Asia 59 6.1 6.4 53 52 54 6 2.0 1755
China 99 4.3 39 8.0 132 13.4 10 14 1205
Mediterranean 25 04 1.1 -5.6 -1.9 -0.3 4 1.5 85

Source: UN/DESIPA. Data on population are those published by the Department in World Population Prospects, the 1992 Revision (United

Nations publication, Sales No. E.93.XIIL7).
Preliminary.

The former Soviet Union and eastern Europe.

e O T

Forecast, based on project LINK, Estimates are rounded to the nearest quarter percentage point.

After 1990, the former German Democratic Republic is included in Germany.
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The fast-growing developing countries were concen-
trated in Asia, as in the past, although a number of Latin
American countries experienced rapid growth as well.
Africa remains a major focus of concern, however, as per
capita output for the continent as a whole continued its
relentless fall. Africa remains highly vulnerable to adverse
international and domestic economic conditions, as well
as being stricken by civil conflict and instability. Output in
Africa is not expected to grow as fast as population once
again this year.

Policy concerns around the world focused, as they
have in the past, on the search for sustainable economic

growth. In the developed market economies this largely
took the form of seeking to overcome recession or nurture
recovery without setting off inflationary forces. Unem-
ploymentrates were more and more considered a structural
issue and largely beyond the capacity of short-term policy
cures. In transition economies, the focus of policy has been
on stemming the declines in production while advancing
the fundamental institutional changes required for intro-
duction of market economies. In developing countries, the
concerns centred on managing growth or preparing for it,
while continuing with macroeconomic stabilization and
structural adjustment programmes.

RECESSION AND RECOVERY IN THE DEVELOPED MARKET ECONOMIES

In 1993, real GDP fell in 10 developed market economies. !

Output of the group as a whole, however, grew by
1 per cent because some of the other countries in the
group—in particular the largest, the United States of
America—had passed from earlier recessions into the re-
covery phase of their business cycles. As of the first quarter
of 1994, signs of recovery were broadening to more coun-
tries, but the economic environment was still difficult for
policy makers to interpret. Indeed, consumer attitudes,
even where improved, were generally cautious (see figure
IL).

The key macroeconomic objective of policy makers
in these countries has been to steer their economies onto
an adequate and sustainable economic growth path, while
keeping or moving inflation, unemployment and govern-
ment budget deficits within acceptable limits. Progress on
the inflation front has been considerable. For the group as
a whole, consumer prices rose by 2.8 per cent in 1993,
almost half the inflation rate of 1990, when accelerating
price increases in some countries had begun to concern
policy makers (see table A.7). However, the anti-inflation-
ary policies that the monetary authorities of several coun-
tries began to take at the start of the 1990s—when coupled
with other developments, in particular rising debt burdens,
that were in any case weakening the impulses to economic
growth—had tipped several countries into recession.2
Australia, Canada, New Zealand, the United Kingdom of
Great Britain and Northern Ireland and the United States
were the first into recession, beginning in 1990, as well as
Finland and Sweden, followed later by much of the rest of
continental western Europe and Japan.

Unemployment was already high in several countries
for structural reasons (see chap. VI), but the recessions
forced it higher and in many countries it became a highly
salient political issue. Also, budget deficits swelled partly
as a consequence of the “automatic stabilizers”, i.e., the
increases in social expenditures and declines in tax reve-
nues that usually come into play during recessions. Some

Governments, including those of Japan and the United
Kingdom, also took direct steps to counteract recession
with fiscal measures, which added to the budgetary impact
of the automatic stabilizers. In all the large economies
except Italy, which has been fighting severe budget diffi-
culties, and in most of the small economies, government
deficits surged (see table A.8).

When 1993 ended, unemployment rates had begun to
decline in most of the countries that had been the first to
slip into recession, as mentioned above. Yetin all of them,
and in the countries still waiting for recovery to gather
steam, the scope for employment remained a central policy
concern. However, only the Government of Japan still
found room to contemplate an additional fiscal stimulus
and that only as a temporary measure that would be cor-
rected soon after. Elsewhere, swollen budget deficits had
alarmed policy makers and 1994 fiscal programmes for
budget correction were set up in many countries. In addi-
tion, monetary policy was already quite loose in Japan,
while in Europe the monetary authorities continued to
consider only small and tentative new steps towards easing
their policy stances. Each wished to rebuild or hold the
confidence of the business community that the Govern-
ment would pursue only sustainable policies. Meanwhile,
in the United States since early this year, the same concern
began to turn the attention of the monetary authorities to
the need for a slightly more restrictive policy stance. In
other words, fixing the unemployment problems of the
industrialized countries—even to the degree they had a
cyclical component—was widely considered to lie beyond
the scope and time-frame of new macroeconomic policy
initiatives in 1994.3

THE UNUSUAL 1993 RECOVERIES

Among the economies that began their recession first,
Canada and the United States reached the trough in the first
quarter of 1991, but there was little growth in economic
activity in either country until 1992 and even then the
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Figurell.]l.

Consumer confidence in seven major economies,” 1989-1994
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United States: The Conference Board;
Canada; Conference Board of Canada;
Japan: Current Consumption Survey,
Economic Planning Agency;

Germany, France, Italy and United Kingdom:
European Economy.

For Canada and United States, measure is an index
(1991 = 100, 1985 = 100, respectively); for Japan,
index measures average sentiment (0-100),

where 50 = expect no change; for others, measure
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expect an improvement minus percentage who expect
a deterioration.
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growth was unusually slow for the recovery phase of a
business cycle. In the United Kingdom, output declined
into 1992 and significant growth did not resume until 1993.
Australia and New Zealand began to recover slowly during
1992.

However, towards the end of 1993, the growth of
output accelerated in Canada and rose sharply in the United
States. It rose to almost a 3 per cent rate in the second half
of the year in the United Kingdom (see table 11.2). The
growth of activity in all three countries was supported by
reduced interest rates and an improvement in the net asset
position of households and firms, as excessive debt levels
from an earlier period were worked down and refinanced,
and as corporate restructuring operations proceeded.

In all these countries, various combinations of mone-
tary and fiscal policies to counter the recession were ac-
tively considered, if not always taken. They illustrate the
opportunities and limitations of making macropolicy for
recovery in the present economic environment.

In the case of the United States, the Federal Reserve
reduced its discount rate in several stages from 7 per cent
in December 1990 to 3 per cent in July 1992, the lowest
level since 1963. From then until February 1994 no further
steps in either direction were taken, as the stance of policy
was considered to be broadly appropriate to the evolving
economic conditions. Reflecting the monetary policy eas-
ing as well as persistent economic slack, short-term inter-
est rates fell sharply, ending close to zero in real terms,
compared with an average real interest rate of 2 per cent in
the past 30 years.

Despite its low price, credit demand in the United States
remained flat and the broad measures of the money supply
showed little growth.4 Low deposit rates encouraged house-
holds to use deposit balances to pay off debt as well as to shift
funds into longer-term instruments, especially bonds and
stocks. A considerable amount of debt refinancing took place
and with the stock market rising, many firms issued new
equity shares. Declining interest rates also contributed to a
substantial fall in debt-service burdens of both the business
and household sectors. In this way, accommodative monetary
policy helped ease the deflationary impact of the excessive
debt build-up that had taken place in the latter part of the
1980s.5 Nevertheless, it took almost two years of balance-
sheet adjustment after the decline in GDP had ended in 1991
for debt repayment burdens to fall enough and net asset
positions to improve so as to generate a significant increase
in aggregate spending.

During that period, there were many calls for a fiscal
stimulus to strengthen the United States recovery. But
long-standing budget problems and then growing, if weak,
signs that the economy was gaining strength deterred the
United States Government from undertaking a fiscal
stimulus. Instead, in August 1993, the United States Con-
gress and Administration adopted a five-year budget-re-

duction plan. The prospects that the United States budget
deficit would finally be corrected then helped reduce long-
term interest rates. Nominal yields on long-term bonds fell
to record lows by the autumn of 1993,

Not surprisingly, sectors that are sensitive to interest
rate changes have led the United States expansion, notably
housing, consumer spending on durable goods and busi-
ness investment in capital equipiment. The latter was the
strongest component of the expansion in the second half
of 1993, rising at an annual rate of about 20 per cent
compared to average annual growth rates of 1.5 per cent in
the previous three years. Indeed, it was the fastest increase
since 1972.

The United States was not the only country demon-
strating unusually slow reactions of economic activity to a
sharp easing of monetary policy. In Canada, short-term
rates fell from over 14 per cent in mid-1990 to under
6 per cent in 1993. Accompanying the monetary easing,
there has been a substantial decline in the external value of
the currency (see table A.9), which reinforced the impact
on aggregate demand of the monetary actions. Yet, during
the first two years of the recovery, growth was weak, as the
economy continued struggling with the consequences of
earlier inflationary pressures and excessive debt accumu-
lation. As in the United States, no major fiscal action to
stimulate demand was taken.

Recovery came, also as in the United States, when the
delayed effects of the monetary easing finally worked their
way through the system, coupled with the stimulus from a
revival of import demand in the United States, which
accounts for three fourths of Canada’s foreign sales. The
recovery has been led by a strong rise in capital spending,
taking advantage of interest rates having fallen to a 30-year
low. Consumer spending, however, was growing more
slowly than output, reflecting the continuing very high
rates of unemployment and modest wage increases.

in the case of the United Kingdom, economic reces-
sion was at first tolerated as a cost of maintaining the
exchange rate of the pound sterling within the currency
grid of the Exchange Rate Mechanism (ERM) of the
European Monetary System. Speculation against the
pound, in essence, forced the British Gavernment to aban-
don this policy, however, in September 1992 and it left the
ERM. Short-term interest rates had been forced up from
about 10 per cent in the summer months of 1992 to
15 per cent at the moment of the exchange rate crisis.
Monetary policy was then substantially relaxed and the
exchange rate of the pound fell some 10 per cent againsta’
basket of European currencies (the ECU). Short-term in-
terest rates fell in several steps, continuing down to
5.25 per cent in February 1994. As a result, exports grew
significantly in 1993, and because mortgage costs fell
substantially and mitigated the household debt burden, it
helped stimulate consumer expenditure.
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Table 11.2.
Key economic indicators in seven major industrialized economies, 1992-1993
Quarter
1992 1993 Year
I I 111 v 1 i 1 ve 1992 1993°
Growth of gross domestic productb
Canada 0.0 0.0 04 2.5 32 35 1.7 38 0.7 24
France 31 0. 07 -1.0 -35 0.7 14 0.4 12 -09
Germany 79 05 -14 -34 -64 23 26 20 16 -19
Italy 2.0 14 23 20 -07 27 20 0.3 09 -07
Japan 21 <19 03 -11 35 21 1.1 22 1.1 0.1
United Kingdom -3.8 0.7 14 1.4 25 24 28 2.8 -0.5 19
United States 35 2.8 34 5.7 1.0 1.9 2.9 7.0 2.6 30
Total 2.9 0.7 1.1 1.5 0.6 10 19 24 1.6 1.1
Unemployment rate®
Canada 107 112 115 115 110 113 113 110 112 111
France 101 103 104 107 111 115 119 121 104 116
Germany® 4.5 4.7 4.6 49 53 5.6 5.9 6.3 4.6 538
Italy 99 100 101 9.3 9.1 107 103 107 98 102
Japan 2.1 2.1 22 23 2.3 24 25 2.8 2.1 25
United Kingdom 9.5 9.7 10.1 104 105 10.3 104 100 99 103
United States 7.2 7.4 74 7.2 7.0 6.9 6.7 6.5 7.3 6.7
Total 6.6 6.8 6.8 6.8 6.8 6.9 6.9 6.9 6.7 6.9
Consumer price increases®
Canada 1.8 1.8 1.8 1.5 30 0.6 1.8 2.1 1.5 1.8
France 2.0 3.0 03 2.0 33 2.6 1.0 1.6 24 2.1
Germany® 47 43 1.8 39 74 33 17 23 41 4.
Ttaly 37 4.5 33 5.2 4.1 43 4.0 4.5 52 43
Japan -1.4 55 -18 1.8 0.0 3.6 1.8 -1.0 1.7 13
United Kingdom 2.3 89 -03 1.6 -27 . 67 1.1 1.3 37 1.6
United States 2.8 3.1 31 31 34 30 1.5 3.0 30 3.0
Total 2.1 42 14 2.8 26 34 1.7 19 29 2.6
Industrial production increases®
Canada -2.7 2.0 4.0 5.6 9.2 6.6 4.2 5.6 04 6.1
France 0.4 -0.7 2.1 -7.6 -9.7 0.0 15 23 -0.1 47
Germany® 79 -71.0 68 -123 -114 -1.8 1.5 04 -1.8 -6.7
Ttaly 24 <17 77 52 -1 46 29 25 07 36
Japan 92 92 17 -107 1.7 -67 1.1 -139 62 45
United Kingdom 33 04 49 22 0.7 37 44 47 05 2.5
United States -3.1 5.5 2.1 46 -21 2.1 2.8 74 15 22
Total -2.8 -1.6 -0.8 -3.5 =21 -1.2 22 -0.4 -1.5 -1.5

Source: UN/DESIPA, based on data of IMF, OECD and national authorities.

Note: Growth rates of totals are weighted averages, with GDP, consumption and industrial production weights, as

appropriate.
Partly estimated.

Germany is western Germany only in this table.

o 8aoe

rate.

The Government’s budget deficit in 1992 and 1993
rose substantially, reflecting both automnatic stabilizers and
the decision to take deliberate growth-promoting meas-
ures. These included more funding for capital projects,
purchases of unoccupied housing, a temporary increase in
tax incentives for investment in plant and machinery, and
the abolishment of a 10 per cent tax on motor vehicles. As

Percentage change in seasonally adjusted data from preceding quarter, expressed at annual rate.

Percentage of total labour force; seasonally adjusted data as standardized by OECD.
Percentage change in average consumer price index in quarter relative to preceding quarter, expressed at annual

a result, instead of the surpluses of almost £5 billion per
year of 1986-1990, the Government once again became a
net borrower. The public-sector borrowing requirement
rose to £37 billion in 1992 and approximately £48 billion
in 1993. Lastly, with the recovery under way, corrective
fiscal policies were put in place for 1994 and 1995,

In both Australia and New Zealand as well, monetary
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policy was eased significantly since 1990, with interest
rates in Australia having fallen from 18 per cent to under
5 per cent, while in New Zealand short-term borrowing
costs are now at a 23-year low. In addition, in the early
1990s strong public-sector spending was the major growth
component in the Australian economy.

In none of the five economies was inflation reignited.
In the United States—the country furthest along its recov-
ery path—consumer prices in 1993 rose by the smallest
amount since 1986 and producer prices were virtually un-
changed. Even United States health-care prices rose only
5 per cent in 1993, less than in any year since 1973, This
notwithstanding, more recently the prices of some indus-
trial commodities, especially base metals and textiles, as
well as all major categories of chemicals have increased
substantially. But emphasis continues to be placed on rais-
ing productivity and wage increases continue to be modest.

Even so, in February 1994, for the first time in five
years and again in March and April, the United States
Federal Reserve tightened monetary policy and thus the
interest rate at which commercial banks borrow from one
another rose from 3 per cent to 3.75 per cent. The intent
seemed to be primarily to signal to the private sector that
inflationary pressures would not be allowed to build up. If
that were to happen, it would require more drastic tighten-
ing later on and that could endanger the expansion. As it
is, long-term interest rates began to rise significantly,
indicating that inflationary expectations were returning to
the financial markets, albeit in advance of hard data on
actual inflationary pressures.

The United States was also the farthest along in seeing
improvements in its employment situation. The rate of
unemployment fell from over 7 per cent in mid-1992 to
6.5 per cent in the last quarter of 1993 and it is expected to
fall further this year. Yet the employment situation is
considered quite serious in the United States, as the full-
time openings in a broad swath of job categories—includ-
ing those for semi-skilled workers and recent graduates
from college as well as high school—are far below what
is needed to absorb the available workforce. Thus, even
though the employment statistics in the United States look
encouraging set next to those of most other developed
market economies, it was the United States President who
proposed that the Group of Seven, the Governments of the
major industrialized countries, collectively take up the
problem of unemployment and that the resulting confer-
ence of the Group—held at the ministerial level in March
of this year—took place in Detroit, where unemployment
has been especially severe.

LIMITED RESULTS OF RECOVERY
EFFORTS IN JAPAN

Japan ended 1993 with GDP falling and unlike earlier
recessionary periods, no brisk recovery is under way or

expected. Unemployment was also rising as the year ended
(see table I1.2). The unemployment rate was still under
3 per cent, reflecting the reluctance of large Japanese em-
ployers to release workers during downturns. But firms
were paying a price for this policy, as industrial output
remained about 13 per cent down from its peak in the first
quarter of 1991. Indeed, if not for funds provided through
the Ministry of Labour for employment adjustment, enter-
prises would by now have released considerably more
workers.

There had been certain signals by the spring of 1993
that the Japanese economy might finally be turning
up. First, public investment and then, in the second quarter,
private residential investment propped up aggregate de-
mand. Both were widely seen as outcomes of government
efforts to pull the economy out of recession through mone-
tary easing and a series of fiscal expansion programmes.
Towards the end of the year, private consumption also
started to firm, especially spending on durable goods that
are associated with housing investment.

But the rapid appreciation of the yen during 1993
appears to have had a countervailing effect on the manu-
facturing sector, which accounts for about 30 per cent of
GDP. Inventory adjustment stagnated, then deteriorated
significantly in the fourth quarter and, as a result, industry
continued to reduce investment spending.

All the monetary easing by the Bank of Japan and the
economic policy packages of the Government since the
recession began have done little more than slow the overall
sharp contraction in Japanese private expenditure. The
Bank of Japan, on its part, has eased its monetary stance
in several steps. In the seventh reduction since July 1991,
the official discount rate was set to the historically lowest
level of 1.75 per cent in September 1993. Easing of the
monetary stance has been helpful in reducing the cost of
business operations and the cost of carrying high levels of
debt; but with the existence of considerable excess capac-
ity, it has not been effective in inducing private non-resi-
dential investment.

On the fiscal side, the Government announced its fifth
economic package in February 1994. It is larger than its
predecessors, committing an additional ¥15 trillion—over
3 per cent of GDP—to the recovery effort. It also reduced
income taxes. The size and composition of this package
underline how much the initial steps underestimated the
difficulties of the Japanese economy. The first economic
measures, announced at the end of March 1992, did not
entail additional spending, but the rescheduling of planned
projects. In that case, 75 per cent of the public works
scheduled in the 1992 fiscal budget were to be started in
the first half of the year.6 The first large expenditure
programme was announced in August 1992, followed by
additional programmes announced in April and September
1993, and finally the programme of February 1994. As
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table I3 shows, the 1992-1993 programmes together
committed about ¥30 trillion, although, as will be dis-
cussed, the fiscal impact of the programmes was far
smaller.

While the commitments in the fiscal programmes
added up to a substantial sum, disbursements have been far
lower. The supplementary budget to support the spending
for the August 1992 package was not approved by the
parliament until December, and comparable delays were
experienced in the subsequent programmes, excepting the
1994 effort. Even after funding approval, projects had to
go through a bidding competition before execution began
and thus the direct expenditure impact of the programmes
could well be expected to be drawn into 1994. Moreover,
political scandals involving large construction companies
have further delayed the execution of projects in the latter
half of 1993.

In the first three fiscal packages, the bulk of the
spending was on investment-related projects, although not
all of that translated directly into additional expenditure on
goods and services. About half the total was for public
investment in the classic sense, i.e., public works, con-
struction of facilities and local government projects. But a
portion of this was for land purchases for the projects and
was a transfer of ownership rather than a direct increase in

aggregate demand. The same applies to the remaining
items in table I.3. In particular, the separate land-purchase
item, which entailed advanced purchases for projects
planned for future years, was mainly aimed at undergirding
the depressed land market.” ‘

Even if the actual amount of public investment was
smaller than the nominal value of the packages, it was still
significant. And from the second quarter of 1992 until the
second quarter of 1993, government fixed investment was
the most regularly expanding component of domestic de-
mand. However, this component accounts for only about
7 per cent of GDP. It does not compensate for the siuggish-
ness of private consumption, which accounts for
57 per cent, and the steady decline of private non-residen-
tial investment, accounting for 21 per cent. Indeed, private
construction orders at the 50 largest construction compa-
nies declined 24 per cent in 1993, the third consecutive
year of decline and the year of the largest fall.8

In other words, for the public investment programme
to raise the Japanese economy out of recession, it must
either be quite large or set off other categories of expendi-
ture. In Japan, a public investment programme has tradi-
tionally been seen as a catalyst for additional private
investment. In the current recession, however, business
investment appears to be less responsive than before to

Table 11.3.
Japanese fiscal packages, 1992-1994
August April September February
Date of package 1992 1993 1993 1994
Date supplementary budget was adopted December June November February
1992 1993 1993 1994
Amounts (billion yen)
Public investment 8 600 10 620 5150 7 200
of which:
Public wgrksa 4450 4170 1450 2810
Facilities 550 1150 -- 610
Local government 1 800 2300 500 300
Land purchase 1000 1200 300 2280
Housing Loan Corporation 800 1800 2900 1200
Measures for small and medium-sized ,
firms and promotion of private investment 2100 2430 1000 1460
Employment measures S 28 10
Tax reduction L 150¢ 5850
Other 730°
Total 10700 13 200 6150 15250
Total as a share of GDP (per cent) 2.3 2.8 1.3 33

Source: Government of Japan.

a_ Excluding expenditure on facilities, but including allocation for public corporations other than Housing Loan

Corporation.

b Investment in education, research, medical and cultural facilities.

[¢]

proposal.

¥5 billion for employment measures and ¥8 billion of tax reduction were added to the Government’s initial

d Proposed amount of tax reduction was “about ¥150 billion”.
¢ Comprising ¥500 billion for Private Urban Development Organization, and ¥230 billion for an emergency measure
for agricultural adjustment under new GATT framework.
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infrastructure investment, as companies had heavily in-
vested during the preceding “bubble period” and now have
high levels of excess capacity.

The Japanese Government has, however, a longer-
term plan of social capital improvement to which the new
public investment programmes contribute. New facilities
for education, research and social welfare were included
specifically for this purpose in the packages of August
1992 and April 1993. The programmes are also helping
schools buy computers and improving the rescarch infra-
structure of universities and institutions. In addition, the
expenditures on general public works emphasized social
capital projects. For example, in the September 1993 pack-
age, two thirds of the ¥1.5 trillion for general public works
was directed towards expansion of social capital to im-
prove the “living environment”. Thus, even if the expen-
ditures undertaken in these categories have had limited
counter-cyclical impact, they are important from the stand-
point of the long-term social and economic development
of Japan.

The one part of the recovery strategy that has been
effective in raising aggregate spending has been the support
given to housing investment. Housing loans have become
the backbone of the recovery, such as it is. The number of
housing starts increased by 6 per cent in 1993, according to
the Ministry of Construction, making it the second year of
increase following the big plunge of nearly 20 per cent in
1991. This was owing in part to the general lowering of
interest rates through monetary easing, but access was also
increased to special low-cost funds from the government-

~owned Housing Loan Corporation, The funds aliocated to
the Housing Loan Corporation increased steadily in the
successive economic stimulus packages and the annual
budgets themselves, In addition, limitations on the amount
to be borrowed and the size of the house have been relaxed.
The demand to own houses in Japan has always been
latently high. But during the bubble period, 1and and houses
became too expensive and the many who were left out of
the bubble had almost given up hope of owning a home.
Now that the prices of houses have come down and the
borrowing conditions have become very favourable, people
are taking advantage of the new opportunities.

The Housing Loan Corporation is one of a number of
Japanese Government facilities that operate within the
framework of the Fiscal Investment and Loan Programme
(FILP).9 Others have also assisted in the counter-cyclical
effort, namely, the People’s Finance Corporation and the
Japan Finance Corporation for Small Businesses. Both
provide finance for small-scale and medium-scale compa-
nies to supplement what is available from the private
financial system. There is a question, however, whether all
the FILP-financed loans have added to aggregate spend-
ing, i.e., whether they are fully complementary to private
finance, as intended, or whether they have substituted for

private finance to some degree. Some argue, in other
words, that the increase in FILP loans overstates the net
increase in aggregate lending.

"In any event, the adjustment process of the banking
system, which had made it a reluctant source of credit in
some sectors, was not yet complete and the February
package thus included additional measures of support. For
example, the credit insurance scheme, which reduces the
risk to banks of lending to small-scale and medium-scale
enterprises, is to be enlarged. Also, many banks still have
on their books loans of questionable value to non-bank
financial institutions made during the bubble period, the
interest on which has been mostly waived. The banks will
now be allowed to set up a company to buy those loans and
thereby help to strengthen their balance sheets by clearing
the loans from their books and recognizing the loss in an
accounting sense.

Not only does the Government’s package sec a healthy
financial system as important to smoothly translate in-
creased demand into increased production, it also directly
addresses the need to capture the momentum created by
the earlier rise in housing investment and bolster consumer
demand. For this purpose, the Government has empha-
sized efforts to deregulate markets to improve competition.

Most importantly, the new package supplements the
investment-oriented approach of earlier packages with an
effort to raise private consumption spending. It thus in-
cludes a 20 per cent income tax credit (with a ceiling on
the yen amount of the credit). There has been some disap-
pointment, however, that this long-sought tax reduction is
only for one year, but the negotiations were continuing on
whether to extend it for additional years. The debate is
entangled in questions of a broader tax reform that would
substitute indirect taxation for part of the income tax, the
concern being to allow a sufficient time lag after the
income tax reduction comes into effect before implement-
ing the increase in indirect taxes. Even if the income tax
reduction is uncompensated for only one year, it is likely
to give some encouragement to consumer demand and thus
total spending in the economy. Nevertheless, as the busi-
ness sector is still making adjustments and undergoing
restructuring, it is not playing its traditional role as a major
source of spending for recovery; and so despite all the
policy efforts, the recovery this year is only a gradual
one.10

LIMITED RECOVERY EFFORTS ON THE
EUROPEAN CONTINENT

If policy makers in Japan have been preoccupied for over
two years with overcoming economic recession, their
western European counterparts have mainly focused until
very recently on other economic issues. In Germany, this
meant first the reintegration of the eastern Lénder into the
Federal Republic beginning in 1990 and subsequently
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dealing with the budget and inflation consequences of the
process by which this was undertaken. In France, attention
focused on wringing the remaining inflation out of the
economy and maintaining a strong national currency, the
“franc fort”, in tandem with Germany. The Government
of the United Kingdom also sought to counter inflation and
maintain parity with the deutsche mark, until speculation
forced a devaluation of the pound and Britain left the
European exchange rate arrangement in September 1992.
The Government then turned to more growth-oriented
policies, as noted previously. Like the United Kingdom,
Italy was forced to devalue the lira and it, too, left the ERM.
It was not in a position, however, to initiate a stimulative
policy as the United Kingdom had.

The other European countries broadly followed the
larger continental economies, though differences in do-
mestic conditions and policies were sometimes important,
For instance, over the past few years, the Governments of
Finland, Norway and Sweden were preoccupied with the
threat to their financial systems from a wave of bank
failures related to the end of speculative bubbles, as had
also occurred in the United States and elsewhere. In addi-
tion, Finland also had to adjust to the loss of trade with the
former Soviet Union and Sweden has had to face the
necessity of reforming its generous social security system,
As in the United Kingdom, these countries allowed their
currencies to depreciate against the mark in 1992 and eased
their monetary stance. In Finland and Sweden, however,
this failed to offset structural impediments to growth in
1993.

The net result of the above developments was broad-
based recession in western Europe in 1993, with only
tentative signs of recovery as the year ended. Over the
course of the year, however, monetary policy was eased.
For example, the ECU interest rate, which broadly reflects
European interest rate conditions, fell 4 percentage points
from January to December. Most countries shadowed Ger-
man monetary pelicy, although from August there was an
opportunity to reduce rates more rapidly, owing to an
agreement to widen the ERM fluctuation bands,!! As the
decline in German rates through the year has restored
confidence within the ERM, the French franc, in particular,
moved back into the former narrow bands,

Despite this and despite prospective further interest
rate declines in 1994, the overall policy stance in Europe
is expected to be only moderately stimulative, as the grad-
ual relaxation of monetary policy will be at least partially
offset by the significant tightening of fiscal policy in
several countries. The reasons may be seen from a discus-
sion of developments in the three largest economies on the
continent.

GDP of the largest economy in the region, Germany,

fell 1.2 per cent, but this was the combined effect of
growth in the eastern Ldnder of about 7 per cent and

decline of 1.9 per cent in the west German economy, the
sharpest drop in the GDP of the latter since the Second
World War, The west German unemployment rate rose to
6.3 per cent by the fourth quarter of the year (see table
11.2), as measured on a standardized basis by the Organi-
sation for Economic Co-operation and Development
(OECD). This was 2 percentage points higher thanin 1991.
Excluding the self-employed and the military from the
labour force, 9 per cent of workers were unemployed as
December ended.!?

German inflation was 4 per cent in 1993, the highest
rate since 1982. This was consumer price inflation, how-
ever, and heavily reflected the special situation arising out
of the reintegration of the eastern Linder rather than
endogenous, cyclical demand-pull factors. In other words,
while rents and tax components of consumer prices rose
significantly, industrial product prices (excluding value-
added taxes) were unchanged and the unit value of imports
fell, Moreover, consumer price inflation slowed dramati-
cally during the year, so that even though prices in 1993
were on average 4 per cent higher than in 1992, the quar-
ter-to-quarter price changes during 1993 slowed dramati-
cally (see table I1.2).

Policy-directed interest rate increases in 1992 and
earlier years had accomplished what they could in reducing
inflationary pressures by reducing total spending: Indeed,
the economy went into recession; but the continuing infla-
tion in 1993 made it difficult for the Bundesbank to ease
monetary conditions other than in a long series of small
steps that continued this year. For 1993 as a whole, short-
term interest rates were almost 2 percentage points lower
than in 1992 and long-term rates about 1,5 percentage
points less (see table A.8). But from a producer’s perspec-
tive, even the end-year interest rate of 6 per cent on short-
term credit would have appeared unusually high since
producer prices were not rising at all,

By early 1994 there was a considerable degree of
economic slack and wage settlements in the annual round
of national union-management negotiations reflected this
reality, as workers traded wage increases for greater job
security. The outlook for inflation in 1994 is thus quite
weak.

As to the fiscal side of macroeconomic policy, the
combined budget deficits of state, local and federal gov-
ernments rose to 4 per cent of GDP (see table A.8). This,
however, understates the actual fiscal impact of the public
sector, as there has been considerable off-budget financing.
Adding in the government-related agencies, including the
borrowing of the Treuhandanstalt, the agency responsible
for privatization in the east, the Bundesbank estimated that
the total borrowing requirement of the German public
sector reached 7 per cent of GDP in 1993, Much of the
explosion in the fiscal situation in Germany arose from the
commitment to transfer resources on a large and unexpect-
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edly persisting scale to the eastern Lédnder, although the
automatic stabilizers have also enlarged the deficit since
the recession began. But faced with the need to continue
making substantial transfers to the east for additional
years, the Government has had to raise taxes and seek to
cutcertain categories of other spending, mainly in the west.
The net result of these changes has been felt as a fiscal
tightening, while the Bundesbank remained cautious in
relaxing the monetary reins.

Germany’s recession was exacerbated in 1993, more-
over, by a plunge in foreign orders, also owing in part to
German policies. First, Germany’s partners in the ERM
were forced to maintain high interest rates to defend their
exchange rates vis-a-vis the deutsche mark, which caused
their aggregate demand to weaken. And secondly, as dollar
and yen interest rates fell relative to German interest rates,
the deutsche mark appreciated, making German exports
relatively more expensive. Coupled with the effects of
continuing wage increases and declining productivity
growth in Germany, unit labour costs in manufacturing
relative to major industrialized-country trading partners
deteriorated by 9 per cent in the four quarters ending in
June 1993.13

While the recession raised unemployment in Ger-
many, France holds the record for high unemployment
among the seven major economies.!4 Unemployment
reached 12 per cent of the labour force in the last quarter
of 1993 on the standardized basis, up from 10 per cent in
the first half of 1992 (see table I11.2). The number without
work, already over 3 million people in 1993, may reach
3.5 million this year. Unemployment has thus become a
major political as well as economic and social concern. The
difficulty in France encompasses both a large number of
long-term unemployed and a continuing high increase in
the labour force. It is not primarily a consequence of
business-cycle developments, although the recession that
France entered in 1992 aggravated the difficulty.

The priority accorded in France to maintaining the
strong franc within the European exchange rate grid and
continuing the anti-inflationary battle meant that monetary
policy was not readily mobilized to combat the recession-
ary forces. Instead, it exacerbated them by keeping the cost
of credit high. Even after the August 1993 agreement
widening the bands of the ERM, France was slow toreduce
interest rates, although they have fallen. Fiscal policy was
unavailable for stimulus because of the already increasing
government deficit and the concern a further increase
might raise in the financial markets. Moreover, it was
necessary to take account of financial market attitudes
about the fiscal balance. With the new degree of financial
openness in Europe under the single market of the Euro-
pean Union, adverse inflationary expectations could have
extremely deleterious effects on French financial flows,
interest rates and foreign exchange markets.

France had undergone a budget correction policy in
the 1980s that halved the general government deficit from
over 3 per cent of GDP at its largest pointin 1983 to about
1.5 percentin 1989-1990 (see table A .8). The deficit at the
end of the 1980s might have been even lower if not for a
rise in the interest cost of government debt. Indeed, the
Government’s primary balance, which excludes net inter-
est payments, was in surplus from 1987 to 1991 (see figure
11.2). The rising government interest burden, moreover,
embodied one sign that the fiscal correction was incom-
plete; i.e., it resulted in part from a relatively rapid growth
of public debt, raising the ratio of net government debt to
GDP from 14 per cent in 1980 to 25 per cent in 1990.15
The interest burden also rose because the average interest
rate on government debt rose steeply in the 1980s and this
was in part because the structure of government borrowing
shifted away from reliance on monetary instruments. Thus,
negotiable debt instruments rose from 28 per cent of total
government debt in 1981 to 77 per cent in 1990.16 And, as
of 1 January 1994 the Banque de France was made inde-
pendent of the Government.

Once France slipped into recession, the overall deficit
jumped, reaching 4 per cent of GDP in 1992 and 6 percent
in 1993. To a large degree, this was attributable to endo-
genous spending and revenue changes associated with the
recession. But there were also some long-run weaknesses
in the fiscal situation of France, particularly involving the
social security system, whose health and pension expendi-
tures have been rising more rapidly than its revenues could
support. As can be seen in figure I1.2, the structural budget
balance had been deteriorating since the late 1980s. This
indicator, as calculated by OECD, estimates what the
budget balance would be if the economy were operating at
its long-run trend rate of growth, i.e., excluding cyclical
effects.17 In short, there was virtually no room for expan-
sionary fiscal policy in France in 1993 and a tightening is
programmed for 1994,

Italy, too, had no room for a fiscal stimulus as its
recession began in 1992 and deepened in 1993. Unlike
France, Italy’s overall fiscal deficit fell in 1992 and barely
rose in 1993 as a fraction of GDP (see figure I1.3). The
main reason is that Italy was in the midst of a major
economic and political reform, pressures for which had
been building for several years. For several years as well,
the fiscal situation was widely understood to have become
unsustainable.18 Net government interest payments, for
example, reached 11 per cent of GDP; without those pay-
ments the government sector’s deficit would have disap-
peared. The Government has brought down the structural
budget deficit for three consecutive years, but it was esti-
mated by OECD to remain at 7.6 per cent of GDP in 1993,
still very much above the average structural deficit of
OECD of 3.4 per cent of GDP or even the western Euro-
pean average of 5 per cent.
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Italy’s recession had become quite marked. Private
consumption fell during the third quarter of 1992 for the
first time in the post-war era and continued falling for a
full year. Consumers have been facing higher unemploy-
ment, lower real wages, increased taxes, and cuts in wel-
fare benefits and pensions arising from budgetary reform.
In addition, Italy had left the ERM at the same time as the
United Kingdom in September 1992 and interest rates fell
once defence of the ERM parities was abandoned. Short-
term interest rates fell from over 16 per cent in the third
quarter of 1992 to under 9 per cent by the last quarter of
1993, and long-term rates fell accordingly. But with infla-
tion reduced to little more than 4 per cent in Italy, real
interest rates remained high. However, in the light of the
economic and political environment of 1993, it is unclear
whether interest-sensitive expenditures would have re-
sponded significantly to lower rates. Thus, faced with the
disincentive of the low level of consumer spending, invest-

ment fell substantially. The one sign of strength was that
the fall in the lira exchange rate against European partners
since late 1992 helped boost Italian exports, although not
by enough to offset the contractionary factors.

The economy of Italy, like that of France, Germany
and several smaller European countries, could thus dolittle
more than wait for the cumulative effects to build of the
slow, cautious sequence of reductions in interest rates that
were taking place across the region in 1993 and 1994.
Indeed, it even seems that the benefit in terms of output
and employment that might have been gained through a
more rapid reduction of interest rates in 1993 would have
been small, especially set against the extra inflation that
might have resulted (see box I.1). Policy makers in Europe
generally were taking a longer view of adjustment and the
need to rebuild confidence in the long-run growth pros-
pects on which investment demand and uitimately growth
itself would hinge.

TRANSITION ECONOMIES AT A TURNING POINT

When the centrally planned economies of Europe and
central Asia began their transition to market economies at
the end of the 1980s, they initiated a social experiment that
had never been attempted before. In the years since, there
were numerous examples of large gaps between pro-
claimed goals of economic policy and actual performance.
There were large declines in output and income, which
were accompanied by a drop in living standards and a
-growing unemployment problem, The euphoria from the
sweeping political and economic changes was succeeded
by disillusionment at the widespread impoverishment, the
loss of personal security and the dim prospects of substan-
tial improvement in well-being in the foreseeable future.
A rapid differentiation of incomes and wealth is also
bringing a new stratification of relatively egalitarian socie-
ties, another source of social tension. A burgeoning wave
of crime, including organized crime—something that was
not previously a part of everyday life—has added to the
social burden in many countries.

Nevertheless—and most important from a long-run
perspective—a considerable distance has been traversed in
many countries in making the institutional changes re-
quired for market economies to operate. The middle 1990s
may thus well be the years when economic contraction
largely ends in the transition economies.

As of early 1994, however, growth had been re-estab-
lished in only one economy, that of Poland, which began
to recover in 1992. But there were signs of a resumption
of economic growth as well in certain other eastern Euro-
pean countries (see table A.3). In the other countries of
eastern Europe, in the Baltic States and in the Common-
wealth of Independent States (CIS), the rate of contraction

slowed and in many cases it appeared that the low point in
terms of domestic production had been reached or was near
(see table I1.4). In yet other countries, budgetary support
of state enterprises had held back the decline in production
that elsewhere accompanied the breakdown of the central
planning mechanism, while macroeconomic imbalances
mushroomed. In such cases, the major deterioration began
instead in 1993 or early 1994.19

In very few countries, however, does it seem that the
almost violent destabilization of macroeconomic condi-
tions brought about by transition has been overcome. In
only five countries—the Czech Republic, Estonia, Hun-
gary, Poland and Slovakia—did prices rise by between 20
and 40 per cent in 1993, and in none was it less than
20 per cent. In the five countries, however, inflation rates
have been brought down from far higher levels and lower
rates are expected in 1994. In the other eastern European
countries and in all the CIS countries with the exception
of Russia and Azerbaijan, in contrast, inflation rose. In
Georgia and Ukraine, inflation appeared to have crossed
the threshold into hyper-inflation, with prices rising more
than 50 per cent a month. In many countries, the bulk of
the macroeconomic adjustment process thus still lay
ahead.

PROSPECTS BEGIN TO BRIGHTEN
IN EASTERN EUROQOPE

The transformation to market economies first began in
earnest in 1989 in eastern Europe and progress in transition
is most advanced there. Poland, which introduced sweep-
ing economic reforms—"shock therapy”in 1990, appears
to be on the path of recovery. GDP there grew 4 per cent
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BOX II.1.

What if German interest rates had fallen faster in 19937

ince the onset of economic recession in 1992,
German interest rates have been on a cautious
downward path. Short-term interest rates were
lowered by more than 2 percentage points dur-
ing 1993 in small, regular decrements. The
Deutsche Bundesbank was criticized in the
press and in private for not moving faster. What
would have happened if it had? This is a ques-
tion that cannot, of course, be answered defini-
tively. The clock cannot be reversed. However,
an econometric model of Germany and its part-
ner countries can be run with alternative policy
assumptions and the resulis can be compared.
This was done in this instance using the coop-
erative international modelling system of the
world economy known as Project LINK, which
is maintained in the Department of Economic
and Social Information and Policy Analysis.

Much of the criticism of the Bundesbank
came from outside Germany, as the high Ger-
man rates were seen as hurting Germany’s
main trading partners. Several countries had
been shadowing German interest rates out of
their efforts to maintain fixed exchange rates
within the Exchange Rate Mechanism of the
European Monetary System or to follow infor-
mal monetary policy guidelines that would also
maintain a fixed exchange rate against the deut-
sche mark. As several economies went into re-
cession and unemployment began to mount,
their monetary authorities were hampered by
the limited extent to which they could ease
monetary conditions without creating incen-
tives for capital outflows and exchange-rate de-
preciation against the mark.

In the event, the exchange rates of several
currencies fell against the mark, and in some
cases interest rates fell by considerably more
than German rates. In particular, as noted in the
text, the United Kingdom withdrew from the
Exchange Rate Mechanism of the European
Monetary System in September 1992 and im-
mediately lowered short-term interest rates.
From the third quarter of 1992 through the first
quarter of 1993 British short-term rates came
down by almost 4 percentage points, which
might be compared to the fall of 140 basis
points (1.4 percentage points) in Germany dur-
ing the same period. The contrast in economic
performance between the United Kingdom and

the rest of Europe has been particularly striking
since in the short term it was able to register
significant growth with low inflation, while
most of the rest of Europe experienced a strong
recession.

The caution of the German monetary
authorities had been due to the inflationary
pressures that continued in Germany into early
1993, despite the recession (sec table 11.2). For
the year as a whole, however, consumer prices
were 4 per cent higher than they were in 1992,
just as they were 4 per cent higher in 1992 than
in 1991 (table A.7). It thus appears that German
inflation peaked and indeed the forecast is for a
generally declining inflation trend, beginning
with a rise in prices of 3 per cent this year. If
the Bundesbank had allowed interest rates to
fall faster, would inflation have kept rising?
Would unemployment have been lower and the
level of output higher?

To shed light on these questions and to
highlight the nature of the trade-offs policy
makers were faced with, two different interest-
rate scenarios were examined with the LINK
model, comparing them to the historical period
and the “baseline” forecast which runs through
1997. In one, a permanent interest rate cut is as-
sumed and in the other, the cut is temporary. In
both cases, short-term interest rates fall a total
of 150 basis peints during 1993. This is in addi-
tion to the interest rate declines that actually
took place, the additional cuts being made in
four successive decrements starting in the first
quarter of 1993. Thus, the full cut is assumed to
be in force by the fourth quarter of 1993.

The first variant of the policy experiment,
scenario A, assumes the cut is maintained
throughout the entire simulation period, simply
shifting the baseline path of interest rates
down. In scenario B, in contrast, a modest tight-
ening occurs in the final two quarters of 1994,
followed by a more substantial tightening in
1995 so that by 1996 one comes back to the
baseline interest rate scenario (see figure).

It is further assumed, as in the baseline,
that European partner countries, with the excep-
tion of the United Kingdom, continue to seek
to limit the changes in their exchange rates vis-
a-vis the mark, and thus most nominal interest
rate differentials within Europe remain un-
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Interest rate scenarios in Germany, 1993-1997
(Three-month money markets")

Annual percentege rate
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Source: UN/DESIPA.
a Frankfurt inter-bank offer rate (FIBOR).

changed.2 The scenarios apply in principle to
all the countries that seck to maintain stable
parities against the deutsche mark, although
given technical limitations in some of the
LINK models, the exercise could only be done
for a group of 10 countries, albeit accounting

. for 84 per cent of western European GDP.b

In the baseline, European interest rates
were seen to be falling relative to the rest of the
world, particularly the United States where in-
terest rates were firming. Under the two scenar-
ios, the decline in European interest rates is
greater, creating an incentive to move funds
into dollar-denominated assets and thus addi-
tional downward pressure on European curren-
cies against the dollar. In scenario A, there is an
additional depreciation of 12 per cent by 1997,
while in scenario B the final result is an ex-
change rate that is little more than 2 per cent
weaker than the baseline in 1997 (see deutsche
mark results in table below).

The major interest in the exercise is, of
course, to compare GDP growth, unemploy-
ment and inflation under the two scenarios.
These results are presented in the table. The
key effect of both scenarios is to change the
timing of the recovery, moving it forward by
one year. In other words, in both scenarios,
GDP growth of the 10 European countries in-

cluded in the exercise is made marginally posi-
tive in 1993 instead of marginally negative in
the baseline, while in 1994 it registers

2.6 per cent as compared to 1.8 per cent for the
baseline case. Growth continues to accelerate
in 1995 and then begins to moderate, with GDP
growing less than the baseline by 1997 in both
scenarios. The scenarios differ, however, in that
the level of real GDP in 1997 is about the same
in scenario B as in the baseline (i.e., only the
timing of the growth in output is changed),
while the absolute level of GDP in 1997 is
about 1.5 per cent more under scenario A than
it would be under the baseline. The latter is not,
however, a large improvement.

The impact on unemployment reflects the
output results. Both scenarios add about
300,000 extra jobs in 1994. This is a typical re-
sult in recoveries from recessions, particularly
when the recovery is slow. Employment does
not rise significantly until the recovery is well
under way. Under the baseline, however, the
number unemployed rises again in 1995 before
beginning to decline, while the peak is reached
in 1994 under both scenarios. Both scenarios
add about half a million jobs to what the base-
line says is expected in 1995. Scenario A then
becomes a better jobs machine than scenario B
so that by 1997 there would be almost 700,000
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Results of two scenarios on German interest rates, 1993-1997

1993 1994 1995 1996 1997

Ten western European countries

Growth of GDP (percentage change)
Baseline
Scenario A
Scenario B

Numbers unemployed (millions)
Baseline
Scenario A
Scenario B

Inflation (percentage change)
Baseline
Scenario A
Scenario B

Germany

Exchange rate against dollar (DM/$)
Baseline
Scenario A
Scenario B

Inflation (percentage change)
Baseline
Scenario A
Scenario B

-0.1 1.8 2.6 2.6 29
02 2.6 32 2.8 24
0.2 2.6 29 2.2 23

163 172 174 170 167
163 169 168 164 160
163 169 169 166 164

33 3.0 29 28 29
33 3.5 36 37 38
33 3.5 35 3.1 29

165 175 179 180 1.79
168 187 197 200 200
168 187 192 187 1.83

4.1 3.0 24 2.7 23
4.2 3.6 34 3.7 3.3
42 3.6 32 3.0 23

Source: UN/DESIPA.

more jobs under scenaric A than the baseline,
but about 300,000 more jobs under scenario B
than the baseline.

While not insignificant, these employment
increments do not seem large when set against
the size of the fabour force in the 10 countries
in the sample, which totals about 148 million
people. Indeed, in neither scenario is the four-
year average rate of unemployment signifi-
cantly lower than in the baseline (0.3
percentage point in the case of scenario A; 0.2
percentage point in the case of scenario B).

Finally, according to the model results,
there would be inflation penalties in the two
scenarios. In the baseline solution, the 10-coun-
try inflation rate declines each year through
1996, albeit extremely slowly. In scenario A, in
contrast, the inflation rate increases each year
throughout the period, with inflation a full per-
centage point higher than in the baseline solu-
tion by 1997, It is, however, not even
4 per cent. The inflationary impact of scenario
B is again one of timing rather than lasting
changes, with prices rising as in scenario A in
1994 and 1995, but then slowing in 1996 and
coming down to the baseline rate by 1997.

In sum, at the cost of postponing the reduc-
tion of inflation, the recovery could have been

shifted forward by one year, according to this
scenario analysis. A gain in GDP—for the pe-
riod under consideration—would have required
accepting that inflation would remain higher
than it is expected to be under the baseline fore-
cast all the way to 1997, although the inflation
rate itself never exceeds 4 per cent in the sce-
narios. In Germany itself, both scenarios
merely slow the reduction in inflation that is
otherwise expected. In both cases there would
be some modest improvements in the jobs situ-
ation, but not of an order sufficient to make ma-
jor headway on the problem of unemployment
in Burope.©

Allin all, it thus appears that the criticism
of the slow reduction of interest rates by the
Bundesbank was both right and wrong. It
seems right that had interest rates come down
faster, the recovery would have come sooner
than is now expected and the total number of
unemployed would have been lower than the
baseline in every year. If the interest rates had
been adjusted back to the baseline path in 1994
(scenario B), the inflation rate would reach the
baseline level by 1997, and in that sense the re-
covery would have been advanced without last-
ing penalty. It seems wrong, however, to expect
that had the Bundesbank implemented reason-
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able alternative monetary policies, it could
have had a significant impact on unemploy-

ment as this problem does not seem to be
mainly of cyclical origin.

a  The United Kirigdom was assumed to follow an independent monetary policy under the baseline,
which led to minor exchange rate changes vis-a-vis the mark, after the large adjustment in late 1992,
In the scenarios, it was assurned that the baseline differentials against the mark are maintained.

b Austria, Belgium, France, Germany, Italy, Norway, Portugal, Spain, Switzerland and United

Kingdom.

¢ Presumably, an even more stimulative policy would have reduced uniernployment more than in the
cases studied here, but at the cost of a greater inflation penalty, perhaps one that might have adversely
jolted the expectations of households and enterprises in Europe.

in 1993, driven by strong growth in an already large private
sector. Romania’s economy grew as well in 1993, accord-
ing to preliminary data, owing to strong performance in
agriculture and a stabilization of industrial output. How-
ever, as industrial sales lagged behind production, there
were large increases in inventories, financed by a loose
monetary policy. This was an unsustainable situation that
Romania began to address at the end of the year.

Albanian authorities reported strong economic
growth in 1993, thanks to a sharp recovery in agriculture,
where privatization has made considerable progress (see
tables A.3 and A.10). Albania had launched a comprehen-
sive reform programme with international financial sup-
port and after one year the collapse in output and slide

Table 11.4.

towards hyper-inflation appeared to have been arrested.
The Czech Republic seems to have hit the bottom of
its contraction in 1993, with a brighter prospect for 1994.
Like Slovakia, its output suffered from the dissolution of
the Czech and Slovak Federal Republic (see box I1.2).
Output declined in Hungary as well in 1993, although
industrial output grew 4 per cent, a first sign that the forces
of recovery were gathering. Hungarian agriculture held
back the start of growth, owing to the vagaries of weather
and difficulties in agricultural reform, especially concern-
ing land ownership uncertainties. The rate of decline of
GDP slowed in Bulgaria and in Slovakia (see table A.3).
The importance of a turnaround in the contraction of
output of these countries cannot be overestimated. They

Economic indicators of successor States of the USSR, 1992-1993

(Annual percentage change)

GDP Industry Consumer prices

1992 1993 1992 1993 1992 1993

Armenia -52.3 . -48.2 -11.1 900 1920
Azerbaijan -35.2 . -23.7 6.8 1210 1 080
Belarus -10.1 9.0 94 -109 1160 1670
Georgia . -45.8 -26.6 " .
Kazakhstan " -13.0 -13.8 -16.1 1070 1450
Kyrgyzstan 164 134 -26.4 242 1190 1290
oldova . " -27.1 42 1210 1280
Russita -19.0 -12.0 -18.0 -16.2 1570 980
Tajikistan - . -24.2 -19.5 1010 2240
Turkmenistan . . -14.9 53 870 2 000
Ukram_e“ -13.7 -18.0 -6.0 -12.5 2734 8 940
Uzbekistan -9.6 <35 -6.7 4.1 510 1200
CIS total® -18.3 -12.0 -18.0 -146 1390 1560
Estonia® -14.8 -2.0 -29.0 . 1053 36
Latvia -33.8 -19.9 -34.7 -36.0 1051 209
Lithuania -35.0 -17.0 -52.0 -46.0 1163 188

Source: National data; Economic Commission for Europe.

a 1993 inflation data for Ukraine are TMF estimates as reported by the Ukraine expert at the meeting of Project

LINK, United Nations Headquarters, March 1994,

b The GDP of the CIS is an average of member countries’ growth rates weighted by their share in the output of the

USSR in 1991.
¢ 1993 GDP for Estonia is preliminary.



CURRENT DEVELOPMENTS AND POLICIES 31

Box I1.2.

A “velvet” divorce? The case of the Czech and the Slovak Republics

Much attention has focused in recent years on the
need for increasing harmonization of policies
among countries building an economic union.
It now seems clear that in countries that are dis-
solving a union but seeking to maintain closer
linkages than are typical between completely
separate States, a measure of policy harmoniza-
tion is also required. The recent division of
Czechoslovakia is a case in point.

On 1 January 1993, two new sovereign
States appeared on the changing map of
Europe: the Czech Republic and the Slovak Re-
pubtic. Czechoslovakia was separated into two
independent States not by war but according to
the Constitutional Law on the Dissolution of
the Czech and Slovak Federal Republic, passed
by the federal parliament on 25 November
1992. Another law of the former federal parlia-
ment defined the basic principles for dividing
the property of the federal republic between the
two new States. It was based on two fundamen-
tal principles: (a) the “territorial principle”, by
which federal property was to be transferred to
the republic on which it was located; and
(b) the “population-size principle”, which di-
vided property in a ratio of two to one in favour
of the Czech Republic, reflecting the ratio of
the populations of the two territories. The terri-
torial principle was generally applied to struc-
tures, whereas the population-size principle
was applied to movable property.

The two parties did not intend the split to
be complete. They also drew up agreements on
a number of issues of shared interest, the most
important of which related to trade between
them and the periodic settlement of net bilateral
payment imbalances. One agreement was to op-
erate a monetary union and continue use of the
old federal currency in bilateral trade in order
not to disrupt cross-border payments in “domes-
tic” currency. This was to be a transitional
measure until 30 June 1993, with a possible ex-
tension thereafter. Another agreement, probably
the most important one, was to establish a cus-
toms union aimed at promoting bilateral trade.2

It was expected, of course, that there
would be costs to the split. A newly established
State would have to build up official institu-
tions. In this respect the Czech Republic was
much better placed as it inherited practically all
the federal institutions located in Prague. Al-

though many republican ministries already ex-
isted in Bratislava within the federal State,
Slovakia had to build up a ¢entral bank, a cen-
tral statistical office and other important institu-
tions from scratch.b

The divorce and its costs, however, went
far beyond this, as the split was more rapid and
complete than envisioned. The agreement on
the currency union was the first one to col-
lapse. Just over a month after the division, on
8 February 1993, both sides withdrew from the
currency union and new national currencies
were established the same day. Both countries
thus had to undertake the costly operation of is-
suing new banknotes and coins and withdraw-
ing the old ones from circulation, as well as
replacing other state documents.

The currency union agreement had com-
mitted the central banks of the two new States,
inter alia, to limit lending to each Government,
limit credit expansion in each country and hold
minimum levels of foreign exchange resérves.
Implementation of these policy goals turned
out to be beyond the capacity of the monetary
authorities. In January alone, owing to capital
flight, the National Bank of Slovakia lost about
60 per cent of its foreign exchange reserves.©
Also, with the dissolution of the federal repub-
lic, the federal budget transfers to Slovakia
ended, which raised fiscal problems there that,
in turn, created pressures for central bank fi-
nancing of the deficit and thus a looser mone-
tary policy than envisaged. Thus, the monetary
union broke down.

The two Governments agreed, however, to
operate a bilateral clearing arrangemerit in
“clearing ECUs”, a unit of account whose ex-
change rate into each local currency was set by
agreement. The country having a net trade defi-
cit with the other at the end of each month
would settle the balance in convertible cur-
rency, which became necessary for the newly
“international” trade between the two States.

However, the collapse of the currency un-
ion and the switching to trade in convertible
currency made bilateral trade more cumber-
some and adversely affected the trade in spite
of the clearing agreement. Two devaluations of
the new Slovak koruna against the ECU, and
hence, against the new Czech koruna (by
10 per cent in July and by an additional
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8 per cent in December) further reduced the ap-
peal of Czech goods in Slovakia. The Czech
Republic remained Slovakia’s largest trading
pariner, whereas Slovakia ranked second
among Czech trading partners (after Germany).

For 1993 as a whole, Czech exports of
goods and services to Slovakia declined in real
terms by over 30 per cent, according to prelimi-
nary estimates, whereas Czech imports from
Slovakia dropped by some 15 per cent. The
much larger than expected drop in bilateral trade
undoubtedly contributed—though to a different
extent in the two States—to the decline in GDP
in 1993 (see table A.3). Both economies per-
formed much below the projections made be-
fore the division of the federation. Yet, one year
after the divorce, the Czech economy looked
close to the beginning of recovery, although it
had also been adversely affected by the split,
while the Slovak economy was still depressed.

The impact of the trade changes had an-
other dimension. In 1992 the Czech Republic
had a significant trade surplus vis-a-vis
Slovakia, which meant that there was a transfer
of resources from the Czech to the Slovak Re-
public, as the latter imported a greater value of
goods from its partner than the valae of goods
it exported.d Since the trade had all been inter-
nal at the time, the financing of Slovakia’s defi-
cit did not involve any foreign-currency
obligations. In 1993, in contrast, the Slovak
deficit became quite small and had to be fi-
nanced in hard currency and on commercial
terms.

Indeed, the split ended the direct official
transfers between the former republics, as al-
ready noted. In 1992, the Czech Republic trans-
ferred 25 billion Czechoslovak keruna to
Slovakia, 7 per cent of the Slovak GDPe¢ In
1993, the Czech Government budget was in sur-
plus (the same is targeted for 1994 as well)
whereas the Slovak budget deficit was larger
than the targeted 5 per cent of GDP.

The split also brought to the surface the
substantial differences in the economic situ-
ation in the two parts of the former federation.
To take just one indicator, foreign direct invest-
ment into the Czech Republic in 1993
amounted to $561 million and that into
Slovakia, $134 million. The difference had
been even greater in the earlier years of transi-
tion; i.e., the cumulative investment from 1990
to 1992 in the Czech part of Czechoslovakia
was $1.5 billion while in the Slovak part it was
roughly a tenth of that ($176 million).f

In sum, the failure to maintain a currency
union between the two States even for a very
short period of time followed from the diverg-
ing economic policies conducted in the two sov-
ereign States, which addressed their very
different economic situations immediately after
the division. An economic union in its strong-
est form—the currency union—requires strict
coherence of economic policies and especially
of monetary policies in the participating States.
Loss of the Czech financial transfers, in particu-
lar, was a major shock to the Slovak economy,
requiring price and output adjustments that
would have been even more difficult within the
constrainis of monetary union. Even a less com-
plete form of economic integration, however,
such as the customs union, requires significant
efforts in mutual tuning of elements of eco-
nomic policy. There was thus new concern in
March 1994 when, after long debates, Slovakia
introduced a controversial import tax surcharge
of 10 per cent on some consumer goods, includ-
ing imports from the Czech Republic, despite
the customs union. Although this had been an
outcome of Slovakia’s fiscal and balance-of-
trade difficulties, it strained the customs union.
The prospect for continuation of economic inte-
gration of the two States, in other words, seems
to depend on the speed of absorption of the
costs of the separation and the ability to harmo-
nize relevant economic policies.

a The Customs Union was also a condition for the uninterrupted implementation of the interim trade
agreement with the European Union (EU); in the course of 1993, however, two separate association
agreemenis with the EU were negotiated and both were signed in October 1993.

<o

was accomplished in the course of 1993,

See OECD Surveys..., p. 59.
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The two new States also had to apply for separate membership in international organizations, which

See OECD Economic Surveys: the Czech und the Slovak Republics (Paris, OECD, 1994), p. 114.
See chap. IV for a more detailed discussion of the net transfer concept as applied in a global context.

Data as per the annual reports of the State Bank of Czechoslovakia, 1990-1992; Statistical Yearbook

of the Czech Republic (Prague, 1993); and Annual Report of the National Bank of Slovakia

(Bratislava, 1994).
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had lost from 20 to 35 per cent of their pre-transition GDP
and 30 to 50 per cent of their industrial output (see tables
A3 and A.10), with gross investment spending generally
declining by even greater amounts. Most are not likely to
recover their previously reached peaks of economic activ-
ity until the end of the century.

At the end of 1993, over 6 million people or about
13 per cent of the labour force were officially recorded as
unemployed in the countries of central and eastern Europe.
Double-digit unemployment rates prevail in all countries
in the region with the exception of the Czech Republic; in
Poland and Bulgaria unemployment reached 15 per cent,
and in Albania it exceeded 30 per cent. Even these figures,
however, are thought to under-count the unemployed, ow-
ing to the newness of the statistical procedures in recently
established labour offices.

Perhaps more importantly, the level of open unem-
ployment in general lags behind the level of output con-
traction, except in Poland and Albania (see figure I1.4).
One determinant of this phenomenon has been the shrink-
ing of the labour force in most of the transition econo-
mies.20 The period of central planning in these countries
was characterized by unusually high participation rates in
the labour force. Unemployment itself was considered
unlawful in some socialist countries. With the liberaliza-
tion of the labour markets the participation rates started to
decline.

Even so, there has been considerable underutilization
of employed labour, and unlike the situation in such indus-

Figure Il 4.

trialized countries as Japan, the workers are not being
retained with the expectation that their idleness is only a
temporary matter. “Labour hoarding” is concentrated in the
public sector, mainly in state-owned enterprises that have
not yet undergone major restructuring. And even where the
private sector is growing rapidly, the growth of labour
absorption capacity lags behind the layoffs that may arise
from the inevitable restructuring of the public enterprises.

The Czech Republic may represent the most extreme
case. Aside from the effect of the decrease in the labour
force, as noted above, the low unemployment record is the
outcome of greater vocational training and job placement
activities than in the other transition economies and strict
control over the social safety net (i.e., a number of stringent
requirements must be met to qualify for unemployment
benefits), and the Government has sought to prevent mas-
sive layoffs and the closing of loss-making enterprises in
the course of privatization. Open unemployment was also
kept low by the relatively low wage level (at least in the
first years of transition), the fast growth of small-scale
private enterprises and the expansion of the service sector
in general. However, the successful implementation of two
rounds of privatization has now turned over the majority
of industrial enterprises to private owners who are far less
likely to keep surplus labour on their payrolls. Labour
adjustment can be expected to become more intensive also
in Romania as its Government applies harder budget con-
straints on its enterprises.?!

The unleashing of very powerful inflationary forces

Eastern European economies in 1993: fall in GDP since 1989 and rate of unemployment
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has been another consequence of the reorganization of
planned economies along market-oriented lines. While
inflation rates have been brought down significantly in
most countries, it has proved very difficult to reduce them
to desirable levels, even in the relatively more successful
countries of central Europe (see table I1.5).

Some of the inflation has been transitional and un-
avoidable. In 1993 this included particularly that arising
from the introduction or modifications of value-added
taxes (VAT), resulting in higher levels of tax paid by final
consumers. VAT was introduced in the Czech Republic and
in Slovakia in January 1993 and in Poland and Romania in
July. Hungary, where it has been in effect for several years,
climinated some previous VAT exemptions, leading to a
higher average tax rate as of the beginning of 1993. Bul-
garia passed VAT legislation as well last year, for imple-
mentation in April 1994,

The VAT-related price increases accounted for almost
half the annual inflation in the Czech Republic and
Slovakia and one third in Hungary. In the other countries,
however, most of the inflation was embedded more deeply
in the cost and demand structure of the economies, as the
1993 growth of nominal wage rates suggests (see table
IL.5). In such cases, inflation was not so clearly a transient
phenomenon.

The sources of ‘inflation in transition economies are
various and complex.22 The starting point in the transition
process, for example, has had a considerable impact on
price behaviour in the different countries. Both the initial
level of inflation and the initial degree of distortion of the
price structure have been important.23 Hungary and the

Table 11.5.

Inflation and wage increases in eastern Europe, 1990-1993
(Annual percentage change)

former Czechoslovakia were best positioned as far as
initial conditions were concerned. Hungary’s experience
with market-oriented reforms in the 1980s had helped
eliminate some distortions of the price structure. Czecho-
slovakia had a relatively well-performing domestic mar-
ket, balanced budget and balanced external accounts.
Poland, in contrast, had already experienced a chronically
high inflation. And both Bulgaria and Romania were suf-
fering from a large monetary overhang, a sign that inflation
had been suppressed through price controls which limited
supply and left households unable to spend money in-
coimnes. ‘

Macroeconomic policies, of course, contributed sig-
nificantly to the course of inflation. High budget deficits
associated with unsustainable government outlays were at
least partly responsible in 1993 for fuelling inflationary
pressures in Bulgaria, Hungary and Slovakia. Government
outl