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Note by the Secretary-General

1. The Secretary-General has the honour to transmit to the members of the General
Asgembly the report of the Secretary-General of the United Nations Conference on

Trade and Development requested by the Assembly in paragraph 4 of its resolution
34/197 of 19 December 1879.

2. It will be recalled that, in its resolution 36/145 of 16 December 1981, the
General Assembly took note with interest of the intention of the Secretary-General
of UNCTAD to provide an in-depth study of the world inflationary phenomenon for
consideration by the Trade and Development Board at its twenty-fifth session and
subsequently by the General Assembly. :

3. At its 597th meeting, on 15 September 1982, the Trade and Development Board
decided that the comments made on the report of the Secretary—-General of UNCTAD
entitled ™World inflation and the development process" (TD/B/914 and Corr.l) should
be incorporated in its report and transmitted to the General Assembly.

4. The Board considered that report under items 3 and 4 of its agenda, An
account of its discussion on these items is contained in chapter I of the report of
the Board on the first part of its twenty-fifth session. 1/

1/ Official Records of the General Assembly, Thirty-seventh Session,
Supplement No. 15 (A/37/15), vol., II, part one.
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CHAPTER I

INTRODUCTION

A. Legislative mandate

1. In its resolution 34/197 of 19 December 1979, the General Assembly requested
the Trade and Development Board "to discuss measures to combat the world inflation-
ary phenomencn with a view to accelarating the real growth of the developing coun-
tries and increasing their import capacity in a context of just and stable
financial markets" gparagraph 3). 1In this context, the Secretary-General of UNCTAD
was also requested "with the assistance of experts, if necessary, as envisaged in
Trade and Development Board decision 144 (XVI), to prepare a report on this subject
for consideration by the Trade and Development Board and subsequently by the Gener-
al Assembly at its thirty-sixth session" (paragraph 4).

2. As a result, the Secretary-General of UNCTAD has devoted increased attenticn to
this issue within the context of UNCTAD activities under the mandate as laid out in
decision 144 (XV1) of the Trade and Development Board. At its twenty-third session
he informed the Board that the secretariat felt that the major shifts in policy
stances which had recently taken place indicated that a comprehensive review of
policy developments was. required and that he proposed to submit such a study to the
Board at its twenty-fifth session. The Board took note of the proposal and agreed
to consider the report at its twenty-fifth session.! The present- report seeks to
provide an analytical framework to assist governments in identifying policy meas-
uras which might be taken at the national and international. levels to control
inflation while safeguarding the development process in developing countries.

B. History of intergovernmental discussions

3. The subject of inflation received explicit intergovernmental attention in
UNCTAD at the fourteenth session of the Trade and Development Board in decision 114
(XIV) of 13 September 1974, requesting the Secretary-General of UNCTAD "to prepare,
with the assistance of experts, as he deems appropriate, an analytical report on
the influence of inflationary processes on world trade and international economic
relations, within the competence of UNCTAD, paying special attention to the prob-
lems of developing countries, and in particular the least developed among them .

4. In pursuance of this decision, the UNCTAD secretariat prepared an analytical
study? and submitted it for discussion by a Group of Experts, serving in their
individual capacities, convened in Geneva from 28 July to 1 August 1975. The
reports of the Group of Experts? and of the Secretary-General of

1 gfficial Records of the General Assembly, Thirty-sixth Session, Supplement No.
15 (A/36/15), part three, annex I, Other decisions, (hy.

2 "Tnflationary processes in the international economy and their impact on
developing countries” (TD/B/AC.18/2). '

3 official Records of the Trade and Development Board, Fifteenth Session (First
part), Annexes, agenda item 4, document TD/B/579.
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UNCTAD* were both submitted to the Trade and Development Board at its fifteenth
session. No further action was taken by the Board on the matter at that time.

5. The debate on the issue was resumed in 1976 in the context of the Paris-based
Conference on International Economic Co-cperation (CIEC). It was not until after
the end of that Conference, when its inconclusive results were reported to the Gen-
eral Assembly at its thirty -second session, that the issne of world inflation was
again intensively considered within the United Nations system. At that time, the
General Assembly, in its resolution 32/175 of 19 December 1977 and in cognizance of
the conclusions of CIEC that "inflation disturbs the functlonlng of the interna-
tional economic and monetary order and is damaging to the economic progress of both
developed and developing countries™, and taking also into account the report sub-
mitted to the Secretary-General of UNCTAD by the Group of Experts on inflationary
processes in the international economy and their impact on developing countries,
requested the Secretary-General of UNCTAD "to establish & high-level governmental
group of experts..... (a) To prepare a broad and comprehensive study of the pres-
ent inflationary phenomenon whose effects continue to exert a negative influence on
the economies of all countries, particularly the developing countries; (b) To for-
mulate recommendations on possible measures to combat the international
1nf1ationary process and make it pessible to formulate policies designed to reduce
the economic and social effects of 1nflat10n The study was to be transmitted to
the General Assembly together with the Board's comments thereon for its decision as
to appropriate further action.

6. In response to this request, a meeting of the Group of High-level Governmental
Experts on the Effects of the World Inflationary Phenomenon on the Development
Process was held from 24 July to 4 August 1978. At that meeting, a consensus among
governmental experts from developing and developed market-economy countries was
reached regarding the analysis of the world inflationary phenomenon. With respect
to conclusions and recommendations, a broad consensus prevailed within the Group,
although points of disagreement arose with respect to specific issues. The r ?ort
of the Group was submitted to the General Assembly at its thirty-third session.

7. The General Assembly took no direct action on the report but, in its resolution
33/155 of 20 December 1978, took note of it and requested “the United Nations Con-
ference on Trade and Development, at its fifth session, to recommend international
policy measures to combat the world inflationary phenomenon, as apparent in the.
decline of some of the major currencies, and to eliminate the eccnomic and social
effects of internmationally transmitted inflation on developing countries, taking
into account the conclusions and recommendations contained in the report of the
Group of Experts".

B. At its fifth session, in May 1979 at Manila, UNCTAD was unable to undertake suc-
cessful negotiations regarding this issue on the basis of the General Assembly
resolution and the report of the Group of Experts. As a result, the General Assem-
bly, at its thirty-fourth session, in resolution 34/197 of 19 Dacember 1979,
recalling, inter alis, resolution 33/155, and noting "with regret that the United
Nations Conference on Trade and Development, at its fifth session, did not take a
firm decision on international policy measures to combat the world inflaticnary’
phenomenon or on the conclusions and recommendations contained in the report of the
Group of Experts", recognized that the world inflationary process seriously
affected the economles of the developing countries and affirmed the urgent need for
the implementation of policies to control inflation. In this context, the General
Assembly, as noted above, requested the Trade and Development Board to discuss the
issue, and further requested the Secretary-General of UNCTAD to prepare a report
for consideration by the Board and subsequently by the General Assembly.

* Ibid., document TD/B/558.
¥ See Officzal Records of the Trade and Development Board, Eighteenth S3551on,
Annexes, agenda item 5 (¢), document TD/B/704.
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C. Summary and conclusiens

9. The emergence of inflation as a global phenomencn and the asscciated prolonged
stagnation of econmomic activity have marked the decade of the 1970s as unique in
modern economic history. Previously, rates of inflation had varied substantially
from country to country and were explicable primarily by domestic factors specific
to each country. In the course of the 1970s, howsver, as inflation accelerated on a
wide scale, differences in inflation rates among countries decreased markedly, both
at the global level and at the regional level (with the exception of the developed
market economies). This phenomenon may have been a reflection of the increasing
importance of external factors, particularly in the case of developing countries,

10. Whereas excess aggregate demand played a role in stimulating inflation in the
1960s and early 1970s, cost-push factors appear to have been the primary cause of
inflation in the late 1970s and so far in the 1980s. However, it is extremely dif=-
ficult to attribute quantitative shares in a given rate of inflation according to
source and draw conclusions therefrom regarding the specific causes of inflation.
At the national level, inflation must be seen as the result of complex, dynamic
interactions among factors such as imbalances in demand and supply, price changes
arising in the external sector, and institutional and market rigidities which gov-
ern the way in which price changes are transmitted through the economy. For
example, the practice of linking wage levels to the consumer price index, either
explicitly or implicitly, taken with that of cost-plus pricing on the part of firms
ta achieve a targeted rate of return, implies that, once begun, inflation gathers a
momentum difficult to counteract.

11. The structure of government expenditure and taxes may also be seen as a con-
tributing factor to the continuation of inflationary pressures. Very often, large
parts of government expenditure are indexed to or move closely with the rate of
inflation. While taxes are not explicitly linked to the inflation rate, the tax
structures and policies of many countries are such that increases in price levels
will tend to increase revenues. While it is felt that this phenomenon tends to act
in a counter-cyclical fashion in situations of demand-pull inflatiomn, it is also
tantamount to an increase in the cost of living. Furthermore, because increases in
the price level will generally affect nominal expenditure and revenune to a differ-
ent extent,. tax rates must be periodically revised to maintain the desired
consistency between tax and expenditure structures. An added complication is that
periodic revision of tax rates invites the attention of special interest groups,
who attempt to influence the way in which tax rules and rates are revised.

12. Inflation is generally accompanied by monetary expansion. Such expansion may
in some cases have triggered the inflation; in most cases, however, it appears
rather to serve to accommodate an inflation whose causes lie elsewhere. When seri-
ous rigidities such as those mentioned above exist, a non-accommodating monetary
policy primarily affects real levels of economic activity rather than price levels,
particularly in the short run. Thus, for example, an increase in the price level in
the face of unchanﬁed monetary policy generally produces a simultaneous fall in
real output, i.e., "stagflation". The fact that modern industrialized market econ-
omies are not isolated, but are closely interlinked through the international
trade, finance and monetary systems, further complicates the picture. It means
that once inflation is under way in a number of major ecconomies and is being trans-
mitted throughout the system via, imter 4lia, prices of internationally traded
goods, it is very difficult for an individual country to combat successfully an
inflation which is being continually fuelled from abroad. Further, if the country
in guestion is a major reserve-currency and financial-market country, the conse-
quences in terms of exchange rate and interest rate movements may be to increase
inflationary pressures on the rest of the world. '

13. While prices of internationally traded goods are governed over the very long

term by a combination of price levels in the major trading and reserve-currency
countries, exchange rate movements and trends in productivity, in the shorter term
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2 large number of other factors may also be operating. This is particularly true in
the case of most primary commodities, the prices of which showed extreme volatility
during the 1970s. Futhermore, while the price trend of primary commodities,
excluding crude petroleum, was not significantly different from that of manufac-
tures during the 1970s, this was in itself a departure from earlier experience,
when, generally speaking, the terms of trade of primary commodities were declining,
This recent experience suggests that supply factors had a greater influence on the
prices of primary commodities than considerations of demand. By the same token,
the radical change in the structure of the international market for crude petroleum
which tock place in 1973 must be recognized as having had an impact on the infla-
tionary process.

14. Developing countries have been seriously affected during the 1970s by the
transmission of price inflation to their economies. Higher prices for their
imports and exports have had a direct impact on domestic price levels. In
addition, increased expenditure in the developing countries resulting from rises in
export prices has put an upward pressure on the level of domestic prices. In many
developing countries, particularly in Africa and Asia, price inflation had been
contained at relatively low levels during the 1960s. Changes in the prices of
traded goods were responsible in the 1970s for the emergence of serious price
inflation in the domestic economies of these countries. In some other developing
countries the external price movements were superimpesed on existing upward pres-
sures originating in the domestic economy and reflecting both monetary and
structural factors. High rates of price inflation have had a number of nagative
consequences for developing countries, including the widening of their
current-account deficits, increased pressure on their public finances and a worsen-
ing distribution of income.

15. Many developing countries have also suffered adversely from policies followed
by developed market-economy countries specifically to combat inflation. Highar
interest rates, resulting from virtually exclusive reliance in the United States on
monetary restraint to combat inflation, have increased net financial costs of
external borrowing in many developing countries. Moreover, the slow-down in the
growth of output brought about by that monetary restraint has contributed to a
sharp decline in primary commodity prices. Although the latter has played a part
in the easing of inflationary pressures in developed market-economy countries, it
has put severe strains on the external dccounts of most developing countries. Many
developing countries who saw the period of rapid inflation begin with a sharp
increase in import prices are seeing inflation rates ease with a fall in their
export prices.

16. Inflation must be seen as the result of a complex set of forces interacting at
the national and international levels in a manner which cften reinforces inflation-
ary pressures arising in a given part of the system. A successful
anti-inflationary strategy must therefore consist of a complex set of domestic and
international policy measures which must be applied in a co-ordinated manner if
serious damage to growth and employment prospects is to be avoided. Such a strate-
&Y necessarily requires a strong international, as well as national, consensus for
its successful implementation.

17. However, there appears to be a fundamental lack of consensns in some major
developed market-economy countries on how to deal with various social and economic
issues, reflecting in part a struggle over the distribution of income among various
social and economic groups. Inflation tends te aggravate this phenomenocn since it
changes the distribution of income, often in ways which increase the sense of
injustice felt by various groups, thus accentuating the difficulty of achieving
broad national agreement on complex economic issues. Indeed, it may be argued that
inflation is not only a contributing factor to a weakening of the social and poli~
tical consensus among social and economic groups but also in part a manifestation
of it.

18. A consequence of this weakened consensus at the national level is that govern-
ments are finding it increasingly difficult to agree at the international level on
4 broad range of economic issues, including the rules and institutional framework
governing international economic relations. This state of affairs is particularly
significant in the area of international trade. The stagnation in international

/oo,
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trade stemming from widespread efforts to control inflation through restrictive
monetary and fiscal policies has contributed to the severe pressures to which the
external accounts of many developed and develeping countries have been subjected.
As a consequence, many governments have strenuously pursued export promotion meas-
ures in an attempt to reduce their current-account deficits and to stimulate their
domestic economies in order to alleviate worsening employment conditions.- More
seriously, from the point of view of the world economy, many governments are adopt-
ing various formal and informal measures to restrict imports, in an attempt to
reverse declining employment trends in particular sectors.

19. The continuing controversy in developed market-economy countries over appro-
priate interest and exchange rate policies is another symptom of the deepening
divisions in the international community over economic matters. In particular, the
impact of United States monetary policy on the exchange rate of the United States
dollar and on interest rates in internatiomal financial markets has been viewed by
many as having had a profound impact on the economic prospects of the rest of the
world - particularly those of the developing countries, as mentioned earlier. How-
ever, in spite of the urgency of finding a solution which would cushion the impact
on the world economy of domestic monetary policies in individual countries, the
required consensus with respect to international co-ordination in this area does
not appear to be forthcoming.

20. Certain broad policy conclusions are suggested by this analysis. At the
national level, a prerequisite of a successful set of anti-inflationary policies is
a basic agreement among the economic groups in society as regards the rules by
which the distribution of income is decided. This includes not only the way in
which wage bargaining is carried out but also the extent to and the manner in which
the government redistributes income among social groups. The process of achieving
a social and political consensus which is involved and the differences in economic
structures make it inevitable that the policies eventually adopted vary substan-
tially from country to country: there can be no unique policy formula which will
successfully combat inflation in every econeomy. :

21. However, there are two areas where significant externalities impinge on the
working of the international economy, with particularly severe consequences for
developing countries. First, as long as the United States dollar serves as the
major international reserve currency and international financial markets effect a
large propertion of their operations in that currency, the domestic monetary policy
of the United States will have a major impact on the international financial and
monetary systems. A restrictive monetary policy in the United States substantially
increases, for example, the financial burden on capital-importing developing coun-
tries. Secondly, the simultanecus adoption of deflationary aggregate demand
policies, and especially restrictive monetary policies, by major developed
market-economy countries has a profound recessionary impact on the international
economy, both directly by reducing demand and indirectly by inducing restrictive
policies in other economies. In such situations, developing countries not only
face a slackening demand for their exports but alsc suffer an adverse movement in
their terms of trade, due to the nature of international primary commodity markets.

27. The broad thrust of domestic economic policies should be co-ordinated by
national governments in a way that takes into acceount their impact on the rest of
the international = community. The international implications of the
anti-inflationary policies of individual countries are unlikely to be addressed
successfully, howesver, in the absence of a reascnably wide range of policy instru-
ments at the national level to combat inflation. When, for example, control of the
growth of the money supply is the sole means through which a country is fighting
inflation, the international consequences of this policy cannot be taken into con-
sideration without calling intc question the country's entire anti-inflationary
programme. When, on the other hand, a government is fighting inflation through a
variety of policy measures, it may be possible to alter the mix of such policies in
a way that minimizes adverse external repercussions without weakening their domes-
tic effectiveness.

23. Finally, there are two other general points which require some emphasis.

First, given the nature and complexity of the causes of the world inflationary phe-
nomenon, it is unlikely that it can be combated successfully through restrictive
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monetary and fiscal policies alone, if this is to be done without incurring exces-
sive costs in terms of unemployment of labour and idle resources. Secondly, where
policies have unavoidably negative impacts on the economic environment of develop-
ing countries, it would seem appropriate that the international community should
consider ways and means of minimizing such consequences. In addition, since the
ability of the poorer developing countries to adjust to external pressures is quite

limited, measures should be adopted to insulate those countries from the vagaries
of the international economic environment.
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CHAPTER II

THE EMERGENCE OF WORLD INFLATION

A. The post~war experience

24. Although increases in domestic price levels had been recorded in most coun-
tries throughout the post-war pericd, a general concern regarding the possibility
of a "world inflationary phenomenon" did not arise before the late 1960s. Apart
from a sharp rise in commodity prices in 1951, until the mid-1960s price increases
were generally moderate in most regions, with the exception of developing countries
in the Western Hemisphere. During this period it was widely believed that a cer-
tain amount of inflation was unavoidable and was sometimes even a necessary
concomitant of economic growth, particularly in the case of developing countries.
Furthermore, the periodic bouts of price increases suffered by individual developed
market-economy countries were generally of a cyclical nature. Since inflation was
associated with high levels of business activity, it was felt that instruments of
agpgregate demand management could be applied effectively in most cases.

25. During this period inflation rates in most developing countries were no higher
than those in the developed market-eccnomy countries. Overall rates of inflation
for the developing countries need to be interpreted carefully, however, as differ-
ences within this group have generally been larger over the post-war period than
within the group of developed market-economy countries. The weighted average for
developing countries has been largely influenced by very high rates of inflation in
a few countries. In the majority of developing countries price increases were rel-
atively low until as late as 1971, and generally were below those of the majority of
developed market-eccnomy countries.

26. The 1970s marked a sharp departure from the patterns of world inflation which
had characterized the post-war era. The weighted average rate of increase in the
indices used to deflate gross domestic product {GDP)}, holding exchange rates con-
stant at 1975 levels (the domestic component of world inflation), accelerated from
5.5 per cent per annum for the period 1960-1970 te 12.3 per cent for 1970-1978.
Furthermore, an examination of the annual rates of inflation indicates that the
acceleration was already beginning in the late 1960s. On the other hand, the
global rate of inflation accelerated from 5.8 per cent for the period 1960-1970 to
15.2 per cent over the period 1970-1978. The methods used for both these calcu-
lations and the results are given in table 1 below.® However, while such global
indices provide useful illustrations of the magnitude of change over the past two
decades, they do not provide any information on how far inflation is common to all
regions and whether the indices are unduly influerced by a few countries with very
high inflation rates. Table 2 below contains more detailed information on a
regional basis: the median rates of inflation and the ccoefficients of dispersion of

® In general, the interpretation of aggregations of naticnal rates of inflation
causes more problems in a system of flexible exchange rates than in a system
of fixed exchange rates with a single monetary standard. See, for example, W.
S. Salant, "A Supranational Approach to the Analysis of Worldwide Inflatien”,
in L. B. Krause and W. S. Salant (eds.), Worldwide Inflation: Theory and
Recent Experience (Washington D.C.: Brookings Institution, 1977), pp.
633-655.
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groups of countries, computed on the basis of consumer price indices (for which
data are more readily available than for GDP deflators).

27. Table 2 confirms the validity of a picture of inflation accelerating on a broad
front. Furthermore, a sustained trend of diminishing dispersion of inflation rates
among developing countries was already perceptible by 1970, when inflation started
to accelerate in the developed market-economy countries. This may indicate that
international factors were gaining in importance as contributors to inflation in
the developing countries during the late 1960s and early 1970s.

28. Narrowing differentials in inflation rates, while the rates themselves accel-
erated, are apparent at the regional level as well as globally. Africa and Asia,
both areas of relatively stable price levels in the 1950s and 1960s, with slowly
mounting rates of inflation by 1970-1971, experienced a sharp acceleration of
inflation in 1973-1974. While there were rather erratic movements in the coeffi-
cients of dispersion for these regions, there was a proncunced downward trend for
the 1970s as a whole. Latin American countries, where high rates of inflation have
been traditional, exhibited similar trends.

29. There were, however, subtle differences between the experience of developing
and developed market-economy countries over the late 1960s and early 1970s. First,
the dispersion of inflation rates increased among developed market-economy coun-
tries in 1968 and 1969, while the median rate of inflation remained relatively sta~
ble, implying that inflation rates had begun tc accelerate in some economies. By
1970 inflation had spread to encugh developed market economias to be reflected in a
sharp increase in the median rate of inflatiom. On the other hand, inflation in
developing countries generally increased, with a considerable time-lag, a signif-
icant upward movement occurring only in 1972,

30. In 1973 and 1974 inflation accelerated in all regions and the coefficient of
dispersion fell in all developing regions. For the first time since 1951, develop-
ing and industrialized countries reached a peak of inflation wvirtually
simultanecusly. While crop failures and food shortages were probably important
causes of inflation in many developing countries during the early 1970s, these
countries were also faced with large price increases for manufactured goods and for
petroleum products. Many of them also enjoyed a significant growth in their export
revenues as a result of the strongest commodity boom in the post-war period, which
was also to some extent a result of the unusually synchronized upswing in 1972 and
1973 of the developed market-economy countries. In 1874-1975, the rates of growth
of output and investment fell and industrialized countries experienced a severe
recession. -

31. The annual increase in the index of import unit values (in dollar terms) of the
developing countries other than major oil exporters accelerated from & per cent in
1972 to 25 per cent in 1973 and 47 per cent in 1874. Nevertheless, import volumes
of these developing countries could still be expanded in 1973 and 1974, since for-
2ign exchange earnings grew with rising prices for primary commodities. Moreover,
increased borrowing from international financial markets in 1974 and 1975 also
helped to increase foreign exchange availabilities. The subsequent decline of
growth in real GDP was consequently less pronounced in the developing than in the
developed market-economy countries.

32. There was some tendency for the pace of inflation to slacken in all regions
except South America between 1974 and 1978. However, rates of inflation were still
far ahbove 1971-1972 levels. In connection with a general business upswing the rise
in the consumer price index in most industrial countries started to re-accelerate
by the end of 1978, leading toe a substantial increase in inflation rates in all
major countries except Japan in 1979. Rates of unemployment still remained high by
traditional standards, indicating that the problem of stagflation had not been
resolved. In 1979, petroleum prices also rose sharply, reinforcing the resurgence
of inflaticn already under way.

33. In 1980, the developed market-econemy countries registered a new peak of
inflation at 13.6 per cent and their dispersion coefficient dropped markedly,
Italy, the United Kingdom and the United States of America, where inflation had
been incressing since 1977, registered new record rates of inflation in 1979 and
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TABLE 1

WORLD INFLATION: &/ THE GDP DEFLATOR AND ITS &OMPONENTS;
1966~-1978
(Per cent Iincrease over preceding year)

- o i T e S8 R M L SN e . s A W M AN MR M MR MR M N R W Er W o M W W M mom oo

Exchange

Globkal | Domestic rate

inflation component component
1966 3.93 3.89 0.04
1967 4&.43 4.40 0.03
1968 4.53 3.98 0.52
1969 5.50 5.15 0.34
1970 8.31 7.71 0.55
1971 5.19 6.46 -1.19
1972 -2.26 6.43 -8.17
1973 7.47 11.89 -3.95
1974 30.59 19.37 9.41
1975 16.58 15.18 1.23
1976 33.63 j 13.64 17.59
1977 20.71 14.86 5.10
1978 14.07 11.53 2.27
Annual
averages:
1960-1970 - 5.77 5.52 0.23
1970-1978 15.17 I 12.34 2.52
1960-1978 9.85 i 8.50 1.24

w Ph e e M R SN R R RN B AN M W R T v TE ey e e e S S M ML M MM M M W e ke m

Source: UNCTAD secretariat calculations, based on
internatiocnal sources.

Note: The calculations for each year have been made

with the aid of naticnal GDP deflators and exchange

rates vis-a-vis the United States dollar. Global inflation
is calculated by dividing world GDP valued at current prices
and exchange rates by world GDP valued at 1975 prices and
exchange rates; the domestic component is calculated by
dividing world GDP valued at current prices and 1975 exchange
rates by world GDP valued at 1975 prices and exchange rates;
and the exchange rste component is caleculated by dividing
world GDP valued at 1975 prices and current exchange rates by
wvorld GDP valued at 1975 prices and exchange rates,

4/ Excluding socialist countries of Eastern Europe
and Asia.
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- PATTERNS OF WORLD INFLATION, 1966-1980
Developing countries
Developed |==w--emacmeamacoool Lo 00 e L
market- Central
economy ' South America &
countries Total Africa Asia | America | Caribbean
!
Median annual rate of increase in prices (%)
1966 3.8 3.3 2.9 4.0 g.1 1.8
1967 3.4 2.1 1.5 4.2 10.5 1.3
1968 3.6 2.5 1.9 2.3 5.7 2.5
1969 3.2 3.3 3.8 3.4 6.4 2.2
1970 5.8 3.7 3.2 4.2 6.0 3.2
1971 6.2 4.0 4.0 4.2 7.5 3.0
1972 6.5 5.5 5.5 6.3 11.3 5.0
1973 9.1 11.3 6.7 14.4 16.9 13.6
1974 15.1 18.1 15.0 24,3 24.6 17.5
1975 12.7 15.2 16.6 12.7 23.3 15.2
1976 10.3 9.8 10.8 7.2 26.8 7.0
1977 11.2 11.6 12.7 10.1 35.6 9.7
1978 8.3 9.5 10.1 6.7 28.2 8.2
1979 9.6 12.3 11.3 9.4 30.8 14.7
1980 13.6 15.3 | 1z.3 14.5 41.2 16.8
Coefficient of dispersion a/

1966 0.55 2.23 1.65 2.61 5.57 2.25
1567 0.51 2.37 3.19 1.14 4.06 1.69
1968 0.76 1.94 2.64 1.27 3.27 1.50
1969 0.88 1.43 1.16 1.49 3.06 1.40
1970 0.47 1.30 1.58 1.03 2.37 0.7¢
1971 0.55 1.05 0.99 0.91 2.37 1.35
1972 0.38 0.83 0.88 0.54 5.28 0.43
1973 0.42 0.90 0.85 0.87 3.43 0.68
1874 0.61 0.59 0.60 0.37 1.89 0.40
1975 0.57 0.81 0.87 1.11 4.20 0.59
1976 0.%0 1.17 1.04 1.95 3.13 0.76
1977 0.77 0.74 0.71 0.56 1.62 0.55
1978 0.91 0.83 0.84 1.03 1.32 1.05
1979 1.03 0.83 | 0.75 0.86 1.59 0.44
1980 ¢.58 0.96 | 0.76 0.77 1.12 0.24

---—----n.-------—---—-—q-----_-—--------...._--—---._------..---—-—-----——-----_---

Source: UNCTAD secretariat calculations based on consumer price
indices in International Monetary Fund, International Financial Statistics
(various issues), ‘

4/ The sum of the ranges of the second and third quartiles divided by
the median,
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1980. France reached nearly the same level of inflation as in 1974-1973, while
Japan, the Federal Republic of Germany and a number of other Western Eurcpean coun-

tries performed much better than the average for the group »f industrial countries
as a whole and than they themselves had dong in 1974-1975. In part, this reflected
the appreciation of their currencies vis-a-vis the dollar, which mitigated the
impact of increased import prices on their domestic economies.

34. In developing countries, too, inflation was more rapid in 1979 and 1980 in all
regions, though the increase in Africa was relatively modest.

B. Review of recent policy developments, 1971-1982

35, Policies in developed market-economy countries, which have varied over the
years since 1971, may be divided into three broad periods: 1971-1974, 1975-1978 and
1979-1982, each of which began with a recession. In the first and third periecds
major policy changes in the United States formed the background against which poli-
¢y makers in other countries were forced to reappraise their own policy stances,
and in both of the last two periods major increases in commodity prices intensified
downward pressures on final demand of a cyclical nature while imparting further
momentum to underlying inflationary trends.

36, The period 1971-1974 was notable for the replacement of the Bretton Woods
framework of fixed but adjustable exchange rates by a régime of generalized float-
ing in 1973 after it proved impossible ta establish a new system of par-value
exchange rates, following the decision by the United States authorities to suspend
the convertibility of the dollar into gold in August 1971.7 One of the arguments in
favour of generalized floating at that time was the increased flexibility in the
conduct of monetary policy which it was thought would follow. )

37. The controversy over the appropriate exchange rate regime toock place against
the background of efforts to recover from the 1970-1971 recession. Although the
timing differed considerably among them, the governments of most developed
market-economy countries undertook expansionary measures. In the United States
this took the form of tax cuts, increases in government expenditure, and an
increase in the rate of monetary expansion. Broadly similar measures were taken in
the United Kingdom. In the Federal Republic of Germany and in Japan, however, rel-
atively greater emphasis was given to stimulating investment, while in France a
major stimulus was provided by wage increases in the public sector.

38. While policies were generally expansionary, the objective of price stability
was by no means ignored. In both the United States and the United Kingdom, incomes
policies which were employed towards this end appeared to have had some initial
success but were phased out in both countries in 1974. A generalized improvement
in ocutput and employment levels, combined with the beginning of a commodity price
boom in 1973, prompted recourse to monetary restraint in the major developed
market-economy countries in the course of that year and in 1974. :

39. A commodity price boom and large oil price increases in 1974 and the onset of a
serious recession ushered in the second period, which was broadly characterized by
moderately expansionary policies on the part of the United States without agreement
on the part of other major industrialized countries ta take co-ordinated measures
designed to restore growth to the world economy. Most of them pursued moderately

? In fact, an agreement on new exchange rates was reached by the Group of Ten
meeting at the Smithsonian Institution in Washington, D.C. in December 1971.
But the exchange rates agreed upon could not be successfully defended against
speculation in the foreign exchange markets, and in March 1973 all major cur-
rencies were permitted to float. Subsequently, an agreement was reached by

- the Interim Committee of the International Monetary Fund at a meeting held in
Kingston, Jamaica, in January 1976 to give equal legal status to pegged and
fleoating exchange rates.
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expansionary fiscal policies in 1974 and 1975, while maintaining significant mone-
tary restraint through most of 1974. Thus, the net effect of monetary and fiscal
policies was on balance clearly expansionary only in 1975,

40. From 1976 to 1978, policy makers attached growing importance to lowering what
were regarded as unacceptably high rates of inflation. With a regime of floating
exchange rates in place, monetary policies were conducted with less regard to their
exchange rate consequences than hitherto. The United States pursued a policy which
gave priority to sustaining employment and growth, although monetary target ranges
were also lowered gradually. And at the fourth summit of industrialized countries,
held in Bonn in July 1978, a formal agreement was reached to implement co-ordinated
measures to stimulate growth and employment without rekindling inflation.

41. A widening current-account deficit and declining exchange rate of the US dol-
lar vis-d-vis the currencies of its major trading partners led to a sharp reversal
of policy in the United States in November 1978. This took the form of large-scale
intervention in foreign exchange markets on the part of the United States authori-
ties, financed in part by foreign currency borrowings and accompanied by an
increase In the Federal Reserve discount rate. Widespread disillusionment with
floating rates was reflected by the agreement in the Eurcpean Economic Community to
establish the European Monetary System which became operatiocnal in March 1979 and
by the qulier decision of the Swiss authorities to impose limits on its exchange
rate vis-a-vis the deutche mark.

42. With the onset of recession in mid-1979, combined with a resurgence of
inflation, policy makers perceived a dilemma which has persisted to the present,
namely, that restrictive monetary and fiscal policies could not be pursued vigor-
ously without fear of jeopardizing the employment situation, whereas they feared
that expansionary measures in favour of job creation and stimulation of growth
would endanger efforts to stabilize the price level. In the United States the Gov-
ernment decided to move decisively to restore credibility in its efforts to reduce
inflation. In October 1979, the Federal Reserve Board shifted its cperational
practice to reserve base mansgement, increased the discount rate, and established
reserve requirements for banks' managed liabilities. The subsequent increases in
US interest rates induced large movements of capital across the exchanges. The
reaction by policy makers in other countries to defend their currencies led to
increases in interest rates in nearly all the developed market-economy countries.
Thus, economic policies became decisively deflationary notwithstanding evidence of
mounting unemployment.

43. In February and March 1980, the United States authorities raised the discount
rate still further, and imposed selective credit controls as well. This was fol-
lowed by the Depository Institution Deregulation and Monetary Control Act of 1980,
which facilitated the process of financial innovation already under way but at the
same time envisaged imposing, after a transition period, reserve requirements on
all banks and savings and loan associations not already members of the Federal
Reserve System. As was the case a few months earlier, these measures were followed
by a tightening of monetary policies by various means in all major developed
market-economy countries and some smaller ones as well. While most countries which
raised interest rates did so in response to increases in US interest rates in order
to avoid increases in costs associated with declines in their exchange rates, the
United Kingdom was under no such pressure, due to the oil-related strength of the
pound, but in any case regarded high interest rates as a necessary consequence of
its own anti-inflationary policy. Only in Japan, and temporarily in France and the
Netherlands, did interest rates fall as some countries began to accord somewhat
greater priority to combating the worsening employment situation. A few smaller
Western European countries managed to utilize incomes policies to reduce the weight
given to monetary policy. Japan was, however, unique in setting a quantified GDP
growth target for 1981 which it sought tc achieve by a package of measures
announced in September 1980 which included increases in expenditures on public
works, and investment incentives in energy conservation, construction and electric
power generation,

44. In 1981 and the first half of 1982 most countries have maintained restrictive
policy stances in the face of containing recession. An exception to this general

/...
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pattern was France, where a new Government embarked on an investment-oriented
expansionary policy in an effort to slow the trend of rising unemployment.

45. Despite some tendency for inflation to fall and for unemployment to surpass
previcus post-war peaks, interest rates remained extremely high in 1981 and 1982.
One major factor appears to have been the emergence of large United States govern-
ment deficits in 1980 and 1981 and the prospect for their substantial increase in
1982 and 1983 due to the large tax cut enacted early in 1981 while monetary policy
has remained restrictive. Monetary policy also remained restrictive in most other
countries up to mid-1982 as priority continued to be given to defending exchange
rates and price stabilization.
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CHAPTER III

DOMESTIC AND INTERNATIONAL FACTORS IN WORLD INFLATION

46. Three explanations may be suggested for the world-wide nature of contemporary
inflation. The first would see inflation as a world-wide phenomenon simply because
of the coincidence of certain causes making their appearance simultaneously in the
great majority of countries (such as simultaneity of business cycles) or because of
4 common response to common preoccupations or policy pressures. The second expla-
nation would assert that inflation originates in one or & few countries whose
weight in the world economy is important enough to cause their inflation to be
transmitted to the rest of the world.® The third explanation® would consider
world-wide inflation as being generated by scme specifically international factors
such as movements in world monetary reserves and money supply (especially in the
light of the rapid development of the Eurocurrency markets in the last decade), the
working of the exchange rate system or international market power (cartels, trans-
naticnal corporations, internationalization of labour wunions). The three
approaches are not mutually exclusive: domestic and international factors both
play a role in the inflationary process in individual countries.

47. Furthermore, it is important to keep in mind that the current world inflation
is a reflection of a historical process which began to evolve in the mid-1960s.
This observation carries with it certain implications with respect to the causal
analysis of the world inflationary phencmenon. First, it must be recalled that the
acceleration of inflation originated in certain major developed market econcmies,
was transmitted via international channels to the rest of the world and became
firmly entrenched through the synchronized upturn in major developed market econo-
mies of 1972-1973. It was further accentuated by the commodity price boom of
1973-1974 and by the dramatie increase in energy prices. For most developing econ-
omies and for some of the smaller developed market economies the analysis virtually
ends there,as these countries do not have any significant impact on international
prices or liquidity. However, the situation is quite different with respect to the
majority of the developed market economies. Whatever the source of the original
inflaticnary impulse in these economies, when inflation takes hold domestically it
is fed into the international economy and fuels a feedback system, thereby produc-
ing a persistent international inflation which is quite different in character from
the original. It follows that, to understand the current world inflationary phe-
nomenon, it is necessary to concentrate the analysis on those features of the
developed wmarket economies and the international economic system which tend to
reinforce the world inflationary spiral.

A. Domestic factors in the developed market-economy countries

48. At the domestic level the inflationary process in a national economy should be
viewed as the result of complex dynamic interactions in demand and supply, of price
changes coming from the external sector and of institutional market rigidities that
govern the way in which price changes are transmitted through the economy. Given
that these processes are much more complex in developed market-economy countries

® Thus, the increase in the budget deficit of the United States in the late 1960s
led to strong inflationary pressures, which were transmitted to other coun-
tries through higher export prices and through its external accounts.

® See, for example, Walter S. Salant: "A Supranational Approach to the Analy-
sis of Worldwide Inflation", op.cift.
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and, further, that the relative weight of these econonmies in the world economy is
such that they have a very substantial impact on the international environment, the

analys}s which follows in this chapter will concentrate on the problems of this
group.

49. If it is generally agreed that there cannot be persistent inflation without
monetary accommodation, there is still controversy as to whether the money supply
is an endogenous or exogenous variable. The monatarists would argue that the money
supply is exogenously determined by the monetary authority and that the money sup-
ply, in turn, determines nominal income. Thus, for a given level of ocutput, an
increase in the money supply leads to an increase in prices. This analysis is
interpreted by monetarists as indicating that inflation must be due to an excessive
rate of money creation. In fact, an examination of the process of money creation in
the modern financial and credit system®! would suggest a less categorical view. In
the first instance, expenditure decisions of the private and public'? sectors lead
to a given demand schedule for bank credit. The extent to which banks can supply
credit depends on the availability of bank deposits and alsc on central bank con-
trol of the monetary base. Thus, the actual amount of money creation will depend
upon the interaction of demand and supply. The impact of this process of money cre-
ation depends on the final uses made of credit and on possible discrepancies
between the supply of bank credits and the supply of bank deposits, i.e., between
the supply of and the demand for money.!® The first effect, resulting from the uses
of credit, can in turn affect the demand for money (which depends, among other
things, on income).

50. The money supply can thus be interpreted as being endogenously determined by
expenditure decigsions* of economic agents. A decision by the monetary authori-
ties to expand the monetary base need not result in any simple multiple expansion
of the money supply. It follows that monetary contral should be concerned with the
particular causes of monetary growth and not be confined exclusively to the control
of any single aggregate defining the money supply. The exclusive Pursuit of a sin-
gle monetary target could produce high and volatile interest rates ® (because banks
have to compete among themselves and with other financial institutions to attract
deposits) and could have a detrimental effect on output, by squeezing cut produc~
tive uses of credit. Furthermore, a credit squeeze may induce economic agents to
introduce a variety of substitutes for money or to substitute between borrowing
from the domestic sector and borrowing from abroad. Thus, it is evident that the
control of the money supply is not a particularly simple matter in practice. How-
ever, even if such control were undertaken successfully, there are reascons to
believe that, while the restraint of monetary growth will slow the growth of nomi-
nal incomes, it will have a larger impact on real growth than on prices.

51. In particular, the extent to which a reduction in the rate of growth of nominal
income is translated into a reduction in the rate of inflation depends on the

10

11 The case of developing countries will be examined in chapter IV.

For a description of the role of bank credit and the behavioural forces under-
lying the supply of money, see Richard Coghlan: MNoney, Credit and the Economy
(London; George Allen and Unwin, 1980).

The contribution of the public sector spending to the money supply is limited
to the part of expenditures which is not financed by non-bank holding of pub~
lic debt.

The monetarists have concentrated their analysis on the second effect, that is
disequilibrium reactions between demand for and supply of money. They argue
that since the demand for real money balances is stable in terms of a few fac-
tors (such as real income and the interest rate), an excess supply of money
would result in changes in these variables. If the economy is in a situnation
of full employment, then the price level would adjust to bring the demand for
real money balances to its desired level.

These expenditure decisions may be related to the desire to buy financial
assets, to purchase goods and services or even to cover an increase in costs
of productiecn.

For an open economy operating in a world of flexible exchange rates, volatile
interest rates will induce unstable exchange rates, which can have negative
repercussions on real output.

12
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degree of sensitivity of the price level to the existence of excess supply. For
example, the process of wage and price determination,!® structural changes (such as
a secular decline in productivity growth) and structural rigidities of production
may produce inflationary pressures, irrespective-of the rate of growth of the money

supply.

52. The process of wage and price determination in a developed market-economy
country tends to produce a downward rigidity in prices and wages, particularly in
the manufacturing sector.!? Firms set their prices through mark-ups over full
costs to achieve a target rate of return. Such mark-ups are determined by
long-term considerations (for example, the level of production which represents the
"normal" percentage of capacity or the trend growth rate of productivity), with the
result that prices are relatively insensitive to short-run fluctuations in demand.
. Likewise, in the labour market, wage rates-are less sensitive to cyclical unemploy-
ment than to concern about preservation of the purchasing power of wages. Workers
determine their wage claims for a contract pericd of several years, taking mainly
into consideration some expected rate of inflation and also relative wages.'® This
process of wage and price fixing is a feature of economies with fairly strong con-
centrations of power'? on both the management and labour sides. It is further
exacerbated by a fight for income shares, particularly in countries where "social
partnership” is weak.If the wage bargaining process were carried out explicitly in
terms of the share of wages in total value added, upward pressure on the price level
would be reduced. .

53. To the extent that wages and prices tend to be "sticky" downwards, the burden
of adjustment to a constriction of nominal demand will tend to fall on output and
employment, Moreover, in an economy marked by a long history of inflation, infla-
ticnary expectations may become strongly imbedded in wage and price structures. In
such cases the losses of output and employment induced by demand management poli-
cies aimed at stabilizing the price level may be even greater.

54. Another factor contributing to the persistent stagflation prevailing in the
developed market-economy countries is the serious decline in the rates of growth of
productivity which has emerged in the ccourse of the 1970s. As may be seen from
table 3 below, the decline in productivity has been widespread, with no major
developed market economy proving immune. This phenomenon leads to increased infla-

1¢ The ''rational expectations” hypothesis combined with the "natural rate of

unemployment" hypothesis asserts that short-run fluctuations in output and

employment in response to price level variations are the result of the failure

of expectations to be realized. Unemployment results frem veoluntary choices
of individuals operating on markets which are continually cleared by flexible

prices. These too-stringent assumptions make this appreach irrelevant in a

world where wage and price adjustment is sluggish, where markets do not clear

continuously and where unemployment is involuntary, resulting from redundan-
cies.

In contrast, the prices of primary products are more flexible, because the

markets of these products function like an auction market. See Arthur M.

Okun, Prices and Quantities: A Macroeconomic Analysis (Oxford: Blackwell,

1981) for an expesition of differences in price formation in the markets of

primary products and of manufactured goods. In addition, because the supply

of primary products is relatively inelastic, their prices respond more strong-
ly to any excess demand.

Workers in one sector are concerned about wages set in other, related sectors

and therefore tend to resist any reduction in their relative wages. For exam-

ple, increases in wages in sectors with high productivity growth may spill
over into other sectors which do not have any increase in preductivity,
because of relative wage bargaining. It must be added that workers are also
concerned about wages relative to profits, as reflected in value added rela-

tive to wage costs. .

'? See the report by the UNCTAD secretariat (TD/B/AC.18/2), referred to in foot-
note 2 above, for a treatment of power concentration in developed-
market-economy countries. Cagan also found some relationship between price
rigidity and industrial concentration in the United States; see Phillip Cagan,
Persistent Inflation (New York: Columbia University Press, 1979).

1y

is

foen



aA/37/518
English
Page 19

tionary pressures to the extent that, in fixing their prices, firms take into
account wage costs relative to labour productivity”® (that is output per man hour).
Since wages are fixed, a decline in productivity will lead to a rise in prices
administered by firms (and a reduction of cutput if the number of man-hours remains
unchanged). Of course, in the services sector, declines in preductivity have a
more direct impact on price levels.

35. Many reasons have been advanced to explain the decline in productivity. Per-
haps ‘most important are the roles played by slackening growth of capital stock and
by structural changes, particularly in industrialized countries. With regard to
the observed reduced rate of capital investment (see table &), pessimistic expecta-
tions concerning medium-term demand prospects and the continuance of high interest
rates undoubtedly have played a role. Structural changes in the pattern of output,
demand and employment may also have contributed to the decline in productivity.
For example, compliance with regulations tc limit environmental pollution or
improve public safety have required a diversion of resources to activities the out-
put of which is not easily measurable. While such action does not necessarily
reflect a real fall in productivity, the practice of giving government subsidies to
declining sectors diverts investible resources from sectors where productivity is
high, necessarily slowing the rate of growth of productivity for the eccnomy as a
whole.

56, The role of government expenditures and the government budget deficit in gen-
erating or reinforcing inflation has long been the subject of controversy. It has
been argued in some quarters that an increase in government expenditures will
increase the tax burden, thus discouraging private saving and investment. Further-
mere, if the increased expenditure is financed by non-bank private saving, the
upward pressure on interest rates will crowd out private demands for credit. It is
true that government expenditures as a percentage of gross national product (GNP)
have increased since 1960 in most countries belonging to the Organisation for Eco-
nomic Co-operation and Development {OECD). On the other hand, the share of public
consumption in GNP has not increased over the period 1960-1978. Nevertheless, while
budget deficits have played a countercyclical role in some countries, these defi-
cits have remained high even in periods of economic growth.

57. In general, the contribution of government expenditures to inflationary pres-
sures depends on how such expenditures are distributed between consumption and
investment and on how closely the resulting public services fulfil real needs. It
is to be expected that the kinds of goods and services provided by the public sector
are increasingly in demand as societies become wealthier. On the other hand, gov-
ernment provision of public goods which are not viewed by a majority as satisfying
real needs may tend to be inflationary, particularly if it is at the expense of real
needs. Furthermore, rapid increases in public expenditure on such items as arma-
ments may also tend to be inflationary. If it is true that increases in government
spending have to some extent induced inflationary pressures, sn over-reaction
against public expenditures can also be counter-productive. A drastic reduction in
social programmes or in the provision of public goods and services can lead to
social unrest. Moreover, a slowdown in the rate of public investment in economic
and soclal infrastructure will adversely affect the overall productivity of the
ecconomy in the leng run.

58. There would thus appeaf to be a substantial body of evidence which suggests
that over the decade of the 1970s inflation has become largly cost-push in charac-
ter. This may partly explain the upward shift in the Phillips curve typifying the
phenomenon described as stagflation, i.e., high inflation associated with high
unemployment (see chart 1). It also explains the fact that movements in nominal
income have become much more closely associated with movements in real income than
with movements in the price level (see table 5 below).

59. To summarize, inflation is not just a monetary phenomenon, but is rather &
symptom of imbalances and maladjustment of the entire economic system. Severe

2% Okun suggested that firms having in mind long-term considerations take account
of the trend growth rate of productivity rather tham the actual level of pro-
ductivity. See A.M. Okun, op. cft., pp. 249-250,
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TABLE 3
TRENDS IN OVERALL PRODUCTIVITY*

------------------------------------------------------------------

1560-| 1973-
1973 1976 1977 1978 1979 1980
Country = = |=;ceemcmcccmmecccieiie e

Average annual change, in per cent
United States 2.1 0.0 1.9 0.1 0.5 -0.4
Japan . 9.1 2.4 3.9 3.8 4.2 3.1
Germany, Fed. Rep. of 4.5 4.8 3.0 3.0 3.2 1.1
France 4.7 3.1 1.3 3.3 3.4 1.0
United Kingdom 3.0 1.0 0.7 2.0 -0.2 -0.3
Italy 5.7 0.7 0.8 2.2 3.7 2.6
Canada 2.5 0.8 0.4 0.0 -1.2 -2.6
Belgium 4.3 2.8 0.9 3.0 1.0 0.6
Netherlands 4.0 2.8 2,2 2.1 1.3 -1.0
Sweden 3.3 0.9 -2.7 1.0 2.1 1.0
Switzerland 2.9 0.6 2.6 -0.3 1.8 1.3 .

------------------------------------------------------------------

Source: Bank for Internaticnal Settlements, Fifty-first Annusl
Report (Basle, 15 June 1981), p.34.

* Real gross national (or domestic) product in rela-
tion to civilian employment.

TABLE 4

AVERAGE ANNUAL RATE OF CHANGE
IN REAL PRIVATE NON-RESIDENTIAL FIXED INVESTMENT

(Per cent)

Country -1960-1973 1973-1979
United States 5.4 2.1
Japan 14.0 2.2
Germany, Fed. Rep. of 4.6 2.7
France 7.5 1.1
United Kingdom 4.3 1.6
Italy 4.9 -1.6
Canada 5.8 4.5
Belgium 5.7 1.3
Netherlands 4.8 1.7
Sweden 4.9 -1.3
Switzerland 5.8 -1.8

---------------------------------------------------

Source: Bank for Internaticnal Settlements, Fiftieth
Anrugl Report (Basle, 9 June 1980), p.55.

/--.



Chart
INFLATION AND UNEMPLOYMENT
Annusl sversges*
% %
16 16
UNITED STATES . FRANCE
=~ 80 - : soe
74
12 b= 79 - -1 12
74 ?
 — — - —
a8k 78 4 L 73 78 I
73 * 722
i ‘\.\ 4L A _
a7 L 7t Ja
4 b 66161 - 6872 -4 80
4 a6 -
0 1 | i 1 1 | | 1 1 | 1 1 0
2 3 6 [ a 99 1 2 3 4 8 7
16 - 16
GERMANY, FED, REP. OF CANADA
12 4 - 12
78
- 4 - 8 -
3 o F
8 1.3 74 - 'y -8
[~ 714072 s0e T ?.2 m
2 4 o 799 4 7 - 4
oy 7 60
= —~ 67 —1F 65 ) -1
@
E o 61764, %0 1 1 i | i) i 1 h 1 o
§ ) 1 2 a 4 5 [ 72 a 4 13 [ ? g8 9
5]
[ %]
£ 18 18
@ | METHERLANDS _| | BELGIUM B
74
g 12 ~ -112
73
8l EAN 4k g0 8
72 73 3
B 80w -1 -
»?
o VN 79075 1L eenn 2 78079 |,
66
L 80 4
0
o 1 1 L 1 1 L S 3 1 1 1 l o
o 1 2 2 4 8 6 70 1 2 3 4 5 6 H
24 - 24
UNITED KINGDOM JAPAN
20 |- L N <20
16 4 <4186
74
12 |- - - -1 12
al - <8
?2 n 88
; FE R
4 - - = . - 4
0
o 1608 ) i 1 1 1 1 1 o
o 1 2 3 a4 & 8 70 08 a0 36

Ur;‘amploymant rate

Source: Bank for International Settlements, Fiftieth Annual Report, (Basle, 9 June 1980}, p 23,
* The points far 1980 are based on the latest monthly data.

A/37/518
English
Page 21

leve



A/37/518
Fnglish
Page 22

Lo R T PO ND D O NAD Ut -3 WO Do = AR TR MO e
Sgegie didded  $adddR LA IId Jdaddedw  11!Iid Radgec  dad s
= ReQ = g9 7 RY RN T
& e g LR SR W WO e o O O = el L Pororomeg Ao O ue Qunang
L - = e . L I R 3 = r ® o omow L] - LR C)
MO e - s Cb M- < e OB
& MO it o w LS e @swn NN g W S o fak > -
g iR LS O IR -T S Ee o S L LA L] CR A O L LT =momoo
. 5 E R P N 4 * hoeoa e " e e
Ny oo wn WS L L) OO LI~ L R
— ~ qre ~ [T =m G Elad A e B h k=) &8RS h
E LR & ] OO @~ 6 oo dag LA R L R DL St “MOND D AN
(Bt =2 aom Y > % e E e N PR H A I
o LR S s o WA W 1N
o N'w NP O a4 -unu'\mtfw mmwn' d’_‘|a.ﬁ w
'ﬁ u"\u:\ \eww u‘\mn:n-m.v P MLRY A B (= e =Y D-o:\e.-.uom r.\v:uzl-:n\n cwqwnr_u:
A o i . A . ] T P q H
o WS o O NG N N0 N0 N LY Tl NO Ao - LY Tl
- - ~ - ] - |
Aretem o NG NN D - o b g - @O oo OO D g Qg
. = e Y e e TRNERSS e v e waa .= .
LR WO e Ot L VBN O R WO @D
~- AATETY RReRT™ Rt Gy~ ~ [ AN
- AN Wy Loka o b Rt '] Ll -l =N~ Y] QN T - QY WO D NG WO (NN O ND
& G Tty oo [ L PP RS G A ARMRAG P LTE Y SN e o
~ L R ARTE QETEY &9 RATRY
;'_'\ 'f“jqu‘“w \ow-lror:w oS oWy & hay g TN -t:w.\qr-d’:lr: ootr_\r:wr- :
- 2 Y= IR v A S o i g i DGO A ~ g O R ol W e
= b 3 gON D O -Nn-cmclp:r-q \DEQ s\o K« .
& JAITES 0 OIIoMen ¥wenYt eag9qaws  wauads  waonar  ceaooe ‘
Y- o e o WAoo ot LY o 53 04 g ou oo c
@ =] 2 2o LN oA TN~ Lol L o gardo
T ;_: no e wa nmeE ey o =D R LY - aLal s e a4 ;
. . aa d PR PR ” r e e wow .
e lalay-] o e T D QBN G H
i oy =] ?N Pl Y ?D omv-—-q-—- '_‘w u-lcﬁ ] ‘
-

- 1
; =] - Sl -] E3N0 e 9 ity LA ol @ WO - B e & e ey Db &1 M wea 4
PR . w vy e, OO H e P i . d

= WD N b E-X1 L LY Y- f—l‘—O\P:?ﬁ o b g et T0 N ]
~ — 2] [} !
1
L) O\ O S0 O M L s A Ly X - R NN D
& PRI dorag e Anendso ] V- P |
g - - - - 89 - SRR 5] K
]
\
,g P e g G ) WO RO e QO P L]
TN e whoes Y e e e " e e w
H [ Ry LR L2 @00 @ Pt e a
" H fery — — - ) !
4
¥R 3 ;
e Qe inA o A O v oy @ o QTG WOy
PR AT + 3 e e e . 1y
E E ) L A =0 O N NG N .
- = =) 1
L i
Lo S Rk - DR R o] DN - DE-R 1NN Y Ll £ K= oy - oD @
E] EE TN P Sendd - ] BING S Cwalipe Amid e g m ”
= - ~ - 9 ki e g T '
E § «-:Ogr'-\og"w_t i a:u: LAl Xt LIl L1 pat Al ol ) +HQQanwn - 3
P = PR S Clt e e e
O Ma w0 o - - o™ T DNO O
~ R Fmange ATEATe & a7 i
3 IONEDT TU9NY.  2geans avaaqe gnmams oemaong |
-y . e LR RN PR RS Py ..
LT RO Y- OB [ —- onn - oy s 1
- - =] \ON \arr\?o afur\n Q a? o ﬂ? 1
]
+
”~ LY ARG OO NB @ wNaN D * Ot D -2 10 L3
& A eAG A ol wanv<ddsd nEENG 0 Cohdng N B S A -
gl ? o) ] ,..,.4? & n-l? 4
g NN P O OO g S, Ll e Rl T A :
3K L4 e @ mnoa aa . e
- e ) - "~ o b=y w -
b Hd‘\nm L] -vl'\?o On:-'u_"\ = - og? sﬂ H
-
—~ D Wy . - D NN MO Ll 250 A N SO e i
R MG N~ Amima o et O e S G O - BT L1 :
- =9 Eh -5 neys Y 29 b
$ e L Stovesy  onaosd grmnaar  ewaeoa
fal i it v T . b ]
LR L
= - H? [o Rl AT I gﬂun - Lol Al ol aY=Ral \o-l'tr&--lcﬂ AN:‘-DU\ L
— — — — — —~ B o~ e =
L~ -a - = ~8 .—.&g —~ —
- - < - 2 - - ]
] Q o e ] L
~ Ec o Ed “ 5:‘. u Eﬂ “ E: o Eu "-a ﬁ: “ g"
] & o [] -G ~ 3
LSEL 93543 53553 53528 wt44s 53588 x3343 L
- -
s3edgs  pfiviss Jsivigs i G R L B O L i3 |2
uy - s# ) Eﬂ- - g - ga - uy - EH - ga -
Eo‘h.aqaug 5 -—u-..g L] nggog Eguaﬁg - E.s..—uo-g %«Ewoag Eguau; E -.--uvg 2
Ll LT R P LA TH LS P L T M
L] -
Eﬂﬂgigﬁﬁ 333%“35*;? §2 33 gii' |
|
Bis Bi3s: ALG3 LR KR RE L EEY |
: 2 &
=) i ]




A/37/518
Enalish
Page 23

demand restraint policies can slow the upward movement of price levels, but at the
cost of -considerable reduction in output and increase in unemployment.
Furthermore, the underlying domestic causes of inflation, including the mechanisms
for wage and price determination, institutional problems, structural rigidities on
the supply side and cost pressures due to stagnant levels of productivity, as well
as international factors, will remain latent even if such policies achieve a meas-
ure of success and may produce a resurgence of inflation once aggregate demand
recovers. It follows that exclusive reliance on demand management policies, espe-
cially monetary policy, may by-pass the true causes of inflation. Im addition, the
adverse effects on the growth of preductivity of prolonged periods of economic
stagnation may indeed worsen the inflationary potential of the economy. The con-
clusion would appear to be that a whole range of instruments should be adopted.
These would include demand management policies (possibly pelicies geared to control
selectively different sources of spending, in order to maintain adequate levels of
productive investment); measures to improve production conditions and to reduce
costs on the supply side (including incomes policies, supported by measures to cre-
ate and maintain a favourable climate of social partnership, and measures to reduce
oligopelistic tendencies); and measures taken at the international level to elimi-
nate global inflationary pressures and to assure a smooth working of the world
trading system.

B. The international transmission of inflation: some global aspects

60. The increased interdependence among national economies has been accompanied
by, and in some measure caused by, important developments in certain key elements
in the internaticnal economic system. Three such elements deserve particular
attention, for they may throw light on factors which underlie the world-wide dif-
fusion of inflation. The first element is world foreign exchange reserves and the
amount of international ligquidity created through the international banking
system. The second element is the system of exchange rates, which links different
national currencies in the world. The third element is the internatiomal inte-
gration of goods markets and their price determination mechanisms.

61. The first international development concerns the relationship between interna-
tional liquidity and world inflation. Along the lines of the quantity theory of
money, empirical studies??® have claimed that an increase in foreign exchange
reserves, by expanding the monetary base and hence the money supply of individual
countries (assuming a constant money multiplier), has caused prices to rise. Other
studies®*?, however, have suggested that, at least for the recent period of floating
exchange rates, causality dees not run from reserves to inflation, but rather that
international reserves responded to inflation. Whether the increases in world for-
eign exchange reserves (or international liquidity in general, which encompasses
official reserves and private liquidity provided by the intermational banking sys-~
tem) lead to world inflation or vice versa depends on whether the additional
reserves serve to finance excess spending or deficits resulting from increases in
international prices. If non-bank private liquidity in foreign currency resulting
from a2 current-account surplus or imports of funds from abroad is purchased by the
central bank, and if the central bank cannct then sterilize this inflow of funds,
the reserve base of the banking system is enlarged and an increase in bank credits
may follow.??® It is alsc argued that an increase in internatiomal liquidity would

21 5ee, for example, H. Genberg and A.K. Swoboda, "Worldwide Inflation Under the
Dollar Standard" (Gradunate Institute of International Studies, discussion
paper no. 12, Geneva, 1977); H.R. Heller, "International Reserves and World-
wide Inflation", IMF Staff Papers, Vol. XXIII, No.1l, March 1976.

See, for example, M.S. Khan, "Inflation and International Reserves: A
Time-Series Analysis", IMF Staff Papers, Vol. XXVI, No.&4, December 1979.

It is found, for example, that the Federal Republic of Germany and Japan, dur-
ing the period 1967-1972 under the fixed exchange rate dollar standard system,
experienced an increase in their domestic money supply because of inflows of
foreign currency which swelled their foreign exchange reserves.
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ease the reserve constraint and, therefore, would encourage expansionary policies,
leading to inflation. On the other hand, if foreign currency. ligquidities arise
from borrowings to finance deficits resulting from increases in international
prices or if these liquidities are acquired by official authorities and redeposited
abroad in order to build up foreign exchange reserves for the financing of future
deficits, there will normally not be an increase in domestic money supply in conse-

“quence. This is particularly true in the case of developing countries: foreign
exchangae reserves are used to adjust to inflation rather than serving as a stimulus
to inflation, 2%

62. In the same vein, fears have been raised that the growth of Eurocurrency mar-
kets, by expanding international liquidity, will have inflationary consequences
for the world economy. It is argued that because bank operations on the
Eurocurrency markets are not subject to reserve requirements, the credit multiplier
will be very high. However, it has been estimated that when all portfolio
responses are taken into account, the true size of the multiplier will be very low,
approaching unity.2® In any case, it is clear that the Euracurrency markets perpet-
uate the liquidity created by the balance-cf-payments deficits of reserve currency
countries. Eurocurrency credits have indeed provided liquidity to developing coun-
tries to finance their balance-of-payments deficits. However, some developing
countries, especially the poorest cnes, do not have access to these sources. Fuar-
thermore, the relatively high interest rates prevailing in international fimancial
markets in recent years have made this source of financing very costly.

63. However, two aspects of international financial markets may indirectly create
inflationary biases. First, the international liabilities of banks, by making it
more difficult te define and interpret money aggregates, make it harder to control
the domestic money supply. Secondly, Eurocurrency markets increase the mobility
and volume of capital flows, as well as the substitutability of similar financial
assets denominated in different currencies, resulting in an increased instability
of exchange 1ates. The inflationary bias occurs hecause downward price rigidity in
a country whose currency has appreciated means that the change in the exchange rate
has not been fully compensated, while the relative currency depreciation in other
countries is reflected in an increase in their domestic price levels. Furthermore,
by inducing a country whose currency has appreciated to intervene on the exchange
markets, exchange rate instability may increase its mometary base and money supply,
if the inflow of reserves is noi sterilized and the money multiplier does not
alter.

64. The second and closely related international development to which some atten-
tion should be paid has taken place in the system of exchange rates. The breakdown
of the Bretton Weoods fixed exchange rate system and its replacement by varying
degrees of exchange rate flexibility since 1973 has brought to the fore the gques-
tion of the impact upon world inflation of fixed and flexible rates, respectively.
Flexible exchange rates should theoretically protect one country from inflation
transmitted by other countries. However, it has been found that in the short run
exchange rates are not determined by relative inflation rates and, therefore, in
the short run increases in foreign prices cannot be completely compensated by
changes in exchange rates.

65. It is alse argued that the fixed exchange rate system imposes a certain disci-
Pline on demand management through the reserve constraint, while the flexible
exchange rate system, by insulating countries from external influences, does not
embody such a constraint. However, in so far as domestic inflation will lead to
devaluation, the fear of an induced major increase in prices may censtitute a bar-
rier against the application of inflationary policies.

** As will be seen in section C of chapter IV, the increase in the current-account
deficit of non-oil-exporting developing countries during the period 1970-1980
was largely due to increases in import prices.

See, for example, J. Hewson and E. Sakakibara, The Eurocurrency Markets and
Their Implicatfons (Lexington, Mass.: Lexington Books, 1975).
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66. TFinally, as has been mentioned above, downward price rigidity can make flexi-
ble exchange rates more inflation-biased, particularly in situations where
exchange rates are unstable,

6€7. However, the present system is a system of "managed floating", as far as indus-
trialized countries are concerned. The fact that flexible exchange rates do not
provide complete insulation means that countries, particularly small countries
with open economies, would face domestic price feedbacks from exchange rate
changes. They are, therefore, compelled to undertake active intervention on the
exchange markets. This hybrid system combines the transmission mechanisms of both
fixed and flexible rates systems and may in the end reinforce inflationary price
trends.

66. The third development, the growing integration of goods markets interna-
tionally, has some implications for the price determination mechanisms on these
markets. For many raw materials, markets are international in character, with the
result that individual countries, especially small ones, are price takers. In the
case of manufactured products, transnational corporations exert a world-wide con-
trol on production and marketing and in some cases have the power to fix prices
internationally.?® Likewise international cartels of producers or consumers do
influence the formation of international prices in particnlar instances, As has
been pointed out earlier, the prices of products other than primary products are
not very responsive to short-term fluctuations of demand; they tend rather t¢ be
sticky ' downwards. This is also true of prices which are determined on intermna-
tional markets. (The historical experience with respect to international prices is
examined in scme detail in the following section.)

69. In conclusion, it appears that the increased integratien of goods and finan-
cial markets has meant that inflationary pressures are more quickly and cfficiently
transmitted throughout the world economy. To some extent, this may imply that the
international economy has become more fragile and is more susceptible to the emer-
gence of inflation on a wide scale. It follows that international factors shaping
the global economic system contain inflationary tendencies which are difficult to
counteract at the individual country level. This highlights the need for interna-
tional co-operation among countries to co-ordinate their pelicies and to bring some
reforms to the system. In particular, the creation of a truly international supply
of liquidity is necessary, internationally controlled and geared to the needs of
the world economy. An enhanced role for the Special Drawing Right (SDR) would be
one element in such a reform. The present system of international liquidity creat-
ion still depends on the liabilities resulting from balance-cf-payments deficits of
reserve currency countries and on the monetary policies of these countries. The
inadequacy of the system is reflected in the faet that, on the one hand, it can
induce inflation in countries with balance-of-payments surplus, while, on the other
hand, other countries, especially developing countries with poor access to capital
markets, suffer from insufficient international liquidity tc overcome
balance-of-payments difficulties.

C. Price behaviour of internationally traded goods: the postwar experience

70. The behaviour of the prices of internationally traded goods is governed by
complex and interrelated forces which vary substantially from commodity to commod-
ity. Because the short-term demand for and the supply of most primary commodities
agre relatively price-inelastic, their market prices tend to be very sensitive to
relatively small changes in demand and supply. Of course, the pattern varies con-
siderably from commodity to commodity, depending upon individual production
characteristics and end-uses. Further, the relative ease with which stocks of many
primary commodites can be kept means that speculation alsc plays a ronle. For exam-
ple, the current low level of many commodity prices reflects pessimism regarding

2% As in the case of national producers analysed sbove, transnational corpo-

rations also set their prices after providing for mark-up over costs.
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the future rate of expansion of demand, coupled with the attractiveness of buying
financial instruments bearing high rates of return, and its counterpart, the high
financial cost of maintaining stocks,

71. In contrast, prices for manufactured goods have become less sensitive to
changes in demand and are governed increasingly by cost factors in countries
exporting such goods; consequently, export prices for manufactures are generally
closely linked to the level of inflation in developed market-economy countries. 4
direct effect of the difference in the price mechanisms governing primary commod-
ities and manufactures is that the terms of trade of primary commodities against
manufactures are highly sensitive to fluctuations in the over-all level of economic
gctivity. As a result, developing countries that are exporters of primary commod-
ities may be generally expected to suffer large terms-of-trade losses during bouts
of stagflation in the developed market-economy countries.

72, Notwithstanding these broad observations, prices of internationally traded
goods behaved rather differently during the 1970s from the 1950s and 1960s (see
table 6 below). First, the terms of trade of primary commodities against manufac-
tures did not deteriorate markedly during the 1970s, in contrast to the earlier
postwar experience,?’ although the terms of trade of primary commodities against
machinery, in particular, continued to deteriorate. Secondly, the prices of traded
goods rose at a relatively rapid rate during the 1970s. The largest increases were
for petroleum which, reversing the trends of the 1950s and 1960s, rose nearly eight
times as fast as unit values for exports of manufactures. The unit value index for
exports of manufactures from developed market economies increased at an annual
average rate of 11.1 per cent during the period 1970-1980, compared with 1.9 per
cent during the period 1950-1970. Thirdly, fluctuations in international prices
were more pronounced than in earlier periods. In common with past patterns, the
fluctuations in food prices were larger than those in most other traded goods.

73. After a sharp rise in 1951, the decade of the 1950s was a period of declining
prices for primary commodities in general, resulting in a decline in the terms of
trade of those commodities against manufactures at an average annual rate of about
2.8 per cent between 1950 and 1960. During the 1960s, while there was a perceptible
further deterioration in these terms of trade, it was not highly significant in the
context of the substantial fluctuations that typically characterize primary com=
modity prices, In contrast to other commodity prices, however, petroleum prices
continued to fall or stagnate in nominal terms throughout the 1360s, and the terms
of trade of petroleum against manufactures fell at an annual average rate of 3.4
per cent over the period 1955-1970.

74. With the advent of the 1970s, the prices of traded goods began to accelerate,
as inflation took hold in industrialized countries. After a sharp decline in 1971,
centred on beverages and metals, the prices of primary commodities increased dra-
matically over the period 1972-1974. In particular, the uniusually synchronized
expansion of industrial production in the developed market-economy countries led to
sharp price increases for fibres, beginning in mid-1972, and for metals a few
months later. Petroleum prices rose by 27 per cent in 1971, followed by a somewhat
smaller rise in 1972, and then more than trebled in 1974, Food prices had already
started to rise vigorously by the end of 1971, following crop failures in a number
of countries and sharply increased fertilizer costs. They were still climbing in
the first part of 1974, when the developed market economies had already entered a
severe recession and prices for many other commodites were falling.

75. 1In 1975, with both industrial production and GDP in developed market-economy
countries declining, the price index for primary commodities excluding petroleum
fell by 18 per cent. Nevertheless, the prices of imports of manufactured goods
from developed market economies increased by more than 12 per cent. Food prices
rose steeply, starting im mid-1975, and those of many other major primary commod-
ities began to recover by the end of the year, as the developed market-economy
countries expanded from the low point of the recession. Petroleum prices, on the

27 In the early 1980s, however, the terms of trade did deteriorate markedly. See
Trade and Development Report 1982 (UNCTAD/TDR/2, to be issued as a United
Nations publication), part I, chap. 1.
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PRICE’ INDICES FOR INTERNATIONALLY TRADED GOODS, 1950-1981

TABLE 6

(1970=100)

Primary commodities (excluding petroleum)

Tropical
beve~

--------------------------------------------------

Agricultural

raw
materials

Crude
petroleum

132.2
127.4
143.8
141.3
120.7
115.7
111.7
109.1
108.3
102.5
102.5
102.5
102.5
100.0
98.4
100.0
127.3
146.3
208.3
752.1
826.5
887.6
956.2
979.3
1308.3
2209.9
2505.8
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Manu=
factures

--------------------------------------------------------- --

c/

T A S o o i o W e o L B e e e e M R A S S 4R R M P R P W e e

Total Food
Year a/l b/
1950 97.2 88.2
1951 1254.3 98.1
1952 106.2 91.8
1953 98.2 93.6
1954 109.2 113.4
1955 107.2 94.5
1956 103.2 91.8
1957 99.2 91.8
1958 90.3 85.3
1959 §9.1 85.5
1960 89.0 84.3
1961 85.6 81.6
1962 83.8 83.2
1963 89.1 98 .4
1964 95.1 95.7
1965 93.2 88.9
1966 96.2 88.9
1967 90.1 90.7
1968 89.4 §7.8
1969 96.5 95.0
1970 100.0 100.0
1971 94.3 102.0
1972 107.5 116.8
1973 165.6 179.8
1974 211.5 288.0
1975 173.4 226.8
1976 195.3 185.0
1977 237.7 178.2
1978 226.6 203.2
1979 263.8 231.8
1980 289.4 310.7
1981 247.0 268.0
Sources:

o

by
cf

INF, International Financial Statistics, various issues;
Handbook of International Trade and Development Statistics, various issues.

Including patroleum in the years 1950-1956.

Including tropical beverages in the years 1950-1956.

Unit value

manufactured goods.

index of

exports by the

developed market

and

economies

UNCTAD,

of
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other hand, after the sharp increases of 1973 and 1974, while continuing to
increase in nominal terms, rose less rapidly than prices of manufactures.

76. Both 1977 and 1978 were years of strong fluctuations in food prices and in gen-
eral of an increasing disparity in the movements of prices for manufactures and for
primary commodities., However, in the course of 1979, primary commodity prices rose
strongly, peaking in early 1980. The subsequent decline has been extremely pro-
nounced.

77. This brief historical outline indicates that primary commodity prices in gen-
eral behave quite differently from those of manufactures in the short run. This
conclusion is borne out by an empirical investigation, presented in table 7, which
shows that changes in aggregate demand have a particularly strong impact on the
prices of raw materials, both agricultural and non-agricultural, but have no sig-
nificant impact on price movements for manufactures. Further, the rate of
inflation has a highly significant and close relation to increases in the prices of
manufactures, illustrating the proposition that cost-plus pricing behavicur pre-
dominates in this sector.

78. While the above results give a clear picture of the behaviour of pri