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OVERVIEW

Two big global economic forces are competing for the world’s attention. On the one
hand, the promise of a “ new economy” under pinned by information and communi-
cation technologiesis exciting policy makers, including those fromthe world’s poorest
countries. On the other hand, growing instability and uncertainty linked to globali-
zation has left them deeply worried about the impact of financial shocks on growth
prospects; the experience of some of the most successful developing countries has
shown just how virulent those forces can be.

So far the big winner has been the United States. On some accounts the spread of
new technologies has already uplifted its growth potential. But financial crisesin
emerging markets have also helped to sustain rapid growth in the United States as
capital was attracted to this safe haven and cheap imports helped keep the lid on
inflation. By contrast, the impact of new technologies has been much less evident in
Europe and Japan. As regards developing countries, most of their firms have had
little or no benefit so far, and this digital divide is of growing concern to policy
makers.

Disparities in growth rates within the industrial world and a strong dollar have
resulted in growing trade imbalances as the United States has become “ buyer of
last resort” to the world economy. At the same time, the combination of technol ogi-
cal and financial innovations has aggravated the underlying fragility of current
financial and trade flows. The mania for cross-border mergers and acquisitions has
contributed to alarger worldwide financial bubblein technology stocks, whose prices
have been rising much faster than productivity, even in the United States.

The task of adjustment to global economic imbalancesisfalling on monetary policy
alone. Thisisa cause for concern. Current global macroeconomic imbalances bear
some disturbing resemblances to those of the 1970s and 1980s, when the absence of
cooperation and coordination among the major economic powers led to systemic
breakdown and hard landings. And what we have learnt about the global economy
over the past few decades tells us that failure to resolve such imbalances in an
orderly manner will be most damaging to growth in the devel oping countries.



Global economic growth and imbalances

The world economy made a welcome turnaround in 1999, confounding fears that it would drop
into recession. Robust growth was also accompanied by an improvement in world trade and the return
of some degree of normalcy to currency and financial markets, after the chaotic conditions of the
previous two years. This was greatly helped by a combination of unexpected and one-off events.

The expected chaos from the Y 2K computer bug and the associated economic costs proved grossly
exaggerated; in the event, the business expenditure undertaken worldwide to avoid any potential dis-
ruption provided a massive shot in the arm for the world economy, estimated at some 1-2 per cent of
global GDP. The reversal of policies of austerity in East Asia in the second half of 1998 helped to
repair much of the earlier damage to output from the financial collapse, and pushed growth in the
developing world ahead of that in the industrial countries after the shortfall in 1998. Sharply increased
oil prices gave an unexpected boost to the Russian economy, allowing it to register amoderate growth
against widespread expectations of deepened recession.

But above all, the United States economy continued to surge ahead, belying forecasts and grow-
ing well above what was customarily believed to be the longer-term potential. With economic growth
exceeding 4 per cent, unemployment dipping below 4 per cent, and importsrising by 12 per cent, the
United States economy continued its role as white knight to the global economy.

All in all, the immediate prospects for the world economy have improved, with growth this year
expected to exceed 3 per cent. Considerable encouragement can also be taken from the way the world
has shrugged off the sharp rise in oil prices since mid-1999. The impact on inflation has so far been
negligible, and simulations undertaken by various organizations suggest that the effect of continued
high oil prices on global growth will be limited and confined mostly to oil-importing devel oping countries.

It is also possible that the world economy will become even more robust over the coming years,
with a consolidation of global growth accompanied by increased stability. The United States economy
may become neither too hot nor too cold, engineering an orderly slowdown to a sustainable growth
rate compatible with the greater potential arising from new technologies. Stronger growth in Europe
and Japan, propelled by adaptation to the new economy, would relieve the United States of itsrole as
the sole engine of global growth. In thisideal scenario oil prices and interest rates will level off and
the dollar will gradually be realigned so as to consolidate price and financial stability. And renewed
private capital flows, together with continued domestic reforms and the spread of new technologies,
will begin to deliver the promised fruits of globalization to developing countries.

However, there is also a recognition that the wreckage from the Asian crisis will not be cleared
away by simple incantations to the new economy, and that making good on the promises of globaliza-
tionwill call for considerable policy effort. Not only are the root causesthat led to the fear of recession
during 1998-1999 still present, but also further fault lines have emerged, along which any unexpected
movements could have damaging consequences not only for industrial economies but also, and of
greater concern, for developing countries. Prospects for the latter could deteriorate rapidly if the ma-
jor industrial countries continue to set their policies without regard to their global repercussions on
trade and capital flows.



The factorsthat have helped the United States economy to surge ahead have also increased finan-
cial fragility and global imbalances. The flight of capital to quality that started after the Asian crisis,
and accelerated rapidly in autumn 1998 following that of the Russian Federation, provided an impor-
tant stimulus to the United States economy by accentuating the bubble in asset prices and thereby
encouraging private spending based on capital gains. The combination of rapid growth in domestic
demand and a strong dollar has also resulted in mounting external deficits, reaching 4 per cent of GDP.
The recovery in emerging markets has added to demand for dollar assets as reserves are piled up as a
safeguard against future crises. Japan, like other surplus countries, is also willing to hold its trade
surpluses with the United States in the form of dollar assets. The coincidence of a budget deficit and
rising supply of government bondsin that country with a budget surplus and falling supply of govern-
ment bondsin the United States has held out the prospects of gains on United States government bond
holdings, triggering a flow of funds from Japan. European and Japanese TNCs have joined in the
process of buying into the technological gains already made by United States firms. Headline-grab-
bing mergers and acquisitions in the high-tech sector have spilled over into a financial bubble in
technology stocks, where self-fulfilling expectations rather than solid earning prospects have been
moving the market.

A combination of dwindling private savings, rising private debt, mounting current-account defi-
cits and the bubble in technology stocks, whilst providing a Keynesian fillip to the United States
economy, has been sustained by the continuing attractiveness of dollar-denominated assets to non-
residents. But this situation cannot continueindefinitely. The factors accel erating growth in the United
States have also reduced the effectiveness of monetary policy in engineering a soft landing; higher
interest rates have so far served to attract more capital from abroad, thereby fuelling asset prices and
adding to effective demand, the strength of the dollar, and the trade deficit.

By contrast, in 1999 growth in EU failed to match that of 1998, but is generally expected to reach
or exceed 3 per cent this year, harbouring hopes that EU will soon replace the United States as the
global growth engine. However, even under a scenario of accelerated growth, Europe is unlikely to
provide a comparable demand stimulus to the rest of the world. Its growth spurts have been dependent
on exports, helped last year by a weak euro and the strength of the United States economy. The ten-
sions inside Euroland between fast- and slow-growth economies complicate considerably the search
for a common monetary stance at a time when the policy autonomy of the European Central Bank
(ECB) has been compromised as a result of closer integration of global financial markets, the in-
creased responsiveness of capital flows to interest rates in the United States and, contrary to original
expectations, the consolidation of the dollar’s status as a reserve currency. Any hike in United States
rates could check investment spending and derail growth in Europe. None of this points to an accom-
modati ng macroeconomic stance that could underpin a high-tech Keynesian recovery of the kind enjoyed
in the world’s richest economy in the past few years. Nor is the situation helped by the hypnotic hold
which the notion of a non-accelerating-inflation rate of unemployment (NAIRU) still has over Euro-
pean macroeconomic policy, even though the theory that high unemployment rates are structural and
cannot be brought down without accelerating inflation is now discredited by the experience of the
United States, where expansionary policies fuelled productivity growth.

The economy of Japan picked up last year after contracting by over 2 per cent in 1998. However,
strong first-half growth figures in 1999 owed much to extra government spending, and the annual
growth rate was dragged back down to a mere 0.3 per cent as this injection of funds petered out. The
East Asian recovery did help thanks largely to the presence of Japanese producers in the region, and
now that private expenditure appears to be picking up, prospects are more encouraging, pointing to a
growth rate perhaps in excess of 2 per cent for the year as a whole. Still, private spending remains
structurally constrained by the financial legacy of overinvestment during the boom years of the late
1980s and by the creeping rise in unemployment, which is now close to 5 per cent. The confidence of
Japanese households and firms remains brittle, and finding the right course is complicated by mount-
ing public debt, now standing at over 100 per cent of GDP. Japanese policy makers would do well to
recall that the United States deficit was tackled in the context of accelerated growth. Recovery in
Japan is also vulnerable to a premature tightening of monetary policy and a strengthening of the yen.



The experience of the 1960s and 1980s shows that large imbalances in external payments and
capital flows between the United States and other major industrial countries can pose serious threats
to global growth and stability, since the willingnhess of investors in surplus countries to hold dollar-
denominated assets can come to an abrupt end. That these imbal ances are now associated with deficits
of the private, rather than of the public, sector makes the situation all the more fragile in view of the
greater risk involved in holding private liabilities.

While arise in United States interest rates relative to the rest of the world does little to reduce
global imbalances in growth and trade, it isin any event unlikely to occur, since ECB tends to track
United Statesinterest ratesin an effort to defend the new currency, while emerging markets are obliged
to follow suit in order to retain capital inflows. A generalized rise in interest rates in the industrial
world, including Japan, which now looks set to abandon its policy of zero rates, would do little to alter
the current pattern of exchange rates and trade balances, but would create problems for debtor devel-
oping countries. Since fiscal tools are no longer in the armoury of macroeconomic management and
policy coordination comes, if at all, with crisis management rather than crisis prevention, an orderly
adjustment of imbalances without sacrificing growth may be too much to expect.

Thus, asin previous episodes, the danger isthat a policy impasse will end with much more abrupt
changes than are either needed or desirable. Such an outcome would be of grave concern to develop-
ing countries, since their economic fundamental s are hyper-sensitive to movementsin foreign interest
rates and capital flows, and their exports would be seriously affected by the slowdown in growth.

The vulnerability of developing countries to policy shiftsin the major industrial countries will,
of course, depend on their current state of health. Conditionsin Latin America deteriorated further in
1999, with a contraction in GDP per capita for the first time since 1990. Growing trade deficits and
falling capital inflows throughout the region were signs of a continent in trouble. However, there were
some sharp differences among countries. Mexico posted arelatively strong performance, thanksto its
increasingly close ties to the United States, as did some smaller countriesin Central America and the
Caribbean. Elsewhere, weak commodity prices and the collapse of intraregional trade meant that policy-
making was carried out in an unfavourable environment. But the heavy-handed policy response to the
threat of financial contagion, including fiscal tightening and high interest rates, tipped some countries
into recession. Things could have been much worse for the region if Brazil had not weathered its
financial storm surprisingly well. By contrast, Argentina’s defence of its dollar peg took amuch heavier
toll onitsreal economy last year, with output dropping by over 3 per cent. For the region asawhole the
basic policy challenge remains how to break free from an excessive dependence on external resources.

The economies of developing Asia turned strongly upwards in 1999, growing on average by
more than 5 per cent. The big economies of India and China continued to sustain their above-average
performance, but it was the sharp recovery in East Asiawhich attracted most attention. Therebound in
the Republic of Korea has been spectacular, and Malaysian growth reached double-digit figuresin the
first months of 2000. The revival became evident in the first half of 1999 and owed much to expan-
sionary monetary and fiscal policies, and afurther fillip was provided by exports, which began to reap
the advantages of currency devaluations. The high degree of regional integration was a critical ingre-
dient: the collapse of intraregional trade was a major conduit of contagion, and recovery has been
amplified through the same channels. While balanced growth is expected in 2000, there remain downside
risks for some countries, such as Indonesia.

China also benefited from the regional recovery in 1999, but its 7 per cent growth was still the
slowest in a decade. Short-term easing of monetary and fiscal policies to boost demand failed to
stimulate private consumption, leaving exports and government expenditure to underpin growth. With
rising fears of unemployment, consumer confidence seems unlikely to improve, and policy makersare
looking for a new growth path which could break the forces of deflation, over-production and excess
capacity. Accession to WTO is expected to contribute, but greater emphasis is also being placed on
developing the internal regions. On the other hand, if accession to WTO necessitates a deval uation of
its currency to protect some of the country’s less competitive industrial enterprises (particularly those
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still under state ownership) against an unexpected surge in imports, other countries of the region are
likely to be affected in consequence. Indian growth was based on the dynamism of industry and serv-
ices. Even with a sharp slowdown in agriculture, the economy expanded by close to 7 per cent in
1999, and the growth momentum is expected to continue this year.

Africawas again unable in 1999 to match the growth peak of 1996. Indeed, with growth dipping
even below the 3 per cent achieved in the previous two years, per capita income actually stagnated.
There were nonetheless some bright spots. The CFA countries benefited from the depreciation of the
euro in 1999, which boosted their competitiveness and a combination of political stability, agricultural
growth and increased capital inflows in North and East Africa produced some encouraging perform-
ances. After anumber of lean years, the economies of Nigeriaand South Africaappear to have bottomed
out. But on the whole, neither the domestic nor the external conditions are yet right for an African
growth revival. In many countries, political conflicts and the weather left economic policy makers
with few options. Elsewhere, the vagaries of global commodity markets took their toll. Weak prices
for beverages and a sharp downturn in cocoa and coffee prices were particularly damaging, and oil-
importing countries have been badly hit by the hike in prices. Growth may accelerate moderately in
2000 if commodity prices strengthen, albeit with gains heavily concentrated in North Africa. But for
sub-Saharan Africathe basic policy challenge remains how to overcome savings and foreign-exchange
constraints and to raise investment to hit at least 6 per cent growth per annum. This will need in-
creased official financing and debt relief along with a more pragmatic approach to domestic reforms.

The transition economies posted their highest growth in a decade, some 2.4 per cent. But volatil-
ity and variation are endemic to the region. Contagion from the Russian crisis dominated devel opments
in the first half of the year. However, marked improvements in exports to EU allowed many countries
in Central Europe to grow faster than the regional average. More surprising still was the recovery in
the Russian Federation, where growth in 1999 ended up at over 3 per cent thanks to the sharp rise in
oil prices and the devaluation of the rouble. The momentum is expected to be sustained this year.
Nevertheless, weak export performance and lingering fears of inflation in the transition economies
continue in many cases to create difficulties in obtaining international finance. Despite the ending of
open conflict in South-East Europe, the macroeconomic situation there remains fragile and economic
prospects bleak. The challenges for these countries are not unlike those in much of the developing
world, and again the response of the developed countries has so far been insufficient.

Despite a rapid recovery from the depressed conditions of 1998, external vulnerability is still a
looming menace to growth prospects in the developing world. Concerted efforts by developing coun-
tries to become full participants in an increasingly interdependent global economy continue to be
stymied by biases and asymmetries in the trading and financial system. There are too many exporters
struggling to gain access to the markets of the rich countries, and the kind of extreme price movements
previously suffered by commodity producers have also begun to upset the plans of manufacturers. A
reluctance to move towards a new round of multilateral trade negotiations that took into consideration
the development needs of poorer countries, including the problems they confront in implementing
commitments in the Uruguay Round, was apparent in Seattle, and the trade imbalances among major
industrial countries simply adds to the anxieties of the developing world. Even after years of hard-
won domestic reforms, developing countries are still dependent on highly volatile capital flows to
support growth.

Growth prospects of developing countries will depend on how these concerns are addressed. In
an increasingly interdependent global financial and trading system, it is clear that trust in market
forces and monetary policy alone will not carry the day. Increased international cooperation and dia-
logue will be needed if the full potential of new technologies to bridge the growing gap between the
rich and poor isto berealized. This calls for much bolder leadership, of the kind which heralded in the
last Golden Age.
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Crisis and recovery in East Asia

The potential damage to developing countries from the combined influence of global imbalances
and speculative pressures was brutally exposed by the financial crisis in East Asia. The speed of
recovery in the region over the past year has been encouraging. However, the fact that neither the
depth of crisis nor the speed of recovery was anticipated even by those responsible for policy should
caution against excessive exuberance.

Although the crisis in each country had its own characteristics, there is little doubt that the ex-
tremes of collapse and recovery have, in large part, been due to misguided policies. The initial policy
response was unnecessarily severe and the expectation that tight monetary policies would quickly
stabilize the currency, resulting in an investment-led recovery, was misplaced. Monetary tightening
aggravated the crisis by deepening the debt deflation process set off by speculative attacks, and served
to depress output and employment. Nor were currencies stabilized as a result of the hike in interest
rates; that outcome came rather from the build-up of reserves due to massive cutsin imports, and from
reductionsin foreign claims due to debt rescheduling or to more unorthodox measures, such as capital
controls. Indeed, the hike in interest rates proved to be much more damaging than currency deprecia-
tions, causing serious dislocations in the corporate and financial sectors.

The economies only bounced back when policies of austerity were reversed and governments
were allowed to play a more positive role. The policy reversal was brought about by the depth of the
crisis and by widespread criticisms rather than as part of a carefully sequenced policy package; in this
respect, the positive influence on the entire region of the example of Malaysia in pursuing policies
based on autonomously set objectives and priorities cannot be emphasized strongly enough. In retro-
spect, provision of adequate international liquidity to replenish reserves, accompanied by temporary
exchange controls and a debt standstill and roll-over (measures recommended by the UNCTAD secre-
tariat early in the crisis) would have been a much more effective response than the policy of high
interest rates actually followed.

With the exception of Indonesia, per capitaincomes have returned to or exceeded pre-crisis lev-
els; exchange rates have strengthened; interest-rate spreads in international borrowing have narrowed
significantly; and foreign capital has begun to return. However, there are reasons for concern. In the
first place, recovery has been accompanied by only limited corporate restructuring, and the health of
the financial system continues to rely on public intervention in the credit mechanism.

Second, exports are unlikely to continue at their recent pace, and public deficits and debt have
been on the rise in most countries seriously hit by the crisis. Since premature fiscal tightening could
stifle growth, fiscal consolidation needsto wait until private demand takes the lead in growth. But this
process may be delayed because of persistent unemployment and the existence of excess capacity in
many branches of industry.

Finally, the recovery has so far been supported by highly favourable conditions in the world
economy which are susceptible to change. A sharp slowdown in the United States and a deterioration
in global financial conditions could be particularly damaging, since already external paymentsin the
region are moving towards deficits, enhancing the need for external financing. Hikesin foreign inter-
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est rates could pose a dilemma: attracting foreign capital would call for a reversal of the easy mon-
etary stance, but that could stifle growth by blocking the domestic forces of recovery and aggravating
the difficulties of the banking system.

Asin other episodes of financial crisisin emerging markets, shiftsin macroeconomic aggregates,
notably the decline in the domestic resource gap and the improvement in the current-account balance,
as well as sharp currency devaluations, have been associated with significant adverse changesin in-
come distribution in East Asia. Employment and wages have generally |agged behind aggregate income
in the recovery, and poverty has remained considerably above pre-crisislevels. Thisis consistent with
a troubling pattern in the developing world, where the poverty-alleviating impact of a recovery in
growth is significantly weaker than the poverty-augmenting impact of a comparable decline.

The longer-term implications of all thisfor the East Asian economies arefar from clear. If growth
in the region is adversely affected by unfavourable global conditions, then the malign social legacies
of the crisiswill persist for some time. Only with amore inclusive growth pattern, at rates closer to the
longer-term average, can the fight against poverty be effectively resumed. How governments manage
to withdraw from the business of crisis management and get back into the business of managing inte-
gration into the world economy will be crucial.

A fundamental lesson of the financial crisisis surely that excessive reliance on foreign resources
and markets leaves growth prospects vulnerable to external shocks. Policy makers have rightly re-
jected a retreat into protectionism, but it would be just as wrong to allow global market forces to
dictate future growth and development. With domestic savings likely to remain high, dependence on
foreign capital to close the income gap with the leading industrial nations will be that much less.
Greater attention also needs to be given to domestic sources of growth, such as rising wage shares and
higher social spending. Thereisamajor role for public investment and the involvement of a develop-
mental State, with new policy agendas. Regional economic ties are likely to remain important and
should be strengthened, inter alia, through collective defence mechanisms against systemic financial
instability and contagion.

Rubens Ricupero
Secretary-General of UNCTAD
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