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Preface

This book provides a detailed review of global eco- This year, the special emphasis is on trade in primary
nomic prospects for development. The analysis cov- commodities.
ers both industrial and developing countries, Chapter 1 reviews structural factors affecting the
focusing especially on the economic links that bind world economy, focusing on the interdependence
them in the global economy. This study comple- between industrial and developing economies and
ments the World Development Report 1991: The Chal- on how this has helped shape economic growth and
lenge of Development (forthcoming) by presenting the development.
analytical underpinnings to its discussion of interna- Chapter 2 explores this issue further in relation to
tional economic trends, as well as a more detailed one international market-the international market
exposition of the external circumstances that define in primary commodities.
the global context for developing countries. Alterna- Chapter 3 reports on the state of the world econ-
tive scenarios of the global economic environment omy today and examines the challenges it faces in the
are analyzed for their policy implications, particu- coming decade. These include the outlook for inter-
larly from the perspective of developing countries. national trade policy, especially the outcome of the
Because of this focus on international dimensions, Uruguay Round, policies affecting real interest rates,
the study does not elaborate on the role of policies in the shortage of external capital flows to developing
developing countries for accelerating their develop- countries, and expectations about oil prices.
ment, although they are dearly of greater relevance Chapter 4 uses alternative scenarios of the future
to the growth prospects of individual developing to examine the outlook for the world economy and
countries. Domestic policies are analyzed in consid- prospects for development in the 1990s.
erable detail in the World Development Report 1991. This book on global economic prospects is a

Each year, the global economic prospects study product of the staff of the International Economics
will focus on one of the key economic linkages be- Department of the World Bank.
tween developing countries and the rest of the world.
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or analytical group totals: Albania, Cuba, Demo- a Billion is 1,000 million.
cratic Republic of Korea, and the USSR * Data for periods through 1989 are actual; data

for 1990 are estimated; and data for 1990-2000
are projected.

* All growth rates are based on constant price
data unless otherwise indicated, and have been
computed with the use of the least squares
method. See the technical note to the World
Development Indicators for details of this
method (World Bank, 1991).
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Summary

The increasing interdependence of the global econ- gish growth in export demand and steady declines
omy over the last four decades has favored economic in their terms of trade in the 1980s. In many cases,
growth. World trade has grown faster than GDP, these countries were slow to respond to this deterio-
foreign investment has increased rapidly, new tech- ration in terms of trade, and their reliance on exces-
nologies have revolutionized international commu- sive external borrowing and inappropriate trade and
nication and altered long-standing patterns of macroeconomic policies accentuated their vulnera-
productivity and employment, and international fi- bility to external factors. The adjustments required
nancial markets have expanded enormously in scale were deeper and more painful, and the supply re-
and diversity of instruments. sponse to changed incentives was lethargic because

But not all developing countries have benefited of the large debt overhang, the dominant role of the
from these developments. Some exploited opportu- public sector, and the inadequacy of complementary
nities for trade and specialization effectively, main- physical, social, and institutional infrastructure.
taining rapid rates of economic development; others While the growth performance of individual de-
remained wedded to strategies that slowed growth. veloping countries has varied widely because of dif-
From 1965 to 1989, the aggregate real GNP of devel- ferences in economic policies and resource
oping countries (defined in this study as all low- and endowments, the growth rate of developing coun-
middle-income countries) grew at an average annual tries as a group has tended to move closely with the
rate of 2.5 percent per capita. For the economies of growth rate of industrial countries (Figure 1). This
East Asia, per capita growth was more than double reflects strong linkages between the industrial and
the average, at about 5.2 percent a year, whereas in developing economies, through international trade,
Sub-Saharan Africa per capita growth was virtually interest rates, capital flows, and commodity prices.
imperceptible at 0.4 percent a year.

The key conclusions of this study are highlighted International policies will affect
in the sections that follow. the prospects of developing countries

Economic links with the world economy Recognition of these close links between industrial
are important and developing economies is important for assessing

the developing world's prospects. How supportive
The ways countries have exploited economic links of rapid growth will these factors be in the coming
with the rest of the world have strongly influenced decade? The answer depends on policies in four
these differences in growth performance. East Asian areas of international economic management:
economies that fostered an open trade environment * Interational trade polcy, i the context of the
and maintained their creditworthiness were able to
establish competitive industries that gained the most Uruguay Round
from buoyant internatIonal trade and capital flows. * Pes affet real nteres es
Moreover, these economies adjusted rapidly to sud- crebt magementfpolicy, notblyeeffortsatoein
den adverse changes in the external environment as, creasc
for example, after the two oil shocks of 1973 and 1979. overhang*The extent and duration of instability in oil

The economies of Latin America and Sub-Saharan markets.
Africa, by contrast, continued to depend heavily on
primary commodity exports and suffered from slug- Each of these is considered in turn below.
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GDP per capita growth rates in indiustrI and developing c,iuntries have followed eac' other closely

Figure 1 Growth of real GDP per capita in industrial and developing countries, 1965-90

6 Developing countries
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Source: World Bank data.

International trade interdependence and would contribute substantially
to growth, employment, and welfare in the world,

The outcome of the Uruguay Round is critical to the especially in developing countries.
future of the multilateral trading system and the
welfare of the world community. Protection in indus- Interest rates
trial countries has increased in recent years, and
unilateral actions to curb imports have proliferated. Real interest rates in the 1990s are likely to remain
The emergence of regional trading arrangements neartheirhighlevelsof thel980s.Theglobaldemand
could pose dangers to multilateral trade liberaliza- for capital is expected to stay strong. Industrial coun-
tion. Failure to reach agreement in the Uruguay tries will continue to need capital to restore, replace,
Round could mean an acceleration in these trends, and upgrade infrastructure. In addition, several new
and perhaps even a retrogression into trade war. claims on world savings have emerged concurrently:
Closer regional integration need not lead to discrim- the social and infrastructure needs of unified Ger-
inatory trading practices. If it does, however, long- many and Eastern Europe, the postwar reconstruc-
term global prospects could be diminished, and tion of Kuwait and Iraq, and the expected surge in
many developing countries outside these blocs could investment as Europe moves to a single market in
be hurt severely. A successful result to the Uruguay 1992. A recovery of private savings (in pardal re-
Round would nip such tendencies in the bud. It sponse to higher real interest rates and increased
would also add vigor to forces favoring increased uncertainties) will serve only to moderate the up-
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ward pressure on the cost of capital. And, so far, it low-income countries, bilateral creditors may wish
does not appear that an increase in public sector to consider additional debt forgiveness ($6 billion
savings will make up the difference. was forgiven in 1988-90) and a deepening of the

concessionality of other debt relief measures. Finally,
External capital debt relief measures need to be accompanied by

increased access to industrial country markets. Credit-
Although the debt crisis erupted a decade ago, its worthiness, once acquired, needs sustenance
effects will continue to be felt through the next de- through increased opportunities for trade and in-
cade. Even if net flows of capital to developing coun- vestment.
tries were to grow nearly 10 percent a year, aggregate
net financial transfers to these countries would be Oil markets
only slightly positive by 1995 because of their large
stock of debt and high real interest rates. Moreover, Iraq's invasion of Kuwait created fresh uncertainty
such a rate of increase in net flows would require an for the world economy. Although the period of ex-
acceleration in foreign direct investment and private ceptionally high oil prices was short-lived, the effect
lending to developing countries. For this to occur, of the Gulf crisis on ten developing countries
developing countries would need to emphasize a (Bangladesh, Egypt, India, Jordan, Morocco, Paki-
rapid return to creditworthiness and a deep commit- stan, the Philippines, Sri Lanka, Sudan, and Turkey)
ment to private sector development. And this, in was especially severe because of resettlement costs
turn, will require prudent macroeconomic and debt and large drops in workers' remittances and tourism
management policies, increased efficiency of the receipts. In the short term, a key uncertainty will be
public sector, and greater encouragement of private OPEC's ability to restrict production. In the longer
investment, both domestic and foreign. Simulations term, the export of oil is likely to become increasingly
suggest that an additional $25 billion of export- concentrated in a few countries in the Gulf, making
oriented foreign direct investment a year during the the oil market more vulnerable to supply disrup-
1990s could increase the growth of output of devel- tions. The recent crisis in the Middle East was a rude
oping countries by about one percentage point a year reminder of that vulnerability. Moreover, sharp de-
during this period. clines in oil prices, especially if combined with rising

Even with larger inflows of external capital, the interest rates, can be just as disruptive for highly
heavy burden of debt and debt service will constrain indebted oil exporters.
the prospects of many developing countries in the
next decade. So far, the debt crisis has been contained Linkages determine the patterns of exposure
through a reduction of commercial debt and debt to external risk
service, an easing of terms on Paris Club reschedul-
ings, and a continuation of other programs of debt The outcomes at the global level in these four areas
relief and restructuring. will have a significant bearing on the growth pros-

But the debt crisis is far from over. Several coun- pects of developing countries through their effect on:
tries have accumulated substantial arrears, and the the growth of industrial country markets; the inter-
limited availability of incremental external finance national cost of capital; the terms of trade; and the
has hindered their adjustment efforts. availability of external capital, particularly export-

More needs to be done to ease the debt burden of oriented foreign direct investments.
developing countries that undertake strong adjust- Growth in industrial countries affects growth in
ment programs. In particular, official involvement developing countries. A one percentage point a year
will continue to be necessary to encourage commer- increase in OECD growth could boost the growth rate
cial debt and debt service reduction in the more of developing countries by as much as 0.7 percentage
severely indebted countries. A strong argument point (Table 1). But the size of this effect can be
could also be made for the reduction of official debt expected to vary by region. For example, Sub-
or debt service for middle-income countries in which Saharan Africa would benefit relatively little from
high levels of official debt create uncertainty, inhibit higher growth in industrial countries because the
private and foreign investnent, and weaken the re- income elasticities of demand for its exports are low
solve to undertake adjustment. For severely indebted and because the erosion of export capacity during the

3



Table 1 Estimated impact of changes in the external environment on GDP growth in developing countres
(percentage point deviation per year)

Increment in GDP growth Increment in GDP growth
if oECD growth increases if real LiBOR increases

Region 1 percentage point 100 basis points
All developing countries 0.7 -0.2

Sub-Saharan Africa 0.5 -0.2
East Asia 1.0 -0.2
South Asia 0.7 0.0
Europe, Middle East, and North Africa 0.8 -0.1
Latin America 0.5 -0.4

Source: World Bank data (see Box 4.3).

1980s reduced its ability to respond to increased to the state of the world economy in the 1990s. By
external demand. In contrast, East Asia's diversified contrast, Sub-Saharan Africa relies on official devel-
industrial base and significant levels of capital goods opment assistance, and its global supply is likely to
exports make the region's economic performance remain fairly rigid. Thus, the composition of Africa's
particularly sensitive to the health of industrial econ- sources of external finance reinforces the composi-
omies. tion of its production, exports, and debt in limiting

International real rates of interest are also of im- Africa's growth opportunities in the medium term.
portance to developing countries, especially to those
holding large volumes of external debt at variable Despite the slow start, global prospects
interest rates. Simulations suggest that every one in the 1990s are encouraging
percentage point increase in real LIBOR (the London
interbank offered rate) could reduce the growth rate The 1990s started slowly. Economic growth in the
of developing countries as a group by as much as 0.2 G-5 economies fell from 3.3 percent in 1989 to 2.7
percentage points a year; for severely indebted coun- percent in 1990 (Table 2), inflation continued to edge
tries, it could mean that growth is reduced by as upward, the fiscal deficit in the United States re-
much as 0.4 percentage points a year (Table 1). mained stubbornly high, and symptoms of financial

Developing regions and analytical groups of coun- stress in U.S. and Japanese banks became increas-
tries differ greatly in their degrees of exposure to ingly evident. The short-term outlook for industrial
terms of trade risks. For example, exporters of man- countries suggests that growth will weaken further,
ufactures are likely to face terms of trade that remain to 1.5 percent in 1991.
essentially unchanged during the 1990s. For this
group, the broad product composition of exports is

nearly the same as that of imports, providing a natu-
ral hedge against terms of trade risk. This result Table 2 Intemational economic parameters of
contrasts most sharply with the outcome for low-in- importance to developing countries in the 1990s
come Africa (exduding Nigeria), where the terms of (average annual percentage change, except LIBOR)
trade risk is not only large but skewed downward. 1990-2000

The fourth source of risk to developing countries Expected
is the availability of external capital. Should external Indicator 1980-89 1990 1991 Baseline mean'
circumstances improve, it would tend to mean more GM, 3.0 2.7 1.5 2.9 2.6
external financing (and larger external current ac- Real LBoRC 5.5 5.3 4.3 3.7 4.5
count deficits) for developing countries, although the Export prices of
aggregate debt service ratio would fall. That the bulk inulcturesd 3.1 6.9 8.2 3.9 4.6
of the additional finance will need to come from a. Averageofscenariosweightedbytheirsubjectiveprobabilities
private sources, including foreign direct investment, of occurring (see Table 4.1).
is a cornerstone of the analysis. In Latin America and b. G-5 GNP.
East Asia-and to a lesser extent, Europe, the Middle c. G-5 average of six-nonth rates, using SDRweights; in percent
East, and North Africa-the scale of foreign direct d. Ex,ressed in U.S. dollars.
investment and other pnvate flows wlll be sensitive Source World Bank data.
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But the recession in the United States is expected ment that are, on the whole, moderately better than
to be short as slimmer inventories, declining oil in the "lost decade" of the 1980s. World trade is
prices, a depreciating dollar, and lower interest rates expected to grow a little faster and real interest rates
restore the momentum of demand. A stronger U.S. to be a little lower. But the terms of trade for primary
economy, together with relatively healthy growth in producers will be considerably worse on average.
Japan and Germany, is expected to raise the G-5 What is more, for developing countries the 1990s
growth rate to 2.7 percent in 1992. Although the started poorly, with GDP per capita barely rising in
current slowdown in industrial countries is not in 1990. Nevertheless, with improved domestic policies
itself likely to damage long-run prospects in devel- and a supportive international trading environment,
opingcountries,itincreasesthedifficultiesof dealing developing countries could expect their growth to
with the more serious structural issues facing the average about 3 percent per capita in the 1990s, up
global economy. from 1.6 percent in the 1980s (Table 3).

For the longer term, this study examines scenarios But to support this acceleration in growth, imports
based on alternative assumptions about the quality of developing countries would need to grow signifi-
of international economic management and uses cantly faster than output to recover from the severe
model-based results to derive consequences for in- compression of imports during the 1980s because of
dustrial and developing countries. The baseline fore- the debt crisis. This need would be particularly
cast incorporates a menu of feasible and appropriate strong for the severely indebted middle-income
adjustments to the present tensions in the world countries, whose imports were reduced sharply dur-
economy. Under this scenario, the G-5 economies ing the 1980s. Faster import growth, in turn, would
grow at almost 3 percent a year on average in the need to be supported by effective debt relief mea-
1990s, close to the level achieved in the 1980s. Real sures, open industrial country markets for the ex-
interest rates average 370 basis points, and labor ports of developing countries, and strong domestic
productivity grows at 2 percent a year. The U.S. policy measures in developing countries to promote
economy, after a slow start, rebounds to 2.9 percent exports and attract export-oriented foreign direct in-
GNP growth in the second half of the decade. Europe vestment. The resulting higher levels of real net im-
performs better than it did in the 1980s, stimulated ports of goods and nonfactor services, when
by German unification and the creation of a single sustained over the decade, would also contribute
market in the European Community. And Japan toward reducing the number of poor people in de-
maintains a steady growth rate of 3.7 percent a year, veloping countries from 1.1 billion in 1985 to 825
somewhat below the 4 percent a year it achieved million in the year 2000.
between 1980 and 1989. However, the analysis of
alternative scenarios points to a preponderance of An analysis of alternative scenarios attaches
downside risks, with the result that the expected considerable uncertainty to the forecast
mean values of key economic indicators are less fa-
vorable than those of the baseline forecast (Table 2). Scenariosaroundthisbaselineareusedtoexplorethe

For developing countries, the baseline scenario sources and magnitude of uncertainty in the 1990s
incorporates external circumstances for develop- and suggest how and why different groups of coun-

Table 3 Growth prospects for the different developing regions under the baseline scenario
(average annual percentage change)

GDP GDP per capita
Region 1965-89 1980-89 1990-2000 1965-89 1980-89 1990-2000
All developing countries 4.7 3.7 4.9 2.5 1.6 2.9

Sub-Saharan Africa 3.2 2.0 3.6 0.4 -1.2 0.5
East Asia 7.2 7.9 6.7 5.2 6.2 5.2
South Asia 4.2 5.4 4.7 1.8 3.0 2.6
Europe, Middle East,

and North Africa 4.2 2.5 3.6 2.2 0.4 1.5
Latin America 4.3 1.7 3.8 1.8 -OA 2.0

Source World Bank data.
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tries could be affected. The downside scenario takes a In Sub-Saharan Africa structural adjustment pro-
less sanguine position than the base case, asking grams in a number of countries have produced the
what would happen if various adjustments to pres- first tentative signs of economic recovery. But the
ent tensions (even though feasible and appropriate) recovery is expected to be fragile, and conditions
were not accomplished. And the outer flanks of the in many African economies will remain precarious.
probability distribution are explored through low Although better than what was achieved in the past,
and high scenarios, identifying the extremes of what per capita incomes are expected to rise by only about
is here called the management dimension in the 0.5 percent a yearin the medium term. And per capita
world economy. consumption could first decline in several countries

The low-case scenario examines the possibility that before rising, unless there is a larger-than-projected
greatly amplified uncertainties and turbulence in infusion of external aid.
both international trading and financial systems may Latin America's economic growth is also expected
lead to a much higher level of real interest rates, to climb, from 1.7 percent during 1980-89 to 3.8
stagnation in industrial countries, high and unstable percent in the 1990s. If some of the large economies
oil prices, continued declines in real nonoil commod- in the region that are undertaking fundamental re-
ity prices, and continued inertia in private financial forms-particularly Argentina, Brazil, and Mexico-
flows to developing countries. In such circum- manage to stay the course, the growth payoffs could
stances, the chances are high that structural adjust- be significant. For the other severely indebted Latin
mentprogramsinmanydevelopingcountrieswould American econonies, increased net flows will be
not be sustained. crucial for the resumption of growth. To attract these

At the other end of the spectrum is the high-case flows, countries wi}l need to adopt domestic policies
scenario, in which challenges confronting the world favoring macroeconomic stability and structural re-
economy are met convincingly and successfully. This form. To achieve stability will require continued of-
instills confidence and reduces uncertainty in inter- ficial support for commercial debt and debt service
national markets, spurring further integration of the reduction, with corresponding increases in new
global economy. International prices of importance long-term finance to support stabilization and struc-
to developing countries-real interest rates, ex- tural adjustment over the medium term.
change rates, real commodity prices-are predict- The Europe, Middle East, and North Africa region
ably stable, and investors have confidence that includes the frontline states in the recent Middle East
long-run enviromnental and demographic concerns crisis. Of these, Egypt, Jordan, and Turkey have al-
are being taken in hand. The real cost of borrowing ready faced major adjustment problems and high
declines and real commodity prices rise in this case, levels of external debt. To these problems have been
promoting economic convergence among develop- addedthecostsofsettlingreturningmigrantworkers
ing countries and between developing and industrial from Iraq and Kuwait, a drastic decline in tourism
countries. earnings, and reduced revenues because of the shut-

The plausible range of growth estimates for devel- down of oil pipelines (in Turkey). While ongoing
oping countries in the 1990s is therefore wide: from adjustment programs are expected to stabilize these
less than 3 percent a year to well over 6 percent. This economies and rekindle growth, these countries will
range translates into a 40 percent difference in the require further external financial assistance in easing
level of real income by the year 2000. their burden of debt.

Growth prospects in Eastern Europe are expected
Regional disparities in growth will continue to brighten in the second half of the decade as the

dust from the present political and economic turmoil
The 1980s saw a sharp divergence in economic per- settles and economic reforms begin to yield results.
formance across developing regions. The analysis of The need for substantial investments in social and
alternative scenarios shows that the chances of sig- physical infrastructure is unlikely to be met by do-
nificantly reducing these disparities are remoteinthe mestic savings alone, and external aid from indus-
1990s. The unlikelihood of convergence (added to the trial countries is expected to play a part. Private
uncertainty about aggregate growth) intensifies the capital inflows into Eastern Europe will be modest at
risk that the number of absolute poor in the world first, as investors wait to see the outcome of the
will rise greatly. reform process; but in the latter half of the decade,
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flows of private direct foreign investment could be is not expected to do as well in the 1990s as it did in
large. As a result, unsteady economic performance the 1980s.
during the first half of the decade may lead to rela-
tively slow growth of about 4 percent a year in the Interdependence implies mutual responsibility
second half. of govenmments

Per capita incomes in the newly industrializing
economies of East Asia, including Indonesia, Malay- The alternative global scenarios suggest that the di-
sia, and Thailand, are expected to continue to grow vergent patterns of growth observed inthe 1980s will
at rates significantly above the average for develop- probably continue into the next decade. Global
ing countries. Many of these countries will benefit forces-the level and composition of economic activ-
from closer trading relations with Japan and from ity, the openness to trade, appropriate financial
substantial levels of foreign direct investment from flows, and transfers of technology-will continue to
Japan and Europe. As a result, East Asian countries influence development prospects in the aggregate.
can be expected to maintain the rapid advance of This is true even though the prospects for individual
their technological capabilities through the 1990s. countries will be governed primarily by how well
But this rate of progress will be more difficult to each uses its own resources, and so by the quality of
maintain as these countries approach the level of its own policy design and implementation.
other industrial nations. In the case of China, the Policy in the industrial countries also has implica-
rapid rates of growth of the 1980s are unlikely to be tions for the prospects of developing countries. A
repeated in the 1990s; nevertheless, growth is likely policy mix that places greater reliance on monetary
to remain well above the average for developing rather than fiscal policy may be less favorable to
countries. developing countries if it leads to higher interest

For South Asia, the 1990s pose higher risks than rates or disruptive swings in exchange rates. In rec-
have decades past. How India handles its current ognition of the close interdependence between in-
economic and politicaldifficultiesis expected to have dustrial and developing countries, governments,
a significant bearing on its performance for the de- whether in national or multilateral settings, clearly
cade as a whole. Other South Asian economnies are need to take account of developing country concerns
also going through a difficult period that will influ- when formulating policies that will affect the world
ence medium-term prospects. As a whole, the region economy.
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1 Interdependence and uncertainty:
Structural factors affecting the world economy

The network of economic links binding nations to quarter of the global total, half of it in the form of
one another has become remarkably strong in recent reinvested profits.
decades. Some of these links-trade, finance, invest- The economies of industrial and developing coun-
ment, technology, migration-are well known, but tries are closely intertwined. Industrial countries ac-
others, such as the environment and public health, countfor 70 percent of world trade and world output.
are only beginning to be appreciated. Analyzing But they depend on developing countries for a quar-
these links and the relationships between them is ter of their export sales, a fifth of their primary com-
critical for an understanding of the world economy, modity imports, and almost half of their petroleum
although the complexity of some of the issues-and consumption. Developing countries, for their part,
sometimes a lack of data-make this difficult. But rely on industrial countries for more than 60 percent
focusing on even a few of the more easily measured of their trade and 47 percent of their primary com-
links, such as trade, finance, and investment, offers modity imports.2 Trade between developing coun-
considerable insight into the world economy today tries is also on the rise; they sold a third of their
and enables more informed judgment on the pros- exports to each other in 1989, compared with one
pects for the future. quarter a decade ago.

Each decade since World War II has marked a Together, these growing interconnections be-
milestone in the evolution toward stronger interde- tween markets and economies in the postwar years
pendence in the world economy. Trade has acceler- present a striking contrast to the past. In the previous
ated since the 1950s, foreign investment has grown four decades (1913-50), wars, autarky, and a severe
rapidly since the 1960s, international financial mar- depression impeded the growth of trade and inter-
kets have virtually exploded since the 1970s, and national finance. In some ways, the decades since the
many countries in Latin America, Sub-Saharan Af- 1950s may be viewed as a return to the pre-1913 era,
rica, and Eastern Europe began to adopt outward- when goods, labor, and capital were relatively free to
oriented policies in the 1980s. move around the world. Governments of industrial

The evidence is compelling. Today, almost one- and developing countries together lent their support
fifth of world output is traded; a quarter century ago, for the establishment of a legal and institutional
it was one-eighth. Almost two-thirds of international framework that encouraged trade and commerce be-
trade is in manufactures. The share of services, now tween nations. This new order helped shape the
about 18 percent, is growing, while the share of raw world economy. It offered developing countries
materials (excluding fuel), nowat5 percent, is declin- greater opportunities for trade and specialization,
ing.1 better access to foreign capital and technology, new

Large amounts of capital now move around the avenues for international migration, and interna-
world. Gross capital flows were close to $1 trillion in tional forums for negotiating and consulting on mul-
1987, equivalent to 40 percent of total merchandise tilateral issues.
exports; about 11 percent was direct foreign invest- This study suggests that increased integration has
ment and more than 60 percent was short-term cap- acted as a strong, reliable force for growth. But it
ital. But very little found its way to developing finds that this force is weakening and under threat.
countries. For them, private commercial flows virtu- If allowed to weaken further, international trade and
ally ceased, official flows remained at $35 billion, and finance could be disrupted, stalling growth for many
direct investment (at $25 billion) was less than a years. Rising uncertainty in international financial
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twice that against imports from industrial countries
Table 1.1 Growth of world trade and GDP, (UNCrAD 1968). Even today, tariffs in several indus-
1950-88 trial countries are higher for a range of products of
(average annual percentage change, 1980 prices) special interest to developing countries-leather,
Item 1950-60 1960-70 1970-80 1980-88 textiles, dothing, footwear, and certain agricultural
World trade 6.5 8.3 5.2 4.0 items.
World GDP 4.2 5.3 3.6 3.0 The forces for trade liberalization have weakened
Difference 2.3 3.0 1.6 1.0 sincethemid-1970s,whenindustrialcountriesbegan
Source- World Bank data. to establish new barriers to trade. The use of nontariff

barriers grew in significance. By 1986, almost 16 per-
cent of OECD imports were covered by nontariff bar-
riers. Voluntary export restraints and quotas

and commodity markets could be accentuated. And consistently slipped through the proscriptions of
the prospects for developing countries could be jeop- various GATr artides, antidumping actions became
ardized. highly arbitrary, and rules relating to origin and local

The study is structured chronologically. Chapters content proliferated (Messerlin, forthcoming).
1 and 2 review the past-the evolving structure of the Twenty of the twenty-four OECD economies are, on
world economy and the growing complexity of inter- balance, more protectionist now than they were ten
national linkages. Chapter 3 assesses the present by years ago (Henderson 1991). Because nontariff barri-
briefly reporting on the state of the world economy ers are most often imposed in sectors in which devel-
today and then spotlighting the challenges likely to oping countries are internationally competitive-
confront the world economy in the next decade. leather products, textiles, clothin& footwear, travel
Chapter 4 looks to the future, examining alternative goods, and beverages (Laird and Yeats 1990, Tables
scenarios for the world economy as they might un- 4.4 and 4.5)-they affect developing countries more
fold, based on the analysis of the previous three than they do industrial countries (Laird and Yeats
chapters. 1990, Tables 4.6 and 4.7).

The protectionist trend in developing countries
The growth of international trade has been similar. Analysis of a sample of 82 develop-

ing countries in 1987 revealed that 28 percent of all
All through the period 1950-90, international trade imports were subject to nontariff barriers. But this is
grew faster than output. The rapid growth of world almost certainly an underestimate, because it ignores
trade in the 1950s and 1960s was due partly to a a variety of regulations that effectively operate as
recovery from the stagnation of the interwar years. It nontariff barriers. These indude import licensing,
was spurred by buoyant growth in industrial coun- foreign exchange controls, price controls, procure-
tries, reduced barriers to trade, low world inflation, ment restrictions, finance requirements, and techni-
modest real rates of interest, and expanding real cal standards.
resource transfers to developing countries. But many A reduction of nontariff barriers was one of the
of these trends were reversed in the 1970s and 1980s. goals of the Uruguay Round, but the outcome of
The growth of international trade slowed markedly, these negotiations remains uncertain. With the fu-
and the gap with world output growth narrowed ture of multilateral trade relations in doubt, the
(Table 1.1). Nevertheless, the growth of world trade
between 1950 and 1980 was still the highest recorded
in history. The previous high was between 1830 and
1873, when world trade grew between 4 and 5 per- Table 1.2 Intraregional trade, 1988
cent annually (Lewis 1980). (percent)

Progressive liberalization of trade policies be- As share of As share of
tween 1947 and 1974 helped. Average tariffs in in- Region world trade region's trade
dustrial countries fell from about 40 percent to 3 EuropeanCormmunity 20 56
percent (Laird and Yeats 1988). These reductions North America 6 42
helped developing countries export more, despite East Asiaa 5 28
the simultaneous erosion of trade preferences ac- a. Japan, Hong Kong, Korea, Singapore, Taiwan (China), and

corded to individual countries (Balassa 1980). Even ASEAN.
so, the average effective rate of protection against Source. World Bank data.

imports from developing countries was more than
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growth of regional trading blocs in Europe, North
America, and East Asia has assumed added signifi- Ti -vs of ,oreign direct investnt have been increasing

cance (Table 1.2). Trade within these regions has Figure 1.1 World stock of foreign direct
accelerated in recent years, although trade between investment, selected years, 1960-88
them grew more strongly for the period 1980-89 as a (1980 prices)
whole (Table 1.3).

Recent developments foretell an increase in trade
within blocs. As a first step toward economic and
monetary union, the European Community (Ec) is 1960 2125 ,
preparing to dismantle national barriers and permit
the free flow of goods, services, labor, and capital by
1992. More than half the fiscal, technical, and physi- 1967 304.6

calbarriers have alreadybeen removed (IMF 1990,60). l :
All EC members, apart from Greece and Portugal,
have joined the exchange rate mechanism (ERM), and 1973 f 394.9 ,

1993 has been fixed as the target year for full mone-
tary union. Most of the impetus for European inte- .
gration has come from governments, but more 1980 _ 1 ;

recently the private sector has recognized the impor- .
tance of integration for strengthening the competi-
tive position of European firms in international 1988 861.9
markets.

In the western hemisphere, the United States con- 0 200 400 600 800 1,000

cluded a free trade agreement with Canada in Janu- Source: U.S. Department of Conmnerce (1991) and World Bank

ary 1988 and it has scheduled talks this year with data.

Mexico to explore a similar arrangement. Other Latin _

American countries have also expressed an interest
in opening discussions on intraregional integration. Foreign direct investment, technological change,
In East Asia, Japanese foreign direct investment has and globalization
forged close trading and financial links between
Japan and other countries in the region. Export pro- The integration of the world economy through trade
motion efforts in this region first centered on the has been reinforced by increasing flows of foreign
North American and European markets and then on direct investmnent (FDI) and the growing involvement
intraregional trade. In Eastern Europe, the tendency of transnational enterprises (Figure 1.1).3 The stock
has been in the opposite direction. Political and eco- of FDI grew by 66 percent between 1980 and 1988, and
nomic reforms have severed trade and financial ties most of it (97 percent) is held by industrial countries.
within the Council for Mutual Economic Assistance Transnational enterprises have been the principal
(cMEA), and countries are seeking ways to participate force behind this rapid rise in FDI, beginning in the
more fully in the world economy. 1960s when U.S. enterprises invested heavily in Eu-

rope. Since then, however, a greater plurality has
emerged. The United States, once the leading source
of foreign investment, became the largest recipient.
Outflows from the United Kingdom edged ahead of

Table 1.3 Growth of trade within and between those from the United States during the first half of
regions, 1980-89 the 1980s, and the stock of Japanese foreign invest-
(average annual percentage change) ment almost doubled from 1980 to 1988, although it

European North East was still only 9.8 percent of the world stock in 1988
Region community America Asia (see Figure 1.2).
European In 1988, developing countries were host to one-

Community 5.2 - - fifth (21.3 percent) of the world's stock of FDi, a
North America 8.2 9.7 - substantial decline from their position two decades
East Asia 12.4 12.8 12.9 earlier, when they held almost one-third (30.6 per-

Source: World Bank data. cent). 4 Two-fifths of the current stock is in Latin
America and the Caribbean, although growth of the
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Figure 1.2 Originating countries and host countries and regions of world stock of foreign direct
investment, 1988
(percent)

Where it came from Where it is

Germany, Fed. Rep- United Kingdom Canada Germany, Fed. Rep.

Netherlands -_ Other Um-ted Yingdom
industrial Uie igo
countries

Japan '98x26.3 

France

United States UnitedStates

industrial 2 Latin America 93 2.5 0.1
countries Developing and the Caribbean developing

countries =

Developing countries: 21.3

Source: U.S. Department of Commerce (forthcoming).

stock in this region slowed from 11.6percent a year in the international trade of major industrial coun-
in 1973-80 to 8.7 percent in 1980-87. Over the last tries varied between30 percentand 40 percent (Table
two decades, FDI has grown fastest in Asia, between 1.4). The costs of operating globally have fallen sub-
13 percent and 16 percent a year, with most of it in stantially. The use of computers and teleconumunica-
East and South East Asia. The total stock of FDi in tions has improved inventory management and
Africa between 1980 and 1987 grew at about the same coordination and has reduced uncertainty. In some
rate as in the rest of the world, but Africa's share of sectors, new technologies have helped reduce the
worldwide FDI is less than 3 percent. minimum economnic scale of production: in the auto-

The sectorial composition of FDI in developing mobile industry, the size of an efficient plant has
countries has gone through three distinct phases. fallen from 250,000 cars a year to between 100,000 to
Before World War II, most FDI was in mining, plan- 150,000 cars; in steel, it has dropped from almost
tation agriculture, and, to a lesser extent, public util- 5 million tons of output a year to less than 2 million.
ities. In the 1950s and 1960s, the focus shifted to Products are smaller and weigh less; as a result,
manufacturing. Most FDI was in large developing transport costs have fallen substantially. The weight
countries (such as Argentina and Brazil), where raw of U.S. merchandise exports per real dollar has fallen
materials were plentiful and domestic markets well on average by 3.5 percent a year since 1970
protected. In the 1970s and 1980s, policy reforms in
several developing countries emphasized exports of
manufactures. FDI aligned itself accordingly, grow-
ing rapidly in the assembly and light manufacture of Table 1.4 Share of intrafirm transactions
labor-intensive products, such as textiles, dothing, in international trade
and electronics. It also flowed to service industries (percent)
(banking, insurance, tourism) in which specdalzed United States Japan United Kingdom
skills were in short supply locally. Item 1985 1983 1981

The increase in the number of transnational enter- Exports 31.0 31.8 30.0
prises and the rapid growth of their assets have Imports 40.1 30.3 n.a.
added an important dimension to world trade. Even
in the early to mid-1980s, the share of intrafirm trade
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(Greenspan 1990); not surprisingly, the share of U.S. Increased financial integration
foreign trade carried by air has doubled since 1970.

Globalization and technological change have The explosive expansion of international financial
brought with them new opportunities for develop- activity in the 1970s and 1980s is a special case of the
ing countries. In the textiles industry, yarn supplied growth of transnational enterprises specializing in
from Java (Indonesia) is converted to cloth in finance (Figure 1.4). Internationallending grew twice
Rajasthan (India), tailored in Bangkok (Thailand) ac- as fast as world trade over the last two and a half
cording to fashions designed in Taipei (Taiwan, decades. In the wake of the two oil shocks in the
China), and eventually sold in Dusseldorf (Ger- 1970s, international banks played a pivotal role in
many). Similarly, semiconductors manufactured in recycling petrodollars from OPEC to industrial and
the United States are used to assemble printed circuit developing countries. A significant share of the in-
boards in several developing countries, including El crease in international lending has come from Japan-
Salvador, Indonesia, Malaysia, Mexico, and the Phil- ese banks. In 1978, they accounted for 26 percent of
ippines, and shipped back to California's Silicon Val- the total assets of the hundred largest banks in the
ley for further processing. In the steel industry, world; by 1986, their share had grown to 40 percent
mineral ore is shipped from Brazil to Mexico, where (uNcrc 1988).
it is converted into steel plates that are used by car With the advent of the international debt crisis,
and equipment manufacturers in the western United two distinct trends emerged. First, international
States (Peters 1990). lending fell and the international market for securi-

The greater intemationalization of production has ties began to grow vigorously, spurred by the dereg-
sharpened technological competition. In the United ulation of capital movements during the 1970s in
States, for example, the number of patents registered the major industrial economies. The value of cross-
by residents of other countries has increased steadily border offerings of equity-related securities grew
(Table 1.5). Large research and development costs from $200 milDion in 1983 to $20.3 biDion in 1987 (U.S.
have placed intemational firms under intense pres- Congress, Office of Technology Assessment 1990).
sure to expand their shares of global markets. Today the market for international securities is larger

At the same time, greater flexibility in production than the market for intemational loans. The total
has allowed companies with global reach to adapt outstanding stock of securities was valued at $19.5
products to local market requirements. It has also trillion in 1988, almost four times larger than in 1982;
encouraged enterprises to cooperate in joint ven- in comparison, the assets of international banks
tures, to share research, and to cross-license new amounted to $17 trillion in 1988, roughly twice their
products. Such technology-driven arrangements size in 1982 (UNCrAD 1990b, Table 27).
have helped accelerate the diffusion of technology Second, most developing countries were no longer
and innovation to developing countries and can lead able to borrow from external commercial sources. In
tosignificantproductivitygains.Astrikingexample 1987, gross capital flows between countries
is the complex set of interlinkages between automo- amounted to about $1 trillion. But most of these
bile manufacturers in the world (Figure 1.3). Prod- capital flows were between industrial countries. For
ucts today use so many different technologies that developing countries, disbursements from external
few companies can remain at the frontier of techno- borrowing declined from almost $110 billion in 1980,
logical change without interfirm alliances that span when commercial bank lending to developing coun-
countries and regions. tries was at its height, to $91 billion by 1989.6 Net

transfers to developing countries went from a posi-
tive $37 billion in 1980 to a negative $1 bilion in
1989.7 Access to the international securities market

Table 1.5 U.S. patents granted to U.S. has also been limited for most developing countries.
and non-U.S. residents, 1910-12 and 1977-90 Exceptions have been countries in Asia-Indonesia,
(percent) Korea, Malaysia, Thailand, and, to a lesser extent,
Country of origin 1910-12 1977-90a China and India. In 1990, three Latin American coun-
United States 89 65 tries-Chile, Mexico, and Venezuela-gained tenta-
Non-United States 11 35 tive access to the international bond market,

signifying that the worst of the debt crisis may be
a. Up to June 1990. over for these countries. Finally, international port-
Source. Cantwell (1989); and U.S. Patent and Trade Office, foho investment m developing countries has grown
September 1990. floivsmn ndvlpn onre a rw
September________________1990_________ rapidly, from nearly negligible levels a few years ago
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Figure 1.3 Interfirm linkages among car makers in the United States, Japan, Western Europe, and Asia
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since they were introduced in the late 1970s. Out-
,71 ternational banking grew rapidly, standing interest rate swaps alone exceeded $1 tril-

especialin ihe 1980s lion in 1988, compared with $170 billion in 1985, and

Figure 1A Assets of international banks as a outstanding currency swaps amounted to $317 bil-
percentage of world GDP, selected years, 1970-89 lion in 1988. Few developing countries, however,

have the creditworthiness or the institutional capac-
ity to use these markets to manage their external

31.9 assets and liabilities. But with assistance from inter-
30 _ national financial institutions such as the World

25.6 Bank, this capability is being developed, albeit
25.6 ~~~slowly.

International links and economic performance
t 20 - 18.2
8- It is hardly surprising, given the strong linkages

v _ between industrial and developing countries, that

10.9 per capita growth rates of the two groups have fol-
io lowed each other closely (Figure 1.6)-even though

their terms of trade have tended to move in opposite
6.0 directions (Figure 1.7). In recent years, however, for

17 l Interest rate and exchange rate
1970 1975 1980 1985 1989 variability has increased

Figure 1.5 Variability of interest and exchange
Source: n~ir, International Financial Statistics. rates

Monthly changes in yen/U.S. dollar exchange rate,
to about $2 billion in 1990. While Asian countries and January 1957 to November 1990

a few countries in Latin America received the bulk of lo
these resources, Eastern Europe (primarilyHungary)
also received a small amount. s _

Thus, most developing countries have not directly .
benefited from the globalization of international fi-
nance. But it has affected them in one particular -5 -

respect. Along with the increased efficiency of finan-
cial transactions has come heightened uncertainty, -10 _
especially in foreign exchange markets. Since the _15

breakdown of the Bretton Woods system of fixed 1957 1961 1965 1969 1973 1977 1981 1985 1990

exchange rates in 1971, interest rates have become
less stable and fluctuations in international exchange Monthly change in basis points of

rates have grown in frequency and amplitude (Fig- April 1953 to October 1990

ure 1.5). This greater uncertainty in international 200

financial markets has spawned innovations in finan-
cial instruments that permit individuals, corpora- Ea l
tions, and governments to manage risk efficiently.
Floating-rate notes, note issuance facilities, Eu- S o It A.

rocommercial paper, multicurrency options, and 2 .l l
commodity- linked financing are some of the instru- '-l100

ments introduced recently. I
Borrowers and lenders can also hedge their inter- -200

est and exchange rate risks by using interest and 1953 1957 1961 1965 1969 1973 1977 1981 1985 1990

currency swaps, as well as futures and options mar- Source: World Bank data.

kets. Swap transactions have expanded dramatically
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Figure 1.6 Growth of real GDP per capita in developing and industrial countries, 1965-90

6 Developing countries

_) '

-2
O ~~~~Industrial counltries \- .

-2 l lll.
1965 1970 1975 1980 1985 1990

Source: World Bank data.

the first time in decades, the per capita growth rate ing the 1980s, but the sharp divergence in economic
of developing countries has fallen significantly performance across developing regions. At the one
below that of industrial countries (Figure 1.6). This extreme, East Asian countries recorded an average
trend, at a time when the external circumstances per capita GDP growth rate over two and a half times
were conducive to rapid growth, reflected the poor that of industrial countries as a whole (Table 1.6). At
performance of several developing economies that the other were countries in Sub-Saharan Africa and
were suffering from large debt burdens and less Latin America, which recorded declines in income
favorable trade prospects. per capita during the period. For these two regions,

It should be noted, however, that Asia, which re- the 1980s have come to be known as the "lost de-
corded higher-than-average growth rates in the cade."
1980s, also accounts for two-thirds of the population Three factors explain these regional differences in
of all developing countries. And more than 70 per- economic performance. First, individual economies
cent of Asia's population resides in China and India, showed varying degrees of vitality as they entered
which grew substantially above the average rate for the 1980s. The East Asian economies enjoyed domes-
developing countries. So the majority of people in the tic stability and a strong export performance; many
developing world live in countries that experienced countries in Sub-Saharan Africa and Latin America,
relatively rapid rates of growth in the 1980s. To re- however, began the decade with underlying macro-
flect this, Table 1.6 indudes estimates of population- economic imbalances temporarily hidden by exter-
weighted growth rates of GDP per capita for nal borrowing at unsustainable levels. When real
developing countries as a group (see also Appendix interestratesroseinthel980s,developingeconomies
B). They show that growth, estimated thus, actually with high levels of external debt at variable interest
improved in the 1980s when compared with the rates faced an external payments crisis. In Latin
1973-80 period. America, where over two-thirds of long-term debt in

The important concern, therefore, is not so much 1980 was at variable rates, interest payments grew by
the growth of developing countriesinaggregate dur- 50 percent in the first three years of the decade,
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Terms of trade have moved in opposite directions . . and regional differences have been large
for developing and industrial countries...

Figure 1.7 Terms of trade in industrial and Figure 1.8 Terms of trade for selected
developing countries, 197089 developing regions, 197089
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Sub-Saharan Africa Latin America and

140 140 \ the Caribbean
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Source: World Bank data. Source: World Bank data.

reaching $26 billion by 1983. Aggregate net resource East Asia, the ratio was less than 40 percent (UNCTAD

transfers turned substantially negative, reaching $25 1990a). With the sharp downtrend in commodity
billion by 1988, prompting some countries to re- prices during the 1980s, Latin America and Sub-
schedule their debt and debt service payments, start- Saharan Africa faced a large decline in their terms of
ing with Mexico in 1982. trade. Furthermore, world trade in primary com-

Second, primary commodities were nearly the sole modities grew more slowly than for manufactures.
exports of Sub-Saharan Africa and Latin America, The dual disadvantages of declining terms of trade
accounting for 98 percent of African exports in 1981 and slowly growing export volumes meant that ex-
and 83 percent of Latin American exports in 1980. For portearnings remained virtually stagnant during the

1980s. In stark contrast, the terms of trade for the
newly industrializing economies of East Asia were
stable (Figure 1.8), and expanding markets for their
exports of manufactures were an added benefit.

Table 1.6 Growth of real GDP per capita in Third, and most important, were the differences in
industial and developing countries, 1965-89 policy responses to the changes in external circum-
(percent per year) stances. When the debt cAisis broke, there were fears
Countrygroup 1965-73 1973-80 1980-89 that East Asia would go the way of Latin America.
Industrial countries 3.7 2.3 2.3 But the adjustment programs in Indonesia, Korea,

Malaysia, and Thailand were timely and successful.
Sub-Saharan Africa 2.1 254 1.26 Only the Philippines eventuallyhad to reschedule its
East Asia 5.3 4.9 6.2 debt. Countries in Sub-Saharan Africa and Latin
South Asia 1.2 1.7 3.0 America were not as successful: policies were slower
Europe, Middle East, to change; the adjustments required were deeper and

and North Africa 5.8 1.9 0.4 more painful; and the supply response was more
Latin America 3.8 2.5 -0.4 lethargic because of a large debt overhang, a rela-

Memorandum item tively dominant public sector impervious to market
Developing coun- incentives, and the inadequacy of complementary
tries (weighted by physical, social, and institutional infrastructure. In
population)a 3.0 2.4 2.9 Latin America, only Bolivia, Chile, and Mexico have

a. Using population shares as weights when calculating aggre- managed to sustain adjustment, and apart from
gate GDP growth for developing countries. Chile, growth has been modest. In Africa, Ghana and
Source: World Bank data. Mauritius, two early adjusters, have achieved prom-

ising results.
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Conclusion East Asia, tended to do better during the turbulent
1980s than did others.

The dosing years of the 1980s saw a growing number
of countries in Latin America, Sub-Saharan Africa,
and more recently, Eastern Europe implement major Notes
policy reforms. Some of these programs are tentative,
others sweeping. Some have achieved a measure of 1. The category raw materials excludes food and bever-
success, others have just begun. Despite their diver- ages (Table 2.1).
sity, they share one common feature: a recognition of 2. The reference to primary commodity imports in this
the importance of international trade and finance for paragraph excludes fuel imports. The data are from
improving growth and per capita incomes. There is UNCTAD (1990a).
considerable evidence to show that some developing 3. The definition of direct foreign investment varies
countries have exploited the benefits of international among countries. The OECD defines i as when a smgleinvestor controls directy or indirecty 10 percent or more
trade, finance, and investment better than others of the ordinary shares (or equivalent) in an enterprise in
(World Bank 1986 and 1987). Trade in goods, ser- another economy or has an effective voice in the manage-
vices, and financial securities has helped economies ment of the enterprise through other means. The stock of
extend their domestic opportunities for converting foreign direct investment is measured at book value, and
domestic resources into goods and services for in- includes share capital and reserves plus net intercompany
vestment and consumption. loans.

Economies that chose to limit their links with the 4. Figures are for 1988, the latest year for which data is
world economy have not fared as welL This contrast available. Rutter (1989) and U.S. Department of Commnerce
in performance held whether the international eco- (1991).

nomic enviror n ws r5. This is the case when the stock of FDI is measured innomic environment was relan vely stable, as n the d U.S. dollars. When measured in SDRs, the stock of FDI in
1950s and 1960s, or unstable, as in the 1970s and 1Tatin America increased. But since most Di in the region
1980s. Instability in international markets may have is from the United States, the U.S. dollar is the more appro-
diminished the benefits from interdependence or priate unit of measurement.
made them more volatile, but it has not eliminated 6. This excludes short-term borrowing.
them altogether. Countries that emphasized interna- 7. Net transfer is defined as disbursements less actual
tional trade and foreign direct investment, notably in principal repayments and interest payments.
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2 Interdependence and uncertainty
in international markets:
The role of primary commodities

Chapter 1 described the pattern of economic interde- modities, while the developing world imports man-
pendence in the world and how it has affected devel- ufactures and exports commodities-is inappropri-
oping countries. This chapter examines this issue ate. In fact, industrial economies dominate world
more narrowly as it relates to a single international exports of nonoil commodities only slightly less than
market-the market for primary commodities. For they dominate exports of manufactures (Table 2.2).
many small countries, primary commodities repre- At the same time, developing countries, particularly
sent such a large share of their GDP and exports that in East Asia, are becoming increasingly important
the prices these commodities fetch can make a differ- exporters of manufactures.
ence to their overall economic performance. How Furthermore, fast-growing developing countries
these countries fare in the coming decade will de- are slowly becoming the principal sources of incre-
pend to some extent on how primary commodity mental demand for nonfuel primary commodities.
prices behave. To help answer this question, this For example, Asia accounted for most of the world's
chapter examines the role of primary commodity growth in nonfuel commodity imports over the last
trade in the world economy, trends in primary com- two decades. While the rest of the world reduced its
modity prices, and countries' responses to commod- imports of nonfuel commodities during 1969-88 by
ity price shocks. almost $6 billion (in constant 1985 U.S. dollars), Asia

increased its imports by $11 billion. Most of this in-
International linksl The role of primary commodities crease was in agricultural imports, especially

World tradeinprimary commodities is much smaller
than in manufactures and is growing more slowly Table 2.1 The role of primary commodities
(Table 2.1). Traded volumes of oil and related energy in international trade
products,1 arguably the most important component (percent)
of primary commodity trade, did not increase during Average annual
the 1980s. International trade in raw materials has Share, growth,
also been growing slowly. Only for food and bever- Category 1989a 1980-89
ages has international trade grown at a rate compa- Merchandise 82 4.3
rable to that of manufactures. For developing Manufactures 60 4.9
countries, however, primary commodities play a Commodities 22 1.7
much larger role than these figures suggest. Take FuelsC 9 0.0
Africa, for example. In forty-eight of fifty-five coun- Other raw materials 5 2.1
tries on the continent, the three leading commodity Food and beverages 8 4.7Srvicesd 18 4.5
exports accounted for more than half of total exports Total 100 4.3
(Figure 2.1).2 In Latin America and the Caribbean,
primary commodity exports constituted more than a. Based on current US. dollar measures.
50 percent of total exports in twenty-nine of forty- b. Based on real 1980 U.S. dollar measures.

c. Includes crude oil, natural gas, petroleum coke, liquid natural
seven countries. gas, and nongas liquids.

For most of these commodity producers, the final d. Deflated by the US. dollar price index for world merchandise
destination of their produce is usually industrial exports.
countries. But the standard paradigm-that indus- Source: GAIT and World Bank data.
trial countries export manufactures and import com-
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African countries are heavily dependent on prinary exports

Figure 2.1 Share of commodities in total exports of Africa, 1983-84
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Table 2.2 Country and commodity composition of exports of nonfuel primary commodities
and manufactures, 1986
(percent)

By country group By commodity categorya
Nonfuel primary Nonfuel primary

Countrygroup products Manufacturing products Manufacturing
Industrial economies 70 88 15 79

Developing economies 30 12 28 50
Asia 10 6 24 65
Latin America 9 2 42 32
Sub-Saharan Africa 3 0 45 11
Europe, Middle East, and North Africa 7 4 20 53

World 100 100 17 74

a. The rows do not add to 100 because fuel is excluded.
Source- World Bank data.

foodgrains. And because of changes in taste that factures (Figure 2.2). This trend depicts a steady fall
come with rising incomes, one of the fastest growing in the purchasing power of a given basket of nonfuel
foodgrain imports was wheat, a principal export of commodities between 1900 and 1930 and an abrupt
the United States, Canada, and Australia. decline of about 40 percent between 1973 and 1990.

The emerging importance of Asia in world de- Commodity markets also interact with each other
mand for primary commodities, and the dominance and, in the process, alter the commodity links be-
of industrial countries as producers, ilustrates well tween economies. An interesting example is the com-
the changing mosaic of interdependence in interna- plementarity between oil and other raw materials
tional markets. It also serves as a useful backdrop that appears to have motivated the sharp fall in steel
against which to view the long-term trend in the consumption in industrial countries (Figure 2.3). No-
relative prices of primary commodities and manu- where is this more apparent than in the automobile

industry, where, since 1973, research has focused on
improving fuel efficiency. Lowering the weight of
cars-a promising avenue for increasing fuel effi-

Prices of prinmry commodities have declined ciency-has led to an increasing substitution of plas-
in relation to the prices of manufactures tic for steel. Since 1974, the weight of the average U.S.

Figue 22 Pautomobile has decreased by about 15 percent, or 550
Figure 2.2 Price of nonfuel primary commodites pounds, because of reduced use of carbon steel and
in relation to the U.S. wholesale price index, cast iron. At the low production volumes favored by
1900-90 contemporary market conditions and strategies,

1.50 plastic is the more attractive material. In Western
140 - Europe, plastic use increased from 35 kilograms per

130 - automobile in 1970 to 98 kilograms recently. Further-
120 t more, a set of steel-stamping dies for a fender cost

8 120 \| % % about $2 million in 1986; a set of plastic forming tools
110 V \ | ^ for the same component cost $250,000 (Clark and

go 100 Flemings 1986).
12 90 1 l > iI tt V \ lStatistical tests suggest that the downward trend

80 in the use of raw materials is neither cyclical nor a
70 once-and-for-all downward shift in demand. Rather,
60 J the era of high oil prices after 1973 appears to have
50 . . . . . . . . . . set in motion forces that are accelerating the rate of

1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 metal-saving technical progress for most metals, ex-
Source.World Bank data; GrandYang(1988). cept possibly aluminum and zinc. But this conclusion

Source. WorldBanlcdata;GrilliandYang(1988). may be premature. The relationship between raw
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The steel intensity of 5DP has decli ned in industrial countries bu increased in developing countries

Figure 23 Steel intensity of GDP in industrial countries, 1961-88
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Source: B. J. Choe (1990).

material use and industrial country production material use in developing countries is also expected
could reassert itself. Recent evidence suggests that to slow and may even decline as new technologies
this was beginning to occur in the late 1980s, as lower are disseminated from industrial to developing
energy prices and faster growth in industrial coun- countries.
tries rekindled demand for raw materials. Viewing commodity markets from the supply side

While the intensity of raw material use in indus- reveals two striking developments. First, the impor-
tral countries has fallen, growth in raw material tance of unprocessed commodities in the exports of
consumption in developing countries has continued developing countries has diminished over the last
to outstrip GDP growth. These changes could reflect two and a half decades. Excluding petroleum, the
two factors. First, the share of manufacturing in de- share of primary-stage commodities in the total ex-
veloping countries has increased steadily since ports of developing countries declined from 71 per-
World War II, a trend that continued into the 1970s cent to 52 percent between 1965 and 1987 (Table 2.3).
and 1980s despite rising energy prices. Second, lower Virtually all broad commodity categories have been
investnent in developing countries since 1973 has affected,althoughagriculturalmaterialshaveunder-
slowed the rate at which they have been able to gone the most spectacular decline.3

absorb new materials-saving technology. But world Second, industrial countries have boughta smaller
demand for raw materials will remain sluggish, par- share of their unprocessed commodity imports from
ticularly if the advance in materials-savings technol- developing countries over the years (Table 2.3). One
ogy continues at its current pace. The intensity of raw reason is the declining competitiveness of develop-
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Table Z3 Share of unprocessed commodities in developing countries' exports and share
of developing countries in industrial countries commodity imports, 1965 and 1987
(percent)

Share of developing countries in industrial
Share in developing countries' exports countries' commodity imports

Commodity 1965 1987 1965 1987
Foods 78.2 75.8 49.1 45.2
Agricultural materials 73.1 25.2 43.6 36.2
Ores, minerals, and metals 53.7 38.1 52.0 47.9
Petroleum 81.7 78.7 79.8 67.6
All commodities (except petroleum) 71.0 51.7 48.1 43.8

Source Yeats (1991).

ing countries in the international market for unpro- Uncertainty in commodity markets
cessed commodities. Nowhere has this been more
apparent than in Africa (Table 2.4). Indeed, over the The instability of commodity prices is a fact of life for
last two decades, Africa's dependence on a few com- comnmodity exporters and importers. Its causes are
modities-coffee, cocoa, and cotton-has increased. manifold. For most commodities, economic activity
But it does appear that the decline in Africa's world in the industrial countries continues to be an impor-
market share in most primary commodities deceler- tant-often the most important-determinant. Stud-
ated during the 1980s and was even reversed in a few ies show that a one percentage point annual increase
cases. Agricultural policies in the industrial world in industrial country production-other things re-
have probably also played a role. Subsidized exports maining unchanged-raises nonoil commodity
from industrial countries have tended to displace prices by 2 percent in real terms (Gilbert 1990). Ups
developing countries from their traditional markets. and downs in industrial country production have
In addition, the expanding European Community important consequences for commodity exporters,
diverted trade from developing countries to local particularly exporters of metals and agricultural raw
European producers. Finally, the rapid growth in materials. Forfood and beverages, however, demand
processed commodity exports from developing is relatively stable, but the vagaries of the weather
countries would account for some of their loss in lead to variations in supply and unstable prices.4 For
market share for unprocessed commodities. example, a significant proportion of the price vari-

ability in the international market for vegetable oil
arises from the effects of weather on the U.S. soybean
crop or the effects of policy on U.S. stockpiles.

Measures of commodity price instability show sig-
nificant differences among commodities. The in-

Table 2.4 Sub-Saharan Africa's share in world stabilty index used in Figure 2.4, for example, shows
exports of selected commodities, selected years, that the index for the least stable price (sugar) is more
1969-89 than eleven times that for the most stable (oranges).
(percent) Moreover, for five of the seven metals shown in
Commodity 1969-71 1979-81 1987-89 Figure 2.4, price instability indices are above the
Cocoa 59.7 43.9 37.2 median.
Coffee 29.9 25.5 20.3 Has price instability increased over time? The evi-
Tea 14.8 19.2 21.0 dence on agricultural commodities suggests that the
Sugar 5.8 4.9 5.6 answer is a qualified "yes" (Table 2.5). For bananas,
Groundnut oil 62.0 22.6 23.9 coconut oil, groundnut oil, and palm oil, price insta-
Palm oil 18.9 2.9 2.8 bility appears to have increased unambiguously
Cotton 15.5 10.2 12.5 since the 1960s; and for coffee, copra, cotton, maize,
Tobacco 8.2 11.6 13.1smete16sanfocofecpr,otn,az,

tea, and wheat, price instability was higher in the
Source. World Bank data. 1970s and 1980s than it was in the 1950s and 1960s.

For cocoa, rice, rubber, and sugar, however, the evi-
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Price instability is a fact of life for commodity Table 2.5 Variability of world prices for selected
exporters and importers agricultural commodities, 195G-89

Figure 2.4 Price instability of selected primary Commodity 1950-59 1960-69 1970-79 1980-89
conunodities, 1980-89 Bananas 2.2 3.0 3.3 3.4

Cocoa 8.7 7.5 9.7 7.2
Coconutoil 5.2 3.8 13.3 15.9

Sugar Coffee 6.3 3.0 11.7 7.4
Coconut oil Copra 6.4 4.0 14.4 14.3

CJpurtae Cotton 4.0 1.5 6.7 5.9
Nickel Groundnut oil 3.9 3.1 7.8 10.3

Tea Maize 2.0 3.3 7.5 7.1
Pahn oil Palm oil 4.3 4.6 8.4 10.5

Groundnut oil Rice 11.4 3.4 14.9 7.2
Soybean oil Rubber 9.1 4.3 6.3 4.3

Tin Sugar 7.8 21.7 25.4 20.4

Petroleum Tea 6.2 2.2 6.9 10.7
Coffee Wheat 1.7 1.6 12.0 4.4

Copper Noter Data presented in this table are derived from the following
Cocoa

Rice instability index:
Maize

Sorghum n-2
Cottone where n is the number of observations and x* is the trend forecast

Soybean value of x. The same index is used as the basis for Figure 2A.
Wheat Source-. World Bank data.

Soybean meal
Rubber

Groundnut meal as coffee, cocoa, rubber, sugar, and tin, they have
Phosphate mck operated through a variety of instruments, including

Bananas
Iron ore quotas on production, consumption, exports, and
Tobacco imports, as well as buffer stocks and funds. Such

Beef schemes have suffered from two types of shortcom-
Oranges ings. First, prices or price bands have not been ad-

5 10 15 20 justedtoensurelong-runequilibriumindemandand
Instability index a supply. It has proved extremely difficult to set appro-

a. See footnote to Table 2.5. priate prices and to adjust them regularly to chang-
Source: World Bank data. ing market conditions. Second, the inability to

reconcile the different interests of the countries in-
dence is mixed. But regression analysis of ten-year volved has led to evasion of rules, smuggling, free-
movingcoefficientsofvariationshowsthatthetrend riding, and myriad other problems. Both
of instability has been positive for all these crops shortcomings have contributed to the virtual demise
except cotton and rubber.5 of these agreements in recent years.

The evidence of greater commodity price variabil- Several countries have attempted to buffer domes-
ity and steadily declining relative commodity prices tic producer prices for primary commodities from
suggests that primary commodity producers, espe- the volatility in international prices. These schemes
ciaily if they are poor and indebted, face serious take various forms depending on whether the com-
problems. Industrial countries manage such com- modity is an export or an import, whether it is stor-
modity price swings using instruments unavailable able or not, whether the country's share in the world
in most developing countries, such as, domestic market is large or small, and whether the objective is
credit markets, storage facilities, or insurance. to stabilize prices for consumers or producers.

Developing countries have tried to manage com- Among the mechanisms used are buffer stocks or
modity price risk through measures to stabilize inter- funds, variable rate tariffs, subsidies, price bands,
national prices or domestic producer prices. quantitycontrols,andmarketingboards.Thesuccess
International price stabilization agreements have not of domestic price stabilization schemes depends on
proved very successful. Covering commodities such forecasting long-run prices accurately, insulating the
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scheme from the government budget, and sterilizing the 1980s can be traced to these shocks and to the
any impact from the scheme on the national econ- policy responses they provoked.
omy. Also, the scheme must have compatible goals. Many studies have analyzed the policy responses
On most counts, the record has been poor. Since of developing economies to trade shocks in the
commodity prices are essentially random variables, 1970s.6 All concluded that although economies with
it is not surprising that efforts to set prices or price relatively liberal trade policies experienced the larg-
bands consistent with world prices have met with est terms of trade shocks, these economies were also
little success. And such schemes have frequently the fastest to adjust and resume growth. Countries
mutated gradually into vehicles for taxing producers that failed to introduce domestic or external adjust-
or for providing budgetary subsidies. In the end, ment policies, relying instead on additional external
many of these schemes have failed because of the financing, eventually labored under heavy debt bur-
complexity of the task or the absence of clear, com- dens to the detriment of growth in the 1980s. Broadly
patible goals. speaking, successful adjusters such as Chile, Korea,

Recent innovations in financial market instru- and Thailand limited foreign borrowing, quickly re-
ments, a third mechanism for managing commodity established macroeconomic balance, and instituted
risk, show greater promise than the other two but structural reforms designed to improve the compet-
have been little used in developing countries. Instru- itiveness and flexibility of their economies. Among
ments such as commodity swaps, complementing countries that experienced a positive terms of trade
commodities futures and options, can offer opportu- shock, Indonesia presents a good example of success-
nities to hedge long-term commodity risks. Such in- ful adjustment. It managed its financial surpluses
struments can add a new dimension to cautiouslyandmaintained competitivenessthrough
well-designed domestic buffer or price stabilization appropriate macroeconomic policies. It also initiated
schemes by helping distribute the risk to the interna- structural reforms to diversify its economic base and
tional financial system. Their use, however, has been improve the responsiveness of its economic system.
limited by anxieties about the credit risk involved in Other countries pursued just the opposite set of
transactions with the exporting countries. policies. Argentina, Cote d'Ivoire, and the Philip-

Finally, the expansion of local processing capacity pines ran up substantial budget and balance of pay-
in several developing countries has tended to reduce ments deficits that they financed through external
the instability of their export earnings. In the case of borrowing. They also delayed structural reforms and
agricultural raw materials, as well as ores, minerals,
and metals, prices for final stage processed commod- -

ities not only rose faster than prices for unprocessed Prices of final stage commodities were more stable
commodities, but they were also more stable (Figure than Phose of unprocessed commodities
2.5; Yeats 1991). But countries considering reforms in
trade and regulatory policies to expand domestic Figure 2.5 Price stability of selected final stage
processing capacity need also to contend with biases and unprocessed commodities, 1965-87
in the structure of protection in industrial countries. 100
The structure of tariffs and the coverage of nontariff
barriers in industrial countries reflect a clear tilt
against processed commodities (Figure 2.6). x 0.80

Commodity price shocks and adjustment rx?11Zz1 J1
responses .

While a limited set of measures or instruments is 0.40 0 Fmal stage commodities
adequate for dealing with the variability of commod- X Unprocessed commoodities
ity prices, large commodity price shocks constitute a 020
more serious type problem. The 1970s, a period of Z+d .os P*
major commodity price shocks, provide a rich his- cV
tory from which to draw lessons. Not only did the
price of petroleum increase eight-fold in real terms
over the decade, but the prices of food, timber, and a Source: Yeats (1991).
variety of other commodities departed significantly
from their trend. Many of the economic problems of _

24



Industrial countries impose higher tariffs on processed commodities

Figure 2.6 Average tariffs in industrial countries for selected primary and processed commodities
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Note: Tariff rates are those in effect when the Uruguay Round discussions began in 1986.
Source: Yeats (1987).

attempted to resolve their macroeconomic problems Domestic policies have also had an important role
through restrictive trade and pricing policies. Some to play. As the experience of several African coun-
countries failed to prudently manage an improve- tries during the 1970s demonstrated, inappropriate
ment in their terms of trade. Mexico, Nigeria, and policies can lead to lost market share and increased
Venezuela, for example, translated financial sur- dependence on a few primary commodity exports.
pluses that accrued from positive changes in terms At the same time, policies in industrial countries
of trade into heavy public spending and leveraged have tended to accentuate the difficulties of primary
future income streams with large-scale foreign bor- goods-producing countries. Nevertheless, primary
rowing. The resulting overvaluation of their curren- commodity exporters that expanded efficient local
cies combined with poor structural policies poorly processing capacity benefited from the more stable
equipped them to deal with the economic downturn prices for processed commodities. Finally, the evi-
in the early 1980s. dence suggests that in dealing with large commodity

price shocks, countries with relatively open trade
Conclusion policies adjusted faster and resumed growth more

quicldy than countries with high trade barriers that
Thevolatilityanddeclineinrealprimarycommodity hindered the transmittal of new price signals to the
prices, especially during the last decade, have posed domestic economy.
serious problems for low-income primary produc-
ers. Attempts to stabilize international or domestic Notes
producer prices have met with little success. And
while new financial instruments designed to hedge 1. Related energy products include such products as
commodity price risks hold promise, many develop- natural gas, petroleum coke, liquefied natural gas, and
ing countries are considered an unacceptable credit nongas liquids.
risk for commercial financing and so have been un- 2. The countries where the three leading commodity
able to use them. exports account for less than half of total exports are
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Djibouti,Gambia,Morocco,SouthAfrica,Tunisia,Western 5. A linear regression analysis testing for a time trend
Sahara, and Zimbabwe (U.N. 1990). in ten-year moving coefficients of variation in prices for

3. Agricultural materials consist of such commodities as 1949-87 for all the commodities shown in Table 2.6 yield
wood, rubber, leather, siLk, jute, wool, cotton, flax, hemp, coefficients that are significantly above zero at a 95 percent
and ramnie. confidence level using a two-tailed test. See Hazell,

4. Variable levies applied by industrial countries tend Jaramillo, and Williamson (1989).
also to contribute to commodity price instability by trans- 6. See in particular Balassa (1981), Balassa and Mc-
ferring the adjustment burden to suppliers. Carthy (1984), Mitra (1986a and 1986b), and Lal and Wolf

(1986).
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Global economic performance:
The current situation and main
contingencies for the 1990s

The first two chapters focused on the increased inter- U.S. and Japanese financial systems, the mounting
dependence of markets and economies. The discus- costs of resource transfers from western to eastern
sion highlighted the importance of international Germany, the difficulties in reforming the economic
trade, finance, and investment as forces shaping the policies of Eastern Europe, the rapid deterioration of
international economic environment, presenting the Soviet economy, disappointing progress in the
both challenges and opportunities to developing Uruguay Round, and a slowdown in the growth rate
countries. This chapter examines how these forces of developing countries.
can be expected to evolve during the 1990s and as- Individually, none of these dark economic clouds
sesses their implications for developing countries would be sufficient to dampen the short-term pros-
and the world economy. It also provides the founda- pects for the world economy. But together they pres-
tions for the alternative scenarios of future develop- ent compelling evidence that the world economy is
ments that are presented in Chapter 4. in for a turbulent period in the short term.

But any discussion of the contingencies likely to
affect global economic performance in the future Industrial countnies
needs to begin by mapping the initial conditions and
surveying the current status of the global economy. The deterioration in the global economy that started
This is done in the first section; the next section then in 1989 continued into 1990. Growth of world output
examines the main contingencies expected to influ- fell to about 2.1 percent in 1990, down from 3.3
ence global economic performance in the 1990s. percent in 1989. A big factor was the further slow-

down in the GDP growth of industrial countries, from
The current situation 3.3 percent in 1989 to an estimated 2.6 percent in 1990

(Figure 3.1). Much of this slowdown reflected a con-
Two years ago, in 1989, the world economy was in tinued decline in the growth rates of the United
the midst of its longest peacetime expansion of the States, Canada, and the United Kingdom (Table 3.1).
last four decades-inflation was under control, the The deceleration in the U.S. economy, brought on by
debt crisis was being weathered, and the end of the anti-inflationary monetary policies in late 1989 and
cold war was in sight. The collapse of dirigiste re- early 1990, was exacerbated by a large fiscal deficit
gimes in Eastern Europe and the march toward a and the fragile condition of the financial system. But
single market in Western Europe held the promise of just when it seemed that the United States was head-
new investment opportunities and a rejuvenation of ing for a soft landing, the sharp increase in the price
international trade. And policy actions in the major of oil following the invasion of Kuwait tipped the
industrial countries were correcting the large trade economy into recession.1
and budget imbalances that had characterized much Fortunately for the global economy-and unusual
of the 1980s. by the standards of the past-Japan and Germany

But two years can be a long time. Today, rising were not at the same point in their economic cycles
uncertainties from different, yet related, directions as the United States, the United Kingdom, or Canada.
portend difficulties to come. The latest uncertainty- While these three economies were slowing in 1990,
the crisis in the Gulf-proved to be short-lived. But Japan and Germany continued to grow strongly. In
numerous other problems also surfaced in the past Japan, this was due to vigorous private sector invest-
two years, before the Gulf crisis overshadowed them: ment; in Germany, it was the result of increased
the slowdown in the U.S. economy, problems in the government spending as a result of unification. The
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strength of the German and Japanese economies pre-
vented a more rapid spread of recessionaryimpulses Growth in the major industrial countries dipped
to the rest of the world economy. in the past two years, except for Japan and Germany...

To revive the U.S. economy, the Federal Reserve
Board eased its monetary stance in the second half of Figure 3.1 GDP growth rates of major industrial
1990 and the first half of 1991, and lowered interest countries, 1977-90
rates. In Japan and Germany, the trend was in the
opposite direction, as tight monetary policies raised
short-term rates. The initial result was a depreciation
of the U.S. dollar against the German mark and the : Japan

Japanese yen during most of 1990. This depreciation 6
of the dollar, together with higher oil prices and less G* 7.' 

restrictive monetary policy, kept U.S. inflation at 4.1 \ *..f'
percent. In the first few months of 1991, however, the 4
dollar appreciated against the German mark, helping -
to further reduce the U.S. inflation rate. In Japan, 2 -
tight factor market conditions meant that inflation
remained at 1.9 percent, even though the Bank of /
Japan maintained its restrictive monetary stance. In °
Germany, the consumer price index grew more Fed.nep States
slowly than the GDP deflator, signaling higher infla- -2 - ,
tion in the year ahead (Figure 3.2). 1

A diagnosis of theoverallhealth of the industrial J ll
world in 1991 reveals some troubling signs: lower 4 977 1980 1985 1990

growth, symptoms of financial stress in the United
States and Japan, continued fiscal imbalances in the Source: World Bank data.

G-3, and sharp changes in real exchange rates among

the major currencies. And circumstances will proba-
Table 3.1 Key indicators of recent economic bly get worse in 1991 before they get better in 1992.
performance in industrial countries, 1987-90 Growth in the G-7 is expected to decline further in
(annual percentage change, except where otherwise stated) 1991 to 1.4 percent, held back by virtually no growth
Indicator 1987 1988 1989 1990 in the United States, the United Kingdom, and Can-
Output and employment ada (Table 3.2). But the U.S. recession is expected to

Real GDP 3.3 4.5 3.3 2.6 be short, and growth is expected to resume by the
Real GNP per 2.7 3.8 2.6 2.1 second half of 1991. Slimmer inventories and declin-

capita ing oil prices are likely to raise domestic demand.
Employment 1.8 2.0 1.8 1.3 Moreover, by 1992 the effect of easier monetary pol-
Unemployment 7.5 6.9 6.4 6.2 icy is expected to restore momentum to the economy.

rate Japan and Germany, despite their inherent strength,

Monetary and fiscal are not immune from the influence of a slowly grow-
Inflationb 3.0 3.3 4.3 5.0 ing U.S. economy in 1991. Their growth rates, albeit
Unit labor costs 0.1 0.1 2.0 2.2 high by the standards of other industrial countries,
G-7 fiscal balancec -3.3 -2.7 -2.4 -2.5 are nevertheless expected to decline substantially in
Six-month LiBoRd 7.3 8.1 9.3 8.4 1991 before reviving in 1992.

Trade
Export volume 5.1 8.9 6.8 5.9 Developing countries
Import volume 7.1 9.1 7.6 6.0
Terms of trade 0.9 1.4 -0.2 -0.2
Terms__of_trade __0_9_1_4 ___0_2 __0_2 GDP growth in developing countries fell from 2.9

a. Averages of national unemployment rates weighted by labor percent in 1989 to 2.3 percent in 1990, their poorest
force and expressed as a percentage of total labor force. performance since the depths of the last world reces-
b. Based on the consumer price index. sion in 1982 (Table 3.3). But this aggregate statistic
c. As a percentage of GNP.
d. Londoninterbank offeredrateonsix-monthU.S.dollardeposits. presents a mnisleading picture of the state of the de-
Source: World Bank and mF data. veloping world. In fact, economic performance in

several developing regions improved in 1990. East

28



... and inflation has begun to edge upwards trade fell 5.3 percent. In India, the decline was less
(2.2 percent), but serious enough to slow growth and

Figure 3.2 Inflation in G-7 countries, 1977-90 warrant immediate stabilization measures. In East-
em Europe, the increase in the price of oil accounted

12 for most of the sharp decline of 6.6 percent. But in
East Asia, the terms of trade remained fairly stable.

10 , In the next two years, growth in developing coun-
, lo tries is likely to quicken as the unusual circumstances

of 1990 recede. The economies of Eastem Europe are
8 / United expected to contract less in 1991 than they did in

'. .G-7 States 1990. Poland may register positive growth in 1991
E 6 _ . and beyond, mostly as a result of far-reaching re-
LI *. ./ *. \ "\ 5,#' forms, but also because of significant debt relief. In

4 - ' . / ^. \'s_ ,4 . '. the other Eastem European economies, however,
market-oriented reforms are less entrenched, and
GDP will probably continue to decline in 1991. Brazil's

2. . stabilization and structural reform policies, intro-
0'tV /". ... duced in 1990, are expected to arrest the economy's

further slide. The remaining developing countries
Gernany, Jan are in aggregate expected to grow at much the same

-2 F* .Re. , I pace as in the recent past (Table 3.4).
1977 1979 1981 1983 1985 1987 1989 Several countries embarked on major reform pro-

grams in 1989 and 1990, especially in Latin America
Source: World Bank and IMa data. and Sub-Saharan Afica, and these are likely to begin

bearing fruit in 1991. These reform programs have
attracted additional funding from official sources.

Asia led the world, raising its growth rate from 5.5 Net long-term lending to Latin America from official
percent in 1989 to 6.7 percent in 1990. Latin America and private sources climbed from $0.6 billion in 1989
(excluding Brazil) rebounded from -0.2 percent to 2.0 to $7.9 billion in 1990. In addition, debt and debt
percent, and the Middle East and North Africa im- service reduction operations induced a notable in-
proved from 2.6 percent to 3.2 percent. But these creaseinforeigndirectinvestment,whichisexpected
gains were overshadowed by large declines in Brazil, to raise efficiency and contribute to higher growth.
Eastern Europe, and Eastern and Southern Africa. In For Sub-Saharan Africa, the Special Program of As-
Brazil, a stabilization program coincided with a sistance (SPA) has been successful in mobilizing ad-
sharp fall in the terms of trade, and GDP growth fell ditional external resources in support of adjusting
by almost eight percentage points-from 3.6 percent
in 1989 to -4.3 percent in 1990. In Eastern Europe,
rapid and fundamental economic reforms dislocated
production, and GDP growth plummeted from 0.5 Table 3.2 Growth and inflation in the G-7
percent in 1989 to-9.1 percentin 1990. And inEastern countries, 1989-92
and Southern Africa, drought and civil war slowed (annual percentage change)
growth from 4.5 percent to 0.8 percent. Indicator 1989 1990 1991 1992

The economic performance of most developing Real growth in GNP

countries during 1990 was colored by the sharp in- Germany 3.8 4.5 2.8 3A
crease in the price of oil. The terms of trade moved Japan 4.7 5.6 3.7 3.9
against developing countries as a whole by 0.2 per- United States 2.5 1.0 0.0 2.3
cent; in 1989, they had registered a gain of 1.9 percent. G-7 total 3.3 2.6 1.4 2.8
Sub-Saharan Africa (excluding Nigeria) suffered the GNP deflators
worst decline. Nonoil commodity prices fell sharply Germany 2.6 3.5 4.2 3.1
in the second half of 1990, hurting export revenues. Japan 1.9 1.9 2.3 1.6
For Eastern and Southern Africa, the terms of trade United States 4.1 4.1 4.8 3.1
plunged almost 14 percent; in Western Africa, oil G-7 total 3.8 3.7 4.0 2.9
exports held the fall to only 1.8 percent. Experience Source World Bank data.
in other regions was mixed. In Brazil, the terms of
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Table 3.3 Key indicators of recent economic performance in developing countries, 1987-90
(average annual percentage change, except where otherwise stated)

Indicator and economies 1987 1988 1989 1990
Output

Real GDP 3.8 4.3 2.9 2.3a
Sub-Saharan Africa 0.2 2.9 2.9 1.5
East Asia 8.9 9.7 5.5 6.7
South Asia 4.3 8.2 4.5 4.2
Europe, Middle East, and North Africa 1.2 2.1 1.5 -0.8a
Latin Americab 3.1 0.5 1.3 -0.7

Real GDP per capita 1.7 2.2 0.8 0.3

Monetary andfiscal
Broad moneyc 16.4 17.3 15.0 13.0
Inflationd 7.6 8.7 8.7 10.0
Fiscal balancee -5.2 -4.6 -4.5 -3.5

Trade
Export volume 9.2 9.9 6.2 6.7

Oil exporters -0.3 11.1 10.7 9.2
Others 10.0 9.8 5.8 6.1

Import volume 5.1 9.4 9.6 5.9
Terms of trade 2.4 -0.4 1.9 -0.2

Oil exporters 21.1 -23.3 18.3 25.0
Others 0.6 1.6 1.0 -1.3

Financial (billions of U.S. dollars)
Aggregate net resource flows (ong-term) 46.1 60.9 63.3 71.0
Official development finance 32.2 36.3 36.6 46.9
Aggregate net transfer -16.8 -9.5 -1.0 9.3

a. Estimate excludes Iran and Iraq.
b. Indudes the Caribbean.
c. Median estimates.
d. Median estimates of the consumer price index.
e. Median estimates as a percentage of GDP.

Source. World Bank data and IMF (1990).

countries. The region now receives about 30 percent by political turmoil and uncertainties about the pace
of al net flows of official development assistance. of reform.
Such support is expected to contribute to some recov-
ery in output in the short term, but not enough to Main contingencies for the 1990s
reverse the continued decline in per capita incomes.
Growth is projected to be about 2.3 percent in 1991, Global economic prospects over the next few years
almost a full percentage point less than the popula- look difficult. The pressure points will be the extent,
tion growth rate for the region. depth, and duration of the U.S. recession; the ability

Although Asia will remain the fastest growing of Eastern Europe to maintain the momentum of its
developing region, the outlook for 1991 and 1992 is reforms; and the stability of the international finan-
more sober than in recent years. China is an excep- cial system. For developing countries, the short-term
tion. After two relatively slow years, growth is ex- outlook indicates steady growth in Asia, some recov-
pected to accelerate under the benign influence of a ery in North and Sub-Saharan Africa, and improved
gradual reform program. But the rest of East Asia is prospects in Latin America. In many of these coun-
likely to feel the effects of trade barriers and slow tries, particularly those in Latin America and Sub-
growth in their principal export markets. For these Saharan Africa, a key question is the ability of
countries, the strong growth performance of 1986-90 governments to implement structural reforms even
is unlikely to be repeated. South Asia is expected to as the global economy enters a turbulent phase.
maintain much the same momentum as in 1989-90, In the longer term, more fundamental forces are
although there is a significant downside risk caused likely to reassert themselves in defining global eco-
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nomic prospects. Some of these were discussed in a Removing these barriers to trade will have a sig-
historical context in Chapters 1 and 2-international nificant impact on growth, employment, and wel-
trade, finance, investment, and technological change. fare. For example, studies show that the texties and
In this section, we examine what is likely to influence dothing sector in OECD countries is one of the most
their evolution and what that may mean for devel- highly protected.2 In 1985, OECD imports of textiles
oping countries. The focus is on trade and finance, and dothing were approximately $29.5 billion, most
issues of central interest to developing countries. But of it from developing countries. According to one
some attention is also given to the future direction of simulation study, removing tariffs and nontariff bar-
world energy markets because, as recent events have riers could increase developing country exports to
shown, instability in energy markets imposes large the main OECD markets by 82 percent for textiles and
adjustment costs on economies and has repercus- 93 percent for dothing. Similarly, the uN Conference
sions on world economic stability. on Trade and Development (UNCrAD) estimates that

complete trade liberalization could boost developing
The prospects for world trade country exports of dothing by 135 percent and tex-

tiles by 78 percent. Another simulation study con-
The long-term growth prospects of both industrial dudes that if OECD countries reduced agricultural
and developing countries will depend heavily on protection by 50 percent, agricultural export reve-
developments in the world trading environment. nues of developing countries could rise between 2
The final outcome of the Uruguay Round of multilat- percent and 40 percent (Figure 3.3; Valdes and Zeitz
eral trade negotiations-the most complex and far- 1980, as cited in Laird and Yeats, 1990).
reaching attempt ever made to liberalize Recent studies also suggest that nontariff barriers
trade-remains uncertain. Progress has been made in industrial countries have slowed resolution of the
in some areas, but issues central to the success of the debt crisis. For example, more than 40 percent of the
round remain unresolved. The most important of exports (by value) of the highly indebted countries
these concern agriculture, services, textiles and doth- confront nontariff barriers in industrial country mar-
ing, trade-related intellectual property rights, trade- kets. These barriers constrain export opportunities
related investment measures, the functioning of the and the capacity of heavily indebted countries to
GATr system, and safeguards. service their external debt. Simulations show that

The outcome of the Uruguay Round is critical to trade liberalization in the United States, the EC, and
the future of the multilateral trading system and the Japan would increase the present value of export
welfare of the world community. A successful con- earnings of heavily indebted countries by an amount
dusion will mean a substantial reduction in the use equivalent to half of their debt, significantly improv-
of nontariff barriers to trade, in both industrial and ing the creditworthiness of these countries (Laird
developing countries. As noted in Chapter 1, non- and Yeats 1987).
tariff barriers affected 16 percent of imports of indus- Furthermore, empirical estimates indicate that the
trial countries in 1986 and 28 percent of imports of static gains from trade liberalization vary from less
developing countries in 1987. than 1 percent to as high as 6 percent of GDP. When

Table 3.4 Growth in developing countries, 1989-92
(average annual percentage change)

GDP GDP per capita
Region 1989 1990 1991 1992 1989 1990 1991 1992
All developing countries 2.9 2.3 3.1 4.3 0.8 0.3 1.1 2.3

Sub-Saharan Africa 2.9 1.5 2.3 3.0 -0.3 -1.7 -0.9 -0.1
East Asia 5.5 6.7 5.7 6.2 3.6 5.0 4.2 4.7
South Asia 4.5 4.2 4.0 4.5 2.2 2.0 1.8 2.4
Europe, Middle East,

and North Africa 1.5 -0.8 1.6 3.5 0.0 -2.6 -0.2 1.6
Latin America 1.3 -0.7 1.1 2.8 -0.7 -2.6 -0.8 0.9

Note: Estimates and projections for 1990-92 exclude Iran and Iraq.
Source World Bank data.
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Trade liberalization in OECD countries could yield significant benefits to developing countries
Figure 3.3 Potential increases in agricultural exports of selected developing countries from reducirng
trade barriers in OECD counties

Sub-Saharan Africa
Mozambique 17.1

Mali 10.0
Madagascar 8

Zambia 8.2
Niger 7.7

Senegal 7.1
Malawi 6.3
Kenya 5.9

Tanzania 5.8
Cameroon 4.6

Ghana 4.
Zaire 4.3

Cote d'lvoire 4.2
Nigeria 3.9
Angola 3.9
Uganda 1
Rwanda 2
Guinea

Burkina Faso 1

Asia
Korea 22.9
India

Hong Kong 16.2
Philippines 10.7

Thailand
Malaysia 6.4

Indonesia 1
Bangladesh 5.3

Palistan _ 4
Sri Lanka _ 4.1
Myanmar _3.

NepalIZ

North Africa/Middle East
Afghanistan 32.8

Algeria 28.6
Turkey 23.1
Tunisia 22

Egypt 17.6
Morocco 12.

Iraq 10.
Yemen
Sudan _ 5.

Iran _ 3.

Latin America

Chile 40.1
Bolivia

Argentina 177 .
Mexico 8

Peru 1
Brazil

Doninican Republic 1 .
Colombia 8.5

Haiti
Guatemala 6
Venezuela

Ecuador 5.8
El Salvador 5.8

0 10 20 30 40 50

Projected increase in agricultural export revenues (percent)

Source: Laird and Yeats (1990).
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Table 3.5 Long-term real interest rates in selected industrial countries, for selected years, 1890-1989
(percent)

Country 1890-99 1900-13 1955-59 1960-73 1974-79 1980-84 1985-89
France 3.6a 2.Oa 0.3 1.4 -0.9 3.1 5.1
Germany, Fed. Rep. - - 3.9 2.7 2.8 4.8 4.0
Italy - - 4.0 1.5 -3.7 1.9 3.6
Japan - - - 0.5 -0.2 5.7 3.9
Urnted Kingdom 2.6 2.0b 1.3 2.5 -2.1 2.7 4.1
United States 4.5C 1.7c 0.8 1.5 0.3 5.4 5.4

Note Long-term real interest rates are calculated by dividing long-term government bond yields by the GDP deflator.
a. Government stock.
b. Consols.
c. New England municipal bonds.
Source. World Bank data.

the dynamic effects are also considered, these gains The cost of international finance
tend to be even larger. These dynamic effects could
include economies of scale, higher investment and If high real interest rates persist through the 1990s,
saving, improvements in innovation and technical they would make more difficult a return to steady
change, and increased speed in dissemination of and rapid growth in developing countries. In the two
technical and economic information. As technologi- decades before World War I, real interest rates were
cal improvements in telecommunications, comput- seldom higher than 3 percent. In the prosperous
erization, and transport systems spread, the 1950s and 1960s, real longterm rates stood at some 1
economic advantages derived from trade will tend to to 1.5 percent and short-term rates were even lower.
increase. And this process, in turn, will increase the But since the mid-1970s, real interest rates have hov-
efficiency gains and per capita incomes of develop- ered between 4 and 5 percent, and they appear set to
ing countries. remain at these levels or to climb even higher during

the next decade (Table 3.5 and Figure 3.4).
But do real interest rates matter for growth? Recent

research using data for the period 1970-90 suggests
that they do for developing countries but almost

Real interest rates have shown certainly do not for industrial countries (Shafik and
an upward trend since 1950 Jalali 1990). In the case of developing countries, the

reasons are not hard to find. Several developing
countries borrowed heavily at variable rates during
the 1970s and early 1980s (Figure 3.5). Higher real

20 interest rates increase external debt service payments
Nom.nal and lower the amount of foreign exchange available

Nonminal ,
15 . for imports of capital goods, thereby depressing lev-

4 . " . els of investment and growth. Every one percentage
;. .. 4 point increase in real LBR raises the interest pay-

0. _ ,z w',ments of developing countries by an amount equal
to about 10 percent of their total current account

; 5 8 v lU XJ ltA deficit. And if that increase in real LIBOR were sus-
tained over ten years, the average growth rate of

o ta > v E v s developing countries could be reduced by about 0.2
Real percentage point a year (see Box 4.3 in Chapter 4).

s5 . . . . . . . The relationship between real interest rates and
1950 1955 1960 1965 1970 1975 1980 1985 1990 growth in industrial countries is more complex. High

real interest rates may reflect buoyant investment
Source: World Bank data. demand spurred by expectations of high rates of

profit and opportunities for growth. In the 1980s, for
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tively rapid growth have been able to coexist in
Many developing countries contracted large debts recent years.

at variable interest rates in the early 1980s Corroborative evidence suggests that the produc-

Figure 3.5 Variable rate debt as a share of GDP tivity of capital did indeed rise in industrial coun-
for selected countries, 1988 tries. The rate of return in the business sector in the

late 1980s was well above the depressed levels of the
early part of the decade, and even above the levels in
the 1970s (Table 3.6).

Congo 74.3

Ecuador New and continuing claims on world resources
Chile 47.8

There is a significant probability that real interest
Pannam 44.2 rates will remain relatively high in the 1990s because

C.te dIvoire of several new or continuing claims on the world's
Argentina 42.3 resources that will maintain upward pressure on
Nicaragua 42.0 interest rates. Among these are the costs of German

Nigeria .1 unification, the continuing claims of the U.S. budget
Mexico 369 deficit, the need to strengthen the capital base of U.S.

Venezuela 367 and Japanese banks, the social and physical infra-
Costa Rica 35.5 structure needs of Eastern Europe, the post-war re-

construction of Kuwait and Iraq, and the creation of
Morocco 32.8 a single internal market in Europe by 1992. Only the
Hungary 31.8 first three of these are examined below to provide a

Poland 309 brief glimpse of the issues involved.
Jamaica 28.5 The union of the two Germanys will have both short-

Uruguay 26.6 and medium-term consequences for interest rates.
Estimates show that per capita incomes in the Ger-

Philippines 25.9 man Democratic Republic were between 35 percent
Bolivia 23.4 and 40 percent of those in the Federal Republic of

Guyana 23.3 Germany.3 To raise per capita incomes and produc-
Malaysia 22.5 tivity in eastern Germany to the levels that prevail in

Dominican Republic 21.9 western Germany will require large investments in
physical equipment, infrastructure, training, and so-

20 40 60 80 cial services. In the interim, transfers of current
resources will also be required to pay for unemploy-
ment support, pensions, and basic services provided
by regional and local governments.

The eventual implications of these developments
instance, high real interest rates did not prevent se- for the budget remain uncertain. The general govern-
lected episodes of rapid growth. It is true that these ment deficit in the Federal Republic of Germany is
episodes coincided with some special event-recov- estimated at 2.1 percent of GNP in 1990 (compared to
ery from recession, major tax cuts, booming stock a small surplus in 1989)4 and is expected to be 4.2
markets. But more generally, there is little evidence percent of GNP for unified Germany in 1991 (RMF,
to suggest that high real interest rates have adversely 1991). These financing needs will need to be met by
affected growth in industrial countries. mobilizing resources from domestic and interna-

High real interest rates during the 1980s can be tional financial markets.
better explained by investment demand rising faster More important, the sudden jump in German in-
than the (ex ante) supply of savings (see Box 3.1). The vestment will raise world demand for capital re-
strength of stock markets in the OECD countries sources relative to global saving and will manifest
through most of the 1980s provides compelling sup- itself in Germany as a declining current account bal-
portive evidence (Figure 3.6). Had high interest rates ance and upward pressure on interest rates. Some of
been caused primarily by a fall in savings, equity this pressure on interest rates will inevitably spill
prices would have been expected to decline. And this over into other industrial countries as capital flows
may explain why high real interest rates and rela- into Germany in response to the higher rates, with
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Box 3.1 Trends in savings rates of industrial countries

The upward pressure on real interest rates can be ex- personal savingassociated with large increases inasset
plained in part by a slow recovery of savings rates in values are unlikely to be repeated and may even be
industrial countries. Both governmentsand the private reversed. In addition, continuing high real interest
sector seem to have been responsible. Governments, in rates and growth rates are hLkely to stimulate savings.
particular, moved from near-balance in the 1960s to But the inexorable shift of demographic forces could
significant overall deficits in the early 1980s. But such affect savings in a contrary direction. Recent research
deficits declined during the 1980s: the U.S. federal indicates that a one percentage point increase in the
deficit fell from its 1982-83 peak of 5 percent of GNP to dependency ratioa is estimated to increase consump-
about 3 percent by 1989-9 and, more important, the tion by 0.16 percent in the short run and 1.4 percent in
general govermnent deficit of the oEcD area as a whole the long run. The overall dependency ratio is expected
fell from more than 4 percent to barely 1 percent over to rise significantly in Japan and Germany during the
the same period. 1990s, remain stationary in the United Kingdom and

Private saving as a ratio to GDP has now returned to France, and decline i the United States and Canada.
the low level of the 1960s. Demographic and social Onbalance,thiswouldprobablyresultinlowerprivate
factors may be responsible. The population of theoEcD savings rates, with a shift in the distribution of private
is increasingly elderly, while that of the developing savings from Japan and Germany to the United States
world is increasingly young. Both groups tend to be and Canada.
small savers. Another reason may have been deceler- As far as public savings are concerned, however, the
ating inflation. The high inflation of the 1970s forced medium term suggests little change or perhaps a small
households to save and restore the real value of many decline. Public savings in Germany are expected to
of their imperfectly indexed assets. Financial deregula- decline and renain low well into the latter half of the
tion may also have reduced private savings rates in 1990s. Japan's public savings are also expected to slide
some areas by increasing the array of borrowing possi- as the government boosts domestic public spending,
bilities for previously rationed households and busi- and a rapidly aging labor force absorbs increasing
nesses. amounts of pubLic current expenditures for education,

Some factors could make for stability or even higher medical servics, and govermment pensions. The out-
savings rates in the future. For example, the fall in look for the U.S. budget is especially uncertain.

a. The dependery ratio is defined as the number of nonworking dependents for evely member of the worldng labor force

important consequences for the financing costs of event of widespread bank failures. A significant re-
developing countries. cession could raise the cost of deposit insurance con-

The U.S. budget is likely to be a key factor influenc- siderably, and projections of total government
ing trends in international interest rates through its borrowing of $400 billion in such circumstances
effect on global savings. Successful reduction of the would not be unreasonable. And a one percentage
U.S. budget deficit is thus of some concern to devel- point lower annual growth in the U.S. economy
oping countries. The recent budget agreement in the could add $250 billion, or almost 33 percent, to the
United States provides for a $482 billion reduction in cumulative deficit by 1995.
budget deficits over five years. If the budget deficit Problems in the financial systems of the United
estimates of January 1991 are used as the baseline, States-andJapan-have potentially significant con-
implementation of the cuts would reduce the deficit sequences as well. Signs of weakness in the U.S.
from3 percent of GNP in 1990 to 1.4 percent by 1995.5 banking system have been evident for some time.
If the costs of deposit insurance are induded, the total The main private borrowing sectors in the U.S. econ-
deficit is officially projected to fall from 4.1 percent omy-households and corporate nonfinancial busi-
of GNP in 1990 to 0.8 percent in 1995. nesses-borrowed heavily during the 1980s in

These deficit projections are subject to consider- relation to their income, making them vulnerable to
able uncertainty, however, even if the budget agree- a slowdown in the economy. The ratio of credit mar-
ment is carried out to the letter. For one thing, the ket debt to the value added of the nonfinancial busi-
expenses of the Gulf war are not included in calcula- ness sector soared after 1981, reaching a new peak in
tions of the deficit.6 But even more important is the 1989 (Figure 3.7). Moreover, banks increasingly re-
possibility of large government outlays to support placed their shrinking corporate lending business
the Federal Deposit Insurance Corporation in the with highly leveraged transactions. Many banks
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Industrial country share prices rose sharply after 1980 especially in the northeast, is already posing prob-
lems for banks. Similarly, the credit card component

Figure 3.6 Industrial share price index in Japan, of consumer lending has always been particularly
the United Kingdom, and the United States, risky, as the rising trend of personal bankruptcies
1960-90 attests.
(in constant prices) With its two main client sectors leveraged at rela-

tively high levels, US. banks became vulnerable to a
rapid slowdown of the US. economy. While some

140 banks are already in difficulty, most will be able to
meet the capital requirements laid down by the Bank

120 - for International Settlements. In the near future,

100 _ - much will depend on how well banks protect them-- {^^, \ ^ ~United /,'selves against the possibility of widespread default.
, ,::, z,,, ^ States. Net charge-off rates of U.S. commercial banks have

increased gradually in the last few years, but will
1V 60 _ * .. ' ^, ,%/ ........... need to rise further to reflect the deteriorating situa-

40 - United _ The financial situation of some Japanese banks
Kingdom deteriorated in 1990, but the causes were altogether

20 n different from those affecting U.S. banks. Financial
Japan markets in Japan entered an uncertain phase with the

oil decline of the Nikkei index by over 46 percent in the
1960 1965 1970 1975 1980 1985 1990 first three quarters of 1990. Unlike U.S. banks, Japan-

Source: World Bank data. ese banks hold substantial shares of corporate stock
(they own more than 40 percent of all Japanese cor-
porate stocks) and can count 45 percent of the unre-

were involved with leveraged buyouts (LBOs) at sev- alized capital gains toward their capital base.
eral levels-as senior lenders, mezzanine lenders, Estimates suggest that for Japan's city banks, the
and equity participants through LBO equity funds. As market value of capital in 1989 exceeded the book
a consequence, banks are less well protected against value by a factor of six (Kane, Unal, and Demirgue-
loan nonpayments if their clients become bankrupt. Kunt 1991). The decline in Japanese stock prices al-

U.S. households similarly increased their leverage tered this picture and seriously eroded the capital
during the 1980s. The ratio of net credit market debt base of banks. During the first quarter of 1990, while
of households to personal income reached a historic the Nikkei 225 index declined by roughly 25 percent,
peak in 1988, though it declined marginally in 1989. the market capitalization of individual city banks
Two components of credit to households increased declined by as much as 33 percent (Kane, Unal, and
in relative importance-mortgages and credit card Demirguc-Kunt 1991).
debt. In the 1980s, the ratio of mortgage debt to To enable banks to partly restore their capital,
personal income rose far above its historic trend; the Japanese financial authorties relaxed restrictions on
decline in real estate values in the United States, the issuance of subordinated debt. Japanese banks,

Table 3.6 Rate of return on nonresidential capital stock in major industrial economies, 1975-90
(profit income as a percentage of capital stock)

Economy or group of economies 1975-79 1980-87 1987 1988 1989 1990
United States 17.0 16.8 18.7 19.3 20.0 19.8
Japan 14.9 14.5 15.0 15.2 15.2 14.9
Germany, Fed. Rep. 13.8 13.5 14.6 15.2 15.6 15.8
G-7 14.8 14.7 16.0 16.5 16.8 16.7

Note: The measure of return to capital is taken as the difference between value added at factor cost and compensation of employees (the
gross operating surplus of enterprises). The capital stock is adjusted for inflation and covers only assets induded in nonresidential gross
fixed capital formation and hence excludes dwelfings, inventories, monetary working capital, land, and natural resources.
Source: oECD (1990).
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While U.S. banks were reducing their risk exposure abroad, they were increasing their exposure at home

Figure 3.7 International and domestic debt exposure of U.S. commercial banks, 1980-90 and 1949-89

United States commercial bank claims Credit market debt of United States households
on the highly indebted countries as a ratio of personal income

J 100 900
;+ , ~~~~~~~Nominal
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Source. Prywes (1990).

which reportedly lost more than $200 billion from In the meantime, both U.S. and Japanese banks are
their aggregate capital, started to issue subordinated cutting back their lending and applying stricter stan-
debt on a large scale and reduced their investments dards for borrowers. This will mean smaller levels of
in the United States by selling U.S. securities. If inter- lending even to creditworthy developing country
est rates continue to rise in Japan and fall in the borrowers. In addition, as U.S. and Japanese banks
United States, this trend could accelerate. endeavor to restore their capital positions to meet the

The financial problems of the U.S. and Japanese deadlines set by the Basel accord, the incremental
banking systems appear to be receding, but the risks demand for capital will apply upward pressure to
of further deterioration remain. Banking systems in interest rates. It will also indirectly affect developing
the United Kingdom, Canada, and Australia are fac- countries, because slower domestic credit expansion
ing similar problems. Much will depend on the ex- in industrial countries will inhibit investment and
tent and duration of the slowdown in the U.S. affect longer-term growth prospects. A return to the
economy and expectations of growth in Japan as growth rates of the mid-1980s in the United States
reflected in stock prices. In turn, an unraveling in the and Japan will probably be postponed until the
financial system could deepen the U.S. recession and health of their banking systems is restored and domes-
slow the Japanese economy. tic credit expansion can return to its earlier levels.
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The availability of external capital try GDP. Net flows declined by half during the period,
to developing countries although net flows from multilateral sources rose

from $7.8 billion in 1980 to almost $12 billion in 1989.
In addition to uncertainties about the international The sharp decline in new money to developing
trading environment and the cost of external finance, countries during the 1980s meant that net resource
developing countries have to confront uncertainty transfers to developing countries, after deducting for
about the availability of external finance. The inabil- interest on existing debt, shifted from a positive $46
ity of a sizable group of developing countries to billion in 1981 to a negative $17 billion in 1988.9 This
service the debts acquired immediately after the 1979 downward trend was arrested in 1989, although net
oil shock meant that commercial flows to developing transfers were still slightly negative. In 1990, aggre-
countries virtually dried up in the 1980s. In 1981, the gate net resource transfers are projected to turn pos-
heyday of petrodollar recycling, net flows to devel- itive once again and reach $8.8 billion, largely as a
oping countries from private creditors and commer- result of substantial increases in bilateral and multi-
cial banks totalled $53 billion.8 By 1989, net flows had lateral lending.
dwindled to $4 billion, and most of that was for The availability of external finance for developing
collateralizing guarantees and debt buybacks and countries in the medium term will remain difficult.
consequently was not available for purchasing im- Net flows are projected to increase at 8.9 percent a
ports (Figure 3.8). Arrears accumulated from next to year on average in 1990-95, which is slightly slower
nothing in 1981 to $79 billion by 1989. than the projected growth rate of export earnings in

Funds from official sources were equally scarce. developing countries (Table 3.7). But because of the
Flows of bilateral official development assistance larger debt stock of developing countries, relatively
stagnated at around 0.3 percent of developing coun- high real interest rates, and rising remittances from

Aggregate net resource flows began to increase after 1987

Figure 3.8 Aggregate net long-term resource flows to developing countries, 1980-90
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Source: World Bank data.
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ing countries to pursue policies that promote macro-
Table 3.7 Projected net flows of long-term economic stability, increase creditworthiness, and
external finance to developing countries, 1989-95 support rapid and sustainable growth. In some cases,
(billions of U.S. dollars) it will also depend on successful negotiations with

Average commercial banks to reduce debt.
Average annual Private financial flows to developing countries are

level, growth, more difficult to project. Nevertheless, two impor-
Type offlow 1989 1990 1991-95 1990-95 tant factors suggest that they are likely to remain
Official 34 49 60 53 modest in the 1990s. First, international banks and

Grants 18 20 25 5.6 capital markets are unlikely to consider most devel-
Loans 16 29 35 5.0 oping countries creditworthy, unless there is com-

Multilateral 12 17 21 7.4. *. 
Bilateral 6 10 12 57 pellng evidence-over a fairly long period-of a
Blateral 6-2 2 2 - strong external payments situation and stable eco-

nomic policies. The continuing problem of interest
Private 32 28 45 14.2 arrears has made commercial banks extremely reluc-

Grants 4 4 5 7.6 tant to extend new money to developing countries,
Loans 4 2 10 42.0 especially for general purpose financing. Countries
Foreign direct

investment 24 22 30 10.3 in South and East Asia already enjoy access to exter-
nal commercial finance, but tougher criteria will

Total______66____77___ 105____ 8.9___ apply even to those countries in the future. A few
Source Fernandez-Arias (1990). countries in Latin America-notably Chile, Mexico,

and Venezuela-may improve their access to inter-
national financial markets if they maintain macro-

profits on the growing stock of direct foreign invest- economic stability and the pace of current reforms.
ment, aggregate net transfers would be only slightly For the heavily indebted countries, the key evidence
positive by 1995. of a restoration of creditworthiness will be a return

A conservative estimate of some $117 billion in to par of the price of their debt on secondary markets.
aggregate net flows for 1995 would support a current The second factor likely to limit private flows to
account deficit in developing countries of about $70 developing countries is the recent erosion in the cap-
billion, or 1.6 percent of GNP. The implications are ital base of Japanese and US. commercial banks,
significant. Such low levels of external financial which will slow bank lending in the short term. But
flows immediately place a constraint on the level of even when their capital base is restored, the banks
investment in developing countries and highlight will probably give preference to their domestic bor-
the importance of policies to encourage domestic rowers over their developing country clients.
savings and attract flight capitaL Less investment Projections of financial flows show steady growth
will mean slower growth. It will also mean a slower in direct foreign investment in developing countries
pace of technical progress, as lower levels of external through the 1990s. But this forecast is especially un-
financing will inevitably depress imports of capital certain because much depends on policies in devel-
goods. oping countries. EastAsia-and as reforms take root,

Aggregate net flows in the 1990s could revert to Eastern Europe-could be the important destina-
their composition during the 1960s-with official tions of foreign investment capital. Developing
flows and foreign direct investment assuming countries are expected to increase their use of new
greater importance and private lending remaining financial instruments to attract investors. For exam-
limited. Both bilateral and multilateral lending in the ple, in highly indebted Eastern Europe, debt-equity
first half of the decade are expected to grow ahead of swaps could prove a useful instrument for attracting
the GNP of industrial countries. Bilateral lending foreign investors. In otherdeveloping countries, debt
would rise with Japan's increased role, and multilat- conversions could be used to improve the environ-
eral lending is likely to grow because of increases in ment (debt-for-nature swaps) or to support health
disbursements from the World Bank, the impact of programs (debt-for-health swaps). And the growing
the newly created European Bank for Reconstruction availability of portfolio investment opportunities
and Development, and the capital increases of the could also generate interest among large savers in
Asian Development Bank and Inter-American De- industrial countries.
velopment Bank.10 However, much of this lending For several developing countries, creditworthi-
will be predicated on continued efforts by develop- ness could be restored more quickly if their heavy
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burden of debt and debt service were reduced. Con- traditional form, with uncertainty increasing as the
siderable progress has already been made in dealing time horizon extends further into the future. The
with the debt crisis-the reduction of commercial market expects the future spot price to be $20.00 a
debt and debt service, the easing of terms of the Paris barrel in March 1991, and in July 1991 and $19.40 in
Club reschedulings, and the continuation of other January 1992 (Figure 3.9). The probability density
programs of debt relief. But the debt crisis is far from function of oil prices at different dates in the future
over. Arrears have continued to accumulate, and can be calculated using market prices of options on
heavily indebted countries are constrained in imple- oil futures (Figure 3.9).12
menting structural reforms by the scarcity of incre- Market expectations show considerable uncer-
mental external finance. tainty about the future course of oil prices. For 1991

Whethertheworldeconomiccommunitysucceeds and 1992, prices are forecast to lie in the range of $15
in reducing the debt burden of heavily indebted to $25 a barrel, with a 70 percent subjective probabil-
countries will affect the prospects for developing ity (Figure 3.10). The range of possible prices de-
countries in the next decade. There is much that pends on expected growth in OECD countries, the
could be done. Forgiveness of debt to severely in- speed with which Kuwait and Iraq resume produc-
debted low-income countries by official creditors to- tion, and the cohesion of OPEC. Current supply and
talled $6 billion in 1988-90, equivalent to 11.6 percent demand conditions suggest that prices are likely to
of total bilateral debt to these countries at the end of tend toward the lower end of the range.
1990.11 Official bilateral creditors may wish to ex- The latest forecasts for the year 2000, from a wide
pand that coverage and deepen the concessionality variety of agencies, range from below $10 a barrel to
of other debt relief measures. In all cases, such mea- more than $40 a barrel (in constant 1989 dollars). The
sures ought to be implemented only after it is dear range is so wide because of a large dispersion in
that a country is prepared to take the necessary steps forecasts of demand and supply and different esti-
to restore macroeconomic stability, increase the effi- mates of price elasticities. Uncertainties about
ciency of resource use, and promote equitable proven and potential reserves in the USSR, develop-
growth.

For severely indebted middle-income countries,
official involvement will continue to be necessary to Oil prices are expected to decline
extend commercial debt and debt service reduction and become more volatile in the coming year
to countries with strong adjustment programs. Seven
of these middle-income countries-Bolivia, Egypt, Figure 3.9 Probability density of future oil prices
Honduras, Morocco, Nicaragua, Poland, and Sene-
gal-owed more than half of their debt to official 0.8

creditors at the end of 1989. There is a case, therefore,
for extending debt relief to such countries, provided 0.7 -

they are prepared to undertake the structural re-
forms necessary to restore creditworthiness. 0.6 - May 1991

Despite its importance, debt reduction on its own
is not enough to sustain creditworthiness. Once cred- 0.5 _

itworthiness is regained through a combination of
debt relief and structural reforms, it can be sustained O.4 -

through increased opportunities for trade, invest-
ment, and technology acquisition. Thus, debt relief 03 - January 1992 ..

measures need to be accompanied by policies in \ June1991
industrial countries that will increase market access 02 -

for developing countries.

Oil prices t

International oil prices have been volatile since Au- 5 10 15 20 25 30 35 40

gust 1990, when the crisis in the iddle East erupted. Prices
Market expectations about prices were particularly Note: Based on oil futures as of March 1,1991.
uncertain in the short term. Since the resolution of the Source: World Bank data.

crisis, however, expectations have reverted to their _
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dustrial countries will need to be sensitive to the
Oil price uncertainty is expected to increase in the future concerns of developing countries and make it easier

Figure 3.10 Projected range of oil prices with a forthemtorestoremomentumtothegrowthprocess.
70 percent probability, 1991-92 This would be especially important for low-income

countries that have relatively few strategic options
40 open to them for sustained development.

35 * Actual Projected Notes

X 30 1. Technically, an economy is considered to be in reces-
sion when it experiences two consecutive quarters of neg-

8 25 - ative GNP growth.
2. For example, see Organisation for Economic Co-

20 operation and Development (1985, Econometric Annex to
Chapter 6).

as 15 3. Comparisons of incomes between the two countries
are particularly difficult since the GDR has had no free

10 .markets for foreign exchange and no goods arbitrage. In-
terpretation of the two statistics is complicated further by

5 - the differences in the quality of goods and services in the
two countries.

o l l l l , l 4. Includes central, state, and municipal government,
1988 1989 1990 1991 1992 German Unity Fund, Treuhand, ERP-Fund, but excludes

social security fund, Bundespost, and Budesbahn. These
Source: World Bank data, exclusions are important. For example, the telecommuni-

cations arm of the Bundespost will be borrowing DM 10
billion a year from all sources for the next seven years to
help fund a DM 200 billion investment program.ing countries, and even the United States compound 5. U.S. Congress, Congressional Budget Office, 1991.

the difficulties in forecasting long-term oil prices. 6. The cost of the Gulf war to the United States was
But there is considerable agreement on one proba- eventually lower than expected. Earlier estimates ranged

ble development. With increasing world demand for between US$28 billion and US$48 billion.
oil, and flat (or declining) supplies from non-oPEC 7. The net charge-off rate is a measure of the decline in
sources, the world will become increasingly depen- the market value of a bank's assets.
dent on OPEC for its oil. And within OPEC, a few 8. The term "net flow" is defined as disbursements net
countries-Saudi Arabia, Iran, the United Arab of (actual) principal repayments on long-term lending.
Emirates, Iraq, and Kuwait-will achieve domi- 9. The term "net transfer" is defined as disbursements
nance. Increased concentration of oil supplies in a less (actual) principal repayments on long- term lending
few countries will likely make the oil market more and (actual) interest payments on long-term debt.

vulneableto spply isrution. Thepresnt c'sis 10. The World Bank'snet flows to developing countriesvulnerable to supply disruptions. The present crisis in 1995 are expected to be substantially higher than in 1989
in the Middle East is a clear reminder of that vulner- but only modestly so when compared to 1990. This is
ability. because disbursements in 1990 were unusually high as a

result of the Brady Initiative.
Conclusion 11. Based on a projection of debt outstanding and dis-

bursed from bilateral sources. The data source was World
The 1990s started poorly, and the longer-term out- Bank (1990).
look is clouded by a variety of contingencies affecting 12. Implied volatilities were calculated by minimizing
the climate for international trade and finance. The the mean squared sum of errors between the theoretical
impact of external circumstances on developing Black option value for all outstandin" puts and calls (for all
countnes will depend crucialy on how individual strike prices and maturities) at a particular date and the
countries will depe crucially on. how .idev i du observed market prices with respect to the volatility usedcountries manage these contingencies. Policies n m- in the theoretical option price formula.
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4 The developing countries and the
outlook for the global economy:
Alternative scenarios

Will the tendency toward global interdependence, Locations along this dimension represent different
propelled by microeconomic linkages and interna- levels of effectiveness of international economic
tional markets, be reinforced or frustrated by geo- management and of the institutional framework that
political developments in the 1990s? Expectations braces the world economy. These affect economic
about this range widely. At one extreme is the fear of growth by influencing the quality of economic
a collapse of the old order into a chaos of regional decisionmaking in the global economy as a whole. In
trade blocs, trade wars, and autarky. At the other is addition, they relate closely to the level of uncer-
the hope for a new era of cooperation among the tainty that pervades economic decisionmaking in a
major powers under a revitalized United Nations. rapidly changing world.
The field of choice is wide. Governments may seek Development scenarios for the 1990s can be ar-
safety in an elusive independence. Or they may ac- ranged along this management dimension, from a
quiesce in a more productive interdependence. The low-case scenario of highly detrimental uncertainty
latter course is not a passive one; it entails active to a high-case scenario of robust confidence in the
change in economic policies and institutions. quality of economic management. The middle

The pace of economic progress in industrial and ground is occupied by two scenarios: a baseline that
developing countries will depend to a large extent on incorporates expectations that intended policy
the path chosen. Starting with this idea of a wide changes will be implemented, and a downside sce-
distribution of possible outcomes, this chapter nario that is more cautious but far from extreme. The
sketches a representative range of scenarios for the subjective probabilities attached to these scenarios
global economy that portrays the economic stakes for are not uniform; rather, they are approximated by a
the world in general, but particularly for developing probability distribution in which the two extreme
countries. cases each represent 15 percent of the probability, the

baseline 40 percent, and the downside 30 percent.
Four global scenarios: An overview Table 4.1 colors this sketch with some qualitative

details of the structural characteristics of each of the
Economic forecasters often take for granted both the four scenarios. Four major areas of economic man-
relevance and the permanence of the institutional agement-finance, trade, energy, and macroeco-
framework for economic progress. Political align- nomic policy-each representing a cluster of related
ments, scope for cooperation and leadership, na- policies and issues, cover the principal areas of un-
tional economic systems, rules underpinning certainty identified in earlier chapters. Each column
international trade and finance, and even peace highlights relationships between these dusters in a
are all part of the "woodwork" in a typical macro- way that makes each scenario internally coherent.
economic forecast. Yet, a casual reading of current Each scenario tells a story, starting with an initial
events suggests that this institutional framework is trigger or unexpected change and then leading to
undergoing rapid change. Acknowledgment of this consequences and policy reactions. But since the trig-
shifting framework must be central to any realistic gers themselves cannot be predicted, an element of
assessment of the range of plausible outcomes for luck determines to some extent the scenario that
economic development in the 1990s. eventually unfolds.

It is this concept that motivates the scenarios pre- A notion of how the low-case scenario could un-
sented in this chapter. For want of a better term, we fold, beginning with an unexpected development in
refer to it here as the "management dimension." the financial sector, is developed in Box 4.1. The
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Table 4.1 Characteristics of four scenarios of global economic conditions for the 1990s
Low case Doupnside Baseline High case

Clusters of characteristics (15 percent) (30 percent) (40 percent) (15 percent)

Serious financidal crisis in Continued financial Gradual reduction in Global financial reforms
the United States and stress in the United financial stress in the make the system much
Japan with "contagion" States and Japan, with un- United States and Japan more robust; financial
effects worldwide and changed policies; many as reforms are intro- integrationcontinues
long-termramifications bank failures; lack of fur- duced to revitalize invest- unabated while systemic
(Box 4.1); widespread de- ther progress of Brady ment and banking risks are reduced
faults by highly indebted Plan; high real interest institutions; Brady Plan through regulatory
developing countries; rates continue mainly be- makes progress as re- changes; real interest
very little net inflow of cause of the perception of maining major debtor rates decline to pre-1980s
capital to developing serious risks by markets countries are included; levels as risk prernia are

Finance countries; very high real and a growing shortage real interest rates fal reduced and as a length-
interest rates reflecting of global savings relative somewhat despite high ening of time horizons
extreme uncertainties. to investment needs; lit- demand for capital in creates ample savings; a

tle growth of foreign di- Europe and Japan, and new, more comprehen-
rect investment productivity improves sive debt initiative com-
worldwide. gradually; foreign direct bined with a sharp

investment flows grow increase in foreign direct
more rapidly but some investment brings about
developing regions are a significant rise in net re-
bypassed. source flows to develop-

ing countries.

Trade "war" among Failure of GATr trade GATr negotiations achieve GAFT negotiations suc-
major trading blocs negotiations leads to modest success; tariffs ceed in bringing about a
(Europe, North America, increased protectionism and nontariff barriers are new and more lberal
and East Asia); GATr worldwide; growth of lowered; both inter and trading system covering
framework collapses as world trade slows rela- intrabloc trade grow rela- goods, services, and agri-

Trade high barriers bring a tive to that of the late tively rapidly, reflecting cultural commodities;
much-reduced growth in 1980s, particularly inter- fundamental trends; but regional trade
the volume of world bloc trade. Now new free- agricultural trade remains arrangementsreinforce
trade. trade initiatives. protected. New free-trade the global trade-creating

initiatives lack force and forces under a new
are symbolic only. world trade organization.

Big swings in oil prices Persistence of high oil Oil prices rapidly return New political arrange-
around a high level, be- prices in the early 1990s to prewar levels and then ments in the Middle East
cause of continued politi- because of political uncer- rise at a steady pace re- combined with coopera-
cal and social instability tainty in the Middle East, flecting market funda- tion between producers
in the Middle East, while but relatively flat and sta- mentals; moderate fuel and consumers and bold

Energy the region becomes a ble path (compared with conservation measures new environmental initia-
more predominant sup- low case). gradually exert down- tives lead to persistently
plier of oiL Relative de- ward pressure on interna- lower international oil
dine in the monopoly tional oil prices. prices.
power of conservative
forces in o'Ec

The G-3 countries fail to The G-3 countries cooper- Improved cooperation Policycoordination
agree on macroeconomic ate only to avert crisis among the G,3 countries; among the G,3 countries
policy goals; the policy but fail to stabilize exces- gradual but steady de- on fundamental mone-
dialogue established in sive volatility in financial cline of balance of pay- tary reform leads to far
the 1980s collapses; ex- prices; U.S. fiscal deficit ments imbalances and less volatility in financial
treme uncertainty about becomes major source of less volatility in financial prices, especially ex-
global inflation and ex- uncertainty; payments prices; low G-3 inflation change rates and interest
change rates among G-3; imbalances within the remains an anchor; im- rates; pace of supply-side

Policy large number of develop- oEcD persist or reemerge; proved exchange rate sta- reforms in both indus-
ing countries fail to im- oECD remains a net capi- bility; most developing trial and developing
plementextended tal importer; many devel- countries manage to im- countries accelerates;
reforms; only a small frac- oping countries attempt plement intended poli- most developing coun-
tion of developing coun- to stabilize macroeco- cies, particularly tries implement intended
tries continue with nomic conditions and in- countries that experi- policies or initiatie new
intended policies. troduce reforns but the enced little or no growth programs for develop-

pace of progress is slow, in the 1980s. ment.
__with many setbacks. I_ I

Note: The percentage in parentheses associated with each scenario refers to the subjective probability of occurrence.
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Box 4.1 H:ow alow-cse scenario might unfold

npredictable events coeReding reign lnding includes sales of dollar-
tac ally happens during the fecsprodFrem dinedfinancialassets.TheUS.dollarsuf-

pe,a lowas scenari h ecf prompting higher interest rates, which
be triggered bya sude hr eln nteJpnseue the creditavailble to high-risk sectors in
real aiState estate, higly leveraged
has aysome consumers. Hsigher inrterest
insokpie.Adciei elettevle ol ae n oe edn slow consumption and
furthererodethatbise,waeneloaqalitealtate investment, reducing dom estic demand in the

is often the collaterlbeid bankof loans),0 Rand nceaste t Uni 0 t:boiead Stard o rtecoagis. o

the need for capital. * Reduce~~~~~d USdman affecs European and Jap-
As a result, the fol0lowing scenario could unfold: aese exports, prompting anakruptcies and fur-

To rise esoucesto,rbidcptl ak ctte eknn h finandial sector.
backrtheirilendigto te t e ra eReduced growth in industrial countries leads to
ra r an poierps even te te hold aeasedunemployntGovenntsrespond
collateral aginsst te to increased demands for protection apinst for-
Prices fa even lo te hereeigncompe
ratios. * Lower growthantd increased protection inindus-
japanese authorities lere markets yeas- trhalcoun ariestogther oilpherinterest rates,
ingsmonetary polices (trghla to tr edslow gprwth in developing countries and trigger

gl balcnomi) and byidiscuag ingicforsaeign m- lendarg defaultsb snevestraely indebtged counteries. duin

scenarios are used as didactic devices, to explore the developig countries of different states of the world
range of possible outcomes. The possibilities are, of economy.
course, countless. The actual outcome could very
well be a combination of components across the dif- The external circumstances for development
ferent scenarios and, indeed, is lkely to incude fea- in the 1990s
tures not even contemplated here.

A set of oil price scenarios were constructed con- The baselnhe scenaro foresees oil prces droppm into
sistent with the four scenarios (Figure 4.1). Other prewar levels by 1992 and then growing at 3 percent
global economic and financial indicators are suema- a year. Real interest rates average 3.7 percent during
rized in Table 4.2. the 1990s for the G-5; the U.S. rate is coser to 3.4

An important feature of Table 4.1 is the indusion percent, while European rates are somewhat higher
of poicy reformis in developing countries as a vari- in the first half of the decade because of Germany's
able that changes in each scenario. The underlying extraordinary financing requirements. World trade
view is that successful internal management in devel- is expected to be relatively unaffected by current
oping countries is probably not independent of suc- difficulties in the Uruguay Round. A healthy growth
cessful global outcomes. While this is not always the rate of 5.8 percent for the decade reflects a continua-
case, there are sound arguments in its favor. A global tion of the strong forces of global economic integra-
economy that remains strong for a prolonged period tion.
rewards good economic management and helps The forecast indicates some weakness in the U.S.
build internal consensus for reform. And strength- economy through 1993 due to low investment and
ened incentive structures require efficient and ener- public expenditure. During the second half of the
getic international markets. This is consistent with 1990s, however, the U.S. economy rebounds to a GNP
the evidence that, in the short run, adverse external growth rate of 2.9 percent, resulting in an average
shocks provoke constructive policy responses in de- growth rate for the decade of 2.5 percent. Inflation is
veloping countries. Overoptinmistic Bank forecasts in held to an average rate of 3.9 percent a year. The
the past-even for low-case scenarios--may well effective exchange rate for the dollar remains essen-
have derived in part from the neglect of this synergy tially unchanged during the decade: a depreciation
of perform-ance across countries. For sinillar reasons, in 1991 is followed by appreciation during 1992-93.
scenarios developed outside the Bank have also Japan averages 3.7 percent annual GDP growth
tended to understate the growth consequences for throughout the 1990s. Savings could edge down-
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The four scenarios for oil prices reflect considerable uncertainty about the future

Figure 4.1 Oil prices, 1970-89 and the 1990s
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Source: World Bank data.

ward as a share of GDP, exerting an upward pressure ment spending on infrastructure and housing. And
on interest rates. Partly as a result, investment is part of it may come as a result of a gradual increase
likely to be lower than in the 1980s both at home and in the dependency ratio-the number of nonworking
abroad. The current account surplus is on a down- dependents for every member of the working labor
ward trend. Growth is likely to be driven more by force.
domestic demand than in previous decades, partly Europe is projected to perform better than in the
because external markets do not grow rapidly (the 1980s, with an average growth rate of 3 percent. The
United States) or become increasingly difficult to stimulus from Germany's unification is felt through-
penetrate as a result of increased nontariff barriers out most of the decade. In addition, efficiency gains
(Europe). Exports to East Asia are an exception and from the creation of a single European market con-
are likely to grow quickly as interdependence in the tinue to emerge well into the next century. Further
region accelerates. Part of the impetus for increased movement toward economic and monetary union
domestic demand may come from a boost in govern- reinforces prospects for stable economic relations

Table 4.2 Selected global indicators, 1980-89 and the 1990s
(average annual percentage change, except Lpso)

Indicator 1980-89 Low case Downside Baseline High case Expected meant
G-5 GNP 3.0 1.2 2.2 2.9 4.0 2.6
G-5 labor productivityb 1.7 OA 1.A 1.8 2.8 1.6
World trade 4.1 2.7 4.5 5.8 7.6 5A
Nominal IDOR C 10.1 13.3 9.5 7.5 6.0 8.7
Real LIBOR C 5.5 7.9 5.1 3.7 2.1 4.5
G-5 Muv indexd 3.1 6.8 5.1 3.9 3.2 4.6
G-5 GNP deflatore 4.1 5.0 4.3 3.6 3.8 4.1

a. Assuming subjective probabilities of 15 percent for the low and high cases, 30 percent for the downside scenario, and 40 percent for the
baseline scenario.
b. Output per worker.
c. Six-month rates, per year, G-5 average using SuR weights.
d. Unit value index of manufactures exports, in US. dollars.
e. In local currency units.
Source World Bank data.
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Projected non-oil commodity prices will most likely remain below trend

Figure 4.2 Non-oil commodity prices relative to unit value of manufactures exports, 1948-2000
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and raises confidence among investors. Finally, The high case, on the other hand, is a return-to-the-
Western Europe gains from Eastern Europe's efforts sixties scenario. Stable oil prices, low real interest
at economiic reform through increased trade. rates, and a liberal and buoyant world trading envi-

Most nonfuel commodity prices recover to their ronment support a G-5 GNP growtht averaging about
recent levels in real terms. This implies a modest 4 percent a year. In the downside scenario, which
recovery from the current trough, particularly for falls between the low-case and the baseline scenarios,
beverage prices. Nevertheless, the nonfuel commod- growth averages 2.2 percent a year, or about 0.7
ity price index remains below the long-term trend percentage point below the baseline. The sensitivity
line (as shown in Figure 4.2) at the end of the century. of commodity prices across these scenarios is illus-
It is highly unlikely that the actual trajectory of com- trated in Figure 4.2. (Readers interested in a more
modity prices over the next decade will be smooth; detailed account of these alternative scenarios will
rather, prices are likely to rise and fall in response to find it in the annex at the end of this chapter.)
periods of recession and rapid growth in economic The implicit supply-side dynamics embedded in
activity. Raw materials prices are particularly sus- the four scenarios are discussed in Box 4.2. The set of
ceptible to such economic fluctuations. policies included in each scenario is expected to af-

These global indicators vary across the four sce- fect not only the level of investment and employ-
narios presented in Table 4.1, creating alternative sets ment, but also the efficiency of capital and labor. The
of external circumstances for development in the baseline, for example, includes an outlook for total
1990s. In the low case, volatile oil prices, high real factorproductivitygrowththatisdosetotheaverage
interest rates, and a deteriorating international trad- of actual performance since 1960. In the high case,
ing environment have harsh consequences for the reduced uncertainty, combined with fundamental
G-5 econornies. The current slowdown is prolonged policy and structural reforms, raises the share of
for another two years and is followed by another private investment and increases overall economic
slump in 1998. Sandwiched between these is a period efficiency. New investment in plant and equipment
of sluggish growth, so that by the year 2000 the GNP and increased public investment in education and
of the G-5 is 15 percent lower than in the baseline. training permit economywide diffusion of techno-
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Box 4.2 Arithmetic of long-term growtb, simply stated

The long-term or equilibrium growtht path of an ecor- The growth accounting framework used here is sim-
omy may be expressed as the sum of two trends: the ple. The real world is more complcated. If new tech-
rate of growth of the labor supply and the growth of nologies are embodied in new machines, speeding up
laborproductivity. the rate of investment will have a positive effect on the

In a simple growth-accounting framework, the level of output over and above the effect from ncrms-
growth of labor productivity may be expressed as the ing the capital-abor ratio alone (the factor substiution
sum of technological progress (usually referred to as effect). By aising the margal product of capital, tech-
total factor productivity growth) and the factor substi- nological progress stimulates additional investment
tution effect, which is defined as the rate of growth of until the marginal product of capital is reduced again
the capital-labor ratio times the share of profits in na- to the real rate of interest.
tional income. Long-term growth of output is directly The result is that output rises by more than the
influenced by new investments in machinery and incease in factor productivity resulting from techno-
equipment, which raise the capital-labor ratio, and by logical progress. Furthermore, additional growth divi-
disembodied tedological progress, which leads to a dends are possible if investment in human capital
higher level of output for a given level of the capital- (training, new knowledge, better management) results
labor ratio. in larger growti of total factor productivity. Two-way

Box table 42 shows rough estimates of such growth interactions between investment (particularly in peo-
components for the idutil untrs for three periods ple) and technological progress tend to widen the dif-
sine 1960 and suggests how these owmponents might ference between the low- and high-case scenarios for
evolve in each of the scnarios developed in the text growth.

Box table 4.2 Possible sources of growth trends in industrial countries, 1960-2000
(average annual perenage dange)

Golden "Inflation Consolida-
Age," andsluWp," tion," Scenarosfothel990s

Source of growth 1960-73 1973-79 197988 Low case Downside Baseline High case
Outputgrowth 52 2.9 2.7 12 2.2 2.9 4.0

Labor-input growtb 1.1 1.4 1.0 0.8 0.8 0.8 0.8
Labor productivity growth 4.1 1.5 1.7 0.4 IA 2.1 32
Total factor productivity grwth 2.8 0.6 0.8 02 0.6 12 2.0
Fadorsubstituionc 1.3 0.9 1.0 02 0.8 0.9 12

a. For illustrave purposes, the output growth rates for the scenarios in this table are set equal to the G-5 a growth rats sowvm hi Table 42.
The components dsown for the scenas soures of growth") are intended to repreent equifinm paths consistnt with a Cobb-Dougla
produditiumfion.
b. Growthmiem peotdededfrchanigworeinwdTkeketwompeSet tsdgng waysacrasahstheas .W aorkng
tfme urperweekisa ndtourevdincbewigaedmslo-neeanobutamlinuesitsiong-terndownward tend mafiothersasuros
The rate of dedine hours worked incea with the rise In real wages, as productvity growth inceases.
c. Growthinthe capt4abor ratiomesthesbare ofpr oin natonal ome.
Sowr= WodddBankda EnglanderetaL

logical progress. At the other extreme, the low case cade. This section examines four aspects of develop-
envisages a financial crisis, autarkic trade policies, ing country performance-growth, trade, current
and volatile oil prices-all of which would tend to payments, and external finance. The final section
increase risk and uncertainty, reduce incentives to looks at prospects for different developing regions
improve efficiency, lower investment in long-term and analytical groups of countries, touching on some
research and development, and obstruct established national policy issues. The analysis highlights the
channels for the international transmission of new importance of a strong, open, multilateral trading
technologies. system for accelerating growth in the developing

world and helping many developing regions return
Implications for developing countries to creditworthiness. It also emphasizes the need for

developing countries to adopt policies that increase
The rest of this chapter explores the implications of their international competitiveness, strengthen their
the international environment, as laid out in the four external payments position, and attract the levels of
scenarios, for developing countries in the next de- foreign direct investment and commercial finance

47



Table 4.3 Summary results for developing countries, 1980-89 and the 1990s
(average annual percentage change)

Indicator 1980-89 Low case Downside Baseline High case Expected meana
GDP 3.7 2.9 4.1 4.9 6.5 4.6
GDP per capita 1.6 1.1 2.2 2.9 4.6 2.7
Exports 6.6 2.4 4.7 6.1 8.3 5.5
Imports 2.3 1.8 4.3 5.9 8.2 5.2

a. Assuming subjective probabilities of 15 percent for the low and high cases, 30 percent for the downside scenario, and 40 percent for the
baseline scenario.
Source. World Bank data.

considered so crucial for future growth Finally, it case. In the low case, developing countries are much
points to the role that further debt relief measures can less integrated with the rest of the world, and growth
play in promoting faster and sustainable growth in of their exports and imports falls below that of out-
severely indebted developing countries. put. This pattern of outcomes for growth under-

scores the central tenet of this report: for growth to
Growth accelerate in the next decade, both national and in-

ternational policies need to encourage integration in
The four global scenarios demarcate a wide range of the world economy.
outcomes for growth (Table 4.3). The average level of Even with greater integration of the world econ-
real income per capita for developing countries by omy, however, the chances are remote that the
the year 2000 is about 40 percent higher in the high growth rates of incomes across developing regions
case than in the low case. The ratio of exports and will converge over the next decade. The growth of
imports to GDP is also higher, indicating greater inte- GDP in Sub-Saharan Africa and Latin America is ex-
gration of developing countries into the world econ- pected to continue to lag behind the mean for all
omy. And the growth rate of exports from developing countries, while growth in the Europe,
developing countries outstrips the growth of aggre- Middle East, and North Africa region will drop fur-
gate GNP in industrial countries, reflecting increased ther behind than it has since the mid-1960s (Table
penetration of industrial country markets. Similar 4A). The disparities are even more striking when
tendencies are visible in the baseline and the down- expressed as per capita growth (Figure 4.3). Sub-
side scenarios, but they are weaker than in the high Saharan Africa in the high case grows more slowly

Table 4.4 Growth in developing countries, by region and analytical group, 1965-89 and the 1990s
(average annual percentage change)

Scenarios for the 1990s
Region or group 1965-89 1980-89 Low Downside Baseline High
All developing countries 4.7 3.7 2.9 4.1 4.9 6.5

Geographic regions
Sub-Saharan Africa 3.2 2.0 2.8 3.5 3.6 4.4
East Asia 7.2 7.9 3.9 5.6 6.7 8.8
South Asia 4.2 5.4 3.3 4.2 4.7 6.5
Europe, Middle East, and North Africa 4.2 2.5 2.5 3.2 3.6 4.7
Latin Amenca 4.3 1.7 1.9 3.1 3.8 5.3

Analytical groups
IDA-only adjusting Africa 23 2.5 3.2 4.0 4.5 5.6
Severely indebted middle-income countries 4.4 1.9 1.9 3.1 3.8 5.4
Exporters of fuels 3.2 1.8 3.5 4.5 4.1 3.5

Source. World Bank data.
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Regional disparities in income per capita are projected to widen

Figure 4.3 Growth of real GDP per capita in developing countries, 1965-89 and the 1990s
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Source: World Bank data.

than East Asia in the low case, while growth in Latin high and low cases, about one-half can be associated
America in the high case falls well below that of East with the external demand and terms of trade factors,
Asia in the downside case. about 30 percent with the cost of finance, and per-

Since growth rates across developing regions are haps as much as 20 percent with portfolio investment
unlikely to converge, progress in the battle against and foreign direct investment linked to enhanced
poverty is expected to be modest, and the risks of productivity and export supply.
adding to the number of absolute poor are high. The The strength of these linkages varies for different
baseline scenario for the global economy discussed developing regions (as shown in Box 4.3)-and even
in the World Development Report 1990 implied that 825 more for individual countries. Since these linkages
millionpeoplewouldbelivinginpovertybytheyear refer to conditions ("shocks") sustained over ten
2000, down from 1.1 billion in 1985.' The baseline in years, many structural characteristics of economies
this book carries similar implications. Under the come into play. For example, Sub-Saharan Africa
high-case scenario, the number of poor would de- would benefit relatively little from higher growth in
cline significantly in all developing regions except industrial countries: the income elasticities of de-
Sub-Saharan Africa. In the downside scenario, the mand for its exports are low, and it lacks a diversified
number of poor in developing countries by the year industrial base. Its ability to respond to increased
2000 increases slightly compared with the baseline. external demand is also limited since much of its
And under the low-case scenario, the number of poor export capacity, most notably in mining, was al-
could rise significantly above the baseline level. In all lowed to deteriorate during the 1980s. East Asia pres-
the scenarios, the proportion of the populationliving ents a contrasting picture. A diversified and
in poverty in developing countries is expected to competitive industrial sector and significant levels of
decline unambiguously. The only exception is Sub- capital goods exports make the region's economic
Saharan Africa, where the number of poor people as performance particularly sensitive to growth rates in
a share of the population could rise marginally in the industrial countries.
low case.

The logic of the growth forecasts may be conveyed Trade
in rough, summary fashion by reference to the "mul-
tipliers" in Box 4.3. Of the difference in the growth For output growth in developing countries to accel-
rate of developing countries in the 1990s between the erate in the 1990s, imports would need to grow even
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more rapidly (Table 4.5 and Figure 4.4). This is so for require not only continued attention to improved
three reasons. First, faster output growth requires trade policies and structural reforms in developing
higher levels of investment, and investment tends to countries, but also a supportive multilateral trading
be relatively import-intensive. Second, developing system governed by rules respected by both indus-
countries, especially severely indebted middle- trial and developing countries. If the Uruguay
income countries, will need to recover from the im- Round succeeds in introducing such a system, the
port compression of the debt-crisis years. And third, rewards for liberal trade policies would be greater
improving the quality and competitiveness of ex- and would encourage many developing countries to
ports requires new technology embodied in im- implement their reform programs more aggres-
ported equipment and services. As one would sively.
expect, the gap between import growth and GDP As external circumstances improve, the export sec-
growth increases as one moves from the low case to tor in developing countries is transformed from a
the high case (Figure 4.5). neutral force (in the low case) to an increasingly

Higher import growth, however, will not be pos- potent growth leader (Table 4.6). The increased pen-
sible unless developing countries improve their ex- etration of industrial country markets that this en-
port performance, increase their penetration of tails reflects three key aspects of the scenarios: the
industrial country markets, and expand their trade conditions of international trade policy (Table 4.1),
with other developing countries. Achieving this will higher productivity growth in developing countries,
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Table 4.5 Growth of trade in developing countries, by region and analytical group, 1980-89 and the 1990s
(average annual percentage change)

Export volume growth Import volume growth

Scenarios for the 1990s Scenarios for the 1990s

Region or group 1980-89 Low Downside Baseline High 1980-89 Low Downside Baseline High

All developing countries 6.6 2.4 4.7 6.1 8.3 2.3 1.8 4.3 5.9 8.2

Geographic regions
Sub-Saharan Africa 1.6 1.3 2.3 3.0 4.1 -4.5 1.8 2.4 3.2 4.7

East Asia 10.7 3.3 6.1 7.7 10.1 4.4 2.5 5.5 7.1 9.5

South Asia 6.5 2.6 5.0 6.6 9.0 8.0 0.0 2.8 4A 7.0

Europe, Middle East,
and North Africa 5.5 1.3 3.4 4.8 7.0 1.2 1.6 3.5 4.9 6.8

Latin America 4.2 2.1 3.8 5.0 6.9 -1.6 1.0 3.8 5.6 8.4

Analytical groups
IDA-only adjusting Africa 1.7 3.3 4.2 4.8 5.7 0.0 0.2 2.8 4.1 6.3

Severely indebted
middle-income countries 4.3 2.0 3.9 5.1 7.1 -1.0 1.4 4.1 5.8 8.6

Exporters of fuels 1.5 0.6 1.9 2.7 4.0 -9.2 5.5 2.7 2.3 0.9

Memorandum item
Elasticitya 2.1 1.7 2.0 2.1 2.1 0.6 0.6 1.1 1.2 1.3

a. Elasticity refers to the export elasticity (growth of a developing region's exports divided by growth of cNP inOECD) under the columns for export volume growth, and import elasticity (growth

of a developing region's imports divided by the growth of its own GDP) under the columns for import volume growth.
Source: World Bank data.
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Import growth accelerates, but export performance is in line with past trends

Figure 4.4 Growth of trade under the four scenarios
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Source: World Bank data.

and a stronger export orientation, made possible by composition of exports is nearly the same as that of
greater use of foreign direct investment and other imports-a natural hedge against terms of trade risk.
private capital inflows (see below). It seems an interesting coincidence of price trends

Differences in trade performance among analyti- and trade structure-at least for these scenarios-
cal groups of countries are large (Table 4.5). As one that developing countries both in the aggregate and
reads across the scenarios, import growth falls and by geographic region face low terms of trade risk.
export growth rises modestly for fuel exporters. Latin America, however, is at risk in the low case
Low-income countries in Sub-Saharan Africa (ex- because of its large nonfuel primary exports (includ-
cluding Nigeria) that are implementing adjustment ing demand-sensitive metals and minerals). Sub-
programs do better on the export side, in all scenar- Saharan Africa is not, but only because the regional
ios, than the rest of Sub-Saharan Africa, and their aggregate includes large exporters of fuel; nonfuel
import growth also varies much more across scenar- primary producers, however, could face large de-
ios. This difference reflects both the fact that they are clines in their terms of trade in the low case.
"adjusting' and the fact that they benefit from nearly
all the conditions of the higher cases. The sensitivity Current payments
of import growth to the external environment is most
dramatic for the severely indebted middle-income Although in all scenarios the volume of exports from
countries; and this sensitivity on the import side developing countries is expected to grow slightly
translates into a high sensitivity of their export faster than the volume of imports, the deficit on
growth as well. goods, services, and private transfers is expected to

Movements in a region's terms of trade reflect rise when expressed in current U.S. dollars (Table
trends in world prices and the commodity structure 4.8). This results from inflation (the deficit in constant
of trade, and they affect real incomes as well as the 1987 prices is expected to decline, except in the high
balance of payments (Table 4.7). For exporters of case) and from the fact that the aggregate current
fuels and exporters of nonfuel primary commodities, account deficit of developing countries is already
outcomes for the terms of trade dosely resemble large.
trends in the real price of fuel and nonfuel primary Two conclusions follow. First, the deficit on the
commodities, respectively. So policies to hedge trade account (goods and nonfactor services) rises as
terms of trade risk remain important (see Chapter 2). trade grows more rapidly, which means greater re-
The terms of trade of exporters of manufactures, in source transfers to developing countries as one
contrast, remain essentially unchanged during the moves from the slow growth of trade in the low case
1990s in all fourscenarios. For this group, the product to faster growth of trade in the high case. If sustained
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over the decade, these increased resource transfers
7he gap between growth of imports and GDP widens can be expected to contribute to a decline in the

when moving from the low case to the high absolute numbers of poor in developing countries.
Figure 4.5 Growth of imports and GDP for Second, the higher deficit on the trade account in the
developing countries, 1965-89 and the 1990s high case than in the low case translates into a higher
(percentperyear) deficit on goods, services, and private transfers as

well, even though lower interest rates serve to
dampen this effect (Table 4.9).

Trend 4.6 Externalfinance
1965-89 4.8

Higher deficits on goods, services, and private trans-
23 fers are possible only with higher levels of external

Recent Years finance. This is especially the case if developing
1980-89 3.7 countries bolster their external reserve position, as

they would be expected to do in response to increas-
ing uncertainty. A significant proportion of these net

Low ca1.8 flows will continue to come from official develop-
Low case 1 2.9 ment assistance. But the equally significant remain-

der will need to come from private sources-
commercial borrowing and foreign direct invest-

4.3 ment-and from exceptional financing in the form of
Downside various debt relief measures.

4.1 Commercial bank lending for general purpose fi-
nancing is unlikely to be a significant source of exter-

* 5.9 nal finance for developing countries in the 1990s,
Baseline I except for countries, mostly in East Asia, that have

4.9 remained creditworthy throughout the 1980s. For-
eign direct investment, however, is expected to play

8.2 an influential role in the future prospects for devel-
High case oping countries-but not merely as a potential

6.5 source of external finance. It is also an important
___________________ channel for accelerating the transfer of new technol-

ogy, increasing the competitiveness of developingm Lmport growth a~ GDP growth country products in world markets, and strengthen-

Source: World Bank data. ing the export-orientation of production structures.
To attract higher levels of foreign investment, how-
ever, developing countries need to restore their cred-
itworthiness and ensure stable macroeconomic

Table 4.6 Growth of trade in relation to GDP in developing countries, 1980-89 and the 1990s
(average annual percentage change)

Scenarios for the 1990s
Indicator 1980-89 LOw Downside Baseline High
Developing countries' export volume growth

Less OEcD GDP growth 3.5 1.2 2.5 3.2 4.3
Less own GDP growth 2.9 -0.5 0.6 1.2 1.8

Developing countries' import volume growth
Less OECD GDP growth -0.8 0.6 2.1 3.0 4.2
Less own GDP growth -1A -1.1 0.2 1.0 1.7

Source: World Bank data.
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Table 4.7 Trends in terms of trade, by region and analytical group, in developing countries in the 1990s
(average annual percentage change)

Region or group Low Downside Baseline High
All developing countries -0.2 0.0 0.0 0.0

Geographic regions
Sub-Saharan Africa 0.4 0.1 0.1 0.4
East Asia -0.3 0.0 0.1 0.0
South Asia -0.5 0.0 0.1 -0.1
Europe, Middle East,
and North Africa 0.6 0.2 0.1 -0.4

Latin America -1.0 -OA -0.2 0.2

Analytical groups
Exporters of fuels 4.5 0.7 -0.7 -3.5
Exporters of manufactures 0.1 0.1 0.1 -0.2
Exporters of nonfuel pnmaries -3.9 -1.0 -0.1 2.1
IDA-only adjusting Africa -3.0 -0.6 0.3 2.4

Memorandum items
Real fuel pricesa 4.5 0.9 -0.6 -3.7
Real nonfuel pncesa -3.8 -0.7 0.5 3A

Note: See Appendix A for definiion of analyical groups and the countries they comprs
a. The fuel or nonfuel commodity price index, in current US. dollars, deflated by the unit value index of mnanufactures exports (in U.S.
dollars) of G-5 countries.
Source: World Bank data.

Table 4.8 Deficit on goods, services, and private transfers in developing countries,
by region and analytical group, 1980-89 and the 1990s
(annual average, in billions of current U.S. dollars)

Scenarios for the 1990s
Region or group 1980-89 LOw Downside Baseline High
All developing countries 58 55 69 78 105

Geographic regions
Sub-Saharan Africa 10 19 19 19 21
East Asia 7 -3 0 2 9
South Asia 8 8 8 8 10
Europe, Middle East,
and North Africa 14 5 9 12 18

Latin America 18 26 33 37 47

Analyticalgroups
IDA-only adjusting Africa 4 8 8 8 8
Severely indebted middle-

income countries 23 34 42 45 61
Exporters of fuels 1 2 3 4 4

Memorandum item
Deficit for all developing

countriesinl987dollars 59 34 46 56 73

Source World Bank data.
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policies, a viable external payments position, rela- The external finance requirement of developing
tively outward-looking trade and exchange policies, countries in the 1990s (including normal additions to
and supporting infrastructure. The East Asian exam- reserves) rises sharply in nominal termns across the
ple demonstrates how such policies can have a salu- scenarios. But, as noted earlier, its rise in constant
tary effect on the level of foreign direct investment dollars is modest; for instance, in the baseline, it is
and the subsequent spread of new techniques to the only slightly above the average for the past twenty
rest of the economy. years (Table 4.9). The components of external finance

The level of debt relief could also have an important that are expected to increase across the scenarios are
bearing on prospects for developing countries in the net foreign direct investment and "other" finance,
next decade, especialy for severely indebted low- and which includes borrowing from commercial sources
middle-income countries that implement strong ad- and exceptional financing (Figure 4.6).
justment programs. Debt relief measures would ease Looking at finance requirements by region shows
the foreign exchange cash flow position of many of a clear connection between the rise in overaU finance
these countries, permritting them to increase their im- available across scenarios and the extent to which
ports in support of productive investments. Even more private finance is expected to respond to the external
important, such measures would speed the return to circumstances underlyingthe scenarios. Latin Amer-
creditworthiness and allow these countries to reap the ica and East Asia are likely to be capable of attracting
benefits of participating in global financial markets. significant amounts of foreign direct investment and

Debt relief without increased access to export mar- commercial finance. By contrast, virtually all the in-
kets would be self-defeating, however. Creditwor- cremental finance for Sub-Saharan Africa is expected
thiness, once acquired, would need to be sustained to come from official development assistance, for
through increased opportunities to trade, invest, and which the global supply is likely to be fairly rigid.
acquire and absorb new technologies. Otherwise, it Thus the composition of Africa's finance reinforces
could just as easily be lost, leading to yet another the composition of its production, exports, and debt
round of debt relief measures and a costly delay in in limiting growth opportunities in the medium term.
the struggle for development and the fight against Despite the higher levels of finance required, the
poverty. debt service ratio for developing countries in the

Table 4.9 Trends in selected balance of payments and external debt indicators of developing countries,
1970-89 and the 1990s
(annual average)

Scenarios for the 1990s
Indicator 1970-89 Low Downside Baseline High
Levels (billions of current U.S. dollars)

Deficit on goods, services, and
private transfers 43.0 55.0 69.0 78.0 105.0

plus

Addition to reservesa 5.0 29.0 33.0 31.0 42.0
equals

Financing requirement 48.0 84.0 102.0 109.0 147.0
Financing requirement in

constant 1987 U.S. dollarsb 64.0 51.0 66.0 77.0 102.0

Ratios (percent)
Resource balance to GDP c -1.4 0.2 -0.3 -0.7 -1.1
Interest payments to GDP -2.2 -2.1 -1.9 -1.7 -1.8
Other current flows, net to GDP 0.9 0.6 0.6 0.6 0.7
Current account to GDP -2.7 -1.3 -1.6 -1.8 -2.2
Total debt service to exports 22.8 19.3 16.9 16.1 15.0
Private debt to total debt 60.0 41.0 45.0 46.0 50.0

a. For all scenarios, this is assumed to approximate three and a halfmonths of imports, in dollar value at current prices and exchange rates.
b. The deflator is the import price deflator for the aggregate of developing countries.
c. The resource balance is the balance of payments on goods and nonfactor services. (A negative number indicates a deficit.)
Source. World Bank data.
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1990s will be well below its values in the 1980s, even selectively at different developing regions and ana-
in the low case (Table 4.9). The lower ratio reflects lytical groups of countries.
both the actions (already taken and expected) to end From the standpoint of an individual developing
the debt crisis as well as the widespread unwilling- country now facing hardship, the challenge and the
ness to renew lending from commercial sources. opportunity for national leadership will be to adjust
Lower sovereign lending is reflected in the low ratios the national economic structure toward paradigms
of private debt to total debt in all scenarios- that work, as illustrated by experience in countries
although this ratio increases across scenarios as other that are developing well. This book does not pursue
forms of private finance increase. such policy unplications; they are explored at length

in the World Development Report 1991: The Challenge of
From global analysis to national policy Development. But it does recognize the importance of

domestic policies in shaping development prospects
Given all the risks and uncertainties, what is the most for the next decade.
likely outcome for development in individual coun- Countries that raised their domestic savings in the
tries and regions through the 1990s? In this last sec- 1970s and 1980s and that consistently tried to inte-
tion, we attempt to answer this question by looking grate their economies with the rest of the world

Foreign direct investment and private financing will be crucial in the coming decade

Figure 4.6 Financing requirement for developing countries, by source, 1970-89 and the 1990s
(billions of constant 1987 U.S. dollars)
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successfully steered through the turbulence of the sympathyfromtheLondon and Paris Clubs, while also
past decade and are well positioned to face the 1990s. experiencing difficulty translating high (but volatile)
East Asian countries, including Indonesia, Korea, oil prices into increased investment and growth.
Malaysia, and Thailand, are striking examples, but As for Venezuela, the economy faces significant
by no means the only ones. In Africa, Botswana, downside risks if key reforms introduced by the
Ghana, and Mauritius have shown how prudent government are not implemented. The government
macroeconomic management, liberalized trade and may find it difficult to continue its reform program
exchange rate policies, and accompanying sectoral if oil prices decline significantly, as envisaged in the
policies can lay the foundations for sustained growth high case. Higher oil prices in the low-case scenario,
and development despite a grim international envi- on the other hand, could generate additional foreign
ronment. In Latin America, the performance of Chile exchange earnings: a $1 a barrel increase in the price
and, more recently, Mexico points to similar conclu- of oil adds $600 million to Venezuela's oil exports, or
sions. A growing number of economies in the devel- roughly 5 percent of its total export earnings. Never-
oping world are embarking on wide-ranging theless, Venezuela's growth rate in the low case is
structural reforms with the objective of raising the lower than in the downside case because the higher
level and efficiency of investment, increasing the average oil price is accompanied by increased inter-
level of domestic saving, and improving the rational- est payments on its variable-rate long-term debt and
ity of its allocation. The baseline scenario assumes, slower growth in nonoil export earnings.4

indeed, that these efforts will continue and spread. Severely indebted middle-income countries as a
For the oil exporters-including Angola, Congo, group can be expected to grow more slowly during

and Nigeria in Sub-Saharan Africa; Algeria in the the next decade than all developing countries in
Maghreb; and Venezuela in Latin America-the aggregate. This group includes, among others, Ar-
price of oil will obviously exert considerable sway gentina, C6te d'Ivoire, Hungary, Mexico, the Philip-
over their prospects in the 1990s.2 pines, and Poland. Countries undergoing structural

In general, one would expect growth rates for oil reforms face brighter prospects than those that are
exporters to decline as one moves from the low case not. For example, Poland's government has commit-
to the high case since the scenarios were constructed ted itself to fundamental reforms and has been sup-
so that the low case is beneficial to oil exporters (even ported by the international community through
though oil prices are volatile), whereas the high case substantial debt relief. Thus, although Poland's
incorporates low oil prices. But this is not the case for growth rate is likely to be slow in the early years of
thegroupasawhole,becausemostdevelopingcoun- the decade, it is expected to accelerate thereafter.
try oil exporters are also highly indebted and hold Similarly, Mexico is expected to perform better than
large portfolios of variable-rate debt. Some also ex- in the past decade because of its more liberal policies,
port significant quantities of nonfuel primary prod- closer trading ties to the rest of North America, and
ucts. Thus, the effect of high real rates of interest and more prudent management of external debt.
lower growth of industrial countries in the low case The case of COte d'Ivoire shows how delays in
tends to balance the effect of an increase in the aver- adjustment could adversely affect a country's pros-
age oil price, with the result that the average growth pects for the next decade. The economy faces funda-
rate of the group in the low case is dose to that in the mental structural and macroeconomic imbalances
base case. and has been accumulating arrears on commercial

Nigeria and Venezuela-two oil-exporting coun- bank debt since May 1987. The outlook for the 1990s
tries-demonstrate the complexity of the interrela- as a whole looks bleak unless the government can
tionship between debt, oil prices, and domestic manage a real depreciation of about 30-40 percent.
policies. Nigeria's growth rate in the high case can be Until it happens, however, C6te d'Ivoire's economy
expected to decline because of lower oil prices. But will continue tobe gripped by crisis, no matter which
to the extent that Nigeria receives Toronto terms on scenario eventually unfolds for the world economy.
its outstanding bilateral nonconcessional debt over If a real depreciation does occur in the early part of
the next few years and gains access to new commer- this decade, as is assumed here, Cote d'Ivoire's pros-
cial sources of finance, the growth effect of lower oil pects will be sensitive to international commodity
prices could be lessened.3 In the low case, on the prices, particularly for coffee and cocoa, which are
other hand, the volatility of oil prices will strain responsive to OECD growth. And CMte d'Ivoire pos-
macroeconomic management in Nigeria despite sesses the infrastructure to make a quick recovery in
their high average level. Under those circumstances, international markets. Thus, its growth rate in the
there is also the danger that Nigeria could find little high case is 1.5 percentage points higher than in the
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base case, the largest differential among the Sub- countries and are already dampening production
Saharan African countries. growth in some of them.6

In Sub-Saharan Africa, the twenty-one low-in- In the low case, growth is affected more in the
come countries undergoing adjustment and sup- adjusting SPA group of countries than in Sub-Saharan
ported by the Special Program of Assistance for Africa overall (a 1.2 percentage point decline in
Africa (SPA) are expected to grow relatively fast in the growth relative to the baseline, compared with a 0.8
1990s and to show significant improvement in per- percentage point drop for Sub-Saharan Africa as a
formance over the 1980s.5 Improved trade and ex- whole). Lower commodity prices (affecting exports)
change rate policies that restructure incentives in and higher oil prices (affecting imports) would re-
favor of tradables and an appreciable reduction in duce the availability of foreign exchange for imports
direct state participation in production and market- of capital and intermediate goods. Lower levels of
ing activities are expected to foster efficient private concessional assistance would exacerbate the situa-
sector-led development. For many of these countries tion, reducing growth to the point that per capita
to recover from the declines in per capita incomes incomes stay flat. Nevertheless, this outcome in the
they experienced in the 1970s and early 1980s, how- low case would still be better (because policies are
ever, growth rates of 4-5 percent would need to be better) than the decline in real per capita incomes
sustained for several years. Such sustained growth experienced in the 1980s.
could be achieved if these countries maintain steady The nonadjusting low-income countries in Sub-
progress in implementing structural reforms, if their Saharan Africa, however, face a difficult decade.
terms of trade do not deteriorate significantly, and if Other than Lesotho, which has adopted sound eco-
gross disbursements of official development assis- nomic policies and whose economy is closely tied to
tance increase by about 4 percent a year in real terms. that of South Africa, these economies can expect
Much also depends on the supply response induced significant deterioration in coming years unless cur-
by these conditions. So far, supply has responded rent trends improve sharply. Itis in these countries-
hesitantly because of inadequate infrastructure and Ethiopia, Liberia, Somalia, Sudan, and Zaire-that
little confidence in the permanence of the reforms. the interactions among population, poverty, and the
But with the passage of time, both these constraints environment will be displayed at their worst. Here
should ease, permitting higher levels of private sav- again, the alternative scenarios for the international
ings and investment. environment have little relevance in assessing the

In the high case, the SPA group is expected to grow prospects for these countries. They have become es-
at a rate that is 1.1 percentage points above the tranged from the world economy, and their isolation
growth rate in the baseline case. The additional isexpectedtogrowinthecomiingdecadeunlesstheir
thrust comes primarily from higher commodity domestic political and economic policy situations
pnrices, but this effect will be tempered by lower turn around significantly and international efforts to
preferential margins to African, Caribbean, and Pa- support growth in these economies are renewed.
cific (AcP) countries when exporting to EC markets In sharp contrast are the prospects for the econo-
after a successful Uruguay Round. The higher mies of Asia. East Asia is well positioned to remain
growth of industrial countries envisaged in the high the fastest growing developing region in the 1990s.
case does not result in a proportional increase in Indonesia, Korea, Malaysia, and Thailand, because
export volumes for the SPA countries because of con- of their heavy reliance on exports of manufactures,
tinued inelasticities of supply in Africa. Moreover, are sensitive to growth in industrial countries: a one
the improved economic situation of industrial econ- percentage point increase in industrial country
omies in the baseline case will not necessarily lead to growth is estimated to engender more than a one
a proportional increase in aid, partly because of aid percentage point increase in growth in East Asia.
fatigue and partly because of limited absorptive ca- Japan's economic performance is particularly impor-
pacity of the SPA countries. Other limits to the rate of tant because of close trade and financial links and the
growth in the SPA countries can also be expected in network of Japanese foreign direct investment in the
the high case. The environmental fragility of many of region. A successful conclusion to the Uruguay
these countries places limits on the level of growth Round is also of immense importance to the pros-
that can be sustained over the decade, even though pects of these countries: East Asia's growth rate
most of these economies are well endowed with under the high case is a full 2.1 percentage points
abundant natural and mineral resources. Responsi- above the base case.
ble resource management policies are a feature of In all scenarios, the average real resource balance
most of the programs being implemented in these on the external account is expected to turn positive,
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suggesting strong export-led growth.7 Nevertheless, difficult circumstances on the external front, partic-
some constraints to growth are evident and are likely ularly with respect to aid and export markets. For
to become more serious in the future. First, Korea, these countries, maintaining their reform programs,
Malaysia, and Thailand, which are fast dosing the even under the baseline case, would pose a signifi-
technological gap with industrial economies, will cant challenge. Finally, Pakistan is not expected todo
find further narrowing of the gap increasingly diffi- as well inthe 1990s asit did in the 1980s, except under
cult. And second, with rapid labor productivity the high case. Lower growth is of some concern,
growth, the advantage of relatively low labor costs is given a high population growth rate estimated at 3.1
diminishing quicldy. Indonesia, however, is in the percentayear. High tariff barriers insulate it from the
unusual position of being an exporter of both oil and discipline of international trade, and the public sec-
manufactures. It is thus especially welU positioned to tor is involved in several sectors in the economy. In
maintain a relatively high rate of growth in all sce- Pakistan's favor, however, is a reasonably sound
narios in the low case because of high oil prices, and debt position and a potential for rapid growth if the
in the high case because of increased demand for government implements structural reforms.
manufactures and nonfuel primary commodities.

For China, how the world economy evolves is Conclusion
somewhat less important than it is for the rest of East
Asia. Here, the tension between forces pushing for The baseline scenario incorporates external circum-
increased government control and those favoring a stances for development that are expected to be mod-
shift toward market forces is likely to increase as erately better than in the 1980s. Developing countries
growth accelerates in the next few years. Under the in aggregate could expect their growth to average 3
high case, rapidly growing foreign markets could percent per capita over the next decade. But to
encourage a more market-oriented approach in achieve this outcome would require improved do-
China, leading to rapid growth (2.5 percentage mestic policies, a favorable international trading en-
points above baseline). On the other hand, were the vironment, and further debt relief measures
low-case scenario to unfold, growth could be 2.7 supporting adjustment in severely indebted low-
percentage points below that of thebaseline. Another and middle-income countries. Alternative scenarios
East Asian economy that does not fit the pattern is of external conditions demarcate a wide range of
the Philippines, where the challenge of the 1990s is outcomes for average growth per capita in develop-
to improve trade policies and raise levels of invest- ing countries, from less than 1.0 percent a year to 4.5
ment and domestic savings. Access to external com- percent. The weighted mean of all the scenarios is 2.7
mercial capital will continue to be a problem, except percent a year, an improvement over the 1.9 percent
in the high case. Nevertheless, the Philippines can be average of the 1980s. The prospects for individual
expected to grow faster under all the scenarios com- developing regions vary widely. The baseline sce-
pared with its dismal performance during the 1980s, nario suggests that regional disparities are likely to
when it was a principal casualty of the debt crisis. be perpetuated during the 1990s. And since conver-

For South Asia, the 1990s pose higher risks than gence in growth rates across regions is expected to be
previous decades. In India, choices made this year limited, progress in reducing the numbers of the
are likely to influence the outcome for the rest of the absolute poor is apt to be modest.
decade. Large fiscal and external imbalances have
eroded India's creditworthiness and reduced its ac- Annex: Details of the alternative scenarios
cess to commercial financing. Furthermore, struc-
tural reforms and improved macroeconomic policy The low case
are more difficult under the current political situa-
tion. Thus, India's growth in the 1990s is likely to be The low-case scenario assumes average real interest
slower than in the 1980s under every scenario except rates of about 8 percent for the decade (Annex Figure
the high case. Under the low case, India could be an A). Oil prices are highly volatile, ranging from $20 to
important loser: not only would it need to pay higher $55 a barrel. Volatile oil prices, uncertainty generated
real interest rates on its sizable commercial debt, but by the financial crisis, and a trade war combine to
it would fall outside the ambit of any large regional damage business confidence, and investment falls
trading arrangements that might arise should the more than it would have because of higher interest
Uruguay Round break down completely. rates alone. The investment-GNP ratio falls rapidly

Bangladesh and Sri Lanka face a similar outlook, from 22 percentin 1990 to 17 percent by the year 2000.
with uncertain political developments at home and Rising govermnent deficits force cuts in public ex-
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penditures during the second half of the 1990s, so about 5 percent on average for the decade. Uncer-
that domestic demand contracts further. Unemploy- tainty has a moderate direct effect on investment and
ment in the G-5 countries increases steadily to 24 U.S. consumer confidence.
million workers by the end of the decade. The disin- For the decade, GNP growth in the G5 economies
flationary effects of excess capacity in the economy averages 2.2 percent, down from 2.9 percent in the
weigh against the inflationary consequences of baseline, while growth in world trade falls more, to
higher oil prices. But low labor productivity, grow- an average of 5.0 percent. Oil prices increase by 1.4
ing by only 0.4 percent a year, pushes inflation 1.5 percent a year above the baseline and, together with
percent higher than in the baseline. the lower productivity, pushes inflation to 4.3 per-

Effects on the G-5 economies are harsh. They expe- cent. The effective exchange rate of the dollar depre-
rience two recessions during the 1990s. The initial dates, and growth in the index of the unit value of
slump in 1991 is prolonged by a couple of years, and manufactures exports exceeds that in the baseline by
another recession occurs by 1998. Between these two 1.2 percent, countering the terms of trade loss result-
recessions, growth remains sluggish in the G-5 coun- ing from higher oil prices. The investment-GNP ratio
tries and leads to an overall GNP growth rate of 1.2 is two percentage points lower than in the baseline
percent a year for the decade. By the year 2000, the by the year 2000. Unemployment in the G-5 countries
GNP of the G-5 economies is 15 percent below that in rises to more than 17 million workers in the first half
the baseline. World trade, which suffers from the of the decade, but stays at about 15 nillion during
expansion of trade barriers and the slowdown in the second half.
growth, is projected to grow at only 2.7 percent on The slow growth of OECD countries in the down-
average. Japan is especially hard hit by the trade war side scenario would likely lead to a prolonged weak-
and by very high real interest rates. But continued ness in nonfuel commodity prices in real terms
international specialization prevents the trade vol- during the 1990s. The decline in commodity prices
ume from actually falling, as it did in the 1930s. The would be led by raw material prices because of the
dollar depreciates during the second half of the de- slack pace in industrial activity. Foodstuff prices
cade as a result of large current account deficits. would be much less adversely affected. Prices for

A decade of high uncertainty, high real interest beverages, the export commodities on which so
rates, and low economic growth in the low case many of the small, low-income developing countries
would have a devastating impact on commodity depend, should increase in real terms even in the
prices in real terms, especially raw materials, which downside scenario. Their demand is highly income-
are particularly sensitive to changes in demand. The inelastic, and the production cycle is likely to be the
depressing effect on nominal commodity prices of main factor driving these prices over the decade
lower industrial demand would outweigh any cost- (barring natural disasters). The expected slowdown
push effects on these prices (say, from the oil market in the growth of beverage production should cause
or from low productivity growth in both industrial beverage prices to move up from their presently very
countries and developing countries). While food- low levels.
stuffs are much less income-elastic than raw materi-
als, especially in industrial countries, poor economic The high case
growth in developing countries (the main area of
growth in demand for grains) would certainly hurt In the high case, real interest rates are lowered to
food prices (see Chapter 2). Lower food prices would about 2 percent on average. Oil prices are unchanged
provide some offsetting benefits for grain-importing in real terms relative to the index of the unit value of
developing countries suffering from high interest manufactures exports throughout the decade. Pro-
rates, high oil prices, and reduced trade opportuni- ductivity grows at 2.8 percent. Increased confidence
ties that characterize the low case. and reduced uncertainty have a positive direct effect

on investment.
Downside This is a return-to-the-sixties scenario. The G-5

countries enjoy healthy GNP growth of 4.0 percent on
The downside scenario assumes that oil prices are average for the 1990s. World trade grows at 7.6 per-
less volatile than in the low case but still higher than cent, and nominal LIBOR averages 6 percent. Low oil
in the baseline. Productivity is set to grow at 1A prices keep inflation in check through the decade at
percent annually. Real interest rates are increased to 3.8 percent. But during the second half of the 1990s,
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inflation in the G-5 countries picks up and ap- Notes
proaches 6 percent in the last two years of the decade,
when full capacity is reached. 1. The poverty line assumed was an annual income of

The investment-GNP ratio advances steadily in the $370 in 1985 U.S. dollars at purchasing power parity (Ppp).
high case, closing at 28 percent by the year 2000. The See World Bank (1990b, Tables 2.1 and 9.2, pp. 29 and 139).
United States experiences no significant savings 2. Oil exporters are defined as those economies where
shortage because of a substantial reduction in the oilexports accountformorethan50percent oftotalexports
budget deficit and higher private savings. Excess (see Appendix table A).budingetin Japan finance investments in Europe. Un- 3. Bilateral nonconcessional debt in 1989 stood at about
savings in Japan finance investments in Europe. Un- $12 billion, about twice the outstanding debt owed to com-
employment in the G-5 countries falls to 8 million mercial banks.
workers by the year 2000. 4. Venezuela is a severely indebted country, holding

The high-case scenario would lead to a sharp in- $26.6 billion of variable rate long-term debt at the end of
crease in commodity prices relative to the baseline, 1989 out of a total stock of outstanding debt of $33 billion.
which would mean an unwinding of the real price 5. The Special Program of Assistance for Africa, now in
decline seen since 1981. Low real interest rates, high its second phase, is a World Bank-coordinated program
investment rates, high growth rates of industrial pro- involving several bilateral and multilateral aid sources in
duction,andstronggrowthinincomesinbothindus- providing additional concessional assistance to low-
trial and developing countries would tend to push income Sub-Saharan economies (with debt service ratios
tra andelo co ntyries would tend. Toepush above 30 percent), that are implementing structural adjust-
up nonfuel commodity prices in real terms. The cor- ment programs. These countries include Benin, Burundi,
responding nominal increase would be less stikig, Central African Republic, Chad, Ghana, Guinea, Guinea
since cost inflation in manufacturing would be lower Bissau, Kenya, Madagascar, Malawi, Mali, Mauritaria,
in this case (reflecting better productivity growth). Mozambique,Niger,SaoTomeandPrincipe,Senegal,Tan-
The most affected markets would again be raw ma- zania, The Gambia, Togo, Uganda, and Zambia.
terials, particularly metals and minerals, as there 6. For example, Ghana's recent introduction of forest
would be a substantial boom in investment activity. management policies designed to limit forest output to a
With per capita incomes increasing strongly in the maximun sustainable yield has slowed the rapid growth
developing countries, demand for foodstuffs-espe- of fimber exports considerably.
cially grains, vegetable oils, sugar, and meat 7. The real resource balance is defined as exports of
would grow rapidly. Latin America and Africa goods and nonfactor services less imports of goods and

wouldwiaenfooddemand,recov- nonfactor services in current U.S. dollars, deflated by the
ering the losses experienced in the 1980s. region's export and import prices of goods and nonfactor

ering the losses experienced in the s6services.
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Annex Figure A. World economic indicators of importance to developing countries

Real GNP for G-5 countries, 1990 and 2000 Real world trade, 1990 and 2000
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Annex Figure A. (continued)

Oil price assumptions Investment to GNp ratio for G-5 countries
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U Appendix A: Notes on
04i classification of economies

This study classifies economies according to income and Yugoslavia and all the economies of North
level, region, and analytical category (see Appendix Africa and the Middle East, and Afghanistan.
tables Al and A2). This appendix explains the meth- For some analyses, the study refers to Eastern
odology underlying this classification system.1 Europe, which comprises Bulgaria, Czechoslova-

Economies are classified according to whether kia, Hungary, Poland, Romania, and Yugoslavia
they are high, middle, or low income. "Income" re- * LatinAmericaandtheCaribbeancomprisesall
fers to 1989 GNP per capita and is calculated accord- American and Caribbean economies south of
ing to the World Bank Atlas method (World Bank, the United States.
1990c, p. 26). The income groups used in this study For analytical purposes, the study uses overlap-
are defined as follows: Fraayia upss h td ssoelp

ping classifications based on different export and
* high-income economies are those with GNP per external debt indicators:

capita of $6,000 or more in 1989 exporters of fuel, manufactures, or nonfuel
* middle-income economies are those with GNP ' ' a

per capita within the range $581 to $5,999 in primary commodities are economies in which
1989 at least 50 percent of exports of goods and ser-
low-income economies are those with GN per vices falls within any one of these categories. If• pt low-inofm$0 econess are those with GNP pernone of these export categories accounts for 50
capita of $580 or less in 1989. percent of exports of goods and services, the

Tlhe term "developing countries" refers to all low- economy is classified as a diversified exporter
and middle-income economies; it is not intended to * severely indebted economies are those in
imply that all economies in the group are experienc- which three of the following four debt ratios are
ing similar development or that other economies above critical levels as of the end of 1988: debt
have reached a preferred or final stage of develop- to GNP (50 percent), debt to exports of goods and
ment. The term "industrial countries" refers to all services (275 percent), accrued debt service to
high-income OECD economies. exports (30 percent), and accrued interest on

Economies are also classified according to their external debt to exports (20 percent)
geographic location. The term "developing regions" * moderately indebted economies are those in
used in this study refers to low- and middle-income which three of the following four debt ratios are
economies in the following five geographic regions: within a certain range as of the end of 1988: debt

* Sub-Saharan Africa comprises all economies to GNP (30-50 percent), debt to exports of goods
and service (165-275 percent, accrued debt ser-south of the Saharar E

* East Asia comprises all the low- and middle- vice to exports (18-30 percent), and accrued inter-
income economies of East and South East Asia est on external debt to exports (12-20 percent).
and the Pacific, east of, and including, China Because of limitations in data, Albania, Cuba, Demo-
and Thailand cratic Republic of Korea, and the Soviet Union are not

* South Asia comprises Bangladesh, Bhutan, included in any regional or analytical group totals.
India, Myanmar, Nepal, Pakistan, and Sri
Lanka Note

* Europe, Middle East, and North Africa .Th class.fication systemusedinthisstudyisidenti-
comprises Bulgaria, Czechoslovakia, Greece, cal to that used in the World Development Report 1991 (New
Hungary, Poland, Portugal, Romania, Turkey, York: Oxford University Press, forthconing).
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Appendix table Al Classification of low-, middle-, and high-income economies
(by income groups and geographical regions)

Sub-Sa1 wAfric Asia &P Europe, Middle East, ad N Afic Americas

Income Sub- East South Eastern Rest Middle North latin America
5rOUP 8OP East & South West & Parfic Asia EuOpe of Eurpe East Africa & Caribbamn

LawR China India
Buunndi Benin Kampue Bangladesh Afghidtlani
Ethiopia Burldna Faso Indoneda Myanmar
Kenya CailralGAfumn Lao, pva Nepal
Lesotho Republic Solmon b So and Pa tsen
Madagascar Gambia Vietnam Sdi LAnka
Malawi Ghana Bhutan
Rwanda Liberia Maldkves
Somalia Mali

Low- Sudan Mauritania
income Small Tanzania Niger

Uganda Nigeria
Zaire Sierra Leone
Zambia Togo
Comoros Chad
Mrat&s Eq. Gusinea

Guinea
Guinea Bbsau
Sb Tome

& Prindpe
Angola Canemon F* Albania Turkey Jordan Algeria Aqtlna
Botswana CapeVerde Kiribatl Poland Lebanon Erypt
Dpboutl Congo Korea, DRA Bulgaria SV.a T Bsia CBlei
Mau=tius Coted'lvolire Malaysia Ym Tunisa Chile
Namibia Senegal Mongolia Colombia
Swaziland Papua New Costa Ria
Zimbabwe Gu Cube

Philipplnes Dominka
ThalEd Domhrcan

Republic
Tong Ecuador

Lower WMVanuatu ElSalvador
Western Grenada

Samoa Guatemala
Honduras

Middle- Medico
income Nicaragua

Panama

St. Luda
St. Vcent

& Grenadlnes
Seyhelles Gabon Korea CzBdwkwaa Gbialtar Iran Lbya A JtaBarsbda
South Afrtla Macao Hungasy Greece Iaq Brazil
Reunion New Caedonia Roman Malta Oman RnchGuna

Facificlblands, USSR, PortuXp Martilque
Upper Tmust Terrty Yugoslavia MatiNevis

Suriname
Trinidad&iTobago

V'=a

Low 6 Middle
No.ofc3untriesI36 25 23 21 8 8 5 8 5 33

Australa Ausbia Canada

Japan Begi Unted Sta
NewZeland

FinandFrancs
Germany

Ielarnd
CsW ITeland

Itly
Net-herlands

High- Norway
incombe Spai

United
K___dom

Mayotte AniSamoa Andora Baklaln Aruba
Brunei Channel brael
French Ilands Ka t Bardos

Non- Polynesia Famelands Qatar Bernuda
OCxD Hong Kong Gieelnd Saudi Arabia Guaddoupe
C Shlgapore sle of Man United Arab Netherlns

Guam Cyprs Emiates Ant>il
oAE PueoRko

I___ ____ ____I _ I _ Vk Islands, US.

a. Not included in regional measures due to data limitations.
b. Other Asian economies-Taiwan, aCina.

65



Appendix table A2 Classification of economies by analytical groups

Low- nd middle-income

Major win mnomnies

Low-incm Middle-income d indebtedness High-inwme High-incme
geto~'Mge= ~edness onl-OECD OECD

Severey Moduty Secoaey Mdealy or tiOt iduded in
Group ind i e World Debt Tabls

Hungary China Bulgaria Hong Kong Canada
Poland ~~~~~~~Korea Czeholovakia Frec Finland

Korea, DR& Polvnesia Perlany
Exporters of Lebanon Israel Ireland
manuachues Macao SIngapore Italy

New Caledonra o Japan
Roinarna Sweden
South Africa Switzerland

Bunmndi E=topia Arenina Paraguay Par New Albana FaeroeIslands Iceland
Equatorial Uganda Chille Zimnbasbwe Guinea American Greenland New Zeland

Guinea C6ted'Ivoire Rwanda Samoa Guadeloupe
Gbana Honduras Bhutan Guam
Guinea Nicaragua Chad
Guinea-Bissau Feru Cubae
Guyana Dominica

Exporters Lb sca French Guyana
of nonfuel Mahwi Namrba
primary Mauritanh Reunion
products Myanmar Solomon

Niger Islandb
Sao Tome St. Vincent

& Principe Suriname
Swaziland

Tanzania Vietnam

Zaw_ _ _ _

Nieria Congo Algerb Trinidad Angola Bahrain
Exporters VenezudV a e&Tobago Gi bratar Brunei
of fueb Iraq Saudi Arabia
(mainly oil) Libya United Arab

Oman Emirates
USSR'

Comoros Egypt CapeVerde Burina Faso Anigua Aruba United
Mozambtque Jamaica Greece = d Barbuc Bahamas Kingdom

Dominican Jordan Dpbouti Barbados
Republic Lesotho Gsmada Bermuda

Yemen Malta Kampuchea
ExportesT Nea M M-bt Nuand.
of services Seandwl Mardives

St . T ev
St. Luds
Tonga
Vanuatu
WesternSamoa

Benin Bangldesh Bolivia Cameroon BotSwana Afnistan Kuwait Australia
Kenya Central African Brazil Colombia El Salvador Beze Austria

MaiiRepublic Costa Rica Gabon Fii Lao, PDt Belgium
Sierra Leone Gambhi, The Ecuador Guatemala Haiti Denmark

DiversUfied Sudan Indonesia Mexico Syri India France
exporterab Pakistan Morocco Turkev Malaysia Luxenbourg

Sri Lanka Phippines Yugoslvia Mauritiu Netherlnds
Senegal Portugal Norway
Uruguay Thai'bnd Spaln

Tunisi Unite States
No. of countries

178 of c; 26 8 20 14 23 45 21 21

Note: Economies not classified by exports: AndorTa, Channel Islands, Isle of Man, Pacific Islands, Trust Territory, Puerto Rico, Virgin
Islands, and United States.
a. Not included in regional measures because of data limiitations.
b. Economies in which no single export category accounts for more than 50 percent of total exports.
c. Other Asian econonies-Taiwan, China.
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Appendix B: Measuring
population-weighted
world income

Growth rates of world or regional income (or output) growing at the rate of 0.5 percent (0.75 x 0 + 0.25 x 2),
need to be interpreted with caution. This appendix while world population is growing at 1.5 percent.
explains why. (0.25 x 0 + 0.75 x 2). The difference, which approxi-

In seeklng a summary measure of economic perfor- mates to the world income per capita growth rate, is
mance, it is often desirable to measure the change in -1.0 percent (0.5 -1.5). Yet, this statistic is not consis-
income of "typical individuals." This is not what con- tent with the regional income per capita growth
ventional aggregation procedures achieve.' To better rates, which were assumed to be all zero.
measure changes in income of the typical individual, it For any aggregation, the difference between
is more appropriate to use population-weighted income growth of income-weighted income and growth of
growth, on a total and per capita basis. population-weighted income depends on whether

Per capita income growth of the world (or of a countries with relatively high levels of per capita
region) is calculated as the difference between income experience relatively slow growth of income.
growth of world (orregional) income and the growth If so, the growth of aggregate population-weighted
of world (or regional) population. The former is an income will be higher than growth of aggregate
aggregate weighted by income, while the latter is an income-weighted income. In other words, when total
aggregate weighted by population. In other words, incomes of countries with high per capita incomes
in measuring world income, the rule for aggregation are falling relative to total incomes of countries with
is that "one dollar gets one vote," while in measuring low per capita incomes, population-weighted in-
world population, the rule is that "one person gets come of the aggregate will rise faster than income-
one vote." Of course, these "voting" systems would weighted income of the aggregate.2

be equivalent if the distributions of income and pop- The following tables present results for growth of
ulation were identical: that is, if the distribution of GDPandGDPpercapita,usingpopulationweightsfor
per capita income were uniform. But this is far from aggregation from the national level to the level of the
true. Difficulties in interpreting the figures for aggre- world, and all developing countries. For comparison,
gate per capita income growth can occur whenever the standard aggregates using GDP weights are also
differences in these two distributions are correlated shown, to gauge the magnitudes of difference in-
with differences in growth rates of either income or jected by variations in per capita incomes across
population (or both). nations into the measurement of international per

An example best illustrates the problem. Imagine capita growth rates.
a two-region world composed of "North" and Appendix table B1 summarizes trends from 1965
"South." The North has 75 percent of the income but to 1989 in terms of three periods: 1965-73, 1973-80,
only 25 percent of the population. The North's pop- and 1980-89. As in the "North-South" example given
ulation growth is zero, while the South's is 2 percent above, the conventional measure of growth in real
per annum. To make the arithmetic simple, assume GDP per capita is less than the growth of population-
further that during a given period of time the growth weighted GDP per capita by an average of about 1
of per capita income in each region is exactly zero percent per annum over the 1965-89 period as a
(which implies that income in the North remains whole. Moreover, this difference rises steadily from
unchanged, while that in the South grows at 2 per- period to period, reaching a gap of 1.5 percent per
cent per annum). Since incomes per capita are sta- annum in the 1980s.
tionary everywhere, world per capita income is Appendix table B2 shows the same set of measure-
presumably constant, too. But is it? World income is ments for the developing countries. For them, popu-
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lation-weighted real GDP per capita grew about 3
percent per annum during the 1980s, better than Appendix table B2 Growth of developing
during 1973-80 and virtually as high as during 1965- countries' GDP per capita, 1965-89
73. By contrast, GDP-weighted GDP per capita of de- (percent per year)
veloping countries slowed in the 1980s to a growth 1965-73 1973-80 1980-89
rate of 1.6 percent, from 2.5 in 1973-80 and 3.9 in Population-weighted
1965-73. These differences result largely from differ- Real GDP a 5.6 4.6 5.1
ences in growth of China and India from the average Population 2.5 2.1 2.1
for all developing countries. Real GDP per

capita 3.0 2.4 2.9
Conclusion GDP-weighted

Real GDP b 6.5 4.7 3.7
Data (or projections) for growth of per capita income, Real GDP per
derived in the standard way, can easily be misinter- capita 3.9 2.5 1.6
preted as indicative of how per capita incomes are Note: For footnotes, see Appendix table Bl.
growing on average over a given population. The Source: World Bank data.
two concepts are different and need to be kept dis -_

tinct, especially since they have behaved quite differ-
ently historically, both for the developing countries ment of theprogress of global development therefore
and for the world as a whole. While trends in GDP- needs to include population-weighted income in its
weighted GDP per capita support the notion that the list of performance indicators.
1980s was to some extent a 'lost decade" for devel-
oping countries as a group, population-weighted
GDP per capita in developing countries appears to
have increased about as fast during the 1980s as
during the years leading up to the first oil crisis. If
economic performance is to be assessed according to
the change in income of the "typical individual," the
1980s would score higher than the 1970s. An assess-

Notes

Appendix table BI Growth of world GDP 1. Inagine that two individuals, A and B, make up an
per capita, 1965-89 economy, and A's income in the base year is ten times that
(percent per year) of B. In the next year, A's income falls by 1 percent, and B's

1965-73 1973-80 1980-89 risesby 10 percent. The economy's per capita income does
Population-weighted not change, since A's loss is equal to B's gain. But the

Real GDP a 5.4 4.3 4.7 average of the growth rates of each person's income in the
Population 2.2 1.8 1.8 economy is (10-1)/2, or 4.5 percent.
Real GDP per

capita 3.1 2.5 2.8 2. The case for weighting income by population does

GDP-weighted not stop at national or other geopolitical boundaries. Since
Real GDP b 5.0 3.3 3.1 income inequalities may be just as important within some
Real GDP per countries as among them, estimating the average growth

capita 2.7 1.5 1.3 of a national economy requires observations on income
fromsamples stratified by income class and denoted by the

a. Computed from sums of data for national GDP at market prices number of people supported by each income series. Unfor-
in constant U.S. dollars, after rescaling such that the level of each tunately, such data have not yet been compiled widely and
series in the base year is national population in that year. systematically enough to permit much generalization, al-
b. Computed exactly like line 1, except without the rescaling though some additional research is feasible. In any event,
desocibed in Note a. weighting national income by population is feasible and

should add to our understanding of global growth perfor-
mance, even if the national components cannot be com-
piled on the same basis.
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Appendix figure B1 Population-weighted and GDP-weighted per capita growth: Developing countries
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Appendix figure B2 Population-weighted and GDP-weighted per capita growth: The world
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Global Economic Prospects and the Developing Countries is the first study in an annual series
issued by the World Bank on the long-term prospects for the world economy. The study
emphasizes the economic linkages between industrial and developing countries, focus-
ing this year on linkages through trade in primary commodities.

In an extensive historical analysis, the study shows how growing interdependence in
the world economy has favored economic growth over the past four decades. Interna-
tional trade has grown faster than production, foreign investment has accelerated, new
technologies have revolutionized telecommunications and altered long-standing pat-
terns of productivity and employment, and international financial markets have ex-
panded in scale and diversity of instruments. But international economic relations have
grown increasingly strained because of tensions in the areas of international trade and
finance. While the developing world has been reducing barriers to trade in recent years,
unilateral actions to curb imports have proliferated in industrial countries. And the debt
crisis and its aftermath have cut off many developing countries from international finan-
cial markets and significantly reduced their access to flows of external capital.

The study finds that the potential for global economic growth in the 1990s is encour-
aging despite tensions in the international trading system, stress in the financial markets
of Japan and the United States, and a deepening recession in industrial countries. But the
realization of this potential will depend critically on a successful outcome to the Uru-
guay Round, a return to solid growth with price stability in the industrial economies,
and the reinforcement of trade and foreign investment policies in developing countries
that integrate them more closely with the rest of the world economy.

The study examines a "baseline" forecast for the global economy in the 1990s and
explores in detail its ramifications for developing countries. Alternative global scenarios
are analyzed for their growth and policy implications, particularly as viewed from the
perspective of developing countries. These scenarios depict a wide range of possible out-
comes that highlight the uncertainty of the baseline forecast. But the analysis of interna-
tional linkages identifies the key parameters within which different groups of
developing countries will need to examine their policy options in the next decade.
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