
5 External finance for adjustment and growth

In the 1960s and early 1970s
foreign capital financed 10 to 20
percent of total investment in
developing countries. Most of
these flows came from official or
semi-official sources in the form of
grants, concessional loans and
market loans. Private finance con-
sisted largely of suppliers' credits
and direct foreign investments.

Even before 1970, this pattern
was gradually changing. The con-
tribution of private bank lend-
ing increased rapidly after 1967
while workers' remittances
(though conventionally classified
as "current receipts") also became
an important item of external
finance for several countries in
Southern Europe and North
Africa. Dramatic changes occur-
red in 1973-75 when the develop-

ing countries had to borrow to
cover their much enlarged current
deficits (Table 5.1 and Figure 5.1).

Between 1973 and 1975 the trade
deficit of the oil importers rose 3.3
times in real terms or, as measured
in relation to their GNP, peaked to
the 5 percent level by 1975. The
deficit of the low-income countries
increased 2.2 times in real terms
between 1973 and 1975. The low-
income countries were less af-
fected largely because oil formed
a smaller part of their total im-
ports. In addition, some low-
income African countries bene-
fited from a rise in their exports in
1973-74, and there were good har-
vests in South Asia in 1975.

The wider financing gap was
bridged initially by extra aid from
industrial countries, more lending

Excludes net official transfers (grants), which are included in capital flows.
A minus sign (-) indicates an increase in reserves.
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Table 5.1 Oil-importing developing countries' current account deficit and finance sources, 1970-80
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(billions of 1978 dollars)

Oil importers

Low-income Middle-income

Item 1970 1973 1975 1978 1980 1970 1973 1975 1978 1980

Current account deficita 3.6 4.9 7.0 5.1 9.1 14.9 6.7 42.8 20.4 48.9

Financed by:
Net capital flows
ODA 3.4 4.1 6.6 5.1 5.7 3.3 5.3 5.3 6.5 7.9
Private direct investment 0.3 0.2 0.4 0.2 0.2 3.4 5.1 3.8 4.6 45
Commercial loans 0.5 0.6 0.8 0.9 0.7 8.9 13.7 21.0 29.4 27.1

Changes in reserves and
short-term borrowing' -0.5 -1.1 -.0.7 -1.1 2.4 -0.8 -11.7 12.7 -20.1 9.5

Memorandum item:
Current account deficit
as percentage of GNP 1.9 2.4 3.9 2.6 4.5 2.6 1.0 5.5 2.3 5.0

1970 75 80

1970 72 74 76 78 80



by international financial institu-
tions and depletion of reserves.
But the various channels through
which the oil exporters' surpluses
were recycled became increas-
ingly important. Oil producers
increased their aid; remittances
from migrant workers in the Mid-
dle East became a significant
source of foreign exchange for
many countries; there was a spec-
tacular increase in commercial
bank lending to the middle-
income countries (Figure 5.2).

Oil importers' trade deficits
reached their peak in real terms in
1975; over the next three years,
their deficits were almost halved.
The 1979-80 rise in oil prices again
put pressure on the oil importers'
balance of payments. In 1979-80,
although oil prices rose only 63
percent as much as they had in
1973-74, the corresponding in-
crease in the trade deficits of the
oil importers was higher because
oil accounted for a much higher
share of the total cost of imports.

The oil importers have financed
a large part of the increase in their
deficits between 1978 and 1980 by
drawing from their reserves and
by short-term borrowings. But
this is only a temporary solution.
In the medium and long term, the
developing countries will have to
adjust to the recent and antici-
pated changes in the international
economy by paying for higher
priced oil through a transfer of
goodsthat is, by reducing con-
sumption below what it otherwise
would be. This chapter considers
the role external finance can play
in easing adjustment while main-
taining an environment of
growth.

External finance in the 1970s

When the developing countries'
trade deficits rose sharply after
1973, the international community
responded with great urgency,
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and with particular concern to the
needs of those countries identified
as "most seriously affected."
OECD donors increased their
aid by 52 percent in two years,
from a historically low 0.29 per-
cent of their GNP in 1973 to 0.36
percent in 1975. OPEC members
increased their aid even more
rapidly; it rose to $5.5 billion in
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Figure 5.2 Oil-importing developing countries' sources and uses of
financial flows
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a. Includes workers' remittances.

1975, 27 percent of all Official
Development Assistance (ODA).

The International Monetary
Fund (IMF) arranged two oil
facilities to help recycle surpluses
accumulated by OPEC and some
OECD economies. An interest
subsidy reduced the cost of
finance to low-income countries.
The multilateral banks increased
their commitments by 46 percent
in 1974 and 21 percent in 1975. In
addition, both bilateral and
multilateral agencies expanded
the share of program lending and
other fast disbursing aid. Thus,
between 1973 and 1975 Official
Development Assistance received
by the low-income countries had
increased by 60 percent in real
terms. Middle-income oil import-
ers financed their enlarged deficits

by borrowing at commercial
terms.

Although the international
response to the difficulties of
1973-75 was encouraging, during
the second half of the 1970s ODA
receipts grew slowly; in the case of
the low-income oil importers,
they actually declined in real
terms. By 1980 ODA from the

Resource transfer

Interest payments

Change in reserves and short-term debt
Officiat Devetopment Assistance

-Medium and long-term commercial tnans

-Peivate direct investment
'-..,..-Workers' remittances

OECD countries was little higher
as a proportion of their GNP than
it had been in 1975, and only about
half of the 0.70 percent of GNP
most of them had accepted as a
target. Their collective perform-
ance is heavily influenced by the
disappointing record of the largest
donor. In 1980 their aid was 0.43
percent of their GNP, excluding
the United States (0.27 percent of
GNP). Sweden, Norway, Den-
mark and the Netherlands
exceeded the 0.70 percent target.

The share of non-OECD coun-
tries in total ODA increased dur-
ing the 1970s but it reached its
peak (33 percent of the total) in
1975. Most of this came from the
capital-surplus oil exporters. As
oil surpluses declined, OPEC's
share in total ODA also fell, to 18

Sources
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percent, in 1979, but rose to 20 per-
cent in 1980. Capital-surplus oil
exporters are now contributing 3.1
percent of their GNP for aid. Aid
from the nonmarket industrial
economies is negligible, 0.12 per-
cent of their GNP.

The direct effect of rising oil rev-
enues on the exports of the
developing countries was small,
but some developing countries,
most of them among the poorest,
benefited from the oil exporters'
increased economic prosperity
through the export of labor and
the corresponding inflow of remit-
tances. Total remittances to the

developing countries, mainly
from Europe and from the Gulf
countries, rose from about $3.5
billion in 1970 to $24 billion in
1980$2 billion more than the
developing countries' total ODA
receipts, and equivalent to about
13 percent of the major recipient
economies' merchandise exports,
and for some, much more (see
box).

Direct foreign investment,
which constituted about 20 per-
cent of the net capital flows to
developing countries in 1970, has
grown less rapidly than other
forms of external capital. Invest-

ment increased sharply in the
early 1970s, responding to the
commodity boom and to more
favorable policies toward foreign
investment in many middle-
income countries. But the spurt
was short-lived; after 1975 foreign
equity investment did not even
keep up with inflation. However,
with the expansion of commercial
bank lending, the form of foreign
investment in developing coun-
tries itself changed. Intracom-
pany loans supplemented equity
participation. The financing needs
of transnational companies were
covered increasingly from sources

Workers' remittances
Remittances from their nationals working
abroad yielded about $24 billion to the
developing countries in 1980. Migrant
workers have been mostly concentrated
in Europe and more recently in the Per-
Sian Gulf area. Major beneficiaries among
developing countries of remittances from
Europe have been Yugoslavia, Turkey,
Portugal and Morocco. Migrant laborers
employed in the Gulf states have come

Remittance inflows to major
labor-exporting countries, 1978

'In these countries, remittance inflows
are almost the only source of foreign
exchange earnings.

mainly from other Arab countries (Egypt,
Jordan, Syria, the Yemen Arab Republic
and the People's Democratic Republic of
Yemen) and from South Asia (India,
Pakistan and Bangladesh) although
increasing numbers have come from East
Asia.

The level of remittances is closely
related to the number of migrant workers
abroad and their wages, as has been
observed in countries such as Greece,
Yugoslavia and Turkey. In the case of the
countries supplying labor to the Gulf
states, migrant workers seem to remit
more the lower their occupational level.
Even though the propensity of unskilled
workers to remit usually remains high
because they do not often take their
families to the country of employment, it
tends to fall over time as the basic needs of
their families are met and their own local
expenses increase.

Some labor-exporting countries have
had special schemes to attract remittances
from their workers abroad. But recent
research shows that such incentive
schemes do not appear to have any sig-
nificant impact on total remittances
although they may lead to some realloca-
tion of savings.

The experience of Europe has demon-
strated that there is a limit to the number
of foreign workers that a society will wish
to allow. Many countries have put severe
restrictions on foreign labor and have
attempted to "stabilize" their migrant
labor force. Although these measures are

frequently attributed to recession and the
difficulties of 1973-75, the timing of the
beginning of these restrictions shows that
they preceded the oil price rise. On the
other hand, there has been a process of
"maturing" of the migrant population.
Despite original intentions to import
labor only, even the countries with the
strictest immigration laws found that
migration had taken on a circulatory
character some workers returned, many
had acquired permanency status and the
age-sex composition of the migrant popu-
lation was beginning to approach normal
profiles.

The Middle Eastern countries are going
through a similar experience. The prob-
lem is more acute in this region; in no
other country is the proportion of for-
eigners in the labor force as large. Nev-
ertheless, the outlook for increasing the
volume of migrant labor in the Middle
East in the near future may be slightly
better than in Europe because the
economies of the labor importers in this
region are crucially dependent on mi-
grant labor, and because Iraq and Saudi
Arabia have not yet reached the same
relative levels of nonnational populations
as Kuwait and the Gulf states. In the
longer term, however, the prospects for
increased employment of migrant labor
do not appear bright in this region either.
Therefore, unless new "poles" of immi-
gration develop, labor exporters are likely
to find that remittance flows will not grow
at the same rates as in the past.
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Country

Amount
(millions
of dollars)

Remittances
as a

percentage of
merchandise

exports

Yugoslavia 2,938.0 51.8
Turkey 1,011.6 44.5
Portugal 1,688.9 60.5
Morocco 762.5 51.3

Egypt 1,761.6 88.8
Bangladesh 115.1 21.0
India 1,238.6 17.8
Pakistan 1,303.3 92.9
Jordan 520.2 175.4
Yemen, PDR 257.7 *

Yemen, AR 1,277.0

Upper Volta 65.9 59.6
Mali 31.1 33.0



other than the parent company,
such as borrowing from local
banks or the Eurocurrency
market.

Private commercial bank lend-
ing was the component of external
finance that grew most rapidly,
from about $4.0 billion in 1970 to
$36.1 billion in 1980. By the end of
1980 the outstanding debt of the
developing countries to private
sources of market capital had
reached $284 billion, up from $32
billion in 1970. Most of this
increase came in the form of syn-
dicated bank loans with floating
interest rates. The system of float-
ing rates-expressed as a margin
above the London Interbank
Offered Rate (LIBOR)-enabled
the banks to offer longer matur-
ities without exposing themselves
to the risks of changes in short-
term rates of interest (see box). In
contrast, borrowing in the bond
market did not expand. Only in
1977 and 1978 did the oil importers
borrow a significant amount
through bond issues. Since 1977
most new bond issues by develop-
ing countries have been in the
form of floating-rate notes, which
are financially very similar to syn-
dicated loans from the viewpoint
of both lenders and borrowers.

Commercial bank lending to the
developing countries was con-
centrated almost totally in the
middle-income countries; the low-
income oil importers did not bor-
row more than $630 million (net)
from the private banks in any year.
Among the middle-income coun-
tries the largest borrowers were oil
exporters (Mexico, Venezuela and
Algeria) and upper middle-
income countries (Brazil, Spain,
Argentina, Yugoslavia and South
Korea). These eight countries
accounted for 60 percent of total
bank debt outstanding in 1979.

These changes in the pattern of
finance affected the low- and mid-
dle-income oil importers in dif-
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Variable interest rate debt
In recent years, the bulk of credits ob-
tained from commercial banks have been
at variable interest rates. At end-1979 the
33 largest developing-country borrowers
held a total variable interest rate (VIR)
debt of around $180 billion including
short-term debt. For each percentage
point increase in the base rate (usually
LIBOR) these 33 countries face extra
interest charges of about $1.8 billion a
year.

Percentage

15

10

0

Inflation and interest rates,
1972-80

The LIBOR has been volatile during the
past eight years. For most of that period, it
has been below the rate of inflation in the
major industrial countries (see figure), so

Variable interest rate debt position at end-1979

6-month
LIBOR

borrowers have benefited from negative
real interest rates. But in a period of rising
inflation lenders have been better pro-
tected against unanticipated inflation
with VIR debt than with fixed-rate debt;
as the VIR share in total debt has
increased, so has the borrowers' "wind-
fall" been eroded. This erosion seems
likely to continue, and not just because
VIR debt is becoming more common. In
1979-81 in contrast to 1974-78, real inter-
est rates have nearly always been positive;
with tight monetary policies, it is unlikely
that real rates could be negative for any
length of time.

Rising interest rates have also increased
earnings on official foreign-exchange
reserves and other foreign assets. The 33
major borrowers held identified external
VIR assets of $115.3 billion at the end of
1979, about two-thirds of total VIR debt
(see table). For a few oil importers (Spain
and Colombia, for instance) VIR assets
exceeded VIR liabilities, making these
countries net beneficiaries of increases in
money-market rates. For Argentina and
some other semi-industrial countries,
VIR debt and assets were about the same.

But there are major borrowers with VIR
debt substantially in excess of VIR assets.
At end-1979, Brazil had $10 billion of VIR
assets and $39 billion of VIR debt; during
1980, the gap widened. Other countries in
a similar position included South Korea,
Turkey, Chile, Ivory Coast, Morocco and
the Philippines.

(billions of dollars)

Total variable
interest rate Foreign exchange

debt assets

Major borrowers (33) from
financial markets 181.3 115.3

Oil On porters 111.6 77.7

Semi-industrial countries 92.9 65.0
of which: Argentina 9.6 8.9

Brazil 39.0 10.2
Chile 4.1 2.2
Korea 9.9 5.6
Spain 11.5 23.3
Turkey 4.2 0.8

Other countries 18.7 12.7
of which: Colombia 2.8 3.8

Ivory Coast 1.5 .2
Morocco 2.4 .8
Philippines 5.4 3.7

Oil exporters 69.7 37.6
of which: Mexico 29.6 8.0

1972 74 76 78 80



Figure 5.3 External finance to
developing countries, 1970, 1975
and 1978

Trends
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ferent ways. The middle-income
group's receipts increased rapidly
in 1970-80not just those of net
commercial credit and private
investments but even of ODA.
Only in the case of workers' remit-
tances did the low-income coun-
tries' receipts grow more rapidly.
This reflected the leveling-off of
remittances from Europe, which
accrued mostly to the middle-
income countries, and the sharp
increase in remittances from the
Middle East, where workers were
imported mainly from low-
income countries. Middle-income

countries have therefore become
much more dependent on com-
mercial loans (mostly private bank
loans) and relatively less on ODA
and direct foreign investment
(Figure 5.3).

In contrast, net capital receipts
of the low-income oil importers
did not increase at all after 1975 in
real terms. Real ODA receipts in
1978 and 1980 were, in fact, lower
than the level reached in 1975.
There was no increase in the flow
of commercial loans either. Thus,
poor countries have received no
additional support from the inter-
national community to deal with
their terms-of-trade losses in
1979-80, when relatively modest
increases in aid would have re-
duced strains on these economies
and on more than 1 billion people
living in these countries (exclud-
ing China).

Financial adjustment

Until 1973-74 the bulk of external
finance going to the developing
countries came from the savings
of the industrial market econo-
mies: the first group ran a current
account deficit, the second a cur-
rent surplus. Since the 1973-74 oil
price increase, however, the oil
exporters have provided savings
that have been recycled to both
developing and industrial coun-
tries.

After the first oil-price increase,
the current account surplus of all
oil exporters rose from $4.1 billion
in 1973 to $62.6 billion in 1974. The
mirror image of this was reflected
in the deficits of all oil importers,
both industrial and developing
countries, in almost equal shares.
Current accounts of the industrial
countries shifted from a surplus of
$18.9 billion to a deficit of $8.5
billion while the deficits of the oil-
importing developing countries
rose from $7.3 billion to $33.1

Billions of 1978 dollars
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Figure 5.4 Global current account
balances, 1972-80
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billion. This was followed by a nar-
rowing of deficits and surpluses
during 1975-78. The second oil
price increase (1979-80) again
widened the deficits and the
surpluses.

These trends, corrected for
inflation in Figure 5.4, summarize
the broad contours of financial
adjustment that took place during
the 1970s. The major parties to the
financial adjustment were the
capital-surplus oil exporters and
the middle-income oil importers.
The shares of the low-income oil
importers and the nonmarket
countries in the net financial
transfers were small. Even though
the cost of oil-price increases on
the industrial countries' external
payments was large, these coun-
tries adjusted their external
balances, largely through rising
exports to the oil exporters and
contraction of imports. Indeed,
by 1975only a year after the first
major oil-price risethe current
accounts of the industrial coun-
tries had shifted into surplus by
an amount roughly equal to the
reduction in the surplus of all
oil exporters.

Although the trade and capital
flows among the major groups of
countries are the results of inter-
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dependent developments, trends
during the 1970s suggest a pattern
of causality running from the
actions of the major oil exporters
to the balance of payments of the
oil importers through the policies
of the industrial countries. The
price of oil set by major oil export-
ers, within the constraints of the
market, has a direct impact on the
economies of the oil importers.
The oil exporters also decide the
use to which they will put their
revenues. Because of the nature of
their imports, the positive impact
of oil revenues on trade flows has
been felt mostly by the exports of
the industrial countries. Oil
exporters used 44 percent of their
earnings on imports from indus-
trial countries and only 8 percent
on imports from oil-importing
developing countries. The finan-
cial investments by the oil export-
ers have also gone mostly to the
industrial countries.

Therefore, although higher oil
prices had a direct impact on the
import bills of the oil importers,
their effect on these countries'
exports depended on the expan-
sion of markets in the industrial
countries. The first oil-price rise
occurred at a time of worldwide
demand pressures and booming
commodity markets; and the
industrial countries, faced with
rising rates of inflation, responded
with deflationary policies. Thus,
rising import demand, induced by
the oil exporters' surpluses, was
not transmitted to the oil import-
ers, and immediate trade adjust-
ment was insignificant. In the
wake of the most recent oil-price
increase (1979-80), the downward
synchronization of economic
activity in the industrial countries
has been less marked, and the
indirect effect on exports of the
developing countries is slightly
more favorable than in 1974-75.

There is nothing inherently
undesirable about external deficits
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since deficit implies resource
transfer. The optimum level of
resource inflow to a country
depends on the expected benefits
from the additional resources and
their costs. Normally the benefits
would relate to the rates of return
on the assets created with the
imported resources and the costs
would depend on interest rates
and the difficulty of managing
repayment schedules of borrowed
resources. In times of sharp exter-
nal shocks arising from terms-of-
trade deterioration or export
shortfalls (as happened in 1973-75
and 1979-80), the utility of exter-
nal resources goes up because
they allow the economy time to
adjust to the new circumstan-
cesby substitution in pro-
duction (between energy and
other inputs) and consumption
(between traded and nontraded
goods).

It takes time for production pro-
cesses to be restructured, for labor
and capital to move and for con-
sumption habits to be changed.
Consequently, the induced de-
cline in real income and the
increase in the exchange rate will
be larger in the first period follow-
ing an external shock than in suc-
cessive periods. These differential
effects provide a rationale for
external borrowing to contribute
to structural adjustment. Borrow-
ing transfers income to the period
when real income has experi-
enced the strongest decline and
increases the supply of foreign
exchange in the period when it is
most scarce. To the extent that a
developing country cannot get
external capital, it has to cut
expenditure immediately, before
production or consumption re-
sponses have had time to operate.

In the longer term, however,
trade adjustment becomes a
necessity, not least because the
ability to supply external capital
depends on export prospects.

However, as discussed in Chap-
ters 3 and 6, the path and
speed of adjustment varies among
countries, depending on their eco-
nomic structure and policies.
Middle-income oil importers, es-
pecially the more industrialized
ones that pursue outward-ori-
ented policies, can reduce their
dependence on foreign finance
faster than can the less indus-
trialized or the inward-oriented.
On the other hand, low-income
countries, especially the least
developed and primary pro-
ducers, have more limited choices
even in the medium term.
Although economic policies in
many of those leave much to be
desired, their exports will take
longer to respond to improved
policies. Neither do they have
much scope for import substitu-
tion. These are also the countries
which cannot borrow from private
capital markets and will remain
dependent on concessional assis-
tance.

Prospects

In the absence of new external
shocks, external capital require-
ments of the oil importers as a
group are likely to decline as a
ratio to their GNP from the high
level reached in 1980 (4.9 percent).
But the decline will be gradual,
and current account deficits are
likely to remain high compared to
historical averages. These high
levels will reflect the difficulties
of adjustment faced by the oil
importers (especially the poorer
countries), higher interest pay-
ments which have reduced the
proportion of net resource trans-
fers, and the continuing
though smalldeterioration in
their terms of trade.

The funds to finance the deficits
of the oil importers will come
from persistent surpluses of the
oil exporters, augmented (or



reduced) by the surpluses (or defi-
cits) of the industrial countries.
But at what levels these transfers
can actually take place will depend
on the policies of the donor coun-
tries as far as concessional finance
is concerned, and as regards mar-
ket transfers, on the borrowing
capacities of the developing coun-
tries and the efficiency of financial
intermediaries.

Official finance

The low-income countries can
borrow very little commercially.
They will continue to depend
heavily on official (and mainly
concessional) lending for financ-
ing their development and struc-
tural adjustment. Noncommercial
official finance is important espe-
cially for the debt management
of the middle-income countries.

NONCONCESSIONAL FINANCE.
The variable interest rates and
shorter maturities of private com-
mercial loans have increased the
developing countries' debt-ser-
vice burden and have added new
uncertainties about the future
level of interest rates and refinanc-
ing possibilities. Moreover, in a
period of inflation, variable
interest rates contain an element
of compensation for the erosion of
capital values and have the effect
of reducing maturities, thereby
adding to the cash-flow diffi-
culties of borrowers.

Under these circumstances,
credit-market sensitivity to
prospective debt burdens influ-
ences the possibilities of rolling
over or refinancing existing debt
on maturity. These concerns will
be eased the more countries bor-
row on lower and more stable
interest rates and longer matu-
rities. Since they have been able to
borrow very little of this kind of
finance from private markets,
middle-income countries would

be greatly assisted by more official
lending.

Despite these considerable ben-
efits, nonconcessional official
finance is not increasing enough
to fulfill its potential. The share of
official lending in total nonconces-
sional finance was about one
fourth in 1970 but had fallen to 18
percent by 1980. Contributions to
the multilateral development
banks are either being scaled
down or delayed; even if all
prospective capital increases and
subscriptions were immediately
available, more funds would be
needed to provide adjustment
assistance while maintaining proj-
ect lending.

A new type of lending launched
by the World Bank, structural
adjustment lending (SAL), will
help oil importers adjust to the
changing international environ-
ment. SAL will assist countries in
formulating and carrying out
structural adjustment programs
and will provide finance during
the adjustment period. Structural
adjustment loans are planned as a
series of three to four operations
over a five- or six-year period.
Clearly, if essential World Bank
project lending is not to be
reduced, additional funding will
be necessary.

Additional funding will also be
needed for another major effort
planned by the World Bank, the
expansion of lending for energy
production in the oil-importing
countries. The World Bank has
already increased its emphasis on
lending for energy so that it
accounts for about 17 percent of
the Bank's program for 1982-86.
The $14-billion program envis-
aged is, however, no more than
one-half of what is regarded as
feasible and desirable. An addi-
tional program of energy invest-
ments has been identified totaling
a further $16 billion. This cannot
be carried out within the present

capital constraints of the World
Bank and therefore additional
finance will have to be raised.

The IMF has increased its fund-
ing for balance of payments pur-
poses and is taking major steps to
expand further its facilities for
adjustment lending. The potential
access of developing countries to
all IMF facilities has risen after
the seventh general quota increase
and the adoption of new guide-
lines on the access of the member
countries to IMF facilities. To
increase its resources, the IMF has
initiated the eighth quota review.
But as the review will take time,
the IMF is supplementing its
liquidity by borrowing. Addi-
tional funds will be negotiated
with member countries. If larger
amounts are needed, these will be
funded by central banks, and pri-
vate capital markets may also be
tapped. The IMF is also consider-
ing new allocations of Special
Drawing Rights (SDRs) as interna-
tional reserves that will help to
lighten the developing countries'
burden of maintaining adequate
levels of reserves.

AID. The level and outlook for
Official Development Assist-
ance1 is cause for serious concern
to the low-income countries.
Some donor countries have taken

1. The data on Official Development Assist-
ance in Figure 5.5 and Table 16 of the World
Development Indicators Annex are not
comparable with the ODA data in Tables
2.4, 5.1 and 5.4 and in Figures 5.2 and 5.3.
The former are based on the OECD
Development Assistance Committee
(DAC) definitions which show disburse-
ments of all types by donor countries.
Tables 2.4, 5.1 and 5.4 and Figures 5.2 and
5.3 show grants and concessional loans
received by the developing countries as
reflected in their balance of payments. The
principal differences are that the DAC
definitions cover technical assistance and
contributions to multilateral institutions,
including paid-in capital. The data on
ODA receipts generally exclude these two,
and in the case of the multilateral institu-
tions include only the disbursement of
concessional loans.
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the position that economic and
budgetary difficulties are adding
new limits to their ODA pro-
grams. In the United States,
which is already one of the
smallest donors in terms of the
proportion of its GNP, new budget
proposals indicate that future aid
will be lower than had seemed
probable a year ago. The United
Kingdom has announced cuts in
previously planned programs.
Fortunately, however, the Arab
OPEC countries and the Scan-
dinavian countries have main-
tained high ratios of ODA to GNP,
and Japan, the Federal Republic of
Germany, France, Canada, Italy
and Switzerland have all indicated
that they hope to increase their aid
efforts.

Aid has been criticized for not
promoting growth or for not
reaching poor people. Critics have
argued that in some countries,
especially in Africa, extra aid
could not be translated into pro-
ductive investment. But most crit-
icism of aid lacks a basis in fact or
experience. There are countries
that lack skilled personnel or
whose administrative organiza-
tion is weak. Even here, however,
there is much to be done by aid
coordination, by improving the
quality of aid and by using aid for
removing these very limitations.
Aid finances only a small propor-
tion of investment in develop-
ing countries; but aiding well-
conceived and well-monitored
programs makes a difference to
the overall development effort.
The fact that Indiaonce forecast
to be famine's permanent home
has become to a considerable
degree self-sufficient in food-
grains is due to aid and technical
assistance combined with major
efforts on the part of India itself.
Family planning in Indonesia,
new cereal varieties in East Africa
and railways, roads, dams and
power plants throughout the
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developing worldall these attest
to the value of aid.

In today's circumstances, aid
makes another, no less valuable,
contribution. It is needed to help
poor countries adjust to the losses
that they have suffered or will
suffer as a result of deteriorating
terms of trade. Most low-income
countries have had to forgo
growth to restrict their balance of
payments deficits. In the future,
they will need more concessional
assistance than they seem likely to
get if they are to carry out the
adjustment process at growth
levels even as high as the inade-
quate rates of the 1960s and 1970s.

Reallocating concessional aid
from middle-income to low-
income countries is almost as
important as increasing its overall
amount. In 1979 low-income coun-
tries (excluding China)whose
share of the developing countries'
population was 55 percent
received only 37 percent of ODA
given by OECD and OPEC coun-
tries. Their receipts per person
($6.80) were less than half of those
of the middle-income countries. If
aid through the multilateral
institutions is excluded, only 32
percent of bilateral aid went to the
low-income countries ($11.80 per
person to middle-income coun-
tries and $4.70 to low-income
countries).

Aid to the middle-income coun-
tries from three major sources is
heavily biased toward three
groups of countries. Israel and
Egypt, together, received about
$2.5 billion in 1979 (mostly from
the United States). This amounted
to $58 per person and equaled 7.2
percent of their GNP and about 22
percent of their imports. In a simi-
lar way, OPEC aid is heavily con-
centrated on the contributions to
Jordan and Syria, and a large por-
tion of French aid goes to its Over-
seas Territories in the form of
technical assistance (Figure 5.5).

Altogether, out of total bilateral aid
of $17 billion in 1979, $11 billion
went to middle-income countries.
The economic and humanitarian
merits of a reallocation to the
poorer countries are obvious, but
political considerations have so far
precluded such action.

Figure 5.5 Sources and
distribution of aid

ODA flows from major donor groups. 1970,
1975 and 1979

Total ODA
(billions of 1878 dollars)

Percentage
share

Distribution of aid, 1979

(percentage share)

Uealloeated by
country

Distribution of bilateral aid to
middle-income countries
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Coccntry DAC OPEC DAC & OPEC
Egypt 12 1 9
Israel 14 - 10
Jordan 1 29 8
Syria 1 42 12
French dependencies 16

Sub-total 44 72 51
Others 56 28 49

Total 100 100 100
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Multilateral ODA partly offsets
the bias of bilateral aid against
low-income countries. Principal
sources of multilateral ODA are
the United Nations, the European
Economic Community and the
International Development
Association, the latter disbursing
about 84 percent of its aid to low-
income countries.

Private lending

The growing importance of pri-
vate bank lending, particularly for
the middle-income countries, has
been the outstanding feature of
development finance during the
past decade. Whether that growth
will be maintained depends es-
sentially on two factors: the bor-
rowers' willingness and ability to
service more debt, and the banks'
willingness and ability to expand
their role as intermediaries. These
two issues are discussed in turn.

DEBT. Between 1970 and 1980,
developing countries' outstand-
ing medium- and long-term debt
increased more than sixfold in
nominal terms (at an average
annual rate of 20.5 percent), reach-
ing $438.7 billion by the end of
1980, compared with only $67.7
billion as recently as 1970 (Figure
5.6). The low-income oil import-
ers' debt grew less rapidly, since
they depended more on grants.
The single most important factor
in these increases was the rapid
rate of inflation. In real terms out-
standing debt grew at around 10
percent a year, compared with
about 12 percent a year during the
1960s (Table 5.2).

The growth of debt was not
excessive in relation to GNP or
exports (see box, overleaf). The
debt to GNP ratio increased over
the 1970s, as would be expected;
but measured against exports of
goods and services, the debt ratio
was lower in 1980 than it had been
in 1970. However, significant

Table 5.2 Medium- and long-term external debt,
outstanding and disbursed, 1970-80

Note: Includes private nonguaranteed debt.
a. Compound annual rate of change.

changes in the composition of
debt have increased the burden of
servicing it.

Over the past decade, there has
been a sharp fall in the share of net
borrowing from bilateral official

Figure 5.6 Developing countries'
outstanding debt, by type of
creditor, 1970 and 1980

(percentage shares)

All developing countries
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sources; a marginal increase in the
share coming from multilateral
institutions; and a large increase
in the proportion of loans from
private creditors-especially from
financial institutions. As a result,
debt to private creditors increased
at 28 percent a year, debt to finan-
cial institutions at 41 percent a
year. Private financial institutions
held 12 percent of outstanding pri-
vate and publicly guaranteed debt
in 1970 and some 43 percent in
1980.

These changes were largely the
product of what was happen-
ing to the middle-income coun-
tries. The share of official creditors
in the debt of the middle-income
oil importers fell from 43 percent
in 1970 to 27 percent in 1980 while
private creditors accounted for
almost three-quarters of the total
by 1980. By contrast, the composi-
tion of the low-income oil im-
porters' debt changed very little.
They continued to borrow mainly
from traditional sources-bi-
lateral lenders and multilateral
institutions.

The growth of borrowing from
private banks together with the
rise in interest rates has increased
the burden of servicing debt. Part
of the rise in interest rates is an
inflation premium. But even infla-
tion-corrected interest rates have,
in recent years, been higher than
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Billions of
current dollars

Billions of
1978 dollars Percentage

real growth,
1970 1980 1970 1980Country group 1970-80'

Oil importers 48.0 301.3 102.6 250.9 9.4

Low-income 14.5 48.0 31.0 40.0 2.6
Middle-income 33.5 253.3 71.6 210.9 11.4

Oil exporters 19.7 137.4 42.1 114.4 105

All developing
countries 67.7 438.7 144.7 365.3 9.7

1970

1980

1970

1980



Debt indicators
There are two broad categories of debt
indicators:

Those that measure a country's
capacity for making payments in foreign
exchange. The most widely used of these
is the debt-service ratio-interest and prin-
cipal payments on long-term debt
divided by exports of goods and services.
Its meaning can seldom be easily inter-
preted: some countries have had little
difficulty in managing their debt with a
ratio of 40 percent or more, while others
have had severe problems when debt-
service payments were less than 10 per-
cent of exports.

The apparent paradox is explained
partly by how easily countries can borrow
commercially. As long as investors have
confidence in the management of an
economy, they will roll over principal
repayments. In such circumstances, the
interest-service ratio-interest payments
divided by exports of goods and ser-
vices-may be a better indicator of the
country's ability to make payments
abroad, since it avoids the distorting
effects caused by a bunching of repay-
ments, prepayments, or refinancing.

Developing countries' outstanding debt, 1970-79

Those that measure a country's
capacity to generate real resources (which
can then be used to pay for imports and
service debt). The ratio of interest payments
to GNP is often used to illustrate the debt-
service burden on an economy's produc-
tive capacity.

Some indicators-the ratio of external
debt to foreign exchange reserves, for
example-combine features of both types
of measure. But none of them are an ade-
quate substitute for detailed country
analysis. In a period (like the 1970s) when
debt is substituting for equity capital, a
country's capital-service ratio-contractual
service payments on long-term debt, plus
remitted profits on direct investment
divided by exports of goods and ser-
vices-may be the best guide to a coun-
try's creditworthiness.

As the table shows, the various mea-
sures have not always moved in line with
each other, although all indicate a clear
deterioration since 1974. Weighted by
individual countries' shares in total public
debt (so that the effect of countries with
growing exports but low indebtedness on
the average ratios is minimized) both the

debt-service and the capital-service ratios
increase more sharply during the 1970s
(see figure), reflecting the high and rising
debt of those countries that are currently
the major borrowers.

Weighted by shares
in public debt

15

10

0

Developing countries' debt-service
and capital-service ratios, 1970-79

i'crcci,tQgC

30

Unsvrightrd

1970 71 72 73 74 75 76 77 78 79

Note: Includes all developing countries that report to the World Bank's debt-reporting system except: (1) the capital-surplus oil exporters;
and (2) countries for which complete and reliable time series data are not available (Afghanistan, Bahrain, Botswana, Burundi, Comoros,
Guinea, Iran, Iraq, Lebanon, Lesotho, Liberia, Maldives, Nepal, Papua New Guinea, and South Africa).

Contractual service payments on long-term debt, plus remitted profits on direct investment divided by exports of goods and services.
Debt outstanding and disbursed.

in the early 1970s and 1960s.
Moreover, while the inflation pre-
mium compensates for the ero-
sion in the real value of outstand-
ing debt, when combined with the
shortening of average maturities
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it aggravates the debt-servicing
problems of developing countries.

Average maturities fell from 20
years in 1970 to 12.7 years in 1980,
although the maturities of loans
from official (24 years) and private

(9 years) sources remained prac-
tically the same over the period.
Thus, the grant element in
developing countries' debt fell
from 31.8 percent in 1970 to 6.3
percent in 1979, with the share of

(percentages)

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979

Indicators

Debt-service ratio 8.9 9.2 9.0 8.8 7.1 8.4 8.4 9.5 12.4 12.6
Interest-service ratio 2.8 2.9 2.8 2.7 2.4 3.2 3.3 3.5 4.2 4.8
Capital-service ratio' 14.5 14.5 13.4 13.4 11.1 11.9 11.5 12.9 15.5 15.0
Debt/GNP (percentage)b 12.3 13.1 13.5 13.1 12.6 13.9 15.5 17.0 18.3 17.8
Debt/exports (percentage)b 80.1 85.2 81.8 70.0 59.6 72.1 75.6 79.6 86.6 78.3
Debt/reserves (percentage)b 263.7 239.9 183.2 153.9 143.5 193.9 204.6 214.5 217.3 176.4
Interest-service/GNP (percentage)b 0.4 0.4 0.5 0.5 0.5 0.6 0.7 0.7 0.9 1.1

Memo item

Total public debt outstanding and
disbursed, all included countries
(billions of dollars) 50.4 59.3 69.3 84.8 105.5 128.4 159.1 198.9 251.7 294.4

Capital-service ratio
25 - Debt-service ratio



concessional debt in the total fall-
ing from 39 percent in 1970 to 23.6
percent in 1979.

Higher interest rates and short-
er maturities meant that the
growth in gross borrowing be-
tween 1970 and 1980 was not trans-
lated into comparable growth in
net transfers. In 1970, after amor-
tization and interest payments,
some 43 percent of borrowed
funds was available for buying
imports and adding to reserves.
That share rose to nearly 50 per-

Debt relief
While most developing countries have
been able to meet principal and interest
payments on their external debt, some
have been forced to seek debt relief. The
circumstances leading to debt renegotia-
tions have varied, but most had some
similar basic features. These included
balance-of-payments deterioration and
excessively expansionary fiscal and
monetary policies over several years
which were aggravated by short-term
shocksthat is, shortfalls in exports or
workers' remittances, sharp worsening of
terms of trade and national calamities.
Some steps countries took to cope with
these difficulties added to their problems.
They borrowed at hardened terms. Pri-
vate credit also sometimes had a
destabilizing effect. For example, banks
would lend when commodity prices were
rising but would cut back when export
earnings declined.

Debt relief has been arranged for a few
countries through aid consortia; large
sums have been involved and different
aims pursued. Pakistan's public debt of
$990 million was rescheduled in a series of
agreements negotiated in aid consortia
meetings from 1972 to 1974, and in 1981.
India received $1.25 billion of debt relief
between 1968 and 1976 (along with aid
pledges and without interruptions to ser-
vice payments) from the Aid Consortium,
mainly to improve the quality of aid at a
time when debt-service payments were
constraining India's access to free foreign
exchange resources. Turkey received
massive debt relief through the OEEC in
1959 along with general economic assis-
tance.

For 13 other developing countries over
the past 25 years, debt relief on official or

cent in 1975-76, butpartly as a
result of refinancing of debtit
had fallen to 40 percent by 1978. A
slowdown in borrowing com-
bined with the surge in interest
rates caused the ratio to fall to only
22 percent in 1980.

BORROWING CAPACITY. One
indication of a borrower's capacity
to service its debt comes from a
comparison of debt-service pay-
ments with export receipts. By
this measure, developing coun-

officially guaranteed debt (loans from
governments and insured commercial
credits) has been arranged through the
Paris Clubad hoc meetings of represen-
tatives of the governments of creditor
countries. In contrast with consortium
meetings, the Paris Club has discussed
only debt relief and not overall flows of
foreign aid.

During the 1970s, loans from commer-
cial banks have expanded rapidly, and
debt relief has increasingly involved
commercial banks. The restructuring of
commercial banking debts has taken
place in parallel with Paris Club agree-
ments for Peru (1978), Sudan (1980),
Turkey (1979) and Zaire (1980). In addi-
tion, there have been substantial refi-
nancings of debt to commercial banks
without Paris Club involvement: Argen-
tina (1976), Jamaica (1979), Nicaragua
(1980) and the Philippines (1970). Debt
restructuring agreements with commer-
cial banks since 1973 amount to $5.1
billion of which Turkey accounts for $3.1
billion.

Debt relief has been extended gen-
erally for periods of 12 to 18 months
on the condition that the debtor adopts
a stabilization program (usually one
approved of by the IMF or a stand-by
agreement) to eliminate balance of pay-
ments difficulties. Repayment of re-
scheduled debts is normally over 7 to 10
years, including 3 to 4 years' grace.
Interest charges on rescheduled debts are
typically set at the rate for new loans of
the type being rescheduled. Debt relief
on concessional terms (low interest rates
plus long repayment) has been extended
only to India (noted above), Indonesia
(where the entire outstanding debt was

tries have spent an increasing pro-
portion of their export earnings on
debt amortization and interest
payments, particularly toward the
end of the decade (see box).
Part of the recent deterioration
was caused by large-scale refi-
nancing in 1978 when the major
borrowers took advantage of
favorable market conditions. That
reflects good debt management,
not a worrisome upward trend.
But the interest burden also rose
significantly: measured in relation

restructured in 1970), Ghana (1974) and
Pakistan (1974 and 1981). Generally, debt
relief has not been extended on pre-
viously rescheduled debt.

The Paris Club arrangements for debt
relief provide for an orderly restructuring
of external obligations when debtor coun-
tries have serious liquidity problems. But
there has been continuing disagreement
between debtor and creditor countries
over the length of the consolidation
period and the terms of repayment,
reflecting different points of view regard-
ing the purpose of debt relief. Most credi-
tor countries' position is that the objective
of debt relief is to help debtor countries
recommence meeting their debt-service
payments as scheduled and so restore
their creditworthiness. Thus, a short con-
solidation period is considered appro-
priate so that debt relief can be adjusted
to correspond to the country's changing
capacity to repay. The debtor countries
point out that when debt difficulties are
deep-seated, short consolidation periods
compel them to seek continuing debt
relief and short repayment periods lead to
a future bunching of debt-service obliga-
tions. They insist that debt renegotiations
should take into account their future
adjustment problems and financing
needs and that concern about credit-
worthiness should take a longer-term
view.

The best way for the international com-
munity to assist countries with large debt
and poor export prospects remains
unresolved, but increasingly emphasis
falls on the need for debt relief as part of a
viable package of foreign financing to
support an economic program.
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to developing countries' GNP,
interest payments more than
quadrupled between 1970 and
1980, from 0.4 percent to 1.8 per-
cent of GNP.

Debt-service ratios weighted by
the debt of individual borrowers
have risen even more sharply
than the unweighted ratios, indi-
cating a more serious deterio-
ration for the current borrowers
with the largest debt. Looking just
at the principal borrowers, three-
quarters of them had higher debt-
service ratios in 1979 than they had
in 1970. In several cases, debt-
servicing difficulties were so
severe that countries had to seek
debt relief (see box).

Another trend has reduced the
debt-management capability of
many developing countries in
recent years: the share of export-
tied credits has risen, resulting in
a declining ratio of freely usable
credits to total borrowings. Com-
bined with a falling share of net
transfers (after amortization and
interest), the flexibility acquired in
foreign exchange management in
the early 1970s will be much
reduced in the 1980s.

While these trends indicate that
the developing countries will face
more serious debt-management
difficulties in the future, they do
not signal a generalized debt
problem for the developing coun-
tries. Balance of payments projec-
tions for the 1980s under probable
scenarios support this view. The
concern about the total debt of
developing countries that occu-
pied regulators, financial com-
mentators and some bankers in
the late 1970s is likely to be
replaced by a return to greater
emphasis on individual credit-
worthiness and differentiation of
lending terms.

By country group, debt profiles
can be summarized as follows:

Low-income oil importers.
Although their debt indicators
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improved significantly between
1970 and 1979, that was due
entirely to India's weight in the
average; its exports and GNP grew
enough to raise its credit standing
in commercial markets. Some
other low-income countries could
also become borrowers of com-
mercial credit on a small scale, but
they will remain largely depen-
dent on official aid.

Middle-income oil importers.
They saw their debt burden in-
crease steadily during the 1970s,
a trend that was generally consis-
tent with prudent borrowing and
their expanding economies. Dif-
ferences exist, however, among
members of the group. Some are
in a much stronger position to
borrow now than in the mid-
1970s because of excellent export
performance; in nearly every case,
they are sizable exporters of
manufactures. Others run the risk
of encountering difficulties if they
attempt to expand their borrowing
as rapidly as in the past; nearly all
of them are heavily dependent on
commodity exports. As a group,
the middle-income oil importers
account for nearly 58 percent of
the total disbursed and outstand-
ing debt of all developing coun-
tries; their performance in the
1980s will be a major influence on
the overall growth of lending by
private creditors to developing
countries.

Oil exporters. Their borrow-
ing prospects look as promising as
they did at the time of the 1973-74
oil-price increase. Despite their
heavy borrowing in the past, they
are unlikely to run into debt-
management difficulties provided
that they invest their borrowed
funds productively and develop
their nonoil exports. However,
these countries need to prepare
their economies for the adjust-
ment they will face when their
oil reserves are exhausted (see
Chapter 6).

Creditworthiness of individ-
ual countries will depend essen-
tially on their growth and export
performance and on the structure
of their debt. Commercial banks
are unlikely to seek expansion of
their lending to countries with
poor export prospects. On the
other hand, countries such as
Brazil, Mexico and South Korea
have shown that heavy borrowing
can be serviced provided that the
economy grows rapidly and ex-
ports are buoyant. South Korea's
debt rose from $1.8 billion in 1970
to $15 billion in 1979; yet its exports
grew so rapidly (outstripping
GNP growth) that its debt-servic-
ing capacity improved consider-
ably over the decade. Mexico's
creditworthiness also improved as
earnings from oil exports started
to rise.

Commercial banks will be wary
of countries that have borrowed
excessively from them or that are
burdened with a disproportionate
volume of private debt on market
terms and rather short maturities.
Prudent borrowing policies, larg-
er flows of official aid with longer
maturities and mechanisms for
resolving the liquidity problems of
debtors through appropriate poli-
cies, refinancing and resched-
uling, will be needed to minimize
disruptions.

BANKS AS INTERMEDIARJES.After

the rapid expansion of the 1970s,
the growth in medium- and long-
term private bank lending to the
developing countries slowed con-
siderably in 1980. This was accom-
panied by a hardening of terms
wider spreads, higher fees and
shorter maturities. This lull has
strengthened concerns that the
commercial banks may not play
the same role in recycling as they
did in 1973-79.

It can, however, be explained
partly by changes in short-term
conditions. The major borrowers



had borrowed heavily in 1978, tak-
ing advantage of the low spreads
and the high liquidity of the banks
to prepay earlier loans contracted
on wider spreads. Some of the
subsequent decline in borrowing
in 1980 can also be attributed to the
high short-term interest rates in
the United States and their impact
on the key Eurocurrency rate
(LIBOR). And there were particu-
lar reasons why some individual
countries did not borrow much
from the banks. It seems likely
that the slowdown in lending was
not as marked as it appeared on
the surface. Data produced by the
Bank for International Settlements
(BIS) suggest large increases in
short-term, unpublicized borrow-
ingwhich are not included in
statistics of publicized borrowings
in capital markets.

Beyond these short-term fac-
tors, are there any reasons why
bank lending may not continue to
grow? Examination of individual
countries shows some deteriora-
tion in the borrowing capacity
of certain developing countries
and a slight increase in the con-
centration of debt over the decade.
However, given the profitability of
lending to developing countries,
their exemplary record (with few
exceptions) in meeting their
obligations and their continuing
need for foreign finance, it seems
unlikely that financial intermedi-
aries will discriminate against
developing countries as a group.
They may, however, have to con-
sider two institutional constraints
on their lending policies.

CAPITAL ADEQUACY. There is
some justification for the claim
that banks' capital ratios have been
declining since 1973, but the
extent of this decline and its effect
on lending to the developing
countries are less clear. However,
a more relevant change has been
the growth of international assets

relative to domestic assets, result-
ing in capital growth not keeping
pace with international asset
growth. Banks' gross claims on oil
importers rose from 49.6 percent
of total bank capital in 1975 to 61.5
percent in 1978 while claims on de-
veloping countries as a percentage
of total assets rose from 2.6 per-
cent to 2.9 percent. For US banks,
the ratio of developing-country
loans to capital rose from 49.4 per-
cent (1975) to 57.7 percent (1978),
and the ratio of loans to total assets
rose from 3.6 percent to 4.0 per-
cent. However, since commercial
bank deposits of the developing
countries have also increased, the
rise in net exposure is much less.

To what extent increased
exposure will cause banks to slow
their lending to developing
countries will depend on factors
such as the return on developing-
country loans, bankers' percep-
tions of desired portfolio limits
and the effect of foreign asset
growth on the cost of raising new
capital. There is little evidence to
suggest that foreign lending is less
profitable than domestic lending;
indeed, the reverse has probably
been the case in the 1970s. Banks
have suffered less from defaults
on foreign loans than on their
domestic business. However, it is
possible that bankers and their
shareholders have different views
on the desirability of foreign lend-
ing, and this could weaken the
banks' ability to raise new capital.

COUNTRY LIMITS. For pruden-
tial reasons, banks impose inter-
nal limits on lending to individual
countries. These limits are not for-
mally defined or published, so
there is no way of analyzing how
close banks are to these limits.
However, some banks are un-
doubtedly at or near their ceiling
for some countries; those coun-
tries will be able to borrow more
only if other banks are prepared to

increase their exposure.
Summing up these various in-

fluences on commercial banks, it
seems highly probable that both
borrowers and lenders will adapt
to changing conditions without
precipitating any general crisis of
confidence. While some econ-
omies may find it harder to service
their debt, others will find it
easier. Different countries are
involved with different banks,
and the degree of their involve-
ment also varies. Loans rarely
mature simultaneously. And no
developing country accounts for
more than 3 percent of total
international banking assets.
Developing-country risks are not
synchronized.

Foreign private banks' relations
with the developing countries
have become much more diver-
sified and complex in recent years,
going beyond the lender-bor-
rower interaction. Deposits by the
developing countries, including a
large proportion of their foreign
exchange reserves, reached $90
billion in 1979. Private banks also
serve as correspondent banks,
operate local branches, finance
trade, advise governments, and
act as bankers to their corporate
clients that have business interests
in the developing countries. These
client relationships are likely to
grow, in parallel with the increas-
ing financial development of the
more advanced of them; and the
attractiveness of these oppor-
tunities will be an important factor
in the growth of private banks'
involvement in the developing
countries.

For these and other reasons,
banks that feel they are over-
exposed internationally can gen-
erally be replaced by others as
happened to some extent in the
late 1970s. International lending
by German, Swiss and Dutch
banks accelerated in 1976-77 and
by Japanese banks in 1978-79
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while the American banks were
slowing down their foreign lend-
ing.

More recently the OPEC-Arab
banks have increased their par-
ticipations in syndicated Euro-
loans to the oil-importing devel-
oping countries. An analysis of
the lead management role of these
banks suggests an increase in their
share of international lending as
well as a shift toward oil-import-
ing developing countries. Whereas
about 80 percent of their lending
went to oil exporters and Arab
countries and only 10 percent to
the oil-importing developing
countries in 1977-78, in 1980-81

a. Estimate. b. Minus (-) equals increase.
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the share of oil-importing devel-
oping countries has gone up to
20-30 percent. Thus, OPEC-Arab
banks now account for about 4.4
percent of total international lend-
ing and 4.3 percent of lending to
the oil-importing developing
countries. Profitable lending
opportunities in due course attract
new capital into foreign lending
and may even produce new insti-
tutions.

This confidence in the basic
adaptability of the capital markets
should not, however, distract
attention from the need for vig-
ilance by borrowers and lenders
on the evolution of the markets or

Table 5.3 Oil importers: financing current deficits, 1970-90

from the need for the support that
the international financial institu-
tions can provide. Because the
share of developing countries in
the total assets of the private banks
is small, minor changes in the
banks' perceptions may signifi-
cantly reduce the amount that a
country can borrow. Changed atti-
tudes can then be self-fulfilling,
by precipitating debt-service diffi-
culties for the borrowers. To re-
duce such risks and uncertainties
and to improve the access of the
developing countries to stable
flows of nonconcessional credit,
direct placements by the oil ex-
porters in developing countries

(billions current dollars)

Item 1970 1980

Projections

Annual
percentage growth

(current prices)

Annual
percentage growth
(constant prices)

1985 1990

1970-80

1980-90

1970-80

2980-90

High Low High Low High Low High Low

Current accounts
Resource gap -8.8 -65.2 -71.6 -58.0 -116.5 -83.0 22.2 6.0 2.4 11.2 -1.0 -4.3
Workers' remittances 2.3 16.7 25.7 23.8 36.8 33.5 21.9 8.2 7.2 11.0 1.2 0.2
Interest payments -1.4 -22.5 -41.9 -39.8 -65.6 -55.5 32.0 11.3 9.4 20.0 4.0 2.3
Other current transactions -0.7 1.5 1.7 2.3 4.0 3.7

Current account balance -8.6 -69.6 -86.1 -71.7 -141.3 -101.3 23.3 7.3 3.8 12.1 0.3 -3.0
Financed by

Net capital flows 9.1 55.3 96.2 76.1 161.6 112.2 19.8 11.3 7.3 9.0 4.0 0.3
ODA:
Grants 1.0 8.3 16.7 13.7 27.9 20.9 23.6 12.9 9.7 12.6 5.5 2.5
Concessional loans 2.1 8.0 16.2 13.5 26.4 20.6 14.3 12.7 9.9 4.1 5.3 2.6
Total 3.1 16.3 32.9 27.2 54.3 41.5 18.1 12.8 9.8 7.5 5.4 2.6
Medium- and long-term

borrowing:
Official export credits 0.5 2.6 3.6 3.6 6.7 5.5 17.9 9.9 7.8 7.2 2.4 0.4
Multilateral 0.5 3.2 6.3 5.5 9.0 8.1 20.4 10.9 9.7 9.4 3.5 2.3
Private 3.4 27.5 42.8 30.5 74.6 43.6 23.3 10.5 4.7 19.7 3.3 -2.1
Total 4.3 33.4 52.5 39.6 90.3 57.2 22.8 10.5 5.5 16.6 3.2 -1.4
Private direct investment 1.7 5.6 10.8 9.3 17.0 13.5 12.7 11.7 9.2 2.7 4.4 1.9

Change in reserves'
and short-term borrowing 0.5 14.3 -10.1 -4.4 -20.3 -10.9

Memorandum items
Debt outstanding

(billions of dollars) 48.0 301.3 577.3 539.0 1,047.0 872.7 20.2 13.3 11.2 9.1 5.9 3.9
Resource gap/GNP (percentage) 2.5 4.6 2.7 2.3 2.5 2.0
Current account deficit/GNP

(percentage) 2.4 4.9 3.3 2.9 3.0 2.4
Net capital flows/GNP

(percentage) 2.6 3.9 3.6 3.1 3.4 2.7
Debt service/GNP (percentage) 1.2 3.9 3.8 3.8 3.8 3.7
Interest payments/GNP

(percentage) 0.4 1.6 1.6 1.6 1.4 1.3



should be encouraged, and the
international financial institu-
tions should play a larger role in
intermediationdirectly or in
cooperation with the private
banks.

TRENDS AND UNCERTAINTIES.TWO

scenarios of the developing coun-
tries' adjustment and growth dur-
ing the next decade were dis-
cussed in Chapter 2. The High
and the Low case assumptions
about capital flows are consistent
with the views discussed above.
The growth of net capital flows to
the oil importers is projected to
slow down from the high rates of
the 1970s, but net capital will con-
tinue to contribute resources
equal to 2.7 to 3.6 percent of their
GNP (Table 5.3). This is lower than
the levels reached in some years of
the last decade but higher than the
pre-1973 level.

The High case projections of
Chapter 2 are not ambitious in
relation to the future supply of
capital. Surpluses of the oil export-
ers and, later in the decade, of the
industrial countries could provide
higher counterpart savings; finan-
cial institutions could intermedi-
ate larger volumes of finance; and
richer countries could give more

concessional aid without impos-
ing a significant burden on their
citizens. Therefore, it is quite fea-
sible for capital flows to grow at a
faster rate than is assumed in the
High case.

These projections are also mod-
est in relation to the needs of the
developing economies for capital
and their ability to use it produc-
tively. Moreover, they are related
to expectations about trade and
current account balances under
the assumption of no abrupt
changes in the external environ-
ment. Many countries could use
more resources productively if
they were available on convenient
terms. On the other hand, less
favorable circumstances may also
call for higher levels of external
support (at concessional terms) to
sustain minimum development
efforts.

Needless to say, there are many
uncertainties about the future
course of capital flows. The "real"
environment in which the capital
flows operatethe global surplus
and deficitwill be affected by
the trade, monetary and fiscal pol-
icies of the developed, developing
and OPEC countries. Operations
of the financial intermediaries will
be more directly influenced. The

financial conditions and policies
in the major industrial countries
will be an important factor on
the supply side. On the demand
side the feasibility of continued
recycling will depend on the per-
formance of the developing coun-
tries. Future trends of official
capital flows are even more diffi-
cult to project since they will
basically reflect political decisions.

Most of these uncertainties can-
not be eliminated. But official
actions can improve the climate
in which developing countries ob-
tain private finance. Commercial
bank lending needs to be supple-
mented by more official credits.
Additional ways of recycling the
oil exporters' surpluses need to be
developed and existing mecha-
nisms strengthened. The institu-
tional framework for debt refi-
nancing and rescheduling must be
improved so that liquidity prob-
lems are dealt with promptly.
(See box on Debt relief, page 59).
Such changes will have the most
impact on the middle-income
countries but, for the low-income
countries, the remedyto
improve the flow of concessional
financeis more easily described
than achieved.
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