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2 The world economy in transition

In the early 1970s, after more than
two decades of rapid develop-
ment, the world economy en-
tered a period of transition. It be-
came necessary to adjust to
inflation, the realignment of cur-
rencies following the collapse in
1971 of the Bretton Woods system
of fixed exchange rates, the 1972-
74 food crisis, the 1973-74 quad-
rupling of oil prices, and the de-
celeration of growth in oil sup-
plies. These factors led to a short,
sharp recession in 1974-75. Then,
after three years of recovery, a
further adjustment was required
as oil prices doubled in 1979-80,
inflation accelerated, and ex-
change and interest rates became
unusually volatile.

The recession these events in-
duced has been unexpectedly
prolonged. In the industrial coun-
tries, economic policies that had
successfully coped with earlier
cyclical downturns, and even to
some extent with the recession of
1974-75, are proving inadequate,
and growth has faltered. The de-
veloping countries, despite the rise
in their current account deficits
from $40 billion in 1979 to $115
billion in 1981, have been much
more successful than the indus-
trialized countries in adjusting to
the new situation. Many have
been helped by policies they in-
stituted in response to events of
the early 1970s, by their high in-
vestment rates, and by the help-

ful developments of the later 1970s
in international trade and capital
flows. Nonetheless, even for
thriving middle-income coun-
tries, the current economic envi-
ronment is fraught with difficul-
ties. For many people in the
poorest developing countries
particularly in sub-Saharan Af-
rica, where income per person has
not grown for a decadethe abil-
ity to maintain even basic pro-
duction activities may be compro-
mised.

This chapter reviews how
countries have adjusted and de-
scribes the actions taken to re-
store external deficits to sustain-
able levels, with or without
reductions in economic growth
rates. The review identifies poli-
ciesboth those which can
strengthen individual economies
and those which can improve the
international environmentthat
would help development prog-
ress in the remainder of this dec-
ade. Alternative projections of
growth in the 1980s are discussed
in Chapter 4. They are based on
a long-term view of determinants
of growth and, in particular, on
assessments of the developing
countries' ability to modify their
economic structures. To provide
this perspective, Chapter 3 ana-
lyzes trends in the groups of de-
veloping countries, and their re-
lations with the international econ-
omy, over the past three decades.

Adjustment in 1973-78
As described in more detail in
World Development Report 1981,
countries have four ways of re-
sponding to external shocks. The
current account deficit can be
brought back to sustainable levels
by (1) slower growth, which cuts
the demand for imports, or (2)
switching production toward ad-
ditional exports and import sub-
stitutes. External borrowing can
be used to provide countries with
additional investment resources
(3) to help make these structural
adjustments or (4) to postpone
making adjustments.

All four mechanisms were at
work after 1973: the annual growth
of developing countries as a group
fell sharply, from 5.8 to 4.6 per-
cent, but there was a more drastic
deceleration in industrial coun-
tries, from 5.1 to 2.4 percent (Table
2.1 and Figure 2.1). The general
patternof better growth per-
formance by middle-income
countries than by richer or poorer
countries (Figure 2.1)conforms
to that since 1960. Among devel-
oping countries, the low-income
sub-Saharan countries were least
able to make structural adjust-
ments; but in India and China,
with large, relatively self-suffi-
cient economies, the effect of ad-
verse external events was more
than offset by high domestic in-
vestment and good agricultural
performance.
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Most oil-importing developing
countries borrowed more in the
immediate aftermath of the 1972-
73 events. Nonconcessional cap-
ital flows, mostly from commer-
cial banks, expanded rapidly in
1973-75, as did concessional flows
from industrial countries and high-

income oil producers; thus im-
ports other than oil were permit-
ted to rise while adjustment
measures were implemented. By
1976, most deficits had been
brought down substantially (Table
2.2). In the process of imple-
menting adjustment policies, it
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Figure 2.1 Growth in real GDP, 1971-82
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was the volume of domestic in-
vestment and consumption, rather
than the need to accommodate to
changes in the terms of trade, that
shaped the use of external fi-

nance. The contribution of in-

vestment to the adjustment proc-
ess was especially vital to raise
production capacities for exports
and import substitutes, notably
energy, to effect permanent im-
provements in the structure and
level of trade of developing coun-
tries. (The trade adjustment
mechanism is analyzed in detail
in the 1981 World Development Re-
port, Chapter 6.)

All country groups, apart from
the least developed and the in-
dustrial countries, increased the
ratio of investment to GDP, in part
at the expense of consumption
(Table 2.3). The industrialized
countries were unable to restrain
consumption, and the least de-
veloped countries had little scope
for doing so. The inability of least
developed countries to raise real
investment rates despite substan-
tial foreign capital inflows jeop-
ardized their economic adjust-
ment and left them vulnerable to
further shocks. In other groups,
however, notably South Asia, the
investment upsurge was helped
by additional domestic savings.
As noted below, the developing
countries' ability to maintain high
investment rates, while those of
the industrialized countries fell
(Figure 2.2), was a key to their
superior growth performance in
the 1970s.

Within groups of countries, ad-
justment experience of course
varied widely, depending impor-
tantly on their domestic policies
as well as on their economic
structure and the differential im-
pact of external forces. Among
semi-industrial and primary pro-
ducing countries, as noted in the
1981 Report, those with outward-
looking trade policies (for exam-

Table 2.1 Growth of GDP, 1960-82
(average annual percentage change)

Counfr cruup 1960-73 1973-80 1980 1981 1982

Air developing countries 5.8 4.6 4.0 2.2 3.9
Low-income 4.1 4.5 5.9 3.9 3.9

China 4.7 5.3 6.8 3.0
India 3.5 3.8 6.5 5.6
Other 3.8 3.1 2.9 4.3

Africa 3.8 1.3 0.4 2.7
Asia 3.8 5.2 5.5 5.9

Middle-income 6.4 4.7 3.5 1.7 3.8
Oil exporters 6.4 4.4 3.0 3.3 4.6
Oil importers 6.3 4.8 3.7 1.0 3.5

East Asia and Pacific 8.2 7.5 3.5 7.2
Latin America and Carib-

bean 5.9 5.4 5.6 -2.5
Sub-Saharan Africa 4.4 3.3 4.2 1.7
Middle East and North

Africa 5.0 3.6 4.7 -0.5
Southern Europe 7.0 3.4 1.4 2.0

High-income oil exporters 8.6 8.3 4.5 -11.3 - 1.0
Industrial market economies 5.1 2.5 1.4 1.2 0.2
Industrial nonmarket economies . . 2.7 1.8 3.0

1971 72

a. Excludes China

73 74

ncludes Spain.
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pie Ivory Coast, Republic of Ko-
rea, Philippines, Singapore, Thai-
land, Tunisia, or Uruguay)
generally adjusted more effec-
tively than those with inward-
looking policies (such as Colom-
bia, Kenya, Peru, Turkey, or
Yugoslavia).

Adjustment in 1979-82

Overall, the immediate slow-
down in growth rates in 1980-81
was less marked than in 1974-75,
suggesting that previous adjust-
ment actions had created more re-
silient economic structures. The
doubling of oil prices in 1979-80
brought about the same terms of
trade loss, some 2 percent of GDP,
as the quadrupling in 1973-74, but

in the industrial economies out-
put continued to grow at mod-
erate rates through 1979. Output
began to stagnate in the course of
1980, beginning a slowdown
which is likely to continue through

1982, as many of these economies
seek to curtail inflation through
restrictive demand management
policies while adapting their pro-
duction structures.

The developing countries' per-

Note: Country groups are as defined and analyzed in the World Development Report 1981,
p. 65. Fifty-six countries, for which adequate data exist, are included in the calculations
of the analytical group totals.

Table 2.3 Response of consumption, investment, borrowing, and growth to external shocks,
1970-72 to 1975-78

Note: Country groups are the same as in Table 2.2. The above table may be interpreted as follows. Losses in national income arise from
unfavorable movements in import prices compared with export prices. When these price movements are measured relative to the
GDP price index, they can be translated into increases in the price indexes of investment or consumption goods relative to the GDP
price index. The distribution of the total shock between these components is influenced by government policies. This information is
shown for the major country groups in the upper part of the table: their sum equals external shocks to which adjustment was necessary.
Countries responded to these shocks by (1) reducing absorption which was distributed over consumption and investment; (2) borrowing
from abroad and, where necessary, (3) slower growth. The relative reliance on these modes of adjustment appears in the lower part
of the table.
Thus, in the semi-industrial Southeast Asia group, for example, the average annual terms of trade loss in 1975-78 relative to 1970-72
was 1.8 percent of average 1970-72 GDP. These fell more on consumption goods (1.4 percent) than on investment goods (0.4 percent).
The losses were more than fully accommodated by reduced real domestic expenditure relative to GDP: the net domestic resources
thus conserved (3.4 percent of 1970-72 CDI') were attributable to large reductions in the real consumption share (7.9 percent) offsetting
a rise in the real investment share (4.5 percent). Real external capital flows accounted for an additional 0.4 percent of 1970-72 GDP.
Together these modes of adjustment were sufficient to permit growth. For a more detailed discussion of the methodology, see Hardy
and Kharas.

a. This line reflects the impact on the external deficit of changes in CDI' measured in 1970-72 US dollars. It therefore incorporates both
real domestic growth and real exchange rate movements.

9

(percentage of 1970-72 GDP)

Semi- Semi- Industrial
Least Populous Primary industrial industrial Other semi- Oil market

Item developed South Asia producing Southeast Asia Latin America industrial exporters economies

Impact of external shocks
Loss due to relative price changes 1.0 1.0 0.4 1.8 0 1.8 -20.2 1.7

Investment price effects 0.6 2.4 0.8 0.4 -0.3 1.1 -4.0 0.9
Consumption price effects 0.4 -1.4 -0.4 1.4 0.3 0.7 -16.2 0.8

Mode of adjustment
Absorption reduction -4.1 1.3 -2.3 3.4 0.2 -1.2 -24.8 1.2

Decrease in real investment
shares 0.3 - 1.5 -2.0 -4.5 -1.8 -1.2 -13.6 2.6

Decrease in real consumption
shares -4.4 2.8 -0.3 7.9 2.0 0 -11.2 -1.4

Additional real external capital
flows 5.5 -0.8 2.8 0.4 0 3.4 4.6 0.5

Change in external deficit due to
change in GDP' -0.4 0.5 -0.1 -2.0 -0.2 -0.4 0 0

Memorandum item
Growth in GDP per capita,

1970-79 0.6 1.5 2.7 6.1 4.2 3.2 3.5 2.3

Table 2.2 Resource gap as percentage of GDP, 1974-80

Country group 1974 1975 1976 1977 1978 1979 1980

Primary producing 3.0 5.3 3.2 4.6 4.0 3.0 4.6
Least developed 7.3 11.2 6.9 5.5 9.0 7.2 5.2
Populous South Asia 1.9 2.3 0.6 1.2 1.5
Semi-industrial coun-

tries 5.9 5.8 3.5 2.5 1.9 2.7 4.2
Latin America 3.4 3.4 1.3 -0.4 -0.2 0.5 1.9
Southeast Asia 7.2 6.3 2.0 0.4 3.6 5.6 6.1
Others 8.6 8.4 6.6 6.2 4.0 4.4 6.1

Oil exporters -15.7 -0.9 1.0 5.0 7.1 -1.3 -3.2
Industrial market

economies 0.4 -0.6 0.3 0.5 0.0 0.5 0.9
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formance improved in 1980. Some
benefited from increased oil ex-
ports, and others were able to
draw on substantial accumulated
reserves and short-term funds.
Investment had reached 25 per-
cent of GDP in 1975 and was
maintained at that level thereafter
(Figure 2.2), and many countries
had considerable success in at-

tracting capital from new sources,
improving the allocation of re-
sources, and expanding exports.
In 1981, however, growth de-
clined, especially in middle-in-
come oil-importing countries.
Latin America experienced its
worst year in over three decades,
with negative growth in Brazil and
substantial slowdowns in most
other countries. Africa, including
low-income African countries;
continued in a decade-long trend
of sluggish growth. Some excep-
tions to the general pattern were
found among East Asian coun-
tries, where strong trade penetra-
tion of existing markets in the in-
dustrial countries and exploitation
of new markets in the buoyant oil
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exporters' economies offset the
overall slowdown in world trade,
and among the large countries of
South Asia, where higher invest-
ment and good harvests were
joined by migrant workers' re-
mittances.

Additional developing coun-
tries have recently joined those
that pursued successful adjust-
ment policies in the 1970s. Brazil
responded to its crisis by raising
agricultural producer incen-
tivesand exports quickly fol-
lowed. Turkey was able to stim-
ulate exports through monetary,
fiscal, and exchange rate reforms,
even though world trade as a
whole was stagnant, and thus
brought some idle industrial ca-
pacity back into use.

The tentative recovery of de-
veloping countries' growth in 1982
is likely to be similar to that in
1976, and similarly aided by the
current weakness in oil prices. The
main difference between the
aftermath of the events of the early
1970s and those of 1979-80 lies in
the behavior of the industrial

economies which, by 1979, had
already exhibited six years of slow
growth and partial adjustment.

In most of these countries, fixed
capital formation has yet to re-
vive. Although some adjustment
has occurredprincipally in en-
ergy conservationmany coun-
tries have found it difficult to
speed the pace of change in their
economic structures. In the OECD
countries, civilian employment
increased by 30 million between
1970 and 1980: with a decline in
agricultural employment of 7 mil-
lion, other sectors absorbed 37
million workers, of whom 35 mil-
lion or 95 percent have gone into
the service sector, while only 2
million more jobs have been cre-
ated in industry. But this struc-
tural shift, though large, was not
enough. Both unemployment and
inflation continued to grow, ag-
gravated by productive capacities
that are high in cost and by rig-
idities in labor markets.

Governments of the major in-
dustrial countries continue to give
priority to curtailing inflation,
principally through tighter mon-
etary policies. Higher interest rates
have depressed investment, how-
ever, and differences in these rates
between countries have induced
wider fluctuations in exchange
rates and capital flows. This has
brought a new element of uncer-
tainty into the international en-
vironment of the early 1980s.

Factors affecting adjustment

In this section we examine in more
detail how developing countries
responded to changes in the in-
ternational environment in the
1970s, drawing some lessons for
future policymaking. Long-run
trends from the 1950s, analyzed
in Chapter 3, and events since 1973
indicate that those developing
countries that have increased the
level of investment and domestic

Figure 2.2 Share of investment in GDP, 1970-81

Percent
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savings and diversified their ex-
ports have generally grown more
rapidly than those that have not.
Outward-looking developing
economies with vigorous export
promotion policies captured
growing shares of the market for
manufactured goods, largely at the
expense of industrialized coun-
tries. For countries that were cred-
itworthy, much more private capi-
tal became available, and at low
real rates of interest through 1980.

The large economies of India
and China, with half the popu-
lation of the developing world, a
high degree of self-sufficiency, and
sustained high investment rates
based largely on domestic sav-
ings, have been relatively insu-
lated from the international eco-
nomic changes of the 1970s. But
for many small poor countries,
whose export earnings and in-
comes are highly susceptible to
fluctuations in primary commod-
ity markets, the 1970s were a har-
rowing decade. These economies
remained dependent on imported
fuel, were unable to raise com-
mercial loans, and suffered from
aid levels still low, though rising,
in per capita terms. They man-
aged to make progress in devel-
oping human resources through
education, health, and other pub-
lic services, but by and large they
have not yet been able to under-
take the shifts in their production
structures that would make them
less vulnerable to external shocks.

Trade

Though growth in world trade has
slowed down during the recent
economic difficulties (Figure 2.3),
until recently it has remained
faster than the growth of output,
as it has been for the past twenty-
five years. Although the indus-
trialized countries' GDP growth
rates declined in the 1970s, their
imports of merchandise other than
fuel from developing countries

Figure 2.3 Trends in world trade volume, 1971-.81
Annual percentage change
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nonetheless expanded. World-
wide, a doubling in the growth
of imports of manufactures more
than made up for slower growth
in imports of food and raw ma-
terial other than fuel. This expan-
sion of trade in manufactures was
spearheaded by a small group of
industrializing countries which,
by vigorously promoting exports
and diversifying production into
new, more skill-intensive product
lines, were able to widen their
markets even in the recessionary
1973-75 period and provide a base
from which to expand thereafter.

A second group of countries,
including Cyprus, Indonesia, Jor-
dan, Malta, Mauritius, and Mo-
rocco, expanded manufactured
exports from a low base at a rate
of over 20 percent a year in the
1970s, faster than the major ex-
porters of manufactures. Reflect-
ing their export gains, these
economies grew faster than others
at comparable income levels. Their
increased exports of manufac-
tures were accompanied by rising
investment, higher per capita
growth rates, and rapid reduction
of external deficits from around

4.5 percent of GDP in 1974-75 to
around 1.8 percent in 1978. While
still strongly protectionist, these
newcomers have begun to lower
trade barriers, following in the
footsteps of the earlier exporters
of manufactures.

Also like the pioneers, these
new exporters of manufactures
have concentrated at first on
clothing, textiles, footwear, and
other labor-intensive goods. The
more established exporters mean-
while have moved into higher
quality goods and into markets in
new areas. East and Southeast
Asian exporters have continued
to specialize in labor-intensive ex-
ports, now producing types of
clothing, textiles, and electronics
that require more design and other
skills, and supplying a greater va-
riety of consumer goods and light
engineering components. They
have also expanded into heavy
engineering products such as
ships, oil rigs, and hydroelectric
generators that require consider-
able drafting and other skilled la-
bor inputs. Because they are able
to combine the latest technology
with skilled management and rel-
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atively low wages for technicians,
these countries have become in-
ternationally competitive in heavy
industries. Producers of capital
goods in the Republic of Korea,

All industrial countries
Europe
Germany
Japan
United States

All industrial countries
Europe
Germany
Japan
United States

Table 2.5 Growth of merchandise exports, 1970-81

a. Excluding centrally planned economies.

12

4.1 6.2
7.7 11.1
5.9 8.8
2.3 2.3
1.2 2.6

for example, now compete with
Japanese firms in the US market.
By thus displacing other export-
ers, they avoid protectionist pres-
sures from local manufacturers.

Total

Metals
Food

40 _______

Figure 2.4 Annual fluctuations in developing-country export prices, 1971-82
Annual percentage change

Nonfood agriculture
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Note: Based on a sample of 33 commodities, excluding petroleum, sveighted by current values
of developing-country commodity exports, deflated by the manulacturing unit vatue index.

7.7 9.6
12.6 15.2
9.7 12.4
2.1 2.6
2.3 4.9

Developing countries were able
to raise their share in the manu-
factured goods imports of indus-
trial countries to 13 percent in 1980
from under 7 percent in 1970. Al-
though the pressures for in-
creased trade barriers remain
strong, this has been done with-
out eliciting higher protection,
partly because of the continued
low absolute weight of such
trade-just 1.3 percent of indus-
trial-country GDP, despite a tri-
pling over the past decade. In-
deed, markets in the industrial
economies grew more open
throughout the 1970s, and man-
ufactured imports took 9.6 per-
cent of the industrial countries'
GNP in 1980, up from 6 percent
in 1970 (Table 2.4).

In their markets for agricultural
products, however, the industrial
countries are far from open. Be-
hind protectionist walls, the Eu-
ropean Economic Community
(EEC), for example, has become
increasingly self-sufficient in a
broad range of agricultural com-
modities. This topic is pursued
further in Chapter 5. Since 1973,
the demand for agricultural im-
ports has grown most rapidly in
oil-exporting countries, other
newly industrializing countries,
and the nonmarket economies.

All told, world trade continues
to be an engine of growth for
many countries. The oil-import-
ing developing countries, whose
exports account for only one-
eighth of the world's total, have
not been as severely affected as
the industrial countries by the re-
cent slowdown in world trade
(Table 2.5). In 1982, continuing a
pattern of the 1970s, exports from
these economies are likely to grow
faster than those of the world as
a whole and those of the indus-
trial market economies.

For countries dependent on
primary commodity exports,
however, the trade environment

(average annual percentage change)

Country group 1970-78 1978 1979 1980 1981

All developing countries 5.1 7.1 6.3 -4.0 -2.3
Oil importers 8.8 12.6 9.8 3.5 3.1
Oil exporters 0.4 -1.6 1.1 -18.0 -16.0

Industrial market economies 6.4 5.7 5.5 4.0 2.0
World' 6.0 5.4 5.9 1.5 0.0

Percentage of imports of manufactures from developing
countries

5.3 6.8 10.0 13.1
4.2 4.8 7.5 9.6
4.6 6.3 10.8 12.9
5.9 11.4 21.4 25.1

12.3 14.7 21.0 26.7

77 78 79 80 81 821971 72 73 74 75 76

Table 2.4 Imports of manufactures by industrial countries, 1962-80

Industrial countries 1962 1970 1975 1980

Imports of manufactures as percentage of GNP



of the past decade has been un-
even. Peaks in the prices of com-
modities other than fuel were re-
corded in 1973-74 and again in
1976-77 (Figure 2.4) and helped
many countries offset the rise in
fuel import bills. But many poor
countries, such as Bangladesh,
Tanzania, and Zambia, suffered
greatly in the 1970s from low
commodity prices, which led to
squeezes not only on their bal-
ances of payments but also on fis-
cal budgets. In the current world
recession, commodity prices are
severely depressed. For oil-im-
porting countries, these adverse
trends have been mitigated some-
what in 1982 by a 9 percent fall
in the real price of petroleum.
Even so, low-income countries
have suffered far more from fall-
ing commodity prices and export
volumes than they have gained
from falling petroleum prices.

Remittances

Remittances into Portugal, Tur-
key, Yugoslavia, and other coun-
tries of southern Europe from their
nationals working abroad grew at
over 30 percent a year from 1960
to 1972, and thereafter grew at 15
percent in current dollars. From
1973 onward, the large flow of
migrants to the sparsely popu-

Table 2.7 Global current account balances,
excluding official transfers, 1970-82

lated oil-exporting countries (no-
tably Kuwait, Libya, Qatar, Saudi
Arabia, and the United Arab
Emirates) led to a massive growth
of remittances to South Asia and
Arab labor-exporting countries.
There are also considerable re-
mittance flows from the United
States to Mexico and Central
America and from South Africa
and certain West African coun-
tries to neighboring nations. For
more than a dozen countries, re-
mittances became a sizable frac-

Table 2.6 Remittance inflows to
1978-79

a. 1977.

a. China is included in all developing countries" but not in the subaggregates.

tion of merchandise exports; for
Egypt, Pakistan, and Turkey, the
fraction was over 75 percent in
1978-79 (Table 2.6). Some coun-
tries, notably the Republic of Ko-
rea, became successful in win-
ning construction contracts in the
Middle East. Earnings from such
activities are an important source
of funds for adjustment. Certain
countries can increase their share
in construction activity in the
Middle East, but overall the real
rate of growth of remittances from

major labor-exporting countries,
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(billions of current dollars)

Country group 1970 1975 1976 1977 1978 1979 1980 1981 1982

All developing
countries' -10.9 -40.2 -24.5 -27.7 -43.6 -40.2 -77.5 -115.2 -109.2

Oil importers -8.6 -37.1 -25.2 -23.2 -25.3 -43.7 -73.3 -88.0 -82.4
Low-income -1.7 -3.7 -0.8 -1.6 -4.8 -7.1 -12.1 -12.2 -12.9
Middle-

income -6.9 -33.4 -24.4 -21.6 -20.5 -36.6 -61.2 -75.8 -69.5
Oil exporters -2.2 -2.5 -0.3 -5.5 -17.6 5.1 -1.7 -29.3 -26.8

High-income oil
exporters 2.8 31.2 36.6 33.0 18.6 57.3 103.3 76.1 35.0

Industrial nonmarket economies 2.0 -6.4 -4.5 -2.1 0.5 0.8 2.4 . .

Industrial market economies 12.1 22.1 1.7 -3.2 28.0 -11.8 -40.1 1.8 15.3
World 6.0 6.7 9.3 0.1 3.5 6.1 -11.9 -37.3 -58.9

Region and country
Remittance inflow

(millions of dollars)

Remittance in lion' as
perceiitae of

merchandise exports

Europe and North Africa
Cyprus 70 18
Greece 990 30
Morocco 760 51

Portugal 1,690 69
Spain 1,750 13
Tunisia 220 25
Turkey 1,010 77
Yugoslavia 2,940 43

Middle East
Egypt 1,760 89
Sudan 70 12

Asia
Bangladesh 115 21
India 1,020 15
Pakistan 1,300 77

Africa
Benin' 25 17
Mali 30 33
Upper Volta 65 60



the Gulf states is expected to slow
down.

Capital flows

The global pattern of current ac-
count balances and net capital
flows in 1979-81 in part followed
that of 1974-76. Rapid initial in-
creases in the surplus of high-in-
come oil exportersto over $100
billion in 1980began to be eroded
as the latter absorbed imports and
reduced exports. Whereas the
volume of oil exports from the
major producers fell about 20 per-
cent following the first price rise,
by 1982 it is projected to be almost
40 percent below its 1979 level.
The surplus of high-income oil
exporters, $76 billion in 1981, may
fall to about $35 billion in 1982.
In the industrial market econo-
mies the contraction of aggregate
demand reduced a $40 billion def-
icit in 1980 to near balance in 1981;
a surplus in excess of $15 billion
could emerge in 1982 (Table 2.7).

This decline in the high-income
oil producers' surplus, and the
reemergence of a surplus on the
part of the industrialized coun-
tries, has been more rapid than
expected. This change has re-

sulted partly from an unexpect-

edly sharp drop in the demand
for oil as consumption in the in-
dustrial countries was curtailed,
both by price effects (Figure 2.5)
and by the growth slowdown. The
oil producers restrained output to
some extent, despite burgeoning
development expenditures, but
not by enough to prevent the oil
price from falling in real terms in
the second half of 1981 and early
1982. The shift in the ownership
of the balance of payments sur-
pluses is not expected to have a
significant effect on the pattern of
financing of developing coun-
tries' deficits.

Oil-exporting developing coun-
tries moved from a near balance
on current account in 1980 to def-
icits of $29 billion in 1981 and per-
haps $27 billion in 1982 as their
accelerated development plans got
under way. Their borrowing re-
quirements have therefore ex-
panded. The oil-importing devel-
oping countries have been
dissuaded from additional bor-
rowing by high interest rates, both
nominal and real, and their re-
ceipts of aid flows have grown
only slightly. The deterioration of
their current account deficit in 1981
(Table 2.7, Figure 2.6) to $88 bil-

Figure 2.5 Changes in real petroleum prices, 1971-82

Annual percentage change
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lion resulted almost entirely from
increases in interest payments
triggered by higher interest rates.
In 1982 no further significant in-
crease in their deficit is expected:
a growth slowdown has been used
to curtail borrowing require-
ments.

The composition of total finan-
cial flows (Table 2.8, Figure 2.7)
is changing. First, until 1978,
growing financial transfers from
commercial banks provided for-
eign exchange well in excess of
developing countries' total debt-
service obligations. These com-
mercial bank loans were largely
untied and provided a welcome
element of flexibility in balance of
payments management. This easy
relationship did not last for long;
a substantial and growing pro-
portion of commercial bank loans
now consists of export credits tied
to specific supplies, and financing
tied to specific projects. The de-
cline in net flows and the reduced
availability of untied balance of
payments financing are an under-
lying reason for the increasing liq-
uidity difficulties experienced by
many developing countries.

Second, the role of aid in rela-
tion to net capital flows dimin-
ished; the share of official devel-
opment assistance (ODA) in these
flows fell from 43 percent in 1970
to 35 percent in 1979. Though their
share declined, aid flows rose
markedly over the decade, and
played a crucial role in easing the
adjustment process, especially for
the low-income countries. In ad-
dition to the 4 percent annual real
increase in net aid disbursements
from the industrial countries, the
high-income (and even many
middle-income) oil exporters de-
voted a sizable fraction of their
greatly increased income to aid.
Relative to their incomes, OPEC
members were six times more
generous in their aid efforts than
the industrial countries. Official



development assistance from
OPEC jumped from about $350
million in 1970 to $5.9 billion in
1977, and declined in 1978, but
after further oil price rises in 1979
and 1980 it reached an estimated
total of $7 billion by 1980. All in
all, almost one-fourth of the total
ODA provided in 1975-80 came
from the high-income oil-export-
ing countries. Since 1980, growth
in ODA has remained weak, with
direct detrimental effects on the
poorest countries. Some DAC do-
nor countries, however, are plan-
ning to improve their perform-
ance (Box 2.1).

Debt and debt service

Another characteristic of the re-
cent adjustment period has been
the rapid rise in levels of debt and
debt service. Net disbursements
of medium- and long-term loans
stagnated at $56 billion in 1979-
80, before rising to an estimated
$71 billion in 1981 and perhaps to
$81 billion in 1982. Total debt out-
standing reached $517 billion in
1981, with debt to private lenders
accounting for $334 billion and the
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Table 2.8 Current account financing of oil-importing and oil-exporting developing countries, 1979-82

Note: Developing countries exclude China.
a. Includes debt service payments on private nonguaranteed debt.

remaining $183 billion owed to of-
ficial lenders. The interest pay-
ments of all developing countries
rose to $51 billion in 1981 and are
likely to be $56 billion in 1982,
more than twice the level in 1979.
Part of this increase reflects the

Figure 2.6 Global current account balances, 1975-82

Billions of current dollars

adjustments on variable rate loans,
the rise in interest on which partly
compensates lenders for the re-
duced real value of repayments
relative to the principal lent. In-
terest payments rose from about
one-third of total debt service in

High-income oil
exporters

Industrial countries

Centrally planned
European
economies

Oil-exporting
developing
countries

Oil-importing
developing
countries
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(billions of current dollars)

Oil importers Oil exporters

It em 1979 1980 1981 1982 1979 1980 1981 1982

Current account balance
(excluding official transfers) -43.7 -73.3 -88.0 -82.4 5.1 -1.7 29.3 -26.8

Net official transfers 8.0 9.8 10.3 10.1 2.1 2.3 2.5 3.5

Net private direct foreign investment 6.0 7.9 9.4 9.9 3.3 4.4 5.9 5.9

Medium- and long-term loans, net
disbursements 39.6 41.9 51.4 59.0 16.3 15.4 20.0 22.0

Official 12.4 15.7 17.4 19.0 3.3 4.7 6.0 6.0

Private 27.2 26.2 34.0 40.0 13.0 10.7 14.0 16.0

Other capital 0.5 9.2 4.9 -1.4 -13.5 -9.3 1.4 -3.5
Changes in reserves -10.4 5.0 12.0 4.8 -13.3 -11.1 -0.5 -1.1

Memorandum items
Net official development assistance 15.1 18.3 19.2 21.1 4.0 4.5 4.4 4.7

Debt outstanding and disbursed 265.4 307.3 358.7 417.7 117.1 137.9 157.9 179.9

Official 101.2 116.9 134.3 153.3 35.9 42.5 48.5 54.5

Private 164.2 190.4 224.4 264.4 81.2 95.4 109.4 125.4

Debt service payments' 46.5 56.2 71.7 81.9 24.8 26.0 33.6 37.1

Interest payments 17.1 23.9 34.2 37.8 8.2 11.3 16.9 18.2

Amortization 29.4 32.3 37.5 44.1 16.6 14.7 16.7 18.9

Debt service as percentage of exports' 14.7 15.2 19.3 19.5 17.5 16.0 20.7 20.5

Net transfers 22.5 18.0 17.2 21.2 8.1 4.1 3.1 3.8

1975 76 77 78 79 80 81 82



Figure 2.7 Change in nominal net capital inflows to
developing countries, 1971-82
Annual percentage change

80 Total

Nonconcessional loans
Official Development Assistance
Direct investment

1971 72 73 74 75 76

Estimated.
Forecast.
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Box 2.1 Italy's ODA policy changes

As a percentage of its GNP, Italy's con-
tribution to multilateral official develop-
ment assistance (ODA) has traditionally
been up to the average of the members
of the Development Assistance Commit-
tee (DAC); but its contribution to total
ODA was well below this average be-
cause of the very limited scope of its bi-
lateral aid. Italy's determination to en-
large its aid program substantially is an
encouraging illustration of the potential
impact of a dedicated, well-informed, and
energetic information campaign. Though
its GNP per ca pita is about half the DAC
average, Italy has recently laid the foun-
dation for a much larger and more di-
verse assistance program despite severe
budgetary and balance of payments con-
straints.

In 1979 the government agency re-
sponsible for aid policy (Interministerial
Committee for Foreign PolicyCIPES)
stated the medium- and long-term tar-
gets in this sector:

Rapid growth of official develop-
ment assistance to raise the ratio of ODA
to GNP in 1983 to the average level for
DAC countries (0.37 percent in 1980); a
further increase in this ratio to the level
of 0.70 percent by the end of the decade.

An increase in bilateral aid to the
average level of DAC member countries

(66 percent of the country's total ODA
in 1980), with special efforts to channel
it to cofinancing operations with other
donors and international financial insti-
tutions.

To speed the enactment of the latter
directive, Italy has recently agreed to
provide 450 billion lire of concessional
assistance for cofinancing of World Bank
(IDA and IBRD) projects over a three-
year period. With this agreement, the
largest of its kind concluded so far by
the World Bank, Italy intends to support
the role of multilateral institutions, while
expanding its bilateral aid.

In the context of a development assist-
ance plan for 1981-83, the legislature has

approved appropriations totaling 4,700
billion lire ($4 billion). The government is
also committed to strengthening the De-
partment for Development Cooperation in
the Ministry of Foreign Affairs, which is
mainly responsible for implementing the
development assistance policy.

Italy's ODA commitments in 1981 are
estimated to have reached US$1.5 billion,
a level three times as high as that of 1977-
79. Net ODA disbursements in 1981 were
more than twice as high as the average
level of 1977-79, equivalent to almost 0.2
percent of GNP (against 0.10 percent in
1977-79).
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1979 to almost one-half in 1981
(Box 2.2).

The changing composition of
international capital flows, and the
high level of interest rates, have
placed a number of developing
countries in a liquidity squeeze.
Debt renegotiations by the Paris
Club and by commercial banks in-
creased sharply in 1980 and 1981.
Eight multilateral agreements were
reached in 1981 for the Central
African Republic, Liberia, Mada-
gascar, Pakistan, Senegal, logo,
Uganda, and Zaire. In addition,
Bolivia, Jamaica, and Sudan signed
agreements with commercial
banks, Turkey arranged debt re-
lief with noninsured creditors, and
Guinea and Tanzania continued
to refinance bilateral debt with
China. The ratio of debt service
to exports of the oil-importing de-
veloping countries rose from 9
percent in 1972 to 15 percent in
1979, accelerated to 19 percent by
1981, but is expected to remain at
this level in 1982.

Inflation, interest, and exchange
rates

Over the past decade, inflation has
accelerated and interest and ex-
change rates have become more
volatiletrends that complicate
the management task of policy-
makers. Inflation predates the oil
price increases as a global prob-
lem. Double-digit inflation arose
in oil-importing developing coun-
tries in 1971, in oil-exporting
countries in 1973, and in indus-
trial countries in 1974, but efforts
to reduce inflation were clearly
made more difficult by the two
large and sudden increases in oil
prices during the 1970s. While the
inflationary surge of the early
1970s subsided for a period in the
latter two groups, inflation con-
tinued at rates of over 20 percent
in oil-importing developing coun-
tries and accelerated further to-



Box 2.2 Inflation, the balance of payments, and debt servicing

Inflation affects the value and signifi-
cance of certain balance of payments items

in several ways. First, it reduces the real
impact of nominal increases in current
account deficits and debt. For example,
the $88 billion deficit of the oil-importing
developing countries in 1981 is only two
and a half times greaterin terms of the
volume of manufactured imports that this
representsthan the $11 billion deficit of
1971.

Similarly, when interest rates on the
stock of outstanding foreign assets and
liabilities (debt) are not fully adjusted for
inflation, a country's overall current ac-
count position may not be an accurate
reflection of the change in the real value
of its net external assets. Cumulative net
disbursements to oil-importing devel-
oping countries from official and private
lenders were $237 billion (in 1978 dollars)
from 1973 to 1980. But overall real debt
increased by only $81 billion. The differ-
ence ($156 billion) represents the capital
gain to developing countries from the
erosion in the real value of their debt
obligations. This far outweighs the $86
billion of deflated interest payments they
paid an indication that real interest rates
were on average negative during this pe-
riod.

Recently real interest rates have risen
sharply. The nominal dollar interest rate
averages over 16 percent and the real
interest rate about 7 percent in 1981. The
difference compensates the lender for the
decline in the real value of repayments
of principal by shifting a larger portion
of the real debt service over the life of

the loan onto interest payments. For bor-
rowers this means that the burden of
exceptionally high interest rates is, in ef-
fect, an acceleration of principal repay-
ments.

Developing countries are currently
servicing large amounts of debt at vari-
able interest rates incurred since the mid-
1970s. With new capital inflows discour-
aged by the historically high level of real

interest rates, the effective shortening of
the maturities of outstanding loans has
created severe liquidity problems. These
have been additionally compounded by

Jmpact of inflation on real debt
burden of a ten-year maturity loan

Real debt service
as percentage of loan
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falling export revenues from commodi-
ties and limited supplies of aid. The drain
on real incomes and deceleration of in-
vestment growth exacerbate the long-run
problems of managing external debt.

ward the end of the decade (Fig-
ure 2.8).

Some countries managed to
control price increases. Industrial
countries that did so included
Austria, the Federal Republic of
Germany, Japan, the Nether-
lands, and Switzerland. Among
developing countries, India, Ma-
laysia, Senegal, and Singapore
were successful. Their experience
suggests that world inflation,
transmitted through imports, has
not been a leading cause of infla-

tion in individual countries.
Econometric studies indicate that,
fluctuations transmitted through
changes in the price of traded
goods explain less than a quarter
of the change in country inflation
rates over the past twenty years,
even when the cases of acute and
chronic inflation are excluded. In-
deed, experience suggests that in-
flation has been better controlled
in open economiesthough they
are most susceptible to imported
price increases because of their

high ratios of imports to GDP. Al-
though the statistical evidence on
a direct causal relationship be-
tween inflation and economic
growth is as yet inconclusive, it
is clear that the problems of eco-
nomic management are accen-
tuated when prices are rising
rapidly.

Differences in inflation rates and
the type of adjustment under-
taken by industrial countries have
also affected interest and ex-

change rate movements (Figure
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2.9) and the capital flows that link
them internationally. The oil-ex-
porting countries ran large pay-
ments surpluses after 1973-74 and
again after 1979-80. In those with
ambitious development pro-
grams, especially the larger coun-
tries, the incremental resources

Figure 2.8 Price trends, 1971-82

Annual percentage change
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were rapidly absorbed. But
whereas after the first oil price in-
crease real interest rates were low
and even negative, after 1980 the
rate of interest was sharply higher.

This trend is strongly rein-
forced by the tight monetary pol-
icies that now accompany adjust-

ment in many industrial countries.
Because almost all debt from pri-
vate sources is at variable rates of
interest, the emergence of high
rates affected not only new loans,
but also the stock of debt. In 1980-
81 the transfer of income from
lenders to borrowers was thus
rapidly replaced by transfers from
borrowers to lenders, a shift that
ended the long-term decline in real
income from lending.

The sharp appreciation of the
US dollar against other major cur-
rencies in 1981 and 1982 has
brought exchange rate manage-
ment issues to the fore in many
developing countries. First, those
that tie their currencies to the dol-
lar may have lost competitiveness
in export markets against prod-
ucts from countries whose cur-
rencies are not so tied, such as
those in West Africa which are
tied to the French franc. Second,
fluctuations in the major currency
exchange rates imply rapid shifts
in competitiveness and greater
uncertainty about the real prices
at which international trade is
conducted. Third, exchange rate
movements can create shifts in the
terms of trade. Primary product
prices are sensitive to exchange
rate movements. As the dollar ap-
preciates, the price of, say, cocoa
falls, but there is no correspond-
ing fall in dollar-denominated debt
service. This introduces an ex-
change-risk element into national
planning and cost-benefit analy-
sis of projects.

Conclusions

The current prolonged recession
is a reflection of the major indus-
trial countries' attempt to curb in-
flation while adapting their pro-
ductive structures to the changes
in the world economy, even
though adjustment is retarded by
low investment rates. Developing
countries have, overall, per-
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Source: IMF, International Financial Statistics.

Figure 2.9 US real rate of interest, 1970-81
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formed better than industrial
countries in both recessions of the
past decade and in the interven-
ing recovery period. Multiple
growth poles have emerged in East
Asia, South Asia, the Middle East,
and Latin America, and in all these
regions are economies that have
responded vigorously to the
changed economic environment.
Many other developing coun-
tries, in particular the least de-
veloped, have yet to adjust. Since
these countries have limited room
for maneuver, the adverse terms
of trade developments have taken
their toll of GDP growth and con-
sumption progress. Necessary ac-
lions to raise investment are likely

to be very painful. The decline in
real aid in 1981, the hard terms
and constrained volume of other
real capital inflows, and the col-
lapse in commodity prices have
severely affected those countries
which have least adjusted and are
least able to adjust. Sub-Saharan
low-income countries have faced,
and continue to face, the prob-
lems to a severe degree.

On balance, it appears that a
number of external factors that
helped developing countries' ad-
justments in the 1970s (notably,
growth in remittances, trade, and
concessional aid) are now oper-
ating less strongly and others (es-
pecially interest rates) are work-

ing against them. Even if these
deteriorating trends are halted and
reversed, more of a premium is
placed on developing countries'
own development efforts and
policies. Before examining pros-
pects for the 1980s, however, we
discuss in Chapter 3 some of the
longer-term determinants of
growth, such as human and in-
stitutional development, and the
immense expansion in interna-
tional trade and capital flows that
has changed the production
structures of countries and
strengthened the economic links
between them.
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