
Part I World Economic Recession and Prospects for Recovery

2 The prolonged recession

The world economy had another difficult year in
1982. Few countries managed to improve on their
previous year's growth, and more than twenty
experienced declines in output. The recession that
had started in 1980 thus continued for a third year,
making it the longest since the depression of the
1930s. Even those developing countries with ex-
cellent growth records had to struggle for modest
gains in the face of depressed export markets and
high debt servicing costs.

Some countries were less badly affected than
others (see Table 2.1). As a group, Asian coun-
tries-which account for two-thirds of the popu-
lation of the developing world-increased their
per capita incomes in each of the three years of
the 1980-82 recession. By contrast, Latin American
and low-income African countries suffered de-
clines in per capita incomes, although some among
them were exceptions. These variations in per-
formance can mostly be explained by the different

TABLE 2.1
Growth of GDP, 1960-82

policies pursued in the 1970s by individual coun-
tries.

The growth of developing countries depends on
steadily expanding trade and capital inflows, both
of which are closely related to the level of world
economic activity. This chapter first highlights the
dominant influence of the industrialized countries
on the length of the recession. It then examines
how successful developing countries have been in
expanding their market share in developed econo-
mies and in increasing trade among themselves.
It also analyzes how movements in commodity
prices have changed the developing countries' terms
of trade, and summarizes trends in workers' re-
mittances. The chapter then describes how devel-
oping countries have financed their deficits-with-
out serious strains until 1980, but with considerable
difficulty since then. It looks in detail at the state
of international indebtedness, and concludes by
reviewing variations in economic performance
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Country group

1980 CDP
(billions of

dollars)

Average annual percentage growth

1960-73 1973-79 1980 1981 1982a

All developing countries 2,231 6.0 5.1 3.0 2.0 1.9
Low-income 544 4.5 5.1 6.1 3.7 3.7

Asia 492 4.6 5.6 6.6 4.1 3.9
China 283 5.5 6.3 6.8 3.0 4.0
India 159 3.6 4.4 6.6 5.6 2.8
Africa 52 3.5 1.5 1.2 0.1 0.8

Middle-income oil importersb 920 6.3 5.5 4.2 1.1 1.1
East Asia and Pacific 204 8.2 8.5 3.6 6.9 4.2
Middle East and North Africa 28 5.2 2.9 4.7 0.1 2.7
Sub-Saharan Africab 43 5.5 3.7 4.0 3.7 4.0
Southern Europe 201 6.7 5.0 1.5 2.4 2.2
Latin America and Caribbean 444 5.6 4.9 5.7 2.4 -1.2

Middle-income oil exporters 687 7.0 4.8 -1.3 1.5 1.9
High-income oil exporters 221 10.7 7.5 7.5 -1.8 -11.7
Industrial countries 7,395 5.0 2.8 1.3 1.0 -0.2

a. Estimated.
b. Does not include South Africa.



among the developing countries. A discussion of
the various sources of the historical data is to be
found in the Technical appendix.

The delayed recovery

Over the past ten years, the industrial market
economies have experienced two recessions sep-
arated by a four-year period of modest growth.
The first recession, in 1974-75, was sharper than
the opening years of the second (1980-81), but was
followed by a swift recovery in 1976. In 1982 the
rebound never came; in fact, GDP fell by 0.2 per-
cent (see Figure 2.1).

The contrast between the recovery of the mid-
1970s and the continuing recession of the early
1980s has its roots in the policies adopted by the
governments of the largest industrial countries. In
the 1970s these governments reflated their econo-
mies out of recession by a conventional combi-
nation of fiscal and monetary expansion. By the
end of the decade they were dissatisfied with the
results. Inflation, though below its 1974 peak, re-
mained stubbornly high. Interest rates had shown
a secular tendency to rise, weakening financial
confidence and discouraging investment. Many
structural flaws had become apparent, having de-
veloped almost unnoticed during decades of rapid
growth. Some industries had failed to adopt new
technology and to keep their cost structures com-
petitive with producers in the more advanced de-
veloping countries. Labor markets had grown in-
creasingly rigid, so that real wages had resisted
the fall implied by the productivity slowdown and
terms of trade losses in the 1970s. Partly in con-
sequence, unemployment rates fell only slightly

FIGURE 2.1

Two periods of recession in industrial countries,
1974-75 and 1980-82
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FIGURE 2.2

Petroleum prices, 1972-83
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during the four years of growth after 1975.
All these factors, combined with a second surge

in oil prices in 1979-80 (see Figure 2.2), prompted
most governments to change their policies. As a
priority they put greater emphasis on reducing
dependence on imported oil. Energy intensity
the amount of energy required to produce a dollar
of real GDPhas fallen by 2.5 percent a year since
the 1979-80 rise in oil prices, compared with a
decline of only 1.7 percent a year after the 1973-
74 surge. Oil production in non-OPEC countries
also increased substantially, by almost 50 percent
between 1973 and 1982. As a result, OPEC's share
of internationally traded crude oil fell from 87 per-
cent to about 65 percent.

These changes were the consequence of policies
initiated in the mid-1970s and then pursued with
increased vigor after 1979. In other areas, how-
ever, government policies in the industrial coun-
tries marked a definite break with the past. In
particular, their monetary stance became more re-
strictive, which has helped bring inflation down
sharply. Having risen by 10.6 percent in 1980, con-
sumer prices (measured by the deflator for private
consumption) in the major OECD countries rose
by 8.9 percent in 1981, by 6.8 percent in 1982, and
at an annual rate of 6.0 percent in the first quarter
of 1983.

Since increasing monetary restraint was accom-
panied by continuing large fiscal deficits, short-
term interest rates remained high. In real terms,
adjusting for the rate of inflation in the United
States, they have risen steadily since the middle
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of 1977. If the export prices of developing coun-
tries are used as a deflator, the fluctuations are
even more marked and the recent increase has
been dramatic (see Figure 2.3). The high level of
real interest rates was a major reason the recession
of 1980-82 lasted longer than that of 1974-75. Cor-
porate finances in the industrialized countries came
under considerable pressure, leading to heavy
destocking and investment plans being delayed or
even canceled. Companies also reduced their work
forces, so that unemployment rose steeply: from
5.0 percent of the labor force in 1979, it increased
to 5.6 percent in 1980, 6.5 percent in 1981, and 8.0
percent in 1982.

By the end of 1982 the pace of destocking was
starting to slow. Helped by the marked fall in
inflation rates, monetary growth in most indus-
trialized countries turned positive in real terms.
Oil prices were falling, encouraging expectations
that inflation would fall even further. All these
factors have helped improve business confidence,
and there are signs that 1983 will show an upturn
in output. Whether the current positive trends will
be sustained in the medium term is hard to pre-
dict; possible scenarios and their implications for
the world economy are discussed in Chapter 3.

As stressed in Chapter 1, the links between the
industrialized world and the developing countries
are close and pervasive. Growth has been faster
in the developing countries during most of the
past ten years, yet they have not been able to
escape the cyclical pull of the industrialized econo-
mies. This pull is exerted principally through in-
ternational trade and capital flows.

International trade

The rapid economic growth of 1950-73 was accom-
panied by even faster growth in international trade.
In the peak period from 1965 to 1973, when world
GNP grew at about 6 percent a year, trade in goods
and services grew at more than 8.5 percent a year.
Reductions in barriers to trade and capital move-
ments stimulated productivity and income growth,
making it easier for governments to reduce re-
strictions still further.

After 1973 slower growth in the industrial
economies was accompanied by slower growth in
international trade. The average annual growth in
the volume of world exports of fuels fell from 9.0
percent in 1965-73 to 0.5 percent in 1973-80, and
of manufactures from 10.7 percent to 6.1 percent.
Overall, growth in exports slowed to about 5 per-
cent a year in 1973-80. But at the same time the

FIGURE 2.3

Interest rates, real and nominal, 1970-82

Average annual percentage rate

Nominal
Eurodollar rate'

A-I-f'-s \,/ \
jReal rate, \

\'-
\ I

--...............__.__I.................
!Real rate,
I all developing countries'ca

20

10

0

10

20

30

1970 72 74 76 78 80 82

a. Eurodollar rate is the average daily quotation on three-month deposits.

Sources World Bank; IMF, International Financial Statistics, 1982.

developing countries became an increasingly im-
portant market for the developed countries.

During the 1970s the export growth of the de-
veloping countries slowed down even more than
that of the industrial countries, largely as a result
of declining oil exports. The volume of total ex-
ports of the oil producers fell by half a percent a
year from 1973 to 1980. But both low-income coun-
tries and middle-income oil importers expanded
their exports by 8 percent a year. From 1977 on
China was particularly successful in boosting its
non-oil exports, accounting for the fast export
growth of the low-income Asian countries. Low-
income African countries, however, barely man-
aged to increase the volume of their exports during
this period.

After 1979, the recession hit world trade: exports
grew by only 1.5 percent in 1980, stagnated in
1981, and declined by an estimated 2.0 percent in
1982. Trade in fuels was largely responsible, falling
by more than 16 percent between 1979 and 1982.
Other categories also slowed down markedly, with
exports of manufactures growing just under 2 per-
cent a year. Among developing countries, only a
handful managed to increase their exports, mainly
in manufactures. By improving productivity and
quality, they were able to increase their price com-
petitiveness and diversify into new products.

Developing-country exports

For developing countries as a group, exports of
both fuel and manufactures have increased in im-
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FIGURE 2.4

Export earnings of developing countries, 1965 and 1980
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portance over many years (see Table 2.2). The share
of agricultural commodities in their total merchan-
dise exports declined from 50 percent in 1965 to
23 percent in 1980 (Figure 2.4). Even for the low-

TABLE 2.2
Exports of developing countries, 1965-82

Estimated.
Includes gold

TABI.E 2.3
Trade prices in current dollars, 1965-82
(Iut',n,ct a,,nual percentage tIaPlgl')
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Estimated.
Goods and nonfactor services.

Sources: World Bank; IMF, lttterttattotial rzeancaI Stat rdtcs, 1982.

income oil importers, the share declined from 60
percent in 1965 to 36 percent in 1980. Developing
countries can no longer be caricatured as exporters
of primary products and importers of manufac-
tures. Some have even become significant export-
ers of capital goods, accounting in all for about 6
percent of the world's total.

These changes should not obscure the fact that
for many developing countries-particularly the
poorest-primary products still dominate their ex-
ports. Many countries are highly dependent on
one export commodity: coffee still represents al-
most 90 percent of Burundi's recorded exports and
more than 50 percent of Colombia's. Other ex-
amples include cocoa in Ghana (70 percent), sugar
in Mauritius (more than 65 percent), and copper
in Zambia (more than 70 percent).

Commodity prices

The decline in nonfuel commodity prices of im-
portance to developing countries, which began at
the end of 1980, continued into 1982 (see Table
2.3). This trend was finally reversed in December
1982. At their lowest point, nominal prices of these
commodities had fallen to their 1978 level. But in

A r'erage ann oaf percentage change
at constant 1980 prices

Total merchandise5 434 7.9 3.4 -0.5
Nonfuel primary products 126 4.6 5.9 0.6
Fuels 163 8.0 -1.8 -5.1
Manufactures 130 15.6 12.4 4.1

Nonfactor services 78 11.3 9.4 2.6
Goods and nonfactor services 512 8.2 4.2 0.0

1965-7.3 1973-80 1981 1982

World export pricesh 5.7 13.7 -2.2 -4.0
Nonfue! primary products 7.0 6.6 -7.0 -12.0
Fuels 7.5 32.8 12.5 -3.8
Manufactures 5.1 11.0 -4.8 -2.1

Industrial countries' GDP deflator 6.1 9.9 -0.7 0.9

Value 1980
(billions

of dollars) 1965-7.3 1973-80 I 980-82'

1965 1980
$44 billionr $498 billionb

Excluding gold.
Current prices.



FIGURE 2.5

Composite commodity price index, 1948-82
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The graph shows non-oil commodity prices as measured by
the price of manufactures imported by developing countries.
The commodities are coffee, cocoa, tea, maize, rice, wheat,
sorghum, soybeans, groundnuts, palm oil, coconut oil, copra,
groundnut oil, soybean meal, sugar, beef, bananas, oranges,
cotton, jute, rubber, tobacco, logs, copper, tin, nickel, baux-
ite, aluminum, iron ore, manganese ore, lead, zinc, and phos-
phate rock.

real termsafter adjusting for the rise in prices of
manufactures imported by developing countries
commodity prices in US dollars were lower in 1982
than at any time since World War II (see Figure 2.5).

Food prices fell mostby 30 percent (in nominal
terms) between 1980 and 1982and nonfood ag-
ricultural commodities by 24 percent, while metal
and mineral prices declined by 17 percent. The
worst affected commodities were sugar (down 71
percent), rice (down 39 percent), cocoa (down 33
percent), and the fats and oils group, which de-
clined by about 23 percent on average (see Figure
2.6).

The adverse impact of this fall in prices on coun-
tries exporting primary commodities was miti-
gated in two ways. First, part of the trade in pri-
mary commodities is governed by long-term
bilateral agreements at prices unaffected by short-
term price movements in the free market. Second,
for developing countries heavily reliant on imports
of food products (accounting for about 13 percent
of total nonfuel merchandise imports of develop-
ing countries), the low prices of grains and fats
and oils have partly offset their loss of purchasing
power. For Africa this effect was small.

Notwithstanding these mitigating factors, the fall

FIGURE 2.6

World prices for selected commodities, 1960-82
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in commodity prices in 1980-82 was devastating.
It had several causes. The prolonged recession in
the industrial countries greatly reduced demand,
while high interest rates made the holding of stocks
costly. On the supply side, the past three harvests
have generally been excellent. Record or near-re-
cord crops have been harvested in North America
(wheat, coarse grains, soybeans, and cotton), South
America (grains and soybeans), and Western Eu-
rope (particularly sugar). Grain supplies have been
so plentiful that the Soviet Union's four consec-
utive poor grain harvests have had little impact
on prices. Supplies of tropical beverages, espe-
cially coffee and cocoa, have also been abundant.
The 1976-77 price peaks for beverages led to con-
siderable replanting and new planting, and these
investments have started to increase output. A
severe frost in Brazil in 1981 stemmed the fall in
coffee prices, but its effect will be only temporary.

Since the price elasticities of tropical food prod-
ucts are low, the fall in prices has not led to much
growth in demand; hence, with bountiful har-
vests, stocks have accumulated. Even with an im-
provement in economic activity, it will take several
years of good income growth or, alternatively, a
succession of poor harvests, for the historically
large stocks of sugar, cocoa, and coffee to clear.

The acreage-reduction programs adopted by the
US government for the 1983-84 crop year will lower
the world supplies of wheat, rice, coarse grains,
soybeans, and cotton. The payment-in-kind pro-
gram for wheat and coarse grains is designed to
transfer US government-held stocks of grain to
farmers in exchange for leaving their cropland idle.
If the implementation of such schemes coincides
with both a recovery in economic activity and a
poor harvest, stocks may be quickly run down and
prices could rise sharply.

For industrial raw materialssuch as natural fi-
bers, rubber, and metals and mineralsincome
elasticities are larger than for foodstuffs. Conse-
quently, reductions in consumption and trade dur-
ing this recession have been more severe. Some
mines have closed down. With reflation, the re-
covery in prices and consumption of these raw
materials is likely to be greater than for foodstuffs.

During the past two to three years international
stabilization agreements have been in operation
for five commodities coffee, cocoa, rubber, sugar,
and tin. Of these, only the price of coffee has been
significantly affected, mainly because the export
quota scheme of the International Coffee Agree-
ment is the most restrictive. However, support of
the coffee price has resulted in a large buildup in
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stocks in producing countries which, given future
production and consumption prospects, will not
be easily reduced.

The recession, in conjunction with the high level
of energy prices and environmental issues, has
forced industrial countries to limit their processing
of minerals. For example, high electricity prices
have forced the Japanese government to ration-
alize its aluminum industry, while economic and
environmental factors may result in plant closures
in the lead and zinc industries. The European com-
munity is considering reducing its zinc-smelting
capacity. Pollution problems have caused the clo-
sure of significant copper-smelting capacity in the
United States. These changes may mean oppor-
tunities for investment in processing minerals in
the developing countries when demand picks up.

Terms of trade

The nonfuel primary producers among the devel-
oping countries suffered a decline in their terms
of trade during the past decade. Except in the case
of Africa, the deterioration after the 1979-80 oil
price rise was greater than it had been after the
1973-74 rise. Nonetheless, although some low-
income African countries benefited from the fall-
ing prices of grain, as a group they suffered by
far the sharpest decline in terms of trade after 1979;
this was also the case in the mid-1970s. And all
oil-importing countries benefited from the fall in
real oil prices in 1982.

When export prices fall in relation to import
prices, exporters obtain partial compensation if de-
mand for their products expands significantly. This
effect is summarized in the purchasing power of
their exports (see Table 2.4). After both oil shocks,
foreign exchange earnings from trade continued
to improve for all but the low-income African
countries. For the low-income Asian countries
considered as a group, the terms of trade gains
from higher oil prices accruing to China more than
offset the declines experienced by India.

Protectionism

Moves to liberalize trade continued during the
1970s, with the implementation first of the Ken-
nedy and then of the Tokyo Round of the GATT
negotiations. The Tokyo Round agreement on codes
of conduct to govern many nontariff barriers was
an important new approach to reducing protec-
tionism. The Generalized System of Preferences
also lowered barriers to trade in developing coun-
tries' products.



TABLE 2.4
Terms of trade of developing countries, 1973-82

Ratio of export unit value index over import unit value index.
Product of terms of trade and export quantum index.

Not all trade barriers were reduced, however.
The desire to maintain farm incomes in the in-
dustrial countries continued to provide a reason
for protecting agriculture. Tariff and riontariff bar-
riers against clothing and textile imports from de-
veloping countries also grew. Although some tar-
iffs on processed primary products were reduced
in the Tokyo Round, others remained. And sub-
sidies continued to be used to promote exports of
capital goods.

Recession and sharply rising unemployment after
1979 prompted an upsurge of protectionist pres-
sure. Restrictions on trade among the industrial
countries-notably in automobiles, steel, and ag-
ricultural products-began to increase. While these
measures affected relatively few developing coun-
tries, they made protectionism in general more
respectable. The industrial countries stepped up
their restrictions against exports from developing
countries, sometimes by increasing tariffs, more
often by import quotas or "voluntary" agreements
to restrain exports. They also used other means
such as restrictive "quality" requirements and health
regulations to achieve protectionist ends. Govern-
ments increased subsidies on capital goods ex-
ports, which benefited those developing countries
buying the goods, but harmed those who were
competing with industrial countries in the capital
goods market. Other kinds of subsidies were also
increased-to foster industries (such as shipbuild-
ing), to aid regions, and to encourage ill-defined
activities such as research and development.

The overall impact of the increase in protection-
ism is hard to gauge. Barriers imposed by the
industrial countries were most effective in agri-
culture, where the developing countries' share of
the industrial countries' market for basic food-
stuffs declined during the 1970s (see Table 2.5).

As for processed agricultural commodities, devel-
oping countries raised their market share from 3.5
percent in 1970 to 3.7 percent in 1980-an average
annual growth of only 0.6 percent. This slow growth
was due in part to disincentives to production in
the developing countries. Developing countries
were also squeezed in third markets, as a result
of industrial countries' increasing the volume of
their subsidized agricultural exports such as sugar
and beef.

In manufactures trade, the developing countries
have made more progress. The rapid expansion
of exports of manufactured products from the mid-
1960s would not have been possible without the
increase in their share of industrial-country mar-
kets. Table 2.6 shows that they doubled their share
between 1970 and 1980, though at 3.4 percent in
1980, it was still only a trivial part of the total.
Market penetration increased by more than 8 per-
cent a year between 1970 and 1977, and still man-
aged to grow at 7.6 percent a year in 1977-80
despite the marked increase in barriers against

TABLE 2.5
Share of developing-country exports in the
consumption of selected agricultural products
in industrial countries, 1970-80
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Share in estimated
consumption (percent)

import penetration
(average annual

percentage change)

Product 1970 1980 1970-80

Sugar 7.8 3.9 -6.7
Tobacco 21.1 30.2 3.6
Beef and veal 2.3 0.9 -9.0
Wheat 0.9 0.1 -19.3
Rice 1.4 1.9 3.1
Maize 5.1 1.4 -12.1
Tomatoes 5.3 4.7 -1.2

(1978 100)

Developing countries

Change in terms
of trade (percent)a

Change in purchasing power
of exports (percent)5

1973-76 1979-82 1973-76 1979-82

Low-income
Asia 12.1 -3.2 58.5 15.7
Africa -15.3 -13.8 -18.7 -3.5

Middle-income
Oil importers -9.5 -10.7 4.5 2.5
Oil exporters 59.9 31.8 71.0 11.5



TABLE 2.6
Share of developing-country exports
in the consumption of manufactured goods
in industrial countries, 1970-80

a. European Economic Community.

clothing, textiles, and footwear. The growth of
market penetration continued to rise in a variety
of other products (see Table 2.7), reflecting rapid
diversification in some developing countries' ex-
ports.

The number of developing countries exporting
manufactures continued to increase throughout the
1970s. While northeast Asian countries remained
the most rapidly growing exporters of manufac-
tures, several southeast Asian and Latin American
countries also expanded their manufactured ex-
ports considerably in the late 1970s. China's export
expansion was mainly in manufactures (at about
18 percent a year in 1977-81). A wide range of

TABLE 2.7
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relative newcomers, such as Malta and Mauritius,
also made good progress.

The growth of market penetration does not mean
that protection was ineffective. Without trade re-
strictions, exports would undoubtedly have grown
faster, even in manufactures. Moreover, the pro-
tectionist threat must have reduced investment in
export-oriented activities in many developing
countries, increasing supply constraints.

Protection is also very costly to the protectionist
countries themselves. They have to pay more for
goods than they need to, so losing an opportunity
to buttress their anti-inflationary efforts. Their
poorest consumers are worst affected, since de-
veloping countries generally specialize in the low-
cost goods that take a large part of the spending
of the poor. Even minor protectionist measures
can hamper the restructuring of industrial econo-
mies, postponing the investment in new indus-
tries and companies that is needed to revive growth.

Finally, the more developing countries can in-
crease their exports and growth, the bigger the
market they provide for exporters in the industrial
countries. Between 1973 and 1980 the share of
industrial-country exports of merchandise to de-
veloping countries increased from 23 percent to 28
percent (see Table 2.8). The United States, for ex-
ample, now sells two-fifths of its exports to de-
veloping countries. Buoyant world trade is essen-
tial for, as well as reflects, the well-being of the
global economy.

Share of developing-country exports in the consumption of selected
manufactured goods in industrial countries, 1970-80

Share in estimated
consumption (percent)

Import penetration (average
annual percentage change)

Man ufactu red goods 1970 1980 1970-77 1977-80

Food 3.5 3.7 3.4 -5.4
Clothing, textiles, and footwear 3.1 10.5 15.5 9.5

Clothing 4.0 16.3 18.6 9.0
Textiles 2.3 5.4 9.1 9.3
Footwear 2.6 16.3 24.3 8.6
Leather products 6.2 17.3 12.6 8.3

Wood products 1.9 3.6 6.6 8.3
Paper 0.2 0.5 11.2 20.6
Chemicals 2.0 3.8 7.8 11.0
Nonmetallic minerals 0.3 1.1 13.7 15.7
Base metals 3.5 4.1 -0.6 14.0
Machinery 0.4 2.1 20.6 15.9

Cutlery and handtools 0.8 3.3 16.2 13.4
Metal furniture 0.6 1.6 12.2 5.3
Radios, televisions, and the like 1.1 6.7 23.5 13.6

Other 4.0 8.0 7.2 10.9
Total 1.7 3.4 8.4 7.6

Country or

Share in estimated
consumpf ion

(percent)
Average annual

percentage change

trading group 1970 1980 1970-77 1977-80

Australia 2.1 5.5 14.9 2.9
Canada 1.3 2.1 5.5 4.2
EEC' 2.5 4.6 6.6 7.5
Japan 1.3 2.4 7.8 12.9
Sweden 2.8 3.8 4.0 4.2
United States 1.3 2.9 10.6 5.1
Total 1.7 3.4 8.4 7.6



TABLE 2.8
Share of industrial-country exports to developing countries, 1973 and 1980

na. Not applicable
a. Estimated.

a. Includes high-income oil exporters.

Trade among developing countries

Developing-country exports were increasingly
drawn to industrial countries in the 1950s and 1960s
because the latter were growing rapidly and were
liberalizing trade when others were not. But trade
among developing countries ("south-south" trade)
accelerated in the 1970s, increasing its share of
their exports from 20 percent in 1973 to 24 percent
in 1980; the rapid growth of markets in oil-ex-
porting countries provided part of the south-south
impetus, as did expansion in the newly industrial-
izing countries.

South-south trade has built up in different forms.
In Latin America regional trading arrangements
encouraged trade diversion: relatively capital-in-
tensive and high-cost goods were traded, rather
than those exports that reflected the comparative
advantage of Latin American countries. In East
Asia, by contrast, regional trade helped to pro-
mote a more efficient division of production. The
newly industrializing countries were expanding
their demand for raw materials, while starting to
export more sophisticated goods and services, some
to countries within the region. This created op-
portunities for the region's primary producers-
and for those countries that produced cheap, low-
quality manufactures, since they could fill the gap

TABLE 2.9
Flows of workers' remittances to developing countries, 1970-82

left as the newly industrializing countries moved
up market. Regional trade expanded because trade
policies stimulated responses to new market op-
portunities rather than as a result of formal trade
agreements. Trade with the rest of the world also
continued to grow fast. Thus, while regional trade
grew as rapidly in East Asia as it did in Latin
America, its share of total trade stayed constant
in the former but rose in the latter.

Workers' remittances

Workers' remittances continue to be a significant
source of foreign exchange for labor-exporting
countries. The remittances received by some coun-
tries have been more than half the value of their
exports; for a few countries, remittances have been
larger than their exports. Even when remittances
have been small in relation to exports, they have
provided a higher standard of living for some fam-
ilies. Although the working conditions of migrant
workers are sometimes poor, continuing emigra-
tion suggests that the private returns far outweigh
the physical and psychological costs of being away
from home (see Box 10.3).

The middle-income oil importers have been the
largest recipients of remittances (see Table 2.9).
This group includes the traditional labor exporters
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Billions of current dollars
Average annual

percentage growth

Country group 1970 1973 1980 1981 1982' 1970-80 1980-82'

All developing countries 2.3 6.7 24.0 25.5 27.6 26.4 7.2
Low-income

Asia 0.1 0.3 3.0 2.8 3.2 40.5 3.3
Africa 0.1 0.1 0.3 0.4 0.5 na. 29.1

Middle-income
Oil importers 1.7 5.5 116.9 18.4 20.0 25.8 8.8
Oil exporters 0.4 0.7 3.8 3.9 3.9 25.3 1.3

Exports

Total exports
(billions of dollars)

Share to developing countries'
(billions of dollars) Percentage share

1973 1980 1973 1980 1973 1980

Machinery

Total merchandise

141

398

434

1,228

38

90

149

339

27

23

34

28



FIGURE 2.7

Balance of payments financing of all
developing countries, 1970 and 1982
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The height of the pie charts indicates total receipts of foreign
exchange of all developing countries in current dollars. The
financing of the resource gap is shown in the bar charts; the
height of the blocks indicates the share of each component,
and the numbers show the absolute amount in billions of
current dollars,

in southern Europe (such as Turkey, Yugoslavia,
and Portugal) whose workers go to northern Eu-
rope, as well as some of the countries which ben-
efited from sending labor to the oil-surplus states:
Jordan, Republic of Korea, Morocco, Philippines,
Sudan, and the Yemens. Remittances to the low-
income labor exporters of Asia also increased; al-
though the total was small in comparison with the
receipts of the middle-income group, it was an
important source of their foreign exchange earn-
ings. Some oil exporters (for example, Algeria,
Egypt, Mexico, and Tunisia) also exported labor
and their remittance receipts increased by 25 per-
cent a year in 1970-80. The traditional labor im-
porters in northern Europe hardly increased their
immigrant work forces in the 1970s, but the boom
in the Middle East boosted remittances consider-
ably between 1973 and 1980. In 1980 remittances
emanating from the industrialized countries
amounted to about $19 billion, while the high-
income oil exporters are estimated to have paid
out about $5 billion. Since then remittances have
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grown much more slowly, largely reflecting a
slowdown in activity in labor-importing countries.

Capital flows

The growth of developing countries' exports dur-
ing the 1970s was slightly exceeded by the growth
in their inflows of medium- and long-term capital.
Most significant was the increase in private lend-
ing, which rose at an average rate of 22 percent a
year in 1970-80 and provided about half of total
medium- and long-term capital flows during the
period. Private direct investment contributed 14
percent of the total, and grew by 19 percent a year.
Official development assistance (ODA) provided
28 percent of the total and expanded by 18 percent
a year. The relative importance of these various
sources of foreign exchange financing is shown in
Figures 2.7 and 2.8.

Private sources

The share of medium- and long-term debt owed
by the developing countries to private lenders has
doubled since the early 1970s to an estimated 60
percent in 1982. The share is even higher (more
than 70 percent) when banks' short-term credit is
included; at the end of 1982, short-term credit to-
taled more than $150 billion. The dramatic increase
in medium- and long-term borrowing reflects the
developing countries' progress in building up cred-
itworthiness, as well as market developments that
favored a rapid expansion of lending. Private loans

FIGURE 2.8

Capital flows to developing countries, 1982
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went almost exclusively to the middle-income
countries. At the end of 1982, more than 70 per-
cent of their medium- and long-term debt was
owed to private sources, while more than 80 per-
cent of the debt of low-income countries was still
owed to official sources, mostly at concessional
terms. Some of these countries, either because of
their strong reserve position or because they had
progressed so little toward full creditworthiness,
held deposits with the international banking sys-
tem that were greater than their outstanding bor-
rowings from it (see Table 2.10).

Some of the expansion of bank lending over the
past decade has substituted for direct investment.

The relatively low interest rates during most of the
1970s encouraged this trend, as did restrictions
placed by a number of host countries on direct
investment. Multinational firms could often sub-
stitute debt for equity flows. In an effort to en-
courage direct investment, some countries have
set up insurance schemes for foreign investors (see
Box 2.1).

Official sources

Aid is provided for a variety of reasonspolitical,
economic, and humanitarianwhich are reflected
in its geographical distribution. About two-thirds

Box 2.1 Insuring international investment
Twenty-two capital-exporting countries,
including almost all OECD countries, as
well as India and the Republic of Korea,
have set up national investment insur-
ance schemes. They offer insurance of
new investments against noncommercial
risks abroad to nationals or residents of
the insuring country. Eligible invest-
ments have generally included equity and
quasi-equity; the definition of invest-
ments extends increasingly to nonequity
forms of international business transac-
tions such as service and management
contracts and profit or production-shar-
ing arrangements. In general, coverage
is available for three types of political
risk: expropriation, currency incoverti-
bility, and war. Periods of insurance tend
to range between fifteen and twenty
years. While a few schemes offer sepa-
rate coverage for individual types of po-
litical risks, most of them provide only
for blanket coverage of all risks at a flat
premium. Premium rates vary among the
schemes, but flat premiums tend to range
between 0.5 percent and 1.5 percent a
year of the insured amount.

As a rule, only investments flowing
into developing countries are eligible.
Whereas only one scheme explicitly re-
quires the existence of a bilateral agree-
ment with the host country as a precon-
dition for insuring a project, many
schemes strive to safeguard their expo-
sure through general bilateral invest-
ment protection agreements between
home and host countries.

Assistance to the development of the
host country by promoting investments,
promotion of the home country's exports
or its access to raw materials, as well as
promotion of mutually advantageous
economic relations, are basic objectives
of the national schemes. While some
schemes concentrate on one or more of
these targets, others strive, with varying
priorities, to integrate all of them. All
schemes operate under the auspices of
their respective governments. Most are
required, or at least expected, to operate
on a self-sustaining financial basis.

According to OECD estimates, as of
December 1981 the share of total OECD
investment in developing countries cov-
ered by national investment insurance
averaged about 10 percentbut varied
between less than 1 percent and 87 per-
cent. Many of the schemes appear in-
active, with total coverage remaining
under $100 million, and sometimes even
under $10 million.

National investment insurance may be
subject to a number of constraints such
as:

Inability to achieve a viable spread
of risk, especially by small home coun-
tries

Country or project ceiling, or both
Failure of developmentally valuable

investments to obtain insurance as a re-
suit of home-country-related policy con-
siderations

Inability to accord coverage to all
members of international consortia on

equal terms and conditions
Unavailability of national insurance

to (potential) investors from some capi-
tal-exporting countries, in particular,
capital surplus OPEC countries, which
do not operate national schemes.

Since the early 1970s some private in-
surance underwriters have started to is-
sue policies to cover noncommercial risks
for firms operating in developing coun-
tries. In the past ten years the capacity
of private insurers increased signifi-
cantly.

The private insurers were successful
mainly by making their programs com-
plementary to national insurance
schemes. Despite some disadvantages of
private insurancehigher premiums (up
to 5 percent) and shorter period of cov-
erage (one to three years)it provided
coverage that could not be obtained under
the national schemes because of their re-
strictions (for example, host-country ceil-
ing and limitation to new investments
by nationals).

To overcome the weaknesses of na-
tional and private insurance programs for
noncommercial risk, international or
multilateral investment insurance sys-
tems have been considered repeatedly
since the early 1960s. Thus far only one
regional scheme has been established: the
Inter-Arab Investment Guarantee Cor-
poration headquartered in Kuwait, which
insures investment from Arab member
states in other Arab member states.
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TABLE 2.10
Net liabilities of selected developing countries,
end-December 1982
(billions of dollars)

Note: A negative sign denotes a net asset position as reported to the
Bank for International Settlements (BIS).
Source: BIS.

of bilateral ODA goes to middle-income countries,
while virtually all multilateral ODA goes to low-
income countries. Because middle-income coun-
tries have borrowed heavily from private markets,
ODA constitutes only a small fraction of their total
capital inflows-20 percent in 1980. By contrast,
even though low-income countries receive only 35
to 40 percent of total ODA, it has provided more
than 75 percent of their external capital during the
1970s. Even among low-income countries, ODA's
financial contribution varies widely. In the pop-
ulous countries of South Asia, it was equivalent
to only 5 percent of gross domestic investment in
1980, and 15 percent of imports. By contrast, ODA
was equivalent to more than 40 percent of invest-
ment in low-income Africa and 20 percent of
imports.

Although most DAC countries have accepted a
target for ODA of 0.7 percent of their GNP, their

TABLE 2.11
ODA flows from major donor groups, 1970-81

Note: The figures reflect disbursements reported by donors and
therefore differ from net ODA flows given in Table 2.12. (See also
under Official Development Assistance in the Definitions.)
Sources: DAC and UNCTAD.
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overall average has remained at about half that
level since the early 1970s. Some DAC countries,
notably the Netherlands, Norway, Sweden, and
Denmark, have met and even exceeded the 0.7
percent target. Others-particularly the United
States-have slipped further below it. ODA flows
from OPEC countries increased rapidly in the first
half of the 1970s but have since stabilized. None-
theless, the share of ODA in their GNP remains
far higher than in the case of the industrialized
countries. ODA in real terms from DAC countries
declined by 5 percent in 1981, and recovered by
10 percent in 1982, due in part to deferred dis-
bursements from the previous year. The 1982 fig-
ure reflects the appreciation in the dollar which
raised both the purchasing power of dollar aid
receipts and the burden of debt denominated in
dollars. ODA disbursements by source are set out
in Table 2.11.

Not all official lending to developing countries
qualifies as ODA. Official loans on terms close to
market rates-mostly export credits and loans from
multilateral development banks-have been grow-
ing more rapidly than ODA, rising from 19 to 29
percent of official flows between 1970 and 1980.
While export credits are available to almost all
countries, loans at near market terms from mul-
tilateral development banks often provide a bridge
for countries not sufficiently creditworthy for purely
private finance, but able to handle some debt on
commercial terms.

Financing deficits in the recession

In the early 1980s many countries ran into serious
balance of payments problems. Recession in the
industrial countries reduced the export earnings
of developing countries, while high real interest
rates increased their debt service obligations. Some
lenders, concerned about the ability of individual
borrowers to surmount these difficulties and un-
certain about world economic prospects, became
less willing than they had been to increase their
lending.

The outcome (partly estimated) for all devel-
oping countries in 1982 indicates the extent of the
deterioration (see Table 2.12).

The current account deficit was $118 billion,
the same as in 1981 and more than twice that in
1980. It was equivalent to 5 percent of GNP and
25 percent of exports of goods and nonfactor serv-
ices. By contrast, in 1975-the previous peak def-
icit year-deficits were 3.3 percent of GNP and
17.5 percent of exports.

Country Amount Country Amount

Brazil 51.77 Cameroon 0.60
Mexico 48.49 Sudan 0.20
Argentina 16.43 Tanzania 0.06
Korea, Rep. of 15.12 Sri Lanka 0.05
Chile 7.99 Bangladesh -0.10
Portugal 7.48 Ghana -0.14
Yugoslavia 7.28 Uruguay -0.15
Nigeria 5.48 Kenya -0.23
Philippines 5.37 Ethiopia -0.23
Algeria 4.05 Pakistan -0.46
Turkey 1.36 India -0.56
Thailand 1.30 Egypt -1.80
Indonesia 0.97 China -6.64

1970 1975 1981

Billions of dollars
Total ODA 20.0 31.6 37.6

Source Percent
DAC 88.5 68.4 68.0
OPEC 4.8 27.9 25.9
Nonmarket economies 6.7 3.7 6.1



TABLE 2.12
Developing countries' balance of payments, 1970-82

Estimated.
Net of remittance payments.
Interest payments on medium- and long-term loans.
Net official development assistance, defined as net disbursements of concessional official loans plus net official transfers.
Other capital includes net short-term borrowing, capital not elsewhere indicated, and errors and omissions.
US dollar GDP deflator for industrial countries.

TABLE 2.13
Developing countries' current account balance, excluding official transfers, 1970-82

a. Estimated.

Export earnings fell for the second consecu-
tive year, to a level 7 percent below that of 1980-
the result of declining dollar prices of exports and
stagnant volumes.

Interest payments on medium- and long-term
debt rose to nearly $50 billion, 50 percent above
their 1980 level. The London Interbank Offer Rate
(LIBOR) for six-month dollar deposits, which de-
termines interest payments on the bulk of private
bank loans, averaged 16.6 percent in 1981 and 13.5
percent in 1982.

The external deterioration affected different
groups of developing countries in different ways
(see Table 2.13). For oil importers the high interest
rates and depressed export markets of 1980-82 came
on top of the 1979-80 rise in oil prices, to which
most countries had barely started to adjust. Be-
tween 1978 and 1980 their current account deficit
rose from $26 billion to $72 billion, even though
they reduced the rate of growth in the volume of
their imports from an average 7 percent a year in
1975-79 to only 4 percent in 1980. In 1981 they

19

(billions of current dollars)

1970 1978 1979 1980 1981 1982a

Current account
Resource balance -7.2 -28.8 -22.2 -42.3 -91.6 -85.7
Workers' remittances' 1.4 14.2 18.1 19.7 20.8 22.6
Interest payments' -2.7 -16.8 -24.3 -32.9 -41.8 -49.5
Other current transactions -3.5 -4.4 -2.9 -3.4 -6.0 -5.6

Current account balance -12.0 -35.9 -31.3 -58.9 -118.6 -118.2
Financed by net capital flows 12.7 65.1 81.1 81.6 96.6 85.2

Official development assistanced 4.7 16.1 19.6 24.4 23.2 23.9
Official nonconcessional loans 1.1 5.3 7.3 9.8 10.1 11.0

Private loans 4.7 35.1 42.6 35.3 47.7 35.0
Private direct investment 2.2 8.4 11.6 12.1 15.6 15.3
Use of reserves and other capitale -0.7 -29.3 -49.7 -22.8 22.0 33.0

Memorandum items
Debt outstanding 69.4 311.7 370.3 424.2 491.6 548.0

Official 34.0 120.4 136.1 157.2 177.6 199.0
Private 35.3 191.3 234.2 267.0 314.0 349.0

Resource gap as percentage of GNP 1.4 1.8 1.2 1.9 4.3 3.7
Current account deficit as percentage of GNP 2.3 2.2 1.6 2.7 5.5 5.0
Net capital flows as percentage of GNP 2.5 4.0 4.3 3.7 4.5 3.6
Debt service as percentage of GNP 1.8 3.2 3.5 3.4 4.1 4.7
Debt service as percentage of exports 13.5 15.4 15.0 13.6 16.3 20.7
Interest payments as percentage of GNP 0.5 5.0 5.5 5.9 2.0 2.1
Deflator 38.4 83.0 91.7 100.0 99.3 98.4

(billions of current dollars)

Country group 1970 1978 1979 1980 1981 1982'

All developing countries -12.0 -35.9 -31.3 -58.9 -118.5 -118.3
Low-income

Asia -0.7 -1.9 -5.4 -11.6 -6.6 -4.2
Africa -0.6 -2.6 -3.0 -3.7 -5,5 -5.5

Middle-income
Oil importers -7.5 -21.8 -36.2 -56.2 -67,7 -58.8
Oil exporters -3.2 -9.6 13.3 12.6 -38.7 -49.8



held the volume of their imports constant, but this
did not stop the deficit from rising to a new peak
of almost $80 billion. Exports were falling rapidly
while interest payments still rose. In 1982 export
earnings fell again; since capital-importing coun-
tries were unable to increase their borrowing, they
had to cut back their merchandise imports.

The oil-exporting developing countries initially
benefited from the 1979-80 rise in oil prices. How-
ever, as the momentum of expanding imports ran
into progressively weakening demand for oil, their
current account swung from a surplus of $13 bil-
lion in 1980 to large deficits in both 1981 and 1982.
Their imports rose $45 billion in current prices
between 1980 and 1982, while exports fell $13 bil-
lion. That $60 billion swing accounted for the en-
tire widening of the current account deficit of all
developing countries during the period. Although
the oil exporters slowed down the growth in their
import volume in 1982, their external deficit, at 7
percent of GNP and 28 percent of exports, was
clearly in need of correction.

In the 1970s medium- and long-term borrowing
exceeded current payments needs and resulted in
a substantial buildup of foreign exchange reserves.
The $80 billion expansion of the combined current
account deficits of developing countries between
1978 and 1982 was accompanied by notable shifts
in financing patterns. Medium- and long-term
finance rose 30 percent over this period, but this
increase met only a quarter of the rise in the cur-
rent account deficit (see Figure 2.9).

FIGURE 2.9

Current account financing of all
developing countries, 1970-82
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FIGURE 2.10

Debt and debt service ratio of all
developing countries, 1970-82
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Debt service payments as a ratio of export earnings.
Total medium- and long-term debts disbursed and outstanding.

Within this total, long-term private lending,
which had expanded to $48 billion in 1981, fell
back in 1982 to close to the level in 1978. Net
receipts of ODA expanded by 50 percent between
1978 and 1980 but have subsequently stagnated,
placing severe strains on low-income countries that
cannot borrow privately. Net private direct in-
vestment, which began to accelerate in the late
1970s, also stalled as growth in developing and
industrial countries declined. Most of the extra
financing needs since 1980 have therefore been
met by both reserve movements and short-term
borrowing.

International debt

While the developing countries' medium- and long-
term debt increased by 20 percent a year in the
1970s, the resources needed to service the debt
were also growing rapidly. The ratio of privately
owned debt to exports, as well as total debt service
to exports, was no higher in 1980 than it had been
in 1970 (see Figure 2.10). Although the average
effective interest rate on total developing-country
debt increased from 6.3 percent in 1970 to 8.9 per-
cent in 1980, this rise was less than the annual
increase in the prices of their imports or exports,
and less than the inflation rate in the industrialized
countries. The real interest rate on debt was there-
fore very low.

After 1980 the position changed. Although the
1970 72 74 76 78 80 82



rate of growth of debt halved to an estimated 11
percent in 1982, the slowdown in export earnings
was sharper. As a result, the ratio of debt to ex-
ports rose from 76 percent to 104 percent between
1980 and 1982; if short-term debt is included, this
ratio exceeded 150 percent. For oil-importing de-
veloping countries, the ratio was far higher than
at any time since 1970; for oil exporters, it was no
lower than it had been before the 1973-74 oil price
rise (see Figure 2.11). Since a large part of devel-
oping-country debt is denominated in dollars, the
appreciation of the dollar in foreign exchange mar-
kets has added to their debt burden.

Boosted by higher interest rates, the ratio of debt
service obligations to exports rose sharply from
13.6 percent in 1980 to 20.7 percent in 1982 (see
Table 2.14). Although the incidence of lower ex-
port earnings, more debt, and higher interest rates
varied widely among countries, the importance of
lower export earnings is indicated by a hypothet-
ical calculation: had export earnings risen at 10
percent a year in 1980-82 (about half the average
increase in the 1970s), the debt service ratio would

FIGURE 2.11

Growth of debt and exports, 1970-83
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TABLE 2.14
Debt service ratios for all developing countries,
1970-82

Estimated.
The sharp rise in 1982 reflects the accumulation of arrears and

does not allow for any reschedulings in 1982.

have risen by less than three percentage points
instead of the seven points it actually did. Of that
three-point increase, about half would have been
due to higher debt levels and half to higher in-
terest rates.

The way developing-country debt evolved dur-
ing the 1970s left most borrowers particularly vul-
nerable to the pressures of the early 1980s.

Debt was increasingly composed of loans at
variable rates, their share rising from less than 10
percent in 1970 to more than 40 percent by 1980.
Variable rates were initially welcomed by many
bankers and borrowers. By eliminating the interest
rate risk for lenders, variable rates made banks
more willing to lend long-term during a period of
rising inflation. Variable rates also promised to
stabilize real interest rates on long-term debt, if
interest rates changed in line with inflation. How-
ever, the tightening of monetary policy in major
countries in recent years raised real as well as
nominal rates. Being more reliant on variable rate
loans, developing countries found that market in-
terest rates affected their total interest obligations
more quickly than before. (By the same token,
they benefited promptly from the interest rate de-
clines in 1982 and early 1983.)

The practice of syndicating loans also helped
to boost private financial flows to developing
countries, by spreading the risks of such lending
among many banks. With heightened uncertainty
about economic prospects, however, banks have
had to devote more resources to risk assessment,
increasing their costs and discouraging some smaller
banks from further lending. Although the quantity
and quality of information available to lenders have
improved, many are still dissatisfied with it.

Facing difficulty in obtaining long-term loans
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Country group 1970 1980 1981 198t

All developing countries 13.5 13.6 16.3 20.7
Low-income

Asia 13.3 7.9 8.4 10.1
Africa 6.5 8.8 11.6 28.3k

Middle-income
Oil importers 14.0 14.9 18.0 23.0

East Asia 6.7 7.0 7.6 8.6
Latin America 13.0 33.3 39.6 53.2

Oil exporters 13.9 13.0 15.7 19.1

1970 72 74 76 78 80 82

Billions of dollars

200 (estimate)

Middle-income oil exporters
160 ,
12H



(official as well as private), countries looked in-
creasingly to short-term borrowing or to running
down their reserves. These expedients are custom-
arily adopted to smooth out short-term fluctua-
tions in earnings. Their use through the prolonged
downturn of 1980-82 may have permitted a higher
level of imports than would otherwise have been
possible, but it has left many countries vulnerable
to further shocks. By increasing their net short-
term debt, countries also became more exposed to
rising interest rates and to sudden withdrawal of
support by commercial banks.

While these three factors help explain how debt
difficulties worsened in the 1980s, those difficul-
ties have affected individual countries rather than

whole regions or groups. The deteriorating aggre-
gate ratios of the past few years understate the
predicament of a number of countries (including
some of the largest debtors), while exaggerating
the problems of others. Genuine difficulty can be
measured by the number of countries that have
sought formal rescheduling or major refinancing
of their debts. Since 1980 more than twenty coun-
tries have negotiated to reschedule their debta
far higher number than in any comparable period
(see Box 2.2). Most have rescheduled through the
Paris Club, the traditional forum for renegotiating
official debt. They have typically been small, pri-
mary-producing countries that rely heavily on of-
ficial sources of finance and that have been hard

Box 2.2 Restructuring developing countries' debts

Two kinds of institutional arrangements
exist to restructure the two major types
of debt, official and commercial. Debts
to governments and commercial credits
covered by official guarantees are rene-
gotiated in the Paris Club or in aid con-
sortia; debts to commercial banks are re-
negotiated with committees of bankers.
Debt restructuring generally takes two
formseither a repayment of existing
debt through refinancing arrangements
or a rescheduling of existing loans. There
have been substantial refinancings of debt
to commercial banks in the past: for ex-
ample, Argentina (1976) and Jamaica
(1979). But the bulk of the more recent
official and commercial bank debt rene-
gotiations have involved formal resched-
ulings.

The terms of reschedulings are usually
relatively short. In Paris Club agree-
ments, rescheduled debts, which cover
one to two years of original obligations,
are normally repaid in seven to ten years
with three to four years' grace. But ex-
ceptions have been made. Between 80
and 90 percent of eligible maturities are
consolidated. Sometimes the nonconsol-

idated portion of the debt may be paid
during the grace period rather than on
the original due dates. Moratorium in-
terest charges on rescheduled commer-
cial credits are normally set at the rate at
which new credits are offered.

Rescheduled commercial bank debt is
repaid over five to ten years. Debt relief
agreements with commercial banks nor-
mally reschedule principal amounts due.
Occasionally some interest arrears are
consolidated but they are normally paid
in about half the time allowed for con-
solidated principal. Currently both the
Paris Club and commercial banks require
the debtor country to have agreed on a
stabilization program with the IMF.

A number of countries have recently
sought and obtained debt relief without
any formal agreement with their banks.
This somewhat confirms the view that
mechanisms for debt renegotiations have
become adequately institutionalized.
Furthermore, the most complicated debt
renegotiationssuch as those with Po-
land and Romaniahave been put in
place. In recent negotiations, however,
the IMF has played an increasingly im-

portant role putting together viable debt
restructuring packages with commercial
banks.

A number of problems, however, con-
tinue to mar the smooth working of debt-
relief procedures. Debt renegotiations
essentially address liquidity problems.
Countries with deep-seated economic
difficulties often require debt relief for
several years in a row: without it, their
solvency can be impaired. Delays in im-
plementing bilateral agreements under
the Paris Club are not unusual. This in
turn delays the return of export credit
insurance and the renewed flow of com-
mercial credits. Most important, debt re-
negotiations have not succeeded in
maintaining the creditworthiness of many
countries. In some measure this has been
due to the overwhelming concern with
liquidity problems to the exclusion of
long-run development issues. Both gov-
ernment and commercial bank creditors
need to recognize that, without additional
capital to support real adjustment, debt
restructuring may not serve the ultimate
purpose of debt renegotiations, that is,
the restoration of creditworthiness.
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hit by declines in commodity prices.
Several of the largest debtor countries, which

have relied chiefly on private sources of finance,
have also sought to reschedule their debt. These
arrangements have generally been made through
ad hoc committees of creditors, in conjunction with
programs agreed with the International Monetary
Fund (IMF). The IMF has made a particular effort
to ensure that these arrangements do not result
in debt merely being transferred from private to
official creditors, but that additional new private
loans are also committed.

In several major countries with debt servicing
difficulties, such as Brazil and Mexico, the problem
is basically that of liquidity; in these cases, al-

though the productivity of investment has been
relatively high, difficulties arose because of the
sharp increase in interest rates and sudden decline
in short-term capital inflows. In others (such as
Argentina, Bolivia, Jamaica, Madagascar, Nicara-
gua, Senegal, and Zaire), the low return on in-
vestment has also contributed to debt servicing
problems.

The impact of the recession on developing
countries

There is considerable variation in the impact of the
international recession on individual countries, but
there are also broad similarities. Most countries

Multilateral debt renegotiations, 1974-83
(millions of current dollars)

Country

Argentina
Bolivia

Brazil

Central African Rep.
Chile

Costa Rica

Cuba
Ecuador
Gabon
Ghana
Guyana
India
Jamaica
Liberia

Madagascar

Malawi
Mexico

Nicaragua
Pakistan
Peru

Poland
Rornania

Senegal
Sierra Leone
Sudan
Togo

Turkey

Uganda
Yugoslavia
Zaire

:1974 1975 1976

509 a216

U 650

*387

U 970

*270
Note:U = Paris Club Renegotiation. = Aid Consortia Renegotiation. U = Commercial Bank Renegotiation. IMF estimates
are in italics. A combination of IMF estimates with any of the first three categories is possible in any year. U = Under
negotiation. Formal agreement not reached as of January 1983.
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have experienced, in varying degrees:
Import reductions because of stagnant or

declining foreign exchange earnings, reduced
inflows of external capital, and rising debt service
requirements

Falling government revenues due to declining
economic activity, the stagnation in trade, and the
difficulty of imposing new taxes during a recession

Cutbacks in investment plans and the slow-
down of ongoing projects because of shortages of
domestic and external funds

Shortages of funds to finance the operation
and maintenance of existing facilities.

The severity of such problems depended not
only on economic structure but also on the choices
countries made among the various ways of ad-
justing to external shocks: some adjustment paths
are efficient, others less so. Current account def-
icits can be reduced by slower growth, which cuts
the demand for imports, or by switching produc-
lion to additional exports and efficient import sub-
stitutes. Countries with access to external capital
could use this capital to help make these structural
adjustments or to help postpone making adjust-
ments. Countries that choose to maintain con-
sumption levels by reducing investment eventu-
ally pay the price of a more difficult adjustment
in later years, or must be willing to accept a longer
period of slower growth. Others, which restruc-
ture investment programs, increase domestic sav-
ing, and give incentives to export may have to
accept slower growth and consumption during the
transition period, but are likely to emerge as
stronger economies in the long run. For the low-
income or least developed countries, however, the
choices were more difficult, since consumption
levels were already low and further cuts to main-
tain investment implied particularly severe social
and human costs.

Although the world recession sharply curtailed
growth in most developing countriesin 1980-82
their GDP growth rate was less than half the
1973-80 averagethe low-income economies of Asia
did much better than those of Africa. Among the
middle-income oil-importing countries, East Asia
as a group markedly outperformed Latin America
in 1981 and 1982 (see Table 2.1).

Low-income countries

The position of the low-income sub-Saharan
African countries continued to deteriorate in
1980-82. Most had fared significantly worse in the
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1970s than in the 1960s, and GDP per capita de-
clined in many countries from 1973 to 1980. As
the World Bank's report Accelerated Development in
Sub-Saharan Africa noted, inappropriate policies
chronic fiscal deficits, farm prices and marketing
arrangements that deterred production, and ov-
ervalued exchange ratescontributed to slow
growth in the 1970s. These long-standing prob-
lems have been greatly exacerbated by the 1980-
82 recession, with falling demand for primary
product exports. To make matters worse, a severe
drought is afflicting not only the Sahel region, but
also southern Africa. Drought conditions in 1982
contributed to a decline in agricultural production.
This was not offset by any growth in official de-
velopment assistance, which was virtually stag-
nant in 1981 and 1982. To cope with their wors-
ening balance of payments, countries sharply
curtailed economic activity to reduce imports.

Many African governments (for example, in Ma-
lawi, Mali, and Sudan) have recognized the im-
portance of adjusting policies, and particularly of
eliminating the bias against agriculture. Despite
the world recession, policy changes have pro-
duced encouraging results. For example, Sudan
devalued its exchange rate, raised producer prices,
and altered its tax regimeall geared to restoring
the incentive for cotton cultivation. Concessionary
aid helped finance critical imports for the irrigated
cotton sector. The result was a 51 percent increase
in cotton production in 1981-82 followed by a fur-
ther 27 percent last year.

In contrast, the low-income countries of South
and East Asia, notably India and China, were able
to face the difficulties of the 1970s, and even of
the early 1980s, from a stronger position. In part
this was because of the policies they pursued.
China, India, and Sri Lanka initiated liberalization
programs in the second half of the 1970s. Pakistan
and Bangladesh adopted structural adjustment
programs in the late 1970s and early 1980s. The
low-income Asian countries have mostly shown
discipline in monetary and fiscal policy and have
also made significant progress in correcting price
distortions and providing appropriate incentives
to encourage efficiency and growth. India, for ex-
ample, grew by an average of 6.5 percent a year
in 1980-81 and, although growth slowed to 2.8
percent in 1982 due to drought and the prolonged
world recession, this increase was still high com-
pared with earlier drought years. By adjusting prices
to reflect economic costs more closely, the gov-
ernment helped to promote a rise in public savings
in 1981-82, while private savings also grew. Tm-



proved efficiency in power and railways allowed
higher capacity utilization in industry. And de-
spite the world recession, exports continued to
grow rapidly in response to export incentives and
the greater availability of essential imports.

Middle-income oil importers

The recession also affected middle-income oil im-
porters in diverse ways. The middle-income coun-
tries of Asia saw a deterioration in their terms of
trade, yet they still performed remarkably well.
The Republic of Korea and the Philippines man-
aged to grow by an average of 2 and 4 percent a
year respectively during 1980-82, and Thailand by
6 percent a year. Although the reliance of the newly
industrialized countries of Asia on manufactured
exports makes them vulnerable to downturns in
trade and to protectionism, their manufactured ex-
ports did not decline. By emphasizing efficiency
and competitiveness, and by being relatively cau-
tious in their foreign debt and fiscal policies, they
have created an economic resilience that can
weather difficult conditions. Their relatively low
level of price distortions was conducive to better
resource allocation and use, which permitted re-
spectable growth of exports and GDP during the
latest recession. It also meant that the returns on
foreign borrowing were higher.

In contrast, from 1980 to 1982 the GDP of mid-
dle-income oil importers in Latin America fell by
almost 2 percent a year. The recent decline in oil
prices has alleviated their import burden, but fall-
ing world demand and prices of primary com-
modities reduced export earnings. Even more im-
portant, sharply rising interest payments
exacerbated their worsening balance of payments.
Their heavy indebtedness made the Latin Amer-
ican economies especially vulnerable to rising in-
terest rates and any slowdown in their exports.
The size of the external debt of the oil importers
in Latin America is not high in relation to the level
of economic activity, but it is exceedingly high
compared with their export earnings. In 1981 their
ratio of debt to GDP was identical to that of other
developing countries (24 percent), but the ratio of
debt to exports was 158 percent compared with 95
percent for other developing countries. Further-
more, more than 50 percent of this debt was at
variable interest rates compared with 21 percent
for all other developing countries. By 1982 their
debt service burden had risen to 53 percent of
exports compared with 8.6 percent for East Asian
oil importers. To service their debt, they therefore

had to reduce their imports, and thus their growth,
considerably.

Long-standing domestic problems added to the
vulnerability of these economies to recession. Neg-
ative real interest rates and other financial policies
dampened savings and contributed to capital flight.
High protection led to inefficient manufacturing
industries and limited exports, and fiscal and mon-
etary policies led to high rates of inflation. The
immediate result of such policies was the over-
valuation of exchange rates and a tendency to im-
port too much, export too little, ship capital abroad,
and borrow heavily. During this period many
countries embarked on programs to adjust their
policies by reducing protectionism, encouraging
exports, eliminating price controls, and adjusting
exchange rates. While important progress was made
in some cases, in others the sequence of policies
was unfortunate. For example, when the liberali-
zation of foreign capital inflows preceded trade
liberalization, borrowed capital flowed into inef-
ficient activities with low social returns. At the
same time these policy reforms often had little
impact on fiscal deficits and inflation.

Where policies have been changed, middle-in-
come oil importers, like the low-income countries,
have shown that they can reap substantial bene-
fits, notwithstanding the world recession. For ex-
ample, Turkey, which initiated a major economic
reform program in 1980, has made notable prog-
ress. Its GDP grew by more than 4 percent a year
in 1981 and 1982, inflation dropped from 107 per-
cent in 1980 to 25 percent in 1982, and an upsurge
in exports, together with modest import demand,
brought the current account deficit down from 4
percent of GDP in 1981 to 2 percent in 1982.

Middle-income oil-exporting countries

Paradoxically, some of the countries now facing
the greatest problems are oil exporters, despite the
marked improvement in their terms of trade over
the past decade. Their problems have well estab-
lished antecedents in the history of other resource-
rich economies. A country that is well endowed
with natural resources reaps a rental income from
their exploitation. Usually the government appro-
priates the bulk of the rents in the form of roy-
alties, direct profits, or production-sharing fees,
and such revenues can be used for heavy public
spending.

The oil exporters used their revenues to expand
development expenditures, putting more funds into
social and physical infrastructure than they could
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otherwise have done. Sometimes, however, they
overinvested in capital-intensive sectors that con-
tributed little to employment, drawing resources
out of agriculture and small-scale enterprises.

The erosion of the tax base has been a further
problem for resource-rich countries. With windfall
gains from oil, it is difficult to persuade taxpayers
that their contributions are necessary for growth.
But if the tax base erodes, governments find them-
selves short of revenues when income from oil or
other resources declines.

For all these reasons many middle-income oil
exporters have found themselves in difficulty in
the 1980s. For example, in Egypt, the fall in rev-
enues from petroleum exports, as well as dimin-
ished earnings from the Suez Canal, workers' re-
mittances, and tourism, caused the current account
deficit to widen to nearly 14 percent of GDP in
1982. The fiscal deficit rose to 22 percent of GDP
that same year.

Sometimes capital-intensive investments were
further expanded by external borrowing on the
assumption that revenues would continue to grow.
At the beginning of the recession, as the demand
for oil was falling, it was tempting to maintain
public spending by borrowing even more. The Latin
American oil exporters, for example, increased their
debt by 23.3 percent a year between 1972 and 1981
(compared with 19.4 percent for the region's oil
importers), and by 1981, 70 percent of the debt
was at variable interest rates (compared with 56
percent for the rest of the region). As interest rates
rose and oil revenues fell, these heavily borrowed
countries found themselves in difficulty.
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Here, too, there were variations. Some oil ex-
porters, such as Mexico and Nigeria, had difficulty
servicing their debts when oil revenues fell. Others,
Malaysia and Indonesia, for instance, have main-
tained creditor confidence and access to financial
markets. In both countries the accumulated for-
eign exchange reserves from past oil revenues also
provided a cushion against the decline in export
earnings.

Summing up the experience of all developing
countries, the past three years underline the im-
portance of incentive-promoting policies. The most
successful countries have been outward oriented,
and have also emphasized the role of prices and
markets for improving efficiency, as well as better
management of the public sector. The ability of
some Latin American countries to withstand ex-
ternal strains after 1979particularly higher inter-
est rates and lower commodity priceswas seri-
ously compromised by their earlier domestic
policies. For sub-Saharan Africa, the main new
factor has been the sharp decline in commodity
pricesagain, coming on top of continued weak-
nesses in economic policy and management.

What is needed for sustained world economic
growth is concerted action by both the industrial
and the developing countries. The former to help
provide a more stable and favorable external eco-
nomic environment through steady but noninfla-
tionary expansion, a more open trading system,
and continued steady growth in both commercial
and concessionary capital flows. The latter, by
adopting policies that increase efficiency. These
policies are discussed at length in Part II.


