
Part I Recovery or Relapse in the World Economy?

2 Recession in retrospect

The world has now had two major recessions in
the past ten years. The recession of 1974-75 was
sharp but short in industrial countries, where GDP
rose by 6.1 percent in 1973, then by only 0.8 per-
cent in 1974, before falling by 0.4 percent in 1975.
In 1976, however, GDP growth in industrial coun-
tries was back up to 4.7 percent. Developing coun-
tries were less badly affected. Their GDP growth
was 7.4 percent in 1973 and 5.9 percent in 1974; it
fell only modestly to 4 percent in 1975 before rising
to 6.3 percent in 1976.

The recent recession of 1980-83 was not so sharp
but it lasted longer. In the industrial countries GDP
grew by 3.3 percent in 1979, then 1.3 percent in
1980, and 1.3 percent in 1981. It fell by 0.5 percent
in 1982 and is estimated to have risen to only about
2.3 percent in 1983. The developing countries were

TABLE 2.1

Population, GDP, and GDP per capita in 1980, and growth rates, 1960-83

also more severely affected. Their GDP grew by
only 2.5 percent in 1980, 2.4 percent in 1981, 1.9
percent in 1982, and an estimated 1 percent in 1983
(see Table 2.1 and Figure 2.1). They had fared bet-
ter in the first recession not only because it was
shorter but also because, for a time, their heavy
borrowing allowed them to grow. In the second
recession, however, the availability of foreign capi-
tal declined abruptly after 1981. This change
imposed substantial pressure on those countries
which had come to rely on foreign loans as a prin-
cipal way of escaping recession.

The recent recession had two proximate causes:
the rise in oil prices in 1979, stemming from supply
disruptions in Iran, and the disinflationary policies
of governments in most major industrial countries
after 1980. Both the need to reduce inflation and

Not available.
Estimated.
Data for 1982 and 1983 are based on a sample of ninety developing countries.
Does not include South Africa.
The estimated 1983 data exclude Angola, the Islamic Republic of Iran, and Iraq.
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Country group

1980
GDP

(billions
of dollars)

1980
population
(millions)

1980
GDP

per capita
(dollars)

GDP growth rates
(average annual percentage change)

1960-73 1973-79 1980 1981 1982 1983

Developing countriesL 2,118 3,280 650 6.3 5.2 2.5 2.4 1.9 1.0
Low-income 549 2,175 250 5.6 4.8 5.9 4.8 5.2 4.7

Asia 497 1,971 250 5.9 5.2 6.3 5.2 5.6 5.1
China 284 980 290 8.5 5.7 6.1 4.8 7.3 5.1
India 162 675 240 3.6 4.3 6.9 5.7 2.9 5.4

Africa 52 204 250 3.5 2.1 1.3 1.2 0.5 -0.1
Middle-income oil importers 915 611 1,500 6.3 5.6 4.3 0.9 0.7 0.3

East Asia and Pacific 204 183 1,110 8.2 8.6 3.6 6.7 4.2 6.4
Middle East and North

Africa 28 35 800 5.2 3.0 4.2 -2.4 5.5 2.0
Sub-Saharan Africac 37 60 610 5.6 3.7 5.5 3.9 1.1 0.3
Southern Europe 201 91 2,210 6.7 5.0 1.5 2.3 0.7 -0.9
Latin America and Caribbean 445 241 1,840 5.6 5.0 5.8 -2.3 -0.4 -2.2

Middle-income oil exportersd 654 494 1,320 6.9 4.9 -2.4 2.4 0.9 -1.7
High-income oil exporters 228 16 14,250 10.7 7.7 7.4 0.0
Industrial market economies 7,463 715 10,440 4.9 2.8 1.3 1.3 2.3



FIGURE 2.1

Growth rates of GDP for developing and industrial
countries, 1961-83
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the severity of the resulting recession can be
understood only as a manifestation of a long-term
deterioration in the economic performance of
industrial countries. This deterioration may be
explained in part by past policy choices as well as
by underlying economic and social conditions. In
an interdependent world economy, growth in
developing countries is significantly affected by
what happens in industrial countries (see map). To
assess the prospects of developing countries, it is
therefore important to consider the extent to which
poor policies in the industrial world were to blame
for their difficulties. To the extent that they were,
improved policies in industrial countries could
contribute to faster future growth in developing
countries.

Industrial countries in the past two decades

Figure 2.2 illustrates the experience of seven majof
industrial countries since the mid-1960s. It shows
that they have had marked cycles in GDP growth,
unemployment, and inflation andmore seri-
ouslyadverse underlying trends. Since 1968
GDP growth has experienced three downturns,
and the present recovery appears to be the third
strong upswing. Inflation and unemployment
have tended to follow GDP growthin opposite
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directionswith a lag in each case of about a year.
The present marked downturn in the rate of infla-
tion is the third since 1970. The rate of unemploy-
ment has not shown any significant downturns
but has had three marked upturns since 1969.

The progressive deterioration from cycle to cycle
is also evident. GDP growth in the industrial coun-
tries has not matched its rate of 1973 in any subse-
quent year. The cyclical peaks and troughs in
unemployment have risen from 2.9 and 2.7 per-
cent in the first of the cycles shown in Figure 2.2 to
8 and 5 percent in the most recent. In the case of
inflation, the peaks and troughs have risen from
5.7 and 2.7 percent in the first cycle shown in Fig-
ure 2.2 to 12.2 and 7.1 percent in the most recent.
Inflation has, however, fallen below its previous
cyclical trough. This might be taken as a break in
the tendency toward progressive deterioration,
but the conclusion is not warranted. In order to
lower inflation to a level still well above the aver-
age for the 1960s, unemployment rates have risen
to three times the level of the 1960s.

Policy-induced problems

One explanation of why stop-go cycles have
tended to be sharper in recent periods is that as

FIGURE 2.2

Growth, inflation, and unemployment in seven major
industrial countries, 1966-83
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soon as it is widely believed that governments are
embarked on an inflationary course, nominal
wages rise and bond prices and exchange rates fall.
The result, especially under floating exchange
rates, is that inflation rises more quickly than antic-
ipated and, in turn, the authorities are forced to
choke off the expansion with monetary restraint
sooner than would have been necessary with less
sensitive markets.

The tendency toward slower growth can be
explained in part by changes in underlying condi-
tions. By the late 1960s the opportunities for catch-
ing up with the technology of the United States
had been largely exploited by both Japan and west-
ern Europe, so one source of exceptional growth
declined in significance. Another sourcethe shift
of workers from low-productivity agriculture to
high-productivity manufacturinghad also largely
been exhausted. A third sourcetrade liberaliza-
tion and reintegration of the industrial economies
after World War TIthough it had boosted growth
for at least two decades, was no longer providing
the stimulus it did earlier. Finally, the increasing
share of service industries in GDP may have
slowed the growth of GDP since the growth of
productivity has traditionally been lower in serv-
ices than in manufacturing.

Although such fundamental factors played a
part in slowing down GDP growth, they cannot
entirely explain the deterioration in economic per-
formance. To begin with, some forces were work-
ing in favor of faster growthrapid innovations in
key industries such as electronics, for example.
Countries might also have exploited the potential
for shifting labor out of unemployment and declin-
ing "smokestack" industries to new areas, and the
opportunity to expand trade with developing
countries, especially by importing more labor-
intensive goods in return for exports of machinery
and other sophisticated products and services.
Furthermore, although underlying changes in eco-
nomic opportunities may explain a tendency
toward lower growth, they have little to do with
the stop-go pattern of cyclical disturbances com-
bined with rising unemployment and inflation.
That pattern can be explained only by the eco-
nomic policies followed in industrial countries.

Two policy-induced developments deserve par-
ticular attention: first, the increasing rigidity of the
labor market and the resulting strong upward
pressure on real wages; and second, the growth
and pattern of public spending, taxation, and fiscal
deficits. The links between these are at the root of
the problems of inflation, unemployment, and

slow growth. The oil price rises of 1973-74 and
1979-80 aggravated these difficulties and required
adjustments which the industrial economies found
difficult to make efficiently.

LABOR MARKET RIGIDITIES. In the late 1960s real
wages in manufacturing in many industrial coun-
tries were rising at a rate faster than warranted by
underlying productivity growth. By the early 1970s
the trend was marked, except in Canada (see Table
2.2). Although there are forms of labor-using tech-
nical progress that could justify such a develop-
ment, the tendency toward rising unemployment
(especially in manufacturing) suggests that that is
not what was happening.

If real wages are above the level at which all
those who seek work can find it, there are three
solutions: to let unemployment rise; to let inflation
rise if wages are not indexed to prices, either for-
mally or informally; or to try to control wages
through incomes policy. Governments attempted
a combination of all three. The early 1970s, in par-
ticular, witnessed efforts by several governments
to achieve the required stability in the labor market
through some form of incomes policy, combined
with fiscal and monetary expansion. In some coun-
tries, such as Austria, Japan, and the Federal
Republic of Germany, formal or (more usually)
informal policies based on voluntary self-discipline
among workers have had some success. In other
countries, such as the United Kingdom and the
United States, formal incomes policies achieved
only temporary success. In general, real wage
inflexibility in the industrial countries contributed
to "stagflation"continuing inflation at relatively
high unemployment.

PUBLIC SPENDING AND DEFICITS. For the industrial
countries as a whole, public spending rose from
29.3 percent of GDP in 1961 to 40.9 percent in 1981
(see Table 2.3). Its structure also changed signifi-
cantly. Among the seven major industrial coun-
tries the share of government expenditure on
defense, general administration, and economic
services fell from 16.4 to 10.9 percent of GNP
between 1954 and 1980. Meanwhile, the share of
spending on education, health care, income main-
tenance, and old-age security rose from 10.5 to
23.4 percent of GNP. Most of the increase was con-
centrated on health care (where prices were rising
rapidly) and old-age security.

The rising share of spending on health care and
old-age security partly reflects increases in the pro-
portion of old people, but increases in coverage
and benefits were more important. Between 1960
and 1975 demographic change contributed about

13



14

Distribution of product among selected countries, 1982
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TABLE 2.2

Rates of growth in the real product wage and in labor productivity for the
manufacturing sector and the aggregate economy, by country, 1962-78

20 percent of the growth of spending on social
services and income maintenance, while changes
in eligibility and improvements in benefits contrib-
uted 80 percent. Between 1975 and 1981 changes in
eligibility had ceased to be significant. Demo-
graphic change then contributed 17 percent of the
growth, and improved benefits 78 percent.

To pay for the growth of spending, taxes rose
from 28.7 percent of GDP in 1961 to 37.5 percent in
1981. That increase did not cover all the rise in
spending, however; public sector deficits also
increased as a proportion of GDF'. The significance
of the general rise in public sector deficits is contro-
versial, in part because of the difficulty of separat-
ing the effects of business cycles and inflation from
those of structural trends in these deficits. It can be
argued that the deficits may sometimes have acted
as a valuable support for demand during a period
of recession. It is undeniable, however, that,
depending on the method of financing, deficits
have caused difficulty in some countries at particu-
lar times. Where large countries such as the United
States are concerned, deficits can have important
global consequences. Insofar as they contribute
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Note: Real product wage is defined as the ratio of the nominal wage to the price of commodities produced.
Not available.

Source: Sachs, 1979.

to high interest rates, they drive up the cost of
borrowing, not only within the country, but
worldwide.

Effects on the industrial countries

Pressures in the labor market and on public finance
in industrial countries have contributed to four
major problems since the late 1960s: inflation,
unemployment, declining profitability, and a
broadly defined protectionism.

Inflation may be seen as the result of accom-
modation to labor market pressures and the result
of deficit financing. One main effect of inflation is
that it heightens uncertainty about the future-evi-
denced, for example, by the high inflation premi-
ums demanded in long-term interest rates. This
has significant implications for developing coun-
tries, which have an interest in securing medium-
and long-term loans to match the long gestation
period of some of their development projects. Per-
haps the most important aspect of uncertainty,
however, is created by the inflationary cycle itself.
Experience that expansion breeds inflation

(average annual percentage change)

Sector, measure,
and period Canada France

Germany,
Fed. Rep. Italy Japan

United
Kingdom

United
States

Manufacturing
Real product wage

1962-69 5.0 4.8 5.6 7.4 10.8 4.6 3.4
1969-73 3.6 7.0 7.5 9.7 12.6 5.6 3.6
1973-75 0.1 6.2 6.8 4.4 0.6 4.6 0.1
1975-78 4.8 5.4 2.0 8.9 -1.4 3.0

Labor productivity
1962-69 4.5 6.3 5.9 6.8 11.2 4.5 3.1
1969-73 4.4 5.4 4.8 6.9 8.7 4.1 3.2
1973-75 -0.4 2.8 5.2 0.4 -1.8 -1.3 -0.3
1975-78 4.5 6.1 5.0 4.1 7.3 1.2 3.0

Aggregate economy
Real product wage

1962-69 3.6 5.1 5.0 7.8 8.5 3.2 3.1
1969-73 2.0 5.5 6.3 7.9 12.2 3.7 2.6
1973-75 1.5 5.1 4.8 6.0 8.6 4.9 0.2
1975-78 1.8 5.2 2.7 1.2 2.7 1.5 2.3

Labor productivity
1962-69 3.3 5.2 5.3 7.4 9.9 3.1 2.7
1969-73 3.2 5.7 5.2 6.6 9.1 3.9 2.6
1973-75 0.7 2.6 4.0 3.0 3.9 0.7 0.3
1975-78 2.0 5.0 4.5 1.3 4.1 2.0 2.1



TABLE 2.3

Total public expenditure of industrial countries as share of GDP, 1961-81

Source: OECD, 1983.

and then policy-induced contraction is itself an
important constraint on long-term investment
and growth in both developed and developing
countries.

The rise in unemployment has been related to
real-wage pressures, exacerbated by the productiv-
ity slowdown of the 1970s. The effect of the pro-
ductivity slowdown was to lower the rate of
increase of the real wage that was compatible with
full employment. In the United States real wages
appear to have adjusted rapidly to the new trend-
they rose little after 1973 and adjusted quickly to
the 1973-75 recession (see Table 2.2). In western
Europe, however, the same was not true until the
late 1970s. In the 1970s employment grew by about
20 million in the United States; with a similar size
labor force, countries in the European Community
expanded employment by only 2 million.

The effects of real-wage pressures on employ-
ment have been exacerbated by the emergence in a
number of industrial countries of both rising capi-
tal-output ratios and falling rates of profit, at least
in the corporate sector (see Table 2.4). Faced with
the higher costs of employing labor, firms shifted
to more capital-intensive methods of production-

TABLE 2.4

Real rates of return on corporate capital, by country, 1962-76
(percent)

Not available.
Source: Sachs, 1979.

Average

a natural reaction, but one that contributed to
sharply rising unemployment. Among the coun-
tries where profit rates fell were Germany, Japan,
the United Kingdom, and the United States.

With real-wage rigidities, declining profitabil-
ity in the corporate sector, and rising unemploy-
ment, governments were under great pressure to
protect specific industries. Often protection is
viewed in terms of trade measures alone-tariffs
and quotas-and its costs are seen in terms of what
it does to prevent other countries' exports. But
protection can take many forms, including subsi-
dies, and can be viewed more broadly as the
attempt to prevent or slow change by preserving
outmoded industries and firms.

Because it has taken covert and obscure forms,
the evidence on the growth of protection is poor.
Probably the most important protectionist policy in
practice has been open-ended subsidies for specific
firms in, for example, steel, chemicals, motor vehi-
cles, and shipbuilding. In western Europe the
share of public spending on subsidies was rising
by the late 1960s and grew larger in the late 1970s
and early 1980s. Also important have been quanti-
tative restrictions in the form of "voluntary"
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(percent)

Country 1961 1966 1971 1976 1981

Canada 30.0 30.1 36.6 39.6 41.4
France 35.7 38.5 38.3 44.0 48.9
Germany, Fed. Rep. 33.8 36.9 40.2 48.1 49.3
Italy 29.4 34.3 36.6 42.2 50.8
Japan 17.4 20.3 20.9 27.8 34.0
United Kingdom 33.4 35.6 38.4 46.2 47.3
United States 29.0 29.2 32.3 34.5 35.4
Average for all

industrial countries 29.3 30.6 33.3 37.9 40.9

1962-64 7.9 9.7 19.3 10.4 28.2 11.9 12.0
1965-69 9.6 10.0 19.5 11.4 27.9 10.6 12.2
1970-73 9.0 11.6 15.0 10.3 21.9 8.3 8.6
1974-76 9.2 8.0 11.4 13.5 3.7 7.1

Germany, United United
Period Canada France Fed. Rep. Italy Japan Kingdom Stales



export restraints and orderly marketing agree-
ments, which violate the principles and rules of
GATT. Estimates of the percentage of imports
affected by nontariff barriers are shown for
selected industrial countries in Table 2.5. The more
effective the nontariff barrier the less the actual
value of imports that enter a country. Thus esti-
mates are only illustrative of the relative degree of
protection. There has also been a growing use of
"less than fair value" provisions of trade law as a
form of harassment (see Box 2.1).

Quite apart from the threat to developing coun-
tries, protection damages the industrial countries
themselves. First, efficiency is reduced by actions
that cut the link between domestic and interna-
tional prices. Second, there is an important added
source of uncertainty with potentially serious
effects for long-term, trade-oriented investment
and thus for returns on investment.

Impact of rising oil prices

To understand the impact of the 1979-80 rise in oil
prices, it is necessary first to consider the policy
reactions to the jump in prices in 1973-74. That

TABLE 25

Percentage of industrial countries' imports
covered by nontariff barriers

Note: This table is based on detailed information on nontariff
barriers available in UNCTAD. The figures measure the value of
imports affected by nontariff measures in relation to total
imports. Import figures are from 1980, whereas the information
on nontariff barriers applies to 1983. If a country's import
restrictions are rigorous, it imports little and few of its imports
are affected by restrictions. Thus these figures provide little
basis for comparison among countries in the total amount of
restrictions.
a. Weighted average; excludes Greece.
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earlier rise had amounted to an annual transfer of
about 2 percent of GDP from the industrial coun-
tries, or roughly half a year's growth. But much of
this could, at least initially, be borrowed back (and
as the surplus available for borrowing fell between
1975 and 1979 so did the real price of oil). Although
the oil price increase was damaging to industrial
countries, it alone does not explain subsequent
problems of slow growth, unemployment, and
inflation except in the context of already existing
economic rigidities.

Consider the labor market. The rise in the price
of energy lowered the real wage that was com-
patible with full employment. It also led to an
incentive to shift away from energy- and capital-
intensive forms of production toward more labor-
intensive methods. This substitution explains a
part of the observed slowdown in labor productiv-
ity growth. Where the required reductions in real
wages and real wage growth did not occur-as in
some countries in western Europe-the productiv-
ity slowdown was small, but the oil price rise gave
a permanent upward boost to unemployment.

In industry some capital stock had become
redundant as expectations for higher growth were
punctured. The changing price of energy also
accelerated the obsolescence of significant parts of
the capital stock, especially in such industries as
steel, shipbuilding, chemicals (including petro-
chemicals), and motor vehicles. Governments
then responded with increased attempts to prop
up such industries with protection and subsidies.

Despite the failure of real wages to adjust and
the declining rates of return on corporate capital,
investment demand and then economic activity
were partially sustained for nearly a decade by low
and sometimes negative real rates of interest. The
economic conditions of the late 1970s and the
"debt crisis" which subsequently emerged in the
1980s can be understood only in terms of the pecu-
liar relationship through much of the 1970s
between real wages, which tended to rise faster
than productivity, and real rates of interest, which
stayed low.

Negative real rates of interest spurred a rapid
growth of borrowing, especially by the non-oil
developing countries. Although in the 1950s and
1960s the shares of different groups of countries in
international lending changed only gradually, in
the 1970s the non-oil developing countries' share
rose sharply. The great increase in lending was
largely the result of the oil producers' surplus. The
industrial countries were not large net borrowers
themselves; investment growth was sluggish in

Importer

Imports from

Developed
countries

Developing
countries

United States 13.0 5.5
Japan 19.2 5.4
Switzerland 22.6 48.8
Sweden 1.0 7.0
Norway 8.2 10.9
Austria 15.0 8.1
EC' 15.1 11.8

Denmark 9.4 19.2
Ireland 15.0 9.5
France 20.1 7.1
United Kingdom 14.9 14.3
Italy 12.5 7.0
Germany. Fed. Rep. 12.6 8.5
Netherlands 16.1 19.8
Belgium and Luxembourg 19.2 29.7



Box 2.1 Administered protection and the open international
trading system

An intention of the initial framers of the
General Agreement on Tariffs and Trade
(GATT) was that a GAIT contracting
party could legitimately escape" from
its commitment to keep its market open
only through the use of specified excep-
tions such as the Article XIX safeguards
provisions. Although the safeguards
clause would allow a country to impose
import restrictions, two important princi-
pies would be retained.

Restrictions could not be discrimina-
tory. They had to be applied to imports
from all countries, not just a particular
one.

They had to be transparent. They
could be imposed only after a finding
that increased imports had significantly
injured domestic production.

The recent record shows, however, a
shift toward forms of 'escape" that,
although not inconsistent with GATT,
tend to go against both these principles.

For example, in both the United States
and the European Community, safe-
guards procedures are now used less fre-
quently than unfair trade practice laws.
The annual number of administered pro-
tection cases or investigations has been
twice as high in the 1980s as it was in
1975-79, and administrative caseloads

industrial countries after 1973, despite the need for
expanded investment to adjust to changes in the
world economy. Increased investment would have
implied more rapid structural transformation,
which the advanced industrial economies found
hard to undertake. Indeed, uncertainty about
the future course of inflation discouraged long-
term investment in favor of projects having shorter
pay-back periods. The latter offered greater liquid-
ity but were less effective for restructuring the
economy.

Consequences of disinflation

The disinflation of the early 1980s has its roots in
the events and policies of the previous decade. It
may be seen not only as a stage in the inflationary
cycle but also as a determined attempt by some
countries to break out of the vicious spiral of labor
market rigidities, inflation, macroeconomic insta-

are shifting to the less open, less trans-
parent, forms of complaint and import
restraint procedures. In 1982 and 1983 a
total of 5 safeguards investigations were
initiated in the United States compared
with 262 cases alleging unfair trade prac-
tices. Under GATT, investigations into
unfair trade practices can result in dis-
criminatory import controls (not in con-
formity with the most favored nation
principle) or duties on products from
individual countries found to have
engaged in unfair trade practices.

Furthermore, among the various sorts
of cases alleging unfair trade practices,
there has been a shift away from the anti-
dumping complaintthe most transpar-
ent onetoward antisubsidy cases and
other sections of US trade law, Some of
these sections involve questions of fair-
ness, such as patent infringement or pol-
icies or practices of a foreign govern-
ment, that by US interpretation are
inconsistent with an international agree-
ment or are otherwise "unreasonable or
discriminatory." Such cases do not
involve an injury test and are not as well
defined by administrative regulation and
precedent as are the more traditional
types of trade remedies.

In the European Community only two

safeguards cases were brought in 1983,
but eighty cases alleging unfair trade
practices. In addition, there were
twenty-five instances of imports of a par-
ticular product from a particular country
or group of countries coming under
"surveillance." Surveillance involves no
directly restrictive measures but is a clear
warning that, if imports continue to
grow, restrictions might be imposed. It
discourages exporters from expanding
sales by creating uncertainty about mar-
ket access.

Since 1981 the Japanese government
has enforced several policy measures to
open its markets to imports. And in the
past, Japan has not pursued safeguards
or antidumping investigations and has
brought only one antisubsidy case. But
the Japanese government has used dis-
cretionary authority to restrict imports in
order to prevent the import of new prod-
ucts until Japanese firms have had the
opportunity to develop competitive vari-
eties. These past policies have left a resi-
due of uncertainty for foreign producers
about market access in Japan. Once the
new policies have been implemented for
some time, this uncertainty, which tends
to shield Japanese firms from foreign
competition, should recede.

bility, and slow growth. There is considerable dis-
agreement about the degree of disinflation needed
to reduce inflationary pressures at any point in
time. But the effects of the disinflation actually
undertaken were not surprising. It is difficult to
reduce inflation of the magnitude experienced in
the 1970s without experiencing some loss of out-
put and employment.

The extent of the losses, however, depends on
several factors. One is the economy's flexibility in
the face of reduced demand. To the extent that
labor contracts take time to renegotiate and wages
do not adjust quickly, reduced demand tends to
produce unemployment. There is evidence that
over time the rate of rise of nominal prices, espe-
cially of labor but also of some goods, has come to
respond more slowly to recessions. This is not a
recent phenomenon. It has merely become worse
and more general over time, requiring greater
losses of output and employment for each percent-
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Box 2.2 Comparisons between the 1930s and the 1980s

The world depression of 1929-32 was
much bigger and more widespread than
any other in history. Between 1929 and
1932 the aggregate GDP of the advanced
countries fell 17.1 percent and world
trade by 26.8 percent. By contrast, in the
1970s the corresponding falls were only
0.4 percent and 5.0 percent in 1974-75. In
1981-82, GDP of industrial countries rose
slightly and world trade fell by only 1
percent. The depression of 1929-32 was
triggered by a collapse of the US money
supply. In the 1980s there is no such dan-
ger of a monetary collapse in the United
States, partly because of the safeguards
now built into the US banking system.
There are, in addition, better mecha-
nisms for international coordination,
through such institutions as the Interna-
tional Monetary Fund.

In nine major developing countries,
accounting for 70 percent of the popula-
tion of the developing world, the average
peak to trough GDP decline over 1929-34
was 12.1 percent, with an average of 15.8
percent in Latin America and 4.9 percent
in Asia. By contrast, except for low-
income Africa in the 1974-75 recession,
GDP continued to grow, though at a
slightly slower rate (4 percent in 1975). In
the 1981-82 recession there was a sub-
stantial slowdown in rates of growth; but
even in Latin America and the Carib-
bean, where GDP fell in each year
between 1981 and 1983, the fall since
1980 was only about 5 percent.

In the 1930s, the four main mecha-

nisms that transmitted the depression
from the industrial world to developing
countries were the fall in export volume,
the deterioration in the terms of trade, a
perverse reverse flow of capital to the
advanced countries, and the fall in the
general price level.

Exports. Data for nine developing
countries show that the decline in the
value of their exports in the 1930s
accounted for an average fall of 5.3 per-
cent in their GDP. Worsening terms of
trade produced an additional income loss
of 4.5 percent of GDP, so that change in
export purchasing power amounted to
9.8 percent of GDP. Since their total
income loss was 13 percent on average, a
residual effect not "explained" by the
direct export shocks accounted for 3.2
percent of GDP. This residual reflects the
efficiency of policy in withstanding the
impact of depression. It varied across
countries, with positive residuals in
China, India, Indonesia, and Colombia
and large negative ones in Peru, Mexico,
and Argentina. By comparison, the real
value of exports from many developing
countries, including Brazil, India, Korea,
and Turkey, rose during the recent reces-
sion and for several others remained con-

stant. Exports of manufactures in volume
terms rose 6.9 percent a year from 1980 to

1983.

Capital. In the 1920s net capital out-
flows from industrialized to developing
countries were more than $700 million a
year, primarily in the form of bonds and

private investment. The flows were then
reversed: in 1930-38 inflows to industrial
countries averaged $540 million a year.
Though much less dramatic, a similar
reverse flow has begun in the early
1980s, though this time because of servic-
ing of commercial bank debt. The coun-
tries in the 1930s (and 1980s) most
affected by this reversal are mostly in
Latin America, which had received the
bulk of the earlier outflows of capital
from industrial countries.

Falling prices. In both industrial and
developing countries the cyclical price
fall from 1929 to 1932 averaged 6 percent
a year. Even though nominal rates on
government bonds generally went as low
as 3 percent they were fixed, not varia-
ble; the fall in prices therefore created
serious debt service problems for bor-
rowers. In the 1980s high real interest
rates have contributed to servicing prob-
lems; ironically, high interest rates repre-
sent in part insurance for creditors
against inflation.

The combination of a drying up of capi-
tal inflows, the rising cost of servicing
the existing debt, and the absence of
international institutions and coopera-
tion at the governmental level led to
frequent defaults. Many countries de-
faulted on (but did not repudiate) their
official debt obligations in the 1930s Of
the $5.3 billion of Latin American securi-
ties outstanding in 1938, $3 billion were
in default. China went into default in the
1920s when civil disturbances reduced

age point reduction in the rate of inflation. This
problem is then superimposed on the real-price
rigidities, which have generated longstanding ten-
dencies toward underemployment of resources.

A second factor is the degree to which the gov-
ernment's commitment to reduce inflation is credi-
ble. If people do not believe that the authorities
will do what they say, they can be convinced only
by experience. The more deeply rooted is their dis-
belief, the more protracted and painful their expe-
rience may need to be. Thus, if the extent and
persistence of the monetary tightening had been
fully anticipated, nominal interest rates would
have declined as inflation declined. Since it was
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not anticipated, the result was the worst recession
since the 1930s (see Box 2.2).

Although disinflation was a major reason for the
rise in real interest ratesespecially short-term
ratesit was probably not the only one. With
growing budget deficits in the United States and in
several European countries, and with the decline
in the surplus of oil-exporting countries after 1980,
the supply of real savings also declined. This itself
would be expected to lead to a rise in real interest
rates, other things being equal.

Savings rates in the industrial countries peaked
in 1973 when net savings rates were 14.1 percent of
GDP. Since then net savings rates have hovered in



the revenues earmarked for servicing its
foreign debt. Thereafter, China's credi-
tors periodically wrote down or rolled
over their loans, encouraged by occa-
sional repayments. The penalties
incurred for debt default in the 1930s
were rather small. The creditor countries

(mainly the United Kingdom and the
United States) were already writing
down their domestic farm and mortgage
debt. War debts and reparations had ear-
lier been reduced or rescheduled, which
set a precedent for temporary default (as
distinct from repudiation) by other
borrowers.

A good deal of the defaulting in the
1930s was ultimately accepted by the
creditors in wartime and postwar debt
settlements. But it contributed to the col-
lapse of the international capital market.

The world managed recovery from
1932 to 1937. The developing countries
expanded their GDP by 34 percent, but
trade expansion is estimated to have con-
tributed only 6.6 percentage points of
this growth. The reason for its minimal
impact was the collapse of the liberal
international trading system in the 1930s.
Though tariffs in 1929 were somewhat
higher than they had been in 1913, they
were nondiscriminatory and the only
barrier to trade.

The Hawley-Smoot tariff, instituted by
the United States in 1930, led to a wave
of protectionism. Virtually every country
raised tariffs. New discriminatory trad-
ing blocs were created. Tariffs were rein-

The contracting spiral of
world trade, 1929-33

Total imports of 75 countries
(monthly values in terms of
old U.S. gold dollars
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forced by quantitative restrictions and
exchange controls that were also applied
in a discriminatory way. World trade fell
in a spiral (see chart). Developing coun-
tries, particularly in Latin America,
adopted the same trade restrictions that
had become the norm in the developed
Countries.

Though there are obvious similarities
between the 1930s and 1980srecession,
a fall in world trade, the growing prob-
lem of debt, a reverse flow of capital from

June

July

March

April

the developing to the developed coun-
triesthe magnitude of events in recent
years bears no resemblance to what hap-
pened in the 1930s. Nor has there been
any similar breakdown of the trading
system that was reconstructed after the
war. In addition, international coopera-
tion both through the Bretton Woods
institutions and among governments has
permitted a much more effective defense
against the spread of some of the worst
problems of the recession.

the range of 9 to 10 percent (see Table 2.6). House-
hold savings rates held up well in the 1970s, while
corporate and government savings rates were
strongly pro-cyclical. In recessions profit shares
fall and governments run larger deficits. Thus a
principal reason for the decline in gross and net
savings rates was simply slow and unstable
growth. It is as yet unclear whether there has also
been a fundamental underlying trend toward
lower rates of gross savings. But the high real rates
of interest in the early 1980s do suggest that the
credit market has become very tight and, in the
event of increased demand for private investment,
is likely to get still tighter.

Disinflation was successful in its immediate
objective (see Figure 2.2). Among major industrial
countries, the reduction in consumer price infla-
tion was particularly sharp in the United Kingdom
(from 18 percent in 1980 to 5.4 percent in 1983), the
United States (from 13.5 percent in 1980 to 4.2 per-
cent in 1983), and Japan (from 8 percent in 1980 to
0.7 percent in 1983). With few exceptions, how-
ever, even in the trough of the cycle, rates of infla-
tion remained above the average for the 1960s. At
the same time, there were serious adverse effects
for world trade and the world trading system and
equallyif not still moreserious effects for the
international financial system.
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TABLE 2.6

Net savings and savings by sector in industrial
countries, 1964-81
(percentage of GDP)
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Notes Based on seven major OECD countries, including
Canada, France, Germany, Italy, Japan, the United Kingdom,
and the United States. Numbers may not add to totals because
of rounding.
Sources Hakim and Wallich, 1984.

World trade grew by just 1.5 percent in 1980,
stagnated in 1981, and then fell by 3.6 percent in
1982. The main reason was the sharp fall in the
volume of trade in fuels. World exports of manu-
factures did better in terms of growth but still
worse in relation to previous performance. They
rose by 5.0 percent in 1980 and 3.5 percent in 1981
before falling by 2.3 percent in 1982. While the
decline in the growth of world trade was largely
the result of the recession itself, protection proba-
bly had some effect as well. New protectionist
actions and agreements after 1980 largely con-
cerned trade among industrial countries, espe-
cially imports into Europe and North America
from Japan. There were, however, several devel-
opments that harmed developing countries,
including a somewhat more restrictive renegotia-
tion of the Multifibre Arrangement in 1981, subse-
quent restrictions on textiles and clothing, and
further development toward comprehensive
restrictions on imports of steel into the United
States and the European Community.

There are two reasons the disinflation of the
early 1980s created such severe problems for
the international financial system. The first was the
mix of fiscal and monetary policies pursued by the
United States. Because of a growing budget deficit
financed by borrowing in a country with a rela-
tively low savings rate, interest rates rose. They
attracted a substantial capital inflow and helped
produce a large real appreciation in the dollar's
exchange rate. Since the bulk of international

indebtedness is denominated in dollars, the appre-
ciation of the dollar greatly increased debt servic-
ing costs for all, including the developing
countries.

In the ten years preceding 1979, in the context of
general world inflation, the US dollar depreciated
about 50 percent against the German mark and
about 60 percent against the Japanese yen. This
tended to raise the rate of increase of dollar-
denominated prices, and thus doubly helped
debtors with dollar-denominated debts. The
switch to global disinflation in the 1980s was
accompanied by a strengthening of the dollar;
between 1979 and 1982 it appreciated by 33 percent
against the German mark and 14 percent against
the Japanese yen. While national prices continued
to rise (albeit more slowly), the average of interna-
tional prices, converted into dollars, was actually
falling. This greatly increased the burden carried
by debtors with dollar-denominated debts;
because of the tightness of international credit
markets, they faced interest rates well into double
figures as well as principal repayments whose real
purchasing power was actually rising.

The second reason for difficulty was more deep-
seated. During 1960-73 the real interest rate in the
Eurocurrency markets (three-month dollar rate
deflated by the US GDP deflator) averaged 2.5 per-
cent; during 1973-79 it averaged only 0.7 percent
and at various times was negative. In such an envi-
ronment, provided it lasts, it is almost impossible
to owe too much. The tendency toward increased
indebtedness was a general feature of economic
life, and in no way unique to developing countries.
Corporations and some governments in industrial
countries tended to go increasingly into debt, as
did the governments of a number of developing
countries. When real interest rates jumped to
almost 7 percent in 1981 and 1982, serious diffi-
culty was bound to follow.

The difficulties were most conspicuous in the
case of developing countries, particularly those
which had borrowed heavily from commercial
banks in the previous ten years. Although official
transfers and direct foreign investment had been
the major form of capital flows to developing coun-
tries in the 1950s and 1960s, they were overtaken
by commercial bank lending in the 1970s. At the
time, this seemed a benign vehicle for recycling the
large surpluses of oil-exporting countries, and an
effective way of obtaining higher investment in
developing countries than could be financed
through their domestic savings alone. But it also
resulted in a huge buildup of commercial debt in

Year

Net
savings Corporate Government Household

1964 10.8 3.4 2.0 5.4
1971 12.0 2.6 1.9 7.6
1973 14.1 2.7 2.8 8.7
1974 11.9 0.7 2.1 9.2
1975 9.0 0.8 -1.3 9.6
1976 9.6 1.4 -0.3 8.5
1977 10.4 1.9 0.4 8.2
1978 11.4 2.4 0.4 8.6
1979 10.9 2.1 0.9 8.0
1980 9.5 1.2 0.3 8.1
1981 8.8 0.6 -0.2 8.2



several countries. The rise in nominal and real
interest rates in the past few years and the slow-
down--even haltingof new lending have made it
difficult for some countries to service their com-
mercial debt and raise the threat of a global finan-
cial crisis.

Developing countries after 1973

Thus the international environment had become
less favorable to developing countries in the period
after 1973 and became even less favorable after
1979-80. The slowdown in industrial-country
growth hurt all developing countries, although the
effect was not the same for all. Those which were
exporters neither of oil nor of manufactures suf-
fered most. The effect on oil exporters was at first
more than offset by the rise in petroleum prices.
Inflation in the 1970s helped to some extent all
debtors. The sharp rise of real interest rates after
1979 hurt most large middle-income borrowers,
most of them in Latin America. Most important,
the rise in instability in the 1970sof prices, of
exchange rates, and of interest ratescomplicated
the tasks of decisionmakers (both public and pri-
vate) everywhere.

However, interest rates and capital flows are
only one determinant of growth in the developing
countries. A second is their own policies; last
year's World Development Report focused on their
management of economic policies and institutions.
A third influence is that of foreign trade. The main-
tenance of high growth and near full employment
in industrial countries provides a boost to world
trade. It also reduces the political pressures in
industrial countries for tariffs, quotas, and other
forms of protection for declining industries. More
trade and less protection in turn enable developing
countries to develop efficiently in line with their
own comparative advantage.

The changing balance between these three fac-
tors explains the performance of developing coun-
tries, first in coping with the 1974-75 recession,
then in achieving a sustained expansion until 1979,
and most recently in struggling through the 1980-
82 recession from which they have yet to recover. It
also explains why some countries have done better
than others.

Differences among developing countries

The middle-income countries of East Asia and the
Pacific achieved GDP growth rates of 8.6 percent a
year between 1973 and 1979, comparable to that

achieved between 1960 and 1973. India also main-
tained its growth. Other regions did less well,
especially sub-Saharan Africa. (The low growth of
oil exporters shown in Table 2.1 is somewhat mis-
leading since there were large increases in income
because of improvements in the terms of trade.)
Population growth rates in developing countries
during the 1970s continued to be high and in some
regions (notably sub-Saharan Africa) increased. In
per capita terms, growth in many countries was
therefore even less impressive; in sub-Saharan
Africa, per capita incomes actually fell during
1973-83 (see Chapter 5).

For the purpose of assessing economic welfare,
the growth of gross domestic income (GDY) is
more relevant than the growth in GDP. By allow-
ing for changes in the terms of trade, GDY takes
account of changes in the rate at which national
output can be converted into national consump-
tion. All oil-importing countries experienced some
worsening in the terms of trade in the 1970s.
Recent improvements have not restored the terms
of trade to their levels of the 1960s (see Table 2.7).
The effects of the terms of trade for oil-importing
countries should not be exaggerated, however. For
example, between 1973 and 1979 the rate of GDP
growth of middle-income oil importers of 5.6 per-
cent a year was only a little above the GDY growth
rate of 5.3 percent. Only for oil exporters have
changes in the terms of trade been important; their
rate of GDY growth was 9.0 percent a year com-
pared with 4.9 percent GDP growth.

Where oil-importing countries performed well,
they did so for two basic reasons. First, they main-
tained or increased savings and investment rates
(see Table 2.8); second, they maintained or
increased the growth of export volumes, especially
manufactured exports (see Box 2.3). These perfor-
mances in turn were made possible by the kind of
domestic and trade policies that permitted an effec-
tive adjustment to external conditions. Middle-
income developing countries were not uniformly
successful in these areas; some may have relied too
much on borrowing without adjustment. In gen-
eral, though, the 1970s was a successful decade for
them.

That was not true of low-income countries in
Africa. Production was held back by adverse exter-
nal conditions in combination with a series of
domestic policies: poor incentives to farmers,
costly and inefficient agricultural marketing sys-
tems for both inputs and outputs, and the mainte-
nance of overvalued exchange rates. Between 1973
and 1982, countries such as Ethiopia, Sudan, Tan-

23



TABLE 2.7

Change in export prices and in terms of trade, 1965-83
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Note: Calculations are based on a sample of ninety developing countries.
a. Estimated.

zania, Uganda, and Zaire experienced an apprecia-
tion of their real exchange rates, because relatively
high rates of domestic inflation were not fully off-
set by falls in their nominal exchange rates. Even
countries such as Kenya, Madagascar, Mauritius,
and Somalia, which did depreciate their nominal
exchange rates, ended up with a higher real effec-
tive rate or only a small devaluation.

The same phenomenon affected pricing policies,
particularly in agriculture. Although nominal pro-

ducer prices have been increased in many cases, in
real terms they were lower in 1982 than in 1980 in
Kenya, Madagascar, Tanzania, and Togo. In some
other countries-Burundi, Ivory Coast, Liberia,
Malawi, Mali, Niger, Nigeria, and Upper Volta-
although the prices of a few agricultural commodi-
ties have been raised, those for many others have
fallen in real terms.

Governments in sub-Saharan Africa also let their
public finances deteriorate. In countries such as

TABLE 2.8

Consumption, savings, and investment indicators for developing countries, 1970-81
(percentage of GDP)

Country group 1970 1973 1975 1977 1979 1981

All developing countries
Consumption 78.9 76.5 76.7 75.3 74.4 76.8
Investment 22.7 23.8 26.3 26.1 26.9 27.0
Savings 21.1 23.5 23.3 24.7 25.6 23.2

Low-income Asia
Consumption 77.1 75.0 75.7 75.5 74.2 76.2
Investment 23.7 25.6 25.7 25.1 27.7 25.8
Savings 22.9 25.0 24.3 24.5 25.8 23.8

Low-income Africa
Consumption 86.6 88.6 92.5 91.0 91.5 94.1
Investment 15.5 15.1 16.4 17.9 16.9 16.6
Savings 13.4 11.4 7.5 9.0 8.5 5.9

Middle-income oil importers
Consumption 79.5 77.5 79.1 77.1 77.9 79.2
Investment 23.6 24.4 26.7 25.4 25.7 25.3
Savings 20.5 22.5 20.9 22.9 22.1 20.8

Middle-income oil exporters
Consumption 79.1 74.6 72.6 70.8 67.5 72.1
Investment 20.5 21.7 27.0 28.9 29.2 31.4
Savings 20.9 25.4 27.4 29.2 32.5 27.9

(average annual percentage change)

Count ry group 1965-73 1973 -80 1981 1982 1983a

Change in export prices

Developing countries
Food 6.6 7.8 -16.1 -14.1 5.2
Nonfood 3.7 10.1 -14.6 -9.4 10.3
Metals and minerals 1.6 5.6 -12.0 -8.0 -2.2
Fuels 6.7 24.7 10.5 -2.6 -14.5

Industrial countries
Manufactures 4.7 10.9 -4.2 -1.8 -3.2

Change in terms of trade

Low-income Asia -0.5 -1.4 -0.1 -1.6 -0.6
Low-income Africa -0.1 -1.5 -9.9 -0.9 4.6
Middle-income oil importers -0.6 -2.2 -5.5 -1.9 3.0
Middle-income oil exporters 1.1 8.1 9.0 -0.4 -7.0
Developing countries 0.4 1.6 -0.5 -1.2 -0.6



Box 2.3 Adjustment to external shocks, 1974-81

External shocks affect a country's bal-
ance of payments in three ways:

The terms of trade effect on the bal-

ance of payments. When measured
against a 1971-73 base as a percentage of

GNP, the effect of changes in the prices
of exports in relation to imports on the
balance of payments over the 1974-81
period ranged from an unfavorable aver-

age of 6 to 7 percent a year for some
middle-income Latin American primary
producers, to a favorable 10 percent or
more a year for some oil-exporting devel-

oping countries.

The recession-induced effect. The
impact on the balance of payments of
developing countries because of reces-
sion in their main trading partners was
uniformly unfavorable. As a percentage
of GNP it ranged from an annual average

of 0.05 to 2 percent or more.

The net interest rate effect. In 1974-

81 the impact on the developing coun-
tries balance of payments of an increase

in real interest rates ranged from an
unfavorable 2 percent or more of GNP to

a favorable 0.5 percent. The figures were

generally much higher in 1979-81 than
they had been in 1974-78.

As the sum of these different effects,
external shocks during 1974-81 ranged

from an unfavorable annual average of 7
to 9 percent of GNP to a favorable 10
percent. In a sample of thirty-three
developing countries, twenty-four suf-
fered adverse external shocks in this
period.

Their responses varied considerably,
measuring actual performance against
what it would have been, based on their

1963-73 experience. They had four basic
ways of responding: trade adjustment
(export expansion and import substitu-
tion); an enhanced savings effort; that is,

higher savings in relation to GNP (public

and private); less investment in relation
to GNP; and external borrowing.

Export expansion played a prominent

role in a number of East Asian countries;
adjustment through significant import
substitution occurred in some Latin
American and Caribbean countries and
in southern Europe. Increased saving
was important in a number of East Asian

countries. A slowdown in investment
(which lowers imports) was common in
sub-Saharan Africa. And a large number

of developing countries borrowed more
as a way to adjust in 1974-81.

In reality, countries adopted a mixture
of these methods, and can be classified
on the following lines.

Export expansion and an enhanced

public savings effort. For this group,
including Korea and Singapore, the aver-

age shock was highest at 4.8 percent of
GNP a year. The effects of export expan-
sion eventually exceeded their external

shocks by one-third. Their extra savings
averaged 20 percent of external shocks
over the period as a whole. These coun-
tries also managed to economize on
imports, which rose less per unit of GNE'

as time went on. While some borrowed
heavily from abroad and increased
investment as a proportion of their GNU',

Korea sustained an investment boom
with comparatively limited additional
real foreign borrowing. By contrast,
Singapore cut the share of investment in

GNP and repaid large amounts of its real

external debt.

Export expansion or an enhanced
public savings effort. Within this group,
three patterns of adjustment may be dis-

tinguished. First, countries such as
Argentina and Uruguay expanded their
exports and their imports while reducing
their public savings effort significantly
more in 1979-81 than in 1974-78. Second,

other countries, including Malawi, Thai-
land, and Turkey, relied on a combina-
tion of export expansion and import sub-

stitution, but a reduced public savings
effort aggravated the balance of pay-
ments impact of external disturbances.

Third, a few countries (for example,
Kenya) adjusted through a combination
of import substitution and an enhanced
public savings effort, while exports rose
less rapidly than they would have, based

on their 1963-73 experience. For this
group as a whole, the deterioration in
public savings accounted for 40 percent
of external shocks. Most of these coun-
tries also increased their real foreign bor-

rowing, which exceeded external shocks

by more than 20 percent, and raised the

share of investment in their GNP.
Import substitution and deteriorat-

ing public savings. In this group of coun-

trieswhich includes Jamaica, Portugal,
and Yugoslaviathe adverse balance of
payments impact of deteriorating public
savings ratios was more than one-and-a-

half times greater than that of external
shocks. Import substitution played a
dominant role in all of them, with
exports rising less rapidly compared with
1963-73. All these features, present in
1974-78, became more pronounced in
1979-81. Real external financing was
more important than in the first two
groups, but with marked differences
between countries.

More real foreign borrowing.
Morocco, Pakistan, and Spain relied
overwhelmingly on external borrow-
ing, making only a limited domestic
adjustment.

Favorably affected countries. A few
countries (Colombia, Indonesia, Ivory
Coast, and Nigeria) benefited from exter-

nal changes because they exported petro-

leum or other primary commodities
whose prices boomed in the mid-1970s.
On average, adjustment to favorable
shocks took the form of an import boom
which intensified in 1979-81 compared
with 1974-78, a stepping up of the share
of investment in GNP, a slackening of
public savings, and substantial addi-
tional real external financing toward the
end of the period.
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Burundi, Guinea, Mali, Malawi, and Sierra Leone,
public expenditure has increased despite budget-
ary constraints. In many countries domestic sav-
ings collapsed in the 1970s. In Ethiopia the savings
rate declined from about 12 percent to 3 percent
(1973-82); Tanzania from 16 percent (1967) to 9 per-
cent (1981); Sudan from 10 percent (1970) to about
3 percent (1978); Ghana from about 15 percent
(1970) to 3 percent (1981); Kenya from about 15
percent (early 1970s) to 9 percent (1981); and Zim-
babwe from about 20 percent in the early 1970s to
about 10 percent in 1981. Despite foreign capital
inflows, the rate of capital accumulation also fell
considerably in sub-Saharan Africa.

For oil exporters, the rise in oil prices consider-
ably increased their incomes. But the volume of
their exports grew very slowly and the booming
energy sector had a depressing effect on other
parts of the economy. After 1982, when it became
clear that the predictions of their oil revenues had
been too optimistic, their relatively slow GDP
growth of the 1970s was compounded by general
deflation in an attempt to reduce imports (see
Box 2.4).

As with the industrial countries, harsher exter-
nal conditions in the 1970s exacerbated the conse-
quences of various policy-induced distortions in
many developing countries. A common response
in many middle-income countries (Brazil, Korea,
Philippines, Turkey, and Yugoslavia) to the 1973-
74 rise in oil prices was to stimulate demand
through expansionary monetary and fiscal policies
and then to finance the resulting current account
deficits through commercial borrowing. While
much of this borrowing went to finance invest-
ment, the rates of return to both public and private
investment were declining. Among the major bor-
rowers, incremental capital-output ratiosthe
amount of extra investment needed to produce an
extra unit of outputrose, for example, from less
than 3 in Brazil in 1970-75 to nearly 4 in 1975-80,
and from 3.6 to 4.5 in the Philippines. Inefficiency
increased for a variety of reasons: shifts toward
capital-intensive industry, low capacity utilization
in various sectors, and inefficient use of resources
in expanding the public sector.

Countries which saw an improvement in their
terms of trade in the early 1970s also expanded
their public spending. But since the improvement
was transitory, the extra public expenditure
increased public sector deficits and exacerbated
balance of payments and debt servicing problems.

Apart from low-income Africa, the trends in sav-
ings and investment rates in most developing
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countries did not worsen in the 1970s (see Table
2.8). In some countriesIndia being a prominent
examplethey even improved. Nonetheless, dis-
tortions in the domestic financial system made the
problems of domestic adjustment to external pres-
sures more difficult. Thus Turkey in 1977-79 main-
tained fixed nominal deposit rates in the face of
accelerating inflation. Brazil reduced monetary
correction on financial assets in 1980.

Effects of the recent recession

In 1974-75 many developing countries were able to
compensate for the deterioration of trading oppor-
tunities by exploiting the better opportunities for
the migration of labor and for importing capital.
Between 1979 and 1983, by contrast, most develop-
ing countries initiallyand virtually all ulti-
matelyfound their external circumstances deteri-
orating in all significant respects.

Weak demand in the industrial countries during
1980-82 was the main cause of falling export prices
for developing countries (see Table 2.7). Prices for
industrial raw materials fell for the additional rea-
son that high interest rates discouraged storage,
while food prices dropped because of bumper
world harvests. Overall, the prices of primary
products in relation to those of manufactures
reached a post-1945 low in 1982. In 1983, as eco-
nomic recovery began in industrial countries, and
as some supplies were limited by unfavorable
weather, raw material prices started to rise again.
Nevertheless, they remained lower than in 1979,
and almost all developing countries faced worse
terms of trade by 1983 than they had in 1980.

In volume terms, the developing countries'
exports of raw materials and fuels fell absolutely
during the recession. Exports of food, always rela-
tively insensitive to income, continued to grow
(see Table 2.9). Exports of manufactures, having
grown at 10.6 percent a year between 1973 and
1980, rose at only 6.9 percent a year between 1980
and 1983. Given the sluggish GDP growth in
industrial countries, however, developing coun-
tries did manage to increase their share of world
markets for manufactures.

Among developing countries, one of the differ-
ences that weighed even more heavily in the
recent recession than in the two preceding decades
was between inward- and outward-looking trade
policies. Previous World Development Reports have
suggested that outward-looking policiesthose in
which there is rough equality between the incen-
tives for exporting and import-competing activi-



Box 2.4 The oil syndrome: deficits in oil-exporting countries
Developing countries with only a limited
range of exportstypically primary
productsface potentially greater oscilla-
tions in their terms of trade than more
diversified, advanced economies. The
conduct of fiscal policy can be critical in
determining the gains they obtain from
favorable, but frequently temporary,
movements in their terms of trade.

With the exception of the small group
of capital-surplus oil exporters (Kuwait,
Libya, Saudi Arabia), the quadrupling of
oil prices in 1973-74 boosted real income,

in countries such as Nigeria, Indonesia,
and Venezuela by the equivalent of about
20 percent of nonoil GDP. World oil
prices fell slightly in 1975-78, then redou-

bled in 1979-80, peaking at around $35
per barrel. As the world economy moved
into recession, conservation measures in
the major consuming countries began to
affect the demand for energy (particu-
larly oil). New supply sources came on
stream. Prices fell by some $6 per barrel,
and the sales of traditional exporters con-

tracted sharply, in many cases to around
half of their peak levels.

These swings in the availability of for-
eign exchange brought changes in fiscal
revenues and then in public spending.
There are considerable differences in the
level of development and economic
structure of oil-exporting countries.
Nonetheless, virtually all oil exporters
saw an unparalleled growth in the size
and role of the public sector over this
period, even in countries which had tra-
ditionally emphasized the role of the pri-
vate sector. In addition to expanding
their traditional functions, governments
channeled their windfall gains into
industry, including petrochemicals,
heavy metals, and other large-scale and
capital-intensive ventures, and into
improvements in their transport and
communications systems. Among a sam-
ple of the top nineteen developing coun-
tries with investments in projects exceed-
ing $100 million each, all but five were oil
exporters. Venezuela was responsible for
twenty-seven of such projects with a

total cost of $27.4 billionequivalent to
about 60 percent of its GNP in 1979 or
three times its annual oil income.
National oil companies in exporting
countries were major sponsors of large
projects.

Many countries experiencing windfall
gains created or expanded programs of
transfer payments and subsidies. The oil
producers did not raise domestic fuel
prices but chose to pass part of the wind-
fall on to domestic consumers directly; as
domestic oil consumption soared, the
implicit fiscal burden of this transfer
rose. In Trinidad and Tobago subsidies
rose sharply to around 7 percent of GDP
by 1981, not including the subsidies
involved in loans to loss-making (and
sometimes nationalized) firms. By 1983 it
was estimated that the production costs
of Caroni Sugar in Trinidad were five
times those of producers elsewhere.
Some 2.5 percent of the labor force was
employed on public works, at wages
twice as high as those available in
agriculture.

A study of about 1,600 large projects
(that is, those worth more than $100 mil-
lion) in developing countries in the 1970s
found that the larger and more complex
projects had a greater tendency to over-
run both in terms of cost and time. Of
projects costing between $100 million
and $250 million, 21 percent had signifi-
cant delays or cost overruns averaging 30
percent. Of billion-dollar plus projects,
47 percent had delays or overruns aver-
aging 109 percent. Delays of between
one and two years plagued half the trou-
bled projects; a further 25 percent had
delays of three to four years.

The momentum of accelerated public
investment and growing subsidies
proved hard to curb when oil revenues
fell. To take one example, Ecuador's pub-
lic sector ran surpluses equivalent to
around 2 percent of GDP in 1973-74. But
these turned into deficits of some 5 per-
cent of GDP in 1977-78, which declined
with the second oil price rise, but then
rose to some 8 percent of GDP in 1982.

With their improved creditworthiness,
some oil exporters also borrowed heavily
abroad after 1974. Algeria boosted the
impact of increased oil revenues by about
one-half through foreign borrowing.

The downturn in world oil markets
after 1981 revealed how fragile were
the development patterns of the oil
exporters. The prime impact of state-led
demand growth had been felt by the con-
struction and service industries. These
industries expanded their share of non-
oil GDP in most cases during 1974-80,
while non-oil industry and agriculture
lagged. In a number of countries real
exchange rates had appreciated by 20
percent or more. This reduced the incen-
tive to develop or maintain non-oil
exports and encouraged domestic pro-
ducers to increase their dependence on
imported intermediate and capital
goods. These shifts in the pattern of
resource allocation and relative prices
proved hard to reverse. The massive
infrastructural investments did not
themselves constitute an autonomous
source of demand. More seriously, the
global outlook changed for many of the
sectors in which investments had been
concentrated. On steel, for example, in
1980 the OECD was forecasting global
consumption doubling to 1,400 million
tons by the year 2000. More recent fore-
casts project a 20 percent rise to only 900
million tons. As demand slackened, the
transient boom of the late 1970s was fol-
lowed by rapid deceleration in the non-
oil part of economies, surplus domestic
capacity, and slack labor markets. In the
early 1980s, most of the oil exporters'
non-oil economies were far smaller than
they would have been had their growth
trends in 1967-72 simply been extrapo-
lated. In several countries contraction
was accentuated by private capital out-
flows. Venezuela may have experienced
an outflow equivalent to almost 10 per-
cent of GDP in 1982; in 1979-82 its non-
oil economy virtually stagnated despite
massive investments and labor force
increases.
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TABLE 2.9

Exports from developing countries, 1965-83

ties-are preferable to inward-looking policies that
emphasize import substitution. To the extent pos-
sible, this equality needs to be achieved through
the maintenance of appropriate exchange rates.
Where some protection is imposed, export and
other subsidies can offset the resultant disincentive
to export producers. But export subsidies can be
costly to the budget. Moreover, they introduce
other potential distortions and may lead to coun-
tervailing action by industrial countries.

The benefits of outward-looking policies are felt
in terms of higher growth rates in the long run and
in a greater ability to adjust to external shocks.
This is confirmed by a study of twenty-two oil-
importing developing countries between 1979 and
1982. It found that countries with strong export
growth had GDP growth of 3.8 percent a year,
compared with 2.8 percent a year where export
growth was average and 1.3 percent a year where
it was weak. In the same sample, those countries
pursuing active trade policies (including elements
of both export promotion and efficient import sub-
stitution) grew faster, at 3.2 percent a year; than
those which relied mainly on import restrictions.

The benefits of outward-looking policies may be
gleaned from the different rates of recovery from
the recession. The middle-income developing
countries of Asia had a much stronger recovery
during 1983 than those of Latin America, and have
had a generally superior performance since 1980.
They did not use borrowing to postpone adjust-
ment to the same extent, partly because the costs
of adjustment in their dynamic economies were
lower. They had generally lower ratios of public
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Note: Data for 1982 and 1983 are based on a sample of ninety developing countries.
a. Estimated.

debt to GDP and almost uniformly lower ratios of
debt service to exports.

For low-income developing countries, the deteri-
oration in their terms of trade was perhaps more
serious than the effects of the debt problem itself.
However, low-income countries in Asia (and espe-
cially China and India) embarked in the 1970s on
reforms that introduced greater flexibility in their
economic structure through greater integration
into the world economy, and helped raise their
domestic savings rates. China has been success-
fully promoting its manufactured exports, while
India has significantly increased its commercial
borrowing since 1980-81. These policy reforms,
combined with an improved institutional infra-
structure, allowed them to maintain their eco-
nomic growth. Sub-Saharan Africa was much less
successful in adjusting, because of a legacy of poor
performance and policies. In per capita terms,
income is estimated to have fallen every year
since 1980 in low-income African countries (see
Table 2.1).

Contrary to expectations, the recession in the
industrial economies did not bring down interest
rates substantially. Because two-thirds of develop-
ing-country debt was denominated in dollars and
much of it at variable interest, the rise in real rates
meant a fundamental change in their finances. It
greatly increased the costs of borrowing and of
postponing domestic adjustment. Thus the impact
of the recession on developing countries came in
two distinct phases. The first-when adjustment
was postponed by many developing countries-
ended in the middle of 1982; the second-a period

Commodity and
developing-country
group

Change in export volumes
(average annual percentage change)

Value of exports
(bill,ons of current dollars)

1965-73 1973-80 1981 1982 1983a 1965 1981

Commodity
Manufactures 14.9 10.6 16.3 -1.6 6.0 7.1 134.6

Food 1.3 6.0 19.7 5.0 0.9 13.3 74.8

Nonfood 3.7 1.5 2.5 -6.1 1.7 5.4 24.5

Metals and minerals 6.3 5.9 2.6 -2.1 -1.9 4.5 26.9
Fuels 6.4 -1.3 -21.9 5.1 6.1 7.3 165.1

Developing-country group
Low-income Asia 2.9 7.6 17.2 -3.8 4.6 5.2 36.0

Low-income Africa 4.0 -1.3 -2.6 10.6 0.2 1.9 6.6
Middle-income oil importers 8.1 7.6 12.5 -0.5 3.2 18.5 219.0
Middle-income oil exporters 5.7 -0.8 -17.0 5.2 5.7 12.0 150.5
All developing countries 6.3 3.1 0.4 1.1 4.1 37.5 412.1



Box 2.5 Paths to crisis and adjustment among Latin American debtors

Latin America's debt and growth prob-
lems drew renewed international atten-
tion in August 1982, when Mexico could
not service its debt. But the problems
had been brewing for some time. Since
1979 when the industrial countries
entered what was to become the longest
recession of the postwar period, the
countries of Latin America have experi-
enced a slowdown in economic activity
and growing financial crisis. Expansion-
ary domestic fiscal policies, the persist-
ence of high real rates of interest on the
region's variable rate debt (which
accounts for over two-thirds of the
region's total external debt), rapid
growth of total debt, and a decline in
export earnings after 1981 placed enor-
mous pressure on the external positions
of countries throughout the region.

Growth of external debt accelerated
after 1973 as countries initially borrowed
to compensate for higher oil prices or to
finance ambitious development pro-
grams. In real terms (deflating by the
dollar price of tradable goods), the debt
of the major Latin American borrowers
rose only slightly in the mid-1970s. But
world inflation later led to a sharp rise in
interest rates and a shortening of maturi-
ties on the commercial debt. Real interest
rates, which had been negative during
much of the 1970s, rose abruptly to a
level of 15 to 20 percent for many coun-
tries. The resulting debt service rates
(interest plus amortization) have
increased by an amount that more than
offsets the earlier inflation-induced
decline of the real value of external debt.
At the same time, the dollar prices of
major exports fell for many countries in
the late 1970s and early 1980s.

In several countries overly ambitious
public investment programs, reduction
of domestic savings incentives, and
adoption of trade and exchange policies
which had an antiexport bias exacerbated
external imbalance and increased exter-
nal borrowing requirements. This is illus-

trated by the experience of three large
Latin American debtorsMexico, Argen-
tina, and Venezuela. Their fiscal deficits
rose rapidly in the 1970s. Argentina's

increased from $1.8 billion in 1973 to $5.5
billion in 1980; Mexico's from $1.4 billion

in 1972 to $5.8 billion in 1980; Venezue-
la's from a surplus of $3.0 billion in 1973
to a deficit of $2.7 billion in 1978. In
Argentina much of the public spending
was financed by direct or indirect bor-
rowing from the central bank. In Mexico
it was only with the onset of the debt
crisis in 1982 that the government began
to rely more heavily on central bank
financing. This need not have been infla-
tionary if the resources transferred to the
government had not exceeded the nor-
mal growth in demand for reserve
money. However, many Latin American
countries relied heavily on fiscal drag
the process by which revenues rise auto-
matically in line with inflationand on
the yield to the government of the "infla-
tion tax" levied on holders of money.
During 1975 and 1976, the inflation tax
accounted for more than 25 percent of
Argentina's GDP (and half or more of
the total resources available to the gov-
ernment). Some countries relied less on
the inflation tax because they could read-
ily borrow abroad. As foreign loans
slowed down, they resorted to the infla-
tion tax again.

This combination of events culminated
in a generalized debt crisis throughout
the region unlike anything experienced
since the 1930s. Since 1981, sixteen of the
twenty-eight countries in Latin America
have been forced to seek emergency bal-
ance of payments support from the IMF.
Most of these have also had formal
rescheduling agreements with their
creditors.

Confronted with an external resource
constraint which became acute after 1981
as a result of terms of trade deterioration
and a sharp drop in capital flows, most
Latin American countries cut imports
and investments drastically. Domestic
austerity programs aimed at restoring
external balance, compounded by the
decline in demand for the region's
exports, resulted in the sharpest decline
in output and employment that Latin
America has experienced in the past fifty
years. For the entire region, per capita

GDP fell by almost 6 percent in 1983. For
a number of countries (Argentina,
Bolivia, Brazil, Uruguay, most of Central
America, and the Caribbean), and for the
region as a whole, 1983 was the third
consecutive year of stagnation or decline
in per capita CDI'. The region's per cap-
ita output has now fallen to about the
1976 level.

The challenge which now faces the
Latin American countries is to shift from
import- and output-cutting adjustment
to growth-oriented, export expanding
adjustment, since this alone is compati-
ble with rising investment, output, and
employment and is required in the face
of continued rapid population growth
(2.2 percent) and even faster labor force
growth (3.0 percent). Strong recovery of
the world economy and maintenance of
an appropriate level of trade finance by
commercial banks will be necessary if

exports are to expand. Recovery will he
accelerated to the extent that the massive
outflows of private capital which
occurred since 1980 are repatriated; poli-
cies to attract and hold these private sav-
ings are a necessary component of
adjustment programs.

Even if more efficient adjustment poli-
cies are followed, the fiscal and trade sur-
pluses required to service the debt will,
in current financial conditions, be daunt-
ing. By historical standards even Chile's
foreign debt-GDP ratio of around 85 per-
cent would not be abnormal. But Latin
American countries are paying nominal
interest rates in excess of 10 percent and
amortization rates in excess of 20 per-
cent, which for the worst case implies
debt service obligations as high as 25 per-

cent of CDI'.
To reestablish creditworthiness over

the longer term, these countries' exports
must grow more rapidly than the nomi-
nal rate of interest which they pay on
their external debt. While this is a neces-
sary condition for recovery, it is not suffi-
cient. In the near term net capital flows
will also have to increase over the low
1983 level.
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of rapid and painful adjustment for some-has
continued since then (see Box 2.5).

The pressures of international debt

From the beginning of the 1980-83 recession, oil-
importing developing countries as a group were
forced to start curbing the volume of their imports.
Nevertheless, their combined current account defi-
cits did grow-from $29 billion in 1978 to $70 bil-
lion in 1980 and $82 billion at their peak in 1981
(see Table 2.10). One reason for these increases
was the rapid rise in interest payments. In 1982,
for example, interest due from all developing
countries, including that on short-term debt, was
$66 billion-more than half of their total current

TABLE 2.10

Current account balance and its financing, 1970-83
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account deficit. Nevertheless, in 1982 oil-importing
developing countries did manage to borrow more
than they were paying their creditors in capital and
interest, notwithstanding the capital flight occur-
ring in some of them. In 1983, however, the flow
was reversed, at least with respect to commercial
finance.

For oil exporters the experience in the early part
of the recession was markedly different from that
of oil-importing developing countries, although
the denouement turned out to be similar. In 1980
oil exporters ran current account surpluses and
increased the volume of their imports. The higher
oil prices were not sustained, however, and the
volume of their oil exports fell. In 1981 they, too,
slipped into deficit-of $26 billion followed by $32

Note: Calculations are based on a sample of ninety developing countries.
Estimated.
Current account does not equal net exports plus net factor income due to omission of private transfers. Financing does not equal

current account because of omission of direct foreign investment, other capital, and changes in reserves.

(billions of current dollars)

Country group and item 1970 1980 1981 1982 1983'

Developing countries
Net exports of goods and nonfactor services -9.8 -55.2 -80.5 -57.1 -10.9
Net factor income -3.6 -16.4 -30.0 -43.2 -48.3

Interest payments on medium- and
long-term loans -2.7 -32.7 -41.2 -48.4 -49.0

Current account (excludes official transfers)" -12.7 -69.6 -107.8 -97.6 -56.2
Financing

Official transfers 2.4 11.6 11.7 10.8 11.1

Medium- and long-term loans
Official 3.7 21.5 21.2 21.4 17.6

Private 4.6 35.7 49.6 33.5 39.9

Oil importers
Net exports of goods and nonf actor services -8.9 -69.3 -70.5 -46.9 -26.0
Net factor income -1.5 -4.3 -14.4 -21.8 -23.0

Interest payments on medium- and
long-term loans -2.0 -21.3 -26.7 -31.7 -32.3

Current account (excludes official transfers) -9.8 -70.3 -81.8 -65.6 -46.1
Financing

Official transfers 1.8 9.6 9.4 9.0 8.9

Medium- and long-term loans
Official 2.9 16.9 16.5 15.9 13.9
Private 3.7 24.6 30.8 22.0 11.1

Oil exporters
Net exports of goods and nonfactor services -0.9 14.2 -10.0 -10.1 15.1

Net factor income -2.1 -12.1 -15.6 -21.4 -25.3
Interest payments on medium- and

long-term loans -0.7 -11.5 -14.5 -16.7 -16.7
Current account (excludes official transfers) -2.9 1.7 -26.1 -32.1 -10.0
Financing

Official transfers 0.6 2.2 2.3 1.8 2.2
Medium- and long-term loans

Official 0.8 4.6 4.7 5.5 3.6
Private 0.9 11.1 18.8 11.6 28.9



TABLE 2.11

Debt indicators for developing countries, 1970-83

Note: Calculations are based on a sample of ninety developing countries.
Estimated.
Ratio of interest payments plus amortization to exports.

billion in 1982 (see Table 2.10). In both years the
oil-exporting countries drew down reserves, as did
the oil importers. Their creditworthiness, too, was
being questioned.

Concern about creditworthiness is related both
to the likelihood that debtors, if necessary, will be
willing to service their debt out of income (rather
than extra borrowing) and to the economic cost of
debt service. That cost depends on several factors:
the ratio of debt to wealth (in the case of a country,
the present value of future national income); the
real rate of interest; the ease with which the neces-
sary adjustments to spending in relation to output
can be made; and the cost of making transfers in
foreign exchange. In almost all these respects,
creditors saw that the position of developing coun-
tries as a group was deteriorating. Between 1979
and 1982 ratios of debt to GNP had risen from 19.3
to 24.9 percent, of debt to exports from 84 to 109
percent, and of debt service to exports from 15 to
20 percent (see Table 2.11). In effect, debt accumu-
lation was on an explosive path.

If any single event can be isolated as the turning
point in the attitude of the lenders, it probably
occurred in August 1982 when Mexico got into dif-
ficulties over its debt service obligations. In the
context of a debt structure with short maturities
and high nominal interest rates, the reduced will-
ingness to refinance meant that these difficulties
quickly spread to other borrowers. Because of the
number of lenders involved, the immediate resolu-
tion of the problem also involved support by the
central banks of the industrial countries and a
degree of involuntary lending. Subsequently, a
number of countries faced debt servicing difficul-
ties. In 1983 there were thirty-six reschedulings
involving $67 billion of debt.

It is possible to argue that the "debt crisis" was

to some extent caused by imprudent decisions by
both borrowers and lenders. In some cases, this
was no doubt true. But the scale of the overall
strains of indebtedness was the result of an unex-
pected mixture of circumstances-prolonged reces-
sion in industrial countries, the strong dollar, and
high rates of interest. This unexpected mixture
made debt servicing more difficult, even for coun-
tries such as Korea and Indonesia, although they
were able to avoid rescheduling.

For African countries, the "debt crisis" had a
different meaning. Though the overall indebted-
ness of low-income Africa is relatively low ($22.6
billion of outstanding medium- and long-term debt
in 1983), the fall in net disbursements of external
finance from a peak of $3.9 billion in 1980 to $1.7
billion in 1982 has posed problems. The ability of
many countries to service their debt is weak, and
this is reflected in the large number of debt re-
schedulings in low-income Africa. Nearly half of
all reschedulings between 1975 and 1983 were by
African countries, with Zaire alone accounting for
six, Togo for five, and Liberia for four. Most serious
of all is the decline in official lending from $2.6
billion in 1980 to $1.7 billion in 1982, which will be
exacerbated by the reduction in the size of the sev-
enth replenishment of the International Develop-
ment Association (IDA).

Adjustment in developing countries

To restore their balance of payments, developing
countries need to make some external adjustments
to raise exports in relation to imports. This has its
direct counterpart in an internal adjustment that
reduces real spending in relation to real output. A
key question facing developing countries is the
pace of the adjustment they need to make.
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(percent)

Indicators 1970 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983'

Ratio of debt to GNP 13.3 14.0 15.4 16.6 18.1 19.3 19.5 19.2 21.9 24.9 26.7
Ratio of debt to exports 99.4 63.7 76.4 79.6 84.7 92.9 83.7 76.1 90.8 108.7 121.4
Debt service ratio5 13.5 9.5 11.1 10.9 12.1 15.4 15.0 13.6 16.6 19.9 20.7
Ratio of interest service to GNP 0.5 0.7 0.8 0.8 0.9 1.0 1.3 1.5 1.9 2.2 2.2
Total debt outstanding and

disbursed (billions of dollars) 68.4 141.0 168.6 203.8 249.8 311.7 368.8 424.8 482.6 538.0 595.8
Official 33.5 61.2 71.6 83.5 99.8 120.1 136.0 157.5 172.3 190.9 208.5
Private 34.9 79.8 96.9 120.3 150.0 191.6 232.8 267.3 310.3 347.1 387.3



In many countries internal adjustments had to
start with the public sector. Borrowing abroad had
helped finance internal public deficits. Even when
the public sector was not the only borrower, it
often guaranteed foreign loans contracted by pri-
vate borrowers. In a number of countries, public
sector deficits had reached 10 percent of GNP by
1982; in certain cases, they were as large as 15 per-
cent of GNP. Given the undeveloped state of
domestic capital markets, such deficits could be
financed (even in the short term) only by inflation
or by borrowing abroad.

The extent of those liabilities can be gauged from
a few figures. In 1982 the developing countries as a
group had $715 billion of foreign debt. More than
three-quarters was medium- and long-term. Some
60 percent of the total was owed to commercial
banks; another 30 percent was due to official credi-
tors, nearly half of which was concessional aid.
More than half of total outstanding debt had been
incurred by only ten countries. Their need to
adjust was the most urgent of all developing coun-
tries, but others were to varying degrees facing
balance of payments difficulties.

The strains increased enormously in 1982. Net
disbursements of medium- and long-term private
loans to developing countries fell from $50 billion
in 1981 to $34 billion in 1982, with most of the drop
occurring in the second half of the year. In the first
quarter of 1983 net private lending was only $2.6
billion; most of this consisted of involuntary lend-
ing under the auspices of IMF rescheduling agree-
ments. Thus the increase in medium- and long-
term private lending shown in Table 2.10 is almost
entirely due to the rescheduling of existing short-
term debt.

Internally, the required adjustments to this sharp
decline in lending have taken two forms: an overt
attempt to reduce the size of the public sector defi-
cit and a de facto increase in taxation through a rise
in the inflation tax. Indeed, the acceleration in
inflation that has occurred in a number of the prin-
cipal debtor countries is not an accident. It is one
way for existing public sector deficits to be
financed in the context of the decline in foreign
lending. Closing the deficits by increased taxation
(whether overt or covert) has often led to a
squeeze on the private sector with potentially
adverse consequences for long-term investment
and growth. The same adverse effects on long-
term growth will occur when it is public sector
investment that is cut.

Given a large enough cut in real spending, the
current account of the balance of payments is
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bound to improve. However, experience shows
that there are more and less efficient ways of
achieving this result. Adjustment involves a reduc-
tion of spending in relation to output. But reduc-
tions in output itself provide no contribution to
adjustment and represent pure waste. Countries
therefore need to switch output into exports and
efficient import substitution. If they fail to make
that switch, deep cuts in spending are bound to
reduce output. As a result, the attempt to reduce
spending in relation to output also creates a
recession.

Since 1982 developing countries have substan-
tially improved their trade balances. For oil-
importing developing countries the current
account deficit (excluding official transfers) fell
from $82 billion in 1981 to $66 billion in 1982 and an
estimated $46 billion in 1983 (see Table 2.10). For
oil-exporting developing countries the deficit fell
from $32 billion in 1982 to an estimated $10 billion
in 1983. Indeed, the combined deficit in 1983 was
only a little larger than the interest due in that year.

In many countries these declines have resulted
largely from cutting imports in relation to output
and from recession-induced reductions in demand
for imports. Between 1980 and 1982 the volume of
imports fell by about 50 percent in Argentina and
20 percent in Brazil; it fell by 35 percent in Mexico
in 1982. In Brazil imports as a proportion of GDP
fell from about 10 to 6 percent between 1980 and
1983 and in Chile from 30.4 to 21.3 percent. In
many cases imports have been cut to the point of
consisting only of industrial raw materials and
essential foodstuffs with little even for investment.
Furthermore, the import restrictions employed in
many indebted countries to curb imports threaten
a long-term deterioration in the efficiency of trade
regimes and a reduction in future growth.

Only a few countries have managed to expand
exports enough to avoid serious domestic reces-
sion. Korea and Turkey, for example, had sizable
foreign debts; but by following effective adjust-
ment policies, they succeeded in expanding both
their real imports and exports during the 1980s. By
contrast, the real value of exports declined in
Argentina and Venezuela between 1981 and 1983,
was stagnant in Brazil, and rose by about 20 per-
cent in Mexico.

Adjustment has meant a sharp decline in per
capita consumption. During 1980-83 it fell by 2 to
10 percent a year in countries as diverse as Argen-
tina, Brazil, Chile, Ivory Coast, and Yugoslavia. In
all these countries, per capita consumption had
grown between 1970 and 1981.



In many countries private investment suffered
from weak domestic demand and high interest
rates. In Brazil capacity utilization has fallen by
about 13 percent since 1980. In the Ivory Coast
industrial value added fell by 3 percent in 1980 and
1981, and investment (excluding petroleum) by 20
percent. As for employment, the number of manu-
facturing jobs in greater Sao Paulo fell by 13 per-
cent between mid-1980 and 1982; in the Ivory
Coast industrial employment has fallen by 10 per-
cent since 1980. Distress borrowing by private
firms, bankruptcies, and government takeovers
have become common. In Argentina bankruptcies
and judicial interventions increased from 52 in
1977 to nearly 300 in 1981. In Chile several hun-
dred bankruptcies were reported in 1982.

Cuts in public spending have often been
achieved by reducing or eliminating subsidies
not only for parastatals but also for food, educa-
tion, and health. The short- and long-term conse-
quences can be far-reaching. At one level, a
reduction in food subsidies, along with devalua-
tion, reduces real incomes. At another, a decline in
spending on education and health detracts from
building human capital, while less spending on
infrastructure may damage a country's growth
potential in the medium term. These effects may

indeed outlast the resolution of the current debt
problems. There is evidence that government
spending on social programs has fallen by less
than spending on production and infrastructure.
But much of social spending undoubtedly goes to
maintain staff salaries, so the materials and sup-
plies necessary for maintaining health and educa-
tional standards may be falling much more.

The consequences of austerity are dramatic for
the country concerned. But they go further than
that because cuts in imports affect the entire world
economy. As a group, developing countries are
larger markets for the European Community, the
United States, and Japan individually than any
one of the three is for the other two. Developing
countries are also of great importance to one
another. This is a particularly serious problem in
Latin America where a long history of import sub-
stitution and schemes for regional trade integra-
tion have led to significant intraregional trade,
especially in manufactures. In the case of Brazil,
the reductions in imports by the rest of Latin
America (as well as by other developing countries)
has seriously harmed its exports. Consequently,
the required external adjustments are more diffi-
cult and the corresponding internal adjustments
more painful.
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