
3 Prospects for sustained growth

With economic growth reviving, attention shifts to
the prospects for sustaining the recovery. Looking
further ahead, governments are assessing the
chances of raising long-term growth rates above
their average in the 1970s. That task, as Chapter 2
made clear, depends on overcoming certain deep-
seated problems that were revealed and exacer-
bated by two sharp rises in oil prices. The indus-
trial countries have been slowed by the growing
inflexibility of their economies, especially in labor
markets, and by the upward pressures on public
spending and the associated tendency toward
higher taxation and periodic bouts of inflationary
financing. The results have included falling returns
on investment; a declining investable surplus;
defensive policies of protection and subsidization;
and, in consequence, slow growth and stubborn
inflation. Many developing countries face difficul-
ties which are not dissimilar to those of the indus-
trial countries, especially policy-induced distor-
tions in the economy and problems in controlling
public spending and deficits.

This chapter begins by examining some sce-
narios for growth in the years up to 1995, exploring
the policies and conditions that would bring them
about. In particular it looks at what has to be done
to restore the growth rates of the 1950s and 1960s,
considering both the choices facing industrial
countries and the benefits that developing coun-
tries could reap, even in unfavorable world condi-
tions, by changing their own policies. The chapter
then discusses the implications of the different sce-
narios for international debt, along with the
related policy issues for both the industrial and the
developing countries. Finally, it stresses the poten-
tial for international collaboration, especially over
trade liberalization and capital flows.

A ten-year perspective

To illustrate the range of possibilities for the world
economy in 1985-95, this chapter describes two
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basic scenarios. Designated the Low case and High
case, these scenarios should not be viewed as pre-
dictions; the outcomes depend on the policies
adopted in developed and developing countries.
They also do not consider or allow for any exoge-
nous shocks to the world economy that could
result from, for example, a severe disruption of
energy supplies.

The Low case indicates what might happen if the
industrial countries were to do nothing to improve
their performance of the past ten years (see Table
3.1). Their GDP growth would then average 2.5
percent a year in 1985-95, nearly the same as
between 1973 and 1979. Governments of industrial
countries would find it hard to control inflation,
and their budgetary deficits and unemployment
would remain high. Protectionist sentiment would
be strong, threatening the exports of developing
countries and their ability to service their debt. But
protectionist actions would increase no more rap-
idly than in the past several years, and developing
countries would still have the potential to increase
penetration of markets in industrial countries.

The Low case is based on an average inflation
rate in the industrial countries of 6 percent a year,
in dollars at unchanged exchange rates. This is
close to 7 percent in current dollars because of a
presumed depreciation of the dollar after 1985 of
13 percent. This inflation rate is likely to be the
average of widely divergent rates over successive
cycles. With real interest rates at 3.5 percent
because of the large budget deficits, the nominal
interest rate would average 9.5 percent. This rate
too would probably fluctuate considerably over
time.

Competition for funds from the governments of
industrial countries would keep real interest rates
up, and so would discourage lending to many
developing countries. The ratio of official develop-
ment assistance to GNP in the industrial countries
is presumed to remain at its historical average, so
development assistance would grow at 2.5 percent



TABLE 3.1

Average performance of industrial and developing economies, 1960-95

a year in real terms, with bilateral aid increasing its
share if present trends in the reduction of multila-
teral aid, evidenced by the recent cut in the IDA
replenishment (see Box 3.5 below), continue. In all
their forms, capital flows to developing countries
would therefore grow quite slowly.

The High case, by contrast, offers industrial
economies a path of sustained and steady expan-
sion, with GDP growing at 4.3 percent a year in
1985-95 (see Table 3.1). Unemployment would
then fall steadily. Inflation would average 3.5 per-
cent a year, in dollars at present exchange rates
(and 4.3 percent in current dollars), varying only
modestly from year to year. Budget deficits, partic-
ularly in the United States, would gradually be
reduced-first as a percentage of GDP, then in
absolute terms. With deficits being brought under
control, the real interest rate is projected to fall to
2.5 percent a year, giving nominal interest rates of
only 6 percent.

With lower domestic interest rates and smaller
budget deficits, investment would increase. As

Note: Projected growth rates are based on a sample of ninety developing countries.
Inflation in the United States is 3.5 percent a year in the High case and 6 percent in the Low case. But for the industrial countries as a

whole, it is higher in dollars because of an assumed depreciation of the dollar of 13 percent between 1985 and 1990.
Average of three-month US dollar Eurocurrency rates for the periods 1960-73 and 1973-79, deflated by the rate of change in the US

GDP deflator.
Average annual rate.
Does not include South Africa.
Historical growth rates are for the periods 1965-73 and 1973-80.

unemployment eases, protectionist measures sub-
side, so developing countries would find it easier
to expand their exports and to ease their debt serv-
icing burden. Investment confidence would rap-
idly improve, which, along with larger aid pro-
grams, would lead to an expansion of the flows of
capital to developing countries.

The Low case and developing countries

In the Low case, slow growth in the industrial
countries would limit GDP growth in developing
countries to an average of only 4.7 percent a year,
and to only 2.7 a year in per capita terms (see Table
3.2). This supposes that developing countries,
despite slower growth of their imports in relation
to GDP, escape the full effects of slow growth in
industrial countries.

Given considerable differences among countries,
the Low case means for some little or no growth.
Per capita income in low-income Africa would
decline; among some middle-income oil importers,

35

(average annual percentage change)

Country group 1960-73 1973-79 1980-85

1985-95

High
case

Low
case

Industrial economies
GOP growth 4.9 2.8 1.9 4.3 2.5
Inflation ratea 6.1 9.9 2.3 4.3 6.8
Real interest ratet" 2.5 0.7 5.2 2.5 3.5
Nominal lending ratec 5.8 8.4 11.6 6.0 9.5

Developing economiesd
GDP growth 6.3 5.2 2.8 5.5 4.7

Low-income
Asia 5.9 5.2 5.8 5.3 4.6
Africa 3.5 2.1 1.7 3.2 2.8

Middle-income oil importers
Major exporters of manufactures 6.7 5.8 1.6 6.3 5.2
Other 5.3 4.3 1.9 4.3 3.8

Middle-income oil exporters 6.9 4.9 2.4 5.4 4.7
Export growthe 6.3 3.1 5.5 6.4 4.7

Manufacturese 14.9 10.6 8.1 9.7 7.5
Primarye 5.0 0.9 4.0 3.4 2.1

Import growth C 6.4 5.9 3.2 7.2 5.1



TABLE 3.2

Growth of GDP per capita, 1960-95

per capita income would grow at only 1 percent a
year. China and India would grow at 4.6 percent a
year, India at only 2.5 percent a year in per capita
terms. Countries such as Korea and other major
exporters of manufactures, affected only by the
slower growth of their world markets, would get
the capital they need to keep growing at 3.3 per-
cent or more a year in per capita terms, for a total
growth of 5.2 percent.

Other less creditworthy countries, such as Brazil
and Mexico, would grow less, especially in the late
1980s, while their adjustment continued; in the
early 1990s their growth would speed up. With
their populations growing at 2.3 percent a year, per
capita income of middle-income oil-importing
countries as a group would grow at only 2.6 per-

TABLE 3.3

Change in trade in developing countries, 1965-95
(average annual percentage change)

Note: Projections are based on a sample of ninety countries.
Not available.
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cent a year over the ten years. Middle-income oil
exporters would have a GDP growth of 4.7 percent
a year, 2.0 percent in per capita terms. As oil prices
rise, however, their GDY would grow much faster
because of the continued improvement in their
terms of trade.

The trade outlook would mirror growth for the
different groups of developing countries. Exports
by all developing countries would grow at 4.7 per-
cent a year during 1985-95 (see Table 3.3). Manu-
factured exports would expand at about 7.5 per-
cent a year compared with 9.7 percent in the High
case. The reduction in growth rates of manufac-
tured exports would be proportionately much
smaller than that of industrial-country growth vis-
a-vis the High case because, even with some addi-

Country group

Merchandise exports' Exports of manufactures

1965-73 1973 -80 1980-85

1985-95

1965-73 1973-80 1980-85

1985-95

High
case

Low
case

High
case

Low
case

All developing countries 6.3 3.1 5.5 6.4 4.7 14.9 10.6 8.1 9.7 7.5
Low-income 3.3 5.4 5.0 6.8 5.2 6.4 6.9 8.2 9.3 7.1

Asia 2.9 7.6 5.4 7.5 5.7 6.6 7.4 8.5 9.3 7.2
Africa 4.0 -1.3 3.5 3.3 2.2 4.5 0.5 0.9 8.9 6.6

Middle-income
Oil importers 8.1 7.6 6.6 7.5 5.7 18.2 11.5 8.1 9.7 7.6

Major exporters
of manufactures 10.5 9.6 7.2 8.2 6.3 18.6 12.1 8.4 9.8 7.6

Other 4.8 3.7 4.1 4.0 2.8 15.6 7.1 5.0 9.0 7.3
Oil exporters 5.7 -0.8 4.1 4.1 2.4 12.7 7.9 7.4 10.5 7.7

(average annual percentage change)

1985-9 5

High Low Increased Improved
Country group 1960-73 1973-79 1980-85 case case protection policies

All developing countries 3.7 2.0 0.7 3.5 2.7 2.3 3.1
Low-income 3.0 2.9 3.2 3.4 2.7 2.4 3.0

Asia 3.4 3.3 3.7 3.7 3.0 2.6 3.3
Africa 1.0 -1.0 -1.6 -0.1 -0.5 -0.7 -0.3

Middle-income
Oil importers 3.8 3.3 -0.6 3.6 2.6 1.9 3.1

Major exporters of manufactures 4.4 3.6 -0.3 4.4 3.3 2.4 3.8
Other 2.6 1.7 -0.9 1.5 1.0 0.7 1.2

Oil exporters 4.3 2.3 -0.4 2.7 2.0 1.9 2.3
Industrial countries 3.9 2.1 1.5 3.7 2.0 2.0 2.0



tional protection in industrial countries, manufac-
tured exports would still grow largely in line with
the supply capacity of developing countries. As in
the past, exports of primary commodities, how-
ever, would grow more slowly than growth in the
industrial economies.

Under the Low case, net loan disbursements
(private and official) plus official transfers to the
developing countries would fall in real terms, from
$68 billion in 1983 to $63 billion in 1995, while
developing countries would pay $58 billion in
interest (see Table 3.4).

The High case and developing countries

In the High case, the prospects for developing
countries would greatly improve. Their GDP
would grow at about 5.5 percent a year, almost as
fast as it averaged in the 1960s (see Table 3.1), and
at 3.5 percent in per capita terms. They would
receive somewhat higher real prices for a larger
volume of exports, and credit would be available at
lower interest rates.

The major exporters of manufactures would do
best, with GDP growth at 6.3 percent a year; some
countries could manage 8 percent or more. Such
rapid growth would imply that they were moving
into more technology-intensive products-as is
already happening in Korea with heavy engineer-
ing, for example, and in Singapore with precision
engineering.

Some of the middle-income countries-such as
Malaysia, Mexico, Thailand, and Turkey-could
also make major structural progress in the years to

a. Projections include exports and imports of nonfactor services.

1995. The more successful would see their devel-
opment proceed as Korea's did in the 1960s and
early 1970s. They would begin to rely more on
markets and less on government directives for the
allocation of resources. And they would pursue
more outward-oriented trade policies. Others
would not, so there is likely to be considerable
dispersion around the average of 5.7 percent
growth for the middle-income group. Oil
importers other than the major exporters of manu-
factures would grow at only 4.3 percent a year, and
oil exporters at 5.4 percent a year.

Under the High case, the poorest countries
would grow at 3.2 percent to 5.3 percent a year,
with several Asian countries doing better. Low-
income African countries would still do badly;
even in the High case, per capita income would fail
to rise. This is in part because the market outlook
for these countries' commodity exports is not very
good. The volume of such exports is projected to
increase only slightly. At the same time, these
countries' weak financial position means signifi-
cant increases in commercial lending to them are
unlikely, so they must continue to rely on conces-
sional assistance for the bulk of their capital
transfers.

World trade would grow at about 7 percent a
year in real terms, given global GDP growth of
about 5 percent. In a world of freer trade, trade
would grow faster in relation to GDP than it did in
the 1960s. Exports of manufactures from develop-
ing countries would grow at 9.7 percent a year,
exports of primary products at 3.4 percent (see
Table 3.3).
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Exports of primary goods Merchandise imports

Country group1965-73 1973 -80 1980-85

1985-95

1965-73 1973 -80 1980-85

1985-95

High
case

Low
case

High
case

Low
case

5.0 0.9 4.0 3.4 2.1 6.4 5.9 3.2 7.2 5.1 All developing countries
1.8 4.5 2.6 4.1 3.1 0.6 6.4 3.5 5.9 4.1 Low-income
0.3 7.9 2.1 4.6 3.6 -0.6 8.7 4.1 6.4 4.6 Asia
4.0 -1.4 3.8 2.8 1.9 3.5 0.1 1.1 3.6 1.6 Africa

Middle-income
4.4 4.5 4.5 3.2 2.4 7.7 4.6 2.2 7.6 5.6 Oil importers

Major exporters
5.2 6.0 4.8 3.8 2.9 9.7 5.3 2.8 8.4 6.3 of manufactures
3.7 3.0 3.9 2.0 1.2 4.6 3.2 -0.3 3.9 1.9 Other
3.6 -1.1 3.9 3.3 1.8 6.6 9.3 5.4 7.1 4.5 Oil exporters



TABLE 3.4

Current account balance and its financing in developing countries, 1983 and 1995
(billions of constant 1980 dollars)

The major exporters of manufactures, already
accounting for 80 percent of the developing coun-
tries' exports of manufactures, would see their
manufactured exports grow at about 10 percent a
year. Some of them-such as the Philippines and
Thailand-could do much better than others.
Other middle-income oil importers would expand
their manufactured exports at about 9 percent a
year. Meanwhile, low-income Africa would have
its manufactured exports grow at about 9 percent a
year, starting from a very low base (see Table 3.3).
To do this, however, it would have to reduce its
reliance on western European markets and to
diversify its exports, expanding into manufactured
products.

Under the High case, loan disbursements plus
official transfers to developing countries would
rise from a peak of $83 billion in 1981 to $91 billion
in 1995 (in constant 1980 dollars-see Table 3.4), a
rise in real terms of only 2.5 percent a year from
1983-slower than the projected rate of growth of
industrial countries.

Low-income countries would also obtain a grow-
ing inflow of capital in the High case, largely
through the expansion of concessional loans from
governments and international institutions. With
low income levels, the sacrifice of consumption
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Note: The table is based on a sample of ninety developing countries. The GDP deflator for industrial countries was used to deflate all
items. Details may not add to totals because of rounding. Net exports plus interest does not equal the current account balance due to
omission of net workers' remittances, private transfers, and investment income. The current account balance not financed by official
transfers and loans is covered by direct foreign investment, other capital (including short-term credit and errors and omissions), and
changes in reserves. Ratios are calculated using current price data.

and investment needed to service loans on com-
mercial terms is particularly painful. Yet, provided
policies are reasonable, the returns to investment
in poor countries can be very large indeed. Con-
cessional assistance is needed partly to finance the
development of human capital and to strengthen
institutions-programs for which economic
returns are high but delayed. Because the potential
of the low-income countries will not be realized
until these programs are in place, the role of con-
cessional aid in promoting development is vital.
Moreover, because the returns to these invest-
ments are high, aid can contribute significantly to
development in the low-income countries and help
to raise the global efficiency of investment.

The contrast between the Low and the High case
is not merely quantitative. It amounts to a qualita-
tive difference as well, because the apparently
insurmountable obstacles of the past ten years
would steadily diminish if High-case growth were
achieved-or, under the Low case, would become
even more entrenched. With a continuation of
slow growth, millions of people in many develop-
ing countries will become progressively poorer;
with faster growth, almost everybody in the world
will enjoy some increase in real income. The prize
that the High case offers is considerable. The ques-
tion is how to win it.

Item

All developing countries Low-income Asia

1983

High
case
1995

Low
case
1995 1983'

High
case
1995

Low
case
1995

Net exports of goods and nonfactor services -10.8 -69.5 -29.0 -8.9 -17.4 -14.0
Interest on medium- and long-term debt -48.7 -52.1 -58.0 -1.7 -3.1 -3.1

Official -9.7 -16.0 -17.5 -0.9 -2.4 -2.4
Private -39.0 -36.1 -40.5 -0.8 -0.7 -0.7

Current account balanceb -55.8 -109.5 -78.1 -1.3 -12.1 -9.3
Net official transfers 11.0 16.6 14.3 1.7 2.4 2.1
Medium- and long-term loansc 57.2 74.0 49.1 4.1 8.1 6.0

Official 17.5 35.0 26.6 3.9 7.3 5.8
Private 39.7 39.0 22.6 0.2 0.8 0.2

Debt outstanding and disbursed 592.0 914.9 656.2 47.5 89.6 67.9
As percentage of GNP 26.7 21.9 17.1 8.7 8.9 7.2
As percentage of exports 121.4 80.3 71.3 99.5 85.0 78.7

Debt service as percentage of exports 20.5 12.7 13.7 9.9 7.0 7.1



Estimated.
Excludes official transfers.
Net disbursements.

Policy requirements of the High case

The difference between this basic Low case (vari-
ants of which are discussed below) and the High
case hinges on the performance of the industrial
countries. If they could regain the productivity
growth and high employment they managed in
the 1950s and 1960s, the High case would be
achieved. There is little sign that they would be
prevented from doing so by some fundamental
deterioration in the rate of technological progress.
On the contrary, in some fields-telecommunica-
tions, electronics, biotechnology-the pace of tech-
nical change appears to be accelerating. It there-
fore seems probable that faster growth depends on
tackling the problems that dogged the industrial
countries in the 1970s.

Deficits, savings, and interest rates

Economic recovery is likely to stimulate higher
saving in industrial countries. But since the oil
exporters' surplus has disappeared and the United
States is running a large budget deficit, global sav-
ings rates are unlikely to regain their level of the
early 1970s, at least not in the immediate future. To
the extent that industrial-country recovery in the
context of lower inflation leads to increased

demand for money and greater investment, the
prospect is that both short-term and long-term real
rates of interest will remain high in comparison
with those of the 1970s.

Inflationary expectations have not disappeared.
In the major industrial countries, the "core" rate
of inflation-measured by the rise in the GDP
deflator-is running at between 1 percent a year in
Japan and 9 percent a year in France; in the United
States it is about 4.5 percent. While low by recent
standards, these are not rates that can be ignored,
especially in the light of past experience of the
inflation cycle.

Given the unfavorable context, neither higher
employment nor lower interest rates is likely to be
brought about in any durable way merely by
increasing nominal demand. Moreover, in the long
run, the financing of public spending will probably
become still more difficult in developed countries.
In many, the political will to increase taxation is
limited, but the pressures for more spending
remain strong.

If they are to avoid a resurgence of inflation,
most industrial countries will need to maintain
tight monetary policies. Given the fiscal pressures,
the real cost of borrowing is likely to remain high.
For that reason alone, budget deficits will tend to
grow as the real interest burden is compounded
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Low-income Africa

Middle-income countries

Major exporters
of man ufactu res

Other oil-importing
countries

Oil-exporting
countries

High Low
case case

1983' 1995 1995

High
case

1983 1995

Low
case
1995

High Low
case case

1983 1995 1995 1983

High
case
1995

Low
case
1995

-4.3 -7.1 -5.2 -0.6 -18.8 -1.5 -12.2 -16.7 -9.9 15.0 -9.6 1.5
-0.8 -1.3 -1.3 -22.2 -22.6 -25.5 -7.4 -7.3 -8.8 -16.6 -17.9 -19.3
-0.4 -1.0 -1.0 -3.5 -5.1 -5.9 -2.2 -3.6 -3.9 -2.7 -3.9 -4.3
-0.5 -0.3 -0.3 -18.7 -17.5 -19.6 -5.2 -3.7 -4.9 -13.9 -14.0 -15.0
-4.3 -7.0 -5.8 -22.8 -40.5 -26.7 -17.5 -17.8 -14.3 -10.0 -32.1 -21.9

1.8 2.8 2.4 3.1 5.0 4.3 2.3 3.2 2.9 2.2 3.1 2.7
1.4 3.4 2.7 11.8 27.7 17.1 7.5 12.5 9.5 32.3 22.3 13.8
1.6 3.2 2.6 4.3 8.6 6.1 4.0 8.0 6.1 3.6 7.9 6.0

-0.2 0.1 0.1 7.5 19.2 11.0 3.5 4.6 3.4 28.7 14.3 7.8
22.2 38.3 30.1 224.9 350.6 245.4 97.6 142.8 112.4 199.7 293.7 200.6
42.2 50.2 41.4 26.3 20.5 16.0 39.8 35.0 29.2 38.9 30.4 22.3

242.0 234.7 224.1 99.6 59.0 50.7 177.5 145.4 137.2 133.0 90.1 78.7
24.8 19.1 20.6 20.0 10.5 11.4 28.7 20.2 22.9 21.4 16.0 17.0



over time. The main focus of industrial countries in
the years ahead should be on developing ways to
reduce budget deficits.

Microeconomic flexibility

In several areas of their economiessubsidies to
obsolescent firms and industries, wage and other
policies affecting labor costsindustrial countries
need to introduce greater flexibility in the way they
accept and promote economic change. Though
protectionist policies might temporarily maintain

the real incomes of certain groups, they also pre-
vent the adjustment to a country's emerging and
changing comparative advantage, which alone can
ensure growing real incomes of all groups in the
economy. The maintenance of an open trading sys-
tem is, therefore, an important means of reducing
microeconomic distortions. For example, protec-
tion is costly to the country using it. The cost of
"saving" jobs is higher consumer prices and ineffi-
ciencies in production (see Box 3.1), as well as loss
of potential jobs in export industries, particularly if
other countries increase protection as a response.

Box 3.1 Costs of protection in textiles and clothing

Motivated by a desire to "save" jobs,
governments of industrial countries have
introduced many restraints against
developing countries' exports of manu-
factures. The most important of these
affect textiles and clothing and have been
implemented under the Multifibre
Arrangements.

That such restraints are undesirable for
developing countries is widely under-
stood. Textiles and clothing constitute
almost 30 percent of the manufactured
exports of developing countries. They
have been an essential step on the ladder
of development for many countries, from

the United Kingdom in the nineteenth
century to Japan in the early twentieth
and Korea in the 1960s and 1970s. While

export restraints can benefit large suppli-
ers who are able to raise their export
prices, they are a disaster for countries
such as Sri Lanka and Mauritius that are
starting to enter the market, only to find
the route barred.

Much less well known are the high
costs borne by the industrial countries
themselves. For the United States, stud-
ies of workers in the clothing industry
who have benefited from the Trade
Adjustment Assistance program fol-
lowed their experience over several
years. In the late 1970s the majority of
redundant workers were able to find a
new job within a year; of those who did
not, many were over the age of fifty-five
and opted to leave the labor force. The
mean duration of unemployment for
men who subsequently moved to a new
job was thirty-eight weeks and for

women it was fifty weeks. They often
found jobs paving as much as or more
than before. The present value of the
losses borne by each worker who perma-
nently lost his (or her) original job was
$10,800 before government welfare bene-
fits, $5,600 after those benefits.

In Canada at least two-thirds (and
probably close to three-quarters) of dis-
placed workers in the clothing industry
found new jobs. They were unemployed
from an average of twenty-one weeks
(men) and thirty-one weeks (women).
The present value of the losses varied
from a high of C$14,000 for the average
woman in one survey, to a gain for a
twenty-five year old man in the other,
both before welfare benefits. The highest
loss found in either of the two surveys
was C$5,000 after welfare benefits for the
average female workerclose to the
losses found for the United States.

The cost of preserving a job to society
as a whole is created by the inefficiencies
in production and consumption. Based
on tariffs alone, that cost for clothing and
textiles was estimated to be $426 million
for the United States in 1977. To preserve

jobs indefinitely, protection must con-
tinue indefinitely. The present value of
these costs would then be over $10 bil-
lion. At the same time, the tariffs were
estimated to save 116,000 jobs. Thus the
Cost of permanent protection per job
saved would be about $80,000, while the
private benefit to the individual worker
would be $5,600, a ratio of 14 to 1. In
other words, a permanent policy of tariff
protection would cost the United States

$1 for every 7 cents gained by workers
whose jobs were preserved.

The Canadian studies estimated the
costs of all the controls on the clothing
trade, which were much higher than
those of tariffs alone. The cost per job
saved by permanent controls was esti-
mated to be C$390,000 in the late 1970s.
Because the individual worker lost only
C$14,000 (before welfare benefits), the
net cost to society was about C$375,000.
This was needed to save each worker
C$5,000, a ratio of over 70 to 1. For every
one and a half cents by which the worker
would be better off, one Canadian dollar
would be wasted.

Developing countries also use various
tariffs and quantitative restrictions (along
with foreign exchange controls and
broader measures such as industrial
licensing and investment incentives) to
protect local industries. Generally, such
measures have favored production for
home markets over production for export
markets, and manufacturing over agri-
culture. Protection and other measures
lead to distortions in the structure of pro-
duction, consumption, and trade; these
are costly to economic growth. Studies of
the "costs" of such protection, such as
those for the United States and Canada,
have not been done in developing coun-
tries. But among developing countries,
those with lower and more uniform and
neutral patterns of incentives have per-
formed better in terms of economic
growth and ability to cope with external
shocks.
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An open trading system is also a way of capturing
the potential for increased integration between
developed and developing countries. And, last but
not least, it is a sine qua non of a resolution of the
debt problem.

For the more advanced developing economies,
the next stage in their progress will carry them into
industries that have hitherto been the preserve of
the industrial countries. Unless the industrial
countries keep their markets open, they will
thwart the newcomers' progress. By seeking to
retain a monopoly of such industries, the indus-
trial countries will also be holding back their own
economic growth.

The threat of increased protectionism

Slow growth in the industrial countries is the most
likely trigger for a significant increase in protection
directed against developing countries. It is also in
this context that the adverse effects on the devel-
oping countries would be most serious, since a fur-
ther decline in their exports would slow their over-
all growth even more. To illustrate these
implications, the Low case contains a variant (Low
I) which assumes that governments in industrial
countries step up protection against imports from
developing countries (see Table 3.5). In other
respects, the industrial countries' policies and per-
formance are assumed to be unchanged. Under
these circumstances, low-income Asian countries
grow at 4.2 percent a year, only 2.6 in per capita

TABLE 3.5

Growth of GDP in developing countries, Low
scenario and variants, 1985-95
(average annual percentage change)

terms. Low-income Africa grows at 2.6 percent a
year, -0.7 in per capita terms. Even major exporters
of manufactures manage GDP growth of only 4.4
percent a year, while growth of GDP in the other
middle-income oil importers falls to 3.5 percent a
year.

Overall, developing-country exports grow by 4.0
percent a year under Low I compared with 4.7 per-
cent in the Low case; manufactures grow by 6.1
percent compared with 7.5 percent; and primary
commodities, 2.2 percent as in the Low case. As a
result, the developing countries reduce the growth
in their imports, from 5.1 percent a year in the Low
case to 4.3 percent in Low I. All regions are
affected: exports by the major exporters of manu-
factures grow at only 5.2 percent a year, by other
middle-income countries at 2.3 percent a year, and
by low-income Africa at a disastrously low 2.1 per-
cent a year (see Table 3.6).

The benefits of improved policies in developing countries

Just as industrial countries might make matters
worse (even within the Low scenario) by resorting
to protection, so developing countries can partly
offset the effects of slow growth in the industrial
world by improving their own policies. This is
illustrated in Low Il-a second variant of the Low
case which assumes slow growth in the industrial
world but an improved performance by the devel-
oping countries. They would achieve faster GDP
growth by raising savings and investment rates, by
increasing and diversifying their exports, and by
using imports more efficiently as well (see Box
3.2).

As Table 3.5 shows, the improved policies of
Low II would allow GDP to grow in developing
countries at an average rate of 5.1 percent a year,
recovering half of the difference between the Low
and High cases. Low-income Asian countries
would grow at 4.9 percent a year as against 5.3
percent under the High case, low-income Africa at
3.0 percent as against 3.2 percent in the High case.
Major exporters of manufactures would manage
5.7 percent a year, and other middle-income oil
importers 4 percent.

Developing-country exports of primary com-
modities would grow at 2.4 percent a year, but
exports of manufactures would grow at 8.0 percent
a year (Table 3.6). That would give the developing
countries overall export growth of 5.1 percent a
year compared with 6.4 percent in the High case,
but 4.7 percent in the Low case; adding inflation,
export earnings would rise at more than 13.0 per-
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Counfnj group
Low
case

Increased
industrial-

country
protection isrn'

Improved
developing-

country
policyb

Developing countries 4.7 4.3 5.1
Low-income

Asia 4.6 4.2 4.9
Africa 2.8 2.6 3.0

Middle-income oil
importers

Major exporters
of manufactures 5.2 4.4 5.7

Other 3.8 3.5 4.0
Middle-income oil

exporters 4.7 4.6 5.0

a. Low I.
h. Low II.



TABLE 3.6

Growth of trade in developing countries, Low scenario and variants, 1985-95
(average annual percentage change)
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Exports of goods
and nonfactor

services

Note: These projections are based on a sample of ninety countries.
Increased protection by developed countries.
Slow growth in developed countries but improved policies in developing countries.

cent a year. Many of the big debtors would experi-
ence growth of export earnings above that aver-
age-major exporters of manufactures would have
the value of their exports grow at close to 15 per-
cent a year-comfortably above the interest rate on
their debt of above 10 percent.

What is needed to achieve these improvements?
The developing countries-and the industrial
world-will suffer from any action that reduces
trade (see Box 3.3). They therefore need to avoid
overvalued exchange rates, to provide attractive
incentives for exports, and to promote efficient
import substitution. Such policies would be twice
blessed. Faster growth of exports and GDP would
also generate a larger inflow of foreign capital. This
would supplement the extra saving that improved
policies would bring, all of which would then be
invested more efficiently. The key to more saving
and better investment lies in maintaining positive
real interest rates in the developing countries.

It is also imperative that developing countries
increase the flexibility of their budgets-another
close parallel with the industrial countries. Many
of the difficulties faced by middle-income coun-
tries in the past decade have been due to height-
ened public spending commitments, financed
either through external borrowing or through
windfall gains from higher commodity prices.
When these sources of finance diminish or dry up,
it is politically difficult to cut public spending, and
inflation results.

Exports of Exports of
manufactures primary goods

Imports of goods
and non factor

services

Capital flows and debt

The discussion thus far has considered the effects
of the performance of industrial countries and of
developing-country policies on trade and the
growth of GDP. Almost as important as trade in
the long term, however, and far more critical in the
short to medium term, are the interrelated issues
of capital flows and debt. It is through borrowing
from abroad that developing countries are able to
supplement their own saving as well as to offset
shortages of foreign exchange. Borrowing is an
opportunity; but in certain circumstances it is also
a snare.

Under the Low case and its variants, interest
rates would be higher and the growth of exports
and GDP lower than in the High case. If lenders
wish to avoid debt expanding beyond the servicing
capacity of the borrower's economies, net lending
would then be lower while the real cost of borrow-
ing would be higher. For the indebted sovereign
borrower, the service of debt is a matter of political
will, and strength of will depends on the cost of
exercising it. The long-term prospect of receiving
capital inflows that are not large enough to cover
interest payments, combined with slow growth of
export earnings (as is threatened by the Low case),
implies that the service of debt is economically,
and therefore politically, costly. For this reason the
long-term prospects for the world economy, and
hence for capital flows, depend heavily on creating

All developing countries 4.7 4.0 5.1 7.5 6.1 8.0 2.2 2.2 2.4 5.1 4.3 5.4

Low-income 5.2 4.3 5.6 7.1 5.6 7.6 3.1 3.1 3.3 4.1 3.4 4.4

Asia 5.7 4.7 6.1 7.1 5.6 7.6 3.6 3.6 3.8 4.6 3.9 5.0

Africa 2.2 2.1 2.5 6.5 5.0 7.1 1.9 1.9 2.1 1.6 1.5 1.8

Middle-income
Oil importers 5.7 4.7 6.2 7.6 6.1 8.1 2.4 2.4 2.6 5.6 4.5 6.0

Major exporters
of manufactures 6.3 5.2 6.8 7.6 6.2 8.1 2.9 2.9 3.2 6.3 5.2 6.8

Other 2.8 2.3 3.2 7.2 5.8 7.8 1.1 1.1 1.4 1.9 1.4 2.1

Oil exporters 2.4 2.2 2.7 7.6 6.1 8.1 1.9 1.9 2.1 4.5 4.2 4.7

Low Low Low Low

Country group case LowP Lowlib case Lowl' LowIV' case Low I' Low JJh case Low I' Low II



Box 3.2 Trade as an engine of growth

Foreign trade can be an engine of growth
in developing countries through its effect
on improved resource allocation and
increased productivity. But developing
countries' exports are not mechanically
linked to the growth and level of pros-
perity in advanced countries.

In the nineteenth century in the United
States changes in exports lagged behind
changes in the rest of the economy.
Exports remained a small and relatively
constant share of GNP (6 to 7 percent). In
Australia, too, growth was dominated by
internal factors. Although Argentina
enjoyed rates of export growth roughly
similar to those of the United States and
exported similar products in the last half
of the nineteenth century, it grew little.

In the three or four decades preceding
World War I, trade of developing coun-
tries grew almost as fast as that of devel-
oped countries (36 percent a decade com-
pared with 40 percent). In relation to
GNP, foreign trade was rising more rap-
idly in the developing countries than in
developed ones.

The experience of developing countries
since World War II further suggests that
simple links between developing-coun-
try exports and income growth in the
industrial countries do not adequately
explain export performance. The engine
of growth concept is based on the prem-
ise that developing-country exports are
primary products and therefore grow in
line with advanced-country income. But
manufactures today account for about
half the value of nonfuel exports from
developing countries. A few Countries
account for a large proportion of these

exports (see Chapter 5), but even among
countries that traditionally specialized in
a single primary export, manufactures
are gaining a significant share. A group
of eleven such countries, including
India, which account for about two-
thirds of developing-country population
(excluding China) has managed to raise
the share of manufactures to about 50
percent of nonfuel exports (see chart).
Africa is the only region in which
dependence on a single primary export
has not diminished.

This diversification away from primary
products does not mean that foreign
demand no longer matters. Developing
countries depend on developed-country
markets for their manufactured exports;
short-run fluctuations in the demand for
their exports due to fluctuations in
growth in industrial countries can still be
important. But the diversification of
exports toward manufactures has
changed the medium- and long-run com-
petitive position of developing-country
exports in developed-country markets.
Their manufactured exports account for
less than 5 percent of apparent consump-
tion in developed countries, and are sub-
stitutes for goods produced within
advanced countries. As long as markets
for developing countries' manufactured
exports remain relatively free of protect-
ive barriers, external demand constraints
will not limit developing-country
exports.

The experience of the 1960s and 1970s
bears this out. There has been no stable
statistical relation between the volume of
developing-country exports and real

Export structure of selected developing
countries (percent)
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1960

46

18

13

23

1980

Manufactures

Other
primaries

2nd and 3rd
largest export

Largest single
primary export

Excludes major exporters such ,is Korea, I-Tong
Kong, and Singapore. Includes India, Mexico,
Brazil, and Egypt.

5cs,' Rx'del, 1984.

income in developed countries in the
1960s and 1970s. Developing-country
exports increased twice as fast in relation
to developed-country income in the
1970s; for each 1 percent change in real
income in developed countries, the vol-
ume of developing-country exports
increased by only 0.9 percent in the
1960s, but by 1.7 percent in the 1970s.
Manufactured exports from developing
countries increased at twice the rate of
income of the developed countries in the
1960s, but had almost five times the rate
of income of developed countries in the
1970s.

and maintaining cooperation on debt problems,
rather than confrontation.

In the short term, the position is somewhat dif-
ferent. Given the effects of the recession and the
growth of debt, debtors have to show that they are
prepared to pay interest out of their own income.
This is necessary not only to anchor the value of
debt in the willingness to service it but alsoin the
context of high real interest rates and of low
growth in indebted countriesto avoid explosive
growth of capitalized interest in relation to GDP.
An adverse world environment, however, makes
more costly the adjustments required of many bor-

rowers. While adjustment requires action by the
indebted country itself, the degree of retrench-
ment and its cost to the country also depend on the
external environment in the next few years.

Because of the large current account deficits of
many developing countries in the early 1980s, sub-
stantial adjustments have been required to cover
interest obligations. The best way to have adjusted
would have been to combine cuts in spending with
policies to switch production into exports and into
efficient import substitution. Switching usually
requires a real depreciation in the exchange rate
(see Box 34). The process is less costly if it does

43

10

13



Box 3.3 Delinking from the world economy?

Having an open trading and payments
regimen encourages optimal use of avail-
able investment resources. This is a
stronger argument for integrating into
the world economy than that which
claims that demand from industrial
countries provides an 'engine of

growth" for the developing world. All
countries have to trade to some extent.
More inward-looking economies are not
less buffeted by external shocks than are
outward-looking ones. The more
inward-looking an economy, the higher
the proportion of capital goods in
imports and the greater the costs to out-
put of compressing imports. Similarly,
the more difficulty such an economy has
in expanding exports, because the
smaller the proportion of output that is
readily tradable. For these reasons,
inward-looking countries have generally
had not only lower growth but also
greater difficulty in adjusting to shocks
and more serious debt problems than the
more outward-looking economies. The
contrast between Latin American and
East Asian middle-income countries in
the 1980s is instructive.

Although the gains to a country from
an outward-oriented strategy will obvi-
ously diminish if trade restrictions
increase or external financing becomes

more unstable, its position will still be
better than under autarky. Some of the
instability experienced by developing
countries which chose fuller integration
into the world economy was unavoid-
able, but many consequences were exac-
erbated by inappropriate domestic poli-
cies. Overvalued exchange rates,
unsustainable public spending, and inef-
ficient pricing policies all accentuated the

short-run domestic costs of coping with a
volatile world.

To achieve stability of domestic
incomes by delinking from a volatile
world economy can lead to lower aver-
age income than if the world economy
rollercoaster is ridden efficiently. For
instance, despite constraints on its devel-

opment, by keeping the economy rela-
tively insulated from international com-
petition, India has maintained a trend in
growth rate of income of about 3.5 to 4.0
percent a year over three decades. But
this stability was bought at a cost: not
reaping the gains from integration in the
world economy during the early period
when the world economy was growing.
As an illustration of this loss, in 1960 the
absolute size of Korea's manufacturing
sector was a quarter of India's; in 1980 it
was more than 60 percent of India's.
Korean manufactured exports rose from

virtually none in 1962 to more than $15
billion in 1980. In the same period India's
manufactured exports rose from $0.6 bil-
lion to only $4.1 billion. India and Korea
were different in several respects:
Korea's literacy rate in 1960 was more
than twice that of India; foreign capital
flows to Korea were larger; and, of
course, India is a much bigger country
with a larger domestic market, so its
exports as a percentage of total GNP
would not be expected to be as high as
Korea's (though they might well be in
absolute terms).

Nevertheless, there were important
similarities: for example, in 1960 the
share of manufacturing in GDP was 14
percent in both countries, and the share
of the labor force in agriculture was 66
percent in Korea and 74 percent in India
Both countries hid followed an inward
looking development strategy in the
1950s. For countries with pressure of
population on land and a rapidly grow-
ing labor force, labor-intensive manufac-

turing is a major means for providing
employment. The relatively poor perfor-
mance of India in increasing its manufac-
tured exports meant that employment
outside agriculture has grown mui.h less
than it could have

not occur too swiftly, if a large proportion of
domestic output is easily tradablethat is, if
domestic and international prices are reasonably
closely alignedand if it is easy to expand exports
rather than necessary to compress imports. Unfor-
tunately, many of the principal debtor countries
got into difficulties just because these conditions
did not exist: their exchange rates had become seri-
ously overvalued; their producers were heavily
protected, often by import controls that reduced
the incentive to sell abroad; export industries were
relatively underdeveloped and, in addition, faced
growing restraints in foreign markets.

Because the major debtors account for only a
small fraction of world trade, the transfer of
resources abroad needed to improve their current
accounts should in theory be accomplished reason-
ably smoothly. A shift of $100 billion in develop-

44

ing-country trade balances, the amount required to
meet debt service payments, is equivalent to only 5
percent of world exports. Some of the exports of
debtor countries, however, face actual or potential
restrictions in foreign markets. Equally important,
the domestic system of incentives is biased against
exports in many of the developing countries,
which makes it more difficult for them to exploit
the opportunities for exports that do exist.

Partly because of the difficulty of expanding
exports and partly because of this domestic policy
bias against exports, imports have been cut dra-
matically instead, with adverse implications for
growth. Moreover, there is a difference between
reducing imports by reducing domestic spend-
ingpainful though that isand reducing imports
by imposing direct restrictions on imports. The lat-
ter is likely not even to produce the needed exter-



Box 3.4 Exchange rates and price adjustments: lessons from the
experience of developing countries

Most governments intervene in setting
exchange rates. The results are far-reach-
ing. Severely overvalued real exchange
rates (here defined as the ratio of domes-
tic prices to foreign prices converted at
the prevaling nominal exchange rate)
shift resources toward less easily traded
sectors and induce excess demand for
imports. The resulting shortage of for-
eign exchange may cause higher protec-
tion against imports and additional
measures to ration foreign exchange.
These policies reduce efficiency by creat-
ing incentives (1) to shift resources to
import substituting activities, which
require more domestic resources to save
a unit of foreign exchange than does
exporting; and (2) to spend scarce
domestic resources on 'rent seeking".-.-
the privately profitable activity of appro-
priating part of the rent from access to
cheap, but rationed, sources of foreign
exchange.

Overvalued exchange rates can arise in
several ways. In Chile the nominal dollar
exchange rate was preannounced and
fixed in June 1979. At the same time,
wages were indexed to provide full com-
pensation for past changes in consumer
prices. With falling but still high domes-
tic inflation, the real exchange rate rose.

Exchange rates and GDP growth in Yugoslavia and Turkey, 1976-83

By 1981 imports had risen by 14.8 per-
cent and exports had fallen by 5.2 per-
cent. The imbalance was temporarily
financed by large capital inflows that
responded to capital market deregula-
tion. But in 1982 capital flows reversed,
and GNP fell by 12.9 percent. Too late,
the preannounced exchange rate policy
was abandoned.

Exchange overvaluation may also
occur when governments follow the
(quite common) policy of holding the real
exchange rate constant in the presence of
adverse external shocks. These imply
some depreciation of the underlying
equilibrium real exchange rate, although
there is no simple relation between the
magnitude of external shock and the
degree of equilibrium exchange deprecia-
tion. During 1976-79 Yugoslavia main-
tained a constant real exchange rate, but
the underlying equilibrium rate was fall-
ing. In 1977 the Yugoslav exchange rate
was some 10 percent overvalued; by 1979
overvaluation had reached 42 percent,
and exchange rates had surpassed 8 per-
cent of GDP. In 1980 the country experi-
enced a severe foreign exchange short-
age in response to adverse external
shocks, which amounted to some 3.6
percent of GDP during 1979-81. Growth

slumped from more than 8 percent to
less than 2 percent, as shown in the
table, It cost the Yugoslav economy
almost twice as much in terms of domes-
tic resources to earn $1 of foreign
exchange through import substitution
than through exports.

Turkey represents another interesting
case. By 1977 a severe foreign exchange
crisis and other difficulties brought eco-
nomic growth to a halt. Rapid increases
in the price level had far outpaced the
rapid depreciation of the exchange rate
after 1975 and continued to do so until
early 1980. To compound matters, the
country is an oil importer and the oil
price increase of 1979 represented an
adverse change in the terms of trade
equivalent to some 2.7 percent of GDP.
Starting in January 1980, reforms were
instituted to correct the situation. As
shown in the table, the nominal
exchange rate depreciated sharply in the
years 1980 and 1981, reducing the degree
of overvaluation to well below its 1978
level (even taking into account the
change needed because of the oil price
increase). By 1981 Turkish growth
resumed, and exports began growing
rapidly with the exchange rate at a realis-
tic level.

Note: Estimates of market clearing rates, percentage overvaluation, and ratio of import rents to GDP are based on modeling
exercises which simulate the Yugoslav and Turkish economies during 1976-80 and 1978-81, respectively.

Not available.
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Country and item 1976 1977 1978 1979 1980 1981 1982 1983

Yugoslavia
Exchange rate = dinars/dollars 18.2 18.3 18.6 19.0 24.7 35.0 50.3 42.8
Market clearing rate 22.3 20.4 22.6 26.9 33.5
Overvaluation (percent) 23.0 10.0 21.0 42.0 34.0 . .

Import rentslGDP (percent) 8.3 4.3 6.4 8.2 8.6 . . . .

Real GDP growth rate (percent) 5.3 8.4 8.5 6.3 2.3 1.4 0.8 --.1.3

Turkey
Exchange rate = Lira/dollars 16.1 18.0 24.3 31.1 76.1 111.2 162.6 225.5
Market clearing rate 38.3 72.4 103.9 112.6
Overvaluation (percent) 57.6 98.9 40.0 3.4 . .

Market clearing rate without
oil price rise 38.3 60.0 57.3 63.0 . . .

Real GDP growth rate (percent) 8.7 4.3 2.8 -0.9 -0.7 4.4 4.7 3.1



nal surplus. The resulting rise in protection intro-
duces a further bias against exports but does not
do anything to cut spending in relation to output,
as is required. Most of the major debtors have,
unfortunately, adopted this second method of
reducing imports.

Adjustment also needs to be accompanied by
changed financial attitudes. In dealing with
debtors, commercial lenders tend to push for more
rapid repayment. This preference arises from their
perception of risks and perhaps from their failure,
acting as individual lenders, to associate a higher
probability of default with fast repayment. At the
other extreme, governments try to postpone
adjustment as long as possible, to minimize con-
sumption losses now even if this means larger
repayment humpsand hence consumption
lossesin the future.

The achievement of an adjustment "package"
implies the recognition by both parties of an inter-
mediate solution that does not jeopardize either
the probability of repayment or the consumption
of future generations. One important means of
achieving this solution would be to increase the
flow of equity investment to developing countries.
Next year's World Development Report will examine
capital flows to developing countries, including
direct private investment.

Many developing countries have been meeting
their interest obligations and are likely to go on
doing so. If this process is too protracted, how-
ever, it might affect their willingness to persevere
with their adjustment. They start from low levels
of income and face a period of slow income and
consumption growth because of their need to use
current output to service past debts. That is why
the longer-term prospects for the world economy
will help determine whether the present ad hoc
combination of rescheduling by creditors and aus-
terity by debtors proves to be the prelude to a har-
monious resolution or the prologue to a disaster.

The effect of world economic growth on devel-
oping economies is revealed in Table 3.4, which
shows the balance of payments of the developing
countries under the High and Low scenarios. In
both cases it is assumed that lenders will wish to
see debt service indicators return to their levels of
1980. The slower the growth of exports and GDP
of the borrowing countries, and the higher the real
interest and inflation rates in the world economy,
the smaller the amount developing countries can
borrow.

Under the High case the loan disbursements and
official transfers to the developing countries rise by
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33 percent in real terms between 1983 and 1995.
Under the Low case they fall by 7 percent. In 1995
net exports of goods and nonfactor services to
developing countries are $70 billion under the
High scenario, a real increase of 544 percent over
1983; under the Low case they are only $29 billion,
a real increase of 169 percent. Net disbursements
of medium- and long-term loans less interest pay-
ments are $22 billion in 1995 under the High case.
In the Low case the figure is negative: developing
countries pay in interest $9 billion more than they
receive in net loan disbursements. Finally, debt
outstanding and disbursed rises at 3.7 percent a
year in real terms in the High case and at less than
1 percent in the Low case.

In the Low case, the nominal interest rate is 9.5
percent; but because this is the rate for prime bor-
rowers, many developing countries would face a
higher rate. With a spread of 1.5 percent, for exam-
ple, the interest rate for many borrowers would be
11.0 percent a year. Developing countries' exports
in the Low case are expected to grow at only 4.7
percent a year in real terms, at 12.8 percent taking
into account the projected increase in export
prices. It is assumed that developing countries
reduce their debt service ratios from the high levels
of the mid-1980s to the 1980 level by the end of the
forecast period. But because export revenues grow
only slightly more rapidly than the interest rate,
the growth of net disbursements must be
restrained to meet the target debt service ratio.
This restraint on net borrowing means that
imports can grow only slightly more rapidly than
exports (5.1 versus 4.7 percent).

Under the Low case, the developing countries
would fall into three categories.

Low-income African countries. Having little
prospect of commercial borrowing, they would
depend almost completely on official aid. Much of
the aid would have to go directly into consump-
tion; the private debt they now carry would have
to be rolled over. Low-income Africa would receive
only $2.7 billion of net disbursements of medium-
and long-term loans in real terms. Their interest
payments in 1995 would be $1.3 billion. Net official
transfers would be $2.4 billion. Debt outstanding
and disbursed would be only 36 percent higher in
real terms after twelve years.

Countries that would be hurt least by a weak
world economy. Middle-income countries such as
Korea, Malaysia, and Singapore would boom com-
pared with the rest of the world and would be
creditworthy as a result. China and India depend
little on international borrowing, although slow



growth in the industrial countries would squeeze
the amount of concessional assistance they would
receive.

A group of countries that would be in and out
of financial difficulties for the rest of the 1980s and
possibly beyond. Some of their difficulties would
be dealt with through debt renegotiations, the
most problematic of which would be with the big
Latin American borrowers. Having run austerity
programs for years, some might effectively impose
their own schedule for debt repayment. The major
exporters of manufactures shown in Table 3.4,
which include many of these countries, would
have only 9.1 percent more debt outstanding in
real terms in 1995 than in 1983. Net disbursements
to them of medium- and long-term loans in 1995
would be $8.4 billion less than their interest pay-
ments. Other middle-income oil importers would
be in a similar position: by 1995 their outstanding
debt would rise by 15 percent in real terms, and
their net medium- and long-term borrowing would
be less than $1 billion more than their interest pay-
ments.

The main difference between the Low case and
the variant Low I (increased industrial-country
protection) is that the main debtor nations would
find it more difficult than ever to service their
debts. They would pay a nominal interest rate of
11.0 percent, as in the Low case, but the growth of
exports would now average only 4.0 percent (Table
3.6), with nominal growth in export earnings of 12
percent. Even a developing country exporting only
manufactures might find its export earnings grow-
ing at less than the nominal interest rate. Most
developing countries would be starved of external
capital. Debt outstanding and disbursed to devel-
oping countries in 1995 would be only slightly
larger than in 1983 in real terms. Loans disbursed
would be $42 billion (compared with $49 billion in
the Low case.) Interest payments of $55 billion
would exceed disbursements as creditworthiness
falls because of the protection-induced decline in
exports. Lower growth of imports would also con-
tribute to lower overall growth. This scenario, in
effect, is untenable. If the situation described
began to unfold, the prospect for growth in devel-
oping countries would surely be worse than that
implied by these projections.

The improved developing-country policies in
Low II help, although the real growth of outstand-
ing debt remains low for the highly indebted major
exporters of manufactures and for the middle-
income oil exporters. For developing countries as a
whole, debt outstanding grows by only 1 percent

in real terms between 1983 and 1995.
To sum up, there are two major differences

between the High and Low cases: net lending and
export growth. In the High case, substantial extra
borrowing is compatible with improved debt serv-
icing for developing countries partly because the
nominal interest rate is lower than in the Low case,
and because export revenues grow at a higher rate.
Mutual cooperation between lenders and borrow-
ers is reasonably assured. In the Low case, export
revenues grow only slightly more rapidly than the
(higher) interest rate and net lending falls over the
period to meet target debt service ratios. As a
result, in the Low case, many developing countries
end up transferring resources to the industrial
world year after year. If there is, in addition,
greatly increased industrial-country protection,
then sustained cooperation becomes unlikely.
Improved developing-country performance on its
own would make the picture brighter. Neverthe-
less, the slow growth of industrial countries in the
Low cases would balance the world economy on a
knife's edge.

Poverty and low-income countries

The implications of the scenarios are best under-
stood if their GDP growth rates are adjusted for
the widely differing population growth rates of the
various regions. Between the High and the Low
case, per capita income growth falls from 3.5 per-
cent a year to 2.7 percent for developing countries
(see Table 3.2). Increased protection makes pros-
pects still worse, with per capita income growth
for all developing countries 34 percent below the
level of the High case. In all scenarios the major
exporters of manufactures grow fastest, leaving
the rest of the developing world further and fur-
ther behind.

It is in the low-income countriesespecially
those of Africathat slow growth does most to
perpetuate and accentuate poverty. In low-income
Asia, however, prospects look brighter, especially
as population growth continues to slow. Domestic
policy improvements are essential in enhancing
the prospects of low-income countries. Like the
middle-income countries, they would benefit from
policy changes that reduce the bias against export-
ing in favor of inefficient import substitution. Pre-
vious World Development Reports have emphasized
the importance of prices in determining how well a
country uses its resources. Because they are so
poor, low-income countries have special reason to
make the best possible use of their resources.
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Because the public sector in low-income coun-
tries is large in relation to GDP, cutting imports
usually means cutting public spending. Although
governments may have scope for reducing spend-
ing without damaging long-term growth, budget
cuts too often damage programs with the greatest
capacity for raising the economy's growth poten-
tial. Some of them may be classified as current
spending; but education and health budgets are
better seen as investments in human capital.

Most human development programs have long
gestation lags. Their output is not directly tradable
and often is not even marketable. Commercial
financing of such investments is therefore unrealis-
tic. A real increase in concessional assistance is
needed, and has been for several years. Yet, at
times of their greatest difficulty, low-income coun-
tries have found that official aid has been falling in
real terms. This trend must be reversed if low-
income countries are to make any progress in the
years ahead and the lot of the poorest people is not
to deteriorate any further.

International action

This chapter has shown that the world economic
outlook would brighten considerably if every
country took steps to improve its own domestic
performance. The onus on the industrial countries
is greatest, because growth prospects throughout
the world would be transformed if they overcame
the rigidities and inflationary fears that slowed
them down in the past ten years. Even without
such benefits, the developing countries could do
much to help themselves through policy changes
that increase the flexibility of their own economies.

That said, some measures need to be taken at an
international, not purely domestic, level and in a
coordinated way. A trade-liberalization initiative
that concentrated on the newer and proliferating
forms of protectionismvarious nontariff barriers,
especially those affecting developing countries
would make an important contribution to restoring
the momentum of the world economy. It is also
essential to start liberalizing trade in agriculture.
Just as the liberalization of trade in manufactures
provided a once-for-all but sizable boost to produc-
tivity growth in the late 1950s and early 1960s, so
the same approach to agricultural trade, combined
with the reversal of the recent protectionist meas-
ures on industrial products, could boost productiv-
ity in the 1980s.

Freer trade is also vital for solving the debt crisis.
For the developing countries to service their debt
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without excessive cost to themselves, they will
need to expand their exports rather than just
reduce imports. Any worsening of global pros-
pects in terms of increased protectionism and fur-
ther rises in dollar interest rates would erode the
ability and perhaps even the willingness, of bor-
rowers to service their debt.

As in trade, so in finance there is a need for
concerted international action. The success of
developing countries' efforts to deal with the rigid-
ities and distortions in their own economies
depends in part on the actions of official and pri-
vate suppliers of finance. For the poorer countries
the main challenge for the international commu-
nity is to find ways of supporting policy reform
through additional flows of concessional assist-
ance. This has been the challenge in the negotia-
tions for the seventh IDA replenishment (see Box
3.5), the discussions for possible supplemental
budgeting to IDA, and the extension of the Lome
Convention.

For the middle-income countries the actions of a
wide range of private and public institutions are
important. Commercial banks have typically relied
on borrowing countries' agreements with the
International Monetary Fund (IMF) as a basis for
restructuring existing claims and, in selected cases,
for committing additional funds. Increases in vol-
untary lending by the commercial banks in the
long term is an important ingredient in the restora-
tion of growth momentum in middle-income
developing countries. But the transition back to
fully voluntary lending requires prudent manage-
ment on the side of both borrowers and lenders.
Official institutions, particularly the IMF, the
World Bank, and the regional development banks
can be helpful in this regard both by assisting in
the design of more effective developing-country
policies and by expanding their own lending in
support of policy reforms (see Box 3.5). Efforts by
these institutions to encourage private direct
investment should also continue. Finally, it is

important that official export-financing institutions
adjust to the greater risks of lending to developing
countries in a nondisruptive fashion. What is
required need not be very dramatic for any single
institution, provided they all act constructively.

Measures that would result in increased financial
flows to developing countries to help them under-
take structural adjustment and maintain long-term
financial viability will help make trade liberaliza-
tion easier by improving their short-term balance
of payments outlook. In turn, liberalization would
expand exports and would tend to strengthen



Box 3.5 IDA

The International Development Associa-
tion (IDA) was established in 1960 as an
affiliate of the International Bank for
Reconstruction and Development
(IBRD), to provide concessional assist-
ance to low-income countries. Govern-
ments in the industrial world recognized
that low-income countries could not
afford to take on commercial loans carry-

ing high interest rates and short maturi-
ties (even if they were forthcoming) to
finance projects that had long payback
periods and earned little foreign
exchange. In the years since IDA's incep-

tion, the predicament of low-income
countries has not eased significantly;
indeed, the recent recession in industrial
countries has made it worse.

IDA has met a large share of external
financing of low-income countries. IDA
lending, however, has not on average
exceeded 2 percent of gross domestic
investment in recipient countries. In 1980
in India and Pakistan, currently the first
and third largest borrowers, it was less
than 2 percent. Only in Bangladesh was
it as much as 13 percent; it was 8 percent
in Ethiopia and 3 to 4 percent in Tanzania
and Sudan. Disbursements per person in
1980 in the recipient countries averaged
$1.33 in IDA countries and 40 cents in
countries receiving a blend of IDA and
IBRD money, including India and Paki-
stan. In 1980 official development assist-
ance (ODA) financed 65 percent of the
current account deficit of low-income
Countries, and IDA contributed 16 per-
cent of development assistance.

During 1961-82, 81 percent of total IDA
commitments, which were $43 billion in
constant 1982 dollars, went to countries
with per capita incomes below $410 in
1980, compared with only 8 percent of
IBRD lending. Because IDA countries are
the poorest, nearly 40 percent of IDA
funds went to agriculture and rural
development, compared with 22 percent
of IBRD funds. Human development,
program lending, and technical assist-
ance received about 25 percent of IDA
lending, compared with 16 percent of
IBRD lending.

While the terms of IDA are conces-
sional, its projects are generally identical
in scope and rigor to IBRD projects.
Rates of return on IDA projects have
been on average as high as on IBRD proj-
ects, but they are decidedly lower in
Africa than elsewhere: the average on
eighty-eight IDA projects in Africa was
nevertheless about 14 percent. Since its
inception, twenty-seven countries have
graduated from IDA to the IBRD, and
thirteen countries, including India, re-
ceive a blend of IBRD and IDA financing.

Constraints on IDA lending have
recently increased. In 1961-82 commit-
ments grew at 8 percent a year in real
terms. However, because of slower-than-
anticipated contributions from the sixth
replenishment of IDA (IDA-6), lending
in 1982 declined in current dollars to a
level 30 percent below that of 1980, and
in 1983 it was still 13 percent below the
1980 level. At $9 billion, the seventh
replenishment of IDA (IDA-7) represents
a major reduction in the concessional
resources available to the world's poor-
est countries. It is 25 percent lower in
nominal terms and 40 percent lower in
real terms than the IDA-6 agreement
reached in 1979. Partly because of Chi-
na's membership, this reduction also
represents a 70 percent cut in real per
capita terms.

Some of the consequences of a decline
in IDA lending are already being felt but
will be intensified under IDA-7. Strict
application of IDA's allocation criteria
would result in allocations for India and
China of more than three-quarters of
IDA-7 resources. In order to prevent an
imbalance in IDA's lending program, a
ceiling will need to be placed on lending
to these two countries (for similar rea-
sons, a ceiling had to apply on lending to
India and Pakistan in the past). Resource
constraints on IDA have already induced
the Association to restrict lending to
India. IDA lending to India declined
from a peak of $1.5 billion in 1980 to
about $1 billion since then. During IDA-
6, IBRD lending had to substitute parti-
ally for IDA lending as projects risked

cancellation, but at the cost of preempt-
ing further expansion in future IBRD
lending. India also had to resort to bor-
rowing from commercial markets; by
1986, borrowing on market terms may
account for over half of disbursements to
India. But concessional assistance would
still have an essential role to play in mod-
erating India's debt burden and in con-
solidating the effects of recent policy
shifts toward liberalizing imports, prices,
and industrial licensing.

China's allocations will increase some-
what over those of IDA-6, as earlier IDA
activities were limited. But China's low
incomes (about $310 per capita) and the
large number of its people living below
the poverty line (150 million, equal to
three-fourths of the entire population of
low-income sub-Saharan Africa) suggest
tha a suitably broad spectrum of sectors
and provinces can be covered only if a
large amount of finance is available.

Sub-Saharan Afrian countries are fac-
ing some of the most adverse external
circumstances in recent history. Between
1973 and 1981, low-income Africa lost as
much as 23 percent in the purchasing
power of its exports to buy manufac-
tures. Per capita incomes declined.
Large-scale reschedulings of official debt
have taken place. Essential domestic
reforms are being undertaken, but they
need to be supported by concessional
flows.

Africa's share in IDA has risen, from 25
percent in 1980 to 37 percent in 1983, but
even increasing Africa's share by a fur-
ther 5 percent over IDA-6 levels would
yield less in additional resources from a
$9 billion IDA than would maintaining
its present share in a $12 billion IDA.
With a $9 billion IDA, Africa would have
a 21 percent reduction in real terms com-
pared with commitments made in the
IDA-6 period. So would thirteen coun-
tries outside Africa, including Bangla-
desh (where IDA lending declined by 6
percent in the past year), Burma, Sri
Lanka, and Pakistan.
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developing-country creditworthiness, thus in-
creasing the developing countries' capacity to
obtain and service additional capital flows. In
short, trade liberalization, enlarged flows of exter-
nal finance, and improved economic policies in all
countries are mutually reinforcing actions in sup-
port of restoring the growth momentum of devel-
oping countries.

The links with population

Modest growth in the GDP of industrial countries
means modest growth in their per capita incomes.
For the developing countries there is no such easy
equation. Their populations are growing by 2 per-
cent a year, in many countries by much more. GDP
growth of 2 percent or so is merely a preliminary
step before they can start to improve their per cap-
ita incomes. Governments throughout the devel-
oping world cannot ignore the literal sense in
which population growth affects the economic per-
formance that really mattersthe average incomes
of their people. If the world is to have ten years of
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slow growth, many millions of poor people will by
definition get poorer. Moreover, lower GDP
growth makes it more difficult for countries to
finance programsin education and family plan-
ning, for examplethat reduce population
growth. Thus short-run difficulties have long-run
consequences.

Important as these simple facts are, they do not
begin to capture the links between population
growth and economic development. Understand-
ing those links requires much more than the mere
counting of heads. It requires consideration of
education, health, employment, incomes, culture,
and personal beliefsaspects of everyday life that
explain why parents choose to have a particular
number of children and what their choices add up
to. Part II of this Report is about population
change in developing countries. As will soon
become apparent, it is also about development in
its widest sense. It is affected by the macroeco-
nomic perspective of Part I, and it gives that per-
spective richer meaning.


