
4 Foreign borrowing and developing-country policies

Foreign borrowing has two potential benefits for a
developing country. It can promote growth, and it
can help an economy to adjust to internal and
external shocks. However, recent experience has
graphically illustrated that borrowing also has
potential disadvantages. It can be wasted on ineffi-
cient investment. It can allow a government to
delay essential economic reforms. And the accu-
mulation of debt can make an economy more vul-
nerable to financial pressures from the world econ-
omy.

How can a developing country obtain the bene-
fits of capital inflows while taking reasonable pre-
cautions to avoid debt-servicing difficulties? This
chapter draws on the experience of the past two
decades to identify the criteria for success in using
international capital. It deals primarily with debt-
creating capital; equity investment is discussed in
Chapters 5 and 9. This chapter's main theme is
that the economic policies of developing countries
are the fundamental determinant of the level of
capital inflows, the efficiency with which they are
used, and a country's capacity to service its debts.

This is not to say that policy failings have been
the only cause of recent debt-servicing problems.
Nor is it to imply that sound macroeconomic poli-
cies and less borrowing would have avoided those
difficulties. Chapter 3 has shown that the combina-
tion in the early 1980s of world recession and rising
real interest rates was unusual and severe; it is not
clear that developing countries should seek to pro-
tect themselves fully against all risks including
those that have little chance of materializing with
any frequency. But flexibility in policymaking and
economic structures can cushion the impact of
external shocks, however severe.

There is, of course, no single set of policies that
is right for every country. The extent to which a
country should borrow from abroad depends on
the external environment that it faces in world
trade and capital markets, its natural and human
resources, and its economic and political struc-
tures. In view of this, the chapter begins with a

brief description of the variety of country experi-
ences with foreign capital over the past twenty
years, based on a sample of forty-four developing
countries. (For a listing of these countries, see Sta-
tistical Appendix, Table A.11.)

This is followed by a discussion of the two main
uses of external finance. First, it may be used sys-
tematically to raise investment and growth to a
higher level than could be financed by domestic
savings. Second, it may be used to finance balance
of payments disequiibria, caused either by inade-
quate domestic policies or by external or internal
shocks. The discussion explores the questions of
when borrowing for balance of payments purposes
is appropriate and how governments can borrow
to facilitate adjustment rather than to postpone it.

Country experience over two decades

The diversity of developing countries' experience
with foreign capital is illustrated in Figure 4.1.
Countries' rankings differ according to the indica-
tors chosen. For example, countries with similar
debt to GNP ratios may have very different debt to
export or debt service ratios. These differences are
explained by the degree of openness of an econ-
omy and the structure of its debt. In 1980-82, for
instance, countries that were relatively "closed"
much of Latin America, but also others such as
Yugoslavia and Pakistanhad relatively low debt
to GNP ratios but high debt to export ratios. Those
with a large export basesome East Asian coun-
tries (Korea, Malaysia, and Thailand), oil and gas
exporters (such as Algeria, Indonesia, and Vene-
zuela) and Africa's main commodity exporters
(Ivory Coast)tended to have relatively low debt
to export ratios.

However, high ratios of debt to GNP or debt to
exports do not necessarily imply high debt service
ratios. Low-income countries such as India, Sri
Lanka, Sudan, and Tanzania, as well as countries
such as Egypt, tend to receive much of their capital
inflows in low-interest, long-maturity loans (see
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Note: Debt is defined as medium- and long-term public and publicly guaranteed plus private nonguaranteed debt outstanding and disbursed.
Short-term debt is not included. For the major borrowers, the inclusion of short-term debt would raise the external debt registered during
1980-82 by about 30 percent. The debt service figures used are those for actual (not contractual) debt service paid during the period. Exports
cover goods and total services. An asterisk indicates that the country rescheduled its debt between 1975 and 1984.
Source: World Bank data.
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World Development Indicators, Table 17). By con-
trast, upper-middle-income countriesfor exam-
ple, Algeria, Portugal, and Venezuelausually are
less able to sustain high debt ratios because the
servicing costs of their borrowing are high.

The debt service ratio has traditionally been
regarded as a good guide to a country's debt prob-
lem. But, as the debt ladder in Figure 4.1 shows,
there is no clear link between high debt service
ratios and countries that have had to reschedule
their debt. Experience has shown that the more
economic policies and structures can react flexibly
to changing demands, the less are high debt ser-
vice ratios a cause for concern. An inflexible econ-
omy with a modest debt service ratio may be more
prone to crisis than one with a higher ratio but
with a government that takes rapid corrective
action when growth and exports are threatened.

This point can be demonstrated by comparing
the two main groups of reschedulers described in
Chapters 1 and 2. In general, low-income Africa
has had lower debt service ratios than middle-
income Latin American countries. This might sug-
gest that African countries are in less serious diffi-
culties. In fact, the opposite is true. Although the
policies of both groups were insufficiently flexible
in the 1970s and early 1980s, Latin American coun-
tries would have found it easier to make the neces-
sary adjustments to external pressures. Their
higher incomes provide greater scope for increas-
ing savings; their more developed economies can
respond more quickly to changing prices and mar-
ket opportunities. The low-income African coun-
tries, with weak institutional structures and lim-
ited human and natural resources, face much more
daunting problems.

Three broad factors have determined the growth
of debt in recent years. All of them are related to
the economic policies of developing countries.

Borrowing strategy. Some governments have
chosen to borrow abroad to increase investment
and promote domestic growth. Brazil and Korea,
for example, increased their borrowing in the
1960s, and both initially had high debt ratios. Both
countries also grew and borrowed rapidly in the
1970s, taking advantage of low or negative real
interest rates. But their debt ratios moved in oppo-
site directions, as Korea outstripped Brazil in
expanding output and exports. Other countries
have chosen to borrow relatively little, preferring
to rely on domestic savings and other non-debt-
creating inflows (such as workers' remittances).
India in the 1970s was one example. Thailand also
borrowed little from commercial sources during

most of this period. Colombia, which had been a
large recipient of aid in the 1960s and early 1970s,
renounced further concessional assistance in 1974.
It made only limited use of foreign credit during
the 1970s, though it benefited from rapid growth in
nontraditional export earnings.

Access to foreign funds. Clearly not all develop-
ing countries have access to all types of foreign
capital. This has influenced their borrowing experi-
ences and the current size and composition of their
debt. A country's opportunity to borrow commer-
cially tends to grow as its economy progresses:
higher per capita income tends to go hand in hand
with "graduation" away from reliance on conces-
sional funds and toward expanded access to pri-
vate sources of finance (see Figure 4.2 and Statisti-
cal Appendix, Table A. 12). But factors other than
income are important determinants of a country's
access to commercial finance. In the commodity
boom of the 1970s, many middle-income coun-
triesand even low-income countries such as
Niger and Sudanfound it possible to borrow
from foreign banks, though their loans were often
only marginally related to the economic viability of
the projects being financed. When these projects
ran into difficulty and commodity prices fell, banks
stopped lending.

Macroeconomic imbalances. Foreign borrowing is
often the unintended consequence of other eco-
nomic policies. Large budget deficits, overvalued
exchange rates, and measures that discourage
domestic savings all bias an economy toward rely-
ing on foreign capital. They have been common in
some of the countries near the top of the debt lad-
derfor example, Argentina, Peru, and Turkey. By
contrast, Malaysia and several other East Asian
countries have consciously avoided big fiscal defi-
cits and distortions of prices and exchange rates;
they are near the bottom of the debt ladder. Macro-
economic imbalances have also been caused by
sharp changes in terms of trade. Many countries
resorted to foreign borrowing in the 1970s to
finance what they expected to be temporarily large
external resource gaps.

Capital inflows and investment

Foreign capital allows a country to invest more
than it could if it used only national savings. In the
early stages of a country's development, when its
capital stock is small, returns to investment are
generally higher than in industrial countries. This
is the basic economic justification for developing
countries to obtain capital from abroad, and it
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Figure 4.2 Income level and access to borrowing from official and private sources
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Note: Debt ratios and GNP per capita are averages for 1980-82. Debt from official sources here includes bilateral concessional loans and
multilateral loans; it excludes official export credits. Debt from private creditors comprises supplier credits and loans from financial markets,
including private banks and bonds. The negative relationship between official debt and GNP per capita is significant at the 99 percent
confidence level, with R2 = .43. The positive relationship between private debt and GNP per capita is significant at the 95 percent confidence
level, with R2 = .11. Data are for a sample of forty-four countries.

a. For Venezuela, GNP per capita is $4,042.

Source: World Bank data.

underlies the so-called debt cycle (see Box 4.1). In
1960-83, domestic savings financed about 90 per-
cent of the investment in developing countries; in
industrial countries, savings actually exceeded
domestic investment requirements by about 3
percent.

However, patterns of saving and investment of
groups of countries began to change perceptibly
after 1973, as shown in Figure 4.3.

The traditional surplus of savings generated
by the industrial countries was reduced, with two
brief periods of deficit in 1974 and 1979.

This coincided with the increased reliance of
oil-importing developing countries on foreign
capital inflows, first to finance greater investment
and later to replace declining domestic savings.
Latin American countries demonstrate this pattern
best.

In Africa, the long-term decline in domestic
savings was more significant.

Middle-income oil exporters began raising
investment in the early 1960s; the domestic sav-
ings effort began improving from the late 1960s.
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These countries were net lenders to the rest of the
world for brief periods following two rounds of oil
price increases, but were otherwise substantial
borrowers. Declines in oil-based incomes during
1981-82 depressed domestic savings and reduced
inflows of foreign savings, forcing even larger cor-
rections in investment.

In contrast, the low-income countries of South
Asia were able to increase domestic savings from
the late 1960s to finance higher levels of invest-
ment, reducing in relative terms their use of for-
eign capital. (Statistical Appendix, Table A.11,
gives details for forty-four developing countries.)

Figure 4.4 suggests that, until recently, countries
that borrowed tended to raise their investment
rates. The positive relationship between borrow-
ing and investment is statistically significant in the
1965-72 and 1973-78 periods, but not in 1979-83.
The link between borrowing and growth is more
complex. As Figure 4.5 shows, the relationship
between changes in the debt to GDP ratio and eco-
nomic growth was positive but not significant in
the 1965-72 and 1973-78 periods. In the latter
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Box 4.1 The debt cycle hypothesis

As development proceeds, changes in domestic income,
rates of saving, capital stock accumulation, and rates of
return on investment can be expected to alter the rate
and direction of international capital flows. This has led
to the formulation of the debt cycle hypothesis: countries
will move through stylized balance of payments and
debt stages, as shown in Box figure 4.1A. Each stage is
characterized as follows:

Stage 1: Young debtor

Trade deficit.
Net outflow of interest payments.
Net capital inflow.
Rising debt.

Stage II: Mature debtor

Decreasing trade deficit, beginning of a surplus.
Net outflow of interest payments.
Decreasing net capital inflow.
Debt rising at diminishing rate.

Stage III: Debt reducer

Rising trade surplus.
Diminishing net outflow of interest payments.
Net capital outflow.
Falling net foreign debt.

Stage IV: Young creditor

Decreasing trade surplus, then deficit.
Net outflow of interest payments, then inflow.
Outflow of capital at decreasing rate.
Net accumulation of foreign assets.

Stage V: Mature creditor

Trade deficit.
Net inflow of interest payments.
Diminishing net capital flows.
Slow-growing or constant net foreign asset position.

In the aggregate, of course, the world cannot be in
either a net debt or net asset position. Therefore, as more
countries move toward the mature creditor stage, the
relative size of their asset position should tend to dimin-
ish. The fact that industrial countries' collective net asset
position is small relative to their GNP, although gross
capital flows are very large, corresponds well with the
debt cycle hypothesis. So does the pattern of structural
balance of payment changes in the United Kingdom and
the United States over the past 150 years. Until very
recently the balance of payments of these two countries
followed the five stages quite closely.

For developing countries, the evidence is mixed. In the
colonial period, many countries, particularly primary
product exporters, ran current account surpluses,
becoming, in effect, capital exporters. A small group of
advanced developing countries moved from the young
debtor to the mature debtor stage between 1950 and

1975, but most oil-importing countries remained in the
first stage until very recently. A few, such as China,
remained net creditors throughout all or most of this
period.

The debt cycle model does not predict reliably how
long a country may remain in any given stage of the debt
cycle. The hypothetical example in Box table 4.IA depicts
a developing country passing from the first to the second
stage of the cycle, where it remains for a prolonged
period. The trade account and net interest payments
continue in deficit throughout. The rate of return on
investment (as approximated by the inverse of the incre-
mental capital output ratio) is higher than in surplus
countries, warranting a mutually beneficial transfer of
savings to the developing country. In the first decade,
the real growth rate of exports is lower than the real
interest rate, leading to rapidly growing current account
deficits and debt; the latter rises from zero in the first
year to $100 million after ten years. When the debt ser-
vice and debt to GDP ratios reach what are regarded as
their maximally sustainable levels of 30 percent and 40
percent, respectively, a surge in exports is required to
finance interest payments and amortization. In the fir-

Box figure 4.IA Balance of payments flows and debt
stock during the debt cycle

The balance of payments
I II Ill IV V

Net assets

The debt cycle

Net capital flows (A = B + C)

Trade account (B)

- Net interest payments (C)
Debt stock
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period, some countries that borrowed heavily
grew slowly or not at all. In some instances-such
as Peru and Zambia-slow growth was associated
with stagnant investment ratios; foreign capital
was being used to cover balance of payments defi-
cits caused by unsustainable macroeconomic poli-
cies and falling commodity prices. In other coun-
tries-mainly in Africa-substantial capital inflows
helped to raise investment rates, but the invest-
ments themselves were often inefficient. Nonethe-
less, countries such as India (see Box 4.2), Indone-
sia, and Korea achieved moderate or even very
high growth rates without raising their borrowing
rates. Finally, in 1979-83, the relationship between
changes in debt to GDP and growth of GDP was
negative. In an environment of rising real interest
rates and contracting world economic output,
increased borrowing no longer translated into
higher growth. Again, however, the experience is
not uniform for all countries. Malaysia, for exam-
ple, borrowed heavily, but also achieved impres-
sive growth.

The range of country experiences with borrow-
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ing, investment, and growth highlights the imper-
ative of using all capital efficiently. Public sector
investments require careful appraisal, taking rea-
sonable precautions for downside risks. Private
sector projects need a framework of incentives-
rewards and penalties-which encourage efficient
investment. Failure in these two areas has been a
primary cause of slow growth in some countries in
the past decade (see Box 4.3).

Where foreign capital is involved, countries can
run into a "transformation problem"-that is, the
projects fail to generate (or save) enough foreign
exchange to service the foreign debt. This can hap-
pen for several reasons. Project gestation periods
may be mismatched with the maturity profile of
the loans-an issue of portfolio management that
will be discussed in the next chapter. Alternatively,
certain projects may never be able to generate or
save sufficient foreign exchange over any time
period. That would not matter in an economy
undistorted by overvalued exchange rates, high
protection, and consumption and investment sub-
sidies. Whether investments produced traded

Box 4.1 (continued)

teenth year, growth rates of exports and GDP, as well as trade deficits. In the 1980s, many of these same countries
the debt ratios, settle down to their long-run sustainable have been moved to the third, or early creditor, stage,
levels. Export growth has risen to 6 percent, which is reducing net debt by running huge trade surpluses. This
sufficient to sustain continued current account deficits development is, of course, the mirror image of what has
and steadily growing debt, occurred in some industrial countries. For example, in

Sudden shifts in major economic variables, as have terms of the debt cycle hypothesis, the United States
occurred with particular force in the past decade, often recently reentered the early debtor stage of the debt
lead to major departures from the predicted path. Dur- cycle, incurring debt at an accelerating rate while increas-
ing the latter half of the 1970s, many developing coun- ing its trade deficits. The reasons for these shifts are
tries thought to be mature debtors reverted to the early complex and are explored in the Report.
debtor stage, importing capital and running mounting

Box table 4.1A Sustainable growth of debt: a hypothetical case
(average annual percent, unless otherwise noted)

lstto 6th to lithto l6thto 2lstto
Variable 5th years 10th years 15th years 20th years 30th years

Interest rate 3.75 3.75 3.75 3.75 3.75
Growth of

exports 3.0 3.0 14.1 6.0 6.0
Growth of GDP 6.2 7.4 6.4 6.0 6.0
Current account

deficit!GDP 2.1 6.4 3.9 2.4 2.4
Debt service!

exports 2.1 17.5 32.0 31.0 31.0
Debt/GDP 4.6 24.0 42.0 42.0 42.0
Debt at end of

period (millions
of dollars) 16.5 103.0 210.0 280.0 530.0

Note: Calculations are based on a simulation model that makes the following assumptions: incremental capital output ratio = 3.5; consumption = 80
percent of CDP Import elasticity = 1 0 Maturity of debt = 12 years Crowth rates and interest rates are expressed in real terms



goods (exportables or import substitutes) or goods
that could not be internationally traded, such as
education, electricity, or piped water, would be
irrelevant: so long as rates of return were higher
than the cost of the borrowed funds, output and
savings would be raised, leaving an extra export-
able surplus large enough to repay the debt.

However, where policy-induced price distortions
occur, as in many developing countries, there is no

guarantee that enough foreign exchange will be
generated. In Jamaica, Peru, and Turkey, vulnera-
bility to debt-servicing difficulties was especially
high in the 1970s because policy distortions led to
export growth slower than in most other middle-
income countries. Obviously, the best solution to
this problem is to remove the distortions. Turkey
reversed its policies in the early 1980s and export
growth accelerated dramatically. Where it is not

Figure 4.3 Investment, savings, and the current account balance in selected country groups, 1960-83
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Figure 4.4 Borrowing and investment in selected developing countries, 1965-83

From 1965 to 1972

Percentage change in investmentlGDP
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Note: The change in borrowing rates is represented by the per-
centage point change in the ratio of total medium- and long-term
debt outstanding and disbursed to GDP between the average of
the two beginning and end years of each period. The change in
investment rates is the percentage point change in simple annual
averages of GDI/GDP as follows: for 1965-72, the change
between 1960-65 and 1966-72 averages; for 1973-78, the change
between 1966-72 and 1973-78 averages; and for 1979-83, the
change between 1973-78 and 1979-83 (or 1979-82) averages.

The relationship between borrowing and investment rates is
significant at the 99 percent confidence level for 1965-72 and
1973-78, with R2 values of .18 and .23, respectively. The relation-
ship is not significant for the 1979-83 period.

a. Data are for 1968-72.

Source: World Bank data.

feasible to remove distortions for political or other
reasons, countries would be wise to reduce their
reliance on foreign finance. Even where policy dis-
tortions are not significant, certain countries in the
earliest stages of development may experience
transformation problems because their capacity to
increase their output of tradable goods may be
severely limited. As discussed in Chapter 7, coun-
tries in that position will generally require conces-
sional assistance.

While the sustainable level of debt will differ
from country to country, borrowing can be suc-
cessful only if the rate of return on all investment
exceeds the cost of borrowed funds. Furthermore,
sufficient foreign exchange needs to be generated
to service existing debt. If current account deficits

From 1973 to 1978
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are run for development purposes, the growth of
output and exports must in the long run exceed
the interest rate on debt to ensure that debt levels
do not become unsustainable (see Box 4.4).

Appraising public investment

Efficiency in the public sector is crucial, because
public sector investment accounts for a high pro-
portion of total domestic investment in developing
countries. In many countries in the mid to late
1970s, the rapid growth of public investment was
the precursor to later debt-servicing difficulties.

In appraising public investments, many govern-
ments have not drawn a distinction between finan-
cial and economic returns. Investments by public
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Figure 4.5 Borrowing and growth in selected developing countries, 1965-83

From 1965 to 1972

Average annual growth of GDP (percent)
10

Note: The change in borrowing rates is represented by the per-
centage point change in the ratio of total medium- and long-term
debt outstanding and disbursed to GDP between the average of
the two beginning and end years of each period. Growth rates
are in real terms, based on trend line calculations. The relation-
ship between borrowing rates and growth is positive for the
1965-72 and 1973-78 periods but is significant at the 95 percent
confidence le'el only for Latin American borrowers in the latter
period. The relationship is negative and significant at the 99 per-
cent confidence level for all countries shown in the 1979-83
period, with R2 = .24.

a. Data are for 1968-72.

Source: World Bank data.

enterprises that appear to be profitable in financial
terms may be so because the industries are pro-
tected by tariffs and regulations or because they
are subsidized by the government through low-
interest loans or cash transfers. In economic terms,
however, the project may be unprofitable and may
contribute little or nothing to the economy's
growth. The discrepancy between financial and
economic evaluation can be overcome by making
more use of techniques such as shadow pricing
in project appraisal and, more importantly, by pol-
icy reformsliberalizing imports, decontrolling
prices, reducing subsidiesdesigned to narrow
the gap between financial and economic returns.

The problem of inadequate appraisal is common
in most developing countries, but is particularly
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40

severe in Africa. A recent World Bank report,
Toward Sustained Development in Sub-Saha ran Africa,
in discussing the large inflows of commercial bor-
rowings in the 1970s, concludes:

While part of these borrowings was used to main-
tain consumption when commodity prices fell
(such as in Zambia), most of them went to finance
large public investments, many of which contrib-
uted little to economic growth or to generating the
foreign exchange to service the debt. These
projects covered a wide spectrum of sectors and
countries. Examples include projects such as large
conference centers, administrative buildings, uni-
versity centers, hotels, and highways, as well as
projects in the industrial sector, such as oil and
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Box 4.2 Careful borrowing and risk avoidance: the case of India

Throughout the 1960s and 1970s, India controlled
inflows of foreign capital. Whenever balance of pay-
ments pressures became severe, the government
reduced importsin the short term through contrac-
tionary fiscal and monetary policies, investment licens-
ing, and direct controls; over the long term through
selective import substitution. What foreign borrowing
did take place was mainly on concessional terms.

The first round of oil price increases in 1973-74 wors-
ened India's already vulnerable external accounts and
exacerbated inflation. Although the economy was
already in recession, the government decided against
borrowing abroad to absorb this new shock. Instead,
domestic savings were boosted from 14 percent of GDP
in 1965-72 to 19 percent in 1973-78 by raising taxes and
interest rates, reducing public spending, and tightening
monetary policy. Domestic energy prices were also
raised quickly to the new international levels. The reces-
sion deepened, narrowing the trade deficit significantly.
In addition, workers' remittances increased from $200
million in 1974 to almost $1 billion in 1977, as many
Indians worked in the Middle East construction boom.

By 1978, India's external adjustment was complete.
Indeed, the country had become a net lender to the rest
of the world, with a small trade and current account

surplus, a comparatively low debt to GDP ratio (around
15 percent), and large foreign reserves ($8.3 billion in
1978, equivalent to almost eleven months of imports).
Stabilization and adjustment had been emphasized to
the extent that the economy's growth had been held
back.

In the early 1980s, to raise efficiency and speed up
growth, India gradually liberalized import controls,
increased incentives for investment, and borrowed more
from abroad. Although most borrowing continued to be
concessional, foreign loans from commercial sources
increased modestly, from 3 percent of external public
debt in 1979 to roughly 8 percent in 1983. Domestic sav-
ings also rose further and averaged 23 percent of GDP
during 1976-83well above earlier rates.

Despite another increase in oil prices and a severe
drought, India's growth rate has picked up. In 1979-84,
it averaged 5.1 percent a year, compared with 3.6 percent
a year in 1950-79. Although the debt service ratio is
expected to rise somewhat in the next few years, dimin-
ished dependence on imported food and energy, com-
bined with good prospects for raising export growth,
provide India with greater flexibility than before in man-
aging its external debt and the balance of payments.

Box 4.3 Foreign borrowing and investment efficiency in the Philippines, Argentina,
and Morocco

The damage done by inefficient investment is well illus-
trated by three otherwise dissimilar countries.

The Philippines. In the 1960s and 1970s, the Philip-
pines had an investment-led, high-growth strategy,
based on import substitution. Its economy grew rapidly,
but its investment was less productive than that of many
neighboring developing countries. Much of it went into
industries protected by high and uneven import barriers.
The currency was overvalued, interest rates were held
down by controls, and credit was often allocated on
political rather than commercial criteria.

In the early 1970s public enterprises increased their
investment considerably. Lacking internal finance, many
became dependent on government support and foreign
credit. The government's mechanisms for evaluating
and supervising projects remained weak. Investments
were concentrated in infrastructure projects with long
gestation periods. Consequently, the large rise in foreign
borrowing did not produce a matching increase in debt-
servicing capacity. The incremental capital output ratio
(ICORthe measure of investment per unit of additional
output) more than doubled during 1978-82. The govern-
ment is now seeking to strengthen its investment pro-
gramming and evaluation and is reforming some key
incentives for efficient investment.

Argentina. Until recently, Argentina had one of the
highest investment ratios in Latin America, averaging

around 22 percent of GDP. Nearly two-thirds of this
investment was in the private sector. However, much of
it was inefficientthe result of volatile and often incon-
sistent policies, import-substituting industrialization,
and high and variable inflation. The economy-wide
ICOR rose from 4.4 in 1963-72 to around 11 during 1973-
81. This ratio was by far the highest among big Latin
American economies. Of the $35 billion borrowed from
abroad between 1976 and 1982, little, if any, was used to
finance net additional investment. This was a critical fac-
tor in explaining the dimensions of Argentina's current
debt difficulties.

Morocco. Heavy foreign borrowing during the 1970s
helped sustain investment of 25 percent of GDP in
Morocco, nearly double the rate of the 1960s. Increasing
domestic protectionismcoupled with inflationary mac-
roeconomic policies, subsidies, and price controlsdis-
torted investment incentives. The economy's ICOR rose
from 2.6 in 1965-72 to 6.7 in 1979-82. The public sector,
which undertook the bulk of new investment, achieved
low, sometimes negative, rates of return on projects in
irrigation, transport, and education. Public investment
for each new job created was about thirty times higher
than the national average, while the production costs of
some state products, such as refined sugar, were as
much as 2.6 times the world price.
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Box 4.4 Guidelines for borrowing

Debt accumulates when loans are used to finance an
excess of imports over exports as well as interest pay-
ments on existing debt. Countries running a resource
gap need to be concerned with the behavior and relation-
ship of a number of critical debt-related variables, includ-
ing the growth rate of debt, the growth rate of exports
and income, the size of the resource gap relative to
income or debt, and the interest rate at which borrowing
takes place. Specifically they will want to ensure that
neither the interest rate nor the growth of debt persis-
tently exceeds the growth of exports or income.

If these guidelines are not observed, debt and debt
ratios may well grow at explosive rates) Example 1 in
Box figure 4.4A shows a hypothetical country that
adheres to the guidelines. Both exports and GDP grow
fast enough for the current account deficit eventually to
declineand, with it, debt and debt ratios. Example 2
shows a country that violates both guidelines. The
growth of debt exceeds the growth of exports and
income, and the interest rate exceeds the growth rate of
both GDP and exports. Capital inflows accelerate; debt
and debt ratios grow on an explosive, unsustainable

Box figure 4.4A Hypothetical borrowing experiences

Example I

Debt

path. Example 3 shows an intermediate case. While the
debt ratios grow continuously, their rate of growth
diminishes, and the ratios move toward a stable plateau.
Such a country may, therefore, be able to maintain both
liquidity and solvency. Apart from these guidelines that
relate to macroeconomic variables, a borrower will, of
course, want to ensure adherence to a simple rule of
prudent borrowing: the cost of an additional loan should
not exceed the rate of return on the additional invest-
ment.

1. The guidelines can be derived mathematically as follows:

aD = T + ID

I = TID

= D = I + I

where D is debt outstanding; T is the current account balance on
goods and nonfactor services; I is the resource gap as a proportion of
debt; and i is the interest rate on debt. Overdots indicate growth rates.
Hence,

(D/Y) = D - Y = I + (I - Y)

(DIX) = D - X = f + (i - X)
where Yjs GDP, and Xis exports.
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sugar refineries, steel mills, and textile and cement
factories. They occurred in low-income countries
as well as in middle-income countries and most oil
exporters. Clearly investment in social, economic,
and political infrastructure is necessary, as is
industrial investment and investment in service
sectors (in hotels, for example). However, experi-
ence demonstrates that too much investment has
gone into projects that have failed to generate sig-
nificant increases in output. Genuine mistakes and
misfortunes cannot explain the excessive number
of "white elephants." Too many projects have
been selected either on the basis of political pres-
tige or on the basis of inadequate regard for their
likely economic and financial rate of return. (World
Bank 1984, p. 24.)

In contrast, most East Asian countries have
invested public money fairly efficiently over the
last decade. The state enterprise sector has
remained relatively small and, in many instances,
is largely confined to energy-related activities.
Large investments in domestic energy produc-
tion-geothermal, coal, and hydropower plants in
the Philippines; nuclear power plants in Korea;
and natural gas, lignite, and hydropower plants in
Thailand-were generally combined with energy
prices that encouraged conservation. However,
mistakes have been made. In some instances,
political rather than economic criteria have been
employed in selecting investments; expectations
about future price developments have sometimes
been wrong. The development of a steel industry
in Indonesia in the mid-1970s and extensive gov-
ernment-sponsored investment in heavy industry
in Korea in the late 1970s are cases in which greater
care and prudence could have been used in mak-
ing economic appraisals.

Incentives for efficient investment

Government policies profoundly influence the
type and volume of private investment in develop-
ing countries. Many governments, wanting to pro-
mote domestic manufacturing industries, protect
them with import barriers and subsidize their costs
through repressed interest rates and overvalued
exchange rates. These policies are sometimes sup-
plemented by price controls and subsidies that are
designed to help the poor but that mainly benefit
those who could afford to pay for more. The prin-
cipal effect of such measures is to boost consump-
tion, encouraging local producers to concentrate
on the home market. They therefore neglect
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Table 4.1 Price distortions, rescheduling, and
export growth in selected developing countries

No e: Analysis of price distortions is based on foreign exchange pric-
ing, factor pricing, and product pricing and is averaged over the
decade of the 1970s. Hence, rankings of some countries, based on
their policy performance over a more recent period, might vary con-
siderably from the order presented above.
a. Average annual trend rate of growth of real exports of goods and
nonf actor services in constant U.S. dollars.
Source: For price distortions: World Bank World Development Report
1983, p. 62; for export growth: World Bank data; for rescheduling:
World Bank World Debt Tables, 1984-85 ed., table 2, p. xvi.

exports, further reducing the foreign exchange
earnings needed to service debts.

ROLE OF PRICES. Earlier World Development
Reports have noted the relationship between price
distortions and economic growth. The 1983 Report
contained price distortion indices for thirty-one
countries, using measures of distortion of foreign
exchange pricing, factor pricing, and product pric-
ing. It showed that, in the 1970s, countries with
higher government-induced distortions grew more
slowly. Table 4.1, using the same ranking, shows
that big distortions also lead to slower growth of
exports and a greater likeithood of debt-servicing
difficulties. Most countries with serious distortions

Country

Debt
rescheduling,

1975-84

Export growth, 1970-80'
Country rate Group average

Malawi yes 4.8
Thailand no 8.1
Cameroon no 3.1
Korea no 23.0
Malaysia no 8.3 7.1
Philippines yes 6.4
Tunisia no 7.3
Kenya no 0.9
Yugoslavia yes 3.8
Colombia no 5.6
Ethiopia no -1.8
Indonesia no 9.3
India yes 8.4
Sri Lanka no -1.8
Brazil yes 7.9 5.2
Mexico yes 7.9
Ivory Coast yes 5.0
Egypt no 6.9
Turkey yes 4.3
Senegal yes 6.3
Pakistan yes -0.9
Jamaica yes -2.5
Uruguay yes 9.6
Bolivia yes 3.0
Peru yes -0.4
Argentina yes 7.1 1.9
Chile yes 11.6
Tanzania no -4.8
Bangladesh no 2.7
Nigeria yes 3.3
Ghana no -8.0



have been forced to reschedule their debts. Those
that have not, such as Bangladesh, Ghana, and
Tanzania, have borrowed very little on commercial
terms. By contrast, most countries with low distor-
tions have avoided debt rescheduling. Malawi is a
notable exception. Its debt-servicing difficulties
stemmed not from pricing distortions, but largely
from borrowing to postpone fiscal adjustment, as
well as excessive reliance on commercial credits.

ROLE OF TRADE AND EXCHANGE RATE POLICIES.

While most developing countries weathered the
shocks of the mid-1970s surprisingly well, those
that did notsuch as Argentina, Peru, and Tur-
keyhad generally favored inefficient import sub-
stitution and capital-intensive industrial growth.
They had let their exchange rates become overval-
ued, had high barriers against imported finished
products, and had low tariffs on capital goods.
These policies stimulated highly capital-intensive
production, leading to declining efficiency of
investment. In all three countries, incremental
capital output ratios rose sharply in the 1970s.

The difficulties encountered by many Latin
American countries in the early 1980s contrast with
the success of East Asian countries. Although out-
ward-oriented policies did increase the Asian
countries' exposure to external shocks, it also
enabled them to capture the greater gains from
international trade, so they grew faster. One study
found that the annual growth rate for outward-
oriented developing countries averaged 6.2 per-
cent in 1976-79, compared with 2.4 percent for
inward-oriented countries. In the years of reces-
sion, 1979-82, the respective annual figures were
1.0 percent and 0.2 percent.

The experience of the East Asian countries sug-
gests that the surest way to discourage the financ-
ing of low-productivity investments with foreign
capital is to maintain competitive exchange rates
and avoid excessive import substitution. Such pol-
icies allow investors to gauge the true economic
costs and benefits of alternative investments, par-
ticularly when foreign borrowing is involved.

Capital inflows and adjustment

Previous editions of the World Development Report
have described how developing countries re-
sponded to the dramatic changes in the interna-
tional economic environment in the 1970s. The
world economy ran into difficulty once again in
1981-82. Nominal interest rates rose; real rates
(measured against inflation in industrial countries)

rose even more. Interest obligations on foreign
debt increased by as much as 5 percent of GDP for
some of the major borrowers (the percentage
depended on the proportion of concessional ver-
sus nonconcessional debt and the proportion of
long-term, fixed interest rate debt versus short-
term or floating rate debt). At the same time, the
terms of trade for commodity exporters continued
to decline, raising the effective real interest rate
still higher. Export volumes also fell as a result of
recession, and protectionism increased in both the
industrial countries and the developing world.

The effect of these shocks was enormous, partic-
ularly for the biggest commercial borrowers. Bra-
zil's net interest payments in 1981 were 60 percent
larger than they would have been if real rates had
remained constant, and in 1982, 80 percent larger.
These increases were equivalent to 15 percent and
25 percent of actual exports in those years. At the
same time, Brazil's terms of trade fell 25 percent
below what might have prudently been expected
in 1980. Moreover, Brazil's exports to its important
markets in other developing countries suffered
when they reduced their imports, and Brazil had
to cut the amount of export credit it could offer. In
general, the combination of high interest rates and
recession in 1981 and 1982 damaged the capacity of
developing countries to sustain growth and avoid
debt-servicing difficulties much more than either
of the two oil price shocks in the mid and late 1970s
(see Table 4.2).

However, the countries with debt-servicing diffi-
culties were not necessarily those that suffered the
biggest shocks. Hardest hit were those that had
failed to adjust their economies to earlier difficul-
ties or that had failed to tackle the new problems
with sufficient urgency. Oil-importing developing
countries that had to reschedule their debt gener-
ally did not experience more severe shocks than
countries that avoided rescheduling. And some oil
exporters, beneficiaries from higher oil prices,
found themselves in as much difficulty as the oil-
importing countries. For example, Korea experi-
enced large negative shocks in all periods shown
in Table 4.2, while Nigeria had a cumulative bene-
fit. But, unlike Nigeria, Korea did not have serious
debt-servicing difficulties, and its GDP grew by an
average of 8 percent a year in real terms in 1973-83.

It is possible, therefore, to exaggerate the role
played by external disturbances in causing debt
difficulties. In most instances, countries that ran
into trouble had failed to adjust because of mis-
taken expectations in three important areas:

Many oil importers that had weathered the
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first rise in oil prices relatively comfortably, thanks
to buoyant commodity prices and plentiful foreign
finance, assumed that the second oil shock could
be handled in the same way. They did not pay
enough attention to serious policy reforms.

Many countries underestimated the depth and

Table 4.2 Impact of external shocks on the
balance of payments in selected developing
countries
(average annual percentage of GNP)

Note: External shocks are defined as the impact on the balance of
payments of: (a) changes in the terms of trade; (b) a decline in the
growth rate of world demand for a country's exports; and (c)
increases ii interest rates. Data for 1974-75 show the change from
1971-73; data for 1979-80 and 1981-82 show the change from
1976-78.
a. Countries that had rescheduled as of the end of 1984.
Source: Balassa 1981; Balassa and McCarthy 1984.

length of the 1980-83 recession. They borrowed
heavily, hoping to ride out the recession and leave
their economies well placed to take advantage of
the expected recovery in 1982.

Exporters of certain commodities-oil, ura-
nium, coffee, cocoa-which had benefited from
huge windfall gains in the 1970s, assumed that the
subsequent price declines were temporary and
borrowed to complete ambitious investment pro-
grams designed when foreign exchange was abun-
dant (see Box 4.5).

When a country's current account deteriorates,
as it did for many countries in 1981-82, it can react
in three possible ways. First, it can slow down the
rate of economic growth, and in turn the demand
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for imports. This is often essential for countries
with low foreign exchange reserves. Second, it can
keep up its growth rate, simply paying for its
imports by borrowing abroad or running down its
reserves. Or third, it can adopt policies that
restructure the economy toward greater produc-

Box 4.5 Windfall gains and foreign borrowing

During the 1970s, many countries obtained big windfall
gains from rising commodity prices. Many of them have
since run into debt difficulties. The contrast has partly
been due to the fall in commodity prices since the late
1970s, but it also reflects the way that windfall gains
were used.

Typically, countries were at first unable to spend their
windfalls, so they built up their foreign reserves. After a
year or two, their governments increased public spend-
ing and then began borrowing abroad against future
export earnings. Before their spending programs were
completed, commodity prices fell. Thinking that the fall
was temporary, governments borrowed even more to
replace lost export and fiscal revenues. Within a few
years, they had burdened themselves with crippling
debts that required immediate and painful adjustment.
This pattern can be illustrated by several examples (see
Box figure 4.5A).

Nigeria benefited from the quadrupling of oil prices
in 1973-74. By 1976, it had expanded public investment
almost threefold in real terms, and its external current
account was back in deficit. Cost overruns on investment
projects and burgeoning import demands coincided with
falling oil revenues in 1977-78. The government slashed
public spending, restricted credit, and tightened controls
on imports. These deflationary measures led to a sharp
fall in investment and output during 1978. Nigeria
almost defaulted on its foreign trade credits, but its
finances were restored when oil prices doubled in 1979.
The government then delayed adjustment until the end
of 1983, by which time the country had lost nearly all its
reserves, experienced three years of declining GDP, and
accumulated $6 billion of arrears on foreign trade credits.

Niger, a low-income country, borrowed heavily in
the late 1970s to invest in uranium production and infra-
structure. At the time, international specialists were pre-
dicting that export prices for uranium would appreciate
at least as fast as prices of oil and natural gas. Through
1980, most of the increase in public investment was still
being financed by domestic revenues, and the public
investment program was reasonably efficient. However,
nonguaranteed debt owed by private banks and uranium
mining companies had expanded from virtually nothing
in 1975 to one and a half times the size of public debt in
1979. These unregistered debts were to play a key role in
Niger's debt crisis.

When world uranium markets softened in 1980, the
government borrowed more from abroad to maintain
investment. This raised the public debt to GDP ratio to

Country 1974-75 1979-80 1981-82

Reschedu lers'
Argentina -0.6 -1.9 -6.4
Brazil -3.7 -2.8 -8.6
Chile -4.7 -1.2 -13.3
India -2.6 -1.6 -4.2
Ivory Coast 0.5 -5.6 -18.9
Jamaica -9.6 -13.3 -29.4
Mexico -1.0 -0.2 1.0
Peru -4.5 -1.5 -5.6
Nigeria 16.7 5.8 3.8
Morocco 0.2 -4.0 -9.7
Philippines -6.2 -2.4 -10.1
Yugoslavia -6.7 -2.0 -10.0

Non reschedulers
Colombia -1.4 -3.6 -8.3
Kenya -8.1 -8.7 -19.0
Egypt -8.7 -0.8 -1.2
Tunisia -2.1 2.7 1.9
Korea -9.5 -8.1 -21.7
Indonesia 12.0 5.6 5.4
Tanzania -9.3 -6.0 -14.3
Thailand -3.7 -2.3 -10.1



tion of exports and import substitutes. This takes
time. Its ultimate purpose is to restore the coun-
try's productive potential and allow it to improve
the current account through higher output and
increased exports. The difference between the sec-
ond and third options explains much of what has

happened to different developing countries in the
recent past.

Borrowing to postpone adjustment

A country that faces a shock (be it internal or exter-
nal) that is considered to be temporary and revers-

49 percent in 1983. Uranium capacity was built in excess
of demand, although some large projects were shelved
after prices collapsed in 1981. The stock of private non-
guaranteed debt declined after 1981, but the shorter
maturities on this debt significantly worsened the coun-
try's debt service burden. Some 70 percent of the exter-
nal debt accumulated after 1975 was commercial in ori-
gin. By 1983, total debt had reached the equivalent of 60
percent of GDP and 219 percent of exports, compared
with 13 percent and 51 percent in 1973. Niger now has a
stabilization program.

The Ivory Coast enjoyed a coffee and cocoa boom in

Box figure 4.5A Change in debt and terms of trade in three countries, 1970-83

Terms of trade index

Nigeria Niger Ivory Coast

Index (1975 = 100)
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ible is justified in borrowing abroad for balance of
payments purposes. In these circumstances, it
does not need to implement policies to restructure
its economy. In practice, however, it is often diffi-
cult to distinguish beforehand between temporary
and permanent shocks. Because of the obvious
political and social costs of adjustment, policymak-
ers may be inclined to err on the side of optimism.
If they do, the price is a more painful adjustment
later. Borrowing for balance of payments purposes
is an inherently risky policy.

The nature of the eventual adjustment will
depend on the uses to which borrowed money is
put. If it is used to raise investment, it provides the
potential for extra output with which to meet
future debt service. If borrowing is used to main-
tain or increase consumption, however, the econ-
omy's productive potential has not increased
while debt service obligations have.

What were the major symptoms of delayed
adjustment in the 1970s and early 1980s? This sec-
tion examines three connected issues: domestic
saving, public sector deficits, and capital flight.

FOREIGN CAPITAL AND DOMESTIC SAVINGS. The
correct role of foreign capital is to supplement
domestic savings; it is essential that it does not
substitute for them. In many countries over the
past fifteen years, however, foreign borrowing has
been an attractive alternative to increasing savings.
As Figure 4.6 shows, three-quarters of a sample of
forty-four developing countries raised the ratio of
investment to GDP between 1965-72 and 1973-78,
while two-thirds raised savings rates. But only
about one-quarter of the sample raised savings
rates more, or lowered them less, than investment
rates. In view of the lowat times negativereal
cost of foreign borrowing during the 1970s, this
was understandable. But the strategy became a
significant, though indirect, cause of the debt diffi-
culties in the 1980s, forcing an even sharper reduc-
tion in investment.

A government can raise domestic savings in two
main ways. The first is by promoting private sav-
ings, especially through improvements in the
functioning of domestic financial markets. The sec-
ond is by raising public savings through taxation,
cost recovery, and reductions in government
expenditure.

The decreased reliance on domestic savings dur-
ing the 1970s coincided in many countries with
slower growth of their financial markets. While
credit grew faster than GDP in many developing
countries, domestic financial markets were al-
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lowed to languish; additional foreign borrowing
was the main source of extra credit. In the twenty-
four countries in Table 4.3, foreign finance ac-
counted for between 18 and 81 percent of total
credit in 1972, with an average of 47 percent. By
1979, the share of foreign credit had risen by five
percentage points or more in fourteen of the
twenty-four countries, and the average share was
54 percent. By 1982, the share of foreign credits
had increased even more, to an average of 56 per-
cent. Among the major commercial borrowers,
only Korea reduced its reliance on foreign credits.
In eight of the ten major borrowers, foreign credits
as a percentage of total credit have increased by
five percentage points or more since 1979.

A large part of the cross-country differences can
be explained by the public sector's reliance on for-
eign borrowing. Breaking down the figures on
credit into sources and uses reveals five main pat-
terns (examples are shown in Figure 4.7):

A few countries, such as Indonesia, reduced
their reliance on foreign credits after 1972 and
restrained public borrowing, leaving a larger share
to the private sector.

Countries such as Korea and Thailand main-
tained all types of credit in roughly the same pro-
portions during most of the period; this involved a
large expansion of domestic financial resources to
keep pace with the increased ratio of foreign debt
to GDP. (However, some of these countries have
recently increased their foreign short-term borrow-
ings more rapidly than other forms of credit.)

Countries such as Argentina, Portugal, and
Turkey increased their dependence on foreign bor-
rowing at different times between 1972 and 1978.
By allowing private sector credit to fall as a per-
centage of GDP, they induced private borrowers to
seek foreign loans.

Most developing-country governments in-
creased their reliance on public and publicly guar-
anteed foreign borrowings between 1972 and 1982,
while decreasing the public sector's reliance on
domestic financial markets. Brazil was one exam-
pie of this approach, which permitted an expan-
sion of public borrowing without an equivalent
crowding-out of the private sector.

Some governments, mainly the oil exporters,
actually used their foreign borrowings to build up
deposits in the domestic banking system in excess
of their local borrowing. As a result, public bor-
rowing from domestic markets was effectively neg-
ative, as in the case of Venezuela. This made possi-
ble a rapid expansion of credit to the private sector
(in India, for example). But it also allowed these



Figure 4.6 Change in investment, savings, and terms of trade in selected countries, 1965-83
Change between 1965-72 and 1973-78 period averages

Change between 1973-78 and 1979-81 period averages

Change between 1979-81 and 1982-83 period averages

Note: Figures in parentheses are absolute changes in percentage points between the two periods given: the first figure is the change in GD!
GDP, and the second is the change in GDS1GDP, measured in current dollars. An asterisk indicates that the country experienced a decline in
its terms of trade index.
Source: World Bank data.
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GDSIGDP decreased or constant GDS/GDP increased

GDIIGDP
decreased
or constant

*Sri Lanka (0,0)
*Chile (-1, -2)
'Pakistan (-1,- 3)
*Siena Leone (-1, --5)

'Zambia (-1,-li)
Ghana (-2,0)
Ethiopia (-4, -3)
Jamaica (-9, -12)

Colombia (0,3)
*papua New Guinea (-10,16)

GDIIGDP
increased

Peru (1, -3)
Portugal (2, 5)

*Tanzania (2, -6)
*Uruguay (2,-I)
*Yugoslavia (2,-I)

Brazil (3,0)
*Turkey (4,0)
*Sudan (5,-i)
'Zaire (5, -10)
*Liberia (8,- 8)

GDIIGDP increased *Costa Rica (4,2)
more than GDS/GDP *Kenya (4,1)

*Senegal (5,2)
*Guatemala (6,4)
Venezuela (7,4)

GDIIGPP increased *Thailand (1,3)
less than GDS/GDP *lndia (3,6)

*Korea (5,11)
Malaysia (5,7)

GDI/GDP and Mexico (2,1)
GDS/GDP increased *Argentina (4,5)
appmximately Bolivia (4,5)
equally Tunisia (4 4)

Morocco (11,1)
'Niger (12,6)
Egypt (12,3)
Algeria (19,13)

'Educador (7,10)
Indonesia (8,15)
Nigeria (8,13)

Ivory Coast (5,5)
Cameroon (6,6)

'Philippines (7,6)
Malawi (10 11)

GDS/GDP increased

GDIIGDP
decreased

or constant

*EthiOpia (0, -4)
*Argentina (-1,- 5)
*Guatemala (-1, -3)
'Nigeria (-1, -3)
* Sudan (-1, -6)
*Turkey (-1,-i)

*Liberia (-2, -7)
*MaIawi (-2, -4)
*Morocco (-2, -4)
'Senegal (-2, -11)
*Jamaica (-3,-I)
Bolivia (-6, -8)

*Brazil (-6, -5)
Ghana (-6, -6)
Venezuela

(-7, -6)
*Zambia

(-11,- 14)

Ecuador (0,2)
Peru (-1,7)

Algeria (- 7,2)
Zaire (- 11,3)

GDI/GDP
increased

*Colombia (1,-I)
*pJçj5 (1, --2)
*Siena Leone (1 3)
*Tanzania (1, -1)
*Thailand (2,0)

Ivory Coast
(3, -3)

*Keflya (3, -3)
'Uruguay (3,0)

*Chile (5,0)
*papua New

Guinea (6, -4)
Sri Lanka (13,0)

GDI/GDP
increased more
than GE'S!
GDP

GDI!GDP
increased less
than GDS/
GDP

GDI!GDP and
GDS!GDP
increased
equally

*India (3,1)
'Korea (3,1)
*philippines (3,1)
Cameroon (4,2)

Indonesia (2,5)
*Niger (3,7)

'Costa Rica (3,3)
Tunisia (3,3)

Egypt (4,2)
Malaysia (5,2)

*Portugal (5,3)

*Yugoslavia
(4,6)

Mexico (5,5)

GDS!GDP decreased or constant GDS/GDP increased

GDI!GDP
decreased
or constant

*Ghana (0,- 4)
*Pakistan (0,0)
*Portug (0,-i)
*Sri Lanka (0,0)
* Sudan (0, -6)
Algeria (-2, -2)

*Peru (-2, -6)
'Philippines (-3, -3)
*Zambia (-3, -7)
*Guatemala (-4 .3)
*Sierra Leone (4 2)
*Ecuador (-5, -2)

*Kenya (- 5,0)
*Korea (-5,0)
*Thailand (-5, -3)
*BOlivia(_7, -7)
*Chile ( 11, -5)

'india (0,2)
*senegal (- 1,4)
*CosIa Rica (-5,5)

Malawi (-5,2)
Uruguay (-5,1)

*Mexjco (-8,2)

GDIIGDP
increased

*Ethiopia (1, -2)
Tunisia (1 .3)
Indonesia (2, -7)

*Jamaica (3, -5)
*Malaysia (4, -5)
'Papua New Guinea (7, -5)



Table 4.3 Credit indicators in selected developing countries, 1972, 1979, and 1982
(percent)

60

governments substantially to increase the amount
of credit that they subsidized and directed. And it
often increased the reliance on short-term foreign
finance by both the public and private sectors.
Recently, some of these countries have had bal-
ance of payments difficulties and have been forced
to slow the growth of private sector credit.

To some extent, the rising share of foreign bor-
rowing simply reflected its relative cheapness dur-
ing the 1970s. But in many cases it was also the
result of policies that repressed domestic financial
markets. Some countries, such as Ecuador, Nige-
ria, Peru, and Turkey, kept local deposit rates gen-
erally negative in real terms. Domestic financial
intermediaries often had little incentive to use
domestic savings for lending because spreads on
local currency loans were controlled, while those
on foreign capital were not. As a result, potential
depositors in many countries sent their money

Note: Asterisks indicate countries among the ten largest developing-country commercial borrowers from international financial markets, mea-
sured in U.S. dollars, as of the end of 1982.

Total credit consists of net domestic credit plus credit from foreign sources. Domestic credit can be subdivided into net claims on the public
sector (the central governments) and the private sector held by the monetary authorities and resident commercial banks. Net domestic credit is
defined as domestic credit less the foreign liabilities of the monetary authorities and resident commercial banks. These foreign liabilities, which
include long-term foreign borrowing by the public and private sectors as well as short-term liabilities of the domestic banking system, were
converted to local currency at end-of-year exchange rates and defined as credit from foreign sources.

Data for 1981.
Data for 1978.
Data for 1973.
Data for 1977.

Data for 1976.
Source: IMF International Financial Statistics; Morgan Guaranty Bank data; and World Bank data.

abroad. Meanwhile, domestic companies and
financial institutions often enjoyed subsidized
access to central bank lending or subsidized guar-
antees for their foreign borrowings.

The failure to develop and deepen domestic
financial markets in the 1970s had serious conse-
quences when world interest rates rose in the early
1980s and capital inflows slumped. Many govern-
ments were unable to reduce their budget deficits
quickly, but found domestic credit markets too
small to absorb much additional debt. These gov-
ernments had to resort to inflationary finance; to
the extent that they did borrow from domestic
lenders, they crowded out the private sector.

PUBLIC SECTOR DEFICITS AND OVERBORROWING.

Experience has shown that countries following
prudent fiscal policies rarely experience prolonged
difficulties with their external payments. Virtually

Country

Total credit/GDP' Foreign/total credit'

1972 1979 1982 1972 1979 1982

Argentina* 33.0 40.6 53.0" 32.6 41.7 51.71

Bangladesh 43.8c 42.4 61.2 65.0' 60.5 68.7
Brazil* 349 43.7 38.5 43.5 66.9 76.9
Chile* 32.9 58.6 71.3" 43.8 69.6 73.0"
Colombia 36.4" 28.4 40.6 56.41 67.6 64.8
Ecuador 54.7 57.9 63.1 65.5 72.7 68.3
India 442 49.9 57.8 36.7 22.7 22.4
Indonesia* 51.6 39.1 40.3 81.2 71.8 64.7
Ivory Coast 42.5 68.1 131.1 51.7 60.0 81.5
Kenya 20.3 54.6 84.4 53.8 66.4
Korea, Rep. f* 86.7 59.6 83.8 65.6 50.9 59.4
Mexico* 61.8e 53.6 93.7 51.8 70.0
Morocco 58.2 78.2 112.1 50.9 51.9 70.8
Nigeria 25.7 26.5 445b 39.9 22.5 22.7"
Pakistan 105.7 79.5 77.2 58.0 48.7 50.5
Peru 69.7 66.3 71.0 71.4 89.4 83.8
Philippines 50.6 56.7 79.7 64.3 72.3 77.9
Portugal 104.1' 115.7 145.2 21.2' 38.3 56.9
Sri Lanka 42.2 57.1 80.2 48.6 66.1 63.1
Thailand 40.4 55.9 73.7 32.2 38.9 41.1
Turkey 42.1 40.8 62.7 41.4 47.5 66.9
Venezuela* 27.8 67.0 81.3 39.9 69.7 60.3
Yugoslavia' 99.6e 99.5 86.3" 18.4e 20.5 36.4"
Zaire 44.8 91.5 106.3" 61.3 83.3 92.4"



Figure 4.7 The composition of credit in ten countries, 1972, 1978, and 1982
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Figure 4.8 Growth of debt and government
budget deficits in selected developing
countries, 1972-82

Percentage point change in debt/GDP
6
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every major payments crisis in the 1970s and 1980s
was preceded by large and growing budget defi-
cits. In some instances, external shocks were the
proximate factor in generating both the payments
and fiscal crises. But in other cases, deficits arose
from a deliberate policy to stimulate the economy
out of recession or because the government lost
control of its budgetary process. As Figure 4.8
shows, there is a significant positive relationship
between growing government deficits and the
accumulation of foreign debt.

Deficits are caused by any or all of the following:
(a) excessive public sector investment; (b) growing
government consumption, often in the form of
subsidies to public enterprises to cover operating
deficits resulting from lagged adjustments in
prices; and (c) a reluctance to raise taxes as spend-
ing increases. Large public deficits are not only
unsustainable, they also frequently produce an

inefficient allocation of resources.
Furthermore, rapid increases in public spending

are seldom implemented efficiently. In Turkey, for
example, the number of public investment projects
rose from 3,000 in 1976 to nearly 9,000 in 1980. In
Peru, the government took over most of the coun-
try's large industrial and agricultural enterprises,
invested heavily in import-substituting industries,
and constructed an oil pipeline that was bigger
than the capacity of Peru's oil fields. In the Ivory
Coast, the share of public investment in GDP
increased from 15 percent in 1976 to 25 percent in
1978. Much of the agricultural investment was in
sugar complexes that had unit operating costs two
to three times world market prices. The bulk of
educational investment was in higher educational
facilities, unsuited to the country's needs. The pro-
ductivity of public investment in the mid-1970s
declined by about 40 percent.

The experience of Argentina, Mexico, and
Morocco illustrates the connection between fiscal
deficits and inflows of foreign finance (see Figure
4.9). Note that the external debt figures cited below
include short- and long-term obligations.

Argentina. Public spending rose from 30 per-
cent of GDP in 1969 to 49 percent in 1983, while the
budget deficit of the public sector rose from 1 per-
cent of GDP to 16 percent. It had started to grow in
the early 1970s, largely because of lagging prices in
state enterprises, the ending of certain temporary
taxes, an amnesty for tax evasion, and the corro-
sive effects of mounting inflation on real tax collec-
tions. In 1973, a new government sought to redis-
tribute income and raise basic living standards by
massive increases in public sector transfers, subsi-
dies, and real wages. Meanwhile, measures to
raise taxes were transitory and inadequate. In
three years, the deficit rose from 5 percent of GDP
to 15 percent, and the economy reached the verge
of hyperinflation and collapse. After declining in
the mid-1970s, deficits began to rise once again
after 1977, peaking at 16 percent of GDP in 1983.

State enterprises, public banks, and the govern-
ment borrowed heavily from abroad. Public exter-
nal debt increased by over 30 percent a year
between 1975 and 1983more than twice the aver-
age rate in any period in Argentina's postwar his-
tory. Between 1969 and 1983, public external debt
(excluding the nonguaranteed debt consolidated
with public debt in 1983) rose seventeenfold to
about $30 billion, or from 7 percent of GDP to 45
percent.

Mexico. Its government began the 1970s with
modest budgetary deficits. Then a new administra-
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The positive relationship between growth of deficits and debt is
significant at the 99 percent confidence level, with R2 = .51 for a
sample of twenty-five countries.

Percentage point change in debt/GDP for Costa Rica equals 7.0.

Percentage point change in deficit/GDP for Chile equals 1.3.

Source: IMF Government Finance Statistics 1984; World Bank data.



tion started increasing consumer subsidies, trans-
fers to state enterprises, and public investment.
Public spending grew from 17.6 percent of GDP in
1968-70 to nearly 26 percent in 1974-76. The fiscal
deficit of the public sector rose steadily from 3 per-
cent of GDP to 10 percent. Its growth, alongside
the limited domestic capital markets, was behind
the surge in public foreign borrowing: debt nearly
quintupled in six years, to $20 billion in 1976. This
triggered a crisis of confidence in 1976, prompting
the new government to cut the budget deficit
sharply and devalue the peso. The balance of pay-
ments stabilized.

As Mexico increased its oil production enor-
mously during the late 1970s, foreign lenders
revised their lending limits. The government aban-
doned its austerity program. Public spending
explodedfrom 30 percent of GDP in 1978 to 35
percent in 1980 and 48 percent in 1982. Even the
rapid growth in oil revenues failed to keep pace.
The budget deficit rose to 8 percent of GDP in
1980, 15 percent in 1981, and 18 percent in 1982.
Foreign borrowing went up in step. Between 1970
and 1982, public and publicly guaranteed debt rose
1400 percent to $59 billion, equivalent to 32 percent
of GDP.

Morocco. Starting with small fiscal deficits and
little external debt in the early 1970s, Morocco
raised government investment from 5 percent of
GDP in 1973 to 20 percent in 1977, to finance large
investments in agriculture, energy, transport, edu-
cation, and heavy industry. Defense outlays also
rose sharply. The country ran into severe balance
of payments difficulties in 1978, and the govern-
ment responded with some budget austerity.
However, social unrest in 1979 persuaded it to
abandon its public sector wage guidelines and
approve higher consumer subsidies on imported
food and oil. Government deficits grew, reaching
14 percent of GDP in 1982. The public sector's for-
eign debt rose from $1 billion in 1973 to over $12
billion in 1983. That was equivalent to 90 percent of
GDP and 400 percent of exportsamong the high-
est debt ratios in the world. At that point, Morocco
exhausted its foreign reserves and could no longer
obtain new credits. With the help of a recent
rescheduling agreement and an IMF loan, Morocco
has substantially reduced its budget deficits.

CAPITAL FLIGHT AND EXCHANGE RATES. Large-
scale capital flight was a significant factor in the
balance of payments pressures on several coun-
tries in the early 1980s. It occurs when the
expected returns from holding money abroad are

Figure 4.9 Public sector deficits and current
account deficits in three countries, 1970-83
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Note: For Argentina and Mexico, data on budget deficits cover
the entire public sector; for Morocco, data cover central and local
government deficits. Negative values indicate surplus.

Source: World Bank data.

higher or safer than at home. It is usually associ-
ated with several factors: an overvalued exchange
rate, which makes foreign assets seem cheap but
also causes fears of devaluation; high and variable
inflation, which creates uncertainty and reduces
real interest rates; repressive financial policies,
which maintain real interest rates at negative levels
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during periods of rapid inflation; and high domes-
tic protection, which makes foreign debt harder to
service.

An overvalued exchange rateand the anticipa-
tion of a sharp correctionis the most common
and important cause. At some point, a real devalu-
ation appears inevitable; this encourages specula-
tive capital outflows, further increasing pressure
on the exchange rate. Often foreign exchange con-
trols are tightened to try to stanch the flow, usually
to little effect. Leads and lags in commercial pay-
ments reverse the normal inward flow of trade and
other credits, as foreign exporters press for imme-
diate payment while domestic importers extend

Table 4.4 Capital flight and gross capital inflows
in selected countries, 1979-82

64

Data are estimates. Capital flight is defined as the sum of gross
capital inflows and the current account deficit, less increases in offi-
cial foreign reserves. For some countries (notably Argentina and
Venezuela), the estimate may overstate capital flight to the extent
that unreported imports and normal portfolio investment abroad are
included.

Defined as the sum of changes in gross foreign debt (public and
private) and net foreign direct investment.
Source: World Bank data.

credit on foreign goods. By underinvoicing exports
and overinvoicing imports, residents export capital
illegally.

The attractions of foreign borrowing are
increased whenever governments guarantee for-
eign borrowing or undertake to make good capital
losses resulting from devaluation (as they usually
did for public enterprises). In some cases, such as
Mexico and Chile in 1980 and 1981, private compa-
nies were also encouraged to borrow abroad. Bor-
rowers gambled (correctly, it turned out) that the
government would continue to provide relatively
cheap foreign exchange for debt service, even after
a devaluation. In other cases, such as Argentina
and Uruguay, governments offered cheap forward
cover for exchange risk.

All these difficulties have been compounded by

the recent tendency in debt reschedulings to
include even nonguaranteed debt as part of gov-
ernment obligations. The public sector shoulders
the transfer risk associated with servicing foreign
debt contracted by the private sector, even though
the assets acquired with this debt are usually held
outside the country, where they provide scant ben-
efit to the local economy. Measures encouraging
foreign borrowing usually make a country's even-
tual debt problem even worse: once the large capi-
tal inflows have increased the overvaluation of the
exchange rate, an even greater adjustment is
needed to service the extra debt.

Capital flight cannot be measured directly, but
can be roughly estimated as a residual. As the esti-
mates in Table 4.4 show, it was massive in Argen-
tina, Mexico, and Venezuela. Effectively, much of
the money being borrowed from abroad was fun-
neled straight out again, thereby not earning
returns that could be used to service debt. In such
cases, foreign borrowing was a recipe for disaster.

In absolute terms, no country has suffered more
from capital flight than Mexico. Mexico tradition-
ally maintained a fixed exchange rate until a deval-
uation in 1976. In the late 1970s, the rapid growth
in public spending and deficits fueled mounting
inflation. Once it became clear the government
would not reverse its expansionary policies
quickly, the exchange rate came under strong pres-
sure. The surge of official borrowing in 1980-81
helped to support the rate for a time, but it was
running into waves of capital flight. In August
1982, Mexico was forced to suspend debt service
payments, reschedule its debt, and devalue heav-
ily. By somewhat different routes, several other
Latin American countries encountered similar
exchange rate difficulties (see Box 4.6).

Capital flight has not been confined to Latin
America. In the Philippines, the government
increased foreign borrowing sharply in 1981, antic-
ipating that exports would soon recover and inter-
est rates fall. The expected upturn in the world
economy did not occur. Political uncertainty and
lagging economic policy adjustment triggered
capital flight. The government eventually had to
devalue and reschedule. In Nigeria, official reluc-
tance to devalue the exchange rate during 1981-83,
when inflation was running at 20 percent a year,
discouraged foreign direct investment, induced
substantial capital flight, and encouraged firms to
build up large inventories of imports. Having
exhausted its official reserves and borrowing lim-
its, Nigeria built up its arrears on trade credit to $6
bfflion by the end of 1983.

Country
Capital flight

(billions of dollars)'

Gross
capital inflows

(billions of dollars)t'

Capital flight
as a percentage

of gross
capital inflows

Venezuela 22.0 16.1 136.6
Argentina 19.2 29.5 65.1
Mexico 26.5 55.4 47.8
Uruguay 0.6 2.2 27.3
Portugal 1.8 8.6 20.9
Brazil 3.5 43.9 8.0
Turkey 0.4 7.9 5.1
Korea 0.9 18.7 4.8



Box 4.6 Capital flight in the Southern Cone countries

In the mid-1970s, the Southern Cone countries of Latin
AmericaArgentina, Chile, and Uruguayintroduced
major reforms aimed at breaking out of chronically slow
growth, fast inflation, and frequent balance of payments
crises. By 1978, all had turned around their external
accounts and slowed inflation. Chile and Uruguay had
also speeded up their growth.

Despite these achievements, inflation in all three coun-
tries was still well above its historical average. So in
1978-79, the three governments decided to launch a poi-
icy experiment of fixing the exchange rate, with a prede-
termined path of decreasing small devaluations. They
hoped that this strategy, coupled with lower import pro-
tection and open financial markets, would quickly cut
inflation, improve industrial efficiency, and lower inter-
est rates.

In fact, inflation declined more slowly than antici-
pated, so real exchange rates appreciated substantially.
Uncertainty about policy intentions continued, keeping
domestic interest rates high. Attracted by the high yields
available on dollar-denominated assets, large amounts of
capital flowed into the three countries. These inflows
were not regarded initially as a cause for concern because

of widespread expectations that foreign borrowing
would remain cheap and its supply would be plentiful.

As exchange rates became more overvalued, doubts
grew about the sustainability of the exchange rate policy.
In Argentina and Uruguay, these doubts were reinforced
by mounting fiscal deficits; in Chile by the rapid increase
in real wages during a period of shrinking profit mar-
gins. In all three countries, many companies incurred
losses, while lax lending practices led to the collapse of
several large banks. Governments sought to allay fears
of devaluation by offering exchange rate guarantees, but
these only enhanced the windfalls to be gained from
currency speculation. Imports grew at unprecedented
rates, while export earnings lagged far behind.

The three countries were able to maintain their
exchange rates only by increasing their foreign borrow-
ing. When capital inflows slowed in 1981-82 because of
tighter money in the industrial countries and increasing
doubts about the three countries' policies, large outflows
of capital soon forced large devaluations. The principal
legacy of the exchange rate experiment was heavy for-
eign debt.

Borrowing to facilitate adjustment

While many governments have borrowed abroad
to postpone adjustment at home, some have done
so to adjust more effectively. Governments have
used foreign capital to help implement policy
reforms and to buy particular imports to restruc-
ture the economy.

POLICY REFORM. By the end of the 1970s, many
developing countries needed to change their poli-
cies in two broad areas. First, they had to curb
their domestic spending and increase their foreign
exchange earnings to service their growing foreign
debt. Second, they needed to improve incentives
for efficiency and expansion to strengthen their
long-term growth prospects. Of course, both
reforms are complementary. Measures to encour-
age long-term growth usually founder without bal-
ance of payments stability; yet stability brings only
short-term benefits unless economic efficiency is
also being improved (see Box 4.7).

Foreign capital has a valuable part to play in giv-
ing reforms time to take effect. Some of the mea-
sures needed to boost long-term growth may ini-
tially cause a country's current account to
deteriorate. For example, trade liberalization is
essential to encourage efficiency, increase supplies

of spare parts, and improve the competitiveness of
exports, but imports will usually rise before
exports do. Through borrowing, a government can
avoid having to deflate the economy to offset these
effects. It can therefore hope to secure broad sup-
port for its reforms, which might otherwise be lost
if the whole economy had to go through a reces-
sion.

The speed of progress toward reform has varied
greatly. Some countries have embarked on policy
reforms only to abandon them prematurely; others
have carried them through. The cases of Kenya
and Turkeythe first two countries to obtain a
structural adjustment loan (SAL) from the World
Bank (see Box 4.8)illustrate the variety of experi-
ence.

Kenya introduced a comprehensive program of
reforms in 1975. But the huge increase in coffee
prices in 1976 and 1977 produced a boom, making
the program seem less urgent; only a few of the
planned measures were carried out. In 1980, fol-
lowing the second oil shock, the government again
adopted a reform program, supported by an IMF
standby loan and an SAL. The measures included
a more market-oriented pricing policy, reduced
protection for domestic industries, more active use
of exchange rate policy, more demanding goals for
state enterprises, improved debt management,

65



Box 4.7 Stabilization and adjustment

Policies for short-run stabilization and for longer-term
adjustment are often complementary. But short-term
concerns are sometimes so urgent that policymakers give
no thought to longer-term restructuring. In the case of
Argentina, for example, the response to the 1982 crisis
was a 40 percent reduction in the volume of imports
which quickly turned trade deficits into sizable sur-
pluses. But with the annual inflation rate continuing to
exceed 600 percent and the fiscal deficit still in excess of
10 percent of GDP, internal stabilization was barely
started. Faster and more stable economic growth will
require among other things several structural reforms,
including significant improvement in public sector
investment and other spending controls, rationalization
of the tax structure, reform of the financial system, and
reduction of trade restrictions.

In other countries, structural reforms have been inter-
rupted or delayed by short-term disturbances. Between
1979 and 1981, Romania adopted measures designed to
(a) increase the responsibility of the state enterprises for
controlling costs and planning production and invest-
ment; (b) improve production incentives; and (c) restrain
excess demand. The government eased price controls on
energy and other products and unified the exchange
rate. However, Romania's large external debtcoupled

with mounting concern over creditworthiness in Eastern
Europe in generalprompted foreign lenders to cut off
most lines of credit in late 1981. The government moved
promptly to reschedule convertible currency debt and
impose stringent import and investment controls. These
measures produced a dramatic improvement in the con-
vertible current account, and the government is well on
its way to its goal of halving external debt by 1986. But
the severity of its austerity program has also delayed
technological innovation in key export sectors, harming
the economy's long-term potential.

A third group of countries has successfully combined
its response to balance of payments pressure with poli-
cies for longer-term adjustment and growth. Indonesia,
a major exporter of oil and natural gas, delayed adjusting
domestic oil prices, leading to greatly expanded oil subsi-
dies between 1979 and 1981. It also embarked on a major
new investment program. This had to be abandoned
when the international recession, lower oil prices, and
large-scale capital flight put pressure on the external bal-
ance. In early 1983, the government slashed subsidies,
canceled or postponed nearly fifty import-intensive
investment projects, devalued the rupiah, and put it on a
managed float. In less than two years, the current
account deficit was halved and the overall balance of

Box 4.8 The World Bank's lending for adjustment

To support economic restructuring, the World Bank has
introduced several new lending mechanisms. The most
important have been structural adjustment lending,
introduced in 1980, and the Special Action Program,
introduced in early 1983.

Structural adjustment loans (SALs) are intended to
help countries with deep-rooted balance of payments
difficulties to reform their policies. Unlike traditional
World Bank loans, SALs do not fund specific projects.
They provide foreign exchange to help meet the transi-
tional costs of restructuring and policy reform. SALs can
also act as a catalyst for other inflows of foreign capital.
Since economic restructuring normally takes several
years, SALs are designed to span five or more years,
involving up to five separate loans.

The first SAL program was initiated in March 1980. By
June 1984, twenty-nine loans totaling $4.5 billion had

Source: World Sank data.

been agreed upon in support of policy reforms in sixteen
countries (see Box table 4.8A). Although the speed of
progress has varied considerably, SALs are now making
significant contributions to economic recovery in most of
these countries. How many SALs a country receives
depends both on its need and on the progress it makes in
meeting policy objectives. Thus Turkey, for example, has
already received five, whereas several countries have
had only one.

Structural adjustment lending is only appropriate for
countries that give high priority to comprehensive and
sustained reform of policies and institutions and that
have a reasonable chance of implementing their pro-
grams. In other countries, the World Bank promotes
adjustment by concentrating its lending on particular
sectors of the economy. Policy-oriented sector lending
has also increased in volume and importance in recent
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Box table 4.8A Structural adjustment lending by the World Bank, fiscal 1980-84

Item 1980 1981 1982 1983 1984

Number of SALs 3 7 6 7 6
Amount of SALs

(millions of dollars) 305.0 717.0 1070.7 1,284.7 1,081.9
SALs as a percentage

of total World Bank
lending 2.7 5.8 6.2 8.9 7.0

Cumulative number of
countries covered 3 8 13 15 16



payments position transformed from a deficit of $3.2 bil-
lion to a surplus of $2 billion. Indonesia's government
followed this improvement by liberalizing interest rates
and abolishing credit ceilings. In 1983-84, the economy
recovered, growing by about 5 percent yearly.

In the late 1970s, Hungary resumed implementation of
a program of economic liberalization initiated a decade
earlier. Market-based production incentives were
enhanced, subsidies reduced, and the autonomy of
enterprises expanded. When the international economic
environment deteriorated in 1979-82, Hungary did not
halt liberalization, but did reverse the deterioration in
the balance of payments through stabilization measures
such as devaluations, reductions in investment, and
sharp increases in domestic energy prices. The stabiliza-
tion program led to a temporary slowing of economic
growth from 5 percent in the 1970s to 2 percent in 1980-
83, but prospects for restoring moderate, sustainable
growth are now good. Meanwhile, Hungary has contin-
ued to extend the reach of its market-based, outward-
oriented development strategy, which played a key role
in steering the country clear of debt rescheduling diffi-
culties in recent years.

years, particularly in the form of sector adjustment
loans.

The Special Action Program comprises financial mea-
sures and policy advice to help countries implement
adjustment measures needed to restore growth and cre-
ditworthiness. The principal elements of the program
are (a) expanded lending for high-priority operations in
support of policy changes, (b) measures to accelerate dis-
bursements under existing and new high-priority
projects, and (c) advice to governments on reordering
investment priorities and improving external debt man-
agement.

Through December 1984, forty-four countries bene-
fited from the program. Fourteen new loans were made
under this program, including two SALs and twelve sec-
tor adjustment loans. Ongoing projects were modified to
increase cost sharing, establish revolving funds, restruc-
ture design and implementation, add financing for work-
ing capital and recurrent costs, and make use of supple-
mentary loans. By releasing the immediate financial
constraint, these operations have permitted the contin-
ued implementation of 267 projects, representing an
approximate value of about $13 billion, Overall, the
Special Action Program will raise World Bank disburse-
ments in fiscal 1984-86 by about $4.4 billion over what
they would otherwise have been. The program has now
been formally terminated, but the instruments intro-
duced during its implementation will continue to be
used, as needed, as part of the Bank's overall operations.

and tighter fiscal and monetary policy. In terms of
stabilization, the results have been good; the bud-
get and current account deficits have been reduced
substantially. But progress toward longer-term
efficiency has been slow. In particular, the govern-
ment has failed to carry through most of its trade
reforms, postponing the vitally needed expansion
of exports.

Turkey, too, avoided adjustment in the 1970s. It
financed its current account deficits by borrowing
heavily and continued to protect domestic indus-
try behind high import barriers. This promoted a
high-cost, inefficient industrial structure; the incre-
mental capital output ratio for manufacturing had
tripled in a decade. In an effort to maintain
growth, the government pursued expansionary
monetary and fiscal policies. Nevertheless, GNP
growth fell from about 6 percent a year in 1967-72
and 1973-76 to 2 percent a year in 1976-80. By the
late 1970s, annual inflation had risen to 100 percent
and debt service obligations (including short-term
debt) were three times the value of exports.
Between 1978 and 1980, Turkey rescheduled over
$9 billion, or nearly 80 percent, of its external
debts.

In January 1980 the government announced a
shift toward an outward-oriented development
strategy, with greater reliance on market forces.
The early stages of the program involved a large
devaluation of the exchange rate and the adoption
of a crawling peg; tight monetary restraint; dereg-
ulation of interest rates; a phased reduction in con-
sumption subsidies; rationalization of the public
investment program; and higher prices for state
enterprises. Within two years, the benefits were
quite apparent. GNP grew by roughly 4 percent a
year in 1980-83; inflation was cut by two-thirds;
merchandise exports doubled despite a world
recession; the current account deficit declined from
over 5 percent of GDP to 3 percent; and the coun-
try's creditworthiness was restored.

With the easing of the immediate crisis, the Turk-
ish government has been able to develop its
reforms. It is gradually decreasing import quotas
and reducing tariffs, reforming the management
and financing of state enterprises, tightening its
management of external debt and domestic bank-
ing, strengthening the tax system, and raising
energy and agricultural prices closer to interna-
tional levels. Although much has been achieved,
more recently the adjustment process has weak-
ened, as evidenced by the way that inflation and
the budget deficit started to rise again during 1983-
84. However, Turkey's overall performance since
1980 has been one of the most impressive turn-
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arounds among developing countries for many
years.

BORROWING AND RESTRUCTURING. Structural
adjustment is seldom ensured merely by "getting
prices right," essential though that is. Unless a
country is able to expand imports, its farmers and
businessmen may lack the basic ingredientsfuel,
fertilizer, components, machineryneeded to
expand exports and revive economic growth. They
will not be able to take advantage of the right
prices. In these circumstances, foreign borrowing
makes an essential contribution, as Korea has
demonstrated. Faced with the oil price increase in
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Box 4.9 Borrowing for adjustment: the case of Korea

Until 1960, Korea emphasized import-substituting
industrialization. It then switched to promoting exports.
Since 1960, GDP growth has averaged more than 9 per-
cent a year, per capita incomes have more than tripled,
and the number of people with incomes below the pov-
erty line has fallen from 40 percent of the population to
15 percent. Domestic saving has risen steadily since the
mid-1960s to about 27 percent of GDP in 1984. Invest-
ment's share grew even faster, to 29 percent of GDP.

To achieve this rapid increase in investment, policyma-
kers encouraged foreign borrowing. The country's exter-
nal commercial debt (including short-term debt) grew
from $22 million in 1960 (1 percent of GDP) to over $33
billion in 1983 (44 percent of GDP). Korean and foreign
studies have estimated that inflows of foreign capital
added about four percentage points to Korea's annual
growth rate during the 1960s, and nearly two percentage
points a year in 1972-82. These inflows, mainly in the
form of commercial credits, were channeled almost
entirely into productive investments. For the most part,
capital was used efficiently. The incremental capital out-
put ratiowhich measures the extra investment needed
to produce an extra unit of outputaveraged about 3,
one of the lowest in the developing world.

Korea was among the developing countries hardest hit
by external shocks. When oil prices rose in 1973-74, the
deterioration in its terms of trade generated a loss equiv-
alent to about 10 percent of GDP. To cushion the shock,
the country borrowed from abroad; it also devalued its
currency by 22 percent. This devaluation, together with
long-established policies of export promotion, helped set
the stage for a spectacular increase in manufactured
exports. Korean firms were also successful at winning
overseas construction contracts totaling more than $15
billion by 1978. However, the investment boom did lead
to overexpansion of heavy industry, high inflation, and a
rising real exchange rate during the late 1970s, blunting
the export drive.

The shocks of 1979-80 were similarly costly, resulting

1973-74, the Korean government decided not to
slow economic growth. Instead, it devalued the
currency and borrowed heavily to expand export
capacity (see Box 4.9).

In recent years, the World Bank has increased its
lending in support of trade liberalization and
export expansion, though its role is largely cata-
lytic. For example, Brazil has borrowed to finance
the liberalization of its import duty drawback sys-
tem, which will reduce the costs of producing for
export. Mexico and Egypt have borrowed to
increase the reserves available through their export
development banks and other intermediaries to
finance export-oriented industries. Ghana has an

in terms of trade and interest rate losses equivalent to 8
percent of GDP. But the world outlook was less accom-
modating than in the mid-1970s. External finance was no
longer available on the easy terms of previous years.
Exports were unlikely to grow as fast as they had in the
mid-1970s because of rising international protectionism
and the deepening world recession. Nor were Korea's
internal conditions as favorable. The problems of infla-
tion, exchange rate overvaluation, and investment misal-
location were compounded in 1979 by a disastrous har-
vest and by political turmoil following the assassination
of the country's president.

The government therefore opted for a different adjust-
ment path. As in 1974-75, it increased its foreign borrow-
ing (by 25 percent a year during 1978-81) and devalued
the exchange rate. But, unlike the 1974-75 experience,
investment and growth were sharply curtailed by tight-
ening credit to nonexport sectors, reducing real wages,
cutting public investment, and rapidly increasing
domestic energy prices.

The medicine was strong. The economy stagnated in
1979-80. After rapid export growth resumed in 1981,
credit policies were relaxed, but fiscal and wage restraint
was continued. Korea's GDP grew by 6 percent in 1981-
82, and then, with the help of economic recovery in the
United States and Japan, by 9 percent in 1983-84. Infla-
tion declined from nearly 40 percent in 1980 to 3 percent
in 1983; real export growth accelerated to over 10 per-
cent; the current account deficit was cut by two-thirds;
and growth in external debt slowed from $5 billion to $2
billion yearly. The debt service ratio (including amortiza-
tion of short-term debt) now stands at a modest 20 per-
cent of export earnings, and access to foreign financial
markets is normal. However, to reduce the growth of
debt still further, the government is attempting to raise
domestic savings by 4 percent of GDP over the next sev-
eral years through financial reform and greater promo-
tion of exports.



Export Rehabilitation Program to provide intensi-
fied technical assistance and management training
in primary export industries.

In many countries, economic restructuring has
involved heavy investment in energy production.
These projects often require substantial foreign
finance. However, much can be achieved by rais-
ing domestic prices to international levels. This has
the dual effect of encouraging conservation and
making domestic energy production more attrac-
tive. Furthermore, the energy producers benefit
from higher prices, so they can often afford to
invest in plant and equipment without having to
borrow. However, foreign exchange savings
accrue gradually, although some countries have
made substantial progress in recent years. Thai-
land has successfully begun to substitute domestic
gas for imported oil. Brazil also reduced its oil
import dependence from 83 percent in 1977 to 50
percent in 1984 through enhanced conservation
efforts, stepped up domestic oil production, accel-
erated hydropower development, and a fuel alco-
hol program.

Uses of foreign borrowing

Some broad generalizations about the uses of for-
eign borrowing can be inferred from the diverse
country experiences. Four periods can be distin-
guished:

From the mid-1960s to the early 1970s, financ-
ing was predominantly from official sources for
specific investments. Economic growth was accel-
erated, and the capacity to service rising debt was
maintained or improved. Borrowing for balance of
payments purposes was limited because develop-
ing countries had limited access to commercial
bank lending.

Between 1973 and 1978, a high proportion of
borrowed resources continued to flow into invest-
ment. Many economies grew rapidly. However, in
order to adjust to higher energy prices and to
maintain the momentum of growth, developing
countries shifted the composition of their invest-
ment in favor of large-scale energy production and
projects in heavy industry and infrastructure. Low
international real interest rates and domestic poli-
cies led in many cases to investment with low
returns, particularly in Africa and Latin America.
The availability of cheap foreign funds also led to
the rechanneling of some borrowing into the
financing of balance of payments and fiscal defi-
cits, although project-related finance remained
predominant. The potential gains from borrowing

were diminished in many cases, however, by a
deterioration in the quality of economic policies
and investment management.

During 1979-82, there was a boost in the
demand for balance of payments and fiscally
related finance. In many developing countries out-
side of Asia, borrowing was used primarily to
postpone, rather than buy time for, structural
adjustment. Hence, its contribution to growth was
small, if any.

Since 1982, net capital flows have slowed con-
siderably. Available financing has in many cases
been linked with debt-servicing and balance of
payments difficulties. It is more closely tied to pro-
grams of structural adjustment, and its contribu-
tion to establishing a basis for recovery in growth
has been, by and large, positive, especially among
the largest borrowing countries. Most new com-
mercial finance is available only for trade and
project-related purposes and only to a small num-
ber of developing countries that have maintained
high standards of creditworthiness.

Conclusions

Participating in the world economy provides sig-
nificant benefits. It also entails some risks. The
more a developing country is linked with the rest
of the world, the greater its potential benefitsbut
also, if policies are inappropriate, the more vulner-
able it is to external shocks. Some people concen-
trate on the risks, arguing that the recent experi-
ence of massive shocks and slower worldwide
growth proves that developing countries should
avoid outward-oriented policies and also reduce
their reliance on foreign capital.

The first part of the argument is excessively
short-term, and even then misplaced. It is true that
inward-oriented developing countries suffered a
smaller absolute fall in their growth rate during the
early 1980s. But they still grew less rapidly than
outward-oriented economies; and, over a longer
period, much less rapidly. As for the second part,
it is wrong to specify the precise amount of foreign
borrowing a country should do. This chapter has
shown that many factors influence that decision.

Much depends on a country's ability to adjust
rapidly in the face of external shocks. The greater
its ability, the more it can afford to borrow. The key
issues are the government's efficiency and its
political strength to resist interest groups that
oppose policy changes. Governments should
assess how far they would be willing and able to
implement austerity measures, or to move the
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economy in a new direction, should conditions
change suddenly. Declining savings rates, chronic
budget deficits, or overvalued exchange rates are
clear warning signs that borrowed funds are being
used to postpone rather than facilitate adjustment.

An economy's capacity to adjust is also affected
by its structure. For example, a high dependence
on the foreign exchange earned from a few key
commodity exports reduces flexibility in adapting
to a sudden decline of prices. In contrast, an econ-
omy producing a high proportion of diversified
and internationally tradable goods and services,
while also vulnerable to terms of trade shocks, can
more easily avoid debt-servicing difficulties. This is
because expenditure-switching adjustment poli-
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cies, such as a devaluation, have a larger base on
which to operate. Similarly, a well-trained, mobile
workforce, an efficient financial system, and effec-
tive marketing channels all greatly improve an
economy's ability to respond quickly to changing
circumstances.

These lessons have been learned and relearned
during the past few difficult years. Many develop-
ing countries are now reforming their policies.
Those that began early and have persevered are
already beginning to enjoy the benefits of faster
and more durable economic growth. In others,
however, reform is too slow. The price of failing to
adjust to the harsh realities of the 1980s is high: for
some, slow growth; for others, increasing poverty.




