


























promptly, ensuring that liquidity in banking and
financial markets was adequate to prevent a full-
scale financial crisis. These steps restored some
stability to the stock market, but they also pro-
voked a temporary run on the dollar by rekindling
fears of rising inflation. In late November and De-
cember 1987 the dollar dropped precipitiously. In
nominal terms it reached postwar record lows
against the yen and German mark. This turbulence
has added greatly to the complexity of the problem
and has narrowed policy options. To date, nega-
tive wealth effects associated with the stock market
losses appear to have been overestimated. But un-
certainty remains for the longer term, although
forecasts of GNP growth for 1988 have generally
been revised upward after favorable growth statis-
tics were announced for late 1987 and early 1988.

The brightest note in the international economy
is Japan’s shift to domestically led growth. In 1987
its domestic demand and GNP growth accelerated
to 5.0 and 4.1 percent, respectively; they are ex-
pected to decline only moderately in 1988. Japan’s
current account surplus declined to 3.6 percent of
GNP in 1987 from a peak of 4.3 percent in 1986; the
volume of exports is declining moderately, and im-
ports are surging.

Recent trends in Europe are less favorable. High
unemployment continues to restrain domestic de-
mand and hold growth below potential in most
countries of the European Community (EC). Ex-
ports and investment have been harmed by the
recent currency appreciations against the dollar.
Meanwhile the Federal Republic of Germany,
Western Europe’s largest economy, remains com-
mitted to a path of relatively restrictive fiscal policy
despite real GDP growth of only 1.7 percent in
1987.

Policy options for macroeconomic adjustment
in industrial countries

The risk of renewed weakness of the dollar puts
policymakers in a quandary. A further rapid de-
preciation could push up U.S. inflation, raise do-
mestic interest rates, and—if international inves-
tors become reluctant to hold dollar assets at
prevailing yields—cause instability in financial
markets. Alternatively, stabilizing the dollar might
require continued currency intervention, mone-
tary tightening in the United States, or a combina-
tion of both. This course, too, has its drawbacks.
Heavy intervention might result in unwanted
monetary expansion. Tighter credit and rising U.S.
interest rates would increase the risk of a domestic
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recession and of a further disruption of the stock
market. Concerted policy action by the main in-
dustrial countries therefore seems the only way to
reduce payment imbalances to sustainable levels,
avoid a recession in the United States, and set the
stage for steady growth worldwide during the next
decade.

The United States’ low private saving rate means
that it cannot safely maintain fiscal deficits as large
relative to GNP as those of the other main indus-
trial countries. Further fiscal action would reduce
its aggregate domestic demand and its overall
saving-investment deficit. To maintain adequate li-
quidity in financial markets and stimulate domestic
investment, especially in export industries, the
U.S. government should avoid tightening its mon-
etary stance. With sufficient fiscal restraint it
should be possible to achieve lower real interest
rates and still contain inflationary expectations.

Fiscal contraction will be difficult. But without it
tight money and the attendant risk of a domestic
recession may be the only way to prevent further
weakness of the dollar and stem an acceleration of
inflation in the United States. Budget cuts amount-
ing to $76 billion for fiscal years 1988 and 1989 were
announced in November 1987 in the wake of the
stock market crash. They are a step in the right
direction. However, they may not suffice to cut the
federal budget deficit to less than its 1987 level of
$151 billion. Further reduction of the deficit is
therefore needed.

Firm action along these lines can reduce the
United States’ external deficit, stabilize its ratio of
net foreign liabilities to GNP, and gradually restore
stability in currency markets. But rapid fiscal con-
traction and lower U.S. imports would depress the
world economy. Unless a slowdown in domestic
demand in the United States can be offset by in-
creased demand in the countries with external sur-
pluses, the correction of imbalances will be pro-
tracted and the risk of recession will increase.
Under these circumstances Japan should maintain,
and Germany accelerate, the growth of domestic
demand by using a combination of monetary ac-
commodation, fiscal expansion, and structural re-
form. k

An accommodating monetary stance in both
countries would help to keep down their interest
rates, ease further downward pressure on the dol-
lar, and permit a more flexible U.S. monetary pol-
icy. Fiscal stimulation will continue to be limited by
domestic policy concerns. In Japan the need to re-
duce the existing burden of government debt is
seen as paramount; Germany is unwilling to jeop-



ardize its successful reduction of fiscal deficits. As
a minimum, however, both should refrain from
further procyclical fiscal tightening. In Germany
additional stimulation of investment—and im-
proved investment efficiency—through tax cuts
and reduced market rigidities would also be desir-
able. Appropriate steps include eliminating do-
mestic subsidies, improving the flexibility of labor
markets, and deregulating domestic trade and dis-
tribution. Finally, both countries could reduce bar-
riers to trade, which combined with stronger do-
mestic demand would also create new and much
needed export opportunities for developing
countries.

In contrast to Germany, several countries in Eu-
rope already face considerable pressure on their
current accounts and are likely to incur deficits in
1988 and 1989. Since they also face rising domestic
inflation, they are ill placed to offset the effect of
U.S. contraction. However, smaller European
countries with a strong external position—the
Benelux group and Switzerland—could also con-
tribute to the international adjustment process by
increasing domestic demand, increasing imports,
and improving the efficiency of their markets
through structural reforms.

Finally, the two largest Asian NIEs could in-
crease the momentum of global adjustment by re-
ducing their current account surpluses. Lower im-
port barriers and further currency appreciation in
these countries would reinforce the benefits of in-
creased domestic demand growth and of concur-
rent fiscal contraction in the United States.

These combined steps could translate into signif-
icant benefits for the global economy: a gradual
reduction of international payment imbalances,

Table 1.3 Growth of real GDPF, 1965 to 1987

(annual percentage change)

greater financial stability, and falling unemploy-
ment would move the world economy to a higher
growth path for the next decade. The benefits for
developing countries would also be important.
Strong growth in industrial countries would assist
them directly through greater demand for their ex-
ports. In addition lower U.S. trade and budget def-
icits would lessen U.S. dependence on foreign sav-
ings and result in lower interest rates. This more
favorable external environment would make it eas-
ier for developing countries to service their debt. If
combined with measures to restore the creditwor-
thiness of problem debtors and to facilitate new
lending, the improvement in the global economy
would also permit a reduction in the net resource
transfers by developing countries. This, in turn,
would enhance their prospects of sustained adjust-
ment with growth.

Developing countries in the world economy

Until the end of the 1970s GDP growth in develop-
ing countries remained generally strong, continu-
ing the trend of the 1960s (see Table 1.3). After 1980
their growth rates dropped from an average of 5.4
percent a year during 1973-80 to 3.9 percent for
1980-87. China and India were important excep-
tions because of major growth-promoting policy
reforms during the 1980s (see Box 1.4). The decline
can be traced in part to unforeseen changes in the
world economy. These changes not only had a di-
rect adverse effect; they also exposed the unsus-
tainability of the macroeconomic policies that
many developing countries had adopted during
the 1970s. Those most profoundly affected had
four things in common:

Average, Average, Average,

Country group 1965-73 1973-80 1980-85 1986 1987
Industrial countries 4.5 2.8 24 2.7 2.9
Developing countries 6.5 5.4 3.2 4.7 3.9
Low-income 5.5 4.6 7.4 6.4 5.3
Excluding China and India 3.4 3.4 3.0 4.8 4.5
China and India 6.1 4.9 8.6 6.8 5.4
Low-income Africa 3.6 2.0 0.7 3.7 3.0
Middle-income 7.0 5.7 1.6 3.9 3.2
Oil exporters 7.0 5.9 0.9 0.3 0.8
Exporters of manufactures 7.4 6.0 5.8 7.2 5.3
Highly indebted countries 6.9 5.4 0.1 3.5 1.7
High-income oil exporters 8.7 8.0 =25 -8.1 -29

Note: Data for developing countries are based on a sample of ninety countries.
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Sub-Saharan Africa purchasing power declined
sharply as commodity export volumes stagnated.
All these regions faced similar trends in prices. The
differences between trends in purchasing power
must therefore be attributed to varying degrees of
flexibility in supply response. That response, in
turn, depended in no small measure on the do-
mestic policy environment (see World Development
Report 1986).

The growth in the value of manufactured exports
from developing countries also slowed consider-
ably after 1980, from an average of 25 percent dur-
ing the 1970s to 9 percent after 1980, while the rate
of growth in the volume of exports declined from
13 to 9 percent during the same period. Again
these declines were most pronounced in Latin
America and Sub-Saharan Africa, where they com-
pounded the loss in the purchasing power of non-
oil commodity exports. However, even the best
performers experienced a decline in the growth of
exports of manufactures during the early 1980s,
mainly caused by the recession and rising protec-
tionism in industrial countries (see World Develop-
ment Report 1987, chapter 8).

Changes in the purchasing power of total ex-
ports capture the overall effect of these changes in
prices and trade volumes (see Figure 1.7). The four
major country groups discussed above fared quite
differently after 1980. The purchasing power of
East Asia’s exports rose by 45 percent from 1980 to
1987, after doubling during the preceding five
years. In South Asia purchasing power of exports
improved moderately, while in Latin America it fell
by 26 percent. Sub-Saharan Africa fared worst.
The purchasing power of its exports was cut by
more than half between 1980 and 1987; this fully
reversed the gains of the 1970s. The divergence
can only be partly accounted for by differences in
the structure of trade. Economic flexibility in re-
sponding to essentially similar external forces is
the major factor. However, GDP growth in almost
all developing countries has been retarded since
1980 by the slowdown in international trade (see
Table 1.3).

To sum up, growth and trade policies in indus-
trial countries have a direct bearing on export op-
portunities for developing countries. Steady
growth and more liberal trade policies in industrial
countries have benefits for the wider world econ-
omy. But the developing countries’ own policies
help to determine how vulnerable they will be to
such external factors. Prudent macroeconomic pol-
icies and outward-looking trade strategies give de-
veloping countries greater resilience and flexibility.

Box 1.5 illustrates the scope and need for domestic
adjustment in Sub-Saharan Africa. With sound
policies in place developing countries can gener-
ally preserve domestic growth, even in periods
when the external environment deteriorates.
In contrast, failure to adjust makes growth less
certain.

External finance

Besides trade, the cost and availability of interna-
tional finance are the other main external determi-
nants of the economic performance of developing
countries. The debt crisis has had a profound im-
pact. One of the most urgent tasks facing the inter-
national community is to find ways of reducing the
drag exerted by the continuing debt overhang on
economic growth in the developing world.

DETERIORATION IN THE AVAILABILITY AND COST OF
EXTERNAL FINANCE. Developing countries have tra-
ditionally been net importers of capital; their do-
mestic savings are generally insufficient to meet
their investment needs. The availability and cost of
such external finance depend mainly on the overall
size of the pool of exportable savings in capital-
surplus countries and on the competing claims on
that pool. During the 1980s both moved against
the developing countries.

Between 1974 and 1982 the two oil price shocks
had created a temporary savings surplus in high-
income, oil-exporting countries. Their surplus
funds were recycled to developing countries. This
process is now well understood. In addition to in-
creasing their development aid, high-income, oil-
exporting countries placed much of their surplus
oil revenue with international commercial banks in
the form of short-term Eurodollar deposits. This
contributed to raising liquidity in the international
banking system because credit demand in the in-
dustrial countries had been depressed by the oil
price shocks. Liquidity and monetary expansion in
the industrial countries drove real interest rates
down. It also prompted banks to compensate for
the slack in their traditional markets by lending
more to developing countries.

Commercial lending to developing countries—
along with official lending and aid—grew very rap-
idly during this period. As a result the total
medium- and long-term debt of developing coun-
tries rose fourfold in nominal terms, from about
$140 billion at the end of 1974 to about $560 billion
in 1982. In real terms it more than doubled (see
Figure 1.8). Loans to central governments and
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Table 1.4 Debt indicators in developing countries, 1975 to 1987

(percent)
Country group
and debt indicator 1975 1980 1981 1982 1983 1984 1985 1986 19872
All developing countries
Debt service ratio 13.7 16.2 17.9 21.0 19.7 19.5 21.8 22.6 21.0
Debt-GNP ratio 15.7 20.7 22,4 26.3 31.4 33.0 35.9 38.5 37.6
Highly indebted countries
Debt service ratio 24.0 27.1 30.7 38.8 34.7 33.4 33.9 37.7 32.7
Debt-GNP ratio 18.1 23.3 25.6 32.4 454 47.5 49.5 54.1 55.9
Low-income Africa
Debt service ratio 10.2 13.6 14.6 14.2 14.2 15.1 17.9 19.9 34.7
Debt-GNP ratio 25.2 39.8 4.2 48.0 55.1 62.0 68.9 72.1 76.2

Notes: Data are based on a sample of ninety developing countries. The debt service ratio is defined as the dollar value of external debt payments
(interest and amortization) on medium-and long-term loans expressed as a percentage of the dollar value of exports of goods and services. The
debt-GNP ratio is defined as the dollar value of outstanding medium-and long-term debt expressed as a percentage of dollar GNP.

a, Estimated. Ratios do not assume further buildup of arrears. This accounts for the sharp increase in the debt service ratio for low-income Africa

in 1987.

deteriorate until 1986. Despite a modest improve-
ment in 1987 they are still worse than in 1982. In
other words, despite drastic cuts in the growth of
aggregate domestic demand (from an annual aver-
age increase of 5.8 percent between 1973 and 1980
to less than 1 percent during the next seven years),
the highly indebted countries have seen little im-
provement in exports and a severe decline in eco-
nomic growth. Poverty is on the rise (see Box 1 in
the Overview). In several countries the economic
and social costs of prolonged retrenchment are
causing adjustment fatigue.

Negotiations between creditors and debtors
have gradually become more confrontational. In
1985 Peru announced that it would limit the servic-
ing of its long-term public debt to 10 percent of its
export revenues. In 1986 it applied the ceiling to

Table 1.5 Current account balance, 1973 to 1987
(billions of dollars)

private sector debt as well. In February 1987 Brazil
suspended debt service payments on medium-
and long-term debt owed to commercial banks; af-
ter protracted negotiations with its creditors it
started to clear up its payment arrears in early
1988. In November 1987 U.S. bank examiners
came close to declaring Brazilian debt "‘value im-
paired,” which would have required large write-
offs by creditors. Unilateral restrictions on debt
service threaten economic performance in the
longer term because they inevitably disrupt access
to short-term trade finance and to longer term de-
velopment funds.

Future defaults and moratoria might yet occur.
This danger remains a potential threat to the stabil-

ity of the international financial system. Moreover,

import compression in the highly indebted coun-

Average, Average,

Country group 1973-79 1980-82 1983 1984 1985 1986 1987
Industrial countries -5.1 —34.9 -23.3 -60.8 —-50.4 -19.7 -50.3
Developing countries —27.5 —82.2 —-44.7 —18.5 -23.5 -21.3 2.1
Low-income -34 -9.7 -2.7 -4.2 -224 ~-16.6 -9.6
Excluding China and India -3.6 -8.5 -4.9 —4.2 -5.7 -5.3 -5.9
China and India 0.1 -1.1 2.2 0.0 —-16.8 -11.2 -3.6
Low-income Africa =23 -5.8 -35 -2.9 -2.9 -3.2 -4.4
Middle-income -24.1 —-72.5 —-42.1 -14.3 -1.1 -4.7 11.7
Oil exporters -5.8 -15.6 -59 3.2 0.1 —18.5 -8.8
Exporters of manufactures -10.2 -25.9 -5.8 52 —4.7 10.3 25.9
Highly indebted countries -14.2 —43.4 —-13.9 1.0 0.6 -114 -7.2
High-income oil exporters 22.7 53.6 -0.2 1.7 7.4 2.7 1.0

Notes: The total current account balance for industrial, developing, and high-income, oil-exporting countries is less than zero primarily because of
counting and measurement discrepancies in the balance of payments reporting, especially on trade in services and on the income of foreign

assets.
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tries is hampering the export growth of the indus-
trial countries—especially the United States. From
1980 to 1986 the U.S. trade balance with Latin
America turned from a surplus of around $2 billion
to a deficit of $13 billion. As long as debt service
continues to absorb a large part of the debtors’
export revenues, their imports will not revive and
global economic growth will suffer.

Dealing with the debt overhang:
the need for a comprehensive framework

There can be no simple, single solution to the debt
problem: a comprehensive framework is needed.
Its main objectives should be, first, to enable
debtor countries to allocate more resources to in-
vestment and consumption and, second, to
strengthen their creditworthiness, thus eventually
permitting a resumption of voluntary commercial
lending. Debtors and creditors alike stand to gain
from such an approach. As creditworthiness is re-
stored, the secondary-market discounts on out-
standing debt—which exceed 50 percent for many
of the highly indebted countries—would drop.
Moreover the debtors’ improving growth pros-
pects would enable them to import more from the
industrial countries. That would assist in the
global correction of external imbalances.

A framework to reduce the burden of debt must
have two elements. First, the debtors need to grow
faster and export more. Second, the cost of debt
service must fall. With the right policies in both
industrial and developing countries, these ele-
ments can go hand-in-hand.

STRUCTURAL ADJUSTMENT. The key to faster
growth and better export performance is the more
efficient use of domestic resources in both the pub-
lic and private sectors. Macroeconomic stabiliza-
tion needs to be supported by sectoral policy re-
form in trade, agriculture, industry, energy, and
human resources. This affects the use of public re-
sources directly and influences the use of private
resources through improved incentives of taxes,
subsidies, and regulation. Countries such as Co-
lombia, Indonesia, Republic of Korea, and Thai-
land were able to avoid major debt problems
mainly because of their relatively sound economic
policies. In other countries, though, once access to
foreign capital was lost, investment dropped. As a
result those countries found it harder, economi-
cally and politically, to reform domestic policies.
The programs of structural adjustment that are
now being pursued in several highly indebted
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countries are therefore designed to permit faster
economic growth by improving the economies’
supply response.

NEW EXTERNAL CAPITAL INFLOWs. Capital inflows
from official and commercial sources can help to
finance new productive capacity and provide sup-
port for policy reform and growth. This has been
the rationale for the balance of payments support
provided by the IMF and the World Bank. For the
foreseeable future, however, new lending is likely
to remain scarce. In any case it will help only if
used efficiently. Turkey shows that a combination
of good policies, ample supplies of external
funds—including aid—and a favorable external en-
vironment can successfully restore creditworthi-
ness through growth. For low-income countries,
new external capital, especially from official
sources, is essential. Unfortunately, many low-
income countries have suffered a decline in lend-
ing from industrial country governments. For ex-
ample, disbursements of long-term bilateral official
loans to low-income African countries declined
from $2.1 billion in 1981 to $1.2 billion in 1986,
reinforcing the fall in net resource transfers. Ja-
pan’s recent initiative to increase grants and con-
cessional flows to developing countries is, there-
fore, most welcome (see Box 1.3).

A BETTER TRADING ENVIRONMENT. As discussed
above, favorable prices for developing-country ex-
ports and unimpeded access to growing markets in
industrial countries can greatly strengthen the ef-
fectiveness of both domestic policy and external
finance. Slower growth and increased protection
in the industrial countries have narrowed export
markets and depressed commodity prices for the
debtors. The industrial countries should reverse
the trend of rising protectionism—for their own
benefit, as much as for that of the developing
countries.

LOWER INTEREST RATES. Long-term solvency de-
pends directly on the cost of debt. A simple rule of
thumb is that if the real interest rate exceeds the
rate of growth of exports, the debt service ratio will
tend to rise. Between 1981 and 1986 this condition
held for the developing countries in general, and
for the highly indebted countries in particular.
Conversely, lower interest rates can significantly
reduce the debt service burden over time. For the
highly indebted, middle-income countries, at their
present level of external indebtedness, every per-
centage point decrease in the cost of debt service



would lower their interest burden by an estimated
$5 billion and reduce their debt service ratio by
about 4 percentage points. Economic policies in
the industrial countries—especially the stance of
U.S. fiscal and monetary policy—determine inter-
est rates worldwide. A return to low and stable
interest rates would significantly improve the pros-
pect of a gradual release from the debt overhang.

DEBT RESTRUCTURING AND DEBT RELIEF. Another
approach is to alter the profile of debt service
through debt restructuring. Depending on its
terms, restructuring may involve nothing more
than a deferral of debt service, leaving the dis-
counted present value of total debt service un-
changed. Alternatively it may involve an element
of debt relief. This, in turn, might be either "‘non-
concessional,”” in the case where a trade in debt
instruments lets the debtor share in a market dis-
count, or "'concessional,”’ in the case where it in-
volves the provision of public funds or explicit for-
giveness of debit.

The need for alternative forms of debt
restructuring—and their feasibility—will vary from
country to country and over time. At its outbreak
the debt crisis was commonly viewed as a problem
of lack of liquidity; debt restructuring emphasized
rescheduling with generally little relief. Subse-
quently awareness grew that the debt problems of
some countries involved more fundamental issues
of solvency, and a secondary market developed for
the debt instruments of highly indebted develop-
ing countries. The development of this market re-
sulted in a range of nonconcessional instruments
for debt restructuring and relief, generally known
as the “menu approach.”” It includes transactions
such as debt-equity swaps, securitization, and in-
terest capitalization (see Box 1.6). For some of the
highly indebted countries these instruments have
been used effectively in combination with domes-
tic policy reforms and new money packages from
commercial and official sources. The World Bank is
actively supporting these developments (Box 1.7).

Concessional debt relief usually follows the rec-
ognition by creditors that a country’s limited pros-
pects for growth and expanded exports will limit
its ability to regain solvency, even with effective
domestic policy reform, injections of new money,
or changes in the timing and structure of debt.
Precedents for concessional debt relief exist. One
example is the United States’ cancellation of large
war debts after World War II. This contributed to
the successful postwar reconstruction of Europe.
In contrast, the debts and reparation obligations

after World War I were among the factors that led
to protracted economic difficulties. Moreover bilat-
eral official debts of some low-income developing
countries have been forgiven by many industrial
countries. Expanded programs of concessional
debt relief for the poorest countries, complement-
ing domestic policy reform and supported by addi-
tional aid, are undoubtedly needed, especially for
Sub-Saharan Africa. The debt of these countries
consists mostly of official claims, so decisions
about debt relief lie squarely with industrial coun-
try governments. The Venice economic summit of
June 1987 endorsed the principle of concessional
relief for the poorest countries. Recent progress
and further options in this area are discussed in
the World Bank’s World Debt Tables 1987-88.

The issue of debt relief for the highly indebted,
middle-income countries is more complex because
prospects for medium-term growth are reasonable
for some countries, assuming satisfactory domes-
tic policies. Moreover some countries have suc-
ceeded in significantly expanding their exports
with realistic exchange rate regimes and appropri-
ate incentive frameworks. The bulk of their debt is
owed to commercial creditors. Because of the sub-
stantially better economic prospects and higher
per capita income of the middle-income countries,
most official donors have not been willing to pro-
vide concessional financing in face of the growing
demands of low-income countries and the scarcity
of aid resources. Under these circumstances re-
structuring and nonconcessional relief (that is,
debt reductions not exceeding market discounts)
have been seen as the appropriate course of action
for addressing their debt problems, with few ex-
ceptions. There nevertheless are a few highly in-
debted, middle-income countries whose per capita
income figures are misleading because they reflect
an enclave economy based on mineral exports. In
such countries the debt is so great, compared with
the productive potential of the nonmineral part of
the economy, that with the nonconcessional in-
struments available a return to creditworthiness
and growth remains very far off. If the interna-
tional environment were to deteriorate substan-
tially, many more countries could fall into this cate-
gory. There is the challenge for creditors, debtor
countries, regulators, tax authorities, and multilat-
eral financial institutions to find new financial op-
tions, including ways to pass on current market
discounts on debt to the debtor countries under
case by case, market-based approaches.

In sum, progress is needed simultaneously on
many fronts. Measures to improve the interna-
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built, the capacity for noninflationary growth and
reduced unemployment would also improve. Un-
der these circumstances real GDP growth in indus-
trial countries should eventually return to rates
similar to those of the turbulent 1970s and 1980s.
Between 1987 and 1995, however, average indus-
trial country growth would be 2.3 percent, or
slightly less than that for 1980-87 (see Table 1.6).
For many developing countries, especially the
highly indebted, middle-income countries and the
low-income countries of Sub-Saharan Africa, this
base case is decidedly unpromising. The prospect
is for the demand for developing-country exports
to slow down and for the real cost of servicing
foreign debt to remain close to its 1987 level. Their
economic growth will therefore be weak at best.
For the most vulnerable countries—Sub-Saharan
Africa, the highly indebted countries, and the oil-
exporting countries—per capita incomes would
stagnate or increase only slowly from their current

Table 1.6 Growth of real GDP, 1973 to 1995

(average annual percentage change)

depressed levels (see Table 1.7). The countries’
debt service burden would remain high (see Table
1.8). The tensions in the international financial sys-
tem would remain, and the willingness of both
creditors and debtors to search for cooperative so-
lutions to the debt problem would continue to be
strained.

This is a fragile situation—one that could rapidly
deteriorate. For example, a tightening of U.S.
money supply intended to stabilize the dollar
might trigger a world recession instead. The
process might begin as a repetition of the events of
late 1987: a steep drop in stock markets worldwide
followed, after a lag, by a further substantial fall in
the dollar as international investors flee to other
currencies. This could damage investment and
consumption worldwide, enough to induce a deep
recession. Dollar interest rates would rise as the
flow of foreign capital to the United States dried
up. The developing countries might therefore si-

Country group 1987-95
and indicator 1973-80 1980-87 Base High
Industrial countries 2.8 2.5 2.3 3.0
Developing countries 5.4 3.9 4.2 5.6
Low-income countries 4.6 7.4 5.4 6.5
Middle-income countries 5.7 2.4 3.6 5.1
Qil exporters 5.9 1.0 2.7 3.7
Exporters of manufactures 6.0 6.3 5.0 6.5
Highly indebted countries 5.4 1.1 3.2 4.8
Sub-Saharan Africa 3.3 0.2 3.2 3.9
Memo items
Inflation rate? 8.2 4.1 4.0 3.2
Real interest rate®* 1.3 5.6 2.6 2.1
Nominal interest rate* 9.3 10.5 8.1 7.7
Note: All growth rates for developing countries are based on a sample of ninety countries.
a. Weighted average of industrial countries” GDP deflators expressed in local currency.
b. Average six-month U.S. dollar Eurocurrency rate deflated by the GDP deflator for the United States.
c. Average annual rate.
Table 1.7 Growth of real GDP per capita, 1973 to 1995
(average annual percentage change)
1987-95
Country group 1973-80 1980-87 Base High
Industrial countries 21 1.9 1.8 2.6
Developing countries 3.2 1.8 2.2 3.6
Low-income countries 2.5 5.5 3.5 4.6
Middle-income countries 3.2 0.1 1.5 3.0
Qil exporters 3.2 -1.6 0.2 1.3
Exporters of manufactures 4.0 4.6 3.4 4.9
Highly indebted countries 2.9 ~1.3 1.0 2.5
Sub-Saharan Africa 0.5 -2.9 0.0 0.7

Note: All growth rates for developing countries are based on a sample of ninety countries.
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Table 1.8 Current account balance and its financing in developing countries, 1987 and 1995

(billions of dollars)
All developing countries Highly indebted countries Sub-Saharan Africa
1995 1995
Item 1987 Base High 1987 Base High 1987° Base High
Net exports of goods and nonfactor
services 27.6  —24.4 -41.0 253 350 308 -3.0 -43 -37
Interest on long-term debt 55.9 73.3 75.4  30.1 36.3 359 3.7 5.8 5.6
Official 17.0 26.6 26.5 6.7 9.0 8.8 2.1 3.5 3.4
Private 38.9 46.7 489 234 27.3 271 1.5 24 2.2
Net official transfers 16.0 21.7 23.2 1.1 2.3 2.2 3.7 7.6 7.8
Current account balance 21 —40.6 -521 -7.2 1.3 -16 -7.2 =50 -4.0
Long term loans, net 30.4 43.8 648 14.3 -7.7 —4.4 5.2 4.4 3.3
Official 19.6 35.3 36.9 6.9 5.6 5.0 3.3 7.3 6.8
Private 10.8 8.6 27.9 75 -13.3 -9.4 1.9 -29 -35
Debt outstanding and disbursed® 886.0 1,113.8 1,184.7 441.4 447.1 456.9 92.9 129.7 125.7
As a percentage of GNP 37.7 23.9 225  53.6 289 259 731 589 53.0
As a percentage of exports 145.3 94.5 85.4 300.4 172.8 155.3 263.3 215.9 190.6
Debt service as a percentage of exports® 20.2 15.6 13.7  35.2 373 33.0 255 245 225

Notes: Data are based on a sample of ninety developing countries. Subcategories may not add to totals because of rounding. Net exports plus
interest does not equal the current account balance because of the omission of private transfers and investment income. The current account
balance not financed by loans is covered by direct foreign investment, other capital (including short-term credit and errors and omissions), and

changes in reserves. Ratios are calculated using currrent price data.
a. Estimated.
b. Based on long-term debt only.

multaneously have to face deteriorating exports,
commodity prices, terms of trade, and debt service
costs. The magnified risk of debt defaults would
then feed back on prospects for the broader world
economy. In short the risk of a severe setback for
the global economy is real. The steps necessary to
avoid it are well worth taking.

The high case

The best way to avoid these risks is for the indus-
trial economies to adopt the economic policies that
lead to the “"high-case’’ scenario.

¢ Prompt and convincing steps to reduce pay-
ments imbalances, as suggested here, would rap-
idly restore confidence and equilibrium to financial
markets worldwide. In the short term, private in-
vestment and consumption would rise, and infla-
tion and real interest rates could be held within
reasonable bounds.

* Renewed efforts at structural reform—through
higher and more efficient private investment, the
elimination of bottlenecks in labor markets, and
the reduction of protectionism and agricultural
subsidies—would greatly improve the industrial
economies’ potential for growth. Steps toward fur-
ther integration and internal liberalization are cur-
rently envisaged in the EC by 1992. This too could
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make an important contribution to longer term
economic revival in the industrial countries.

Under these conditions it should be possible to
achieve real annual growth rates of around 3 per-
cent during 1987-95 in the industrial world (see
Table 1.6) and perhaps even higher rates toward
the end of the decade. The principal obstacle to
achieving this result appears to lie not in the task
of identifying the appropriate policies, but in find-
ing ways to overcome political opposition to them.

An improved medium-term outlook for the in-
dustrial countries would greatly help the develop-
ing countries, too. By combining the direct effect of
a more favorable external environment (higher ex-
port demand, improved commodity prices, and
lower interest rates) with its indirect benefits
(greater acceptability of domestic policy reform,
improved access to external capital, and lower net
resource outflows), the high case projects better
economic performance in the developing world
(see Tables 1.6 to 1.8). As in the past these im-
provements will be unevenly spread across coun-
tries. Highly indebted countries and exporters of
manufactures would see substantial improve-
ments in growth of per capita incomes. In contrast,
even in this optimistic case, Sub-Saharan Africa
would recoup the losses of the past only very
slowly. Continued high population growth and the



ongoing effect of existing structural rigidities mean
that even apparently modest improvements pose a
challenge.

The outlook for the developing countries de-
pends critically on their own domestic policies.
Whatever the international environment, they
must seek to adjust in ways that minimize the ef-

fect of any deterioration in that environment on
their growth and to maximize the benefits from
any improvements. The rest of this Report dis-
cusses the role public finance can play in support-
ing effective adjustment over the short and me-
dium term and in setting the stage for successful
long-term development.
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