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This edition of Global Economic Prospects and the Devel-
oping Countries is the third in an annual series of World
Bank staff reports analyzing the global economic pros-
pects for development. As in the previous issues, this
report focuses on the main international economic
links, with an emphasis on developing countries.

This year’s Global Economic Prospects focuses on the
role of external finance in development. External
finance has an important bearing on the growth and
economic prospects of developing countries, a bear-
ing that is often disproportionately large in relation
to the amount of external finance. The influence of
external finance runs along many channels, includ-
ing enhancing international competitiveness, reduc-
ing the cost of capital, absorbing external shocks, ard
sustaining adjustment efforts.

The first part, chapters 1 and 2, describes the new
pattern of external finance in the 1990s and the con-

sequences of increased financial integration of devel-
oping countries with global capital markets.

The second part, chapters 3, 4, and 5, addresses
major issues in external finance, including the bene-
fits of foreign direct investment, the sustainability
and volatility of portfolio flows, and the imbalance
between slow growth in aid flows and fast growth in
the number of claimants eligible for aid.

The third and final part, chapters 6 and 7, discusses
the outlook for the global economy over the decade,
examines developments in the international eco-
nomic environment (including world trade, interest
rates, and commodity prices), and traces the im-
plications for developing country growth, both in
aggregate and by region.

This book is a product of the staff of the World
Bank International Economics Department.
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" Abbreviations, acronyms, and data notes
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ASEAN Association of South East Asian Nations DA International Development Association
CEA Chinese economic area IEC International Economics Department,
CMEA Council for Mutual Economic Assistance the World Bank
CPI consumer price index IFC International Finance Corporation
DAC Development Assistance Committee IMF International Monetary Fund

of OECD LIBOR London Interbank Offered Rate
DRS Debtor reporting system (of the World LMICs Low- and middle-income countries or

Bank) developing countries
EC European Community MERCOSUR Argentina, Brazil, Paraguay, and
EEUR Eastern Europe Uruguay
EFTA European Free Trade Association MFN Most favored nation
FDI Foreign direct investment Muv Manufactures unit value index
FSU former Soviet Union NAFTA North American Free Trade Agreement
GATT General Agreement on Tariffsand Trade NTB Nontariff barrier
GDI Gross domestic income ODA Official development assistance
GDP Gross domestic product OECD Crganization for Economic Cooperation
GNP Gross national product and Development
GSP Generalized System of Preferences SDR Special Drawing Rights (of the Interna-
G-3 Germany, Japan, and United States tional Monetary Fund)
G-5 France, Germany, Japan, United King- SMART Software for Market Analysis and Re-

dom, and United States strictions on Trade
G-7 Canada, France, Germany, Italy, Japan, TFP Total factor productivity

United Kingdom, and United States UNCTAD  United Nations Conference on Trade
G-24 Group of 24 countries established by the and Development

EC under 1991 guidelines UNTCMD  United Nations Transnational Corpora-
ICP International Comparison Program tions and Management Division

WDR World Development Report
The term “developing countries” as used in this study refers
to all low- and middle-income economies.

Data notes

The classification of economies section designates
countries by income, region, export category, and
indebtedness.
The following norms are used throughout:
e Billion is 1,000 million
¢ Data for periods through 1991 are actual; data
for 1992 are estimated; and data for 1993-2000
are projected.

¢ All growth rates are based on constant price
data unless otherwise indicated and have been
computed with the use of the least squares
method. See the technical note to the World
Development Indicators for details of this
method (World Bank 1992d).



Summary

Financial environment in the 1990s

Developing country growth has been poor at the
start of the 1990s, and in per capita terms has actually
declined, partly reflecting the output losses associ-
ated with the structural transformation of the former
Soviet Union (FsU) and Eastern Europe, the recession
in the United States, and its more recent spread
to Germany and Japan. Prospects for developing
countries are qualified in the short run by an uncer-
tain outlook for recovery in the industrial countries,
which represent three-quarters of world output.

Nevertheless, the prospects for the remainder of
the decade look brighter, holding out the promise of
significantly higher growth rates than in the 1980s.
The main reasons underlying the projected im-
provements in growth rates in developing countries
are economic policy reforms, favorable supply side
trends, and a stabilization of primary commodity
prices, which have been declining for over a decade.
Policy reforms instituted by developing countries in
the latter half of the 1980s and early 1990s—espe-
cially greater openness to trade, dealing with their
commercial bank debt overhang, and fiscal consoli-
dation—tend to promote both higher savings rates
and renewed access to international capital markets
and to raise the efficiency with which capital and
labor are used, leading to greater international com-
petitiveness and economic growth.

A new pattern of external finrvee

These developments will be facilitated by a growing
supply of external finance from private sources, es-
pecially in the form of foreign direct investment (FDI),
bonds, and equity portfolio flows. The 1970s and
1980s were the boom-and-bust years of commercial
bank finance to developing countries. But that is only
part of the story of a radical shift in the pattern of
cxternal financial flows to developing countries in

the early 1990s, from debt to equity financing and
from bank to nonbank sources. Commercial bank
loans have been replaced by bond and equity portfo-
lio flows and greater FDI (figure 1). These nonbank
sources have accounted for virtually all the re-
cent growth in finandal flows to developing coun-
tries. The main significance of these private source
flows will be less their terms—which are likely to
reflect fairly high real interest rates—than the bene-
fits accompanying themn and the likelihood that they
will be more efficiently employed than during the
hevday of sovereign lending in the 1970s. For FDI
these benefits include technology transfer, manage-
ment know-how, and export marketing access; for
bonds, a diversified investor base; and for equity port-
folio flows, a reduction in the domestic cost of capital.
But as shown later in this book, these new financing
opportunities also bring with them new challenges in
macroeconomic and financial management.

On the borrowing side also, the private sector has
come into its own. In the last few years private sector
companies in a range of countries such as Malaysia,
Mexico, Thailand, and Turkey have been able to
access the international equity and bond markets;
consequently, the proportionate decline in private
sector borrowing throughout the 1970s up to the
mid-1980s has been reversed (figure 2).

Within the overall pattern is a growing gulf be-
tween developing countries that can have access to
the private capital markets for bank loans, bonds,
and stocks and those that cannot. Those countries
that avoided debt restructuring (for instance, China,
India, Indonesia, and the Republic of Korea) or that
have successfully reduced their commercial bank
debt as part of a comprehensive reform effort (for
instance, Argentina, Chile, and Mexico) have been
able to maintain or regain capital market access. By
contrast, many severely indebted low- and lower-
middle-income countries with largely official debt
have little realistic prospect of private market access



Figure1 Pattern of external finance to developing
countries: gross long-term flows

1971—$19.5 billion
Portfolio equity
(0.0%)
FDI Grants
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Commercial loans
bank loans (30.9%)
(35.7%)
Suppliers and
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(10.8%)
1981—$156.9 billion
Portfolio equity
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Note: Based on 115 countries for which data are available. Data
are not available for the former Soviet Union for 1971 and 1981.
Source: World Bank, Drs, and World Bank staff estimates.

(apart from short-term trade credit) for the foreseeable
future.

The poorest countries have been helped by the
sustained growth of official flows in the 1970s and
1280s and, within that growth, an increase in the
concessional element represented by grants. This
trend has ensured that net transfers (that is, net flows
less interest payments and profit remittances) have
remained positive in recent years for South Asia, the
Middle East, and Sub-Saharan Africa (figure 3). Es-
pecially noteworthy has been the large scale of offi-
cial transfers to Sub-Saharan Africa in relation to the
size of recipient economies.

External shocks and financial integration

As the pattern of flows has changed, so has the
structure of financial markets. An increase in the vol-
atility of interest and exchange rates has raised the
benefits of diversification and encouraged a de facto
dismantling of capital account controls in developing
countries—that is, increased financial integration.

But regardless of the degree of financial integra-
tion, developing countries have long been exposed
to big external shocks and capital flight. During the
past two decades, the variability of external shocks
(forexample, terms-of-tradeand interest rate shocks)
has been about twice as large for developing as for
industrial countries, often reaching 4 percent of GDP
in terms of impact on the current account. Moreover,
because of credit rationing in the 1980s, developing
countries have been able to finance a mzuch smaller
proportion of these shocks and thus have been forced
to adjust more because of adverse external shocks
than have industrial countries.

Traditionally, capital flight has been viewed as an
affliction of a few Latin American countries plus one
or two others; the facts indicate otherwise. A high
stock of flight capital relative to GDP is a widespread
phenomenon (figure 4).' By this measure, Sub-
Saharan Africa stands much worse than Latin Amer-
ica. The stock of flight capital from Sub-Saharan
Africa is equivalent to about 80 percent of GDP. The
Middle East and North Africa region also stands
badly, with Egypt, Jordan, and Syria having suffered
large outflows.

The recent reversal of capital flight, particularly
to three Latin American countries—Argentina, Mex-
ico, and Venezuela—underlines the importance of
sound domestic policies in respect of, for example,
the real exchange rate, the fiscal stance, large-scale
privatization, and financial sector repression. Flight
capital lags successful adjustment and reform pro-
grams, as shown by the fact that Mexican reflows
started in 1989, with other Latin American reflows in
early 1991.



Figure 2 Private borrowers’ share of external financing to developing countries
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Major issues in external finance in the 1992s

The new pattern of external finance raises a host of
related issues for developing countries. Developing
countries need to examine the benefits and sus-
tainability of various forms of finance and evaluate
the implications that different financial flows have
for macroeconomic and financial management. For
foreign direct investment, the issues are what bene-
fits it brings and what conditions are necessary to
attract it. For portfolio flows, the issues are whether
the recent surge in portfolio flows to developing
countries is sustainable and how the consequences of
volatile flows can be managed.

Aid at the end of the Cold War also needs rethink-
ing. As more countries become eligible for aid, do-
nors face the problem of how to rzise additional
resources and improve the quality and allocation of
these resources.

Foreign direct investment: benefits beyond finance

Foreign direct investment is a large and growing
source of finance that may help developing countries
close the technology gap with high-income coun-
tries, upgrade managerial skills, and develop their
export markets. However, FDI should not be relied

upon for medium-term balance-of-payments financ-
ing, in part because profit remittances are often high.

DI flows to developing countries reached USS 38
billion in 1992, a 50 percent increase from two years
earlier, reflecting improved macroeconomic perfor-
mance (particularly in some Latin American coun-
tries, following debt reduction agreements), more
welcoming regulatory regimes (for instance, in Thai-
land), and active privatization and debt conversion
programs (figure 5). The share of global FDI going into
developing countries has doubled from a low point of
less than 12 percent in 1987 to 22 percent in 1991.

Among developing countries, FDI in relation to
gross domestic investment (GDI) and output has in-
creased in importance in most regions during the last
two decades. For a number of major recipients (Bra-
zil, China, Indonesia, and Korea) the ratio of FDI to
GDI remains quite low (between 1 and 4 percent),
whereas for two (Malaysia and Venezuela) it is high,
at about 20 percent. If the ratio of FDI to GDI for all
developing countries rose to half the highest ratios—
that is, 10 percent—the increase in FDI would be
enormous: about USS$ 40 billion per year, or more
than the current level of all FDI flows to developing
countries.

In the 1980s and 1990s, FDI flows have shifted from
the manufacturing and extractive sectors to the ser-



Figure 3 Aggregate net transfers as share of GNP
(percent)
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vices sector, particularly the new capital-intensive
service industries, such as banking, public utilities,
telecommunications, and transportation, which are
being privatized.

FDI exerts an important presence in export-ori-
ented manufacturing. For example, foreign firms ac-
count for more than half of manufactured exports in
Malaysia, Mexico, and the Philippines, and a recent
survey of firms in Thailand found that the share was
nearly three-quarters (UNTCMD 1992). Much of this
employment was engaged in production with high
technological and industrial know-how—for exam-
ple, electrical and electronic equipment, nonelectri-
cal machinery, and chemicals.

FDI is arguably the one source of private capital
that any developing country can hope to tap. It

reaches both middle- and low-income countries,
both big and small, both creditworthy and those that
are less so. Unlike bond or stock flows, it does not
require an organized capital market. What it does
require is a healthy private sector that can earn a
reasonable rate of return in a stable macroeconomic
environment. And if the host country is to appropri-
ate the benefits of FD, it must adopt a sound policy
framework (for example, outward trade orientation)
that minimizes distortions.

Developing countries that wish to attract FDI flows
should consider measures such as establishing a
transparent legal framework that does not discrimi-
nate between local and foreign investors; adopting a
liberal foreign exchange regime; and creating in-
vestor-friendly regulations and institutions.
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The risc in portfolio flows: short-lived or sustainable?

Private portfolio flow's, both bonds and equity, have
grown explosively from 1989 to 1992. The increase
has gone largely to a few countries in Latin America
and East Asia, although the range of issuing coun-
tries has broadened significantly. Gross equity port-
folio flows to Latin American countries have grown
more than tenfold in four vears, from US$ 434 million
in 1989 to an estimated US$ 5.6 billion in 1992, while
international bond issues have shown equally dra-
matic growth. Much of these flows have represented
repatriated flight capital, some high risk-high return
funds, and some—the minor part—institutional in-
vestment by pension funds, insurance companies,
trust funds, and money market funds.

The main benefit to developing countries from
portfolio flows is a reduction in the cost of capital—
by as much as 10 percentage points in the case of
Telmex, the Mexican telephone company that was
sold internationally in May 1991. Additionally, there
are likely to be important spillover benefits to the
pricing of domestic stocks.

If industrial country investors held developing
country securities in the same proportion as the
emerging markets’ share of global market value (cur-
rently 6 percent), resource flows would increase by
some US$S 40 billion per year (based on a 7 percent
average yearly growth rate of OECD investors’ assets
in the medium term and a gradual rebalancing of
these investors’ existing stock), an increase that is
bigger than the current flows of FDi. That would be
an optimal strategy if global capital markets were
perfectly efficient. The segmentation of developing
country markets and consequent low correlation
with international market movements constitute one
reason for industrial country funds to invest more
than proportionately in developing country
(“emerging”) markets: they offer big diversification
benefits and high risk-adjusted returns (figure 6).

Rates of return over the five-year period 1987-91
for the U.S. and cmerging stock markets show that if
U.S. investors had held 20 percent of their portfolio
inemerging markets (compared with actual holdings
of a fraction of 1 percent), they would have increased
their average return by about 1 percent per year and



Figure 4 Stock of flight capital as a share of GDP
by region
{World Bank residual method)
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significantly decreased their risks (as measured by
the variability of returns).

Of course, there are good reasons besides conser-
vatism and lack of familiarity that global investors
do not invest more in emerging markets. Two im-
portant impediments are domestic market shallow-
ness and regulatory constraints. Investors are
discouraged by limited availability of information,
small market size, and illiquidity. Also of importance
are widely varying regulations in source countries
governing pension funds, insurance companies, and
other institutional investors. A further impediment
arises in developing country entry and exit regula-
tions, which vary from placing no significant restric-
tions on the purchase of stocks and repatriation of
income and capital to severely restricting access.
Nine smerging markets permit free entry, and a fur-
ther twelve permit relatively free entry, while six
others are restricted.

Concerns over the sustainability of portfolio flows
stem largely from the fear of a change in source-coun-
try economic conditions. For instance, a reversal of
low short-term interest rates and poor growth pros-
pectsin the United States may reduce portfolio flows
to Latin America. These conditions are an important
but by no means a decisive determinant of equity
flows. If US. dollar real interest rates rose by 100
basis points—a large rise—the net flow of portfolio

Figure 5 FDI flows to developing countries
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equity to developing countries would decline by an
estimated US$ 2 billion per year (based on a regres-
sion of equity portfolio flows on US. interest rates,
U.S. industrial production, recipient country credit
rating, and relative stock market return).

Access to portfolio flows should prove to be rea-
sonably durable, provided recipient countries persist
in their policy reforms, although Latin American
countries should not expect to receive such large
flows in future years as they did in 1991 and 1992.
One reason is that recent flows have to some extent
represented a one-time stock adjustment by investors.

If developing countries wish to capture the benefit
of a reduction in their cost of capital, they should
therefore encourage freer corporate sector access to
external capital and undertake microeconomic re-
forms of their capital markets, including the interna-
tional listing of at least a few stocks. Source-country
stock market authorities can help by easing entry
requirements.

Aid at the end of the Cold War

Aid atthe end of the Cold War is under pressure from
newly eligible recipients (both actual and prospec-
tive) and the exceptional needs of the reforming so-
cialist economies as well as from financing
requirements for addressing international environ-
mental concerns. Donors face the problem of how to
raise additional resources if they are to avoid short-
changing the needy in poor countries.



Between 1981 and 1991, aid flows were virtually
unchanged asa percentage of donor GNP, but this still
translated into a real increase in terms of developing
country import volume (figure 7). Recently, a few
donors (for example, Italy and Sweden} have im-
plemented or announced cuts in aid programs. The
one bright spot has been an increase in the degree of
concessionality for the poorest countries, with grants
often replacing loans.

Aid from donors outside the OECD has generally
declined. Arab aid has shown major fluctuations,
falling throughout the 1980s from its very high levels
in the 1970s. Aid from the FsU and Eastern European
donors has fallen off since 1986 and is now confined
largely to technical assistance.

Meanwhile, the number of claimants recognized
as eligible or potentially eligible for aid has grown.
There are three categories of new claimants: first,
countries that appear now able to support only con-
cessional borrowing (for example, Angola and Mon-
golia); second, countries that are potentially
reactivated aid recipients, following recovery froma
period of poor economic performance and disrup-
tions such as war (for example, Afghanistan, Cambo-
dia, and Viet Nam);® and third, some republics of the

Figure 6 Impact of diversification on portfolio
risk
(risk and return for mixes of U.S. and emerging market indices)
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FsU and the formerly socialist economies of Eastern
Europe.

A rough order of magnitude for the call on official
development assistance (ODA) by new low- and
lower-middle-income claimants is about US$ 5.5 bil-
lion annually, equivalent to 10 percent of 1991 ODA
disbursements from OECD-DAC to all countries. In-
cluding the upper-middle-income countries of the
FsU and Eastern Europe (for example, Russia and
Hungary), which are arguably temporary excep-
tional claimants, would add a further US$ 4.5 billion,
bringing the extra demand to US$ 10 billion per year,
or 19 percent of ODA in 1991 from OECD-DAC.

Aid tends to be concentrated on the poor but not
necessarily the poorest countries. Fully one-third of
aid goes to middle-income countries. The allocation
of aid varies considerably among bilateral donors,
with Sweden allocating 81 percent of its aid to low-
income countries while the United States and France
allocate more than 40 percent of their aid to middle-
income recipient countries. Multilateral aid is more
concentrated on the poorest, with about 90 percent
going to low-income countries. That is one reason to
welcome the recent successful conclusion of negoti-
ations on the tenth replenishment of the Interna-
tional Development Association, amounting to
SDR13 billion, representing a maintenance of IDA in
real terms.

A key measure of the quality of aid is the extent to
which it is tied to procurement in the donor courtry.
Although there has been a trend toward less tying of
bilateral aid in the past decade, the extent of tying
remains high (in contrast to multilateral contribu-
tions by these donors, which remain untied). In 1989
the OECD-DAC country average was 44 percent for tied
and 7 percent for partially untied aid, compared to
48 percent and 12 percent, respectively, in 1977-79.

The cost of aid tying for recipient countries is hard
to estimate, but one study (Jepma 1991) suggests that
the direct cost may range upwards from 15 percent
of aid provided. (By direct cost is neant the excess in
prices of aid-financed deliveries compared to prices
of comparable goods and services not obtained
through tied procurement.} On that basis, if all aid
flows were untied, the economic benefits to develop-
ing countries would be worth as much as US$ 4
billion per year, w nich equals one-fifth of the nomi-
nal increase in aid flows over the past decade. Indi-
rect costs are also substantial.

Aid at the end of the Cold War needs to be re-
thought as to its rationale and needs reworking as to
its adequacy and quality. If donor countries agree
that with the end of the Cold War, poverty reduction
deserves a higher priority, they will wish to review
their aid programs in light of issues such as how to
ensure that available aid is concentrated on the poor-



Figure 7 Real net ODA flows to developing countries
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est countries and those lacking access to private cap-
ital flows and ways to reduce tying and the share of
technical cooperation grants in ODA.

Developing-country prospects

The outlook for the international economic environ-
ment is mixed. Nevertheless, developing-country
prospects for the remainder of the 1990s appear
brighter than in the 1980s. The improved prospects
are to a large extent the dividend of the comprehens-
ive economic policy reforms undertaken by several
developing countries in recent years.

The international economic environment
The economic climate facing developing countries

during the next ten years presents both large prob-
lems and opportunities (table 1):

Economic activity in the industrial countries
has not only a poor short-term outlook but also
an underlying trend of slow growth in produc-
tivity, which has prevailed since 1973.

Real interest rates (mainly long-term rates) are
likely to stay high because of a decline in public
savings in industrial countries.

World trade faces an uncertain future, pending
completion of the Uruguay Round, but growth
in intraregional trade is likely.

Commodity prices are expected to stabilize in
real terms—a sharp break from their twenty-
vear declining trend—partly because of the ex-
tent to which developing countries are shifting
out of primary production.

For creditworthy developing countries, exter-
nal finance is likely to be in good supply from
private sources, but countries without market
access will facea limited or even shrinking aid pie.



Figure 8 GDP growth prospects for different developing country regions under the baseline scenario

(average annual percentage change)

All developing countries

Percent

[T IR N |

-
T

-

1970-92

Latin America and the Caribbean

Percent

71

5 L

3t o I =

! , -
-1

1970-92 1982-92 1992-2002
East Asia and the Pacific

Percent

2

5t Z

3r —

1t _
-1

1970-92 1982-92 19922002
Middle East and North Africa

Percent

7

5 L

T M

3t ‘ -

1 "
-1

1970-92 1982-92 1992-2002

Sairce: World Bank projections.

1982-92

1992-2002
Europe and Central Asia

Percent

7

5 L

3 L

L
- 1970-92 1982-92  1992-2002

South Asia

Percent

7+

5 .

3t .

1} : :
-1

1970-92 1982-92  1992-2002
Sub-Saharan Africa

Percent

7

5 L

3l —— e
-1 1970-92 1982-92  1992-2002

Prospects

Within this mixed outlook for the international eco-
nomic environment, developing country prospects
for the remainder of the 1990s nevertheless hold out
the promise of higher growth rates (figure 8). Per
capita GDP in real terms in developing countries,
which was stagnant through the 1980s, is projected

to rise at an annual rate of about 2 percent after 1996.
This brighter outlook is to a large extent thedividend
of the wide-ranging—and often painful—economic
policy reforms of the decade.

In the aftermath of the debt crisis, public sector
investments in developing countries were squeezed
in the 1980s, with devastating effects on infrastruc-
ture. As these countries emerge from the debt crisis,



the introduction of relatively conservative fiscal and
monetary policies has improved incentives to save.
Incentives to invest have also improved through
privatization, trade liberalization, and greater mac-
roeconomic stability, particularly lower inflation.
These factors have combined with a steady improve-
ment in levels of education to result in a turnaround
in growth rates in Latin America and the Caribbean
region in particular.

A more longstanding beneficiary of these trends
is the East Asia and Pacific region, which has been
characterized by high growth and greater regional
integration in respect to trade and capital flows.
The strength of East Asia is an important element
in the positive expectations for overall developing
country growth and improvements in efficiency.
Within this area, the so-called Chinese economic
area (CEA), comprising China, Hong Kong, and Tai-
wan, China, exhibits a large and growing economic
mass, sufficient to exert a substantial positive impact
on other economies, and a persistence of medium-
term growth in the face of shifting external circum-
stances. Arguably, it is becoming a “fourth growth
pole” of the global economy.

For instance, if imports into the Chinese economic
area from the rest of the world continue to grow at
any rate close to their trend of the past fifteen years
(exceeding double digits in volume terms), their ab-
solute increase over the next three years will exceed
Japan’s, and by the year 2002 they will exceed Japan’s
in level as well. And if output of goods and services
of this area were valued at standard international
prices (ICP) rather than through the official exchange
rate, by the year 2002 the CEA output would rank
ahead of Germany’s and Japan’s and would be ap-
proaching that of the United States, although it
would amount to only one-fifth the level in terms of
GDP per capita.

Prospects vary widely by region. Both East Asia
and South Asia are expected to continue with high

growth although somewhat lower than in the past
decade. Latin America and the Caribbean region is
expected to continue the recovery of 1992. For Sub-
Saharan Africa an improved aggregate growth per-
formance is still projected to imply little growth in
per capita consumption, thus failing to recover the
disastrous declines of the 1980s. After three years of
restructuring and fall in output, the countries in
Eastern Europe are expected to grow at a rate aver-
aging about 4-5 percent in the medium term. The
economies comprising the FSU have undergone a
broadly similar collapse of GDP from 1989-92; an-
other large decline in output is expected in 1993, and
both the timing and magnitude of recovery remain
highly uncertain. The projections are especially un-
certain for these economies. The Middle East and
North Africa region is expected to experience growth
of 4-5 percent, its best performance since the 1970s,
thanks to firmer oil prices in real terms from mid-
decade onward. As discussed in the final chapter of
this book, these projections are based on a variety of
assumptions regarding both domestic and interna-
tional economic developments.

Therisk of unfavorable developments in the global
economy makes it all the more important that indus-
trial countries take steps to help developing coun-
tries meet the challenges of the external environment.
One way to do this is by improving developing coun-
try access to industrial country markets and ensuring
a speedy conclusion to the Uruguay Round. Another
is by increasing public sector savings (that is, reduc-
ing fiscal deficits), which will tend to lower real
interest rates. For FDI, industrial countries can help
through the adoption of open trade policies, the con-
clusion of double taxation treaties, and the establish-
ment of promotional programs and institutions. For
portfolio flows, industrial country regulatory au-
thorities should examine the scope for relaxing reg-
ulations without jeopardizing prudential standards,
as well as easing access to securities market flota-

Table1 International economic parameters of importance to developing countries

(moerage annual percentage change, except interest rate)

Indicator 1982-92
G-7GpP 27
G-3 real interest rate 4.0
World trade (volume) 37
Export price of manufactures (US$) 4.2
Price of petroleum (US$) -5.5
Non-o0il commodity price (USS$) -0.3

1992

1.6
1.9
45
5.1
-0.2
-4.5

. 1992-20602
1993 Bascline Lowcase
19 27 2
1.8 3.0 35
56 58 30
1.3 28 20
-3.2 4.0 20
33 4.0 1.0

Note: In deriving G-3 real interest rate, three-month interest rates of individual countries have been aggregated using 1987 Gor weights.
Source: 1EC staff estimates, based in part on Consensus Forecasts of Inflation.
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tions. And for aid, donor countries should ensure
that what is available is concentrated on the poorest
countries and on exceptional needs in formerly so-
cialist economies, and they should reduce tying aid
to procurement.

The developing world’s growing scale of eco-
nomic activity in the 1990s will pose serious
challenges for countries’ efforts at better environ-
mental management. If not managed effectively,
accelerated growth could increase the dangers
of industrial pollution, deforestation, and depletion
of water resources. The challenge of sustainable de-
velopment will be to build the recognition of envi-
ronmental scarcity into incentives affecting
behavior and to counteract market failure with effe.-

tive policies and institutions. With sound policies
and a supportive international economic and finan-
cial environment, developing countries can achieve
sustainable growth in the coming decade.

Notes

1. Calculated for a set of fifty-eight developing countries
for which data were available, representing 65 percent of
all developing countries’ GDP.

2. Additional exceptional demands have also arisen be-
cause of the drought in Africa; for instance, in December
1992, Zimbabwe received a US$ 1.4 billion package of
concessional assistance from donors, coordinated by the
World Bank.
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A new pattern of external finance

The wide-ranging improvement in their economic
policies and the recent turnaround in private capital
flows offer developing countries the promise of
higher growth in the 1990s than in the 1980s, despite
an uncertain start to the decade and an uninspiring
outlook for the industrial countries.

The importance of external finance to this promise
lies less in its amount than in its quality. Openness to
external finance, as to trade, exposes the recipient
country to international competition and can bring
such benefits as technology transfer, management
know-how, export marketing access, a reduction in
the cost of capital, and a diversified investor base. In
the 1990s, the age of indiscriminate balance of pay-
ments financing and the belief that all borrowing is
good (because developing countries offer inherently
high rates of return to capital) have been largely
replaced by the advent of judicious external finance.

Prospects for developing countries are qualified in
both the short and the medium run by an uncertain
outlook for the industrial countries, which account
for three-quarters of world output. Nevertheless, de-
veloping countries as a group are likely to resume
faster growth for the remainder of this decade,
mainly because of domestic reform efforts and con-
sequent favorable supply-side trends. Countries that
were held back in the 1980s by debt overhangs are
recovering a better pace of development, assisted by
agreements to reduce their old debt obligations and
by improvements in the structure of external finance.
Countries that did well in the 1980s (particularly in
East Asia), despite the severe shocks of that period,
demonstrate a persistence of high growth that ap-
pears likely to continue for many years. {Developing
country prospects are discussed further in chapter?7.)

For industrial countries the longer-run outlook is
for the slowest growth of the past three decades,
because of both a low underlying trend of productiv-
ity growth and low public sector savings, which will
tend to keep real interest rates high. These factors will
also tend to keep real commodity prices from rising,
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although developing countries’ continuing shift out
of primary production will mean that the trend of
real commodity prices will tend to be flat, rather than
declining. World trade is expected to grow faster
than industrial country output, thanks to growing
trade between developing countries and, to some
extent, the formation of regional free-trade areas.
(The international economic environment is dis-
cussed further in chapter 6.)

Theend of the Cold Warand theresolution, by and
large, of the commercial bank debt crisis had held out
the hope that the external financing environment for
developing countries would grow easier in the 1990s.
Countries (mostly middle- and a few large low-in-
come countries) with some access or potential access
to capital markets hoped for a reinvigoration of pri-
vate flows. Aid recipients (mostly low- and lower-
middle-income countries) hoped for a peace
dividend.

Toalimited degree, these hopes are being fulfilled.
Developing countries are finding that the external
financing choices open to them are greater than they
have been in the past two decades. But so also are the
challenges of attracting, retaining, and managing
that finance effectively. For countries with market
access, a welcome renewal of private inflows has
been accompanied by concerns over the sustainabil-
ity and volatity of these flows and by awkward prob-
lems of macroeconomic management. And for aid
recipients, any vestige of a peace dividend has been
swallowed up by fiscal deficits in industrial coun-
tries, even as several new claimants are being identi-
fied for aid funds.

The experience of the first three years of thedecade
suggests that in the 1990s developing countries are
experiencing the advent of judicious external fi-
nance. The resurgence of private-source flows has
been complemented by the role of official non-
concessional finance (both multilateral and bilateral)
in supporting economic reforms and stabilization in
a large number of developing countries (box 1-1). In
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a world characterized by a new pattern of exterr.al
finance and growing integration with global capital
markets, developing countries must learn to seize the
opportunities and meet the challenges presented by
massive diversification of equity investment, both
direct and portfolio, and keen competition for aid
funds.

One of the most visible fruits of past policy reforms
has been the resurgence of private-source flows to a
number of developing countries (for example, Ar-

gentina, Chile, China, and Mexico), which has been
both a sign of strong investor confidence and a means
of fueling growth. These flows are part of a broader
shift in the pattern of external finance to developing
countries: a shift from debt to equity and from bank
to nonbank sources—commercial bank loans have
been replaced by bond and equity portfolio flows
and greater foreign direct investment (table 1-1); the
return of private sector borrowers; and the gulf be-
tween countries with market access and those with-
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Table 1-1 Pattern of external finance to developing countries: gross long-term flows

{percentage share)
Types of finance 1971 1981 1991
Official grants 9.0 73 14.5
Official loans 30.9 26.0 30.8
Suppliers and export credits 10.8 11.0 123
Commercial bank loans 35.7 46.1 174
Bonds 1.2 1.2 4.8
FDI 123 8.3 16.5
Portfolio equity 0.0 0.1 3.7
Total 100.0 100.0 100.0
Total (current USS$ billions) 19.5 156.9 205.3

Note: Based on 115 countries for which data ar;é 5vaiiable. Bondsin thi.;. table are based on DRs data covering public and publicly guaranteed

issucs only.
Source: World Bank, nrs, and World Bank staff estimates.

out. A striking feature of these developments has
been that virtually all the growth of the past few years in
financial flows to developing countries has come from
nonbank private sources, namely FDI and bond and equity

portfolio flows.
Private sector reorientation

Two factors have been at work in this shift. First,
supply is no longer dominated by commercial banks,
which provided in the 1970s easy terms and in the
1980s concerted lending, rescheduling, and debt re-
duction. As commercial banks have struggled to
maintain capital adequacy, there has been a process
of so-called disintermediation.

Second, demand from private sector borrowers
has revived, unlike in the 1970s and 1980s when the
public sector dominated and even took over private
sector borrowing, In the last few years private sector
companies—notably in Argentina, Brazil, Chile,
India, Korea, Mexico, and Venezuela—have been
able to access the international equity and bond mar-
kets; consequently, the proportionate decline in pri-
vate sector borrowing throughout the 1970s up to the
mid-1980s has been reversed (table 1-2).

The 1970s and 1980s were the boom-and-bust
years of commercial bank finance to developing
countries. In 1982 the share of commercial bank lend-
ing in total net flows to developing countries was 35
percent; a decade iater, it had fallen to a mere 3
percent (although the share of gross flows was
higher). Commercial bank lending to developing
countries is now confined largely to trade and project
finance rather than general balance of payments fi-
nancing (box 1-2). The shift to nonbank investors is
primarily a reflection of the capital constraints under
which commercial banks are laboring at the start of
the 1990s, the result as much of domestic loan prob-
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lems as of the international debt crisis. Specifically,
capital adequacy has been enforced by the Basle
guidelines, agreed in 1988, and lending to most de-
veloping countries has been discouraged by national
loan-loss provisioning requirements. Nonetheless,
the rise and fall of bank lending is only part of the
picture.

One manifestation of the shift from nonbank
sources has been the increasing issuance of bonds,
which grew rapidly from 1989-92 (table 1-3). Typi-
cally, the purchasers of these bonds have been insti-
tutional investors (for example, pension funds,
insurance companies, money market funds, and
trust funds) or wealthy individuals. Investment in-
terest has been helped by the growing number of
developing countries that have obtained ratings.
Currently, Chile, China, Greece, Indonesia, Korea,
Malaysia, Portugal, Thailand, and Turkey have in-
vestment grade ratings; Hungary, India, Mexico,and
Venezuela, along with the former Czech and Slovak
Federal Republic, have ratings a little below invest-

Table 1-2 Private borrowers’ share of external

financing to developing countries
(private share, percentage)

Total
long-term Bond
Year __financing Year financing
1970 43.6 1989 42
1975 299 1990 116
1980 208 1991 397
1985 16.1 1992 46.7
1990 265
1991 29.7

Source: World Bank, Drs, and World Bank staff estimates.




Table 1-3 External financing through bonds
(millions of U.S. dollars)

Annual average
Region 1971-75 1976-80  1981-85  1986-88 1989 1990 1991
All developing countries 425 2372 3,718 5,255 6,797 7.013 9,909
Sub-Saharan Africa 3 83 9 Y 0 0 0
East Asia 28 355 1,748 1,744 1,170 2,264 2,376
South Asia 0 ] 118 385 773 586 1,889
Europe and Central Asia 4 18 243 2,282 4,003 2,224 2,251
Latin America 352 1,786 1476 621 619 1,938 3,391
Middle East and North Africa 38 129 124 193 232 0 1

Source: World Bank and Drs data, which cover only public and publicly guaranteed bond issues.

ment grade; and Argentina and Brazil have also ob-
tained ratings, albeit lower.

Differentiation by market access

The regional variations in table 1-1 also reflect
the great gulf between developing countries that
can gain access to the private capital markets for
bank loans, bonds, and stocks and those that cannot
(box 1-3). Those countries that avoided debt restruc-

turing in the 1980s (for instance, China, India, Indo-
nesia, and Korea) or that have successfully reduced
their commercial bank debt as part of a comprehens-
ive reform effort (for instance, Argentina, Chile, and
Mexico) have been able to maintain or regain market
access. Those countries that have not yet attained a
sustainable level of external debt servicing obliga-
tions—including many severely indebted low- and
lower-middle-income countries with largely official
debt—have little realistic prospect of private market
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access (apart from short-term trade credit) for the
foreseeable future.

Net resource flows to developing countries have
grown from their low point in 1987, and net transfers
have turned positive. The upturn in private flows is
the primary factor underlying the 130 percent in-
crease over the past three years in aggregate net
resource flows to middle-income developing coun-
tries, to an estimated level of US$ 90 billion in 1992
(figure 1-1). The principal reason behind this resur-
gence of flows has been the adjustment efforts of the
countries in question. Additionally, comprehensive
restructurings of commercial bank debt have played
an important part in restoring investor confidence.

In contrast, low-income developing countnes——
partlcularly those that are severely indebted'—re-
main heavily dependent on official sources to help
finance their development projects and economic
adjustment efforts. Few of these countries have ben-
efited from the recent resurgence of private capital
flows, and the overall level of aggregate net tlows to
this group of countries is estimated to have remained
broadly unchanged from recent years—in 1992 these
flows were about US $44 billion.

Within the low-income group there are a few ex-
ceptions of countries that have maintained a strong
credit standing and preserved their market access,
notably China, India, and Indonesia. These countries
have been able to access the bond and syndicated
loan markets for sizable amounts. For some other
low-income countries and also some lower-middle-
income countries that are primarily indebted to offi-
cial sources, the debt crisis is far from over, and
external viability—the capacity to service external
obligations without restructuring—remains elusive.
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Although strong official support has provided
much-needed cashflow, these countries’ weak start-
ing positions (for example, poor infrastructure and
ill-trained workforce) make additional debt forgive-
ness necessary in many cases.

Because net flows on debt have remained positive
for these countries throughout the 1980s, their out-
standing debt has continued to grow. Many of them
now have debt service obligations that are well in
excess of sustainable levels, often exceeding a debt
service-to-exports ratio of 300 percent on a present
value basis.

In 1988 the Paris Club (a forum for bilateral official
creditors) recognized that the debt buildup had be-
come unsustainable in a number of low-income de-
veloping countries and agreed to offer debt and debt
service reductions among other debt restructuring
options (the so-called Toronto terms). A further step
was taken in December 1991 when the Paris Club
agreed to implement a new menu of concessions for
low-income countries (the “enhanced Toronto
terms”)—essentially two options providing for
deeper debt reduction, plus the nonconcessional op-
tion from the old Toronto terms. The concessional
options amount to 50 percent forgiveness in present
value terms on debt service payments falling due
during the consolidation period. Additionally, cred-
itors indicated they would be willing to consider
restructuring the remaining stock of pre-cutoff-date
debt after three to four years.

The enhanced Toronto terms represent a substan-
tial advance over the previous Toronto terms. They
fall short in three respects, however, from the pro-
posal of the so-called Trinidad terms set out by the
UK. Chancellor of the Exchequer in 1990: in defer-



Figure 1-1 Real aggregate net resource flows
by income groups, 1985-92
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ring consideration of the stock of debt until three or
four years later; in retaining a nonconcessional op-
tion; and in setting the benchmark adopted for the
extent of debt reduction given.

The distinction between middle- and low-income
countries is reflected in the widely varying experi-
ence from region to region. The East Asia and Pacific
region has continued to enjoy excellent market access
in recent years and recently has attracted yet more
foreign direct investment, indicating a high level of
investor confidence in private-sector prospects.
South Asia has remained dependent primarily on
official flows and has entertained very little FDI; re-
cent reforms in Pakistan and in India have improved
the prospects for attracting private finance. Sub-
Saharan Africa continues to rely heavily on conces-
sional official financing to maintain large positive net
flows and net transfers relative to GNP. The Middle
East also depends upon concessional official finance
for a major part of its external financing. Countries
in North Africa continue to have some access to
commercial bank finance. Latin America has experi-
enced a surge in private-source capital inflows in the
past four years (as noted above). For several years
Latin America has experienced large negative net
transfers (roughly speaking, the counterpart to a
trade surplus) because of high interest payments on
commercial bank debt. Those negative net transfers
were reduced substantially in 1991 and 1992 because
of FDI and portfolio inflows.

For developing countries asa whole, aggregate net
resource flows—comprising debt, equity, and
grants—reached USS$ 134 billion in 1992, standing
well above the low point of US$ 83 billion (in 1992
dollars) in 1987—in the depths of the debt crisis—
and very close to the level of a decade earlier. Net
transfers also were positive and rising for the fourth
consecutive year in 1992, at USS 57 billion.

Until recently, a notable longer-term trend was the
growth in the 1970s and 1980s of the official share of
flows and, within that growth, an increase in the
concessional element represented by grants. Grants,
which made up 55 percent of total bilateral official
development assistance flows in 1981, now make up
two-thirds of those flows. The official share in aggre-
gate net flows, defined as the share of official devel-
opment finance (comprising official loans and
grants), rose through the 1980s but has declined rap-
idly in the past couple of years (for the reasons men-
tioned above). The official share stood at 35 percent
in 1981, averaged 60 percent over 198690, then fell
to 52 percent in 1991 and 46 percent in 1992.

For middle-income countries, debt indicators such
as the debt-to-exports ratio and the debt-to-GDP ratio
are about the same at the end of 1992 as they were a
decade earlier; for low-income countries the levels of

17



bmssofthe&pmtﬁedils&mnheDeputmmtwas"
«soldinma,apnvueDumhmmtbtalsomnesm_

-.mtolendmgwemmusorblendwnthagomn-
'mtguambecausethatnemtatedaueduwor-
thmess asessment of the govemment only not ﬁle
_ Ihepohcympbmhonﬁxmwmmesxsthatm
, }‘med-adeanslutmmambemdbypastlosssmd :
'f'dnblmsecpa-tpmmohonpolnsandbasedonam- :

Weighted

eosoownws ol

India




the indicators are much higher now. While indebted-
ness remains high in a number of the countries ben-
efitting from renewed private flows, there are
grounds for optimism, compared to the 1980s, for the
following reasons: first, the sea change of developing
country policies, including trade liberalization, fiscal
consolidation, and privatization; second, the better
risk-sharing between debtor and creditors in the new
flows (box 1-4), with equity playing abigger role;and
third, the greater participation of the domestic pri-
vate sector on the borrowing side.

Countries undertaking commercial bank debt re-
duction, such as Argentina, Costa Rica, Mexico, Ni-
geria (without official financial support), the
Philippines, Uruguay, and Venezuela have com-
pleted debt reduction operations, resulting in a pres-
ent value reduction of eligible debt of 30 percent.
Brazil has agreed in principle with its commercial
bank creditors on the terms of a deal. Experience so
far suggests that Brady deals have a significant de-
velopment impact when they are implemented
within a strong policy framework and have a sus-
tained track record of economic reform.’

For low- and lower-middle-income countries pri-
marily indebted to official creditors, the story of the
1980s has been one of progressively greater debt
relief through the Paris Club. Debt reduction through
the so-called Toronto terms in 1988 and enhanced
Toronto terms introduced in December 1991
amounts to US$ 2.25 billion as of January 1993 (on a

present value basis), equivalent to about 17 percent
of current exports from beneficiary countries con-
cerned. Additionally, in recent years, there has been
a significant write-off of ODA, amounting to a cumu-
lative US$ 11.6 billion or about 6 percent of bilateral
ODA claims, nearly all of which applied to low-in-
come countries. The weak starting position of many
of these countries means that debi relief notwith-
standing, they have yet to reach external viability—
that is, the capacity to service external obligations
without restructuring and with provisions for growth.

Notes

1. Developing countries are classified as severely in-
debted on the basis of two external debt ratios: debt-to-GNP
and debt-to-export, both on a present value basis for debt.
If either of these ratios exceeds critical values of 80 percent
and 220 percent, respectively, the country is classified as
severely indebted. The present value basis calculates the
present value of all future contractual debt service pay-
ments, discounted at market-based currency-specificinter-
est rates. Thus, the present value captures the difference
between concessional and nonconcessional debt.

2. The Brady Plan, announced in 1990 and named after
then-U.S. Treasury Secretary Nicholas Brady, provides for
official support for debt reduction by commercial banks. A
key feature of this plan is a menu of options, including both
debt reduction and new money. from which commercial
banks can choose.
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External shocks and financial integration

The strong increase in capital inflows to Latin Amer-
ican countries during 1989-92 has highlighted a
global trend that has been going on for many years:
despite capital controls, developing countries have
become more fully integrated with global capital
markets. As the Latin American experience has shown,
however, strong capital inflows pose new nroblems of
macroeconomic management. The issue arises, there-
fore, is financial integration a blessing or a curse?

This chapter argues that whether by “accident” or
“design,” developing countries have become more
fully integrated with the global capital market, re-
sulting in a mixed blessing—someincrease in vulner-
ability to both outflows and speculative inflows of
not money, which, if these flows are managed care-
fully, is outweighed by reduced cost of capital and
better possibilities to hedge external shocks.

Even without fuller integration, developing coun-
tries have been open one-way—in the form of capital
flight—and have been exposed to big external shocks.

Exposure to external shocks

External shocks play an important, but insufficiently
understood, role in determining the growth rate and
current account positicn of both developing and de-
veloped countries.

In both developing and developed countries the
size of both favorable and unfavorable shocks in a
given year, expressed as a percentage of GDP, has
often exceeded the average growth rate of the GDP
over the analysis period of 1973-91' (figure 2-1). This
measure of the impact of shocks on the current ac-
count can be magnified by multiplier effects, and, if
the shock persists over several years (as in the case of
oil price hikes, for example), the total effect on GDP
levels can be much larger than the initial impact.
Large favorable shocks can also require maijor and
costly adjustment, such as exchange rate apprecia-
tion, or can encourage patterns of consumption and
investment that are unsustainable in the longer term.
As happened in several Latin American and African
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countries in the 1980s, the cumulative impact of large
shocks can lead to a sizable reduction in the rate of
investment.

The most important source of shocks in the 1973-
91 period was the terms of trade, reflecting not only
the oil crises of 1973-74 and 1978-79 and the collapse
of oil prices in 1986, but also the variability of the
price of many primary commodities. Oil price shocks
have been both positive and negative for developing
countries, reflecting the presence of both producers
and consumers. Export volumes, which capture the
effect of global economic activity as well as anti-
dumping or quota actions, were a lesser but signifi-
cant source of shocks, with external finance and
interest rate shocks still less important.

Developing countries are more subject to large
shocks than developed countries because of the
former’s much greater reliance on commodity ex-
ports, which have prices more volatile than those for
manufactures, and on a less diversified set of exports.

Although during the period 1973-91, the median
size of shock was about the same in low- and middle-
income countries (LMICs) as in industrial countries—
about 0.5 percent of GDP—the variability was about
twice as great for developing as for industrial coun-
tries. It was not unusual for LMICs to suffer unfavor-
able external shocks equivalent to 4 percent of GDP.
Brazil, for example, faced successive shocks of nearly
4 percent of GDP in 1980 and 1981, chiefly because of
adverse terms-of-trade movements and, to a smaller
extent, a reduction in world trade volume and an
increase in interest rates. More dramatic is the in-
stance of Cote d’Ivoire, which has been subject to a
particularly severe series of shocks because of sharp
changes in beverage prices, on the export side, and
oil prices, on the import side; the economy suffered
unfavorable shocks of more than 10 percent of GDP
in 1975, 1981, and 1982, and experienced favorable
shocks of a similar magnitude in 1977 and 1985,
followed by a collapse in beverage prices in 1986.

The terms-of-trade developments werereflectedin
the overall economic performance of these countries.



Figure 2-1 External shocks 1973-91
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For example, between 1965 and 1978, Brazil and Cote
d'Ivoire had GDP growth rates in excess of 6 percent
a year, with investment-to-GDP ratios generally well
above 20 percent. In subsequent years their growth
rates have fallen sharply, below 3 percent in most years
and showing negative growth rates in some. This has
been accompanied by a decline in investment ratios,
which were below 15 percent in some vears.

Industrial countries, too, have faced unfavorable
shocks, but in reaction they have “financed” about
half the shock by running a greater current account
deficit or a lower surplus, whereas, on average, over
the whole period (1973-91), developing countries
did not rely on significant amounts of financing to
weather shocks. In the years before the debt crisis,
developing countries were able to finance shocks:
during 1973-78, 32 percent of shocks were financed;
during 1979-85 this proportion fell to 17 percent.
After 1984, however, LMICs were forced to overadjust
to unfavorable external shocks by actually running a
much smaller current account deficit or a larger sur-
plus. This was achieved primarily through import
reduction rather than export promotion. Over the
1985-91 period, many LMICs were rationed borrow-
ers: while their demand for finance may have in-

creased after an unfavorable shock, the supply of fi-
nance to them actually declined, because of capital
flightand theincreased reluctance of foreigners to lend
in the face of greater risk. The pattern of financing
and adjusting illustrates vividly the proposition that
access to international capital markets is a double-
edged sword if confidence in policies and, more gen-
erally, in a country’s creditworthiness declines.

The size, frequency, and inherent unpredictability
of external shocks in developing countries are a sig-
nificant deterrent to both foreign and domestic in-
vestment (Claessens and Duncan forthcoming) and
carry a number of other costs. This underlines the
need for policies that stress, first, flexibility and re-
sponsiveness to price signals to ensure that adjust-
ment is fast; second, investment plans that are robust
under alternative outcomes; and third, the appropri-
ate use of hedging instruments.

Evidence on financial integration
In contrast to industrial countries, developing coun-
tries are less open financially than commercially. The

ratio of gross flows to GDP (although measured with
great imprecision) is considerably less than the ratio
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of exports-plus-imports to GDr: for the aggregate of
all developing countries, the former is only 13 per-
cent while the latter is 45 percent. Nevertheless, the
empirical evidence for developing countries is that
they are more financially open than many may ex-
pect, and a significant number have become more
financially integrated with the rest of the world in
recent years.

Financial integration refers to degree of capital
mobility—that is, the degree of substitutability be-
tween domestic and foreign assets in investment
portfolios (both domestic and foreign). Increased in-
tegration can lead to a variety of effects, and mea-
sures of it include some or all of the following: the
magnitude of gross capital flows; the applicability of
arbitrage conditions on interest rates; the strength of
saving and investment correlations; and the cross-
country uniformity of consumption relationships.

A recent study (Montiel 1992), which examined all
of these measures, concluded that a large number of
developing countries can be described as financially
open (box 2-1). Of the thirty-nine countries classified,
two are ranked under high financial integration,
nineteen under intermediate, and eighteen as show-
ing no convincing evidence of financial openness, of
which six countries are essentially closed
(Bangladesh, Ethiopia, India, the Philippines,
Rwanda, and South Africa). Since the data used in
this study were reported, the Philippines has under-
taken extensive reforms and is now very open finan-
cially. Besides being undermined by their lack of
timeliness, the data attending this exercise are beset
with problems of quality; this would suggest caution
against being dogmatic about each individual coun-
try classification. The broad conclusion stands nev-
ertheless: although cases of strong financial
integration arerare, the majority of developing coun-
tries should be regarded as de facto financially open.

Some evidence of an increase in developing coun-
try financial integration in the latter half of the 1980s
comes from stock market returns. Equity rates of
return exhibit evidence of some restrictions on access
by foreign investors to domestic securities until the
mid-1980s, indicating the presence of barriers during
that period. In more recent years stock markets have
become increasingly integrated (fourteen out of the
twenty largest in LMICs), with rising flows from in-
dustrial countries and liberalization of policies on
foreign investment evidently the mechanisms of in-
tegration. The influence of international interest rates
on domestic rates also indicates the same trend. For
example, in the early 1970s, Indonesia, faced with
competition from nearby Singapore, had strong in-
centives to adopt more open financial policies. The
capital account was opened as early as 1971, and since
domestic interest rates were freed in 1981, they have
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reflected international rates (Fischer and Reisen
1992).

Policy issues

Financial integration can be expected to produce a
variety of benefits, including a lowering of the cost
of capital, an increase in the sharing of risks (such as
the hedging noted below), and a promotion of the
efficiency of resource mobilization and allocation
through improved relative prices.

In the last few years, real interest rates have fallen
in some developing countries by more than the de-
crease internationally because of liberalization of
capital accounts, greater competition (for example,
as measured by the number of foreign bank subsidi-

'Box2-1 Classification of developing
countries by degree of financial integration

High Intermediate Low
Dominican Burundi El Salvador
Republic Cameroon Ethiopia
~ Cdted'Ivoire Ghana
Colombia Honduras
Cyprus India
Ecuador -~ Kenya :
Egypt Madagascar -
Gambia - Morocco
Guatemala Nepal
Haiti Niger
Korea, Rep. of Philippines
Malawi "Rwanda
Malaysia South Africa
Mexico . SriLanka
Pakistan - Tunisia
Senegal Uguanda
Thailand Venezuela
Turkey o
Note: Each country has been classified subjectively into

. one of three categories of financial integration (high, inter-
mediate, or Jow} as of the 1980s and according to four
measures of integration: levels of gross flows of capital to

- GDP; interest rate parity; savings investment correlation;
and Euler consumption data tests. Countries for which
information was available for only one measure of integra-
_tion (typically the gross-flow ratio measure) were left un-
classified, as were those for which the various measures
were judged too contradictory to permit even a rough
classification. No systematic rules were imposed on the
classification procedure except that the presumption was
against classification in the high category if the (preferred)
Euler equation test rejected integration. However, little
weight was given to this test when it failed torejectintegra-
tion with poor data. )
Source: Montiel (1992).




aries), and an increase in creditworthiness. Mexico,
for example, started a sustained capital account lib-
eralization process in the mid-1980s, which acceler-
ated after its debt reduction deal in 1989. Combined
with strong fiscal efforts, this gradual liberalization
effort has led to a fall since mid-1989 in real domestic
interest rates of about 30 percentage points.

Financial integration, however, reduces both the
domestic policymaker’s room for maneuver and the
external creditor’s tolerance for poor performance.
For example, large capital inflows pose dilemmas of
monetary and exchange rate policy. To the extent
that external factors are the cause (for example, U.S.
dollar interest rates, OECD recession) or that the
change in capital flows is transitory, it makes sense
to “sterilize” the impact of the inflow on the money
supply—but that risks a vicious circle of high interest
rates and further inflows. To the extent that domestic
factors are the cause (for example, a country’s im-
proved creditworthiness) or that the change in capi-
tal flows is permanent, it makes sense to permit a real
exchange rate appreciation—but that risks eroding
export competitiveness. Adopting neither course re-
linquishes control of the money supply and risks
increasing inflation.

Cross-border financial flows tend to be more vol-
atile than domestic flows. This is particularly true for
equity flows: the turnover ratio for cross-border
transactions in foreign equity (the ratio of flows to
stocks) among industrial countries is about twice as
high as for domestic equity (Tesar and Werner 1992).
For developing countries the turnover ratios for
cross-border equity transactions are much higher
than for domestic equity transactions. Volatility can
be even more of an issue when there is a tendency for
speculative “bubbles” through which prices (tempo-
rarily) deviate from their long-run equilibrium level.
Evidence for this is found in the markets for stocks,
bonds, foreign exchange, and precious metals (Sum-
mers 1991). These bubbles, mixed with domestic dis-
tortions and high financial leverage, can create the
ingredients for a crisis.

Ubiquitous capital flight

The choice for developing countries is not, however,
between financial integration and no integration.
Rather, it is between two-way integration that per-
mits capital inflows and private institutional out-
flowsand one-way integration that consists of capital
flight. Everywhere developing countries have found
that capital controls are porous to outward flows
from the personal sector. Traditionally, capital flight
has been viewed as an affliction of a few Latin Amer-
ican countries plus one or two others; the facts indi-
cate otherwise (box 2-2).

Box 2-2 Measurement of capltal ﬂxght
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Table 2-1 Flight capital as a share of GDP,
end-1990

Region Percent
South Asia 14.9
East Asia and the Pacific 189
Europe and Central Asia 27.8
Latin America and the Caribbean 30.8
Sub-Saharan Africa 80.3
Middle East and North Africa 949
Fifty-eight developing countries 323

Source: World Bank staff estimates.

In relation to GDP, a high stock of flight capital is a
widespread phenomenon (table 2-1 and figure 2-2).
By this measure, Sub-Saharan Africa stands much
worse than Latin America and the Caribbean. The
stock of flight capital from Sub-Saharan Africa is
equivalent to 80 percent of GDP. (As noted in box 2-2,
however, there may be some overstatement of the
stock of flight capital because of transfers within a

Figure 2-2 Stock of flight capital as a share of GDP,

end 1990: ten leading countries
(World Bank residual method)
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monetary zone.) The Middle East and North Africa
region has the highest ratio of flight capital to GDP,
with a ratio for several countries (Egypt, Jordan, and
Syria) more than 150 percent. As elsewhere, the large
flight capital is a reflection of the (political) uncer-
tainties in this region. More recently, Russia has ex-
perienced substantial capital flight in 1991 and 1992.

At its peak, global capital flight from developing
countries amounted to close to US$ 80 billion per
year, and the stock of capital flight stood at US$ 700
billion at the end of 1990, or 55 percent of the external
debt stock at that time (figure 2-3). In the last four
years, capital flight has reversed itself, and a substan-
tial amount of capital has gone back, particularly to
Argentina, Brazil, and Mexico.

As the recent return or reversal of capital flight has
shown, it was the lack of good domestic policies that
motivated capital flight in many cases. Overvalued
real exchange rates, fiscal deficits, and spreads
between domestic and international interest rates,
as well as poorly developed domestic financial
markets are often found to be correlated with capital
flight. Furthermore, in many cases, taxes on the
domestic financial system that were not harmonized
with those prevailing in other countries presented
an incentive for capital flight. For these reasons, cap-
ital flight should be distinguished from portfo-
lio diversification when liberalization of outflows
takes place within the context of sound domestic
policies.

In some cases the removal of capital outflow re-
strictions appeared to have the (paradoxical) effect of
stimulating a net inflow of capital, presumably by
assuring investors that it would be easy to repatriate
their money should they wish to do so. In former
Yugoslavia (1990) and in Britain (1979), capital tem-
porarily flew in after capital outflow liberalizations.
However, in the former Yugoslavia, a worsening
economic environment led to a sharp reversal in
these flows some nine months after liberalization,
and capital controls were reimposed after a further
two months (Williamson 1992).

The fact that capital flight has been possible for
some individuals does not imply that capital controls
are completely ineffective in limiting the exports of
capital. Pension funds and other domestic institu-
tional investors are certainly affected by capital out-
flow restrictions. In Chile the private social security
system (pensions funds) was until recently not al-
lowed to invest its assets abroad. The new rules now
allow the pension funds not only to gain from the
increased diversification potential but also to be bet-
ter adapted to deal with the demands on their funds
arising from the age structure of the Chilean popula-
tion (Meltzer 1992).



Figure 2-3 Annual flows of capital flight from developing countries
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Risk management

Increased financial integration implies higher capital
mobility and increased risk sharing (box 2-3). Devel-
oping countries, often already price takers in finan-
cial and trade markets, are typically exposed to
idiosyncratic risks (the weather, for example), which
could be diversified away at low cost in the interna-
tional capital markets through financial integration,
particularly of the stock market. Simulations show
that the benefits of risk sharing associated with
higher capital mobility are large because sharing
reduces consumption risk, leading to a larger supply
of risk capital and higher growth. By one measure,
the welfare gains could be several times greater than
initial wealth for some regions of developing coun-
tries (Obstfeld 1992).

To get most of the benefits of increased financial
integration, there is a need for improved manage-
ment of external exposure to exchange rate, interest
rate, and commodity pricerisk. Past methods toman-
age these exposures—which have included general
borrowing, contingent finance, reserves manage-
ment, domestic and international commodity price
stabilization schemes, and export diversification—

do not in many instances meet the requirements of
urgency and flexibility needed in an environment of
increased financial integration. Moreover, they can
be costly. With the tools available now in financial
markets—swaps, options, and futures—there is
much scope, especially for the private sector, to im-
prove the hedging of exchange rate, interest rate, and
commodity price risks. Hedging of these external
price risks should play a more prominent role in the
many developing countries that have a large expo-
sure to volatile financial and commodity markets.

A recent example is Mexico’s hedging of a signifi-
cant part of the oil price risk it incurs on its exports.
In late 1990 and during the first half of 1991, Mexico
used financial risk management tools to protect the
next six months of its earnings from crude oil exports
(which are about 1 million barrels a day) against a
price drop. Spreading the transactions over several
months and among a number of intermediaries,
Mexico was able to hedge what amounted to a sig-
nificant quantity without much difficulty. By using
these contracts, Mexico effectively ensured some
minimum price (about US$ 17 a barrel) of its main
export over the near future. In addition, Mexico es-
tablished a special contingency fund to protect
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Note

oil price movements, the economic program and the 1. For a full exposition of the methodology employed to
budget would be sustained. Hedging should not be compute shocks and the response of countries in terms of
expected, on average, to realize cash profits but rather adjustment and financing, see McCarthy and Dhareshwar
to reduce the volatility of commodity earnings. (1992).
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Foreign direct investment:
benefits beyond finance

Foreign direct investment (FD1) flows to developing
countries have increased at a rapid pace, reaching an
estimated US$ 38 billion in 1992, a fourfold increase
since the mid-1980s and a 50 percent increase over
the past two years. FDI now represents the dominant
form of resource flows to developing economies and
the primary source of private capital for low-income
countries, accounting for more than one-quarter of
aggregate net flows and exceeding total long-term
debt flows.

This chapter argues that FDI is a large and growing
source of equity investment that brings with it con-
siderable concomitant benefits: technology transfer,
management know-how, and export marketing ac-
cess. Many developing countries will need to be
more effective in attracting FDI flows if they are to
close the technology gap with high-income coun-
tries, upgrade managerial skills, and develop their
export markets.

Growing importance to developing countries

After a spectacular growth in the second half of the
1980s, global FD1 flows have declined over the last
two years from their peak of nearly USS$ 200 billion
in 1989. By contrast, FDI flows to developing coun-
tries have increased, reflecting improved macroeco-
nomic performance (particularly in some Latin
American countries, following debt reduction agree-
ments), more welcoming regulatory regimes (for in-
stance, in Thailand), and active privatization and
debt conversion programs. The share of FDI going
into developing countries increased froma low point
of less than 12 percent in 1987 to 22 percent in 1991
(table 3-1).

The concentration of FDI flows is pronounced on
the part of source countries. Two countries—the
United States and Japan—accounted for nearly 70
percent of the entire FDI flows to developing coun-
tries in 1990 (box 3-1). A consequence of source coun-
try concentration is the so-called triad pattern of FDI

flows, with its regional associations, which appears
to be growing more accentuated. For example, U.S.
multinationals favor Latin America, whereas Japan
and the Asian newly-industrialized economies (NIEs)
are the main source of FDt in Asia. There has also been
some growth in intradeveloping country flows, for
example from Korea to China. For the countries of
Eastern Europe, the European Community is the
major source of FDI.

By host country, the concentration is less marked.
The percentage share of absolute flows in 1991 was
35 percent for the top three recipient countries and
71 percent for the top ten. This apparent concentra-
tion largely disappears when FDI is scaled by recipi-
ent GDP or gross domestic investment (GDI) (table
3-2). Top recipients’ ratios of FDI-GDP and FDI-GDI
were often not very different from the averages for
all developing countries of 1.1 percent and 4.5 per-
cent, respectively. Exceptions were Argentina, Ma-
laysia, and Venezuela, with high FDI-GDI ratios, and
Malaysia, with a high FDI-GDP ratio. If the ratios of FDI
to GDI for all developing countries rose to the level of
the highest individual ratio, the increase in aggregate
net flows would be huge—about US$ 120 billion per
year, or more than three times the current level.

Regional associations are accompanied by a differ-
entiation in sectoral composition. FDI in East Asia
tends to contribute to new fixed capital forma-
tion (especially power and infrastructure), but the
bulk of flows in Latin America has been directed
to the purchase of existing companies. Often these
existing companies are capital hungry (for exam-
ple, Argentina’s and Venezuela’s telecommunica-
tions industries) and can be expected to attract
future flows to support investment in excess of initial
outlays.

In the 1980s and 1990s, FDi flows have shifted from
the manufacturing and extractive sectors to the ser-
vices sector, particularly the new capital-intensive
service industries, such as telecommunications,
transportation, banking, and public utilities, which
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Table 3-1 FDI flows to developing countries

Flow 1971 1976 1981 1986 1991
FI to developing countries (USS billions) 27 39 129 9.8 359
Share of global FDI (percent) 230 22 28 130 2.1

Note: Excludes Saudi Arabia.
Source:

IMF Balance of Payments Yearbook and World Bank estimates.

are being privatized and opened to FDI in a number
of developing countries (figure 3-1 and box 3-2).
During 1988-92, privatization transactions in devel-
oping countries amounted to US$ 56 billion. It is
estimated that about US$ 14 billion, or 25 percent of

the privatization proceeds, were financed by external
capital flows, with the balance accounted for by
debt-equity conversions and local financing. Infra-
structure and financial services accounted for three-
quarters of these transactions (figure 3-2)."

' '{Desp:te a recent slowdown, fomgn direct investment .
. (FD1) from Japan has grown at a rapid pace since the
= md—l%Os.IapanbemmetllelmdmgsoumeofFDl flows
- todeveloping countries in 1989, with a total of US$ 14.5
- billion (on a notification basis, as compiled by the Jap-
. anese Ministry of Finance). Japanese. FOI flows have

- billionin 1990 and a lower level estimated for 1991, but
' ',ﬂleysnllrepmmtmughlyone-t}md oftheﬁotalFDIm_

A developmgecononus.
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" ‘percent of Japan's FDI in developing countries in 1990.
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".” jcan and Caribbean countries amounted to US$ 3.6 bil-
: .hon,butﬂusmgxonssharemthetotalhasshowna_
" steady decline over the years. Japanese FOI in other
. Qdevelopmgcwn&yregwnsremamsmgmﬁcant.
*_* Manufacturing sectors, led by electric and electronic
manufactmsanddmmmls attracted nearly one-third -
- of Japanese FDI-in. developing countries, showing a

' -thesecond halfof the 1980s. Thebulk of Japaneseinvest-
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) largeshare(about30peroent excluding offshore bank-
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‘ing: liberalization of capital transactions, large current

" ;since declined from their 1989 peak, reaching US$ 116
" flows, particularly to developing countries (mostly in
- . Asia), were the trade frictions with Japan’s major trad- -

Iapansefore:gnmvsmlenthasbeen Gincreasingly) - -

-:f,gmdualmcrasemthe:rsharemthemmlthmughout T
world, held the largest stock of FDI, amounting to yen

 recovery, Japanese FDI is expected to continue to be the

account surpluses, appreciation of the yen, and strong
performance of the domestic stock market (which re-
sulted ina substantial reduction in the cost of capital for
Japanese multinational corporations until 1991) (I-'root
1990).
Amongotherfactorscontnbuhngtothemceased FDI

ing partners, which directed some export-oriented for- .
éign investments to developing countries. While the
improved policy and regulatory environment in host
countries provided an additional impetus for FD1 flows,
source country conditions appeared to have played a
greatermlemﬁte dramatic surge in Japanese FDI flows
since the mid-1980s.

Recent survey data (World Bank/)JCIF forthoommg)
show that large trading companies—often representing
overseas business activities for their associated con-
glomerates—have been the leading Japanese direct in-
wvestors in manufacturing sectors, whereas a majorshare -

been represented by life insurance companies in Japan.
Nippon Life Insurance, the leading life insurer in the

3.8 trillion (or roughly US$ 30 billion equivalent) at the
end of 1989.

Declining corporate profitability and weak financial
markets in Japan, coupled with general economic slow-
down, are attributable to the recent downturn in FDI
outflows from the country. Nevertheless, in view of
mounting trade surpluses, Japan’s relatively low FDI-to-
GNP ratio, and improving prospects for global economic

major source of financing for many developing coun- -
tries in the 1990s.




Table 3-2 Major destinations of FDI
to developing countries, 1991

Shareof Share of
recipient  recipient

uss cor GDI

Countries millions {percent) (percent)
Alldeveloping countries 35,895 1.1 4.5
Mexico 4,762 1.7 7.4
China 4,366 1.2 33
Brazil 1,600 0.4 20
Malaysia 3,455 74 20.5
Argentina 2,439 19 15.1
Thailand 2,014 22 56
Indonesia 1,482 13 3.6
Korea, Republic of L1l6 04 1.0
Venezuela 1,914 3.6 192

Turkey 810 0.8 39

Note: DI based on net inflows, balance of payments basis. Data
not yet available for Saudi Arabia.
Source: \MF Balance of Payanents Yearbook and World Bank estimates.

Impact of FDI on the host country

FDI can contribute to the growth of host economies
through various channels in addition to physical
capital formation, including technology transfer,
human capital (managerial skills) development, and
promotion of foreign trade. Typically, however, FDI
should not be counted on for medium-term balance
of payments support, because of high profit remit-
tances. And its benefits will be lost if the host econ-
omy is heavily distorted.

One example of benefits is that foreign-owned
firms may stimulate local productivity through back-
ward linkages to service suppliersand thelabor force
and by serving as a model of working practices and
management techniques. It has been argued (Julius
1991) that the best measure of FDI's impact is not
simply the initial balance of payments transaction
but additionally the foreign firm’s local purchases
from suppliers and sales to customers in the host
market, because these are analogous to exports and
imports. For the United States, forinstance, total 1987
exports were less than half the sales by U.S.-owned
firms abroad.

Foreign affiliates of transnational corporations can
make a direct contribution to technological advance-
ment in host developing countries through a stimu-
lus to research and development (R&D)
expenditures, changesin productand export compo-
sition, and higher factor productivity. During the
past decade, for example, data gathered by UNTCMD
for U.S. majority-owned affiliates in developing

countries show that the share of R&D expenditures
in sales, albeit small, has increased (UNTCMD 1992).
Technology may also be transferred by way of non-
equity channels such as licensing and subcontracting.

Although direct employment by foreign-owned
corporations in developing countries is small (less
than 1 percent of the workforce), foreign affiliates
accounted for more than a quarter of employment in
manufacturing in more than half of a group of devel-
oping countries for which data were available
(UNTCMD 1992). Much of this employment was en-
gaged in production with high technological and
industrial know-how, for example electrical and
electronic equipment, non-electrical machirery, and
chemicals.

Their presence in the manufacturing sector has
also enabled foreign firms to generate a high share of
manufactured exports. For example, foreign firms
account for more than half of manufactured exports
in Malaysia, Mexico, and the Philippines, and a re-
cent survey of firms in Thailand found that the share
was nearly three-quarters.

The macroeconomic impact of FDI varies consider-
ably by region and country, a recent study (Fry 1992)
finds: outside the Pacific Basin developing countries,
FDI has tended to substitute for other capital flows,
whereas in Pacific Basin countries, it has been addi-

Figure 3-1 Value of privatization transactions
in developing countries, 1988-92

Sub-Saharan Africa
$0.1 billion

/
- / East and

South Asia
$6.6 billion

Latin America
$38.9 billion

Europe and
Central Asia
10.1 billion

Note: Based on 279 privatization transactions reported.
Source: World Bank staff estimates.
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‘Thus, the immediate gain in the form of foreign ex-
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“for nearly half of all privatization transactions in the -
- been strongly positive in Latin America, but that will -

“developing world in such sectors as airlines, banking, -

in foreign direct investment. Firstand foremost, a major

world, allowed 80 percent of foreign direct investment -
into the country through swap financing, compared-to’

almost 60 percent-in Brazil and 30.percentin Mexico
(United Nations 1992). Argenhnarecenﬂysheppedup R

billion of external debt has been converted since 1990. - -

notnecessarily hold true for forthcoming privatizations -
in Eastern Europe and the Fsu. 'I'hepnnapalmohvaﬁon
for privatization, therefore, is to raise efﬁaency, )
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tional to domestic investment and has not, therefore,
financed the pre-existing balance of payments (that
is, both domestic investment and the current account
deficit have increased). Coupled with the empirical
observation that profits on FDI often climb quite stee-
ply after an initial period of unprofitability (figure
3-3), this suggests that FDI should not generally be
viewed as a means of financing balance of payments
needs over the medium term (box 3-3).

Regional trade arrangements and FDI

Regional arrangements already directly influence
more than 40 percent of international trade flows
(Primo Braga and Yeats 1992). This figure is expected
to surpass the 50 percent mark with the implementa-
tion of the North American Free Trade Agreement
(NAFTA) and the “widening” of the European Com-
munity in the context of an array of preferential trade
arrangements between Western European countries
and the former socialist economies.

The experience of both the EC (in the context of the
Single Market Initiative) and the North American
economies (in response to the Canada-U.S. free trade
agreement and the NAFTA negotiations) seems to
support the idea that the formation of a regional
arrangement may spark an investment boom. Some
of this boom may represent FDI creation, some FDI
diversion from elsewhere. Once the first wave of
investments occurs, however, the sustainability of
the FDI wave will depend on the scope for additional

30

efficiency-driven investments consistent with the lo-
cational advantages of the member countries, not to
mention the overall macroeconomic environment.

Developing countries can be affected by these de-
velopments in several ways. First, assuming that the
pool of global savings is relatively inelastic in the
short run, the bulge in investment demand may
imply a higher cost of capital for the rest of the world.
Second, companies may divert funds originally ear-
marked for investments elsewhere to the members of
the regional arrangement. Third, to the extent that
these new investments increase the competitiveness
of companies in the member countries, exports from
other developing countries may experience declin-
ing market shares.

These potential negative externalities should not
be exaggerated, however. Some of these impacts (for
example, thesharpincrease in thedemand forinvest-
ment) are bound to be transitory. And even though
the increase in competitiveness of firms located in the
EC and in the NAFTA countries may pose a challenge
for exporters from developing countries, losses in
market share may be more than compensated for by
the economic expansion of these “blocs” engendered
by the investment expansion. It is also worth noting
that efficiency-driven FDI in North America and
Western Europe will tend to concentrate in indus-
tries in which most developing countries do not hold
a comparative advantage.

Taken alone, these arguments suggest that the in-
direct effects of regional trade arrangements would




Figure 3-2 Value of privatization transactions in developing countries by sector, 1988-92
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Note: Infrastructure includes power, telecommunications, and transport. Primary sector includes petroleum, mining, and agrobusiness.

Industry includes manufacturing, chemicals, and heavy industry.
Source: World Bank staff estimates.

not cause a significant diversion of FDI from de velop-
ing countries. This conclusion seems to add strength
to the perception that the “new” regional initiatives
are not necessarily a threat to a liberal trade order or
that at least they will not generate significant trade
diversion (at an aggregate level) from nonmember

countries (Page 1992 and Primo Braga 1992). There
are, however, some important qualifications to this
line of argument.

In those sectors in which pre-existing levels of
protection (for example, textiles and clothing, frozen-
concentrated orange juice) are relatively high, future
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and tariffs—are important in determining where the FOI 7
sary precondition for attracting FpI, although effec-

proved by sound policies, and, as a result, country
creditworthiness can be raised, thus influencing a
multinational corporation’s decision on location and .
size of direct overseas investment. ,

Traditional factors that determined FI flows to de-
veloping countries in the 1970s and early 1980s, such as
low labor cost, product life cycle, and the servicing of a
protected market, although still important, have weak-
ened. Inmany industries, the ion of labor costto
total manufacturing costhasdeclined, and new patterns
of the international product life cycle have developed.
Changes in technologies in some sectors have altered
the economic scale of production, weakening the case -
for offshore production in low labor-cost countries. In
this new environment, FoI flows generally have been
attracted to developing economies with an rfficientand
dynamic private sector, accompanied by responsive
institutions and a highly motivated skilled labor force.
The pattern of incentives and the extent to which vari-
ous incentives are used to promote Fol have undergone
significant changes over the past two decades (OECD
1989.) The general trend in recent years has been less
frequent uses of microincentive measures. A reorienta- -
tion or realignment of investment incentives has also
taken place, with continuing emphasis on proactive
(rather than defensive) measures. Therealso has beena
noﬁceable trend away from horizontal, sectorwide
schemes to vertical ones—for instance, promotmg the
use of new technologies.

FDI flows may expand supply capacity in member
countries (Mexico in the case of NAFTA, Eastern Eu-
ropean countries in the case of the evolving EC) at the
expense of more efficient producers in developing
countries. It is true that this result should not be
blamed on the regional initiatives per se but primar-
ily on the maintenance of protectionist trade policies
by the member countries (a powerful reminder of the
relevance of a successful conclusion of the Uruguay
Round of trade talks). In any case, this outcome can
significantly harm certain export industries in devel-
oping countries over the long run.

Another qualification refers to the fact that these
arrangements may explicitly promote investment
(and trade) diversion by discriminating against non-
member countries. Restrictive rules of origin are the
instrument of choice in this context. In testimony to

32

the U.S. Congress in 1992, the U.S. Trade Represen-
tative cited as one of the achievements of NAFTA that
“strict rules of origin [would] restrict benefits of
NAFTA to North American-made products.” Rules of
origin are designed to influence sourcing decisions
by manufacturers that wish to take advantage of
preferential duty-free access in FTA partner markets.
The adoption of restrictive rules of origin may hinder
new investments from third countries in member
countries or affect prevailing outsourcing practices
in a discriminatory fashion. In both circumstances,
they tend to have an antitrade bias from the perspec-
tive of nonmember countries.
Component-outsourcing FDi and horizontally-in-
tegrated FDI are particularly vulnerable to the influ-
ence of restrictive rules of origin. In the case of
component-outsourcing FDI, the introduction of



more restrictive rules of origin can disrupt pre-exist-
ing trade networks and divert trade in favor of firms
in the member countries. NAFTA, for example, is ex-
pected to affect outsourcing in certain segments of
the electronics industry. Asian picture tubes are cur-
rently incorporated into television sets assembled in
Mexican maquiladoras and then exported to the
United States. More restrictive rules of origin may
divert trade in favor of North American producers,
curtailing the demand for the existing installed ca-
pacity of tube producers in Asia, which is oriented
toward the North American market (U.S.-OTA 1992).
In the case of horizontally-integrated industries,
more restrictive rules of origin also tend to foster
trade diversion, thus being particularly disruptive
for intrafirm trade. The recent dispute over Honda
cars produced in Canada (Honda was accused of not
complying with the rules of origin established in the
Canada-U.S. free trade agreement) illustrates the
type of conflict that will become more common as
regional arrangements with complex rules of origin
expand their geographical and economic coverage.
Finally, it is also worth mentioning that even in the
absence of explicit discrimination, the threat of fu-
ture discrimination may induce the flow of FDI by
nonmember countries into the regions either toavoid
future discrimination or to defuse the threat of it (in
the context of what has been called quid pro quo FOi).*
Japanese investment in the EC in the 1980s is often
rationalized in these terms—that it was a response to
fears associated with the possibility of “Fortress Eu-
rope” (Balasubramanyam and Greenaway 1992).

Policy implications

If it is accepted that FDI, like trade, can foster interna-
tional competitiveness, then the main policy task for
industrial and developing countries alike is to estab-
lish (ideally in a multilateral forum) a legal, foreign
exchange, regulatory, and institutional framework
and an administrative and commercial environment
that promote openness to FDI. For example, there
have been discussions in multilateral forums of the
desirability of a code of conduct on the transfer of
technology and for environmental safeguards. An
additional task for developing countries is to adopt
sound policy (for example, outward trade orienta-
tion) if they are to reap the benefits of FDI.

Host country policies have an important bearing
on the amount and character of FDI received. Consis-
tent and stable macroeconomic policies are funda-
mental in establishing a private sector that is
conducive to investment. Also vital is a foreign ex-
change regime that affords ready access to foreign
exchange for imported inputs and freedom to remit
dividends and profits and to repatriate capital. For-

eign exchange controls remain, albeit to varying de-
grees, in a number of large developing countries,
including Brazil, China, India, Korea, and Nigeria.
FDI is likely to be facilitated by a legal framework
that advocates open admission policies, subject to
certain clearly defined and permissible restrictions
(for example, national security); recommends equal
treatment of foreign and domestic investors as a
general principle; provides for the free transfer of
profits, other payments due from the investor to
external creditors, and repatriation of capital; and
legitimizes expropriation only in accordance with
legal procedures in pursuance of public purpose,
without discrimination, and against payment of ap-
propriate compensation defined under detailed cri-
teria to reflect market value. These principles would
imply, for example, easing restrictions on the free-
dom to employ expatriates and on the number of
prohibited sectors in the host economy.’
Developing countries should consider specific ad-
ditional measures to dismantle barriers to FDI—by
easing regulations, strengthening institutions, and
liberalizing the financial sector. World Bank Group®
advisory work on FDI suggests that the existing de-
veloping country impediments to FDI may be broadly
categorized into three groups: legal (noted above),
institutional, and regulatory constraints.
Institutional problems are found in areas ranging
from overstringent bureaucracy to the presence of
too many institutional bodies or to the absence of an
investment-enabling agency. Egypt, Sri Lanka, the

Figure 3-3 Net transfer- on foreign direct
investment
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Note: Net transfers on Fi are defined as net inflows of Foi
(including, reinvested profits) minus total profits.
Source: IMF balance of pavments statistics.
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Philippines, Uruguay, and Venezuela have been
weak in these areas. Almost all of the nineteen coun-
tries studied for this advisory work had an archaic
and inefficient regulatory structure (for example
their tax policies), often resulting in a complex com-
bination of incentive and disincentive elements that
created distortions in the economy without provid-
ing a concomitant attraction for investors. These
complexities illustrate the importance to investors
of not only the degree of hospitality that FDI poli-
cies embody but also their transparency and con-
sistency.

Special FDI incentives such as tax concessions, in-
vestment allowances, training subsidies, and subsi-
dized credits often prove unnecessary for attracting
FDI and may make it more difficult for the country to
achieve its other developmental objectives (World
Bank 1991a). Moreover, certain tax incentives for FDI
may simply result in a transfer of funds from the host
country to the home country treasury without bene-
fiting foreign investors. An example would be when
the home country taxes residents on the basis of their
worldwide income and allows a tax credit against
foreign taxes paid by their residents—the system
that is adopted by most major industrial countries
(with the exceptions of France and the Netherlands)
(OECD 1989).

Source countries too have their part to play.
Among macroeconomic policy measures, import
policies (that is, open trade) appear to have the most
effective impact on FDI flows because export-ori-
ented FDI strategies are critically dependent on fair
and stable access to markets in industrial countries.

Other macroeconomic policies—particularly fiscal,
monetary, import, and foreign exchange policies—in
industrial countries exert a substantial impact on the
outward volume, although not on the destination, of
FDI but are necessarily governed by other considera-
tions (Bachmann 1991).

Additionally, there are a number of micro-specific
measures that source countries can take to facilitate
FDI flows to developing countries. Such measures
include the conclusion of double taxation treaties, tax
sparing and bilateral investment agreements, and
improvement in promotional programs and institu-
tions dealing with FDI in developing countries.

Notes

1. Debt-equity conversions do not generate an external
capital inflow, only a change in external liabilities. How-
ever, they are reported in balance of payments statistics as
anotional inflow offset by a corresponding debt repayment
outflow. This is one reason why FDI numbers need to be
interpreted with care.

2. See Bhagwati (1985) for further details on quid pro quo
FDI.

3. Anextensiveset of legal guidelinesappeared in “Legal
Guidelines for the Treatment of Foreign Investment,” a
report prepared by the World Bank for the Development
Committee, September 1992.

4. The World Bank Group includes the International
Bank for Reconstruction and Development (iBRD), the In-
ternational Finance Corporation {IFC), the International De-
velopment Association (IDA), and the Multilateral
Investment Guarantee Agency (MIGA).




Rise in portfolio flows:
short-lived or sustainable?

Private portfolio flows, both bonds and equity, have
grown explosively from 1989-92 (figure 4-1). These
flows, which averaged under US$ 6 billion a year in
the period between 1982-88, were estimated at
US $34 billion in 1992. The revival of portfolio flows
to developing countries was led initially by a sharp
expansion in bond financing. Several countries that
had previously been absent from international capi-
tal markets re-entered this market beginning in 1989.
Equity flows through closed-end country and re-
gional funds, which until recently had been the main
vehicle for participation in developing country stock
markets, were fairly modest during 1989-90. In the
past two years, the use of international share offer-
ings by several major middle-income countries to
privatize public sector firms and the opening up of
many developing country stock markets to airect
participation by foreign investors have boosted eq-
uity portfolio flows.

The increase has gone largely to a few countries in
Latin America where gross equity portfolio flows
have grown more than tenfold in four years, from
US$ 434 million in 1989 to an estimated USS$ 5.6
billion in 1992 (table 4-1). Much of these flows have
represented repatriated flight capital, some high risk
or high return funds, and a small part institutional
investment, at a time of falling U.S. dollar interest
rates and recession in the United States.' The issue
arises, therefore, as to whether access to these flows
will prove to be sustainable.

In this chapter, we shall largely focus on equity
flows because the capacity to issue bonds is deter-
mined overwhelmingly by creditworthiness consid-
erations rather than other host or source country
factors.

We argue that the potentially huge supply of port-
folio equity flows to developing countries is moti-
vated not only by source country conditions but also
by host country creditworthiness, a desire for diver-
sification, host and source country regulations, and
investor information. Therefore, access to these flows
should prove to be sustainable to a reasonable degree.

Benefits of equity portfolio flows

The primary benefit conferred by equity portfolio
flows on a host country is a reduction in its cost of
capital (in addition to the presumed benefit of effi-
cient employment of resources by the most credit-
worthy corporations in the private sector). Prices in
developing country stock markets typically have
jumped higher upon opening to foreign investors,
indicating that removal of market segmentation has
permitted the domestic rate of return to fall. But the
benefit is not realized by all types of these flows.
International stock trading (through so-called Amer-
ican depository receipts—ADRs) and direct pur-
ciases on domestic stock markets appear to be much
more beneficial than a.e country funds (comprising
largely closed-end mutual funds), because they alter
the way in which storks are priced domestically.

An important international capital market instru-
ment ir. lowering the equity cost of capital has been
the ADR (box 4-1). ADRs are a good way to attract
external capital flows and diversify a foreigninvestor
base. The companies in developing countries that
have listed ADRs have seen their costs of capital de-
cline. In the case of Teléfonos de México, for example,
its cost of capital has fallen by some 10 percentage
points (relative to Mexican rates of return generally)
since the offering of its ADRs in May 1991. Evidence
from industrial countries also indicates that dual
stock listings lead to a lower cost of capital—for
example, in the case of Canadian firms by 0.71 per-
cent (Alexander, Eun, and Janakiramanan 1988) and
for Australian firms by close to 2 percent (Eun,
Claessens, and Jun 1992).

The issuance of ADRs has not only lowered the
costs for individual firms themselves but also for
other domestic firms through important spillover
effects. An important contrast here is with country
funds, which are uniikely to have the same spillover
benefits because there are not the same direct price
linkages.” Country funds, however, can be useful in
promoting investor familiarity with an emerging
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stock market in instances where direct purchases are
difficult or when a country is concerned about large
foreign ownership.

The cost of equity capital has also come down as a
result of large capital inflows and associated in-
creases in stock prices, in part driven by a perception
of improved earnings prospects. After significant
capital gains on most local stock markets, local price-
earnings ratios are now at their highest levels in most
developing countries with a well developed stock
market, indicating lower required rates of return on
equities. In India, for example, the average
price/earnings (P/E) ratios at the end of 1992 were
more than 30, up from 18 in 1986. Following the
liberalization in Brazil, the P/E ratio increased 40
percent in 1991 alone, and direct foreign equity pur-
chases in 1991 and 1992 exceeded US$ 1 billion. For
the group of emerging countries as a whole, the P/E
ratio is now 17, up from 10 in 1986.

Supply of portfolio investment

It is difficult to assess accurately the global availabil-
ity of funds for equity and bond portfolio investment
because data sources are fragmented, partial, and
lacking uniformity. Nevertheless, a rough order of
magnitude can be estimated for the assets of certain
classes of institutional investor in some major OECD
countries. At the end of 1991, total assets of pension
funds and of life and casualty insurance companies
in five major industrial nations (Canada, Germany,
Japan, United Kingdom, and United States) stood at
about US$ 8.3 trillion. Allowing for other classes of
funds (for example, mutual and trust funds) and
including other countries, a global figure might be as
much as US$ 14 trillion. Much, though not all, of
those funds are invested in equities; the balance is

Figure 4-1 Gross portfolio flows to developing
countries, 1989-92

Billions of U.S. dollars
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Source: World Bank staff estimates.

Table 4-1 Portfolio investment in Latin America, 198992

(millions of U.S. dollars)

Type of investment 1989 1990 1991 1992°
Equity investment from abroad 434 1,099 6,228 5,570
of which
Closed-end funds 416 575 771 293
ADRs/GDRs — 98 4,697 4,377
Direct equity investment 18 426 760 900
Bonds 833 2,673 6,848 11,732
Commercial paper 127 0 1,212 840
Certificates of deposit 0 0 670 1,100
Total 1,394 3,772 14,958 19,243
— Not available.
a. Estimated.

Source: World Bank staff estimates.




: .Box 4-1 Amencan Depos:toty Reeupts (ADRs)
An ADRisa US: dollar-denominated negotiab
cate that

-securities so that these securities assume the identity of
are-traded freely as U.S. securities on organized stock

exchanges
_ to public offerings of stocks, ADR issues can save foreign
firms time and costs because these issues are exempt from
the registration and disclosure requirements of the US.
Securities and Exchange Commission (when issued under
Rule 144A, which is explained in the main text).
As international capital markets have become more

substantially, with 886 ADR from 34 countries
as of the end of 1991. Recently, firms from developing

'f-j_:rexefonosdemeaoo ('l'elmex)m1991 Inthesameyear -
‘Mexican firms raised.more than US$ 4.3 billion in US. -
capital through ADR issues, exceeding the country’s

leoertlﬁ-
represents-a non-US, company’s stock pub- . - -..
~ licdy traded in the U.S. market.! An ADR:s:ssuedbyaf-i '
U.S. commercial bank, which acts as the “depository” - .
for an equivalent number of foreign stocks: that are -
, deposlhedmththedeposltorybank'sfomg\custodmn.f};;f -
Since ADRs are quoted and pay dividends in US:
'dollars,theywsenhallyrepaclcagetheunderlymgforelgn s

" than USS 1 billion over the same period. . -

 cost access to the U.S. capital market. To the extent that -
‘purely. domestic (internationally non-tradable) stocks

) " are correlated with the internationally traded stocks in-
* U.S. securities in the global capital market. Thus ADRs - local markets, non-ADR firms also benefit in’ terms of -
or the over-the-counter market. Compared .
_ international trading in some securities on the pricing

B mgbemuseTelmexstock:shlglﬂycorrehtedwnhthej
Me:amnstockmarketmdex. . . '
-~ integrated during the 1980s, the ADR market has grown -

countries have started tolaunch ADRissues, highlighted-

by the landmark deal of the US$ 2 billion facility for - mﬂwsemmtm

combmedsyndnatedloanandbondwsuesbymore

mnﬁnmamnotﬂ\eonlybmeﬁuanesoftluslow-’

higher stock prices and, thus, lower costs of capital: This
economywide benefit arises from the spillover effectsof -

of purely domestic securities (Eun, Claessens, and Jun
1992). Studies have shown that spillover effects have
been particularly strong in the case of the Telmex offer- -

1 Someﬁrmshavemademeofclo.bal' Receipts
(coxs), which are similar to aoss except that they are issued
simultaneously in multiple markets and traded undera global

largely placed in bonds, money market instruments,
and real estate.

Focusing on equities, the share of institutional
funds invested in “emerging” (that is, developing
country) stock markets is on average less than 5
percent of foreign equity holdings, equivalent to less
than a quarter percent of total assets (Chuhan 1992).
No less significant than the average is the heteroge-
neity across countries and, within a cour.ry, across
funds. Shares held in foreign securities are high in the
U.K.and Japan, intermediate in the United Statesand
Canada, and low in Germany. In recent years, U.S.
investors have steadily increased both gross and net
purchases. And within source countries, many funds
hold no emerging market stocks at all while a few
hold significant shares.

In the U.S,, institutional investors have tended to
favor Latin American securities. In contrast, UK.
institutional investors are more heavily invested in
the emerging markets of the Far East, although inter-
est in emerging Latin American economies has in-
creased in recent years. Japanese institutional
investors have invested very little in emerging mar-
kets and have typically lagged behind U.S. and U.K.
institutional investors in some of these markets. Jap-
anese investors, although recognizing the improved
creditworthiness of several Latin American coun-
tries, have directed their investments to southeast

Asian markets because of the proximity of these
markets to Japan. Furthermore, U.S. and other insti-
tutional investors have largely invested through
ADRs and private placements (under Rule 144A,
which was introduced by the U.S. Securities and
Exchange Commission in 1990 and which reduces
the time that institutional investors are obliged to
hold securities and thereby enhances the securities
liquidity).

An alternative perspective on supply is given by
the share of emerging stock markets in global equity
markets. After remaining fairly constant from 1982~
87, emerging stock market capitalization as a share
of world equity markets more than doubled to 6
percent by the end of 1991. Moreover, since their 6
percent share is still far below the share of emerging
market GDP in world output—13 percent—the size of
emerging stock markets is likely to continue to grow
at a brisk pace. If industrial country investors held
developing country stock in proportion to theemerg-
ing markets’ share (about 6 percent), resource flows
would increase by some US$ 40 billion per year, an
increase that is bigger than current flows of FDI.
Although it is true that industrial country investor:
do not typically hold foreign stocks in proportion to
their global share—they exhibit home country bias,
partly attributable to inadequate investor informa-
tion—that bias should be offset for developing coun-
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tries by the big diversification benefits they offerand,
in some instances, the high risk-adjusted returns (see
figure 6 in the Summary).

Despite considerable variation in returns across
emerging stock markets, these markets have on av-
erage performed strongly in recent years, although
less well in the second and third quarters of 1992. The
International Finance Corporation’s composite
index of total returns for twenty emerging markets
rose 148 percent during 1987-92, exceeding returns
on the U.S. stock market (Standard and Poor’s 500)
of 119 percent. The IFC’s Latin America regional
index rose 321 percent during this period. The best
performers in Latin America were Argentina, witha
return of 1,057 percent, and Mexico with a return of
939 percent. The IFC’s Asia regional index was not
quite as strong but nevertheless posted a gain of 153
percent during this period. Among the Asian econo-
mies, Thailand was the strongest performer with a

total return of 598 percent. Among the emerging
stock markets of Africa, Nigeria and Zimbabwe
yielded returns of 43 percent and 29 percent, respec-
tively. The poorest performing market was Jordan
with a total return of 19 percent during this period,
reflecting the consequences of the Gulf crisis.

Determinants of equity portfolio flows

Undoubtedly, a main factor determining the destina-
tion of equity portfolio capital is developing country
creditworthiness. What the recent experience in
Latin America shows is that markets are willing to
recognize and reward improvements in creditwor-
thiness quickly (figure 4-2).

Country risk ratings compiled by popular invest-
ment publications indicate that there has been a gen-
eral improvement in the creditworthiness of several
developiag countries in recent years. Both Institu-

Figure 4-2 Creditworthiness and equity portfolio flows to selected emerging markets in Latin America
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Note: Includes Argentina, Brazil, Chile, Colombia, Costa Rica, Jamaica, Mexico, Peru, Trinidad and Tobago, Uruguay, and Venezuela.
The lowest institutional investor credit rating corresponding to a Baa3 rating, Mocdy’s minimum investment grade, is used to
determine the investment cut-off. The cut-off is based on September 1992 ratings. Average credit rating has been computed using

equal weights. Equity data exclude regional funds.
Source: Institutional Investor, international edition, various issues.




tional Investor, which presents a semiannual country
credit rating in March and September, and Euro-
money, which presents a yearly country risk rating in
September, show that the creditworthiness of major
Latin American economies has tended to improve in
recent years. Institutional Investor's average credit rat-
ing (using equal weights) for the emerging market
countries of Latin America rose impressively from
26.1 in September 1989 to 30.4 in September 1992
During the same period the average credit rating for
the region also rose, albeit at a slower rate, from 20.1
to 22.2. Thus can be observed a positive co-move-
ment between credit rating and portfolio flows for
the emerging Latin American countries.

TheSouth Asia and East Asia and Pacificemerging
markets and the smaller group of emerging markets
in these regions with investment grade ratings also
display an association between creditworthiness and
high portfolio flows. The credit rating for the emerg-
ing markets of these regions has fluctuated within a
narrow band.

For countries with established access to interna-
tional capital markets, the association between cred-
itworthiness and portfolio flows is between absolute
levels rather than changes in these levels—a contin-
uing high level of creditworthiness has been associ~
ated with a continuing high level of portfolio inflows.
This is illustrated by investor attention to emerging
markets in Korea, Thailand, and, increasingly, Indo-

nesia. First-time entrants to international equity mar-
kets in 1992, such as corporate borrowers in China
and India, have also had success in issuing new
shares. By the same token, the absence of interest in
Sub-Saharan Africa implies a perceived lack of prof-
itable investment opportunities.

A second factor is regulatory and other im-
pediments in the markets themselves. Developing-
country investment regulations vary from placing no
significant restrictions on the purchase of stocks and
repatriation of income and capital to severely re-
stricting access. Nine emerging markets permit free
entry, and a further twelve permit relatively free
entry, whilesix othersarerestricted (table 4-2). None-
theless, a survey of institutional investors suggests
that they do not consider restrictions in host coun-
tries to be a crucial factor impeding portfolio invest-
ment (Chuhan 1992). Investors are apparently more
concerned about the limited availability of informa-
tion, small market size, and illiquidity.

Several countries, notably Argentina, Brazil, Co-
lombia, Pakistan, and Malaysia, have removed all
significant restrictions in terms of registration proce-
dures, and foreign investors can freely purchase
listed stocks, albeit sometimes subject to a ceiling.
These countries also allow free repatriation of in-
come and capital. This trend in financial liberaliza-
tion has continued into 1992. Korea opened its
market to foreign investors at the beginning of 1992,

Table 4-2 Availability of listed stocks in emerging markets to foreign investors (as of March 31, 1992)

Relatively Special classes Authorized

Free entry free entry of shares investors only Closed
Argentina Bangladesh China India Nigeria
Brazil Chile Korea
Colombia Costa Rica Philippines
Jordan Greece Zimbabwe
Malaysia Indonesia
Pakistan Jamaica
Peru Kenya
Portugal Mexico
Turkey Sri Lanka

Thailand

Trinidad and Tobago

Venezuela

Note: Some industries in some countries are considered strategic and are not available to foreign or nonresident investors, and the level of
foreign investment in other cases may be limited by national law or corporate policy to minority positions to aggregate more than 49 percent
of voting stock. The summaries above refer to “new money” investment by foreign institutions; other regulations may apply to capital
invested through debt conversion schemes or other sources. India liberalized foreign investment rules in September 1992

Key to access: Free entry—no significant restrictions to purchasing stocks; Relatively free entry—some registration procedures required to
ensure repatriation rights; Special classes—foreigners restricted to certain classes of stocks designated for foreign investment; Authorized
investors only—only approved foreign investors may buy stocks; Closed—closed entirely or access severely restricted.

Source: 1vC Emerging Stock Markets: Factbook 1992,
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and later in the year India allowed foreign institu-
tions to invest freely in its local stock market (table
4-2 shows classifications at end-March 1992, before
that change). Most other developing countries, how-
ever, have entry restrictions in terms of registration
procedures and exit controls, such as requiring per-
mission from the central bank or some other national
authority to repatriate income and capital. A few
countries, including China and Korea, restrict for-
eigners to certain classes of stocks.

Accounting standards and disclosure require-
ments in developing countries are often below inter-
national standards (Chuppe and Atkin 1991).
Disclosure requirements are needed to provide fi-
nancial information to investors, and sound account-
ing standards are required to facilitate proper
assessment of a firm’s financial information.

The IFC’'s Emerging Stock Markets: Factbook 1992
indicates thatin a majority of emerging market coun-
tries, accounting standards are not of internationally
acceptable quality. In addition, publicly traded com-
panies are generally not required to file quarterly
financial disclosure statements. The outcome is that
industrial country investors are unable to evaluate
properly companies in these countries. Rigorous dis-
closure standards in international markets have hin-
dered developing country companies wishing to list
their shares in these markets. This is particularly true
for issuers in the U.S. market who have to meet
rigorous disclosure and reporting requirements
under the U.S. securities laws. Not surprisingly, me-
dium-size companies and first-time issuersin foreign
markets have avoided onerous U.S. reporting re-
quirements by using the private placement rather
than the public market.

Securities law and investor protection laws in de-
veloping countries generally fall short of internation-
ally acceptable levels. Laws are either rudimentary
or not rigorously applied. Developing country stock
markets require an appropriate level of government
regulation and supervision in order to promote pub-
lic confidence. The correct balance between govern-
ment control and self regulation by the private sector
should be determined by the level of development of
the market. Although excessive government regula-
tion is likely to reduce competition and allocative
efficiency, lack of adequate government regulation
and supervision will undoubtedly constrain the
proper functioning of the stock market. National
regulators in developing countries need to adopt a
transparent pricing system, strictly enforce contracts,
and establish credible insider trading laws. Regula-
tion in the form of capital adequacy requirements for

securities firms and margin requirements on trading
may also be necessary.

In addition, regulators need to establish an effi-
cient settlement system so that the transfer of securi-
ties does not take several days (as is often the case).
The market scandal involving the Bombay stock ex-
change in the first half of 1992 highlights the pitfalls
of complex regulation, weak supervision, and an
inefficient settlement system. In this situation, low
profits on lending resulting from regulation, includ-
ing priority lending requirements and interest rate
structure, encouraged Indian state banks to seek
rapid and high returns. State banks, which cannot
invest in the stock market, nevertheless violated reg-
ulations and passed funds to brokers for investment
in thelocal stock market. Because of the lack of a fully
computerized and efficient settlement system, the
supervision system failed to realize that these banks
were carrying out massive and inappropriate off-
balance-sheet transactions.

In China the lack of transparent and fair proce-
dures for public offerings provoked accusations of
insider trading and price manipulation over a share
issue in August 1992 and resulted in rioting. The
country has recently established a national regula-
tory agency to provide coherent securities policies
for its two securities markets in Shanghai and
Shenzhen.

Developing country stock markets are relatively
small, despite a tremendous growth in market capi-
talization in recent years. Small size poses a liquidity
problem for these markets because large blocks of
stocks cannot be traded without substantially mov-
ing prices. Average daily trading volumes on emerg-
ing stock markets have risen dramatically, but they
are still well below those in the major industrial
country stock markets. This relative illiquidity of
small markets is particularly troublesome to institu-
tional investors who are used to investing large sums
in any individual market.

Market concentration in developing country stock
markets is also relatively high. The share of market
capitalization held by the ten largest stocks is more
than 30 percent for virtually all emerging markets—
the comparable figure for the U.S. isabout 15 percent.
Thus, a handful of large companies represent a sub-
stantial share of market capitalization. Small size and
domination by a handful of companies also add to
excessive volatility in these markets. In addition,
high market concentration increases the scope for
insider trading—privileged information is a big fac-
tor in moving markets—reducing the attractiveness
of small markets for institutional investors.




Table 4-3 Regulatory impediments to outward portfolio investment, by institutional investors
in major industrial countries

Restrictions on foreign investments of

Country Insurance companies Pension funds

United States Ceiling: varies by state and is typically pro- Private
hibitive. New York State, which is the most Ceiling: none.
influential state on insurance issues, raised the Other: “prudent man” rule and diver-
ceiling on foreign investments of insurance sification;" charters of some pension funds
companies to 6 percent from 3 percent in 1990.° impose restrictions on credit quality of
Other: restrictions on credit quality of invest- investments.
ment;” restrictions on com position of assets. Public

Ceiling: typical and often binding,.
Other: charters of some pensicn funds impose
restrictions on credit quality of investments.

Japan Ceiling: nonbinding at 30 percentof assetsinthe  Ceiling: nonbinding at 30 percent of assets in
general account.! the general account.

Other: companies place tight restrictions on  Other: restrictions on credit quality of invest-
credit quality of investments; accounting  ment.

incentives that bias investment in favor of high-

income securities against those vielding

potential capital gains.

Germany Ceiling: prohibitive at 5 percent of coverage Ceiling: prohibitive at 5 percent of assets.
fund. An EC directive would raise the ceiling Other: 100 percent matching of liabilities by
on foreign investment, but regulators are still ~ assets in the same currency; restrictions on
expected to require assured returns oninvest-  credit quality of investment.
ments.
Other: 100 percent matching of liabilitics by
assets in the same currency; restrictions on
credit quality of investment.

United Ceiling: none. Ceiling: none.

Kingdom Other: at Jeast 80 percent matching of liabilities Other: prudence.

by assets in the same currency for liabilities in
any currency that account for more than 5
percent of the total.

Canada Ceiling: none. A June 1992 regulation re- Ceiling: A December 1991 law progressively

moved ceilings on foreign investments, but
limits may be imposed based on prudential
considerations.

raises the ceiling on foreign investment from
10 percent to 20 percent in 1994.

a. Does not include investments in Canada.
b. Investments are rated by the National Association of Insurance Commissioners.
<. The Employee Retirement Income Security Act (Erisa) of 1974, which governs U.S. private pension funds, requires plan fiduciaries to
exercise prudence in investment decisions. Erisa also requires plan trustees to diversify investments to minimize risk.
d. Restrictions on postal life insurance are more prohibitive.

Sonrce: Chuhan 1992,

A third factor is source country regulations, both
fiduciary and institutional. Fiduciary regulations
governing investors are typically more constraining
for insurance companies than for pension funds and
vary substantially from country to country (table
4-3). German institutional investors, for instance,

have the most stringent controls, while Japanese in-
vestors are subject to nonbinding ceilings on foreign
asset size. To date, existing regulations have gener-
ally not been a binding constraint on outward port-
folio investment. Cross-country differences in
portfolio investment may be attributed in part to
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these regulatory differences and in part to geograph-
ical and cultural factors, including investor informa-
tion. If outward portfolio flows from all source
countries behaved like those from the United States,
portfolio flows to developing countries would in-
crease by an estimated US$ 3 billion per year.

In most industrialized countries, insurance com-
panies face ceilings on the share of foreign assets in
their portfolios, and they are also frequently subject
to restrictions on the quality of investments. Such
restrictions are, of course, necessary to ensure sound
prudential standards. Theissue for developing coun-
tries is whether such regulations might not be more
standardized between investor groups, conrsistent
with minimum credit standards. Thus, for instance,
in the United States, state regulators have imposed
severe limits on the external investments of U.S. in-
surance companies. New York State, which is one of
the most influential states on investment issues, only
recently raised the ceiling on the foreign inivestments
of life insurance companies from 3 percent to 6 per-
cent (excluding investments in Canada) of assets.

The investments of German insurance companies
are also very tightly regulated, and these enterprises
have invested only a tiny fraction of their portfolio
overseas. German insurance companies are required
to invest their assets in a few predetermined catego-
ries and in the same currency in which insurance
payments are to be made.

On the other hand, Japanese insurers, which are
the second largest group in the world, have compar-
atively less prohibitive restrictions on their external
investments, although overall investment practices
aresstrictly regulated. In the 1980s Japan continued to
raise the ceiling on the percentage of foreign assets
allowed in the portfolio of insurance companies.
Ceilings on holdings of foreign assets—30 percent of
allassets in the general account—have not been bind-
ing since the late 1980s, however, and insurance com-
panies hold a sizable share of their portfolio in
foreign securities.”

A more important constraint is the common prac-
tice, especially among life insurance companies, of
requiring investment grade credit rating (on bonds)
for their general accounts. Another relevant restric-
tion on insurance companies’ investments is the fact
that insurance companies cannot use capital gains to
pay dividends to policyholders. Japanese insurance
companies, for example, thus prefer high-income
securities over equities with a large potential for
capital gains.

In contrast to insurance companies, pension funds
generally face less stringent controls on foreign in-
vestment. They are usually subject to prudent invest-
ment and diversification rules and only occasionally

to binding limits on the share of external assets in the
total portfolio. The Employee Retirement Income Se-
curity Act (ERISA) of 1974, which governs U.S. private
pension plans, imposes no regulatory impediments
toinvestment. Thus, there are no quantitative restric-
tions on private pension funds, although the overall
investment strategy has to be prudent, and the port-
folio has to be diversified in order to minimize risk.
The charters of some private pension plans do not
permit pension funds to hold below-investment-
grade assets. Unlike private pension funds, public
pension fundsin the United States are constrained by
state investment laws, and the restrictions on these
funds’ foreign investments are often severe. Not
surprisingly, U.S. public pension funds have on
average diversified to a lesser extent overseas than
have private funds. Pension funds in the United
Kingdom also operate under the so-called prudent-
man rule, but compared with U.S. private pension
funds, U.K. pension funds have diversified abroad to
a greater degree.

Several countries continue to maintain regulatory
constraints on the foreign assets of pension funds,
however. In Japan, the ceiling on the share of foreign
assets of pension funds is similar to that on insurance
companies, but it is nonbinding. At the other extreme
is Germany, where prohibitive restrictions on Ger-
man pension funds have sharply curtailed the for-
eign investments of these institutions.

Institutional regulations—for example, stock mar-
ket regulations—can play an important part in facil-
itating developing country access. One such
regulation is Rule 144A (see above), which permits
private placements in the U.S. domestic market and
thus circumvents onerous filing requirements for
public offerings. It has permitted a number of mostly
small developing country borrowers to access the
ADR market. Raising capital through Rule 144A ADRs
has been especially popular among first-time foreign
issuers in the U.S. equity market. The ADR offerings
under Rule 144A are usually small, with most of
them under US$ 100 million. One of the largest offer-
ings in this category was a US$ 636 million issue by
Telefonica de Argentina, the Argentine telephone
company, in 1991.

A fourth factor is source country economic condi-
tions, for instance low interest rates and poor growth
prospects. These conditions are an important but by
no means a decisive determinant of equity portfolio
flows. If U.S. dollar real interest rates rose by 100
basis points—a large rise—the net flow of portfolio
equity would decline by an estimated US$ 2 billion
per year.

A fifth factor is the potential for diversification, set
against barriers io capital mobility, such as informa-



tion costs and taxation and the high systematic risk
and price volatility in these markets. Investing in
emerging stock markets potentially lowers portfolio
risk for the global investor. Emerging stock markets
are weakly, and in some cases negatively, correlated
with stock markets in industrial countries, and there-
fore these markets provide substantial potential risk
reduction benefits to international investors.' More-
over, stock returns tend to be more homogeneous in
emerging rather than in developed country markets.
There is a strong tendency for all stocks within one
market to move together, which implies that market
picking is more important than picking good stocks
within that market (Divecha, Drach, and Stefek 1992
and Howell and Cozzini 1991).

In addition, emerging stock markets are generally
undervalued as measured by price earnings and
price-to-book ratios, thus providing investors witha
potential for high returns. Several studies have
shown that the gains to U.S. investors from holding
an international portfolio that contains emerging
market stocks are quite high, even allowing for ex-
changerate changes. Buteven though emerging mar-
kets have outperformed world stock markets,
investment in these markets is well below the levels
that would be suggested by market capitalization or
risk-adjusted return calculations.

Although there is an increasing trend toward di-
versification into foreign assets, industrial country
investors continue to display a large bias in favor of
home country risky assets relative to the world mar-
ket portfolio (Cooper and Kaplanis 1985, French and
Poterba 1991, and Tesarand Werner 1992). Thus, U.S.
investors such as pension funds and insurance com-
panies, the largest institutional investors in the
world, have under 5 percent of their assets invested
in foreign securities, considerably less than the 30
percent suggested by risk-return calculations
(Wilcox 1992). German institutional investors have
under 1 percent of their assets in foreign securities,
in sharp contrast to German corporations, which are
the third largest owners ot FDI stock and major sup-
pliers of FDI (Bachmann 1991). Among the major
industrial countries, only U.K. and Japanese institu-
tional investors have a sizable share of their portfolio
invested in foreign securities. And even then, Japan-
ese institutional investors are overly concentrated in
U.S. securities.

This home bias can be explained by barriers to
international capital mobility thatincrease the cost of
ownership of foreign securities (Cooper and
Kaplanis 1985 and Demirguc-Kunt and Huizinga
1992). Barriers to foreign investment are a cost to the
investor. Besides the easily measurable costs of with-
holding taxes and direct transactions fees, there are

additional costs that are not easily quantifiable, such
as information gathering, possibility of expropria-
tion, and exchange controls.

Developing countries generally levy withhold-
ing taxes on interest and dividends and, to a lesser
extent, on capital gains. Withholding taxes in
emerging stock markets are near international
rates, however. Withholding taxes (for U.S.-based
institutional investors) on interest and dividends
are generally in the range of 10-20 percent, with
some countries not imposing any withholding
taxes on portfolio income. Moreover, several in-
dustrial countries allow investors to receive credit
for tax withheld against taxable foreign income.
The absence of a double taxation treaty, however,
does increase the investor’s cost and is a deterrent.
Even with a double taxation treaty, a foreign tax
decreases the effective return for a tax-exempt pen-
sion fund because the fund cannot receive credit in
the home country for taxes paid abroad. A few
countries also impose a capital gains tax. Since
these countries typically do not adjust for inflation
when taxing capital gains, they increase the tax
base to which the capital gains tax is applied and
therefore increase the cost to the investor. Direct
transaction fees—for example, stamp duty and
broker fees and safe custody fees (that is, fees
charged for custodianship services typically pro-
vided by banks and stockbrokers to foreign invest-
ors who may want to have their foreign securities
kept in safe custody) are fairly low.

Policy implications

A major benefit of portfolio flows is a reduction in
the cost of capital. The lowering of the cost of
equity capital has been helped by the issuance of
ADRs, which not only reduce capital costs for the
individual firm listed internationally but also
bring big spillover benefits to other domestically
listed firms. By this means, Telmex, the privatized
Mexican telephone company, reduced its cost of
capital by about 10 percentage points per year (that
is, 1,000 basis points). Spillover benefits to the do-
mestic cost of capital were smaller but of the same
order of magnitude.

The volatility of flows notwithstanding, develop-
ing country policymakers should therefore consider
encouraging the international listing of at least a few
stocks. Additionally, they should consider microeco-
nomic reforms of their capital markets, for example,
improvements in supervisory and regulatory poli-
cies, accounting and disclosure standards, investor
protection, and settlement and clearing procedures.
Source country regulatory authorities should exam-



ine the scope for relaxation of regulations without
jeopardizing prudential standards.

Notes

1. The categories of funding source are not mutually
exclusive. Managed high risk-high return funds may well
represent a large element of repatriated flight capital.

2. Country funds have a surprisingly close relation-
ship with the markets in which they trade and less with
the market from which they originate, implying that

they diversify local risks to a much lesser extent than
ADRs, which trade at {close to) local prices {when con-
verted into dollars). See further, Diwan, Errunza, and
Senbet 1992,

3. The ceiling was raised from 23 percent to 30 percent
in 1986.

4. Although a study by Rogers (1990) shows that the
co-movement between some emerging stock markets and
the U.S. stock market appears to have permanently
strengthened after the October 1987 crash, indicating that
links with the U.S. market have increased.
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Aid at the end of the Cold War

Aid—or to give its proper name, official develop-
ment assistance (ODA),' comprising grants and con-
cessional loans—accounted for a third of net resource
flows to all developing countries in 1992 and for
nearly twice that share to the low-income countries.
The number of country claimants on aid has been
growing fast, however, and donor objectives have
been changing. The issues have arisen, therefore, as
to whether the underlying slow growth in real aid
flows can be augmented to meet special needs and
what can be done to improve the quality of aid in
respect to distribution and tying to donor procure-
ment. This chapter argues that the aid “pie” at the
end of the Cold War is limited at a time when new
claimants and the exceptional needs of the reforming
socialist economies have appeared. Donors are faced
with the problem of how toraise additional resources
if they are to meet environmental challenges and
avoid shortchanging the needy in poor countries.

There are two forces impelling change: first, the
imbalance between slow growth in donor aid bud-
gets and fast growth in the list of claimants recog-
nized as eligible for aid and, second, the change in
donor objectives, resulting largely from the demise
of communism in Eastern Europe and the former
Soviet Union (Fsu).

The slowly expanding supply of aid

Donor aid flows in real terms have grown at a
respectable but not especially fast rate over the past
decade (table 5-1). During 1981-91, aid from OECD,
Arab, and CMEA donors averaged 4 percent growth
(including significant amounts of debt forgiveness
in 1990 and 1991), deflating with a developing
country import price index. In terms of donor GNP,
however, the position appears less favorable. For
example, OECD-DAC figures show that aid as a per-
centage of GNP in countries that are members of the
OECD Development Assistance Committee (DAC)
averaged 0.32 percent in 1978-82, 0.33 percent in
1983-87, and 0.33 percent for 1991.° The main

bright spot has been an increase in the degree of
concessionality for the poorest countries, with grants
often replacing loans.

Donors vary widely from the 1991 average of 0.33
percent of GNP devoted to aid, from 0.20 percent for
the United States to around 1 percent each for Den-
mark, Norway, and Sweden.

While some countries, such as Finland, France,
Japan, and Switzerland, have sought to raise their
ODA-GNP ratios, others, such as the United States,
have reduced their aid in real terms. In the United
Kingdom, aid has been growing, following cuts ear-
lier in the 1980s. A recent example of unexpected
budget stringency occurred in Sweden, which in the
autumn of 1992 was buffeted by the currency crisis
in the European Exchange Rate Mechanism (ERM)
and was forced to cut its aid budget. A second exam-
ple is found in the situation of Italy, whose aid bud-
get rose strongly in 1979-89 but declined
subsequently. Globally, aid from private voluntary
organizations, although small in relation to official
aid, has grown more rapidly.

Arab aid has shown major fluctuations, falling
throughout the 1980s from its very high levels (in
relation to donor GNP) in the 1970s. In its peak years
between 1975 and 1981, aid from Arab donors
reached higher than US$ 8 billion per year and ac-
counted for a substantial portion of total net ODA.
More recently, in 1990 Arab donors offered strong
support to countries later affected by the Gulf crisis,
notably Bangladesh, Egypt, Jordan, Pakistan, and
Turkey. For 1991 it appears that the amount of such
support dropped sharply.

Aid from the FsU and Eastern European donors has
fallen since 1986. Although comprehensive data are
not available on such aid, it appears that there was a
further fall in 1991 and that aid is now confined
largely to technical assistance. Previous major recip-
ients were Cuba, Mongolia, and Viet Nam.

One bright spot in aid flows is nongovernmental
organizations (NGOs), which form a distinct and
growing aid channel. In 1991, NGOs provided about
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Table 5-1 Official concessional flows to

developing countries by types of flows, 1981-91
(billions of U.S. dollars}

1981 1986 2991

Official development
assistance 24.2 274 429
Bilateral loans 94 7.4 6.5
Multilateral loans 34 4.5 6.6
Official grants® 115 15.6 298
Real net ODA
(1991 USS$ billions)® 286 346 429
Bilateral loans 11.1 93 6.5
Mutltilateral loans 39 57 6.6
Official grants 136 197 298

a. Excludes technical cooperation grants, which amounted to USS
6.4 billion in 1981, US$ 8.7 billion in 1986, and USS$ 10.5 billion in
1991.

b. Real flows are nominal flows deflated by an import price index
for developing countries.

Sonrce:  OECD, World Bank.

US$ 5 billion in grants to developing countries,
equivalent to 4 percent of total net resource flows.
Nevertheless, since roughly one-third of thatamount
was funding derived from bilateral government
sources, some of the NGO-mediated flow may repre-
sent a reallocation of rather than an addition to tra-
ditional aid sources.

The prospect in the 1990s, therefore, is for a limited
aid pie in real terms.

And new claimants knocking at the door

Meanwhile, the number of claimants recognized as
eligible or potentially eligible for aid has grown. The
principal criterion for aid eligibility is per capita
income, with low-income countries (those with a
1991 per capita income of US$ 635 or less) recognized
as the most deserving. Other criteria include eco-
nomic performance, the lack of access to private
market financing, and the need for food or relief aid.

Three categories of countries appear as new claim-
ants: first, countries that appear now able to support
only concessional borrowing (for example, Angola
and Mongolia); second, countries that are potentially
reactivated aid recipients, following poor economic
performance and exceptional factors such as war (for
example, Afghamstan, Cambodia, Iran, Jordan, and
Viet Nam);” and third, the repubhcs of the FsU and
the formerly socialist economies of Eastern Europe.
Some of these countries have been receiving substan-
tial financial support from a single donor and now
hope to attract broader creditor support. Viet Nam,
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for example, has recently (November 1992) become
eligible for Japanese ODA.

Additionally, there is a group of countries that
have been receiving bilateral aid and are now
deemed eligible for muliilateral concessional funds
through DA, the World Bank Group’s concessional
lending arm. These countries (for example, Cote
d’Ivoire, Egypt, and Honduras) have suffered a re-
gression in per capita income, and even if they can
support some nonconcessional borrowing, their
weak creditworthiness position makes a softening of
borrowing terms desirable.

Concerns have been voiced that official conces-
sional support for the republics of the Fsu and Eastern
Europe could divert aid from other developing coun-
tries. (The concerns apply primarily to concessional
flows because nonconcessional flows—for example,
multilateral lending—are much less constrained.)
ODA flows are indeed susceptible to diversion, to the
extent that national aid budgets are not increased to
cover grants and concesslonal loans to the FSU repub-
lics and Eastern Europe.' Therefore, donors need to
take steps to ensure that resources allocated to the
reforming socialist economies are additional, or di-
version will become a valid concern for the future.
Grants from OECD countries to the FSU totaled US$ 600
million in 1990 and US$ 2.6 billion in 1991 (while
concessional loans were zero). Although comparable
figures for earlier years are not available, the amounts
for 1990-91 would appear to represent a big increase.

In December 1992 all five Central Asian republics
(Kazakhstan, Kyrghyzstan, Tadjikistan, Turk-
menistan, and Uzbekistan) were deemed eligible for
OECD and DAC aid (recognized by donors as addi-
tional legitimate claimants on ODA), and three Cau-
casian republics (Armenia, Azerbaijan, and Georgia)
and Moldova are also prospective recipients.

Official aid from OECT' countries to Eastern Europe
was US$ 1.5 billion of concessional disbursements in
1990, and commitments (particularly to Hungary
and Poland) are high. It is understood that ODA dis-
bursements to Eastern Europe and the FSU taken
together were in the region of US$ 7.5 billion in 1991,
including USS$ 2 billior: of debt relief for Poland from
the United States. Much of this assistance has been
coorclinated by the Group of 24 (G-24) countries,
established by the EC under 1991 guidelines that
provided for balance of payments financing in sup-
port of reform.” So far, G-24 financial support has
been aimed at Bulgaria, the former Czechoslovakia,
Hungary, Poland, Romania, and the former Yugosla-
via and was extended in July 1992 to the Baltic coun-
tries and Albania.

In assessing the impact of new claimants on aid
requirements, it is worth distinguishing those coun-
tries whose per capita income lies in the upper-



middle-income range (that is, above US$ 2,555 in
1991). From the Fsu, these countries are Belarus,
Russia, and the three Baltic republics (Estonia, Lat-
via, and Lithuania) and from Eastern Europe, the
countries are Hungary and the former Yugoslav
Republic. Arguably, the requirements for conces-
sional assistance from these countries are excep-
tional and temporary (in the form of, for example,
technical assistance and temporary food and other
emergency assistance).

A rough order of magnitude for the potential addi-
tional requirements for ODA from all new low- and
lower-middle-income claimants can be found by as-
signing ODA on the basis of population and per capita
income and comparing each claimant to countries of
similar per capita income level. On that basis, the po-
tential call on ODA by new claimants would be roughly
US$5.5billionperym,equivalentto 13 percentof 1991
net ODA to all dev: countries. For the reforming
socialists economies the best measure of their excep-
tional requirements may be recent actual receipts, indi-
cating balance of payments needs. Including the

upper-middle-income countries of the FsU and Eastern
Europe on that basis would add a further US$ 4.5
bllhon,bnngmgedrareqmrmemstoUSSIObﬂhon
per year, or 23 percent of 1991 net ODA.°

What these figures suggest is that the call of new
claimants on aid funds is a major, but potentially not
insuperable, challenge to donor countries.

Distribution and quality of aid

No less than one-third of aid continues to go to
middle-income countries. By income group, low-in-
come countries (those with 1991 per capita income
below US$ 636) account for 66 percent of ODA to all
developing countries, 25 percent of GNF, and 70 per-
cent of population. Middle-income countries ac-
count for 34 percent of ODA, 75 percent of GNP, and
30 percent of population. Within middle-income
countries, lower-middle-income countries (those
with 1991 per capita income between US$ 636 and US$
2,555) take 27 percent of ODA and have a 22 percent GNP
share and a 14 percent population share; for upper-
middle-income countries the shares are 7 percent ODA,
53 percent GNP, and 16 percent population. Moreover,
the numbers exclude US$ 2 billion of concessional
flows that went to high-income countries in 1991.

Muitilateral aid is substantially more concentrated
on the poorest countries than is bilateral aid. In 1991
the share of muitilateral aid going to low-income
countries was about 90 percent. By contrast, the cor-
responding share of bilateral aid to low-income
countries was around 60 percent. By individual
donor, the share of net bilateral aid going to low-in-
come countries varies widely (figure 5-1).

A recent evaluation of the alleged middle-income
bias in bilateral aid flows (Clark 1992) concluded that
ODA flows from multilateral agencies showed amuch
smaller bias than did bilateral disbursements (as con-
firmed by the figures quoted above on distribution
by income band). This finding suggests that one way
donors could ensure that aid distribution is concen-
trated on the poorest countries would be to accord
higher priority to multilateral channels.

The degree to which bilateral aid is concentrated on a
small number of recipients also varies widely among
donors. For the period 1986-90, the share going to the
top five recipients, for example, is 59 percent for the
United States, 50 percent for Sweden, 48 percent for
Japan, 33 percent for the United Kingdom, 32 percent
for France, and 24 percent for Germany. In 1990, the top
five recipients of aid from the United States were (in
descending order) Israel, Egypt, El Salvador, the Phil-
ippines, and Pakistan; from Japan, they were Indone-
sia, China, the Philippines, Thailand, and Bangladesh;
and from Sweden, they were Tanzania, Mozambique,
India, Viet Nam, and Ethiopia. Concentration by recip-
ient is in itself neither good nor bad, but it can be an
indicator of donor priorities.

The distribution of overall aid flows also reveals a
tendency for smaller countries to receive more aid
per capita than larger countries. For example, ODA
per capita in 1991 was US $1.6 for the biggest (India

Figure 5-1 Share of bilateral net oDA
to developing countries by recipient income, 1991
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Noate: Excludes flows not allocated by donors to specific countries.
Source: OECD.
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and China combined), US$ 6.6 for seven other coun-
tries with populations greater than 75 million, US$
16.7 for the thirty-nine countries with populations
between 10 and 75 million, and nearly US$ 50 for
sixty-seven countries with populations of 10 million
or less. In part, this reflects absorptive capacity in the
biggest countries and their ability to access non-
concessional sources of funds.

The geographical allocation of ODA (figure 5-2) has
shown a strong rise in the proportion going to Sub-
Saharan Africa in the past decade; a rise and then a
fall in the share going to the Middle East and North
Africa over the past two decades; a general decline
in the share going to South Asia; and a recent signif-
icant increase in the share going to Europe and Cen-
tral Asia. The rising share for Sub-Saharan Africa
reflects donor perceptions of a growing need for
concessional assistance to that region. The fluctua-
tions in the Middle East and North Africa share
reflect those of Arab donors’ contributions. At its
peak in 1980 these contributions amounted to more
than USS 8 billion, concentrated in Jordan, Morocco,
Syria, and Yemen. More recently, following the Gulf
crisis, the largest recipient was Egypt. The declining
South Asia share is perhaps explained by India’s grow-
ing capacity to access external finance on commercial
terms and by a fall-off in Arab donor aid, particularly
to Pakisian. In consequence, aid to South Asia grew
modestly in nominal terms over the 1980s, below the
ODA average. Finally, the recent increase of aid to
Europe and Central Asia is accounted for by the Fsu.

A key measure of the quality of aid is the extent
to which it is tied to procurement in the donor
country. Although there has been a trend toward
less tying of bilateral aid in the past decade, the
extent of tying remains high. In 1989, the OECD-DAC
country average was 44 percent for tied and 7
percent for partially untied aid, compared to 48
percent and 12 percent, respectively, in 1977-79.
There is evidence, however, that tying declined
significantly in 1991.

One area of recent modest progress has been in
mixed credits, which constitute an especially beguil-
ing form of tying. Mixed credits (and so-called asso-
ciated financing), which originated in the 1970s, are
a financing package that combines ODA, officially
supported export credits, and nonconcessional
loans. In practice, the ODA component of mixed cred-
its is effectively tied and represents a domestic sub-
sidy available as a protectionist device.

Attempts to minimize misuse met with success
in February 1992 when OECD export credit agencies
agreed to amend the guidelines on tied aid credits
(the “OECD consensus”) to restrict the use of mixed
credits. The agreement, if implemented effectively,
would virtually eliminate the use of mixed credits
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Figure 5-2 Regional allocation of net ODA
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for upper-middle-income recipients. OECD-DAC con-
tinues to examine policy options to extend untying.

Donors appear to tie aid in order to improve do-
mestic employment and the balance of payments or
as a protectionist reaction to other donors’ tying. The
overall impact of tying on any single donor country’s
exports is, however, likely to be very small because
aid is only a fraction of donor exports. This suggests
that the lobbying of individual sectors or business
firms in the donor country for directed subsidies is a
more rational if less laudable explanation for tying.
Coordinated action among donors would be neces-
sary to offer realistic prospects of a substantial reduc-
tion in the degree of tying. Multilateral aid, in
contrast to bilateral, is untied.

The cost to recipient countries of tying aid is hard
to estimate, but one study (Jepma 1991) suggests that
the direct cost may range upwards from 15 percent
of aid provided and that circumstantial evidence
produces individual cases of much higher excess cost
margins. By direct cost is meant the excess in prices
of aid-financed deliveries compared to prices of com-
parable goods and services not based on an explicit
aid policy. On this basis, untying all aid flows would
generate economic benefits to developing countries
of as much as US$ 4 billion per year, which equals
one-fifth of the nominal increase in aid flows over the
past decade. In addition, the indirect costs—such as
administrative overheads, misallocation of skilled
labor, and a distorting preference for capital-inten-
sive,import-oriented projects—aresubstantial. Tobe
sure, costs are reduced to the extent that the recipient
country is able and willing to substitute flexibly be-
tween alternative sources of donor funds (Bhagwati
1985); substitutability is, however, hard to estimate,
and, hence, estimates of costs should only be consid-
ered as orders of magnitude.

Multilateral aid, in addition to being concentrated
on the poorest countries, is untied and plays a key
role in improving the effectiveness of all aid through
the efforts of multilateral agencies to promote sound
policies in recipient countries and in coordinating
donors. In this context, the recent successful conclu-
sion to the IDA Tenth replenishment (“IDA 10”) nego-
tiations is to be welcomed. Donors committed SDR13
billion (Special Drawing Rights, of the IMF) over a
three-year period, representing a maintenance of IDA
in real terms. Also noteworthy is the growing share
of aid channeled through the EC.

Aid and trade

Protectionism in OECD markets is particularly vexing
for aid-receiving countries that are, through their
ownexport efforts, attempting to generateadditional
financial resources for industrialization.

The importance of trade barriers, both tariff and
non-tariff, is illustrated by the posmon of fourteen
aid-receiving countries (table 5-2)." First, the average
levels of tariffs that several of these developing coun-
tries face are relatively high." Bangladesh, Domini-
can Republic, Korea, and Sri Lanka face OECD tariffs
that average 7 to 10 percent (the average level of OECD
tariffs on all imports is now 4 percent), while Haiti—
because of the high share of textiles and clothing in
total exports—encountersaverage tariffs over 11 per-
cent. Second, nontariff barriers (NTBs) are also of
major importance as over 50 percent of the exports of
Hungary, Pakistan, Poland, Thailand, and Sri Lanka
encounter these measures, whlle 80 percent of
Bangladesh’s exports face NTBs.’

What value of additional export earnings might
occur if the tariff and NTB restrictions reported in
table 5-2 were removed?" Total exports from China,
Jamaica, Pakistan, Philippines, and Thailand would
increase by at least 40 percent if OECD trade barriers
were removed. Other countries would gain even
more: Bangladesh, Dominican Republic, Haiti,
Jamaica, and Sri Lanka—countries whose total ex-
ports contain a high share of textiles and clothing—
could double their exports (table 5-3). Even in the
case of a “least developed” country such as Haiti
(which has major clothing exports to the United
States market), the projected trade gains are more
than double ODA assistance. These gains would also
expand the demand by these countries for OECD ex-
ports in a mutually beneficial expansion of trade.

In short, the old phrase “trade not aid” would
certainly be the most advantageous prescription for
this set of countries.

Changing donor objectives

Bilateral (as distinct from multilateral) ODA has gen-
erally pursued a variety of objectives besides eco-
nomic development—for instance, commercial,
political, humanitarian, and cultural interests. These
objectives have influenced the allocation of aid, the
degree to which it has been tied, the conditionality
attached to it, and hence its effectiveness. The end of
the Cold War, by altering foreign policy objectives,
has brought major changes also in aid objectives
(OECD 1990). Accordingly, donors now find it less
expedient to overlook economic mismanagement
and poor governance by recipient countries.
Although it is difficult unambiguously to identify
donor objectives (not least because of the multiplicity
of mnustnes responsible for individual donor pro-
grams),"' among the most prominent publicly stated
ones are the following: reduced poverty; human de-
velopment; environmental protection; reduced mili-
tary spending; efficient economic management;

49



Table 5-2 Average tariffs and nontariff barriers for aid-receiving countries in all OECD markets

1988-89 value Average Share of imports covered
of OECD imports OFCD tari| by nontariff measures
Exporting country (billions of U.S. dollars)’ (percent) {percent)
Bangladesh 10 6.9 80.5
China 31.8 54 434
Dominican Republic 18 9.9 383
Haiti? 0.4 112 16.7
Hungary 33 29 57.4
India 94 23 49.2
Jamaica 09 6.2 43.7
Korea, Republic of 434 7.1 37.1
Malaysia 129 22 408
Pakistan 27 35 65.6
Philippines 6.6 57 359
Poland 438 25 50.8
Sri Lanka 1.0 83 63.9
Thailand 11.4 33 514

a. Imports of all OK'D countries except Turkey.

b. The trade-weighted average of the MFN, sr, Lomé Convention, or other preferential tariff actually applied to imports.

¢. Some products are covered by multiple forms of NTBs.

d. Designated by the United Nations as one of the “least developed” countries.

Source: World Bank, UNCTAD, and sMART database.

private enterprise development; enhancement of the
role of women; good governance and democratic
government; and the observance of human rights
and the rule of law.

A recent example is the 1992 White Paper on
Japanese ODA released by Japan’s Ministry of For-
eign Affairs in October 1992. The report states
that Japan’s post-Cold War ODA should play a
more active role in “promoting democracy,
human rights, and world peace” as well as in
addressing “global environmental issues.” The
White Paper listed examples of the application of
the ODA guidelines adopted in April 1991 by the
government. These guidelines necessitated full
consideration of trends in military expenditure
and the democratization process in the recipient
countries. Kenya and Malawi were cited as exam-
ples where the Japanese government refrained
from pledging new aid at international donor
meetings; Indonesia and Thailand were cases
where Japan, together with other nations, ex-
pressed concern over antidemocratic incidents.
In August 1991 Germany similarly announced
that its 1992 foreign aid budget would reflect a
new policy of linking foreign aid to recipient
military expenditures.

Many donors now recognize the importance of
support for environmental protection to promote
sustainable development. Increasingly, they are
viewing these needs as a legitimate call on aid bud-
gets. Additionally, the role of aid in supporting eco-
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nomic reforms and stabilization has been comple-
mented by official nonconcessional finance, both
multilateral and bilateral.

A recent study (Hewitt and Killick 1992) of major
donors indicated that aid objectives had proliferated
and grown more diffuse in recent years. Of the ten
most commonly articulated donor aid objectives,
more than half are considered non-high priority by
more than half the major donors whereas three—ef-
ficient economic management, environmental pro-
tection, and observance of human rights and the rule
of law—command widespread support. The com-
mon consistency and feasibility of these objectives
will bean important determinant of the effectiveness
of aid in coming years.

Policy implications

Aid at the end of the Cold War needs rethinking as
to its rationale and needs reworking as to its ade-
quacy and quality. Donor countries should explore
new ways to augment the slow growth in aid flows
of recent years, should ensure that available aid is
concentrated on the poorest countries and on excep-
tional needs in support of reform, and should reduce
tying, which is a form of protectionism. For some
recipient countries a better alternative to more aid is
more trade. For recipient developing countries the
stark message is: show a capacity to use aid effec-
tively—through both sound economic policy and
effective governance—or risk losing it.




Table 5-3 Estimated effects of trade barrier liberalization in major OECD markets on selected aid-

receiving countries’ exports

Estimated effects of removnl

of trade barricrs value Projected increase in exports
(miilions of U.S. dollars) as a percent of

Percentage 1991 1991

Aid-receiving country Total increase debt service ODA assistance
Bangladesh 985 104 168 46
China 12,313 4 146 568
Dominican Republic 1,712 95 632 —_
Haiti” 42 100 — 214
Hungary 581 2 14 -
India 3,123 35 42 188
Jamaica 555 62 79 282
Korea, Republic of 18,006 4“4 298 -
Malaysia 1,943 16 59 423
Pakistan 1,492 58 75 126
Philippines 2,820 “ 82 229
Poland 1,725 37 172 -
Sri Lanka 1,016 105 236 430
Thailand 4,613 43 93 623

— Not available.

a. The projected export expansion is more than ten times the 1991 value of debt service of ODA assistance.
Sources: Debt service statistics drawn from the World Bank 1992c; net 0DA assistance from OECD 1992a, table 37. Figures include assistance

from multilateral organizations and Arab countries.

Notes

1. Official Development Assistance consists of flows to
developing countries and multilateral institutions under-
taken by the official sector, with the main objective of
promoting economic development and welfare and witha
concessional grant element of at least 25 percent.

2. These figures exclude technical cooperation grants
and apply to all donor aid, including ODA to high-income
countries. Source: CECD/DAC.

3. Additional exceptional demands have also arisen be-
cause of the drought in Africa: for instance, in December
1992 Zimbabwe received a USS$ 1.4 billion package, from
donors coordinated by the World Bank, of largely conces-
sional assistance.

4. Grants and concessional loans to some of the reform-
ing socialist economies are not classified as ODA. Neverthe-
less, the concern remains that they may be funded out of
diverted ODA.

5. Included under this umbrella are nonconcessional
bilateral loans disbursed in conjunction with IMF programs
and untied cofinancing with World Bank structural adjust-
ment loans.

6. For net obA excluding technical cooperation grants.
Including those grants, the extra requirement would be 19
percent of 1991 net ODA.

7. Fourteen exporters were chosen to reflect the experi-
ence of countries at different stages of development; they
include least developed countries such as Bangladesh and
Haiti as well as more industrialized exporters such as

Korea and Malaysia. Two Eastern European countries
(Hungary and Poland) were added to assess the import-
ance of OECD trade barriers that these (former) socialist
countries face.

8. Due to major departures from the MFN principle,
developing countries may have conflicting objectives
relating to further Uruguay Round tariff reductions.
For example, countries benefiting from the GsP or re-
ceiving Caribbean Basin Initiative or Lomé Conven-
tion preferences may have a strong incentive to ensure
that MFN duties are not cut further since this would
reduce current tariffs preferences and result in export
earnings losses.

9.Numerousstudies that estimated nominal equivalents
for NTBs indicate that the protective effect is often many
times that of current MFN tariffs.

10. Although estimates are subject to some margin of
error, the World Bank-UNCTAD “Software for Market Anal-
ysis and Restrictions to Trade” (SMART) model was devel-
oped to permit order-of-magnitude projections of trade
barrier effects (see World Bank 1992a, Appendix C for a
description of SMART). The SMART projections incorporate
the effects of tariffs as well as NTBs for which reliable ad
valorem equivalents exist. For the present exercise, NTB
nominal equivalents were drawn (primarily from Laird
and Yeats 1990) for OECD imports of textiles, clothing, foot-
wear, iron and steel, sugar, vegetable oils and fats, fish, and
several agricultural products.

11. For instance, ministries for foreign affairs, finance,
trade and industry, and economic planning.
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The international economic
environment for developing countries
L

Together with a sound economic policy, the interna-
tional economic environment is an important deter-
minant of developing country growth. The principal
elements of this environment—industrial country
growth, world trade, real interest rates, and com-
modity prices—are largely exogenous to developing
countries, that is, they affect developing countries but
are largely unaffected by developing countries. They
work through a variety of channels, including de-
mand for developing country exports, developing
country access to industrial country markets, terms
of external finance, and terms of trade.

The outlook for this environment in the 1990s is in
some respects worse, from a developing country
viewpoint, than the 1980s situation and in some re-
spects better. Long-run growth in the industrial
countries is expected to be slow because of slow
productivity growth. World trade, however, is pro-
jected to rise faster than OECD-country growth, in
part because of trade between developing countries
and in part because of the impact of regional arrange-
ments. Long-term real interest rates are projected to
remain high largely because of poor savings perfor-
mance in some major industrial economies, but the
trend of real commodity prices is projected to end it~
long-run decline, because of a continuing shift by
developing countries out of primary production.
And aid flows are projected to grow modestly in real
terms but less fast than growth in the number of new
claimants.

The considerable uncertainties attached to these
expectations include the possibility of a prolonged
recession in some G-7 economiesand the rise of trade
protectionism.

Current OECD activity

Steady growth of OECD economies and fewer barriers
to entry into their markets are very important to
developing countries. Unfortunately, neither situa-
tion is currently assured. On the one hand, it is pos-
sible that present hopes for improvement will be
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dashed by a protracted recession in the industrial
countries and a less than successful conclusion to the
Uruguay Round of trade negotiations. On the other
hand, present risks do not include a rise in inflation-
ary pressures of the sort that were so destabilizing
prior to the recessions of 1975 and 1982.

By 1992 the economies in six of the seven major
industrial countries had converged to a disappoint-
ing rate of growth in the 1-2 percent range (table
6-1)," reflecting unexpectedly delayed recovery in the
United States, a major slowdown in Japan, and rela-
tively poor performance in Europe, especially out-
side Germany (table 6-2). This slow growth became
self-reinforcing through international repercussions.
By the end of 1992 the German economy had flat-
tened out as well, and both Europe and Japan appear
to be experiencing a very slow year in 1993, despite
the recent wave of interest rate reductions. The U.S.
economy picked up in the second half of 1992, but
the recovery in North America remains patchy and
uncertain. Projected growth rates for 1993 are low for
a recovery period (around 2 percent year-on-year for
the G-7 as a whole), and the range of uncertainty is
especially wide in Europe.

In Europe, following the near collapse of the ex-
change rate mechanism in the fall of 1992, growth
prospects now appear particularly uncertain and
fragile. Inflationary pressures continue in Germany,
leading to a high level of real interest rates in Europe
that is unprecedented in a time of recession. Real GNP
in the Western Linder of Germany is widely expected
to decline from 1992 to 1993 while France and Italy
may see little, if any, positive growth.

In the United States it appears that a sustainable
recovery in growth of overall output may be under
way. Some of the factors that have depressed U.S.
growth in recent years will continue to have a de-
pressing influence on consumer and business confi-
dence: reduced defense spending, the deflation of
asset values, and the accumulation of debt. Thus,
forecasters are generally not optimistic that U.S.
growth will much exceed 3 percent even by 1994,



Table 6-1 Comparison of forecasts of GDP/GNP for G-7 economies, 1992-94

NIESR Consensus DRI IMF OECD
Comparisons (Feb. 93) (Mar. 93) (Jan.93) (Jan.93) (Dec. 92) Range
GDPfGNP growtlt rates for 1992
G7 15 16 15 15 1.5 1.5-1.6
United States 21 21 21 20 18 1.8-2.1
Japan 1.8 1.8 1.7 1.6 1.8 1.6-18
Germany 0.8 1.2 0.7 1.6 14 0.7-1.6
GDPIGNP growtl rates for 1993
G-7 22 1.9 21 21 20 1.9-22
GDPIGNP growt rates for 1994
28 27 29 —_ 29 2.7-29

—Notavailable.

Notes: Generally, Gor growth rates are reported. The exceptions are for Japan and Germany for which Gnr growth rates are reported by
NIEsR, Consensus, and DRI, Against Germany, only West German forecasts are reported by NiEsr, Consensus, and DRI

Sources: National Institute of Economic and Social Research (NIEsR), London, NIGEM database, February 1993; Consensus Economics Inc.
March 1993; pri/ McGraw-Hill 1993; International Monetary Fund 1993; oecp 1992b.

although in the light of the Clinton administration
program, forecasters have been revising their short-
term predictions upward during recent months.

In Japan the decline in stock prices in real terms
has exceeded that of the U.S. stock market crash of
1929. This appears to have been a factor in the declin-
ing trend of GDP during 1992. The present Japanese
recession is on the same scale as that which occurred
in 1975, following the oil shock of 1974, but its effects
are more pervasive, affecting small business as well
as large and services as well as manufacturing. De-
spite recent fiscal stimulus and steady declines in the
discount rate, most Japanese forecasts for near-term

growth remain well below the potential growth rate,
which is estimated to be 3.5 percent.

In sum, the outlook for short-term growth in the
industrialized nations is mixed and uncertain, with
the biggest elements of downsize risk centered in
Europe.

Longer-term growth prospects for the G-7

Growth over the longer term in the G-7 economies is
expected to be slow. The fundamental reasons are
slow productivity growth and poor savings perfor-
mance in some major economies. The world savings

Table 62 World growth summary
(percentage changes per year in real Gor)

Growth rates

Regions 196269 1969-72 1972-79 1979-82 1982-89 1989-92
World total 54 4.6 3.6 12 35 i.4
High-income countries 53 42 3.2 10 34 1.6
OECD high-income 5.3 4.1 3.1 1.0 34 15
G-7 countries 53 41 32 1.0 34 1.5
United States 43 27 27 -0.1 35 0.5
Japan 104 77 41 35 42 37
Germany” 4.3 42 28 04 25 24
Other industrial 5.0 47 26 1.1 29 1.6
Non-0ECD high-income 6.9 85 6.3 22 5.7 38
Lmics” 6.1 6.4 55 2.1 37 05

a. Western Linder 1989-90; Unified 1991-92.
b. Including former Soviet Union and Republic of South Africa.

Source: World Bank staff estimates (for 1992); oecp National Account Statistics.
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rate has fallen by more than 3 percent of GDP since
the 1970s. The long-run consequence is that real
interest rates tend to remain high, and investment
and growth are depressed below their long-run
potential.

The baseline forecast envisages G-7 growth at an
average yearly rate of 2.7 percent over the period
1992-2002, significantly lower than the average rate
over 1965-90 (table 6-3). This performance reflects
the present trend rate of growth in labor productivity
(output per workerhour in the business sector) in
OECD economies of about 1.5 percent per year, as
compared to about 4 percent before 1973.

In the near term, easier monetary conditions in the
United States, now leading to expansion of bank
credit, seem likely to combine with some short-term
fiscal stimulus and the post-election revival in con-
sumer confidence to produce a steady (if not spectac-
ular) recovery in business confidence. Japan is likely
to follow in the upturn, although with some delay,
while lower interest rates (especially short-term) in
Europe should assist a growth recovery there before
mid-decade. Nevertheless, the recovery is unlikely to
prevent further upward drift in unemployment rates
over the next few years from already high levels,
especially in Europe.

Despite the softer economy during 1993-2002
compared to the latter half of the 1980s, the forecast
of inflation in the G-7 (in terms of local currency CPI)
indicatesaboutthe samelevel, of 3.2 percent per year,
because of actual or potential easing of monetary
policies. In the United States, short-term interest
rates have already come down. In Europe, devalua-

tions and pressures for relaxation of monetary con-
ditions suggest that the influence of the German
Bundesbank on monetary conditions throughout Eu-
rope will be weaker.

Export unit values of G-7 manufactures (MUV)—an
important determinant of developing-country terms
of trade—arelikely to rise relatively slowly, probably
at no more than 3 percent per year in dollar terms.”
Because labor productivity rises faster in manufac-
turing thanin services, the projected MUV trend islower
than the trend of overall inflation. Reduction in unit
costs because of application of high technology and
competitive pressures in foreign trade underlies high
productivity in the manufacturing sector.

What are the implications of this scenario for de-
veloping countries? Analysis shows that in the short
run a 1 percent decline in growth in the industrial-
ized world is associated with an approximately 0.4
percent per year reduction in growth in the aevelop-
ing world. This implies that the short-term effect of
recession in the industrialized nations on perfor-
mance in the developing world is significant. Over
the next two years, slow industrial country growth
reflecting recession in Japan and Germany is likely to
cost developing countries as much in lost export
revenueas they receive in official development assis-
tance. A sustained, medium-term shift in the growth
rate of the industrialized world exerts much more
leverage—on the order of 0.7 percent reduction in
developing country growth per 1 percent reduction
in OECD countries. Thus, low industrial country pro-
ductivity exerts a significant long-term drag on de-
veloping country growth.

Table 6-3 Global indicators of external conditions affecting growth in the developing countries

(average annual percentaye change cxcept LIBOR)

Trend

Indicator 8 (1965-90) 1990-92 1992-2002
Real GDP in the G-7 countries 34 1.1 27
Inflation in the G-7 countries’ 6.2 35 3.2
World trade 45 33 5.8
Real LIBOR

USs —_ 13 3.1

DM —_ 56 29

Yen — 3.0 2.7
Price indices (USS$)

Export price of manufactures (MuV) 6.5 30 238

Price of petroleum 52 -128 0.8

Non-oil commodity price” -24 -7.2 0.8
— Not available.

a. Consumer price index, in local currency, aggregated using 1988-90 GDr weights.
b. Based on World Bank indices and deflated by the export price of manufactures.

Source: World Bank, baseline forecast, February 1993.




World trade

The volume of world trade continued to show re-
markable resilience in 1992, with volume growth
estimates now ranging around 4 percent, some
2.5 percentage points faster than growth of world
output.

During the period of recovery from the present
slowdown, world trade seems likely to grow in the 6
percent to 8 percent range, especially if, as seems
likely, there are strong effects from reductions in
barriers within regions. Looking toward the second
half of the present decade, the expected growth of
world trade is more than 5 percent (table 6-3), with
the uade of the non-OECD countries increasing sub-
stantially faster than the trade of OECD countries. A
large part of this difference is accounted for by the
dynamism of countries in East Asia, especially the
so-called Chinese economic area (CEA) of China,
Hong Kong, and Taiwan, China. In addition, the
forecast assumes continued penetration of OECD
markets by non-OECD countries and a trade policy
climate sufficiently supportive to permit that pene-
tration. The difference between world trade growth
and world output growth during the coming decade
is likely to exceed the difference observed in the
1980s, especially in view of the progress of regional
trade agreements such as NAFTA.

The Uruguay Round and regionalism

The importance of a successful conclusion to the
Uruguay Round for developing countries was
stressed in the two previous Global Economic Prospects
and the Developing Countries. The importance of a
successful round is undiminished; that it still has not
been concluded is of great concern. Of particular
importance to developing countries are trade in ser-
vices and intellectual property rights. A successful
conclusion to the round is likely to result in increased
imports of services by developing countries.

The risks from long-term postponement of the
round have grown in recent months as various
deadlines have passed. A lack of direction and in-
creasing uncertainty have been evident at the multi-
lateral level as have growing trade tensions at the
bilateral level. Economic recession always increases
the likelihood of increases in protection, and thus the
poor prospects for Japan and Western Europe, as
discussed herein, do not augur well for a rapid con-
clusion to the round. This is evident in the increasing
number of pleas for issues to be renegotiated. The
importance of resisting protectionist pressures thus
takes on added urgency, particularly in light of con-
tinued trade liberal.zation in developing countries

and the need to open markets to formerly centrally
planned economies.

The expansion of manufactures exports by devel-
oping countries continues to be rapid and to involve
the development of strong trading links between
developing country exporters and other developing
countries as well as with developed countries. In-
deed, a virtuous circle of increased trade indepen-
dence and growth appears to be allowing buoyant
growth to be maintained by the developing econo-
mies of East Asia and the Pacific and Southeast Asia,
with lessened dependence on economic activity in
the major industrial countries.

While progress has been slow on multilateral trade
negotiations, negotiations over regional trade ar-
rangements have become very popular—among de-
veloped and developing countries. Regionalism is
again fashionable in the Americas, both between
developing countries (for example, MERCOSUR) and
between the developing south and the developed
north (as suggested by interest for accession to the
NAFTA and the twenty-nine framework agreements
signed between the United tates and Latin Ameri-
canand the Caribbean countries under the Enterprise
for the Americas Initiative). In East Asia, existing re-
gional arrangements are the focus of renewed attention
(ASEAN), and new formal arrangements are being dis-
cussed. The European Community has been widening
the scope of its trading agreements, reaching out to
EFTA countries, to Eastern European countries, and
possibly to the Maghreb. And in Africa there has
been the development of the South African Develop-
ment Coordination Conference.

Arguments can be made as to whether multilateral
and regional trade arrangements are complemen-
tary. Thus far, multilateral and regional arrange-
ments seem to have gone hand in hand. However,
there are issues arising from recent steps toward
regionalism that give cause for concern. Developing
countries are negotiating trade agreements with dif-
ferent groups of countries. Such negotiations absorb
scarce resources that may be better used in multilat-
eral negotiations or in “protecting” the achievements
of unilateral liberalization. Furthermore, negotiation of
a number of complex and differentiated trading ar-
rangements could frustrate trade rather than promote
it. Successive agreements may not mesh easily with
existing agreements. Moreover, each new agreement
wili erode the benefits accorded under previous ones,
threatening to create political tension and instability in
trade relations. The transaction costs of doing business
across frontiers could soar, with the maze of qualifying
rules of origin. These problems would be minimized if
open-ended trade agreements were adopted with a
minimum of industry-specific rules.
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Other problems that have become apparent are the
exclusion from the agreements of “difficult,” usually
highly-protected, industries, as in the Canada-
United States agreement or the AFTA (ASEAN Free
Trade Area), or the adoption of restrictive rules of
origin to continue protection within the agreement
for particular industries, as in the NAFTA. Rules of
originachieve this by requiring manufacturers to use
inputs produced in the region. The NAFTA, for exam-
ple, adopted more restrictive rules of origin than
were established in the Canada-United States agree-
ment in the cases of textiles, apparel, and automo-
biles. Since rules of origin are designed to influence
sourcing decisions by manufacturers that wish to
take advantage of preferential duty-free access in
partner markets, it is to be expected that restrictive
rules of origin will lead {o some trade diversion with
respect to inputs. What this means in practice is that
one partner can impose its higher external barrier on
an exporting partner.

Real interest rates

Short-term nominal interest rates in the United States
and Japan are at a historic low at present, which is a
source of relief for many severely indebted develop-
ing countries. However, the steepness of the yield
curve in the United States and Japan indicates an
expected rise in the medium term. Nominal long-
term rates in the G-7 countries are higher than they
were in the 1960s but lower than in the 1970s and
1980s.

Adjusted for estimates of expected futureinflation,
however, (derived using consensus forecasts), real
interest rates of the G-7 countries are now much
higher than in the 1960s and 1970s but lower than the
extraordinary levels of the 1980s (table 6-4)." For the G-7
in aggregate, real long-term rates are now about 3.3
percent as contrasted with —0.3 percent in the 1960s, 0.7
percentin the 1970s, and 5.9 percent in the 1980s.” Thus,
interest rates now are more than 250 basis points
above the levels of the 1960s and 1970s but more than
250 basis points below the level of the 1980s.

Some of the decline in real rates since the 1980s
reflects the waning of transitory influences that are
unlikely to recur, particularly the increases in de-
mand for debt capital, which fueled leveraged buy-
out booms, inflated real estate values, and elevated
price-earnings ratios of equities. Much of the decline,
however, is probably cyclical. The G-7 output, after
two years of slow growth in 1991 and 1992, is cur-
rently about 2.5 percent below trend, and investinent
demand (measured as a deviation from a medium-
term moving average) is cyclically depressed to the
extent of about US$ 100 billion. At the same time
private savings rates in the industrial countries have
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Table 6-4 G-7 countries: long-term real rates
of interest

Country 1960-69 1970-79 1980-89  1993"
Germany 26 3.7 48 4.0
Japan -13 19 44 22
United States -02 0.1 6.4 22

Average G-7 -03 0.7 59 33

a. Latest month (January).
Sources: IMF International Financial Statistics; Consensus Econom-
ics Inc. Consensus Forecasts of Iuflation.

increased by about 0.5 percent of GDP since 1990,
adding at least USS 100 billion to the ex ante world
supply of savings (box 6-1). This combination is
probably depressing short-term rates by 200 basis
points or more and long-term rates by a smaller but
still significant margin.

The baseline forecast envisages a continuation of
high real interest rates (particularly long-term rates)
reflecting considerations of both a cyclical and a
structural nature:

¢ The recession has caused G-7 deficits to widen
by nearly 3 percent of GDP since 1989. Looking
beyond the recession to the mid-1990s, govern-
ment finances can be expected to improve, but
evidence that efforts at long-term fiscal consol-
idation are bearing fruit is still insufficient at
this point.

» Cyclical recovery of grcwth in G-7 gross fixed
capital formation is forecast at 5-6 percent per
year over 1994-95.

* Investment in the Eastern Linder of Germany is
expected to remain at high levels for the next
five vears.

¢ As their restructuring and resource mobiliza-
tion efforts bear fruit, potentially huge invest-
ment demand will arise from the formerly
centrally planned economies such as Poland,
former Czechoslovakia, and certain former So-
viet republics.

The projected real interest rate of about 3 percent
over the coming decade is higher than the level
prevailing in the 1960s and 1970s and creates an
estimated drag of about 0.8 percent per year on the
growth rate of incomes in the G-7. For the develop-
ing countries this means less growth of exports. In
addition, various developing countries are af-
fected by higher costs of capital, weaker terms of
trade, and higher debt service, depending on their
varying situations regarding the financing of in-
vestment, the composition of exports, and the size
and composition of external debt. Model simula-
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tions show that, everything considered, developing
countries probably stand to lose between 0.5 and 1
percent per year of growth of income in the medium
term as a consequence of continued high inter-
est rates in the world. Low-income countries would
tend to be affected less than average and middle-
income more.

Although the continuation of tight world capital
markets is not good news for developing countries,
the fact that interest rates are likely to remain some
250 basis points above the levels of the 1960s and
1970s should be kept in perspective. Countries that
are able to improve the investment climate through
appropriate policies can see a remarkably rapid de-
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Table 6-5 Indices of commodity prices
(in constant LL.S. dollars, 1990 = 104)

Item 1970 1980 1992 1995 2000
Petroleum 244 199.0 76.0 71.1 845
Commodities (excluding energy) 172.9 168.2 86.1 89.1 945
Metals and minerals 165.5 1338 834 795 846
Foods 195.6 1974 854 927 97.9
Nonfood agriculture 170.5 178.7 820 87.7 93.2

Source: World Bank projections.

cline in risk premiums—for example, Mexican bor-
rowers tapping the Eurobond market succeeded in
halving the premium paid on medium-term debt,
from about 500 basis points to about 250 basis points
over comparable U.S. treasuries during the period
1989-92. Also, if, as projected here, the terms of trade
of developing countries reverse their historical de-
cline and stabilize, or rise a little, the effective real
interest rate paid by many developing countries will

fall substantially even if interest rates in the G-7 stay
high.

Commodity prices

Primary commodities still represent about half the
export proceeds of developing countries. Over the
whole forecast period, the prices of primary com-
modities are expected to be approximately stable in

Figure 6-1 Real non-oil commodity prices, 1948-2002*

(index 1987 = 1)
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a. Index of thirty-three non-oil commodity prices deflated by the Muv index. 1987 = 1.0

Source: World Bank projections.




real terms, ending the downward trend of the last
twenty years (table 6-5). The baseline forecast calls
for some increase in food and beverage prices from
deeply depressed levels, but prices of other commod-
ities are unlikely to show any sustained recovery in
real terms. Also, the price of oil remains approxi-
mately constant in real terms. Major factors underly-
ing these projections are, first, a continuing long-run
decline in the production of perennial crops, espe-
cially coffee and cocoa, where production costs often
exceed world prices, and new plantings have fallen;
and, second, in the latter half of the decade, a decline
in petroleum production by both OPEC and non-OPEC
producers.

Crude oil prices are expected to remain nearly
constant in nominal terms for the next few years and,
thus, decline in real terms—from 76 in 1992 to 71.1in
1995 (1990 = 100). Although OECD industrial activity
is expected to pick up after 1994, oil supplies should
be ample to forestall price increases for some time.
However, in the latter half of the decade it is expected
that prices will show a trend upwards in real terms
as production begins to decline in several OPEC and
non-OPEC producers. Petroleum consumption is ex-
pected to increase on average by 1.3 percent over the
long term. Fastest growth should be seen in the low-
and middle-income countries (but excluding Eastern
Europe and the i5U), with their share growing from
28 percent in 1991 to 36 percent by the year z005.
Increased use of motor transport will be the main
reason for this growth.

Nonfuel primary commodity prices have fallen
sharply in real terms since the early 1980s (figure 6-1).
The World Bank’s nonfuel commodity price index
almost halved over this period—declining from
168.2 in 1980 to 86.1 in 1992 (1990 = 100). Prices in
1992 were by far at their lowest level since the starting
point for the index in 1948. Prices of all major com-
modity groups have fallen, but the largest decline
was in the beverages group, the constant-dollar bev-
erage price index having fallen 68 percent since 1986.

In 1993 beverage prices are expected to improve
but will be more than offset by declines in the con-
stant-dollar prices of cereals, agricultural raw mate-
rials, and metals. From 1994 onward the aggregate,
nonfuel index is expected to increase, although only
slowly—from 86.6 in 1993 to 94.2 in the year 2000.
Increases in beverage prices will be supported by

upturns in all other groups, with the exception of
vegetable fats and oils (table 6-5).

This turnaround in the trend in real prices, albeit
slight, is conditional mainly on two assumptions:
that there will be a sustained upturn in economic
activity in the industrial countries and that produc-
tion growth in the perennial crops, particularly cocoa
and coffee, will continue todecline in some countries.
However, events could turn out to be different and
the expected upturn in prices not take place. Plan-
ning based on commodity prices should recognize
the large degree of uncertainty associated with them.
For its sensitivity analysis of projects and programs,
the World Bank uses wide ranges in its commodity
price forecasts. For example, for constant dollar fore-
casts of coffee, cocoa, and petroleum prices, therange
of prices three years ahead with a 70 percent proba-
bility of occurrence is typically plus or minus 25
percent or more of the projected most likely price.
Commodity prices can be expected to remain volatile.

Notes

1. Based on estimates of 1992 G-7 growth by the National
Institute of Social and Economic Research (NIESR), London;
Consensus Economics Incorporated, London; Data Re-
sources Incorporated/McGraw-Hill, Lexington, MA_; the
International Monetary Fund; and OECD. The exception
was the United Kingdom, with negative growth.

2. The present forecast of the MUV index (which is in

dollars) assumes that the real (inflation-adjusted) effective

exchange rate of the dollar remains roughly unchanged
after 1993. A real apprediation of the dollar would tend to
lower this index.

3. For purposes of the inflation adjustment, representa-
tive long-term instruments are treated as ten-year bonds,
and the inflation adjustment is the realized yearly rate of
increase in the CPI over the corresponding period. The CPI
forecasts for the next ten years are derived from Consensus
Forecasts of Inflation.

4. As would be expected from the fact that the bonds of
different major governments are close substitutes in port-
folios, all these long-term real rates are highly correlated
over time, which adds significance to their average across
countries. Long-term real interest rates need not be highly
correlated if exchange rate movements are expected to
deviate significantly from relative inflation rates over a
ten-year period or if risk premiums vary over time.
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Developing-country prcspects
in growth and external finance

Synopsis

The baseline forecast projects growth in developing
country GDP (excluding the former Soviet Union and
Eastern Europe) of 5.3 percent per year, more than 1
percent above the rate of the 1980s and 1970s and 0.5
percent below the rate of the 1960s (table 7-1). For the
FsU and Eastern Europe the projection is 1.8 percent,
reflecting expected recovery in the latter half of the
decade. Furthermore, the differential growth rate of
developing countries (low- and middle-income, ex-
cluding the FsU and Eastern Europe) over high-in-
come countries, on a per capita basis, is projected to
outpace in the 1990s its level of the 1980s and 1970s.
The forecast implies a differential of 1.2 percent in the
period 1992-2002 (developing country growth of 3.4
percent compared with high-income country growth
of 2.2 percent), compared to 0.5 percent during
1982-92 and 0.5 percent during 1973-82.

The downside risks in this forecast are substantial,
however. Aside from the risks of weaker developing
country policy performance, an external environ-
ment could be envisaged in which recession was
protracted in Germany, Japan, and elsewhere; high
industrial country unemployment led to growing
protectionism; and real commodity prices continued
to fall. Nominal interest rates would tend to fall, but
real interest rates might not follow because of low
savings in major industrial countries. The expected
recovery in developing country growth would be
seriously delayed (by two years orlonger) and itsrate
much reduced (by 1.6 percent of GDP per year during
1992-2002). This downside scenario is elaborated
further below.

The comparatively optimistic baseline forecast is
based on three main factors: a marginally improved
international economicenvironment, stronger devel-
oping country policies, and a restoration of access to
external finance after debt restructuring.

The international economic environment for de-
veloping countries is expected to be better in the

1990s than in the 1980s, despite lower prospective
growth in the high-income countries, because world
trade is expected to grow faster, real interest rates to
be lower, and real commodity prices to stop declin-
ing. Additionally, a number of countries have been
able to deal with their debt overhangs. As discussed
in the preceding chapter, the volume of world trade
is projected to grow at an annual rate of 5.8 percent
in the 199Us compared to 3.7 percent in the 1980s; real
interest rates (a weighted average for Germany,
Japan, and the United States) to average 2.8 percent
compared with 4.0 percent; and real non-oil commod-
ity prices to grow at a rate of 0.8 percent compared to
negative 3.1 percent. The oil price is forecast to grow
at a real rate of 0.8 percent (equivalent to 3.8 percent
nominal rate), compared to a sharp fall in the 1980s.

Developing country policies have undergone a
tremendous transformation in recent years that will
bear fruit through the 1990s. Most notable are trade
liberalization and abandonment of import substitu-
tion; correction of overvalued real exchange rates;
fiscal consolidation and improved management of
public finances (for example, reformed tax structure
and collection); lower inflation and strengthening of
central banks; and reduced role for the state in indus-
try, commerce, and finance, including privatization
programs and greater reliance on price and market
mechanisms.

The restoration of access to external finance fol-
lowing debt restructuring has been discussed in
chapter 1. For many heavily indebted developing
countries the 1980s were characterized by a wrench-
ing shift from positive to negative net transfers,
which resulted in enforced import compression and
hasty, inefficient cutbacks in domesticinvestment. In
the 1990s the possibility has materialized of a virtu-
ous circle of increased external finance, investment,
and growth. Additionally, official finance is playing
an important role in sustaining the reform effort of
countries ranging from the formerly centrally
planned, to the war ravaged, to Sub-Saharan African




Table 7-1 Developing country growth summary

Gop GDP per capila

Region 1970-92 1982-92 1992-2002 1970-92 1982-92 1992-2002
All developing countries 3.8 27 47 1.7 08 29
LMICs excluding Fsu 4.1 34 5.2 19 1.3 33
LMICs excluding EEUR/FSU 4.3 38 5.3 21 1.7 34
Low-income countries 5.2 6.1 6.3 30 40 44

China and India 5.8 74 6.9 38 5.6 5.4
Midd!e-income countries 33 15 39 14 -03 23

Excluding EEUR/FSU 3.8 27 4.6 14 04 25

Source: World Bank, baseline forecast, February 1993,

countries with weak infrastructure and disadvan-
taged export markets.

The external financing outlook for countries with
market access (mainly middle-income plus a few
large low-income) is for increasing access to private-
source funds sufficient to finance the higher growth.
(For developing countries as a whole, domestic in-
vestment is expected to rise faster than domestic
savings, implying a greater use of external finance.)
For aid-reliant countries, particularly new claimants,
the outlook is less promising. In the baseline projec-
tions, slowly growing (in real terms) aid funds are
distributed largely to existing recipients.

Environmental management

Without sound national policies and effective man-
agement, the developing world’s growing scale of
economic activity in the 1990s could pose serious
challenges for environmental management, with ac-
celerated economic growth increasingly putting
pressure on the natural environment. Industrial and
energy-related pollution (local and global), defores-
tation caused by commercial logging, and overuse of
water resources are the result of economic expansion
that fails to take account of the value of the environ-
ment. However, the adverse impact of economic
growth on environmental degradation can be greatly
reduced, and the physical limitation of natural re-
sources need not necessarily constrain growth. Ris-
ing incomes combined with sound policies and
institutions can form the basis for environmentally
sustainable development.

The challenge for developing countries is to build
the recognition of environmental scarcity into their
decisionmaking process by paying attention to
incentives affecting human behavior and policies
overcoming market and policy failures. With effec-
tive policies and institutions, developing countries
can achieve sustainable growth in the coming
decades.

Developing-country trade prospects

Developing-country export growth is expected to
pick up strongly in the coming years, at a rate almost
twice as fast in the 1990s as during the two preceding
decades (1970-90), on average. To a large extent this
acceleration is the result of the growing importance
of East Asia: persistently fast-growing Asian exports
are now weighted far more heavily in the developing
country totals than used to be the case (figure 7-1).
For Asia there is expected to be little tapering off in
its above-average export growth, as emerging
“growth triangles” (triplets of geographically-associ-
ated countries, typically with complementary factor
endowments) boost intraregional market shares.
Viewed by region, the most notable improvements
in performance will be in Latin America, reflecting
domestic policies, and in the Middle East and North
Africa, where oil exports were curbed by high or
rising prices in the 1970s and 1980s. Sub-Saharan
Africa’s exports (which in 1990 were still about 90
percent concentrated in primary commeodities),
while showing some pickup in 1993-94, will con-
tinue in the medium term to grow more slowly than
the developing country mean. Eastern Europe and
the FSU may barely recoup their recent contractions
in exports by the end of the decade.

What are the implications for imports? The fastest
growing developing-country markets for imports
will be those countries whose own exports are doing
well, supporting good growth of overall income,
improving creditworthiness, and, hence, attracting
large infusions of capital. Imports into China and
India together are expected to grow twice as fast as
world trade in the 1990s. By 2002 the Chinese Eco-
nomic Area (CEA, comprising China, Hong Kong,
and Taiwan, China) will be importing more, in dollar
value, than Japan. The rest of Asia will grow almost
as fast as China and India.

Latin America’s import growth, following a surge
of more than 20 percent in 1991, will consistently
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Figure 7-1 Growth of export volume of developing
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outpace world trade growth during the next ten
years and indeed show some tendency to accelerate
after 1994, assuming the forecast recovery in Brazil.

Even though Eastern Europe and the FSU may be
importing little more in 2000 than in 1990, develop-
ing countries as a group will be persistently increas-
ing their shares in world imports.

Supply-side sources of growth

Although the international economic environment is
likely to help developing country growth prospects
inthe nextdecade, the predominant growth stimulus
in these countries is expected to be generated from
within. This is best examined from the perspective of
the supply-side sources of growth. The rate of
growth of potential output in an economy can be
traced to two sources—first, the rate of expansion of
productive resources, namely labor and capital; and
second, improvements in the efficiency with which
these resources are combined in production. The
latter source can also be called the growth of total
faclor productivity (TFP) (box 7-1). In terms of labor,
its projected growth is not considered an important
factor underlying the projected acceleration of Gpr
growth in developing countries in the next decade.
In fact, the growth rate of the labcr force in develop-
ing countries during the 1990s is expected to decline
marginally when compared to the rate of the 1980s.
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Reductions in birth rates and fertility rates, which
had alrcady occurred in the late 1970s and 1980s, are
expected to translate into slower labor force growth
in the years to come. Especially noteworthy are the
changes in China, India, and Mexico, where the an-
nual growth rates of the labor force are projected to
be 1.8 percent, 1.7 percent, and 2.7 percent, respec-
tively, compared with the actual rates for the 1980s
of 2.1 percent, 2.0 percent, and 3.1 percent, respec-
tively.

The implied growth rate of the capital stock, how-
ever, is projected to be more rapid in the 1990s than
in the 1980s for most developing countries. Here the
projections suggest that two kinds of broad forces
will be at work: increased availability of savings, on
the one hand, and a rising demand for investment
resources, on the other. Underlying both forces is the
implicit view of an ongoing improvement in the
institutional and policy framework in developing
countries. Reforms in macroeconomic and trade pol-
icies, as well as programs to restructure financial
systems and reduce the size of the public sector, are
all expected to raise domestic savings rates, encour-
age inflows of equity and portfolio capital, and
strengthen incentives to invest.

In most countries, however, it is the rate of TFr
growth that is the most important source of GDP
growth implicit in the projections for the 1990s. For
a sample of about fifty developing countries, the
implicitaverage TFP growth was nearly zero in 1980-
91 but is expected to rise to 1.1 percent a year in
1991-2002. What could possibly stimulate this accel-
eration in efficiency growth? Among the important
factors are likely to be the expansion of trade and an
increase in the level of education of the labor force.

The liberalization of trade policies in developing
countries and the expansion of demand in industrial
country markets are together expected to lay the
foundation for an acceleration of export growth. As
noted earlier, exports of manufactures are expected
to grow at a significantly higher pace, and the aver-
age share of trade in GDP is expected to rise. The
evidence suggests that the greater the openness of an
economy (measured by the share of trade in GDP), the
higher that economy’s TFP growth tends to be. There
could be several reasons why: first, export opportu-
nities tend to pull capital and labor resources into
more productive occupations; second, better export
performance permits higher levels of imports of cap-
ital goods (machinery and equipment), which, in
turn, provide access to the latest production technol-
ogies that these imports embody. Third, export ri-
valry and import competition encourage innovation
and competitiveness; and fourth, trade opens new
channels of information that hel> keep track of new
products, the latest production and managerial tech-




conomics is'labor

orinput.

;sofh\terethisnotonlevelsbuton:'{
m growthratesofoutput(cm’), the -

_ P-Under commonlyused assump-
" at production technology exhibits .

Jant returns to scale and that firms

ppropnatewaghbsforﬁomnngﬂ\e _

. seasure are the respective value

" capital'in output. In this analysis,
" atthe highest (economywide) level

* where the factor inputs are mea-
’ “‘ry adjustments, the main elements

putedmgl-owthnteare'quaht]r" .

*capital stock, increased skillsofthe .
’ stechoralallocahonofresoum,i B

,-ssthatlsnotalreadyembodnedm,.,

""" formost countries. The forecasts of

' 'arepartofthebaselmeforeast_”
" k. The labor inputs are proxied by

:nvepopulatlon ‘taken fromﬂ.o

' lurewasadoptedtoestxmatethe'

o eenty-two high-income economies
. and middle-income economies for
“%ﬂmmﬂisshowthatalthough

~ iome countries have, on average,
' rowthratesthan havehigh-income

- préducti\dly,-_,-— g economia,tlﬁshasbeensolelyduetoamorempnd
“>utput puunithbor.lhsaparﬁal;._,__;_;

sesonlyoneofseveralfacwrmputs'.
mms.'!‘hecomeptofmtnlﬁctarf,_
mmliusthls‘mﬁonﬁoemompass_{
susuallyexpressedastheratloof'-
neasm'eof‘laboraswellascapml,,{ E

- force. Indeed, the growth of TFP in developing countries -
" hasbeenlower than that in high-income economies (0.3
." percent in the'period 1960-91 compared to'1.1 percent
.~ in high-income ‘economies).? In addition, the results
__-;__ipmnttoa trend of declining TFP growth in developing
"7 countries, from 1.3 percent per year in 1960-73, to 0.6
'_fpementperyearm 1973-80 toOl percent a year in

asa wholemasks considerable regional differences. For
. "example, theLatin Americaand Caribbeanregionmade

-~ 1960s but exhibited zero TFP growth in the 1970s and
. nearly 1 percentannual declinefollowing thedebt crisis.
. TFP growth was virtually stagnant in Sub-Saharan Af-
“ rica during 1960-70 but has shown a modest upturn in
the 1980s. In sharp contrast, TFP growth for East Asia
‘and the Pacific has been significantly higheér than that

- averaged 0.8 percent per year in the 1960s but halved .

Jfﬁusanalys:s,theﬁctotshamsfor S

,f_ _m to'be 60 percent for labor and 40, -
_ Studies of income: shares suggest - - -

_ tries'withina'10 percentage point -
‘ls,andvanahonsmtluntlusnnge: :
" 1y affect.the broad conclusions . -
Thecaprlalstodcsenesmedenved S
*wentory method from investment -

-:reachlJpercenl:peryearmﬂ\e'l‘JBOs.

*. reversal in. the overall developing country trend

.. through ‘gradual recovery in l,atin America, accelera- -

. tion of the macroeconomic and trade reforms in Sub-
Saharan Africa, and continued steady econoxmc :

. pumedas
) theneg: slandsforﬂreorsyowﬂlrateofxmloganﬂmuc
. percentage changes during period ¢, y is Gor, [ is Iabor, k is

. and tis1980-91 and 1992-2002. (For presentation purposes, the -
. loganﬂmcpemmlagednangeshavebeenoonvettedmanﬂ:-

accumulation of capital and a faster growth of the labor.

Butthettendmmgmwthmdevelopmgoountms '

TFP gains in the 1.5 percent per year range during the

of other developing regions, especially in the1970$and |
1980s when it was also double that of the hi ;
eeononnes.AndeastAsxaandthePauﬁc,mgrowth

aﬁathel%oﬂshock;ntreooveredsubsgqumﬂyb
Acentralfeamreoftheforecastmtlﬁsbookxsar-:

performanoemBastAsnaandthePaaﬁc.
l.With theabovedala,thegrowthm&eofm,g:,smm-

3t=8y [ax:+(1 a)gt]

capital, atis share of labor in the output, taken to be 60 percent,

meticones.) :
zn\enumbe:sreporbaimmedﬂnmates. :

"~ _ket and consumer trends, and
, ‘hanges.
' _cation of thelabor forcearealso
. _sitive effect on TFP growth. The
ation of the workforce in devel-
== been rising steadily over the
.~ ars of schooling in 1970 to 3.7
7 years in 1987, the last year for
_7_ble. Economies require contin-
" 'n the education and skill level
"7 “hey are to remain competitive

in international markets. Better educated labor helps
firms absorb and adjust rapidly to changes in tech-
nology, product mix, and work practices. Even labor-
intensive industries in developing countries can be
more competitive internationally if they have better
educated labor.

To summarize, economicand institutional reforms
already under way in many developing countries are
expected to raise GDP growth in the 1990s by acceler-
ating capital accumulation and promoting produc-
tion efficiency. Three factors—higher savings and
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investment, improvements in the average level of
education, and increased openness in trade—can
provide a potent combination for boosting the inter-
national competitiveness of these economies and
quickening the pace of economic development.

Prospects by region

The foregoing picture (table 7-2) conceals a wide
variation by region. For some regions, past reforms
and ready access to external finance offer the hope of
sustained growth. For others, poor infrastructure,
weak human skills, macroinstability, and the uncer-
tainty over fundamental structural reforms continue
to pose problems.

In Latin America, GDP growth of around 4 percent
per year is achievable in the 1990s if countries can
persevere in improved domestic policies and, in the
case of Brazil, adopt credible policies of macroeco-
nomic stabilization. The evidence from Chile and
Mexico, to date, has given other countries the im-
petus to embark on policy reforms directed toward
increasing domestic savings, keeping inflation in
check, improving public finance (especially increas-
ing revenues), liberalizing trade, and inducing for-
eign capital and flight capital to return. The baseline
projections assume that this trend will continue, and
it is expected that the domestic savings-to-GDP ratio
will rise by more than 4 percentage points (table 7-3).

The investment-to-GDP ratio in the 1990s is ex-
pected torise by about 5 percentage points compared
to the depressed levels in the 1980s. It is expected that
increased investment will come more from the pri-
vate sector, the result of privatization programs in a
number of countries (Argentina, Chile, and Mexico),
which have attracted both local and foreign invest-
ors. However, public investment in infrastructure—
which had been neglected in the 1980s—is also
expected to complement private investment.

Foreign savings (the counterpart to the current
account deficit) in the 1990s are projected to run at
about the same level as in the 1970s and, paradoxi-
cally, not much higher than in the 1980s. Two factors
in the current decade reconcile this outlook with

expected higher investment: lower interest rates will
mean lower interest payments abroad, and capital
flight is not expected to occur as it did in the latter
part of the 1970s and in the 1980s. Whereas most
external capital originated from private creditors
(mostly commercial banks) in the 1970s and from
official creditors in the 1980s, it is expected that a
greater reliance on foreign direct investment will
occur in the 1990s. Portfolio capital is expected to
become an increasing source of foreign capital, al-
though not on the scale of the past few years (1989~
92), while it is also expected that there will be some
return of lending from commercial banks in the form
of project finance associated with infrastructure.

There are downside risks to these projections.
First, the regional aggregates are heavily influenced
by the performance of Brazil and, thus, by the uncer-
tainty attached to that country’s envisaged policy
turnaround. Second, the amount of external capital
may be less than expected because of some countries’
unwillingness or inability to implement necessary
policy reforms on a timely basis. Third, the acceler-
ated export growth envisioned—a key assumption in
the baseline—may not materialize because of slower
export market growth in the near term and, in some
countries, because of a lack of supporting infrastruc-
ture. Without an improved export performance, the
high rates of import growth (recently being financed
by large capital inflows into countries such as Argen-
tina, Mexico, and Venezuela) will prove to be unsus-
tainable. Fourth, higher than projected interest rates
may raise net factor payments and reduce the amount
of domestic savings available for investment.

In an extreme case, it could be argued that there is
the possibility of another external financing crisis in
this region if the international environment deterio-
rates, although this would be a different type of
problem, stemming from the volatility of some of the
newer capital flows. The principal safeguard against
a renewed crisis must be perseverance in policy reform;
other safeguards include the greater share of equity in
external finance and improved fiscal positions.

In Sub-Saharan Africa, GDP growth is projected to
rise—thanks to the projected break in the declining

Table 7-2 Forecast summary: all developing countries

(pereent per year)

Baseline
Growthrates o 1970-80 _ 1980-90 1990-2000  1982-92 1992-2002
GDP 52 31 37 27 4.7
Consumption per capita 34 1.0 19 08 26
GDP per capita 30 L1 19 08 29

Source: World Bank, baseline forecast, February 1993.




Table 7-3 Forecast summary: Latin America

and the Caribbean
(pereent per year)

Baseline
Growthrates o 1982-92  1992-2002
Gpr 19 39
Consumption per capita -0.1 1.6
GDP per capita -0.2 2.1

Sounrce: World Bank, baseline forecast, February 1993,

trend of real commodity prices—but to-remain
among the lowest in developing countries (table 7-4).
In about fifteen countries, accounting for about half
the region’s output, a strong commitment to adjust-
ment policies is already in place, providing the basis
for growth acceleration that is likely to be enhanced
by less unfavorable external conditions. In another
ten countries, accounting for 25 percent of the
region’s output, a diminishing of civil strife would
be the key to economic progress, turning the GDP
declines of the past decade into small but sustainable
increases during the next. Nevertheless, extremely
low savings ratios (averaging about 13 percent of GDP
in the 1980s), along with factor payments of another
3 percent to repay loans and profit remittances from
past borrowing and investment, make prospective
investment ratios the lowest among developing
countries (about 16 percent in the 1980s). These con-
ditions are insufficient to allow output growth to be
much higher than population growth in the 1990s,
even under the current baseline assumption that do-
mestic policies in most countries will improve in the
1990s.

Export growth s expected to increase in response
to more liberalized trade regimes, but the current
composition of exports, with its heavy reliance on
commodity goods, along with the lack of adequate
supporting infrastructure, will limit Africa’s ability
to raise its export potential rapidly. Although the
initial response in countries that have implemented

Table 74 Forecast summary: Sub-Saharan Africa
(percent per year)

Baseline
Crowthrates 198292 1992-2002
Gor 20 37
Consumption per capita -1.3 04
GDP per capita -1.1 0.6

Note: Excludes Republic of South Africa.
Source: World Bank. baseline forecast, February 1993.

structural reforms {such as Ghana and Uganda) has
been favorable, it is now evident that this growth
spurt cannot be sustained without heavy investment
in infrastructure, both physical and managerial-
labor skills.

External finai.zing in the 1990s will continue to be
dominated by credit on concessional terms from of-
ficial sources—about two-thirds of all external fi-
nancing—while foreign private investment is
expected to rise in its share of total financing from
about 20 percent (in the 1970s and 1980s) to about 25
percent. The prospects for attracting foreign invest-
ment are limited to a few of the large countries asso-
ciated with natural resources (for example, Cote
d’'lvoire, Ghana, Kenya, Nigeria, Uganda, and
Zimbabwe), while the majority of countries will have
limited access to this source of financing until supply
bottlenecks can be addressed (through better infra-
structure, including telecommunications and airand
land services).

The outlook for Sub-Saharan Africa is especially
fragile, with the biggest risks being a continuation of
the deterioration in the terms of trade and continua-
tion of political unrest. There are some factors that
need to be addressed.

First, the baseline projection assumed no major
adverse conditions with respect to the weather and
internal conflicts. Serious environmental degrada-
tion over the course of past decades (ior example, the
high level of wood usage for fuel 1as caused an
encroachment of the Sahara desert o1.to previously
productive land) has made Africa more susceptible to
droughts than any other continent.

Second, the potential impact of the AIDS epidemic
on economic growth is serious, although it has not
yet been quantified for many countries. In Malawi it
has been estimated that between 20-30 percent of the
active labor force may be infected, while in Uganda
it has been recognized as a serious problem. Re-
sources are already being diverted from other prior-
ity areas to AlDS-related treatment, but with limited
available resources other diseases long thought of as
being under control (such as tuberculosis) are in-
creasing. The severe health and other social problems
facing most countries in Africa will divert re-
sources from badly needed infrastructure and labor-
skill development.

Third, the high level of ODA flows to Africa may
not be forthcoming as easily as in the 1980s because
of an increase in demand from other countries (such
as Viet Nam and some of the FSU states ) and increas-
ing donor scrutiny of domestic policies. Although a
continuation of past resource flows has been incor-
porated into the baseline projections, there is risk of
a lower availability, which could result in severe
reductions in investment and consumption.



Poverty is expected to increase. Even in the base-
line projection, the number of poor in Africa would
increase from about 200 million in 1990 to roughly
300 million by 2000. This projected 50 percent in-
crease is the largest among developing regions and
will undoubtedly place greater pressure on govern-
ments to divert resources for provision of a social
safety net.

The low-case scenario for the international envi-
ronment carries very gloomy implications for this
region: lower growth in the industrial world in the
near term would undoubtedly mean further declines
in commodity prices. In addition, budget constraints
in the industrial countries would affect the supply of
ODA. Since Africa is particularly dependent on pri-
mary commodities, the prospect would be one of
negative growth of per capita GDP and consumption
and rising sociopolitical tensions. The number of
poor could easily double under this scenario.

In East Asia, GDP is expected to grow at about 7.3
percent annually during the 1990s, slightly less than
during the 1980s but significantly higher than the
average for developing countries as a whole (table
7-5). China, which accounts for half of the region’s
production and two-thirds of the population, is a
principal cause of the region’s high growth pros-
pects. A second reason for high expected growth is
the expected continuation of high savings rates.
Growth is not uniformly high for all countries in the
region, however: China, Korea, Malaysia, and Thai-
land are expected to grow in the 7-8 percent range
annually; Fiji, Indonesia, Philippines, and Viet Nam
are expected to grow in the 4.5-7 percent range while
Myanmar and Papua New Guinea may experience
about 3 percent annual growth.

Exports are still a central driving force behind this
high growth projection although domestic demand
is expected to become more important in some of the
higher-income countries, such as Korea and Thailand.
Trade within the Asia region is expected to compensate
for slower growth in industrial countries.

Domestic savings (as a ratio to GDP) in the region
areamong the highest in the world, rising from about
28 percent in the 1970s to 32 percent in the 1980s and

Table 7-5 Forecast summary: East Asia
(percent per year)

Bascline
Crowthrates 198292 1592-2007
Gor 8.0 7.3
Consumption per capita 5.2 5.9
GDP per capita 6.4 5.9

Source: World Bank, base]meforecask February 1993. W
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toan expected average of 36 percent in the 1990s. This
expectation forms the basis for investment also to
rise, to average almost 38 percent annually in the
1990s. The solid creditworthiness of most of these
economies is expected to afford them good access to
the international capital markets. In particular,
strong inflows of FDI are expected both to finance
manufactures exporters and to enhance domestic
efficiency. Korea, Malaysia, and Thailand will seek
external finance to tackle infrastructure bottlenecks,
Indonesia and the Philippines to support economic
reform.

The principal risks—and they are sizable—to this
optimistic outlook are increased trade protectionism
in major industrial countries and a prolonged Japan-
ese recession.

Rapid growth in the 1980s has already had its
effects on poverty in the region, where the number
of poor below the poverty line has fallen from 180
million in 1985 to around 170 million in 1990, and
continued fast growth in the 1990s should allow the
number of poor to decline to around 70 million by
the end of the decade.

Fourth growth pole

The dynamism of the East Asian economies is an
important factor in understanding the optimistic
projections for developing country growth and
trade, despite a comparatively indifferent perfor-
mance by OECD economies. Within East Asia, the CEA
is arguably becoming the “fourth growth pole” of the
global economy (box 7-2). The key characteristics of
this growth pole may be identified as follows: large
and growing economic mass, strongly affecting other
economies; persistence of medium-term growth in
the face of shifting external circumstances; and high
degree of sustainability of long-term growth, as
illustrated by the following points:

® CEA imports are almost two-thirds as large as
Japan’s and could exceed them by the year 2002
according to present growth trends.

¢ [t is likely that China‘s GDP valued at national
prices (converted to dollars at the official for-
eign exchange rate) greatly understates China’s
relative economic size. But even with this mea-
sure, CEA’s GDP by 2002 will rank well ahead of
that of France, Italy, and the United Kingdom,
and it will be three to four times the size of
India’s GDP or that of the FsU.

e If output of goods and services were valued at
standard ICP and if current price relationships
remained unchanged, the CEA would rank far
ahead of both Germany and Japan in GDP by
2002 and would be approaching the size of the




i Box7-2 Global slgniﬁame ofa fourth gtowﬂ! pole

Chmaslow-wagebntskilledlabor Cmmu:essuchas
Mahyslaandnmﬂandwﬂlbead]ushngmﬂtems )

prresent expechhons are valid, the global economy

. will be influenced in many ways by thedevelopmentof - | .

.. the Chinese Economic Areaasagrowthpole. -~ - '.

: Asaleadmgmarket,ﬂ\emwxllmsethepobenual -

 growth rate of many countries, especially those whose .
_exports to the CEA represent a significant share of GDP, -

" such as Malaysia (6.3 percent), other ASEAN coun-

- tries and Korea (about 3 percent), Chile (1.8 percent),

- Japan (1.3 percent), and ten other Jarge countries that confirm this ‘point: this correlation for Chiina is 02 -
are now exporting more than 1 percent of their GOP to whereas those for Germany, Japan, and the -United -~
theCEA. - , _ States are in the range of 0.7 (for the period 1966-9%. -

. Asa competitor, the CEa will displace output in other Therefore, the CEA will contribute-to: the short-term’

- developing countries, as China itself diversifies beyond stabihtymglobalecanomlcachvxty.ﬁvmmthepresent; E
its presentexportstaples of clothing, footwear,and toys, - global slowdown, the CEA is:a significant short-term -
among other things. Industries of emerging compara- countercydlical force in the Pacific Basin. (Thisdoes not .-
_tive advantage for the CEA will be lower-technology, imply, however, that the CEA’s: growth performance:
labor-intensive products such as furniture, plastics, couldreadﬂymthstandapmh'achedlossofU.S.orother _

. basictools, and electrical equipment—Dbenefitting from major markets.) - ; o

thoseoftheG-Snahonsare,relahvelylowaboutO.z,as
~ compared with about 0.4 among theG-s.Conelahons-_._T_l
of country growth rates with the world’ sgmwthra!e’f

United States—although in per capita terms its
income would still be only a fraction of that in
the United States (table 7-6). The potential size
of the CEA market is thus huge.

¢ TheCEA has very large holdings of international
reserves, and although these aggregates are
highly volatile, they are expected to continue to
rise as a result of current account surpluses and
continued capital inflow during the next few
years.

¢ The CEA’s growth rate, which has averaged in
excess of 7 percent a year since 1962 and which
is expected to maintain or exceed this level over

the next ten years, is more persistent than that
of major industrial countries.

Potential sustainability of long-term growth de-
pends in part on how far a country has pro-
gressed along its potential path of development.
As already noted, the CEA’s output per capita in
2002 will still be low {(even on an ICP basis).
Other structural ratios such as share of popula-
tion in agriculture, capital-labor ratios, and nat-
ural resource endowments suggest that the CEA
will still be at an early stage of development in
2002 and, thus, could potentially sustain a lead-
ership role in growth for a very long time.

Table 7-6 GDP comparisons for four economies: market price and standard international

price estimates
(trillions of U.S. dollars)

At standard international prices
Per capita income

At market prices

Country 1991 2002 _ 1990° o 2002 (UsS)
Chinese Economic Area 0.6 25 25 9.8 7.300
United States 55 9.9 54 9.7 36,000
Japan 34 70 21 49 37,900
Germany 17 34 13 31 39,100

a. The source of these estimates is World Bank World Development Report 1992 (except Taxwan Chma) Estimates vary widely, however.

The IC estimate for China in 1990 may be conservative. For instance, the Summers and Heston iCr estimate for 1985 was US 52.6 trillion
for China alone (Summers and Heston 1988).

b. Per capita figures are in parentheses, expressed in thousands of U.S. dollars. In making the ICT projections, it is simply assumed that cor
at1cr will increase at a similar percentage rate as Gor at market prices. This growth rate is an upper bound for the CEA because iCrs tend to
rise more slowly than market prices at official exchange rates as relative income per capita rises (reflecting the higher relative price of
services in high-income economies).

Source: World Bank, baseline forecast, February 1993.
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In South Asia growth is dominated by the outlook
for the Indian economy, where an average growth
rate of about 5 percent annually in the 1990s is pro-
jected, with slower growth in the near term as India
undergoes adjustment, and faster growth in the second
half of the 1990s as these reforms bear fruit (table 7-7).

The savings-to-GDP ratio in South Asia was low in
the 1970s but has been steadily increasing—to about
17.5 percent in the 1980s—and is expected to con-
tinue this trend to average about 21 percent annually
in the 1990s. Transfers from official sources and
workers’ remittances have been as high as 3 percent
of GDr and have allowed the investment-to-GDP ratio
to stand at about 4 percentage points higher than the
savings ratio.

The importance of workers’ remittances is ex-
pected to decline in the 1990s compared to the 1980s
as a result of experience in the Middle East during
the Gulf crisis. Instead, savings held in the Middle
East by workers residing there prior to 1990 have
found their way into the economies in the South Asia
region, largely in the form of foreign account bank
deposits, with the potential for equity investment.
Additionally, the region is expected to attract sub-
stantial inflows of portfolio equity capital as stock
markets are opened up and investor protection and
trading and settlement procedures are im-
proved. The South Asia region has traditionally
attracted little FDI but could potentially attract large
amounts if it were to undertake thorough regulatory
reform.

Two key assumptions underpin the projections for
India and, hence, for the region. First, export growth
isexpected toaccelerate to around 8 percentannually
in the 1990s compared to about 5.6 percent in the
1980s, in spite of India losing between 15-20 percent
of its export market in the FSU. Second, it is projected
that India will be able to sustain a current account
deficit equivalent to about 1.4 percent of GDP, fi-
nanced mainly from private investors and creditors.
Weakness in export performance or less foreign in-
vestor confidence will cause a substantial lowering
of growth rates below the baseline.

Table 7-7 Forecast summary: South Asia

The largest number of poor in the world live in the
South Asia region, estimated at 560 million in 1990,
compared to 530 million in 1985. The current baseline
projection for the region suggest that the number of
poor is expected to decline by the end of the decade,
but, at around 500 million, the area will remain with
the greatest concentration of poverty. Undoubtedly
there are serious downside risks that this reduction
will not materialize. If export growth were less favor-
able than projected and if external finance became a
more serious constraint {because of creditworthiness
concerns), growth in the region would decline by
around 0.6 percent annually, and the number of poor
would rise.

In the Middle East and North Africa growth pros-
pects are mixed. Some acceleration from 1.6 percent
per year in 1982-92 to over 4 percent annually in
1992-2002 is projected, mainly because of an ex-
pected rise in oil prices in the second half of the 1990s
and continued recovery from the 1991 Gulf crisis.
Iran (30 percent of the region’s GDP) and Morocco
are projected to grow in the 4.5-5 percent range
per year; Algeria, Egypt, and Tunisia in the 34 per-
cent range annually; and Saudi Arabia in the 2-3
percent range (table 7-8).

Export growth is mainly determined by oil exports
and is assumed to average around 4 percent annu-
ally, sufficiently low to allow oil prices to rise in the
second half of the 1990s. A central player will be Iran
where huge reserves of natural gas are expected to
be exploited in the longer run, supplementing its
plans to bring oil production back to the levels of the
late 1970s. In Egypt, non-oil exports are expected to
increase in response to the privatization reforms,
while in Morocco, export growth is expected to slew
to around 6.5 percent in the 1990s, compared to 8.6
percent in the second half of the 1980s.

Risks of lower oil prices in the short term, perhaps
due to a breakdown of OPEC discipline, place the
oil-dependent economies in this region in a vulnera-
blesituation. For countries such as Algeriaand Egypt
this could undermine the implementation of policy

Table 7-8 Forecast summary: Middle East
and North Africa

(percent per year) (percent per year)

Baseline Baseline
Growth rates 1982-92 1992-2002 Growth rates 1982-92 1992-2002
GDP 5.2 5.3 GDP 16 45
Consumption per capita 3.1 27 Consumption per capita -0.9 08
GDP per capita 29 34 GDP per capita ~-15 1.6

Source: World Bank, baseline forecast, February 1993.

Source: World Bank, baseline forecast, February 1993.




reforms. The number of poor is expected to increase
from 70 million in 1990 to around 90 million by the
end of the decade, under the baseline forecast.

In Europe and Central Asia forecasts of growth are
subject to the greatest degree of uncertainty. Under
the base scenario, GDP growth is expected to acceler-
ate from zero percent annual growth in the 1980s to
over 2 percent annually in the 1990s, thanks to struc-
tural reforms and the move to a market economy.
Most of this growth is expected to take place at the
end of the decade and would merely return produc-
tion to the levels of the 1980s. Hungary, Poland, and
the former Czechoslovakia, however, are expected to
return to positive growth earlier. Thereare great risks
that the process of recovery and growth may be even
longer than currently envisioned in the baseline
(table 7-9).

Most developing countries in this region have re-
cently adopted fundamental reform policies to trans-
form centrally planned economies with
predominantly state-owned industries into more dy-
namic and private sector-led economies. Com-
prehensive price liberalizations have already taken
place, whichlay the foundation fora betterallocation
of resources through market incentives. Typically,
such reforms have led to sharp falls in output, asso-
ciated with domestic enterprise restructuring and
trade reorientation, with the extent and timing of
recovery highly uncertain.

If the reforms succeed, as the baseline forecast
assumes, the economies of Eastern Europe and Cen-
tral Asia are expected to attain a trend in growth in
GDP of about 4-5 percent by the second half of the
decade. The principal risk that could undermine this
forecast is that political and social pressures could
halt reform. Unemployment and the bankruptcy of
state enterprises will generate pressures for credit
that in the absence of monetary control could lead to
hyperinflation.

In such a situation of great uncertainty, the contin-
uing external financial support of the official sector
(in the form of food aid, export credits, concessional

Table 79 Forecast summary: developing
countries in Europe and Central Asia

(percent per year)

Baseline
Growth rates 1982-92 19922002
GDP -04 2.1
Consumption per capita -1.1 14
GDP per capita -13 14

Source: World Bank, baseline forecast, February 1993.

loans, debt relief, and general balance of payments
financing) is vital. Coupled with macroeconomic sta-
bilization and enterprise reform, such support can
help sustain reform, leading eventually to renewed
private sector confidence. This support is assumed in
the projections.

The number of poor in these formerly centrally
planned economies is expected to rise sharply in the
near term, especially in some of the poorer Central
Asian economies of the FsU. However, there are no
reliable estimates of the extent of poverty.

Downside scenario

The principal external risks to the foregoing projec-
tions are that there would be a prolonged recession
in Germany and Japan, a continuing rise in OECD un-
employment along with a failure of some OECD coun-
tries to improve public savings performance, and
growing protectionism in the industrial countries.
This would result in developing country growth of
about 1.6 percent of GDP lower during 1992 to 2002
(figure 7-2).

This kind of downside scenario could be associ-
ated with the following unfavorable near-term de-
velopments in the three largest economies:

Germany. Delayed recovery in the Eastern German
Linder, combined with recession in the West, may
lead to larger g.‘ernment deficits as well as stronger
wage-push pressure in both the East and West,
caused in part by disappointed expectations. Such
forces could delay expected cuts in interest rates,
leaving the rest of Europe with higher financial risk.

Japan. Recovery of reasonable growth is achieved,
helped by fiscal stimulus, but it would be later (1995)
and at a slower pace. The corrections to the phenom-
enal boom of the late 1980s (cumulative gross fixed
investment over the four years 1986 to 1989
amounted to about US$ 3 trillion)' take longer than
expected. Private investor and consumer confidence
and the ability of the financial sector to lend in the
wake of the collapse of asset values may beimpaired,
as export markets weaken further.

United States. Recovery continues but at a slower
pace than thebaseline forecast, as the “old” problems
of the reduction of defense spending and the over-
hang of commercial real estate combine with the
“new” problems of slower exports to depress
growth. The Clinton administration’s fiscal program
may lead to frustrated expectations if the program
taken as a whole—the spending side as well as the
tax side—is not firmly implemented. The cost of such
an outcome would be higher long-term real interest
rates than in the baseline, receding consumer and
investor confidence, and GDP growth during 1993-94
about 1 percent lower than in the baseline.
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Figure 7-2 Comparison of baseline and low-case scenarios, GDP: 1985-2002
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The combination of higher real interest rates, lower
OECD growth, declining real prices for non-oil com-
modities, and a sharp fall in the growth of world
trade (table 7-10) reduces the growth rate of develop-
ing country GDP in the low case. Longer-term aspects
of the downside scenario include the following;:

¢ The differential of world trade growth over the
G-7’s GDP growth falls from 3.1 percent in the
baseline to 1 percent—a level only slightly
above that of the 1980s. The reduced protection-
ism envisaged in the baseline in the form of a
successful Uruguay Round is more than un-
done in the low case.

¢ Export prices of manufactured goods are nearly
flat.
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¢ The real price of oil does not rise after 1995.
¢ Real non-oil commodity prices decline at a rate

of about 1 percent per year (as they did during
1965-80), which is nevertheless a less steep de-
cline than in the 1980s, thanks to growing devel-
oping country demand, especially from Asia.
Inflation rates in the major industrial countries
are about 2 percent lower than projected in the
baseline, and the level of nominal short-term
interest rates is about 150 basis points lower. Real
interest rates are thus 50 basis points higher.

Most of these factors weaken the balance of pay-

ments position of developing countries as a group,
although some factors are positive for some coun-
tries. Growth of developing country exports falls by



Table 7-10 Comparison of baseline and low case: key indicators, 1992-2002

(percentage changes per year)

196580
G-7 Gor 37
G-3 real LIBOR 20
World trade (volume} 5.0
Real price of oil 124
Real price of non-oil commodities -1.1

Source: World Bank, baseline forecast, February 1993,

o _1992—2002
1980-90 Baseline  Lew  Difference
3.0 27 2.0 .7
4.5 3.0 35 0.5
37 5.8 3.0 -28
-6.6 0.8 0 -{.8

-5.0 0.8 -1.0

-1.8

2.7 percent per year in volume terms during the next
ten years, relative to the baseline. Slower export
growth combined with terms-of-trade losses are in-
strumental in driving the collective merchandise
trade balance into bigger deficit, by a difference of
USS$ 16 billion per year over the decade. This impact
is unevenly distributed, with Sub-Saharan Africa,
Latin America and the Caribbean, and the Middle
East and North Africa being hurt by falling real
commodity prices, while Asia and Europe have
terms-of-trade gains (largely as a consequence of
their relative export concentration in manufactures).
Lower nominal rates of interest help to offset the
terms-of-trade losses by reducing debt service, espe-
cially for Latin America.

If developing countries cut back their domestic
demand and imports consistent with historical rela-
tionships (“the unmanaged model-based estimate”),
their collective current account deficit would rise
substantially by roughly US$ 40 billion annually.
This rise would find its counterpart in an equal in-
crease in the external financing requirement (aside
from any changes in foreign exchange reserves).

How could an individual developing country cope
with this additional, compensatory financing re-
quirement? One possibility is that additional exter-
nal finance may not be available because of
creditworthiness concerns on the part of creditors. In
that event, the country would be forced to compress
its imports. A second possibility is that adcitional
external finance may not be considered desirable
because a debtor country considers it imprudent to
increase its external liabilities. In that event, the coun-
try would undertake adjustment (a reduction in do-
mestic demand or a depreciation of the real exchange
rate, or both). A third possibility is that additional
external finance is forthcoming and is used by the
country to finance the external change. In that event,
imports would be maintained, but indebtedness
would rise.

Inaddition to each of these possibilities there is the
danger that external strains might undermine the

resolve to pursue policy reforms. Policy slippage, for
instance reversal of trade liberalization or fiscal lax-
ity, would itself reduce growth.

For developing countries as a whole, all of these
outcomes will be present. Without attempting to
forecast country responses in detail, one case is to
keep the aggregate current account of the balance of
pavments unchanged—that is, to assume there is no
change in the amount of external financing (relative
to the baseline). In that case, model simu. *ions indi-
cate that GDP growth would fall by 1.6 percent per
vear, relative to the baseline forecast, over the peried
1992-2002.

The response to a downside scenario is likely to
vary considerably from region to region because of
varying vulnerability to poorer performance in the
industrial countries. Latin America fares badly in
growth prospects because of an above-average de-
cline in export growth and a potential inability to
attract external finance in times of difficulty. In Sub-
Saharan Africa it is assumed that additional conces-
sional finance is made available in the low case so
that the reduction in import growth is less than that
of exports; clearly this is an optimistic assumption.
However, if this does not materialize, per capita GDP
(and consumption} would decline in Sub-Saharan
Africa at an alarming rate. The Middle East and
North Africa would likely suffer a significant loss in
exports but could cushion the blow through external
borrowing on the basis of anticipated oil revenues.
South Asian exports, too, would suffer significantly,
but the adverse impact on investment and growth is
likely to be the most muted of any region except East
Asia. Europe and Central Asia (which includes the
FSU) are vulnerable to protectionist sentiment, partic-
ularly in the European Community, with serious
repercussions on growth, reflecting in part its need
to import capital goods. Finally, East Asia is also
vulnerable to protectionism.

The reduction in export growth of developing coun-
tries affects their GDP growth directly (column three in
table 7-11) as well as indirectly through the tightened
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Table 7-11 Developing countries: effects on trade and output of the low case for the global economy,

1992-2002

(percemtaye changes per year: he-case less bascline)

Regions

All developing countries
Latin America and the Caribbean
Sub-Saharan Africa”
East Asia and the Pacific
South Asia
Middle East and North Africa
Eurape and former Sovict Union

a. Excludes Republic of South Africa.
Senrce: World Bank, baseline forecast, February 1993,

Exports Imports
m_ 2 RS
=27 27 -1.6
-33 -3.6 =21
-3.0 27 -2.1
=25 27 -1.1
27 -26 -1.3
2.7 -2.1 -1.7
-2.6 -2.4 =20

B Volume

Gpr

current account constraint and the need to contain
domestic absorption. The corresponding fall in GDP
growth is greatest in Latin America and Sub-Saharan
Africa, which register the weakest export performance
and which traditionally have exhibited the greatest
difficulty in adjusting domestic savings and produc-
tion structures to external shocks. The fall in GDP
growth s least in East Asia (particularly China), where
in the long run the capacity to adjust the savings rate
and to maintain investment growth has been demon-
strated. In all regions, import growth falls relative to
GDP growth, partly a reflection of the less liberal trade
regime assumed in this scenario.’

Cumulative differences in growth effects across
regions are important for per capita incomes ten
years hence (table 7-12). If the low case prevails, real
income per capita in both Sub-Saharan Africa and
Europe and Central Asia will be lower in 2002 than

in 1992. In Latin America and the Caribbean and the
Middle East and North Africa, real per capita in-
comes will be about the same. But in East Asia and
South Asia they will be much higher, albeit not as
high as in the baseline forecast. This underlines an
important consequence of a poor global economy for
development: it tends to intensify the poverty of weak
economies while hurting strong economies less.

Notes

1. By way of comparison, gross fixed investment in the
United States over the same period also amounted to USS
3 trillion but in an economy nearly twice as large.

2. Historical long-run “elasticities” of LMIC imports with
respect to GDP averaged about 1.3 in the 1970s and 1980s.
The average “elasticity” in the shift from the baseline to the
low case is somewhat higher {(1.7).

Table 7-12 Per capita GDP in the baseline and low case

(1987 U.S. dollars, based on market prices and excitange rates)

2002
Regions 1992 estimate Bascline Low
All developing countries 823 1,100 944
Latin America and the Caribbean 1,731 2,132 1.751
Sub-Saharan Africa” 348 369 301
East Asia and the Pacific 585 1,037 926
South Asia 355 498 438
Middle East and North Africa 1,941 2,281 1,925
Europe and Central Asia 1,701 1,960 1,641

a. Excludes Republic of South Africa.
Saurce: World Bank, baseline forecast, February 1993.
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Table 1 Exports of goods, 1991 Statistical Appendix
Merchendise sxports, US $ millions; average amnusi growth rate1981-1001 (%); Effective market growth (EMG) 1981-1901 (%)
Exports Growth Exports Growth ENG Exports Growth EMG
Low-income Lower middle-income Upper middie-income
Bangladesh 1,718 78 26 Algeria 11,790 35 25 Argentina 11,975 19 26
Benin w - 3.0 Bolivia 849 6.0 1.8 Botswana . - 2.7
Bhutan .. Bulgaria - - 1.6 Brazil 31,610 36 28
Burkina Faso . . 3.8 Cameroon 1.272 35 28 Gabon 3,183 74 25
Burundi 92 39 24 Chile 8.552 5.7 3.1 Greece 8,647 44 24
Central African Rep. 133 21 3.1 Colombia 7269 142 23 Hungary 10,180 1.8 20
Chad - . 32 Congo 1,455 58 23 Korea 71672 118 34
China 72875 113 46 CostaRica 1,490 53 22 Mexico 27.120 20 24
Egypt, Arab Rep. 3887 30 23 Cbtedlivoire 3011 42 27 Oman 635 100 58
Ethiopia 276 0.2 2.5 Czechoslovakia 16317 06 1.9 al 16326 112 26
Ghana 992 63 25 Dominican Rep. 658 -39 23 SaudiArabia 54736 -19 35
Guinea - .. 25 FEcuador 2,957 53 22 South Africa 24,164 20 31
Guinea-Bissau 28 49 25 ElSalvador 367 -23 21 Trinidad & Tobago 1985 -1.3 20
Haiti 103 48 21 Guatemala 1,202 0.1 22 Uruguay 1574 29 25
Honduras 679 06 24 Iran, Islamic Rep. . _.__ 3.1 Venezuela 15,127 08 23
India 17,664 80 28 Jamaica 1,081 1.7 2.1 Yugoslavia 13,953 19 20
Indonesia 28,997 50 44 Jordan 879 57 13
Kenya 1,203 31 30 Malaysia 34300 113 4.7 High-income
Lao PDR .- .. Mauritius 1,193 103 25 Australia 37.724 45 4.1
Lesotho . .. 28 Morocco 4,278 63 25 Austia 41,082 65 23
Madagascar 344 02 28 Panama 333 -09 23 Belgium 118,222 49 26
Malawi 470 3.7 27 PapuaNew Guinea 1.361 6.7 37 Canada 124,797 58 25
Mali 354 97 35 Paraguay 737 117 21 Denmark 35,687 5.1 25
Mavritania 438 41 25 Peru 3,307 1.7 3.0 Finland 23,081 25 24
Mozambique . . .. Philippines 8.754 38 36 France 212,868 37 26
Nepal 238 82 3.1 Podand 14,903 46 1.9 Germany 401,848 40 25
Nicaragua 268 -26 23 Romania . .. 21 Hong Kong 29,738 44 46
Niger 385 43 24 Senegal 977 51 25 Ireland 24240 72 25
Nigeria 12071 40 24 Syrian Arab Rep. . . 20 Israel 11891 70 28
Pakistan 6528 105 3.2 Thailand 28324 147 36 Hhaly 169,365 a1 26
Rwanda - - 35 Tunisia 3,709 62 23 Japan 314,396 35 39
Sierra Leone 145 37 25 Turkey 13.594 41 2.1 Netherlands 133,527 4.6 25
Sri Lanka 2629 6.6 26 New Zealand 9,269 35 35
Sudan 329 26 37 Norway 34,037 80 24
Tanzania 3¢ -37 35 _Singapore 58,872 93 43
Togo 292 59 28 Spain 60,135 75 25
Uganda 200 37 26 Sweden 55.043 36 26
Yemen Rep - " 28 Switzerland 61,468 33 28
Zambia 1,082 22 42 United Kingdom 185,095 30 27
Zimbabwe 1.779 20 4.1 United States 397,705 50 33
Merchandise exports as share of GDP, 1991 Annual growth rate of exports, 1981-91
30%
15% -
20% .
10% -
World
10% 1 5% - Workd
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Czechosiovakia refers to the former Czechoslovakia; disaggregated data are not yet available.
Yugoslavia refers lo the former Socialist Federal Republic of Yugoshavia; disaggregated data are not yet available.
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Table 2 Imports of goods, 1991 Statistical Appendix
Merchandise imports, US $ millions: sverage snnual growth rate 1981-1991 (%); merchandise imprrts share o1 GDP (%)

imports Growth Share imports Growth Shere importe Growth Share
Low-Income Lower middle-income Upper middie-income
Bangladesh 3.470 49 148 Algeria 7683 65 179 Argentina 8100 37 63
Benin 398 -1.6 211 Bolivia 992 06 196 Botswana - - -
Bhutan - w .. Bulgaria - .- .. Brazi 22,953 21 55
Burkina Faso 602 40 219 Cameroon t448 -1.1 124 Gabon 806 -44 166
Burundi 254 07 220 Chie 7.453 3.7 238 Greece 21,552 64 313
Central African Rep. 196 55 155 Colombia 4,967 22 119 Hungary 11,371 1.0 369
Chad " . - o 524 38 180 Korea 81,251 13 287
China 63,791 93 173 CostaRica 1,864 56 335 Mexico 38,184 34 135
Egypt, Arab Rep. 7.862 54 240 Cbied'lvoire 1,671 -1.2 175 Oman 3,113 28 304
Ethiopia 1,031 28 15.6 Czechosiovakia 7948 68 240 Portugal 26329 113 404
Ghana 1,418 3.1 221 Dominican Rep. 1,729 16 241 SaudiArabia 25540 -105 235
Guinea . .- .. Ecuador 2328 -14 20.1 South Africa 17503 43 163
Guinea-Bissau 78 43 37.1 ElSalvador 885 46 15.0 Trinidad & Tobago 1667 -110 316
Haiti 374 -26 141 Guatemala 1850 -07 198 Uruguay 1,552 23 164
Honduras 880 06 29.2 Iran, Islamic Rep. . . .. Venezuela 10,181 70 19.1
India 20,418 42 82 Jamaica 1,843 1.6 475 Yugoslavia 14,737 -1.1 -
Indonesia 25,869 18 222 Jordan 2,507 20 608
Kenya 2034 30 246 Malaysia 35183 74 749 Highincome _
Laoc PDR - Mauritius 1575 129 585 Australia 39,460 47 132
Lesotho . " .. Morocco 6,872 42 249 _Austna 50,697 64 309
Madagascar 523 24 196 Panama 1,681 -18 303 Belgium 121,038 42 615
Malawi 719 42 328 PapuaNew Guinea 1,614 22 432 Canada 117,633 78 202
Mali 638 49 260 Paraguay 1,460 70 233 Denmark 32,158 45 247
Mauritania 470 27 415 Pewn 2813 69 58 Finland 21,708 47 174
Mozambique . . .. Philippines 12,145 39 270 France 230.258 42 192
Nepal 740 28 225 Poland 15,757 36 202 Germany 387,882 54 246
Nicaragua 746 -15 109 Romania - - .. Hong Kong 100255 118 1231
Niger 4 -18 189 Senegal 1.407 37 244 Ireland 20,755 42 478
Nigeria 6525 -141 203 Syrian Arab Rep. 3,002 43 174 Israsl 16,753 54 267
Pakistan 8,439 26 18.7 Thailand 37408 124 401 haly 178,240 50 155
Rwanda - - .. Tunisia 5,180 19 394 Japan 234,103 6.2 70
Sierra Leone 163 53 20.1 Turkey 21,038 6.9 198 Netherlands 125,838 44 433
Sri Lanka 3,862 27 419 New Zealand 8494 29 198
Sudan 1433 47 196 *sorway 25,523 25 241
Tanzania 1,381 41 503 _Singapore 65,982 74 1650
Togo 548 45 335 Spain 93,062 108 177
Uganda 550 33 205 Sweden 49,760 38 210
Yemen Rep. - .- - Switzerland 66,285 41 286
Zambia 1255 -04 328 United Kingdom 209,982 50 208
Zimbabwe 2,110 02 334 United States 506,242 70 90

Merchandise imports as share of GDP, 1991
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Table 3 Foreign direct investment, 1991 Statistical Appendix

Net inflows of foreign direct investmant (FDI}, USS miliions; FDI shere of gross domestic (nvestment (GDY) {%)

Low-income Lower middle-income Upper middie-income
Bangladesh 14 0.1 Algeria 0.3 00 Argentina 2.439.0 15.1
Benin “ “ Bolivia 52.0 75 Botswana 382
Bhutan - . Bulgaria 4.0 0.1 Brazil 1.600.0 20
Burkina Faso “ . Cameroon 35.0 20 Gabon 125.1 10.0
Burundi 0.9 0.4 Chile 576.0 9.8 Greece 1,135.0 9.7
Central African Rep. 5.3 . Colombia 457.0 7.2 Hungary 1.462.1 244
Chad - - Congo . . Korea 1,116.0 1.0
China 4,366.0 a3 Costa Rica 141.9 1.9 Mexico 4,762.0 74
Egypt, Arab Rep. 253.0 38 Cbte d'ivoire 46.1 4.7 Oman 150.0 87
Ethiopia - - Czechoslovakia 599.9 5.8 Portugal 2448.5 -
Ghana 14.8 1.6 Dominican Rep. 145.0 120 Saudi Arabia 1,271.0 73
Guinea 36.0 21 Ecuador 85.0 34 South Atfrica 74 “
Guinea-Bissau - . El Salvador 253 3.1 Trinidad & Tobago 169.2 17.7
Haiti 136 . Guatemala 90.7 70 Uruguay . -
Honduras 44.7 6.2 iran, Islamic Rep. . .. Venezuela 1,914.0 19.2
india . Jamaica 127.0 1.2 Yugoslavia . B
Indonesla 1.482. 0 36 Jordan -11.9 ..
Kenya 433 25 Malaysia 40726 242 _High-income
Lao PDR . . Mauritius 190 25 Australia 48334 85
Lesotho 7.5 1.2 _Morocco 319.9 5.2 Austria 606.7 1.4
Madagascar 13.7 6.3 Panama 615 - Belgium -
Malawi - . Papua New Guinea 290.0 27.1 Canada 4.533.9 39
Mal a5 06 Paraguay 80.0 5.2 Denmark 1.552.5 72
Mauritania - - Peru -70 - Finland -2329 -09
Mozambique _25 4.0 Philippines 544.0 6.1 France 15,235.3 6.0
Nepa! - - Poland 291.0 1.7 Germany 6.590.8 20
Nicaragua “ - Romania 40.0 04 Hong Kong -
Niger .- . Senegal - . Ireland 99. 5 1.1
Nigeria 7124 128 Syrian Arab Rep. - - Israel 243.7 1.7
Pakistan 257.2 3.0 Thailand 2,014.0 5.6 aly __2403.4 1.0
Rwanda 46 2.3 Tunisia 150.3 49 Japan 1.370.0 0.1
Sierra Leone - - Turkey 8100 39 Netherlands 4,308.3 70
Sri Lanka 104.5 50 New Zealand 4445 59
Sudan - " Norway 4386 .
Tanzania - - _Singapore 3.583.7 240
Togo - - Spain 10,502.2 79
Uganda 1.0 0.3 Sweden 6,347.8 15.6
Yemen Rep. .- - Switzerland 25614 4.1
Zambia - - United Kingdom 21,536.6 135
Zimbabwe . United States 11,500.0 13

Table 38 hhm-ﬂomlborrowl
bond lssusnce and benk lending, 1991
(milllons of USS)

Bonds Yolal
Argentina 725 725 Ratio of FDI to GDI, 1991
Brazil 1,212 1,230
China 263 2,595
Czechoslovakia 278 278 8.0% 1
Greece 1,894 2,528
Hong Kong 111 1,495
Hungary 1,238 1378 6.0% - .
India 150 240 - T ]
Indonesia 294 5,527 . N
Korea, Rep. 2,446 6,094 40%
Malaysia 190 a12 :
Mexico 2,130 5,554
Pakistan 0 9%
Poland 0 5 2.0% 1 ’ . e SRR - S
Portugal 273 722 . L S R
South Africa 338 338 T Lo AT
Taiwan, China 179 834 0.0% — - ' e
Thatand o ;;;3 Sub- EastAsia& SouthAsia Latin  Middle- Middie East
vu;nl {:z’l ela 581 581 Saharan Pacific America Income & North
Zimbabwe 0 170 Africa Europe Africa

Czechosiovaiia -elers o the former Czechosiovakia; dissggragated data are not yot avaliable.
Yugosiavia refers o the former Socislist Federal Republic of Yugosiavia; disaggregated date are not yet availgble.

76



Table 4 External financing ratlos, 1991 Statistical Appendix
Prosent value of debt service (PV) s a shere of GNP (%); present value of debt service s a share of exports of goods and services (XG8)} (%)

PV/IGNP PV/XGS . PV/IGNP PV/XGE PV/GNP PV/XGS
Low-Income _Lower middie-income _Upper middie-income
Bangladesh 269 2941 Algeria 55.3 2153  Argentina 726 449.8
Benin 379 1684  Bolivia 64.5 328.1 Botswana 13.6 19.3
Bhutan 19.7 55.7 Bulgaria 71.0 2311 Brazll 26.2 3246
Burkina Faso 214 1653 Cameroon 55.2 2256 Gabon 833 146.1
Burundi 38.1 3618 _Chile 61.8 1533 _Greece . ..
Central African Rep. 404 3739  Colombia 423 183.7  Hungary 80.8 1814
Chad 240 1205 Congo 155.7 3327 Korea 144 465
China 133 809  Costa Rica 65.5 1630 Mexico 39.0 226.4
Egypt, Arab Rep. 655 1995 Cote d'ivoire 206.3 5256 Oman 269 -
_Ethiopia_ 382 4374 _Czechosiovakia _25.1 684 _Portugal 474 1196
Ghana 43.6 245.7 Dominican Rep. 614 207.3 Saudi Arabia .- -
Guinea 687 2473  Ecuador 113.0 3538  South Africa - -
Guinea-Bissau 2476 .. ElSalvador 284 1747  Trinklad & Tobago 495 103.3
Haiti 171 165.5 Guatemala 27.7 1398  Uruguay 472 174.3
Honduras 86.7 _ 277.1 _lran, Islamic Rep. 9.2 §74 _Venszuela 63.1 185.1
India 200 2602 Jamaica 1143 1812  Yugosiavia w 100.9
Indonesia 612 2068 Jordan 206.1 304.1
Kenya 63.7 246.0 Malaysia 45.7 524
Lao PDR 319 266.7 Mauritius 329 464 Present value of dabt, 1991
Lesotho 227 40.7 _Morocco 738 3122
Madagascar 103.0 5428 Panama 1271 1045
Malawi 419 1586  PapuaNew Guinea 75.5 1505 Miidie
Mali 612 3321  Paraguay 355 114.1 Easts Sub-
Mauritania 1726 3531 Peru 548 447.7 North Saharan
Mozambique 320.5  1,064.1 Philippines 66.9 2133 j
Nepal 239 {30 Poland 779 285.9
Nicaragua 5376 2680.7 Romania 6.0 39.2
Niger 458 3160  Senegal 441 1639
Nigeria 105.1 2510 Syrian Arab Rep. 832 -
Pakistan 372 2280 _Thailand 38.1 90.3
Rwanda 217 2942  Tunisia 60.6 1365
Sierra Leone 121.1 . Turkey 470 2085
SrilLanka 460 1496
Sudan . 36229
Tanzania 188.5 9026
Togo 583 1281
Uganda 60.7 9035
Yemen Rep. - "
Zambia - 5375
Zimbabwe 459 1453
Ratio of present value of debt to GNP, 1991 Ratio of present value of debt to exports of
goods and services, 1991
150% 1
400%
100% t 300%
200% {
50% t —_—
100%
o% o L |
Sub- EastAsia South Latin  Middle- Mickle Sub- EastAsia South Latin Miidle- Middie
Saharan &Pacific Asia America Income East& Saharan &Pacific Asia America Income East&
Africa Europs  North Africa Europe North
Africa Africa

Czechosiovalia refers to the former Czechosiovakia: disapgregated dats ars not yet availaiXe.
Yugosiavia refers to the former Socialist Federal Republic of Yugosiavis- diseggragated data are 5ot yet avaliable.



Table 5 Structure of long-term debt, 1991 Statistical Appendix
Share of long-term daid (%): concesslonel debt; nonconcessional det st variabls interest rates; nonconcessionsl debt af fixed interest retes
Concee- Nonconcessionsl Conces- Nonconceselonal Conces- Nonconcessionat
slonal Variable Fixed slonal Variable Fixed sional Variable Fixed
Low-income Lower middle-iIncome _Upper middle-income
Bangladesh 98.2 00 1.8 Algeria 37 416 54.7 Argentina 12 6583 405
Benin 83.3 2.1 146 Bolivia 46.7 242 291 Botswana 408 145 447
Bhutan 81.0 0.0 19.0 Bulgaria 00 730 27.0 Brazi 3.1 71.8 251
Burkina Faso 85.1 00 149 Cameroon 286 186 528 Gabon 281 102 617
Burundi 94.3 0.0 5.7 Chile 25 766 209 Greece . . .
Central African Rep.  86.0 0.1 139 Colombia 63 507 431 Hungary 04 564 432
Chad 88.8 00 112 Congo 433 273 294 Korea 160 418 422
China 212 331 457 CostaRica 254 321 425 Mexico 1.3 459 529
Egypt, Arab Rep. 413 115 472 Cbie d'ivoire 156 657 18.7 Oman 123 59.7 281
Ethiopia 85.8 29 113 _Czechoslovakia 00 333 686.7 _Portugal 47 270 684
Ghana 80.1 2.6 17.4 Dominican Rep. 348 315 33.7 SaudiArabia .
Guinea 769 72 16.0 Ecuador 100 61.0 29.0 SouthAtfrica - - "
Guinea-Bissau 773 02 225 FElSalvador 62.3 4.1 23.6 Trinidad & Tobago 3.1 517 452
Haiti 92.1 0.6 73 Guatemala 30.8 168 524 Uruguay 23 601 376
Honduras 402 217 38.1 _lran, Islamic Rep. 33 847 120 Venezuela 03 627 371
India 463 21.0 327 Jamaica 323 25.7 421 Yugoslavia 45 751 204
Indonesia 348 431 222 Jordan 30 282 328
Kenya 493 202 304 Malaysia 138 522 340
Lao PDR 93.5 0.0 0.5 Mauritius 406 328 266
Lesotho 81.2 0.0 188 Morocco 270 525 205 Long-term dabt outstanding
Madagascar 63.3 6.1 306 Panama 116 613 271 and disbursed, 1991
Malawi 842 34 125 Papua New Guinea 274 527 200
Mali 97.2 0.3 25 Paraguay 371 168 46.1
Mauritania 819 56 125 Peru 155 278 566 Other siLic
Mozambigue 69.2 3.7 27.1 Philippines 319 417 264 T
Nepal 938 0.0 62 Poland 35 677 288 .
Nicaragua 345 259 396 Romania 5.7 50 893 -
Niger 54.9 165 286 Senegal 67.0 44 286 T MILIC
Nigeria 32 318 650 SynanArabRep. 882 0.0 118 MIMC Pnd
Pakistan 71.0 144 146 Thailand 202 566 232 P
Rwanda 99.5 0.0 0.5 Tunisia 398 234 368 i . .
Sierra Leone 62.4 1.1 366 Turkey 19.1 355 454 . —\'
Sri Lanka 834 56 1.0 =
Sudan 475 186 329 SMIC
Tanzania 66.9 556 2’0o
Togo 68.2 33 285
Uganda s 13 272
Yemen Rep. 9.8 1.5 6.7 SILIC ~ Severely indebted low-income
Zambia 527 120 352 SIMIC -- Seversly indebted middie-income
Zimbabwe 347 268 384 MILIC - Moderately indebted low-income
MIMIC -- Moderately indaebted middie-income
Structure of long-term debt, 1991
| o |
80% | P !
! - N T [ concessional
oo | n T S
! - | I variable rate
0% + =™ - - -
| . - ! B Fixed rate
20 | ‘
1 1 |
o% — — N N -
Sub- East South Latin Middle- Middle
Saharan Asia & Asia Amearica Income East&
Africa Pacific Europe North
Africa

Gzachoslovakia refers to the former Crechoslovakia: disaggregated data ara not yel avaiable.
Yugoslavia refers 10 the former Socialist Fedaral Republic of Yugosiavia; disaggregated data are not yet available.
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Table 6 Concessional ald flows, 1991 Statistical Appendix
Conceselonel flows per capita ($); grant share of concessional flows (%)

Conc/Pop Grant/Cone Conc/Pop Grant/Conc Conc/Pop Grant/Conc
Low-income Lower middis-income ‘Upper middle-income
Bangladesh 175 55.2 Algeria 121 253 Argentina 1.2 100.0
Benin 49.2 61.0 Bolivia 104.0 789 Botswana 76.2 62.6
Bhutan 253 737 Bulgaria - . Brazil 0.4 69.7
Burkina Faso 36.1 59.5 Camergon 318 71.0 Gabon 34.2 854
Burundi 37.0 59.7 _Chile 7.3 99.0 Greecs . .
Central African Rep. 5.5 355 Colombia 19 82.3 Hungary 01 w
Chad 348 52.5 Congo 30.0 55.1 Korea 6.2 22
China 09 250 Costa Rica 49.7 53.9 Mexico 1.9 40.0
Egypt, Arab Rep. 789 794 Cbte d'Ivoire 263 81.0 Oman 413 45
_Ethiopia 11.2 78.0 _Czechoslovakia . . Portugal 55.5 2.7
Ghana 62.4 60.9 Dominican Rep. 99 56.3 Saudi Arabia . w
Guinea 61.5 38.0 Ecuador 16.8 309 South Africa - -
Guinea-Bissau 89.0 674 El Salvador 35.1 61.3 Trinidad & Tobago 3.1 100.0
Haiti 26.7 80.7 Guatemala 8.3 64.6 Uruguay 55 58.8
Honduras 1153 77.7 Iran, Islamic Rep. 1.6 75.3 Vanezuela 0.3 100.0
India 3.6 182 Jamaica 164.6 62.8 Yugoslavia 26 96.8
Indonesia 134 124 Jordan 2538 433
Kenya 452 739 Malaysia 208 15.1
Lao PDR 242 5198 Mauritius 61.8 235
Lesotho 47.2 56.5 Morocco 35.5 60.6 Officiat grants, 1991
Madagascar 45.2 649 Panama 356 100.0
Malawi 438 569 Papua New Guinea 925 757
Mali 348 69.0 Paraguay 259 193 Latin Midce-
Mauritania 77.0 63.0 Peru 272 33.1 ) income
Mozambique 53.4 874 Philippines 209 30.5 Amedica  Europe
Nepal 16.3 50.6 Poland 0.7 .- South Asia
Nicaragua 224.7 85.5 Romania - - Middie East
Niger 353 89.2 Senegal B84.7 826 - & North
Nigeria 20 727 Syrian Arab Rep. 454 19.2 EastAsat [ T —_ _ Africa
Pakistan 9.6 385 Thailand 10.8 357 Pacific -
Rwanda 39.6 644 Tunisia 51.7 337
Sierra Leone 19.0 413 Turkey 29.1 689
Sri Lanka 465 250 S Py
Sudan 21.1 763 T
Tanzania 373 73.3 Sub-Saharan
Togo 416 58.2 Africa
Uganda 25.1 595
Yemen Rep. 19.0 358
Zambia 174 M7
Zimbabwe 323 709
Concessional flows per capita, 1991 Grant share of concessional flows, 1991
$50 80% "
1
$40 I 60% +
$30
40% -
sm p
20%
s1° 4+
Sub- EastAsia SouthAsia Latin  Middle-  Middle Sub-  EastAsia SouthAsia Latin  Middle-  Middie
Saharan & Pagific America Income  East& Saharan & Pacific America Income  Eastd
Africa Europe North Alrica Europe North
Africa Africa

Czecheslovakia relers to the former Czechosiovakia; disaggregated data are not yet available.
Yugoslavia refers to the former Socialist Federal Republic of Yugos!avia; disaggregated data are not yet avaiiable.



Table 7 interest and exchange rate impacts, 1991 Statistical Appendix
Ratio of interest rate impects to exports of goods and services (%);ratio of exchange rate impects 1o exports of goods and services (%)
Exchange intersst Exchange interest Exchange interest
Low-Income Lower middie-Income Upper middie-income
Bangladesh 84 0.0 Algeria 1.3 45 Argentina 0.6 73
Benin -1.2 0.0 Bolivia 15 1.0 Botswana 0.1 0.0
Bhutan 00 0.0 Bulgaria 0.3 3.1 Brazil 0.3 77
Burkina Faso -0.6 0.0 Camergon -1.4 0.0 Gabon 09 0.1
Burundi 0.0 0.0 Chile 04 11.6 Greece . .
Central African Rep.  -1.5 0.0 Colombia 0.3 3.2 Hungary 19 43
Chad 08 0.0 Congo 27 0.2 Korea 0.4 0.1
China 1.5 04 Costa Rica 0.2 1.1 Mexico 0.7 34
Egypt, Arab Rep. -04 0.7 Cote d'ivoire -1.8 0.1 Oman . -
Ethiopia -0.7 0.4 Czechoslovakia 0.1 0.5 Portugal 0.3 1.0
Ghana 0.4 0.1 Dominican Rep. 0.5 0.1 Saudi Arabia . .
Guinea -1.6 0.0 Ecuador 1.1 3.7 South Africa . .
Guinea-Bissau . - El Salvador 0.1 08 Trinidad & Tobago 23 22
Hatti 0.4 0.0 Guatemala 0.2 0.0 Uruguay 0.2 25
Honduras 0.2 1.7 Iran, islamic Rep. 0.0 0.0 Venezueia -0.1 3.2
India 12 0.6 Jamaica -0.1 0.9 Yugos/avia 0.7 26
Indonesia 38 05 Jordan 0.1 1.3
Kenya -1.1 0.2 Malaysia 0.7 03
Lao PDR 18 0.0 Mauritius 0.5 04 .
Lesotho . 02 00 Morocco 01 67 Total debt service, 1991
Madagascar 14 1.0 Panama 02 0.0
Malawi 0.0 04 Papua New Guinea 1.3 0.2
Mali -36 0.0 Paraguay 05 0.0
Mauritania -14 0.0 Peru -0.2 0.2 East Asia
Mozambique -11.5 0.0 Philippines 3.5 1.0 & Pacitic
Nepal 1.9 0.0 Poland 16 1.1 o
Nicaragua -12.6 4.9 Romania 0.0 0.0 “a  South Asiz
Niger -1.5 0.0 Senegal -0.9 0.2 _ Sub-
Nigeria 05 31 Syrian Arab Rep. - . Saharan
Pakistan 22 03 Thailand 09 01 Latn . T Atrica
Rwanda 00 00 Tunisia 05 04 amenca B \ :
Sierra Leone - - Turkey 04 14 % -
Sri Lanka 23 0.0 I .
Sudan 219 0.0 - Middle-
Tanzania 79 00 ‘k_l// Income
Togo 08 00 Europe
Uganda -6.6 05
Yemen Rep. - -
Zambia -4.0 0.3
Zimbabwe -1.1 06
Exchange rate impacts, 1991 Interest rate impacts, 1991

SIMIC :l SIMIC

Siic swc

MIMIC MIMIC

MILIC MILIC :]

Less Indebted Less Indabted j
-1.0% 0.0% 1.0% 20% 3.0% 0.0% 1.0%  20% 30%  40%  50%

Change in extemal debt/exports of goods and services

Cxechosiovalda refers fo the former Czechoslovakia: disaggregated data ave not yet availabie.

Increase in debt service/exports of goods and serivces

Yugosiavia refers (o the former Socialist Federsl Republic of Yugosiavia; disaggregated data are not yet available.
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Table 8 Terms of trade, 1991 Statistical Appendix
Barter terms of trade Index, 1987=100; ratio of terms of trade effect to GNY in constant 1987 prices (%)
index Ratio index Ratio Index Ratio
Low-income Lower middle-Income Upper middie-income
Bangladesh 105 04 Algeria 95 07 Argentina 113 15
Benin - w Bolivia 73 56 Botswana . .
Bhutan Bulgaria 88 . Brazil 119 16
Burkina Faso - - Cameroon - - Gabon 79 -198
Burundi 65 -30 Chile 122 5.7 Greece 107 0.9
Central African Rep. m 1.1 Colombia 84 33 Hungary 102 0.9
Chad - . Congo 9 07 Korea 108 26
China m 17 Costa Rica 109 27 Mexico 100 0.0
Egypt. Arab Rep. 93 -06 Céte d'lvoire 79 94 Oman 72 -
Ethiopia I4) - Czechoslovakia . . _Portugal 112
Ghana 72 58 Daminican Rep. 112 1.0 Saudi Arabia 79 .
Guinea 73 . Ecuador 9 26 South Africa 86 40
Guinea-Bissau 69 -114 El Salvador 103 0.2 Trinidad & Tobago Q7 13
Haiti 7 07 Guatsmala 103 03 Uruguay 105 1.0
Honduras 113 1.4 Iran, Islamic Rep. - . Venezuela 101 0.3
India 100 0.0 Jamaica 2] -33 Yugoslavia 107 35
Indonesia 101 04 Jordan 116 20
Kenya 103 03 Malaysia 93 448
tao PDR - . Mauritius 15 6.0 .
Lesotho 78 - Moracco 98 -03 Sub-Saharan Africa
Madagascar 93 -12 Panama - . 20 -
Malawi 115 33 Papua New Guinea 80 -107 :
Mali 86 -24 Paraguay - - 10 :
Mauritania 21 7.0 Peru 5 61
Mozambique R . Philippines 91 19 0 \/x
Nepal 85 - Poland 104 13 : o
Nicaragua 99 -01 Romania 66 - 10!
Niger 81 -3.7 Senegal 103 05
Nigeria 81 -7.1 Syrian Arab Rep. . - 20
Pakistan 80 -29 Thailand g1 -3.2
Rwanda T — Tunisia % 14 1961 1983 1985 1967 1969 19
Siemra Leone 70 -105 Turkey 108 09
SriLanka 87 -3.8
Sudan 84 03
Tanzania 105 . idd! : Pacifi
Togo T Middle-Income Europe East Asia and Pacific
Uganda 88 05
Yemen Rep. 82 -
Zambia 67 -269
Zimbabwe 85 .
/
T
Terms of trade effect i
as percentage of GNY, 1981-1991 a: 4!
1987 =0 198t 1983 1985 1987 1989 1991 1981 1983 1985 1987 1980 1991
(Note diffarencss in scals.)
Latin America South Asia Middle East and North Africa
2 i 20 -
1i 10
(4] J— — \/ o ———\ ~N
R -10
ol .
1981 1883 1885 1987 1989 1991 1981 1983 1985 1987 1983 1991 1981 1983 1985 1987 1989 1991

Czechosipvakia refers to the former Czechosiovakia; disaggregated data are not yet availatia.
Yugosiavia refers to the former Socialist Federal Repuoiic of Yugoslavia; disaggregated data are not yet avaiialie.

81



Table 9 MUV, LIBOR, and commodity prices Statistical Appendix
10961 1062 1963 1904 1000 1966 1987 1088 1980 1900 1901
G-5 unit value index of manufactures 1/ 72 7 70 68 69 81 89 95 9% 100 102
LIBOR 2/ 17 14 10 1 9 7 7 8 9 8 6
Commodity price indexes 3/ weights
Petroleum 161 146 132 129 125 63 a1 64 77 100 81
33 commodities excl. energy 106 95 100 101 90 9 9 109 107 100 96
Agriculture 67.7% 122 107 115 119 104 107 98 112 106 100 o8
Food 53.2% 125 110 117 124 109 116 98 115 109 100 97
Nonfood 14.4% 112 98 11 103 87 79 98 99 99 100 99
Timber 5.2% 74 74 69 80 65 72 105 11 107 100 105
Metals and minerals 27.1% 86 80 81 75 72 67 76 104 108 100 22|
Commodity prices units
Agriculture
Cocoa cents/kg 208 174 212 240 225 207 199 159 124 127 120
Coffee cents/kg 287 309 291 319 323 429 251 303 239 197 187
Tea centskg 202 193 233 346 198 193 171 179 202 203 184
Sugar cents/kg 37 19 19 1" 9 13 15 22 28 28 20
Banana $/mt 401 374 429 370 380 382 365 478 547 541 560
Rice $/mt 483 293 217 252 216 211 230 301 320 287 314
Paim oil $/mt 571 445 501 729 501 257 343 437 350 290 339
Soybean oil $/mt 507 447 527 724 572 342 334 463 432 447 454
Cotion cents/kg 185 160 185 179 132 106 165 140 167 1682 168
Rubber cents/kg 125 100 124 110 92 95 112 129 112 102 101
Other
Logs $em 156 156 145 167 136 151 221 234 225 210 222
Sawnwood $/em 314 302 304 307 276 266 276 307 422 524 472
Urea $/mt 216 159 135 171 136 107 117 155 132 157 172
Metals and minerals
Copper mt 1,742 1480 1592 1377 1417 1374 1783 2602 2848 2662 2339
Aluminum $¥mt 1,263 992 1439 1251 1,041 1150 1565 2551 1951 1639 1302
Phosphate rock $/mt 50 42 37 38 34 34 31 36 41 41 43
Steel products index (1990 =100) 82 70 66 70 60 61 72 94 105 100 98
Energy
Crude petroleum $bbl 34 31 28 28 27 14 17 14 16 21 17
Coal $/mt 57 52 45 49 47 44 36 37 4 42 42
Primary commodity price indexes (1990 = 100)
' 140 H
160 i
:
140 Petroleum 120 Food
120 1 33 Commodities
100 100 7 Nonfood
80 4
ao -
60 | MUV index Metais and minerals
40 - - 60 ! : ~——
1981 1983 1985 1987 1989 1991 1981 1983 1985 1987 1989 1991
Notes

1/ Unit Value Index (MUV index) in US dollar terms (1990=100) of manufactures exported from the G-5 countries (France, Germany, Japan. UK,
and US), weighted by the countries’ exports 10 developing countries.

2/ London interbank offared rate on six-month US dollar deposits.

3/ Indexes are in current US dollar terms {1930=100); 33 commoadity price index is weighted by developing country export values.



Table 10

From:

All high-income
USA
EC(10)
Japan
Other high-income

All LMICs 1/
East Asia & Paci:
South Asia
Latin America

All countries

Directior of merchandise trade, 1991

Parcentage of world trade

Statistical Appendix

To: H countries Low- and middis-income countries 2/
—_%—An TEsst South

———

USA EC(10)Jepsn HIC HIC Asia JAsis Europe MENA SSA LAC LMICs Al

109 29.2 39 159
. 23 14 4.1
30 214 0.9 6.5
28 11 . 22
51 44 1.5 31
a7 52 25 3.7
14 08 14 24
0.2 0.2 0.1 0.1
14 0.7 0.2 0.2
145 344 63 196

59.9
17
319
6.1
14.1

15.1
59
0.6
26

75.0

Share of merchandise imports from low- and

]

30%

20%

10%

middle-income countries, 1991

6.9
1.5
1.3
23
18

1.5
09
0.1
0.2

84

us

Table 11

From:

All high-income

Other high-income

All LMICs 1/

East Asia and Pacific

South Asia
Latin America

All countries

038
0.1
03
0.1
0.2

04
0.1
0.0
0.0

1.2

42
03
3.1
0.2
0.7

1.5
0.2
0.1
0.1

57

27
0.4
1.7
0.3
04

0.7
0.2
0.0
0.1

35

14
0.1
0.9
0.1
0.2

04
0.1
0.0
0.0

18

35
1.8
1.0
03
04

1.0
0.1
0.0
0.7

45

19.5
4.2
83
33
38

55
16
0.3
1.0

25.0

794
1.9
40.2

94
17.9

206
75
09
37

100.0

Direction of merchandise exports, 1991

e

[}
|
| HIC 10 LMIC

LMIC to HIC

HIC 1o HIC
EC(10) Japan Other Low- ~
high and . 7 LMIC 1o LMIC
incoma middle-
income
Growth of merchandise trade, by direction, 1981-91
Aversge annust growth rate {%)
To: High-income countries Low- and middie-income countries 2/
Other  All East South A
USA EC(10)Japsn HIC HIC Asia Asia Europe MENA SSA LAC LMICs Al
54 51 78 67 55 79 24 32 71 46 13 12 44
. ad 7.1 70 60 78 18 11 45 57 36 31 5.0
4.0 52 135 49 5.2 94 25 50 71 -39 07 01 4.1
5.1 6.8 . 49 54 62 -15 39 130 73 32 02 35
67 50 60 61 59 96 43 07 48 40 07 29 52
56 5.5 6.5 17 6.1 87 35 05 -19 a5 2.1 23 5.0
110 101 87 15 104 143 75 84 24 74 70 97 103
131 130 92 97 1186 99 52 37 -28 20 1.2 29 82
45 20 47 29 35 89 06 53 -12 76 21 09 27
56 52 73 60 586 80 26 23 -61 A1 i5 14 45

1/ Low- and middle-inconie countrias: Soma regicns not shown because of mited data availability.
2/ HIC -- High-income countries; LMIC -- Low- and micdis-income countries; MENA - Middle East and North Africa; SSA -- Sub-Saharan Africa; LAC -- Latin America and Caribbean



Table 12 Direction of trade in manufactures, 1991 Statistical Appendix
Percentage of world trads
To: High-income countries Low- and middie-income countries 2/
AN
From: USA EC(10)Japan HIC HIC Asia Asis Europe MENA SSA LAC LMICs Al
All high-income 127 305 3.1 186 649 77 08 46 30 16 40 217 866
USA . 25 12 48 84 1.5 01 02 04 02 21 44 128
EC(10) 36 26 11 76 348 16 04 34 19 10 11 95 443
Japan 37 15 - 29 82 28 01 02 04 02 05 42 124
Other high-income 54 39 08 33 135 17 02 07 04 02 03 36 171
AllLMICs 1/ 26 26 11 33 97 08 02 13 05 03 07 38 134
East Asia and Pacific 1.6 08 10 26 60 06 0.1 02 02 01 02 14 73
South Asia 02 03 01 01 06 00 00 01 00 00 00 02 OB
Latin America 07 02 01 0.1 1.1 0.1 00 00 00 ") 05 07 17
All countries 154 331 42 219 746 84 10 59 35 19 47 254 1000
Growth of manufactured imports from low- Growth of manufactured exports, by
and middle-income countries, 1981-91 direction, 1981-91
20%
20%
15% I
15%
i
10% 10% ;
5% 5% .
i ]
0% ! 0% * —
UsA EC(10) Japan Other HIC HIC HIC LMIC LmIC
to to o
HIC mic HIC LMIC
Table 13 Growth of trade in manufactures, by direction 1981-91
Average annuel growth rale (%)
To: _High-income countries Low- snd middis-incoms countries 2/
Other AN Esst South Al
From: USA EC{10)Japan HIC HIC Asla Asla Ewope MENA SSA LAC LMICs AR
All high-income 59 56 112 54 58 86 18 34 85 53 09 07 44
USsA .. 64 106 72 74 104 28 49 62 44 44 40 62
EC(10) 43 55 130 45 53 82 15 47 81 49 -19 08 39
Japan 53 71 - 50 56 65 09 36 -120 69 -3.1 03 37
Other high-income 78 48 97 53 63 126 50 10 -78 63 23 20 53
AllLMICs 1/ 112 105 152 116 114 16.1 39 11 37 30 36 24 8.1
East Asia & Pacific 129 122 166 127 132 183 66 117 13 101 134 107 128
South Asia 148 155 183 113 145 19.1 95 58 60 04 197 47 113
Latin America 78 46 69 83 69 131 86 34 47 53 19 18 47
All countries 67 59 122 62 64 91 22 27 78 44 12 10 49

1/ Low- and middle-income countries: some regions not shown because of limited data availability.
2/ HIC -- High-income countrigs; LMIC - Low- and middie-income countries: MENA -- Middle East and North Africa; SSA -- Sub-Saharan Africa; LAC -- Latin America and Caribbean




Technical notes

The principal sources for the data contained in this
statistical annex are the World Bank’s central
databases and the U.N.’s commodity trade database.

The classification of economies by income group
and region follows the World Bank'’s standard defi-
nitions (see country classification tables that follow),
except that aggregates for Sub-Saharan Africa ex-
clude the Republic of South Africa and all regional
aggregates refer to low- and middle-income econo-
mies. Small economies and those for which there are
no available data for 1991 have been omitted from
the tables. Because of the lack of data for the republics
of the former Soviet Union, these countries are not
shown and are not included in any of the aggregates.
The region labeled “Middle-Income Europe” refers
to Europe and Central Asia excluding the former
Soviet Union. For the years before 1991 the data for
Germany refer to the Federal Republic of Germany
before unification. Data for Belgium include Luxem-
bourg. In tables 10 though 13, the EC(10) aggregate
refers to the ten high-income members of the Euro-
pean Community and excludes Portugal and Greece.

Most data are for 1991, but figures in italics indi-
cate 1990 data. If data for both 1990 and 1991 are
missing, the not-available symbol (..} isused. Growth
rates are for the eleven-year period 1980-90; when
fewer than ten observations are available, the growth
rate is reported as not available. Current price data
are reported in U.S. dollars.

Notes on tables

Tables 1 and 2. Merchandise exports and imports
exclude trade in services. Regional aggregates in-
clude intraregional flows. Growth rates are based on
constant price data. Effective market growth is the
trade-weighted import growth rate of the country’s
trading partners. Comparative data for the world
share and growth of trade include high-income
countries.

Table 3. Foreign direct investment refers to the
net inflows of investment from abroad. Qutward in-
vestment is excluded, but negative flows may result
from divestment. Portfolio investment is excluded.
Gross domestic investment includes changes in
inventory.

Table 4. The present value of scheduled debt ser-
vice is the discounted value of future debt service;
discount factors are based on interest rates charged
by OECD countries for officially supported export
credits. IBRD loans and IDA credits are discounted
using the most recent IBRD lending rate. For more
information on the present-value methodology, con-
sult World Bank 1992c.

Tables 5 and 6. Long-term debt includes public,
publicly guaranteed, and private nonguaranteed ex-
ternal debt having a maturity of more than a year, but
excludes IMF credits. Concessional debt is debt with
an original grant element of 25 percent or more.
Variable interest rate debt includes all long-term,
nonconcessional debt whose terms depend upon
movements of a key market rate. This item conveys
information about a borrower’s exposure to changes
in international interest rates. Nonconcessional
fixed-rate debt is calculated as a residual. For com-
plete definitions, see World Bank 1992c.

Table 7. Exchange rate impacts are measured by the
change in long-term external debt caused by exchange
rate revaluation. Interest rate impacts are the changein
debt service caused by changes in interest rates for
variable rate debt. Both impacts are measured from
end-of-year 1990 to end-of-year 1991. Exports of goods
and services incdlude net worker remittances.

Tabie 8. Implicit price deflators are calculated from
current and constant price data for merchandise
trade. The “barter terms of trade” are calculated as
the ratio of the export price deflator to the import
deflator. The index base is 100 in 1987. The “terms of
trade effect” is calculated as the difference between
exports deflated by the import price deflator and
constant price exports. This measures the income
gain or loss caused by a change in the terms of trade.
To “normalize” this indicator, it is divided by gross
national income. It has a value of zero in 1987.

Table 9. See notes at the bottom of the table. Com-
modity price data are collected by the International
Economics Department of the World Bank.

Tables 10, 11, 12, and 13. Merchandise trade flows
have been calculated from the U.N.’s commodity trade
database supplemented by World Bank estimates.
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Table 1 Classification of economies by income and region, 1992-93

Inconne
gronp  Subgroup
1o
incole
Javieer
Mididle-
frcome
Uppe:
No. of hwe- & miiddle-
income comonies: 162

Sub-Salanim Africa”

Last &
Southern
Africa

Burundi
Comoros
Ethiopia
Kenya
Lesotho
Madagascar
Malawi
Mozambique
Rwanda
Somalia
Sudan
Tanzania
Upanda
Zaire
Zambia
Zimbabwy

Angola
Djibouti
Mauritius
Namibia
Swaziland

Botswana
Mavotte
Reunion
Seychelles

South Africa’

Wt Africa

Benin
Burkina Faso
Central
Alrican

Equatorial
Guinea
Gambia, The
Ghana
Cuinea
Gl
Liberia
Mali
Mauritania
Niger
Nigeria
Sio Tome
and
I'rincipe
Sierra Leone
Tllgu

Cameroon
Cape Verde
Congo

Cote I’ lvoire
Senepal

Gaban

23

nea-Bissay

Asint

Last Asin o

Pacific

Cambxdia
China
Indonesia
Laa I'DR
Myanmar
Solomun
Islands
Viet Nam

Fiji
Kiribati

Rep.
Malaysia
Marshall
Islands
Micronesia,
Fed. Sts.
Mongolia
I"apua New
CGuinea
Thilippines
Thailand
Tonga
Vanuatu
Western
Samuoa

American
Samoa

CGuam

Korea, Rep.

IMacao

“New

. Caledonia

Korea, Dem.

Sonth Asin

Atghanistan
Bangludesh
Bhutan
India
Maldives
Nt’P.‘l
PPakistan

Sri Lanka

Furope and Central Asu

Fastern Lurope
and Coentral
Asut

1 slovakia®

‘
Albania
Armenia
Azerbaijan
Bulgaria
Crecho-

Georgia
Kazakhstan
Kyrgyastan
Moldova
PPoland
Romania
Tajikistan
Turkmenistan
Ukraine !
Uzbekistan

Belarus
Estonia
Hungary

| Latvia

| Lithuania

! Russian

| Federation
Yugoslavia'

e e ettt e e @ m

Rest of
Europe

Turhey

Gibraltar
Grevee

Isle of Man

Malta
PPurtugal

Mudidle East and North Africa

North
Africa

Mudidle
Last

Egvpt, Arab
Rep

Yemen, Rep.

Algenia
Morocco
Tunisia

Iran, Islamic
Rep-

Iray

Jordan

Lebanon

Syrian Arab
Rep.

Bahrain  |Libya
!Oman
iS-\udi Arabia
|

Americas

Guyana
Hain
Honduras
Nicaragua

Belize

Bolivia
Chile
Colombia
Costa Rica
Cuba
Dominica
Dominican
Rep.
Ecuador
El Salvador
Grenada
Guatemala
famaica
Panama
Paraguay
Peru
St. [Lucia
St. Vincent

;Antigun and
Barbuda
Argentina
Aruba
Barbados
Brazil
French
Cuiana
Guadeloupe
Martinique
Mexico
Netherlands
Antilles
Puerto Rico
St. Kitts and
Nevis
Suriname
Trinidad
and Tobago
Uruguay
Venezuela

9 5

[

38

(Table contines on the follveing page)
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Table 1 (continucd)
Middle East and North Africa

Sub-Saharan Africa” Asia Everope aend Central Asm
East & Eastern Europe

Inconse Suedlern East Asin and and Central Rest of Middle North

Lroup Subgroup Afrien West Africa Pacific South Asia Asin Europe East Africa Americas

. T
Australia Andorra Canada
Japan Austria United
New Belgium States

Zeealand Denmark
Finland
France
Germany
Iceland
Ireland
Italy
Luxemboury,
High- Netherlands
inncome Norway

San Marine

Spain
Sweden
Switzerland
United

Kingdom [

OECD
countries

e et e - S ——

Brunei Channel Israel Bahamas
French Islands Kuwait Bermuda
Now-OECD| Polynesia Cyprus Qatar Virgin

counlries Hong Kong Faeroe United Arab Islands (US) |
Singapore Island. Emi
OAE

—_— b ] N A S . -

Total no. of 2 23 J 33 8 2 28 13 5 43

comonties: 201 R PO G,

(Greenland |

!
]
B e e |
s,
!
1

L - —_— -y

a. For some analysis, South Africa is not included in Sub-Saharan Africa.

b. Refers to the former Czechoslovakia; disaggregated data are not vet available.

<. Refers to the former Socialist Federal Republic of Yugosiavia; disaggregated data are not vet available.
d. Other Asian economies—Taiwan, China.

Definitions of groups

These tables classify ali World Bank member cconomies, plus all upper-middle-income. $2.556-$7.910: and high-income, $7.911
other economies with populations of more than 30,000. or more.

Income group: Economies are divided according to 1991 GNP per The estimates for the republics of the former Soviet Union should
capita, calculated using the World Bunk Atlas method. The groups be regarded as very preliminary: their classification will be kept
are: low-income, $635 or less; lower-middle-income, $636-2.555: under revicw.




Table 2 Classification of economies by major export category and indebtedness, 1992-93

Lane- amd mishile-incine
Lon-income Midille-income High-income
Servrrly Muderately Less Serverely Maderately Less Not classified
Gronp imdehted indvhied idebind arndebted indebtend imdebted by indebledness OECD non-OECD
China Bulgaria Hunpary Czecho- Armenia Belgium Hong Kong,
Poland slovakia® Belarus Canada Isracl
Korea, Dem. | Estonia Finland Singapore
Rep. Guorgia Germany OA
Korea, Rep.  [Kymgyzstan  {ircland
Exporters of Lebanon Latvia Italy
musfactures Macao Lithuania Japan
Romania Moldova Luxembourg,
Russian Sweden
Federation  [Switzerland
Ukraine
I . Uzbekistan
Afghanistan  {Guinea Chad Albania Chile Botswana American Iecland Facroe
Burundi Malawi Solamon Argentina Costa Rica French Samoa New Islands
Equatorial Rwanda Islands Bolivia Guatemala Guiana Zealand Greenland
Guinca Togo Zimbabwe  |Cited’lvoire |PapuaNew  |Guadeloupe
Ethiopia Cuba Guineca Namibia
Chana Mongolia Paraguay
Guinea-Bissau Peru Reunion
Guyana St. Vincent
Honduras Suriname
Exporters ‘l\.;l:;ri.\ Swaziland
adagascar
;:i :,'::::'f_: ol Mauritania
prdducts I\NAV anmar
icaragua
Niger
Sio Tomé
and Principe
Somalia
Tanzama
Uganda
Viet Nam
Zaire
Zambia
Nigeria Algeria Gabon Iran, Islamic | Turkmenistan Brunci
Angola Venczuela Rep. Qatar
Exporters Congo Libva United Arab
of fucls Iraq Oman Tunirates
{mwaindy oil) Saudi Arabia
Trinidad
and Tobago
Cambadia Benin Bhutan Jamaica Dominican Antiguaand | Aruba United Bahamas
Epypt. Arab  (Gambia, The | Burkina Faso  |Jordan Rep. Barbuda Kingdom Bermuda
Rep. Haiti Lesotho Panama Greece Barbados Cyprus
Sudan Maldives Cape Verde French
Nepal Diibouti Polynesia
Yemen, Rep. ElSalvador
Fiji
Grenada
Kiribati
Malta
Experters Martinique
of services Netherlands
Antilles
Seychelles
St. Kitts and
Nevis
St. Lucia
Tonga
Vanuatu
Western
Kenya Bangladesh Brazil Canwroon Bahrain Azerbaijan Australia Kuwait
Lao PDR Central Ecuador Colombia Belize Kazakhstan | Austria
Mali African Rep. Mexico Philippines  { Dominica Tajikistan Denmark
Diversified Mozambique |{Comoros Morocco Sencgal Maliaysia France
iversifi Sierra Leone | India Syrian Arab | Tunisia Mauritius Netherlands
exparters Indoncsia Rep. Turkey Portugal Norway
Pakistan Uruguay South Africa Spain
Sri Lanka Thailand United
Yugaslavia® States

(Table continues ot the following page)
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Table 2 (continued)

Lote- and miididle-income
Low-income Middle-income High-income
Severely Muderately Less Semvrely Maoderately Less Nt classified
Group indehlad indebted indebtad indebted indebted indebted by indebtedness OECD non-OECD
Gibraltar Andorra
Guam Channel
Isle of Man Islands
Marshall San Marino
Not classifiad Islands Virgin Islands
by export Mayotte (US)
category Micronesia,
Fud. Sts.
New
Caledonia
l'uerto Rico
No. of
ceonomies 201 30 17 7 21 16 47 24 21 18

a. Refers to the former Czechoslovakia; disaggregated data are not yet available.

b. Other Asian economics—Taiwan, China.

¢. Refers to the former Saciatist Federal Republic of Yugoslavia; disaggregated data are not yet available.

Definitions of groups

These tables classify all World Bank member economies. plus all
other economies with populations of more than 30.000.

Major export caregory: Major exports are those that account for
50 percent or more of 1otal exports of goods and services from one
category. in the period 1987-89. The categories are: nonfuel
primary (SITC 0.1.2. 4. plus 68). fuels (SITC 3). manufactures
(SITC 5 10 9. less 68). and services (factor and nonfactor service
receipts plus workers® remittances). If no single catcgory accounts
for 50 percent or more of total exports. the cconomy is classified
as diversified.

Indebtedness: Standard World Bank definitions of severe and
moderate indebledness, averaged over three years (1989-91) are
used 1o classify economies in this table. Severely indebted means
cither of the two key ratios is above critical levels: present value
of debt service to GNP (80 percent) and present value of debt
service loexports (220 percent). Moderately indebicd means either

of the two key ratios exceeds 60 percent of. but does not reach, the
critical levels. For economies that do not report detailed debt
statistics to the World Bank Debtor Reporting System.
present-value calculation is not possible. Instead the following
methodology is used to classify the non-DRS economies. Severely
indebted means three of four key ratios (averaged over 1988-90)
are above critical levels: debt to GNP (50 percent); debt to exports
(275 percent). debt service to exports (30 percent): and irterest to
exports (20 percent). Moderately indebted means three of four key
ratios exceed 60 percent of. but do not reach. the critical levels. All
other low- and middle-income economies are classified as
less-indebted.

Not classified by indebtedness are the republics of the Former
Soviet Union and some small economies for which detailed debt
data are not available.
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