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I. Introduction 

The impact of the recession of 1980-83 on the economies of developing 
countries, the effects of high interest rates in financial markets since 
1979, and the reduction in new bank lending to developing countries since 
1982 have been major topics of recent economic discussion. Nevertheless, 
the precise mechanisms through which these effects have been transmitted 
are complex and only partially understood. The purpose of this paper is 
to review available evidence on the principal links through which changes 
in macroeconomic performance in the industrial countries influence major 
economic variables, in particular the rate of economic growth, in develop- 
ing countries. 

These links are numerous: changes in the pace of economic growth 
and inflation as well as shifts in interest rates and exchange rates in 
the industrial world can all influence developing countries' economic 
performance through the markets for goods, services, and migrant labor, 
as well as through financial markets. These various influences are 
determined simultaneously. For instance, a shift in the stance of 
fiscal or monetary policies in industrial countries can alter interest 
rates and exchange rates and shift the pattern of savings and investment 
and can also cause changes in aggregate demand that result in price 
movements and at least short-term variations in output and employment. 
These developments in industrial countries in turn affect the price and 
volume of developing countries' exports, the price of their imports, and 
the volume and terms of their capital inflows. Moreover, the resulting 
changes in developing countries' economies have a feedback effect on the 
industrial countries by altering the demand for the latters' exports of 
goods and capital and by shifting the supply schedule for their imports. 

These various effects can be analyzed either by using single equa- 
tion (reduced-form) estimates and other partial equilibrium studies of 
individual linkages or by constructing a more comprehensive structural 
model that takes account of the general equilibrium nature of the links 
between industrial and developing countries. The former approach is used 
in this paper, in part because it complements more closely the procedures 
used to prepare the medium-term scenarios for developing countries in the 
World Economic Outlook. These scenarios rely heavily on survey estimates 
prepared by staff members in area departments on the basis of overall 
environmental assumptions pertaining to the world economy (for example, 
average GDP growth in industrial countries, prices of manufactured goods 
imported by developing countries, interest rates on commercial credits, 
scale of private lending to developing countries, and exchange rates among 
the ma.jor currencies). Comparisons between econometric estimates and 
estimates ohtained from the survey can help give an indication of whether, 
in the aggregate, individual survey data might be inconsistent with the 
assumed global environment. The general equilibrium framework of the 
scenarios is provided in two ways: first, the survey gives a set of 
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projections (for example, of trade flows, GDP, and the balance of payments) 
for each country that is internally consistent for that country; second, 
any inconsistencies between the aggregated survey estimates and the 
assumed global economic environment is eliminated through iterative 
adjustments. l/ - 

Nevertheless, the limitations of the single-equation approach taken 
in isolation should be borne in mind during the subsequent discussion. 
In particular, estimates will be biased to the extent that there are 
significant interactions in the world economy that are omitted from the 
reduced form and to the extent that variables which would be determined 
endogenously in a structural model are assumed to be given exogenously 
in the reduced form. 2/ - 

AS a hackaround to the discussion in the rest of the paper, Table 1 
provides information on broad trends in the growth rates of output in 
industrial and developing countries. Several aspects of these trends 
deserve special mention. First, there does appear to be a rough associ- 
ation between the rates of economic growth in the industrial countries 
and those of the developing countries. The slowdown in economic growth 
in the industrial countries between the 1968-72 period and the 1973-80 
period was accompanied by a moderate slowdown in developing countries' 
economic Rrowth. Similarly, the 1981-82 recession in industrial coun- 
tries and the subsequent recovery in 1983-85 were associated with broadly 
comparable outcomes in the developing countries. 

The relationship between output growth in the two groups is not a 
precise one, however, and there are clearly many other influences on 
developing countries' economic growth. This can be seen most clearly 
when the growth performance of the fuel exporters and non-fuel exporters 
among developing countries are considered separately. The average rate 
of economic growth of the non-fuel exporters declined only moderately 
between the periods 1968-72 and 1973-80, even though industrial country 
growth slowed more substantially. Also, the recovery in industrial 
countries' economic growth in 1983-85 was not reflected in renewed output 
growth in the fuel-exporting countries. 

1/ A more detailed discussion of the methodology used in preparing the - 
medium-term scenarios may be found in the 1984 World Economic Outlook, 
Supplementary Note 7, pp. 157-62. The most recent medium-term scenario 
is contained in the paper on "The Debt Situation: Prospects and Policy 
Issues," (EBS/86/43, 2/27/86). 

2/ Structural models to analyze various aspects of the interdependence 
between industrial and developing countries have been constructed by, 
among others, Hicks et a1.(1976), Sachs and McKibhin (1985), and 
van Wijnbergen (1985). 
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0 Table 1. Growth Hates of Real GNP in Industrial 
and Developing Countries, 1968-85 

(Average annual percentage changes) 

1968-72 1973-80 1981-82 1983-85 

. __ --. 

GNP of industrial countries 4.4 

GNP of developing countries 6.8 

By analytical group 

Fuel exporters 
Non-fuel exporters 

Exporters of manufactures 
Primary product exporters 
Service and remittance 

countries 

9.7 5.3 0.4 -0.2 
5.9 5.3 2.6 4.4 
5.4 5.2 4.8 7.4 
5.7 5.0 -0.7 2.2 

5.1 4.7 2.9 2.7 

By area: 

Africa 7.3 3.3 1.2 0.6 
Asia 4.8 5.7 5.2 7.1 
Europe b.5 4.8 2.3 2.3 
Middle East 10.5 5.1 -1.0 -0.3 
Western Hemisphere 6.3 5.5 -- 1.2 

By financial criteria 

Capital importing countries 6.3 

Market borrowers 7.2 
Official borrowers 3.6 

Countries with recent debt- 
servicing problems 

Countries without recent 
debt-servicing problems 

6.1 5.0 0.6 0.9 

6.5 5.7 4.6 6.1 

By miscellaneous criteria 

Non-oil developing countries 5.6 5.2 2.7 3.9 
Fifteen heavily-indebted countries 7.0 5.3 0.1 0.5 

3.0 0.5 3.3 

5.3 1.9 2.8 

5.3 2.5 3.5 

5.5 1.2 1.7 
3.9 2.5 2.5 

___-___ -- 
0 
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A second observation emerging from Table 1 concerns the considerable 
diversity in the growth performances of different groups of developing 
countries. Among the non-fuel exporters, those countries for which at 
least 50 percent of exports were accounted for by manufactures (the 
"exporters of manufactures") managed to sustain their rate of economic 
growth during the 1981-82 recession while output stagnated in those coun- 
tries for which at least 50 percent of exports were accounted for by 
primary products other than fuels (the "primary product exporters"). The 
former group also appear to have benefited much more from the recovery 
in industrial countries during 1983-85. On a geographical basis, the out- 
put growth of developing countries in Asia was only moderately affected 
by the recent recession and has since recovered sharply, whereas the 
average rates of economic growth of developing countries in Africa, the 
Middle East, and the Western Hemisphere have been substantially lower 
during both the recent recession and the recovery phase. There are also 
substantial variations in growth performance within these groups. 

A third observation is the striking divergence between the average 
growth performances since 1981 of those countries which have and those 
which have not encountered recent debt-servicing problems. These two 
groups had broadly similar growth records during the period 1968-80, which 
suggests that much of the recent sharp decline in output growth in coun- 
tries with debt-servicing problems is related to those problems and the 
associated sharp reduction in private capftal flows. In this regard, the 
average rate of economic growth of those countries that rely primarily 
on external financing from private creditors (the "market borrowers") 
fell much more sharply between the period 1973-80 and 1981-85 than did 
the growth of those countries that rely primarily on external financing 
from official creditors (the "official borrowers"). 

II. The Transmission of Economic Influences 
Through the Markets for Goods and Services 

Macroeconomic developments in industrial countries can significantly 
influence the external current account and output growth of developing 
countries through their simultaneous effects on relative prices and 
volumes in foreign trade. The resulting changes in export earnings will, 
in turn, affect developing countries' growth prospects both in the shorter 
term, through their impact on the level of aggregate demand and the 
availability of foreign exchange, and in the longer term, through their 
effects on the level of investment and the relative size of the export 
sector. 

This section of the paper discusses these various influences, and 
begins with a review of those characteristics of the trade structure of 
developing countries that help determine the size and nature of industrial 
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country influences on the developing world. An important distinction 
in this context is between those countries that rely on oil exports for 
a substantial proportion of their forei,gn exchange earnings and those 
that do not. The classification of developing countries into fuel 
exporters and non-fuel exporters reflects this distinction and will 
he used where possible in this section. I/ However, some econometric - 
results and some statistical information are only availahle on the basis 
of the alternative analytical catepories of oil exporting countries and 
non-oil developing countries, and these categories will he used where 
necessary. 

1. Developing Countries’ Foreign Trade: Overa 11 
Trends and Key Structural Characteristics 

Several features of developing countries’ foreign trade provide an 
important background to anv discussion of the transmission of economic 
influences through the goods market. First, the industrial countries as 
a group represent the major market for developing countries’ exports and 
supply the major portion of developing countries’ imports, despite some 
recent decline in their share of developing countries’ foreign trade 
(Chart 1). 

Second, export developments for the fuel-exporting and non-fuel 
exporting developing countries, which were broadly similar during 1968-72, 
have differed sharply since 1973 because of the wide fluctuations in oil 
prices. The total volume of exports of the fuel exporters has declined 
substantiallv since 1973, althouph, until 1982, this was more than offset 
by the rapid increase in export prices (Table 2). The volume of their 
exports to industrial countries has fallen even more rapidly than those 
to other regions, owing to a sustained decline in energy consumption per 
unit of output in industrial countries and to rising domestic production 
of energy in some of these countries. Nevertheless, the large increases 
in oil prices caused the share of the fuel exporters in total imports hy 
industrial countries to more than double between the late 1960s and the 
early 1980s) although their market share has since fallen as a result of 
the drop in oil prices and a continued decline in export volumes (Table 3). 

In contrast, the marked slowdown in the rate of Rrowth of the volume 
of industrial country imports after 1973 had only a moderate impact on 
the growth of total export volumes by the non-fuel exporters; the latter 
continued to expand the volume of their exports to the industrial countries 

l/ A detailed description of the various analytical categories is con- - 
tained in the statistical appendix to the current World Economic Outlook 
(SM/86/47, 2127186). 
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Table 2. Developing Countries: Changes in Export Volumes, 
Export Values, and Terms of Trade, 1968-85 

(Average annual percentage changes i/) 

Average Average Average Average Average 
1968-72 1973-80 1981-82 1983-85 1968-85 

Developing countries 
Export volume 
Export unit value 21 
Export value 
Terms of trade 
Purchasing power of exports 

Fuel exporters 
Export volume 
Export unit value 21 
Export value - 
Terms of trade 
Purchasing power of exports 

Norrfuel exporters 
Export volume 
Export unit value 21 
Export value - 
Terms of trade 
Purchasing power of exports 

Memorandum 

World trade 
Volume 
Unit value 21 - 

Industrial country imports 
Volume 
Unit value 21 - 

-- 
l! Compound annual rates of change. 
21 In U.S. dollar terms. - 

7.9 2.4 -7.0 3.7 2.6 
4.0 24.2 -- 1.9 11.5 

12.3 27.9 -7.0 1.7 14.5 
0.8 8.3 0.9 -0.5 3.8 
8.8 10.9 -6.2 3.2 6.6 

7.5 0.1 -15.8 -1.8 -1.3 
5.9 36.4 3.9 -2.7 17.7 

14.6 36.5 -12.5 -4.5 16.1 
3.1 21.5 5.8 -1.6 10.5 

10.8 21.6 -10.9 -3.4 9.0 

8.1 6.2 3.6 7.5 6.6 
2.6 14.9 -4.3 -1.4 6.6 

11.4 22.1 -0.8 5.9 13.7 
-0.4 -1.0 -4.0 U.l -1.0 

7.7 5.1 -0.5 7.6 5.5 

9.5 
4.1 

10.0 
4.1 

5.2 -0.5 4.7 5.6 
16.1 -2.8 -2.9 7.3 

4.1 -0.8 7.6 5.3 
16.1 -3.9 -3.0 7.0 
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CHART 1 

DEVELOPING COUNTRIES 

DESTINATION OF EXPORTS AND 
ORIGIN OF IMPORTS, 1967-1984 

(In percent) 

DESTINATION OF EXPORTS 

80 Non-oil developing countries 

ORIGIN OF IMPORTS 
-100 

80 - 
Non-011 developmg countries 

1967 1969 1971 1973 1975 1977 1979 1981 1983 
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Table 3. Industrial Countries' Imports From Developing 
Countries: Changes in Import Values, Import Volumes 

and Import Market Shares, 1968-84 L/ 

(Average annual percentage changes, unless otherwise indicated) 

-_. ._ 

Average Average Average Average Average 
1968-72 1973-80 1981-82 1983-84 1968-84 

-- --- ----- 

Value of industrial countries' 
imports 14.5 20.9 -5.3 3.9 13.4 

of which from: 
Developing countries 13.6 26.7 -9.0 0.4 14.8 

Fuel exporting countries 15.9 32.7 -14.5 -7.1 16.1 
Non-fuel exporting countries 12.1 20.8 -3.8 10.8 13.9 

Volume of industrial countries' 
imports lU.0 4.1 -0.8 9.0 5.8 

of which from: 
Developing countries 8.5 0.2 -8.6 5.1 2.0 

Fuel exporting countries 9.3 -3.1 -15.8 -2.8 -1.2 
Non-fuel exporting countries 8.1 5.5 1.3 13.3 6.6 

Share of developing countries in 
total industrial country imports 22.1 29.4 30.9 28.2 27.3 
(value terms, level in percent) 

Fuel exporting countries 8.2 16.2 17.6 13.3 13.7 
Non-fuel exporting countries 13.9 13.2 13.3 14.9 13.6 

l! All values are in terms of U.S. dollars. - 
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more rapidly than the total volume of industrial country imports, and 
also continued to expand their exports to other developing countries. 
Between the periods 1968-72 and 1973-80, the average annual growth rate 
of industrial countrv imports fell from 10 percent to 4 percent, but the 
Rrowth rate of total export volumes by the non-fuel exporters slowed only 
moderately from around 8 percent to about 6 l/4 percent (Table 2). This 
trend has continued throilh the recent recession and recovery. 1/ However, 
for most of the period since 1973, the purchasing power of these exports 
has been adversely affected by a declining terms of trade. 

Third, the commodity composition of developing countries’ foreign 
trade, especially their exports, has shifted considerably over time. The 
share of manufactures in developing countries’ exports has increased 
markedly since the mid-1960s, while import substitution and the growing 
cost of fuel imports have contributed to a moderate decline in the share 
of manufactures in their total imDorts (Table 4). By 198U, manufactured 
exports accounted for almost 60 percent of the total exports of capital- 
importing developinp countries, which was not much below the 69 percent 
share of manufactures in total world trade (Appendix Table I). Developing 
countries in Europe and in Asia now export mainly manufactures; in 1980, 
around four-fifths and two-thirds, respectively, of their total exports 
consisted of manufactures. Nevertheless, most low-income economies other 
than China and India still rely on non-fuel primary commodities for the 
ma.ior part of their export earnin,gs; this group includes many countries 
in Suh-Saharan Africa. These commodities still represent over half 
of all exports by developing countries in the Western Hemisphere. 

These variations in commodity composition over time and across coun- 
tries have important implications for the effects on developing countries 
of economic prowth in the industrial world. Apart from fuels, the fastest 
growing component of industrial country imports since the 1960s has been 
manufactures (Table 5). Those developing countries that were well-placed 
to take advantage of this g-rowing demand for manufactures have achieved 
substantially higher rates of export growth. Thus, during 1973-84, the 
volume of exports to industrial countries from the group of exporters of 
manufactures grew at an averaRe annual rate of 10.8 percent, while the 
export volume of the group of primary product exporters grew at a rate 
of only 3.9 percent (Table 6). 

In addition to their role as demanders of imports, industrial 
countries as a group are also 1arRe exporters of primary commodities. 
Indeed, their share of total world exports of non-fuel primary 

l/ A notahle exception was in 1985, when growth in the export volumes 
of-the non-fuel exporters la,cged hehind the Rrowth in industrial country 
import volumes (at around 3 l/2 and 4 3/4 percent, respectivelv). 
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Table 4. Commodity Composition of Foreign Trade of 
Developing Countries, 1965 and 1982 l/ - 

(Percentage shares) 

--- 

Exports 

1965 1982 - _~ 
Fuels, Other Fuels, Other -- 

Minerals Primary Manufac- Minerals Primary Manufac- 
& Metals Commodities tures & Metals Commodities tures 

Low-income economies 11 
(excluding China and India) (12) 

Middle-income oil importers 19 57 24 13 27 60 

Middle-income oil exporters 60 34 6 79 12 9 

High-income oil exporters 98 1 1 96 -- 4 

Imports 

Low-income economies 

Other Other 
Primary Manufac- Primary Manufac- 

Fuels Commodities tures Fuels Commodities tures 

----- 

5 29 66 18 28 54 
(excluding China and India) (5) (24) (71) (24) (20) (56) 

Middle-income oil importers 8 28 64 26 16 58 

Middle-income oil exporters 6 22 72 10 19 71 

High-income oil exporters 2 27 71 2 15 83 

Source: korld Bank, World Development Report, 1984, Tables 10 and 11, pp. 192-95. 

l/ The classification of countries is that followed by the World Bank in the World 
Development Report. Low-income economies are those which had a per capita GNP of less 
than $400 in 1983. The groups low-income economies and middle-income oil imp0rtr.rs 
combined are broadly equivalent to the category of non-fuel exporters. 
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Table 5. Commodity Composition of Imports by 
Industrial Countries, 1965 and I.982 

(Percentage shares) 

Fuels A.1 26 

Non-fuel primary commidities 39 19 

Manufactures 5u 55 

Total 100.0 100.0 

Source: World Bank, World Development Report, 1984, Table 11, p. 195. 
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'Ta b le 6 . Implied Income Elasticitil+s For Imports: Industrial Countries, 1973-84 

(A~~.T~sE :~nnual percentace changes. ~unlrss otherwise indicated) 

All Industrial Countries United States Japan Europe 
Average AVl?I-Zl~l2 Average Aver-age Average Average Average Average Average Average Average 
1973-80 1981-82 1963-X4 lY73-au 1981-82 

Average 
1983-54 1973-80 1981-82 1983-84 1973-80 1981-,yL 1983-84 

Real national product gross 3.0 0. 5 3.6 2.6 -0.3 5.1, 4.4 3.4 4.1 2.7 0.1 1.8 

Volume of total imports 4.1 -0.3 Y.II 1.2 ‘I.b 21.5 4.2 -1.5 5.7 4.0 -1.6 4.3 
of which from: 

Developing ~re0utries 11 0.2 -8.6 5.1 3.8 -7.7 15.8 4.5 -4.4 3.6 -1.2 - -1 I .ti -1.1 

Fuel exporters I/ -3. I -16.n -2.8 1.7 -19.9 4.4 -0.4 -10.4 0.9 -6.1 
Non-fuel exporters I/ 

-17.1 -8.2 
5.5 1.3 13.3 6.2 8.1 24.4 6.6 5.4 15.9 3.6 -4.5 

Primary product exporters I/ 
5.9 ' 

2.9 0.5 9.4 4.6 4.5 18.5 3.8 3.8 7.4 1.9 
Exporters of manufactures i/ 

-1.8 4. I z 
9.3 2.9 18.8 8.4 12.7 31.7 10.3 4.7 12.7 9.4 -7.0 

Service and remittance - 
6.X I 

8.2 -3.6 10.9 0.3 -5.4 9.1 0 .' 10.2 20.8 9.3 -3.8 10.4 
countries l/ - 

Apparent income elasticity 2 / - 

Of total imports 1.3 -1.4 2.5 1.1 -ti.7 4.3 1.0 -0.4 1.4 1.5 -16.0 2.4 
Of imports from non-fuel exporters 1.8 2.b 3.7 2 .2 -27.0 4.9 1.5 1.6 3.9 1.3 -45.0 3.3 

I/ Deflated by the index of export unit values for each group's total exports. 
?-/ Average ,qrowtll rate of industrial country 

th: industrial country. 
imports from each developing country group divided by the average growth rate of real CNP of 



- 12 - . 

commodities has grown over time and, in 1980, they accounted for 69 per- 
cent of all such exports by industrial and developing countries combined 
(Appendix Tahle II). At the level of aggregation of the single-digit 
SITC groups, the export market shares of industrial countries were larger 
than those of developing countries for all categories except beverages 
and tobacco and fuels. Conseauently, those developing countries that 
export primary products similar to those produced by industrial countries 
will be strongly affected by developments, such as changes in domestic 
agricultural pricing policies, that affect the volume of industrial 
countrv primary production and/or exports. 

Finally, a fourth key feature of developing countries' foreign trade 
is the wide variations in the importance of different industrial country 
markets for the various repional groups of developing countries. If devel- 
oping country exports consisted mainly of relatively homogeneous primary 
commodities, and if there were no significant trade barriers against such 
commodities, these regional variations in the direction of trade would 
not be of great importance. Divergent movements in the growth rates or 
real exchange rates of different industrial countries would cause changes 
in the demand and hence in the world price of various commodities, and 
each developing country supplier would face the same price changes, irres- 
pective of the destination of their exports. The resulting change in 
the volume of their exports would depend on the domestic supply responses 
to these price changes. In practice, however, a large share of developirnz 
country exports consists of relatively non-homogenous manufactures for 
which prices can vary between markets and between suppliers. In addition, 
some of the industrial country markets for certain primary product exports 
of developing countries--such as sugar, grains, and meat--are in effect 
fragmented by various quantitative import restrictions. In such circum- 
stances, the growth in demand for a developing country's exports can he 
significantly affected by the geographic distribution of those exports. 

In this regard, developing countries in Africa and in Europe have 
strong links with industrial countries in Europe; almost one half and two 
fifths, respectively, of their total exports are sent to that region 

(Table 7). In contrast, the principal industrial country markets for 
Asian developing countries are the United States and Japan, while devel- 
oping countries in the Western Hemisphere relv heavily on the U.S. export 
market. These differences in the geographic orientation of exports 
were especially important during 1983-84, when the structure of expansion 
in the industrial world was unbalanced. The rapid expansion of economic 
activity in the United States, together with the appreciation of the U.S. 
dollar, caused a large increase in U.S. demand for imports; over the two 
years the volume of total U.S. imports rose by 47 l/2 percent (Table 6). 
At the same time, the slow pace of recovery in Europe was reflected in 
only a moderate increase in import demand; total import volumes grew by 
only 9 percent over the two years combined. The consequences of this 



Table 7. Destination of Developing Countries' Exports, 1970 and 1984 

(As a percentage of total exports) 

All developing countries 

Africa 

Asia 

Europe 

Middle East 

Western Hemisphere 

Oil exporting countries 

Noo-oil exporting 
countries 

72.2 65.0 

b8.b 69.1 

66.9 58.1 

46.1 44.9 

77.2 59.5 

76.3 7U.7 

84.3 65.7 

b7.Q 59.3 

38.9 

48.5 

19.3 

39.0 

53.2 

31.3 

54.4 

33.5 

25.5 

46.7 

13.3 

37.6 

29.3 

22.2 

28.6 

23.9 

1ti.Y 

7.2 

23.4 

4.3 

3.2 

35.4 

1U.l 

19.3 

20.0 10.8 13.4 1.7 4.6 

17.9 6.7 3.4 0.7 1.2 

22.6 19.0 18.6 3.3 4.9 

6.0 0.7 0.7 1.9 12.4 

6.U 15.2 22.8 1.4 3.9 

40.4 7.1 5.2 0.5 3.7 

12.7 15.8 22.5 0.2 2.1 

23.7 9.1 8.8 2.1 5.8 

lY.4 25.3 

15.5 15.6 

26.3 32.5 

17.4 14.9 

11.8 28.9 

20.7 20.8 

15.0 27.5 

20.4 24.5 

6.7 5.1 

I',.:! l4.1 

3.5 4.5 

34.6 27.8 

9.6 7.7 

2.5 4.8 

0.5 4.7 

10.5 10.4 

Oil Non-Oil 
Industrial of which: Exporting Exporting Other 

Countries Europe United States Japan Countries Countries Countries l/ 
lY84 1970 1984 1970 1970 1961r - 1970 1984 197(J 1984 197u 1984 197u 1984 

Source: International Monetary Fund, Direction of Trade, various issues. 

l/ Derived as a residual. Includes exports to U.S.S.R., Eastern Europe, etc., 
specified. 

and exports to countries or areas not 
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uneven expansion for the different regional p;roups of developing coun- 
tries can be seen by calculating the weighted average growth rates of 
real GNP and import volumes in the industrial countries, using the direc- 
tion of exports of the regional groups of developing countries as weights 
(Table 8). During the three-year period 1983-85, developing countries in 
the Western liemisphere faced an average industrial country import market 
that grew hy some 3 to 5 percentage points per annum faster than did the 
average industrial country import market faced by African, European or 
Fliddle Eastern developing countries, whereas the differences during the 
1973-80 had heen relatively minor. 

2. Transmission of economic infJ.uences through changes in prices 

Developments in industrial countries can cause shifts in the demand 
and supply on world markets of goods that are exported or imported hy 
developing countries, therehy causing simultaneous changes in both prices 
and volumes. Most empirical studies of these influences on developing 
countries ’ trade flows have concentrated on the demand relationships for 
developing countries’ exports and imports. ‘/ In these studies, suppJy 
relationships have been handled typically hy the assumption of infinite 
price eLasticities of supply. While this assumption may be reasonable 
for the case of the world supply of imports to individual developing 
countries (or even to groups of developing countries, if they represent a 
small part of the total world market), it appears less reasnnahle for the 
supply of exports from developing countries. When the price elasticity 
of export supply is not infinite, an upward shift in demand (due perhaps 
to a rise in economic activity in the industrial countries) will result 
in a rise in both the price and volume of developing country exports. In 
such circumstances, estimates of the impact on developing countries’ 
export earnings of, say, higher industrial country income that were based 
on single-equation estimates of demand side relationships would tend to 
underestimate the price response and overestimate the volume response. 2/ - 
This should be horne in mind during the following discussion. 

There have been relatively few studies, however, of developing; coun- 
trv exports that use simultaneous equation rrodels comparable to those used 
for industrial countrv exports, in large part because of the difficulties 
involved in specifvine separate supply relationships. Exceptions include 
the work by Bond (1985 and 1986) and various studies on the determinants 
of commoditv price movements, includin,g those hy Chu and Morrison (1984 
and 19Hb) and Holthar et al. (1985). Kesults from these two sets of 
studies are used later in this section. 

l/ Such studies include those of Rhomberg (1968), Deppler and Ripley 
(1978), Houthakker and Mapee (1969), and Khan (1974). 

2/ The volume response is overestimated because the downward effect on 
the quantity demanded due to higher export prices is omitted. 
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Table 8. Growth of Industrial Country Markets Weighted by the 
Di rection of Exports of Developing Country Kegional Groups, 1973-85 l/ - 

(Average annual percentage changes) ---- - 
__--- -___ .- 

Average Average Average 
19 73-80 1981-82 1983-85 

Industrial country real GNP 

Africa 2.79 u. 1Y 2.56 
Asia 3.03 0.98 3.68 
Europe 2.69 U.01 2.33 
Yidd le East 3.30 1.32 2.97 
Western Hemisphere 2.74 u.07 3.5 1 

Industrial country volume of 
total imports 

Africa 
Asia 
Europe 
Middle East 
Western Hemisphere 

4.53 -1.00 7.13 
4.31 -- 8.54 
4.2 7 -1.6s 6.46 
4.50 -1.53 5.13 
4.22 u. 13 10.89 

Industrial country volume of 
non-oi 1 imports 

Africa v. 13 u.9 1 8.2 7 
Asia 6.74 2.49 10.17 
Eu t-:)!ll< >.Yl -u.o3 7.57 
‘lirI.1 I.,> r;,,t 7.90 0.94 6.97 
Western Hemisphere 5.30 1.92 12.06 

--- - --- 
1/ This table shows the growtll in reii GNP, total import volumes, and - 

non-oil import volumes in the industrial countries weighted by the direction 
of exports for each developing country group. The weights are based on 19ij4 
exports. 
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Although prices and velures are ohvioIIslv deterl-ined concrlrrep,tlY, 
it is useful for sore purposes to rlisc~~ss them senaratelv in corsiderinp 
the trapspission of economic inflllences from indllstrial to develcpiny 
countries. The remainder of this sub-section considers, first, the 
effects of macroeconoric developrents in the indtlstrial countries on thtl 
world prices of broad comeoditv proups, and second, the resulting chanpes 
in developinK countries’ terms of trade. The next suksectior cliscrlsses 
the volume effects. 

a. komi.nal and real comnroditv Prices 

Moverents in the prices of ,~oods in world trade since the late 1960s 
are surrmarizec! in Table Y and in Chart 2. The prices of non-oil primarv 
commodities have shown larpe short-term fluctuations in response to shifts 
in hoth derand and supplv factors but, over the period 1968-85, have tended 
to increase at a slower averape rate than the prices of manufactures 
exported hv industrial countries. I/ Aponp the factors affecting non-oil 
primarv commodity prices have been, on the denand side, the level of 
economic activitv, interest rates, and rates of inflation in industrial 
countries and, on the supplv side, various changes in industrial cnuntrv 
policies affecting levels of domestic production, particularly for agri- 
cultrlral cosmodities. 2/ - 

A nllmher of recent empirical studies have confirmed that, when sup- 
ply conditions are relatively stahle, a decline in the level of economic 
activity in industrial countries exerts a downward influence on the prices 
of non-oil primarv commodities (Table 10). 3/ Although estimates of the 
exact size of the cyclical effect have varied, a broad consensus estirate 
mipht indicate that the elasticity of commodity prices with respect to 
industrial production in the industrial countries is around 2. Suhstan- 
tiallv higher estirated elasticities are obtained by Fishlow (1985) and 

1/ Plore detailed discussions of the factors underlying the recent move- - 
ments in non-oil primarv commodity prices are contained in World Economic 

OIltloob: Supplementary Kotes, SM/86/48, February 28, 1986. Some of the 
empirical studies referred to in the following paragraphs are also discussed 
in the Nay 1983 World Economic Outlook, pp. 154-159. 

2/ One example of the impact of apricultural supply policies occllrrcd 
in-1983. The Ilnited States, a sa,jor producer and exporter of food comma- 
dities, implemented an acreap,e reduction program for many apt-icrl Ltllt-al 
crops which succeeded in reducinp production. On top of this, a droupht 
in the United States in the summer of 1983 flIrther reduced production. 

As a result, world food prices rose by over 11 percent in 1983. 
3/ In the remainder of this section. non-oil primarv c0Pmodities are 

referred to as primary commodities or commodities. 
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Table 9. Movements in Commodity Prices, 1968-85 
(Average annual percentage changes > 1/ - 

-- --- --__ --__- 

me rage Average Average Ave i-age Avera;<~ 
1968-72 1973-81J 1981-82 1983-84 1985 1968-8 5 

- _ .-- --- _-- _ 

Non-oi 1 primary 
commodity prices 

Food 

Beverages 

Q I-i cl.1 ltura 1 
raw materials 

Metals 

Oil 21 

Manufactures 31 

3.5 

5.2 

3.6 

4.2 

0 . 6 

6.6 

4.7 - 
0 Memorandum: 

No n-oi 1 primary 
commodity prices 
deflated by price 
of manufactures -1. 1 0. 7 -6.1 9.2 -13.1 -1.0 

13.1 -12.0 5.4 -12.2 

13.1 -13.1 7.0 -18.7 

15.5 -10.7 11.8 -11.6 

5.0 

5.1 

5.9 

11.7 -10.7 4.1 -12.2 4.7 

13.1 -13.5 -1.7 -2.8 3.8 

36.2 2.6 -7.0 -4.4 16.6 

12.3 -3.7 -3.5 1.0 6.1 

_.-- 
l/ Compound annual rates of change. Nominal price9 ;Ir(: i:t i’ !1’:1:; .JF 

U.S. dollars. 
21 Oil expf)rr l~l~li: v,llues of the oil exporting countries. 
T/ United Nations export unit value index for the manufactures of the 

developed countries. 
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Table lo. Estimates of the Elasticity of Real Non-Oil 
Primary Commodity Prices with Respect to 

Industrial Countries' Real Economic Activity 

Time 
Investigator Period 

--- --- _ 

Chu and Morrison (1984) 1958-82 
(quarterly data) 

lY58-71 
1972-82 

Chu and Morrison (1985) lYb%-82 
(quarterly data) 

lY62-82 
1962-82 
1962-82 

1962-82 

Dornbusch (1986) 
(quarterly data) 

1960-8'4 

Fishlow (1985) 
(annual data) 

1977-84 

van Wijnbergen (1985) 1970~b4 
(annual data) 

_- 

Industrial 
Countries' 

Economic 
Level of Activity Estimated 

Aggregation Variable Elasticity 

-- 

Non-oil primary Industrial 
commodities production 

---- 

1.7** 

Non-oil primary 
commodities 
Food 
Reverages 
Agricultural 
raw materials 
Metals 

Industrial 
production 

Non-oil primary Industrial 
commodities production 

Non-oil primary 
commodities 

GNP 

Primary 
commodities, 
excluding fuel 

GNP 2/ - 

u.7** 
L.2'k 

2.0 l/ - 

1.3 
1.6 
3.4** 

L.6** 

1.0** 

3.4 

4.5 

Note: Although the form 11f tyl.3 estimating equation varies, all of the 
above elasticities estimate the effect on real commodity prices of cyclical 
fluctuations in the rate of output growth. All of the equations either use 
primary commodity prices deflated by thz price of manufactures as the depen- 
dent variable, or include an inflation variable among the right-hand terms. 

l/ Derived as a weighted average of the coefficients for individual 
groups. 

21 Derived from an e\t iI.l.!i: '112 equation linking real commodity pt-ir:+s and 
the unemployment rate in the OECD, together with the asslnnption that a one 
percentage point increase in GNP is equivalent to a 0.3 percent decline in 
the unemployment rate. 
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by van Wijnhergen (1985), but the former is based on a very short time 
period and the latter is derived indirectly, by estimating; the relation- 
ship between real commodity prices and unemployment in the industrial 
countries, and then making use of the association between GDP growth and 
unemployment in the industrial countries--a relationship which may have 
changed substantially during the last decade. The studies by Chu and 
Harrison also indicate that the elasticity was substantially higher 
during the 1972-82 period than for the 1958-71 period; this may partially 
account for the lower elasticity estimated by Dornbusch (1968) for the 
period 1960-84. There is also evidence that the prices of metals and 
agricultural raw materials are more sensitive to cyclical fluctuations in 
industrial production than are the prices of food and beverages. This is 
to be expected, since the former groups of commodities are more heavily 
used as industrial inputs. 

All of these estimated elasticities, however, refer to the sensitivity 
of commodity prices to relatively short-term, cyclical variations in the 
rate of output growth in industrial countries. The elasticity of response 
of real commodity prices to a shift in the longer-term, trend rate of 
economic ,erowtli in industrial countries would probably be lower. Not 
only would the share of stockbuilding--which has a high raw materials 
component--in the change in total demand be lower in the longer-term, 
but the supply response wouLd also be greater. In this regard, Holtham 
et al (1985) have estimated reduced-form equations for the determination 
of commodity prices in which, by construction, all commodity prices 
(other than those for beverages) eventually return to their trend levels 
following a deviation of industrial country GDP from its trend growth 
path. Their results (estimated semiannually over the period 1967-84) 
suggest that such a deviation would cause commodity prices to rise, with 
the peak response occurring around the fourth semester (i.e., up to two 
years after the initial rise in GDP); the price response then fades and 
virtually disappears after five to six years. Their results also confirm 
Chu and Morrison’s conclusion that cyclical fluctuations in the industrial 
countries have a bigger impact on the prices of metals and agricultural 
raw materials than on the prices of food. A one percentage point deviation 
in industrial country GDP from its trend is estimated to cause, at the 
peak, about a 2 percent increase in the former prices, but a smaller 
increase in the latter prices. l/ Beverage prices are estimated to be 
permanently affected by the deviation of GDP from its trend--with prices 
about 3 percent higher as a result of a 1 percentage point deviation 
industrial country growth --but this may simply reflect the greater dif- 
ficulties in empirically estimating the lags in the price responses for 
these commodities, owing to the long lags in supply response for the crops 
involved. 

l/ These estimated effects are based on the UNCTAD commodity price 
ind_ices. 
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As can be seen from Chart 2, the three most recent periods of reduced 
economic activity in industrial countries--in 1971, 1975 and 1981-82--have 
broadly corresponded with periods of low real commodity prices. However , 
there are clearly many additional influences on commodity prices; their 
real level fell substantially in both 1978 and in 1985, when the level 
of economic activity in the industrial world was rising. l/ One factor 
underlying the most recent weakness of commodity prices has been the geo- 
graphic imbalance in industrial country growth rates. The European indus- 
trial countries account for more than one half of total world imports of 
non-oil primary commodities (Table 11). 2/ Consequently, their relatively 
slow economic growth in recent years has-dampened the demand for commodi- 
ties, and this has been less than fully offset by the more rapid growth 
of output in the United States and Japan. 

Inflation in industrial countries influences nominal commodity 
prices both by increasing the price of substitutes in importing countries 
and by pushing up the costs of production of those primary commodities 
exported by developing countries. Chu and Morrison (1984) find that a one 
percent increase in the wholesale price index in industrial countries was 
associated with an increase in commodity prices of slightly greater than 
one percent. 31 Of course, such a close relationship is not surprising 
since components of the two indices are overlapping; moreover, the direction 
of causation is probably two-way, since changes in commodity prices may 
also influence industrial country wholesale prices. 

The level of interest rates on world financial markets could be 
expected to have several counteracting influences on commodity prices. 
High real interest rates discourage stock-holding demand for commodities, 
which would exert a downward influence on prices, but also tend to raise 
production costs, which would cause prices to rise. The unusually high 
level of real interest rates during the 1981-82 recession probably con- 
tributed to the sharp decline in commodity prices in that period by 
encouraging stock liquidation, and the persistence since then of rela- 
tively high real rates may have dampened the recovery in commodity prices 

l/ Both these downturns in prices appear to have been due in large 
part to supply factors. For instance, see Chu and Morrison (1985). 

2/ To the extent that world markets for primary commodities are rela- 
tively homogeneous and free from trade barries, it is the shares of the 
different industrial countries in total world consumption (and production) 
of these commodities that determines the impact on prices of changes in 
these countries’ GDP. It has already been argued, however, that the 
markets for a number of primary commodities are fragmented. 

3/ Chu and Morrison (1984), op. cit., Table 6, p. 117. All prices are 
expressed in terms of U.S. dollars. 
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Table 11. Non-Oil Primary Commodities and Manufactures: 
The Structure of World Trade l-1 

(In percent; 1979-81 average) 

Non-Oil Primary 
Commodities Manufactures 

Imports Exports Imports Exports 

World 100 100 100 100 

Industrial countries 79 68 74 87 

United States 12 19 14 14 
Europe 51 33 53 58 
Japan 14 1 3 12 
Other 2 15 4 3 

Developing countries 21 32 26 13 

Non-oil developing 
countries 16 29 19 12 

Oil exporting countries 5 3 7 1 

I/ Based on the United Nations, International Trade Statis- 
tics, Series D. Some processed primary commodities such as 
cower, tin, aluminum and coffee concentrates are regarded as 
primary commodities, while all the other processed or semi- 
processed goods are regarded as manufactures. 
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for the same reason. Most econometric studies have not detected a strong, 
statistically significant impact of real interest rates on the prices of 
non-oil primary commodities as a group. There is, however, some evidence 
of a moderate inverse relationship between interest rates and the prices 
of agricultural raw materials and metals, demand for which is more affec- 
ted by stockbuilding than that of other commodity groups (Chu and Morrison 
(1984); Holtham (1985)). 

The relationship between commodity prices and exchange rates has 
been of particular importance in recent years because of the substantial 
movements in the U.S. dollar against other major currencies. Two aspects 
of the relationship can have a direct impact on developing countries' 
welfare. First, the greater the extent to which a dollar depreciation 
leads to a general increase in the dollar prices in world trade, the 
greater is the decline in developing countries' debt and debt service 
ratios, since around four fifths of developing country debt is denominated 
in U.S. dollars. Second, some observers have argued that a change in the 
dollar exchange rate affects the price of primary commodities relative to 
the price of manufactures. 

These effects can be investigated using two alternative approaches. 
First, the estimated price elasticities of export supply and import 
demand for various groups of primary commodities and manufactures, together 
with information on the share of the United States in world trade of the 
goods concerned, can be used to calculate the impact of a change in the 
U.S. dollar exchange rate on the prices of primary commodities and manu- 
factures. Second, a direct econometric analysis of the relationship 
between nominal and real commodity prices and the U.S. dollar exchange 
rate can be undertaken. 

Beginning with the first approach, the effect of a dollar deprecia- 
tion on the dollar price of goods in world trade depends on the supply 
and demand elasticities for those goods in different countries and on 
market shares. If export supply and import demand elasticities are con- 
stant across countries then, other things being equal, the impact of a 
dollar depreciation on the dollar price of a good will be larger with each 
of the following: (i) the smaller is the U.S. share in world trade of 
that good; (ii) the smaller are export supply elasticities, and (iii) the 
smaller are import demand elasticities. I/ The U.S. share in the world 
trade of primary commodities as a group 7s fairly small and also not that 

II This is on the basis of an imperfect substitutes model of world 
trade. A simple theoretical model describing how a change in the exchange 
rate among industrial countires affects the price of competitively traded 
commodities can be found in "Effects of Exchange Rate Changes in Industrial 
Countries," Supplement 1 to SM/86/49, March 3, 1986, Appendix I. 
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different from its share of world trade in manufactures (Table 11). 
Hence, in the absence of other factors--such as differences in price 
elasticities of export supply and import demand across countries and com- 
modities--one would expect, on a priori grounds, that a Riven percentage 
dollar depreciation would raise the dollar prices of both primary commo- 
dities and manufactures by a relatively large fraction of the depreciation 
and that the relative price of primary commodities to manufactures would 
not be greatly altered. An analysis using U.S. market shares and esti- 
mated price elasticities of supply and demand for various broad commodity 
groups suggests that a 10 percent depreciation of the dollar would raise 
the dollar prices of both non-oil primary commodities and manufactures by 
hetween 6 and 7 percent. l/ A similar exercise suggests that a 10 percent 
dollar depreciation would-raise the dollar price of fuels by around 
3 l/2 percent. 

Nevertheless, the effect of a dollar depreciation on relative prices 
could be considerably larger at a more disagregated level, since the rela- 
tive importance of the United States in world markets varies substantially 
across commodities. Indeed, a dollar depreciation could tend to reduce 
the relative price in world trade of some primary commodities, compared 
to the price of other traded commodities and manufactures. For instance, 
U.S. production of agricultural products such as coarse grains, wheat, and 
fats and oils is a substantial proportion of the world total. Consequently, 
a dollar depreciation might be expected to have a significant downward 
effect on the world prices of these commodities relative to the price of 
other goods in world trade. 21 - 

I/ These estimates are hased on the assumption that those developing - 
countries that are pegged to the U.S. dollar depreciate their currencies 
along with the dollar, that those countries which peg their currencies to 
the French franc continue to do SO, and that all other developing countries 
maintain unchanged their effective exchange rates vis-s-vis all indus- 
trial country currencies combined. The values of the price elasticities 
of supply and demand used to derive these results are those estimated by 
Bond (1986). The dolLar price of manufactures is measured by the average 
unit value of the industrial countries' exports of manufactures. 

21 A depreciation of the U.S. dollar would raise the price of these 
co;modities relative to the price of non-traded goods in the United States. 
The resulting output increase and consumption decrease would tend to force 
down the world trade price of these commodities relative to other traded 
goods because of the large proportion of supply on world markets for these 
commodities that is accounted for by U.S. exports. The size of the rela- 
tive price change would depend on the relevant supply and demand elasticities 
with respect to price. 
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Additional evidence on these issues is provided by econometric 
analyses of the determinants of the dollar prices of primary commodities 
and manufactures. Analyses of quarterly data covering the period from 
the early 1970s to the early 1980s find that the elasticity of dollar 
prices of primary commodities with respect to the exchange rate of the 
U.S. dollar vis-'a-vis other major currencies is around -3/4; an elasticity 
of similar magnitude is obtained for the dollar price of manufactures. l/2/ -- 
These results confirm the ahove finding regarding the lack of a strong 
impact of changes in the U.S. dollar exchange rate on the relative price 
of primary commodities vis->-vis manufactures. 

To a considerable extent, of course, the auestion of whether changes 
in the U.S. dollar exchange rate affects 'real' commodity prices depends 
on the price index used to deflate commodity prices. An appreciation of 
the dollar would tend to lower the price of primary commodities relative 
to the composite price of U.S. domestic output and raise their price 
relative to the composite price of domestic output in other industrial 
countries. In this regard, several econometric studies detect a large 
and significant negative relationship between the real effective exchange 
rate of the U.S. dollar and the 'real' price of primary commodities when 
the latter is derived by deflating commodity prices in current U-S. 
dollars by the U.S. GDP deflator. However , this relationship reflects, 
in large part, the effect of a dollar appreciation in raising the relative 
price of non-traded goods in the U.S. economy. This does not directly 
affect developing countries' terms of trade since, by definition, developing 
countries do not purchase U.S. non-traded goods. Nevertheless, the effect 
of a dollar appreciation or depreciation on the terms of trade of individual 
developing countries will be strongly influenced by the degree to which 
their foreign trade is oriented toward the U.S. markets. 

Macroeconomic developments in industrial countries will also influence 
the price of oil. Although the share of industrial countries in total 
world oil consumption has declined (from 71 percent in 1973 to 57 percent 
in 1984), changes in industrial country real GNP still have a substantial 
impact on the total world demand for oil. Most empirical estimates 

l/ Measured by the average unit value of industrial countries' exports 
of-manufactures. The lag in response for manufactures appeared to be 
somewhat longer than for primary commodities, but took place within a 
year. 

2/ Such econometric estimates are likely to be biased upwards, however, 
sixce both prices and exchange rates are really endogenous variables that 
are simultaneously determined by other, exogenous factors. For instance, 
a loosening of monetary policy in the United States would be likely both 
to raise dollar prices and to lead to a depreciation of the dollar exchange 
rate. 
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suggest that the elasticity of industrial country demand for oil with 
respect to real GNP is somewhat below unity, around, say, 0.8. This 
would indicate that a 1 percentage point decrease in industrial country 
GNP would lead to a decrease in total world demand for oil of just under 
l/2 of 1 percentaae point. The response of oil prices to such a change 
in demand would be strongly affected by the supply policies of the OPEC 
oil producers, particularly in the short term. If the members of OPEC 
reduced their oil output levels to match the decline in world demand, 
then oil prices would remain unchanged, although total oil export earnings 
would decline because of the reduced export volumes. However, recent 
experience has shown that the larger is the fall in world demand, and 
consequently the larger are the cuts in production needed to maintain an 
unchanged oil price, then the greater is the tendency for production 
quotas to be exceeded and for the actual oil price to decline as various 
oil exporting countries offer direct and indirect discounts. 

b. Terms of trade 

It is evident that the consequences for developing countries’ terms 
of trade of the various shifts in relative prices discussed above will 
depend on the commodity composition of each country’s exports and imports. 
To illustrate this, rough estimates of the cyclical elasticity of the 
terms of trade of groups of developing countries with respect to indus- 
trial country GNP are given in Table 12. Although the simple estimating 
equations used to obtain these elasticities are obviously subject to 
numerous econometric problems, the results do indicate that the terms of 
trade of those countries that export mainly primary products benefit more 
from faster growth in industrial countries (and suffer more from slower 
growth) than do the exporters of manufactures. The terms of trade of the 
service and remittance countries appear to improve the least, perhaps 
because their exports are less oriented toward the industrial countries 
and because most of their exports that do go to the industrial world are 
destined for the more slowly growing European countries. For the group 
of non-oil developing countries, the terms of trade elasticity is esti- 
mated at 1.7; a similar estimate is derived by van Wijnbergen (1985) 
using a somewhat different approach. 

However , there are grounds for believing that such estimates 
may be overestimated, since part of the effect attributed to changes in 
industrial country output may actually be due to other factors omitted in 
the analysis. In this context, two features of these estimates should be 
noted. First, they measure the relatively short-term impact; the estimates 
presented in Table 12 relate changes in the terms of trade to the rate of 
output growth in industrial countries during the same year. The longer- 
term impact of faster industrial country growth could be smaller, because 
demand from stockbuilding would be less important and because supply 
would have longer to adjust to the increased demand. In this regard, 
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Table 12. Developing Countries: Estimated Elasticities of Export Volume 
and the Terms of Trade with Respect to Industrial Countries' Real GNP, 1967-84 

Implied 
Estimated Estimated Elasticity of 
Elasticity Elasticity the Purchasing 
of Export of the Terms Power of 

Volumes of Trade Exports l/ - 

By predominant export: 

Fuel exporters 

Non-fuel exporters 21 
Primary product e;porters 
Exporters of manufactures 
Service and remittance countries 

By region: 

Africa 
excluding Algeria and Nigeria 

Asia 
Europe 
Middle East 

of which: non-oil countries 
Western Hemisphere 

By alternative analytical categories: 

Non-oil importing developing 
colIntries 2/ - 

Net oil exporters 
Major exporters of manufactures 
Low-income countries 3/ 
Other net oil importers 

3.9** 

1.6** 
1.6** 
2.4** 
0.8 

3.0** 
(2.0)* 

2.7** 
1.5** 
4.1** 

(0.9) 
1.5** 

1.8 

0.8 
2.7** 
0.6 
1.1** 

-3.7 

2.3** 
2.3** 
1.4** 
0.9** 

-0.2 
(1.9)* 

1.5** 
0.7** 

-4.1 
(-0.6) 

1.0 

1.7 

1.8 2.6 
1.6** 4.3 
2.4** 3.0 
1.8** 2.9 

3.8 
1.7 

4.2 
2.2 

-- 

(0.3) 
2.5** 

3.4 

Note: Elasticities were estimated from ordinary least square regressions on 
equations of the forms: 

A log (volume of exports) = a0 + al A log (industrial country GNP); 
A Log (terms of trade) = a0 + al A log (industrial country GNP). 

** and * denote significance at the 1 and 5 percent levels, respectively. 

l/ Sum of the elasticities for export volumes and the terms of trade. 
T/ Elasticities are weighted averages of the elasticities for the analytical - 

subgroups, using 1980 total exports as weights. 
3/ Excluding China. - 

0 

0 
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estimates hy Cline (1984) on the effect of economic growth in OECD coun- 
tries on the terms of trade of selected developing countries suggest that 
there may be an initial terms of trade improvement as OECD growth accele- 
rates, but that no further improvement occurs once a stable growth rate is 
reached. According to his estimates, a 1 percentage point increase in the 

rate of industrial country growth would cause, on average, a rise in 
developing countries' terms of trade of 1 l/2 percent in the first year 
and another 1 l/2 percent in the second year, but the terms of trade would 
then remain unchanged unless there was a further change in the rate of 
growth in industrial countries. However, the nature of the supply responses 
that would generate such a relationship are not clear. 

Second, the earlier estimates of the impact of industrial country 
growth on the relative price of primary commodities vis-2-vis manufactures, 
together with the commodity composition of developing countries' exports 
and imports, might suggest somewhat smaller effects on the terms of trade 
than those estimated in Table 12. For example, for low-income developing 
countries (excluding China and India) manufactures represented about 
30 percent of exports and 54 percent of imports in 1982 while the shares 
of primary commodities were around 55 percent and 20 percent, respectively 
(Table 4). If a 1 percentage point increase in industrial country economic 
growth raises the price of primary commodities relative to manufactures 
hy 2 percent for both exports and imports then (without taking account of 
the impact of industrial country growth on the relative price of fuels) 
this would imply an increase in this group's terms of trade of the order 
of 7/10 of 1 percent. The effect on the terms of trade of other developing 
country groups would be even lower, because of the smaller difference 
between the share of manufactures in their exports and imports; for 
middle-income oil importers, this approach would suggest a terms of trade 
effect of only around l/4 of 1 percent. 

It might he argued that these latter estimates tend to underestimate 
the terms of trade elasticities because a substantial proportion of manu- 
factured exports from many developing countries consists of processed 
primary products. Since the value added in processing for these goods is 
often relatively small compared to the value of the primary inputs, the 
world prices of such manufactured exports could be more strongly influenced 
by the prices of the primary inputs than are the prices of manufactures 
from industrial countries. Some evidence on the importance of this 
factor is provided by an econometric analysis of the elasticity of 
developing countries’ import and export unit values with respect to the 
world prices of various groups of goods (Table 13). The results suggest 
that the elasticity of export unit values with respect to the price of 
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Table 13. Developing Countries: Elasticities of Unit Values 
of Imports and Exports with Respect to Prices of Fuels, 

Non-oil Primary Commodities, and Manufactures, First 
Half 1962 to Second Half 1979 

Non-Oil Developing Oil Exporting 
Countries Countries 

Elasticity of import unit values 
with respect to: 

Price of fuels 
Price of agricultural goods L/ 
Price of raw materials 2/ 
Price of manufactures 3T - 

Elasticity of export unit values 
with respect to: 

0.18** 
0.25** 
0.17** 
0.41** 

Price of fuels 0 .og** 
Price of non-oil primary commodities k/ 0.54** 
Price of manufactures 0.41** 

0.02** 
0.08** 
0.03" 
0.89** 

1.22** 
-- 

Source: World Trade Model. See Spencer (1984b). 

Note: Estimated elasticities were derived from regressions for semi- 
annual data on equations of the form: 

A log (import unit value) = al A log (price of fuels) + a2 A log 
(price of agricultural goods) + a2 A log (price of raw materials) 
+ a4 A log (price of manufactures) 

Only the long-run elasticities are reported. ** and * represent signi- 
ficance at the 1 and 5 percent levels, respectively. 

l/ Unit values of industrial countries' exports of agricultural goods 
(SI;rC 0 + 1). 

2/ Unit values of world trade in raw materials (SITC 2 + 4). 
T'/ Unit values of industrial countries' exports of manufactured goods 

(SI;rC 5 - 8). 
4/ World spot prices for non-oil primary commodities, weighted by the 

commodity composition of the exporting region. 

, 
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manufactures is as important as the corresponding elasticity for import 
unit values. This in turn would seem to indicate that the effect on 
non-oil developing countries' terms of trade of faster industrial country 
growth is substantially smaller than that suggested by the directly 
estimated elasticity of 1.7. L/ Consequently, that estimate should perhaps 
be regarded as an upper limit of the likely true elasticity. 2-/ 

Finally, a further econometric analysis coverinK the period 1967-84 
finds that an appreciation of the real effective exchange rate of the 
U.S. dollar does not result in a significant deterioration in the terms 
of trade of either the group of non-oil developing countries or the group 
of non-fuel exporting countries. 31 A similar investigation suggests - 
that, on the basis of historical experience, the terms of trade of the 
fuel exporters among developing countries did improve when the U.S. dollar 
appreciated. However, this relationship probably reflects the attempts by 
certain oil exporting countries to maintain a dollar export price for oil 
unchanged for quite long periods. Consequently, this past experience may 
not be a good guide to the future relationship between the exchange rate 
of the U.S. dollar and the terms of trade of the fuel exporters. 

l/ Repeating the earlier analysis, but replacing data on the commodity 
composition of foreign trade by the estimates of Table 13, a 2 percent 
increase in the price of non-oil primary commodities relative to manufac- 
tures with the price of fuel assumed unchanged would raise the terms of 
trade of non-oil developing countries by 0.24 percent [2*(0.54 - 0.25 - 
0.17)]. 

21 One additional reason for the wide variation in estimates of the 
impact on developing countries' terms of trade of industrial country growth 
given by the two approaches discussed in the text is the high level of 
aggregation involved. Non-oil developing countries as a group are large 
net importers of some primary commodities for which the industrial coun- 
tries are dominant suppliers. Some of these commodities, particularly 
agricultural Roods, have been subject to significant protectionist influ- 
ences in some industrial countries, which may have caused industrial 
country growth to affect their prices differently than those of other 
primary products. 

3/ The estimated equations were of the form - 

Ln (TOT) = 4.36 + 0.008 CAPUT -0.084 Ln (RLEXUS) -O.Ollt 
(8.57) (4.11) (0.95) (4.41) 

R2 = 0.83, DW = 1.81, rho = 0.46 

where the results reported are for non-oil developing countries. CAPUT 
is the GNP-weighted rate of utilization of manufacturing capacity for 
industrial countries, RLEXUS is the real effective exchange rate of 
the U.S. dollar, and t is a time trend. Figures in brackets are 
t-statistics. 
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3. Transmission of economic influences 
through changes in volumes 

There is ample evidence that a faster growth of real incomes in 
industrial countries leads to a more rapid growth in their total imports, 
including those from developing countries. The magnitude of the response 
of developing country export volumes will depend, among other factors, on 
their commodity composition and on the relative importance of the indus- 
trial countries as markets. Additional factors of importance will be the 
relative competitiveness of developing countries' exports and the price 
elasticity of industrial countries' import demand. 

The following discussion presents two sets of evidence on the 
relationship between industrial countries' real incomes and developing 
countries' export volumes, using the distinction between "marginal" and 
"average" elasticities. 1/ In the first set, the implied elasticities of 
changes in export volumes with respect to changes in industrial country 
GNP are estimated for broad groups of developing countries. These are 
"marginal" elasticities in the sense that they reflect the percentage point 
increase in the rate of growth in developing country export volumes that 
would result from a one percentage point increase in the rate of economic 
growth in the industrial world. These estimates do not take account of 
developing countries' supply responses, nor of variations in the geographic 
direction of trade. In the second set, for a sample of the non-fuel ex- 
porters among developing countries, the elasticity of the level of export 
volumes with respect to the level of real GNP in industrial countries is 
estimated. 2/ These are "average" (or conventional) elasticities in the - 
sense that they reflect the percentage increase in the level of developing 
country export volumes that would result from a one percentage point increase 

I/ The "average" ~(oroelasticityismeasured 
a (ln(GDP)) 

where XVOL is the volume of developing country exports and GDP is 
industrial country real GDP. The "marginal" elasticity is measured by: 

a ( A ln(XVOL)), i.e., by a (g > 
2 ( A ln(GDP)) and) 

where g, is the growth rate of developing country export volumes and Rind 
is the growth rate of industrial country GNP. Cline (1984), p. 42, and 
also Fishlow (1985) make use of this distinction. The two elasticities 
will only be identical if the growth rate of developing country exports is 
zero when the growth rate of industrial country GNP is zero. 

2/ The sample of countries used here is broadly similar to the sample - 
of countries used in the survey exercise conducted as part of the prepara- 
tion for the medium-term scenario of the World Economic Outlook, but does 
not include the Feople's Republic of China. 
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in the level of real GNP in industrial countries. For each developing 
country, the latter index is weighted according to the geographical dis- 
tribution of its exports. Also, they take account of supply responses to 
the extent that the effects of changes in developing countries' relative 
competitiveness on export volumes are included. 

The estimated marginal elasticities are shown in Table 12 and 
comparable estimates provided in other studies are shown in part A of 
Table 14. Three broad conclusions can be drawn. First, the elasticity 
of changes in export volumes of non-oil developing countries (and of the 
broadly similar group of non-fuel exporters) with respect to changes in 
industrial country GNP appear to be within the range 1 314 to 2 l/4. A 
higher elasticity is used by Cline (1983 and 1984), but this is based 
on an estimate for all industrial country imports (with the constant 
term adjusted to reflect the higher trend growth of developing country 
exports to industrial countries) and is not confirmed by other studies. l/ 
Second, Goldstein and Khan's (1982) results indicate that this elasticity 
increased between 1963-72 and 1973-80, perhaps because of the increasing 
share of manufactures in developing country exports. 2/ However, experi- 
ments with sub-periods during the 1970s and early 1983s (not reported in 
Table 12) provide no evidence that there has been any further increase 
in these elasticities over time. Third, the commodity composition of 
developing countries' exports does seem to affect their responsiveness 
to changes in industrial country GNP. The exporters of manufactures 
recorded an elasticity of 2.4, substantially higher than the elasticity 
of 1.6 recorded for primary product exporters. The elasticity estimated 
for the service and remittance countries was even lower, perhaps because 
of the lesser importance of the industrial country markets for these 
countries' exports. 

The estimated average elasticities are shown in part B of Table 14. 
In general, they are slightly higher than the estimates obtained for the 
marginal elasticities, but this probably reflects the use of weighted 
GNP indices for the industrial countries which more closely reflect the 
pattern of developing countries' export trade. The results generally 
confirm the broad conclusions, stated above, on the elasticities of 
developing countries' export volumes. 31 In addition, the relatively 
high coefficients obtained for the elasticity of export volumes with 
respect to developing countries' real effective exchange rates suggest 

l/ See Cline (1984) footnote 3, p. 41. 
F/ The somewhat lowir estimated elasticity obtained by Dornbusch for 

the period 1960-83 may be due in part to this effect. 
31 The low elasticity of the volume of exports by service and remit- 

tance countries with respect to industrial country real GNP is confirmed, 
but the number of such countries covered in the sample is limited. 
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Table 14. .AItcrnaLlve EsL!ma~e:: of Lhe Elnntl~l~ies of Developing Countries’ 
Export Volumes with RespeiL to Real I:NP jn Industrial Countrfes’ and with Respect 

LO Developing Countries’ Real Effective Exchange Rates 

Time Level of 
Perl od AgbzregaLion 

EstlmaLed 
Estimated ElastjcjLy with 

Elasticity wiLh Respect Lo Real 
Respect to Real Effective 

GNP or GDP Exchange Rates 

A. EsLimates of Harg:nal ElasticiLjes 

Cline (1983 and 1951-81 Non-oil exports of 
1984) developfng countries 

Dornbussh (1986) 1960-83 Tolnl expoc~s, non-o1 I 
developing conntrjes 

3.n 1/ . . . 

Ffshlow (1985) I977-8& Tolal exposes, non-01 I 
developing countries 

1.3* 2/ . . . 

1.7 

Golds~eln and 
Khan (1982) 

1963-80 Total exports, non-o1 1 1.3* .*. 
1963-7” developing counLries -0.5 . . . 
1972~R0 2.3* . . . 

This qtudy 1967-84 Total expnrls, non-oil 
(See Table 15) developf ng coun~rjen 

van Wtjnhergen 1966-83 Tnlal exports, non-011 
(1985) de elopfnp count Lea 

B. Estimates of Average Elastici ties 

Bond (1985) 1967-81 Total exports, nor-01 I 
developing cnuntries 2/ 

1.7** *.. 

1.6 . . . 

2.4 41 -0.8 51 

This study 51 1968-84 To~nl exports, 
non-fuel exporters 

Total exports, primary 
producL exporters 

Total exports, 
exporters Ii?: .anufacLures 

Tol aI export-, service 
and remittance counlrtes 

2.4** -0.5** 

2.7** -0.R 

0.4 -0.7 

NoLe: The estjmaLes of the marginal elastlclties were derived from economjc ‘nvestjpatfons 
of Lhe relationsh:p between the rale of growth of developlne. countries’ export volumes and 
the rate of growth of industrial counLry GNP in the same year. The estimates of the average 
elasticities were derived form econometric investigations of the relatfonship between the 
level of export volumes and the level of indusLria1 country GNP (both in terms of logarithms). 

I/ This is derived Erom an equation of Lhe form p, = -3 + 3gf,,d where g, fs the growlh rate 
of export volumes and gind the growth rate of induslrjal country GNP. This Implies that the 
average elasttcity of exporL volumes with respect to industrial country GNP is 2.0, when 
evaluaLed a~ an indusLrja1 counLry growth rate of 3 percent. 

L,’ This is derived from an equatfon of Lhe form g, = 0.9 + 1.3 gj,,d. Therefore, at an In- 
dusLrial country growth rate of 3 percent, It is equivalent to an averaRe elasticity of 1.6. 

3/ Based on a sample nf 3h countries. - 

i/ These are weighted averages of the elasticllies estimated Ear analylical sub-groups, 
wfLh 1980 exports used as wefghts. 

51 These esLimntes are derived from regressions on reduced-form equations similar Lo 
LhGse IJsed by Bond ( 1985): 

Ln (XVDL) = a, + aI ~fl (WTDCNP) + a2 in (REEK) + a3 Ln (REER-I) + a4t 

where XVr?L Is exporl volume from the respeslive groups of developing countries LO the 
IndusLrIal counlries, hTDCNP is fndnsLrfa1 cnun~rles’ GNP weighted by their imporLs From 
each group. and REER Is the average export-weighced real eFfective exchance rate of each 
group. Only Lhe results for the long-term elastjcity with respect to real effective 
exchange rates (-I .e., a2 + a3) are shown In the table. These estimates are hased nn a 
sample of 32 cnonlries. 
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that broad groups of developing countries, and not just individual devel- 
oping countries, can expand their shares of industrial country markets 
by improving their competitiveness. 

The effects of changes in industrial country GNP on the exports of 
the fuel exporters have been largely determined by the singular conditions 
in world oil markets. The efforts by the members of OPEC to maintain the 
US dollar prices of their oil exports unchanged for fairly long periods 
caused them to act as residual suppliers of oil to importing countries 
for much of the period since 1973. Consequently, the volume of oil 
exports by these countries has been highly sensitive to fluctuations in 
economic activity in the industrial world--this is reflected in the high 
estimated elasticity of 3.9 (Table 12). Also, since the OPEC strategy 
has caused oil prices to be less affected by short-term, cyclical fluc- 
tuations in industrial country output, there has tended to be a negative 
relationship between changes in fuel exporters’ terms of trade and cyclical 
changes in industrial country GNP. However, the more recent emphasis of 
the major oil exporting countries on protecting their market shares 
rather than on maintaining a given price would suggest that changes in 
industrial country output in the future may have a smaller impact on 
these countries’ export volumes than in the past, but a larger positive 
impact on their export prices. 

Finally, there are no strong reasons for expecting that a shift in 
the exchange rate of the U.S. dollar relative to the currencies of other 
industrial countries would, by itself, have a significant effect on the 
total volume of exports by all developing countries as a group. To be 
sure, if a significant number of developing countries chose to appreciate 
or depreciate their own currencies along with the U.S. dollar, then their 
export volumes would clearly be affected, but such effects would be more 
appropriately regarded as resulting from these countries’ own exchange 
rate action. At a more disagEregated level, however, the shift in mer- 
chandise trade deficits among industrial countries that would result from 
a change in the exchange rate of the U.S. dollar against other major cur- 
rencies could affect the export volumes of individual developing countries. 
For those countries that export a large proportion of their exports to the 
United States, a depreciation of the dollar could be expected to reduce 
U.S. demand for their exports by more than the increase in demand in other 
industrial countries. 

4. The purchasing power of exports 
by developing countries 

The combined effects of changes in the pace of growth in industrial 
countries on developing countries’ terms of trade and export volumes 
determine the overall effect on the purchasing power (in terms of imports) 
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of their total export earnings. The results for the marginal elasticities 
suggest that a 1 percentage point increase in the' rate of growth of real 
GNP in industrial countries would be associated with an increase of around 
3 l/2 percent in the purchasing power of exports by non-oil developing 
countries (Table 12). Because of the uncertainty concerning the estimates 
for the terms of trade effect, this estimate is probably toward the upper 
end of the range of likely overall effects. Using the lower estimates of 
their terms of trade elasticity (of around l/4) derived from the effects 
of industrial country growth on commodity prices gives an estimated 
elasticity of the purchasing power of exports of around 2, which may be 
regarded as toward the lower end of the range of likely overall effects. 

Grouping countries by the category of their dominant exports, the 
results indicate that a cyclical increase in the rate of economic growth 
in industrial countries would have the largest impact on export volumes 
from exporters of manufactures and the largest impact on the terms of 
trade of primary product exporters, but that the overall impact on the pur- 
chasing power of exports from the two groups would be similar (Table 12). 
However, the group of primary product exporters includes some countries 
that are substantial exporters of manufactures. Results for the alter- 
native analytical category of "major exporters of manufactures", which 
includes these countries, suggests that the purchasing power of their 
exports would improve by more than that of primary product exporters 
without significant manufactured exports. The purchasing power of exports 
from the service and remittance countries would increase at only about 
half the rate recorded for the two other groups. On a regional basis, 
developing countries in Asia appear to record the greatest increase in 
the purchasing power of exports as a result of faster industrial country 
growth, while developing countries in Europe record the smallest increase. 

However, these estimates reflect the effects of a cyclical increase 
in industrial country growth. The earlier discussion has suggested that 
the longer-term impact on developing countries' purchasing power may he 
lower, largely because the effect on these countries' terms of trade of 
an increase in the trend rate of growth in industrial countries could be 
substantially smaller than the effect of a cyclical increase. 

5. Transmission of economic influences through 
receipts from services and private transfers 

Discussions of the economic .interdependence between developing and 
industrial countries have largely concentrated on merchandise trade flows. 
Nevertheless, earnings from services, migrants' remittances, and other 
private transfers are also quite important. During the period 1982-84, 
earnings from services and net receipts of private transfers amounted 
to almost 30 percent of total foreign exchange earnings by the group 



- 35 - 

of non-fuel exporters (Tahle 15). Within this group, the exporters of 
manufactures are the least dependent on receipts from services and private 
transfers --in fact, their reliance on merchandise exports has increased 
since the late 1960s. In contrast, merchandise exports account for a 
small and declining share of the total foreign exchange earnings of the 
service and remittance countries. Investment income earnings have increase1 
markedly in importance for both the service and remittance countries and 
for the group of fuel exporters. This resulted from, respectively, the 

suhstantial accumulation of overseas assets by some oil exporting countries 
and the rapid expansion of the international financial services sector in 
a few of the service and rer?ittance countries. 

Although little information is available on the geographic destina- 
tion of developing countries' service exports, a considerable share must 
he directed toward the industrial countries. In 1984, just under one 
third of total service earnings (other than from investment income) by 
the non-fuel exporters consisted of receipts from shipping and other 
transportation activities and one third were travel receipts, including 
those from tourism. The geographic distribution of the former category 
in particular was prohably quite close to that of merchandise trade. 
Consequently, total demand for these services can be expected to he 
influenced by real incomes in industrial countries. 

The chance in the volume and price of services (other than invest- 
ment income) resulting from a change in industrial country real GNP will 
depend on the income and price elasticities of demand for such services in 
industrial colIntries, the price elasticity of supply from the developinK 
countries, and the price elasticity of supply from other sources, includ- 
ing from within the industrial countries. While it is not possible to 
estimate these effects directly, some information is available on the 
reduced-form relationship between the growth of the purchasing; power of 
these service exports and the Rrowth of industrial country real GNP. 
Econometric estimates suggest that a 1 percentage point increase in the 
real GNP of industrial countries is associated with an increase of around 
1 l/Z percent in the purchasing power of exports of services by the non- 
fuel exporters (Table 16). This is substantially lower than the corres- 
pondinE elasticity estimated for the purchasing power of this Rroup's 
merchandise exports. As might be expected, the purchasing power of service 
exports from the service and remittance countries appear to be more sensitive 
to changes in industrial country GNP than are those of developing countries 
that rely mainly on merchandise,trade. On a regional basis, changes in 
industrial country Rrowth rates appear to have the largest impact on the 
purchasing power of service exports from developing countries in Europe 
and in the Western Hemisphere, whereas the effect on countries in Africa, 
Asia and the FIiddle East are relatively low and insignificant. 
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Table 15. Developing Countries : Shares of Merchandise Exports, 
Services, Investment Income and Private Transfers in 

Foreign Exchange Earnings, 1968-70 and 1982-84 

(As a percentage of total foreign exchange earnings) 

Average, 1968-70 Average, 1982-84 
Merchan- Services, Metchan- Services, 

dise other than Invest- Private dise other than Invest- Priv.-te 
exports investment ment trans- exports investment ment t rans- 

f .o.b. income income fers L/ f .o.h. j.ncome income fers l-/ 

Fuel Expor tets 92.7 14.2 2.6 -9.5 88.6 5.9 9.3 -3.8 

Non-fuel exporters 71.0 21.2 3.0 4.8 70.5 19.2 5.7 4.6 

Primary product 
exporters 81.4 15.8 2.8 - 76.6 16.1 3.7 3.6 

Exporters of 
manufactures 68.6 21.4 4.9 5.1 74.2 18.2 4.7 2.9 

Service and temit- 
tance countries 48.2 32.8 5.5 13.5 32.1 34.2 22.8 14.9 

0 

I/ Net transfers. 
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The major component of private transfer receipts by non-fuel export- 
ing developing countries consists of migrants’ remittances. These coun- 
tries have exported labor to the industrial countries as well as to the 
major oil exporting countries. The remittances of these workers back to 
the home colIntry have heen strongly influenced by the level of economic 
activity in the host country. Estimates by Swamy (1981) of the elasticity 
of remittance inflows with respect to various measures of cyclical eco- 
nomic activity (either GDP, government expenditures, or exports) in host 
countries ranged from under 1 to over 3. 1/ Rough estimates of the elas- - 
ticity of the purchasing power of developing countries’ net private trans- 
fers with respect to industrial country GNP are given in Table 16. 21 
Although none of these estimated elasticities are statistically sigxifi- 
cant, they do suggest that, as for service receipts, it is transfers 
receipts hy developing countries in Europe and the Western Hemisphere 
chat are the most sensitive to fluctuations in economic Rrowth in the 
industrial countries. The lower sensitivity of transfer receipts by other 
reEiona1 groups probably reflects their greater dependence on migrants’ 
remittances from oil exporting; countries. 

6. Effects of protectionism in the industrial countries 

The stance of trade policies in the industrial countries, which can 
have significant consequences for developing countries’ export expansion, 
is influenced by overall macroeconomic conditions in the industrial world. 
Pressures to impose protectionist trade measures generally arise when 
individual sectors experience a loss of comparative advantage and when 
rigidities in labor and other markets hamper rapid structural adjustment. 
In such circumstances, producer interests in import-sensitive sectors of 
the economy often seek government action to insulate those sectors from 
import competition in order to protect employment and wage levels and 
profit margins. Although rising pressures for protection need not trans- 
late themselves into more restrictions if governments firmly refuse to 
accede to these demands, in practice governments have found it difficult 
to do so during periods of stagnating or declining; economic activity and 
rising unemployment. Moreover, protectionist measures imposed during 
periods of rising unemployment often prove difficult to dismantle quickly 
when economic activity recnvers. Consequently , there may be a tendency 
for a ratchet effect in the degree of protectionism, as the next cyclical 
downturn begins with a higher prevailing level of protectionism than did 
the previous downturn. 

l-/ This evidence is al-so discussed by Goldstein and Khan (1982). 
2/ Strictly speaking, this analysis should be conducted in terms of 

gross transfers, but a sufficiently long time series is not available. 
For most countries other than the oil exporters--which are excluded from 
the analysis--outflows of private transfers appear to have been small. 
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Table 16. Developing Countries: Elasticities of the Purchasing 
Power of Receipts from Services and Private Transfers with 

Respect to Industrial Countries’ Real GNP, 1968-84 

Estimated Estimated 
Elasticity of Elasticity of 

Purchasing Power Purchasing Power 
of Exports of of Private 

Services L/ Transfers 21 

By predominant export 

Fuel exporters 1.2 . . . 

Non-fuel exporters 1.4 3-1 2.3 Al 
Primary product exporters 0.6 1 .o 
Exporters of manufactures 1.5 3.2 
Service and remittance countries 2.4, 2.7 

By region 

Africa 
Asia 
Europe 
Middle East 
Western Hemisphere 

0.7 - 41 
0.9 1.8 
2.4** 3.2 
0.1 . . . 
2.5** 7 .o 

By alternative analytical category 

Non-oil developing countries 
Net oil exporters 
Major exporters of manufactures 
Low-income countries 51 
Other net oil importers 

1.5* 2.6 
2.8** . . . 
1.8” 4.3 
0.7 5.6 
0.6 3.4 

Note: Elasticities were estimated from ordinary least square 
regressions on equations of the form: 

A log ( exports of services ) = a0 + al A log (industrial 
unit value of imports country GNP) 

and 
A log (net private transfer receipts) = c~ + a1 A log 

unit value of imports (industrial country GNP) 

** and * indicate significance at the 5 and 1 percent levels, 
respectively. 

l/ Services excludes investment income earnings. 
T/ Net private transfers; consequently, equations could not be 

estimated for those groups of countries that recorded a net outflow of 
private transfers. 

31 Weighted average of the estimated elasticities of the sub-groups, 
with 1980 service earnings or private transfers used as weights. 

41 Estimated over the period 1973-84. 
I/ Excluding People's Republic of China. 
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Such factors underlie the increase in protectionism in most indus- 
trial countries during recent years. 1/ This protectionism has largely 
taken the form of nontariff restrictions. A recent study by the Organ- 
ization of Economic Cooperation and Development (1985) estimates that 
the proportion of manufactures subject to nontariff barriers in the 
major industrial countries rose from 20 percent in 1980 to 30 percent 
in 1983. 2/ One aspect of this drift toward protectionism that is of - 
particular concern to developing countries is the increasing recourse to 
bilateral, sector-specific trade restraints. Such measures are designed 
to restrict import competition from countries with a comparative cost 
advantage and are often imposed on products with relatively labor- 
intensive production techniques--for which developing countries are more 
likelv to have such a comparative advantage. Nontariff barriers against 
the agricultural exports of developing countries are even more prevalent 
than those against their manufactured exports. The World Bank estimates 
that, in 1983, 29 percent developing countries' agricultural exports to 
industrial countries were affected by nontariff barriers compared with 
18 percent for manufactured exports. 3/ Overall, around one-fifth of 
industrial country imports from developing countries were subject to 
nontariff barriers compared with around one-tenth of imports from within 
the industrial country group. 4/ - 

Increased protectionism in industrial countries has a direct impact 
on developing countries' export earnings by lowering the effective demand 
for their exports and thereby exerting downward pressure on prices and 
volumes. The final impact will depend on factors such as the elasticity 
of foreign demand for the goods concerned (in both the industrial coun- 
tries and in other markets) and on domestic supply and demand conditions 
in the developing countries themselves. Several studies have investi- 
gated these factors. Klein and Su (1979) use the integrated econometric 
country models of Project LINK to estimate the worldwide effects of 
tariff increases (or corresponding quantitative restrictions when import 
equations do not depend significantly on relative prices) on the manufac- 
tured imports of 13 OECD countries. Their results suggest that a 20 per- 
cent increase in trade barriers, introduced in 1978, would have caused a 
cumulative deterioration in the trade balance of developing countries of 
about $28 billion in the first two years and a $6 billion decline in 

I/ Recent developments in trade policies are reviewed in Anjaria 
et-al. (1985). 

2/ The proportion of manufactures subject to nontariff measures is 
measured hy the ratio of consumption of product Rroups subject to such 
barriers to total consumption of manufactures. The proportions were 
calculated using 1980 values. 

3/ World Bank, 
T/ World Bank, 

World Development Report, 1985, op. cit., p. 40. 

p.-40. 
World Development Report, 1985 op.cit., Table 3.3, 

Such a measure tends to understate the impact of trade restric- 
tions since the value of imports of goods that are most subject to restric- 
tions will be correspondingly lower. 
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e 
real GNP over the same period. l/ Using partial equilibrium analysis, 
Kirmani et al. (1984) estimate The potential impact on the export volumes 
of ten developing countries of eliminating the tariff and nontariff 
barriers to trade in seven relatively highly-protected agricultural or 
manufacturing sectors of industrial countries. 21 Their results indicate 
that such a trade liberalization could generate-an increase in the total 
export volumes of the sample countries in the order of 5 to 10 percent. 
(They do not estimate the terms of trade effects.) Some of the largest 
estimated gains would result from trade liberallzation in the textiles 
and clothing industries, where trade restraint= have been directed primar- 
ily at exports from developing countries and have tended to become more 
extensive and more restrictive in recent years, Indeed, a more recent 
study by the OECD (1985) concludes that the implementation of the third 
Multi-Fiber Arrangement (MFA), which came into effect in 1982, reduced 
the volume of textile and clothing imports from non-OECD sources by 
around a further 10 percent in 1982 and 1983. 

However, these various estimates only capture the direct impact of 
protectionism on developing countries' exports and economic growth. The 
longer-term dynamic effects, in terms of the lost opportunities for reap- 
ing economies of scale and the potential disincentives for investment in 
the export sectors, are likely to be even greater, albeit difficult to 
measure. Also, the spread of nontariff barriers, especially in the form 
of bilateral restrictions, reduces the price sensitivity of trade flows 
and can thereby increase the costs of balance of payments adjustment for 
developing countries. For instance, as industrial countries increase 
their trade barriers, the reduction in the real exchange rate required 
to achieve a given improvement in a developing country's trade balance 
is likely to rise. 

In a more general equilibrium framework, chances in the stance of 
protectionism in the industrial countries may also affect the volume and 
price of capital inflows into developing countries. An increase in pro- 
tectionism that hampers developing countries' export earnings may increase 
banks' perceived risks of lending to these countries and lead them to 
tighten their credit rationing. van Wijnbergen (1985) also argues that 
an increase in protectionism is likely to raise world interest rates. He 
argues that higher protectionism is likely to lead to no ex ante improve- 
ment in the current account of industrial countries but to an ex ante 

1/ This and other estimates are discussed at greater length in Anjaria 
et-al. (1985). 

2/ The importing countries are the United States, the European Com- 
munity, Japan, and Canada. The seven sectors considered are meat, cereals, 
sugar, textiles, clothinK, footwear, and iron and steel. The developing 
countries considered are Argentina, Brazil, India, Kenya, the Republic of 
Korea, Mexico, Pakistan, the Philippines, Turkey and Yugoslavia. 

l 
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deterioration in the current account of developing countries; the latter 
deterioration is largely due to the assumption that the demand for imported 
capital goods is price inelastic. These movements in the current account 
would imply that ex ante world investment increases relative to ex ante 
savings, necessitating higher real interest rates to restore the global 
balance. However, empirical evidence on the importance of this effect is 
not yet conclusive. 

7. Developing countries’ export growth, the 
terms of trade, and real income growth 

The changes in developing countries’ terms of trade and export 
volumes discussed in the previous sections can in turn affect output 
qrowth in developing countries through four broad channels. First, the 
level of aggregate demand may be affected and may cause cyclical fluc- 
tuations in the degree of capacity utilization; second, changes in the 
ability to import scarce inputs may affect capacity utilization; third, 
the level of investment may he affected by changes in real incomes and 
savings rates or by changes in the ability to import capital equipment; 
and fourth, changes in the rate of growth of the export sector may 
induce changes in the overall rate of growth through various production 
linkages. The first two of these channels can he thought of as repre- 
senting the short-term or ‘cyclical’ effects of export growth on output 
and the last two channels as representing the longer term, trend effects. 

An assessment of the quantitative impact through these various chan- 
nels is not easy. The effects will vary substantially across developing 
countries according to their economic structure, including the relative 
importance of the foreign trade sector, and will also vary over time for 
individual countries, according to the depree of internal and external 
macroeconomic balance. In particular, it should be remembered that 
developing countries’ own policies will have a substantial influence on 
the degree to which their output growth is affected by changes in export 
earnings. 

The initial impact on a country’s welfare of an increase in the pur- 
chasing power of its exports is likely to differ substantially according 
to whether the increase is due to a terms of trade improvement or an expan- 
sion in export volumes. The former represents a clear gain in real income, 
since an increased volume of imports could be obtained without any change 
in the domestic resources allocated to producing exports, whereas an 
increase in export volumes will require the diversion of resources to the 
export sector from sectors serving domestic expenditures, unless all of 
the resources were previously unutilized. The welfare effect of such a 
resource shift will depend on the relative benefits accruing from increased 
foreign exchange earnings and the alternative production foregone. 
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In the following, a perspective is offered on the nature of these 
various interconnections and on the factors influencing their quantitative 
importance. 

a. The effect on aggregate demand 

Increased export earnings tend to raise aggregate demand. This 
can occur directly, as the increase in incomes from exports leads to a 
general rise in demand, and indirectly if higher exports lead to an 
improvement in the external position, and this encourages the adoption of 
more expansionary monetary and fiscal policies. The latter effect could 
occur if domestic financial policies reacted in response to various 
indicators of the external position--such as the current account or the 
debt anr! debt service ratios--which might be altered by higher exports. 
Conversely, developing countries may try to maintain their Rrowth 
rates when export earnings fall by stimulating domestic demand and 
increasing their recourse to foreign borrowing. This was particularly 
the case in the years following the first Large oil price increase, and 
led eventually to the need for subsequent harsher adjustment measures= 

It is difficult to reach any precise a priori conclusions on the 
size of the overall change in aggregate demand that would result from a 
change in export growth. The effect would clearly tend to be larger the 
greater is the share of exports in a country's total aggregate demand and 
the smaller are the propensities to import and to save out of additional 
income. One important determinant of the degree to which domestic finan- 
cial policies react to changes in exports will be the extent to which 
access to international capital flows is constrained. If a country's 
debt and debt service ratios are high, so that the possibilities for new 
external borrowing are restricted, then the initial change in aggregate 
demand resulting from a change in exports is more likely to be magnified 
by a shift in financial policies than if there is no binding constraint 
on new borrowing. An additional important factor is the sector to which 
the export gains initially accrue. This factor is of particular signifi- 
cance for those oil exporting countries where the bulk of receipts from 
oil exports accrue directly to the government, since in this case the 
impact on domestic aggregate demand of changes in export receipts will 
depend almost entirely upon how government expenditures respond to the 
corresponding changes in fiscal revenues. 

The degree to which an increase in nominal aggregate demand is, in 
turn, reflected in an expansion of real output rather than in increased 
prices will depend in part on the prevailing level of capacity utilization, 
the tightness of labor markets, and the manner in which price expectations 
are affected by changes in demand. Domestic prices are likely to adjust 
more slowly to changes in nominal aggregate demand when there is substan- 
tial unutilized capacity, when labor is in excess supply, and when the 
change in aggregate demand is unanticipated. In such circumstances, much 
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of the increase in aggregate demand may be reflected in higher output. In 
contrast, when the degree of capacity utilization is high, labor markets 
are tight, and prices and wages respond rapidly to chan,ces in ap;gregate 
demand, then the impact on real output of externally-induced changes in 
nominal aggtegate demand will tend to be small. 

Quantitative estimates of these aggregate demand effects would require 
the formulation of a macroeconomic model for developing countries, includ- 
ing a specification of how domestic financial policies would react to 
shifts in the external current account. Elaboration of such a model is 
outside the scope of this paper, but some indicative results for a group 
of six Asian developing countries are provided by Schadler (1986). i/ 

Her results suggest that a decline of 2 percentage points in industrial 
country output growth (say, from a 3 percent rate of growth to a 1 percent 
rate) that is sustained for two years might be associated with a decline 
of around 2 percentage points in the annual export volume growth of the 
six countries and with a deterioration in the terms of trade of around 
2 percent in each year. [These effects on export earnings imply elas- 
ticities with respect to industrial country GNP that are toward the lower 
end of the tange discussed earlier.] If financial policies in these 
countries are moderately restrictive, this decline in export receipts is 
estimated to result in a reduction in the rate of growth of these coun- 
tries ’ real GNP by almost 1 percentage point in the first year and by 
about 1 l/4 percentage points in the second year. 2/ A larger slowdown 
in real economic growth would occur if tighter financial policies were 
adopted to achieve an even more rapid adjustment of the current account. 

b. Changes in the capacity to import 

Many developing countries are heavily dependent on imports of capi- 
tal and intermediate goods as inputs into production. Consequently, when 
the stance of exchange rate and other macroeconomic policies is such that 

11 The six countries are India, Indonesia, Korea, Malaysia, Philippines 
and Thailand. 

2/ In this context, moderately restrictive financial policies are 
defined as those necessary to achieve a reduction in the gap between the 
actual and a target current account deficit by one half within a year. 
The annual target for the current account deficit for the second year 
is equivalent to 2 percent of GNP, compared with an actual deficit equiv- 
alent to 2 l/2 percent of GNP in 1984, which is the base year for the 
simulation. However, such simulations suffer from the problem that the 
behavioral relationships in the model may themselves be affected by 
changes in policy, since the behavioral relationships depend on expected 
future movements in relevant variables, including those under the con- 
trol of the authorities (see Lucas (1976)). 
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it is necessary to restrict imports either through the exchange system or 
the trade system, an increase in the purchasing power of exports (or in 
the level of capital inflows) may increase domestic output by providing 
foreign exchange to purchase scarce imported inputs. Moreover, the lack 
of foreign exchange to purchase imported capital goods may directly 
constrain investment, and therefore long-term growth prospects; this 
aspect will be considered in the next sub-section. 

The strength of the link between import availability and output will 
depend on the severity of the foreign exchange constraint, the relative 
openness of the economy, the degree of substitutability between imported 
inputs and domestic alternatives, and the extent to which a country's 
policies permit shifts in relative prices to allocate available imports 
to the uses with the highest opportunity costs. Changes in the capacity 
to import will tend to have the largest impact on domestic production in 
the short-term, when substitution possibilities are lowest. 

Empirical estimates of the elasticity of output with respect to 
imports are complicated by the fact that a change in output will itself 
cause a change in demand for imports; consequently, the direction of 
causation involved in any direct estimates of the relationship between 
changes in output and changes in imports may be ambiguous. Nevertheless, 
some indication of the likely range of the elasticity may be obtained 
from three alternative estimates. 

Leven and Roberts (1983) estimate the relationship between the 
growth of GDP in Latin American countries during the period 1956-80 
and the change in import volumes in current and previous years. Their 
results suggest that a 1 percentage point rise in real imports leads to 
an increase in real GDP of about 0.5 percent, of which about one half 
takes place in the same year and one half over the next five years. l/ 
This estimate is likely to represent an upper bound to the actual elxs- 
ticity, because of the ambiguous direction of causation already mentioned 
and because the contribution to output growth of other factor inputs has 
been ignored. Alternative estimates incorporating the contributions to 
output growth of fixed capital and labor are derived by Bergsten et al. 

l/ Their estimated equation is of the form: - 

RO = 5.0 + 0.24 g, + 0.28 gmavg R2 = 0.44 
(2.46) (1.26) (3.46) 

where g is growth of GDP, gm is growth of real merchandise imports in the 
current year, and gmavg is the average growth of imports over the past five 
years. Figures in brackets are t-statistics. 
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(1985) for selected Latin American countries. Their estimates for the 
period 1960-83 suggest that the elasticity of output with respect to the 
average of the current and previous years’ real imports varies from vir- 
tually zero for Argentina, which was not subject to significant foreign 
exchange constraints for much of the period, to around 0.14 for Brazil, 
0.23 for Mexico and 0.27 for Chile. l/ - 

Finally, broadly similar estimates were obtained for the Philippines 
by Chopra and Montiel (1986) using an entirely different approach. They 
incorporate a system of foreien exchange rationing of imported intermediate 
Roods into a model in which aggregate demand policies can affect the domes- 
tic level of output only to the extent that they produce unanticipated 
changes in the price Leve I, which cause the supplies of labor and domestic 
production to deviate from their long-term equilibrium level. In srlch a 
system, deviations in domestic output depend upon changes in the level of 
excess demand for imported intermediate inputs or upon unanticipated 
changes in either domestic money supply, foreign income or foreign prices. 
Their results over the period 1959-84 suggest that a 1 percentage point 
increase in imports will lead to a 0.28 percent cyclical increase in real 
output if the increase in imports is anticipated and to a 0.18 percent 
increase in output if the increase in import availability is unanticipated. 

These various results suggest that, for countries which are subject 
to significant foreign exchange rationing of some form, a 1 percentage 
point increase in imports is associated with an increase in output in the 
range of 0.14 to 0.28 percentage points. 

C. Changes in export earnings and the rate of investment 

Changes in export earnings can alter developing countries’ long-term 
growth prospects by affecting the rate of fixed investment. This can 
occur through several channels: (i) increased foreign exchange receipts 
from exports (or from capital inflows) may relax foreign exchange con- 
straints on the importation of scarce capital goods; (ii) a large share 
of the increased export earnings may accrue to central governments or to 

I/ These estimates are derived by estimating a production function of 
the form log Y = a, +a1 lo,~K+a2 logL+a3 log~+ah t 

where Y is real GDP, K and L are fixed capital stock and the active lahor 
force, respectively, M is the average of real imports current and lagged 
one year, and t is a time trend. Since the current year level of imports 
sti 11 enters, to some extent, into the import variable, the elasticity 
estimates will still tend to be biased upwards because of the simultaneity 
problem. 
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government-controlled agencies, which generally have high propensities to 
invest; and (iii) if the increased export earnings are due to an improve- 
ment in the terms of trade, then the resulting gain in real incomes may 
change the desired pattern of future consumption and hence lead to changes 
in the rates of saving and investment. 

A scarcity of foreign exchange to purchase imported capital goods 
would usually have the largest impact on investment in the less industri- 
alized developing countries. These countries generally do not have a 
significant domestic capital goods industry and so have fewer possibil- 
ities for substitution between domestic and foreign goods in capital 
formation. When such countries are faced with severe foreign exchange 
constraints, higher export earnings may raise the volume and the speed 
of implementation of investment. Marquez (1985) estimates that the long- 
run elasticity of investment with respect to the purchasing power of 
exports (in terms of imports of capital goods) is around 1 l/4 for the 
group of non-oil developing countries. l/ - 

In many developing countries (and especially the oil-exporting 
countries), government revenues are highly dependent on export earnings-- 
both directly through various export taxes and other receipts and indi- 
rectly through tariffs on the additional imports that are made possible 
by higher export earnings. Consequently, an increase in export earnings 
raises government revenues, which in turn is likely to result in increased 
public investment. If the increase in export earnings is due to higher 
export volumes rather than higher prices, thereby requiring a shift of 
resources to the export sector from other sectors, then investment is 
likely to fall in those other sectors. However, this fall may not fully 
offset the increase in public investment especially when the effective 
rate of taxation of export earnings is high and a large proportion of 
any increase in government revenues is used to expand public investment. 

Finally, it is difficult to determine on a priori grounds the size, 
or even the direction, of the effect that an improvement in the terms 
of trade has on the rate of investment, since it depends upon whether the 
terms of trade improvement is perceived as temporary or permanent and 
whether it is anticipated or not. In general, the more permanent a terms 
of trade improvement is considered, the more likely it is to generate 
a higher rate of investment, so as to make possible the desired higher 
consumption path. There is substantial empirical evidence that an 
improvement in the terms of trade strengthens a developing country's 
external current account, which reflects an increase in aggregate saving 
relative to aggregate investment. Khan and Knight (1983) estimate that, 
for a group of non-oil developing countries, a 1 percentage point improve- 
ment in the terms of trade leads, on average, to an improvement of over 

l/ Marquez (1985), Table 2, p. 51. - 
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215 of 1 percentage point in the current account balance expressed as a 
ratio to exports. However, there is only limited evidence concerning 
how this improvement in the current account is reflected in changes in 
the rates of domestic savings and investment taken separately. Estimates 
hy Fry for a group of Asian developing countries over the period 1961-83 
suggest that a 10 percent permanent improvement in the terms of trade 
leads to an increase in investment as a ratio to GDP of about l/2 of 
1 percentage point l-1, but that a temporary improvement in the terms of 
trade has a relatively minor overall impact. 

d. The production linkage 

The transfer of factor resources from the rest of the economy to 
the export sector may raise a developing country’s overall rate of 
growth because the latter sector is often the most productive and the 
most open to economies of scale. Faster export growth may also have 
beneficial effects on the non-export sectors by encouraging the intro- 
duction of better infrastructure and a more highly-trained labor force 
and hy promoting the spread of improved production and management 
techniques. 

Most of the recent empirical evidence on the quantitative importance 
of these links between export performance and output growth for develop- 
ing countries has been reviewed by Goldstein and Khan (1982). 21 Their 
broad conclusions can be summarized as follows. First, cross-country 
studies suggest that a 1 percentage noint faster growth in exports may be 
associated with a faster growth in real GDP of the order of l/10 of 1 per- 
cent. Second, countries that export relatively more manufactured goods 
seem to be the ones in which the link between export performance and out- 
put growth is the strongest. Third, there is some indication that the 
relationship between export performance and output growth has grown 
stronger over time, probably because of the growing share of manufactures 
in developing country exports. 

III. The Transmission of Economic Influences 
Through the Financial Markets 

The transmission of economic influences from industrial to developing 
countries through the financial markets has become increasingly important 
both because the external indebtedness of developing countries has increased 

I/ Evaluated for a country with a ratio of exports to GNP of 0.5, and - 
on the assumption that all other variables remain unchanged. Countries 
with a small ratio of exports to GNP would experience smaller increases 
in the investment ratio. 

2/ See Goldstein and Khan (1982), pp. 24-27. - 
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and because a greater share of capital flows to developing countries has 
taken the form of bank lending at variable interest rates. The principal 
financial linkages operate through the level of international interest 
rates and the exchange rates of industrial countries, which affect debt 
service burdens, and through the availability of private international 
lending. These in turn affect the levels of domestic saving and invest- 
ment and the macroeconomic policies of developing countries. Although 
financing constraints and externally-induced changes in debt service bur- 
dens have affected almost all developing countries, the relative importance 
of these forces has varied widely across individual countries. Developing 
countries that are most heavily dependent on financing from commercial 
banks were the most affected by the rise in interest rates and the sharp 
decline in new bank lending. Accordingly, the analysis presented in this 
section emphasizes the capital-importing developing countries, particularly 
the sub-groups of market borrowers and countries with debt-servicing problems. 

The analysis begins with a review of the increased international 
financial integration of developing countries. This provides the back- 
ground for a discussion of how changes in international interest rates 
and in the level of financial flows to developing countries affect key 
macroeconomic variables in these countries, including domestic saving, 
investment, and economic growth. The section concludes with a discus- 
sion of the links between capital inflows, financial policies, and 
capital flight. 

1. Increased international financial integration of developing countries 

The developi-ng countries became much more dependent on private 
external financing for their economic development during the 1970s than 
they were before as both the public sector and private residents borrowed 
heavily in world capital markets. Over the eight years from the end of 
1973 through the end of 1981, the total external debt of capital-importing 
developing countries increased at an annual rate of 21 percent. Despite 
the decline in capital inflows since 1982, this debt rose to $878 billion 
in 1985 compared ,with $752 billion in 1982. In real terms--deflated by 
the export unit value index of these countries --the external debt increased 
at an annual rate of 8 percent between 1973 and 1985, while export volumes 
rose at a rate of only 4 percent. 

The most notable change in the pattern of capital inflows was a 
marked shift from official flows and private foreign direct investment 
to international hank lending. During the 196Os, the main form of inter- 
national bank lending was short-term trade credit. During the 197Os, 
however, institutional developments in the domestic banking systems of 
the industrial countries lowered the risk on deposit liabilities of the 
money-center banks, which enabled the major banks to become the largest 
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recipients of international loanable funds. Furthermore, financial inno- 
vations--notably the growth of syndicated loans and the increased use 
of cross-default clauses, together with the greater use of variahle 
interest rate loans--reduced perceived levels of risk in lending to 
developing country borrowers, resulting in a significant rise in the 
volume of private bank lending. I/ - 

From the perspective of the borrowing cov;ltry, the demand for bank 
loans increased rapidly because of sizable payments imbalances in the 
197Os, due in part to the two waves of major oil price increases. The 
attractiveness of such loans stemmed from their flexibility, convenience, 
and the low real interest rates prevailing for much of the period. The 
real three-month London Interhank Offered Rate (LIBOR) on U.S. dollar 
deposits, to which interest rates charged on many bank loans are linked, 
averaged only around l/2 of 1 percent over the period 1974-78. 2/ - 

Consequently, there was a marked shift from non-debt creating flows-- 
official transfers and private direct investment--to debt-creating and 
interest-sensitive borrowing in world capital markets (Chart 3). The 
contribution of non-debt creating flows to the financing required for the 

current account deficits of capital-importing developing countries declined 
from 61 percent in 1970 to 28 percent in 1981, while the share of bank 
financing rose from 54 percent to 74 percent. 

These developments greatly increased the sensitivity of developing 
countries to events in world financial markets. Most bank lending was at 
variable interest rates, and the share of capital-importing developing 
countries ’ total external debt that was subject to floating interest 
rates rose from an estimated 25 percent in 1973 to an estimated 52 per- 
cent in 1985. These interest payments were due irrespective of the uses 
to which the original borrowing had been put, whereas profit payments on 
foreign equity investments were more closely linked to the returns on the 
underlying investments. 21 Also, new flows of bank lending to a develop- 
ing country were more likely to be affected by sudden and uniform shifts 
in the perception of the country’s creditworthiness than were other forms 
of capital inflows. 

l/ These issues are discussed in detail by Folkerts-Landau (1985). 
T/ The real interest rate is calculated as the nominal interest rate 

less the rate of change of the U.S. GNP deflator. 
z/ This issue is examined at greater length in International Monetary 

Fund, Foreign Private Investment in Developing Countries (1985). 
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2. Interest rate and exchange rate effects 

The cost of developing countries' borrowing in world capital markets 
is largely determined by the financial policies of the industrial coun- 
tries, since there is a close relationship between domestic interest 
rates in industrial countries and the rate at which banks lend to devel- 
oping countries. Furthermore, since a high proportion of developing 
country debt is denominated in U.S. dollars, an appreciation of the 
dollar increases the value of debt and debt service payments in terms of 
the currencies of other industrial countries. This section reviews some 
of the major influences on the level of interest rates charged on devel- 
oping countries' borrowing, and discusses the impact of changes in real 
and nominal interest rates and of changes in the U.S. dollar exchange 
rate on these countries' debt service burdens. 

. 

Fiscal and monetary policies in the industrial countries influence 
interest rates on the world capital markets. For example, a combination 
of an expansionary fiscal stance and tight monetary policy causes a shift 
from bank deposits to government securities, which has a negative effect 
on bank liquidity. Since banks have balance sheet objectives, which they 
act to secure through asset and liability management, they respond by 
raising their deposit rates so as to attract the necessary deposits to 
fund their loan portfolio. The resulting higher cost of funds implies a 
general hardening of lending terms, including higher interest rates and 
shorter average maturities on new lending. These in turn affect the 
volume and cost of international finance to developing countries. 

Following a period of relatively high inflation and low real interest 
rates in the industrial world during the 197Os, which facilitated the ser- 
vicing of developing countries' external debt, these countries have faced 
high interest rates in the 1980s. The disinflationary policies adopted by 
the industrial countries have entailed historically high nominal and real 
international interest rates and a consequent rise in borrowing costs 
(Chart 4). The shift in interest rates has been especially large when 
compared with changes in developing countries' export prices. For example, 
the real interest rate for the capital-importing developing countries, 
measured as the LIBOR on U.S. dollar deposits minus the annual percentage 
change in these countries' export unit values was 18 percent in 1981-82, 
in sharp contrast to the negative real rate of 14 percent in 1973-77 
(Table 17). Although this measure of the real interest rate declined 
during 1983-85, it is still very high by historical standards. Fluctua- 
tions in these interest rates were even more substantial for the subgroups 
of countries with debt-servicing problems and for the 15 heavily indebted 
developing countries. 

International bank lending to developing countries is based on a 
formula, with the costs of funds to the borrower comprising the market 
interest rate--generally represented by the LIBOR or the U.S. prime rate-- 
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Table 17. Carit.=tl-lvrortinp Developine Countrfes: 
Peal Interest Pates and External BorrowIne If 

(In percent unless otherwise indicated) 

-14.0 -5.3 17.R 12.6 

22.6 50 . 7 61 .6 17.2 

9.2 

107.9 

IO.6 

121.0 

9.4 2.8 

135.7 157.6 

-14.6 -6.8 17.6 12.7 

18.9 43.6 62.3 11.0 

13.4 13.5 2.7 

113.8 132.1 151.2 

-20.3 -R.9 17.9 12.4 

13.8 34.0 44.1 0.7 

18.1 

144.2 

22.8 21.1 

lR3.5 231.3 

0.4 

279.6 

-12.3 -4.1 16.9 12.3 

5.7 15.1 16.4 15.6 

4.5 5.8 4.6 4.2 

86.1 85.9 83.3 96.5 

-15.9 -6.8 18.9 

16.9 35.6 45.2 

14.3 

132.6 

16.1 15.2 

163.6 207.4 

13.1 

1.2 

0.5 

251.7 

I! Fr,r clas~lftcntion nf colIntries in ~ro,~ps shown here. see the World Economic Outlook, 
Statistical Appendlu. 

2 ! .Anrlllnl nvcr3Pe nf LIRC’P. 0” L’.S. dollar deposits minus annual percentaee change in export - 
llnlt :‘aIllen fir terms nf 1u.s. dnllars). 

?I Ann!!.7 I i(v*ral?e. Reqid~~al Lv cnlculaterl. Except for minor discrepanctes in coverage, 
.Tvxxjnts shown ref tect ,3tmnst exclusivelv net external horrowtne from private creditors. 

i ,I A~IIII;~I nvrr.w!+s nf rntfo of year-end rieht to exports of goods and servfces. Does not 
inclde debt wed tn the Fund. 
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plus a margin or spread. The interest rate flrlctuates over the maturity 
of the loan, but the spread is usually fixed. These spreads over T,IBOR 
vary according to the perceived risks associated with lending to a parti- 
cular corlntry--althoug;h generally within a rel;ltively narrow range--and 
also vary substantially with the degree of liquidity in international 
canital markets. 

The LIBOR itself can he regarded as consisting of a “risk-free” 
interest rate, which could be represented by the U.S. treasury hill rate 
and an additional margin or banking spread which reflects both the costs 
of bank intermediation and the risk premiums that banks have to pay in 
funding their own lending. This banking spread has varied considerably 
over time and is significantly influenced by financial developments in 
industrial countries. Since the probability of a developing country 
running into debt-service difficulties is increased with higher interest 
rates, the banking spread tends to rise to reflect this increased risk. 
This relationship hetween the LIBOR-treasury bill spread and the level of 
the treasury bill rate (T-hill rate) is shown in Chart 5. The difference 
between the LIBOR and treasury hill rate is plotted on the vertical axis 
and the level of the treasrlry hi.11 rate on the horizontal axis. 1/ The 
positive correlation between the two is apparent from the clustering of 
the observations in the upper right-hand and lower left-hand quadrants. 
The correlation coefficient between the two series is 0.67. Dornhusch 
(1985) has estimated that a 4 percentage point increase in the level of 
the T-bill rate raises the spread between the LIBOR and T-bill rates by 
a full percentage point. Therefore, financial policies in industrial 
countries may influence the borrowing costs of developinp; countries not 
only through the level of domestic T-hill rates hut also through the level 
of the banking spread, which tends to rise along with T-bill rates. 2/ - 

Given the large size of the deht owed to private creditors at vari- 
able interest rates, a rise in international interest rates has a signif- 
icant effect on the interest payments ratio--interest payments divided 
hy exports of goods and services. Furthermore, the size of this effect 

L/ It should he noted that the spread being discussed (LIROR less 
T-bill rate) reflects not only a loss of confidence dlle to increased per- 
ceptions of risks concerning commercial bank lending but also reflects 
competition bv banks for funds as public sectors absorb a greater portion 
of available savings. Furthermore, the portion related to perceptions 
of riskiness reflects not only country risks hut risks on all lending 
(e.g., domestic lending to the energy and agricultural sectors, etc.). 

21 In domestic financial markets, another reason for a positive cor- 
relation between the banking spread and the T-bill rate is the existence 
of reserve requirements, which are similar to an indirect tax on hanks’ 
interest earnings; however, there are no reserve requirements in the 
Eurodollar market, .where the LTROR is set. 
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varies considerably across the subgroups of developing countries classi- 
fied by financial criteria because of considerable differences in both 
the ratio of external debt to exports of goods and services and the share 
of external debt owed to private creditors. For the capital importing 
developing countries as a group, it is estimated that, on the basis of 
1985 exports and end-1985 external debt, a 1 percentage point rise in 
interest rates would directly increase the interest payments ratio by 
about 1 percentage point. However, for the market borrowers and for 
the 15 heavily indebted countries, the increase in this ratio would be 
larger, at approximately 1 l/4 and 2 l/4 percentage points, respectively. 
In contrast, the rise in the interest payments ratio for the official 
borrowers (excluding China and India) would be only about l/2 of 1 per- 
centage point, reflecting the relatively small proportion of debt owed 
to private creditors. The impact of the interest rate increase on the 
interest payments ratio also differs sharply between the subgroups of 
countries with debt-servicing problems and those without debt-servicing 
problems, with increases of approximately 2 percentage points and l/2 of 
1 percentage point, respectively. In addition to the short-term, direct 
effect of higher interest rates on debt service ratios, there would also 
be a further, longer-term impact as debt incurred at fixed interest rates 
matured, and was replaced by new borrowing at the higher rates. 

Moreover, when nominal interest rates move with inflation there are 
important short-run effects on developing countries' debt service burdens, 
even though there is no change in the real interest rate. When nominal 
interest rates rise in line with inflation because of floating rate loans, 
the higher interest payments include a component to compensate the lender 
for the erosion of the real value of loans. Therefore, higher inflation 
rates produce larger real debt repayments in the near future and lower 
real debt repayments near the end of the loan repayment schedule. In 
this way, higher nominal interest rates can result in debt-servicing 
problems, particularly if new lending is limited. 

A depreciation of the U.S. dollar tends to reduce both the debt ser- 
vice and external debt ratios of developing countries. At end-1985, approx- 
imately 80 percent of the external debt of the capital importing countries 
was denominated in dollars. Since this is larger than the share of U.S. 
production and consumption in world markets for those goods and services 
exported by developing countries, a depreciation of the dollar raises the 
dollar value of developing country exports by more than the dollar value 
of their external debt. For example, calculations based on the 1985 values 
for exports of goods and services and external debt indicate that a 10 per- 
cent depreciation of the U.S. dollar would reduce the debt ratio of the 
capital importing developing countries from 162 percent to 155 percent. l/ - 

I/ This calculation uses the estimated impact of a dollar depreciation 
on the world dollar prices of fuels, non-oil primary commodities, and 
manufactures discussed in Section II. 
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3. The rationing of international credit to developing countries 

Commercial banks make decisions not only regarding the distribution 
of their assets and interest rates but also about which customers to make 
loans to and to what extent. There has been considerable discussion in 
recent years about the relationship between credit rationing and default 
risk. Credit rationing exists when banks are unwilling to lend to a 
borrower even when the latter is willing to pay a higher interest rate. 
The availability of funds to developing countries is determined to a 
large extent by the judgments of commercial banks regarding the credit- 
worthiness of countries. The major determinants of creditworthiness 
include the borrowers’ export performance, soundness of domestic financial 
policies, rate of economic growth, international reserve holdings, debt 
service ratio, and the existing exposure of banks. Consequently, when 
export earnings decline because of recession in the industrial world or 
when international interest rates rise, the actual and perceived capacity 

of developing countries to service their debt is diminished. As a result, 
the impact of such developments on these countries’ growth prospects can 
be magnified by a sudden reduction in the availability of external financing. 

Several explanations have been offered to explain the phenomenon of 
credit rationing. It has been observed that a bank’s profit rate could 
actually decline if interest rates charged to borrowers were raised. l/ 
This inverse relationship between the profitability of a loan and the- 

interest rate charged on it could arise from the “adverse selection 
effects” of increasing interest rates. When interest rates are increased, 
the borrowers who are discouraged are likely to be those who intended to 
invest in relatively safe projects. The lower loan profitability might 
also be caused by the “incentive effects” of higher interest rates; at 
higher interest rates, borrowers choose riskier projects. In these cir- 
cums tances , the resulting equilibrium may be one in which there is an 
excess demand for loanable funds at a particular interest rate, but banks 
do not have an incentive to raise the interest rate to eliminate the 

excess demand. In attempting to maximize their profits, banks ration 
credit to particular borrowers because the gains from higher interest 
rates are more than offset by the increase in the expected loss. 

Credit rationing will also exist when there are doubts regarding the 
capacity or willingness of a borrowing country to meet its future debt 
service payments. 2/ Although a country that defaults on its debt incurs - 
costs in terms of exclusion from new lending and interruption of trade 
flows, the threat of default may still limit the amount that any country 

l/ For instance, see Stiglitz and Weiss (1981). 
T/ These issues are discussed by Eaton and Gersovitz (1981). - 
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default--the real income advantage of not having to service the debt-- 
will outweigh the costs of default--the inability to secure new credit to 
reduce the variability of consumption or to finance profitable investment 
pro.jects. An empirical analysis alonE these lines by Eaton and Gersovitz 
(1981) estimated that around 8c) percent of the developing countries 
covered in their sample had experienced credit rationing. 

Recent trends in net borrowing from private creditors by major groups 
of developing countries illustrate the changing perceptions of the credit- 
worthiness of developing countries and the consequent availability of funds. 
The size of private foreign capital inflows expressed as a ratio to develup- 
inp countries ’ GDP or to their imports of goods and services has varied 
considerably over time and across groups (Table 18). Although these overal 1 
trends mask some notable contrasts among individual developing countries, 
several interesting observations can be made from the aggregate data. For 
the capital-importing developing countries, net external borrowing from 
private creditors rose from an average of 2 percent of GDP in 1973-77 to 
3 percent in 1981-82 before declining to less than 1 percent in 1983-85. L/ 
Expressed as a ratio of imports of goods and services, net external 
borrowing from private creditors was 8 percent in 1973-77, 9 percent in 
1981-82, but less than 4 percent in 1983-85. The impact of the cutback 
in private capital flows on the subgroup of countries with debt-servicing 
problems has been particularly striking. These countries’ net external 
borrowing from private creditors as a ratio to GDP averaged 4 percent in 
1978-80 but declined sharply to only l/10 of 1 percent in 1983-85. In 
contrast, for countries without debt-servicing problems, this ratio 
averaged only 1 l/2 percent in 1978-80 and showed a slight decrease in 
1983-85. 

Although capital flows to developing countries in recent years have 
been dominated by movements in private sector flows, official development 
assistance (ODA) and lending hy official export credit a,eencies are also 
important channels for the transmission of economic influences influences 
from industrial to developing countries. In particular, ODA flows are 
affected by output trends and the stance of fiscal policies in industrial 
countries. Net ODA flows from Development Assistance Committee (DAC) 
countries declined from a peak of around 0.52 percent of these countries’ 
GNP in 1960-61 to a little over 0.30 percent during 1973-74, and have since 
fluctuated narrowly in the range 0.35-0.40 percent of GNP. 2/ Fluctuations - 
in the levels of these flows have an especially large impact on lower-income 

I/ These ratios of external capital flows to GDP should be regarded as - 
indicators of broad trends only, since movements in the ratios from year 
to year can be significantly affected by shifts in the real exchange rate. 

21 Organization for Economic Cooperation and Development, 1985, 
Table III-I, p. 93 and Chart 111-4, p. 97. 
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Table 18. Capital-Importing Developing Countrtes: 
Saving, Investment, and External Borrowing I/ - 

( Ln percent of gross domestic product) 

1973-77 1978-80 1981-82 1983-85 

Capital-importing developing countries 

Saving ?/ 
InvestmTnt 3/ 
Cllrrent account deficit 4/ 
Net external borrowing fyom 

privaLe creditors 5/ 
NIL long-term external borrowing 

from official creditors 6/ - 

25.6 24.9 23.6 24.4 
27.2 27.3 25.5 22.5 

2.1 2.9 4.2 1.4 

2.1 2.7 2.7 0.7 

1 .o 1.1 1.3 1.1 

ElarkeL borrowers 

Saving 21 
Investment 31 
Current account deficit 4/ 
Net external borrowing from 

private creditors 5/ 
Net long-term external borrowing 

from official creditors 6/ - 

Fifteen heavily indebted countries 

Saving 2,’ 
Investment 3! 
Current account deficit 4/ 
Net external borrowing fFom 

private creditors 5/ 
Net ion?-Lerm erternzl borrowing 

from official creditors 6/ - 

27.5 26.9 24.7 25.0 
27.0 27.3 25.7 20.7 

2.4 3.0 5.1 0.8 

3.0 4.0 4.4 0.8 

0.7 0.6 0.6 0.8 

28.1 25.3 22.5 22.5 
26.2 25.6 23.5 17.5 

2.1 3.6 5.4 0.6 

3.2 4.7 4.8 0.1 

0.6 0.5 0.6 0.9 

CwnLries without debt-servicing problems 

Saving 21 
InvestmZnt 31 
Current ac&nt deficit 4/ 
Net external borrowing fFom 

private crediLors 5/ 
Net long-term external borrowing 

from official creditors 6/ - 

23.9 24.6 24.0 25.0 
27.7 28.5 27.0 26.5 

1.5 2.1 2.7 1.8 

1.1 1.6 1.5 1.3 

1 .o 1.0 1.2 0.9 

CounLries with debt-servicing problems 

SavinS 21 
Inves LlilG t 3/ 
Current acount deftcit 4/ 
Net external borrowing ffom 

private creditors 5/ 
Net long-term external borrowing 

from official creditors 6/ - 

27.6 25.3 23.3 23.8 
26.7 26.1 24.0 18.3 

2.6 3.7 5.6 1.1 

3.1 3.8 3.9 0. I 

0.9 1.1 1.3 1.3 

l/ For classification of countries in groups shown here, see the World 
E&omic outlook, Statistical Appendix. 

21 I?csldually calculated. Gross domestic product less private and government 
co;s”mptinn. 

Ii Cross capital formatton. 
z/ Including off tcial transfers. 
5/ Residually calculated. Except for minor discrepancies in coverage, 

amounts shown reflect almost exclusively net external borrowing from private 
creditors. 

h/ EsLtmates of net disbursements by official creditors (other than mone- 
taTy institutions). 
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developing countries, including many in Sub-Saharan Africa. Moreover, in 
some ,ceozraphical areas (including Africa and the Middle East) officially- 
supported export credits account for a volume of lending nearly as large 
as that of nonguaranteed bank credits. 

4 . Saving, investment, and external capital flows 

External borrowing can be used by developing countries to raise 
investment to a level beyond that which could be financed by domestic 
savings alone. Ultimately, the influence of Larger external borrowing 
on economic p;rowth depends on the ability of the country to direct invest- 

ment toward projects that generate sufficient real resources and, directly 
or indirectly, sufficient foreign exchange to service the larger external 
indebtedness. Provided the rate of return on additional domestic invest- 
ment exceeds the cost of borrowed funds, the ensuin,g growth of output 
makes it feasible ultimately to close the gap between domestic saving 
and investment to repay the external loans. If, however, macroeconomic 
policies in the borrowing colIntry are such as to encourage the use of 
capital inflows to finance consumption or capital flight, then domestic 
output will not be increased. The following discussion examines avail- 
ahle evidence on the extent to which changes in external borrowing have 
been associated with changes in the rate of capital formation among dif- 
ferent groups of developing countries, and the extent to which changes 

in the rate of capital formation have, in turn, been associated with 
variations in the rate of output growth. l/ - 

For the capital importing developing countries, saving and investment 
rates have declined in the 1980s relative to the rates observed in the 
1970s. The average ratio of gross domestic savings to GDP declined from 
26 percent in 1973-77 to 24 percent in 1983-85, while the average ratio 
of gross investment fell more sharply, from 27 to 23 percent (Table 18). 
For the 15 heavily indebted countries, average saving rates declined from 
28 percent in 1973-77 to 23 percent in 1983-85, while investment rates 
declined from 26 percent to only 17 1/2 percent in 1983-85. Finally, there 
are notable differences in the recent saving and investment performance 
of countries according to whether or not they have experienced recent debt- 
servicing difficulties. For countries without debt-servicing problems, 
saving and investment rates have changed little in recent years. However , 

I/ However, * It should be noted that conclusions are sometimes diffi- 
cult to draw from the data on the savings performance of the capital- 
importing developing countries. For certain periods, inconsistent 
results are obtained from the two methods of estimating savings. That 
is, the method that calculates savings as equal to GDP less public and 

private consumption does not always correspond to the method that calcu- 
lates savings as equal to domestic investment plus net exports of goods 

and nonfactor services. 
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for countries with debt-servicing problems, it appears that the sharp reduc- 0 

tion in capital inflows in recent years has been reflected primarily in a 
substantial reduction in investment rather than in a higher savings rate. 

The relationship between the volume of financial inflows and the rates 
of saving and investment is examined further using the following analytical 
approach: each group of developing countries is divided into two equal 
parts for each time period considered, according to whether the level of 
capital inflows (expressed as a percent of imports of goods and services) 
over that time period was more ("above-median borrowers") or less ("below- 
median borrowers") than the median for the group as a whole. l/ The 
median rates of savings and investment (expressed as a ratio of GDP) for 
these two sub-groups are then compared. 2/ The partition was conducted 
both in terms of the current account def?-tit and "other external borrowing," 
which is residually calculated and, except for minor discrepancies in 
coverage, reflects almost exclusively net external borrowing from private 
creditors. The current account balance is equivalent to a comprehensive 
measure of net financial inflows, including receipts of official grants, 
inflows of private direct investment, changes in official reserves, and 
capital outflows from private residents. But since inflows of private 
direct investment and official grants have not fluctuated as widely as 
inflows of private lending to developing countries, and to make the 
reporting of the results easier for the reader, only the tests conducted 
for "other external borrowing" are reported. 3/ The results obtained 
using the current account deficit were not significantly different. 

The results suggest a positive relationship between the rate of 
external borrowing and the rate of investment (Table 19). Countries which 
had above-median external borrowing from private creditors (as a percent- 
age of imports of goods and services) also tended to have higher ratios 
of investment to GDP. However, there were exceptions to this tendency 

l/ Similar partitions were repeated for each time period and analytical 
subgroup of countries examined. The partitioning of countries was not 
constant but was done for each period. 

21 The reason why capital inflows are expressed as a percent of imports 
of-goods and services rather than GDP is that many capital importing 
developing countries have had overvalued exchange rates for considerable 
periods of time and often these rates have shown wide fluctuations. Since 
capital inflows data are available in foreign currency units and GDP data 
in domestic currency, changes in the real exchange rates may cause sharp 
changes in the ratio of these two variables. In order to limit the impact 
of extreme observations, the data are summarized through use of medians 
instead of weighted averages. 

3/ In the remainder of this discussion, "other external borrowing" will 
be-referred to as external borrowing from private creditors. 



. 

- 59 - 

for the group of market borrowers during certain periods. One explanation 
for the investment rates not always rising with increased external bor- 
rowing is inappropriate macroeconomic policies, notably with respect to 
fiscal deficits, exchange rates and interest rates. Another explanation 
is the phenomenon of capital flight. 

The median level of external borrowing from private creditors by the 
group of capital-importing developing countries was the equivalent of 
4.7 percent of imports of Roods and services in 1971-75, but declined to 
4.3 percent in 1975-80 and to 2.4 percent in 1983-85 (Table 19). This 
pattern was reflected in declining ratios of investment to GDP, particu- 
larly for the subgroup of countries with below-median external borrowing. 
The subgroup with ahove-median external borrowing tended to have invest- 
ment rates of up to 3 percentage points more than the subgroup with 
below-median external borrowing. 

Countries with debt-servicing problems tended to show considerably 
greater variations in their investment rates than countries without debt- 
servicing problems. In particular, for the subgroup with below-median 
external borrowing among countries with debt-servicing problems, the 
investment rate declined from 24.5 percent in 1975-80 to 18 percent in 
1983-85. But irrespective of whether one looks at countries with or 
without debt-servicing problems, the rates of investment were consistently 

higher for that half of the country group with above-median external 

0 borrowing. 

As was mentioned earlier, large outflows of capital, or “capital 
flight ,” have caused economic difficulties for some developing countries. 
In particular, capital flight has been shown in a number of studies to 
have caused a build-up of the gross foreign debt, an erosion of the tax 
hase and, to the extent that there was a net real resource transfer from 
the country, a reduction in domestic investment. I/ Regardless of how 
broadly or narrowly one defines capital flight, - assessing its quantita- 
tive importance is a difficult task hecause of the imprecision with which 

financial transactions are often reported in countries’ balance of pay- 

ments. Presumably, a large part of capital flight escapes recording in 
the balance of payments accounts, and the measurement problems may become 
more severe in countries with capital controls. For example, when capi- 

tal flight is effected through the underinvoicing of exports and the 
overinvoicing of imports, the ownership of the residual foreign currency 
proceeds being kept abroad cannot be observed by domestic authorities. 
Despite these measurement problems, some rough estimates of capital 
flight are possible by examining the errors and omissions category in 

I/ See Dooley et al. (1983), Cuddin,qton (1985), Khan and Haque (1985), 
an> Williamson (1985). 
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Table 19. Capital-Importing Developing Countries : Gross Capital Formation 
in Countries ClassiEied by Outturns With Respect to External Borrowing L/ 

1971-75 1975-80 1978-82 1980-85 1980-82 1983-85 

Capital-importing developing countries 

Median external borrowing from 
private creditors 21 
(in percent of imports) 
Below-median borrowers 
Above-median borrowers 

Median gross capital formation 
(in percent of GDP) 
Below-median borrowers 
Above-median borrowers 

Market borrowers 

4.65 
0.06 
9.60 

22.35 
22.39 

4.25 4.36 2.47 3.76 2.37 
1.51 1.36 0.25 0.20 -1.30 

10.02 7.57 7.30 8.82 5.93 

25.00 24.49 22.86 22.97* 19.84 
26.02 25.76 22.85 26.12* 20.39 

Median external borrowing from 
private creditors 21 
(in percent of imports) 8.24 
Below-median borrowers 1.41 
Above-median borrowers 13.28 

Median gross capital formation 
(in percent of GDP) 
Below-median borrowers 26.36 
Above-median borrowers 23.60 

Countries with debt-servicing problems 

11.83 8.29 7.30 8.82 2.37 
3.10 5.50 0.69 4.47 -2.62 

17.33 18.51 10.76 16.62 6.88 

27.83 30.34 25.75 29.90 21.41 
27.19 27.44 23.03 26.39 21.37 

Median external borrowing from 
private creditors 2f 
(in percent of imp;rts) 
Below-median borrowers 
Above-median borrowers 

7.08 7.05 4.60 1.16 3.50 1.65 
1.72 2.86 1.24 -1.64 -1.08 -4.65 

10.80 13.10 9.59 7.05 8.35 4.46 

Medtan gross capital formation 
(in percent of GDP) 
Below-median borrowers 
Above-median horrowers 

21.52 24.51” 22.74 19.12 19.58** 17.96 
22.48 25.75* 24.90 20.67 24.70** 15.87 

Countries without debt-servicing 
problems 

Median external borrowing 
private credl.Lors 21 
(in percent of imports) 
Below-median borrowers 
Above-median borrowers 

from 

3.48 2.58 4.29 3.29 4.08 3.20 
-0.67 0.46 1.39 1.18 0.80 0.22 

6.93 5.23 6.89 7.34 8.99 6.45 

Median gross capital formation 
(in percent of GDP) 
Below-median borrowers 
Above-median borrowers 

21.66 23.54 25.86 29.76* 27.36 27.25 
23.62 26.52 26.82 24.33” 28.01 22.34 

l/ The partition of capital-importing developing countries and the various sub-groups - 
of countries into equal numbers of below-median borrowers and above-median borrowers is 
repeated for each separate time period. (See text for further explanation). Asterisks 

indicate that the estimates in each pair so designated differ significantly from each 
other at the 9U(*), 95(**) or 99(***) percent confidence level. 

2/ The estI.mates of external borrowing from private creditors used here are those for 
“other external borrowing” and may include minor discrepancies in coverage. 
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the balance of payments accounts. Cuddington (1985) has argued that the 
errors and omissions category plus certain sub-categories of the line 
item “other short-term capital, other sector” may be used to estimate 
capital flight. 

TO examine the overall impact OF capital flight on rates of domestic 
investment, the preceding analysis of the relationship between external 
borrowing and investment rates was repeated but with the level of external 
borrowing from private creditors reduced by the volume of capital flight 
as estimated by the errors and omissions entry in the balance of payments 
accounts. The results based on these adjusted figures confirm and under- 
score the positive relationship between external borrowine and investment 
rates (Table 20). Since capital flight has been substantial for certain 
developing countries, the median levels of net external borrowing decline 
by around two percentage points when adjusted for capital flight. The 
adjusted data indicate that countries with higher net external borrowing 
from private creditors also experienced higher investment rates. The data 
further suggest that the differences in median investment rates between the 
above-median and below-median groups of borrowers become more significant 
when capital flight is taken into consideration. 

In addition to the issue of the relationship between private exter- 
nal borrowing and investment rates in developing countries, there is also 
the question of how external borrowing affects saving rates. Other things 
being equal, if a country borrows abroad because of a fall in saving, then 
the rise in indebtedness implies a fall in future consumption levels, as 
the debt must be serviced out of an unchanged stream of future output. 
However, if the external borrowing results in increased investment, then 
the economy is trading one asset (the debt instrument) for another (the 
claim to physical capital). To the extent that borrowed resources have 
been channeled into productive investment, such investments could be 
expected--given prudent management of the economy and maintenance of the 
competitiveness of the external sector--to generate a stream of returns 
to repay the associated loans. Therefore, it is of considerable interest 
to know how domestic savings rates were affected by the high level of 
external borrowing by many developing countries during the 1970s and how 
they responded to the decline in private lending during the early 1980s. 
Some evidence on these issues can be obtained by examining whether or 
not there have been any systematic differences in savings rates between 
those groups of developing countries that have and have not relied 
significantly on capital inflows from private creditors. 

Domestic saving rates were relatively high during the period of 
increased external borrowing from private creditors (Table 21). When 
data were classified into above-median and below-median borrowers along 
the lines discussed above, there was a general tendency for saving rates 
to be higher for the above-median borrowers. For the capital importing 



Table 211. Capital-Importin< Developing Countries: Gross Capital Formation in Countries 
Classified by Outturns With Respect to External Borrowing and Capftal Fltght I/ 

1971-75 1975-80 1978-82 1980-85 1981)-B? 1983-85 

Capital-importing developing countries 

Median external borrowing from 
private creditors sinus capital 
f Light 2!3/ 
(in percent of tmports) 4.23 
Below-median borrowers -0.06 
Ahove-median borrowers 9.20 

4.02 4.06 1.90 3.27 0.87 
-0.34 -0.39 -0.78 -0.83 -3.59 

8.63 8.22 6.00 7.85 6.22 

Median gross capital formation 
(in percent of GDP) 
Below median borrowers 
Above median borrowers 

21.10* 2 1.85*** 24.49 20.12 22.05*** 19.84 
23.57” 26.68*** 25.76 23.16 27.@1*** 20.58 

Market borrowers 

Ned I an external borrowing from 
private creditors minus capital 
flight 2!3/ 
(in percent of imports) 6.10 
Below-median borrowers 0.89 
Above-median borrowers 12.46 

Median cross capital formation 
(in percent of GDP) 
Below-median borrowers 24.88 
Above-median borrowers 25.49 

Countries with debt-servicing problems 

8.20 8. 12 4.94 6.92 0.61 
1.84 3.57 -0.35 2.80 -5.04 

16.75 14.88 8.53 15.84 6.53 

27.83 28.43 25.75 29.90 20.20* 
27.27 28.38 23.74 26.39 23.38* 

Median external borrowing from 
prfVate capftal creditors minUS 

capital flight 2/A/ 
(in percent of imports) 5.85 
Below-median borrowers 0.79 
Ahove-median borrowers 9.08 

6.29 3.53 0.20 1.61 -1.87 
0.28 -2.41 -3.71 -6.12 -5.n4 

10.48 10.25 5.74 7.63 3.73 

Median gross capital formaLion 
(in percent of GDP) 
Below-median borrowers 
Above-median borrowers 

2 1.08 19.60** 19.21* 18.48 18.36*** 15.30 
22.70 26.02** 24.97* 21.11 25.28*** 17.32 

Countries without debt-servicing 
problems 

Median exLerna1 borrowing from 
prtvate crediLors minus 
capital flfght 2131 
(in percent of ?mjYorts) 
Below-median borrowers 
Above-median borrowers 

1.89 3.71 4.27 3.39 4.25 2.47 
-1.41 -0.54 1.15 0.45 1.10 -1.14 

9.20 5.72 7.72 8.37 9.25 7.07 

Nedtan gross capital formation 
(in percent of GDP) 
Below-median hot-rowers 22.52 
Above-median borrowers 23.62 

23.54* 26.40 26.97 26.09 28.60” 
27.60” 26.82 24.33 28.01 22.12* 

I! The partition of capital-lmporttng developing countries and the various sub-groups of 
co:ntries into equal numbers of below-median borrowers and above median borrowers is repeated 
for each separate time period. (See text for further explanation). Asterisks indicate that 
the estimates tn each pair so designated differ significantly from each other at the 90(*), 
95(**) or 99(***) percenL confidence level. 

?i The estimates of external borrowinq from private creditors used here are those for 
“orher PxLernal borrowing” and may include minor discrepancies tn coverage. 

J/ The estimaLes of capital flight used here are the errors and omissions component in the 
haJ ante of payments. 
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l Tahle 21. Capital-Importin? Developing Countrtes: Gross Domestic Saving in 
Countries Classified by Outturns With Respect to External Borrowinq l/ - 

1971-75 1975-80 1978-82 1980-85 1980-82 1983-85 

Capital-importing developing countries 

Median external borrowing from 
private creditors 2/ 
(in percent of imports) 
Below-median borrowers 
Above-median borrowers 

4.66 4.25 4.36 2.47 3.76 2.37 
0.06 1.51 1.36 0.25 0.20 -1.30 
9.60 10.n2 7.57 7.30 8.82 5.93 

Eledian cross domestic saving 
iin percent of GDP) 
Below-median borrowers 
Above-median borrowers 

12.94* 12.86* 10.62*** 13. I4 11.40* 14.80 
20.36” 18.35* 19.78*** 16.55 18.66* 14.93 

Market borrowers 

Median external horrowinq from 
private creditors 2/ 
(in percent of imports) 
Below-median borrowers 
Above-median borrowers 

8.24 11.83 8.29 7.30 8.52 2.37 
1.41 3.10 5.50 0.69 4.47 -2.62 

13.28 17.33 18.51 10.76 16.62 6.88 

Median gross domestic saving 
(in percent of GDP) 
Below-median borrowers 
Above-median borrowers 

25.13 

26.70 

Countrtes with debt-servicing prohlems 

Median external horrnwing from 
private creditors 2/ 
(in percent of imports) 
Be tow-median borrowers 
Above-median borrowers 

7.08 7.05 4.60 1.14 3.06 0.79 
1.72 2.86 1.24 -1.64 -1.08 -4.65 

10.80 13.10 9.59 7.05 8.35 4.46 

Median cross domesttc saving 
(in percent of GDP) 
Below-median borrowers 
Above-median borrowers 

14.53 14.27* 12.53** 13.18 11.27* 13.87 
24.51 19.61* 21.22** 12.80 19.72” 12.47 

Countries without debt-servicing prohlems 

Median external borrowing from 
private creditors 2/ 
(in percent of impFrts) 
Below-median borrowers 
Ahove-median borrowers 

3.48 2.58 4.29 3.29 4.08 3.20 
-0.67 0.46 1.39 1.18 0.80 0.22 

6.93 5.23 6.89 7.34 8.99 6.45 

Median cross domestic saving 
(in percent of CDP) 
Below-median horrowers 
Above-median borrowers 

13.94 12.37 11.47 12.11 13.62 15.38 
18.33 16.20 17.80 16.78 16.78 16.24 

27.64 29.47* 29.94** 29.95** 26.33 

25.37 22.93* 19.95** 20.14** 21.26 

0 I/ The partition of capital-importing developin< countries and the various sub-groups of - 
countries into equal numhers of below-median hnrrowers and above median horrowers is repeated 
for each separate time period. (See text for further explanation). Asterisks indicate that 
the estimates in each pair so designated differ significantly from each other at the 90(*), 
95(**) or 99(***) percent confidence level. 

2/ The esti.mate< of external borrowfne; from private creditors used here are those for 
“orher external borrowinq” and may include minor discrepancies in coverage. 
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developing countries, the subgroup of above-median borrowers had saving 
rates of up to 9 percentage points higher than the below-median borrowers, 
although this difference narrowed sharply during the period 1983-85. 

Nonetheless, the market borrowers represented a notable exception to 
this tendency for higher external borrowing to be associated with higher 
domestic saving rates. For example, during the period 1980-82, the 
median saving rates for the below-median borrowers in this subgroup was 
30 percent, while for the ahove-median borrowers it was only 20 percent. 

The evidence presented above is, of course, suggestive rather than 
definitive. In the first place, individual country experiences are too 
heterogeneous to accord neatly with any very simple generalisation. More 
fundamentally, it should be emphasized that even on a conceptual level, 
the distinction between investment and consumption expenditure is some- 
times blurred. Certain components of investment, such as housing and 
some other types of construction, may be seen as items on which income is 
spent--that is, as consumer durable5 rather than productive investments 
for generating future income. Conversely, some items classified as con- 
sumer goods, such as simple tools and maintenance supplies, are similar 
to capital goods in their effects on increasing output and productivity. 
In addition to these conceptual issues, statistical problems are such 
that estimates of domestic savings are subject to wide margins of error 
in many developing countries. Therefore, analytical results based on 
national income accounting data, such as those presented here, need to 
be interpreted with due caution. 

A further question concerns the efficiency of investment. High 
saving and investment rates by themselves do not imply immunity against 
difficulties in managing the external debt. A number of countries that 
apparently devoted the proceeds of external borrowing to investment have 
nevertheless encountered serious debt-servicing problems. The reasons 
for this are complex, and include both global economic developments-- 
weakness of international trade, protectionist practices in industrial 
countries, high international interest rates --and policies in developing 
countries, especially with regards to fiscal deficits, exchange rates and 
pricing policies, that lowered the efficiency of investment. 

It is difficult to measure the efficiency of investment using macro- 
economic data. Perhaps the most frequently used such measure is the 
incremental capital-output ratio--the measure of investment per unit of 
additional output. However, this ratio shows wide fluctuations both 
across countries and over time, and these movements cannot be attributed 
to the efficiency of investment alone. For example, downturns in develop- 
ing countries' economic activity, due in part to the 1981-82 recession 
and the onset of debt-servicing difficulties caused incremental capital- 
output ratios to rise substantially in many countries during recent 
years. Nonetheless, it is interesting to note that the subgroup of 
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l countries without debt-servicing problems tend to show suhstantiallv 
lower incremental capital-output ratios than the subgroup of countries 
with deht-servicing problems. 

The relationship hetween investment and output ,qrowth can also he 
examined using A similar analytical approach to that usej in the preced- 
ins paragraphs. Each group of developing countries is divided into two 
equal halves for each time period considered, according to whether their 
investment as a percenta,qe of GDP was more or Less than the median for 
the group as a whole. 

When the d;qta were classified into high-investment and low-invest- 
ment sub-groups along these lines, then for the group of capital-import- 
ing developing countries as a whole, the suh-group of countries with higher 
investment rates achieved higher growth rates for each time period 
examined (Tahle 22). The differences in the growth performances are 
highly significant statistically. Similar results are obtained for the 
market horrowers and for the groups of countries with and without debt- 
servicing dif ficlulties. 

5. External capital flows and financial nolicies 

The impact of developments jn world Financial markets on developing 
countries’ economic perfnrmance denends to a considerable extent on these 
countries’ own policy responses. Yet there may be circumstances in which 
these policies are themselves constrained, to some extent, by the prevail- 

ing external financial position. While a full analysis of these issues 
is beyond the scope of this paper, three channels through which changes 
in the external financial environment can affect domestic policies are 
discussed in this srlb-section: (i) changes in interest rates on external 
debt and shifts in the availability of external financing can directly 
affect the stance of domestic fiscal policy when a suhstantial proportion 
of external borrowing is undertaken by the Government; (ii) a high level 
of capital inflows can lead to an appreciation of the real exchange rate 
and a consequent shift of resources away from the traded goods sectors, 
which may be difficult to reverse quickly if capital inflows decline 
sharply; (iii) developments in industrial countries can affect the level 
of capital flight from developing countries, hoth by altering interest 
rate differentials between world and domestic financial markets and by 
a1terin.q domestic residents’ evalluations of the risks of holding domestic 
or foreign assets. 

In many developing countries, government espenditures form a signifi- 
cant share of total capital formation. If foreign borrowing is important 
in the financina of these expenditures, then changes in international 
interest rates and the level. of lending by international commercial hanks 
will affect the cnnduct of fiscal policy. Furthermore, returns to govern- 
ment investment, a large part of which :<enerally consists of expenditures 



Table 22. Capital-Importing Develoninq Countries: Growth 
Performance of Countries Classified by Outturns With 

Respect to Gross Capital Formation l/ - 

1971-75 1975-80 1978-82 1980-85 1980-82 1983-8 

- - . 

Capital-importing developing countries 

Median qross capital formation 
(in percent of GDP) 
Below-median investors 
Above-median investors 

Growth of real GDP 
Below-median investors 
Above-median investors 

Market borrowers 

Median qross capital formation 
(in percent of GDP) 
Below-median investors 
Above-median investors 

Growth of real GDP 
Below-median investors 
Above-median investors 

Countries with debt-servicing problems 

Median gross capital formation 
(in percent of GDP) 
Below-median investors 
Above-median investors 

Growth of real GDP 
Below-median investors 
Above-median investors 

22.37 25.51 25.64 22.85 24.94 20.2: 
17.96 19.48 18.94 17.48 18.41 14.72 
29.36 30.27 31.94 29.53 30.75 26.48 

4.01** 4.39** 1.42*** 0.58*** 1.33*** 2.40** 
4.76** 5.51** 4.18*** 3.74*** 3.15*** 3.34** 

25.01 27.83 28.43 24.33 28.41 21.41 
19.58 24.29 23.33 19.40 23.69 16.23 
31.13 31.58 33.05 29.72 33.44 25.58 

6.06 5.48 1.42** -0.22*** -o-22*** 1.80** 
5.45 6.14 4.38** 4.27*** 3.67*** 3.88** 

21.94 25.66 23.08 19.18 21.87 17.13 
17.79 18.02 17.88 15.35 17.56 13.53 
28.51 28.76 28.14 25.71 28.50 21.41 

3.68* 3.46* 0.55*** -0.49*** -0.91*** 1.58 
4.06* 5.03* 3.59*** 1.85*** 2.75*** 2.48 

Countries without deht-servicing 
problems 

Median ,qross capital formation 
(in percent of GDP) 
Below-median investors 
Above-median investors 

22.70 25.53 26.72 25.75 27.74 24.41 
18.37 20.79 22.28 20.38 21.72 18.91 
29.36 30.94 32.80 31.63 32.96 31.88 

Growth of real GDP 
Below-median investors 
Above-median investors 

4.12* 4.77** 3.28 2.36*** 2.93** 3.07* 
6.27* 6.60** 4.81 5.04*** 5.26** 4.12* 

l/ The partition of capital-importing developing countries and the various sub-groups of - 
countries into equal numbers of below-median and ahove-median investors is repeated for each 
ti.me period. (See text for further explanation.) Asterisks indicate that the estimates in 
each pair so designated differ siqificantlv from each other at the 90(*), 95 (**) or 99(***) 
percent confidence level. 0 
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e on social overhead capital, often accrue to the private sector in the 
first instance. Instead of receiving a direct return from its invest- 
ment expenditures, the government relies on increases in the tax base to 
meet its revenue needs for debt-servicing requirements. This difference 
between the agents benefittinq from the investment expenditures (the nri- 
vate sector) and the agents bearing the repayment obligations (the govern- 
ment) can imply that the traditional rule for optimal foreign borrowing, 
according to which horrowing should be continued until the marginal rate 
of return to investment equals the marginal cost of funds, is no longer 
valid. Since the qovernment taxes domestic residents to generate resollrces 
for servicing the external deht, debt-servicing capacity in developing 
countries depends not only on national income but also on the public 
sector’s ability to tax that income. If the fiscal system is not flexihle 
enough to ad.illst to rising deht-service ratios, sharp increases in inter- 
national interest rates will have an adverse effect on the creditworthi- 
ness of the country in world capital markets. In order for long-run 
creditworthiness to be maintained, tax revenues must expand quickly 
enough to cover the interest on external debt. 

A high Level of capital inflows into a developing country, which 
reflects not only a strong demand for external capital hut also the 
absence of suhstantial credit-rationin? constraints on its supply, will 
lead to an appreciation of the real exchange rate. This will in turn 
cause a shift of resources out of the sector producing traded goods. If 
the level of capital inflows should then fall sharply--perhaps because 
of chan,qes in the external economic environment that cause a shift in 
international commercial banks’ evaluation of the risks involved in 
lending to that country--the adjustment costs involved in reversing the 
shift away from the traded goods sector may be high. 

An insight into some of these issues can be gained from the large 
literature relating to the adjustment nroblems of countries richly endowed 
with natural resources, in which the expanding resource sector leads to a 
decline in the level of economic activity in the export-oriented and 
import-competing manufacturing sectors. I/ The expanding resource sector 
is presumed to lead to a contraction of The manufacturing sector via the 
loss of “competitiveness” due to an appreciation of the real exchange 
rate. Two important effects of the expanding resource sector have heen 
emphasized iq this Literature, namely the spending effect and the resource 
movement effect. The extra spending on nontraded goods resulting from 
the higher incomes raises the relative orice of nontraded goods and leads 
to further adjustments. The resource movement effect is the drawing of 
labor out of the traded goods sector into the nontraded goods sector 
because the real wage rate in terms of nontraded goods declines. However, 

l/ See, for example, Corden (1981). 
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the wage rate measured in terms of traded goods and the real wage rate 
(that is, in terms of all goods consumed) both rise hecarlse of the 
resource movement effect. This increase in the cost of labor has an 
adverse effect on external competitiveness. When the natural resources 
are exhausted, these resource shifts will need to he reversed and the 
adjustment costs involved can be substantial, especially if wage rates 
and other prices are not flexible. 

A similar analysis applies to economies which experience substan- 
tial variations in the level of capital inflows. A high Level of inflows 
causes an increase in domestic expenditures relative to olltput. The 
supply of traded goods required by the increased demand will he met by 
some combination of increased imports and decreased exports, with the 
resulting increase in the current account deficit being equal to the 
capital inflow, other things being equal. The increased demand for non- 
traded goods can only he met from domestic supply, and if supplies of 
nontraded goods are unchanged, their relative price will rise. This 
spending effect and the resulting resource movement effect were just 
discussed. If one makes the small country assrlmption that the foreign 
currency price of traded goods is not affected by developments in the 
domestic economy, then the rise in the relative price of nontraded goods 
occurs through either a rise in the domestic currency price of nontraded 
goods or an appreciation of the nominal exchange rate. A sudden reduc- 
tion in the level of capftal inflows--either because borrowers are frozen 
out of the markets by the credit-rationing phenomenon or hecallse they 
cease borrowing voluntarily in the face of high interest rates on world 
financial markets--will reqllire a fall in the real exchange rate to 
restore equilibrium and may involve substantial short-run adjustment 
costs, in terms of foregone output and underemployed resources, if 
resources cannot be shifted quickly back to the traded P;oods sectors. 

The foregoing discussion of the relationship hetween capital inflows 
and exchange rates in developing countries is also relevant for the dis- 
cussion of capital flight. The acquisition of foreign assets by the private 
sector of developing countries can he influenced by the same factors that 
influence international private lenders' judgements of a country's credit- 
worthiness. Thus, a decline in industrial country demand for developing 
countries' exports, or a rise in interest rates charged on external debt, 
could cause domestic asset holders to anticipate future adjustment problems 
and thereby lead to increased capital flight. An important observation 
in this regard is that while both the public and private sectors in many 
developing countries borrowed heavily in the world capital markets in the 
period 1973432, there was a general tendency for the public sector to 
incur foreign liahillties that were substantially greater than their 
acquisition of foreign assets, while the private sector acquired foreign 
assets considerably in excess of their foreign liabilities. l/ - 

l/ For a detailed discussion of these issues, see Williamson (1985). 
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Two recent studies provide further insights into the combined effects 
of domestic economic policies and the external economic environment on the 
level of capital flight from developing countries. An empirical analysis 
by Cuddington (1985) sug:gests that inappropriate domestic policies--in 
particular, overvalued real exchange rates and financial policies leading 
to high and variable rates of inflation--are the the prime callses of 
capital flight. For a number of countries covered in his study, there 
were episodes of overly expansionary monetary and fiscal policies, which 
were accompanied hy severe exchange rate overvaluation that contributed 
to large outflows of capital as expectations of an imminent devalllation 
became-widespread. High inflation, which is typically accompanied by 
high variability of the inflation rate, was also a major determinant of 
capital flight hecause of the greater Ilncertainty it implied for the 
return on domestic real and financial <assets. Furthermore, financial 
policies that kept real interest rates in the domestic economy considerably 
helow those prevailing abroad augumented the incentive for capital flight. 

Although the domestic causes of capital flight are paramount, changes 
in the external financial environment can also pay a role. Thus, an 
increase in interest rates on world financial markets will tend to widen 
the gap hetween foreign and domestic rates and--by increasing debt- 
servicing payments--may also increase domestic residents’ evaluation of 
the likelihood of an exchange rate depreciation. In regard to the latter 
effect, results reported by Dooley (1985) suggest that capital flight in 
part reflects differences in the perceptions of risk faced hy residents and 
nonresidents, and that their respective attitudes toward the risks associ- 
ated with claims on a developing collntrv .are important determinants of 
the country’s net investment -inc~~me nsylnents. The political risk premium 
variable, which measures the nonresidents’ perception of risk in his 
mode 1, seems to be an important determinant of capital flight for most of 
the countries considered in his analysis. 

IV. Summary and Conclusions 

This paper has examined the principal channels through which macro- 
economic developments in industrial countries--such as the rate of eco- 
nomic growth, infLation, and the level of interest rates and exchange 
rates--influence the economic growth and halance of payments of developing 
countries. It has analyzed the transmission of economic infltlences both 
through trade in goods and services and through financial flows. At the 
risk of oversimplification of the preceding analysis, the main conclllsions 
that emerge can be summarized as follows: 



- 70 - 

(1) Macroeconomic developments in industrial countries, especially 
the rate of economic growth, have an important influence on output growth 
in developing countries but they are not the only, or even the most 
important factor. The underlying structural characteristics of each coun- 
try's economy and the efficacy of domestic economic policies are always 
major determinants of economic performance. Also, the intensity with 
which economic influences are transmitted from the industrial world to a 
particular developing country or group of countries will depend to a 
large extent on the degree of integration of those countries into world 
goods and financial markets. 

(2) Although the relative importance of the industrial countries as 
a group in the world market for qoods has declined moderately in the last 
decade and a half, they are still the major market for exports and the 
major supplier of imports for the developing countries. They are also 
major competitors in the markets for most primary commodities and manufac- 
tures of importance to the developinq countries. 

(3) The price of non-oil primary commodities in world trade relative 
to the price of manufactures ("real commodity prices") is strongly influ- 
enced by the level of economic actI.vity in the industrial world. A "con- 
sensus" estimate might suggest that a 7. percentage point increase in the 
rate of economic q-owth in the industrial countries might be associated 
with a 2 percent increase in real commodity prices in the short-term, 
although the longer term effect would probably be lower. There is some 
evidence that an increase in interest rates in the industrial world 
might exert downward pressure on real commodity prices, but most avail- 
able evidence suggests that a shift in the exchange rate of the U.S. 
dollar vis-Z-vis the currencies of other industrial countries would 
not have a significant effect on real commoditv prices. At a more dis- 
aggregated level, however, the relative prices of particular primary 
commodities and manufactures would be substantially affected by a change 
in the U.S. dollar exchange rate. 

(4) The commodity composition of developing countries' exports are 
a key determinant of the impact that industrial country growth has on their 
export volumes and prices. On the basis of historical evidence, the export 
volumes of the fuel exporters among developing countries appear to be the 
most sensitive to changes in the real GNP of industrial countries (with an 
estimated elasticity of almost 4). However, much of this sensitivity can 
he attributed to the attempt of the OPEC oil producers to maintain a fixed 
dollar price for oil by varying their production levels to match changes 
in demand; a change in this strategy would cause their export volumes to 
be Less sensitive (and the world oil price more sensitive) to changes in 
industrial country GNP. For the group of non-fuel exporters, changes in 
export volumes respond to changes -in industrial country real GNP with an 
elasticity which is probably within the range L 314 to 2 L/4. Within 
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this group, the export volumes of those countries which are predominantly 
exporters of manufactures appear to be more sensitive to changes in indus- 
trial country output than do the export volumes of countries that mainly 
export primary products. The terms of trade of the non-fuel exporters 
tend to improve as the rate of economic growth in industrial countries 
accelerates, but there is greater uncertainty regarding the size of this 
effect than there is for the effect on export volumes. Alternative 
estimates suggest that the short-term elasticity of changes in the terms 
of trade with respect to changes in industrial country GNP is at least 
l/4 but could be as high as around 1 l/2; longer term elasticities are 
likely to be toward the lower end of this range, as in the longer run 
supply responses become more important and inventory accumulation becomes 
a less important element of changes in demand. Within the group of non- 
fuel exporters, the terms of trade of the primary product exporters are 
more sensitive to changes in industrial country economic activity than 
are those of the exporters of manufactures. 

(5) The geographic destination of developing countries’ exports is 
an important factor in the transmission of economic influences, especially 
when the structure of expansion in the industrial world is unbalanced. 
The rapid expansion of U.S. demand for imports during 1983-84 had a much 
larger impact on export earnings of developing countries in the Western 
Hemisphere and in Asia than on the earnings of European or African coun- 

6 tries, which were much more dependent on the European industrial country 
market. 

(6) Protectionism in industrial countries can have a considerable 
effect on the price and volume of developing countries’ exports by lower- 
ing effective demand for these exports. The adverse indirect effects on 
developing countries, such as the lost opportunities for reaping economies 
of scale and the disincentives for investment in the export sectors, can 
also be substantial. 

(7) Developing countries’ earnings from services and private trans- 
fers (mainly migrants’ remittances) are an important source of foreign 
exchange earnings (accounting for around 30 percent of total earnings by 
the non-fuel exporters) and are also greatly influenced by macroeconomic 
developments in the industrial world. Econometric estimates suggest that 
a 1 percentage point increse in industrial country real GNP is associated 
with an increase of around 1 114 percent in the purchasing power of the 
exports of services (excluding investment income earnings) of the non-fuel 
exporters and an increase of around 2 l/4 percent in the purchasing power 
of these countries’ net receipts of private transfers. 

(8) Changes in developing countries ’ export earnings brought about 
hy developments in the industrial world in turn affect their output 
growth. In the short-term, higher export earnings may raise aggregate 
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demand and the degree of capacity utilization, both directly and through 
the effect of changes in the external current account on the stance of 
domestic financial policies. Also, in countries which are subject to 
significant foreign exchange rationing, the greater availability of 
foreign exchange to purchase imported inputs can also raise output con- 
siderably. Available estimates--albeit relatively crude--suggest that 
in such countries a 1 percent increase in imports could raise output by 
the order of 0.2 percent. In the longer term, higher growth rates of 
exports can lead to higher rates of output growth both through the impact 
on the rate of investment of an improved terms of trade and higher import 
availability and through the technological and economic factors that tend 
to cause a positive link between export promotion and overall output growth. 

(9) The importance of financial markets in the transmission of 
economic influences from industrial to developing countries has grown 
considerably as a result of the increased levels of developing countries' 
external debt and the greater role of private creditors, especially inter- 
national commercial banks. The cost of developing countries' borrowing 
in world capital markets is largely determined by the financial policies 
of the industrial countries. Since a large proportion of capital flows 
to developing countries has taken the form of bank lending at variable 
interest rates, the effects of industrial country monetary and fiscal pol- 
icies are quickly passed on to the developing countries through interest 
rate changes. For the group of capital-importing developing countries, 
it is estimated that a 1 percentage point increase in interest rates on 
world financial markets would, on the basis of 1985 values for exports 
and external debt, increase debt service ratios by around 1 percentage 
point in the short term. The longer-term impact would be even greater, 
as debt contracted at fixed interest rates matures and is rolled over at 
the new rates. Also, since around four-fifths of the capital-importing 
developing countries' external debt is denominated in terms of U.S. dollars, 
a depreciation of the dollar tends to lower the value of their external 
debt relative to the value of their export earnings. 

(10) The increased importance of commercial bank lending to develop- 
ing countries during the 1970s increased these countries vulnerability 
to a sharp reduction in the level of capital inflows if a change in the 
external enviroment or in domestic economic policies altered hanks' per- 
ceptions of the risk involved in lending to particular countries or groups 
of countries. Such credit rationing reduces the sustainable level of the 
current account deficit and makes necessary some combination of a decline 
in the level of domestic investment relative to the level of domestic 
savings. To the extent that the rate of investment falls, the prospects 
for output growth are also likely to be lower. In this regard, the 
marked slowdown in commercial bank lending to developing countries during 
the last several years, especially to countries that have experienced 
debt-servicing problems, appears to have been associated with a substantial 
fall in overall investment rates. However, developing countries' own 
economic policies, including those which influence the productiveness of 
investment, are a crucial factor in determining their vulnerability to 
such influences. 
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APPENDIX 

Table I: Developing Countries: Commodity Compositlon of Exports, 1965 and 1980 L/ 

(As a percentage of total exports) 

Beverages Agricultural 
and Raw Al I Non-Fuel Manufac- 

Food Tobacco Materials Minerals Commodities Fuels tures Total 
1965 1980 1965 1980 1965 1980 1965 1980 1965 1980 1965 1980 1965 19RCI 1965 1980 

Developing countries 17.5 7.4 8.5 2.9 11.9 4.2 8.8 4.1 46.7 18.6 20.3 46.1 33.0 35.3 100.0 1OD.n 

Af rfca 18.9 9.3 12.1 5.0 14.5 4.5 16.5 10.3 62.1 29.1 0.3 12.9 37.6 58.0 100.0 1nn.n 

Asia 21.5 11.4 7.7 1.9 23.4 9.2 9.0 4.9 61.7 21.4 0.1 8.0 37.4 ~54.7 1nn.n 1nn.n 

Europe 14.6 10.7 5.9 1.7 7.9 4.9 3.7 3.0 32.4 20.3 -- - 67.8 79.7 100.0 1OO.n 

Middle East 6.6 0.7 1.4 0.4 5.0 1.7 2.2 0.9 15.2 3.7 60.6 84.1 24.2 12.2 100.0 100.0 

Western Hemisphere 30.1 25.1 18.3 14.8 11.6 5.1 15.3 12.7 75.2 57.7 1.8 4.3 22.9 38.0 1On.n 100.0 

Memorandum 

Indebted developing 
countries 22.5 13.7 11.3 5.2 16.0 6.6 11.4 7.2 61.3 35.7 1.0 7.5 37.7 59.7 100.0 io0.n 

Total world Lrade 12.8 8.3 2.4 1.0 7.0 3.2 5.3 3.5 27.4 16.0 5.8 14.8 66.8 69.2 inn.0 i0n.n 

Source: Derived from Bond (1986), 

I/ Totals may not add because of rounding. Excludes trade by non-Fund members. 
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0 
i 

Table IL. Developing CounLries: Export Market Shares, 1965 and 19Rll I/ - 

(As a percentage of total world trade in each commodity group) 

Beverages Agrf cul tural 
and Raw Al 1 Non-Fuel Manufac- 

Food Tobacco Materials El?nerals Commodities Fuels tures T.Lal 
1965 1980 1965 1980 1965 1980 1965 1980 1965 1980 1965 1980 1965 1980 1965 1980 

Developing countries 33.1 23.7 85.3 78.9 41.1 34.3 40.5 31.4 41.2 31.0 84.9 82.8 11.9 13.5 24.2 2fi.6 -------------- -- 

Africa 5.3 2.8 18.2 12.3 7.6 3.4 11.4 7.2 8.2 4.4 0.2 2.1 2.0 2.0 3.6 2.4 

Asia 8.1 7.8 15.4 10.9 16.2 15.9 8.3 7.8 10.9 9.6 0.7 3.0 2.7 5.2 4.R 5.6 

Europe 2.8 2.4 6.1 3.2 2.8 2.9 1.8 1.6 2.9 2.4 -- -- 2.5 2.2 2.5 1.9 

Middle EasL 4.1 1.2 4.6 5.5 5.5 7.1 3.2 3.4 4.3 3.1 82.3 76.R 2.8 2.4 7.9 13.5 

Western Hemisphere 12.8 9.5 41.0 47.0 9.0 5.0 15.A 11.4 14.9 11.4 1.7 0.9 1.9 1.7 5.4 3.2 

IndusLrial countries 66.9 76.3 14.7 21.1 58.9 65.7 59.5 68.6 58.8 69.0 15.1 17.2 88.1 86.5 75.8 73.4 ------------- --- 

ToLal 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
------p-----p - - - 1 

Memorandum: 
12 

IndebLed developing 
countries 30.4 23.0 80.7 73.4 39.5 28.5 37.6 28.6 38.5 28.5 2.9 7.0 9.7 11.9 17.2 13.9 

Source: Derived from Bond (1986). 

l/ Totals may not add because of rounding. Excludes trade by non-Fund members. - 
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