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Introductiorn

In recent years, much attention has been given to the emergence of the
newly-industrializing countries on the world scene [OECD, 1979]. The pre-
sent paper will examine the experience of the newly-industrializing devel-
oping countries during the period following the quadrupling of oil prices
in 1973/74 and the world recession of I974/75. It will focus on the policy
responses of these countries to external shocks and analyze the economic
effects of the policies applied.

As an introduction to the discussion, Section I will briefly review the
incentive policies followed by the newly-indlustrializing developing countries
during the I960-1973 period and the effects of these policies on exports and
on economic growth. Next, the methods employed to estimate the balance-
of-payments effects of external shocks and of policv responses to these shocks
will be described (Section II).

In Section III, estimates will presented on the balance-of-payments effects
of external shocks, in the form of the deterioration of the terms of trade and
the slowdown of world demand for the exports of the newly-industrializing
developing countries. Section IV will analLyze policy responses to external

Remark: The author is greatly indebted to Ghaolam H. Azarbayejani for developing
the computer program used in the calculations, to Dominic Li and Robert E. Therriault
for data collection and to Robert E. Therriault for undertaking the calculations. He bears
full responsibility for the opinions expressed in the paper; they should not be interpreted
to reflect the views of the World Bank.
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shocks in the individual countries, including increased reliance on foreign
financing, export promotion, import substitution, and lowering the rate of
economic growth, and provide estimates on the balance-of-payments effects
of these policies. In the conclusion, the policies followed bv the newly-
industrializing developing countries during the I973-1978 period will be
evaluated in a comparative framework.

I. The Newly-Industrializing Developing Countries
in the i960-1973 Period

For purposes of the analysis, the newly-industrializing developing coun-
tries have been defined to include developing countries that had per capita
incomes in excess of $ I,Ioo in 1978 and where the share of the manufacturing
sector in the gross domestic product was zo percent or higher in 19771. The
countries in question are Argentina, Brazil, Chile, Mexico, and Uruguay in
Latin America; Israel and Yugoslavia in the Europe-Middle East area; and
l4ong Kong, Korea, Singapore, and Taiwan in the Far East.

With the exception of Hong Kong and Uruguay, these countries were the
subject of an earlier study by the author of incentive policies, exports, and
economic performance which dealt with the period preceding the 1973 oil
crisis2 . The study also covered Colombia that is on the borderline of be-
coming a newly-industrializing country and India that has an industrial sector
larger than any developing country other than Brazil and Mexico, which
co-exists with a very large and backward agricultural sector.

For comparability with the earlier study, Colombia and India have been
retained in the present investigation. Also, the earlier study has been extended
to include Uruguay but not Hlong Kong that offers characteristics little
different from those of Singapore, another city-state.

Correspondingly, the analysis of the pre-1973 and post-1973 periods in
this paper will cover altogether twelve countries. In accordance with the
scheme of classification applied in the earlier study, the countries have been
divided into four groups on the basis of the policies applied in the period
preceding the oil crisis.

The countries of the first group, Korea, Singapore, and Taiwan, adopted
outward-oriented strategies, providing similar incentives to sales in domestic
and in foreign markets, after the completion of the first stage of import
substitution that entailed replacing the imports of nondurable consumer
goods and their inputs by domestic production. The second group, Argen-

The data have been derived from the World Bank [I979a; I9 7 9 b]. -- The newly-
industrializing developing country category overlaps with the upper ranges of the group
of middle-income countries as defined in World Bank [19 7 9 b], that also includes newly-
industrializing countries which are members of the OECD, the international economic
organization of developed countries (Greece, Portugal, Spain, and Turkey).

2 The findings of the study have been reported in the author's articles [1978a; z9 7 8b;
1981, Ch. 31.
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tina, Brazil, Colombia, and Mexico, moved to the second stage of import
substitution, involving the replacement of the imports of intermediate goods
and producer and consumer durables by domestic production, but subse-
quently reformed their incentive svstem by reducing the bias against exports.
In turn, the countries of the third group, Israel and Yugoslavia, started
export promotion at an early date but their efforts slackened somewhat after-
wards. Finally, India, Chile, and Uruguay, classified in the fourth group,
continued to pursue inward-oriented strategies throughout the period pre-
ceding the 1973 oil crisis.

i. Incentives and Export Performance

The first group of Far Eastern countries established a free trade regime
for exports and their domestic inputs. SomLe additional subsidies were also
provided, equalizing the treatment of exports and import substitution in the
manufacturing sector, without introducing substantial interindustry dif-
ferences in export incentives. At the same tirme, there was little discrimination
against primary activities; incentives were granted by and large automati-
cally; realistic exchange rates were established; and stability in the system of
incentives was ensured over time.

The early application of outward-oriented policies explains that, in the
196o-i966 period, the countries of the first group experienced more rapid
increases in manufactured exports than any of the other nine countries and
had the highest share of exports in manufacturing output. They also showed
the best export performance in the i966--1973 period, when their export
promotion efforts intensified. Increases in manufactured exports were accom-
panied by the rapid growth of primary exports, again surpassing all the
other countries under consideration in 1960-i966 as well as in 1966-1973.

Unlike the first group, the second group of countries began their export-
promoting efforts after having embarked on second-stage import substi-
tution. They also differed from the first gtoup in that, with few exceptions,
the use of imported inputs in export production was limited to cases when
comparable domestic products were not available. To compensate exporters
for the resulting high costs, and for the effects of continued import protection
on the exchange rate, the countries of the second group provided subsidies
to nontraditional exports. Export subsidies lessened, but did not eliminate,
the bias against exports, which remained particularly pronounced in the case
of traditional primary products.*And, while the adoption of the crawling peg
imparted considerable stability to the system of incentives, incentives to
value added continued to varv greatly among industries and several of the
incentive measures were subject to disctetionary decision making.

Within this group of Latin American countries, in the 1966-1973 period
manufactured export growth rates were the highest in Argentina and Brazil
that introduced considerable export incentives in the mid-sixties. As a result,
between x966 and 1973, the share of exports in manufactured output rose
from o.9 percent to 3.6 percent in Argentina and from 1.3 percent to 4.4 per-
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cent in Brazil. Nevertheless, this share remained substantially lower than in
the countries of the first group; in I973, Korea exported 40.5 percent,
Singapore 42.6 percent, and Taiwan 49.9 percent of its manufacturing
output.

Having extended to a considerable extent the scope of export-promoting
measures in the mid-sixties, Colombia increased the share of exports in its
manufacturing output from 3.0 percent in 1966 to 7.5 percent in 1973. The
corresponding figures were 2.9 percent and 4.4 percent in Mexico that
benefited from the proximity of the United States but, apart from the estab-
lishment of a free trade zone in the border area, did not provide export in-
centives until early 1971.

With continued discrimination against traditional primary exports, the
four Latin American countries saw their world market shares dwindle in
practically all of these commodities. Three of these countries, Argentina,
Brazil, and Colombia, however, experienced gains in nontraditional primarv
exports that benefited from export subsidies, thereby raising the rate of
growtl of primary exports after I966.

As a result of their early export promotion efforts, Israel and Yugoslavia
surpassed the second group of countries, while falling behind the first, in
terms of the share of exports in manufacturing output in 1966. But, as their
export promotion efforts slackened, this share increased relatively little, from
Iz.8 percent to 14.I percent in Israel and from 13.8 percent to I6.9 percent
in Yugoslavia, between 1966 and 1973. In the same period, the share of
exports in the increment of manufacturing output declined in Israel and
hardly changed in Yugoslavia. Israel, however, gained in both traditional
and nontraditional primary exports which suffered little discrimination while
smaller increases were observed in Yugoslavia where a bias against primary
exports existed.

The fourth group of countries continued to apply an inward-oriented
strategy, entailing considerable discrimination against primary as well as
mnanufactured exports, during the period under consideration. As a result,
thley lost market shares in traditional primary exports, did poorly in non-
traditional primary exports, and also suffered losses of mark-et shares in
manufactured exports. India's share in the combined exports of manufac-
tured goods of the twelve countries under consideration decreased from
50.4 percent in I960 to 31.0 percent in I966 and to 10.7 percent in 1973;

Chile's share declined from 1.9 percent to '.5 percent and, again, to 0.5 per-
cent; while Uruguay's share never reached 0.5 percent of the total.

2. Exports and the Growth of Output

Exportation provides advantages over import substitution by contrib-
uting to resource allocation according to comparative advantage, greater
capacity utilization, the exploitation of economies of scale, and improve-
ments in technology stimulated by competition in foreign markets. To the
extent that exports give rise to more rapid increases in output than import

Weltwirtschaftliches Archiv Bd. CXVII. ,0
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substitution, the indirect effects of export growth, too, will be larger in
countries where resources are not fully utilized.

These considerations explain that exports and output are highly cor-
related in an intercountry context. In the 196o-1973 period, the Spearmarn
rank correlation coefficient between the growth of exports and that of output
was o.67 for agriculture, 0.71 for manufacturing, and o.89 for the national
economy taken as a whole. In the same period, the coefficients obtained in
correlating exports with output net of exports were 0.74 in the case of
manufacturing and 0.77 for the gross national product, presumably reflect-
ing the indirect effects of exports'.

Alternatively, one may introduce exports, in addition to labor and
(domestic and foreign) capital, as an explanatory variable in a regression
equation designed to explain intercountry clifferences in GNP growth rates.
The inclusion of exports in such a production function-type relationship
reflects the assumption that outward-orientation enhances the productivity
of labor and capital. In estimates made by pooling data for the 196C--1966
and 1966-1973 periods that were available for ten out of the twelve count-
ries (excepting Singapore and Uruguav), adding the export variable to the
regression equation raised the coefficient of determination from 0.58 to 0.77.
The export variable was significant at the I percent level; all other variables
(labor, domestic capital and foreign capital) were significant at the 5 percent
level.

At the same time, the method applied tends to underestimate the effects
of export growth on the growth of ou1tput by failing to account for the
impact of exports on other variables in the equation. Yet, there is evidence
that exports and domestic savings are positively correlated. Also, the im-
proved balance-of-payments situation attcndant on the expansion of exports
increases the attractiveness of the country concerned for foreign capital.

II. Estimating the Balance-of-Payjments Effects of External
Shocks and of Policy Responses to these Shocks

s. The Analytical Framework

The world economic situation changed with the quadrupling of oil prices
in 1973/74 and the world recession of 1974/75. In examining the policy
responses of the newly-industrializing developing countries to these external
shocks, the following analysis will consider reliance on foreign financing and
the use of macroeconomic policy measures aimed at reducing the rate of
economic growth, together with incentives to exports and to import sub-
stitution.

1 All coefficients are significant at the I percent level. Results obtained by the use of
alternative methods and for the subperiods 1960-1965 and 1966-1973 are reported in
the publications cited in the preceding footnote. Correlations for output net of expotts
have not been calculated in the case of agriculture. All the calculations exclude Uruguay.
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The balance-of-pavments effects of external shocks in the form of the
deterioration of the terms of trade and the slowdown of world demand for
the exports of the newly-industrializing developing countries will be esti-
mated by postulating a situation that would have obtained in the absence of
external shocks. The same procedure will be applied in estimating the effects
of policy responses to external shocks.

In developing the analytical framework, designed to estimate the effects
of external shocks, and of policy responses to these shocks, the point of
departure is the balance-of-pavments identity. This is defined in terms of
the resource gap that equals the deficit in merchandise trade, non-factor
services and privTate transfers combined; the resource gap is financed by the
net flow of external financing.

The resource gap is shown in equations (i) and (2) for years o and I,
respectively. In the equations, M and X denote merchandise imports and
exports valued in base year (o) prices; Pm and P' represent percentagc
changes in import and export prices between years o and I; and S and R refer
to the balance of non-factor services and private transfers and to the re-
source gap, respectively, valued in terms of current prices.

(z) R1 -- Ml (I 4- P') -- X1 (1 ± Pl) -S,

Taking the difference between equations (z) and (i) and rearranging
terms, we express changes in the resource gap between years o and I in
equation (3) in terms of changes in import and export prices for the volume
of imports and exports in period i (PI M1 - POx X1); changes in the
volume of imports (Ml - MN); changes in the volume of exports (X1 -X);

and changes in the balance of non-factor services and private transfers

(S -SO).

(2) R 1 - Ro - (PI Ml - PK, XI) + (MI - MO)

(XI - Xo) - (Si -- So)

Equation (3) is modified if we examine the effects of policy actions taken
at home and abroad. As a first step, we introduce hypothetical exports (XI)
that would be reached if the country in question maintained its base-period
share in world markets. Now, differences between actual and hypothetical
exports (X 1 - Xl), shown on the left-hand side of equation (4), are taken
to have resulted from domestic policy actions as regards exports.

(4) (R- RO) - (XI- Xh) --- (P-i M, - P- X 1 )

+ (M 1-MO) - (X1--XO) - (S1 - SO)

Next, we introduce the effects of changes in foreign demand. For this
purpose, we calculate the trend value of exports (XD) on the assumptions

10'
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that the trend of foreign export demand remained the same as in the base
period and that the country uncder consideration maintained its export share
unchanged. The difference between trend and hypothetical values (Xt -X)
shown on the right-hand side of equation (5), thus represents the effects of
the external shock due to changes in foreign clemand for the country's export
products. (Since this export shortfall adds to the deticit, it is shown with a
positive sign.)

(5) (RI - R.) + (X1 -- Xhl) -- (Pon Ml - P,1 XI) + (Xt Xh)

-+ (Ml - M,) - (Xt - XO) (Sl - S0)

In turn, hvpothetical imports (Mg) are calculated for the actual growth
rate of GNP in the country concerned on the assumption that the income
elasticity of import demand remained the same as in the base period. Differ-
ences between hypothetical imports (1\'1) and actual imports (- 1,), shown
on the left-hand side of equatioti (6), are taken to reflect the effects of import-
substituting policies.

(6) (R 1 -- Ro) + (X 1 - Xlh) + (Ml -- M1) (P- M 1 - Po1 X 1)

4 (Xt - Xh) + (Mkh-- MO) -- t(Xl-X) - (SI-S 0,)

Furthermore, we calculate the trend value of imports on the assumptions
that the income elasticity of import demand and the rate of growth of GNP
remained the same as in the base period (i.e. no change in the rate of growth
of imports). Differences between the trend value of imports and hypothetical
imports (Mt- Mh1), shown on the left-hand side of equation (7), are assumed
to reflect the effects of changes in the rate of growth of GNP on imports.

(7) (R 1 - RO) + (X 1 -X) X (MI -- M1 ) + ( _I -MIh)

-(PQ 1WI,-PO 1 X])4- (X-X) + (M1-I 0 )

- (Xt --- Xo) - (SI So)

The difference between the trend values for imports and exports, ad-
justed for the actual balance of non-factor services and private transfers,
equals the amount of net external financing that would have been necessary
in the absence of external shocks and policv reactions to these shocks (the
trend value of the resource gap, RI). In turn, the sum of the differences
between trend values and actual values of imports and exports equals the
difference between the trend value of the resource gap and its actual value in
the base year.

Introducing the trend value of the resource gap and rearranging terms,
we show the excess of the actual resource gap over its trend value on the
left-hand side of equation (8). This is taken, to represent the additional inflow
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of cxtcrnal funds associated with the balance-of-payments effects of external
shocks (additional net external financing).

(8) (R 1 -Rt) + (Xi -- Xh) 4- (Mh - M1 ) + (Mi- Mh)

(Po MI - Po1 X1) + (X1 - Xl) t (Mi - MI,) - (Xi - XO)

(SI -- S) - (RI - Ro)

'fhe last term on the right-hand side of equation (8) equals the sum of
thc orevious three terms and indicates the amount of additional net external
financing, that would have been necessarv in the absence of external shocks
if Dast trends continued, over and above the inflow of external funds in the
base year. Ifhe term is shown with a negative sign, so that the last four
terms add up to zero and can be omitted.

Under the assumption that the country in question is a price-taker in
world markets, the right-hand side of equation (8) is taken to indicate the
effects of external shocks on the balance of payments. This is decomposed
into effects on the terms of trade (POl M1 -- PR Xl) and on export volume
(X1-- X1). The former is further decompose(d into a pure terms of trade
effect calculated on the assumption of balanced trade in base year prices,
(Pm - Px ) Xl , and the effects of increased import prices on unbalanced
tracle, (NI- X1) PO1M

In turn, the left-hand side of equation (8) consists of terms representing
policy responses to external shocks, including additional net external financ-
ing (R1 --- RI), increases in the country's export share in world markets
(XI -- _ X), import substitution (,%I'-\ MI), and the effects of lower GNP
growth rates on the country's imports (Mt - MI).

In the case of manufactured exports, the effects of lower growth rates of
GNP abroad and the effects of changes in the foreign income elasticity of
demand for these exports have further been distinguished. This has involved
calculating the constant-income-elasticity exports of manufactured goods
from developing countries to developed countries, developing countries,
and centrally planned economies that would have been obtained if the in-
come elasticities of import demand in the base period were combined with
the actual GNP growth rates (Xc ).

Assaming further that the countrv in question maintained its share in the
manufactLred exports of th-e developing countries unchanged, the difference
between the trend value of manufactured exports and the constant-income-
elasticity exports of manufactured gyoods (XI - X.I1 ) is taken to reflect the
effects of changes in GNP growth rates abroad. In turn, the difference
between constant-incorne-elasticity exports and hypothetical exports (X' 1 -

X' 1 ) represents the effects of changes in foreign income elasticities of
demand for the manufactured exports of the developing countries. Again, a
positive sign denotes an export shortfall.
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z. Estimating the Effects of External Shocks

In the practical application of the analytical framework, the average for
the years 1971-1973 (for short, "I97Z") has been taken as the basis for
estimating terms of trade effects. It may be objected that, due to the effects
of the world boom of 1972/73, the terms of trade of the developing countries
were particularly favorable in I971--1973. However, the differences as com-
pared to thie nineteen-sixties are small, and tthe terms of trade of the devel-
oping countries in 197I--1973 were in fact slightly less favorable than in the
nineteen-sixties' if we exclude fuel, the price of which started to rise in
late 1973.

Changes in the terms of trade as compare(d to the " 1972" base period have
been attributed to external shocks. The underlying assumption is that the
country in question is a price-taker in world markets. Such an assumption
applies grosso miodo to the principal exports of the countries under study, the
principal exception being coffee in Brazil and in Colombia. Nevertheless, in
the absence of the explicit modelling of the world coffee market, the assump-
tion has been retained in this case also.

Terms of trade effects have been decomposed into a pure terms of trade
effect, calculated on the assumption of balanced trade in terms of "I972"

prices, and the effects of the rise in import prices on unbalanced trade (the
deficit or surplus in the balance of merchandise trade) expressed in "1972"

prices. In the event of unbalanced trade, then, thc expressed terms of trade
effects include the impact of increases in import prices on the trade deficit
(surplus). The estimate reflects the assumption that, in the absence of ex-
ternal shocks, import prices would have remained unchanged during the
period under consideration. The assumption of unchanged import prices has
the following rationale.

While primary product prices were rising rapidly during the 1972/73

world boom, historical experience indicates that such price increases were
followed by a decline or, at the least, by a flat price trend. Primary product
prices, in turn, influence the prices of manufactured goods and it mav not be
unreasonable to assume that the world economy would have experienced a
return to the noninflationary situation of the nineteen-sixties if the quadru-
pling of petroleum prices did not occur. At any rate, the rapid rise in petro-
leum prices accounts for a substantial part of the increase in import prices
during this period.

In order to indicate the impact of the qu ladrupling of petroleum prices on
the terms of trade, the balance-of-payments effects of changes in the prices of
fuel and nonfuel imports are separately shown. On the export side, distinc-
tion has been made between traditional primarv exports 2 , taken individually,

The index numnbers reported in Unitecd Nations 11971; 19771 are 103 including,
and 93 excluding, fuels in 1971-1973 on a 1970 basis; the comparable averages for the

G96i-x970 period are soi and 98, respectively.
° Traditional exports have been defined to include cc,n nodities that accounted for

at least 1.5 percent of the country's merchandise exports in the years 1971-I973, on the
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fuels, nontraditional primary exports other than fuels, and manufactured
goods.

The trend value of exports that would have occurred in the sbsence of
external shocks has been cstimated on the assumptions that the world exports
of the country's traditional primary export products, taken individually, and
the developing countries' exports of fuels, nontraditional primary products
other than fuels, and manufactured ,oods grew at the same rate as in the
I963-1973 period and that the country concerned maintained its "1972"
market share in these exports. The underlying assumption is that a developing
country competes against all suppliers in the world market for its traditional
primary exports while its nontraditional exports compete against those of
other developing countries.

The effects of changes in foreign demand in the country's exports havc
been derived as the difference between trend and hypothetical values of ex-
ports, both expressed in "197Z" prices. Hypothetical exports have been
estimated on the assumptions that the country's exports of traditional pri-
mary products rose at the same rate as world exports and that its exports of
fuels, nontraditional primary products other than fuels, and manufactured
goods increased at the same rate as developing countries' exports, from a
"1972" basis. It thus again reflects the assumption that the country main-
tained its "1972" market share during the period under consideration.

3. Estimating the Effects of Policy Responses to External Shocks

Among policy measures taken in response to external shocks, the amount
of additional net external financing has been estimated as the difference
between the actual resource gap or net external financing and the trend value
of the resource gap. The latter has been calculated on the assumption that
the country's imports and exports, expressed in "1972" prices, rose at the
same rate as in the T963-1973 period, taking further the actual net balance
of non-factor services and private transfers as a datum. In turn, total external
financing has been defined as the sum of actual net external financing, in-
terest payments, and dividends.

The effects of export promotion have been represented by increases
(decreases) in exports, expressed in "1972" prices, that were associated with
changes in the country's "1972" market shares. Separate calculations have
been made for traditional primary products, taken individually, fuels, non-
traditional primary products other than fuels, and manufactured goods.

Import substitution has been defined as savings in imports associated
with a decrease in the country's income elasticity of import demand as com-
pared to the I963-1973 period, again expressed in "1972" prices. Separate
calculations have been made for fuel and for nonfuel imports.

average. Manufactured goods have been defined as SI'IC categories 5 to 8 less 68; fuels
.1s SITC category 3; nontraditional primary exports other than fuels include the remainder.



Table ia - Balane-of-Paylments Effects of External Shocks and of Policy Responses to these Shocks, 1974--1978 ($ million) '

5974 2975 1976 1977I r7 Average 198 Average
|_1974 |1_975 19 I76 977 t978 297478 1974 1 2975 1976 i 1977 1978 9747

.~~~~~~~~~~~~~~~17-8 1 _ .1747

1. External Socks Argentina Brazil

Terms of trade effects . .- - 180 622 194 1 193 -1524 6a 3 143 3306 2 635 805 1 977 2 373
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Increase in export market share. -209 - 739 -386 565 327 -89 18 7931 341 524 445 442
Import substitution. 90 32 710 350 631 363 -742 675 2 335 3 49 3945 941
ImporteffectsoflowerGNPgrowtll rate -198 -81 52 49 ! 22 15 15 -62 382 1 -524 9 5 - 237 I -278

Together. -,6 735 135 231 -470i 94 3 3I 3835 2976 1592 2770 2897

I External shiocks Colombia Mexirso

Termsoftradeeffects . .59 -... -710 -501 -232 662 1073 1525 -114 9o 447 0

Export soline effects .62 ioi j 82 230 205 136 95 247 179 j 363 ! 402j 257

Together1 , IU9 | 6o 1 - 58 -479 -306 -95 758 1 1 320 704 249 492 705

I1 Policy responses
Additiotial ilet external fiLianciig . . . . 213 08 93 -7 12 62 179 So8, 53 330 s6 i s442

lncreaseinexportmarketshare .39 no -I26 --118 4 -x8 -93 -235 -1507 -305 148 -198

Importsubstitution . .- 133 46 -23 134 -417 132 -136 -1031 -533 -8o -813 -719
ImporteffectsoflowerGNPgrowth rate -To 4 -I -I -S 5 -6 8 78 ! 211 293 302 178

Togethier .. . .1 60 -S8 -479 - 30o -95 758 1 320 704 249 492 705

1. FxternaI shocks Ch,ile Uruguay

Teilis of trade effects .45 710 478 932 1 130 659 117 183 176 213 176 173
Export volmne effects .- 52 87 74 1 98 175 76 31 31 r 1o . 11 73 20

Togetler 7 797 552 1 030 r 304 735 148 214 z86 224 194 193

11. Polics responses

Additional niet external financing - 563 225 j -430 50 505 - 43 121 196 71 io6 135 137
Increase in export market share .288 249 ; 447 462 538 397 ' j 48 124 81 86 j 70

Importsubstitution 202 28 218 248 84 154 17 -15 8 1 i t6 7

Itnport effects of lower GNP growth iate 66 1 309 318 _ 270 177 227 -- 1 -ri 17 -29 -43 j 20

Together.-7 797 552 1030 1 1304 ! 735 24 !*6 224 194 193
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Th efifects on imports of lower economic growth rates in the country
concerned have been derived by applying in,come elasticities of import de-
mand for the 1963-1973 period to GNP growth rates observed in the same
period and to actual GNP growth rates during the period under consider-
ation. Again, separate calculations have been made for fuel and for nonfucl
imports.

It should be noted, however, that changes in export market shares and in
the rate of economic growth may have been due to circumstances outside thc
countrv's control. A decrease (increase) in the country's export market share
may have occurred because of an acceleration (deceleration) of the growth of
exports by competing suppliers. In turn, a fall in foreign demand for the
country's export products may have contributed to a decline in its rate of
economic growth.

Changes in export market shares, in import demand, and in the rate of
economic growth may also have been due t:o internal events. In particular,
domestic policy changes may have occurred independently of external shocks
and may themselves constitute an "internal" shock. The methodology ap-
plied does not permit separating the balance-of-payments effects of policv
changes taken in response to external shocks from the effects of autono-
mous domestic policy changes; such distinctions become a matter of inter-
pretation.

The estimates reported in this papcr have been made for the years 1974 to
1978, taken individuallvl. Averages for the 1974--1978 period are also shown.
This permits considering changes over time and indicating the results for the
entire period.

III. Empirical Evidence on the Balance-of-Paymnclts Effects
of External Shocks

This section will present empirical evidence on the balance-of-payments
impact of external shocks, in the form of terms of trade effects and export
volume effects, in the twelve newly-industrializing developing countries.
Under each heading, the discussion will proceed by separating countries into
four groups according to the scheme of classification described in Section 1.
This will be followed by a comparative analysis of the relative importance of
the sources of external shocks in the twelve countries.

Table ia reports the estimated terms of trade effects and export volume
effects on the balance of payments of the newly-industrializing developing
countries; more detailed results are shown in Appendix Table I for the years
1974--1978, on the average. Table ib relates terms of trade elfects to the
average of exports and imports (average trade) and to the gross national
product, and export volume effects to exports and to the gross national

Estimates of balance-of-payments effects pertaining to individual years are shown
on a "1972" basis. Changes between individual years can be derived as the difference
hetween the reported estimates for consecutive vear s.
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product, all expressed in "1972" prices. Export volume effects are shown
in a four commodity group breakdown in Appendix Table IL1.

i. Terms of Trade Effects

Among the first group) of Far Eastern countries, Korea suffered the
largest terms of trade loss in 1974, equivalent to one-half of the average
value of its exports and imports. The quadrupling of petroleum prices
accounted for the two-thirds of this loss. Higher petroleum prices acdversely
affected also Taiwan, where the terms of trade loss equalled one-third of the
average value of trade in 1974.

In the same year, the terms of trade loss amounted to one-sixth of the
average of exports and imports in Singapore, where the export value of
petroleum products nearly equalled the import value of petroleum. Neverthe-
less, with the average value of trade exceeding its gross national product,
the ratio of the terms of trade loss to GNP was the highest in Singapore;
i8 percent in 1974. It was followed bv Taiwan (io percent) that also had a
relatively high trade share and by Korea (8 percent).

In Korea and in Taiwan, the terms of trade improved in subsequent
years when the rise of petroleum prices decelerated. In Korea, the terms of
trade loss was equivalent to 4 percent of GNP in 1978, with the pure terms
of trade effect accounting for twvo-thirds of the total. In Taiwan, the terms of
trade effect turned positive in 1977 as the gain from higher import prices
on its large trade surplus in terms of "1972" prices more than compensated
for the loss due to the negative pure terms of trade effect. In turn, the un-
favorable impact of higher import prices on its trade deficit was offset only
in part by the favorable pure terms of trade effect in Singapore, resulting in a
terms of trade loss equivalent to one-fifth of GNP in 1978.

In 1974, the terms of trade loss equalled one-half of the average value of
exports and imports in Brazil that was the only major petroleum importer in
the second group of Latin American countries. The corresponding ratio was
one-fifth in Mexico that experienced unfavorable trends in the prices of its
traditional primary exports; it was 4 percent in Colombia and -8 percent in
A-rgentina that gained from increases in cereal prices. Expressed as a pro-
portion of GNP the terms of trade loss was 3 percent in Brazil, i percent in
Mexico, and practically zero in Colombia and in Argentina.

Owing largely to increases in coffee prices, Brazil and Colombia ex-
perienced considerable improvements in their terms of trade in subsequent
years. By 1978, the terms of trade loss declined to z percent of GNP in Brazil,
with the pure terms of trade effect accounting for three-fourths of the total,
while Colombia had a terms of trade gain amounting to 3 percent of its GNP.

More detailed estimates of the balance-of-payments effects of external shocks, and of
policy responses to external shocks in three Latin American countries (Brazil, Mexico,
and Uruguay) are contained in a paper [1980] of the author. Detailed results for the other
nine countries covered in the paper are available front the author.
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As a result of higher prices on its rising petroleum exports, Mexico's
terms of trade loss disappeared by 1977, with the favorable pure terms of
trade effect compensating for the adverse impact of higher import prices on
the trade deficit. In turn, the favorable impact of higher import prices on
its trade surplus slightlv exceeded the unfavorable pure terms of trade effects
in Argentina.

In the third group, Israel and Yugoslavia suffered the consequences of
the quadrupling of petroleum prices that resulted in a terms of trade loss
equivalent to one-half of the average value of their trade in 1974. Given
differences in trade shares, the corresponding ratio with respect to GNP was
ii percent in Israel and 5 percent in Yugoslavia. These figures changed
little in subsequent years. At the same time, in both countries, the effects of
higher import prices on the trade deficit expressed in "197z" prices exceeded
the pure terms of trade effect by a large margin.

The quadrupling of petroleum prices adversely affected the balance of
payments of all three countries of the fourth group, although Chile benefited
from high copper prices that continued during much of 1974. The terms of
trade loss expressed as a proportion of average trade and the gross national
product, respectively, was 48 percent and . percent in Uruguay, 41 percent
and z percent in India, and 4 percent and i percent in Chile in 1974.

Subsequently, however, copper prices declined precipitously, leading to a
terms of trade loss equivalent to i1 percent of Chile's GNP in 1978. In the
same year, the fall in beef prices contributed to a terms of trade loss equal
to 5 percent of GNP in Uruguay. Finally, increases in tea prices contributed
to a decline in India's terms of trade loss that amounted to I percent of
GNP in 1978.

z. Export Volurrme Effects

Export volume effects were negligible in the first group of Far Eastern
countries in 1974 as foreign demrand continued to be strong during much of
the year. These effects increased in subsequent years, however, with year-to-
year changes paralleling the wvorld business cycle. By 1978, the shortfall
in exports due to the slow growth of worldi demand reached 13 to I6 percent
of export value in the three countries. With differences in export shares, the
ratio of the export shortfall to GNP was i I percent in Singapore, 6 percent in
Taiwan, and 3 percent in Korea in 1978.

A similar pattern was observed in Brazil, Colombia, and Mexico, with the
export shortfall reaching i8 percent of the value of exports in Colombia, I6

percent in Mexico, and 13 percent in Brazil in I978. Given the relatively low
share of exports in the gross national product, the ratio of the export shortfall
to GNP did not exceed I percent in any of the three countries, however.
And, this ratio was practically zero in Argentina that benefited from the rise
in world demand for beef and maize.

Israel followed the time pattern observed in the above mentioned coun-
tries, with the ratio of the export shortfall to export value exceeding zi
percent in I978. In turn, the export shortfall rose uninterruptedly in Yugo-
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slavia, reaching the highest level (44 percent of the value of exports) among
all the countries under study in 1978, largely because of unfavorable develop-
ments in centrally planned economies whose 1978 imports from the devel-
oping countries were below the "1972" level. Finally, the export shortfall,
expressed as a proportion of GNP, increased from practically nil in 1974

to 3 percent in Yugoslavia and to 4 percent in Israel in 1978.
India also exhibited the pattern observed in most other countries, with

the ratio of the export shortfall to export value risinog from I percent in 1974

to a8 percent in 1978, and that calculated with respect to GNP increasing
from nil in 1974 to I percent in 1978. The pattern was similar in Chile,
except that strong demand for copper gave rise to a gain in 1974; the export
shortfall equalled io percent of Chile's exports and 2 percent of its GNP in
I978. By contrast, owing to the rise in world demand for beef and wool,
the ratio of the export shortfall to export value declined from I2 percent in
1974 to 5 percent in 1978 in Uruguay, with a parallel decline shown with
respect to GNP.

3. Terms of Trade versus Export Volume Effects

The results indicate the relative importance of terms of trade effects in
newly-induLstrializing developing countries that relv on iinported petroleum.
In I974 and 1975, on the average, the ratio of the terms of trade loss to the
export shortfall ranged between 4 and 6 in Taiwan, Singapore, Uruguay,
Y ugoslavia and Korea; it was between f and io in India, Brazil and Israel;
and it reached 22 in Chile. The corresponding ratios for the remaining
countries were I in Colombia, 3 in Argentina, and 5 in Mexico.

With the exception of Chile and Uruguay, the ratio of terms of trade
effects to export volume effects declined during the period under considera-
tion. For one thing, apart from Chile and Uruguay that experienced un-
favorable changes in the prices of their principal traditional exports, there
was a tendency for terms of trade losses as a percentage of GNP to decline
over time due largely to the slowdown in the rise of petroleum prices.
For another thing, export volume effects showed an increasing trend,
with fluctuations around the trend parallelling the business cycle, except
that Uruguay benefited from increased world demand for beef and wool.

Still, terms of trade effects continued to exceed export volume effects
by a considerable margin in all the petroleum importing countries other than
India where increases in the price of tea reduced terms of trade losses to-
wards the end of the period and Taiwan where high import prices on its
trade surplus measured in "I972" prices gave rise to a terms of trade gain.
In I978, the ratio of these effects was z in Brazil, Korea, Singapore and
Yugoslavia, and 3 in Israel; it was 6 in Chile, and Io in Uruguay. In the
same year, terms of trade effects were negative in Argentina and Colombia
and practically nil in Mexico.

The results show the importance of the quadrupling in petroleum prices in
1973/74, the effects of which were fullv felt by Januarv 1974. Thev con-
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Export volumneeffects/exports.oS8 s 7 -2.2 1.0 1.4 2.1 3.4 I 9.6 6. I 13.7 13.0 9.4
Export volume effects/GNP.........o0.o 0.2 -0.I 0.I 021 0.2 0.2. 05 0.3 0.7 0.7 0.5j
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II. Policy responses
Additional net external financing/average trade -90 2.--37.5 , 4.1 335.7 - 3.6 50.0 66.9 2I.0 - 4. 90- 4.
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flict with conventional wisdom that gives emphasis to the unfavorable
effects of the world recession and the subsequent slow recovery in the devel-
oped countries on the balance of payments of the developing countries.
Also, the results do not support the view that the exports of manufactured
goods from the developing countries were adversely affected by increased
protectionism in the developed countries.

Thus, data available in a geographical breakdown show an increase in the
"apparent" income elasticity of demand for the imports of manufactured
goods in the developed countries, calculated as the ratio of the rate of growth
of their imports to that of the gross national product. For the period as a
whole, increases in the income elasticity of demand offset one-fifth of the
export shortfall due to lower GNP growth rates in the developed countries.

At the same time, in intra-LDC trade, the favorable effects of higher GNP
growth rates and income elasticity of irnport demand cumulated, with
favorable effects for countries, such as those of the second group, where
a large share of manufactured exports was sold in developing country
markets. By contrast, in centrally planned economies, the decline in the
income elasticity of demand aggravated the adverse effects of lower GNP
growth rates, importantlv contributing to the large export shortfall observed
in Yugoslavia.

IV. The Policies Applied and Their Balance-of-Payments Effects in
Individual CoLntries

Section III of the paper analyzed the impact of external shocks, in the
form of terms of trade and export volume effects, on the balance of payments
of the newly-industrializing developing colantries classified into four groups.
Section IV will examine the policies applied in these groups and indicate
the balance-of-payments effects of these policies.

The balance-of-payments effects of the policies applied are shown in
Table ia while Table ib relates the results to the value of exports, imports,
average trade, and the gross national product, as the case may be, all ex-
pressed in "1972" prices. More detailed estimates are shown in Appendix
Tables I and II. In turn, Table 2 provides information on the financing of
the resource gap, Table 3 on nominal and real interest rates, the government
budget and the money supply, Table 4 on nominal and real exchange rates
vis-a-vis the U.S. dollar, Table 5 on debt service and the external debt, and
Table 6 on expenditure shares, incremental capital-output ratios, and rates of
economic growth.

I. Korea, Singapore, Taiwan

In 1974, the combined balance-of-payments effects of external shocks
equalled 18 percent of the gross national product in Singapore, Io percent in
Taiwan, and 9 percent in Korea. The e2fects of these shocks increased in
subsequent vears in Singapore, reaching , percent of GNP in I978. After a
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small increase in 1975, the ratio declined to 6 percent in Korea and to 4 percent
in Taiwan in 1978.

All three countries continued with outward-oriented policies in the years
following the quadrupling of petroleum prices and the world recession.
In Korea, quantitative import restrictions were liberalized and tariffs were
lowered in 1973 and in 1977. The resulting reductions in import protection
appear to have been greater than reductions in export subsidies which
occurred through the elimination of tax benefits on income derived from
exports and decreases in wastage allowances on imported inputs used in
export production. Also, new facilities were established for medium-term
and long-term export credits'.

Import liberalization proceeded more rapidly in Taiwan than in Kotea
while reductions in tariffs were smaller in magnitude. In turn, Singapore had
practically no import restrictions and further reduced its already low tariffs.
And, both Singapore and Taiwan instituted new facilities for medium-term
and long-term export credit.

At the same time, there are differences among the three countries in
regard to the macroeconomic policies followed as well as the course of the
real exchange rate. Korea increased reliance on foreign borrowing in order to
overcome the adverse effects of external shocks it suffered in I974. At the
same time, it ensured that the incremental inflow of capital was invested
rather than consumed by providing investment incentives, reducing the
government deficit, and re-establishing positive real interest rates. These
measures contributed to the increase in the share of investment in aggregate
expenditure from 23 percent in 1971-1973 tO 27 percent in 1974--1976.

With the rapid rise of investment, Korea expanded production for ex-
port as well as for domestic markets. Notwithstanding the appreciation of the
exchange rate vis-a-vis the U.S. dollar from its undervalued "1972" level,
increases in exports and import substitution, taken together, offset the
adverse efTects of external shocks on Korea's balance of payments in 1975,

eliminating the need for additional net external financing.
Following the liberalization of imports, export expansion assumed

increased importance relative to import substitution while the two effects
combined came to exceed the adverse balance-of-payments effects of ex-
ternal shocks by more than four times in 1977. Although higher GNP growth
rates added $ i.O billion to the import bill, and Korea continued to suffer
the efiects of adverse external shocks, additional net external financing
reached $ - 3.3 billion as a result.

The increase in the share of investment in aggregate expenditure from
a.7 percent in 1974--1976 to 30 percent in 1977-1 979 importantly contributed
to the acceleration of economic growth in Korea. Notwithstanding the
increased investment effort, however, export shares did not rise further and

Exporters continued to benefit from the duty free entry of these inputs. While offi-
cially the prior exemption system on imported inputs was transformed into a drawback
system, involving the payment and subseqtient rebate of duties, in practice payments
were not made.
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Table z -- Financin,g the External Resonirce Gap, 1971-1978 ($ million)

1 IJ ~ ~ ~ ~ J I~~~ j Aver H~ver

I I i 1976 ~~~~~~~97 175 1977 1978 97i'97' 9 "973 1972' 5 977974
I971 1972 r973 "1972"~ 194 97 68 I94 2973194 3 796 197 978 ae1

__________ I 1' I~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~t I I I to
_____ ____ ____ _____ ____ ____ _____I__ 197__ 11978

Argentina Brazil

Interest receipts .1... 6 7' 26 ifi 128: 5 50 Z28; 333 '39 43~ 13I 3271 '67 718~ 83664 202812, 358 640- 2472

Interest payments . . . -.n22 -279 343 2'8i -4251 - 467 -515 -5001 -7I9 -525 -374' -5441 -908; -609-! 448 1-8I --29If2 46o3 334!-2239

Dividenids. ...... -46 -l -77, - 61,1-36- -1i6 - 25 -2111 -324 122 -412~ -3I0 -530 -427 -3554! 53'. -790~-I 3301-5381-949

Other factor paymenits - 33 8 -3 - 251 -59' - 15 -3 -27' - 143 -350 5 IOj 9 -' -751 120; -331 - 44 -53
Officialtransfers .- - 3; -4 I I I 0 -1 -5 0~ 0 - 23 61 20i -2 -IOj -4 5 -2

Direct investment .- . Ii I to Io io To o Q 82; 273 73 5361 370! 72341 Sif 1268 0% 1 12 '678 iSto 1426

Portfolio capital- -. ..-- 94: 1I2 56 251 -78 203 -22I 137j - 503, - 92 '595. 3 115' 2 768 2 493 5 371 4 9356 6 988j 4 540 9486 6,268

Errors aind omissions -. 29' 40 69 46 26' 4 486- 324, 27 227 -9. 438 355 26, -64 - 35: 1024i -614 29! X22

Changes in reserves . . . 444_ 65 -845 -112~ -76 inSo!o -921'-83-2 297 8i .8~ 4 i: 3 yI 4 89 11-63~9~66~ 6
-I- - - __ __ 4_3 - 45 S

Net external finiancinig -- 98~ -rx8i-i '26 -3821-in 843,-I ' i6 - 1904:-3 055 I i56 924 200O0 I0721 999 62771 4 913 3 818 649 2

0 i I i i 5 43 7 617~~~~~~~~~~~ 7 o68I 
Total external financing"- 370 220 -706 -38~ 49l 326!1 -6i6'- I 193 -2 012 - 509 1 710 1854 25101 2 025 5279; 7 306 6 699 53 62o 6

Colonibia Mexico

Initerest receipts . 81.. 9 1I' 24 17~ 65, 56~ 65 65 123 75 65 So 97 S I 153 117[ 124, i68 245' 161
Interest paylaents - - 24; -'33- -68 -239 -201 -230 -269 -2321 -26- 248 - 309 - 345 -513 -389 -8o6'-1r094!-1675 -1 978 -2 5306

Dividends - -.v,.. . - -701 -70j -70 - 55 68 -209 -o6' -114' --6 -59 43 -58r -458 -794 -840 -666, 400 -480 -636

Othser factor payrnents - -3 3 . 3 -0911 -i8 -1 ~2 1 '3 3 1 49 57~ '46 0182 186! 253 260 279 232

Official transfers - i 24, 23 26 321 17 .3 6 6' 15 z i'n 7, 1622 2

Direct investmet - ~ iS! 24 48 41! 40 23 64! 75- 5 307 301 457~ 35 6781 6lo, 6281 556 531 6fin

Portfolio capital - 303- 228 23 11Sf 231, 142' 171 -9z21249 220 629, '34 1q04! 769 3122; 4 872; 5233i '606' z56 35
6
o

Errors and omissions . . 90' 103! 69 87' -17' 10. 211 '591I138 100 34 6911 -411 91 -845 --I 249i-3 046! 53~ - 557'-1129z

Changes in reserves . . . if -1S_i_- 6r9-'3 9-12 _633 --3586; -528 -353 1 -34, -190 154, '59 - 7c -1781 595-375! - 428 -93

Net external financioig - 6o -251 - flu 25 i6!8~ -283. -3543 -7231 _423- -341 3731 375! 584 444 1 633 2 451 T2473! 84 IS ' 098

Total external finanicing"- 445! 1801 771 2341 424? 135 - i65 -3851 - 40' 6 1041 rI 159 1 T678 1291 3233! 4 333 3 814 2294 30451 3 354

Chile Uruguay

Tnterest receipts - 22 2 3 6) 24: 3 In 15 39 i9 6 3 4 7 12- is 9

Interest payments . . . . -100 -124! -214 -''3! -286 -282' - 3201 - 360 - 454 -340 -221 -295 ir1 26 -4 -7z' -79 771 -9I 

Dividends -....... -30 -25! 0 -r8I -8 -v; -2; -23 -3 1 l 0 0 0 - - . ! -
Other factor paymnents - 11 ~ I .7 5 34l 314 0 I - 4 - 4 -2 l 8 62

Offirialtransfers-..... 4' 2! jo 5 8, 23, 26' I6 0 II 8 5 7 5 0. 0 0 4
Direct investmaent . . .- - -66' -i - -24 -557! 3o! -xf 21 z82i -6 0 o 0 0 o 66 129 39
Portfolio capital -. '34. 34 42 4701 316 761; 257~ 167 776 1 4961 691 102~ 40 5O 4 16 i6 6o; 236 31 138

Erroroandondssions -In9~~~~~~~ 0 -86 ~65 -i7y -19 -3 -33 -_65 -48 -I -62: 30' 48 -82 -38 -15, 35 '581 12
Changes in reserves - - 259 30-100 90 90~ 277 -333 -210 -7201 -79 13 36~ -27 17 40 62' 73 179-~ 1 -29: -56

Netesternalfinancing - - 71? 3301192 298. -III' 253 -3'3 ~~~~~15T 411, 44 50 -75 s 27 S 118 Ix 
8

3 441 67

Total external financing'- ol 7 3028- 32 89 399252j - 136, 7893 ~ 39 42
____________________________ ~ ~ ~~'3o6 3291 x83 57-ii 54 9 9 2 .7 3



India I tlsen,

lilterest ueceipts . . ... 48 43 5 1 47 94 130 195 274 468 232 23 2 1 4 1 28 82 47 70. 134 282 123

Initerest paynlients - 350 -30 -31 '6 304 -396 -347 - 4131 - 338 358 -- 109 -150 - 192 -50 294 - 424 _-480 __ 675-68 5-68

Dividends ... . ... 0 o- 0 0 0i 0 0 0 0 -- 3' - 25 -201 -I3 -- 30. -- 25 -37 -32.1 - 50, - 3

Other factor payments - 8 10! 1 3 10. 45 79, 29 -671 ' - 6 236, 229 176 214. 15o 125 182~ 31011 328: 219

Official tranisfers. .. 144' 163 110 139, 2 094i 194 401~ 394, 993 5195 63. 50 36 5o 67 67, 152' 53 38. 75
Direct investmnent - - 3j - 23' - 4 - 61 x - 0' 0' 5 42' 64 95 67 11 57~ t

1 ~ 931 89! 88

Portfolio capital - 757' 275~ 482. 505 ! -937~ 95,8 921 437 o
1

276 742 2r0 558 1624~ 2 39A I7821 2305' 2 006 1

Errorsandomissions . . ~~~-953 -254 -42 -130~ -290~ -425 2)6, -1341 1991 1-95 26 22 45 31 107 -226' -232~ -63l -32 7 -148
Clianges inreserv'eos .- -22. T29 ro8 7- 20, 362 2214r 2 42 I-ti6q21 1335 39 41 -- 348 -150 171' -7- 1132 - 2

Net external financing . . 489 t9~~~~~ 318 275 716! 2~47 1377 1 934' -370 -4 o8 94 352 635 1- z ~ 24 26 < 

Total external financingo 839 3691 709 6539! 20~ 533 1 030 I 321 -32 2o16 1i7o~ 669 554 798 2320 2092 721 460 709 1 1'6I

',illgapore Taiw-an . c

Initerest receipts -..... 83~ 96 137. 205) 282 211 2'08 273 383 232 401 461 112 66' 264 149 254 212'e 376 2~1

Intterest paymrents . . . 30 -128 -2981 -- 52 -372 295. 349 -374' 454 -36 36i 24! 43 4'l - 82' - 142 -- 62 -313 - 400 240

Dividends ... .0 0 0 0 0~ 0 0 0t 0 0 1" 29~ 49 -321 - 65 -90o -6i~ - 67 75 -72
Other factor payrne,,ts - 1 17' 6i' 

8
o~ 86, 82~ 69' 32 32~ 38, 51 20) 48! 221;1; 1 II' -51 -- 19 -20 30 

Official transf ers... Tt I t- 9 4 -3 - 3 4-- 2 2 - 0 - 2 - 6' I - I -la

Direct inivestment .- 26 292 3391 232 3971 liii 33s- 53r7' 942 53 27 6 47! 83 13 72- ,9 14 67 I

Portfolio capital - 7T' 203 334! 237 -99. - 32 199,' 272- 274- 123 1821 29~ 485 -2251 1 029 532! 266-- 080 i6331 175 t

ErroTs andornissions - 75 51 451. 2621 4891 902~ 433 252, 18- 63o. 459 -4 '9 2 11~- 6 35 13- -5[ -243, -141 -135' 102 
es 319i 6o-411 336' -236 _ __

Changes in reserve - 39 337 4--56 25 -408' -298 -323 ~665! -336 -41 514! 6o 05! -41, 122-423! 4 45 -

Not external financing 65094 54 549991 8' 9 402 729 66o I81 441 ~ 4311io 4721 - I33- r5 -1r8701 390 ~ 0

1 - I ~~~~~~~ii I <0

Total exterrial 6inancingo- 934 671 802 802 1370 884' 94T1 7 76 2 173 1 029 1121 4453 4951 39~ 1 2471 704 - 2i8. -733 395 -79

Israel Ygogss?va io

Interest receipts -I.. I 20~ 1371 238, c6 335 322, 363 370! 496 377 17 17! 50~ 28 931 62, 90 22 10 1 04

Interest paymoelits - - -77 240 -334 -250 -526 -65 -663 -7T15 - 939 - 699 -1471 - t8 222 178 2I5-41 34 3I 5 6 

DividendIs - -- 9!-.0 -2' -3 - 53~ 49 -38 - 46 -48 - 47 0 oi 0 ! 25 93 - 364 -381 45 -- 6 
Other factor payinacts .- - 68 -14 -198 -127 -233 - 242. -222 -1931 -2r8, - 222 o' 0' 0' 0 I l 0~ oj o

ggo rC)o21 r436 1277 i56o - I I -,
Ofhlcial transfers -... 240~ 344 2050 545 99 02 48-17 6 253 - -l 4~ 4! I 0 -1 0

Direct investm'ent -- 57' 1131 148 4058' 42 8 I34 70 0 0! o- o J0
Portfolio capital . ~~~~~533! 4111 835 593 985 I 901, 1024. 32 I 345~ 1097 428 147 I68 248! 94 1 067~ 90O' 1 544 1 67,1 145

Errors and omissions . 5 81 53! ---4 36 1 83 249~ 22 430i 391 x62 0 0 0 0' 0

Changes in reservI - 224, .1.-! -532 -425 8t 9 4 237 ~86o - 26 -70 5~66 64 427 243 6 65 11-50 -229,

Net exterllal financinig 1 z 651 t6r! 622 2209!~ 2 673 1929~ 129 86x 93 227 -368 -636 3261 999! 722 -439 I274 2 5

Total external financingo 726' ~~425. I 537 893 278 34 66 26 2948. 27191 374 -403 414! 248 1284 26' -5 16~217 11

oSum of net externial finanCing, interest payments and dividends.

Source: IMF [Balance of Paymuents Yearbook various issues; International Financial Statistics, various issoes'; Yugosl1aviatn data frotnt WVorld Bank [LAnniual Report, various O

issues]; for Inidia, T1978/79 fiscal year was used for 2978, from World Bank [Annual Report, various issues'.
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negative import substitution (i.e. an increase in import shares) occurred
in 1978, largely as a result of the continued appreciation of the real exchange
rate and the domestic expansionary measures applied that maintained rapid
rates of economic growth at the cost of increased inflationary pressures'.
These influences, combined with credit allocation favoring large, capital-
intensive investments in intermediate products, led to a decline in the volume
of exports in 1979.

Additional net external financing was nearly offset by the trend value of
the resource gap in 19772, so that actual net external financing was practicallv
nil. With unfavorable developments in trade, net external financing reached
$ 0.7 billion in 1978 while total extetnal financing was $ I.7 billion (Table a).
Also, Korea's gross debt service ratio (interest paynents and amortization
expressed as a proportion of the value of merchandise exports) increased
from 17 percent in 1973 to 20 percent in 1978 while the ratio of the (gross)
external debt to GNP rose from I8 percent to Z5 percent (Table 5)3.

Taiwan let its real exchange rate appreciate by 23 percent in I974 as
compared to its "1972" level, leading to a decline in cxport niarket shares and
to negative import substitution. These unfavorable changes in trade flows
aggravated the effects on economic growth of the deflationary policies
applied, involving a decline in the real value of the money supply by 24

percent in 1974. As a result, economic growth came practically to a halt
whereas the 41 percent increase in wholesale prices in 1974 was followed bv
a 5 percent decline in 1975.

Savings in imports associated with the decline in the rate of economic
growth did not fully offset the adverse balance-of-pavments effects of losses
in export market shares and negative import substitution in 1974. Corre-
spondingly, Taiwan's additional net external financing requirements exceeded
the negative effects of external shocks, necessitating large foreign borrowing.
The situation changed in subsequent years as the policies applied encouraged
new investment and improved Taiwan's competitive position.

To begin with, real interest rates rose to I9 percent in 1975 when whole-
sale prices declined and it remained in the 7-9 percent range in the following
years. Also, increased investment incentive were provided through amend-
ments to the Statute for Encouragement: of Investment and there was a
surplus in the government budget. Finally, Taiwan's real exchange rate

The real exchange rate vis-a-vis the U.S. dollar was 84 percent of its "I972" level in
1977 and 81 percent in 1978; in the two years, the real value of the money supply increased
by 29 percent and 12 percent, respeetively.

I The high value of the resource gap reflects the fact that the "1972" trade deficit
would have increased further if import and export trends observed in the preceding decade
continued.

I Table 5 also provides information on the net debt service ratio, derived by deducting
interest receipts from debt service obligations, and the net external debt ratio, obtained
by adjusting gross external debt for the net value of reserves. These ratios will be referred
to in cases when they show results substantially different from the gross ratios.
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depreciated from year to year, exceeding the 1973 level, and approaching the
"197Z" average, towards the end of the period.

As a result, the share of gross domestic investment in aggregate expendi-
ture increased from 28 percent in 1971-1973 to 33 percent in 1974-I976,

with a decline to 31 percent in 1977-1979 due largely to the decline in the
rate of inventory accumulation. The rise in the rate of investment and
improvements in its competitive position, in turn, contributed to increases
in export shares and import substitution in Taiwan. At the same time, in
conjunction with the liberalization of imports, export promotion assumed
greater importance vis-a-vis import substitution.

These influences contributed to the acceleration of economic growth in
raiwvan. Its gross national product grew at an average annual rate of io
percent after 1975 while it hardly changed in the previous two years. Still,
due to the slowdown in earlier years, Taiwan continued to experience
import savings. All in all, the balance of payments impact of domestic
economic policies affecting exports, import substitution, and the rate of
economic growth exceeded the adverse effects of external shocks more
than five times in 1978.

Corrcspondingly, additional net external financing became increasingly
negative and amounted to $ -- 3.o billion in 1978. Adjusted for the trend
value of the resource gap, actual net external financing was S - 1.9 billion,
and total external financing S -- 1.4 billion, representing largely the re-
payment of foreign debt. In the same y-ear, the gross debt service ratio was
7 percent, onlv slightly exceeding the 6 percent ratio in I973 while the gross
external debt ratio was i6 percent as compared to i i percent in I973.

The real exchange rate in Sihgapore fell bv 2o percent between "1972" and
1974 and increased onlyT slightlv in I975. WIhile exports continued to benefit
from subsidies, reductions in import tariffs aggravated the effects of the
appreciation of the real exchange rate giving rise to negative import sub-
stitution and a slowdown in economic growth. Growth was further slowed
bv deflationary policies, although these were much less far-reaching than
in Taiwan, with the real value of the money stupplv declining by i I percent in
1974.

In 1974 and I975, ta-en together, the net balance-of-payments etfects of
domestic economic policies added slightly to the adverse effects of external
shocks in Singapore, thus raising external financing requirements. Financing
took the form of the acceleration of the growth of foreign direct investment
arid the clandestine inflow of portfolio capital that shows up in the errors
and omissions item. Political stability in Singapore was attractive to foreign
investors and direct investment was fLirther motivated by increased in-
centives through the extension of the tax-exempt status of pioneer industries
from five to ten years and the establishment of the Capital Assistance Scheme
to furnish capital to skill-intensive industries. At the same time, the inflow of
foreign capital permitted maintaining gross investment at over one-third
of aggregate expenditure.



Table 3 - Nominal and R?eallInteresrt Rates, the Government Buedget and the Money Su pp1y, 1971-1978

19,( 17 93J-7" (4 1 1975 1 i96 I r977 1978 r 1971 1972 2 973 ~"1972`j 2974 19705 1976 1[977 J 1978

Argentina Brazil

oinlinterest rate
0 .

..... 23.2 30.2 16.2 26.5 26.5 94.5 113.3 1.8 428 00 2.0 8. 29.3 2. 8o z. 00I3.

Real interestrateb .1... 1. .- I3 -24.7 1-17.3 1-17.8 7.9 -33.9 .64.1 1-Ili -2.3 0.0 1.2 z.x o.8 -8.6 - 7.3 1-07 -8.7 -

Governmenit revenue. ..... 6.6 15.7 52 .8 6o 3.9 5.3 6.I . 05 1. 03 i. 9.6 zo.8 io. 204

oenment expenlditure' 8. 1. 07 ~ j21. i6.x 38 2. 2. 0 la0.4 20. 9.6 10.8 x.6 2.

Budget suplus(deficit)0 -2.3 2~. 8 -5.5 3.5 -6.3 -12.2 -8.5 -4.2 p- --0.2 -0, I 0.2 -0.1 o.6 o:0 o. .0 0.

Change inteS oeyupr % I

- noininald . ~~~~~~~~~35.9 I67.0 10.3.6 68.8 [72.6 1196.5 297. 4.7 3.3 29.2 40.0 49.I 39.4 33.6 39.2 38. 66 4.

- real" . -2.2 -3.3 31.7 8.3 46.4 oS -33.6~~~~~~~~~~~ ~~~~~~~ -0.3 -5.2 7.7 18.z 27.7 17.8 3.5 94 -. 3 .- 4.1 2.5

Colombia Mexico

Nomrinal initerest ratel . . . .14.0 14.0 14.0 14.0 x6.o i6.o 20.0 20.0 22.0 4.3 4.5 4.5 4 5 4 5 4.5 4.5 45 4.

Real interest rate" .. ..... 372.1-75 2 -53 37 .. . 47 -54 -46-6o-
Governmentrevcnue' .~~~~~~~~~~~ ~~ ?'~~ 4- -14.7 -73 -. 4 -53 37 6 r 7 -8.8 -. 2. 54-46- 97~

Gow.muent reveaw- . . . .. ~7 8.0 18.4 9. 8-1 9-5 9.3 (0 9.5 8.5 9m9.7 9 9 .7 23.14 3 2 3.13 iiI i 

Government expenditure' . . . . . 10.9 9.4 1 10.3 19.0 9.8 8.5 8. I 8.8 9.3 1! 6 T4 I .I i. 6.7 Ii6.5 1
Budget surplus (deficit), -n.8 -2.0 0 13 -. 03I0.9 0.8 .7 o8 -29 3.120 - 3.6 -- 3.5 -3.4 I-3,3-.
Change in the money supply (%/) 17 0 2 

- nominald . 12.9 7 ~~3.2 i.8 202 34.7 30.4 25.0 7.6 17.9 22.4 i16.0o 20.7 214 29.2 6. 3r.

~~realb.0.3 .~~~~, ~ ~~ ~ 3 9.6 2.9 63 .6 I 4.7 5. 8. -21.5 o. 5.6 -07 2.

Chile Uruguay

Nominal interest rate 
.

2... 5.0 20.0 50.0 28. - 67.3 197.9 j93.8 63.2 --- 456 5-

Real interest rateb . 247 2. 3-3 -46.4 - 22.7 4-45 2.2 r 6.5 3 3-- - 4. 69 759.

Governiment revenlue'.2... 8.2 25 9 69 270 24.3 289 -

Government expenditure' . .. 26.2i 16 i 24.8 25.7 34.9 t7.8 23- 1 0.1 28.5 23029 22:99 23.46

Budgetsurplus (deficit)' . 7.9 10201- 79 -8.7 -zo.6 2L. - - --- 3- -71 -4.4 -. 09 -.

Change in the usoney supply(% I
- nominal4 .2.... 20.0 245.3 326-7 2'94.2 272.4 257.4 193.7 1208.2 68.6 53. 46.9 So.o 60 .3 64.2 64.0 66.1I 38.2I 79.7

- rC~~~~l .63.2 00 250 22.4 -25.2~~~~~~~~~~~~~ 1-24'.8 -5.9 8.7 27.5 -3 -3.8 -8.2 - 4.8 10. 82 2.
relb . .. . 6 . .0 2 . 1- ~1.22I 22.6___ ___ _ _ _ 0 .2 2 .



lndsiz Koreai

Nominal initerest rate' 6.0 6.0 7.0 6.3 9.0 9.0 9.0 9.0 9.0 16.0 1. t o 110iC 12.7 11.0 14.0 14.0 r 4.0 15.0
Real interest rateb . 09 .3 -. -. 252 45 7.3 3.0 r0.1I 6.9 - 2. 38 2.8 -21.9 - 9.9 L.7 4.6 3.0
Governmnent revenue' . .. 9.9 9.6 5.4 9.3 9. 03 oi 1.6 - 7.2 i5.6 15.4 i61 r. 177 20. 19.7 20.3

Governlment expenditure' 12.1 11.6 9.9 1 1.2 ro.6 12.5 13.4 13.2 L 17.8 20.1E 16.6 16.-2 178 1. 03 19.4 1.
Budget surplus (deficit)' -22 -2.0 ~~~~-15 r9 if -z.2 - 2.8 i'2.6 -- -o.6 - 4.5 -2 -2.1 -1.8 -1.7 0.4 0.3 0.5

Change i the myoney supply 24) .

- 110mj11a1
0 .

1~~~~~~~3.6 12.8 16. 1. 1. 9.3 24.9 16.8 216 16.4 I43.1 40.6 .34.1 29.5 , 25.0 30.7 40.7 2.
real

t
...

.
.1 2.9 1.3 1.; 1 1. t.8 2. 104 22.9 7.2 27.5315 2. - 8.9 - 1.3 1. 91 1.

S ingapore Taiwani

Nominu'al iiiterest rate' . 3.0 7 .s '9.0 5.2 10.3 p 7.1 6i.3 7.0 7.7 12.0) 11.3 13.3 12.2 14.8 13.3 1 2.0 iu.8 10.8 
Real intrs atb6o 5.3 . 3.7 3-o. -9.9 4.3 9.0 3.6 2.8 11.8 6.6 - 7.7 3.6 '-~ 293 8. .9,7. 

Governiment revenLue' . 22.3 23.I 21.5 223 22.2 25:5 242 23.5 23.7 - - - - 14.4 16.4 t6.i 26. 5 i6.8 ~. C;
Government expesdi ture' . . . 13.1i 16.3 13.1r 10.3 r5.2 r73 i 8.8 19.6 20.5 Z- - -1.0 12.1 12.4 13.2 1229 "

Budget surplus (deficit)' 4.2 6.9 6.4 5.8 7.0) 3.-2 5. . . - - - 4.4 .1.3 3.7 i 3.2 3.
Chapnge ill the mnoney supply 5(4)3 .2,2 I

non-inald . ...... 7.9 35.5 10.4 r17.9 5.6 21z.5 15.2 10.3 11.7 24.6 37.9j 49.3 37.3 7.0 26.9 23.1 29. 1 4 I 2
resib .6.o ~~~~~~~~~32.7 -12.7 S. 7 13 15.3 17.6 .6 .6 24 3.1 16 2.0-3.9 33.6 I19.7 25.7 29'5 

Israel Yugoslavia

Nomlinal interest rate' . . ---.... . --. r -. 

Real interest rateb.- .-.. ......-.
Governmetnt revenue' ..... 39.6 34.3 38.5 37.5 42.4 49.2 55.5 57.5 -- 20.9 23.8 20.3 21.7 22.2 z221 22.4 23.4

Goverinment expenditure' 55.0 47.2 67.3 56.5 66.1 70.3 76.6 78.35 - 25.3 24.21 20.7 23.4 24.9 24.2 24.3 23.1 0
BSudget surpu (dfct'... 1. 1. 28.5 Q-19. -23.7 - 21. - 21.1 -21.0 - 4.4 -0.3 -2. r1.7 .7 -2. 1 - 1.9 -21.7 
Clhange in the money supply (~ 

- nominal
0 . ~~~~~~~~25. 2 287 3.3 2. 1. 17 27.1 38.8 45.0 15.9 41.7 38.4 32.0 23.2 i32.8 60.2 16.8 20.4 

-realb. ..... x6
.3 1 6.3 11,2 1 4.6 1-22.2 -13.6 - 2.8 0.2 -5.3 2.0 26.3 23.1 17.2 . 3.8 .18.9 51,2 1 .8 1227

Dkiscoullt rate itt most cases. For Argentina, the floinillal illterest rate, Singapore and Uruguay, the primie rate, aid for Chile the 30 day timie deposit rate it
commiercial banks were used. - b Deflated by the wholesale price index. - Expressed as a proportion of the gross national pmroduct. The data do not include
grants, lending, and repay-ments. - Sum of private sector demand deposits and currency ouitside the banks (MI).

Source: IMP jlnternatiollal Financial Statistics, vario9ls issues) .
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The real exchange rate depreciated in subsequent years, surpassing the
1973 level by one-tenth, although falling short of the "1972" average in
about the same proportion. Improvements in Singapore's competitive
position were translated into rising export shares while negative import
substitution continued during the period under consideration as tariffs were
further reduced. With the effects of export promotion exceeding negative
import substitution, and high investment shares being maintained, the rate of
economic growth accelerated. Nevertheless, Singapore continued to ex-
perience import savings due to the slowdown in the rate of economic
growth in the early part of the period.

Given the positive net balance-of-payrments effects of domestic economic
policies, additional net external financing requirements were considerablv
lower than the balance-of-payments effects of external shocks. With the
trcnd value of the resource gap being small, actual net external financing
was $ 0.7 billion while interest and dividend pavments raised total external
financing to $ i.z billion. Much of external financing continued to take the
form of direct investments, and the gross debt service ratio declined from
9 percent in 1973 to 7 percent in 1978. And while the ratio of the gross
external debt to GNP rose from 13 percent to i5 percent, Singapore's
net reserves continued to exceed its gross external debt nearly three times.

z. Argentina, Brazil, Colombia, and Mexico

In 1974, the balance-of-payments effects of external shocks represented
4 percent of GNP in Brazil, i percent in Mexico and Colombia, and practically
nil in Argentina. After increases in 1975, when adverse changes in the terms
of trade reinforced the impact of the wo:rld recession, these ratios dedined
until 1977, with a small deterioration occurring in 1978, Argentina excepted.
The relevant ratios for 1978 were: Brazil, z percent; Mexico, i percent;
Argentina, - i percent; and Colombia, - a percent.

The four Latin American countries did not continue with reforms to-
wards greater outward orientation during the period under consideration.
Brazil and Colombia, in fact, increased the bias against exports through
greater import protection and reduced export subsidies, respectively. Fur-
thermore, Colombia let its real exchange rate increasingly appreciate vis-a-vis
the U.S. dollar. In the early part of the period, the exchange rate was over-
valued also in Argentina and Mexico while there was little change in relative
incentives to exports and to import substitution in the two countries.

At the same time, there were differences among the countries of the
second group in regard to the macroeconomic policies applied. In Brazil, the
immediate response to external shocks was to increase foreign borrowing for
the sake of maintaining a high rate of economic growth. In the years I974
and 1975, taken together, the deterioration of the balance of payments re-
sulting from external shocks was fully financed from abroad; increases in
export market shares were offset by the rise in imports associated with
higher GNP growth rates; and import substitution was practically nil.
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Apart from permitting continued increases in domestic consumption, the
amounts borrowed were employed to finance large investments in infra-
structure and in highly capital-intensive industries producing intermediate
goods for the domestic market. In turn, private investments in machinerv
industries were promoted through the increased application of credit pre-
ferences while real interest rates turned negative.

Measures aimed at reducing imports included increases in tariffs, advance
deposit requirements, and import restrictions. Notwithstanding the introduc-
tion of some new export incentives, the net effect of the measures applied
was to increase the bias against exports and in favor of import substitution.
At the same time, the real value of the cruzeiro in terms of the U.S. dollar
changed relativelv little.

The application of these measures led to considerable import substitution
that came to exceed the combined balance-of-pavments effects of external
shocks after 1976, when additional net external financing turned negative.
This result should, however, be considered in the light of the increased
burden of interest payments and dividends that rose from S i.o billion in
"1972" to S 2 billion in 1974, approached $ 3 billion in 1976 and was nearly
$ S billion in 1978, raising total external financing reqluirements to $ 7.6 bil-
lion.

With the amortization of foreign loans adding to the debt service burden,
the gross debt service ratio rose from 43 percent in 1973 to 68 percent in I978
whereas the gross external debt ratio increased from 14 percent to 24 percent.
In turn, the rate of growth of GNP declined after 1976, reflecting the effects
of investments in capital-intensive industries, the decline in the rate of
domestic savings associated with the maintenance of negative interest rates,
the distortions due to accelerating inflation brought about by expansionary
policies, and the deflationary policies followed between mid-197 7 and mid-
1978.

In Alexico, additional net external financing exceeded the balance-of-
payments effects of external shocks by a considerable margin throughout the
period under consideration. This result obtained as savings in imports
associated with lower GNP growth rates did not suffice to offset the dete-
rioration of the balance of payments resulting from losses in export market
shares and negative import substitution.

Decreases in export market shares and negative import substitution show
the direct and indirect effects of expansionary policies followed by the
Echeverria Administration from 1972. These policies entailed rapid increases
in government expenditures without corresponding increases in revenues.
As a result, the budget deficit, expressed as a proportion of GNP, increased
from 1 percent in 1971 to 4 Percent in 1974; it was between 5 and 4 percent
of GNP in the following two years.

The budget deficit was financed by money creation' and by foreign
borrowing. Money creation gave rise to rapid inflation and to the dete-

Apart from a small decline in 1974, the real value of the inoney supply increased at

rates ranging from 4 percent to I 5 percent betwreen 197 anId I976.



Table 4 - ATov,inal andl ]?eal -Exchaq{e Rates, 197I1-978

19,!T7 973 i"1972"I 1974 1975 1 976 1977 1978 11971I 1972 i1973 `"1972"i: 1974 1975 1976 197 17

Argentin:a Brazil

Exchange rate, ilatioLial
currenicy per U.S. dollar . 4.6 8.2. 9.4 7.4 8.: 36.6, 140.0, 407.6 795.8 3.288 5.934 6.1261 5.763: 6.7901 8.129 o0.675 14.144,18.070

Index of exchange rates . . . 62. 1 10.S, 127.0, 100.0 120.3' 494.6, 1 89I.9' 5 508.2, 10 754.1I 91.41 102.6 105.9' 100.0~ 117.4! 140.6 184.6, 244.61 312.3

Dornestic wlolesale price index 53.8 95.r 143.5 100.0: 17r.2 503.41 3015.-51 7 5209 18 505.3 84.1, 99.7 164 0. 5.1 9. 7. 9. 537.3
Index of relative prices ,

vis-A-vis the U.S. ..... 6o.6 102.6 136.9 100.0; 137.3 369.5 2 117.2 4 973.1 I11368.9 ^06 103.1 o06.4. 10()0, 115.7, 134.6 184.3 247.6 316.4
Inidex of real exchange rate I: .

vis-A-vis the LU.S. dollar . o12.6 ,o8.o 92.8' ro0.0 87.6 T33.9 N29.4' 110.8 94.6 100.9 09.5 9)9.3' 100.0 101.5' 104.5 100.2 98.8 98.8

(.,dombj,' ~~~~~~~~~~~Alexi-,
Exchauige rate, nationial 

currency per U.S. dollar .. 20.080, 22.018, 23.813 21.970 27-109 3Z.202 34.976 36.923~ 39.252 12.500 12.500 12.500 12.500: 12.500 12.498. 15.426, 22.373~ 22.767 =

Index of exchange rates . . . 91.4: 1000.21 108.4, 100.0' 123.4 142.0 159.2 i6o.r. 78.7 100.0 r00.0' 10o.o, 100~.0 1o.' 00.01 I00 123.4 x8o.6; i82.1
Domestic wltolesaleprice index A,.i 9 6.2 122.9' i00.0 r67. r 209.61 257.6 326.5 38. 32 9..111.0,100 360 5.'l37 29330.

Index of relative prices 3810.4- 479913. 0.5958.7 100.016o 15052 123.3 25633. 0017.

vis-a-vib tne U.S . .. ,. . ivv; 9.7 -. 6. ion 2 479 13..0.5 2A 100.3 987rxi wor4. I054. 2. 638 7
IlIdex of real e-xchange rate 

vis-A-vie the U.S. dollar .. 104.2 i 100.5 96.3 T00.0 935.7 c)6.o, 91.5 77.2 78.8 99.7 101.3 98.9 100.0 96.0 94.0 '00.' z110.3 103.4

Exchange rate, ilatiollat
currency per U.S. dollar.. 0.0121 o.02o1 0.1M1 0.1148, 0.832 4.911 13.054 21.529 3 1.656 0.z60, 0.363 0,8751 0,5661 1 216 2.299 3.395i 4.750~ 6.125

Index of exchange rates . . . 252 42.0, 232.9' 100.011I746.0, 10 303.0 z7 386.o. 451i66.0, 66411.0 45.9' 99.5' 154.6 10o.01 214.8: 406.21 599.81 839.2 1082.2

Domnestic wholesale price index 17.4 42.7; 239.9. 100.0 1054.0 500o8.0 15 623.0; 29 945.0 41 938.0 43.0 81.6; '75-41 100.0! 31I3.5'~ 540.4. 813.711 223.21817.4
Index of relative prices i I I I, 

vis4Lvis the U.S...... 18.71 44.0~ 2r8.5 0.0 So8.o 3 837.0 10 4710 1891i q6.0, 245.i78 3. 65.3 000 486391.9 56.579. 10.
Index of real exchange rate _s oo'2,55- 4 , 8- I 'O286 6. Q9210.

vis-8-vls ilO U.S. ollar . . 134.& 95510. o 0.0 2z6.i; 268.5 26i.5 238.8 270.5 96.0 11; 4.5 93.5i 100.0 86.4~ 103.6' i06.3 105.0' 18. I



Indiai Korea

Exchange rate, iiatioiial
currency per UJ.S. dollar. 7.5o1' 7.594. 7.742,- 7.612 ~ 8.10o2 8.376 8.960o 8.739 8.1 93 350.80O 393-97'398 32 381-031405.97.484.00 484.00 484.00 484.00

lndexofexehangeratex . 8.-51 99.8! 101.7' 100.0 106.4! 110 .0 117.7' 114.8 107.6 92.1 103.4 104.5 100.0), 1,6,5' 127.0 177.0 127.01 127.0

Doinestic wholesale price incdex 89.31 97.81 112.9 X100.0 145.2 151.4 133.8 162.8 16i. 90. 10.5 :o. 00. 5. 154289237'6.6 ,.
Index of relative prices 90. I ,5 I 8. .0 15 I~15428. 3. 6.

vis-A-vis the U.S. ..... 96.o'Io 1.7' 102.8 100.0: 1113 106.2 103.1r 102.h 94.3 96.7 104.5, 98.8 100.0! 108.2 137.0 146.7 150.61 I56.3
Index of real exchange rate , ' 

vis-a-vis the LT.S. dollar z.2.6 99 1 q8.9 IM1.0 95.6 103.6 r r4-2 111.7 x 14.1 9' 84.3 81.3 A~~~~~~~~~~~~~~~~~~~~~~~~~~~~~1viS~8.vi5 tIle U.S. dollar .. 102.6 99.1 q.~ 100.0 95.6 103.6 114.2 111.7 114.1 95.2 8.9' 105.89809.0'000.1102.7 86.6 84.3788.36

S8ingaporee Taiwan

Exchange rate, naStionadl.
curreticy per UJS, dollar 3.0478 2.8092: 2.4436. 2.7669 2.4369 , 2.3713 2.4708 2.4394 2.2740 40.0(0040.033 38.263 39.432'28.000' 38.-ooo 38.000 38.0001 37.054 4' Uz

Intdex of exchange rates . . . 010.2k1 101.5~ 88.3~ 100.0 88.2 85.7: 89.3 88.2'. 82.02 101.4! 101.5~ 97.0 100.0! 96.4. 96.4 96.4 96.4 914.0
Donmestic wholesale price index 90.5' 92.4 117.01 0.!130 168 140 4. 5. 02 41 100.010.016.5 14. 58.6 063.0' 68.7 I

vrisexvif rltive prices .. ' .x68~roo~10 1 03.2, 96.8 94.1 9r.7 97.3~ 97.3' 105. 6 100o.0' 124.9~! 108.6: 10)6.7 103.3~ 99.3 25
Index of real exchange rate .

vis-A-vis the U.S. dollar .. 112.9! 106.31 82.7 100.0 N0.1 8~.1 1)2.3 93.7 89(.6 104.2 104.2 91.9 100.0' 77.2 98.8 90. W3 9)3.3' 94.7 

Israel Veigas farm 0

Exchange rate, iiatioiial 
cutrrency per U.S. dollar . 0.373 0.420~ 0.420 0.404 0.450 0.639 0.798, 1.-146 L1.747 r14.958 17.000 x6,r8i8qt6.049~ 15.913 17.386 18.193 18.298~ 1.644 

I ndex ofexclsange rites . . . 92 103.91 103.9100i 111.3 138.0 197.4 258.7 432.1 93.2 105.9 100.9 100.OJ 99.2 108.3 113.4 K14.0i 116.2
D3omestic wholesale price index 93.1' 97.1 T09.9 100.0! 130.5 142.7, 140.2' 138.5 170.5 88.8 99.4 111.91 100.0. 045.6 177.5 188.3 207.7 221.9 
Itidcx ot relative prices

vis-a-vis the U.S. ..... 94.4 100.1 105.4; 100.0;i 134.2 172.9' 216.4 262.3 401.8 95.5;i 102.5 101.9! I100.' W11I1.7! 124.6~ 126.3' 130I.3 130.3 ~
Indt(ex of real exchange rate ' ''''.

x'is6-vis the U.S. dollar .. 97.8 103.8 98.6~ 100.0 82.9) 31.4 1)1.2 131.6 107.3 97.6' 103.3 99.. 110 o. 0 88.8 131.0 89;.3 66.8 89.2

The o,nsumer price index was usedl.

.900ree:MF 1' International Financial Statistics, vttrions issurs]l WAorld Banik Reports.
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rioration of Mexico's competitiveness that is not fully reflected by real ex-
change rates calculated by reference to relative prices. This is because, in
Mexico's relatively open economy, increases in wages could not be fully
translated into higher prices.

The decline in Mexico's competitiveness was not offset by a devaluation
until September 1976. The devaluation, and the restrictive monetary policies
adopted by the Administration of Lopez Portillo in 1977, with the real value
of the money supply decreasing by II percent, led to reductions in import
shares. However, increases in fuel exports apart, there was little improvement
in export performance as the abolition of export subsidies largely offset thc
effects of the devaluation.

Expansionary policies were adopted again in 1978, when the real value of
the money supply increased by I 1 percent and the budget deficit approached
5 percent of GNP. With pressures on domestic capacity and the appreciation
of the real exchange rate, the extent of negative import substitution increased
to a considerable extent in 1978. This increase was only partly offset by the
rise of petroleum exports and improvements in market shares for manufac-
tured exports, reflecting the effects of the re-introduction of export subsidies.

As a result of these changes, Mexico's additional net external financial
requirements increased again in 1978. This incirease was largely offset by the
rise in tourist earnings and private transfers, so that actual net external
financing was practically zero in 1978. Interest payments on debt contracted
after 1971 and, to a lesser extent, dividend payments, howvever, gave rise to
total external financing of S 3.o billion that was largelv met by additional
foreign borrowing.

With continued foreign borrowing, Mexico's gross external debt ratio
increased from i6 percent in 1973 to 36 percent in 1978. In the same period,
the gross debt service ratio rose from 67 percent to 1 3 percent. And while
adding tourist revenue to merchandise exports would lower the latter ratio
to 72 percent, tourist revenue in Mexico is in large part offset by tourist
expenditures abroad.

In Colombia, the adverse effects of external shocks were aggravated by
negative import substitution in 1974 as the real exchange rate appreciated by
4 percent as compared to the "1972" average. In the following year, however,
import shares declined in response to the cleflationary policies followed,
with the real value of the money supply falling by 13 percent in 1974 and by
4 percent in 1975. Colombia also experienced increases in export market
shares in 1975, due to the release of coffee from stockpiles as coffee prices
rose towards the end to the year.

With the rapid rise of coffee prices, the balance-of-payments effects of
external shocks turned positive in 1976 and increased further in 1977, with a
small decline in 1978. The opportunities provided by improvements in the
balance of payments were not utilized, however, to accelerate the rate of
economic growth in Colombia. Rather, the policy measures applied adverse-
lv affected the competitiveness of the noncoffee sector.



Bela Ealassa 173
TIhe NeMlY-Industrializiag Developinig Coutitrie,

To begin with, the authorities limited the rate of crawl of the exchange
rate, notwithstanding the acceleration of inflation occasioned by the rise in
the money supply as the credit measures taken did not suffice to offset the
effects of the increase in foreign exchange reserves on domestic money hold-
ings'. After remaining unchanged in I975, the real exchange rate appre-
ciated vis-a-vis the U.S. dollar by S percent in 1976 and by xi percent in
1977, bringing it one-fifth below the "1972" level.

The adverse effects on exports of the appreciation of the exchange rate
were aggravated by reductions in subsidies while only modest measures of
import liberalization were taken. With the increased bias against exports,
Colombia's export market share in manufactured goods declined by nearly
one-half. Furthermore, fuel exports increasingly gave place to imports, re-
flecting the effects of the policies applied in earlier years that were inimical
to new exploration. At the same time, little change was shown in traditional
and in nontraditional primary exports except that releases from stockpiles
raised the volume of coffee exports again in 1978.

The appreciation of the real exchange rate also led to negative import
substitution in Colombia after 1975. The adverse balance-of-payments effects
of declines in export shares and negative import substitution offset the
favorable effects of external shocks in the years 1976 to 1978, on the average,
while the maintenance of past GNP growth rates did not have differential
effects on imports.

Correspondingly, additional net external financing was practically zero
in Colombia in the years 1976 to 1978 combined. Due largely to smugglinlg
that is included under non-factor services, there was nevertheless a surplus
in the actual resource gap that was only partly offset by interest and dividend
payments. With continued small borrowing abroad, Colombia accumulated
nearly $ z billion of reserves between 1975 and 1978, reducing its net ex-
ternal debt ratio from I3 percent to 4 percent. In the same period, the gross
external debt ratio decreased from 17 percent to 15 percent while the gross
debt service ratio fell from 3 2 percent to i8 percent (there was little change
in these ratios between 1973 and 1975).

In Argentina, internal shocks predominated during the period under
consideration. As a result of the expansionary monetary and fiscal policies
followed; the real value of the money supply rose by 33 percent in 1973 and
by 46 percent in i974 while the budget deficit increased from 2 to 3 percent
of GNP in the early seventies to 5 percent in 1973 and to 6 percent in 1974.

The government attempted to offset the inflationary effects of these policies
on the trade balance by successive devaluations, but it only succeeded to
accelerate the wage-price spiral as labor unions and other interest groups were
able to maintain, and even to increase, their real incomes. Correspondingly,
the real exchange rate appreciated by 14 percent in 1973 and 6 percent in
1974; it was iz percent below its "197z" level in the latter year.

The money supply increased by Io percent in 1976, 3 percent in 1977, and 6 percent
in 1978 in real terms.



T'able 5- Debt Service and the External Debt, 1971-I978 ($ million, current prices) -

1297, 1972 1I7,T 1972"I! 4 95 i7 797 181973 l"2972"! 1974 1975 2976 ! I977 1978 1971 IQ72 1973 1975 1976 1977 1978

4 rgenlisa Brazil

Grossdebtservice . . . 502 538 744. 595 ,oosl Iou, 1 2231 1 284. i r6i i s67 2442! 2654, 2021 3372 4031' 5 084 651 86,6
Net clebt service 485 53. 6 718j 578' 872, 9561 173 1 56 2828 1 424 18I 2 327 1854 2 653 36651 4802 6153 7966
Merchandise exports . 1 740j i 94I 3 266j 2 316 3 931! 2g6rl 3912; 5642' 6403 29041 399 699 4365 7 95! S670 10 128 12 120 12 659
Gross debt service ratio 29.9 27.7 22.8 25.71 25.4 34.1, 31.31 22.8 49.4 50.51 48.7, 42.8. 46.3 42.4 46.5, 50.2: 53.7! 68.o
Net debt service ratio . 27.9 27.4 22.0 25.0 22.2| 32.3, 30.31 20.5 44.2 49-.0 45 4: 37-51 42.5j 33.4 42.3; 47-4 50.8! 62.9

Grossexterilaldebtl I-- 3323 - 3642 3450' 5055 5890 7290 6622, 9522112572 9 5 7 2 1 17265i 11 37! 2598s5 32000; 43500

Net exteriial debtb . . 2 215 - 2406 3 286! 3970 2977' 2143 4890q 5338j 6Z561 5465 21893 17135 19441 24744' 31606
Grocs national product . 37 907 43 401 48 130 43 145 56 225 Go 939 62947 70 o2li 72 752 64 34)l 74 871I 227 76 479 io8 664 125 212r 143 1951 158 556, 180 024
Gross external debt ratio _ 6.9g - 6.5, 5.7 8.o 9.4 12.0 20.3! 22.7, 13.99 12.5 15.8 26.9' 18.1 20.2, 24.2
Net external debt ratio .. 6' _ 4.3, 9.4! 6.3 4.3 2.9 7.6 7.r1 6.8 7.2 10.9 13 7' 13.6 T5.6 6 7.6

C))loltbia Afexit

Gross debt service 285 315 358 3I9 4651 471, 4x6 484 i531 733 876 1390 1028 1 398 I 929 2933 4398 7 040 X

Net debt service 2761 2971 334 302 400. 415' 421 419 428 723 7961 2293: 937. 1 245 r 812 2809 4 230 6 795 .

Merchandise exports . . 689 863 T 276 909 1 417 I 4652 1745 2 443 3 ozo 1 363 2 665 2 071 1 700' 2 85o. 2 86i 3 36 4 418 6 2i7
Gross debt scrviceratio. 41.4+ 36.5 30.4' 35.2I 32.8, 32.2 27.9, 19.8 18.3 57

8
52.6 67-1 59.9' 49.i 67.4 88.4 99.5 rr3.2

Net debt service ratio . 40.2 34.4 28.4 33.2 28.21 28.3 24.1 17.2. 24.2 53. 47.9. 62.4 55.1 43.7 63.3 84.7 95.7 109.3

Gross external debt' . _ I - "202 -- 2370 2693 2906! 30ig 3361 .- -- 8310 12 389 17263 22000 26785 32622

Net external debtb, . - -- ;0 568 !2. 648 I 298 905 - - 6 955 - 20996' 15 724 20 973, 25 366 3o 675

Gross national product . 9447, 10 623. 22 o78, 20 7T3 24 224 i6 o3o 17 6Si' 29645' 22 99 41284 4t. 102 52 39I 46 592 60 478, 'S624 73 159 8o 402 91'914

Gross external debt ratio - |- I 27.4! - 26.8, 26.8 25.9. 15.4! 14.6 -- 20.5, 252 30.1 33.3 35.5

Net external debt ratio . -- r3.0' 23.6! 13.5 9,4! 6.1 3.9 - I3.3 18.2 22.0 28.7 31.5 33.4

Chile Cri,qgay

Gross debt service .. 283 391 522 399 88S; 8905 9951 1 153 I 426 46) 71 10i' 74 63, T3 140 149 207

Net debt service . . . 272 390 527' 393 9641 800 9751 11351 1 377 45 70 roo 72! 58, 134 133 137 r89

Merchandise exports . . 96 855 1 2491 r 022, 2 4819 1 532 2 0831 2 90. 2 408 206, 214 3221 2471 382 3841 547 6o8 688

Gross debt service ratio . 29.4 45.7 42.8, 39.0 35.8 51.9 47.3 52.61 58.8 22.3 33.2' 32.9 30.2 26.5! 35.9 z5.6 24-5 30.2

Net debt service ratio . 28.21 45.6 41.4 38.4' 34.9 51.5 46.89 51.81 57.2 22.8 32.71 31.1 29.0 15.2 34.9, 24.3 22.5: 27.5

Grossexternal debto . - - 4048: -- , 4774 5263. 5195 5434 692) - - , 369 - 5571 667 750 791l 866
Net external debtb . . . - 3964 - 4868 5540 53202 5325' 6209 i , - i 681 403 392 405 i 6 8

17

Gross national prodilct 9 275, 9 708' 9 851i 9622 11 398 10980! 2 2020 13 819 16 442 2 923 2 829 3 027 2 893 3430. 3 906 4 212 4629. 5257

Gross external debt ratio -- ' - 4 1I.j - i 4'9 479; 43-3 39.3 42.0 -- i 2.2 - 16.2 17.1 17.8 17.11 i6.8
Net external debt ratio . - , - I 40.2 - 42.7 50-5 43-31 38.5 47.2 5.6 11.7' 1o.0 9.6 3.6 0.3
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Gr-oss debt servie 644 605 764 6178- 27177 789 769 961~ 408 332 401i 531 421 75'. 958 1 359 1I 94t --561

Net debt service 596.. jqi 562 733' 630 2 623~ 659 574 687: 440 309 380 490 393, 669 911 I 289 1 714~ 2 278

Merchandise exports . . 2 037 2 415i 2961 2 471 3 999 435.5 5323 )So, 6 252 i06o T6i6 32115 i964! 4453 9 071 7 6935 9966 12 654

Gross dlebt service ratio . 31.6 25. r 26.5 27.4 69.7 18. I 14.4 T 
6

. Tz 14 31T.3 20.6 T16.5' 21.5! 16.9' 18.9 17.7 18.5 20.2

Net debt service ratio 29.3. 3.31 24.81 25.5 67.3. r5.3 20.5 1 1.5 7 29.2 2 3.51 19.2 20.0 15.0, TR..( 16.61 17.2, 19.0
Gross external debt- --- - 52ozs - 12 386,13 179 141263 19 534 142 - ' 3 556, 4693r 6047 77 8 6211 11 992

Net external debt'b . . - 1081! -- r 11743' 12 703 1 1738 O5( 1057 9744 2 667 - 4546 5515! 5746 s 989: 9 461

Gross iational prodtuct . 57 001 58 930 14 766, 6(232 71 374 437996 104 389'~ 117 520 15 089 616 20i59 725 23 775 791 356 07 79

Gross external debt rattio .- 17.41 -- 1 7.4 15.4 15.6 r142) 14.0 1 7.6 - ~ 19.71 21.71, 22.0: 21.5 25.0 C~

Nl,'t rxtcral debt rat!,, T5.7 '- T6.5 14.9 12.9 10.1~ 8.~ - 13.2 - 19.0 19.9- 17.1 14.9 19.7 ~1
3, lgapmrc Ta,,,i,

Gross debt service 44 tj~56 316 172 389 322 377 .;o65 711 130 176 T5 88 236i 3110 624 659! 955
Net debt service . . . . -~ 39179. 6 207' 11 16 13 3 328 99 130 3 2! 9 1 7 41 49

Merchandise exports .. 755 2 r8t 3i 2515 578 . 377 656 242~ VI 134 T998' 2914 4375 3 095 .s 5i8 9302! r56 93491 12 644 

Gross debt service ratio 2.5 7.2 8.9.9 618 6.7 6.,a 5.7 4.9 7.0 6.9 6.0 5.? 6. r' 4.6 6.8 7,7 7.0! 6. D 

Net debt service ratio. -2.2 2.8' 5.0 2.7 3.6 2.1 2.6 i.6 3.2 4.9 4.5 3.2 4 .0 1.7 .8.0 3.-8 4.81 3. - .

Gross external debto . . 8- 59 -. 558 6oo 772 1 8o3 I120 I261 - 1 535 2 252' 3 130 3521. 3 903 $

Net external debt' . . . K 1827 -2254 -21.07 -2Z592 2 769: 4 183 -1 t8 - -. 346 r083 1 420 2 074. 2394 t.

Gross niational product . 2 739 3 209 3 686, 3211 4304 5028 s 62o 6 478 759)7 A79)3 I 250' Z181 3 94 13 391 ., 033 T7 63 2026a42

Gross external debt ratio .- . 12.5 13.0 11'.9 13.7 i6.8 14.7 .- -- 10.6 '-- I1.8 15.0' 17.2 17.41 15.9

Net external debt t'atio . ~~~~~~~- 49.6 '- 52.4 4 7.9 --46.1T - 2.7 39 .1 - .- 1.3 .6 7.2 9. 102 .8 r 

Gross debt sernice 403 55 7, 612 524 797 9~38 1 102 1 1.1I 1 4 49 965' 672 9, 4 665 1 054 1 356 1 267. T 431 f 85 

Net debt service .... 283' 420,~ 37 35 462' .516b 739 771 953 468~ 6, 7 88' 6.37! 921' 1 296' 11~77 1 3086 T705 IS

Merchandise exports 960' 1 149 1 509 T206 42 5 1 941 2416 3083 3924 1 936,2 237 3020 2364' 3805' 4 0721 I8 96 4 896: _5668 n

Gross debt service ratio . ~~42.0 48.5' 40.6 43.4 49.37J 43.2 43j.6 37.0 36.9 A24.4 30.0 27.7 28.1 26. 33.3 25.9' 29.2 3. 

Net debt service ratio . 29.5 36.6'1 24.6 29.9~ 25.3i 26.6' 30.6 25.0 24.3 25.5 29.3. 26.1T 26.9 24 .2 3 1.8. 24.0 26.7 30.1 

Gross externial debta 3395! 01 0 4410 610(33 00 1,6 259" 243 ' 393 47' 86 459 033 .

Net external debtb . .. 29! 62,3278 296 549 45 98 939 11 91 244- ' 31 - 221 547694 9 3215 5874 JO0 32

Gross external debt ratio 469 47.7, 54.1 49. 56.61 59.7 70.3 79.8~8 1. 7 - - 8.4 - 9.0 T13.7 15.8 17.1 i8.i

Net externlal debt ratio - 36.4, 33.4 34.8 34t.9 46.052I1 62.o 6'.. C 64. 6 ' - 3. -- 6. 1 2.0 11r.9 13.4 14.2

Includes poiblic as well ax private debt. -- Net, reserves ar-e deffined As tII, surt, of foreign rxrlhangc l:odi,:ps, goldi res,mr's as valued by national autlIoritirs, 6t31)I

holdings, reserve positio-n with the Interilational Monetary Fund, le ss use ef Fu',oat crndit.

Source: Exports, interest payments anid receipts: Table T. -.- Amnortization r-eserve holdtiigs: IMF [International 1-iilaiicial Statistics, varioi,s issues]. - GNP in erirrent prices!
World Bank dlata tbase. - Gr-osse,xternat dtebt: Non-OPEC I-SCs [January I90.' srael's gross ester,,,,! d,lrt: Bank of Israel.
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Further devaluations in 1975 were accompanied bv price and wage con-
trols, giving rise to the depreciation of the real exchange rate in that year.
This proved temporary, however, as prices and wages rebounded once the
controls were lifted. The increase in the ratio of the governmental budget
deficit to 12 percent of GNP in 1975 further contributed to inflation, with the
wholesale price index rising at an average annual rate of 300 percent between
the fourth quarters of 1974 and I975 and approaching i,ooo percent in early
I976.

Rapid inflation caused considerable dislocation, leading to the fall of
GNP in 1975 and, again, in the first quarter of 1976. With declines in export
market shares aggravating the effects of external shocks, Argentina also
suffered large losses in foreign exchange reserves that raised questions about
its creditworthiness. The new government, which came to power in March
1976, attempted to remedy the situation by introducing a policy package
including deflationary monetary measures, increases in interest rates, reduc-
tions in the deficit in the government budget, wage control, and devaluation
accompanied by reductions in export taxes on traditional primary exports.

Reductions in export taxes and the depreciation of the real exchange
rate, attendant on the doubling of the peso-dollar rate in the last quarter of
1976, had their full impact on exports onlv in 1977. 'rhe expansion of exports
was concentrated in traditional and nontraditional primary commodities,
while Argentina continued to lose market shares in manufactured goods
where export incentives were below their pre-1973 level. It also experienced
continued import substitution as reductions in tariffs had little effect, given
the high level of tariff redundancy.

Increases in exports and import substitution, together with the rise of
investment activity reflecting greater confidence, contributed to economic
expansion in 1977. But, the government was unable to restrain wages and it
continued to run a budget dcficit, albeit at a reduced rate. Following a four-
month "price truce," in which the largest industrial firms participated, prices
responded to the rising cost of labor. While earlier rates of inflation were
not again reached, wholesale prices rose at an average annual rate of i 5o per-
cent in both 1977 and 1978.

The distortions caused by high rates of inflation contributed to the fall
of GNP in 1978, thereby lessening import requirements. With reduced pres-
sure on domestic capacity, import shares also declined but this was offset
bv a fall in export shares as the real exchange rate appreciated again. At the
same time, Argentina benefited from favorable external shocks in the form
of improvements in its terms of trade and increases in foreign demand for
its traditional exports. As a result of these influences, additional net external
financing increasingly turned negative. With the negative trend value of the
resource gap, reflecting the assumption that earlier trade surpluses continued,
actual net external financing became even more negativc, giving rise to
considerable reserve accumulation and the repayment of loans.

Loan repayments explain the high gross debt service ratio in I978
(49 percent) that followed a decline from the peak reached in 1975 (34 percent)
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to 23 percent in 1977, when it equalled the 1973 figure. In turn, the gross
external debt ratio increased from 7 percent in I973 to IO percent in 1978
while the net external debt ratio declined from 5 percent to 3 percent, re-
flecting the accumulation of reserves.

The accumulation of reserves facilitated the task of the government to
introduce a new economic program. This was done at the end of December
I978, involving a slowdown in increases in wages, public utility prices,
monev creation, and the depreciation of the exchange rate, together with the
opening of capital markets to foreign transactions and a five-year tariff re-
duction plan. The effects of this program were not apparent, however, until
the end of 1979.

3. Israel and Yugoslavia

In 1974, the combined balance-of-payments effects of external shocks
amounted to i I percent of GNP in Israel and 6 percent in Yugoslavia. In
both countries, the adverse effects of these shocks increased in I975, declined
in 1976, and increased again afterwards. In 1978, they equalled 15 percent of
the gross national product in Israel and iO percent in Yugoslavia.

The Israeli economy further suffered the shock of the 1973 Yom Kippur
war that was followed by increases in the importation of military equipment
from $ o.5 billion in 1972 to $ 1.9 billion in 1975, approaching one-half of
nonmilitary imports in that year. Military imports represented about one-half
of total defense expenditures that amounted to three-tenths of the gross
national product in 1975.

Israel as well as Yugoslavia raised the level of import protection, therebv
increasing the bias against exports, and let the real exchange rate appreciate.
In Israel, the real exchange rate vis-a-vis the U.S. dollar declined to 83 percent
of the "1972" level in 1974 and stabilized at 91 percent in subsequent years.
In Yugoslavia, a io percent appreciation occurred.

Israel also adopted deflationary policies in response to the shocks it ex-
perienced. Following increases of i6 percent in I97Z and i i percent in 1973,

the real value of the money supply fell by 22 percent in 1974 and by 14 per-
cent in I975, declining further by 3 percent in I976. And, after increases
from 13 percent in 1972 to 29 percent in I975, the government budget de-
ficit, expressed as a proportion of the gross national product, declined to
24 percent in 1974 and to zi percent in I975 and 1976.

The policies applied led to losses in exports, a fall in the rate of invest-
ment, and the deceleration of economic growth. Israel's export market shares
decreased by 2I percent between "1972" and 1976; the share of investment
in aggregate expenditure declined from 26 percent in 197I-I973 tO 23 per-
cent in I974-1976; and the growth rate of GNP fell from 8.2 percent in
I963-1973 to 2.6 percent in t973-1976. Lower GNP growth rates, in turn,
resulted in import savings amounting to 3 percent of total imports in I974,

increasing to iI percent in 1975 and to 22 percent in 1976.
Savings in imports permitted reducing additional net external financing

from 13 percent of GNP in 1974 to Io percent in 1975 and 4 percent in 1976.
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Domestic expenditure shares (in current prices)- India Korea

Private consxumption. ......... 73.1 . 72.7 69.6 68. o 68.8 69. 8 67.2 63.3 59.1 61.2
Public consumption. .. ...... 9.2 9.4 i 9.4 9.7 9.3 9.2 9.8 10.0 20.9 10.4

Total consumptioni. .......... 82.3 82.1 78.9 77.7 78.4 79.0 77.0 73.2 70.1 7i.6
Gross domestic fixed investoicnt. ..... 17.7 15.3 17.0 20.0 18.2 19.4 21.2 23.6 28.0 25.7

Change in stoclxs .... ... n.a. 2.6 4.2 2.3 3.5 2.6 i.8 3.2 1.9 2.6

Gross domestic investintent. ....... 17.7 17.9 21.1 22.3 21.6 21.0 23.0 . 26.8 29.9 28.4

Incremento I capital-out put ratios' . .8 8.9 4.4 5.3 4.9 2.2 2.4 . 2. 7 3.1T 2.9

G;row'th rates (conistant prices)

Gross natioinal product .......... 3.4 1.3 4.2 3.7 4.3 9.2 I .9 . 8.9 10.1 10.1

Populationi.... .. 2.3 2.1 2.0 2.0 2.0 2.2 2.0 1.9 1,8 r.9

Per capita GNtI'.1.1 -0.6 2.2 1.7 2.3 6.9 6.8 7.0 8.3 8.3 .. i

Domestic expenditure shares (in currenit prices)o Singa pore Soa iwan i

Private conisumption ....... .... 68.9 55.4 54.9 56.6 55.7 57.9 54.6 52 9 52.6 952.8 I

Public consumption . .... o ... .8 2 0.2 9.4 10.0r 9.7 1 7.5 169 14:8 6. 15.3

Total corisum3ption,. ....... - 79.7~ 65.6 64.3 66.8 65.5 75.4 71.5 67.3 68.9 6)8.1 ~
Gross domestic fixed insvestmnent...... 20.3 ', 30.9 32.0 3 1.4 30.7 24.6 25.3 28.6 27.9 28.2
Change in stocks......... n.a. 3.4 3.6 0.9 2.7 0. It. 3.4 4.2 3.3 3.8 
Gross domestic investment . .... . 20.3 34.4 35.7 33.2 34.5 24.6 28.5 32.7 31.1 31.9

I,wreoitental copialot output ratios, . i .8 2.6 5.5 3.4 4.2 2.5 i.8 4.1 2.7 , 3.2 ~ 
Growth rates (constant prices) 2

Gross national product . ... oo ... 5 ) 10.4 6.3 8.8 7.5 9.6 1 1. 2 4.4 1.6 . 7.6 
Population. ........ 1.9 1.7 I'S 1.1 1.3 2.3 2.2 2.9 i.9 2.0 e 
Per capita GNP. ....... 8.6 , 8.6 4.8 7.6 . 6. i 7.3 9.1 2.5 7.7 55c

Domestic expenditure shares (in current prices)' Israel Yugoslaviab

Pcivatc consumption .32... ... 58 45.6 45.7 49.7 47.6 53.2 55.5 53.6 50.0 52.2 

Public conisusiption. .......... 24.4 285 31.3 29.5 30.5 269 0. 66 i6 6 i6.
Total consumption. ........... 77.2 74.0 77.1 79.1 78.2 70.1 71.4 70.2 66.6 6. 

Gross domestic fixed inovestment. .... 22.8 24.8 22.9 19.5 20.8 29.9 [ 26.7 27.7 31.4 29.2 
Chiange in stocks . ......... n. a. f .3 2.0 1 .4 0.2 Iii a. 1.9 . 2.3 2.2 [ 2.2
Gross domestic investment. ....... 22.8 26.0 22.9 20.9 I 20.9 29.9 286 29. 33.4 31.3 9

I,uiremenetal capital-output rat ios
2

2.7 3.3 I11.0 I. 5. . .9 4.3 [ 4.4 4.4

Growth tates (constaiit prices)

Gross national product. ......... 8,2 8.9 2.6 s3 2.3 6.2 . 5.8 3 .1 6.5 , 5.7
tPoputatio ................ 3.1 3.2 2.5 2.2 ) .3 2.0 0.0 0.9 0.9 0.9

Pler capita GNP .3...2 .... 5.7 0.1 . 2 0 5.2 4.9 4.2 5.647

Expeniditure sliares exclude data for the first year of period. - 2979 data not available on expenditure shaics. - lnrromental capital-output ratios hiave

been calculated by asstinsing a one year lag between investment and output; the ratio for 2970 -0973, for example, has been derived by dividing the sumr of gross -
fixed capital formation- in 1970, 1971, 1972 by the increment in GNP between 0970 and 2973, bothi rneasured in coinstant prices.

Source: World Bank data base.
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Actual net external financing was substantially higher, however, because of
increases in military imports that have not been included in the trade figures.
Although about one-half of the financing took the form of official grants,
Israel's gross external debt increased from $ 5.I lbillion in 1973 to $ 9.o billion
in 1976, equalling 70 percent of GNP in that year.

In response to the slowdown of economic growth, an expansionary
monetary policy was adopted in I977, with the nominal money supplv
rising by 39 percent in 1977 as compared to increases of Z2 percent in 1975
and 27 percent in 1976. Given the indexing of wages and other incomes,
monetarv expansion was translated into higher prices, however, so that
the real value of the money supply and the real exchange rate remained un-
changed. With constant real exchange rates., export and import shares,
on balance, did not vary and GNP stagnated.

A substantial devaluation was undertaken in the third quarter of 1977,
followed bv further devaluations in 1978, resulting in a depreciation of the
real exchange rate by 17 percent. The depreciation was only partly offset by
reductions in export subsidies and in import tariffs, so that net incentives
to exports and to import replacing activities increased. Greater incentives
in turn, led to increases in export market shares and to import substitution.

The resulting expansion in the production of traded goods contributed
to economic growth in 1978. This was, however, accomplished at the cost of
accelerating inflation, with the wholesale price index rising by 53 percent in
1978, following increases of 35--40 percent in previous years. Also, the
uncertainty created by rapid inflation led to a further decline in the rate of
investment while the resulting distortions raised incremental capital-output
ratios.

With the gross national product remaining substantially below the level
it would have reached if earlier trends contin,ued, import savings amounted
to nearly two-fifths of actual imports in 1978. Increased import savings,
together with higher export shares and import substitution, offset in large
part the increase in the balance-of-payments effects of adverse external
shocks in that year. But, with military imports more than doubling between
1977 and 1978, actual net external financing reached $ 1.9 billion in that
year while total external financing was $ 2.8 billion. Furthermore, with in-
creased indebtedness, the gross external debt ratio rose from 54 percent
in 1973 to 8z percent in 1978. In turn, the gross debt service ratio was
maintained below 40 percent only because Israel could obtain long-term
loans in the United States.

Yugoslavia responded to the external shocks it suffered in 1974 by adopting
deflationary monetary policies that gave rise to a 4 percent decline in the
real value of the money supply in 1974 after increases of over 2o percent
in the preceding two years. However, the external shocks were not met
by a devaluation; rather, the nominal exchange rate appreciated vis-a-vis
the U.S. dollar and the real exchange rate fell by i I percent.

The appreciation of the real exchange rate led to losses in export market
shares and to negative import substitution in Yugoslavia. The adverse
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impact of these changes on the balance of payments was not fully offset by
import savings associated with the decline in the rate of economic growth
resulting from the application of deflationary policies. Correspondingly,
additional net external financial requirements exceeded the balance-of-
payments effects of external shocks in 1974 and, despite increases in workers'
remittances, Yugoslavia had to borrow $ i.O billion to finance its resource
gap. Borrowing requirements changed little in I975, when import savings
at low GNP growth rates and reductions in import shares due to the applica-
tion of import restrictions approximately offset the increase in the adverse
balance-of-payments effects of external shocks.

In response to the slowdown of economic growth, expansionary policies
were adopted in 1976, entailing a 5I percent rise in the real value of the
moncy supply. These policies were accompanied by further restrictions on
imports. The resulting decline in import shares, together with decreases in
the adverse balance-of-payments effects of external shocks, lowered addi-
tional net external financial requirements to a considerable extent and
Yugoslavia accumulated reserves in 1976.

Reserve accumulation remained temporary, however, and Yugoslavia
had to borrow S i.5 billion in I977 and S 1.3 billion in 1978 as the adverse
balance-of-payments effects of external shocks increased. At the same time,
with the acceleration of the rate of economic growth, further import savings
did not occur while import substitution due to import restrictions was
offset bv declines in export market shares. These declines occurred as the
exchange rate remained overvalued and there was increased discrimination
against export activities through import protection and preferential credit
allocation to import-substituting industries.

The loss in market shares occurred in traditional primary exports as
well as in manufactured goods. Within the latter category, the losses were
concentrated in developed country markets where Yugoslavia's export
share declined by one-half between "1972" and 1978. This compares with
a gain in market shares in exports to the centrally planned economies.

Yugoslavia's poor performance in developed country markets led to
increased indebtedness in convertible currencies. The gross external debt
ratio rose from 8 percent in I973 to i8 percent in 1978 while the gross
debt service ratio increased from 28 percent to 33 percent. The gross debt
service ratio is raised further if it is compared to merchandise exports in
terms of convertible currencies alone while it is reduced if workers' re-
mittances are added to merchandise exports. With these adjustments, the
gross debt service ratio was 30 percent in 1978. At the same time, a sub-
stantial part of foreign borrowing went into investment, increasing its
share in aggregate expenditure from 29 percent in 197I-1973 to 30 percent
in 1974-1976 and 33 percent in 1977-I979.
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4. India, Chile, and UJruguay

Among countries that followed inward-looking policies during the
preceding decade, the combined balance-of-payments effects of external
shocks in 1974 equalled z percent of the gross national product in India,
5 percent in Uruguay, and was practically nil irL Chile. In India, the ratio
increased in 1975, declined in 1976 and 1977, and returned to approxi-
mately the 1974 level in 1978. These adverse effects were more than offset,
however, by increases in workers' remittances from the Middle East and in
tourist receipts.

In turn, adverse balance-of-payments effects of external shocks in-
creased to a considerable extent in Chile and in Uruguay. The rate of these
effects on GNP reached iO percent in 1975 in Chile and, after a slight decline in
1976, increased further in subsequent years, reaching 13 percent in 1978. The
increase was smaller in Uruguay, where the ratio fluctuated between 6
percent and 7 percent, with the former figure applying in 1978.

India and the two Latin American countries of the group also had con-
trasting experiences as far as incentive policies are concerned. While sub-
stantive changes in the system of incentives were not made in India, Chile
and Uruguay introduced major reforms (luring the period under con-
sideration. These reforms involved substantially reducing the bias against
exports, raising real exchange rates and real interest rates, reducing budget
deficits and increasing the role of market forces in general.

In response to the external shocks suffered in 1974, India adopted de-
flationary policies, with the real value of the money supply falling by I4

percent in that year. Nevertheless, inflation continued at a higher rate than
in the United States and it was not fully offset by a devaluation. The appre-
ciation of the real exchange rate vis-a-vis the U.S. dollar contributed to losses
in export market shares and to negative import substitution, the adverse
balance-of-payments effects of which were offset only in part by the import
savings associated with the decline in the rate of economic growth resulting
from the deflationary policies applied. Correspondingly, additional net
external financing requirements exceeded the adverse balance-of-payments
effects of external shocks by a considerable margin.

This situation continued in subsequent years, except for 1976 when a
substantial devaluation in real terms led to import substitution in India.
However, the actual resource gap was much smaller and it turned into a
surplus of $ 1.4 billion in 1976 and $ 1.9 billion in 1977, largely because
of the rise in workers' remittances and tourist receipts. The surplus was
translated into reserve accumulation in 1976 ($ 2.2 billion) as well as in 1977
($ 2.4 billion) that continued at a slightly reduced rate of ($ 1.7 billion) in
1978. Although preliminary data indicate thait the surplus in India's resource
gap declined to $ 0.4 billion in that year, this was in part offset by increases
in official grants. With the accumulation of reserves, the net external debt
ratio declined from O6 percent in 1973 to 8 percent in 1978; in the same
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period, the gross external debt ratio decreased from 17 percent to 14 percent
and the gross debt service ratio from 27 percent to i5 percent.

The conservative policies of reserve accumulation were not conductive to
the acceleration of economic growth. Nevertheless, GNP growth rates rose
somewhat compared to the 1963-1973 period as the performance of
agriculture improved and the rate of domestic savings increased in response
to the rise of real interest rates. There was also negative import substitu-
tion in response to the trade liberalization measures introduced towards the
end of the period.

Import liberalization was, however, limited to noncompeting imports.
This benefited, in particular, production for domestic markets through the
easier availability of imported inputs while exporters already had such
privileges beforehand. Also, the practical application of export promotion
measures continued to be plagued by administrative difficulties and the
incentives actuallh granted fell far short of the rates of import protection
as donmesticallv-produced goods faced practically no foreign competition. In
particular, labor-intensive manufactures received few export incentives,
although thev conform to India's comparative advantage. Correspondingly,
India continued to lose export market shares, especiallv in manufactured
goods, where actual exports fell to 70 percent of hypothetical exports,
calculated on the assumption of unchanged market shares, in 1978.

C'bile, in turn, abandoned its inward-oriented strategy in favor of out-
ward orienitation. It abolished all import restrictions and reduced tariffs
over a five-year period to Io percent ini June 1979, the only exception being
the automobile industry. Tariff reductions were part of a package of economic
policies that included a substantial devaluation in real terms, the abolition
of price control, the establishment of realistic prices for public utilities,
the elimination of budget deficits, the establishment of positive real interest
rates, and the liberalization of financial markets.

The course of the economy in the years immediately following the fall
of Allende in September 1973 was, however, determined by the deflationary
policies of the newly-installed Pinochet government. These policies aimed at
lowering the rate of inflation that reached soo percent a year; they became
even more severe in 1975 in response to the terms-of-trade loss Chile suffered
in that vear.

The policies applied led to a decline in the real value of the money
supply by i5 percent in 1974 and by z5 percent in 1975 while the govern-
ment budget deficit gave place to a surplus. The continued indexing of
wages held back the decline in the rate of inflation, however. As measured
by the adjusted consumer price index prepared by the World Bank, De-
cember-to-December price increases were 405 percent in 1973, 376 percent
in 1 974 and 341 percent in 1975.

With the indexing of wages, the brunt of the adjustment fell on the
unemployed. In conjunction with the 7 percent fall of GNP between 1973
and 1975, unemployment rose from 5 percent of the labor force in December
1973 to 14 percent in December 1975 in the Greater Santiago area. Un-
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employment rates fell to io percent in December 1976 but declined slowly
afterwards as much of the subsequent rise in the gross national product
was attained through increases in the productivity of labor and capital.

The gross national product rose by 13 percent between 1975 and 1977 and
by an percent between 1977 and 1978, although investment rates remained
unchanged, reflecting a decline in incremental capital-output ratios. At the
same time, inflation rates, measured from December to December, fell from
34I percent in 1975 to 174 percent in 1976, 63 percent in 1977, and 30 percent
in 1978. The decrease in the rate of growth of the money supply was smaller,
so that real money balances held by firms and individuals were replenished.

The policies applied further involved substantial increases in the real
exchange rate, although the extent of appreciation between 1975 and 1977
is overstated bv the use of the (adjusted) consumer price index used in the
calculations, by reason of declines in retail margins. Still, this index has been
utilized because it incorporates adjustmnents for supprcssed inflation in the
early seventies that have not been made in the wholesale price index.

The depreciation of the real exchange rate in 1978 led to rapid increases
in export market shares, with the resulting expansion representing 3! percent
of total exports in that year. Increases in market shares were particularly pro-
nounced in manufactured goods; in 1978 thesc exports reached three times
the level that would have been attained if Chile maintained its "1972" market
shares. There was also considerable imoort substitution in response to the
depreciation of the real exchange rate between 1972 and 1975, but this came
to a standstill in 1977, and declined afterwardls, as tariff reductions increas-
ingly weighed upon import-substituting incdustries. Import savings associated
with lower GNP growth rates also declined as economic growth accelerated.

At the same time, the balance-of-payrrments effects of external shocks
increased to a considerable extent, neccssitatinrg additional net external
financing. Nevertheless, with rapid increases in GNP, the gross external
debt ratio hardly surpassed the 1973 level in 1978 (42 percent) while its
peak level was 48 percent in 1975. The improvement was even greater in
terms of the net external debt ratio as Chile accumulated reserves. The rise
in the gross debt service ratio from 42 percent in 1973 to 59 percent in 1978,
in turn, is fully explained by increased loan repayments that are included
under amortization.

In response to the quadrupling of oil prices, deflationary monetarv
policies were adopted in Utrugeay, with the real value of the money supply
falling by 8 percent between 1973 and '974. The high rate of inflation also
led to reductions in the real value of government revenues, however, and
the budget deficit increased. Also, Uruguav failed to devalue pari pass::
with inflation, and the real exchange rate v,is-A-vis the U.S. dollar appreciated
by 8 percent.

With the fall in the real exchange rate, there was little change in export
shares and in import substitution, so that Uruguay had to rely otn foreign
borrowing, complemented by reductions in reserves, to finance its rising
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resource gap. Rather than attempting to remedv its external situation by
deflating further the economv, however, the governnment opted for a "fuite
en avant" by introducing reforms that represented a break with the policies
followed in the preceding decades.

The policv changes introduced in july x974 included decontrolling
domestic prices, eliminating import restrictions, reducing tariffs, and abolish-
ing minimum foreign financing requirements for imports, with exceptions
made for capital goods in the latter case. Also, interest rates were raised,
foreign capital movements liberalized, and the system of minidevaluations
adjusted so as to depreciate the peso in real terms.

The real exchange rate increased by 20 percent in 1975, rose fLirther in
1976 and, notwithstanding a decline in 1977 and 1978, it remained 5 percent
above the 1973 level and only slightly below the "I972" average. And
while tariff reductions remained limited in scope, nontradlitional exports
received tax and tariff rebates, preferential credits, and tax relief, thereby
reducing the longstanding bias against exports.

The measures applied gave impetus to the rapid expansion of exports.
increases were especially large in manufactured exports that exceeded the
hypothetical level, calculated on the assumption of unchanged market shares,
more than three times in 1978. Improvements in the system of incentives,
together with the establishment of positive real interest rates and redcuctions
in the budget deficit, further contributed to decreases in incremental capital-
output ratios, a rise in the share of investment in GNP, and ultimatelv
to the acceleration of economic growth. The gross national product in-
creased at an average annual rate of 3.3 percent between 1973 and 1976 and
5.0 percent between 1976 and 1979, following a decline in the early seventies
and virtual stagnation in the previous decades.

While the rise in imports associated with the acceleration of economic
growth in part offset increases in export shares, and there was little import
substitution, the net effect of domestic economic policies was to reduce
external financial requirements attendant upon external shocks. Correspond-
ingly, the rise in the gross debt service ratio from 33 percent in 1973 to
36 percent in 1975 was followed bv a decline to 25 percent in 1977. And
while increases in external shocks and the fall in beef exports due to the
imposition of restrictions in the Common Market' occasioned a rise in this
ratio to 30 percent in 1978, the 1973 level was not again reached.

Uruguay's external debt increased to a considerable extent following the
oil crisis, with the gross external debt ratio reaching i6 percent in 1974.
It remained at this level afterwards while the net external debt ratio declined
from 6 percent in 1973 to nil in 1978. The latter figure takes account of
increases in the national valuation of gold holdings; the ratio was 6 percent
if such an adjustment is nor made.

Under the methods applied, the latter appears as a loss in market shares in traditional
exports that in part offset the gains Uruguay made in nontraditional exports,
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V. Conclusions and Evaluation

Among newly-industrializing developing countries in the years I974 to
1978, on the average the ratio of the balance-of-payments effects of external
shocks to the gross national product was the highest in Singapore (23 per-
cent). The same ratio is obtained in relating the effects of external shocks
to the average value of exports and imports, which provides an indication
of the adjustment in trade flows necessary to offset the adverse balance-
of-paymetits impact of external shocks. Th-e corresponding ratios were
7 percent and 37 percent in Korea and 7 percent and i9 percent in Taiwan
(Table 7)1.

The three Far Eastern countries did not modify their outward-oriented
strategies in response to exte nal shocks and, correspondingly, experienced
further increases in export market shares during the period under considera-
tion. These countries also provided increased investment incentives and re-
established positive real interest rates, leading to a rise in the rate of domestic
savings and investment.

The policies applied enabled the three Far Eastern countries to maintain
rates of economic growth higher than any other newly-industrializing
developing country. This was the case notwithstanding the fact that Taiwan
and, to a lesser extent, Singapore accepted reductions in the rate of economic
growth in the years 1974 and 1975 for the sake of limiting their foreign
indebtedness and lowering the rate of inflation.

Korea, in turn, increased reliance on foreign capital so as to maintain
rapid rates of economic growth following the external shocks it suffered in
1974. Correspondingly, Korea's external debt reached 5 percent of GNP in
1978, although rapid increases in exports made it possible to limit the gross
debt service ratio to zo percent, substantially below the levels observed in
the early seventies. The situation deteriorated in 1979, when exports declined
as the exchange rate became increasingly overvalued and some large, capital-
intensive investments were undertaken.

In the second group of Latin American countries, the balance-of-pay-
ments effects of external shocks were negligible in Argentina and in Co-
lombia, which did not suffer from increases in petroleum prices. Colombia
further enjoyed the favorable effects of increased coffee prices. The opport-
unities provided by improvements in the balance of payments were not
utilized, however, to accelerate the rate of economic growth. Rather, Co-
lombia let its real exchange rate appreciate and reduced export subsidies,
with adverse effects on exports as well as on import substitution.

Brazil also increased the bias against exports by raising the level of
import protection and favoring import-substituting industries in the allo-
cation of credits. Furthermore, it substantially increased foreign borrow-
ing, with a view to maintaining high rates of economic expansion in the

It should be recalled that, in calculating these ratios, the gross national product and
the average value of exports and imports (average value of trade) have been expressed
in "1972" prices.



Table 7 - Representative Ratios of Balance-of-Paymrenis Effects of Exter-nal Shocks and Policy Responzses to these Shocks
(average 1974-1978)
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Mexc.1.O . 3 23.4 63 37 205 -2,8 -102 25 90.0 4.2 . 4.7 4.1 4.0 22.2 22.7 0
Urtua 6 . 62, 9 20 711 361 4 -IL' 26.7 3.9 4.3 3.4 3.6 12.1. r2.5
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Signs liave beeni reversed in the case of Colombia.

Source: See Table 1, 5, and 6.
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face of the adverse balarce-of-payments effects of external shocks that
equalled 3 percent of GNP and 47 percent of the average value of trade in the
I974-1978 period. Given the high capital intensity of import-substituting
industries, however, incremental capital-output ratios increased to a con-
siderable extent, leading to a slowdown in economic growth as Brazil
failed to utilize the proceeds of foreign credits to raise the share of investment
in GNP. At the same time, the gross debt service ratio increased from 43
percent to 68 percent, and the ratio of external indebtedness to GNP from
14 percent to 24 percent, between 1973 and 1978.

The application of expansionarv fiscal policies led to the deterioration
of Mtexico's competitive position, necessitating foreign borrowing far in
excess of the balance-of-payments effects of external shocks that averaged i
percent of GNP and z3 percent of the average value of trade during the
period under consideration. As a result, Mexico's gross external debt reached
35 percent of its GNP in 1978, notwithstanding large increases in oil earnings,
and the gross debt service ratio surpassed ioo percent. At the same time,
with decreases in (non-oil) export shares and negative import substitution,
the rate of economic growth did not reach the levels observed in the i963-
1973 period and growth involved a high cost in terms of investment inas-
much as the incremental capital-output ratio nearly doubled after 1973.

In Argentina, expansionary policies led to rapid inflation as resistance
to a decline in real incomes on the part of labor unions and other groups
generated a wage-price spiral. Rapid inflation, in turn, caused considerable
dislocation and the rate of economic growtlh declined from 4.7 percent in
1963-1973 to 1.2 percent in 1973-5979. But, import savings at lower GNP
growth rates and favorable external shocks at the end of the period led to
reserve accumulation that facilitated the introduction of economic reforms in
December 1978.

In the third group of countries, the balance-of-payments effects of
external shocks averaged iz percent of GN]P in the years 1974 to 1978 in
Israel and 8 percent in Yugoslavia; the corresponding ratios with respect
to the average value of trade were 5 7 percent and 74 percent, respectively. In
response to these shocks, Israel and, in particular, Yugoslavia increased the
bias against exports through higher import protection, resulting in losses in
export market shares.

During much of the period under consideration, Israel applied de-
flationary policies and let the exchange rate appreciate, resulting in a declinc
in the rate of economic growth from 8.z percent in 1963-1973 to z.3 per-
cent in 1973-1979. And while the devaluation of the exchange rate towards
the end of the period led to the expansion of exports and GNP, this was
accomplished at the cost of accelerating inflation. Also, the ratio of the
gross external debt to GNP increased from 54T percent in 1973 to 8z percent in
1978, and the gross debt service ratio wvas maintained below 40 percent only
because Israel was able to obtain long-term loans in the United States.

In Yugoslavia, the gross external debt ratio rose from 8 percent to i8
percent, and the gross debt service ratio from z8 percent to 33 percent,
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between 1973 and 1978. Much of the inflow of capital went into investment,
permitting the maintenance of relatively high GNP growth rates (5-7 per-
cent between 1973 and 1979). Yugoslavia's poor export performance in
developed country markets, however, creates dangers for the future, and the
efficiency of some of the capital-intensive import-substituting investments
is open to doubt.

The average balance-of-payments effects of external shocks equalled 2
percent of India's GNP and 49 percent of the average value of its trade
during the 1974-1978 period, but these effects were largelv offset by earn-
ings derived from workers' remittances and tourism. By contrast, the
balance-of-payments effects of adverse external shocks equalled 8 percent
of GNP and 6s percent of the average value of trade in Chile and 6 percent
and 62 percent in Uruguay. And, whereas the two Latin American countries
adopted outward-oriented policies in response to these shocks, India did
not substantially modify the svstem of incentives and chose to accumulate
reserves. As a result, India experienced further losses in export market
shares and its GNP growth rate did not substantially rise above the level
experienced in the previous decade, notwithstanding the improved per-
formance of agriculture and increases in the rate of domestic savings.

The turn towards outward orientation was accompanied by severe
deflationary policies in Chile that was not the case in Uruguav where tariff
reductions also proceeded at a slower rate. The effects of the differences in
the policies applied are apparent in the pattern of economic growth in the
two countries. In Chile, as average rate of GNP growth of i.6 percent
between 197i ancl 1973 was followed by a decline of 2.4 percent between
1973 and 1976 and an increase of 9.o percent between 1976 and 1979; in
Uruguay, the corresponding growth rates were -- 1.5 percent, 3.3 percent,
and s.o percent, respectively.

The acceleration of economic growth in the two countries was associated
with a substantial decline in incremental capital-output ratios. They also
experienced a fall in the ratio of external debt, net of reserve accumulation,
to GNP. Finally, the debt service ratio fell in Uruguay while the increase in
this ratio in Chile is explained by the repayment of foreign loans that is
included under amortization.

The findings point to the advantages of outward-oriented policies for
export performance and for economic growth in the face of external shocks.
Countries applying such policies experienced increases in their export
market shares while losses in market shares occurred in countries charac-
terized by inward orientation (Table 7)1. Reliance on export promotion in
response to external shocks under an outward-oriented strategy, in turn,
favorably affected econornic growtlh.

The only exception was Brazil where the share of exports increased, notwithstanding
the rise in the anti-export bias due to higher protectioni. But, export shares declined towards
the end of the period and a number of indiustrial firms were subject to contractual export
obligations, gi\ ing rise to exports below cost.
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In the group of twelve newly-industrializing developing countries, the
rank correlation coefficient between the extent of reliance on export promo-
tion in response to external shocks, defined as the ratio of th- increment in
exports associated with increases in market shares to the balance-of-payments
effects of external shocks, and the rate of growth of GNP was 0.48 during
the 1973-1979 period'. This result is statistically significant at the i per-
cent level2.

The extent of correlation between the two variables is reduced by reason
of the fact that in the two countries, Chile and Uruguay, which adopted
outward-oriented policies during the period under consideration, the
favorable effects of these policies on economic growth were observable with
a time lag. To allow for this lag, the extent of reliance on export promotion in
response to external shocks was also correlated with the rate of GNP growth
in the period I975-1979; a Spearman rank correlation coefficient of o.70 was
obtained in this case.

The favorable experience of countries applying an outward-oriented
development strategy may be explained by the efficient use of resources and
rapid technological change under such a strategy that provides similar
incentives to exports and to import substitution. This proposition receives
support from the observed high correlation between the extent of reliance on
export promotion and the incremental capital-output ratio. Using the
reciprocal of the incremental capital-output ratio in the calculations, the
Spearman rank correlation coefficient between the two variables was 0.75 in
the 1973-1979 period. Practically the same result, a coefficient of 0.77, is
obtained if incremental capital-output ratios for the 1975-1979 period are
used in the calculations, in order to allow for the possibility of lags in the
adjustment.

The introduction of lags will affect the results, however, in attempting
to explain intercountry differences in GNP growth rates in terms of the
incremental capital-output ratio and the dlornestic savings ratio. Thus, in
replacing data for 1973-1979 by data for I975-1979, the Spearman rank
correlation coefficient increases from 0.43 to o.82 if the reciprocal of the
incremental capital-output ratio, and it declines from o.59 to 0.46 if the
domestic savings ratio, is correlated with the rate of growth of GNP3 . The
results obtained for the years 1975-I979 closely correspond to estimates

External shocks and ratios of policy responses to external shocks, including addition-
al net external financing, increases in export market shares, import substitution and lower-
ing the rate of economic growth are averages for the years 1974-1978, calculated on
1971-1973 basis. The relevant data are shown in Talble 7.

1 Extrapolating the value of statistical significance calculated for ten observations, a
Spearman rank correlation coefficient of 0.29 or higher will be significant at the i percent
level in the case of twelve observations.

The results are not appreciably affected if the share of gross domestic investment,
or that of gross domestic fixed investment, is used in the calculation in the place of the
domestic savings ratio. (Data on the share of investment in aggregate expenditure are
shown in Table 6.)
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for the I960-1973 period in a ix3 country sample where rank correlation
coefficients of 0.72 and 0.40 were obtained in the two cases, respectively
[Hopkins and Hooven, I980].

In order to separate the effects of the incremental capital-output ratio
and of the domestic savings ratio on economic growth, multiple regression
techniques have further been applied. The results shown in equations (x) and
(2) indicate that the rate of economic growth is affected by both variables,
which are highly significant statistically and explain about four-fifths of
intercountry variations in GNP growth rates'. It is also apparent that, in
an intercountry context, a iO percent increase in the reciprocal of the in-
cremental capital-output ratio is associated with a 9-io percent increase in
the GNP growth rate and a ro percent increase in the domestic savings ratio
is associated with a 3-4 percent increase in the GNP growth rate.

(I) I973--1979: log y I.8o6 + 0.972 log AY/I + -. 385 log S/Y
(2.594) (4.866) (1-973)

R2
- o.782

(2) I975-1979: log v 1.935 - o.85z log AY/I + 0.311 log S/Y

R2 ~~(4-145) (7 454) (2.15 7)
= 0.872

The importance of policy choices is further indicated by the lack of a
negative correlation between the balance-of-payments effects of external
shocks, expressed as a proportion of GNP, and the rate of economic growth.
In fact, the correlation between the two variables was slightly positive,
o.59, statistically significant at the so percent level. This result is compatible
with the hypothesis that external shocks provided inducement for policy
improvements as was the case in Chile and Uruguay.

There was no significant statistical relationship between reliance on
additional net external financing in response to external shocks and the rate
of growth of GNP, with the Spearman correlation coefficient between the
two variables being - o.o8. The result reflects the fact that the effects of
foreign borrowing on economic growth depend on the uses to which the
proceeds of foreign loans are put. In Brazil, for example, where the proceeds
were used largely for raising consumption levels and for investment in
high-cost import-substituting industries, the rate of economic growth
declined while foreign debt increased.

At the same time, servicing the foreign debt entails a cost for the national
economy, lowering the rate of economic growth under ceteris paribAs assump-
tion. In fact, in the twelve newly-industrializing developing countries,
the correlation between the gross debt service ratio and the rate of growth
of GNP, as measured by the Spearman rank correlation coefficient, was

0.59 during the 1973- r979 period.

Explanation of symbols: Y = gross national product; y = average annual rate of
growth of GNP; 1 = gross domestic investment; SlY = gross domestic savings ratio;
t-values are shown in parcntheses.
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The experience of the newly-industrializing developing countries during
the period under consideration also provides evidence on the responsiveness
of exports and of import substitution to changes in real exchange rates as well
as on the effects of changes in real interest rates and investment incentives
on domestic savings and investment. It further appears that overvalued
exchange rates and negative real interest rates, as well as large budget deficits
and the resulting rapid inflation, tend to depress the rate of economic
activity.

These findings have implications for the policy measures that may be
taken in response to recent increases in oil prices. They indicate, first of
all, the need to lessen the bias in the system of incentives against exports
and in favor of import substitution. They further point to the need to
maintain realistic exchange rates and interest rates, limit the budget deficit,
and avoid using the proceeds of foreign borrowing to increase consump-
tion and to carry out investments in industries that do not correspond
to the country's comparative advantage. More generally, the findings suggest
the need to reduce distortions in product anct factor markets and to in-
crease reliance on the market mechanism.
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Appendix Table I - Ba/ance-qf-Pqym.enIs Effect, of ExiYerna/Sbocks and ofPRolicg' Responses,ol heseJ S.ocks, 1974-1978 average
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Sou,rce: Inlternationlal and national statistics.
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(1974-1978 average ratio)
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