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THE EXTENT AND CAUSES OF THE DEBT CRISIS OF THE 1980s
John Cuddington, Georgetown University

This paper describes the growth in external lending to developing
countries in the 1970s as well as the emergence and extent of the debt servic-
ing problems encountered in the early 1980s. In doing this, Part I analyzes the
movements in LDCs’ debvGDP and debt/export ratios, which are often used
as indicators of creditworthiness. It also considers differing views on the rela-
tive importance of various underlying causes of the developing-country “debt
crisis.” Contributing factors include shocks that are external to the LDCs in-
volved, as well as policy choices in the LDCs themselves.

Part II describes the macroeconomic and financial environment in
which the debt build-up occurred. Changing patterns of international capital
flows are identified and the movements of key macroeconomic variables are
examined to determine the extent to which the experience of the 1670s and
early 1980s shculd be considered atypical. In an environment characterized by
numerous sources of uncertainty, it is often difficult to determine whether
individual borrowers and lenders acted in a manner that should ex ante have
been juclged to be imprudent, or whether their current problems are more ac-
curately attributed to “bad luck.” Some risk—taking is obviously desirable. Pol-
jcy makers—both borrowers and lenders—must assess the nature of various
risks in order to act in their constituents’ best interests.

The paper is, for the most part, a restatement of ideas already in the
lirerature. Its primary objective is to put the remaining papers in the volume
into an appropriate historical perspective. It concludes that, although the
threat to the stability of the international financial system has gradually sub-
sided, the crisis of restoring sustained economic growth in developing coun-
tries remains. Their debt servicing problems are large in magnitude and have
been very persistent. It is now clear that the debt problem is not just a short-
term nuisance that a couple of years of strong worldwide economic growth
can eliminate—contrary to optimistic expectations in the early years of the
crisis. Hence, the need for new policy initiatives by official institutions and the
“internatiorial community” at large is as pressing as ever. Dealing with or cop-
ing with the LDC debt crisis is likely to be the single most important issue in
global economic development policy for the 1990s.
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THE EXTERNAL DEBT DIFFICULTIES OF LOW-INCOME AFRICA
Charles Humphreys, Africa Technical Department, The World Bank
& .
John Underwood, International Economics Department, The World Bank

Two debt crises affect developing countries. The more highly publi-
cized crisis affects the middle-income »Baker Plan” countries, including Ni-
geria and Cote d’Ivoire in sub-Saharan Africa. The other, less well known,
debt crisis affects the majority of a set of 34 low-income African countries.
The total external debt of these countries, $72 billion, is less than the debt of
Mexico alone. International bank exposure in these countries totals less than
$10 billion. Their liabilities are mainly loans from or guaranteed by official
creditors. Their debt represents no threat at all to the international financial
system, which is the reason for the relatively small amount of publicity about
their plight. Yet, the external debt of these low-income African countries rep-
resents, by many measures, a more severe burden to their economies than the
middle~-income country debt represents to those economies. At the same time,
the poverty and economic rigidities in African countries make it harder for
them to grow out of their debt problems without special assistance.

Official creditors and donors have recognized the difficult and
long-term nature of the debt and development problems facing highly-in-
debted low-income countries. Since 1978, several bilateral donors have con-
verted concessional development loans to grants in many of these countries.
The World Bank’s Special Program of Assistance and the Fund’s Enhanced
Structural Adjustment Facility, both backed by bilateral donors, were
launched in 1987 to address these problems more directly. Most recently, at
the 1988 Toronto Summit, donor governments endorsed the concept of con-
cessional debt relief for low—income debt distressed countries. Industrial coun-
try governments have worked out the exact forms of that relief and have re-
scheduled the debt of the Central African Republic, Madagascar, Mali, Niger,
and Tanzania under the new arrangements. The near term relief from these
reschedulings will not be large, but the important principal of orderly debt
reduction has now been put into practice. Together, these actions by official
creditors and donors are important steps in restoring normal creditor-debtor
relationships in these countries.



Commercial bank claims, while not a major share of total claims on
debt distressed countries, remain a significant problem in a number of the
most debt distressed low-income African countries. Commercial banks may
tend to benefit disproportionately from the additional aid and debt reduction
provided by official creditors. Some method of achieving equitable burden
sharing would be useful to assure that these official resources are used to sup-
port growth. One method would be the creation of an officially backed "deep
discount” debt facility to buy up long-term commercial bank claims, at heav-
ily discounted prices, and pass the discount on to the debtor country in the
form of conditional debt forgiveness, along the lines of the Bolivia buy-back,
but in a manner that avoided the price increases that resulted from the method
used in the Bolivian cases. Other methods include increased official tax and
regulatory support for commercial bank donations of claims to aid or charita-
ble organizations. Those organizations would use the local currency payments
to support their programs in the debtor country.

To grow out of their debt crisis, even with the recent measures out-
lined abcve, debtor countries themselves must take the lead in establishing and
maintaining workable medium-term adjustment programs. Once orderly and
sustained adjustment is occuring, it is in the interest of donors and creditors to
provide adecuate external resources to support these programs. The measures
noted above are steps in that direction. The external support now in place
covers mainly the years 1988-90. Recovery in low-income Africa, with its
economic rigidities, low investment and savings rates and infrastructural weak-
nesses, will extend well into the next decade. Donors must keep in mind the
special external financing needs of these countries after the end of 1990, espe-
cially during discussions surrounding the upcoming Ninth Replenishmen: of
the soft-loan International Development Association.



BANK LENDING TO DEVELOFING COUNTRIES IN THE 1980s:
An Empirical Test of Major Hypotheses on Voluntary
and Involuntary Lending

Peter Nunnenkamp and Han-Joachim Huss
Kiel Institute of World Economics

Considerable confusion prevails about the major factors underlying
commercial bank lending to less developed countries after risk illusions have
been destroyed. In the rich body of theoretical literature it is heavily debated,
for example, whether or not a favourable economic performance of borrowers
is honoured by increased capital inflows. It is the major aim of the paper to
assess the empirical relevance of the various conjectures raised on the determi-
nants of commercial lending to developing countries in the1980s. This is done
on the basis of the hypothesis that lending is no longer governed by a uniform
set of incentives but rather taking place under different lending regimes. Most
importantly, a distinction between credit constrained and non-constrained
borrowers, and voluntary versus involuntary lending is required.

Annual data for the 1983-86 period are pooled for 36 borrowing
countries in the OLS-regressions performed to explain the distribution of net
transfers and disbursements of long-term loans from private creditors. It is
mainly with regard to credit disbursements that the differentiation into differ-
ent lending regimes matters. In the case of involuntary lending, there is some
support for the Krugman line of reasoning that unfavourable performance
leads to higher disbursements; whereas it is more difficult for smaller problem
debtors not benefitting from :oncerted lending activities to attract new credits.
However, the incentive of banks to protect existing claims does not result in
higher pet transfers. Standard sovereign risk arguments dominate in this re-
spect. Increasing default risks add to the reluctance of private creditors to pro-
vide additional transfers. In deciding on whether or not to continue lending,
banks rely on the effectiveness of trade sanctions particularly. Moreover, in
contrast to the 1970s and early 1980s, better economic policies and
favourable cconomic performance of debtors are clearly honoured by private
creditors after the debt crisis erupted. It is thus likely to pay for today’s prob-
lem borrowers to intensify adjustment efforts in order to restore their interna-
tional creditworthiness.



STRUCTURAL ASYMMETRIES, ADJUSTMENT
AND THE DEBT PROBLEM

E.V.K Fitzgerald, Karel Jansen and Rob Vos
Institute of Social Studies, The Hague

A world economy composed of a small number of large countries
and a large number of small countries is poorly designed for stability. Policy in
the large countries is determined in the main by ex-ante domestic considera-
tions with the world economy taken as given: there is little interest in external
repercussions except to the extent that they frustrate such policy. Nonetheless,
the size of the major industrial economies is such that these repercussions—
and particularly their interaction—define the state of the world economy. In
contrast, macropolicy ir small economies is to a great extent determined by
the state of the wor'd economy and as markets do not clear smoothly, imbal-
ances are resolved through relative economic power. Only when, by coinci-
dence or by design, the major economies of the world are simultaneously situ-
ated on a consistent expansionary path can there be stability and progress in
the world’s economic and financial relations. Unfortunately, such periods are
rare.

The purpose of the present paper is modest although its scope is
wide. Our analysis of the global macroeconomic imbalances that gave rise to
the current economic and debt crisis of the Third World indicates that the
debt crisis is largely the reflection of the subordinate position of developing
countries in a unstable world economy: the ripple in the economies of the
industrialized countries in the North becoming a tidal wave in the Southern
oceans. Rather than serving to smocth inter-regional imbalances, interna-
tional financial intermediation has contributed to international instabilizy.
This paper traces the aggregate adjustment patterns of developing countries in
reaction to these external shocks, concentrating on the problems in interna-
tional finance and differentiating between “private” and “official” borrowers
as the two main “blocks.” These two nct only have different debt characteris-
tics but also, due to their different economic structures and capacities (which
gave rise to the lending differentiation in the first place) have adjusted in
rather different ways to the crisis. In particular, we argue that successful ef-
forts have been made to raise tax ratios and to export a larger proportion of
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THE BAKER PLAN:
PROGRESS, SHORTCOMINGS, AND FUTURE EVOLUTION
William R. Cline, Institute for International Economics

Global economic conditions were broadly favorable to debt manage-
ment under the Baker Plan (late 1985-1988), except for the collapse of oil
prices. Major Latin Arerican debtors achieved important reductions in inter-
esvexport ratios. While the banks provided new money that was one-third
lower than the Baker Plan target, the multilateral development banks raised
net flows by only one-tenth of the targeted $3 billion annually. If the IMF
and bilateral export credit agencies are included, net capital flows from offi-
cial sources to the highly-indebted countries actually fell, from $9 billion an-
nually in 1983-1985 to $5 billion annually in 1986-1988.

Political fatigue is evident in major debtor countries. However, their
recent growth stagnation has been caused primaril'y by internal economic dis-
tortions (high fiscal deficits and inflation), not-the debt burdsn. Of the six
large Latin American debtor countries, the three with the jargest outward
transfer of resources relative to GNP (Chile, Colombia, Venezuela) achieved
the highest growth and lowest inflation in 1986-88, indicating that external

debt does not explain high inflation or low growth in Argentina, Brazil, and
Mexico. | U

While the basic international debt strategy remains valid, intensified
_policy efforts are necessary. Banks should provide multi-year new money
packages. Banks should confer senior status on “exit bonds,” and the World
Bank should then guarantee these instruments, to make viable substantial vol-
untary debt reduction by interested banks. Bilateral and multilateral creditors
should raise annual net capital flows to the highly-indebted countries by $10
billlion annually and the banks by $5 billion to cut the ouwward resource trans-
fer from these countries in half over the next three years. The central determi-
nant of success in emerging from the debt crisis, however, will have to be
sound economic policies in the debtor countries themselves.

<
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output by both blocks, in line with current orthodoxy on structural adjustment.
In the case of private borrowers, this would clearly have lead to both fiscal and
trade surpluses were it not for the debt service burden. In the case of official
borrowers, the deficits persist for structural reasons. Against the background
of these findings, we discuss three recent proposals to deal with the debt ciisis
in terms of their potential contribution to the rectification of imbalances in
world trade and finance, and to the attainment of a sound macroeconomic
equilibrium consistent with renewed growth in the Third World. Rather than
trying to formulate new policy solutions, this paper assesses these proposals in
slation to the observed behaviour of the internadonal economy and the do-
mestic economies of our two categories of developing countries.
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A REVIEW OF RECENT PROPOSALS TO DEAL WITH THE DEBT
OVERHANG

Eugene L. Versluysen
Debt and International Finance Division, The World Bank

The paper provides a detailed review of the more recent debt propcs-
als that recommend alternatives to market-based debt workouts. Proposals
differ widely in their recommendations, depending on whether they seek to
stimulate new lending, or to provide unilatcral debt relief, but the explicit aim
of most is to reduce the amount of net resource transfers to creditors, espe-
cially for countries where negative resource flows have accentuated the de-
cline in living standards or occur before the basis for resumed growth has been
established.

Debt proposals fall into two main categories—new money plans and
debt relief plans—that aim to deal respectively with cases of “mild” debt over-
hang (debtor illiquidity) or “severe” debt overhang (insolvency).

The author argues that additional commercial lending--the main
tenet of new money plans--may be of little help in countries where overin-
debtedness has created severe debt overhangs. In such :ases, adding to the
debt burden is unlikely to stimulate growth and investment, especially in envi-
ronments of uncertain commitment to adjustment. But, even then, long-term
official lending at below-market rates and with strict conditionality, can sup-
port adjustment efforts or, when it funds specific projects, promote productive
investment and growth. This justifies efforts to increase the volume of official
lending to all borrowers regadless of the severity of their debt overhangs.

On the other hand, eligibilit: to debt reduction and forgiveness
should be reserved for countries with severe debt overhangs that have not yet
benefited from voluntary debt reduction, and be subject to strict conditionality
and surveillance. For the same reasons middle-income countries with mild
debt overhangs should not be granted debt relief, except on a voluntary basis
through market-negotiated debt reduction and reschedulings.
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The paper recommends continued adherence to a case-by-case ap-
proach on the grounds that plans that aim to provide an all-embracing solu-
tion to the debt crisis with a single mechanisin could create more problems
than they would solve. In addition, excessive globalization would also make it
more difficult to establish consensus among several protagonists with diverging
interests.

The paper observes that plan- to raise officizl and commercial lend-
ing to the HICs are receiving widespread support, and that some proposals are
already being jimplemented. The Japan recycling plan is in force; the World
Bank’s recent capital increase will enable it to expand its own project and
program lending; 2 number of developing countrics are already active in risk
hedging through interest and currency swaps; through co-financing programs
and direct guarrantees, the World Bank is increasing its catalytic role to stimu-

late commercial lending to selected HICs.

By contrast, proposals to grant formal and unilateral debt relief to
selected HICs have so far been shunned for two main reasons. Official circles
balk at the budgetary implications of appropriating tax revenues to fund debt
concessions. For their part, commercial creditors fear that large-scale debt
relief would involve substantial losses.

But recent developments indicate that in the longer run the political
and market consensus may support publicly-funded debt relief to selected
HICs if their debt servicing should threaten to degenerate into total economic
collapse and political chaos in problem debtors. The first precedent is that
Paris Club creditors have already agreed on the need for genuine concessions
to low-income Sub-Saharan Africa and are now applying debt relief formulas
in their debt reschedr'ings to those countries. More importantly, since late
1987 VDR has gained greater acceptance from commercial banks and, as ex-
emplified by Erazil's debt rescheduling agreement of late 1988, there is an
emerging consensus in banking circles that VDR can be compatible with new
lending.
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THE RISE OF THE MARKET-DRIVEN "MENU” APPROACH
TO THE DEBT WORKOUT PROCESS

Michael Bouchet and Jonathan Hay .
Debt Management and Finance Advisory Services Department
The World Bank

The purpose of this paper is to examine the various elements which
underlie the evolution of the debt workout process and the emergence of a
“menu” of financial instruments. In particular, the paper considers the legal
and regulatory obstacles to a widening of the menu and to the negotiation of
further debt reduction between commercial banks and debtor countries.

Since the inception of the crisis in 1982, the concerted debt strategy
has been aimed at normalizing the relationships between debtors and creditors
through a process of economic adjustment supported by negotiated financial
relief necessary to carry borroweers through a difficult period. Debtor coun-
tries were called upon to adjust faster and more drastically than they might
otherwise have done, owing to a sharp reduction in external finance and de-
spite mounting social demands for immediate economic gains. The banks
were ‘invited to put up more fresh money than their shareholders may have
wished in the face of capital and profitability constraints. T hroughout this
process, international financial institutions have provided leadership in design-
ing and monitoring sound macroeconomic policies and also in financing a
substantial~and growing—portion of LDCs’ overall borrowing requirements.

The coordinated case-by--case appreach to the debt workout process,
essentially a crisis containment strategy, has produced notable results. For one
thing, although a chain reaction of defaults was a spectre that many, at the
outset, thought was inevitable, there have not been any massive and general-
ized defaults during this period. Most of the highly indebted countries have
embarked on socially demanding economic adjustment programs resulting in a
partial restoration of growth, notwithstanding sharply reduced current account
deficits. In addition, in the period 1982-88, external financing support of ad-
justment has been provided by private and official creditors, in the form of
debt rescheduling and “concerted lending” operations by the former, and con-
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ditional financing by the latter, including the rescheduling of a large portion
of principal and interest payments by Paris Club creditors.

The aforementioned achievements resulted from the so-called “con-
ventional approach” to the debt workout process that has been the modus
operandi for the last five years. Four main elements helped to impose the
“system'’s order” at the time of Mexico’s 1982 debt crisis. Firstly, the interna-
tional financial system was in a highly fragile position in 1982, Many banks
were overexposed to LDCs in relation to their capital. The concentration of
assets in a small number of large debtors—essentially in Latin America—raised
the spectre of a severe liquidity crisis in many banking institutions if a series of
concerted refinancing operations could not be implemented. Secondly, the
systemic risk of a chain-reaction of defaults in the wake of Mexico's crisis was
a serious concern for bankers and policy-makers in the OECD. The emer-
gence of a cartel of debtor countries has been a recurrent threat during the
initial phase of the crisis. Third, a rigid legal and regulatory framework has
bound creditor banks together despite large differences in exposure and long-
term strategies. Fourth, an orderly resolution of cash-flow difficulties has
been imposed through a uniform and sequential treatment applied to all debt-
or countries. A set of core rules comprised the following elements: the ap-
proval of a Fund's standby arrangement conditional on a "critical mass” of
bank commitments; a specified cut-off date for rescheduling debt service pay-
ments; punctual servicing of interest payments, i.e., no rescheduling or capi-
talization of interest; and a pre~crisis base date for determining pro rata new
money contributions.

This strategy, adopted in the fall of 1982 and refocussed by the
Baker Plan of October 1985 has, however, been facing mounting challenges in
the last three years. In particular, an adequate combination of economic ad-
justment and external financing has not been achieved for several reasons.
First, commercial banks are becoming increasingly skeptical about the pros-
pects for improved creditworthiness in the debtor countries within a realistic
time frame. Adverse developments in the world economy and policy slip-
pages in several debtor countries—including the largest debtors—have delayed
the resumption of growth and a gradual return of these countries to capital
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markets to an unforesecable future and, consequently, weakened the credibil-
ity of the concerted lending process as a short-term temporary measure. Even
under optimistic scenarios, the potential trends in debt indicators and mount-
ing domestic political difficulties in implementing reform programs suggest
that the process of restoring creditworthiness and reaccess to markets will be
long and uneven. As a result, banks’ willingness to participate in concerted
packages is clearly flagging while countries’ readiness to embark upon socially
difficult adjustment programs is also flagging, owing to shrinking net external
financing support.

Second, a gradual fragmentation of the international banking com-
munity has emerged owing to varying regulatory regimes to which banks in
different countries are subject, divergent long-term business interests in
LDCs, and large differences in country risk exposure. The improvement in
commercial banks’ financial conditions has removed much of the systemic
pressures for defensive lending. Banks show meager appetite for new money
facilities that end up taxed by loan-loss provisions and penalized by secondary
market discounts. As a result, individual bank behavior is increasingly driven
by accounting, regulatory and fiscal considerations. The extensive set of con-
tractual provisions that were initially helpful in facilitating the cohesion of
commercial banks in restructuring and new money negotiations, is less and
less effective in maintaining the forced solidarity among creditor banks. In
addition, banks face intensified pressures, both regulatory and competitive, to
strengthen their balance sheets. The syndication of new money loans, there-
fore, is proving to be very complicated and subject to long delays, and the
benefits of holding all the creditor banks together are increasingly questioned.

Third, the community of active creditor banks keeps shrinking as a
growing number of institutions are not prepared to contribute to new money
exercises. Regional and small-exposure banks strive at redirecting their lend-
ing toward traditional domestic and trade financing business. Some banks
may wish to leave the lending process-even at the cost of significant
writedowns. As a result of these developments, in various countries that have
refrained from rescheduling their debt, economic adjustment and punctual
servicing of debt obligations have not always been rewarded by the financial
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markets. Commercial banks have reduced their exposure in a few countries
(sometimes those with the better economic programs) where concerted lend-
ing operations did not require that stable or slightly rising exposure be main-
tained. Overall, the growing reluctance of banks to provide additional financ-
ing and the weakening of bank cohesion have resulted in mounting strains on
the conventional "new money” approach.

In response to these increasing strains, the “market rationale” is be-
ing substituted for the “system rationale” which has been the prevalent mode
from the outset of the debt crisis, notwithstanding its efficiency gradually los-
ing in credibility. A “market-based menu approach” has begun to emerge
particularly during the negotiation of Argentina’s 1987 debt restructuring.
More recently, the August 1988 comprehensive debt restructuring for Brazil
included a number of attractive features that aimed at encouraging a prompt
response of the commercial banks. This menu approach recognizes the di-
verse interests and constraints of the international banking community by pro-
viding more flexibility in the debt workout process. In addition, the menu
approach implicitly reflects the longer-term framework that the protracted na-
ture of the problem facing the highly indebted countries requires.
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EFFICIENT DEBT REDUCTION
Jeffrey Sachs, Harvard University

It is now widely acknowledged that under some circumstances, debt
reduction can improve the welfare of creditors as well as debtors. A large
overhang of debt can lead to important inefficiencies that worsen the eco-
nomic performance of the debtor, and thereby diminish the expected returns
of the creditor. Despite the recognition of this point by leading banks, and the
international financial institutions, the actual implementation of debt reduc-
tion has been remarkably limited. Bolivia remains the only case of a sovereign
debtor that has been able to negotiate a fairly comprehensive arrangement
(with favorable results in line with the basic argument for debt reduction).
This paper explores the reasons for the limited progress in debt reduction,
focussing on the structure of debt negotiations as a major impediment to effi-
cient debt reduction agreements.

The main theme of the paper is that debt reduction poses important
collective action problems that cannot be efficiently handled in the framework
of “voluntary, market-based” approaches currently championed by the World
Bank and the rest of the creditor community. A number of important distor-
tion arise in the negotiating process because of the special position and incen-
tives of the money center banks, and the recognized readiness of the official
creditor community to contribute funds to avoid a brekdown of creditor-debt-
or relations

The paper also suggests practical remedies to the collective action
problem, stressing that debt restructuring cum sub-market interest rates (per-
haps linked with credit enhancement from the official creditors) provide the
most direct mechanism for an efficient an equitable sharing of losses among
the creditors banks. |
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CONDITIONALITY AND DEBT RELIEF

Stijn Claessens and Ishac Diwan
Debt and Internaticnal Finance Division, The World Bank

A large external debt can have perverse incentive effects on the will-
ingness of a country to adjust and invest and on the willingness of the creditors
to provide new financing. This can lead to inefficient outcomes as investment
opportunities that can benefit both the debtor and its creditors are not under-
taken in the debtor country. Without an injection of liquidity and/or a writeoff
of future debt obligations, additional investment will not be undertaken by
over indebted countries. At issue in the debt crisis is thus the way in which the
current costs and the future benefits of additional investment will be divided
between the debtor and creditors.

This paper shows how more efficient sharing mechanisms can be
achieved which exploit existing investment opportunities and achieve a high
growth equilibrium by the infusion of appropriate amounts of liquidity and by
appropriate reductions of future debt obligations. The combinations of liquid-
ity and debt relief chosen will, however, have to satisfy a time comnsistency
constraint, i.e., the debtor will have to have the right incentives after receiving
the new liquidity to invest such that the creditors are appropriately rewarded.
The paper shows that under this constraint, many Pareto improving combina-
tions of liquidity and debt relief are possible and that the chosen combination

will depend on the bargaining strengths of the two parties.

More importantly, the paper shows that a technology which allows
debtors to precommit themselves to investment levels can lead to additional
efficiency gains over and above the gains from appropriate amounts of liquid-
ity and debt relief. Allowing for precommitment on investment releases the
time-consistency constraint and allows for larger investments, larger amounts
of liquidity and larger debt repayments. As a result, the set of allocations for
which debtor and creditors stand to gain increases and high growth equilibria
can be achieved.

The analysis yields important policy implications, with particular im-
portant interpretations in terms of conditionality and debt relief. The paper
shows that debtors that have lost their creditworthiness fall in two broad cate-
gories: those that experience a weak debt overhang and those that have a
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strong debt overhang. In cases of weak debt overhang, new loans and precom-
mitments on investment can be sufficient to restore creditworthiness and
achieve a high growth equilibrium. However, in cases of strong debi overhang,
debt reiief is also needed in combination with precomrmitments or investment.
In this latter case, the third party, e.g., multilateral institutions, should refuse
to provide the precommitment technology unless a portion of the outstanding
debt is written off. Otherwise, new loans cannot lead to a restoration of credit-
worthiness.

The important .roblem the precommitment technology raises for the
third party (e.g., the multilateral) is how the efficiency gains will be distributed
between the creditors and the debtor. Besides strategic concerns, the existence
of externalities can influence this choice.
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THE COMMERCIAL BANK DERT OF DEVELOPING COUNTRIES:
How Have Banks Been Affected

Harry Huizinga, Stanford University

The last six years have not seen the gradual dimunition of the devel-
oping country debt crisis that many observers had predicted and hoped for.
Instead, third world indebtedness has remained high—in fact the ratic of me-
dium- and long-term debt to GNP has gone up from 50.1 percent in 1985 to
53.7 percent in 1987 for the set of highly-indebted countries. At the same
time, real economic growth in the developing countries has proven disappoint-
ing—at lukewarm rates of 3.0 and 2.5 percent in 1985 and 1987 for the same
group of countries. As the current debt strategy of “muddling through” ap-
pears unlikely to produce a timely and satisfactory outcome of the debt crisis,
it is warranted to discuss and explore other avenues. This chapter brings to any
such discussion an account of the experience of the main creditor banking
systems with LDC debt.

A main question the chapter attempts to answer is to what extent the
commercial banks at present could possibly absorb LDC loan losses. Some
losses by private creditors are likely to he a part of any resolution of the debt
crisis in the years to come, and such losses are implicit in some of the many
proposals for dealing with the debt crisis. Extending earlier work by Sachs and
Huizinga [1987], the chapter finds that bank stock prices to a large extent
already reflects the low quality of LDC loans, and that thus no major US bank
is likely to fold if it gets a return on its LDC debt from now on that is consis-
tent with the prices of LDC debt observed in the secondary market. Major
- banks in other creditor countries, such as Canada, France, Germany, Japan
and the United Kingdom, are shown to be less heavily exposure to the devel-
oping countries than the top US banks. Thus these banks turn out to be even
less imperiled by their LDC portfolios than the US banks.

The relative safety of almost all the top creditor banks renders their
unfailing insistence on full servicing of the LDC loans less urgent and less
appealing, and in principle it could open the road to partial debt forgiveness.
However, it also enables the banks to boycott the by now routine reschedulings
and new money packages, and at the same tc withstand the accounting conse-
quences of such a move. Some form of debt forgiveness in practice may lead
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to a quicker resumption of private capital flows to the LDCs and increased
investment in the developing countries—although such flows may never again
reach the avalanche proportions of the 1970s, which resulted from a unique
coincidence of sluggish economic growth in the OECD, large OPEC sur-
pluses, and a number of regulatory changes within the creditor countries that
directed bank leading overseas.

Commercial bank debt constitutes the largest part of LDC debt and it
is in some ways the most difficult to handle—both because of the myriad of
individual borrowers and lenders and because some of the relevant informa-
tion is private. In 1987 commercial bank claims on LDC’s stood at $644 bil-
lion, which is approximately 57 percent of a total LDC external debt of
$1,130 billion; $257 million, which is somewhat less than half of all bark
lending, is concentrated in Latin America, with smaller commercial bank in-
debtedness of $125 billion in Asia and $61 billion in Africa. The balance of
this chapter is organized as follows: Section 2 reviews recent developments in
the secondary market for LDC loans. It shows that secondary market prices
have been on a relentless downward path, and it presents some sketchy evi-
dence on the volume of secondary market trading of LDC loans. Section 3
looks more closely at the recent experience of the US banking system with
their LDC debt, extending and updating the work on this issue in Sachs and
Huizinga [1987]. As noted, a main conclusion that emerges is that the sol-
vency of the US banks appears not in jeopardy at present on account of LDC
debt. Section 4 replicates, as far as possible, the analysis for the non-US
banks. If anything, the major non-US creditor banks are shown to be even less
endangered by their LDC exposure than their US counterparts.

Some understanding of the regulatory environment in which com-
mercial banks now operate is necessary to be able to construct and evaluate
any plans for action and reform. The tax, accounting and regulatory treatment
of LDC exposure continues to differ widely internationally, even as proposals.
for harmonizing bank capital requirements across nations are being ratified.
Some features of the creditor nations’ tax and accounting rules as they relate
to LDC debt are summarized in Section J. T
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FUTURE FINANCING NEEDS AND THE CONSTRAINTS
ON SCOPE OF ACTION

Ishrat Husain and Samuya Mitra, The World Bank

The demand for external financing by developing countries arises pri-
marily to supplement domestic resources for acelerating investment and
growth. Among the group of seventeen Highly-Indebted Middle~Income
countries, domestic resources have been transferred abroad since 1983 to
service the debt contracted in the 1970s and early 1980s. The consequences of
this strategy are stagnant or declining per capita incomes, rising unemploy-
ment, falling wages and a general lowering of standards of living.

This paper asks the question: What amount of external resources
would be required to achieve a reversal of the recent trends in investment and
achieve some modest growth in per capita incomes? Under two differing as-
sumptions of world economic growth and given sound domestic policies of
adjustment, empirical estimates of the financing needs are made.

Under the base scenario assumptions, the seventeen countries would
require about $18 to $20 billion of net new distursements annuaily. While
other types of financing would together provide $8 to $10 billion, it is doubt-
ful if commercial banks would be able to fill in the gap of $10 to $12 billion a
year. The reasons for the dearth of commercial bank lending are analysed in
depth. It is also speculated that a more adverse external environment than
assured in this paper would pose major risks for the HICs. So would the lack
~ of sustained domestic policy adjustments by the debtor countries.

The paper concludes that for at least 12 out of the 17 countries stud-
ied, a combination of concerted new lending, debt reduction, and reflows of
capital flight would be necessary to meet a modest growth of per capita in-
comes. In some instances, intermittent arrears accumulations may occur.
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DO THE SECONDARY MARKETS BELIEVE IN LIFE AFTER DEBT?

V.A. Hajivassiliou
Cowles Foundation for Research in Economics, Yale University

This paper employs panel-data econometric techniques to examine
the case for external debt relief, by exploring the relations between measures
of creditworthiness and the debt discounts on the secondary market. It investi-
gates empirically whether the discounts on the secondary market reflect a his-
tory of past repayments problems or whether they anticipate future debt crises.
The answer to this question has different implications about the desirability of
debt relief: If the secondary market discount is a good predictor of future debt
problems and not merely a reflector of such problems of the past, then debt
relief, in averting anticipated problems, will reduce the secondary market dis-
counts ard thus increase the value of the debt held by the international lend-
ors. The estimated morlels are also used to analyze other issues in the interna-
tional finance literature, such as whether large surpluses by the oil-exporting
nations affect significantly the international lending markets after the first ma-
jor oil-shock, the question of “liquidity vs. solvency,” the degree to which
discrepancies between official and black market exchange rates can predict
future financing problems, and the importance of world factors exogenous to
a country in causing debt crises. Finally, the models are used to investigate the
stability over time of the processes that determine external debt repayments
problems.
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IS THE DISCOUNT ON THE SECONDARY MARKET
A CASE FOR LDC DEBT RELIEF?

Daniel Cohen, CEPREMAP

A discount in the secondary market is a case for debt service relief
but not necessarily for a write-off. I derive a "maximum repayment” resched-
uling program, which trades off higher current investment for lower current
debt service. The following results emerge from the analysis.

Proposition 1. The "maximum repayment” program the lenders
would like to monitor involves a fixed investment rate that is smaller than the
socially optimal rate and larger than the post-default rate. It involves a trans-
fer of resources from the debtor that is a fixed fraction of GDP—a fraction
that is smaller than the cost of default.

Proposition 2. When the debt-to-GDP ratio is above a floor value
(h*), the lenders can capture the “maximum repayment” value (V*) by ficti-
tiously splitting the debt into performing and nonperforming components.
Each period, they should ask the borrower to service the performing compo-
nent of the debt only, and let the performing component grow at a rate equal
to th2 economy’s expected growth rate. Meanwhile, the ronperforming asset is
automatically capitalized at the riskless rate. When the actual growth rate of
the economy is above (below) its expected level, the performing part of the
debt is scaled up (down). When this "maximum repayment” rescheduling
strategy is undertaken, the equilibrium market value of the debt is equal to
V*,

Proposition 3. When the debt-to-GDP ratio is above the threshold
h*, the debt can be written down to h* GDP without impairing the lender’s
return. If the write-off is repeated each time the economy declines, and if the
rescheduling is undertaken according to Proposition 2, the lenders capture the
“maximum repayment” while the market price of the debt is stabilized at a
constant equilibrium price below par.

Implication. Obcerving a discount on the debt does not automati-
cally warrant a write-off. The discount implies the possibility of default, but
lenders should not write the debt off until the possibility materializes. But the
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service of the debt should always be scaled down by its market value rather
than kept in line with its face value.)

Proposition 4. When the lenders reschedule the debt on a period-
by-period basis, they induce the country to follow a growth pattern that ex-
actly mimics the post-default path. The lenders capture each period the pen-
alty they could impose on the defaulting country. As a result, they get more on
a period-by-period basis, but less on average than under the "maximum re-
payment” schedule. Under such a (“time consistent”) rescheduling strategy, a
write-off and multiyear rescheduling may prove beneficial, but the gains fall
short of the strategy defined in Proposition 2.

How relevant is the idea of “debt overhang” (according to which the
market value of the debt may depend negatively upon its face value)? Empiri-
cal evidence presented here indicates that, at a 75 percent confidence level, 9
of 33 countries studied may suffer from a debt overhang problem. At a 90
percent confidence level, only 4 of them may be affected by it.
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DEALING WITH DEBT: The 1930s and the 1980s

Barry Eichengreen, University of California Berkeley and CEPR
Richard Portes, Birkbeck College, London and “EPR

This history of foreign lending in the 19th and 20th ceaturies offers a
rich lode of evidence on the operation of international capital markets. The
last hundred years have been punctuated by a series of crises—in the1870s,
1890s, and 1930s to cite three instances—bearing a striking resemblance to the
debt crisis of the 1980s. For the historian, that experience provides an excep-
tional opportunity to study the long-term evolution of international markets
and their adaptation to repeated shocks. For the economist, it is not possible
to extrapolate directly from historical experience, since institutional aspects of
the lending process, including the relative importance of bank and bond fi-
nance, the rise of supranational agencies such as the World Bank and the
International Monetary Fund, and the role of creditor-country governments
in rescheduling, have changed fundamentally over the past century. But even
though the extent of institutional variation renders naive the hope that one
might be able to draw simple "lessons from the past,” it stil] offers the only
evidence we have on the efficiency and distributional effects of different ap-
proaches to organizing international lending and readjusting existing debts.

In a series of papers we have examined the interwar debt crisis from
this perspective. Our analysis has spanned the lending of the 1920s, the de-
faults of the 1930s, and the debt readjustments of the 1940s and 1950s. This
paper summarizes and extends the main conclusions of that research. The dis-
cussion will be organized around nine major findings.

1. Interwar investors exhibited sophistication and foresight at the lend-
ing state. Our analysis suggests that the past repayment record of a
country, its current political circumstances and its economic policies
all figured in the determination of the risk premia on foreign bonds
floated in the 1920s. There is little evidence that capital markets have
grown more sophisticated over time, or that banks have a compara-
tive advantage in processing the relevant information. To the con-
trary, the bond market’s response to borrowers characteristics during
the 1920s bears a remarkable resemblance to experience during the
post-1970 era of bank finance.
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Neither monocausal explanations, nor for that rnatter multivariate
explanations limited to economic variables, suffice to explain the in-
cidence and extent of default. While authors such as Diaz-Alejandro
(1983) and Fishlow (1985) have pointed rightly to the magnitude of
the external shock, proxied typically by the extent of terms of trade
deterioration, as a leading indicator of default, our own work reveals
the importance of other economic variables, including the burden of
the debt and the nature of the domestic policy response, as well as
non economic variables, such as proximity to a major military power
and international policy links.

The implications of different debt-management strategies for subse-
quent macroeconomic performance remain difficult to isolate. In the
1930s as in the 1980s, efforts to maintain debt service tended to be
associated with fiscal austerity, import compression and export subsi-
dies, while the decision to suspend payments was often accompanied
by fiscal expansion, monetary reflation and policies of import-substi-
tuting industrialization. This wholesale reorientation of a country’s
macroeconomic stance renders problematic any attempt to pick out
the effects of external-debt management strategies and subsequent
macroeconomic performance.

There is little evidence that countries which defaulted in 1930s in-
curred a cost in terms of inferior capital market access after World
War II. Following the conclusion of negotiated settlements with the
creditors, countries which previously had suspended interest pay-
ments and amortization were offered virtually identical access to the
capital market as were countries which had maintained debt service
without interruption. This is not to suggest that default was without
costs in terms of market access, only that those costs were not borne
differentially by countries which interrupted service on their debts,
once they reached settiement agreements with the creditors. Many of
the costs were external to the defaulting countries: neither defaulting
nor nondefaulting debtors had significant access to portfolio capital
in the decades immediately following World War II.

The readjustment of defaulted debts entailed a protracted process of
negotiation. The analogy with Chapter 11 corporate bankruptcy pro-
ceedings, in which default and readjustment permit a clean break
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with the past, is no more applicable to the 1930s than to the 1980s.
In many cases, interruptions of debt service were only sporadic, and
uncertainty over the magnitude of transfers lingered for a period of
decades.

In contrast to the e¢xperience of the 1980s, interwar default in some
cases led to a substantial reduction of transfers from debtor to credi-
tor. What we might call "selective debt relief” was, however, compat-
ible with a reasonable overall rate of return to the creditors. The risk
premia charged ex-ante sufficed to evaluate the average realized rate
of return on sovereign loans above the yields on Bristish and US
Treasury bonds. Losses to creditors on provincial, municipal and cor-
porate loans, although more extensive, were still sufficient to yield
positive ex post returns to Bristish investors.

Nothwithstanding the contrast conventionally drawn between the
extent of government involvement in debt negotiations in the 1930s
and the 1980s, creditor-country governments often were intimately
involved in the readjustment of interwar debts. The difference be-
tween the 1930s and 1980s lies not in the extent of government inter-
vendon but in its direction. Whereas in recent years creditor-country
governments have exerted continuous pressure on the debtors to
maintain service on their external debts, in the1930s and 1940s credi-
tor-country governments pressured debtors and creditors alike.

Global schemes to short-circuit the protracted process of bilateral
negotiation proved unavailing. Nearly every element of the global
plans proposed in the 1980s—a special international lending facility,
matched injections of private and public funds, conversion of existing
assets into new ones featuring different contingencies—was first sug-
gested in the 1930s. Ultimately, those global schemes foundered on
the issues of who should fund and control the administration of these
schemes. The failure of the global plans offered in the 1930s does
not leave one optimistic about their prospects in the 1990s.

Unlike global plans, market-based debt reduction made a useful

contribution to resolving the debt crisis of the 1930s by reducing the
debt overhang and eliminating marginal creditors. There is little sys-
tematic evidence that debt buybacks had a significant impact on sec-
ondary market prices, whose movement seems to have been influ-
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enced primarily by changes in the prospects for a negotiated settle-
ment. In contrast to their public statement of disapproval, creditor
organizations were willing in private to entertain buybacks out of re-
serves as a component of the readjustment process. ‘
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FISCAL ADJUSTMENT AND DEFICIT FINANCING
DURING THE DEBT CRISIS

William Easterly
Marcoeconomic and Growth Division, The World Bank

The sharp reduction in external financing to most high-debt coun-
tries in the 1980s forced major adjustments in macro policy, especially in the
management of fiscal deficits. The debt crisis itself initially worsened public
finances, since the governments of dehtor countries often felt compelled to
assume external liabilities of the private sector and financial system. At the
same time, the near-termination of external capital flows required an increase
in internal finance of public deficits. The result in most high~debt countries
was increased inflation, output stagnation, and falling private investment. By
contrast, some high-debt countries avoided a drastic decline in their capital
inflows and did not have to reduce public deficits as sharply or increase reli-
ance on internal financing. The outcome was much more favorable in these
countries, with steady growth, low and stable inflation, and healthy private
investment.

In crder to study the nature of adjustment to the debt crisis, this pa-
per focuses on a group of seven debtor countries that experienced a sharp
reduction in external capital flows and rescheduled their debt in the period
1982-87; Argentina, Brazil, Chile, Mexico, Morocco, the Philippines, and
Yugoslavia. The study contrasts a group of five countries that avoided re-
scheduling over 1982-87 and maintained access to external capital: Colom-
bia, Indonesia, Korea, Turkey, and Thailand. The former group of countries
will be referred to as “crisis countries” and the latter as "non-crisis coun-
tries.”

The purpose of discriminating between the two groups is to show the
adverse consequences of the cut off in external financing to the "crisis” group
and the resulting policy response. The combination of a more favorable exter-
nal environment and wiser policy choices made for better performance in the
"non-crisis” group.

The central role of fiscal deficits and their financing has recently
received increased attention in the voluminous literature on the adjustment to
the debt crisis.
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This paper seeks to contribute to this literature through refinement of
the theoretical framework and through detailed empirical results. The paper
first examines the nature of changes in external debt flows, which will show
how the external debt crisis contributed to a parallel fiscal crisis in the crisis
countries but not in the non-crisis countries. The adjustment efforts were con-
centrated on public investment in the crisis countries, while the non-crisis
countries maintained stable levels of most fiscal aggregates. A resource surplus
was generated in the crisis countries through the investment-led contraction of
absorption, even though overall production was stagnant. By contrast the non-
crisis countries had obtained a resource surplus by the end of the period
through healthy growth of both production and absorption. The overall
amount of fiscal adjustment was less than the decline in external financing in
the crisis countries, so that they had to recur increasingly to domestic financ-
ing.

I also discuss the macroeconomic implications of the increased reli-
ance on domestic financing of public deficits, including the significance of
domestic versus external finance and the different types of domestic finance.
A simple theoretical model relates the means of domestic financing utilized in
the sample countries and on levels of interest rates and inflation. It shows that
the crisis countries relied heavily on implicit taxes on financial intermediation
to domestically finance their deficits, which explains the poor performance of
private investment and inflation. The non-crisis countries largely eschewed
taxes on financial intermediation for domestic borrowing at market rates, with
successful results. The policy conclusions are that larger deficit reductions—
preferably implemented through tax reform and reduction of current expendi-
tures—and less distortionary means of financing would lead to improved out-
comes in the crisis countries.
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PUBLIC DEBT, NORTH AND SOUTH
Helmut Reisen, OECD

The recent rise in domestic public non-monetary debt and in domes-
tic bond yields is imposing a heavier interest burden on the affected govern-
ments in countries such as Brazil and Mexico than foreign public debt does.
This is a relatively new experience for developing countries, not, however, for
OECD countries. The discussion of selected aspects of rising government in-
debtedness will therefore not only deal with some major clients of the World
Bank—Brazil, Mexico, Indonssia, Korea—but also with the experiences of Be).
gium, Ireland and Italy.

The paper tries to answer three questions. First, what explains rising
government debt since 1984 in spite of rationed foreign lending and efforts at
fiscal consolidation? Major debt determinants found are: external transfers,
since they imply an internal transfer of resources from the private to the public
sector; fiscal rigidities because of failure to broaden tax bases and to cut gov-
ernment consumption; high interest rates coupled with low GDP growth, both
largely explained by depressed savings and investment; massive devaluation of
the real exchange rate and high swings in the value among key currencies.
Second, how can the rise in government debt almost certainly not be stopped
in the longer run ? The answer is: through a burst of inflation, even when it is
largely unanticipated, because the demand for base money is now too small
relative to public domestic deb:; nor through domestic and foreign default
unless the government runs a substantial primary surplus (what is mostly not
th= case) and can credibly commit not to default again (which is unlikely).
Third, what are the possible remedies? The paper provides calculations of the
required non-interest surplus which the governments have to run to stabilize
(and then to reduce) public debt ratios and make their budgets consistent with
other macroeconomic targets. It also discusses how fiscal adjustment can fos-
ter growth, while minimising real depreciation of the exchange rate and reduc-
ing the cost of domestic public debt.
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SELF-FINANCED BUY-BACKS AND ASSET EXCHANGES

Michael P. Dooley
External Adjustment Division, Research Department
International Monetary Fund

Buy-backs of external debt that are financed by the debtor through
asset sales generally result in unchanged or lower market prices for remaining
debt. The contractual value of debt is reduced by some multiple of the market
value of assets sold. The use of assets as collateral for new debt that is ex-
changed for old debt has effects equivalent to buy-backs financed by sales of
the same assets.
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THE MARKET-BASED MENU APPROACH IN ACTION:
The 1980 Brazil Financing Package

Ruben Lamdany
Debt Management and Financial Advisory Services Department
The World Bank

On June 22, 1988 Brazil and its Bank Advisory Committee reached an
agreement on a Financing Package for 1988 - 1989, which formally termi-
nated the moratorium declared by Brazil in February 1987. This was the first
financial package structured along the lines of what has been called the mar-
ket-based menu approach to sovereign debt workouts. This approach was first
advocated by US Secretary of Treasury J. Baker and by Brazil's Finance Min-
ister Dilson Funaro in April 1987. This approach consists on tailoring the
forms of participation in the package to the different needs and preferences of
different banks. The development and the mechanics of many of the options
in the menu, including most of the options in the Brazilian package are dis-
cussed in Cline (1987), The World Bank (1988) and Bouchet and Hay
(1989).

The 1988 Brazilian Financing Package has three basic components:

o the restructuring of US$62 billion of outstanding debt into a single
Deposit Facility in Brazil’s Central Bank.

o 5 New Money Facilities which amount to US$5.2 billion (3 of these
facilities include some type of World Bank involvement).

o the renewal of trade and interbank credit lines.

The package also includes an exit option, which may substitute for both the
restructuring and the new money. Each component of the package was struc-
" tured to allow for many different options, referred to as "bells and whistles”,
which are attractive to different groups of banks.

The package was well received by creditor banks; over 90% of the new
money was committed in less than one month. The creditors’ favorable re-
sponse may be due to the wide variety of instruments and options in the pack-
age, which are tailored to the regulatory and tax needs of banks in different
jurisdictions. In addition, the disbursement of new money is linked in differ-

- 35 -



ent forms to actions by the World Bank and the IMF, which banks expect will
enable them to treat the new money differently from the old. Given its suc-
cess and comprehensiveness, the Brazil package is likely to become the model
in future negotiations.

This paper describes the structure and main components of the 1988 Bra-
zilian Financing Package. It analyzes the economic and financial effects of
those instruments and facilities in the package that may be relevant in structur-
ing packages for other debtor countries. It is important to notice that the
inclusion of each clause and option in any agreement is negotiated between
the debtor and its creditors. Hence, the fact that we show that the inclusion of
a particular option in the package had a negative effect on the debtor does not
imply that the debtor erred in ailowing such an option. In order to assess
whether the inclusion of the option was an error it is necessary to compare the
costs related to the option with the benefits that the debtor may have received
in compensation. This assessment requires an analysis of the bargaining proc-
ess, which, however, is beyond the scope of this paper.

The paper is structured in the following manner. Section II summarizes
the elements of the refinancing and new money packages. The effects of
currency switching and interest retiming on Brazil and on the creditor banks
are discussed in more detail in subsequent sections. Sections § and 6 study the
relending and the debt conversion programs, respectively. Finally, section 7
analyzes the role and pricing of exit bonds.
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BEYOND THE DEBT CRISIS:
Alternative Forms of Financing Growth

Donald Lessard, MIT

This paper examines the potentizl benefits of, and obstacles to, the
inclusion of alternatives to general obligation finance such as direct invest-
ment, portfolio equity investment, quasi-equity investment, and commodity-
price indexed debt in the external financing of LDCs. The advantage and ob-
stacies are first considered for a country starting with a clean slate, then for a
country suffering from a debt overhang in the context of both concerted and

voluntary exchanges.
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REVIEWING THE THIRD WORLD DEBT STRATEGY
John Williamson
Senior Fellow
Institute for International Economics
Statement before the Subcommittee on International Finance
and Monetary Policy of the
Banking Committee of the US Senate

February 8, 1989

President Bush's timely request for a review of strategy
toward Third World debt has been widely welcomed. I am pleased to
have this opportunity of participating in the debate that this
request has provoked.

Third World debt now poses much less threat to the
international banking system than it did when the debt crisis first
broke in 1982. The banks have made good use of the intervening
period to strengthen their balance sheets and many have also
reduced their exposure. Unfortunately the position of the debtor
countries has not shown a comparable improvement. The ratio of
interest obligations to export revenue, and more recently of debt
to exports, has shown some improvement. But the continuing
negative transfer from the debtor countries needed to pay accruing
interest obligations with minimal offsetting capital inflows
remains a major impediment to the restoration of growth and the
mastery of inflation, and hence a continuing threat to political
stability.

Thus I assume that a principal objective of the review of the

debt strategy will be to reduce the negative transfer to a level
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that the debtor countries can live and grow with. It is
particularly important that countries that have made a serious
effort at policy reform should now be given the opportunity of
escaping the financial constraint “n profiting from that reform by
resuming robust growth. (In Latin America I have in mind Bolivia,
Chile, Colombia, Costa Rica, Mexico, and Uruguay as countries that
have implemented extensive policy reforms.) I doubt whether it is
either feasible or advisable (because of the rapid escalation of
debt that would be implied) to seek the total elimination or
reversal of the negative transfer, but I wouid suggest an objecti-e
of reducing it from its recent level of $20 billion to $30 billion
per year to perhaps $10 billion.

For several years it has been taken for granted that the aim
of the debt strategy should be to restore the debtor countries to
a position where creditors will voluntarily lend taem enough to
reduce the negative transfer to a tolerable level. It seems to me
that maintaining that objective risks pushing resolution of the
debt crisis forward into the next century. ' We should instead aim
to reduce and restructure the debts (at least of those countries
that have made a serious effort at pclicy reform) to a point where
they can expect to grow =zhile fulfilling their contractual
obligations, and eliminate the constant hassle of debt.

renegotiation.
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Stra ic Chojce

Everyone is now familiar with the "free rider problem": the
incentive that each individual bank has to avoid making concessions
to a troubled debtor even when it recognizes that collective
concessions are in the best interests of both creditors and
debtors, in the hope that other creditors will make the concessions
and it will still reap the benefits. The initial reaction to
recognition of this problem was to try and ensure that all banks
acted in the same way (rotably by participating in involuntary new
money packages). More recently the trend has been to offer the
banks a "menu" from which they can choose an option suited to their
particular circumstances. If all of the cptions carry a roughly
similar benefit to the debtor, the latter will not lose from banks
acting differently provided that all of them choose one of the
options. The hope is that the availability of an option tailored
to its own circumstances will encourage each bank to participate
-rather than act as a free rider.

The same strategic choice between an attempt to get all banks
to make the same concessions and the offer of a range of options
will arise in designing a revised debt strategy. I strongly favor
offering the banks a range of options. One reason is the sheer
difficulty of persuading all banks (headquartered in a dozen or
more different countries) to agree to the same terms, given the
high probability that any attempt to legislate debt forgiveness

would be held unconstitutional by the courts as a violation of the
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principle of sanctity of contract. Another reason is the danger
of provoking a long-term estrangement between the debtors and the
banks. |

In particular, I believe that the options from which the banks
should be expected to choose should include both debt reduction and
debt postponement. There are two reasons for wanting to see
options in both categories. One is that the differences between
the positions of different banks are sufficiently great to need
options in both categories if there is to be any hope that all
banks would find it preferable to accept one of the options rather
than trying to insist on maintenance of the original contract (i.e.
freeriding). The other is that a combination of options from the
two categories can enable debtors to improve their short-run cash-
flow without the level of debt explcding out of control. The debt
reduction provided by one group of banks would do little to relieve
cash flow for some time (see below), but it would reduce the level
of debt. That would permit interest capitalization (or some
alternative form of debt postponement) to alleviate the short-run
cash flow without an unacceptable increase in the total level of
debt.

Debt Reduction
Voluntary debt reduction (which is the same thing that I

called "voluntary debt relief" in my study Voluntarv Approaches to
Rebt Reljef published by the Institute for International Economics

last year) is now widely endorsed--by the banks, the US Treasury,

W\
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and the other G-7 authorities, as well as the debtors. Helpful as
debt reduction is, however, it will almost certainly need
supplementing by some form of formal debt postponement. Let me
spell out the limitations of debt reduction.

First, debt-equity swaps. This has so far been the principal
mechanism employed, with perhaps $15 billion swapped in 1988. A
debt-equity swap typically involves a bank selling debt on the
secondary market to a foreign company, which in turn sells the debt
to the .central bank of the debtor country in return for 1local
currency with which it makes an equity investment in the 1local
economy. This changes the form of the foreign claim on the
debtor's economy from debt to equity, which may have some
attractions in terms of improved efficiency consequential on
foreign management and also generates a time-stream of payments
obligations that is more responsive to the state of the domestic
economy. But it has only a modest effect in reducing the debtor's
- net international liabilities--an effect that is dependent on the
central bank paying less than 100 cents on the dollar for the debt
that it buys back (i.e., splitting the secondary nmarket discount
with the foreign investor). Thus $1§_2§;lion of swaps may have
made a dent of no more than $3 billion in foreign liabilities (some
1 percent of the debt to the banks).

Moreover, in some countries, notably Brazil, the pace of debt-
equity swaps was excessive last year. Unless the foreign investor

buys a newly privatized asset (a phenomenon that was important in
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Chile), the central bank has to increase the monetary base in order
to provide the 1local currency to the foreign investor. (In
principle the government might issue local currency debt instead,
but this is distinctly unattractive in countries where the real
interest rate far exceeds the real interest cost of foreign debt.)
Some observers believe that the magnitude of debt-equity swaps
played a big role in driving Brazil to the verge of hyperinflation,
which explains why the program has now been dramatically scaled
back. In the future I would expect debtors (supported by the IMF)
to be more cautious and seek to limit the volume of debt-equity
swaps to a level that the economy can-afford.

Second, buybacks. In March 1988 Bolivia bought back almost
half its bank debt (using money specially donated by friendly
governments) at a price of 11 cents on the dollar. 1In September
Chile got permission from its bank creditors to use a part of its
windfall gains from the high coppcr price to buy back debt on the
secondary market, and proceeded in November to buy back some $300
million at a 44 percent discount. A bart of the acadenmic
literature argues that buybacks are a mistake from the debtor
country's standpoint because they involve the use of money that a
country could spend on itself in order to eliminate debts that will
not be paid in any event. I regard this analysis as nonsense:
debts that are not being fully serviced are an obstacle to full
participation in the world economy, a constant source of

embarrassment, and a potential disincentive to adjustment. When
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they can be bought back cheaply because some banks are gnxious to
exit from the lending process at almost any cost, it is foolish not
20 exploit the opportunity.

The problem is that buybacks require cash, and--almost by
definition--trocubled debtors are short of cash. Hence a solution
to the debt crisis that relies on buybacks to reduce outstanding
debt is liable to take a long time. Buybacks are 1likely to
increase in importance relative to debt-equity swaps, because it
is more attractive to the debtor to allow inward foreign investment
over the foreign exchanges and then, when it seems desirable, to
use the proceeds to buy back a part of its debt on the secondary
market. This has two attractions: it allows the debtor to capture
100 percent of the discount rather than share it with the foreign
investor, and it gives the debtor a continuing choice as to whether
to amortize debt or increase imports (or reserves). Hence, as
banks become accustomed to granting waivers to facilitate buybacks
and as the need to subsidize inward equity investment wanes, I

_expect to see debt-equity swaps largely displaced by buybacks. But
that will not change the conclusion that both these techniques

together could only reduce the debt slowly--unless, at least, some
substantial pew source of money became available to finance
buybacks. One could, for example, establish a special IMF facility
for this purpose, financed primarily by major surplus countries
like Japan (as suggested by C. Fred Bergsten in testimony before

the House Banking Committee on January 4, 1989).

al



Debt 8 2/6/89

The other way of making more rapid progress might be through
debt-debt swaps. The precedents here are the Mexico/Morgan deal,
and the exit bonds issued by Argentina in 1987 and Brazil in 1988.
Unfortunately none of these precedents is particularly encouraging:
banks proved unwilling to swap on terms and/or a scale that would
have achieved substantial debt reduction. The reason |is
straightforward: the quid pro quo the banks seek for substantial
debt reduction is more rapid and/or more secure exit from their
sovereign risk, whereas vhat they were offered was largely
continued country risk.

The security sought by the banks could be provided in three
ways: by collateralization, by subordination, or by guarantees.
The disadvantage of collateralization is that, like a buyback, it
requires the debtor to use its reserves. Indeed, reserves cannot
be expected to buy more debt relief per dollar if used in
collateralization than in buybacks (which poses a problem for the
Miyazawa Plan, at least in its original form). Subordination of
existing debt to éxit bonds looks attractive until one learns that
the required waiver would reguire unanimity on the part of the
banks, which makes its feasibility extremely doubtful. Hence I
conclude that a major role for debt-debt swaps would require the
provision of gquarantees for exit bonds by some public sector
agency; the World Bank seems the natural choice for this role.

The authorities of the G-7 countries have up to now opposed

the extension of guarantees. I sympathize with their aversion to
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guaranteeing "new money" that the banks put in involuntarily, since
this could provide a way for the banks in the long run to reduce
their exposure without loss at the expense of the public sector
(i.e., a "bailout"). However, a (partial) guarantee that bought
debt reduction from the banks is a totally different proposition.
Such a guarantee would apply only where a bank agrzed to a large
reduction in its claim, and could not make a doubtful claim whole
at public expense. And the return expected from such guarantees
would be attractive: a guarantee that allowed a debtor to swap
outstanding debts with a 10 percent interest rate for exit bonds
at a 50 percent discount would yield a real return of 20 percent,
entirely in foreign exchange.
b stpo
Debt reduction (other than debt-for-charity swaps, whose scale
is miniscule) is not an efficient way of providing cash-flow
relief. Debt-equity swaps do bring some short-run relief, but
" little or none in the longer run once the time-limit on dividend
remittances expires. Buybacks and debt-debt swaps provide little
short-run relief, since the debtor has to find the cash for a
buyback or to service the new debt involved in a debt-debt swap.
To complement such programs and provide an early easing of the
debtor's cash-flow position one needs options that postpone the
\g\obligation to service debt.
Up to now, postponement of debt service has been accomplished

\\through repeated reschedulings and new money packages. The process
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of negotiating and gaining approval of these is time-consuming and
wearing on creditors and debtors aiike. Its perpetuation is not
consistent with the objective of eliminating the hassle of constant
debt renegotiation and allowing debtors to return to a situation
where they fulfill their contractual obligations. A method of debt
postponement that formalizes obligations is badly needed.

One approach would involve adapting the past approach by

introducing multiyear new money agreements. Such an agreement
would promise the provision of specified sums of "new money" over
a number of years, perhaps on a decreasing scale. For example, it
could provide for new money equal to 60 percent of interest due in
a first year, S50 percent in a second year, and so on, decreasing

to zero in the seventh year.

A second approach would involve interest capitalization. This

could be designed simply to replicate a multiyear new money
agreement, but with an indefinite term it could also secure a more
permanent solution. For example, a country's interest obligation
could be divided into two parts on the basis of an estimate of
ability to pay. One portion, equal to an estimate of ability to
pay in some base year plus an agreed proportion of the increment
in export value over that in the base year, would be payable in
dollars. The balance would be added to principal. As a country's
export revenue grew over time, the proportion of interest

capitalized should tend to fall. If and when ability to pay
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exceeded interest due, the excess would be used to amortize
principal.

A third approach, involving a commodity link, might be
suitable for debtors that rely heavily for export revenue on a
particular primary commodity whose price they are unable to
control. For example, banks might agree to grant Mexico a
concessional interest rate as long as the price of oil remains low,
but with a provision for full interest payment as and when the oil
price returns to a specified threshold, and a premium if the oil
price went higher still.

In my opinion the second or third approaches would be more
satisfactory than the first. The problem with a multiyear new
money aéreement is its inflexibility: it assumes one can be sure
that the debtor will be in position to return to normal market
access at the end of its multiyear term. If that proves
overoptimistic, then one will in due course be faced with the need
. to negotiate a successor agreement. The only way to minimize this
danger would be to capitalize such a large proportion of interest
for so many years as to jeopardize the acczeptability of the
proposal to the banks.

An attraction of the second approach is that it would be
relatively easy to deal with free riders. Provided that a two-
thirds majority of the bank syndicate agreed to restructure the
remainder of the debt (i.e. that not dealt with by debt reduction)

to capitalize interest above the agreed formula, individual banks
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that declined to sign could be paid interest prorata with those
that had agreed to capitalize. They would then accumulate the
excess as arrears, which would have the same effect as though they
too had agreed to capitalize. Since they would be receiving
interest on the same basis as the other banks, they would have no
basis to sue them under the sharing clause.

Interest capitalization has up to now been strongly resisted
by US banks. This was partly explained by a fear that once
interest capitalization was instituted it would become too easy for
a debtor to announce a uniiateral increase in the proportion of
interest to be capitalized. Such a. fear would not seem very
relevant in the context of an agreement that specified ex ante a
formula to determine the extent of capitalization. Banks may also
have been reluctant to let debtors off the "short leash" provided
by the need for negotiations over new money. This may still be a
relevant consideration where debtors that have not yet instituted
adequate policy reforms are concerned, but it is surely time to let
the countries that have made serious reforms off the "short leash".
One suspects, however, that the major reason that US banks have
always been so much more hostile to interest capitalization than
many foreign banks igs that the accounting and regulatory treatment
of interest deferred though capitalization is so much more harsh.
It is surely time to equalize the treatment of interest that is
received by virtue of a bank's participation in a new money package

and interest that is deferred by capitalization.
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e of the Public Sect

The major role of the public sector in the proposalé developed
above is to facilitate the process of debt reduction, either by
creating a special facility to finance buybacks at the IMF or by
arranging for the World Bank to guarantee exit bonds (or both).
In addition, the US authorities should equalize the treatment of
capitalized interest with that which a bank pays itself when it
participates in a new money operation. But there is a third role
of the public sector that is particularly unsatisfactory at the
present time: its role as cfeditor.

My colleague William Cline has recently drawn attention to the
depressing and little known fact that the principal reason that the
negative transfer has proved much larger than called for by the
Baker initiative is that the public sector has fallen seriously
short of providing an additional $3 billion per year net lending.
A part of the problem is that the/;;ltilateral development banks
increased their lending by only $300 million rather than $3 billion
per Yyear. The other part of the problem is that the Baker
initiative did not make allowance for the large turnaround in IMF
lending, from an inflow of $6.5 billion in 1983 to a repayment of
$1.1 billion in 1988. ({See William R. Cline, "The Baker Plan:
Progress, Shortcomings, and Future Evolution", paper presented to
a World Bank conference on January 16, 1989.) I also lLisard the

Finance Minister of one of the debtor countries recently complain

60
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that his most intransigent creditors were not the commercial banks,
but the Paris Club.

In fact, the Toronto summit already agreed to an important
initiative so far as the poorest countries, primarily in sub-
Saharan Africa, are concerned. Each of the participating countries
agreed to choose one of three options for restructuring its
outstanding official lending to those least developed countries.
Tue simplest option is to forgive one-third of the debt; the other
two options are supposed to be broadly equivalent. This initiative
is welcome but still inadeqﬁate. Ideally one might wish to see the
simple solution of greater forgiveness. Failing that, it might be
worth considering conversion of a further one-third of the official
debt into local currency terms. This debt could bear interest at
the rate of local inflation plus 3 percent (say), with the
expectation that at least the real interest component would be
spent on causes like conservation and education that require local-
currency finance and are (hopefully) of mutual interest to
creditors and debtors. In conjunction with the Toronto initiative,
this would cut the debt service burden of the least developed
countries by two-thirds, but with one-half of the relief taking a
form that would enable the creditors to support initiatives that
they regard as important but that many debtors have had to cut back
on during the years of austerity.

It would seem appropriate to consider some relief on bilateral

(Paris Club) debts for the middle-~income debtors as well as the
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poorest countries. This might take the form of conversion of a
third of the debt to local-currency terms, just like the additional
relief for low-income debtors suggested above. In terms of cash
flow, however, the major .mpact will have to come from larger new

lending. The minimal aim should be to achieve the Baker target of

$7 billion net disbursements by the multilateral development banks.

sSummary
The debt crisis has now lasted for 6 1/2 years. In that

period a number of the debtor countries have pursued major reforms
of the sort that have beeﬁ urged on them by Washington, but a
country like Mexico still cannot look forward to being able to
resume robust growth without the need for further debt
renegotiation or the danger of financial constraints. Vhatever
else the current review of the debt strategy may bring, it should
ensure that countries that have made serious reforms and continue
to pursue prudent policies should have their obligations
- restructured to match their ability to pay consistent with
continued growth; It seems to me that the most promising strateqgy
to that end would present the banks with a choice between debt
reduction--aided by an IMF facility to finance buybacks and/or
World Bank guarantees of exit bonds--and debt postponezent, in the
form of interest capitalization and/or a link between interest
obligations and the price of major primary commodity exports. The
public sectcr should support that strategy both by authorizing the
IMF and/or the World Bank to facilitate debt reduction and by

Y
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reducing its own foreign exchange claims on troubled debtors, as

well as increasing the flow »f lending by the multilateral

development banks.
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1. Introduction

Mr. Chairman, and members of this comaittes, 1 an vcry pleased to
be here to today to discuis the issue of developing country debt, at a
time vhen the U.S. Administration (s undertsking a roviev of policies
{n this area. This reviev is, of courss, long overdus. as is painfully
clear from the prefound eccnomic crisis and groving political
fnstability in almost all of the democrscies in Latin Americe.

Indeed, the need for such a reviev vas slready/clesr back in May
1986, slmost three yesrs ago, when 1 was asked to give testimony about
the nevwly enunciated Baker Plan. At that time 1 stressed thatl:

By attempting to securs full interest aservicing of interest on
latin American debt, the current strategy is: threatening
depocracies throughout the region; {imposing an undue burden of
adjustment on the dsbtor countries; hurting U.S. exporters by
excessively squeszing import demands from the region; provoking
high inflation and capital flight throughout Latin Aserica; and,
{ronically, reducing the long-run valus of the creditors’ claims
on the debtor countries, by discouraging adequate structural
adjustments in the debtor ceuntries.

Poru ia an oxample of a country in need of debt vellef. The
econcay is in a state of collapse éus to the combined pressures of
falling export prices, fifteen years of poor economic managemsnt,
and the heavy weight of debt sarvicing. Per ocapita GHP has
daclined by 15 percent since 1980, and real wages have faellen by
an incredible 40 percent. The social fabric is crumbling. . .

1 Testimony to the Subcommittes on International Trade, Senate
Finance Committes, May 13, 1986, pp. 2-3.

f



Vhere the strategy goes vrong is in its refusal to contemplate
partial and selective debt forgiveness by private and official
croditors in cases vhere the debtor country is crumbling under the
weight of the debt burdsn, or vhere dabt forgiveness might provide
an {igportent spur tovards positive adjustment. It would be
fatuous to destroy fragile democraciss in order to collect the
last cent on interest dus to the commercial banks, particularly
when much of the debt in Latin America is slready written down in
the books of the U.S. comeercial banks, and in the{r stock market
values, though aluost none has been forgiven by the banks in their
negotiations with the debtor country governments.
Mr. Chairman, these thoughts continue to apply today, with even more
urgency, though today the quotation should be altered to use the more
felicitous expression "debt reduction" rather than *debt forgiver:as®.
Not only has the market value of the debt declined precipitously, from
a value of about 75 percent of par in 1986 to a vniuo'today of about 40
percent of par, but the economic .and political situation in Latin
Anerica has become truly alarming.

Todsy's facts are dbroadly known. What appeared to me in May 1986
to be a risk of social collapse in Peru haa nov occurred: annualiged
inflation rates of recent months are no less than 30,000 percent; treal
GNP will 1likely fall by 15 to 25 percent in the 12 months from
Septenber 1988 to September 1989: and radical terrorisa has come in
full fores to the urban centers of Peru, In Argentina, the
{nfrastructurs has collapsed so completely that blackouts are the daily
notn in Busnos Airss, end the telephone system in parts of that great
eity typlcally bresk down during rainscorss. Brazil too is hoaded
tovards a hyperinflation, with inflation exceeding 2,000 percent, and
vith a sharp politicsl lurch towards to the left. And in Mexico, the

vaunted political stability provided for decadss by the PRI is nov at a
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point of collapse. For anyone that cares to look, that country is at
risk in the next fev years of a drifc into open clans varfaze.

Much of this was predictable, Mr. Chairman, and indeed was
predicted. But our governmant’'s strategy was to {gnors theae trends,
tn order te give our commercial banks time to rebuild their capital
base. Unpleasant facts in latin Anerica were simply buried by an
unrelenting publicity barrage fron the soney-center banks that latin
Aperican recovery was just around the corner, and by the message that
Latin America’s crisis resulted only from policy mistakes within latin
America snd not from the heavy burden of debt combined with a collapse
of primary commodities prices. From my perspective as a policy advisor
{n Latin America, 1 cun report that is both dire and vornoning.z

It must be appreciated how completely the debtor-creditor
relations have broken down in the past tvo years. There is a tendency
to focus only on the top three debtors (Argentina, Brazil, and Mexico),

so let’'s begin inscead with the other 39 countries engaged in

comzercial bank debt reatructv-ings. For these other 39 countries,

there vas WMMMHM
L] (1] .3

There were two attempts to put together very modest (and very

{nadequate) "nev money" packages, for Ecuador and Ivory Coast. Both

21n addition to my academic resesrch on the debt crisls at Harvard
University and the National Bureau of Rconomic Ressarch, 1 am an
sdvisor to the United Nations Development Program, currently wvorking in
Bolivia, Rcuador, and Venezusla.

3The term "nev money" package is itself a sisnomer, since the “new
woney” 1s alvays less than the interest dus. Thase lending packages to
refinance part of the incterest dus are also known as "concertsd
lsnding®” programs.
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attempts failed. More than & dozen countries are in long-standing open
errears, including Bolivias, Costs Rica, Dosincan Republic, Ecuador,
Honduras, and Peru in Latin America.

For the larger countries, Argentina is deeply in arrears to the
banks, and will only get out of arrears {f it {s bailed out in the next
month or two by the IMF and the World Bank.% The Brazilian new money
package signed last September, and videly tauted by che banks, is on
the verge of breakdown after only three months, as that cconomy races

tovards hyperinflation.

Mercifully, the process of rebuilding the banks’ capital base
relative to latin American exposure {s nov complete. This point vas
driven home & fev wesks ago by Mr. villiam Seidman, Chairman of the

FDIC, in testimony to the House Banking Comnittes:

Wmmum-ﬂnw
ssencie.eadl o O o Thesc o1x Llacsaus dastar]

Loun =
ranain solvent, (emphesis in original)

This basic fact is underscored gurther by the all-time recurd profics

41o its enorsous credit, the INF is resisting aigning a phony dsal
with Argentina for the sole purpose of bailing out the benks. The IMF
{s atcempeing to maintain real ~tandsrds of conditionality vis-a-vis
Azgentina. For this stancs, the INF fs teking & lot of heat froa the
tanking comsunity (and friends at the W). vho aeo the
INF as & ready source of crodit that Argentina could use to pay
commercial bank {interest. Argentina desparately nseds real dabt
reduction (as President Alfonsin has repeatedly stated), mot merely &
nev INF program that can %e recycled into coamercial bank interest

paymente.

Srestimony of Mr. L. Villism Seidesn to the CommiZtes on Banking,
Finance and Urban Affairs, United Statas House of Representatives,
January 5, 1989.

&
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of the U.S. money-center banks in the fourth quarter of 1988.

Debt reduction is now an econoaic impsrative for Latin America,
and a foreign policy impsrative for the United States. In fact,
significant debt roduetio.n i{s nov emphatically in the long-term
{nterests of the banks themselves, since debt reduction will improvs
the economic performance of the debtor countries and thereby the
ultimate value of repayments that the banks will receive. The problem
{s that even though extensive debt reduction is in the collective
{nterests of the banks, it will not occur by itself, for the sane
reason that bankruptcy can’t occur without bankruptcy law end
bankruptey courts. Debt reduction, like bankruptey, needs an
{nstitutional setting to bring it about, Othervise, the individual
{nterests of particular banks come to dominate the collective interests
of all of the parties in this crisis.

It i{s not hard to envision the proper {nstitutional setting: an
International Debt Facility (IDF), under the official supervision of
the INF and the Uorld Bank, to intersediate the process of debt
reduction. Mr. Chairman, I belisve that you vaye the first in the U.5.
Senate to call for such a facility, and time hes greatly bolstsred the
cass for such s policy. This policy proposal {s nov widely adamired and
supported, not only in the Osnibus Trade Act of 1988, but also in
related veriants by the Japanese ard Prench Governments, leading
comnercial banks such as the American Express Bank, and the dabtor
countries themselves, in the recent dsclarations of the Croup of Eight
democracies in Latin America.

In my judgment, this poliey initiative is nov closs to being
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{mplemented, as long 43 policymskers in the creditor and debtor
countzies Lkeep their eyes on fundamental {ssues, and do mot get
dlstractsd by the phony {mportunings of & few money-center banks. A
fev of the largest banks continus to pin their hopes on a ®in of
official bailouts (through {ncreased IMF, World Bank, and Japanesse
lending), debt-equity svaps (despite their profound damage to the
debtor countries), and debt relief granted by the smaller baoks. This
vish 1ist of the largest banks {s sometimes sold under the heading of
*voluntary"” debt reduction, vhich 1 will argue, holds as much chance
for long-torm success 48 »voluntsry” bankruptey.

The dsbt facility propossl {s typically attacked elong several
well-rehearsed lines, mnone of which withstands scrutiny. - It is said
that the facility would be: (1) e bailout of the banks; (2) tod coetly
for the taxpayars; (3) an abandonment of the cass-by-case approach; (&)
{nimical to policy reform in Latin America; (5) harnful to the
gestoration of new private lending to Latin America; and (6)
sdzinistratively unfeasible. 1 will urge later that all of these lines
of critician are unfounded, and are often based on a serious misreading
of the debr facility proposal.

The remsinder of my testimony will focus on two centrel theses.
First, 1 will try to expose Lhe profound shortcomings of so-called
*voluntary debt recuction® schemes, &8 nov supported by the commarcisl
banks, and as championed for example in the recent statenent of the
Institute of International Fimance on *The Vay Porward for Middle-
Incoms Countriss®. Second, 1 will outlins the strong case for a debt

facility, and try to clear avay wmuch of the underbrush of
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aisunderstanding that has sloved the adoption of this proposal.

1. The Illusion of Voluntary Debt Reduction®

It is now widely recognized cthat the overhang of soveraign debt {8
{mposing major costa not only on debtors but also on cradicors, by
seriously disrupting the debtor economies. The costs of the debt
overhang, combined with the recovery of the commercial banks, have led
to a videspread scceptance of the need for a procecas of debt reduction,
by the World Bank and others. The major commercial banks have, im
rhetoric at least, started to advocate debt reduction as one step out
of the current crials.

While the banks advertise "more ¢han $26 billion™ of debe
roduction.’ the form of debt reduction has been almost uniformally of
the wrong sort, and indeed {auimical to the process of recovery in latin
America. The vast buik of this amount 48 pfivccolocc:or conversions
(approximately $8.0 billion), and dsbt-equity cwvaps and local
conversions (approximately $16 billion), versus only about §2 billien
of debt buybacks and exit bonds for public sector debe. Unfortunately,
these measures have done little to reduce the public sector debt, vhere
the crisis 1liss, end the dabz-equity swaps have in fact done much to

fusl inflation in the ragion.'

6this section dravs upon & more extensivs atudy of dobt reduction
sechanisas, "REfficient Debt Reduction”, praconted at the World Bank
Symposiua on Dealing with the Debt Crisis®, Janualy 26-27, 1939.

75ee the Institute of internationsl Finance, gp.cit,, p. 21.

85es "Efficient Debr Reduction®, pp.36-39 for & detailed critiqus
of debt-equity swaps.

e
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Debt reduction schemes should be messured cgainst the standard of
Mgmmm of the debtor country. specifically, the
dedt reduction should be extensive enough teo accomplish the following

goals: (1) to allov the debtor country to service the external dsbt on
the revised contractusl basis an._m_umw
W_mmmww . (2) to allow the private

sector in the dsbtor country to attract esuppliers eredits, traode
credits, and project finance, on'a docentralized basis. By this
standard, “voluntary" schenes vill not come clese to solving the
current problems. Under the current incentives, voluntary debt relief
{s bound to mean no moIre than a continuing nibbling avey at the edges
of the dabt overhang, without real relief for the debtor or weal
bonefits for the creditors. Vo need instead & much more ambitious
progran of sconcerted” debt reduction, in which all of the creditor
9

banks, on an equal basis, participate in debt reduction.

There are several barriers to adaquate debc reduction through

9 By "voluntary" debt reduction, it is usually meant that each
bank should be able to decide whether to participate in a dabt
reduction schems (6.g. each bank chooses vhacher to accept a given exit
bond in a owap for the existing dedt). in contrast, with veoncarted"
reduction, all of the banks jointly participate {n debt reduction on an
equal basis. It has leng been recognized that in the case of nev money
packages, ¢T compezciel bankruptecy, & sconcerted” arrangesent rather
than a “voluntary"™ azrangesent {c needed. The same is true vith
respect to dabt reduction for the developing countries.

A simple mechanism exists to bring sbout cencerted dabt reduction:
{nterest rstes on the existing dabts should be renegotiated to sub-
sarket rates, in line with an assepsment of the country’'s ability to
pay. The reduced interest paysents should then be partially or fully
guaranteed by official creditors. This pochanism could be managed on &
country-by-country case by & nev international debt facility, under the
auspices of the IMF and the World Bank, as is described later in the

testimony.

LA
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svoluntary" means (e.§. buybacks, exit bonds, and debteequity svaps).
These barriers are: (1) the {nhersnt collective-action barrier to
comprehensive debt reduction; (2) the probles of procoé%héﬁ?kfg;*:;;
problen of publickttcE;r gﬁiléﬁtl; Zh) ths distorted incsntives of the
large banks;(gi) the structure of ths bargaining eycld?l
~ sebenlo-

Collective Action Barrier

Consider first the collective action barrisr. There is &
fundanental paracox vith "voluntary® schemes. 1f the schens is
effective enough to restore creditvorthiness, then each bank
should hold on to {cs originsl claims, which will rise in markst
velue (back to par) as the other banka give the relisf. Thus,
each bank has the strong {ncentive to hold back from such schemes,
lstting the other banks give up their claims. .

The fundamental distortion of voluntary debt reduction
schense is recognized by the banks, sven though they fail to
understand its implications for the fatilure of the voluntary
approach. The 11F has recently written that “"the cost {of dabt
geduction] is the di{scount incurred in sxchanging old assets for
nav assets, but the benefits accrus to all creditors snd to the
debtor ocountry bscause {ts external debt servicing costs a&are
reduced. Thus, particular creditors benefit 1f other creditors
can bs induced to geduce their claims.® This externality is
praised by the I1F as an added bdensfit of wvoluntary dadt

reduction, rather than as the profound barrier to sfficient debt

reduction that it i{s in fact.
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The probles of precedent

Anmong the banks and the U.5. Treasury, almost the entire dedbt
process is conceived of in terms of no more than five countries:
Argentina, Brazil, Mexico, the Philippines, and Venezuela. Vhile
there are at least 42 countries that have rescheduled their
comzercisl bank debts {n rscent Years, the five main dJdebtors
aceount for about 80 percent of the exposure of the nine monsy<
center U.S. banks to a1l 42 countries! The top thres countries
(Argentina, Prazil, and Nexico) alons count for 64 percent of the
total exposure of the money-center banks to the problem 1lDCs.
Importantly, howvever, from a humanitsarian and geopolitical point
of view, the five countries count for only &40 percent of the
population of the entire group. 1In the debLt managemsnt process,
there has been little serious attempt to sddress the problems of
the szaller debtor countries for fear of sotting adverse

procedents for the larger coum:r!.u.w

The expectation of public sector bailouts
The third major reason vhy cosprshensive debt reduction is
unlikely is the continuing signal froa the official community that

public monsy will coms to the Tescus of the (faltering

10 countries such as Bolivia, Dominican Republic, Lcuador,
and Peru, asmong Others, cannot pey their bille, and are jn nO
condition to expect & Treturn to commercial bank lending feor
goneral balance of paymenta support for many, many years to cone.
And yet for these countries, as much as for Argentina, Brazil, and
Maxice, comprehensive debt reduction has been off the agends.
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renegotiation process. To the extent that the banks limit nev
lending ur debt reductiom, they knov that the official community
will make up at least part of the difference in official landing
to the debtor countries. This ia because the official creditors
have an {important stake in maintaining political and econonic
stability in the debtor countriss, and thus are willing to put

sonsy into the process {t{ the banks do not.

Ih1l.1niHlL9n_9I_2thiﬁvmﬂnlx_liil_ll_l_Sll.ﬂn_ﬂnhi_llﬂH££inn

schagpes. because it reduces the incentives of the banks to &gree
to dobt reduction schemes. The procews of public sector bailouts

{s increasingly evident, as 1 have shown elsevhere.ll

The distorted incentives of the large banks

Despite all of ths biases against debt reduction (e.g. the
edvantages of waiting for pthers to give relisf; the pxeblems of
precedent; the prospects of an officiel bailout), ®ost banks are
now prepared to accept significant losses on the debt in return
for ridding themselves of the problen. This {g evidanced by the
gact that the zegional U.S. banks are now divesting of their
entire LDC dedbt portfolies ou the secondary market at & renarkable
rate, vith losses resching 50-60 percant of the face valus of the
portfolios. It is & fav money center banks, not the vast bulk of
small and medium size U.B. banks, that are resisting comprehensiva

writedowns of their portfolios. Note {n Table 2 that vhile most

115, *New Approaches to ths Latin Assrican Debt Crisis®,
Harvard University, September 1984.
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U.S. banks are reducing their exposure, the non-soney center banks
ars reducing their exposure at & much faster rate.

1t {s {mportant to analyze why the large banks arc less
villing to sull off their portfolios, since that also helpa to
explain why the large banks have so vigorously resisted concerted
debt veduction arrangements. There are basically three reasons
for the resistance of the largest banks. First, the large banks
are resistant to writedowns becsuse of the greater LDC exposure
relative to capital. This matter can be handled, however, through
appropriate regulatory policies in support of comprehensive debt

reduction ::zungonontl.lz Second, the large banks have supe.ior

$he key point is that regulatory overaight of the banks
{s based on the book values, notL market values, of the banks’
assets and liabilities. This means that heavily exposed banks mey
sometines have the incentive to avoid hogk lossos on their
portfolio even {if chey represent BAIkes gains. A bank vith a
large exposure of LDC debt relative to bank capital might satisfy
capital-adequacy requirements when measured at book values, but
fail to setisfy them vhen measured at market valus. 1In this case,
tha bank might turn down participation in a debt reduction scheme,
even if it raises the market value of the LDC exposure, if at the
same time it causes a book loss on the bank's claims that pushas
the bank out of compliance with the regulatory guidelines on
capitel adequacy.

This kind of distortion arises bocauss of faulty accounting
procedures. In the U.5., the banks are not required tv mark-to-
market the valustion of LDC claims, so that the vast bulk of the
claims is kept on the books at 100 percent of face vaiue, despite
a secondary market valus of around &0 percent of face valus.
Banks are villing to absorb some losses on their LDC claims in
order to clean up their portfolios, but only 1if such losses do not
jeopardize the bank's plans for mesting the guidelines on capital
adeguacy, vhich are based purely on book valuas.

The solution to this problem is to require banks to mark
their exposure to market, at least for those banks that refuse to
participate in & comprehensive debt reduction echems, For
parcicipating banks, the rzegulatory authorities can exercise
forebearance, and allov for gradusl vriteoffs over a period of
several years.
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access to dedt-equity swaps than do the small banks. In general,
these debt-aquity swaps offer a less costly way ot.div;octng debt
than does the secondary market.  Thus, the big banks resist
comprehensive agreements in order to maintain their options to
pursue debt-equity swvaps. Unfortunately, from the point of viev

of the debtor country, the debt-equity swaps tend to be highly

e ——

dsleterious.
P‘v’—

Third, the large banks vrecognize that by slowing thelr own
debt reduction process, they also gain by having the smaller banks
*cash in", and accept losses via exit bonds, secondary market
sales, and so forth. Since any creditor is made better off if
another creditor voluntarily makes a concession to the debtor
(since the remaining debt increases in valus), the large banks
nave an added incentive to let the small banks get out at & large
loss. John Rsed, Chairman of Citicorp, was quite explicit on this
point i{n & recent speach:

What {s happening right nmov is that some banks, like our own,

are converting debt into long-Ters investaents [i.8. debt-

equity avaps]. At the aame time, some smaller banks that

have very different interests are selling out at pricos that,
frankly,

{ and quite convenient £or the
gountries. (eryhasis added). 3
The waizing game imposes cos:s on the creditors as a wholae (by
allowing a continuing aconomic aqterioration in the dedzor

countries), but these costs are borns by che smaller banks (who

135¢¢ John §. Reed, “Opportunities for ths Mavw
Administration®, remsrks at the Netional Forseign Trade
Council, New York, Nev York (October 18, 1988) and the los
Angeles World Affalrs Council, los Angsles, California
(October 27, 1988).

‘l,(h '
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sell their debts at exceptionally discounted prices), not by the

largsr banks wvhich impose the obstacles to concerted dsbt

reduction.

J11. The International Debt Facilicy

The voluntary approach, at least as nov conceived, 1s
unlikely to succeed in {ts central purposs: to Trestore the
cre_ltworthiness of the debtor countrisa in order that they nay
achieve reneved grovwth and policical stability. D:E:_E:ggsgigp

should be comprehensive to achieve this goal, and for that we need

a nevw approach. A real debt settlement requires the concerted
pacticipation of the banks. To the extent that there remaina a
sgenu of options" for ths banks, this menu should enly include
Wﬁ:ﬂ&lﬁwﬂ“- in other words,
banks should not have the Juxury of opting out of the debt
reduction process entirely, for that frustrates the whole process.

The simplest vay to achieve & compreshensive reduction of debt
is through a reduction of interest ratss to sub-market levels on
the exiscing dedbt. This mechanism is nsarly tdinlz ic 1o
sdninistrativsly straightforward (the contracts merely have to be
revritten to includs interest rates of say, & fixed & percent,
rather than LIBOR plus 13/16); it is comprehensive; it is
equitadble {n its impact across banks; it avoids the adverse
. consequancea of dobe-oéuicy svaps; it is & standard mechanisa for
debt workouts in the domestic cSontext, and it may even obviate the

need for larse, immediate writedowvns of capital undst U.5. banking

o\
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ro;ul.:ionl.I“ Purthermore, it {s easy to coabine interest rate
relief with credit enhancement, since the reduced interest rates
can be guaranteed by the official creditors, s.g. the VWorld Bank,

as part of the restructuring process.

Achieving a comprehensive debt reduction for a particular
debtor country will require several steps on the part of the
official creditor community (especially the INF and World 3ank):

1. An explicit recognition by the INF and World Bank that
the debt burden of the country should be permansntly reduced
(conditional on the comamitment of the debtor country to
pursue appropriate macroeconomic policies);

2. An official policy that the banks should share ggually
in the debt reduction. A “"smsenu of options” may still be
used in recognition of regulatory differences facing
differant banks, but in economic terms, all banks should
parcicipate equally in the debt reduction mochanism.

3. An official policy against debt-equity swvaps as a
significant component in debt reduction, except for the
handling of private sector debt or the case of privatisation
of a public-soctor firm.

4. The design of official lending progrsas (e.g. standby
prograzs and structural adjustmant lending) based on debt.
servicing targets that take inzo account the necessary debt

reduction,

léynder FASD 15, a debt restructuring which pressrves principal,
but which reduces intcrest rates, doss not in general requirs a
capital writedown,

15 As an exazple, soms banks might prefer to take debt
reduction by a cut in principal, vhile others would prefor
to maintain principal vhile accepting a sub-market interest
rate level. Theee differences should bs accomodated in s
menu of options, but cll banks should be required to chooss

. among the menu. New money, or longer maturities and grace
periods, definitely ghould not be equated to debt reduction
in the menu.

1510 other words, if a country has s huge overhang of
debt, the IMF and World Bank programs for the country should
be designed on the assumption that the debt will seventually


http:mochanism.15
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s. An official policy that INF and World Bank programs can
go forvsrd despite arrears o the commsrcial banks in
circumstances in which the INF determinss that tho debt
should be reduced, but in vhich the banks have not Yyet
agreed to a comprehensive debt reduction mechanism.

6. Rsgulatory support for debt reductiom, with vegulators
requiring writedowns of debt to market values for those
countries for which debt geduction packages are not
concludad. At the same time, & stretching out of vritedowns
{n the cases that comprehensive debt agrcemants are reached.

9. The use of official money to »enhance” the {interest
streem of debt for cases {n which the countries and the
commercial banks have agreed to a comprehensive dabt
reduction schone. The official {nstitutions can provide
parcial or complete {nterest payoent guarantees, depending
on the precise economic ciycunstanceo of the debtor country,
and the nature of the debt reduction agresd to vith the

comnsrcial banks.

8. strict conditionalicy on official lending for all
countries nogotiating debt g=duction programs, end for oll
countries seeking programs in the face of commercial bank

arrTears.

9. A policy that sustained interest arrearsges on payaents
aftax dedbt reduction has taken place should trigger cross-
default provisions with other IMF and World Bank lending.
This is especially important in cases in wvhich there are
official guaranteer of the interest payments that have been
missed.

10. An official policy of support for debt reduction
through the mechanisms of .nh;nlxkg;_19;;1;;5_13513. as the

simplest, fairest, and adminiscratively easiest fora of
comprehensive debt geduction.

These stops could best be accomplished in the context of an
{nternational debt facility, that would be in chargs of: (1)

organizing the comprehensive packags; (2) linking the dabdt

reduction package toO policy reforme {n the debtor countIy; and

be reduced in negotistions between the debtor and the banks.
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(3) providing officicl gucrentees on the reduced intarast
payments that are due after the debt reduction package is put
into operation.
This solution, which is quite straightforvard, 1is often
oppossd on mizleading grounds. La% B¢ concluds my testimony by
touching briefly on sevsral of the *syths" surrounding an

international debt facility.

Myth 1. A debt facility is a taxpayer-financed bank beilout

This is real whopper. A debt facility is the most effective
and orderly way for {insuring that the banks accept lcsses on
their bad loans, rather than pawvning them off onto the taxpayer
via new lending from the IMF, World Bank, and creditor
governments, A debt facility would require a concerted

acceptance of bank losses for the first time {n this crisis.

Myth 2. A debt facility is too costly for the taxpayer

This, no doubt, is the preeminent myth that has forestalled
any action on the proposal. With the popular press fond of
quoting & developing country {ndebtedness 27 wmzve than §1
trillion, opponents of the debt fauility are able to instill the
notion that real relief would require hundreds of billions of
dollars of taxpayer funds. |

This is wrong on several points of viev. The target of the

facilicy 1is -and- .
groubled debtor countxies. This amounts to about $240 billion,

,\’()
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vith a secondary market value of the debt of about §90 dillion.
Other kinds of debt (e.g%. debt owed to the INF, World Bank;
short-tera debt; dabt owed by the private sector; etc.) would not
be part of the plan, Morsover, it is the banks, mnot the taxpsysr
that would assume the bulk of the loases under the debt facility.
Roughly speaking, the debt would be cut from approximately §240
billion to $90 billion (in steps, and asruming that ell countries
sventuclly qualify for debt roduétion. by undertaking adequate
sdjustment programs). The facility would guarantes the payaents
of part or all of the $50 billion due. The Caxpayers wvould be
liable only if the debtor countries could not mansge to carry the
burden of the $90 billion, and would be liable only for that part
vhich remains unpaid dy the debtor countries.

The U.5. share of the guarantees could be quite modest. In
another detailed study, 1 have {1lustzated the very small amounts
at stake by assuaing that tha Japanese would cover one-third of
the guarantess, and the U.S. would cover ono-four:h.17 The
result is that the U.S. snds up guararteeing about $22.5 billion
in 1iabilicies of the facility. 1f paid-in capital is about 10
percent of the amoun of the guarantees, the U.S. conteibution
would coms to approximately §2.3 billion. This could be
distributed over five years, with an annual budgetary burden of
about $470 million.

Thus, for somevhat 1less than oach yezt's foreign aid

17g4a "New Approaches to the Latin Amarican Debt Crisis",
Harvard University, mimeo, September 1988.

1\
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disbursement to El Salvador, the U.S. would be able to fund ite
participation {n an {ntornational debt facility that could
effectively solve the commercial bank debt crisis for the 30
largest dabtor countries. This comparison should certainly put
{n perspective the very modest sums involved!

1f che political will 1s still stuck, then the Committee
might reflect on the fact that the $30 billion of secondary
market value of the dsveloping country debt fe equal {n value to
about 60 scres of land in downtown Tokyo. A modest sale of Japen
National Railway land holdings in Tokyo could readily finance the
entirs international debt Zacility. (And remember, the cost %o
Japan is not the price of the debt that is guaranteed, but only

the cost of the guarantecos if some of the reduced payments are

not met).

Myth 3. A Debt Facility {s contrary to the Case-by-Case Approach

This myth reflects a simple aisunderstanding. Advocatss of
a debt facility do not advocate an across-the-board wvritedown of
debt. Rather, comprehensive debt reduction would be available on
a cace-by-case basis, depending on the villingness of tho country
to undertaks economic reforms. In each case, the extent of
reform would be tailored to the economic needs of the country in
question. Those needs could be ascertained based on a
professional assessment of the wvaight of the debt burden, the
solvency of the public sector, the oxtent of past losses in GNP

as indicative of the grovth potential of the economy, and 80
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forth.

It sight turn out that only & few countries would qualify
for debt reduction supported by the debt facility. But st least
the option would be universally available for all dsheor
governments that ars willing to attempt a program of economic

refornm.

Myth 4. The Debt Facliity is Inimical to Zconomic Reform

This notion is simply backwaré. The debdt overhang treelf 1o
the graatest barrier to economic reform, because it dastabilizes
governaents in latin Americs, and thereby deprives governments of
the political bass to pursue sustained prograns of raform.
Moreover, it {is virtually {inpossible to sell a program of
economic reform in latin Amezica today, because the political
opposition s only too quick to point out that under current
arrangements, the benefits of reform accrue to the {nternational
banks, rather than to the domestic citigenry.

Two countries, Bolivis and Costa Rica have alroady achieved
a measurs of g facto dsbt relief. These two governments have,
{ndesd, smong the most successful programs of reform now undervay
{n the region in large part because of the breathing space
offersd by the casier terms on debt servicing.

The real harm with the current policies is that politicians
friendly to the United States in the Tegicn will find thenselves
increasingly undsrained by cpponents who attack the U.5. (and the

rest of the creditor world) as the agents of oppressive debt
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collection.

Myth 5. Debt Reduction would be harmful to mew lending
The benks have long argued that latin America should be

drained of approximate.y 5 percent .of GNP_per year in net

interest payments, gince to give relief would sosshov restrict
the access of the cosntries to "nev lending®. g$ince no resl net

lending is in fac: svailable, the point hes alvays esemed to me

to be unreal in ne extreme.

But more :undamentally, thers is an snormous confusion ahout
the linkage Jf debt reduction and new }ondin;. In bankruptcy,
for exampl:, the reduction of debt is seen as Yital to zsstozring
creditvo: chiness. It is common in & bankruptcy action that once
the ex:sting debts are reduced, the bankrupt f£irs msy ipaedistely
retu-a to the credit markets for new financing based on &
clcaned-up balance sheet. Similarly with sovereign dedbt, it is
.ne debt overhang itself that prevents the return of the
sovereign to the loan market, and the most offoctive way to
ravive lending for trade financing and fixed capital formation is
to reduce the debt burdsn to 8 level that can be serviced by the
dabtor,

Thoss who argus against debt reduction becauss of an 0110;;6
adverss effect on futurs lending confuse the effects of two kinds
of sctions on the dabt. A unilatersl and hostile suspension of

—_—

payments by a debtor may indeed delasy the debtor’'s return to the
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capital urkotl.“ Contrarivise, 8N agreed and negotiated
reduction of debt can apasd the yeturn of the sovereign to th:
_cap}g_l_ sarket. Note, for exanmple, that Indorozia had access to
commsrcial market borrowing just four yeats after Indonssia's
debts to foreign governments vare substantially reduced in 1970.
The slleged reputational onus against s governaent that failed to
honor ite debts simply did not exist in this case. If the
creditor banks are truly worried sbout a sovereign's future
sccess to lending, then the banks should strive to reduce the

debt burden via negotiation, rather than cornering the debtor

into the need for unilsteral actions.

Myth 6. The Debt Facility is Adninistratively Unfeasibls

A final qxtlx L_‘, that :_he_ f__o_l;g_ factlity is umworkable becausse
the banks might choose mnot €O participata. And if the dett
gacility enters the secondary debt market to try to buy up the
dabt, the price will be driven too high to make & debt rcpurch;u
foasible. Once again, this myth reflects an onormous naivete
over the actual wvorkings of the losn market. The debt facility
would not "go into the sarket® to buy debt. Instead, the banks
as group (negotiating via the steering committes) would havas tO
reach & cosprehensive agresment with the country in order to
quslify for assistanze from the debt facilicy.

gince the major banks hold most of the debt, and since the

187¢ may still make sense as & Beasurs of last resort,
however.

S
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vast majority of the banks would be only too happy to be relieved
of their oxposurs in an organized manner, the debt facility can
be made to work with the cooparation of a very small number of
U.S. banks, {ncluding citibank, Bank of America, Chase Manhstten,
Chemical Bank, and Morgan. There are Bany carrots and sticks to
{nduce participation, {neluding regulatory changes, official
guarantaes, support from the INF end the World Bank, etc.
Morsover, it is highly unlikely that any of these banks would
stand in the way of &8 reasonable settlement at risk of
{nterforing with a matter of significant foreign policy concern
of the United Sctates.

Unanimity would not be required, moreover, since under the
existing bank agreements, qualifisd majorities may change the
termz of lending agreements for the entire group of creditors.
pavid Finch, a long-tims senior manager of the INF, and one of
the wisest observsrs of the debt issus {n the world, has
sussarized the question of participation as follows: “. . .
there is no question that the creditor ;t;vo:mi'ntl have it in
their power to give substantive legal protaction to a majority
sectlemant® 19

oo

\oo b eat®
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19g¢¢ C. David Finch, "IMF -- The Recoerd and the Prospect”,
Institute of International Econosics, Vashington D.C., mimeo, 12-
30-88.



The Baker Plan:
Progress, Shortcomings, and Future Evolution

william R. Cline
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ABSTRACT

Clobal economic conditions were broadly favorable to debt
panagensent undar the Baker Plan (late 1985-1988), except for the
collapse of oil prices. Hajor Latin American debtors achieved
important reductions {n interest/export ratios. While the banks
provided new nmoney that was ona=-third lower than the Baker Plan
target, the multilateral development banks raised net flows by only
one-tenth of the targeted $3 billion annually. If the IMF and
bilateral export credit agencies arc included, net capital flows
from official sources to the highly indebted countries actually
fell, from $9 billion annually in 1983-85 to $5 billion annually

in 1986-88.

Political fatigue is evident in major debtor countries.
However, their recent growth stagnation has been caused primarily
by internal economic distortions (high fiscal deficits and
inflation), not the debt burden. of the six large Latin American
debtor countries, the three vith the largest outward transfer of
resources relative to GNP (Chile, Colombia, Venezuela) achieved
the highest growth and lovest inflation in 1986-88, indicating that
external debt does not explain high inflation or low growth in
Argentina, Brazil, and Mexico.

While the basic international debt strategy resains valid,
intensified policy efforts are necessary. sanks should provide
multi-year new money packages. Banks should confer senior status
on "exit bonds,” and the World Bank should then guarantee these
instruments, to make viable substantial voluntary debt reduction
by interested banks. Bilateral and multilateral creditors should
raise annual net capital flows to the highly indebted countries by
$10 billion annually and the banks by $5 billion to cut the outward
resource transfer from these countries in half over the next three
years. The central determinant of success in es2rging from the
debt crisis, however, vill have to be sound econcmic policies in
the debtor countries themselves.

\



The Baker Plan:
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Institute for International Economics
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Origins

From the suspension of Mexican debt payments in August of 1982
through 1983, the debt problen was addressed on 8 basis of short-
term crisis management. All four parties were expected to act:
the banks, through rescheduling payments and providing new loans;
the countries, by adopting adjustment programs; the international
financial agencies (especially the IMF), by providing leadership
to the banks and funding as vell as policy guidance to the
countries; and the industrial countries, through reschedulings of
export credits in the paris Club and bridge loans. The objective
vas twofold: to avoid a collapse of the international banking
system and to permit adjustment and renewed development in the
debtor countries.

Extremely high interest rates and severe global recession had
played a major role in precipitating the debt crisis. Buoyant
recovery by 1984 (with industrial country growth at 5 percent) and
n reduction of interest rates (ac LIBOR ebbed from 19 percent at
its 1981 psak to 11 percent) led to considerable optimism in that
year that the debt crisis was on its way to resolution. 1Indeed,
Xey debtors ran large current account surpluses, and economic
growth in Latin America again turned positive (3.7 percent, versus
<1.2 percent in 1982 and -2.6 percent in 1983). -

By 1985 the mood began to swving once again toward pessimisn.

A
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Latin American policy-makers were facing intensifying political
pressure as the lagged effect of severe recession in 1983.
Moreover, they were beginning to conclude that bank lonainq could
be expected to remain frozen over the near term, despite adjustment
progress. Governments had shifted from military to civilian rule
in Argentina and Brazil, and in both countries there were initial
breaks with the formula of IMF-led adjustment that had dominated
the initial response to the debt crisis.

In US policy circles, economic leadership had shifted ir an
activist direction under new Treasury Secretary James Baker, as
illustrated by his Plaza Agreement in September 1985 to reduce the
value of the overly-strong dollar to avoid a protectionist
outbreak. In debt, Mexico in particular provided reason for this
Texan's concern, As that co' ..try experienced fiscal erosion, rising
inflation, weakening oil prices, and a devastating earthquake. It
was evident that Mexico would once again need to borrow from the
banks as its large 1984 current account surplus evaporated with a
partial recovery in imports and lower oil exports. Yet the banking
community was in no mood to renew lending.

Design

Although Mexico was an important catalyst, the Baker team
preparod a broader attack on the debt problem that amountasd to a
;lobal indicative plan.

STRATEGY AND TARGETS =-- The new initiative called for-banks to
extend new lending amounting to approximately $7 billion annually

($20 billion over three yoars), or 2-1/2 percent of existing

, /V\
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exposure each year, to 15 major developing countries with debt
difficulties. The implication was that this target was conceived
of &3 a net disbursements concept, above and beyond amortization
of principal (but not net of interest payments). The announcement
of this goal for bank lending servad notice that the absence of
major new money programs in 1984-85, which had been possible
vecause of the greater than expected increases in trade surpluses
of debtor countries, could not be expected to continue over the
medium term. |

The plan called for structural reform by the debtor countries.
It stressed three areas: trade jiberalization, the liberalization
of policies toward direct foreign investment, and reform of the
state enterprice sector, including through privatization.

Industrial countries were to provice more support through an
increase in net loan disbursements of pultilateral banks (MDBs) by
$3 billion annuzlly ($9 billion over three years). Secretary Baker
indicated that successful implementation of the plan by all parties
would serve as the conditicn for US support for a substantial
increase in the capital of the World Bank, a neasure which,
however, US 2uthorities were not yet prepared to endorse at the
time. Added to the 1985 base of net disbursenents by MDBs, the
expansion meant total net capital flows (excluding interest) of
abpfoximately $7 billion annually from the;; agencies, or almoet
the same thren-year magnitude as the $20 billion asked of the
banks. Private bank/ public sector symmetry thus seened present.

The Baker Plan essentially provided a more =oncrete

Jo
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formulation of the existing strategy on the debt problem. It did
not change the fundarmental assumptions of that strategy. In
particular, from the outset the debt strategy had rejected a
bankruptcy approach in which major portions of existing debt would
be forgiven on a coerced basis. The plan's architects judged that
forced forgiveness would "admit defeat™ and cut off borrowers from
capital markets for many years to come.

Instead, the plan continued the policy premise that the
principal debtor countries could grow their way out of the debt
problem, and in a non-hostile world economy could expand their
exports enough over time to reduce their relative debt burdens to
sustainable levels compatiblz with a return to more normal credit
market access. The new initiative also continued the principle of
financial support by foreign official and bank creditors, matched
by adjustment effort in the debtor countries.

STRENGTHS -- The plan did make an important shift in emphasis.
It stressed that the official community recognized the debt problem
was one that would take a long time to address, and that it was
forsiost a problem of economic development. This thrust of the
plan was widely interpreted to signify a move away from short-term
balance of payments stabilization, particularly through programs
that could have contractionary effects, to longer-tern development
objectives. The implicit institutional shift was from the IMF to
the World Bank as the iead institution in debt maiagement. 1In view
of the costly recessions of 1982-83, this new emphasis was timely.

The plan was =also corractly oriented in its intent of

&)
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encouraging new bank lending. From the outset of the debt problem
it had been apparent that the free rider problem, in which
{ndividual banks could seek to avoid new lending yet would benefit
fron the strengthening of the country's ability to ride through the
crisis resulting from new loans by other banks, could cause bank
lending (o grind to a halt, and that orientation from a central
force was necessary to deal with this externality. The IMF had
provided this direction early in the crisis: the Baker Plan
targets sought to do so over the medium term.

The initiative was also positive in its implicit confirmation
that the industrial country governments recognized a responsibility
to participate in the solution to the debt problem. Public sector
action was to occur primarily through the HDBs. This commitment
was important in an environment of the facile and popular political
critique that the public sector should not bail out the banks.

The plan was even broadly correct in its selectio:n of the
priority structural reforms in debtor countries. Excessive
protection and import-substituting industrialization carried to an
inefficient extreme had played a large role in the vulnerability
of latin America to the debt problem, as this development strategy
had left an export base much weaker than that developed in the East
Asian NICs. Similarly, the fiscal fragility that had given rise
to much of fereign borroving owed much to chronic deficits of state
enterprises. The emphasis oﬁ direct investment was alsa-logical
given the need to reverse the pendulum in its extreme swing in the

1970s from risk capital inflows to borrowing abroad.
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WEAKNESSES -- The Baker {nitiative did not address the difficult
problem of the transition from "concerted® (or #{avoluntary”)
jending through "new mon®y packages,® in which all banks were
pressured to lend additional amounts in proportion to their
exposure at the outset of the debt crisis, back to voluntary
capital flows. Indeed, the more pressure applied in pursuit of the
bank lending targets, the more resentment there was likely to be
and the longer the delay of voluntary lending. At the same time,
the official sector lacked means other than moral suasion to ensure
that the private sector met the lending targets in the indicative
plan.

The initiative appears to have been somewhat misleading in
its capital flow targets for the public sector by not taking an
integrated approach to all official lending, and in particular by
remaining silent on the role of the IMF. As discussed below, the
gshift of the IMF from an extremely active new lending role early
in the debt crisis to a posture of pinimal or negative new lending
meant that the widely publicized targets for'expansion of lending
by multilateral development banks ovcrstat;d the net capital
contribution that could be expectad from the intexnational
institutions as a whole. From the bureaucratic standpoint it wvas
natural to argue that the IMF was not a "development agency" and
thus could not be expected to continue indefinitely its initial
high level of net lending; but from the standpoint of the broader

development objectives of the Baker plan itself, a comprehensive

view of public sector financing for the debt problem needed to be
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taken. The same observation applied to bilateral export credit
agencies, which had provided considerable financing before t§c debt
crisis but cut back puch like the private banks after its onset.

There was an avkwardness in the seeming interventionism of
the industrial country governnents into what could be considered
the internal affairs of the debtor countries. While liberalized
treatment of imports and foreign investment and slimming of the
state sector were in practice desirable in many of the debtor
countries, in principle adjustment and growth could have been
carried out through other means of fiscal correction and improved
efficiency at the choice of each country according to its political
tradition. There were delays in the mobilization of new lending
efforts in early 1986 as each major debtor wvaited for another to
bear any taint that might be associated with being the first to
sign up in the program, thus appearing to accept foreign conditions
in areas more fundamental than the Dpacroeconomic guidelines
familiar in IMF programs.

There was also considerable doubt about the adequacy of the
capital flow targets of the Baker Plan. From 1981 to 1985 the net
transfer of resources (capital inflow less net payments of interest
and profits abroad) to the highly indebted countries identified in
the Baker Plan fell from §18.3 billion to -$26.5 billion,' a
decline of almost $45 billion. The 1981 flows had been seriously

' world Bank, World Debt Tables: External Dobt of Deveiopind
gggn;;iggi_lgggzgg_ggi;jgn, Vol. I (Washington: World Bank, 1988),

p. xvii. Hereafter r¢ rred to as ggzlg_ngnx_xgblgg_lggg.

<
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exaggerated by excess demand in some key countries such as Mexico,
and the 1985 flows had been artificially small because of
transitory high current account balances in majcr debtor countries
such as Mexico and Brazil that meant they were not asking for new
money. Nonetheless, reversal of only one-fourth of the decline in
resources transfers (through an increase of $10 billion annually
between the banks and the pultilateral development banks, MDBs)
appeared to be too modest a policy goal, and many analysts argued
that the objective should be at least twice as large. There was,
of course, an inherent tension between the gcale of new lending and
the speed of reduction of the debt burden to more sgustainable
lavels, which many critics of the Baker Plan who attacked both the
lending target as too low and the debt buildup as too high failed
to recognize.
id-te olutj

Brazil's moratorium in early 1987 triggered videspread loan-
loss provisions by US banks, and both events led to an erosion in
market psychology that drove secondary market prices for the debt
of major latin American countries from the range of 60-80 caats on
the dollar to the 40-60 cent level. An increasing number of banks,
especially regional banks that had baen involved in latin American
lending for a relatively brief period in the late 1970s, simply
vanted “o be rid of their portfolics of loana to debtor countries.
Lengthy delay in mobilizaticn of the $7.7 billion nev monsy package
for Mexico in late 1986 had led many o guestion vhether there

could be any further nevw lending prograns.
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At th: arnual meetings of the IMF and World Bank in September
of 1987, Secretary Baker suggested i further evolution of his
initiative, which called for a wmenu 7pproach® to tailer the forms
of bank participation in support of debtor countries to the varying
interests of the individual banks. The approach included more
attractive vehicles for nev money (bonds to confer implicit
seniority, rights to convert new loans into equity) as well as
alternative options for banks desiring to exit from the new-noney
process ("exit bonds").2 Secretary Baker backed the new approach
more concretely when the US Treasury subsequently gave its blessing
to Mexirco's exit bond, designed with Morgan Guaranty, which used
Mexican reserves to purchase zero-coupon US Treasury bondc as
collateral for 20 year bonds paying LIBOR plus 1-5/8 percent. The
Mexicans hoped banks would convert existing claims at close to the
secondary market price of 50 cents on the dollar in return for this
more secure instrument, and some did; but the total wvolunme
exchanged was limited ($3 billion) and so was the discount (which
turned out to be 30 percent rather than 50 percent), because the
vonds had a guarantee only for distant maturity and none for
ongoing interest payments. In addition, the banks credited the
menu approach with the relative success in pobilizing a package of

$5.2 billion in new lending for Brazil in 1988, ulthough vhen

? geveral of these options as vsll as altarnztives cuch as
discounted debt buybacks wars exsnined in ay '
Lending _to Debtor _ Countrigs (Washington: institute for
International Economics, Po) .cy Analyses in International Economics
No. 18, Juns 1987).
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Brazil launched its new anti-inflation program in January of 1989
its negotiators informed the banks that some of the attractive
features ("relending” and debt-equity conversion) would have to be
suspended or scaled back temporarily.

sults o e Strat

By the end of the three-year time horizon of the original
Baker Plan, its results as the core international strategy for
dealing with the debt problem were mixed, but considerably more
positive than the widespread image of failure conveyed by some of
the media, some entities representing developing countries, and
some academic, legislative, and business figures (including Senator
Bill Bradiey and the President of American Express, James
Robinson). An evaluation of the results of the strategy requires
special care in attributing a causal role to external debt, and
within debt, a causal role to the Baker Plan. With this cautionary
note in mind, the results of the Baker initiative may be revieved
according to several criteria.

ECONOMIC GROWTH -- The bottem line of the Baker Plan was supposed
to be a restoration of economic growth in the debtor countries.
Ironically, their growth rates wers higher in the two years
immediately before the plan than during its duration. Thus, latin
America as a whole achieved growth of 3.7 percent in 1984 and 3.6
percent in 1985. While the rate was approximately the szme at 3.9

percent in 1986, the region's real GNP growth decelerated to 2.5
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percent in 1987 and only 0.7 percent in 1988.} However, the
argument is developed below that the primary source of this decline
vas not the external debt problen, but the adverse growth effects
of high domestic inflation. As discussed below, those countries
that did achieve favorable performance on domestic adjustment were
able to obtain relatively high growth in the Baker Plan period
(1986-88).

INTERNATIONAL ENVIRONMENT =-- An assumption of the Baker Plan vas
that the intarnational economy would not collapse and make it
impossible for the debtor countries to increase their exports and
ngrow their way out" of the debt problem. The industrial countries
more than fulfilled this prerequisite. Thus, average growth in
industrial countries in 1986-88 stood at 3.3 percent, comfortably
above the range of 3 percent (or, after LIBOR subsided to single
digits, 2-1/2 percent or lover) that had been considered necessary
for progress on debt.*

International interest rates also remained in a range
compatible with emergence from the debt problem. For 1986-88 as
a whole, LIBOR averaged 7.3 percent, less than half the level of
1981-82. Although tha rats rose by 200 basis points from the
fourth guarter of 1987 to the fourth quarter of 1988 (vhen it stood

3 Economic Commission for Latin America, Balance Preliminar
om : (santiago: ECLA, December

de la Zconomia ILatinocamericans: 1988
1988). Hereafter referred to as ECLA 1988.

¢ IMF, World Economic Outlook, October 1988, p. 59; William
R. Cline, "International Deb%t: Analysis, Experience and Prospects, "
Journal of Development Planning, No. 16, 1985, pp. 25-56.
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at 8.9 percent), in part because of attempts to stabilize the
dollar, US inflation was also up (froz -3 percent in 1986 and +2.6
percent in 1987 to 4.1 percent in 1988, wvholesale price index) so
that real international interest rates were not much changed at the
end of 1988 (and were lower than in 1986).

International prices of commodities and especially oll were
the principal area in which the world economic environment caused
sericous difficulty during the Baker plan period. As figure 1
shows, the dollar price of oil fell by half in 1986, and after a
modest recovery in 1987, in 1988 was not much higher than the weak
level of 198€. Several debtors among the 15 countries identified

in the indicative Baker Plan depend heavily on oil, especially

Mexico, Venezuela, Nigeria, and Ecuador. Because oil is a smzller:

share of imports for such oil-importing debtors &s Brazil than it
is of exports for the oil-exporting countries, it is fair to say
that the collapse of oil prices during the Baker Plan period vas
the most severe blow to the strategy from the international
economy.

Other commodity prices vere weak but less dramatically so.
Figure 1 shows an index of nominal dollar prices for six
commodities weighted by their shares in lLatin America's exports.’

The pricez of these raw materials had shown prorising recovery from

$  coffee (32.6 percent), soybsans (25.8 percent}, copper
(22.8 percent), corrn (9.1 percent), sugar (5.9 percent), and beef
(3.5 percent). Price ceories are from Internatio , i
Statisticg: trade shares calculated from Inter-Azmerican Dsvelopment
Bank, EQMMMMWL
(Washington: IDB, 1987), pp. 474-5.
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the initial debt crisis year of 1982 to 1984, as they rose by 9.1
percent. But from 1984 to 1937 these commodity prices foll:by 5.8
percent, dominated by excess supply in world grains trade and
coffee. Dollar commodity prices had been expected by many
economists to rise once the dollar fell, and signs of this process
began with higher copper prices by 1987. By 1988 there was & much
broader commodity price increase, as the index for the six raw
materials rose by 30 percent from 1987 and stood 10 percent above
the 1984 level. US drought spurred grains prices, and a vorld boom

in production and trade added more generalized upward pressures.

DEBT INDICATORS -- In a world economic anvironment that was
generally hospitable, with the most notable exception of oil
prices, by 1988 the debt indicators for the major debtor countries
were showing significant improvement. Figure 2 shows the most
important single indicator of the debt burden, the ratio of
interest payments to exports of goods and services, for the six
largest Latin American debtor countries, which account for

69 percent of external debt of the Baker-15 countries. By 1988
the interest/exports ratio was lower than its highest past year in
all six countries. From their peak levels for the 1980s, the
interest/export ratios had declined from 57.1 percant to 29.7
p;réont in Brazil, 47.3 percent to 29.1 percent in Mexico (despite
the collapse of cil prices), 58.4 percont to 40.4 papcent in
Argentina, 31.1 percent to 26.4 percent in Venezuela, 49.5 percent

to 22.6 percent in Chile, and 26.7 percent to 20.8 percent in

[
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Colombia. By 1988 the interest/export ratio was not only lower
than in the debt crisis year of 1982 but also either lover than or
equal to the ratio in the pre-crisis year oi 1981 for Brazil,
Nexico, Chile, and Colombia. For lLatin Awerica as a vhole, the
ratio stood at the same level in 1988 (28 percent) as in 1981, and
vell below the peak 1982 level of 41 percont.‘

Even the absolute level of debt, and the ratio of debt to
exports and goods and services (which fails to take account of the
sharp decrease in the price of debt, the interest rate) shoved
moderating trends by 1988. As indicated in figure 3, in 1988 the
dollar value of total external debt for Latin America as a whole
fell (from $410 billion to $401 billion) as the consequence of
debt-equity conversions and substantial discounted debt buybacks
in the private sector. 1In real terms (deflating by US wholesale
prices), by 1988 debt for the six countries stood only 13.5 percent
above the 1982 level, tor average annual growth of only 2.1
percent. And the ;atio of debt to exports of goods and services
declined from its 1986 peak for the six countries at 424 percent
to only 339 percent, a level moderately lower than in 1982 (354
percent) and not far removed from the pre-crisis 1981 level (331
percent).

In view of these absolute and relative trends, the summary
view presented in the World Bank's 1988 debt report was misleading:

.. most of the indebted countries are still nro better

off than in 1982 -~ when the debt crisis erupted. Debt
Gdisbursed and outstanding has doubled, and debt service

¢ EcrA 1988, table 17.
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payments on a cash basis are one-third higher.’
By aggregating debt for all developing countries, the statement
seriously obscured the proyress in the isaicr Laiin American debtor
countries that had been and remain the central cors of the debt
crisis as a systemic problem. Thus, it may be seen in table 1 that
the increase in debt in the 17 Highly Indebted Countries (HICs),
or the original Baker 15 plus Costa Rica and Jamaica, wvas far
smaller than in other developing countries (34.8 percent versus
63.2 percent). HMecreover, of the large volume debt increases in
other developing countries, the bulk occurred in countries well
capable of carrying debt; indeed, had they not been, the debt would
not have increased as it did. The largest absolutcAand percentage
increase in debt occurred in China. Other large absolute increases
occurred in Greece, Hungary, India, Indonesia, Malaysia, Thailand,
and Turkey, all countries thzt have remained nutside the locus of
the debt crisis (and indeed, Turkey overcame its earlier crisis to
achieve new access to crodit).'

In short, for the major Latin American debtors at the ccnt;r
of the debt crisis, theraz has been much more improvement in the
key debt indicators than is generally recognized. Large increasas

in debt of such countries as China, India, Greece and Portugal

7 world Bank Tables 1988, Vol. I, p. xi.

8 The World Bank data, which only extend through 1987, do
not capture the reduction in Latin American debt that occurred in
1988, as discussed abova. Nots also that the World Bank data show
larger 1987 debt than does the sconomis Commission for iatin
America (table 1).
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should be construed as a continued functioning of the capital
market for developing countries despite the Latin Aperican problenm,
rather than as evidence thgt the world debt problem has grown
vorse.

CAPITAL FLOWS -- A widespread view is that the private banks fell
far short of their lending targets under the Baker Plan. In fact,
the banks did lend less than the plan called for, but the shortfall
was limited to about one-third. A much less recognized pattern is
that on a consolidated basis, capital flows from the public sector
to the Baker countries actually fell by approximately $4 billion
annually, rather than rising by $3 billion annually as implied by
the Plan. The main reason for the public sector shortfall was that
decreases in IMF and bilateral (mainly export credit agency)
lending were not offset by increases in lending by multilateral
development banks.

Table 2 reports capital flows (net disburserents) to the Baker
countries during the Plan years, 1986-88. For the private banks,
the figures refer to the actual disbursements under the agreed "new
money packages.” Because outstanding principal was typically
rolled over in this period, net disbursements are approximately the

gsame as gross disbursenents.’ For the IMF, net flous are

* The major axception is for Venezusla, where there wvere
repaysents of principal of about $1 dillion annually. However,
the Venezuelan government chose to repay principal rather than
enter an IMF adjustment program, the condition the baaks insisted
on for complete rescheduliny and new money. In amny ecvent,
overstatement of ths effort made by the banks from the standpoint
of not deducting Venezuelan repayments is approxisately offset by
understatenment from the standpoint of commitments undertaken by
the banks but not disbursed because of changes in circumctances.
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calculated by multiplying the charge in the number of SDRs in
outstanding "use of Fund credit” at the end of esach ysar by the
average dollar/SDR exchange rate for the year.

The table shows that the banks achieved capital flows of
approximately $14 billion over the Baker Plan period, or about two-
thirds of the target $20 billion for these countries. It is clear,
hovever, that the flows were concentrated in the major countries.
The smaller countries typically wer;“unablc te mobilize new money
packages. This pattern reflected the greater importance of the
large debtors to the banks, and implicitly the greater bargaining
power that these countries had in new money negotiations.

Table 2 also shows that the multilateral development banks
achieved average net disbursements of $4.2 billion annually during
the Baker Plan period. This outcome represented a massive
shortfall from the target set under the Plan, according to which
annual net disburements were to rise by $3 billion. Considering
that the annual aversge for 1983-85 stood at $3.86 billion (table
3), the actual increase achieved amounted to only about $300
million annually, one-tenth of the tatgot.w |

The outcome was worse ir IMF lending. For the 1986-88 period,

Thus, the banks pledged up to $7.7 billion to Mexico in the 1986~
87 new money package, but because oil prices recovered the full
amount was rot activated.

%  The World Bank made net disbursements tu fatin America
amounting to $1.8 billion in its fiscal 1988. This rate was below
the institution's average of $2.4 billion annvally in FYs4-8s. For
its part, the Interamerican Development Bank faced paralysis in net
lending as the result of an impasse with the United States over US
veto power.
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the IMF was & net taker of funds from the Baker countries, for a
total of $2.7 billion. The largest net repayments were from Brazil
and Yugoslavia, but of the 17 countries in gquestion, 11 had
negative capital flcws from the IMF over the period.

Table 3 summarizes the capital flows under the Baker Plan and
before. The disbursements from banks averaged $4.6 billion
annually in 1986-88, podestly lower than in 1985 but less than half
the rate of the early debt crisis years of 1983-84 ($12 billion
.nnually) and even further kelow the more than $20 billion annually
in 1981-82. Nonetheless, as noted the banks met approximately two-
thirds of their new lending target under the Baker Plan.

For the puklic sector, capital flows to the Baker countries
averaged $5.2 billion annually in 1986-88, sharply lover than the
average of $9.3 billion during 1983-85. The pain reason for the
decline was the reduction in IMF flows (from $6.5 billion in 1983
to -$1.1 billion in 1988, & swing of $7.6 billion). Flows from
the bilateral credit agencies averaged §$1.9 billion annually in
1086-88, and thus showed a significant recavgry from the lowpoint
of less than $700 million in 1987 (although the 1986-88 average
still remained beslow the $2.5 billion annuzl rats in 1981-83).
overall, the failure of multilateral bank lending to rise by the
target amount, and the only limited recovery of bilateral lending,
asant that the large decline in net IMF lending placed the
consolideated official sector lending in the Baker PI:P period
sharply below the average jevels of the preceding three years.

There were of course good reasons for part of this decline.

o
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Countries such as Brazil that chose not to enter an IMF program
faced large repayments of earlier IMF credits. And in the very
design of the Baker Plan, the IMF was regarded as & "revolving
credit® agency rather than an aid institution, and international
officials did rot necessarily regard the reflows to the IMF as
inappropriate. The broader problem, hovever, wac that the original
design of the Baker Plan failed to treat the official sector on a
consolidated basis. The increase of lending targeted for the
pultilateral banks should have taken account of any expected
reflows to the IMF and any decline anticipated in bilateral
lending. Expression of the official sector contributicn to the
Baker Plan as limited to muitilateral development banks sent a
misleading signal. Unfortunately, nct aven that target was
achieved.

The central implication of the record on capital flows to the
Baker countries in 1986-88 is that both the private and public
sectors fell short of their goals. The public sector shortfall was
considerably greater than that of the banks, especially if the IMF
and bilateral institutions are included. This record svggests that
czlls for increased official sactor financing to deal with the debt
problem are not inappropriate.

STRUCTURAL REFORM == There has been a significant amount of
structural reform under the Baker Plan, although pregsumably less
than its authors envisioned. The most far-reaching refarms have
come in Mexico, probably because that country faced one of the

largest fiscal and external shocks (from the collapse in oil

A
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prices) and has 3 political regime with relatively high control
from the top. In 1986 Mexico broke with long tradition and became
a member of the GATT. By the end of 1988, it had cut its maximum
teriffs to 20 percent (and average tarizfs to 10 percent) and
reduced the share of imported preducts under quantitative
restrictions from virtually 100 percent in 1982 to only 23 percent.
In the state enterprise sector, the Mexican government reduced the
number of state firms from nearly 1,200 in 1982 to fewer than 500
by 1968. Although many of the privatizations or closures involved
small entitities, by late 1988 the government had privatized such
large enterprises as the airline Aerovias de Mexico ancd the copper
firm Mexicana de Cobre. There was also progress toward trade
liberalization and privatization in Argentina (where by late 1588
the government planned to gell 40 percent of the state telephone
company to a Spanish talephone entity and 40 percent of Aerolineas
Argentinas to Skandinavian Airline Systems). Even in Brazil, where
import protection had remained relatively unchanged and there vas
a tradition of strong state enterpris==, in late 1988 the
government announced the freeing of half of soms 2,500 import
categories under import prohibiticn, and in early 1989 the
government's new anti-inflation plan included a pledge to cut back

government employment by tens of thousands."

" william R. Cline ard Riordan Roett, mimmnmmm
Qutlock, No. 88-3, December 31, 1988. Nots that the close timing
of Mexico's acceleratiun of privatizations in late 1983 and the
October announcement by US authorities of a $3.5 billion credit
line to Mexico suggested tnat linkage of financial support to
structural reform under the Baker Plan had concrete content.
Similarly, there have been large Worl” Bank loans to Argentina and
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BANK VULNERABILITY <-- From the onset of the debt crisis in 1982,
a major policy goal was to avoid & severe disturbance to the world
economy from a crisis in international banking. By the time of the
advent of the Baker Plan, the locus of the debt problem had already
shifted away from bank vulnerability toward the need to restore
sustainable growth in debtor countries. By the end of 1988, the
international banking system had become even less vulnerable to the
debt problem. European banks had generally set aside large
provisions on Latin American debt. US banks had continued to build
capital and, after Brazil declared its moratorium in early 1987,
had set aside sizeable loan loss reserves. By late 1988, US barks
had reduced the ratio of their exposure to the 15 Baker countries
to primary capital from 136 percent in 1982 to 58 percent. For the
nine money-center banks, the ratio of total developing country
loans to primary capital fell from 191 percent in 1982 to 85
percent in 13987. Bank regulators testifying defore Congress in
early 1988 indicngcd that third world debt was no longer a
proximate threat to the banking system. '

POLITICAL FATIGUE == By the end of its initial three-year
horizon, the Baker plan had failed to dispell the political
perception in key debtor countries that the debt problem wvas

Nexico for trade sector reforn.

2 thus, the Comptrolier of the Currency testified that "the
vulnerability of the US banking system to LDC debt performance has
lesssned siguilicantly,® while the Chairman of the Yederal Deposit
Insurance Corporation stated that "at this time we cennot forcsee
any bank failures resulting from LDC exposure alocne.® Washington
Post, January 6, 1989; Nev York Times, January 6, 19%9.
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condemning their econonmies to stagnation. Elections were to be
held in 1985 in both Argentina and Brazil. The front-runner in
Argentina, Peronist Carlos Menem, spoke of a five-year poratorium
on debt payments (sometimes using the qualification "nsgotiated”).
Two leading presidential candidates in Brazil, leftists Leonel
Brizola and Luis Inacio da Silva (the labor leader "Lula"), called
for a moratoriuam on debt payments. Ever in Mexico, the new
president Carlos Salinas de Gortari had faced unprecedented
domestic opposition in conciderable part over the debt question,
and his statements on taking office emphasized the need for debt
reduction (but not through moratorium or confrontation). And the
new president of Venezuela, Carlos Andres Perez, had similarly
seemed to take a tough line on debt (and the country found itself
compelled to suspend a large portion of principal pzyments at the
end of 1988 as its non-gcld reserves fell precariously low).

Political debt fatigue is easy to understand. In Mexico, real
wages in 1987 stoed almost 30 percent below their 1980 level.
Inflation reached unprecedented dimensions in Latin Anerica in
1987-88. Per capita income for the region in 1988 stocod 6.6
percent below its 1981 level.” The understandable but simplistic
reaction was to blame external debt for all of these economic ills.
An equally simplistic and dangerous tendency was to infer that some
form of radical debt relief would mean reneved high growth and

price stability.

S pcra 1988, table 3.
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Yet the region itself had already generated two major lessons
indicating that at least copfrontational attempts to reduce the
debt burden were counterproductive. In Peru, a unilateral ceiling
on debt payments had been followed by a short-lived boor and then
recession and extremely high inflation, and by 1988 the country vas
compelled to adopt harsh austerity measures and seek renewed ties
with the IMF. 1In Brazil, a moraterium on debt during 1987 wvas
subsequently characterized as a mistake by the President and the
Finance Minister, and the loss of credit lines alone cost the
country at least $1-1/2 billion.

e Deb flation/Growth Ne

The proper reading of the experience of major Latin American
debtors in the past six years is not that debt condemns them to
stagnation and inflation, but instead that the countrier which have
adopted appropriate economic policies have shown the capacity to
achieve economic growth, relative price stability, and reductions
in relative debt burdens. The principal cause of stagnation in
1987 and 1988 was from domestic policy distortions and high
inflation in particular, not the debt problem. Nor wvas inflation
caused primarily by the debt burden.
RESOURCE TRANSFERS AND GROWTH =-- The analytical framework that
might suggest the opposite is of course the relationship of
rescurce transfers tc growth. Under a traditional, simple
development model (Harxod-Domar), growth is dotermined_ by the
resources available for investment. These resources equal domestic

saving plus saving from abroad. As capital inflows fell far below
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interest payments on external debt after the debt crisis, foreign
saving shifted from positive to negative, and the traditional
saving/investment model suggested lower growth would result.
Simjlarly, in the "two-gap”™ model in which there can be a special
role for foreign exchange available for critical imported inputs
and capital goods, the reduction in net foreign exchange
availability can slow growth.

The "resource transfer" argument becomes less relevant,
however, when production is below full capacity, as has been true
in many instances in recent years in debtor countries. Output can
be expanded for a time without large new investment. Similarly,
where domestic savings rates are abnormally low, correction of
domestic policies to boost saving can substitute for foreign
saving. At the same time, export expansion can serve as an engine
of growth for the economy, so that ironically high exports and thus
high outward transfer of resources may be associated with high
growth. The extraordinary trade surpluses og Taiwan and Korea,
coexistent with their high growth rates, are vivid examples.

The six major Latin American debtor countries provide &
laboratory for testing the hypothesis that the outward transfer of
resources imposed by the debt crisis has caused a collapse in
growth. Figure 4 plots average real GNP growth in the Baker period

1986-88 against average outward transfer of resources as &
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percentage of GNP for these countries.' If the resource constraint
vere binding, one would expect the countries with the highest ratio
of outward transfer of resources to GNP to have the lovest growth
rates. As indicated in figure 1, just the opposite appears to be
the case. During 1986-88, Colombia, Venezuela, and Chile had the
highest ratios of outward resource transfer to GNP among the six
large Latin American debtor countries (an unweighted average of 4.6
percent of GNP), yet they had relatively favorable growth rates
(averaging 5.2 percent annually). In contrast, Argentina, Brazil,
and Mexico had lowver outward resource transfers (an average of 2.4
percent of GNP) but noretheless had lower growth as wvell (an
average of 1.9 percent annually). While few would conclude that
larger outward resource transfers generate faster growth (although
the notion of export-led growth tends in that direction), the data
do contradict the view that it is outward transfers of resourcas
that are causing economic stagnation in Latin America.

RESOURCE TRANSFERS AND INFLATION -- The obvious explanation for
low recent growth in countries such as Brazil and Argentina is the
adverse impact of their inability to control inflation. Truly high
inflation, in the range of several hundred percent annually, is
inimical to growth. It makes investment decisions difficult by
making economic projections highly unstable. Figure 5 provides

support to the idea that high inflation is a major cause of

% The resource transfer estimater refer to the excess of net
payments of interest and profits over net inflows of capital. The

data are from ECLA 1988.
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stagrnation. The figure shows that among the six largest latin
American debtor countries, those wvith the lowest inflation in 1985-
87 had the highest growth -in 1986-88. Thus, in Chile,:cOlombia,
and Venezuela, where inflation averaged 23.5 percent annually in
1985-87, economic growth averagaed 5.2 percent annually in 1986-88.

In contrast, in Argentina, Brazil, and Mexico, inflation averaged

177 percent annually in 1985-87 vhile growth was only 1.9 percent

on average. Few would dispute the role of high inflation in
causing slow recent growth in major Latin American countries.

There is, nonetheless, both a popular perception and an
analytical argument that high inflation has been caused by the debt
problem, so that in the end economic stagnation in the area is
indeed attributable to the debt problem. The popular perception
goes little further than the notion that debt has been the major
cause of all economic disturbances. The analytical argument is
two-fold. First, attempts to adjuct externally have required sharp
devaluation of the exchange rate, and devaluation boosts cost-push
inflation. Second, the debt crisis suddenly thrust governments
into a fiscal crisis because they could not mobilize the internal
transfer of resources from the private sector to the public sector
needed to replace the former inward transfer from foreign creditor
to the domestic public sector. The internal transfer problem thus
necessitated a higher inflation tax, the argument goes.

The best case for debt-imposed inflation can probably be made
for Mexico. There the government adopted sharp axchange rate

devaluation in 1986 when oil prices collapsed, and the devaluation



27

played an important role in the acceleration of inflation from the
range of 65 percent to, by 1987, 160 percent. In Argent.na and
Brazil, however, inflation in the high triple digits has been
essentially the consoquence of a combination of high domestic
fiscal deficits (on the order of 4 to 8 percant of GNP in real
terms and over 30 percent in Brazil in nominal terms), on the one
hand, and indexation mechanisms that perpetuate each successive
plateau of inflation, on the other. Thus, the real exchange rate
wvas almost constant in Brazil from 1983 through 1987, and actually
appreciated by some 10 percent in 1988. Similarly, although theres
was a large resl devaluation of the Argentine currency in 1982
after major overvaluation at the beginning of the 1980s, the real
exchange rate in 1986-88 was not much different from the 1982
level.

The internal transfer argument is mors ambiguous, but the
essential issue is whether it would be appropriate for countries
to sustain large fiscal deficits over several Yyears, vhether
financed from abroad or domestically. Virtually all of the
governments of major Latin American countries have by now come to
the conclusion that high fiscal deficits are incompatible with
growth and acceptable inflation, and it would seem to stretch a
point to inmply that if the debt crisis had not arisen, countries
could have continued high fiscal deficits with high foreign
financing over long periods of time. -

Once again, the evidence for the Baker Plan period does not
support the critigque that the debt problem caused inflation.
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Instead, there were major debtor countries that were able to
achieve relatively low inflation and (usually) fiscal adjustment
despite relatively high debt burdens. Figure 6 shows that
Colombia, Venezuela, and Chile, with high outward transfers of
resources (averaging 4.6 percent of GNP in 1986-88) managed to
achieve relatively moderate inflation (averaging 22.9 percent
annually for the same period), while Argentina, Brazil, and Mexico
with relatively lower outward transfers of resources (an average
of 2.4 percent of GNP) encountered extremely high inflation (an
average of 245 percent annually for 1986-88). Indeed, as the
figure shows, the relationship was almost exactly inverse rather
than positive: the highest . inflation was in Brazil, which hed the
lowest outward resource transfer, with successively lower inflation
rates for each respective country at successively higher outward
transfer levels. 1In short, cross country evidence suggests that
it is possible to contrel inflation despite the debt burden, if

proper domestic policies are pmt's\m:!.'is

¥ A variant of the inflation argument warrants further
attention. In Brazil, the Finance Minister has complained that
the need for the central bank to buy up a large trade surplus has
led to excessive money expansion. And there has been great
criticism of the bank package for Brazil because of its use of
debt-equity conversions, under the perception that these feed

excessive money expansion and thus inflation. But the central bank

could reduce money growth from the trade surplus by permitting
sxporters to sell foreign exchange to firms seeking to buy back
external debt at a discount, instead of requiring that all of it
be turned in to the central bank in exchange for local currency
(and it could afford to do so because the trade surplus_in 1988
vell exceeded the amount required to service debt). As Ior debt-
equity conversion, the amounts in Brazil in 1988 that passed
through formal operations and thus potentially affected the money
supply amounted to less than 3 percent of total money and quasi-
money including overnight holdings of government paper, hardly the
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The Next Phase

necause there has been congiderable improvement in the key
dobt indicators, and because countries that have achieved domestic
adjustment and moderate inflation have been able to sustain growth
despite relatively high debt burdens, there is no reason to change
the central strategic premise of the Baker plan: that the major
debtors can achieve renewed growth while continuing to manage their
debt on a market-related basis, and that resort to forced
forgiveness of debt or interest is in most cases unnecessary and
would be counterproductive for the future growth of the countries
themselves. However, there is a need for a more intensified effort
under a Baker-II (or Brady) Plan for the next few years.

For the banks (and the capital markets more generzlly), the
next phase in the debt strategy should involve a three-track
approach: multi-year new money programs, voluntary debt reduction,
and return to voluntary lending based on Rore attractive
instruments. For the public sector, the objective must be
considerably higher actual et lending, at the least full
realization of the increase for the public sector as a whole that
had been implicit in the original Baker Plan targets. For the
debtor countries, the objective must bes actual achievement of
adjustment programs, centered on fiscal balance for domestic

stability and appropriate real exchange rates for export growth.

source of quadruple digit inflation.

\D/’»
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In 1981 and 1982, the net resource transfer to the fifteen

Baker <ountries amounted to an annual average inflov of $8.9
billion.' 1In the first three years after the debt crisis, the
resource transfer averaged an annual outflow of $38.4 billion.
During the three years of the Baker Plan (1986-88), the outward
transfsr of rcsources from these countries averaged $28.6 billion
annually. Despite the evidence that domestic destabilization
rather than outward transfer of resources has been the prinmary
cause of recent stagnant growth in some major debtor countries, it
is time for a more determined international effort to increase net
capital flows to the debtor countries. With domestic stabilization
and reneved ygrowth, excess capacity would cventuallf be exhausted,
and higher resource infiows can contribute to future growth even
though stagnation in Latin America in 1988 was not primarily
attributable to external debt or outward resource transfers.
Complete elimination of the outward transfer would bs OO
ambitious over the next three to five years, as it would mean a
sufficiently more rapid buildup in debt that progress in dQSt
indicators could be halted prematurely. However, & reasonable goal
would be to cut the outwvard transfer of resources in half, to some

$15 billion annually over the naxt three years. This objective

% Egtimated as the difference betveen the current account
deficit (assumed equal to capital inflow, abstracting from reserves
change) and net payments of intersst and profits. Calculated from
International Monetary Fund, World Economic Outlook, October 1988
(Wwashington: IMF, 1988), p. 104.
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wvould require inczeasing net capital flows from foreign private
and official creditors to the debtor countries by Olslbillion
annually over the average achieved urder the Baker Plan.

NULTI-YEAR NEW MONEY -- Debtor country governments would have
such more certainty in planning if banks would agree to new lending
programs over three year or even five year period:." Ideally the
levels programmed for new bank money would decline over time (for
example, from a benchmark in the first year equivalent to say half
of interest due to perhaps 30 percent by the third and 10 percent
by the fifth), with the objective of a progressive shift to
voluntary private capital and to official lending sources. To the
extent possible, countries should make new money options attractive
to banks (debt-equity conversion rights, relending rights, new
money bonds) to facilitate mobilization (as in the Brazil 1988
program). Moreover, those banks (primarily in Eurcpe) preferring
for tax or regulatory reasons to participate by capitalizing sone
interest dus rather than making new loans could usefully be
permitted to do :o; although such banks would have no basis for
insisting that all other banks also capitalize (and that outcone
would be adverse Lecause it cculd initiate a transition to

unilateral insistence by the country that specified fractions of

V7 ghus, President Carlos Salinas of Mexico stated as one of
his four principles on debt that the country should bg assured
sulti-year access to nev lonns. Ris three other principles vere:
rsduction of the outward resource transfer, reduction of the stock
of debt to closer to its secondary market value, and reduction of
the debt/GNP ratio during his regime. Wall Street Journal, Dec.
2, 1988.

\ ¢
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interest be capitalized each year).

VOLUNTARY DEBT REDUCTION =-- By the end of the initial three-year
horizen of the Baker Plan, perhaps the major change from vhat its
authors anticipated was the low value of the debt in secondary
markets, on the one hand, and the related activity in debt-equity
conversions and discounted debt repurchases, on the other.
Secondary market prices for Argentine debt vere in the range of 20-
25 cents on the dollar; for Brazil, 40 cents; Mexico, 44 cants;
Chile, 58 cents; and Venezuela, 42 cents.'

Low secondary market prices offer the opportunity for mutually
beneficial voluntary debt reduction operations Dbetween the
countries and those banks desiring to exit. The banks are not
monolithic, and many of the smaller banks in particular are
prepared to accept 50 cents on the dollar or less if the asset they
receive is secure, even as other banks (particularly those with
long experience and, in many cases, local branches, in the
countries) anticipate eventual recovery of the countries' economies
and consider the true value of their claims much closer to face
value than indicated by the secondary market. Yet the banks with
the more favorable long-term expsctations typically are not in a
position to buy up the debt from the banks seeking immediate exit
because they must be careful of their own exposuras limits in the
countries.

¥uch debt reduction has already occurred. Mexico hag reduced

" sajomon Brothers, Iaternational Loan Trading, Dec. 22, 1938.

\
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its private sector debt from $22.5 billion in 1983 to $10 billioen
at the end of 1988, largely through debt-aquity conversions and
repurchases of outstanding- debt on a discounted basig. The
Institute for International Finance estimates that $26 billion in
external debt of the Baker-i5 countries has been extinguished by
voluntary debt reducticn, with $17 billion occurring in 1988
alone." The organization estimated that approximately three-fifths
of this amount had occurred in debt-equity and local currency
conversions, one-third in private sector restructuring with a
relief component, and a2 small portion in éebt buybacks and debt
exchange into "exit bonds . "%

Countries with adequate reserves can make discounted
repurchases of debt, as Chile did in late 15838 with its windfall
gains from higher copper prices. Other countries can conduct debt-
equity conversion programs, although the experience .I Mexico and
by early 1989 Brazil suggests that sansitivity to monetary
expansion under these programs can limit their dimensions.

The most promising instrument for debt reduction would be an
"enhanced exit bond.®” The concept of this instrument is that it
converts the bank's existing claim into another asset wvhich has a
value closer to the secondary market -~ice. The benefit for the

country is alleviation of its debt. The benefit for the bank is

¥  Institute for International Finance,

Middle-Income Countries (Washington: IIF, January 1989), p. 22.
-

However, much of the “local currency conversion®™ also
amounts to debt buybacks, as recipients then use the local currancy
to purchase dollars on the parallel exchange market.
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greater security of the asset, combined with the understanding that
the bank will no longer be expected to provide additional lending
as part of any future concerted new lending packages.

The small magnitudes of both the early 1988 Mexico-Morgan
Guaranty exi!{ bond (which converted some $3 dilliorn into long-term
bonds with principal but not interest guaranteed by US Treasury
zero-coupon bonds, and sold at a price of 70 cents on the dollar)
and the 1988 Brazil exit bond (which converted@ about $1 billion
into bonds paying 6 percent over 25 years) indicates that the real
problem with these instruments so far has been their lack of blue-
chip security. In particular, creditors continue to doubt that
even the reduced instruments will be fully honored by the
government. Thus, the Mexico-Morgan hond sold at a price that
attributed full confidence only to the zero-coupon-backed principal
but continued to discount unguaranteed interest at the going
secondary market rate for Mexican obligations.

one of the most important potential changes in the debt
strategy over the medium term would be joint action by the banks
and the public sector in industrial countries to provide effective
guarantees to exit bonds. If these instruments wvere fully
reliable, it is concsivable that banks representing sume 30 percent
to 4C percent of the claims on debtor countries would be willing
to accept them &t & wvalue of 50 cents or less on the dollar to make
a clean exit froa the debt problen. -
So far the public sector has been unwilling ;o issue

guarantees to back exit bonds. The political concern has been that
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to do so would appear to be "bailing out the banks.® It is time
to discard this falge argument. Any bank that accepted an exit
bond worth say 50 cents or lass on the dollar would by definition
already be absorbing passive losses up front. It wvould not be
meaningful to say that the public sector by guaranteeing the
instrument would be making goo& the losses that the bank should
otherwise absorb.

Two m2asures vould make exit bonds gilt-edged. First, the
Eanks themselves should agree that exit bonds have seniority over
the other claims of banks. Here the idea wculd be that even those
banks choosing to retain their full claims would benefit from the
reduced burden on the country accorded by the banks chosing to exit
at a cost. For this purpose, serious consideration should be given
ts new legislation that permits a two-thirds majority of bank
creditors of a sovereign nation (by value of claims outstanding)
to grant senier status over their own existing claims, to specific
nev instruments to be issued by the country. The legislation would
provide for carefully controlled conditions, such as the presence
of a program approved by the US Treasury and the International
Monetary Fund. Moreover, the banking community as a whole would
presumably authorize such instruments only up to specified amounts
and over specified periods. The point, however, is that once it
became unambiguous that exit bonds stood at the head of the que,
the instruments would have a high degree of reliability.

Because the bulk of Latin American debt is undor';ontracts

thPt specify New York as the jurisdictional area, it might be

\V
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sufficient for US law alone to make this change, although a similar
jav in the United Kingdom would cover the jurisdiction of most of
the rest of the debt. While initially such laws could not be iron-
clad assurance against constitutional challenge by a dissidaent
bank, and while issues of extra-territoriality could arise, the
fact that the class whose interests could be injured by the
granting of such senior status, namely the banking community
itself, would by the lav be directly represented in the decision
(and on a two-thirds majority basis) would throw intc question the
standing of such a plaintiff. In this regurd, the conferal of
seniority by a high majority of banks would differ sharply from
attempts to legislate mandatory debt forgiveness, because the
affected parties would (in their majority) approve in tho first
case and disapprove in the second.?’ Moreover, there is precedent
in domestic bankruptcy law for joint action by a class of creditors
that supersedes claims of dissident individual members.

The second step to make exit bonds secure instruments would
be, in addition to conferral of seniority by ghc banks themselves,
the issuance of guarantees by the World Bank (and Inter-American

Development Bank).u' Because the senior status accorded by the

2" Thus, the Institute of International Finance has recently
wvarned that wmandatory cancellation of debt would Dbe
®*unconstitutional taking of property"™ and "vould be contested in

the courts.” Institute of Internatiocnal Finance, The May Forward,
p. 20. -
2 gae John Williamson, V b

(Washington: Institute for International Economics, Policy Analyses
in International Economicas No. 25, September 1988).
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panks would already make the instruments relatively secure, it
would be appropriate if necessary to count only a tractiop (such
as 20 percent) of the value of the exit bonds against the capital
of the institutions, rather than require one-for-one capital
backing as is the usual case for lending by these institutions.

The structure of the exit bonds would usually need to be
relatively long-term (such as 20 to 25 years). Othervise, the
payments on the instruments would be as high as the interest
payments on existing bank claims.2 Yet for most countries
voluntary debt reduction needs to pake a contribution to near-term
cash flow as well as long-term balance sheet improvement.

In September of 1988 Japanese authorities proposad the
establishment of a window at the IMF that would take deposits of
reserves from debtor countries for use in providing collateral for
exit bonds, and the Japanese apparently had in mind parallel
lending from industrial countries to the debtor countries that
would provide the reserves required for this purpese. This
proposal was moving in the direction of official support to enhance
exit bonds. While industrial country officials have disavowed the
use of World Bank guarantees for this purposs, a reconsidsration
of this position is in order, especially under the condition that

the banking community would be prepared to minimize the potential

B ror example, 7-year bonds bearing 9 percent interest would
{nvolve cash outflow equal to 23 percent of face value in the first
year. Even if the face value vere set at one-half the~original
loan, the resulting payments would stand at 11-1/2 percent of
original loan value, higher than interest payments on the original
claims (with all principal rolled over).

{
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risk to the World Bank by granting seniority to the instruments.

The World Bank and other official lenders could in principle
also contribute to voluntary debt reduction by making policy-
related (non-project) lending available for the purpose of country
repurchases of debt from the secondary market at a discount.
However, eny such lending would have to be truly additional to
official flows that would otherwise occur. If lending for buybacks
were not additional, the net effect for the country would usually
be a negative cash-flow impact for the first five years or so.%

A major push for voluntary debt reduction (VDR) by the banks
and the international financial institutions would have the
potential to reduce the debt owed to banks by perhaps 15 to 20
percent (that is, a reduction by half in the value of the debt held
by banks accounting for 30 to 40 percent of bank debt). This
reduction would be important economically and perhaps even more
important politically, as it would enable leaders in debtor
countries to point to an important supportive shift by creditors.

If the debt problem were as intractable as many believe, this

%  ghus, suppose that in case A the country would receive
fast-disbursing policy lending which it would use for general
purposes, while in case B it would dedicate the same funds to debt
buybacks. In case A there would be one dollar of freely available
foreign exchange for each dollar of World Bank policy lending. In
case B, the country would spend the dollar to repurchase two
dollars' worth of debt owed to the banks. The interest on the two
dollars debt would be some 20 cents for the current ysar. The net
effect on cash flow for the country would thus be one dollar in
case A but only 20 cents in case B. 1Indeed, unless tha secondary
parket price falls to as lov as the interest rate (that is, 10
cents on the dollar), buybacks have negative cash flov in the first
year.

\?



39
ampount of debt reduction would not be enough; more thorough-going
relief of a bankruptcy nature would be required. But as analyzed
above, at least for the major debtors the progress on debt to date
is compatible with the moderate alleviation that voluntary debt
reduction offers rather than requiring more radical measures.

One important side effect of more energetic voluntary debt
reduction would be an increase in the secondary market price. The
secondary market is extremely thin, and VDR would boost the demand
substantially. Sometimes officials and analysts in debtor
countries express concern that debt-equity conversion and other VDR
measures would raise the secondary market price; their implicit
fear is that somehow the country would lose the opportunity to
cancel the debt at low prices such as 30 to 50 cents on the dollar
if the secondary market price rebounded to the 60-80 cent level.
The flaw with this reaction is that in the absence of conversion
the debt continues to accrue interest at the full face rate
regardless of its low secondary market price, so that the seenming
lost opportunity is in fact not a loss at all. Instead, the proper
way to view the rising secondary market price likely to follow VDR
is as a sign of restored health and return tovard creditworthiness.
Until the secondary market price returns far closer to the 80 cent
- 3100 cent range, it will be difficult ¢to reestablish truly
voluntary capital flows.

NEW VOLUNTARY LENDING MECHANISMS -~ The third track for capftal
flows in the near term should be a range of inltrunent;?dosigned

to revive veluntary lending even as the secondary market price
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rises. Direct investment is a crucial component of these flows.
control of high domestic inflation and a return of domestic
economies toward more normal conditions would help spur reneved
interest of foreign investors, but in addition the liberalization
of restrictions (in such countries as Mexico) could help.

For existing bank craditors, it vould make sense to supplenent
new money packages that involve all creditors (except those
choosing exit bonds) with club loans involving a more limited
number of large players. Thesa2 loans would ideally have elements
to make them attractive in their own right so that they would not
have to be coerced. One example would be the issuance of bonds
convertible into commodities as the instrument for club deals.
Banks could thus anticipate some chance of profit, while actual
convertibility (for example, into oil at $20 per barrel if the
current price is $15) would provide an inherent in-kind guarantee
(in this example, equivalent to 75 cents on the dollar, well above
the secondary: market price for standard obligations of the
country). It would be desirable to bring new actors into the club
operations, such as insurance companies.

PUBLIC SECTOR LENDING -- Beyond these approaches for bank lending,
it will be necessary in the next phase of the international debt
strategy to make good on the pronmise of increased official support
implicit in the original Baker Plan. As indicated above, vith the
period 1983-85 considered as a base, net capital flows from the
consolidated public sector (IMF, multilateral devclopld;t banks,

and bilateral export credit agencies) fell from $9.3 bdillion

W



41

annually to only §5.2 pillion annually in the Baker Plan period
(1986-88) . The public sector could well seek a goai of increased
net disbursements to the large debtors in an amount of soxe 310
billion annually, of which half would be merely returning to the
levels of 1983-85. Private capital flows could then pick up the
other $5 billion of the $.3 billion increase in net flows to the
highly indebted countries identified above as the increment
required to cut their outward transfer of resources by half.

CAPITAL FLOW OBJECTIVES =-- Table 4 shows an illustrative set of
capital flow objectives for the period 1989-91 for the highly
indebted (Baker Plan) countries. Net disbursements by multilateral
development banks could double to approximately $8 billion
annually; export credit and other bilateral agencies could increase
net flovws to $4 billion annually (with perhaps an especially large
rise by the Japanese). The private banks would double the nevw-
poney egquivalent of their lending and debt-reduction efforts,
returring their net flows to slightly below the 1983-85 average.
Some further expansion in direct investment would be expected,
bringing the total increzse to the $15 billion needed %o cut
outward resource transfers by half. These objectives are feasible,
although they would require an intensified commitment to the
multilateral agencies (but not necessarily immediate increases in
capital, except for the Inter-American Bank) as well as increased
dynamism in new money arrangements, voluntary debt reduction, and
club loans as well as other voluntary finance froa the bankl

Above all, however, it will be the pursuit of sound econonic

U
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policies in the debtor countries themselves that will determine
the feasibility of such a program. With poor policies, official
donors Wvill be unprepared to move ahead, and banks may allow
arrears to build and set aside more reserves rather than provide
additional new money or voluntary debt relief. With sound policies
in debtor countries, there is every reason to believe that
financing in the ranges shown in the table could be mobilized, and
more broadly that most of the debtor countries will be able to
achieve politically acceptable economic growth and moderate
inflation while continuing to make progress in restoring external

creditworthiness.



Total External Debt, 1982 and 1987
($ billions and percentages)

All Deveioping Countries

Righly Indebted
Other

of which:
Algeria
china
Egypt
Graece
Hungary
India
Indonesia
Malaysia
Pakistan
Poland (a)
Portugal
Thailand
Turkey
Subtotal

Latin America
World Bank
ECLA

Latin America-6 major
World Bank
ECLA

a. Initial year is 1985.

Tab.ie 1

1982 1987 Percent Change
781.2 1,167.1 49.0
391.2 . 527.3 34.8

392.1 639.9 63.2

16.7 22.9 37.1

8.4 30.2 259.5
26.2 40.3 53.8
11.2 23.1 106.3

9.0 15.0 111.1

25.6 46.4 81.2

26.5 52.6 93.5

11.3 21.7 922.0

11.6 16.3 40.5

31.0 42.1 35.8

13.6 18.2 33.8

12.2 20.7 69.7

19.7 40.8 107.1
223.0 394.3 76.8
332.8 442.0 32.8
331.0 410.5 24.0
281.2 363.3 29.2
285.1 331.3 16.2

Source: Calculated from World Bank,

II; ECLA, ance
and 1988.

World Debt Tables 1988, Vol.

omia Latinozmericana, 1987



Table 2
Capital Flows Under the Baker Plan: 1986-88
($ millions)

Bankg(a) Public Sector Total
Multilateral Bilateral _IMF_ _Total

Argentina 2,607 1,680 716 844 - 3,240 5,847
»olivia (o] 555 230 111 896 896
razil 4,000 1,556 =385 -2,032 -861 3,139

~hile 215 1,132 87 -3 1,216 1,431
Colombia 1,957 952 286 0 1,238 2,195
‘osta Rica 0 134 =17 =146 -29 =29

‘ote d'Ivoire 0 502 357 =226 633 633
Ecuador 0 858 264 -39 1,083 1,083
~amaica o] 154 110 =327 -63 =63
fexico 5,472 2,190 2,301 1,166 5,657 11,129
Morocco 0 949 553 =495 1,007 1,007
Nigeria o] 1,009 704 0 1,713 1,713
’eru o 314 180 -52 442 442
shilippines 525 355 928 =185 1,098 1,622
Uruguay 0 174 =9 =113 52 52
/Jenezuela 0 145 -215 0 =70 =70
fugoslavia 0 =59 =280 -1,171 =-1,510 -1,510
Total 13,776 12,601 5,809 -2667 15,742 29,518

3. Disbursements under new money packages.

Source: World Bank, Korld Debt Tables 1988, Vol. I, P. ixliii; Vvol. II: IMF,
International Financia istics, January 1989; and World Bank, by
communication. Estimates include bank lending of $4 billion to Brazil

completed in late 1988.
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Table 3
capital Flovs to Highly Indebted Countries, 1981-88
($ millions)

public Sector 1981 1982 1983 1984 1985 1986 1987 1988
Multilateral 2,719 3,831 3,069 4,522 3,997 5,150 3,370 4,082

Bilateral 3,158 1,719 2,539 1,525 697 1,158 1,919 2,738
IMF 1,213 2,110 6,517 3,334 1,636 ~206 =-1,384 ~1,077
Total 7,000 7,71¢ 12,125 9,381 6,380 6,102 3,905 5,743

Banks (a) 20,205 23,263 13,575 10,427 5,345 3,455 4,931 5,450
Total 27,205 30,973 25,700 19,808 11,725 9,557 8,836 11,193

Source: World Bank, ggxlg_ngpg_xgplgg_Lgﬂﬁ, vol. I, pp. x1iii, 30-31 and by
communication; table 2. .

a. For 1981-82: net disbursements from nfinancial markets". For 1983-88:
disburscments under new money packages.
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Table 4

Annual Average Capital Flows

($ billions)

to Highly
Indebted Countries by Period, 1983-91

1983-85 1986-88 1989-91

public

Multilateral Banks 3.9 4.2 8

pilateral 1.6 1.9 4

IMF 3.8 -0.9 2

Total 9.3 5.2 14
Private

panks 9.8 4.6 9

Direct Investment 14.5 8.1 10

Total 33.6 17.9 33
Source: Table 3; IMF, World Economic Outlook October 3988, p. 115

(for "non-debt-creating® flows).
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Abstract
Chapter 1

THE EXTENT AND CAUSES OF THE DEBT CRISIS OF THE 198G

by

John T. Cuddington
Georgetown University

This paper describes the growth in extsrnal lending to daveloping
ccuntries in the 1970s as well as the emergence and extent of the debt
servicing problems encountered in the early 1980s. 1In doing this, Part I
analyzes the movements in LDCs’ debt/GDP and debt/export ratios, which are
often used as indicators of creditworthiness. It also considers differin
viavs on the relative importance of various underlying causes of the )
developing-country "debt crisis.” Contributing factors include shocks that
are external to the LDCs involved, as well as policy choices in the LDCs

themselves.

Part II describes the macroeconomic and financial enviromment in which
the debt build-up occurred. Changing patterns of international capital flows
are identified and the movements of key macroeconomic variables are examined
to determine the extent to which the experisnce of the 1970s and early 1980s
should be considered atypical. In an environmsnt characterized by numerous
sources of uncertainty, it is often difficult to determine whether individual
borrowers and lenders acted in a manner that should gx_ante have been Judged
to be izprudent, or whather their current problems are more accurately
actributed to "bad luck." Some risk-taking is obviously desirabla. Policy -
makers -- both borrowers and lenders -- must assess the nature of various
risks in order to act in their constituents’ best interescts.

Part III turns briefly to policv choices of LDCs in the face of various
external shocks. This topic is covared in greater detailed by other papers
in the volums, notably Easterly (1989).

The paper is, for the most part, a restatement of idsas already in the
licerature. Its primary objective is to put the remaining papers in the
volume into an appropriate historical perspective. It concludes that,
although the threat to the stability of the international financial system
has gradually subsidad, the crisis of restoring sustained economic growth in
dsveloping countries remains. Their debt servicing problems are large in
magnitude and have been very persistent. It is now clear that the debt
problea is not just a short-term nuisance that a couple of years of strong
worldwide economic growth can eliminate -- contrary to optimistic
sxpectations in the early years of the crisis. Hence, the need for new
policy initiatives by official institutions and the "international communicy”
at large is likely to be the single most important issue in global economic
development policy for the 1990s.
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THE EXTENT AND CAUSES OF THE DEBT CRISIS OF THE 1980s

This papar first describes the growth in external landing to developing
countries in the 1970s and the emergence and extent of the debt servicing
problems sncountered in the early 1980s. It goes on to review various causes
of the developing-country "debt crisis.” Contributing factors include
shocks that are external to the LDCs involved, as well as policy choices in
the LDCs themselves.

Part I of the paper describes the emergence of the debt crisis in czhe
1980s. The movements in LDC debt/GDP and debt/export ratios are analyzed and
the deeper underlying causes of the crisis are reviewed.

Part II considers the macrosconomic and financial environment in which
the debt build-up occurred. Changing patterns of i{nternational capital flows
are described and the movements of key macroaconomic variables are examined
to determine the extent to which the oxborinnc. of the 1970s and early 1980s
should be considered atypical. In an environment characterized by numerous
sources of uncertainty, it is often difficult to determine whether individual
borrowers and lenders acted in a manner c§at should g¢x_ante have been judged
to be. imprudent, or whether their current problems are more accurately
attributed to "bad luck.® Some risk-caking is obviously desirable. Policy
makers -- both borrowers and lenders -- must assess the nature of various
risks in ordsr to act in their constitusnts’ best interescs.

Part III curns briefly to the policy choices of LDCs in the face of
various external shocks. This topic 13 covered in greater detail by other

papers in the volume, notably Easterly (1989).



The paper is, for the most part, a restacement of ideas already in zhe
literature. Its primary objective is to put the remaining papers in :he
volume into an appropriate historical verspective. It concludes ctha:,
alcthough the threat to the stability of the internaciomal financial svstanm
has gradually subsided, the crisis of resctoring sustained economic growsh in
developing countries remains. Their debt servicing problems are larze in
magnitude and have been very persistent. It is now clear that the deb:
problem is not just a temporary difficulcy chat a couple of years of strong
worldwide economic growcth can "solve" -- contrary to opcimiscic expectations
in the early year. of the crisis. Hence, the need for new policy inicziatives
by official inscticutions and the "international communicy" at large is as
pressing as ever. Dealing with or coping with the LDC debt crisis is Likely
to be the single most important issue in global economic development policy

for the 1990s.

I. The Energence of the Debt Crisis

Concern over the growing external indebtedness of developing countrias
and ics possible implications for borrowing nations, their creditors, and zhe
financial system as a whole had been voiced with varying degrees of incensity
at least since the early 1970s. For example, one ccmmentator on LOC debr,
Gordon Smith (1979, p. 289) commented in 1979 that J'...by 1970, chere were
sufficient signs of trouble on the horizom for Charles R. Frank, Jr. [1970:
to characteriza the debt situation as ‘alarming.’" Quocting Frank, "If
Present trends continue, the problem for a number of them (LDCs] chreacens to
reach crisis proportions as the flow of debt repayments is rsaching an

unmanageable level.” (Frank, 1970, p.l]. Even by the late 1970s, however,



tﬁe consensus view was one of cautlous optiuism regarding the burden of che
debt,

In a 1979 book, Cline obsarved that, "For some time now public azzencion
has focused on the first aspect [the viability of the ongoing commosizion anc
pace of dcvoloping-c&uncry external borrowing, especially from commercial

sources), as journalists and legislatures have sounded the alarm abou: :he

on the U.S. banking system.” (p.32) He goes on to provide an excellent
overview of two opposing views (one pessimistic, the other optimistic) on zhe
viabilicy of che current process of developing-country borrowing, and
concludes that: "Over the near term, it would appear that the optimiscs have
the weight of the evidence on their side. There is more uncertainty over a
herizon of five or more years {i.s. by 1982 or so]. Gordon Smith suggests., ..
that there may be problems of bunching of repayments at the turn of che
decads. The Lisgsakers report [1977]) is evan m&re emphatic about the bunching
problem..." (p. 34). These comments turned out to be'very prophetic indeed.
From a historical perspective, they also suggest that the debt crisis did no:
erupt as a complets surprise in 198l or 1982. Some analysts had repe;tedly
exphasized the potential systemic risks fecing the international financial
marke;s.

There were a growing number of ssemingly isolated debt servicing
problems in the 1970s. It was the problems of Poland in 1981 and,
especially, of Mexico in 1982, howaver, that heightaned fears of systemic
veakness and dramatically altered the international financial community'’s
perceptions of LDCs’ creditworthiness. Poland’'s quasi-default revealed che

fallacy of assuming that East European countries’ hard currancy debts had an
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.implicic guarantee of any sort by the Soviet Union. By implication, noz orlv
the Polish dabt but whose of other East European countries had to be
Teassessed. "Czedit quickly became scarce for the region, pushing Romania
into rescheduling and placing pressure on other governments in the region.
Thus, the net exposure of Western barks in Eastern Europe declined from $u5
billion in 1980 to $42 billion by mid-1982." [Cline, 1984, p. 17) In shor:,
systemic risks and che potential importance of shifts in market psychology
wers rapidly becoming apparent.

Most observers would date the beginning of the generalized debt crisis
of the 1980s as August 1982 when the Mexican finance miniscter announced tha:
Mexico was unable to service its public sector’'s externsl debc obligations as
originally contracted. Mexico’'s debt sorvigiﬁg moratorium was noteworchy
because of the sheer magnitude of Mexico’s externmal liabilities. l/ In
addition, che large exposure of commercial banks, especially those in the
United States, as opposed to official creditors, served to focus attencion
squarely on the sysctemic risks.

Even by early 1983, disagreement remained regarding the nacure of
emerging debt servicing problems. It is noteworthy chat at chat cime che
World Bank, with its characteristic optimism, argued that: "There is no
generalized dabt crisis; rather, the mutual difficulcies of developing
countriss in servicing foreign borrowing and of commercial banks in obtaining
service payments on foreign lending are an outgrowth of the broader economic

problems” growing out of chree years of global disinflation, which began

1/ According to the World Debt Tables, total extsrnal debt by DRS
reporting councriss was an estimated $672 billion at the end of 1981, of
which approximately $78 billion was incurred by Mexico.
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towvard the end of 1979. 2/ The report goes on _to emphasize the impor:cance
of restoring economic growth in order to ovoréome these transitory
difficulties. Echoing a widespread view, the Bank argued that the global
disinflation, which was pushing many high-debt countries into debt servicing
crises, wes the consequence of deliberate policies on the part of the major
financial powers (as well as many other countries, including LDCs) to limi:
aggregats demand growth following the second oil shock.

What ensued was more than a typical cyclical downturn in the world
economy. It was indeed a "crisis,” not oﬁly for Mexico, which had to
engineer massive external adjustment of its economy, but also for a number of
other heavy borrowers in Latin American and Africa. The massive exposure of
North American and European commerczial banks in these regions caused
legicimate fears about the scability of the international banking syscem.

The real threat was that cascading sovereign debt problems, coupled with high
interdependence of international banks, would trigger a "meltdown" of the
financial ;yscem of the sort encountered in the 1930s. Fortunately, éollapse
of the financial syszem was averted.

It is important to distinguish between dabt servicing problems of cthe
1980s and a full-blown financial crisis or collapse. In their study of
financial inscabilicy, Eichengreen and Portes (1987) suggest the following
definition:

A financial crisis is a disturbance to financial markets, associated

typically with falling asset prices and insolvency among debtors and

intermediaries, which ramifies through the financial system, disrupting
the market’s capacity to allocate capital within che economy. In an
internatioral financial crisis, disturbances spill over national

borders, disrupting the market’'s capacity to allocate capital
intarnaticnally. (p.10)

2/ world Debt Tables, 1982-83 editien, p. vii.
5



Our definition implies a distinction between generalized Zirarcial
crisis on the one hand and bank failures, debt defaults and foreign-
exchange market disturbances on the other. This discinction is the
presence of linkages...These linkages wicthin tha body eccnomic give the
essential anatomy of financial crisis. (p.ll)...Debt default need no:
give rise to financial crisis. But if, on the contrary, debt defaul:
heightens the commercial banks’ susceptibilicy cto failure, the danger oI
a generalized crisis is incensified. (p.l1l2)

7t was, of course, the prospect of & generalized financial crisis {n che
early 1980s that triggered the intense concern and sense of urgency amorg
policy makers in the major industrial nations to deal wich the debt crisis.
Over the ensuing six years, these fears have largely subsided as the IMF ard
central bankers stood ready to prevent a collapse of the banking system. The
commercial banks have gradually screngthened their balance sheet posi:zions bv
increasing reserves for problem loans and by retaining earnings to increase
their capital. 1In 1987, commercial banks followed the lead of Citibank in a
much more aggressive write-down of the book value of their LDC loans. At che
same time, their positions in negotiations with problem debtors tended co
hardsn. In a recent analysis of tha current vulnerability of US and foreign
banks, Harry Huizinga (1988, p. 38) concludes that "the stabilicy of the
international financial system is no longer threacened by cthe LDC crisis "
Even as the vulnerability of commercial banks has declined, the number
of developing countries encountering debt serving problems has grown. It is
hardly encouraging that virtuslly none of the troubled debtors has regained
access to the privat: credit markets. The 1986-87 Hg;lg_ngh;_zjhlg;
(p. vill) cleims: "0f the countries that have rescheduled debts since 1982,
only Cite d’'Ivoire and Uruguay have been able co raise long-term loans from

financial markets outside the context of a formal restructuring agreemenc.

In each case, nevw lending by commercial banks was part of a cofinancing
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arrangement with the World Bank." Even countries that have no:z experienced
debt problems have found their access to external funds greatly reduced. - -
What remains after six years of intensive effort to restructure excernal
debts and restore growth, however, is indeed a debt servicing crisis when
viewed from LDCs’ pcfspcctiv.. In many cases they continue to service
external obligations only at a very high cost in terms of foregone economic
growch and drastic declines in per capita consumption, with little prospec:
of a return to voluntary lending in the foreseeable future. In shor:s, zhe
debt crisis has become a crisis of restoring the momentum of economic
development achieved in the 1960s and 1970s. As a number of observers have
emphasized, the dacade of the 1980s has become a "lost decade for ecomnomic
development," as per capita income lavels in a number of regions have fallen
to their levels as of 1960, before the economic growth miracle of :zhe 1940s

and 1970s began.

on Causes of che Debt Crisis
On "causes” of the debt crisis, there is no shortage of commentary.

Rudiger Dormbusch and Stanle’ Fischer (1986), for example, conclude:
The question of the origin of the 1982 debt crisis is easily answered.
Imprudent borrowing policies in the débtor countries and imprudent
lending by commercial banks had a chance encounter with extraordinarily
unfavorable world macroeconomic conditions that exposed the
vulnerability of the debtors and the creditors.

Mario Simonsen, formerly Finance Minister of Brazil, on the other hand,

places much more emphasis on systemic factors, and their inevicable

3/ Eichengreen and Portes (1985, 1987) have made the interesting
observation that this drying up of external funding for problem and non-
problem debtors alike also characterized the debt servicing crisis of the
1930s.



consequences for debt dynamics:

To sum up, neither the errors of che lenders nor those of che
borrowsrs can explain the global debt crisis that emerged in lace 1337,
The central cause has already been indicated in the discussion on dap:
dynamics: cthe sudden and unanticipated change in sign in cthe diffarernze
between the growch rate of developing-country exports and internacional
incerest rates. From 1974 through 1980 a typical interesc race on
aveloping-country loans, LIBOR plus 1.5 percent a year spread, averaged
10.7 percent. Meanwhile, exports of non-oil-exporting developing
countries were expanding at 21.l1 percent, overfulfilling the weak
solvency test (cthat nominal export growth exceed the nominal incaras:
rate]. In 1981-82 che interest rats soared to 16.3 percenc a vear,
wvhile the annual rate of growch of exports declired to l percen:,
challenging any solvency cricerion. Even if balance of payments finance
had been provided by a single central lender, such a change would have
required drastic adjustment policies. Under compecitive recycling, cthe
resulc could be nothing but a crisis. (1985, p. 120)

William Cline (1984, p.l) also focuses on global macroeconomic
considerations:

The global debt problem stems from forces dating zo the mid-1970s,
and co the first oil price shock (1973-74) in particular. The
intensificaction of the problem in 1982 derived primarily from the
effeacts of global recession from 1980 to 1982, combined with adverse
psychological shocks to credit markets caused by events in individual
‘major countries. In a broad sense the problem is a consequence of the
ctransicion from inflacion to disinflation in the world economy. Funds
that were borrowed when inflation was high and real incerest racas were
low or negative are no longer cheap in an environment of lower inflation
and high real interest rates.

While agreeing that global shocks were indeed importanc, Jeffrey Sachs (1985,
P.326) stresses that country-specific factors, in particular their policy
choices, were decisive in determining which LDCs escaped the "debt trap" and
which did noc:

The debt crisis of the early 1980s was triggered by a combinacion
of global economic events and domestic developments in the debtor
countries. The beat evidence for the contribution of global events is
the simultaneous onset of the crisis in more than forcy developing
countries. The best evidence for the role of distinctively national
developmencs is the success of many debtor countries in surmounting
external shocks without an emergency rescheduling.

W\



While agreeing that extermal shocks and LDC policies were indeed impor:an: in
bringing on the debt crisis, there are many students of the debt crisis (s.z.
Swoboda (1985) and Guttentag and Herring (1985)) who place a good share ol
the blame of the shoulders of the commercial lenders and their regulacors.
Banks allegedly "overlent," aggressively expanding loans in the 1970s with
insufficient attention to the creditworthiness of individual borrowers or :ie
profitabilicy of the projects being financed. Later, following che onse: of
the debt crisis, they abruptly cut back on sovereign lending, thereby grea:tl:
worsening the liquidity crunch. Guttentag and Herriang (1985, pp. 129-130)
focus on the excesses in the commercial banking system and the inadequacies
of prudential and supervisory regulations:
[t]he conventional story about the debt crisis places some emphasis on
imprudent borrowing (or endogenous iactors in the borrowing counctry),
but most of the emphasis is placed on the deterioration in the worle
economy. ..We believe this conventional story is incomplete. Imprudent
borrowing is usually impossible without imprudenc lending. In several
instances, commercial banks continued to lend in support of unsound
economic policies long after the residents of the borrowing councries
had dsmonstrably lost confidance in their government’s policies. The
consequence was a substantial amount of bank lending that was used to
finance capital flight from the borrowing country.
They go on to davelop three hypotheses about how and why overlending by
commercial banks occurred: (1) banks were subject to what they call "disascer
myopia,” (2) banks underestimated risks because of inadequate informacion,
and (3) banks took calculated gambles based on the expectation of official
support in the event of adverse outcomes. In addition they express concern
that "bank regulatory authorities were so ineffectual in conscraining growing
concentrations of country exposure in individual banks." (p. 130)
As the foregoing quotations suggest, thers are lots of possible culprics
to be considered if one’s objective is to go on a "witch hunt," cto use Mario

Simonsen’s (1985) colorful terminology for actempts to assess blame for the

9
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debt crisis. Possible pleasures of "witch hunting" aside, a thorough
understgnding of the causes of the ;erant debt problem is presumabl:v worz:
pursuing. "Much as che study of disease is one of the most effective wavs =2
learn about human biology, the study of financial crises provides one of :he
most revealing perspectives on the functioning of monetary
economies.” [Elchengreen and Portes (1987, p. 10)1

Beyond this intellectual motivation are more pragmatic ones: Firsc, ar
understanding of the causes of debt crises may indicate the need the swscami:
reforms to reduce the vulnerability of the world economy to similar problenms
in the future. Second, it may help us to predict incipient debt servicing
problems and to take timely action to avert them. Third, it mav sugges:
efficient and equitable solutions to the current difficui:ies. An eguizable
sharing of the among borrowing countries, commercial lenders, official
institutions, and taxpayers in craditor and/or debtor nations may depend on
perceptions of cheir relative blame or responsibilicy. Fourth, in addicion
to "fairness” considorations. there is the isgue of efficiency -- maintaining
or establishing appropriate esconomic incentives to prevent excessive
borroving and, in the extreme, a full-blown financial crises from occurring
in the future. As Paul Krugman emphasizes, "the current debt strategy
involves, de facto, an element of bailout of debtors by their creditors, on
one hand, and bailout of both debtors and creditors by official agencies, on
the other. If the problems of debtor countries basically reflectad
irresponsible behavior, such a bailout would provide encouragement for more
such behavior in the future. If, on the other hand, the debt crisis can be
vieved basically as an act of God (or his earthly manifestation, Paul

Volker), this is not a concern.” (p.391, his comment on Diaz-Alejandro, 1584)
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This is the so-called moral hazard issue. ‘/

Rebc Sexvicing Problems: Their Nature and Exgenc

Debt servicing difficulcies vary.greatly in terms of character and
duration, not to mention the severity of tha policy measures needed :o
restore external balance and the time it takes hefore market access is
restored. In some casss thase difficulties are isolacted and country-
specific. In others, as in the 1930s and the 1980s, they are widesprezd.
Debt payment problems include a range of maladies: arrears on interesc
Payments, arrears on principal repayment as well as interest, higher-:ranche
IMF arrangements, or requests to reschedule loans from private and/or
official creditors. The study of debt servicing problems between 197C and
1982 by McFadden et al. (1985, pp.186-87) conctends that "Of these, arrears
are likely to be the first symptom, or even a deliberate signal, of
difficulties. Rcschcduling'o: IMF arrangsments come later as part of che
resolucion of problems after their presence is generally recognized." The:ir
Table, reproduced here as Table I-1, shows the transition matrix for various
types of repaymsnt problems for their sample of 93 councries (which includes
problem and non-problem debtors). This table confirms that “arrears are che
most common problem, present in 73.4 percent of the years where any form of
problem occurs. Furthermore, arrears are a strong one-year-ahead indicator

of future problems: 83.3 percent of countries with arrears in year t have a

problem in year t+l, while this is true for only 20.6 percent of countries

“/ Richard Portes has warned economic policy makers not to overestima:ce
the practical importance of the moral hazard problem. In the current search
for a resolution to the debt crisis, he arguas, "hazardous moralizing" mayv be
sloving progress much more than ths potaential complications caused by the
moral hazard!

11



without arrears in c." 9/

ik {nsert Table I-1 here (from McFadden et al (1985)) ewewrsewre:

The data in Table I-1, which cover the decade prior to the debt crisis.
remind us that debt servicing difficulties are certainly not a new phenomernc
in the 1980s, even if one considers only the post World War II period. ‘'ha:
is unique about the experience of the early 1980s is how widespread deb:
servicing problems have become and how difficult it is to resolve them and
restore voluntary lending.

The rash of rescheduling in the 1980s is clear from Table I-2, wni:zh
shows the number of rescheduling operations involving official and privace
creditors for each year from 1975 through September 1987. The number of
restructuring operations rose from one per year in 1975 and 1976 to 8 in
1980. It then jumped to 14 in 1981 and.to a higher plateau of 30-40 af:cer
1983. 1If one looks at the estimated dollar value of loans restrucctured, the
big surge occurs in 1983, the year after the Mexican debt moratorium was
announced. The high level of restructuring activicty has continued since tha
time, reflecting the enduring nature of the crisis. Between January and
September of 1987, 25 restructurings occurred. The estimated face value of
the debt was over $102 billion, which represents fully 10 percenc of the

total outstarding external debt of the DRS countries as of year-end 1986.

s/ These sorts of calculations, of course, assume that the individual
country observations are independsnt. That is, they ignore the impact cthat
one country’s problems has in inducing problems elsewhere -- a phenomenon
that typifies periods of generalized debt crises. It would be interesting =
extent the analysis of transitions across various states of debt servicing
difficulcies to the post-1982 period -- noting cross-country interdependence
-- to see if contagion effects are, in fact, detectable in the dacta.
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What Table I-2 does not reveal is that the vast majority of
reschedulings have been concentrated in two regions of the world: lLatin
America and Africa. It also hides the fact that many of the councries
experiencing debt servicing difficulcies have had to restructure cheir deb-
obligations several times. Once debt servicing problems arise, they tenc =o
dog cthe countries involved. This entails considerable time and negoziazing
costs for the LDC policy makers involved, not to mention the larger economic
and political costs associated with debt problems.

Not surprisingly..these debt servicing problems have been accompan!ed
by, and to some extent have caused, a severe deterioration in the financia:
markets’ assessment of LDC creditworthiress. The timing and extent of :zhis
deterioration is suggested by several factors. First, spreads over LI3CR for
individual borrowers jumped as debt servicing problems became imminenc, as
Fig. I-1 (from Carron (1982, p. 413)) shows. 6/ First came Brazil wich a
Jump in its spread from lass than 1 percent over LIBOR in late 1979 to over 2
percent by the end of 1980. 1In early 1981, che Faliland Islands conflic:
caused Argentina’s loan rates to jump from less than 0.6 percent to 1.1-1.2
percent. For Mexico, the spread began to increase slowly in the latter hals
of 1981, after falling gradually in 1979 through early 1981. As debt

servicing difficulties seemed inevitable in early 1982, the spread climbed

sharply to 1.5 percent.

6/ As the theoretical literature on sovereign debt and lending in :che
presence of informational asymmetries emphasizes, it is not alvays in the
incterest of the creditor to adjust spreads upwards as creditworthiness
detoriorates, because higher spreads themselves increase the burden of :he
debt, theresby worsening servicing prospects. Once a country's debt servicing
difficulties have reached the point where voluncary lending has ceased and
concsrted lending programs are being nsgotiated, a reduction in the spread
may be considered mutually benaficial. This point has been stressed by Paul
Krugman and Jeffrey Sachs, among others.

13



e {nsert Fj_s. I-1 (Fig, 1 from Carron, 1982) sewrdevdedrsrsrrcwsenres:

Edwards (1986) provides an interesting perspective on market percepzions
of sovereign risks by.analyzing data from the secondary market for LDC
bonds. 7/ Studying the risk premium on Mexican and Brazilian bonds impiliecd
by cheir yield differential via-a-vis a comparable-maturicy World 3ank bScnd
(wvhich has a criple A credit rating), reproduced here as Fig. I-2, he
concludes that "the (bond] market anticipated by only a few weeks -- and zril:
partially -- che Mexican debt crisis of August 20, 1982. As lace as July of
1982, the spreads were negative, and not significancly different from :ne
average for the preceding 18 months."” (p. 582). Thus it seems that one zatcs
quite a different impression of the extent to which financial market
parzicipants anticipated the debt crisis when one compares the bond marka:
data in Fig. I-2 to tha spreads over LIBOR on new bank loans shown in

Fig. I-1. -
Jriiieicinenierce {ngert Flg. 1-2 (Fig.l from Edwards (L986)) winkwkwrs

Another indication of deteriorating LDC creditworthiness is che high
discounts for which LDCs’ bank debts are being traded on the secondary
m&rk;c. The magnitudes of thess discounts over the last couple of years,
shown in Teble I-3, are particularly interesting in that cthey show just how

far the current intérnactional environment is from the point where voluntary

7/ A number of papers by Eichengreen and Portes have focussed on cthe
LDC bond marksts’ assassment of sovereign risks in the 1930s. See cheir
paper in this volume and the -references therein.
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lending will be restored.

*iwionr® {ngert Table I-3 on values of debt in the secondary markets #wirws

A third indication of the severity and generalicy of the debt problem is
the low level of commercial lending in recent years. Much of the new iendingz
that has occurred has been "involuntary” in chat it involves increased
participation by existing creditors as part of rescheduling agreementcs. In
1985 and 1986, for example, there were significant resource transfer from
LDCs to creditors as aggregate repayments have overtaken disbursements. This
negative transfer is the result of large reflows to commercial banks in
industrial countries which are only being partially offset by positive
resource transfers from multilateral institutions. This pattern of ne:
transfers shous up clearly even in the aggregate data in Table I-4a, which
includes all DRS reporting countries. If one considers the major debtors and
sub-Saharan Africa separately, the negative transfer begins in 1983, and is

much more dramatic; see Table I-4b. 8/
kv ingert Table I-4a and Table I-4b ek

In summary, the evidence in this section makes clear that the debct
crisis is severs indeed, especially in Latin America and in sub-Sabaran

Africa, and is likely to be very protracted -- contrary to the optimiscic

8/ Based on provisional data for the 1988 World Development Repors,
Versluysen (1989) comments that "dsspite numerous reschedulings and concer:ed
lending by banks, [the seventeen largest debtor countries] have suffered a
total resource drain of some $105 billion, or about 2 percent of their
aggregats GDP during the last six years.” (p.3 of the 1988 cypescript).
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assessments i{n the international financial community in che early vears sf
the crisis. The high costs that the enduring crisis of debt and economic
stagnation is imposing on debtor countries makes the study of the reiaziwe

role of various causes of the crisis worthy of careful attention.

Debc Trends and Credicworthiness Indicacors

The total external indebtedness of the 109 countries included in =~a
World Bank's Debt Reporting System (DRS) grew from $67 billion in 1970 =o
$579 billion in 1980, prior to the onset of widespread debt servicing
difficulcties. As Table I-5 shows, these figures represenced roughly .3
percent of their collective GDP or 142 percent of exports of goods and
services in 1970; they grew to 28 percent of GNP apd 130 percent of eudcr:s
in 1980. By 1986, total external dabc had risen to over one trillion doilacs
($1021 billion) or 48 percent of DRS countries’ GNP and 227 percent of their
exports of goods and services.

According to the bottom section of Table I-5, total extarnal debc (EZ3T}
grew at a compound annual growth rate of almost 27 percent between 1974 and
1580, afver which time the growth rate fell sharply. 9/ Comparing':he Zrowzh
in cotal external debt to the long-term public/guaranteed debc component
(DOD), on which more complete data is available over a longer time period,
ons can infer that short-term landing rose sharply in 1980, undoubtedly a
precursor of the debt servicing problems to come. 10/

These aggregate data mask a number of important features of the debc

9/ The series on total axternal debt jumps in 1977 because reasonably
comprehensive data on short-term debt becomes available from that date forwar:

10/ short-tern debt data reportec in tha World Debt Tables for che
years after 1977 confirm chis inference.
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build-up. First, the growth in debt differed significantly across regions.
and among individual countries within each region. Generally speaking, ceb:
burdens are greatest in Latin America and Africa, with the developing
countries in Asia and East.rn Europe being considerably more conservacive. CF
the World Bank's l% high’ * indebted countries (HICs), only two (the
Philippines and Yugoslavia) are located outside Latin America or Africa. ---

Also hidden in Table I-5 is the pronounced shift in the relacive
importance of creditor sources towards commercial lenders and away from
mulcilateral lenders, particularly for Latin American debtors. Wich chis
shift came higher average interest rates and shorter loan maturic.es, albe:i:-
with less in the way of "conditionality" or restrictive loan covenants =han
was typical on loans from multilateral lending institutionms.

Debt /GNP, &eb:/export. and debt service ratios are widely used when
studying the evolution of external debt. They are also used in informal as
well as econometric assessments of crasditworthiness. In limited dependent
variable models thar attempt to predict dabt servicing problems (discussed
briefly below), the debt service/export ratio and Aebc/axport ratio are
typically the most significant explanatory variables. More often cthan not,
the debt/GNP racio is not significanc. Interestingly, this is consisctentc
with the information in Sachs’ (1985) recent comparison of Latin American and
East Asian debtors, reproduced in Table I-7. He finds that che group of
problezs debtors he studied (primarily in Latin America) differed from che
non-problem countries (which were concentra.ed in East Asia) mostly in cerms

of their debt/export ratios. Debt/GNP ratios, on the other hand, were rather

11, The other 15 HICs are Argentina, Bolivia, Brazil, Chile, Colombia,
Costa Rica, Cdte d'Ivoire, Ecuador, Jamaica, Mexico, Morocco, Nigeria, Peru,
Uruguay, and Veéenezuela.
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similar across the two regions. Sachs attributes the lower debt/expor:

racios in Asia to that region's superior export performance.
ik insert Table I-6 (reproduced from Sachs, 1985, p.533) here wwwwruws

Given the widespread use of these racios, it is useful =o look mora
carefiily at why and how thay move over time. For example, are variazions i-
the debt icself or fluctuations in cthe GNP or exports more important in
bringing about changes in the pfincipal debt ractios? Examining the growth
ractes for total external debt (EDT), long-term public/guaranteed debt (DOD).
GNP, and exports of goods and services (XGS) in Table I-5, it is sren -ha-
EDT and DOD grew much more smoothly than either GNP or exports. This
suggests that the major decterminant of changes in either che debc/GNP or
debt/export ratios are not the changes in the debt itself, but predominan:fy
ths fluctuations in GNP and exports respectively. Hence, one must congider
the movements in thess macro aggregates in order to pr‘dict deterioration or
iaprovements in creditworthiness, at least as reflected by chese
indicacors. 12/

Table I-5 indicates that external debt grew at an avrrage rate of 21.9
or 24.4 percant pr ¢ annum between 1971 and 1980, depending on whether one
looks at EDT or DOD. As this was somewhat faster than the average growth
rate in GNP of 17.5 percent, the debt/GNP ratio grew over the period. It is
noteworthy that the abrup: climb in the ratio as the debt crisis emerged

after 1980 reflected primarily the collapse in GNP growth, not a surge in the

12/ The evidence that increases in a country’'s debt service ratio or
debt/export ratio causa the probability of debt servicing problems to rise is
summarized briefly below.
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debt lesvel.

In contrast to the debt/GDP ratio, the debt/export ratio actually fell
slightly during the 1970s, because export growth outpaced the growth in
external debt. All in all, the movement of the aggregate debt/GNP and
debt/export ratios over the 1970s for the DRS reporting countries taken as a
group would hardly have suggested that a debt crisis was imminent. These
data, of course, hide widely differing trends in individual councries.
(Appendix A shows similar data for the 19 major borrowers and the sub-Saharar

African countries, respectively, and carries out a ratio analysis of the sor:

described in the following section using these data.)

4 Vay of Organizing Ragio Apalysis

In an effort to systematize the use of the principal ratios of deb:
analysis somewhat and to relate the ratios to each other, two identicies are
proposed below for decomposing movements in the debt/export and debt service
ratios and relating them to the debt/GNP ractio. 13/ The first ideqcicy
relates the debt/export ratio to the debt/GNP ratio and the export share of
GNP:

(L) debt/exports = (debt/GNP) / (exports/GNP).

Identity (1) serves to emphasize the point that an increase in the debc/GNP
ratio need not indicate an increasing dabt burden as msasured by the

debt/export ratio {f the rise in the debt/GNP ratio is accompanied by a

13/ The statistical insignificance of the debt/GNP ratio in many of the
econometric models of debt problems, as well as the above-mentioned study by .
Sachs (1985), led me in this 'direction.
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rising export/GNP ratio.

Table I-7 shows the decomposition of the debc/exporc ratio (DOD/XGS»

The bottom panel of che Table shows the movements in each term in percencage
change form: tho percentage change in the debc/export ratio equals che
percentage change in the debt/GNP ratio minus the percencage change in cthe
export/GNP ratio. Examining chuse percentage changes, it is easy to see cha:
an improvement in DRS countries’ debt/export ratio occurred becween 1370 and
1980 even though the debt/GNP ratio rose, because of a rising export shars :in
GNP. This is, of course, just a way of highlighting an observation of
Balassa, Sachs and others: export growth that is rapid enough to rzise the
export share does indeed seem to be the key to muintaining the debt/expor:
ractio in an "acceptable” range, i.e. a range considered indicative of
creditvorthiness. l“/ The average ﬁcrcon:ago changes in the racios and :their
respective standard deviations over cthe pre-crisis period 1971-80 are shown
on the right side of the Table. They show that the debt/GNP ratio has risen
rather smoothly over time, whereas the export/GNP ratio has trended upward
but with greatar volatilicy from year to year.

Between 1980 and 1986{ on the other hand, the debt/export ratio rose
sharply from 80.3 percent to 173.2 percent. The decomposition of this shif:
reflacts a surge in the debt/GNP racio as debt grew much more slowly, buc
nominsal GNP growth collapsad. As tha 1980-82 world recession materialized,
the changes in the export/GNP ratio were mecdest. In contrast, the steep drop
in the expert/GDP ratio in 1986 contributed 7.8 percent to the 17.5 percent

grovth in the debt/export ratio in that year.

1"/ Some of the empirical work by these authors, in fact, uses the
percentage change in the export/GNP ratio as a proxy for the orientation of
trade policy, even though the racio may change for other reasons.
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A similar decomposition exercise is carried out in Table I-8 for che

total debt service (TDS) [to export] ratio using a second identi:y:
(2) TDS/XGS = TDS/DOD x DOD/XGS.

The movements in the¢ debt/export (DOD/XGS) ratio on the right hand side o?f
(2) have already been decomposed above. The issue highlighted by (2) is
whether movements in che aggregate debt service ratio reflect primarily
changes in the debt burden as measured by the debt/export ratioc or changes i:
the ratio of debt service to debt (the "amortization ratio"). Rewriting (2°

in terms of percentage changes:
(3 %4 (TDS/XGS) = %A (TDS/DOD) + %A (DOD/XGS),

yields the information at cthe bottom of the Table.

As Taﬁlo I-8 shows, the debt service ratio fell from 11.7 percen: in
1970 cto 7.2 percent in 1974, primarily because of a declining debc/expor:
ratio. TFrom 1975 through 1978, ¢~ the other hand, the debt/export raeio rose
consistently, more than offsetting modest improvements in the amorctization
ratio in 1974-76. Hence the debt service ratio deteriorated. The
deterioration in the debt service ratio continued in 1978 and 1979, buc it
wvas driven by rising amortization ratios in these years. These changes :in
the amortization ratio reflect increases in the interest rate as well as

shifts in the structure of principal repayments in particular years. 15,

15/ A gmore detailed decomposition than that in Table I-8 can be
obtained by disaggregating the amortization ratio into its two componen:zs:
the interest ratio (incerest/debt) and the net principal repayment/deb:c
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Although the debt service ratio for the DRS countries showed a gracual
decterioration over the 1970s, one would have been hard-pressed on t=e :=as:is
of this aggregate information to conclude that a debc-servicing crisis was
just around the corner. [(Of course, the bechavior of principle racios wariad
widely across regions and across countries within those regions as our
| decomposition of debt daca for the highly indebted countries and the sub-
Saharan countries in Appendix A highlights.] The Table also indicazes :na:z
the steep rise in che debt service ratio from 12.5 to 21.3 percent as z:e
debt crisis macerialized in the early 1980s reflects primarily the scaep risaz
in the debt/export ratio as export esarnings collapsed (albeit wich a
temporary surge in 1984). On the other haud, rescheduling activicy, whizh
pushes principal repayments into the future, undoubcodly'explains a large
part of the gradual decline in the amortization ratio between 1981 and 1286.

Finally, Table I-9 briefly examines the extent to which growth in
outstanding long-term debt (DOD) is attributable to factors ocher than net
flows of new lending. For example, year to.year changes in DOD may reflec:
revaluation of the non-dollar denominated portion of the debt as the doilar
exchange rate in terms of other key currencies fluctuates. The rolling over
of short-term debt into long-term obligations may clso explain part of che
growth in dabt if we are looking at long-term public/guaranteed debt (DOD)
rather than total external liabilicies (EDT). The assumpction of private-
sector extsrnal dsbt by the public sector can also cause DOD to grow mora
quichli than the net flov of nev loans would dictate. These latter two
activities became increasingly important in the mid-1980s as resctructuring

activity surged.

ratia.
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The Table shows that for most years the growth rate of DOD is roughl§
equal co che percentage growth in DOD attributable to net flows, measured bv
net flows divided by DOD at the beginning of the year (DOD(tc-1)) mulziplied
by 100. The 1984-86 period is the major excaption to this rule, and
presumably reflects both debt restructuring and sharp movements in the dollar

exchange rate in those years.

Rebc Dvnapics
In judging the sustainability of LDC debt burdens, the relationship

between export growth rates the interest rate on external liabilities has
received considerable attancion. 16/ Like the ratio analysis above, this
rule of thumb exploits simple arithmetic and accounting identities. The
relation on which these discussions are based is obtained by rewrizing the

DOD/export ratio in terms of percentage changes:
(4) s4 (DOD/XGS) = sa DOD - 84 XGS.

Next, using a simplified version of ch;.bllnncc of payments identicy, the
growth in debt (%4DOD) in tha above identity is replaced with the accounting
identity relating changes in the debt (ignoring non-dabt capital flows) to
net interest payments (iD) and the non-interest current account

deficit (CAD): ADOD = i DOD + CAD where i is the nominal incerest race on

external borrowing. Using this identicy, (4) becomes:

(5) $4 (DOD/XGS) = (L - g) + CAD/DOD

16/ See Simonsgen (1985) for a recent applicatien.
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vhere g is the export growth rate.

Taking the debt to export ratio as a measure of the debt burden, cwe
relationship in (S) shows that, even if the non-interest current accoun: :j
brought down to zero, the debt/export ratio will grow without limic if :wa
nominal (dollar) interest rate on the debt exceads che growth racte in :he
dollar value of exports. This explosive growch in the debt/expor: racio is
taken as an indicator that debt servicing problems will ultimacely emerge
unless corrective policies are implemented (by borrovers or lenders).

In the quotation in the Introduction, Mario Simonsen scressed that in
his view it was cthe sharp rise in world interest rates cogplod wich che
collabsc.in LDC export growth rates that brought on the global debt crisis.
Fig. I-3, taken from Cline (1984,p. 9), shows just how abrupc che change in
the relactionship between incterest rates and export growth rates was for non-
oil LDCs taken as a group, and for Mexico and Brazil alone. It is
interesting to note that although interest rates rose steadily from 1977
through 1981, it was the drastic turnaround in exports not the rise in.
incerest rates <hat was primarily responsible for the collapse in the simple
solvency condition (or rule of thumb, rather) that i-g be less than zero.

One gets a slightly different perception of the relacive importance of
incerest rate increases and the collapse in export growth if one considers
Leal interest rates and the growth in export volumeg. To convert the
relation 1-g<0 to one about real interest rates (1-x) and the real expor:
growth rate (g-«), one woulQ have to choose an export price deflator and
interpret "real” interest rates (i-r) accordingly. The rule of thumb for

debt sustainability then becomes: (i-x) - (g-*) < 0, vwhere r-r is cthe growch
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in export volume. The jump in real interest rates after 1981 is indeed
tcnnéklbla. as Fig. I-4 (from the World Debg Tables, 1986-87 edition, p.xil)
shovs. O0f course, the inference from the information in Fig. I-3 and I-4 is
that the growth in export volume must have collapsed after 1981 also. Thus
the sharp turnaround in the simple solvency condition reflects boch higher
interest rates and lower export volumes, and hence leaves open the question

of underlying “causes” of the debt servicing difficulcies that emerged in

. 1982.

Enbnnekey - ingert Fig. I-3 (Fig. 1.3 from Cline (1984) Ak

dniiiiiiiceik {ngert Fig. I-4 on real interest rates from WDT i

Brediccing the Occurrence of Debt Sepvicing Problems

A nunber of researchers have proposed economectric models using financial
and macroeconomic indicators of creditworthiness to predict or "explain" che
occurrence of rescheduling problems using data on a cross-section or panel
(1.0. cross-gsection time-series) of developing countries. The bulk of these
statistical exercises have used discriminant or logit models and were carriec
out using data from the 1960s and early 1970s. In a few cases, the data
sxtended through the early 1980s, but most studies do not include the period
since 1982 when debt servicing difficulties toock on systemic dimensions and a
rash of reschedulings occurred. 17/

These studies provide a useful starting point for examining various

"causes” of the debt crisis by examining thu impact of various debt ratios

17/ An exception is cthe Berg and Sachs (1988) paper, which uses data
from 1977 through 1985.
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(such as those we examined above) in bringing on debt crises. Nevercheless,
these variables are in most cases only proxies for more fundamental causes.
As Hcr;ddon et al (1985) have noted, early studies also have a number of
statistical shortcomings. For example, thay generally ignore time effec:s
(e.g. before and after 1982 when the dedt crisis began) and councrv-specific
effects. More importantly from a conceptual standpoint, the predic:zion
models make no attempt to isolate the separate influences of faccors
affecting the supply-and demand for new loans to sovereign states. Thus,
they are at best estimations of reduced-form models of some sorc. Earlyv
models predicting debt servicing problems are summarized in Table I-10.
reproduced from McFadden et al (1985).

The latter sho::coﬁing has been remedied in recent work following Ea:zon
and Gersovitz (1981) which applies the "regime-switching” economecric
technique to allow for the possibility of disequilibrium credic markets. The
underlying model assumes that interest rates, for various rezsons, may not
adjust continuously to equate the supply and demand for new credit. Two
types of disequilibrium, or more precisely non-Walrasian equilibrium, can
arise in the Eaton-Gersovitz model. In one, the borrower faces a credic-
availability constraint at the prevailing interest rate (i.s. there is excess
demand for funds); in the other regime, a borrover’s demand for credit at :he
prevailing interast rate is completely met (and there may be an excess
supply). In the process of estimating this two-regime model, the parameters
of bocp the supply and demand schedules for external loans are estimated. as
i{s the probability of facing a credit-constrained sicuation given a county'’s
deterninants of érodic supply and demand.

The work of McFadden et al. (1985) and Hajivassiliou (1987) extends the
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two-regime model of Eaton-Gersovitz to cthree regimes, thereby allowing for
the possibility of debe sorvicing problems. The Hajivassiliou paper improves
on the econometric techniques used in his earlier work with McFadden and
others by correctly allowing for the country and time specific effeccs in che
(panel) data. He delineates the three separate regimes as follows, 13/ In
the first, there is an excess supply of credit so the borrowing countrv is
not credit constrained; no arrears occur and there is no rescheduling. Ia
the second, there is "moderate" excess demand for credit. Suppliers are on
their notional supply schedules but the available credit is less than the
borrower’s demand at the prevajling interest rate. The Borrower responds by
incurring arrears in debt service payments. By agsumption, however, the
level of arrears falls short of the counéry lending limit established by
lenders, so they do not put prassure on the borrower to rescheduls. In the
final regime, there is a large excess demand. In particular, the borrower's
excess demand for credit and hence the level of its arrears is so large thaz
it exceeds the lender’'s country lending limit. Rescheduling occurs.

Under this approach, it is pqsliblo to estimate not only the supply and
demand schedules for new loans but also a function specifying the allowabie
level of arrears (the country’s credit limit) that creditors will tolerace
before pushing for formal rescheduling. Hajivassiliou's estimation resulcs
are reproduced in Table I-11. He finds that the demand for new loans depends
significantly and pasitively on the amount of dabt service due relative zo
exports, and positively on the import to GNP ratio. Tﬁo real GNP per capi:a

had a statistically significant negative effect on new loan demand geteris

18/ See, especially, the technical appendix (pp 224-5) in
Hajivassiliou (1987),.
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paribhus. The supply of new loans, on the other hand, depended izivalv on
the debt/export ratio, while the export/GNP ratio was scactiscically
insignificant. Indicactors of INMF support, rescheduling, or arrears tended :
rcéuce the supply of new funds geteris paribus. Finally, the limic on
arrears that lenders permitted was influenced significantly by two variables
the debt service ratio entered wich a positive effact, and the indicacor of

an IMF support or rescheduling had a negacive impact on allowable arrears.
Fririiriiciricicieicioik {insert Table from Hajivassiliou (1987, Table 3, p. 219)

The regime-switching approach represents an important conceptual an-
econometric innovation in the explanation and prediction of debt servicing
problems of varying degrees of intensicy (arrears, IMF support,
rcséhaduling). The approach has, to date, yielded useful insights into the
sorts of financial and macroeconomic variables that affect the supply and
demand for credit, as wall as allowable arrecars.

Most econometric models of creditworthiness and debt servicing problems
typically include variables, such as the debt service ratio and the debt/GLC?
ratio as "dsterminants” of debt servicing problems. While thess variables
may be rough "indicators” of the likslihood of encountering debt problems,
they are typically not the true underlying "causal® factors (for example, *
those alludsd to by.various authors cited in the Introduccion).

In spite of this limitation, the financial indicator regressors used in
most statistical models may reflect changing trends in debt servicing
potential. Some of the variables, such as the export and GNP growth rates,

enter discussions of "debt dynamics” (4 la Simonsen, for exampls) and hence
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are reflecting causes of the debt crisis at this more mechanical, bu:
- arguably less fundamental, level of investigacion.

To date, the empirical analysis based on the three-regime disezuilibrium
model has not focussed specifically on the question of what internal and
external factors were the most important causes of the debc crisis of che
1980s. They use data for the pre-crisis period. This is unforcunace,
because the three-regime model using panel daca (as in Hajivassiliou (.237‘:
is ideal for isolating the supply-side and demand-side factors, boch -hose
that are country-specific and systemic, that have contributed to debt crises.
A thorough analysis would attempt to incorporate the effects of both global
sﬁocks and individual LDCs’ policy choices outlined on the supply and demarc
for loans in the international capital markets. This appears to be a

- research topic worthy of future consideration.
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II. v 70

Policy decisions regarding foreign borrowing, exchange race managewmen:.
govermment expendizure and rovonu.'raising must recognize the uncer=zaiin werlc
environmenc in which LDCs operate. For students of the debt crisis, a
critical question is: did individual LDCs experience debt servicing
difficulties primarily because of "bad policies" or "bad luck?". Tha: :is.
did they undertake policies that should have been considered subopzimal at
she ctime cthey were undertaken, given the nature (e.g. the size and
persistence) of various shocks to their economies? Alternacively, did chey
encounter problems in large part due to the extraordinarily adverse nature of
the shocks encountered in the early 1980s?

One often heaxs that cyclical fluctuations in worldwide economic
activicy were particularly pronounced during the 1970s ;nd early 1980s. The
world economy was buffeted by “supply shocks" in the form of higher oil
prices, sharp increases and decreases in ths prices of various non-fuel
primary commodities, surging real interest rates in the early 1980s, ecc.
Even though these shocks are exogenous from the point of view of most debtor
countries, some of them might be considered more or less direct consequences
of policy actions in the industrial world., For example, the sharp recession
in the esrly 1980s was, according to most observers, induced by
disinflationary aggregate demand policies in the mhjor industrial nations and
some dnvcicping countries. For example, the World Bank 1/ pointed to this
policy shift in outlining the sequence of events that brought on the debt

servicing difficulties in a growing number of LDCs:

1/ world Debc Tables 1982-83 edicion, p. vii.
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1. Excessive reliance on monetary restraint reather than on a
balanced aix of monetary and flscal policies led to very high and widely
fluctuating real incerest rates.

2. The change in oparating procedurs of US moneéary policy :zoward
control cf monetary base and aggregates rather than intercst races lad o
increased interest rate volatilicy.

3. The resulcting worldwide economic slowdown had a negacive impac
on LDCs’ export growth.

Suppose policy shifts in induscrial countries do indeed cause xev
macroeconomic variables in the world economy to move far from cheir normal
values and that these developments bring on debt servicing probleas in many
LDCs, perhaps those LDCs that borrowed most aggressively or invesc unwisely
Under such a scenario, one might consider it "equitable" to have che
industrial ccuntries absorb some of the costs that the dabt crisis
subsequently imposed on debtor nations.

Before jumping to such a conclusion, however, it is obviously desirabl
to briefly reexamine che macroeconomic and financial envirorment facing
developing countries in the 19703 and early 1980s, the period over which che
major build-up in external debt occurred. Jusc how atypical was chis perio¢
from a longer-term historical perspective? In answering this question, we
consider several factors that impacted the supply and/or demand for excernal
funds in LDCs. Firsc, the oil price shocks of 1973/74 and 1979/80 are
highlighred as perhaps the two most significant events in che global
macroeconomy during the pericd. Second, the real economic growch
performances of the industrial countiies and the daveloping world are
revieved, noting the differant r " -rns in their real GDPs following the
first and gsecond oil shocks as well as che severity of the 1980-82 recession
 Third, trends in global inflation are discussed, again focussing on the
different responses of countrtes aftar the two oil shocks. Fourch, movemenc
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in real and hominul interest rates are noted. Finally, the movemen:zs in no=n-
oil primary commodity prices are examined, as thése goods are major expor:s
for many developing countries.

After reviewing the external shocks mcncioned.abowe. the resul:ting
pattern of current account imbalances is examined, as are the various sources

of balance of payments finahcing that were utilized.

The Qi) _Shocks

As the quotation by Cline in the introduction suggested, many analyscs
of the debt problem focus on the rcle of the oil price shocks in 1973/74 and
1979/80 as uajor causes of the debt crisis. There are several channels
through which oil shocks might give rise to increased vulnerability of LDCs
to debt servicing difficulties. The price hikos.implied large real income
losses for oil importing nations, although there is, of course, a
corresponding gain for these nations that export oil. The impact that such
income shocks have on domestic saving and investment, and hence the curren:
mccount.of the balance of payments, depends on at least two factors (i) cthe
perceived degree of permanence of the oil pricc-shock and (ii) che speed of
adjustment of various categories of expenditure to the altered l;vels of
income and relative prices.

Figure II-1 shows the history of real price of oil using the
manufactu’ing unit value index as a deflator. Examining this Figure, it is
claar that the size of the price hike of 1973/74 was indeed unprecedented

relative to past movements in the time series. 2/ LDC policy makers can

2/ Cuddington and Urzuia (1987) have recently fit univariate time series
to a number of real commodity prices before using the Beveridge and Nelson
(1981) technique to decompose the price seriss into permanent and temporary
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hardly he fﬁultod for not anticipating this "whammy" and taking prevenzazivw
actions to reduce their countries’ vulnerability to shocks of this sor:.
Such shocks are particularly difficult to cope with from a policy standpoin:
because of the high uncertainty regarding their auracion. The pasc hiszorw
of oil prices providlsilittll guidance. Instead, one must rely on
theo=etical conjectures about che likely survival of cartels, etz. Ir =mese
sicuacions of acute "risk" (rather than staciscical "uncertainecwv," =c us:
Frank Knight’s distinction), policies for coping with uncerctaincy per se.
rather than reactive policies that attempt to distinguish "permanent" and
"temporary"” shocks are the best that can be hoped for. In'chc volatile
external environment such as that following the first oil price hike,
therefore, it is hardly surprising that policy responses in both indus:trial
councries and LDCs varied widely. Some countries undertook contractionarw
aggregate demand policies to moderate the oil shock’s inflationary impac:.
Others followed a more expansionary stance designed to reduce losses in

output and employment.

dinirinnioricork ingert Figure II-1 (real oil prices) wnnrrtir

Fluccuasions in World Economic Activicy

Turning to wcvements in real GDP, Figures II-2 and II-3 show the
behavior of world GNP and two groups of developing countries -- cthose in che
TMF's “westaorn hemisphere” (i.e. Latin American) and African groups,

respectivaly -- from 1961 through the early 1980s as calculated and reported

components. It is noteworthy that the oil price shocks of 1974 and 1979 had
to be captured by dummy variables; they are indeed outliers.
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by the IMF in International Financial Statiscics. The behavior of world rea.

GDP growth as measured by the IMF's indax is indeed markedly differenc af:er
1973 than it was ir the 1960s. Before 1973, it fluctuated rather narrowly
between 3 and 6 percent. This was a period of relative stabilicy for world
GDP, although -- not surprisingly --the GDP of different regions and
individual countries exhibited more volatility. After a drop from more =zhan
5 percent in 1973 to less than 0.5 percent in 1975, GDP growth rebounded :o
five percent in 1976. Thereafter, the growth rate fell vather steadilv
through the trough of the woridwido economic slowdown in 1982.

It is noteworthy that the sharp drop in economic growth in 1974 as oil
prices surged was felt more strongly by industrial countries than by eicher
the Latin American or African LDCs (taken as reglonal aggregates). In Latin
America, real growth continued relazively undisturbed by the adverse
developments in the global economy. In fact, it wasn’t until 1981 thact their
real GDP growth came to an abrupt halt. Presumably Latin America's growch

rate was maintained largely by ths heavy reliance on foreign borrowing in the

latcer half of the decade, although I know of no empirical work that actempcs °

to disentangle this cause frop other possible causes. Strong primary
commodity prices in the mid-1970s undoubtedly also contributed to the
moderate impact of the industrial country recession on a number of Latin
American and African countries.

As Fig. II-3 shuws, the African continent has experienced wide
fluctuations in r;al GDP repeatedly over the last 25 years, although the
continent’s output growth reached new lows in the downturns of 1978 and 1982.
The sharp downturn in 1978, at the time of the widesprasad drought, proved :o

be a mere preview of the persistent negative growth the region was to
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experience in the post-1982 period when foreign loans dried up and primazv

commodity prices softined.

ddrrr kv {ingere FiSS- 11-2 and 11.3.****************

Inflacion and Disinflacion

Inflationary pressure in the IMF’'s Western Hemisphere and African
country groups also differs significancly from the world aggregate. as
Fig. I1-4 shows, LDC inflation prior to the first oil shock was somewhat
higher but octherwise roughly followed the trand in the as a whole (excep: in
1964). By the mid-1970s, however, inflationary trends began to diverge
sharply. Africa oxporioné.d & relatively short-lived increase in inflacion
relative to the world aggregate in 1973-74. Lacin America, in contrasc,
experienced steadily rising rates of inflation throughout the 1970s, wizh
only a brief respite in 1977-78. An alarming acceleration in latin American
inflation occurrsd in the early 1980s.

The level of external borrowing in Latin America during che mid =o lace
1970s may have contributed to the diverging inflactionary trends. arguably
these countries sustained high levels of economic growth by borrowing to
support high, in Zact excessive, levals of aggregacs demand. This greacly
modsrated the economic downturx they experienccd following che firsc oil
shock, but with the cost of a sharp rise in inflaction rates. This does not
appear to bo'cﬁo case for the African conctinent as a whols (although it may
characterize individual African countries well). Arguably, foreign borrowin:

facilicaced at least a parcial replacement of the larger drop in aggregace
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demand that would otherwise have sccompanied the drought-induced recession
in 1978, ‘

To the extent that Latin American countries had financed large fiscal
deficits with large amounts of external borrowing, they were especially
vulnerable when :hcif access to foreign capital collapsed after 1982. They
vere forced to undertake fiscal adjustment or turn to money creation zo
finance the deficits. In many cases, the lacter option prevaileé. As a

result, inflation skyrocketed.

Jeiciried ik {ngert Fis. Il1.4. dovedrviririniorioee

2rimary Commodity Prices

The decline in daveloping countries’ terms of trada during the world
recassion of 1980-82 is often mentioned as a factor that contributed to the
debt build-up. Cline (1984, p.13), for example, calculates that "the total
loss o nonoil developing countries from deteriorating terms of trade in
1981-82 was an estimate $79 billion." Much of this estimated loss presumably
resulted from the downward movements in the prices of various primary
commodities exported by LDCs. Table II-1 ?hnws his calculations of che
cumulative affect of a nunber of external developments impacting non-oil-
importing LDCs: the oil price shocks, the dsterioration in their terms of

trade, and the surge in interest rates after 1979.

Wihnnninhioeeer {ngert Table II-1 (from Cline, 1984, p.13) sniknkbtkoddsttrse:s
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It is a well-known fact that primary commodity prices exhibic
considerably volatility over time. 3/ This was true in the 1970s, bu:c i:
was by no means peculiar to that period. The extent to which realized
movements -in commodity prices should be considered gains or losses in real
income depends critically on one’'s impression about the "norm" as well as :zhe
persistence of deviations from the norm. In order to put various auchorcs’
estimates of LLCs’ adverse terms of trade shocks into context, it is usel.l
to reviev the historical behavior of fuel and non-fuel primary commodi::
pricas. Grilli and Yang (1988)‘hnvo recently produced an index of non-‘fuel
primary commodity prices covering the 1900-86 period. Figure II-5 shows chis
index (GYCPI) deflated by two alternative indices of manufactured goods’
prices, the manufactures unit value indax (MUV) and the U.S. manufaccures
price index. The Figure certainly confirms che presence of a sharp
deterioration in the relative price of primary commodities in terms of
manufactures in the early 1980s, which is the basis for the real income loss
calculated by Cline. When placed in historical context, however, the degree

of volatilicty in primary commodity prices during che 1970s was not acypical.
iriciriciciniciciciniieie {ngert Fig. II-5 here srrnrinrmidnn:

Tor saveral reasors, it is somevhat misleading to argue that negative

tetng of trads shocks have piayed a major role in the creation of debc

servicing probleas. Firsc, & nuzber of debtor countries, namely those that

e,

3/ Thare is also an ongoing debate initiated by Prebisch and Singer
about vhather or not LDCs have experisnced u« secular deterioration in che
relative prics of commodity exports in terms of the price of impor:zed
zanufactured goods.
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verse oil exporters, greatly benefited from the surge in prices during che
1970s. In spite of this ;oal incoms gain, many of them became mired in
severe debt servicing problems as a result of messive "overborrowing." The
experiences of countries like Nigeria and Mexico, which became major oil

exporters during a docado when the real price of oil skyrockeced, serve as

——

| porhaps che most dramntic examples of chi. phenomenon,

o e

e s i 9

Second, even if one considers only non-oil countries, should depressec
commodity export prices in the early 19803 be considered as a factor
contributing to the debt build-up? In fact, there was a sharp run-up in
- commodity prices (relative to the index’s norm of roughly 100) during che
mid-1970s, prior to the collapse in the sarly 1980s. 4/ Thus if one
considers the negative income effect of the latter, one ohould also consider
the income gain from the former.

.Tho various commodity prico booms during che 1970s ought to have
raduced the external borrowing needs of LDCs exporting those commodities. A
comparative analysis of LDC experiences with commodity booms by
Cuddington (1988), however, shows that LDCs experiencing booms in the 1970s
often responded by incregsing not decreasing their use of foreign resources.
In most instances, this borrowing strategy was hardly an optimal response o
the opportunities provided by the export booms. Adept, well-planned
managenent of temporary booms has been relatively rare. If the booms of the
1970s had been well-managed, less borrowing vould have occurred and hence the
resilience of these econcmies to subsequent downturns in commodity expor:

prices would have been greatly enhanced.

“/ Commodity prices continued.to be soft well into tha mid-1980s. More
receritly, they have again turned upward.
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1 believe, therefore, that by looking at che downturn in commodizsy
prices in the early 198Js, but ignoring che periodic years of strong price
performence during the 1970s, one places too much blame for the deb: crisis

on external shocks and not enough blame on domestic policy responses by the

1OCs themselves.

e » 7

In the post World War II period, and sspecially in the 1970s as a rasul:
of two major oil price shocks, the pattern of current account imbalances and
the requisite financing has shifcad dramatically.

From the late 1800s through the early dacades of the twentiech century,
a major source of external financa for wealthier LDCs as well as a number of
now-induscrialized countries was private capital securitized in cthe form of
bonds. This form of financial intermediation, however, dried up in the 1930s
wich the worldwide financial and economic collapse. Defaults on soveraizn
bonds were wideospread. [See Eichengreen and Portss, 1989.]

In the first decads of the post World War II paeriod, capical flows =o
developing countries wers modest in size relative to the scale they had
acttained prior to the firsz World War. Official sources of development
finance dominaced, with private finance limited primarily to short-cterm crade
credic. Privats finance through the commercial banking system gradually zrew
in impcrtancs however. Ui:ﬁ the growth in trade and the importance of
mulcinacional firms, there was increasing prissuro on banks in cthe major
capital exporting countries (especially cthe US, but also in a number of
European nations) to establish oversess operacions to meet the global barking

needs of their multinational clients. Thus by che lare 1960s, and well
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beforas the first oil price shock in 1973/74, internmational banking accivizy -

- much of it via the Euromarkets -- was growing rapidly.

Extermal Adiustment co the 041 Prics Shocks

The oil price hike in 1973/74 was undoubtedly the single most impor:tan:
disturtance to the global macroeconomy during the 1970s, although other
primary prices and real interest rates also exhibited considerable
volatility. Given that it was on the heels of the earlier price shock, the
second oil shock, while also substantial in terms of magnitude, should noc be
considered to be nearly the "surprise"” or "shock" that the first oil price
shock was. Hence, adjustment to it might have been smoother had it not been
for the large amounts of debt that many LDCs took on in their ill-advised
attempts to borrow their way chrough the difficulties caused by dramatic
shifts in the world ccohquy.

Both the 1973/74 and 1979/80 oil price shocks entailed massive income
transfers from oil-importing nations towards oil-exporters. These income
shocks were, in turn, reflected clearly in the current account balances of
both oil-exporting and oil-importing nations due to sharp differences in
their propensities to save and invest in the years immediately following the
price increases.

What happened to the global pattern of capital flows following the oil
shocks of the 197Cs? The current account surpluses expressed in US dollars
for oil exporters, non-oil LDCs, and industrial nations are sﬁown in
Table I1-2. Also shown is the total current account balance for these three
broad groups taksn together, which should be roughly equal to zero af:ter

allovance for trade with non-IMF-member countries of the Soviet bloc, timirg
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asyometries, atc. Clearly, our abilicy to carry out a detailed analysis

j: 1)

shifts in the pactern of international capital flows following the firs:

second oil shocks i{s severely hampered by the lack of overall consiscencw o
data on current account balances: the residual balance of $107 billion :in
1982 is embarrassingly large. 5/ With errors and omissions of this magnicude
any inferences about the direction and magnitude of international capi:zal

flows must be interpreted very cautiously.

dedririkedicieniick {neert Table II1-2 here ks ey

on global current account patternms

Table I1-2 estimates that the oil exporters curronc'accounc surplus
jumped from about $6 billion in 1973 to over $67 billion in 1974, By 1378
the surplus in the currentc account had disappeared. In 1979/80, however. oil
prices surged again, causing the oil exporters surplus to leap to $60 billion
in 1979 and over $100 billion in 1980. Interesctingly, after the second oil
shock, ths current account surplus of the exporting countries evaporated much
mors quickly than it had after the firstc oil shock. This undoubtedly had
important consequences for the speed with which countries with current
account deficits had to adjust. However, the precise nature of chese
adjustments is difficult if not impossible to assess given the problems with
the crudeness of the underlying data.

Current account movements in the industrial countries (ICs) were

considerably less pronounced, particularly reslative to the size of their

5/ Recognizing this, the IMF has conducted a major research efforc o
account for and, where possible, to narrow the stacistical discrepancy at the
world level. d
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aggregate GDP. (This level of aggregation, hévnver. masks important income
losses and concerted adjuscment efforts undertaken by sofe ICs.) ICs as a
group moved féou a modest surplus position in 1970-73 .- perhaps 1-2 percen:
of total LDCs’ GDP in terms of magnitude -- to a deficit of perhaps $22
billion in 1974, By 1975, the aggregate current accounz position of the
indusctrial countries had apparently (i.e. taking the data at face value)
moved back into surplus, so that they once again became net suppliers of
saving to the world economy. This was temporary, however, as deficitcs
reemerged in 1976 and 1977. Presumably these deficits reflected the
generally expansionary aggregate demand policies pursued in ICs in order o
limit and, in fact, reverse the output racession brought on by the firsc oil
shock. In the 1980s, the ICs' current account deficits seem to have taken on
a life of their own -- perhaps dus, in part, to m;unting data errors and
omissions. According to the data in Table II-2, sketchy as they are, it
appears that IC current account deficits reached a magnicude of 2-3 percent
of total non-oil LDCs' GDP. .At this level, crowding out of LDC demands for
loanable funds from the world capital market would have been inevitable.

The aggregate behavior of non-oil LDCs' current account in the 1970s and
early 1980s was quite different from the pattern exhibited by :ho.induscrial
countries. First, these countries maintained deficits throughout the period.
Their collective deficit moved from roughly 1 percent of their GNP prior co
the first oil shock (although this may have been atypically low) to 4 percent
of GNP in 1975. From there the deficit shrank to 2 percent of GNP, where i: .
remained until the second oil shock.

Thus, one sees little attempt to adjust or at least little success in

adjus:in; the current account back to its pre-oil shock levels. Insctead, cthe
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current account deficit stabilized at a lsvel that was roughly twice whac :i:

had been prior co 1973.

LDCs’ cardiness in adjusting to the first oil shock -- or more precisal:
the decision to finance rather than adjust -- was aided by ctwo
developments, 6/ Firsc, che indusctrial countries returned rather quicklv,
albeit cemporarily, to external balance so that the increased saving
generated by oil exporters could be funneled to non-oil LDCs. Second, 3
nunber of LDCs benefited from surging commodity export prices. cthese boonms
offset to a considerable extent the negative income effect of higher oil
import costs on their external accounts. The cut?ont account deficits of zhe
non-oil LDCs peaked at roughly & percesnt of their aggregate GNP in 1981 arnd
1982 befors being compressed over the next 5 years as voluntary lending
ground to a halt in the wake of the debt crisis.

Unlike tha first shock, LDCs were forced to adjust abruptly cto :the
second oil shock as external funds became unavailable. In part cais
reflected the much faster erosion of current account surpluses in che oil
exporting countries. In éltt. ic vas caused by growing industrial-coun:cry
demand for external funding for ballooning government budget deficits. These

factors affecting che supply of loanable funds in the intarnational financiai

fho level of oil imports undoubtedly had a pronounced effect on che
chariges in current accounts experienced by various countriss in the very
short run. In the intermediate run following the oil shocks, on clie other
hand, Sachs (1981) has argued that changes in counctries’ patterns of fixed
capital formation are much more important in determining what haupened :o
individual countries’ current accounts. These investment flucctuacions may be
exogenous shocks or responses of investment to shifts in the relative price
of energy inputs. The latter may reflect the fact that oil is a key
incermediate good. As firms reassess factor input mixes, major structural
adjustnents wich high levels of investment may be needed. Second, decisions
by domestic monotary and fiscal authorities on how to raspond to the economic
slovdown caused to higher oil prices may have a significant impact on
investaent.
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markets, coupled with the dramatic change in market psychology regarding LDC
creditworthiness led to a retrenchment of lending to most LDCs unequalled in

their post-war histories.

Elnancing the Current Account Imbalances

Current account deficits, of courss, nsed not imply & build-up in
external indebtedness. Other financing methods include drawing down holcings
of foreign exchanges reserves, or selling equity rather chan debt claims o
foreigners. Nevertheless, there is a strong presumption that at least parct
of countries’ current account deficits will indeed result in increased
external borrowing. Table II-3 summarizes sources of financing for non-oil

LDCs’' current account deficits during the 1970s.

*k insert Table II-3 (source: Qg;lg_zggngmig_gnglégk. IMF, 1983, p. 194)

The 1970s witnessed a massive shifts in both the direction and the
composition of international capital flows. The flow of capital from private
sources in the industrial world via the intsrnational banking syscem
gradﬁally replaced official sources as the dominant provider of developmen:
capital to LDCs, as Table II-4 (from Fishlow, 1988) confirms. The possible
role of such massive shifts in the pattern of international capital flows as
a precondition for financial crisis is highlighted by Eichengreen and Porces.
In *"The Anatomy of Financial Crises,* they (1987, p. 13) provide an
interesting comparison of the systemic vulnerability of cthe internacional
financial system during the 1920s and the 1970s:

The 1920s were marked by three ssts of developments which increased :the
international financial system's susceptibilicty to destabilizing shocks:
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flux in the foreign exchange markects, rapid institutional change in che
banking system, and dramacic shifts in the volume and direczionof
internactional lending. Each set of developments had its immediaca
origins in the dislocations associated with World War I.
They go on to argue that the same factors vere again at wark in the 1570s Su
that inscicucional differences prevented cthe debt servicing crisis from

tscoming a fu? %lown financial crisis.
** insert Table II-4 (from Fishlow, 1988, p. 193, Table 9-1).%%wwuws

Differing propensities to save and invest among the OPEC, OECD. and non
oil developing countries had important impacts on both the supply and demand
for funds in the international capital markets. Following the oil price
shocks, a number of major oil axp&rting countries became large net savers,
providing loanable funds to the banking systam in unprecedented quancicies.
Although there was considerable concern about it at the time, the
international banking system readily inc?tmodiaced these funds to meet credi:
demands in both IDCs and many industrial countries. Lending to developing
countries by tie banking system continued to grow for the remainder of che
decads, greatly outpacing the flow of officisl financing. -

The abundant supply of loanable funds from OPEC following che first oil
shock put considevable downward pressure on real interest rates. as Fig..I-
4 (above) shows, the 6-month LIBOR deposit race was forced considerably below

ics general upward trend in che nid-1970s. Spreads over LIBOR chazged to

LDCs also fell du:ing_this period. The softnsss in nomiral incerest rates

coupled with rising world inflaction ractes drove real races negative in 1975-
77. (See the LIBOR race deflacad by the US GNP daflacor in Tig. I-4 above.)
Perhaps because of lack of experience with rising inflacion, savers were slow
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to demand interest rates that adequately compensated for the rising inflacion
rate. Furthermore, as Fishlow (1988) has pointed out, banks viewed nega:tive
rates as a blessing: by pushing the repayment of principal into the future,
they increased the debt load countries could sustain. Hence, aggressive
lenders vere able to easzily rationalize their bahavior.

From the point of view of LDC debtors, the negative real intcerest va:es
of the mid-1970s should hardly have been considered the historical "norm." 7/

Rather these abnormally low rates should have been recognized as a gfemporavy
real income gain for debtor nations, just as high real rates at the end of
the dacade were rapresented real income losses.

Throughout the mid-1970s. new loans to LDCs from both official and
privata sources far exceeded their existing debt scrvicing.commitmcncs.
Although loan disbursements peaked in 1982 (at $94 billion), nect transfers to
developing countries peaked much earlier -- in 1977 -- at roughly
$30 billion. To some extent the shrinking net transfers was inevitable. As
Diaz-Alejandro points out, a massive shift in the composition of induscrial-
country banks’ portfolios took place as they expanded aggressively inco the
international arena in the late 1960s and 1970s. This portfolio adjuscmen:z
to nchicvo'incotnagional diversification was bound to trail off, as
intsrnational investors went from & position .of having too few LDC assets on
their books towards a sustainable long-run equilibrium share of bank assets.

To some extent the diminished flow of financial resources from
commarcial banks to LDCs was also a natural consequence of the more rapid

current account adjustment following the second oil shock. Recall that oil

7/ One can exazmine the long history of real inrerest rates in the US
compilad in Ibbotson and Sinquefield (1979) if there is any doubt aboutr this.
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exporters’ surpluses of 1979/80 disappeared amuch more quickly chan thev had
after the quadrupling of oil prices in 1973/74. At the same time, the maior
{ndustrial countri«s wers having increasing difficulcy raigning in cheir
aggragats demand policies, leading to considerable crowding out on a global
scale -- as slow-adjusting LDCs ran head on into industrial councries wich

lazgas fiscal daficits and restrained monetary policies.

Commercial Eank Recvcling of Pecro-Dollars

The oil exporting nations initially saved a large fraction of cheir
greatly magnified export proceeds following the quadrupling of oi{l prices in
1973/74. 1In a number of the OPEC countries, domestic investment was limizad
by ahsorptive capacity among other things. Conservative investment acci:ude
led to the deposit of funds in the Euromarket at short maturities. Because
these funds were deposited in the Euromarket, commercial banks whose
international operations had been expanding rapidly even before the price
shock took & central role in the international financial incermediation
" process. In light of the fact that inteznational loans ware under-
represanted in bank portfclios in the early 1970s, there was considarable
rooa for direct cﬁnnnrcial lending to LDCs. This greatly reduced the burden
for recycling petrodollar that fell on official lenders, including
multilaceral inscitutions such cs the IMF and the World Bank. Unlike
official lending, which had predominated during cthe 1960s, the recycling of
petro dollars by commercial banks involved large amounts of maturity
transformation. Even though interest races were typically somewhat higher

and the cterns of maturity were typically shorter on commercial lending than
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on official credits, many LDCs preferred the latter because of the absence of
restrictive loan covenants and conditionalicy.

in addition to the improvement in loan terms as the market adjﬁs:ed o
absorb the massive supply of petrodollars, it is quite possible that many
LDCs also experienced a ralaxation in credit constraints imposed by lenders.
Arguably, banks paid insufficient attention to LDCs’ creditworthiness in
their aggressive efforts to racycle petrodollars. As éajivassiliou (1987, 2
218) explains, “According to [the "petrodollar hypothesis"], the curren:z cab:
ﬁroblom: in international capital markets have bean caused to a large exten:
by "too easy" availability of credit following the influx of "petrodollar" i-
search of a borrower, that took placse after the 1973 events, and by
developing countries atZempting to maintain their declining standards of
living after the oil shock by obtaining higher external debcs."

Hard empirical evidence on this point is skimpy, however. The one
relevant articlea by Eaton and Gersovitz (198l) provides svidence on the
provalence of credit rationing in 1970 and 1974. They conclude that although
the credit rationing was more prevalent than the unrationed regime in boch
years, relatively more countries were c:edit-constrained in 1974 than in
1970! Gersovitz’s (1985, p.74) cxﬁlann:ion for this finding seems to be tha:
"bank lending was much less important [thnﬁ official lending] before 1973-
74." This explanation pregupposes that commsrcial lenders ;rc indeed more
l%knly to impose credit limics than are officisl lenders -- a hypothesis that
has not besen tested.

Hajivassiliou (1987) examines the empirical support for the petrodollar
hypothesis by including a post-1973 dummy variable in each of the three

equacious in his three-regime switching model (discussed above). The
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variable was found to have a statistically insignificanc impact on the supc.
of external credit, the allowable limit of arrears, and also on the demand
for credit by the borrowing countries (after concrolling for other
explanatory variables, of course). Thus he is unable to find empirical
support for the petrodollar hypothesis. Given the g priori plausibilizv of
the hypothesis, I suspect that the test is not sophisticated enough.
Hajivassiliou’'s data sample begins in 1970 (cthrough 1982), so there arz oniw
four years that are not in the post-1973 period. His petrodollar dummy
variable takes a value of zero in 1970-72, and a value of one for the ras:c o
the sampis period. It might help to extend the samples back in time. Also a
more direct measure of the supply of pccrédolla:s could be employed. For
example, one might use OPEC's current account surplus or cumulative surplus
after 1973 rather than the dummy variable jusrt described to pick up the
petrodollar impact.

Even though the empirical avidence on the petrodollar hypochesis is
rather weak, most students of the debt crisis list the oil price shocks of
the 1970s among the important causes, either because of cheir influence on
LDC borrowing behavior and/or thpi? influence on the level of world econcmic
activity. Jeff Frieden (1983), howevor, takes issua with the common emphasi.
on the role of oil shocks in inducing developing countries to undertaka
massive external borrowing: "In this interpretation, the "oil shocks" of
-1973-73 and 1979-80 drove the oil-importing LDCs to borrow heavily, while
simultaneocusly flooding the Euromarksts with petrodollars available for
lending.” (p.3) He argues that:

the big upsurge in commercial lending to LDCs began around 1969-70...

Indeed, medium-tarm Eurocurrency cradits to non-OPEC LDCs grew more
rapidly between 1971 and 1973 chan between 1073 and 1974. They reached
an annual rate of increase of 87 percent between 1972 and 1973, comparec
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with a still considerable rate of 59 percent between 1973 and 1974, 8/
By OECD figures, LDC debt to private lenders increased by 32 purcen: in
1971, 33 percent in 1972, 52 percent in 1973, and 32 percent in 1974. 7,
By World Bank figures, toctal LDC debt to financial markets grew from
$9.9 billion in 1971 to $22.7 billion in 1973, and then to $44.4 biliion
in 1975, 10/ Thus major LDC borrowing from the international financial
markets clearly began before che first "oil shock." (p. 4).
Do these facts presented by Frieden contradict Gersovicz’s explanation
(discussed above) of why credit rationing appears to have been more common i=n
1974 cthan in 1970. Perhaps not. Although the expansion of commercial bank
lending to LDCs was vell under way before 1974, the first oil shock induced a
major change in the magnitude and direction of intarnational capital flows.
In particular, there was a massive wealth transfer to oil-exporting
countries; these new suppliers of funds (OPEC) differed in important ways

(e.g8. they sought high liquidity and short terms) from the major source

countries whose supplied funds to the Euromarkets in the pre-1974 pericd.

Retrenchment by Commercial Banks

Not only have coumercial banks been accused creating the precondicions
for a debt crisis by "overlending" in the mid 1970s, they have zlso besen
accused of bringing on the crisis in 1982 by abruptly cutting back on
international lending. Carles Diaz-Alejandro (1984, p.356) argues:

what could hava been a serious but managecabla recegsion has turned ince

a major development crisis unprecedented since ths aarly 1930s mainly
because of the breakdown of international financizl marksts and an

8/ R. €. Williams ot al. Ipgornational Capital Harkets, IMF Occasional
Paper No. 1. (Washington, 0.C.: IMF, 1980), pp. 54-55.

9/ OECD, Developmert Agsistance Committse, Dgveloomant Cooperation:
1977 Review. (Peric: OECD, 1977), p. 21l.

10/ worla Debt Tables: Extermal Public Debt of 1DCs (Washington: World
Bank, 1975).
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sbrupt change in conditions and rules for international lending.
{p.335)...In short, the 1982 collapse of a reasonably compecicive, if
fiszwad, international capital markst (at least for .atin America)
congtitutes the major external sho:kx to the region during the earl:
1980s.

This interpretaction of events is somewhat controversial. Paul Krugman
(1984, p.391), in the published comments on Diaz-Alejandro’'s paper, complai:
that "the sharp cutback of new lending to debtors in 1982-83 is created 'bv
Diaz-Alejandro] as an exogenous svent -- rather as Lf Robert Shiller a wel!
respected ration&l-expoccations macroeconomist] had descended from heaveﬁ ar
decread lending to Latin America suddenly unfashionable. This is not a
satisfacctory procedurs...lI would prefer co regard domestic economic
mansgement, the terms of trads, and interest rates as the fundamentals here,
and the supply of funds as an endogenous variable. This supports a view ctha
assigns heavy weight to the external factors, but it does so to a somewhat
less dramatic extent than this paper’'s approach.”

Diaz-Alejandro’s discussion of the role of intarnational banks in
rcéucing lending ignores the evelving structure of currenc account imbalance
following the first and se:ond oil price shocks. As mentioned above, the
huge current account gsurplus of the oil exporting countries was dissipaced
only slowly --over a four year perlod-- following the first oil shock. The
corresponding deficit of che induscrial countries shrank very quickly. In
fact, they rescored their earlier surplus position by 1975 (although it
subsequently deterioratad a;iin). The non-o0il LDCs, on the other hard,
sustained largs current account deficits. [Rslative to thaeir pre-shock
lavels, they vere major recipients of c;pi:al in che form of recycled petro

dollars.
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The pattern of current account imbalances following the sascond oil snock
was quite different. First, the surplus of the oil exporting countries was
dissipated within two years; thus these countries provided loanable funds
only temporarily. Second, a number of industrial countries became large
capital importers -; at least, if the d#:a are taken at face value in spice
of the large statistical discrepancy at the global level. In addition :o
thesa factors, differencing perceptions about the permanence of the :two oil
price hikes and the growing caution about further lending to developing
countries undoubtedly also played a role in reducing commercial lending :o
LDCs.

With the aforementioned factors contributing to a greatly reduced inflow
of petrodollars to the commercial banks, a sharp cutback in lending vas
unavoidabls. It is not clesr from casual inspection of the data that there

was, in fact, "an abrupt change in conditions and rules for international

banking" as Diaz-Alejandro (p. 335) argues.
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III. LRC Rolicies

to debt servicing problems, particularly if the external economic envivonmen:
becomes unfavorable. These include: (1) its external borrowing strazegy.
i.e. cthe extent to which foreign capital is used, as well as the managemer:
of the sources, maturity structure, and contractual aspects (notably fixed
verses variable interest rates) of the debt, (2) exchange rate managemen:.
(3) trade orientation and other policies affecting market incentives in
allocating resources, and (4) aggregato demand policies. In addition,
countries may differ significantly in terms of structural characceriscics.
These, in turn, affect the distributional impact as well as the political and

economic feasibility of various policy options.

Eoreign Borrowing Strategy
When considering possible causes of the debt crisis, two difficul:z
questions must be addressad: (1) did.dnvcloping countries borrow "too much"

from external creditors? and (2) were the borrowsd funds used efficiently?
The second quastion is really part of che broader question of whether the
LDC's economic structure and policy environment is conducive cto overall
efficiency in resodrce allocaticn. Many policies play a role here, among
them: credit allocation rules, exchange rate maéagonanc. trade oriencacion
(i.e. taxes, subsidies and quantity constraints facing exporters and
importers), and government exp-nditure and revenue-raising policias. To the
extent that these policies cause borrowed resources to be misallocaced, :hev
incr~ase tho difficulty in servicing the debt. In extrems cases, nacional
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wvelfare can actulally be lowered by using foreign capirtal. 1/
Quarborxowing? It is often claimsd, without detailed empirical supporz. =-a
many of the LDCs currently experiencing debt problems are suifering cthe
consequences of earlier "overborrowing." In fact, evidence addressing :his
issus is hard to obtain. Analytical considerations, however, provide some
insights. From a conccpcu;l standpoint, there are a aumber of markec
failures that might give rise to overborrowing in a laissez-faice
environment. 2/ These points are taken up in this section.

Firsc, the concept of overborrowing must ba clearly defined. Suppose wa
interpret ths tarm in its welfare-theoretic sense: it is a sicuacion whars
private incentives or unenlightened government borrowing cause the counzr's
level of foreign indebtedness to exceed the gocially optimal level. 3arora
there can be a need for foreign borrowing sorategy (1i.e. government policy
action to prevent inappropriate levels of borrowing), one must believe zha:
there is a disczepancy betweoen the privste and social costs and/or benef:i:
of external borrowing.

At least two welfire distortions that might give rise to overborrowing
come to mind. The first ls basad on the well-known optimum carif§ argumenc:
1f che country’s cost of borrowing rises as it takes on more debt, cthen the
marginal cost of borrowing lies above the average cost. Policy action to
limic borrowing.co the point where the marginal cost equals the marginal
(social) benefi: is required. (I know of no countries that implement th:s

policy by imposing an optimal tax on foreign borrowing. Many councries, on

1/ Ses Bracher and Diaz-Alejandro (1977).

2/ For a more detailed discussion of this fgsue, see Cooper and Sachs
(1985. ppo 42'65)-
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the other hand, have quantitacive limits on borrowing. These limits mav o-
may not be dnsigno; to achieve the above-mentioned objective. ]

There is a second juscification for policy limits or optimal raxazior <%
foreign borrowing: to reduce the probability of financiazl distress, whizh
rises sharply wicth the level of borrowing or "leverage." Using an analcz:
with individual firms, sovereign nation states can grow more rapidly (in
terms of per capita consumption fnd dividend payments, respectively) :o :-e
extent that they undertake investment projects whose net present value is
positive. In financing such investments, countries -- like companies -- mus:
decide on the appropriate balance between self-financed internal grow:th ard
the use of externzl resources (in the form of debt or equity finance). {Czher
things equal, a country becomes more vulnerable to economic shocks -- such as
fluctuations in the prices of oil imports or primary commodity exports. or
surging world interest rates, etc. -- when it takes on higher levels of
external é.bc. Excessive reliance on debt, by increasing the "financial
leverage” of the country as a whole, raises the likelihood and expected cos:s
of "tinancial distress" in che event of adverse economic or political
shocks. 3/ These costs can be extremely high for borrowers as well as their
creditors, as recent examples of third world debt and US real estate
financing problems vividly illustrate. “/ Even if the borrowed funds are
used efficiently, high financial %avcrago has potential costs. When loans

are funnelad into {nefficiant investment or excessive consumption, che

3/ In additicn, the probability of incressed debt inducing financial
distress depends on the maturicy structure of the debt and whether it is
contracted &t fixad or variable interest races.

“/ See Brealey and Mysrs (1988) for a good textbook treatment of :the
costs of financial distregs.
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potential for financial distress is exacerbated.

Given thess negative externalities of borrowing, unmoni:ﬁred dorrowing
by either a decentralized market system or semi-autonomous governmmen:za.
bureaucracies will lead to overborrowing. 5/ Hence, a well-arziculazac

borrowing strategy makes good sense.

The Use of Extermal Funds

Capictal flows provide roc;pient countries with the potential to expand
domestic consumption more gmoothly and/or more gujicklv cthan would ocherwise
be possible. Tuere are attendant costs, however, in terms of reduced
national autonomy and financial flexibilicy, as was emphasized above.

Regarding the consumpcion-smooching moctivacion for borrowing. it is
souncarcyclical borrowing that enables consumption smoothing along :the .ines
dictated by the permanent income theory of consumption. This tvpe of
borroving may be limited by the prevalence of credit constraints, which :zenc
to be adjusted procyclically rather than countercyclically by credizors.
Furchermore, the credit ceiling is often not exogenous from the borrower’s
standpoint either. It may be a function of the use to which funds are :u:.
Countries with high investment ratios allegedly face more liberal cradi:
constraints chan countries with potentially unsustainable consumption ra:es.
(Unforsunately the estimated sypply-of-funds schedules in the regime-

switching modsls of Eaton and Gersovitz (1981) and Hajivassiliou (1987) <o

5/ The tendency for overborrowing can not, of course, resul: in
sxcessive levels of actual borrowing unless there is complicity on the par:
of creditors. Widesproad allegations of "loan pushing" by bankers who were
rewarded on the basis of the volume of loan commitments rather than :he
ultimate proficability of that lending suggest that the precondition of
careless lenders was met in the 1970s.
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not include the investment/GDP. Thus their models provide no empirical
evideance on this issue.]

The second motivation is zo undertake profitable capital investmen:s.
These investments raise the economy’s economic growth rate and hence permi:
higher steady-state levels of consumption. Whether foreign borrowing did. in
fact, raise countries’ economic growth ratas during the 1970s is an open
question (addressed below).

Two other uses of capital have also baen of considerable imporzance
duriﬁg the debt build-up of the 1970s. As Table II-3 above shows, the leva:
of external borrowing of non-oil developing countries more than covered =7e:-
current account deficits over this period. Part of the differcnce refiec-ac
a subszantizl build-up in foreign exchange reserves (shown as negative
numbers in the Table). In some countrigs (e.g. Venezuela) these reservas
were so large as to make it essential to look at both gross cebt and deb: na:
of official reserves in ordsr to get an complete picture of their debt burden

and vulnerability to changes in world interest races.

Ihe Role of Capigal Flight

A second form of forsign asset accumulation, private "capital flighz",

has raceived much greater actctencion as a contributing cause of the debt
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problems. Capical flight is notoriously difficult to estimate. Thera is :z

lack of agreement on how it should be defined (Lessard and Williamson, -::

Even once a definition is agreed upon, the very nature of capital Iiizn:

makes it difficulc to measure. In some countries, domescic capizal can bse

moved abroad only by violating capital controls. 1In others, the expors o
capical may be perfewctly legal. The motivation for movihg capical abr:zaz
may be to escape domestic taxation or to hide illegally earned income Zvan
the purview of domestic authoricies. The incencives to "cover the tracis' =<
flight capical are obvious; hence the difficulty in measuring izs excanc.

Based on early estimaces using various residual techniques calculazz<
from balance of payments daca (Cuddingzon (19865. Dooley ec al (1986), Morgan
Guaranty (1986), there seems to be general agreement thac capical fligh: :in
the 1970s and early 1980s was large in saveral Lacin American countries. Tos:
notably Hexico, Argenctina, Uruguay, and Venezuela. Outside Latin Americs.
the Philippines appears to be the country where capital flight has been mos-
problematic.

A racent paper by Cumby and Levich (1987) provides an extremely useafu.
comparison of earlier estimates using a common data base. Their work plus
that of other researchers led to the "best guess” estimates summarized in
Table III-1, which was taken from the sunmary chapter {n Lessard and
Williamson (1987).

>~
Fnininnnnniet {ngert Table III-1 here nnrkinnrinkine

The massive capital oucflows estimated in Table I1I-1 occurred durin:

the vary period wher. these countries wers borrowing so heavily abroad.
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Hence, tha question arises whether capital f;ight has been an :impor:zan:
"cause” of the debt crisis. Of course, such two-way fL;ws of capizal migh:
reflect portfolio diversification or maturity transformation occurring on a
global scale. In the absneces of market failures, they need not be a policw
concsrn. When capital-scarce developing countries that borrow heavily in <he
internacional capital markets are involved, however, there is a strong
presuxption that massive private capital gytflows are socially
countarproductive. In short, capital flight is usually a reflec:ion of
highly distorted private incentives rather thanths true opportunicy cost o
capital In the home market. Policy intervention to limit such capital flows
may indeed be justified.

The limiced empirical work on the determinants of capital flighe poin=s
to the overvaluation of the axchangs rate as perhaps the most importan:
macroeconomic factor. (Dornbusch, 1985; Cuddingten, 1986). Other
evpirically-significant determinants of capital flight include domestic
(relative to foreign) inflation and interest rates, (Cuddington, 1986), che
domestic economic yrowth rate (Conesa, 1987), and in some countries, the
level of loan disbursements (Conssa, 1987; Cuddington, 1987). These
variables are, for the most part, beit interpreted as only the proximata
causes of capiéal flight. They are, like capital flight itself, best viawed
as symptoms of underlying macroaconomic disequilibrium. These same
distortions often give rise to cverborrowing. It is therefore rather
simplistic to view capital flight as an indepondent cause of debt servicing

problems.
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The Impact on Demestic faving and Investmenc

Even i{f overborrowing in the welfare-theoretic sgnse did not occur
during the 1970s, thare is the question of how efficiently borrowed Ifuncs
wexe utilized. If there ware no distortions affecting domestic saving arnd
investmant behavior (such as regulated sub-market interest rates and
adrinistracive credit rationing mechanisms), foreign capital inflows would
gensrally causa both higher levels of investment and reduced domestic saving,
i.e. higher private or public consumption. Indeed this iz an afficient
‘response. The relative magnitudes of tha effects on investment and saving
will dspend on their respectiva interest elasticicies. It is incorrec: =5
coticlude, as is often done, that funds have been allocated inefficiencly iZ
capital Inflows are not reflacted one-for-cne in higher investmenc.

On cthe other hand, if financial repression keeps domestic saving Zar
balow its socially optimum level, furrher declines in saving resulcting from
increased foreign borrowing would be cause for poliecy concern. By
exacerbating existing welfare distortions, borrowing may impose high coscs on
ths economy. Current and futurs growth uill be hampered, and financial
distress in the aeven:t of a world recession will become more likely.

Views differ widaly on the sxtent to which borrowed funds have been
funneled into investment rather than consumption and the extent to which che
funds devoted to invescment have basn used productivaly. According to Kharas
and Lavinaohn (1988), for example:

Conventional wisdon holds that lass developad country (LDC) dsbt

rescheduling problems reflect, in part, the failure of borrowers tc

invest their loans in productive activities with returns, evaluated a:

border prices, higher than the intersst rate on their debt. This wor:v

becams particularly acute because of the rapid switch of external
financing in the 1970s away from official sources, mostly tied to
clozely supervised investment projects, towards commercial loans without

such tiles...The perceived danger was that such loans could be usad o

60

@



finance consumption and... would lead to long-term insolvency. Indeec.
most non-oil developing countrius had lower avercge savings rates al:zsv
1973. [Middle-income oll-importing davelsping countries on average ha:
savings rates of 21.5% in 1973 and 18.0% in 1981.)

Dornbusch and Fischer (1986) claim that:

A large part of Latin American borrowing was wasteful or
unjustified in that it primarily financed consumption and
government deficits rather than investment. A very significanc
part of the increase in external debt has as its councerparc
capictal flight by residents of those countries.

Cline (1984, p.l6) apparently disagrees, stressing that:

Aside from the notable amount of capital flight in [Argentina.
Mexiso, and Venezuela], the use of most borrowing appeavs to hnave
been productive. Thus, domestic savings did not decline in :he
1970s when axternal financing was heavy. For middle-inzome oil-
importing countries, gross domestic savings were 21 percent of iI°?
in 1980 compared with 19 percent in 1960, and gross domestic
investment was 27 percent compared with 21 percent, // sugges:ting
that not only did foreign financing help increass domestic
investment, but also that it was not used for the purpose of
raising domestic consumption &ad reducing domestic savings.
Similarly, for 10 major borrowing developing countries, che average
savings rate rose from 20.6 percent of GNP in 1965-73 to 21.9
‘percent in 1974-79, and the investment rate rose from 20.4 percen:
to 22.6 percent. 8/

The World Bank also echceg this view in the 1982-83 World Debtg

Iables (p. vii):

The resulting special difficulties sncountered by the developing
countries in the turbulent opening years of the 1980s do not
support the widespread contention that banks lent imprudently o
developing countries as a whole during the 1970s and that the
countries wasted the proceeds. On the contrary, the record shows

.. that most of them used extormal capital for productivs investmen:.

™ which sustained their growth and helped them increass their
capacity to sarn foreign exchangas.

7/ uogrld Development Beport 1982 (Washingeton, D.C.: The World Bank,
1982). p. 118.

8/ Jeffrey D. Sachs (1981, 201-68).
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The evidence they provide to substantiate this conclusion is suggesctive,
although hardly dsfinitive. %/

Kharas and Lsvinsohn (1988) attempt to examine the empirical validiz: :I
the conventional wisdom (in :h;ir quotation above) by addressing two
questions: (1) has increased foreizn borrowing been associated with a Izll
in average savings rates (or, equivalently, a rise in the consumpcion sharc:
of GDP)? and (2) has chera been a discernable difference bezween the marz.ns.
propensities to consume out of project and non-project foreign financing’

Due tc lack of disaggregated data for addressing the laccer question, :the-

\

resort to a simpler tast, namely checking for struccural breaks in indi-wizi.a
countries’' consumption functions becween the 1960s and early 1970s -- when
project financing presumably dominated -- and more recent years -- when nan-
project financing becane increasingly imporcanc.lo/ Their empirical work
covering 26 LDCs finds 12 countries that expaerienced significant rises i=
congumption when foreign borrowing anrc;sed. (As che authors recognize,
however, this is not nocessarfly indicative of a welfare loss from borrowing
for the reason outlined above). Nevertheless, some countries exhibized ver:
high propensities to spend out of borrowed funds, leaving litctle for
increased investment (unless ths capital inflow causes a large multipiier
effect on national income). 11/ In Bolivia, for exampls, tha marginal

propensity to spernd out of foreign loans was .88; in Colombia, it was .¢9:

9/ ses World Debc Tables. 1982-83 edition, p. ix.

10/ The exact year of the strucrural break differed from councrv o
country based on their detailed knowledge of each countries circumstances.

11, 1t would have besn informative to estimate the impact of foreizn
borrowing on the domestic investment function direccly.
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in Guyana, 1.2. Certainly, on the basis of this evidence, the hypothes:s
that foreign borrowing facilitaced a consumption binge in these councries z-r
not be ruled out, but more comprehensive and conclusive evidence woulcd
certainly be desirable here.

Regarding the possibility of different propensities to consume ou:z 57
cofficial loans and private loans, Kharas and Levinsohn conclude: "for mos-
developing countries there is no strong cvidence that the expansion of n:zn-
project lending in the 1970s led to a structural change in the propensi:zv :o
consume out of foreign inflows." (1988, p. 782). "It appears that from a
macroeconomic view, foreign funds have been sufficiently fungible wizh
domestic resources such that their impact on domestic investment and
consumption has remained unchanged, regardless of whether the loans wers =isc

to specific projects or not.” (1988, p.785).

Investment Efficiency

Were the borrowed funds that found their way into investment rather chan
financing higher current consumption or capictal flight used efficiencly?
Even if one concludes that ' LDCs used a large portion of their extzrnal
funding for investment, the question is the efficiencv of this investmenc
remains, in part due to inherent difficulties in measuring the producczivicy
of investment. Diaz-Alejandro (p.338) argues that some, but not all, Lazin

Anerican debtor suffered from a deterioration in investment preductivicy

after 1973:
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Using gross fixed investment and GDP data, one can compucte marzina.
capital-output ratios to obtain a rough index of the productivizy =
investment. With thrse-year avarages and investment lagged one vas
the ratios are as follows:

1961-63 to 1971.73 o

1971.73 1979-81
Argentina 4.4 1.1
Brazil 2.9 3.2
Chile 1.8 5.0
Colombia 3.1 1.3
Maxico 2.5 3.1
Vaenezuela 4.2 7.2

Brazil, Colombia, and Mexico - the fastest growers - had the lowes:
marginal capital-output ratios, and the ratios increased only slighzlv
from one period to the next. Argsntina, Chile, snd Venezuela ro= only
had lowez investment productivity (which could be due either zo supcL
inefficiencies or to poor management of aggregate demand) throughous zne
years under study but also experienced u sharp decline in chat
productivicy after 1971-73. For Venezuela, disaggregation into oil arz
non-oil sectors might yield a bectter picture for the nen-oil secczor:
non-oil output has grown more than OPEC-restricted petroloum proacucciorn
since the sarly 1970s.

Although the chznges in these incremencal capital/output ratios (ICORs) over
time are suggestive, it should bue noted that similar calculations for =he
early 1980s would yield meaningless values, because income growth turned
negative in many countries end resulted in considerable excess caﬁhci:y.
This higﬁligh:; the limitations of guch crude aggregats measures of
investmenc produc:i&i:y. Iz vould be highly desirable to investigate che 23
203t profitability of foreign-financed capital investmencs on a projecs hv
project basls tc shed more light on the rates of recurn realized in

proactice,
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Ihe Irpact of Foreigm Boxrowing on Ecomomic Growch

The information on the productivity of capital investcment in various
LDCs does not yield unambiguous conclusions regarding the efficiency wizh
which external funds were utilized. Hence, in the abgence of detailed

sconometric work, further circumstantial evidence makes a contribucion. Tho
1982-33 edition of the World Debt Tables makes a simple comparison of
eccnomic growth rates across countries with low and high levels of fore:ign
borrowing. It concludes that rsgions where borrowing was heavy did seem ::
grow more rapidly during the 1970s. Unfortunately, the extent to which
diffarential growth performance might be sxplained by factors other than use

of foraign funds is unclear. 12/

Bolicies rhac Alcex Incencivas

Many gcevarnment policies in LDCs have a r;thor direact impact on the
allocation of both domestic and foreign resources. Here we focus on two of
them: exchange rats management and trade orientation. These policies are
important becauss they affect thae likelihood that funds borrowed abroad will
be employed efficiently, thersby insuring that the debt can later be
serviced. In sconomic ervironments that are highly distorted, the potential
for gross misallocation is much graater. in addition to their impact on
long-run economic growth, the two policies affect the sconomy’'s ability or

flexibility to respond to external shocks. That is, adjustment is much less

costly in efficient economises than in economies with major rigidities and

12/ It would be interesting to extent the litarature on comparacivas
growth performance, most notably Kormendi and Meguire (1985) and Fry and
Lilien (1986), by including foraign borrowing among their list of explanacory
varisbles.
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distorted incentive structures.

Ihe Relacive Izporsance of Zxternal Shocks:
Their Size and cthe Policy Response

Several authors have examined the relative i{mportance of external shoci:
and i{nternal policies in contributing to debt problems. (See, e.g. 3alassa
(i982. 1984), Donovan (1984), and Sachs(1985)). At this point, thers secers
to be general agreement that the incidence of debt servicing problems coes
not depend in any systematic way on the magnitude of the external shocks
faced by developing countries during the 1970s and early 1980s. Racher,

countries’ policy response to external shocks and their economic struccura.

adjusted efficiently and which became ensnared in debt servicing problems
Almansi (1988, p.l) summarizes the received wisdom as follows:

Recent studies by Balassa (1984, 1986) and Sachs (1985) have
provided rencwed support for the telisf, very popular in che developmen:
literature, that the economic performance of a daveloping country facing
an external shock is explained mainly by the country's policy response
Co it, and not by the shock’s direct effacts on the countrv's econom' .
In particular, different commercial policias ars credited with success
of failure in preserving economic growch after the onsst of the "dab:
crisis” in 19582. Both Balassa and Sachs point to che contrasting
experiences of countwies in East Asia and Latin America in che afcermaz-
of such events.

While some LDCs experienced shocks that reduced their real income,
ochers -- most notably the oil exporting countriss, but also the exporszars ol
other primary commodities (discussed above) -- benefittad from net posicive
shocks. The latter group includas councries such as Mexico, Venszuela, and
Nigeria (among others) which nonatheless encountered debt servicing problems.

Studies by Donal Donovan (1984) and Nuriel Roubini (1985) also aimphasize
the importancs of councries’ ‘policy responses to external shocks. These

66


http:coun:r.es

authors find the magnitude of terms-of-trade movements was not markedly
different for groups of reschedulers and nonreschedulers. Commenting on
these papers, Sachs (1985, pp.529-30) notes that "while the cumulacive carms-
of-trade movements during 1978-83 wers comparable for the two groups, Roubini
shows that for the rescheduling group, the terms of :fade improved morc
during 1977-81 and then fell more during 1981-83 cthan it did for cthe
nonroschcdul;rs. This finding scems to hinge on the heavy represenzacion cf
oil exporters in the rescheduling group."

Regardless of whacther oil exporters are involved as Sachs conjecctures,
this observation suggests that pogfirive terms of trade shocks are more likelw
to induce excessive debt build-up and subsequent debt servicing problems chan
are negative shocks. Perhaps this is because credit constraints are relaxed

A 4

by lenders during periods when torrowers’ expor: markets are beooming. In
such situacions, the booming LDC ofren rushes to take advantage of the
greater cradiz availabilicy. ‘Unlcss the funds can be invested wisely,
however, the country’s debr servicing burden will grow. This scenario has
besn all too common. [See Cuddington, 1988, for a discussion of developing

economies that experienced booming commodity export markets at some point

during tha 1970s and yet later ancountered debt serving difficulcies.)

Izade Orienracion

Balassa (1982, 1984, 1986) among others has stressad the importance of a
country’s trade orientation in determining the efficiency wich which ic
adjusted to the external shocks of the 1970s. He claims thac although
"outward oriented economies” are mora vulnerabla to excernal shocks because

of their greater openness to trade and international capital movements, they
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also exhibited greater resilience in adjuscing to chese shocks, cherec:

avoiding excessiva reliance on external borrowing.
Balassa notes that trade orientation is highly correlated wizh "Zra:

market orientation” or a relatively non-interventionist stance by the zub.i:

ssctor:

Qutwird-oriented economies by-and-large adopted realistic axchar::
rates and intarest rates; gavs similar incentives to indusze: sz
agriculture; eschewed price controls; liumited che scope of pun..:
investments while giving actention =0 efficiency considaraciors : -
tha choice of thesa investmants; and had a relacively small Ze7:i:
in the govermmerit budget. By contrast, inward-oriented economizs
tended ts have ovarvalued exchengs rates and negative real incaves:
rates; biasad the system of incentives against agriculture; nacs
use of price controls; had a larger share of often inefficien:
public investment projects; and incurred relatively high budge:
deficics. (1984, p.9). 1'3/

Balassa (1984, Table 2) provides estimsetes of the extarnal shocks faccd
by non-oil developing councries in two five-year periods: 1973-78 and 1978S.
1983. Countries are grouped according to whether the authur considerad =ne:i:
tr;dc oriencation to be outward-oriented or inward-oriented. Perhaps noc:
surprisingly, the group of ourward-oriented economies suffared adverse shociss
of greater magnitude due to their openness to trade and/or incternaciona.
capital movements. In 1974-76, the outward-oriented countries’ excarnal
shock amounted to 6.4 percont of GDF, while inward-orientad economies
experinncad a negative shock of roughly 3.5 percent. Similarly in 1979.31,
outward-oriented economies faced external shocks equal to roughly ll.1
percent of Gﬁb. vhile inward-orientad economies’ external shocks were oniv

4.2 percent of GDP. This chara:tarizaction included the net effect of adverse

13/ Balassa refers the reader to his 1982 paper for the corroborazing
. avidence on this poinec.
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terms of trade movements, declining expert volumes, and (in the 1979-81
subperiod) rising world interest rates. The same pattern emerged between
outward-oriented and inward-oriented countries when the various ex=ar=s:
shocks were considered sepzratcely.

Almansi (1988) is skeptical about the received wisdom (summarized ip ===
above quotation from his paper). He notes that this view is based, in par:.
on the empirical observation that Latin American debtors adjusted o zhe :zu:c-
off in external credit by reducing imports by more than the collapse in :icic
exports. In contrast, Asian debtors adjusted by expanding exports more
rapidly chan imports. Through the use of a simple analytical model, he siows
that these differing outcomes may be the consaquence of structural
differences in the economies of the two regions, rather than their trade
orientations. His model assumes that tha Latin American economies expors:
primary products and import manufactures. For Asia, the opposite trade
pattern prevails. Manufactures require intermediate imported goods, wheress
primary products, by assumption, do not. In this context, if governments :in
both regions protact their respective import-competing sectors by placing
quanticative restrictions on finai-goods imports, an exogenous reduc:ion in
the availability of foreign capital (as happened in the early 1980s) will
cause very different outcomes: Asia will expand exports by more than the
growth in imports. Latin America will contract imports by even more than :zne
fall in exports. Almansi’s point is that these differing responses of
exports and imports in the two regions reed not tell us anything about
differences in their trade orientations. He concludes that: "Bayond the
particular details of the example studiad here, the main implication...is

that we should pay more attention to structural differences, and less to
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policical idiosyncrasies, in order to understand policy behavior in
developing countries."” (1988, p.ll) Perhaps more importancly, one mus: =2
careful not conclude that all changes in import/GDP and exporz/GDP raz::s
reflect policy changes rathar than endogenous economic adjustments (efZicicn-
or otherwise).

While Almansi’'s argument is quite compelling if one considers ctrace
changes in the post-1982 adjustment period, Latin America and Asia have
exhibired very different long-tern trends in export performance -- presumnad.Ly
in large part because of their trade orientations. As Sachs (1985, p. 533,
argues, "It is not sasy to get gnod measures nf the size of the tradeables
sectors over time... The typical recourse...is simply to measure the extan:
of actusl exports relative to total income to get an escimate for che growzh
of the tradeables sector. Though admittedly imperfect, the data strongly
indicace the rapid growth of exports ralative to GDP in East Asia ginge (So%.
compared with a fairly flat pattern in Latin America." [my emphasis]. Sachs
also attempts to assess differences in economic structure (in pare, policy-
induced) by comparing the sizas of the service sactors in aAsia and Lacin
America: "The data [in his Table 5, not raproduced here] suggest that :he
Lacin American countries have a much larger service sector, and hence
presumably a much larger nontraded goods sector, than do the Asian
economies.” (1985, p.537). Countries with large nontradeables sectors will.
Snch; believes, feel less pressure to carry out rapid external adjusctment

than countries with small nontradeables sectors.
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Exchange Race Managemenc

By and large, LDCs that ancountered debt servicing p}oblams experience
much more dramatic movements in their real exchange rates in che eariy 237
than countries that avoided difficulties. This reflects their exchangs ra:
management policies as well as other policies (e.g. expansionary fiscal
policy) that affect real exczhangs ratas. Table ITI-2 (from Sachs (1985}
compares the real exchange rat2 movements and hlack market exchange premia
Lacin America and Asia over the 1976-1983 period. Thare is a clear tendencz:
towvards large rcal appreciations in the former region cowpa~ed to the ia:z:ze:
It ceens highly unlikely that underlying determinants of equilibrium real
exchange ratos jusctify these changes in actual rates. Presumably, exchange
rates vere, in fact, becoming severely overvalued in a number of the Latin
American debtor natisns as inflation'skyrockctcd relative to world rates.
(Recall Fig. I-4 2bove.)

Overvalvud aexchange rates contribute to debt problems through a number
of channels. First, they undermine the competitiveness of the country’s
exports while making imports seem artificially cheap. The rasulct is
unsustainable current account deficitcs, vwhich ara financad by external
borrowing. As we discussed, exchange rate overvaluation also fuels capical
flight by creating expectaticns that a devaluaticn is imminont. Capital
flight, in turm, contributes tc the erosion of the domestic tax base. Unles
public expanditures can ba reducad correspondingly, foreign borrowing and/or

domestic money creation must be used more aggressively.

*iononoird insert Table III-2 (from Sachs, 1985, Table 6, P.541) . dhwdwsrur
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A vecent study by Berg and Sachs (1988) has gone beyond the use of
siople financial indicators in simple economecric models of debt servicing
probleas. Their objective is to get ac some of the polictical economy
considerations that make it difficulc for LDC policy makers to underczaks =he
policies neaded to avert servicing difficulcies. Hence they invesciga:e the
potential role of saveral structural characteristics of individual debzor
countries. 1“/

Like earliar work by Balassa (1982, 1984) and Sachs 71985), they show
that a country’s foreign trzde regime is an excromely importanc determinan:
of debt crises (defined as the occurrence of rescheduling of debt to privaca
creditors). Unlike earlier work, which proxied the orientation of crade
policy with oucput-based measures such as growth in the export/GDP ractio or
the excess of this ratic relative to a predicted value, Berg and Sachs use a
World Bank measure of the orientation of trade policy itself. Their findings
corroborate existing rasearch concluding that outward-oriented crade policy
not only enhances growth prospects, it also improves their capacity to adjusc:
to external shocks.

Berg and Sachs maincaln thac: "For many countries, the debt crisis
reflects a political crisis as woll as an aconomic crisis.” (p. 12). This
leads them to considar a nunber of political determinangs of rescheduling in

their cross-section of 35 developing countries. These scructural variables

16/ In addition to fitting a simple probit model attsapcting to explain
the cross-country pattern of reschedulings and no reschedulings, they use a
tobit modsl to explain the level of the discount on an LDC’'s bank debt in :the
secondary market, arguing that this discount 1s a good cardiral measure of
creditworthiness. The conclusions regarding the scatiscical significance of
the foreign trade regime, as well as their measure of income inequalicy and
the agricultural share of GDP ramain aras similar across the two models.
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are: (i) the fraction of total income obtained from the agricultural sec:or
and (ii) the extent of incime inequality. The latter is measured as the
ratio of the percentags of total incoms received by the 20 percent of :=re
households divided by the percentage of income received by the poores:c 20
percent. They conjecture that: "a high degree of income inequality shoulc ké
asgociated with a high probability of rescheduling, since the income
inequalicy undermines the political stability and political effectiveness
needed for successful macroeconomic management." (p.ls) Regarding the t:irs:
variable, they argue: "The share of agriculture in production is included :c
offer a rough indication of the extent to which governments can derive cheir
political backing from rural interests rather than urban interests.” Tha
theory is that a rural power base tends to be more stable znd more suppcrcive
of expert-promoting policies. (The authors provide a detailed discussion of
the pelitical science literature elaborating on these hypotheses in order =o
provide adequate justificacion for the explanatory variables chosen.)

One ﬁo:ontial shortcoming of the Berg-Sachs work is that it ignores
supply-side considerations: why do creditors who obssrve undesirable
structural or political charactaeristics lend amounts sufficient to create
servicing problems in such countrieg? It would bo interesting to include cha
Berg-Sachs measuraes for political and structural characteristics in che
supply and damand schedulss for foreign loans in a three-regime model of che
sort estimated in McFadden et al (1985) and furcher improved upon by

Hajivassiliou (1987).
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conclusion

The hope in 1982 when the debt crisis emerged was that it would be
short-lived. The resumption of economic growth in che major induscrial
countries would remove the potential threat to the stabilicy of the
internacional financial system, and previous levels of capital inflow zo L9Cs
would be restored.

More than seven years after the onset of the crisis, the threa:t o =ne
. banking system has been alleviated. From the point of view of developing
countries, hovever, the debt problem is perhaps the number onec economic
development issue; its is likely to remain so throughout che 199Us. Zarly
hopes that a courle of years of strong economic growth would allow major
debtors to emerge from their debt traps proved to be wildiy optimiscic.
Without substantial debt forgivaness, the debt "work ouc” period to bring
creditworthiness indicators back into the "acceptable" range will be a very
long one. 1“/ So far, none of the countries that reschoduled debt in the
1980s has subsequently succseded in obtaining valuntary loans from the
private credit markets (except in conjunction with World Bank cofinancing).
Highly indebted LDCs in Latin America and Africa remain in a sctacte of seige,
threatenad by meatianﬁ creditors, on one hand, and restless domestcic
constituents, on the other.

The noed to consider alternative policy actions by official
inscitﬁfions, both national and multinational, is as real today as it was a:
the time of the Bank’'s earliar conference on developing country debt in earlv

1984. Yet the nature of the preposed solutions will undoubtedly have a

1‘/ See Selowsky and Van der Tak (1986) for a simulation exercise tha:
substanciates this claim.
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somevhat different emphasis. Today, concerns for stabilicy of che
international financial system are less acute. The priuvary issue is hew =9
regain the davelopment momentum of the 1960s and early 1970s. 1Is this bas:
done through more lending, or less lending? What are the merits of case-bw-
casa versss more generalized debt fergivenass schemes?

The purpose of the present paper is not to evaluate alcternative courses

g
- b

n

of action. That is cthe task of other authors at this conference.
paper’'s objective was to set the hisporical stage, by reconsidering che cois
of debtors and craditors, as well as other parties, in bringing on the .
crisis. As we anticipated earlier, there is lots of blame to go around. <Zur
analysis of :ausil factors also considered the contribution of policv ac:tisns
by the OPEC and the OECD countries. The price shocks of 1973/74 and 1379,30
and the industrial countriss’ macroeconomic policy responsge, which adwerselv
affected national economies in both the industrial and developing worlds :o
some extent, were highlightad. These shocks were by their nature global or
systemic rather than country-specific. They shaped the intsrnacfsnal
snvironment in waich the massive expansion in sovereign lending occurrad.
Tleir impacet, hownvcr, varied greatly from country to country depending on
their past macroeconomic, financial, and development strategies. LDCs with
bad policies accum:lated large amounts of debt without a corresponding
incrcfla in their productive capacity. Hence their aconomic and financial
flaxibility has been weakened considerably.

Part III of the paper rsviews tha role of intarnal policies in che LOCs
themgelvas in contributing to debt probleas cr helping to avold chem. It

concludas that debt ridden countries typically share the following

characteristics: they have hi istorted price syiccms as a result of
________ —
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—overvalued-exchange rates, and inward-oriented trade policigi. Furthermorsz,
they often responded incppropriataly to transitory booms and busts, leading
to fiscal digequilibrium and unsustainable deficit financing scra:égies.

Although these policies caused some countries to'become especiallv
vulnerable to worldwide economic downturns, domestic refor;s to correc:
policy distortions will probably not be sutficient at this point to un-co =iz
damage inflicted by the current debt ove:hsng. Although bad policies by
individual LDCs may well have caused thLeir difficulcties, good policies by

" creditors and the internatisnal community are now required to axtricate chem.
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Figure I-1: Average Loan Rate Spraads over LIBOR:
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Figure I-2:
Spreads on Maxican and Brazilian Bonds, 1980.10 - 1985.3,
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Fig. I-3: The Relationship batween
Nominal Export Growth and International Interest Rates
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- Fig. I-4
Real Interest Rates and LIBOR
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fable §-5

External Debt, GNP, and Exnorts of All DRS Countries

1970 1374} 1972 1973 1974 1°75 1976 02744 1978 1979 1980
Total Extecnal Debt (EDT) 66990 78509 92229 110537 133808 166696 203035 307829 383005 454672 579372
iong-tera Public/Gusranteed Debt (DOD) 49743 38791 68843 84270 104338 124341 155536 INB77 247961  20.16 359103
Gross National Product (GNP) 414671 455285 506592 627677 780254 1037573 1928780 1280284 1487703 1772127 - 2046732
Exports of Goods and Services (xG$) 47192 36772 80070 114944 171196 172737 99883 2W3084 285535 345675 447596
DOD/GiP . 12.0 12.9 13.6 13.4 . 13.4 12.2 13.8 15.2 16.7 16.6 17.5
DOD/XGS 105.4 88.0 85.0 73.3 60.9 73.5 7.9 82.9 93.4 85.1 80.3
X ckange in /GNP 7.6 5.2 1.2 ~0.4 -9.1 13.3 10.5 9.5 -0.4 5.7
X change in DCD/XGS -16.5 -2.3 “u.7 -16.9 20.5 6.1 6.4 12.6 -8.9 -5.6
EDTV /GNP 16.2 17.2 18.2 17.6 17.8 16.1 18.0 24.0 5.7 5.7 28.3
EDT/NGS 142.0 117.6 115.2 6.2 8i.1 97.1 101.7 131.0 144.2 131.5 129.6
X changa in EDV/GN# 6.7 5.6 -3.3 1.0 -9.7 12.0 33.7 7.1 -0.3 10.3
X change in EDI/XGS -17.2 -2.0 -16.5 -15.7 19.7 4.8 8.8 10.1 -8.8 -1.5
EOTV growth rate 17.2 17.5 ©19.9 25.6 20.1 21.8 51.% 24.4 18.7 27.4
DOD growth rate 18.2 17.1 2.4 23.8 20.9 23.3 25.3 27.2 18.¢ 22.1
GNP growuth rate 9.8 1.3 23.9 24.3 33.0 8.8 3.4 16.2 19.1 15.5
XNGS growth rate 41.5 9.9 43.6 48.9 0.3 16.2 17.7 13.0 30.2 29.4
x:z::::::a::::::::::::x::ss::a;sc:::-----s--=z~-----------:::::::-—--—-:*---—----::::::::::--——-------——-------::::===::=:==::=:=:=::==:::=

\ Source: Ucrid Bank Debt Reporting System, August 1988



Table §-5 (cont.

External Debt, GNP, and Exports of All DRS Countries

SBEEEIREEEATIEEEL S IZEE S EERESEEXSREEREEERREESEECANE

Total External Debt (EDV)

671988 745192 BO7831 876833 $49074 1021166

Long-term Publ ic/Guaranteed Debt (DOD 402555 454665 528041 603199 632393 780435

Gross National Product (GiP) 2157963 2087526 2008795 2035568 2036172 2135878

Exports of GCoods and Services (XGS) 469395 440775 434332  A7V074 462843 450516

00D /GNP 18.7 21.8 26.3 29.6 315 36.5
POD/XGS 85.8 103.2 121.6 123.0 147.4 173.2
................................... Jeeemeceecett e cceenecceesccescecsasanccnacanannnan
X change in DOD/GNP 6.3 16.8 20.7 12.7 13.1 9.0
X changs in DOD/XGS 6.8 _ 20.3 17.9 5.3 15.1 17.5
EDT/Gu0 3 5.7 40.2 43.1 46.6 47.8
EDI/XGS 143.2 169.1 - 186.0 1856.1 205.1 226.7

X change in EDY/GIY¥
X change in EDI/NGS

l:=8l=xll‘la.l.ll..ll.ll.l:.l‘.l:‘l‘:‘=IIIIB‘IIISGIIBI:.‘::8‘:”‘53".".‘.‘..!:..'I‘I:.:I:

10.0 %.6 12.7 7.1 a.2 2.6
0.5 3.1 19.0 0.1 10.2 10.5

ED) grouth rate 8.0 fC.9 8.4 8.5 8.2 1.6
00D grouth rate 12.¢ 12.9 16.1 14.2 13.1 14.4
GNP growuth rate 5.4 -3.3 -3.8 1.3 0.0 4.9
XGS grouth rate 5.0 -5.1 -1.5 8.5 -1.7 -2.7
===3E:::I::I:SSSIIIII‘II:!:==‘8======:=S==‘8===I=:8,3!‘===l==::=3======l:::‘:=8=lll’lllll‘.

08 19071-80: o
avy. std. std/avg

...........................

1%.5 1.8 0.121
80.1 8.8 0.109
4.1 6.4 1.576
-1.9 2.3 -6.3n2
20.9 4.3 0.205

0.2 15.0 8a.ss58

EIRTEEESIZRIEECREZIZSESZIEDES

24.4 9.6 0.395
21.9 3.t 0.140
7.5 7.3 0.414
26.1 4.6 0.560
LSS EZSss======zs=z====s==:==



fable 1-7

A More Datelled View of the Debt/Export Retio

1970 1971 1972 93 1974 1975 1976 1244 1978 1979 1980

00D/Exports (%) = 05.4 83.0 85.0 7.3 6.9 n.s 7.9 82.9 93.4 85.%  80.3
DOB/GHP (X) 12.0 12.9 13.6 13.4 13.¢ 12.2 13.8 15.2 16.7 16.6 17.5
divided by NGS/GP 8.8 6.8 6.3 5.5 4.6 6.0 5.7 5.4 5.6 5.1 &.6
Xchange in DOD/Exports (X) = -16.5 -2.3 -14.7 -16.9 20.5 6.1 6.4 12.6 -8.9 -5.6
Xchangk in DODSSM® (X) 7.6 5.2 -1.2 -0.4 -9.1 13.3 10.5 2.5 -0.4 5.7

" ainus the Xchange in NGS/cuP -22.4 -7.2 -13.7 -16.5 32.5 -6.4 -3.7 2.9y -8.5 -10.7

fable 1-3
A More Detailed View of ths Dcbt Service Rstio

1970 197 1972 1973 1974 1975 1976 197 1978 1979 1980

-------------------------------------- \.--------.~-‘--------..---.-------.--o-~---‘---.----.-----o-.----o---.------_---o--.----.---.-....-
Debt Sesvice/Exports (%) = 1.7 9.2 2.3 9.y 7.2 8.5 8.5 9.8 13.0 13.4 12.5
Oebt Service/DOD (X) x 1.1 10.4 10.9 12.4 1.8 11.6 10.9 1.8 13.9 5.8 15.5
D0D/XGS 1.05 0.88 0.86 0.73 0.61 0.73 0.78 0.83 0.93 0.85 0.80
Xchange in IDS/Exports (X) = -21.5 1.7 -2.8 -20.6 18.0 0.3 ®.5 33.2 3.5 7.4
Xchangs 1n IDS/D0D (X) -6.1 4.1 1.0 4.5 21 5.5 7.6 18.2 13.5 -1.9
Lchange 1n DOD/XGS -16.5 -2.3 -14.7 6.9 20.5 6.t 6.4 12.6 8.9 -5.6



Fable 1-7 (cont.)

A More Decailed View of the Debt/Export Ratio

*re 1971-80; #ee
1981 1922 1983 1984 1985 1986 avg. std. std/avg
DOD/Exports (X) = 85.8 103.2 121.6 128.0 147.4 173.2 80.1 8.8 0.109
DOD/GHP (X) 18.7 21.8 26.3 29.6 33.5 3.5 ) 1%.5 1.8 0.121
divided by XGS/GaP 4.6 4.7 4.6 4.3 &.4 4.7 5.6 0.7 0.122
Xchangs in DOD/Exports (X) = 6.8 20.3 17.9 5.3 15.1 17.5 -1.0 12.3 -6.372
Xchangs in DCD/GMP (X) 6.3 16.8 20.7 2.7 13.1 9.0 4.1 8.4 1.578
ainus the Xckange in XGCS/GwP 0.4 3.0 -2.3 -6.6 1.8 7.8 -5.4 14.3 -2.655%

Tabte 1-8 (cont.)
A Fore Detailed View of the Debt Service Ratio

hade '97'. s aen
' 1981 1982 1983 1984 1085 1986 ave. std. std/avg
Debt Service/Exports (X) = 1%4.0 16.4 16.5 16.3 19.2 21.3 10.0 2.0 0.202
Debt Service/D0D (X) =x 16.3 15.9 13.6 12.7 13.0 12.3 12.5 1.8 0.146
DOD/XGS 0.86 1.03 1.22 1.28 1.47 1.73 0.8 0.1 8.109
Xchange in IDS/Exports (X) = 12.6 .3 0.6 -1.3 17.7 10.9 1.9 16.0 8.566
Xchange in IDS/DOD (X) 2.4 -2.7 -14.7 -6.3 2.2 -5.6 3.7 8.6 2.298
Xchange in DOD/XGS 6.8 20.3 V7.9 5.3 15.1 17.5 -1.9 12.3 6.372



Table 1-9

Growth in Leng-term Public/Guaranteed aéb(

1971 1972 1973 1974 975 1976 1977 1978 1979 1980
change in DOD 9048 10052 15427 20068 21823 9375 3934% 53084 46185 64957
Net Flowus €914 9680 12834 17353 24483 28474 34034 43280 45803 52088
Difference 2134 3re 2593 2715 -2640 901 5307 9804 382 12869
Net Flous/s00(t-1) 13.9 16.5 18.6 20.6 23.4 22.6 21.9 22.2 1.5 17.7
00D grouth rate 18.2 7.1 2.4 23.8 20.9 23.3 25.% 7.2 18.6 221
Table i-9 (cont.)
Grouth in Long-ters Publ ic/Gusranteed tebt
1981 1982 1983 1984 1985 1984
change in DOD 43452 s2110 73376 73158 79194 98042
et tlous 56468 58744 51145 42555 33295 26966 00 1G71-80; ene
Divference -13016 ~-6634 22231 32603 45899 71076 avg. std. sid/avg
det Flous/DAD(t-1) 15.7 14.6 1.2 8.1 5.5 4.0 19.6 2.9 0.149
DCD grouth rate 12.1 1.9 16.1 16.2 13.1 %.4 21.9 3 0.140
EREZSEREEE -------;;..;;g;.::-:;-x-;s::l;anz.:xl.:ln::::l:!:z:z:::=====:==:============ ==""="“"==="'"‘=======




Growth Rotes

Figure II-2

REAL GDFP GROWTH COMPARISON, 1960—-1985
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Figure 11-3

REAL GDP GROWTHH COMPARISON, 1960—-85
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Figure 11-4

INFLATION PERFORMANCE, 1960—1985
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Figura II-5: Indaxes of Reiative Prices of Nonfuel Primary Commodities
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Source: Grilli and Yang (1928), Appeniix 1,



Table I-1: Transition Matrix for Repayment Problems, 1570-82

Yeart Aow

Year t-1 R A I RA RI Al RAI o total
R O 0 1 0 0 0 0 2 3

A O 171 0 4 1 8 ] “ 233

1 o 1 38 o} 7 4 0 31 sl

RA 1 4 0 1 0 o’ 3 0 9

AR o o} 2 0 1 1 0 3 ?

Al 0 7 a 1 0 4 3 2 22

MI O 4 1 1 2 a 2 0 !

6 3 a3 33 0 3 4 .0 564 689

Column total ] 239 80 8 14 as 14 648 1.032
Total all years ] 283 90 9 18 as 18 713 1.128

. [agend: R » Reochsauling, A = Arroars on long-torIn debt (ArTears on principal exceeding L percent. or arvears on
intarest exceeding 0.1 percent of debt sutstanding and disbursed), I = [MP higher-tranche SUPport. ¢ = Nane. Combi-
nations of letters indicats combdinations cf {orms.

Hots: Data for ninety-wirce countries, 1870-82, excluding sigty-four missing chesrvazions.

Source: McFadden et al. (1985, Tablie 7.6, p. 189).

0y



1986

Table 1-2:

Incidence of Restructuringe
(millions of US dollars)

Official Multilateral Bank Debt Total
Debt Reschedulings Restructuring
nurber  amount nuncer  amount nurber  amoun
1 230 1 23
1 270 1 27
3 249 3 24
3 1783 3 449 6 223
4 2987 3 2847 7 %8
3 3072 S 1243 8 431
8 3079 6 1656 14 47
6 239 ] 6644 12 71¢
16 5600 24 43800 40 534(
13 357 ' 23 87000 36 308"
20 15406 & 13 22900 3 3931
19 13587 10 72400 29 839
(through 13 12488 12 84100 2% 1025
September) '

« amounts include Poland throughout.

» includes $10,300 millisn for Poland.
IMF, Recent Develormetits in External Debt Restructuring, (Hashington, 19
Occesional Paper 40, Table 4, pp.7-8 for 1975-84 (official).

Sources:

IMF, Recent Multilateral Debt Restructuring with Offical and Private Cre
(Washington, 1983), pp.16-22 for 1978-82 (bank, except Poland).

world Banlt, World Dabdt Tables, 1987-88 edition,
Taple IV-2 for 1983-87 (bank) and Table IV-3
for 198%-87 (ufficial) and information ¢a Poland,

/s

1A



Table I-3

Secondary Market Prices for Bank Loans to LDCs
(U.S. cents per Dollar of Lo&n Face Value)

June June Sapeember
Coumry 1986 1987 1987
Argentina 64.00 47.00 37.00
Bolivia 6.00 9.00 9.00
Brazil 75.00 61.00 39.00
Chile 66.00 63.00 58.00
Cbte d'Ivoire 74.00 62.00 60.00
Ecuador 63.50 49.00 33.00
Mexico €0.00 56.00 47.28
Nigenia $5.00 29.00 25.00
Philippines 59.00 69.00 59.00
Turkey 97.56 97.00 96.50
Veasiuela 76.00 70.00 53.00
Yugoslavia 79.00 75.00 60.00

a. Bid pnces.
Sowrce: Saslomon Brothms, Inc., New York, N.Y.

Source: World Debe Tabi¢s 1987-88 edition, Table II-1, p. xxvi.



Table I-4a

~ Net Transfars to DRS Countries
(Long-term public/Guaranteed Debt Only)

WSRO 93 @ WS % 17 198 UM 1 181 9 mm oM S

et rasfers R 77 EA1 3108 184 MW AR MM 47 X 2215 2y 4EB 1Y el
nfficial cremitore W WY 47 83 @81 &M W07 11 R0 488 UIR 14613 22 16 8N
private cregitars e BW R 4 00 27 1505 X4 e 1S5 WY O N¥ By M8 -6

GP(V'nd-mn) S0 G0N MBI GRMT T 110 1D MEEM 7F0 ZEME 2117 24TE DMH D17 0SSR

fRetios to 3P

et trafers 1.0 .8 w0 7 138 4 52 54 S8 85 S2 4.8 0 04 U4
official ceditars 06 07 09 3 a0 1.8 & 23 a1 0 16 8 26 U4 1.3
privete cregitars 2.4 08 L1 13 1.9 2.6 2 41 37 4 18 16 04 19 -4

Sarce: Horld Gar Debt Reparting Systam, August 1988,

Table I-O
Net Hasource Transfers to Debtor Countries, 1961-84
(Billions of Dollars)

Category 1981 192 1va3 1wse

Mayor debsor cousanes

Ofcizd crediions 5.7 s.4 1.5 4.8

Privaie creuson 4.8 (K] -1.8 -10.0

Lata Americs

OTcial cronkesis 2.6 Jo 1.8 2

Privase crediton 49 0.4 -5 -10.9

SubsSukoren Africe

Cficinl creditorn 3) 2 3.3 0

Privale crediten 1.7 2.6 1.8 =21
Souer: Wertd Bacl. Whadd oo fabiry Assrmal {irie of Livvetapang € E-3) &d { Wertd Mam, 1900

P/ Thotd Osdll CSURTY CRMALINEEA, 538 PR Seav.

Source: Sachs (1986, Table S, p. 407).



Sourcs:

Tahlea I - &

Jeffrey D. Sachs
Externsl Debt Indicatoes, 1981 and 19%0-8>

Percent
Cumulative
current
account
deficis.
1970-80 Deb1-GDP Debt service
ipercentuage of rano. Debr-expest rutio,
Country 1941 GDP) 1981 ranio, 1981 1980=43
Lann Amencas
Argenuna - p3 3.8 1347 2149
Brazil ns 26.1 298.7 132.6
Chile 19.8 47.6 29%0.0 153.3
Mexico 13.9 .9 258.8 161.8
Peru 19.3 4.7 hak ¥ 122.2
Venszuslas o= 7.5 42.1 134.0 117.8
Weighted averags 13.6 NI 71S 153.8
Colombua 0.4 21.9 182.9 103.3
Enst Asia
Indonesia 0.6 4.1 87.1 n.a.
Korea .6 7.6 76.6 90.1
Malaysa =20 .8 51.8 16.9
Thailand 2.4 25.7 103.1 58.1
Weighted averuge 1.9 25.9 52.1 61.7
Philippines 18.3 4.6 2146 152.7

Sovress: Mﬂnmmwwmmmcwn:mn—mnm
freca inee i Fi ol 5 &mnmmeMdmmMnuM
CECEANES T3 Mn&—m“ﬂ“nwtuﬂwd-‘mmdhﬂ-—d
Finpneati Ssacsnts.

8.8, NOU avax .

8 Than-mm“ndﬂmuﬁunnumunam.wm““
-_ndﬂ.mmdm-“mwn&‘.mmmdmm
uummdmnm«--mmmn Dt voghs A sni-0l-veus Lotal groas 2ot

Sachs 1985, p. 533



Tabla I-10

Significant Macroeconomic Correlates of
Repayment Crises in Developing Countzias

Study*
Prank-Cline Qrinols  PFeder~just-Ross  Sargen  Saini-Bates cu
Variable (1971) (1978) (1881) (1877) (1978) (19

Debt servicexpora - - -
Priacipal saivicwdadt -
Importareserves - -
DedwGDP -
Debvespors
Dedt serviceregerves -
GEP per capita
Foreign exclinnge
infowe/dsdt service , -
(Current account )%
xpora
Expora/ GNP -
Raw of domastio _
infanon -
Growrth rais of monsy .
supply : -
Growth rate of rescrves -
Growth rats of GNP par
capita
Totd dorrowingrotal
NS

a Variables with aignificant effects afe Wndicated by sign of «ffect. Nots that st studiss difer :n countsy
tne perinds congidsrad and In daLs In definitions of both dependent and indspencient variables.

b. Defined relazve 10 US. GNP per capita.

¢. Thls variabls 1s multipled b7 o gga of the cursent accsunt surpius.

4 Cline repord signuficant DOILive and ASgALSU &gNs on this variable

source: McFadden et al (1985, Table 7-5, p. 188)



V.A. Haywasnilsou, External deint repayments probiems

Taple I - 11

Table )

ay

Panel ostimaies of threeregime mocsl: dependent vanisbles arm OVDEL, DNEW, sad AAR

(asywsplouic f-statstics in parenthesas).*

Limyt on

Vanebie New loan New b2za
(lagged one yesr) denusad supply amersy
Coastant -0.342 0.450 0.0356
(2.081) (8.541) (0.087)
Debt service dus/Exports 5.650 - 1.98)
(20.072) (2680)
Real GNP/Capits -0.439 - -
(8.408)
Impors/GDP "Ll - -
{6.209)
Reerves/lmpors - a.l1é -
(1274
Debt/Exponts - 0.0425 0.146
(1.913) (1229
Indicator {o¢ IMF support - -0.17% -137%
or rescheduling (2.358) {649)
Indicator for arveans - -0.26} -
(4.963)
Inierest due/Expons - 0.43 -
(0.439)
Pringpal dus/Espors - 0.0624 -
: (0.310)
Standard deviauon 0.944 0.4%)
(2379 (20.973)
Correlation 0182
3.0
Randorn efiects 1 L4
Standard deviauon 0.J69 0.109
(1.529 (6.429)
Liketidood value - 1607.592

*DVDEL = | il cither & rescheduling is requeatet and /oc an IMF agreement is in cfiect; DNEW
= total new debt obimned withis We period (scaled by the flow of cxports); ARR =
ugaficant princpal az- interaet cutslandiag arrears on det obligatona

Source: Hajivasgiliou (1987, Table 3, p. 219)



Flgure [I-]

REAL PRICE OF OIL
{in logs)
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Real oil prices are defined by deflating nominal cil prices by the
menufactures unit valus ‘ndex.
Somo: Cuddington and Urzda (1987)
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Table II-1

Impact of Exogenous Shocks on External Debt

of Nonoil Developing Countries
(billions of US dollars)

Iffec Amount
Oll price increase in excess of US inflation. 1974=82 cumulauves 260
Real interest rate in excess of 1961=80 average: 1981 and 1982 41
Terrns-of-wade loss, 1981--82 79
Export volume loss caused by world recession. 1981-82 21
Towat ‘ ) 401
Memorandum items
Total debt: 1973 130
1982 612
Increase: 197332 482

4 Net oil importers only.

Source: Cline, 1984, Table 1-4, $.13.



. Table II-2
Glebal Currsnt Mccout Patterns

Current Account Balances
{axcluding exceptional financing)

in millions of US dollars percentagee of non-oi{l LDCs’ GDP
oil non-oil oil non-oil

exportaers ICs LICs total exporters ICs LDCs total
1970 -98% 6937 -10028 -4076 -0 1 -2 -1
1971 1038 9728  -16068 -5034 0 2 -3 -1
1972 3298 7761 -8637 2422 1 1 -1 0
1373 63%5 13076 ~7044 12387 1 2 -1 2
1974 67268 -21961  -288289 16479 7 -2 -3 2
1975 32611 9180  -38279 3512 3 1 -4 0
1976 37924 -10261  -27293 370 3 -1 -2 0
1977 22188 -1%428 -23065 -16206 2 -1 -2 -1
1978 -2364 14737 -32612 -20238 -0 1 -2 -1
1979 60154 -24%88 -48830 -13264 3 -1 -3 -1
1980 103457 -617%4 -73346 -31643 ] -3 -4 -2
1981 46748 - -21394 -98850 -71496 2 »1 -4 -3
1982 =923  -23283 -74320 -106938 -0 -1 -3 -S
1983 -20483 -23976 -38041 -82499 -1 -1 -2 -4
1984 -4988 -59083 -22588  -86458 -0 -3 -1 -4
198S% 2328 -48747 -2%342 -71760 0 -2 -1 -3
1986 -25172 -17452 -13167 -5%791 -1 -1 -1 -3

wurces: Currsnt Account -- IFS Yearbook 198% for 1970, 1587 Yearbook fér others
GNP -- World Bank data files (standard data file-IECSE)

* given the size of ervors and omissions in the data,
all fiqures have besn rounded to the nearest psrcentage poirnt.



Table II-3

Current Account Financing, 1973-83
Non-0il Developing Countries

1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 193

Net oll cxpertrs
Current account deficit 2 2.6 5t 9.9 7.7 6.4 79 8.5 12.5 us 15.6 142
Use of resarves ld =l =03 =07 =19 =12 =38 =37 =07 =3 =06
Noa-dedt-creaung flows, net 2.2 3.3 3.7 27 3] 39 53 5.6 7.2 5.3 39
Nat extsrnal borrowing 1.6 33 6.9 8.7 5.0 5.2 6.8 10.6 17.0 7.8 99
Long-term borrowing 3 22 32 7.6 7.5 77 1.6 72 8.6 15.4 11.5 My
Fro:a oficial scurecs 0.8 1.2 J4 22 4.2 34 2.4 3.0 3.5 3] Iy
From private sources 1.4 2.0 4.2 3.3 4 42 4.8 $.5 11.9 8.1 Tl
Ressrve-related liabiliues ¢ - -— - 1.2 =01 - - =04 0.1 30 0.3
Othgr sbont-term borrowing 3 -0.6 0.1 el =9 =26 =24 =04 =4 1.8 =69 =il3
Major exporters of mosufsctures
Curreat account deficit 2 3.6 18.8 19.1 122 79 98 2.7 328 376 34.3 136
Use of reserves -5.8 2.0 20 7] =44 =102 =]l 2l =13 40 =50
Noa-debicreaung flows, aet 3 44 pA 4.6 45 6.4 7.5 7.4 79 . 8.2 3.t
Net exiarnal borrowing .6 124 14.1 14.7 1.7 137 173 231 30 2.0 18.5
Long-term borrowing 3 5.6 8.6 9.8 9.7 8.0 159 117 13.2 3.1 8.4 2
From official sources 1.8 21 2.5 27 2.6 37 33 kN1 3l 15 3.7
From privais sources 38 6.5 7.3 7.0 5.4 122 8.4 10.1 19.9 4.9 190
Reserve-related liabilities ¢ - 0.2 I.1 1.9 0 =05 =96 0.5 1.0 3] 33
Otber shees-larm borrowing 3 0.1 3. 32 J0 =06 =17 6.2 9.4 7.9 103 ~10.5
Low-iacoms countries (excluding
Peopis’s Rep. of Chica and India)
Curreat account deflcit 2 3¢ 6.6 7.3 5.5 s.4 8.4 9.9 11.3 12.1 12.0 11.4
Use of reserves -0.5 =03 04 =07 =10 0.1 =02 =02 0.1 03 0.1
Noa-dsbtcrerung Sows, net 2.3 3.2 24 23 2.7 1.0 4.0 4.3 4.5 62 16
Net exiarnal borrowing 1.6 3.7 44 39 37 53 6.1 7.7 7.5 7.6 9
Long-teria borrowing 3 1.6 3.0 3.1 2.9 ] 39 s.1 55 A9 4.7 47
From official sourcss 1.0 1 8 3.0 1.9 3.0 5.6 4. 5.8 4.5 °3
From pnvats sources 0.6 0.9 0) =01 0.9 08 =05 08 =10 0.2 =6
Reserve-ceizied liabilities ¢ 0.1 05 0.4 04 0.1 0.1 0.4 0.6 1.2 1.1 1.4
Othsr short-term oorrowing 3 -=0.1 0.3 0.9 0.5 0.8 1.4 0.6 1.6 1.4 1.7 1.8
Other nos-cil develapiag coxmaries §
Current account defcit 2 I.1 5.6 9.7 8.3 120 14.7 18.9 27.6 3.0 26.¢ 231
Ums of reserves -9 =4 -— =] =7 =50 =37 =18 1. 49 1.7
Noo-debtcreaung flows, ast 1.8 1.7 2.7 2.6 36 42 é.1 5.1 7.3 6.8 *1
Net extarnal borrowing 22 63 7.1 L4 111 155 165 24.2 244 14.8 14.3
Long-term borrowing 3 1.9 42 5.6 6.9 6.3 100 113 16.6 18.0 14.5 12.3
From official sources l.¢ 1.4 2.0 2.3 3.7 1.9 39 79 - 98 *3 8"
From privals sources 0.4 28 3.6 4.6 .6 6.1 7.4 8.7 8.2 7.1 37
Reserve-rolatad liabilities ¢ 0.1 03 0.8 1.4 0.3 0.8 0.6 0.7 27 1.6 44
Other short-term borrowing § 0.2 1.8 0.6 0.1 4.4 4.3 45 6.9 37 =13 =15
source: World Ecomemic Quclook, IMF, 1983, p. 19§.
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Table II-4

Financlal Flows to Develcping cOuntrios
(billions of 1580 dollars)

IS0 RLD ISP RSO SUIRNISEATNASENSS VNSNS ERORRENES

Prrvate
Official Drrect
privets Expert
Yoor Totsd asnstence Towal  invesrmemt  Portfolie credits
195¢€-60 21.9 13.2 8.7 — -— —
1961-70 29.0 16.2 1.5 6.0 2.6 2.9
1971-80 76.6 28.1° 38.1 10.7 19.9 7.4

Notg: Dara between periods are nok stnctiv comparable because of redefinition. Dole
lars have been daflaced by Gor deflator for indusinz! countnics.

a. $19.8 billion exciuding asustance from the Council for Mutual Economic Assut-
ance and the Oganincion of Petroleum Exporting Countries.

Sources: 1956-60: 21cD, Development Assitance and Efforwsin 1961 of the Members
of the Development Assistance Committee (September 1952); 1961-70: otcn. Develop- -
ment Assiszance, 1971 Revew (1971); 1971-30: 0tcd, Development Cooperauon, 1981
Review (1983).

Source: Fishlow, 1588, p., 193, Table 9-1.



Table III-1

Estimate= of resident capital outflow and capital flight, 1978-%4
(billion dollars)

Argenuns brazil Ksres Mexico Philippines Venaruels Towal

1. Cuddingion 16.0 =0.1 2.8 362 3.7 13.1 7.7
measure

2. Morgan Guar- 2%.0 173 38 %4 3.7 296 132.3
anty measure

3. Bank deposits 8.2 8.3 04 135.1 1.0 12.2 45.7

{end-1984)

1aterest-com- 4.9 00 na. 172 na. 1.9 n.a.

pounding ad- .

justment

3. Misinvoicing =34 =~21 =108 ~13.4 n.a. 0.0 =367
adjustrisent

6. Stock of “le- 24 120 6.3 189 4.8 .3 37.1
gitimate’ resi-
dent external
capital, end-
1984

7. Zedillo's resid- n.a na. na 260 na. na. n.a.
ual

8. Preferred 16 9 0 27 4 30 8¢
measure

n.4. 60t svailable.

Sourer: Rowv L. Cumby-Levica (ch. 3) estimsie of Cuddingion me-amue using
consstent data set. Row 2, Cumby-Lovich (ch. 3) ostimaie of Morgan-Guaranty
measure using coasistent dela sel. Row 3, /mogmeticnal Fuxnas! Siatuna. Row 4.
Cuddingion (ch. 3, uble 3.2). Row 3, Gulat (ch. J). Row 6. Cumby-Levich (ch. 3)
estimate of Dooley measure. Piswy 7, Zedillo /e 7). Row 8, see texL
mehnWMuu‘mmam
- figures alrendy conialn some allowance,

4

Source: Lessard and Williamson (1987), Table 9.2, p.206.
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Table III-2

Exchange Rate Managenment, Selected Periods

(percent)
chl , Black market premium
73;9’:‘67:?:r on currency
Country 1976=73 1977-81 1982-83
Latin America

Argentina 36,9 10.7 36.0
Brazil «2.5 ° 16.9 $1.8
Chile 7.5 6.1 29.6
Mexico 13.3 2.4 27
Peru -72 5.0 1.0
Veneiuala 1.0 0.2 .o

Weighted averige 2.9 9.4 40.4
Colombia 10.4 0.9 6.9

East Asia

Indonesia -29.7 23 9.1
Korea kR | 9.0 10.0
Malsysia =46 0.1 0.5
Thailand 1.0 -0.7 0.5

Weightsd averzgs -10.5 37 6.9
Philippines 6.7 6.8 16.2

Sowrsss: Oficel exchesg? reis cad price Gais w9 frod /nwranenel Finaacel Siansncs, sares as ond 64: bicax

;n-.‘m!.-l-nuummwnhunlm Worid Corrency Yearteok (isserncussal Currensy Assiyas.
o !

& T rexd actengs rias s calesiaoss {or cash year te £P™'P, where £ is the «Boal exchasge nas » wosts of
domamns cwrTesey por doiiar, P° is tae U.S. conmamer pros iodes. a8 £ it the domstic 5nce 1ndex. All vanchies
o el avorvges. T Olark mart .t preowum i3 compwwed for the oesics of Mereh. Juse. Sepesoer, and
Ovemmter. («ang oficinl Mmes ant' tha back iATReT IXTR ASSSE Sverags JUuiZaweas afe then comguted.

5 Not commasstie for Verssusia, nase m the piit CRERANES MIe JYSSE COWRIRG DASS |9C). osntuadnonn
CAPEFD &% T304 A1 e pureiiel SuThE reis. G2d henee 5% YRS, Hewever, IITVOS CtIr nouaTUeRN e2p0Mts
FOPISenE lane then ) puveocs of teaad capere.

Source: Sachs, 1985, Table 6, p.54l.
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1. Six years after the onset of Mexico's payments difficulties, which
marked the beginning of the so-called debt crisis, with some exceptions, the
countries of Latin America hesve not succeeded in resolving ths crisis.
Sustained growth has eluded them. During these years, in the Region as a
whole, per carita GNP has stagnated. 1In many countries, particularly the
petroleum e¢xpnrters, it has declined. Almost throughout he continent, real
wvages are lover than they were at the beginning of the crisis. In Mexico,
for example, real wages in the industrial sector today are only 60 of what
they wvere in 1982.

2. With the exception of Peru, Nicaragua, El1 Salvador and Cuyana,
until recently all countries have made some attempts to adjusz to the
international economic environment and the domestic economic situations they
Tace. There is a growing swareness of the need for radical change, for
economies with increased mobility of resources and trade ragimas that are
more open than in the past. 1In Chile, Corta Rica, Jamaica, Uruguay and
Mexico, and lately in Argentina, adjustment has been sustained and
coordinated. Yat, excluding Chile &and Uruguar, even in these countries
adjustment and reform have not quite led to a normalization of relationship
between borrowers and lenders, investment, grovth and improvement in
standards of living. There is a growing concern in the Region about the
social and political consequences of this prolonged malaise. In a number of
countries populism is on the rise and, if the trend continues, the progress
thset Latin American countrics have made in establishing institutional
goveruments and market economies may be reversed.

3. I1f this assessment is valid, the question that the Latin American
governments and their external partners have to ask, is how to rainforce or
change the recent policies and approaches in order to arrest the
impoverishmeut of these sccieties. 1In focusing on this issue, I shall
analyze the problems leading to the crisis, the challenge facing the
governsents and their external partners, questions for the future and the
World Bank's progrem.

4, What has happaned eiice 1962 is not a mere fiaancial phenomenon.
In Latin America, as in a number of countriss in other regions, the crisis
repreeants the ond of the line, sn indication that the institutionzl mskeup,
the policies and the relationships that led to eame improscive grawtk and
development during the three decades eftar the second ¥orld War were uo
longer tenable. They had prosressad to a point where the bwnsfits ware no
dorger cosmensurste with costs. Hany of the costs snd JmeZficiencicn of
that development process we postpomed and Aad ercumulated. With b huge
extarnal dabt -~ which largely wmms & par: of the postponsd end eccumnlated
cost of policies of both the borrewers and the lenders -- &l & fundamental
change in the imternaticral finsncisl merkots, there US TBO WY SNy ASLe 2O
PCS2p0RS COSLS OF 20 extacmaliize them. Rathor, the Lein seericon societiss
had to basr, and cope with, the inberited cosce of the past -- ths dsd: and
the inflaxible scszomic strwctures.

5. The theory snd practice of econcaic development in the Latin
American countries, as in mcoy other dsveloping couvntries, had certsin
Coamicn basic precepts. Thers was too much pseoccupstion with the
accumulation of capital as the angine of growth. Less thought was given to
the issue of efficiency. Through time, and particularly during the °70s,
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there was an impressive decline in the productivity of capital, aided by
inefficient projects and distorted prices. Abundant international credit,
often pressed upon the borrowers by banks and exporters, lowered the quality
of screening of investmeat both in the private and public sector. The
result was that many countries which mansged to increasc sharply thelr
inveotments between the decades of the '60s and the '70s, did not gee a
coomensurate change in their growth. Actually in many, growth declined.

6. There was also unlimited faith in the efficacy of governmental
action and management. Governments expanded their role and ownership in all
aspeccs of economic life, Including public employment, direct provision of
credit and subsidies and management of a variety of enterprises. The
statistics are astounding. In Peru, public expenditure rose from 242X of GDP
in 1970, to 60X in 1582. 1In Mexico, .the increase was from 22 to 462. In
Argentina and Venezuela, by the beginning of this decade, public
expenditures were in excess of 501 of GDP. 1In Brazil, municipal employment
grev by 40 between 1982 and 1985. During that period 602 of the increase
in formal sector employment ended up in the public sector.

7. This increase in the size of governments has represented a massive
centralization of decisions on mobilization and disposal of resources,
pricing, investments and relationship between management and labor. The
demands it plazes on the administrative and political machiiiry are so great
that public agencies and enterprises have become hosts to inefficiency,
waste and vested interest. Dacisiorns such as public utility tariffs,
discontinuance of service and subsidies have become totally politicized. 1In
Argentina, for example, the railways lose close to $1 billion per year.

Yet, the railways carry a merxe 61 of the donestic cargo. The politicized
labor union and the entrenched position of suppliers make change a difficult
political procesas. In Brzril, the Government's National Development Bank
accounts for more than 50X of the long-terin credit and its large access to
government funds has prevented the development of private institutions. It
routinely rolls over the arrears to it. 1Its claims on public resources are
of the order of 3-4% of GDP.

8. The expansion of the ecoatmic spparatus '0f guvermments hos glso led
to trumendons tigidity. Each policy smd each ingritution crestes a wested
interest in its perpstuation. Orgonizotions once cexwated cre celdea
diguidated. 4and, irevitably, as the goverzments higve expindud their direct
mansguzent of productice and Liasnce, there hee arisen © daep conflict
botween the tole of govermsent &9 Mmsker of policy snd guvernmwatal
. prgaaizations as beneficiaries or oppsoents of thosa poaliciss. J2 is comaon
that external tariffs and quantitstive restricticax dasulate public
exsrpeise froe competition. Pudblic caterprises may survive but weifare
suffass.

’. Faradoxically, while governments have become overaxtondod in
production end finance -- where the private sectors could eegeily functden
efficiently -- they locked aggressiveness in other areas, particularly in
the social sectors. Few resources and administrative capabilities wwere
diverted to targst these services to the most vulnerable groups in society.
In Brazil, 781 of all public spending in health is devotad to large
curative, high-cost hospitals .concentrated in the urban areoazs. Only 221 is
devoted to all forms of basic health care, including maternsl and child
care, communicable disease control and immunization progrems. The infant
mortality rate in Northeast Brgzil is double that for the rest of Brazil.
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10. An adjunct to the expansion of the public sector, too many
activities in the private sector came to depend on the actions and insctions
of government. Almost universallly in Latin American countries, long-temm
credit ceme from government banks, mostly at subsidized rates. For favored
investments in particular industries or regions, verious taxes were
forgiven. In many cases, in the name of preventing excess capacity,
specific enterprises obtained monopoly or qussi-monopoly of the market. The
phenomenon of °negative value added” became common, i.e., the value of
inputs at international prices was grester than the value of output at
international prices. Government regulations and subsidies became e
fountain of rent, essentially a transfer to favored groups from the rest of

the society.

11. Import substitution and limits to external competitiom,
proliferation of public enterprise, excessive dependence of private
enterprise on rent channelled through subsidized credit (often not tepaid),
import licenses, and control on competition ultimately created closed, rigid
and high cost industrial structures which could not grov any more -- the
domestic market was limited and so was the cepacity of the societies to
transfer rents to them in terms of subsidies and high costs. Furthermore,
an industrialization process which catered essentially to the domestic
market was inherently contradictory with large externsl borrowing -- it did
not, through exports, generate the foreign exchange necessary to service the
debt. Simultaneously, an increasing propertion of domestic public resources
was channelled to the maintenance of these structuzes -- a fundamental
reason for the drying up of funds for development, large and untensble
budget deficit, and growing internal and external debt. The final result
is the transfer problem, both internal and extermal.

12. Externsl capital, increasingly from commercial banks and with
variablz interest reces, partly contributed to the increases in production
capacity, but also imcreasingly aided the postponement of adeptation to
economic circumstances, irtarnal and external. In the liquid days of the
seventies, there was too much of a prescsure from lenders and it was much too
288y to succumb zo essy money. As it tummed out, the costs and zisks in the
process were almost entirely thooe of the borrowecrs. JInterest rates were
wvarisble s2nd the burden of risk end uncertainty was the borrowers'.
syndications, cross-default clauses, and later the cartelization of
cozmercial bants through taw advisory cuzmittees, sasured thet while the
bsoks ss 8 group deslt with individual borrowers, imdividusl borrowers could
oot ¢l with dwmividunl Jexters. Tha syvten did indtdally Serd to debt
rerchodulings and came wew woney but esventislly lecked the Ziexibility to
Tespcad to 3 thange as fnndwmsntal as we have Seen.

3. The s ootal ©f Wy Temarks, hithezto, i7 thet the Froblews thet
hove culminazed in the scomamic decling, stagnetiom and financial erisis ia
the Latin Americen econcmies have been & long time in the making. They have
bocoms institutionslicsd. There exe diverse, vocal end infinentiel vested
interests in the continnsnce of the practiecsc and structures that have
developed. Adjusinment, which moans modification of internsl pelicles aad
institutions to reinitiate growth and development and reestablish the
financial viability of the procass, has msny facets and requires externsl
cspital flows. Let me cummarize thesc and reviev as to how much of
adjustment hss taken place in Latin American countries and wvhat issues

arise.

-~ ’L’g‘\ b



wbhe

14. The crisis of development and finance has been a crisis of
management of governments, a ciisis of the rcla*ionahip of governments with
the domestic private sectors and a crisis of the economic relationship of
countries with the world outside. Therefore, a rosolution of these is
essential to restore grow:ih.

1s. Pirat, the domestic environment for efficiency, enterprise, savings
and investments hss to be more hospitable than in the past. Key prices,
such as interest rates, exchange rates and public utility tariffs have to be
based on economic criteris and based on the market, wherever possible.
Taxation systems have to stimulate 2fficiency and should lead to 2 certain
stability of expectations. Much too often the relationship betwaen
governuments and the private sector has been bazed on discretionary controls,
licenses and subsidies. This discretion, by substitutiag for the allecative
role of prices, has been a major source of "rents,” as distinct from income
derived from efficient producticn and services. An essential element of
adjustment has to be the elimination of discretion and cpecial favors.

16. Second, the sheer size of the government has to be réduced and its
efficiency increased. The major roles and objectives of the governmenti heve
to be restated. The cost of achieving non economic objective: like defense
and self sufficiency in the co-called "strategic® sectors must be
reassessed. Objectives that could be justified in the °70s cannot be
justified todey. Sharp reallocaticns have 2o be mede towards public
infrastructure, complementing private investment, and social services.
targetted toward the most vulnerable groups. There cen be no sdjustment
wvithout sustained improvement in the cfficiency of government administration
and public enterprises. These adjustmonts have to be in objectives,
projects, programs, investments, pricing, procurement, internal management
and control as well as in the continuance of uneconomic services and
entarprises. Where possible, market tests should be applisd and
privatization of enterprises, where nocessary end feasible, hss to be an
sssential element.

17. Third, the issuc of budget deficits. This ie & crucial arce and I
will b2 spending soxe tims nn it. Budget deficits have beccae the major
source of inflatiocn and high zeal interest reiec which have stumted private
dvvescaernt. To zaduco inflation and intezest sstes @ policy of deficit
reduction mxot Do scen as credibic and custainsble. Iapzovad axpectations
are crucial for their success. Zhe mode and speed of chat veduction alsc
sust be cousistent with efficdency end long-mun growth. Expedient
dnstruments to cut the deficit quickly -- anch ae incoeceas in @rport oF
import tsx4s Oor excessive cuts in public investmmat -- are uszally
inefficisut. It tekes tiwe for an efficient tax reforn to be iwplemanted,
t0 eliminato projects and programs, to cut public employment and to
privatize pudblic enterpzises. This puta lixnits on the speed at wiich the
deficit can be reduced: there is a trade-off betwsen the specd of ths
deficit reduction and the °quality® and sustainability of the program. This
bas some important izmplications worth eladborating.

18. In the short run the uncertainty created by high inflastion --
particula:ly when capital is mobile -- is the main conetraint on the
recovery of private investment and growth. Consequently, in the shogt run,
the mein objective of deficit reduction chould be to lowzr the need for
inflationary financing and the crowding out ot domestic capital merkets.

e

/L\-\



-s-

Because it takes tine for the deficit to be reduced efficiently -- but we do
wvant to reduce the domestic financing cf goverrment quickly -- the role of
external financing becomes crucial during this transition. It allows the
temporary financing of the difference between the ultimately dasirable
deficit consistent with stability and the immediately achievable deficit
consistent with efficiency and social acceptance. Clearly, this gap has to
be bridged and over not too long & period. The required external flows may
incresse the relative debt burden temporarily. However, this process of
doficit reduction is likely to be more sustainable than otherwise and permit

a faster recovery of growth.

le. Fourth, the external trade regime has to contribute to & viable and
sustzined incrcase and diversification of exports. Furthermore, trede has
to be open, not subject to discretionary controlt and frequent changes.
These regimes should reverse the psst trend of penalizing exports and
insulating domestic industry from competition to lower costs and to improve

efficiency.

20. An cssentiasl aspect of external economic relations is indebtzdness
and capital flows. In the near temm, the revival of investments cannot be
pursued if the countries sre net exporters of resources in the magnitudes
that have been seen. True, one cannot expect that the debts of the debtor
countries would keep on incressing indefinitely at the rate of world
interest ractes. But it is not conceivable either that a reasonable momentum
of growth can be established if countries transfer significant resources
abroad. 1If economic policies in developed countries lecad to Jven higher
interest rates internationally and restricticns on trade, the need for
cepital inflows increases and the problem of indebtedness becomes even more

serious.

21. Externcl financing is not only important for lomg-run growth; it is
crucial in assisting countries to undertaka an efficient stabilization
prograc, one that minimizes short term cutput losses &nd is coupatible with -
long-run efficiency. We have lesrned in Latin America that there is a close
relationship between the debt problem, the mode of stabilizatisn, the
geinitiation of growth and the gustainability of the process. Short and
long term are tomplementary and camnot be swparated into meat comparments.
~his has ixporrant implicatioms for the amck of the World Jank.

22. 1 shopld now like to exzaive how countries 8¢ latin Axesice have
fared sgainst these criteria. I shall group thec eccording to tim Losues
fzced, their Tesponses, extarmal financs and prospects for the fature.
Argentins and Brazil ave oufficiently anique end tharefors I shall t=eat
sach of gham esparataly.

FEY] Chila, ¥exico end Urugyny.

During the lest six ysars, thes? countries
have mcde more far-resching changes than any middle-
income comntry in the developing world.

Chile has gone the farthest. There has been
almost & total deregulation of the economy. The size
of the Government, relative to GNP, was significantly
reduced, sven prior to the 1982 crisis. That clearly
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helped. 1In subsidies and social expenditures there
has been 2 sharp targetting towards the less
privileged. Government budget deficit has been
eliminated and public seavings are about 52 of GNP.
Both private savings and investments have increased.
In external trade, there has been a sharp real
devaluation of the currency. With the eliminstion of
quantitative import restrictions and a uniform inport
tariff of 152, the bias agains* exports has been
practically eliminated. External debt to commercial
banks has been reduced by 252, largely through
conversions to equity. The economy has been growing
at about 62 per annum during the last three years.
New money from commercial banks was available until
this year, but even Chile is having difficulty in
resuming a normal and voluntary relationship with
banks. For now the need for external finance is,
however, limited because of the substantial
improvement in the price of cooper.

Mexico's transformation i{s no less
impressive. The most far-reaching changes have been
in the size and efficiency of the public sector and
external trade. Mexico, which had a massive budget
deficit in 1982, now has a non interest fiscal surplus
of close to 82 of GD?. Non interest public
expenditure has been reduced by 8 percentage points of
GDP. There has been a sharp reduction in public
investments, transfers and subsidies. Interest
subgidirs have been practically eliminated. Public
utility tariffs have been sharply increased.
Simultaneonsly, there have been reductions of tax
rates and improvements in the administration and
efficiency of taxes. Seven hundred public enterprises
bave been sold, privatized or rlosad. The operating
isases of the remaining have been eliminated.

But, parbaps, the most far-reacking chaages
have been in external trade. Quantitatiwe Jmport
Testrictions, which until rotently covered slmoet the
entire impor: hill, have been zeduced zo less than 202
of the tradestle goods. Tariffe have been zeducad to
ep svarsge of 117 and o maximux of 30I. Foreign -
investment regulations gnd procedurcs hawe been
simplified.

the adjustment has not bean easy,
particularly becanse of the drying up of cosmercial
credit during the last four ysasrs, when privarc
creditors refinsnced less than 201 of Mexico's
interest payments to them. To generate the necesssry
domectic resonrces to service the remaining portion,
the public sector had to resort to inflptionary
finance and sharp cutbacks in investments. Inflation
reached record le‘els and only now hac sharply been



(ii)

-

reduced. Investment remains low and growth has not
yet resumed and, as I mentioned earlier, real wages
are & fraction of what th2y were in 1982.
international organizations and bilateral sources have
beccme the main sources of new funds.

Uruguay has followed in the footcteps of
Chile «nd Mexico in the reform of the domestic economy
and the external trade regime.

Argentins.

One of the most difficult cases of economic
atrophy and indebtedness. Essentially, Argentina has
been in a sacular decline for the last 40 years. It
never quite made the transition from an economy where
the question was how to share the bounty of nature
between the urban and rural classes to a modern
economy based on diverse and efficient production and
trade. The industrial sector was cld and heevily
dependent on protection, monopnly snd government
favors. Labor was highly organized 2nd militant and
yet, there had been a steady erosion of real wages.
The Government gradually became very large; at the
peak. public expenditures were more than 501 of GDP.
A vast array of public enterprises in finance,
industry, petroleum and infrastructure were
established. Steadily their management deteriorated
and became politicized. Their investments &nd
deficits became a massive burden on the exchequer.
Internal regulations proliferated and the external
trade regime was highly protectionist. Growth and
development were brought to & halt, by large claims on
government for internal transfers and external debt
service.

Much of the sdjustment vffort until recently
was centered erouad < “e reduction of the budget
deficit mithout addressing the underlying stzuctural
dssuee. For czample, raceipts of existing taxes were
declining ahile incificimt end seli-defeazing nar
taxes were iotroduced. Littis gttention was paid to
the edministration of tha tax system. Callings zers
pleced on neov cradit: mo attention was paid to the
governmontal &ud provincial Zinancial inctituticns
which were an ongine for credit czeation through the
certral bank. Little attemtion was paid to the reform
of public enterprises which ware such & large part of
the f£iscal and allocative problem.

During the last yesr an integrated progran of
adjustment has been put in place, ewphasizing
liberalization of trade, reform of the banking system,
privatization, and improvement in the efficiency of
public enterprise and tax reform. But there is a long
way to go. The issues have developed over a long
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period. Also, stabilization and structural adjustment
will remain intertwined. Stabilization measures can
be sustained only if they are consistent with
efficiency and pgrowth. In the meantime, external
finance is an issue. The weight of Argentina’s debt
is high and economic reform will be slow td produce
results.

Brazil.

Brazil's GNP is more than $250 billien,
approaching the proportions of some of the European
economies. It is one of the most diverse and dynamic
economies anywhere and on2 of the few with a potential
to "grow out of debt.®” Its debt and debt service,
relative to GNP and exports, are the smallast Ju Latin
America. Yet, because of the very size and complexity
of the public sector, the many vestzd interests in the
existing system, the rigidities brought about by
universsl indexing end ultimately by a difficult
political situation, Brazil has been unable to sustain
meaningful adjustment. There is only one exception, a
flexible and realistic exchange rate. And even here,
the real exchange rate has not bee maintained lately.
Brazil now is generating a monthly trede surplus of
$i.0 billion. But the internsl transfer problem,
aggravated by large domestic debt service, remains
intractable. The underlying reform of programs,
projects and institutions, public enterprise and
regulaticn is not in view.

Colombia, Costa Rica and Ecuador.

Colombia has been a conservatively managed
economy. Consequently, issues of indebtedness and
adjustment mever attained the seme proportion as in
other latin dmerican commtcies. For the longer teim
though, the issue is whother Colombia can coatinue
sufficient progress in growth and expsnsion of huoman
opportunity without the reform of inturmal regulations
and the relatiwvely closed trade regims. Colembie has
fad s relatively lerge eccess to finance froa
dntarnctional orgenizations. Daspite the dmuastic
economic performance and an exemplary behavicr es &
debtor, Coloahic is mot succeeding today ewen in
obtaining a refinancing of avortization payments from
coumercisl hanks.

Cosca Rica has had a sustained progress ic
domestic reform to reduce the public sector deficit
domestic regulation, the financiel sector and the
external trade regime. It has not, however, succeeded
in obtaining any nev money from commercial banks
despite its owvn efforts and those of the World Bank.
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In Ecuador, the reform effort has been
halting and discontinuous. Until about & year
policies were pursued to improve domestic mobility of
resources, to improve the working of the financial
sector and to diversify exports. There was a
substantial sethack in the lest year of the previous
government and because of the inability of the
cormercial banks to fulfill their commitment on the
size of & new money package. The new administration
has started & promising adjustment efforte.

In all these countries, reform has been an
issue but no less an issue hes been the availability
of private finance to aid adjustment. Practically sll
of net resources were from international and bilateral

official sources.

(v) Bolivia, Dominican Republic, Jamaica, Haitd,

Guatemala, Honduras, El Salvador and Eastern Caribbean

Islands.

The common characteristic of these countries
is their poverty and lack of actual and potential
creditworthiness for commercial borrowing. Among
these, Bolivia and Jamaica have pursued sustained
policies of internal deregulation, reform and
reduction of trade restrictions. Lately, Hoaduras has
initiated similar policies. Yet, in all these
countries, some of them saddled with heavy debt
service, bilateral concessional finance has been
inadequate to aid adjustment and stimulate growth.

(vi) Guysna, Nicaragus and Peru.

These are countries which slipped into
economic braakdown because nf a total mismanagement of
the economies end breakdown of reletionship with
sources of externsl finance. Guyana is now adopting
policies of zeform end 8 support group of donoxra has
been constituted to mobilize finances for the
cloarsnce of arrears to dntezmational finaccial
dngrituticns and to ossist developosnt. ¥Yeru has

. mowed into hypsrinflatiocn end extensive sconoic
disruption. Jhe sconomic sirmation 4n Slicazagus ds
eimilar.

‘23, Vith the advantage of hindsight, we can say now that as the
crisis began to unfoid, there was understanding of the issues of adjust-
ment but de~lnitsly not snough about the process and difficultiss of
adjustment. So, let ms swmasrize what we have learned zbout ths process
of adjuctment and vhat comclusions we derive from it.

24, Adjustment is adjustment of government, of the relationship of
government with a variety of private interests and of the country's
economic relatioas with the outside world. It cannot be purely an
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economic affair. It is a political affair and a social affair. It is a
change in vested interests, acquired rights, inconmes, benefits, rents
and costs. UWhere economic structures and Practices that need change
have been established for some time and an entire generation has come to
regard them as the norm, the frictions and pains of adjustment sre
enormous. In most of the countries the political structures are
fragile. There are memories of military governments and populist
governments. So, changes, if they are to be enduring, will take time.

A few disembodied variables over relatively short periods caanot
symbolicze the success or failure of adjustment. How changes ultimately
translate into deficits, belance of payments, capital flows and
inflation is no doubt important. But more important is the quelity of
management and change of policy, institutions and relationships behind
these. These will determine whether tha improvements will be sustainad
or ephemeral. We should also expect that the political and socisl
nature of reform will make progresc discontinuous and a process wvhere
the second or the third best rather than the theoretical optimum may
wvell be the preferred solution.

25. The issues of adjustment cannot be neatly categorized as
stabilization, balance of payments management &nd development.
Stabilization is essential for grovth and development. But stability
cannot be sustained if the result is s:agnetion and a prolonged decline
in the standard of living. The focus increasingly has to be on
stabilization which is consistent with increased mobility and efficiency
of resources and a reasonable investoient rate. Similarly, balance of
payments management and exchange rates have to be regarded as key
elements in domestic efficiency and growth. Improvements in balence of
payments which come largely from the compression of imports and
improvements in the domestic resource balance which come largely from
sharp reductions in investments cut at the root of future growth and
efficiency and are not likely to be sustained.

26. All this links closely with the role of ¢ “ternal finance, to
which I now turn. The abruptness of the external adjustment experienced
by Latin America during the 1982-87 period -- largely obtained through
cuts in imports, investment, and thus, output growth -. simply mirrors
the abruptness in the decline vf external credit. Creditors camnot
expect countries to gensrate guickly A tp 62 of GDP in rescaorce
trensfers to be a sustainable process. Transfers of this asgnitude from
stognant economies are not tenahle. Sor aly 6o they ent on mosuied
Bmpore snd investment - Jt teives time to expand exportc and OSTINGS =
they also prawent the dnstituciomal chonges roquired to allew a
sustaingbles snd efficient fiecal 2djustment. Here, e find again a
tradooff betwean the epoed of the adjustagnt and itg guality and
sustaingbility.

27. Mo doubt, axternal finunce czn oaly complement domestic effort,
but vhere there is domestic sffore, inadequacy of externnl Zinance can
abort the program. Therefore, the recent expirience of Colombia, Costa
Rica and Ecuador and the difficuity in putting together e finmmcing
package for Argentinu are cause for concern. Much has been 9aid about
the case-by-case approach to the problem of debt. But a true case-by-
case approach should lead to the tailoring of f£inance and the form of
finance to the cpecific conditions of 8 country and its program and
performance. In commerciel finance, this approach is not yet visible.
1f the current trend cannot be reversed, there will be a case for
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greater financing by international institutions. The risk to these
international institutions of the failure of adjustment and growth in
the debtor countries is far greater than increased exposure in support

of viable programs.

28. Even if sdequate capital flovs cen be ensured, there would be
countries where the weight of debt relative to the economy, the gravity
of the institutional and ecomomic distortions and zhe external terms of
trade is such that substantial nev borrowing on commercial terms would
lead to an explosive incroase in debt cervics. For such countriee,
negotisted debt caductions may be the only recourse. Thie 4s sn area
where the international financial arrangements need £lexidbility, a
flexibility wnich heg been lost because of the nationalization of
substantial private debt in many Latin Americaen countriss. Some of the
most intractable debt problems in the 19th amd 20th centuries, including
Tndonesia‘'s as late og the mid-sixties, were resolved this way.

29. And nov a word about the Bank's response and its approach for
the future.
30. The issues of economic analysis, assistance in the design end

implementation of programs, lending and coordination with financing that
we face are without parallel. Early in the cighties we, a8 many others,
failed to see the approsching crigis. When it came, we tried td dismiss
it ss a prcblem of liquidity and our approaches were slow to develop.
But over the last thrae yesrs the Bank has made & major contribution to
adjustment and finance in the Latin American couatries. In Chilse,
Mezico and Uruguay, the adjustment oves guch to tke anslysis and
framework developed jointly between the GCovernments and the Bank and
supported by the Bank through adjustment loans. In Argentina, lately,
ws heve worked intensively with the Goveriinant on 8 coxprehenaive
progran, supported by substantial lending. 1In Bolivia, Jemaica &ad
Costa Rica, we have been the main interlocutors on policy reform end the
largest sources of finance. And lately, we have increased our work on
other Central American countries and in countries guch as Venezuela,
erinidad acd Tobago., and Guyana. ¥Ue heve tried our best in Peru but
azithout success. LIverywhers ws hsve zade pairstaking sffort to sobllizs
compercial bank end bilmterel fineuce. Ta Argentinm, ¥exico, Chile,
Zcuadoz, Honduras snd Coats 2ica, bilateral finance fzom Japan has boen
particulsrly important. 1In compercisl benk fingooe, thevs are
increaxing €ifficultios, as 1 heve elvasdy asnticmad. .

3. let me 2> look atsad. Vis-e-vis the comtriss, 1 regard the
Bank's work as a packsge, & continuma. Ouz economic and sactor work ds
the Zoundstien, and en incressingly dsportant foundatinm, of our
gelationships. Sudbjects like growth, sacroeconomic adjustmont,
{nstitutional changes, veforms in the sectors, and issues of
ersnsition, require teastant drvestigetion us to their caunacs, sffects,
zemedics sed implesentatica. Soluticns of today will sot be solutions
of tomorrow. We are not dealing with en exact scisnce. Taers has to be
constant learning from experience. Thore have to dbe mid -course
corrections and s continuing stimulus .to debate and discussion.
Ultirately, the value of economic and sector work 1s its eontribution to
policies and institutions in the countries and to the design of tha

./'/
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Bank's lending. With the scarcity of resources, the economic and sector
environments in the countries have assumed a central role in the
preductivity of investments and operations, parricularly when projects
or programs have to be couched in suitsble policies and institutions.

In our general relationship with the countries, we shall emphasize
continuity of effort in economic and sector work and lending.

Experience has shown that intermittent relationship is crisis ridden and
ultimately breaks dowm.

32. Just as operstions cennot be undertaken in isolation from
economic, sectoral and institutionsl policies, they have to take account
of what other lenders do or do not do. Without subordinating dtself to
the judgments and actions of others, the Bank will have to satisfy
itself about the adequacy of overall financing, for this may make the
difference betwsen the success and feilure of projects and programs it

supports.

33, In economic and sector work in the Region, there will be four
fundamental themes: macroeconomic isgsues of stabilization and growth,
sectoral and institutional reform, external finance and issues of
transition. 1In stabilizstion and growth we shall pay special actention
to public finances, external trade, financial markete and reforms in the
overall regulatory environment for an increased role of the private
sector. 1In gectoral and institutional issues we shall underline the
link with macroeconomic issues, public enterprises, the relationships
betwean central and provincial governments, agricultural developmant and
euvironment, efficiency and targetting of social services and the role
of women in development. In external £inance the theme will be the link
betweer adjustment and growth and external finance and the viability of
specific spproaches to exterral finance. The issue of transition arill
cut across all of our work. We are mot concerned with tha abgolute
optimum for no one ever Toaches it. Ve are concerned wvith prograss
towards constantly shifting optimunm.

34. Our lending, @s of late, would be 8 graduated response to the
countries’ oun sconcmic and sectoral Programs dnd projects and their

aducation,' healch,
dnfrastructere =nd wevaarch. in the ebevnce of auitabdle sacreoaconomic
<aond eectoral policies, theoe COTeS WAy vamain rether limited. Seyand
these, as Bank s iending increeses, thore would be incransod emmbasis on
policy snd dresitusions) environments that snsure a rezsemable demestic
resource mobilisytion snd efficiency of recources. Wo would undertaks
sdjustment lending oniy if there ig 3 sstisfactory mscrosccaomic and
sectoral progrem.

38, I should 1ike to summarize our 8pprosches in different types of
countries. 1In Central America and the Caridbean, we would amphasize
buman end physical infrastructure, institutions, agriculture and
environment. In Colombia and Vanezuela, our main concerns would be the
incentive regime, trade, and the financial cector. In Brazil and
Argentina, we would emphasize stabilization, trade reform, public
finances, the financial sector, and energy. In Chile, Mexico and
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Uruguay, we would make majour efforts o sustain the adjustmenct and lay
the foundation of growth &cross the economies.

36. In Argentina and Mexico, we have shown our capacity to mobilize
our economic and sector work and lending to address comprehentively and
quickly the questions of reform and finance. provided the government
itself is willing end able to undertake adjustment. We shall continue
to do so, even though it will require considerable mobility in our
manpower and strains in management.

37. A last word about coordination with financiel institutions.

We attach great importance to our relationship with the IMF and we drav
upon their experience and analysis. We consider it important that the
IMF should assist well-conceived programs of adjustment. We glso value
very highly our close coordingtion with the Inter-American Development
Bank and drawv upon their experience in the Region. We shall &lso work
hard to help countries in mobilizing commercial and bilateral finance.
All this said, we shall need a certain amount of eclecticism in our
approaches and those of others. Situstions will vary and the responses
of various institutions to situations will vary. The Bank will always
have to ask how its own effort and timing help the overezll goal of
development.
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Annual Averages

1980-81 1982-83 1984-85 1986-87 1984-87

Rate of Growth of GDP per capita (percentage)

ARGENTINA -2.8 -2.4 -2.5 1.5 «0.6
BOLIVIA 3.1 ~8.2 4.0 3.1 -3.5
BRAZIL 0-5 -303 4-5 2.9 3-7
CHILE 5.0 -9.1 2.8 4.l 3.4
COLOMBIA 1.2 -0.7 1.4 3.2 2.3
ECUADOR 1.3 -3.7 0.9 7.2 3.3
JAMAICA -3.9 0.1 bl 1.6 -1.3
MEXICO 5.3 =-5.4 0.4 -3.9 -1.8
URUGUAY 3.4 ~8.3 -1.5 5.0 1.7
VENEZUELA -3.9 5.2 -3.3 0.3 -1.5
Rate of Growth of Private Consumption per capita (percentage)

ARGENTINA -1.8 -6.3 -0.5 5.8 2.3
BOLIVIA 6.0 -9.4 2.7 -8.2 -3.3
BRAZIL -1.3 -1.3 1.0 2.1 1.5
CHILE €.0 -9.1 2.1 3.8 0.8
COLOMBIA 1.9 -0.5 0.6 1.6 1.1
ECUADOR 3.4 -3.2 -0.6 5.2 «2.9
JAMAICA -6-1 -1.0 °103 -009 '101
MEXICO 4.9 -5.9 0.0 5.4 -2.7
URUGUAY 5.1 -10.3 -3.0 6.6 1.7
VENEZUELA 2.6 6.7 -2.8 -7.8 -5.3
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Annual Averages

1980-81 1982-83 1984-85 1986-87 1984-87

Debt to GDP Ratio (percentage) 1/ .

ARGENTINA 23.3 73.7 69.0 66.8 67.9
BOLIVIA 51.2 55.4 51.2 107.5 79.3
BRAZIL 27.4 38.8 47.5 39.4 43.4
CHILE 44.2 79.3 112.8 117.0 114.9
COLOMBIA 22.4 28.0 36.1 45.8 40.9
ECUADOR 53.6 66.4 76.9 82.0 79.5
JAMAICA 73.6 82.2 158.1 142.0 150.0
MEXICO 31.8 57.0 53.3 77.0 65.1
URUGUAY 17.8 45.1 69.4 59.7 64.5
VENEZUELA 49.1 51.3 59.3 63.0 61.1
Interest Payments to GDP Ratio (percentage) 1/
ARGENTINA 2.3 8.5 7.5 5.3 6.4
BOLIVIA 5.4 5.6 5.6 1.9 3.7
BRAZIL .5 4.9 5.3 3.4 4.3
CHILE 5.4 9.5 11.7 10.2 10.9
COLOMBIA 2.3 2.8 3.3 3.9 3.6
ECUADOR 4.0 6.9 7.3 7.3 7.3
JAMAICA 6.0 6.1 11.0 10.3 10.7
MEXICO 3.5 7.0 6.2 6.1 6.1
URUGUAY 2.8 4.3 5.6 5.8 4.7
VENEZUELA 3.4 5.3 6.1 5.3 5.7
Interast Puyment to Exports Ratio (parcentage) 1/ 2/
ARGENTINA 28.8 56.0 S4.4 51.0 S52.7
BOLIVIA 25.0 28.0 23.9 12.7 18.3
ARAZIL 85.2 47.8 88.2 7.5 37.8
CHILE 31.0 45.9 45.7 32.5 39.1
COLOMBRIA .7 - 26.0 25.8 20.9 23.1
JCUADOR a9.1 S0.3 29.0 31.0 30.3
JAMAICA 12.3 17.0 19.8 19.1 19.4
HEXICOo 29.8 41.9 37.9 33.6 35.7
JRUGUAY 10.4 a9.2 23.0 37.3 20.1

VEREZUZLA 10.4 21.3 22.3 28.1 23.2



Net Extaernal Borrowing (millions of USS) 3/

ARGENTINA
BOLIVIA
BRAZIL
CHILE
COLOMBIA
ECUADOR
JAMAICA
MEXICO
URUGUAY
V... "TUELA

Net External Borrowing Financial Murkets (millions

ARGENTINA
BOLIVIA
BRAZIL
CHILE
COLOMBIA
ECUADOR
JAMAICA
MEXICO
URUGUAY
VENEZUELA

ARGENTINA
BOLIVIA
BRAZIL
CHILE
COLGMBIA
ZCTADOR
JAMAICA
MEXICO
JRUGUAY

Annual Averages
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1980-81 1982-83 1984-85 1986-87" 1984-87
4626 3614 1390 1491 1440
295 109 5 187 96
6591 6116 2326 -1170 578
2744 1240 1088 608 848
1105 1152 1347 764 1055
1102 123 456 634 545
271 365 250 46 148
9674 5169 761 2558 1660
290 312 33 156 94
1575 584 =689 =1533? -1113
of USS) 3/ 4/
1094 2316 1471 934 1203
142 =15 -1 -6 -3
4550 4447 2804 =937 933
143 1114 842 80 461
613 445 290 352 321
412 65 287 180 233
=11 =15 18 -7 6
6545 4784 270 1499 884
205 353 61 58 59
1198 695 =642 =906 «774
Ratio of Net External Borrowing to Total External Interest 3/
148.7 72.0 27.1 35.8 31.4
167.7 56.0 -1.6 227.6 113.0
90.2 70.6 32.3 -19.7 6.3
233.5 74.9 $0.1 43.1 51.6
139.2 105.6 111.8 58.5 85.1
237.7 21.6 58.9 139.0 98.9
236.1 245 .8 J264.6 19.9 72.3
176.5 65.7 T 35.6 21.5
212.6 151.9 1i.3 58.4. 34.9
- A0dhed Z7.8 -536.9 -£5.5 =51.2

Ratio of Net Financial Merkets to Interest Fissacial Mevimts Loems (Z) 3/ &/

ARGENTINA
BOLIVIA
BRAZIL
CRILE
COLBRBIA
ECUADOR
JAMAICA
MEXICO
URUGUAY
VENEZUELA

175.2
127.0
110.3

40.6
330.0
178.8
-18.6
159.5
228.1
101.8

216.2
-13-2
9..8
250.6
133.2
-3.4
.1702
82.4
229.2
41.6

47.9
-4.8
&5.5
102.7
9i.2
46.9
24.3
3.9
2‘.‘
“602

92.8
-183.3
.2‘0‘
7.6
105.2
54.0
-13.6
32.5
26.9
'55.7

.9
=94.1
20.5
55.2
98.2
50.5
5.4
18.2
25.8
-50.9
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Annual Averages

1980-81 1982-83 1984-85 1986-87 1984-87

Resource balence to GDP Ratio (percentage) S/

ARGENTINA -1.5 4.1 5.5 1.3 3.4
BOLIVIA 1.2 3.7 2.6 -6.5 -1.9
BRAZIL -1.3 0.9 5.4 2.8 4.1
CHILE 7.3 0.4 0.8 3.9 2.4
COLOMBIA -1.5 3.6 0.4 6.7 3.5
ECUADGR 1.2 2.4 6.7 0.8 3.7
JAMAICA 5.3 -9.3 8.4 -0.5 4.4
MEXICO 2.4 7.3 6.4 6.1 6.2
URUGUAY 4.8 1.8 4.4 3.6 4.0
VENEZUELA 7.0 3.5 10.6 0.5 5.5
Grose Domestic Investment as & Percentage of GDP 3/
ARGENTINA 21.7 14.9 11.8 12.5 12,1
BOLIVIA 13.0 9.2 4.5 6.6 5.5
BRAZIL 22.0 17.4 16.1 19.1 17.6
CHILE 21.9 10.6 13.7 15.8 14.7
COLOMBIA 19.9 20.2 19.0 18.5 18.8
ECUADOR 23.0 19.7 15.6 20.6 18.1
JAMAICA 16.9 20.3 26.4 20.6 22.58
MEXICO 27.3 21.9 20.9 18.1 3.5
URUGUAY 16.2 13.1 8.4 7.9 8.1
VENEZUELA 24,9 21.6 14.6 18.9 16.7
Gross Domestic Savings as a Parcentage of GDP 5/
ARGENTINA 20.2 19.0 17.3 13.7 15.5 -
BOLIVIA 14.1 12.9 7.1 0.1 3.6
BRAZIL 20.7 18.2 21.5 21.9 21.7
CHILE 14.6 11.0 14.5 19.7 17.1
COLOMBIA 18.4 16.7 19.4 25.2 22.3
ZCUADOR 21.8 22.1 22.3 2.4 21.8
JAMAICA .7 11.1 16.0 20.2 8.1
HMEXICO 24.9 29.2 27.3 Shed 25.7
U2UGOAY d1.4 14.8 12.7 .5 2.1
YEREZDELA 81.9 o3 25.2 48.3 22.3



ARGENTINA
BOLIVIA
BRAZIL
CHILE
COLOMBIA
ECUADOR
JAMAICA
MEXICO
URUGUAY
VENEZUELA

ARGENTINA
BOLIVIA
BRAZIL
CHILE
COLOMBIA
ECUADOR
JAMAICA
MEXICO
URUGUAY
VEREZUELA

Annual Averages
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Resl Exchange Rate (index 1980=100) 6/

ARGENTINA
BOLIVIA
BRAZIL
CHILE
COLOMBIA
ECUADOR
SAMAICA
MEXICO
RIGUAY
FEXTZUOLIA

Pozme oFf Uxetc ‘dudex 1989=100)

URUGUAY

1980-81 1982-83 1684-85 1986-87 1984-87
Imports of Goods and Non-Factor Services as s Percantage of GDP 5/
‘9.4 10.0 8.8 9.5 9.1
17.0 17.3 20.5 22.3 21.4
10.4 8.8 7.5 5.9 6.7
26.9 21.3 25.8 28.1 27.0
15.5 14.2 12.5 12.3 12.4
23.8 17.7 14.5 22.2 18.3
54.4 45.1 63.7 54,5 59.1
13.0 9.9 10.1 12.3 11.2
19.9 19.7 20.1 i8.7 19.4
25.6 21.2 16.7 19.3 18.0
Exports of Goods and Non-Factor Services as a Parcentege of GDP 5/

8.1 15.7 16.2 10.7 12.5
18.1 21.1 23.1 16.0 19.5
9.1 9.7 12.8 8.7 10.7
19.6 21.7 26.7 32.1 29.4
14,1 10.7 12.9 19.0 15.9
22.7 20.1 21.2 23.0 22.1
49.2 35.9 55.8 $4.0 54.9
10.6 14.7 16.4 18.3 17.3
15.1 21.5 24.5 22.4 23.5%
32.6 27.5 21.3 22.9 22.1
114.9 215.7 214.2 235.6 224.9
89.7 76.5 48.7 123.5 86.1
. 91.2 86.9 97.8 105.4 101.6
108.2 94.6 76.7 56.6 £6.6
98.8 89.4 102.6 131.5 117.0
94.7 93.7 114.2 160.1 i37.2
6.9 3.2 Miled 147.7 dbld
95.9 135.9 112.9 148.7 130.8
25.% All.8 147.0 133.8 250.4
4.7 86.6 109.0 157.3 133.3
192.7 37.1 &2.9 72.0 79.9
101.0 304.0 104.6 60 82.5
7.7 104.0 120.1 134.2 127.2
$1.0 81.2 78.3 78.4 78.4
93.0 0.2 91.1 101.9 9.5
100. 4 90.4 85.7 ¢9.3 77.5
9.1 .2 §5.4 102.% 102.7
101.5 86.6 75.2 60.5 67.8
100.6 95.1 97.7 99.0 98.3
98.1 69.7 77.0 61.3 §9.1

VENEZDELA



Annual Averages

1980-81 1982-83 1684-85 1986-87 1984.87

Ratio of Publie Sector Primary Deficit (+) or Surplus (-) to GDP (2) 7/

ARGENTINA 5.0 7.4 4.2 2.0 3.1
BRAZIL 0.0 -1.0 -4.3 «0.1 -2.2
CHILE -35.0 0.1 -1.8 -0.6 =1.2
COLOMBIA 2.2 6.0 5.5 0.9 3.2
ECUADOR 2.6 0.7 5.4 3.2 -0.8
JAMAICA 8.3 5.7 -3.9 «9.0 -6.5
MEXICO 5.1 0.8 5.0 -4.1 4.5
VENEZUELA -0.2 2.3 ~10.6 0.9 ~4.9

Ratio of Public Sector Overall Deficir (+) of Surplue (-) to GDP (%) 8}

ARGENTINA 10.4 15.6 9.4 5.9 7.6
BOLIVIA 8.4 16.8 17.0 6.8 11.9
BRAZIL 4.6 6.6 3.5 4.6 4.0
CHILE -3.2 3.2 3.5 1.5 2.5
COLOMBIA 2.9 5.7 3.6 2.6 0.5
ECUADOR 5.2 4.9 -1.7 7.6 3.0
JAMAICA 16.1 15.0 5.9 -0.1 2.9
MEXICO 9.2 5.0 4.5 2.3 3.4
URUGUAY 0.9 7.5 3.8 1.3 2.5
VENEZUELA -0.2 7.1 -6.7 4.7 -1.0
Inflation Rate (Percencage) .
ARGENTINA ' 109.4 321.7 536.7 130.1 333.4
BOLIVIA 24.6 312.5 5173.9 88.4 2606.1
BRAZIL 93.3 135.4 215.7 227.3 221.5
CHILE 20.4 21.¢ 24.7 19.5 22.1
COLOMBIA 26.1 20.3 20.4 2.5 21,3
ECUADOR 16.2 38.4 24.8 29.9 27.3
JAMAICA 16.7 11.9 27.6 2.4 18.5
MEXICO 29.3 89.8 61.5 132.5% $7.0
URUGUAY ' 36.1 36.0 74.6 63.9 69.3

VENEZDELA d3.3 7.2 12.0 28.3 19.2



ARGENTINA
BOLIVIA
BRAZIL
CHILE
COLOMBIA
ECUADOR
JAMAICA
MEXICO
URUGUAY
VENEZUELA

World Bank Nat

ARGENTINA
BOLIVIA
BRAZIL
CHILE
COLOMBIA
ECUADOR
JAMAICA
HMEXICO
URUGUAY
YENEZUELA

ARGENTIHNA
BOLIVIA
BRAZIL
CHILE
COLOMBIA
ECUADOR
JAMAICA
KXXICO
URUGUAY
UERTZGELA

Annual Aversges
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Shore 20 dlerld Benk Porzfolde (%)

ARGEVIINA
SOLIVIA
ARAZIZ
CHILE
COLOMBIA
ECUADOR
JAMAICA
MEXICO
URUGUAY

1980-81 1982-83 1984485 1986-87 1984-87
World Baenk Gross Dicbursements {millions of USS)
96 77 120 602 361
61 22 15 26 20
365 914 1033 1267 1150
22 28 136 338 237
235 284 526 467 486
&4 b4 54 149 101
43 91 62 &4 53
441 384 762 1001 881
5 21 41 55 48
0 0 0 4] 0
Disbursemsnts (willions of USS)
56 28 47 468 257
57 12 1 6 3
246 668 660 522 591
12 15 11§ 305 210
163 176 367 17 269
33 25 32 110 n
43 78 &4 8 26
344 227 468 505 486
-2 11 23 30 26
-25 «19 -21 22 21
Viorld Bank Outstanding and Disbursed Debt (millions of USS)
441 519 602 1643 1122
260 304 285 372 328
2194 3190 4651 8494 6572
192 226 369 1237 803
1099 1448 2007 3703 2855
187 224 273 612 442
184 345 397 634 525
2240 2781 S443 €436 4950
72 89 134 256 1905
220 28 48 i7 2
1.9 .6 1.4 £.d 1.7
0.7 0.% 0.4 0.3 0.4
£.8 9.1 10.6 10.9 10.7
0.8 0.7 0.8 1.6 1.2
4.3 4.1 4.5 4.7 4.6
0.4 6.5 0.6 0.8 0.7
0.7 1.0 0.9 2.8 0.9
9.0 8.0 7.6 2.2 8.0
0.3 0.2 0.3 0.3 0.3
0.6 0.3 0.1 0.0 0.1

VENEZZUELA
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Annusl Averages

1980-81 1982-83 1984-85 1986-87 1984-87

Ratic of World Bank Net Disbursements To Net External Borrowing (%) 3/

ARGENTINA 1.2 0.8 Jeb 31.4 17.9
BOLIVIA 19.2 11.1 11.2 3.2 3.4
BRAZIL 3.7 10.9 8.4 -44.6 2/ 102.2
CHILE 0.4 1.2 10.5 50.2 24.7
COLOMBIA 14.8 15.3 7.2 22.3 25.4
ECUADOR 3.0 20.0 6.9 17.3 12.9
JAMAICA 15.9 21.4 17.6 17.4 17.6
MEXICO 3.6 6.4 61.4 19.7 29.3
URUGUAY 0.7 3.5 68.2 19.3 27.9
VENEZUELA -1.6 -3.2 a/ 3.1 &/ 1.4 s/ 1.9

Ratio of World Bank Debt Service To Total Debt Service (). .3/

ARGENTINA 1.4 1.2 1.2 3.1 2.1
BOLIYIA 8.8 8.3 6.4 6.7 6.5
BRAZIL 2.9 3.4 .4 7.2 5.8
CHILE l.4 1.3 1.9 5.9 3.9
COLOMBIA 14.1 13.4 15.2 22.8 19.0
ECUADOR 2.4 2.9 3.2 6.2 4.7
JAMAICA 9.2 11.2 10.8 5.4 13.1
MEXICO 3.4 3.1 3.6 6.2 6.9
URUGUAY 3.8 3.0 3.7 6.3 5.0
VENEZUELA 0.4 0.3 0.1 0.1 0.1

Ratio of Yorld Zank Debt to Total External Debt (%) 3/

ARGEKNTINA 2.1 2.3 v 2e7 4.3 3.5
BOLIVIA S.3 7.9 8.7 24.7 16.7
BRAZTL 2.1 3.5 6.5 .7 10.2
caILE 0.9 1.1 1.7 3.1 Sod
COLMRIA 2.3 8.0 2D.3 23.8 22.0
PLUADGR 1.9 3.4 d.2 12.9 8.1
JANATCA . 7.8 2.7 5.2 19.3 17.3
MEXICO 2.7 2.9 3.6 8.1 5.8
ORUGUAY 3.8 4.6 8.0 © 130 8.5
VENZZ LA 0.8 0.6 9.5 0.6 0.7

a/ Aversge not axternal borrowing was negative during this period.
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NOTES

1/ Includes Short Term debt.
#| Exports of Goods and Non Factor Services
3/ Medium and Long Term Debt only. Source: World Dabt Tables.

4! Medium and long term external debt, public or publicly guarsnteed, from

private banks and othar f£inancial imstitutionms. Source World Debt
Tablas.

5/ Ratios frem variables st euzrent prices. Exporte and imports of goods

and nonfactor services.

6/ Tue Resl Exchangs Rate index ie the nominal exchange rate (4n loceal
currency per USS$) sdjustsd by chages in domestic and foreign prices.
increase means that more dosestic goods can be bought with one unit of

foreign goods, i.8. 8 devaluation of the local currency.

7/ The Public Sector Primary Leficit equels Non-Interast Public Sector

An

Expendituras minus Totai Public Sector Revenuass. Excludes both domestic

and external intereat.
8/ The Cverall Public Sector Deficit equals inflation-edjusted public
sector aexpanditures @inus public sectoyr revenucs.

SOURCE: LAC Regionsl Staff, World Debt Tebles
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2 PROPOSAL LINKING INTEREST RELIEF ON EXTERNAL DEBT
TO STRUCTURAL ADJUSTMENTS IN DEBTOR COUNTRIES
TO ENKANCE TEE PROGRAM FOR SUSTAINED GROWIE

Section I: Executive Summary

We oropose that creditor country governments support
creation of a new World Bank debt facility to offer temporary
debt servicing relief on a case-by-case basis to middle~income
countries which agree to carry out serious structural reform,
In contrast to other proposals for debt facilities, this one is
more market-oriented and offers strong "carrots and sticks" for
policy reforms that must he made if sustained growth is to be
achieved and debts paid. Without such a plan, too many
middle-income countries will remain mireé in a "Catch 22"
quacmire in which debt servicing absorbs too much of national

savings to permit adeguate growth, ané, without growth, debts
cannot be paigd.

Key focus of the debt proposal. The main emphasis is
epolicy reform. The Latin American problem debtors serve as an
excellent example. Their pelicies, such as overvalued exchange
rates, destabilizing inflation rates, import substitution,
price distortions, and a general pernicious interventionism and
lack of discipline are largely responsible for the debt burden
carrieé¢ by these countries.

While the Gebt situation itself is probably responsible for
the firs:t tentative steps toward economic reform that have
occurred, the political will for many remaining necessary
changes is not present ané, in fact, appears to be diminishing
as the years pass without more progress on dabt and as new
governments take power. In order to obtain the changes that
are sine gua nons for these countries to achieve growth, to
become able to pay our privats and public creditors, and to
purchase more goods and services from us, it is clear that
something else is needed.

We believe that limited and t vra interest relief in
return for policy yreform can work as long as the countries are
offered relief commensurate with their willingness to undertake
reforms and not with the value of their debt in the secondary

market. The Baker Plan has been excellent in eecablishing a
context and an emphasis on the need for economic reform.
However, we believe that providing interest relief, instead of
only the offer of new loans, could make it possible for some

governments to gain public support for the reforms.
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successful "debt workouts" have not occurred anc are
un>ikely to occur due to the differing interest of the parties
involveé. Those who argue that voluntary workouts are feasible
fai]l to take into consideration the continued risk associated
with any new debt instruments issued in place of existing bank
debt. This propcsnal would have creditor countries and IFIs
play a more active role in the "debt workout™ than they have
previously. AU international debt facility (IDF) would
temporarily assume the risk associated with the adjustment
process, ancé at the same time work with the debtor country to
ensure that structural acdjustments are made tO support
sustained economic growth over the long term.

How the plan woulé work. The IDF would buy at a discount
part o:f the medium/long term commercial debt of countries
willing to undertake a vigorous structural reform program. The
IDF would then reduce the country's interest payments on this
Gebt for a period of five to ten years. This reduction would
provide the breathing space necessary to permit critical and
politically difficult economic reforms to be carried out. With
reforms in place, the economies of these countries can more
reac¢ily grow their way out of the debt morass. As policy
reform is enacted, the country's creditworthiness will
increase, resulting in an appreciation in (or "capital gains"
from) the value of this debt. These capital gains are what
fund the reduction of interest paymeats.

In brief, the plan would work as follows:

o] The IDF would invite banks to +ender at a discount
some or all of their existing medium/long term claims on a
participating debtor country.

o For those offers acceptad by the IDF, the facility
would issue in exchange negotiable zero-coupon bonds (2CBs)
with a maturity of B8-12 years, depending on the situation
of the debtor country. The market value of these bonds
when issued @ould egual the value of the Sebt as tendered
by the banks to the IDF.

L] The IDF wourld work with the debtor tommtry govermment
in its reform anid adjustment efforts, apd the debtor
country would make interest payments to the IDYF.

-- The amount of these payments would be based on 2
target interest/GDP ratio for the country, and the
target would gradually increase over the program
period. This target would delink interest payment
levels from export levels, to avoid either encouraging
overvalued exchange rates or discouraging export-led

growth.
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0 At the end of the program period, with the debtor
country's creditworthiness having improved, the debtor
country would obtain commercial financing at rates’
comparable to rates on their current debt and turn the
proceeds over to the IDF. It is not necessary for any
country to be fully creditworthy for these sales to raise
enough money to provide the IDF with sufficient funds to
retire zero coupon bonds issued for the participating
countries' programs.

o] To set individual debt relief targets (in terms of the
present value of interest relief) for each country
participating in the plan, a formula is proposed which
takes into account the objective facters of per capita
income, and changes in per capita income and terms of
trade. For example, countries with lower per capita income
and a greater decline in terms of trade would be eligible
for more debt relief. Thus, secondary market discounts,
which often reflect countries' prior actions in servicing
debt have no influence on the debt relief offered and an
important moral hazard is avoided.

o The analysis in this paper shows that, under
reasonable assumptions, the program can be carried out with
a higi: probability of no net outlays by creditor country
taxpayers. Willingness of creditor countries to provide
$5-10 billion would enhance the benefits of this program,
but is not necessary for its implementation.

o] Bank participation is voluntary ané the plan is fully
consistent with our case-by-case &approach because the
specifics of the plan would reflect the particulars of each
country's situation.

- The plan also complemerts and supplements the
program for Sustained Growth because economic reforms
leading to renewed creditworthiness could lead to
reneved voluntary commercial bank lending, especially
in the later years of the program when the country
needed greater financing as it rvesumed growth.

We believe that thewse features meet the criticisms leveled
against earlier debt facility pLoposals.

As an example of how the facility would operate, we examine
the case of Argentina. Argentina currently owes 4.6 percent of
its GDP for interest on medium/long term bank debt. We believe
that if this interest burden could be significantly reduced for
several years, it would provide Argentina both the economic and
political space needed to readjust its economy toward future

economi¢c growth.

Al
2\
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Under the suggested level of interest relief presented in
this paper, which can be provided with no cost to and no cash
outlay by creditor governments, Argentina would qualify for
about $14 billion worth of interest relief. The IDF would
negotiate with Argentina specific and significant reforms (e.d.
unification ancd deregulation of exchange rates, and elimination
of fiscal deficit through surh measures as privatization of the
state 0il andé telephone companies) that, if actually carried
out, could, for example, lower Argentina's interest payments or
medium and long term commercial bank debt to 1 percent of GDP
for 5 years, followed by a gradual annual increase of .3
percent cf GDP. In the tenth and last year of the program,
Arcentina would be able to resume full payments of contractual
interest. At the end of the program, assuming steady economic
growth of 7 percent (3 percent real growth after adjusting for
dollar inflation) as a result of reforms, these payments would
represent only 2.5 percent of GDP, down significantly from the

current level of 4.6 percent.

In order to provide the initial debt relief with no cash
outlays, the IDF would purchase and hold $32 billion of
Argentina's total $41 billion medium and long term commercial
bank debt. The remainder of the bank debt would be directly
serviced in full. In order to pay for the debt it purchases,
the IDF would issue zero coupon bonds (2CBs) with a maturity of
10 years, the length of the program. These bonés would be
backed by creditor governments. While the secondary market
value of the Argentine debt is currently 27 cents on the dollar
based on the very thin market, we are assuming in this study
that banks, on average, reguire 43 cents on the dollar to
induce them to exchange their debt voluntarily. The IDF would
reinvest interest payments it receives from Argentina over the
course of the program, and use these proceeds as partial
funding for retiring the ZCBs at maturity.

By the ond of the program, Argentina would have received,
in present value te:zms, a total of $13.9 billion in interest
relief. Argentina's creditworthiness would have increased over
the program period, and because of its improved ability to
service debt, Argentina would have regained access to
international financial markets for future financing needs. To
satigfy its tremeining obligation to the IDF, Argentina would
reissuc the debt initially purchased by the IDP ($32 billion).
Although dif¢ferent forms would bz appropriate, we assune for
illustrative purposes that the reissue would be in the form of
20 year fixed interest bonds paying 1% over an assumed USG long
term bond rate of 9%.
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Although its debt servicing ability would have improved,
investors may still see some risk associateé with Argentine
debt. We are assuming that the residual risk faced by
investors would require a 13% rate of return as compensation
for this risk. Since Argentina would be paying only 10% on
these bonds, it would receive approximately 80 cents on each
dollar of debt refinanced, a significant increase over the
average acquisition cost initially paid by the IDF of 43 cents
on the dollar. Argentina would turn the proceeds of this sale
over to the IDF, which, together with the accumulated interest
fund, gives the IDF a total of $35.0 billion with which to
retire $32.1 billion in 2CBs. The IDF thus turns 2 "profit" of
$2.9 billion which can be used to fund possitle losses from

programs with other countries.

Sections II, II1 and IV of this paper discuss,
respectively, operational aspects of the facility, a case study
of an IDF program fcr Argentina, and critical considerations in
proposing an IDF. Appendices include (A) discussion of
criteria for country participation; (B) method of debt purchase
used by the IDF; (C) terminating the IDF role; and (D)
technical documentation for nine other countries analyzed.

Section II: Operation of the Facility

The plan we propose involves the establishment of a
multilateral agency hereinafter called the international debt
facility (IDF). Backed by creditor country governments, the
IDF would purchase a portion of the debtor country's
medium/long term bank debt at a discount, paying for it with
IDF-issued zero-coupon bonds (2CBs). These bonds are usec here
only as one mechanism to raise capital; other means clearly’
exist. The advantage of using 2CBs is that the impact on
financial markets is minimized. Also, use of ZCBs means that
the IDF, which offers deep up-front interest relief to
participating countries, does not need to capitalize the rclief
through up front cash outlays. The deep temporary interest
relief offered by the IDF in exchange for significant policy
reform will provide a needed "breathing space" for the debtor
country. The IDF will redeem maturing 2C38s from an accumnlated
interest fund and from proceeds of bonds issued by the debtor
country at the end of the program.

How Much Debt Relief to Offer

The IDF, working with the creditor countries, would
determine a set of objective criteria for debt relief, which
would provide a target for the present value of the interest
relief to be offered. We have included an example of ean
objective level of debt relief, consistent with the

4’))
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case-by-case approach, based on per capita income, change in
per capita income, ané change in terms of trade. The details
are included in Appendix k. This formula avoids the
possibility that a country could benefit by forcing the
discount on its debt down to low levels simply by halting

regular debt servicing.

The "Program for Growth"

Once the IDF receives a formal statement of interest from a
country, it would sclicit offers from commercial banks to sell
specific loans to the IDF at a discount. The details of how
debt is acquired and paid for is discussed below. Before the
debt is actually acquired, the IDF would negotiate with the
debtor country a medium term adjustment program of from 8 to 12
years, what we will call a “program for growth". Over the
program period, the IDF would work with the debtor country
government in its structural reform and adjustment efforts, and
the debtor country would make interest payments to the IDF.

The amount of these payments would be based on a target
interest/GDP ratio negotiated with the country. These targets
would be low for several years and would gradually rise to full
interest payments on the obligations held by the IDF.

There are two reasons the interest/GDP target was chosen
over the interest/export target. First, the interest/export
target would require a country to inecrease interest payments as
exports expand, thus acting as a disincentive to export-led
growth. Second, because neither interest payments nor export
values in debtor countries are measured in local currency, use
of the interest/export target does not discourage a country
from maintaining an overvalued exchange rate. Use of the
interest/GDF ratio would reguire larger interest payments for a
given target level if the exchange rate was overvalued.

We expect that the IDF would be able to negotiate more
significant reforms than are curreatly negotiated by the IWF
and World Bank. The deep interest relief offered (with .
deferral of principal on the debt held by the IDF) should offer
the debtor country the political flexibility for é2aling with
special interests who would be affected by the reforms. It
offers the country a chance to grow out of the debt morass, and
with the higher growth rates, the opportunity for improving the
economic welfare of the middle and lower classes.

While some interest relief (perhaps in the range of 30%)
should be offered simply for participating in this program,
most should be tied to the debtor country actually taking
specific reform steps. Indeed, much of the interest relief
could be offered as a rebate on interest paid for carrying out
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specific, politically sensitive actions (such as privatization
of key parastatals, meeting fiscal targets, etc.). This will
minimize risk to the IDF since a country which does not take
action to become more creditworthy will not get significant
relief. If a reform program is suspended by the participating
country, full interest on debt held by the IDF will be
required. Countries which default with the IDF will be
ineligible for additional IFI joans and would therefore be
removing themselves from the international financial system.

Acquisition of Debt at a Discount

The commercial banks would make their offers to sell
specific medium/long term debts of the debtor government at a
discount using sealed bids, much like T-bill transactions.
mhis would minimize the cost of this debt to the facility by
having the IDF purchase along the "supply" or "offer" curve for
this debt. This is discussed more fully in Appendix B.

Wwe propose that the IDF only buy debt contracted or
guaranteed by the debtor country government prior to creation
of the facility. This would avoid the possibility of
governments borrowing or assuming commercial debts simply to
create more debt that could be eligible for IDF purchase. The
IDF woulé buy debt starting with the most deeply discounted
loans up to the amount turgeted to meet the IDF objectives.

The IDF would purchase this debt with zero-coupon bonds
which it would issue. These negotiable bonds would mature at
the end of the program period agreed to with the debtor
country. The bonds' market value when issued would be equal to
the value set voluntarily by the bank in its offer of sale to

the IDF,.

At the end of the program period, the debtor country would
agree to refinance the face value of the debt that was
purchased by the IDF by issuing fixed rate market interest
bonés. These bonds may have to be s0l1d at & slight discount
(higher effective interest rate for the buyer) but under
reasonable assumptions should provide the ID¥ sufficient funds
to redeem the matoring ZITBs.
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Section III: Illustration - A Case Study of Argentina

For purposes of illustrating this propcsal, we will
describe how this could be implemented for Argentina. The
Interest Reduction Scenario (Table III-1) lays out in some
Getail the operations of the IDF for Argentina. (The table
locks much more complex than it actually is.) It examines a
"yhat if" for the fcurteen yea~s following the date in the
upper right hand corner (12/21,58). All of the numbers in the
table are computed from the assumptions listed a® the top of
the table (above the dates) and a few base year numbers listed

for 1989 {placed in boxes).

Column 1 of the assumptions at the top lists the interest
rate on mecdium/long term debt to commetcial panks (LIBOR plus
spread); assumptions on nominal growth rates for GDP anc
exports with the IDF program in place; and information on the
acquisition cost of Argentina's bank debt by the IDF. The
second column indicates the lonc-term USG bond rate at which
the 7ZCBs issued by the IDF wouléd accumulate interast; the
maturity date of the ZCBs (basel on the length of program); the
projected value of Argentine debt at the end of the program;
ané the range for the amount of Argentine debt to he held by
the IDF during the program. The latter items can be used to
examine the effect of the IDF buying different guantities of
debt, e.g., the break~even amount or all the debt. :

The thizd column describes a typical scenario that coulé be
negotiated between the IDF and Argentina. Given the target
deb: relief of approximately $14 billion calculated in Appendix
A, the IDF and Argentina could agree that Argentina would
benefiv from a 10 year progran, wherse interesrt payments to
commercial banks on medium/long term credits would be limited
to 1 percent oL GDP for 5 years and would gradually be
increased annually by .3 percent of GDF. ,The value to
Argentina at the beginning of this program of this relief from
paying. full interest is given on line 10 under the fizst text
column, Jabelled “Now." '

Currently, Argentina is spending about 4.6 percent of its
GDP cimply paying interest on its medium/long term bank debt,
as reflected in Jire 5. This line is based on the interest
payment calculated on line 4, which in turn is simply the
interest rate assumption at the top applied tc the madium/long
term debt listed on line 3. MNote that this figure (line 4) is
assumed to be static for the purposes of examining this
scenario. We would expect that this figure would increase as
the country borrowed sdditional funds for growth enhancing
purposes. Lines 1 and 2 show GDP and exports growing at the
rate assumed at the top of the table. These growth assumptions

el
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are critical to the effectiveness of this debt relief stratecy,
which has Argentina growing its way out of its debt problems.
The 7 percent growth assumptions include 3 percent real growth
and 4 percent dollar irnflation.

With the interest to GDP targets listed onm iine 7, the
taLbie computes on line 8 the interest that Argentina can pay to
meet these targets. The difference between the interest
Argentina would pay under this plan and the interest owed (line
4) is the required interest savings (line 9). Line 10
computes the value "now" of the future interest savings (each
interest payment is assumed to be made at the end of the
year). These present values show the amount of money, which,
if invested "now" in a bank paying LIBOR as the interest rate,
would grow to the interest savings listed at the end of the
year in guestion. The sum of the present value calculations
for each year is given under the "now" column ($13.9 billion)
ané is the value to Argentina of this debt relief.

In order for the IDF to reduce Argentina's interest to omne
percent of its GDP in the first year of the program with no IDF
cash outlays, it must acguire $31.8 billion (line 13) of
Argentine commercial Gebt, leaving $8.8 billion with the
commercial banks (line 12). Since Argentina need pay only
$.744 billion to the banks on debt remaining with the banks
over the life of this program (line 15), additional interest
payments can be made to the IDF (line 16) and still leave
Argentina within the limits of interest payments agreed to on
1ine 7. The IDF would reinvest interest payments it receives
from all participating countries in a special fund at LIBOR.
Argentina's portion of this fund is given on line 17. These
funds would accumulate and be used as partial funding for
retiring the 2CBs used to pay for the bank debt acguired by "the

IDF.

At the end of the program period in 1998, the zero coupon
bonds mature. Based on the average acguisicion value and the
length of the program period (10 years), the IDF would bave to
pay investors om average 1.01 times the value of the debt
purchased; in this case 1.01 times 31.8 is 32.1 billion
dollars. The IDF bas in its Argemtina mccount the interest
acecmulated up to the end of 1997 ($6.476 billion) plus the
interest sccriaed during 1998 ($.486 billien, not shown on
table) plus the interest Argentina pays to the IDF during 1998
($2.676 billion) for a total reserve of $9.638 billion.

Part of the arrzngement with Argentina was tnat Argentina
would reissue the debt that was purchased by the IDF ten years
earlier. Argentina could meet this obligation by issuing bonds
(say fixed interest at the then current market rates with a 20
year maturity) and offering these bonds to investors. Since



-10~

investors would (according to this scenario} still see some
additional risk in Argentine paper, they would demand higher
than market interest rates, thereby paying less than 100
percent of the value of the debt issued. The third item in
column 2 of the assumpticns lists a value (.8) which'reflects
the expected creditworthiness of Argentina at the end of 1998
after the reforms have taken place. Using this value, we
assume that Argentina woulcé be able to sell its debt at 80
cents on the dollar.

Line l4a shows the funds raised by Argentina at the end of
1998 ($25.5 billion). These funds are then turned over to the
IDF which, with the accumulated reserves (of $9.6 billion),
gives the IDF a fund of $35.0 billion. After the ID¥ redeems
the zero coupon bonds for $32.1 pillion it has a “profit" of
$2.9 billion. This profit can be used to funé possible losses
in programs for other countries.

Line 20 shows Argentina's debt to other (official and short

term commercial) creditors. Tne last two lines show the pre-
and post-IDF ratios for Argentina's total external indebtedness.

Section IV: Background - Critical Considerations

Wwhy such a plan is needed: The premise of the Program for
Sustainec Growth is that midcle-income debtor countries can
grow out of their debt burden with the right combination of
economic reforms supported by external financing. $20 billien
in support for structural acjustment from commercial banks was
anticipated during the 1986~-885 period, but more than half of
this has materialized in only a few countries with the largest
absolute debt levels. However, while these new money
facilities have been established, most banks have increased
their loan loss reserves and have reduced vherever possible
their exposure to basvily indebted countries.

The net financial flow is now Airected out at an alarming
rate. The outflow £rom heavily indebted (World Bank 17)
countries, which began in 1983, reached £424.8 billion in 1986
and continues at about $20U billion per yexr. This sum, which
represents disbursements of medium and long~term extercal loans
minus interest and amortization payments on medium and
long-term debt, is adlditional to the vast suas which have left
the region during this decade in the form of capital flight
because of inappropriate economic policies and poor investment

climate.

For their part, many debtor countries have begun the
process of economic reform, but domestic political concerns and
cultural factors, combined with real economic constraints,
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still impede implementation of the more difficult structural
adjustments. IMF and Wworld Bank policy-based lending programs
cannot compensate fully for shortfalls in commercial bank
financing and domestic costs of structural reforms.

A solution to this cdilemma, at least for countries meeting
the objective criteria of per capita income and recent changes
in per capital income and in terms of trade (outlined in
Appendix Aj, is a temporary respite from debt service
payments. This relief is equivalent to an inflow of capital
that can promote growth and is conditioned upon implementation
of necessary economic reforms. This respite would permit time
and resources needed for adjustment and renewed growth. With
renewed growth the country would resume interest payments at
the contractual rate and realize an increase in credit-
worthiness, laying the groundwork for future external financing.

Some argque that a government debt relief initiative is
neither necessary nor appropriate; that a "market workout" has
been taking place ané will continue. But economic analysis and
empirical evidence is to the contrary. "Market" schemes tried
to date have failed to produce significant real debt relief
because they have been based on swapping one risky asset (bank
loan) for another risky asset (bond). Attempts to capture a
ndiscount" on LDC debt as a vehicle for debt relief cannot
succeed without an intermediary because the asset for which the
debt is swapped carries its own merket discount associated with
the continued risk of nonpayment. Acting in its allocative
capacity, government can serve as an intermediary - in this
proposal, via an international debt facility - to facilitate
actions by a debtor country leading to an increase in
creditworthiness, which results in an increased value of
outstanding debt owed by the country, and to ensure that the
debtor country captures the benefits of this increase.

Why a debt plan is needed now: The experience of Latin
America, whare gﬁ percent of global middle income Gebt is
locatef, demonstrates clearly why this plan is needad, but the
plan could 2lso be applied to middle-income debtors outside
this region. ln Latin America, fragile new democracies &re
f£acing the sixth year of 2 period of disappointing growth, and
a round of presidential elections. AS 2 pumber of countries,
such as Ecuador, Bolivia, Mexico, ant Argentina, have
experienced and continue to grapple with painful economic
circumstances, domestic pressures are building against
administrations which have taken a respongible attitude towards
debt management and which have tried to fight against
long-entrenched cultural and political obstacles in order to
implement sound economic policies. Failure to recognize these
pressures and failure to deal realistically with the underlying
problems makes it likely that less —~nderate and less

287
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cooperative leaders will gain power throughout the region. For
example, a left-wing candidate in Mexico won a substantial
number of votes with an anti-debt campaign, anc statist
candidates who might attempt moratoria on debt payments are
gaining ground in presidential sweepstakes next year in orazil
and Argentina.

Wwith the significant reserves recently taken by some banks,
writedcwns taken by others, and the gradual rebuilding of
capital, the international banks are far more secureé than in
1962 and 1983 when the debt crisis appeared more threatening to
the system. Also, many of these banks have made clear through
their actions that they are willing to participate in
innovative approaches to debt management, including debt
reljef. For example, Chairman Robinson of American Express and
others have examined or are actively formulating plans for
dealinc with the debt situation. Given growing support for
debt relief in academia, the World Bank, and Congress, it seems
inevitable that debt relief will come. It is most important
that it be done right. An analytic foundation must be laid to
ensure that whatever debt relief strategy is adopted will best
meet both our domestic and foreign policy concerns.

Costs: An IDF could be run.in several different ways, with
different cost ramifications. The proposal outlined in this
paper would involve no enst and no outlayes by taxpayers of
creditor countries. The IDF would be funded by creditorx
countries through callahle capital. Paid-in capital, which is
a current budget outlay, may not be necessary if the
administrative mechanism of the IDF could be kept small enough
to be handled within existing World Bank staff and office
resources. (Callable capital is a promise to meet obligations
of the IDF in the future and becomes a budget outlay only if
"called.")

It may be desirable to have 2a small amount of paid-in
capital supplied by the creditor countries (say 58%) which could
be returned with interest at the termigation of the IDF in 12
years. The total amount of callable capiial nesded to back the
zero~coupon bonds (ZCBs) issued by the IDF would be determined
&y the number of countries entering the progiam, the amount of
medium and long term coumercial debt off2zed by banks, and the
discount &t which banks offer the debt.

The scenarioc described in this paper covering 10 Latin
American countries would reguire about $150 billion of total
capital of which only $7.5 would be paid-in. The IDF would
receive interest payments from debtor countries over the life
of the program, and redeem maturing 2CBs from the accumulated
interest fund and from proceeds of bonds issued by the debtor
country. Appendix Table ¢-2 summarizes the IDF-held account

A
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for the 10 countries examined in this study and shows a small
surplus at the terminaticn of the IDF after 12 years

mhere is a small risk to the suppliers of callabie capital

for the IDF in that a country which beqgins an IDF program may
not see the proaram through entirely. A major political

shakeup, for instance, might cause a new government to renounce

the IDF program. We view pulling out of the program as very

unlikely, however, because a defaulting country would face the

sanction of ineligiblity for further IFI lending, thereby
losing access to lF] programs a&s well as future commercial

lenéing.

I1f the IDF had to utilize a part of its callable capital
pecause of withdrawal of a country from the program, it would
not affect the Worldé Bank because the IDF debt relief
activities would be fenced off from regular Bank operations.

mhe existence of the IDF would not affect the credit rating of

the World Bank because its borrowing would be backed by the
cred:itor countries. The World Bank owes its excellent credit
ratinc not to the guality of its loans but because they are
guaranteeé by the full faith and credit of the OECD countries

Willingness of Banks to Participate: Willincness of banks
tc participate in this program coula vary greatly from bank to

bank. Banks wnich expect to be working with a debtor country

in the long run will be less willing 0 sell dept at a discount

than barks which have no desire to lend new money to the
courntry. Banks with a strong capital base are more likely to
be #illing to cake the loss associat-ed with a sale than a
poorly capitalized bank. Both kinds of banks, however, may

have a real incentive to exchange existing loans With uncertain
payments for an asset with certain payments. On the whole, the

offers made by banks in the Mexican debt restructuring plan
support this view, that banks would be willing to exchange

ascets at a price which represented a break-—even point for the

individual bank.

We wonld expect that at low prices, very fzw banks would

willingly offer their LDC debt into the nmarket for sale, while

at some bigh price, all banks would make such an offer. The

relaticnship betwzen the guantity of debt that would willingly

pe offetred and the price is discussed in more detail ix
Appendix B. We assume that banks which choose not to sell
rheir debt to the IDF because of prevailing low rarklet prices

stand to gain significantly from the implicit capital gains in
the increased value of their debt as the debtdr countiy carries

out significant economic reform under IDF auspices. To avoid

this "free rider" problem, regulatory changs. may be decirabie

(see Appendix B for discussion of possible changes).
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It should be noted that the scenario set forth in this
paper is based on completely voluntary participation by the
banks. We assume that the IDF would expect countries to
service fully the existing debt which the IDF does not
purchase, as well as any new debt. Even in this case, the plan
works, with minimal or no capital outlays by creditor
countries. The plan might work even better with a greater
capital outlay so that the IDF cculd purchase all outstanding
debt. &Xlternatively, some observers have noted that the plan
could work better, both in helping to avoié the "free rider"
problem and in encouraging new lending, if regulatory changes
made new debt service senior to existing debt. Another
alternative would be for the IDF to encourage the debtor
country (and the banks) to negotiate reduction in debt service
owed on existing debt not purchased by the IDF.

Regulatory changes might also be considered because of the
gxisting accounting structure used by banks. For instance,
some banks may prefer to continue to receive some stream of
income (ag in interest-bearing bonds) after selling their debt
to the IDF, rather than receive in exchange zero-coupon bonds
with & relatively long maturity.



Appenéix A

Criteria for Participation

Criteria independent of the secondary market value .0of the
commercial debt shoulé be used to determine the level of debt
relief. Debt relief based on the secondary market value could
encourage countries to stop servicing their debt and thereby
drive down the secondary market value of their debt. This is
called the moral hazard problem. As an example of objective
criteria, we have chosen to use per capita income, change in
per capita income, and change in the terms of trade.

mable A-1 demonstrates one method of using these criteria
to provide debt relief targets for each country, which we have
used throughout this paper. The method involves assigning a
weight, which appears at the top of Table A-l, which in
combination with factors generated by the three criteria
de-ermines the maximum amount of debt relief for each country.
The deb: relief target gives the present value (PV) of
temporary interest reduction. The weight 85 was chosen to
provide the largest amount of debt relief consistent with the
IDF not incurring a net loss under the assumptions in this

study.

Figure A-1 shows how the factor is determined for each
category. In each case, the value of the criterion for a
country is located on the horizontal axis; the value of the
faccor is then read as the height of the grapn at that point.

- The factor for per capita income is assigned along the
linear function giving a value of 85 for a country with 2
zero per capita income and a value of zero for a country
with a per capita income of $3,010, the World Bank
graduation level for FY 1988 programs. The factor for a
country with & per capita income greater than $3,010 is
negative.

-~ In the case of the criterion change in per capita income,
the value of 85 was assigned tc a country with a -20
pezeent change (chosen as close to the lowest per capita
growth in the Latin Amegzican countries examined in this
study). A country with no cthange in per capita income is
asgsigned a factor of zeyo. Incresses in per capita
income produces a negatave value Zpor this factor.

- Pinally, for ¢the terms of txade criterion, the value of
85 was associated wich a terms of trade value of =40
percent {close to the lowest in our sample). A Zzero is
assigned if there was no change. Countries with improved
terms of trade are assigned a negative value.




Appendix A
Pagce 2

Table A-2 shows the calculation of changes in the terms o:
trade based on a comparison of the average terms of trade for
1975-79 and for 1983-1987.

The average debt reduction factor is a simple arithmetic
mear. of the three factors. This factor is then applied to the
stock of medium/long term bank debt (column 2) to determine the
last column, the target debt reduction.

,bg



INTERNATIONAL DEDT FACILITY

EXAMPLE OF OCBJECTIVELY DEVERKIKED DEBT RELIEF TARGETS

Heximum Parcentage Debt Reductlzn for each Factor:

Country
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TABLE A-2

TERIS OF TRADE

Index, 1980=10C

Avg Avg

1978 t578 iort 1578 o9 1980 1981 1982 1983 1984 1985 1986 1987 S-79 8187

Brazil 128.7 1377  169.4 30 185 100 8s s 78 86 8 o6 89 132.5 8s.8
Mexico 64.3 4] 74.8 ie.2 80.6 130 97 82 ™ 86 ] 4} L] 72.4 3.4
Argentins 106.9 9.4 b1.0 8i.e 85.1 100 96 85 )] 99 81 ™ 78 92.8 83.6
VYenervele 49.% 3.8 &87.8 én.7 78.7 100 109 04 9 116 108 65 8 63.0 93.8
Chitz 126 116.3 154.7 10t.6 109 100 86 76 83 78 n 52 92 10&.1 8t.6
Peru .3 2.8 .S &8.2 89.4 100 8s 82 0% ] 85 88 7.0 89.4
Colombia 4.3 %.2 150.3 130 102.6 100 84 85 92 101 92 14 84 105.5 9.6
Ecuador 66.9 75.8 a2 72.3 89.1 19 100 98 81 o5 9% 75 ™ 7.1 85.0
Coata Rice 8.3 ] jar 104.6  102.5 100 86 83 85 90 38 106 1] 102.8 92.0
Uruguey 92.¢ 21.% 9.3 104.1 106.8 100 101 %6 92 98 89 108 107 98.9 % 9r.a

Oate from ECLAC, for 1973-1983 POB/TIF, for 1984-1987 FO3/FOR

IDETT.AXT  ARAZECP 7705760



FIGURE A-1

Faclor \\

-88 ~.

- 100 s 2. [F pe————
-20 -0 [} . ] 20 3

Charge In Per Capita income

-20 ) 1 1 1 1 1 1 » 40 \
20

1] 800 100 15600 2000 2600 3000 3500 4000
Per Caplta Incoma .

-100 s s x PO
-40 -20 -] » 40 (1]
Toims ol Tredo




Aooendix B

Cost of Accuirinc Bank Debt

We assume that each bank faces cifferent considerations
which affect its willingness to sell LDC debt at a discount.
Banks which expect to be working with the debtor country in the
long run will be less willing to sell than banks which want to
exit from lending to the country. Banks with more capital are
more likely to be willing to take the loss associated with such
a sale than a poorly capitalized bank.

At low prices, very few banks would willingly offer to sell
their LDC debt, while at some high price, all banks would do
s0. The relation between the quantity of debt that would be
offered willingly and price is called the offer curve for debt.

The current secondary market value for LDC debt is based o=
an equilibrium between this offer curve and a demand curve.
Currently, the demand curve is based on investors who want LDC
debt for debt-equity swaps and a few speculators. Assuming
this demand is relatively small for most countries, the current
marke: price is close to the low enc¢ of the offer curve.

Figure B-1 shows the assumed offer curve for Argentina with a
hypotheticzl demané curve. We assume both functions are
linear. Note that we placed the beginning (vertical intercept)
of the offer curve &t the current sacondary market value for
Argentine debt of 27 cents on the dollar.

For the purposes of this analysis, we have further assumed
that the slope of the offer curve is 0.4. This means that all
banks would offer to sell their LDC debt at a price 40 cents
higher than the current secondary market value. For Argentina
therefore, we are assuming that all banks would be willing to
sell all their debt for cash at 67 cents on the dollar.

The offer curve used in this study can be considered 2
pre-IDF offer curve. It is probable that the offer curve would
shift opward with the announcement of a "program fors growth"
vith a debtor country. Banks which believe the debtor country
would really nndertake the proposes reforme are likely to
decide to bold out for a higher prive for their debt. Thus, at
any given prirce for a country's debt, a smaller guantity would
be offered for sale to the IDF. 5Such a shift would increase
<he cost of scguiring debt and reduce the effectiveness of the
IDF.

This problem was addressed in the Robinson/American Express
proposal. Robinson concluded that a debt faciliity should
purchase all outstanding banx debt. An alternative is to
reduce, by administrative and regulatory action, the incentives
for banks to retain their debt in an attempt tc capture the
increased value due to the IDF. This could be done by:



Appencdix B
Page 2

-- Removing the connection between full servicing on the
unpurchasec debt and IFI lending.

-- IFI condoning of partial payments on the debt not
tendered to the IDF. :

-- Regulatory changes which make bank loans made after an
IDF program senior to loans made earlier.

If some or all of these steps are taken, the offer curve
might well nave 3 lower slcope with a significantly improved
ability for the IDF to offer deep interest relief with little
or no cost to the creditor countries backing it.

Banks will be asked to offer their debt to the IDF by
sealed bids. This method is used by Treasury to sell T-bills
and was used in the Morgan-Mexico debt exchange. This should
permit the IDF to purchase debt "along" the offer curve, i.e.,
acquire debt at a low price (high discount) from some banks and
at a higher price (smaller discount) from other banks. This
will minimize the IDF's cost of acquiring debt.

The average acquisition cost to the IDF is simply the price
on the offer curve halfway between the origin and the percent
of debt outstanding acquired by the IDF. To illustrate, in the
Interest Reduction Scenario for Argentina, the IDF purchases
about 75% of the medium/long term bank debt. At the point half
way between 0 and 75 (37.5) on the horizontal axis on Figure
3-1, the height of the offer curve is 43, the average
acquisition cost of Argentine debt. Since different banks will
be selling their debt at different prices, the zero coupon
bonds with which they will be paid will have varying redemption
values for each dollar of debt sold. This is reflected in the
Iinterest Reduction Scenirio tables for each country as the
averagz end cof program debt value (Avg End of Prg Dbt Value).

&)
2

[l
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FIGURE B-1
lllustrative Offer Curve for Argentina
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Appencdix C

Terminating the IDF Role

This paper assumes the IDF will go out of business at the
end of its l2th year of operation after helping many middle-
income developing countries resolve their debt crisis. This is
accomplished by having the participating debtor country issue
fixed interest 2(0-year bonds at the end of the program period
with the same face value as the debt originally purchased by
the IDF. These bonds have the same spread a2s the country is
currently paying over LI3OR (on floating interest debt) with
the prevailing 20-year USG rate used as the example of a
riskless interest rate. Since the risk associated with the new
bonds is likely to be somewhat higher than 100 basis points
above USG debt, they will be sold at a discount, providing the
purchaser with a higher rate of return. The proceeds of this
refinancing are turned over to the IDF to help it pay the
zero-coupon bonds at maturity. A participating country ends up
with exactly the same stock cf debt as was purchased by the IDF
at the beginning of the program but with an increased capacity
to service it. Thus debt reduction by the IDF takes the form
of interest reduction only.

For example, we have assumed Argentina would receive 80% of
the value of the bonds issued. If the USG 20-year rate were 9%
and Argentina issued fixed interest bonds at 10%, then an
investor which paid only 80 cents on tlie dollar for these bonds
would be getting a 13% rate of return. To show this, Table C-1
contains the present value calculations on a 20-year bond with
semi-annual interest payments at 10%, discounted at 13%. The
present value of such a bond is $81 per $100 of face value.

As discussed in Section IV, the IDF shcws a surplus in its
Argentine account at the end of 1998. Various assumptions for
the other countries in this analysis are shown in Appendix D.
Table C-2 summarizes the net financing of the IDF based on
those assumptions, It shows the IDF almost $1 billion in the
black at the end of 1998 when wmost of the programs are
complete. Any surplus could go to fund IFI development
programs when the IDF is phased out.

We have assumed a.-participating country would issue the new
bonds in one offering. It wmight, bowever, make sense to spread
out refinancing over several years. The country could either
start refinancing two years before its program ends or the IDF
couid horrow in international capital markets with the country
repaying it over the two-year period.

Alternatively the IDF could continue for another 10 to 20
years. During this time the IDF would issue its own 20-year
bonds in international capital markets. The country would
reimburse the IDF for its interest cost. Meanwhile, the
interest accrued in the IDF account would continue to grow,
providing a reserve fund to assure repayment of the debt.

g

1/«



ANALYSIS OF REFIKARCING IDF WELD DEBT

SPREZD: 0.8! L™ iong bond yld: G.09 Yield on refinanced bond 0.13
Foce Valuz of Dordds 100

Period 6.5 1 1.5 2 2.5 3 3.5
Payrent S 5 S S S S S

Digcount Rete
Pregsent Valuw

Perfod
Peyent
Discount Rote
Present Valud

®eriod
Payzment
Oliscount Rate
Present Value

Period
Payment
iscount Rele
Present Velue

Sua of Presint Yelues:

0.13 0.3 0.13 0.13 0.13% 0.13 0.13
4.703604 4.624778 §.162681 3.915733 3.683612 3.465250 3.259833

ss é 6.5 7 7.5 8 8.5

s 5 s 5 s S 5

0.13 0.13 0.i3 0.13 0.13 0.13 0.13
2.952927 2.401592 2.259228 2.125303 1.999317 1.880799 1.769307

n.s " 1.5 7] 12.5 13 13.5

5 5 5 5 5 5 s

0.13 0.13 0.13 0.13 0.13 0.13 0.13
1.385827 1.2G3488 1.226218 1.153529 1.085149 1.020822 N.960309

5.5 103 16.5 1 14 17.5 L] 18.5

3 5 1 5 s s S

b.13 0.13 0.13 0.13 0.13 0.13 0.13
0.7352062 0.707481 0.665542 0.626089 0.588975 0.554061 0.521217

83.13905

ARAJECP 8/1/88 I1GFREF.\X1

TABLE C-1

& 4.5 S

5 5 5

0.13 0.2 0.13
3.06£593 2.884808 2.713799

9 9.5 10

5 b b

0.13 0.13 0.13
1.66462:. 1.565758 1.472941

14 14.5 15
5 5 5
0.13 0.1 0.13

0.9033C2 0.349A31 0.799453

19 19.5 20 20

5 5 b 100

0.13 G.13 9.13 0.13
0.490319 0.461253 0.433911 8.678229



Srazit
Nexico
Argentine
Venazuels
Chile

Peru
Colomble
Ecundor
Costa Rica
Uruguey

Total

0.000
06.000
9.000
0.950
0.900
0.000
0.000
0.000
0.000
0.900

8/01/88

1950

0.008
e.176
0.052
0.420
9.009
e.012
0.6%
2.010
©.002
2.6

0.0

0.303
0.553
b.184
1.418
6.027
b.037
0.043
0.087
0.003
0.012

1992

0.973
2.188
0.3%4
2.38
0.056
0.160
0.281
0.245
0.0%0
0.026

8.399

International Debt Fecility

Accumulated Interest (8 biltion)

1993

2.196
5.393
0.601
3.264
0.205
0.400
0.541
0.500
0.018
0.067

13.094

1094

4.074
8.654
1.258
4.280
0.497
0.470
0.820
0.848
0.029
0.142

21.291

1005

6.722
12.258
2.395
5.373
0.961
0.9¢1
1.120
1.337
0.069
0.256

31.449

1996

10.272
5.95¢
4£.100
3.012
1.628
1.273
1.442
1.842
0.146
0.417

30.888

19¢7

-11.015
6.401
8.478
4£.098
2.535
1.608
1.789
1.287
0.265
0.605

14.050

1998

-11.841
6.881
2.93%
4£.405

-4£.802
2.475
-G.054
1.38
0.2819
-0.696

0.965

1999

-12.729
7.397
3.151
4.735

-5.162
2.661
-0.053
1.408
0.302
-0.748

1.037

-13.683
7.952
3.387
5.090

-5.549
2.861
-0.042
1.5%9
0.325
-0.804

1.115

2001

-14.710
8.548
3.64%
S.472

-5.966-

3.075
-0.067
1.719
0.349
-0.864

1.199

TABLE C-2

2002

-15.813
9.189
3.91%4
5.683

-6.413
3.308
-0.072
1.848
G.375
-0.929

1.289



Appendix D

Technical Documentation
for Anzlvses of Nine Other Countries

Page
Brazil D=1
Chile D=2
Colombia D-3
Costa Rica D-4
Ecuador D=5
Mexico D-6
Peru D-7
Uruguay D~8
Venezuela D=-9
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BRAZIL
Assumpt {ons °

Libor d.or3

Spread 0.01

WP X grosth 7.0%

Exports X growth 7.0%

Secondary Market 08bt Valu  0.53

Avg Debt Acaufsition value  0.67
fow

1. Projected COP (8)

2. Projected Exports {$)

3. Nedlum & Long-term Bebt-berks

4. Projected Interest on (3%

S.  Projected Sank INteredt/tdP

8. ?rojected Sank Intetest/Experts

7. Terget Senk [nterest/CDP
8. Int Payment Req to Reet (7}
9. Int Savings Req to Meet {7}

10.  Present Value of (9) fo.73
11a. Sresk-even Debt Purchese  84.3
11b. Debt Required to Keat (93

with no cesh outlay 80.7
11c. Mearbet Value of ¢1:0) 3.1

12. Principel uith benke

13. Principel with 10F

1. Country Refinencing of (13)
14a. funds to 1DF frox rofinencing

15. Interest Pald to Sorks

16. Interest Paid to &r by {-) 10F
17. Accumuloted Interdst on (18)
18. Total iInterest Paid

19. Celc Interest/cO?

20. Othar Debt
21. Interest on Othar Pebr
22. fnterest/GOP on Other Debt

23. Overell Interest/cdP (Pre-1DF)
24, Oversll Intercst/GBP (Post-I0})
ARA/ECP B8/01/88 ZUB2RA.WX1

INTERNATIOXAL DEST FACILITY
INTEREST REDUCTION SCENARIO

Long-term USG bond rate
Year 2780 maturss
Projected debt val 1997
Minismum Debt Neld by iDF
Moxizam Debt Held by IDF

fome 1990 1991 1952
215.6 2967  315.3  337.4
10.8 33.0 35.3 37.7
86.9 66.9 86.9 66.9
3.69 5.69 $.69 5.69
2.1 1.9 1.8 1.7
8.5 17.3 16.1 15.1
0.5 0.5 0.5 0.6
1377 1473 1.577  2.02%
4.31 4.21 4.1 3.66
4.07 3.65 3.n 2.74
6.2 16.2 16.2 16.2
50.7 $0.7 $0.7 $0.7
.37 317 2317 a3
0.000 0.096 0.200 0.647
0.000 ©0.096 0.303 0.97%
1.377 1473 1.577  2.02
0.5 0.3 6.5 0.6
47.6 47.% 47.6 47.6
4,048 4.046 L.046  4.048
1.5 1.4 1.3 1.2
3.3 3.3 3.1 2.9
2.0 1.9 1.8 1.8

9.0x

1997
0.95

0
66.9

1993

361.0
40.4
66.9
5.69

1.6
1®.

0.7
2.327
3.16
2.20

16.2
$0.7

1.3m7
1.150
2.196
2.527

0.7

47.6
4.046
1.1

2.7
1.8

1994

386.3
43.2
66.9
5.69

1.5
13.2

0.8
3.090
2.60
1.68

16.2
50.7

1.377
1.713
4.074
3.090

0.3

47.6
4£.046
1.0

Length of Progrem (yrs)
Avg End of Prg Db Value

Terget Bank Int/CDP

No. of yrs for terget
Ann Incr to phase out

1995

413.3
L6.2
65.9
5.69

1.4
12.3

0.9
3.720
.97
1.1¢

16.2
50.7

1.377
2.343
6.722
3.720

9.9

47.6
4.046
1.0

2.4
1.9

1906

462.2
49.5
66.9
5.69

1.3
11.5

1.0
4.422
1.26
e.n

16.2
50.7

1.377
3.045
10.272
4.422
1.0

47.6
4.048
9.9

2.2
1.9

1997

473.2
52.9
66.9
5.69

1.2
10.7

1.9
5.205
0.48
0.25

i6.2
%0.7

48.2

.37
3.028
-31.0%5
5.205
1.1

47.6
4.046
0.9

2.1
2.6

1.46
0.5
3.0
0.1

998

506.3
56.6
66.9
5.69

1.9
10.0

1.1
5.687
0.00
0.00

16.2
0.0
%0.7

$.6835
0.000
-71.841
5.687
1.1

47.6
4.046
0.8

1.9
1.9

1999

561.8
60.6
66.9
5.6%

1.0
9.4

1.0
5.687
0.00
0.00

1.2
0.0
$0.7

$.6385
0.000
-12.729
S.687
1.0

L7.6
4£.046
0.7

1.8
1.8

VASLE D-1

579.7
64.8
66.9
5.69

1.0
8.8

1.0
S.687
0.00
0.00

16.2
0.0
50.7

5.6885
0.000
-13.633
5.687
1.0

L7.6
4.046
0.7

Nos: Decenber 31,

620.3
69.4
66.9
5.69

0.9
8.2

0.9
S.co87
0.00
0.00

16.2
0.0
50.7

5.6885
0.000
-18.710
5.687
0.9

&7.6
4.046
0.7

1.6
1.6

1988

663.7
n.:
66.¢
9.4¢

0.¢
7.1

0.¢
S.et)
0.0
0.0

16.
0.«
s0.

5.386
0.00
-13.01
5.68
0.

.
4.94



CHILE
Assuwpt tons
Libor c.073
Spread 0.0%
GOP X grouth T.0%
Exports X growth 7.0%
Secondary Nerket Bebt Vel  0.69
Avg Debt Acquisition Value 0.73
Now
1. Projected G?» ($)
2. Projected Exports {$)
3. MNedium & Long-ters Debt-banke
4. Projectsd Interest en (3)
S. Projected Sank Interest/CoP
6.  Projected Bank Interest/Exports
7. Terget Sank Interaet/CDP
8. Int Payment Req te Heet {7)
9. Int Ssvings Req te Meet (7)
10.  Prescait valus of (9) 4.28
11a. Bresk-even Debt Purchese tz.s
11b. Debt Required to Heet (9)
uith no cash outley f0.3
11c. Market value of ¢1%0) r.?

12. Principel uith benks
13. Principal with ol

14. Country Refirancitig of ¢13)

14a. Funds to 10F frem refinencing

15. Interest Peid to Benke
16. Interest Paid to or by (-) 10F

17. Accumulated Inta-dst en (18)

18. Total Interest Peld
19. Calc Interest/CDP

20. Other Debt
21. Interest on Other Debt
22. Interest/GOP on Other Debt

23, Overall Interest/@P (Pre-1dF)
24, Oversll Interest/@P (Post-iDF)
ARA/ECP 8701788 2cschi.wi

1989

20.3
1.2
.7
0.99
L9
13.8

0.6
0.122
0.87
0.81

1.4
10.3

0.1218
0.000
0.000
0.122

0.6

7.5
0.64
3.1

8.0
3.7

INTERNATIONAL DEBT FACILITY
IMTEREST REDUCTICH SCEWARIO

Long-term USG bond rate 9.0%
Year IC8 matures 1998
Projected debt val 1998 0.95
Minimum Debt Neld by 1DF (1]
Maximum Debt Held by 1DF 1.7
1950 1991 1992 1993
21.7 23.2 28,9 26.6

1.7 8.2 8.8 9.4

1".7 1".7 1.7 1.7
0.99 0.99 0.99 0.99

4.6 4.3 4.0 3.7

12.9 12.1 1.3 10.5

0.6 0.6 0.6 1.0
0.130 0.139 0.149 0.286
0.856 0.86 0.85% 0.73
0.75 0.69 0.63 0.51

1.4 1.4 1.4 1.4

10.3 10.3 10.3 10.3
0.1218 0.1218 0.1298 0.1218
0.009 0.018 0.027 0.144
0.009 0.027 0.056 0.203
0.132 0.139 0.149 0.286
0.6 0.6 0.6 1.0

7.5 7.5 7.5 7.5

0.64 0.64 0.64 0.64

2.9 2.7 2.6 2.4

1.5 7.0 6.6 6.1

3.5 3.3 3.2 3.4

1994

28.5
10.1
1".7
0.99
1.5
9.8

1.4
0.399
0.60
0.39

1.4
10.%

0.i218
0.2717
0.497
0.399
1.4

7.5

Length of Program (yrs)
Avg End of Prg Dbt Value

Terget 8ank Int/GDP

No. ol yrs for target
Amn Incr to phase out

1995

30.5
10.8
1.7
0.99
3.3
9.2

1.8
0.548
0.45
0.27

1.4
10.3

0.1218
0.427
0.961
0.548

1.8

7.5
0.64
2.1

5.4
3.°

1996

32.6
11.6
"nr
0.99
3.1
8.6

2.2
0.717
0.28
0.16

1.4
10.3

0.1218
0.595
1.628
0.717

2.2

1.5
0.64
2.0

3.9
12.4
1.7
0.99
2.9
8.0

2.6
0.907
0.09
0.05

1.4
10.3

0.1218
0.785
2.535
0.907

2.6

7.5
0.64
1.8

4.7
4.4

10
1.7
0.6
4.0
0.4

1998

37.3
13.2
1.7
0.99
2.7
1.5

2.7
0.995
0.00
0.00

1.4
10.3

9.8

0.1218
0.873
-4.802
0.995
2.7

7.5
0.64
1.7

4.4
4.4

1999

39.9
14.2
"n.z
0.99
2.3
7.0

2.5
0.995
0.00
0.00

1.4
0.0
10.3

0.99%¢S
0.000
-5.162
0.995
2.5

7.5
0.64
1.6

TABLE D-2

Nouw: Decewber 31,

2.7
15.2
1.7
0.99
2.3
6.6

2.3
0.994
0.00
0.00

1.4
0.0
10.3

0.9945
0.000
-5.549
0.994
2.3

7.5
0.64
1.5

2001

45.7
16.2
1.7
0.99
2.2
6.1

2.2
0.995
2.00
0.00

1.4
0.0
10.3

0.9945
0.000
-5.968
0.995
2.2

7.5
0.64
1.4

3.6
3.6

1988

£8.9
7.4
1.7
0.99
2.0
3.7

2.0
0.993
6.00
0.00

1.4
0.0
10.3

0.994%
0.000
-6.413
0.995
2.0

1.%
0.64
1.3

3.3
3.3



CoLOMEIA
Assumptions
Libor 0.073
Spreed 0.0¢
GOP X grouth 7.0%
Exprrts X grouth 7.0%

Secondary Market Sebt Valu 0.66
Avg Debt Acqigition Valw ©.73

1. Projected COP (8)

2. Projected Exports (3)

3. Nedium & long-terd Dobit-banks

4. Projected Interest an {39

s. Projected Bark Interest/tof

6. Projected Senk Interest/txports

7. Target Sax Interost/cdP
8. Int Paysent keq to Meet (7)
9. Int Sevinga Req to Peet (7)
10. ?recent Volue of (93 0.59
11a. Bresk-even Debt Purchase 2.8
ilb. 0ebt Required to Nect (9)

uith no cash outley 2.8
11e. fYerket ¥Ysive of (11b) 2.1
92. frincipal with borks
13. Principat with IF
1. Country Refinencing of (13)
14a. Funde to 1DF frem refinencing

15. Iaterest Poid to Sanks

16. Intzrest Peld to o by (-) 1b?
17. fccumulated intorest on (18)
18. Total inter:st Peld

19. Calc Interest/CDP

20. Other Dokt
21. Interest on Other Debt
22. Interest/GOP on Other Debt

23. Oversil Interest/GDP (Pre-10F)
24, Overall Interest/adP (Post-IDF)
ARAR/ECP B/91/88 20800L.W )

1989

3.0
7.9
5.1

0.43
1.1
5.5

0.5
0.193
0.4
0.22

2.3
2.8

0.193
0.000
0.000
0.195

0.5

11.2
0.95
2.4

3.6
2.9

INTERNATIONAL DEBT FACILITY
THTEREST REDUCTION SCENARJO

Long-ters USG bond rate
Year IC8 matures
Projecied debt vel 1998
Kinimm Debt Held by I10F
Heximaw Debt Held by 1DF

1990 1991 1992

41.7 k.7 47.8

B.5 9.0 9.7
5.% 5.1 5.9
0.43 G.43 0.43
1.0 1.0 0.9
5.1 4.8 6.5
0.5 0.5 0.9

0.209 V.223 0.430
0.22 0.2% 0.00
0.19 0.7 0.00

2.3 2.3 2.3
2.8 2.8 2.8

0.1%3 0.195 0.195
0.014 0.038 0.23%
0.014 0.043 0.281
0.209 0.223 0.430

0.5 0.5 0.9

11.2 11.2 11.2
0.95 0.95 0.95

2.3 2. 2.0
3.3 3.1 2.9
2.8 2.6 2.9

9.0%
1998
0.95

0

5.1

1993

51.1
10.4
5.1
0.43
0.8
4.2

0.8
0.433
0.00
0.00

2.3
2.8

0.195
0.238
9.541
0.433

0.8

11.2
0.95
1.9

2.7
2.7

1994

56.7
1.4
5.1
0.43
0.8
3.¢

0.8
0.433
0.00
0.00

2.3
2.8

0.195
0.238
c.820
9.433

0.8

11.2
0.95
1.7

2.5
2.5

Length of Program (vrs)
Avg End of Prg Dbt value

Terget Bank Int/cOP
No. of yrs for arget
Ann Incr to phase out

1995

58.5
1.9
5.1
0.43
0.7
3.7

G.7
0.443
0.00
0.00

2.3
2.8

0.195
0.238
1.120
0.433

0.7

1.2
0.95
1.6

2.4
2.4

1996

62.6
f2.7
5.1
0.43
0.7
3.4

0.7
0.434
0.00
0.00

2.3
2.8

0.165
G.23¢9
1.442
0.434

0.7

11.2
0.95
1.5

L2.2
2.2

1997

67.0
13.6
5.1
0.43
0.6
3.2

0.6
0.424%
0.00
0.00

2.3
2.8

0.195
0.23¢9
1.789
0.434

0.6

11.2
0.95
1.4

2.1
2.1

10
1.74
0.5
3.0
0.4

1998

n.z
145
5.1
9.43
0.6
3.0

0.6
0.453
0.00
0.00

2.3
2.8

2.7

0.195
0.238
-0.054
0.433
0.6

11.2
2.95
1.3

1.9
1.9

1999

76.7
15.5
5.1
0.43
0.6
2.8

0.6
0.433
0.00
0.00

2.3
0.0
2.8

0.4335
0.000
-0.058
0.433
0.6

11.2
0.95
1.2

1.8
1.8

TABLE D-3

82.%
16.6
5.1
0.43
0.5
2.6

6.5
0.433
0.09
0.00

2.3
0.0
2.8

0.4335
0.000
-0.062
0.43%
0.5

1.2
0.95
1.2

Hou: Decewber 31,

87.8
17.8
5.1
0.43
0.5
2.4

0.5
0.433
0.00
0.60

2.3
0.0
2.8

0.4335
0.000
-0.087
0.433
0.5

11.2
0.95
1.1

1.6
1.6

1988

2002

%.0
19.0
3.
0.4y
0.3
2.3

0.5
0.413
6.00
0.00

2.3
0.0
2.8

0.4335
0.200
-0.072
0.413
0.5

1.2
0.99
1.0

1.5
1.9



piL

COSTA RICA
Assuwpt ions
Libor
Spread
GOP X grouth
Exports X grouth
Secondary Market Pabt Votu
Avg Debt Acquisition value

1. Projected GOP ($)
2. Projected Exporte (8)

0.e73
9.01
7.0%
7.0
0.12
0.29

3. Wedium & Long-tern Debt-bahks

4. Projected Intarast on (3)

5. Projected Senk Interest/oop

é.  Projecied Bank Interect/Eaporte

7. Terget Benk Interéat/edd

8. Int Peyment Ren %6 Meet (7)
9.  Int Savinge Qeq to Heet (7)

10. Present Yelua of (V)
11e. Sresk-oven Debt Purchesd
11b,

uith no cash cutley
11c. RMarket Valus of (1%d)
12. Principal with baonke
13. Principat uith P

Bebt Required to Keel (9)

0.67
1.4

1.5
0.4

14, Country Refinancing of ¢13)
t4a. Ffunds to IDF frem rafinoncing

15. Interest Paid to Senks

16. Interest Pald to or by (-) iD}
17. Acewuleted Intarost an (18)
18. Tetel interest Pald

19. Calc Interest/Gd¢

20. Other Debt
21, Interest on Other Debt
22. Interesc/cOP on Other Debt

23. Overall Interest/odP (Pre-Idt)
24. Overatl interest/GdP (Post-IDF)
ARA/ECP B8/01/88 zcach.wxi

1989

4.5
1.6
1.8
0.15
3.4
9.6

9.5
G¢.023
0.13
D.12

0.3

1.t

0.G225
0.00v
0.00%
0.023
2.5

2.4
0.204
4.3

1.9
5.0

" INTERHATIONAL DEBT FACILITY
TRTEREST REDUCTION SCEWARIO

Long-term USG bond rate
Yesr 2CE matur:s
Projected debt val 1998
Rinime Debt eld by i1DF
Hoximm Debt Neld by 1DF

1990 1991 1992
4.8 5.2 5.5
1.7 1.8 2.0
1.8 1.8 1.8

0.15 0.15 0.15
3.2 3.0 2.8
a.9 8.4 7.8
0.5 0.5 0.5

0.024 0.026 0.028

0.13 0.13 0.13

0.1 0.10 0.09
0.3 0.3 0.3
1.5 1.5 1.5

0.0225 0.0225 0.0225
0.002 9.003 0.005
0.002 0.005 0.010
0.024 0.026 0.028

0.5 0.5 0.5
2.4 2.4 2.4
0.204 0.204 0.204
4.2 4.0 3.7
7.4 6.9 6.5
4.7 4.5 §.2

9.0
1908
0.6
0
1.8

1993

5.9
2.1
1.8
0.1%5
2.6
7.3

0.5
0.029
0.12
0.09

0.3
1.5

0.0225
0.007
0.018
0.029

0.5

2.4
0.204
3.5

6.1
4.0

1994

6.3
2.2
1.8
0.15
2.4
6.8

0.5
0.032
0.12
0.08

0.3
1.5

0.0225
0.009
0.029
0.032

0.5

2.4
0.204
3.2

Length of Progrem (yrs)
Avg End of Prg Dbt Value

Target 8ank Int/cOP

No. of yrs for target
Amn Incr to phase out

1995

6.8
2.4
1.8
0.13
2.3
6.4

0.9
0.661
0.09
0.06

0.3
1.5

0.0225
0.038
0.069
0.041

0.9

2.4
" 0.204
3.0

5.3
3.9

1996

7.2
2.6
1.8
0.15
2.1
6.0

1.3
0.094
0.06
0.03

0.3
1.5

0.0225
0.071
0.146
G.09%4

1.3

2.4
0.204
2.8

1.9
4.1

1997

1.7
2.7
1.8
0.15
2.0
5.6

1.7
0.131
0.02
0.01

0.3
1.5

0.022%
0.109
0.265
0.131

1.7

2.4
0.204
2.6

4.6
4.3

10
0.69
0.5
6.0
0.4

1998

8.3
2.9
1.8
0.15
1.8

5.2

1.8
0.153
0.00
0.00

0.3
1.5

0.9

0.0225
0.131
0.281
0.153

1.8

2.4
0.204
2.5

4.3
4.3

1999

8.9

LS )
1.8
0.15
1.7
4.9

1.7
0.153
0.00
0.00

0.3
0.0
1.5

0.153
0.000
0.302
0.153

1.7

2.4
0.204
2.3

4.0
4.0

TABLE D-4

2000

9.5
3.4
1.8
0.15
1.6
4.5

1.6
0.153
0.00
0.00

0.3
0.0
1.5

0.153
0.000
0.325
0.153

1.6

2.4
0.204
2.2

3.8
3.8

How: Decewber 31,

10.1
3.6
1.8

0.15
1.5
4.2

1.5
0.153
0.00
0.00

0.3
G.0
1.5

0.153
0.000
0.349
0.153

1.5

2.3
0.204
2.0

35
1.5

1983

10.8
A K
1.0

e.15
1.4
.0

1.4
0.153%
0.00
b.00

0.3
0.0
1.5

0.153
0.000
0.375
0.3

1.4

2.4
0.204
1.9

3.3
5.3



ECUADOR
Assumptions
Libor 0.673
Spresd 0.00
GOP X grouth 7.0%
Exporte X growth 7.0%

Seconlary Merket ODebt VYelu 0.28
AV Debt fcquisition Value  0.43

1. Projected OOP (8)

2. Projected Exports (3}

3. Medium & Long-term Bsbt-tanks

4. Projected interest on {3)

S. Projected Benk intereat/GoP

6. Projected Sank Interest/Exports

7. Terget Benk Intereat/eo?
8. Int Payment Seq to Meet U7)
9. Int Savings Req to Heat (7)
10. Present Velue of (9) 1.1
t1e. Breck-even Dsbt Purchach 3.8
11b. Bebt Required to Meet (9)

with no cash atloy 4.8
11c. MHarket Value of (11b) 2.8
12. Principel with berdke
13. Principsl with 12F
14. Country Refinencing af £13)
lie. Funds to I0F from rofinatcing

15. interest Paid te Benks

16. interest Pald to or by (-) tbF
17. Accuxslated Interest an (18)
18. Total Interest Pald

19. Celc Interest/GDP

20. Other Dedt
21. Interest on Other Debt
22. Interest/GDP on Other Debt

23. Overall Interest/C® (Pre-10f)
24. Overall Interest/GDP (Post-i0F)
ARAJECP B8/01/88 2CRECUA.WKS

INTERNATIOHAL DEBT FACILITY
IRTEREST REDUCTION SCENARIO

Long-term SG bond rate
Year 2C8 watures
Prejected debt vel 1997
Rinimum NDebt Held by IDF
Maximm Debt Meld by 1DF

tono 1900 1991 1992

7.0 7.5 8.9 8.6
3.2 3.4 3.7 3.9
6.4 6.4 6.4 6.4
0.54 0.56 0.54 0.54
7.8 7.3 6.6 6.3

17.0 15.9 1%.8 13.9

2.0 2.0 2.7 3.4
§.160 0.150 0.216 0.292
0.40 0.39 0.33 0.25
0.38 0.34 0.26 0.19

1.6 1.6 1.6 1.6
4.5 4.8 4.8 4.8

0.4 0.1 0.14 0.1

0.00G 0.010 0.076 0.1%2
0.000 0.010 0.087 0.245
0.140 0.150 0.216 0.292
2.0 2.0 2.7 3.4
3.5 5 3.5 3.5
0.30 6.30 0.30 0.30
4.3 4.0 3.7 3.5
12.0 11.2 10.5 9.8
6.3 6.0 é.4 6.9

9.0x

1997
0.7
0
6.4

1993

9.2
4.2
6.4
0.54
5.9
13.0

4.1
0.376
0.17
0.12

1.6
4.8

0.14
0.238
9.500
©.376

L |

3.5
0.30
3.2

9.2
7.3

Length of Progrem (yrs)
Avg €End of Prg Dbt Value
Target Bank Int/GOP

Mo. of yrs for target
Anmn Incr to phasz out

1994 1995 1996 1997

9.8 10.5 11.2 12.0

£.5 .3 5.1 5.5
6.4 6.4 6.4 6.4
0.54 0.54 0.54 2.56
5.5 5.2 4.8 4.5
12.1 1.3 10.6 9.9
4.8 5.2 4.8 4.5
0.471 0.544 0.544 0.544

0.07 0.00 0.00 9.00
0.0% 0.00 0.00 0.00

1.6 1.6 1.6 1.6
4.8 4.8 4.8 4.8
3.3

0.14 0.14 0.14 0.14

0.331 0.404 0.404 0.404
0.848 1.337 1.842 1.287
C.471 0.544 0.544 0.544
4.8 5.2 4.8 4.5
3.5 3.5 3.5 3.5
0.30 0.30 0.30 0.30
3.0 2.8 2.6 2.5
8.6 8.0 1.5 7.0
7.8 8.0 1.8 7.0

0.93
2.0
2.0
0.7

1998

12.9
5.9
6.4

0.54
4.2
9.2

4.2
0.544
0.60
0.00

1.6
0.0
4.8

0.544
0.000
1.384
0.544

4.2

1.5
0.30
2.3

6.5
6.5

1999

13.8
6.3
6.4

0.54
6.0
8.6

4.0
0.544
0.00
0.00

1.6
0.0
4.8

0.544
0.000
1.488
0.544

4.0

3.5
0.30
2.2

6.1
6.1

TADLE D-S

2000

}%.7
6.7
6.4

0.54
3.7
8.1

3.7
0.544
0.00
0.00

1.6
0.0
4.8

0.54¢4
0.000
1.599
0.544

3.7

3.5
0.30
2.0

5.7
5.7

Now: Decewber 31,

2001

15.8
T.2
6.4

0.54
3.5
7.5

3.5
0.544
0.00
0.00

1.6
0.0
4.8

0.544
0.009
t.719
0.544

3.5

3.5
0.30
1.9

5.3
5.3

8.9
1.7
6.4

0.9
).2
1.1

3.2
0.544
0.00
0.00

1.6
0.0
A8

0.54¢
0.000
1.848
0.944

3.2

5.5
0.30
1.8

5.0
5.0



MEXICO
Assurpt fona -
Libor
Spresd
SOP X grouth
Exports X growth
Secondary Merket Debt Valu
Avg Debt Acquicition VAl

1. Projacted COP (8)

2. Prolected Exports (8)

3. Wedium & Long-terss Debt-banks
&. Projected Interest on ()

S. Projected Bank intereot/GOP

6. Projected Bork Interést/Exports

7. TVTarget Bonk Interest/GoP

8. Int Payment Req e Moot (7)

9.  int 3xvinps Rog te Mea2 (7)

10. Present Veluo of (P)

11e. Bresk-even Debt Purchas®

11b. Debt Required to Meat (9)
with no cesh outley

13c. Market Velue of (11b}

12. Principal with berks

13. Principal with i0F

14. Country Refinencing ef (139

14a. Funds to IDF from refinenc!

15. Interest Paid to Borks

16. tnterest Pald o or by {-) 1D
17. Acaumulated Interest en (18)
18. Totel Intersat Pald

19. Cale Interest/coP

20. Gther Sebt
21. Interest on Other Debt
22. Interest/G0P on Other Debt

23. Overall Interest/c5? (Pre-IDf
24, Overall Interest/GDP (Post-1D
ARAJECP 8/01/88 2CBMEX.WX1

INTERNATIORAL DEBT FACILITY
INTEREST RCOUCTION SCENARIO

0.07% Long- term USG bond rete 9.0%
0.61 Year 2C8 matures 1996
7.0% Projecied debt val 1596 0.95
7.0% Minimm Debt Reld by 1DF 0
0.52 Meximum Debt Held by 1DF &.3
0.62
fiou 1939 1990 1091 1992 1993
187.5 17.2 191.8  205.2 219.6
2.7 35.0 37.4 40.1 £2.9
64.3 64.3 64.3 64.3 64.3
8.47 5.47 S.47 S.&T S.47
3.3 3.0 2.9 2.7 2.5
f6.7 15.6 1%.6 13.6 12.8
1.5 1.5 1.5 2.0 2.5
2.313 2.688 2.7 4.106  S.466
2.95 2.78 2.59 1.36 0.00
8.2 .75 2.40 2.08 1.02 - 0.00
24.9
b L% 4
21.7
29.6 2.8 29.6 29.6 29.6
%.7. .7 34.7 34.7 %.7
]
2.5125  2.5125  2.5125  2.512%  2.512%
¢ 0.000 0.176  0.364 1.5901  2.953
0.000 0.176 0.553 2.185  5.303
2593  2.688 2.B77 &4.106  S5.466
1.3 1.5 1.5 2.0 2.5
40.8 40.8 40.8 49.3 40.8
3.468 3.468 3.468  3.458  3.468
2.1 1.9 1.8 1.7 1.6
) 5.3 5.0 4.7 4.4 4.1
¥) 3.6 3.4 3.3 3.7 4.1

1994

234.9
&5.9
64.3
5.47

2.3
1.9

2.3
5.466
0.0C
0.00

29.6
.7

2.5125
2.953
8.654
5.466

2.3

40.8
3.468
1.5

3.8
3.3

Length of Progzzm (yrs)
Avg End of Prg Dbt Velue

Target Senk Int/GOP

No. of yrs for target
Ann Incr to phsse out

1995

251.4
49.1
64.3
5.47

2.2
1.1

2.2
5.466
0.00
C.00

29.6
3.7

2.5125
2.953
12.256
5.466
2.2

40.8
3.468
1.4

3.6
3.6

1996

69.0
52.5
64.3
S.47

2.0
10.4

2.0
5.465
0.00
0.00

9.6
%7

33.0

2.5125
2.953
5.954
5.465

2.0

40.8
3.468
1.3

3.3
33

1997

207.8
56.2
64.3
5.47

1.9
9.7

1.9
5.466
0.00
0.00

9.6
0.0
N.7

$.4855
0.000
6.401
5.466
1.9

40.8
3.468
1.2

3.1
39

1.24
1.5
3.0
0.5

1998

307.9
60.1
64.3
5.47

1.8
9.1

1.8
5.4668
0.00
0.00

29.6
0.0
X%.7

5.4655
0.000
6.881
5.466

1.8

40.8
3.468
1.1

2.9
2.9

1999

329.5
64.3
64.3
5.47

1.7
8.5

1.7
5.466
0.00
0.00

20.6
0.0
3.7

5.4655
0.000
2.397
5.466

1.7

40.8
3.468
1.1

2.7
2.7

TABLE D-6

Now: Deceitber 31,

2000

352.6
¢s.8
64.3
5.47

1.6
7.9

1.6
5.466
0.00
0.00

29.6
0.0
%7

5.4655%
0.000
7.952
5.4666

1.6

40.8
3.468
1.0

2.5
2.5

1982

2001 2007
377.2 403.¢
73.6 T8.8
64.3 64.3
S.47 8.47
1.4 1.4
T.4 8.9
1.4 1.4
5.466 $.466
0.00 8.00
0.00 0.00
29.6 29.6
0.0 0.0
%.7 %7
5.4655  5.4655
0.000 0.000
8.548 ¢.180
$.466 8.466
1.4 1.4
40.8 L0.8
3.468 3.468
0.9 0.9
2.4 2.2
2.4 2.2



C}

PERV
Assumpt ions

Libor 0.0

Spreed 0.01

GOP S grouth 1.0%

Exports X growth 7.0%

Secondary Market Debt Vald 0.06

Avp Debt Azquisition valud 0.18
Nost

1. Projected GP ($)

2. #Projecled Exports (8)

3. Nadium & Long-term Debt-banks

4. Projezted Intarest on (3)

S.  Projected Benx [nteres?/tDP

é. Projected Zank Interest/Expcris

7. Targzet Bank Interedt/WP .
8. Int Payment Req te NKéet {7)
9. Int Sevings Req to Meet (7)

10. Present Vaiue of (%) 0.69

1a. 8rosk-cven Debt Purchese 1.9
11b. Debt Rzquired to Neet (9)

with no cash cutley 2.8
11c. Market valug of ¢11b) 0.5

12. Principel »ith banks

13. Principet with 1DF

14. Contry Refinsncing of {13)
14s. Furuis to 10F from refinencing

15. interest Pald to Benks

%6. interest Poid to or by ¢-5 IDF
17. Accumloted Interest on (14)
13. Totel Interest PFaid

19. Calc interost/G>?

20. Other Dzbt
7. Interest on Other Oebt
22. 'nterest/GDP on Other Debt

23. ovorell Intercst/®P (Pre-1DF)
24, Overall Intercst/GOP (Post-IDF)
ARA/ECP 8701788 2C8rERY.WXY

1989

5.8
5.7
4.8

0.1
2.4

11.0

1.0
0.160
0.24
0.22

0.168
0.000
0.200
0.%58

1.0

1.2
0.952
3.7

8.1
6.7

IHTERKATIOMAL DEBT FACILITY
IKTEREST REDUCTL{ON SCENARIO

Long-term USG bond rate
Year ICB wotures
Prcjected debt vel 1998
Rinisus Debt Held by IDF
Maxise™ Debt Held bv iDF

1990 1991 1992
8.0  19.2 20.6
‘.0 4.2 6.5
4.8 4.8 4.8
040 0.4 0.4
2.3 2.1 2.0
10.3 9.6 9.0
1.0 1.0 1.4
0.180 0.192 0.288
9.23 0.22  6.12
0.20 0.7  0.09
2.0 2.0 2.0
2.8 2.8 2.8
0.168 0.168  0.158
0.012 0.02%4  0.120
0.012 0.037 0.150
0.186  0.192 0.288
1.0 1.0 1.4
1.2 12 1.2
9.952  0.952  0.952
5.3 5.9 ‘.6
7.6 1.4 6.6
6.3 5.9 6.0

9.0%
1998
0.6
0
4.8

1993

22.0
4.8
4.8

0.41
1.9
8.4

1.8
0.3%
0.09
0.0

2.9
2.8

0.168
0.228
0.400
0.396

1.8

11.2
0.952
4.3

6.2
6.1

1994

23.6
5.2
4.8

0.4t
1.7
r.9

1.7
0.408
0.00
0.00

2.0
2.3

0.148
0.240
6.670
0.408

1.7

1.2
0.952
4.0

5.8
5.8

tength of Progrem (yr3)
Avg £nd of Prg Obt Vatue

Target Bank Int/GOP
Mo. of yrs for target
Armn Incr to phase out

1995

5.2
5.6
4.8

0.41
1.6
7.3

1.6
0.4£08
0.00
0.00

2.0
2.3

0.168
0.240
0.961
0.408

1.6

11.2
0.952
3.8

5.4
5.4

1996

27.0
5.9
4.8

0.41
1.5
6.9

1.5
9.408
0.0
0.00

2.0
2.8

0.168
0.240
1.213
0.408

1.5

1.2
0.952
3.5

5.0
5.0

1997

28.9
6.4
4.8

0.41%
1.4
6.4

2.0
2.8

0.168
0.240
1.608
0.408

1.4

1.2
0.952
3.3

0.42
1.0
.0

0.4

1998

30.9
6.8
4.8

0.41
1.3
6.0

1.3
0.408
0.00
0.00

2.0
2.8

1.7

0.168
0.240
2475
0.408

1.3

1t.2
0.952
3.1

4.4
L.4

TABLE D-7

Nouw: December 31,

1999 2000 2001
33.0  35.4  37.8
7.3 7.8 8.3
4.8 .8 .8
0.41  0.41  0.41
1.2 1.2 1.1
5.6 5.2 5.9
1.2 1.2 1.9
0.408 0.408  0.408
0.00 0.00 0.00
0.00 0.00 0.00
2.0 2.0 2.0
0.0 0.9 c.0
2.8 2.8 2.8
0.408 0.408 0.408
0.000 ©0.000 ©.000
.2.661  2.861 3.075
0.408  0.408  0.408
1.2 1.2 1.1
M2 12 .2
0.952 0.952 0.952
2.9 2.7 2.5
5.1 3.8 3.6
6.1 3.8 3.6
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1989

5.6
1.8
2.%
0.21
38
1.8

i.0
0.056
D.16
e.15

0.7
1.9

0.056
0.000
©.000
0.0%6

1.0

1.8
6.153
2.7

6.%
3.7

INTERMATIOHAL DEBT FACILITY
INTEREST REDUCTION SCENARIO

Long-term USG bend rete 9.0%X
Year 2C8 matures 1998
Projected debt val 1998 0.9
Ninisum Debt Held by IDF 0
Maximum Cebt Meld by I1DF 2.5
1990 1991 1992 1993

6.0 6.4 - 6.9 7.3

1.9 2.1 2.2 2.4

2.5 2.5 2.5 2.5

0.21 0.21 0.1 g.21

3.5 3.3 3.1 2.9

11.0 10.3 9.6 9.0

1.0 1.0 1.0 1.3
0.060 0.084 0.049 0.095
0.15 0.15 0.14 0.12
0.13 0.12 .19 0.08
0.7 0.7 0.7 0.7

1.8 1.8 1.8 1.8
¢.c56 0.056 0.058 0.056
0.004 0.008 0.013 0.039
0.004 0.012 0.026 0.067
0.060 0.064 0.069 0.095
1.0 1.0 1.0 1.3

1.6 1.8 1.8 1.8
0.153 0.153 0.153 0.153
2.6 2.4 2.2 2.1

6.1 5.7 5.3 5.0

3.6 3.4 3.2 3.4

1994

7.9
2.5
2.8
0.21
2.7
8.4

1.6
0.126
0.09
0.06

0.7
1.8

0.056
0.070
0.142
0.126

1.6

1.8
0.153
1.9

L.7
3.5

tenath of Program (yre)
Avg End of Prg Dbt Value

Varget Bank Int/cOP
do. of yrs for target
Amn Incr to phase out

1995

8.4
2.7
2.5
0.21
2.5
7.9

1.9
0.160
0.05
0.03

0.7
1.8

0.056
0.104
0.256
0.130

1.9

1.8
0.153
1.8

4.3
3.7

1996

2.2
0.198
0.01
0.01

0.7
1.8

0.058
0.142
0.417
c.198

2.2

1.8
0.153
1.7

4.1
3.9

1997

9.6
3.1
2.5
0.21
2.2
6.9

2.2
0.212
0.90
0.00

0.056
0.1%7
3.605
0.212

2.2

1.8
0.133
1.6

38
3.8

1.72
1.0
4.6
6.3

1998

10.3
3.3
2.5

0.21
2.1
6.4

' 2.1
0.213
0.00
0.00

0.7
1.8

1.7

0.056
0.157
-0.696
0.213
2

1.8
0.153
1.5

3.6
3.6

1999

1i.0
3.5
2.5
0.21
1.9
6.¢

1.9
0.213
0.00
0.00

0.7
0.0
1.8

0.2125
0.000
-0.748
0.213
1.9

1.8
0.153
1.4

313
3.3
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2000

11.8
3.8
2.5

0.21
1.8
5.6

1.8
0.213
0.00
0.00

0.7
0.0
1.8

0.2125
0.000
-0.804
9.213
1.8

1.8
0.153
1.3

Mou: Decewber 31,

i2.6
L |
2.5
0.21
1.7
5.2

1.7
0.213
0.00
0.00

0.7
0.0
1.8

0.2125
0.000
-0.864
0.213
1.7

1.8
0.153
1.2

2.9
2.9

1oar

18.¢
4.3
2.5
6.2t
1.6
L.¢

1.¢
9.213
.00
0.00

0.7
0.0
1.a

0.212%
0.000
-0.929
0.213
1.6

1.8
0.15%
1.1

e.7
2.7
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45.4
13.3
238
2.00

8.4
1s.0

2.7
1.22¢
e.77
0.72

.4
9.1

1.2258
9.000
0.000
1.226

2.7

10.6
0.90t
2.0

8.4
L 4

IRTERNATICNAL DEBT FACHLITY
THTEREST REDUCTION STENARIO

Long-term USS bond rate 9.0%
Year 2CC matures 1996
Projected debt vel 1996 0.95
Minimm Debt Meld by I1DF 0
Maximen Dett Neld by IDF 5.5
1990 1991 1992 1993
48.6 52.0 $5.6 59.5
164.2 15.2 16.3 17.4
23.5 23.5 23.5 23.5
2.00 2.00 2.5 2.00

4.1 38 3.6 5.4

5.0 13.1 12.3 1.5

3.8 3.8 3.6 3.4
1.846 1.998 1.998 1.998
.15 0.00 0.00 0.00
0.13 0.00 0.00 0.00
14.4 14.4 4.4 16,4

9.1 9.1 9.1 9.1
1.2258 1.2258 1.2258 1.2258
0.620 0.772 0.772 0.7172
2.620 1.438 2,318 3.264
1.848 1.998 1.998 1.998
3.8 3.8 3.6 3.4

10.6 10.6 10.46 10.6
0.901 0.961 0.901 0.901
1.9 .7 1.6 1.5

6.0 5.6 $.2 £.9

5.7 5.6 5.2 4.9

1994

63.7
18.7
23.5
2.00

31
10.7

3.1
1.908
0.on
0.06

4.4
9.1

1.2258
0.772
4£.280
1.998

L )

10.6
0.901
1.4

4.6
.6

Length of Progras (yvs)
Avg End of Prg Dbt Value

Terget Sank Int/COP

No. of yrs for terget
Arn Incr to phese out

1995

$8.1
C.0
23.5
2.00

2.9
10.0

2.9
1.997
0.00
0.00

14.4
9.1

1.2258
0.772
5.373
1.997

2.9

10.6
0.901
1.3

4.3
4.3

1996

7.9
2.4
23.5
2.00
2.7
9.4

2.7
1.998
0.00
0.00

4.4
9.1

1.2253
0.772
3.012
1.998

2.7

10.6
0.909%
1.2

4.0
.0

1997

78.0
22.9
23.5
2.00
2.6
8.7

2.6
1.908
0.00
0.00

14.4
0.0
$.1

1.975
0.000
4.090

2.6
10.6
0.901
1.2

3.7
3.7

1.25
2.7
j.o
1.1

1958

83.5
24.5
23.5
2.00
2.4
8.2

2.4
1.97
0.00
0.00

1°.e
0.0
9.1

1.9975
0.000
4.405
1.997

2.4

10.6
0.901
1.1

3.5
3.5

1999

89.3
26.2
23.5
2.00
2.2
7.6

2.2
1.998
0.00
0.00

1%.4
0.0
9.1

1.9975
0.000
4.732
1.998

2.2

10.6
0.901
1.0

3.2
3.2
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5.6
28.0
23.5
2.00
2.8
7.

2.1
1.998
0.00
0.90

1%.4
0.0
9.1

1.9975
0.000
5.090
1.598

2.1

10.6
0.901
0.9

3.0
3.0

102.2
30.0
23.5
2.00

2.0
8.7

2.0
1.998
0.00
0.00

104
0.0
9.1

1.9975
0.000
$.472
1.998

2.0

10.6
0.901
0.9

2.8
2.8

109.4
12.1
23.3
2.00

1.8
6.2

V.8
1.998
0.00
0.00

"
0.0
9.1

1.9975
0.000
s_kay
1.998

\.s

10.6
0.901
0.8

2.6
2.6
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FOREWORD

HoUSE OF REPRESENTATIVES.
CoMMITTEE ON FOREIGN AFFAIRS,
Washington. DC. Februarv 1. 1989.

This document is the report of the Task Force on F oreign Assist-
ance to the House Committee on Foreign Affairs, as presented to
the committee on February 1, 1989. .

The Task Force was organized in January, 1988 at the request of
Chairman Dante Fascell and Ranking Minority Member William
Broomfield. Representatives Lee Hamilton and Ben Gilman co-
chaired the task force, which was open to zll members of the com-
mittee. The task force reviewed U.S. foreign assistance programs.
with emphasis on bilateral development assistance economic sup-
port fund. and military assistance programs.

The following report was presented to the committee for further
study and review. It d _. not necessarily represent the views of all
members of the cominittee. Its purpose is o serve as a starting
point for action on foreign assistance authorizing legislation.

DaNTE B. FasceLr, Chairman.
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SUMMARY OF FINDINGS AND RECOMMENDATIONS

During the second session of the 100th Congress, Chairmar
Dante B. Fascell established a task force to conduct a review of
U.S. foreign assistance programs and activities. The task force was
chaired by Representatives Hamilton and Gilman, with all Mem-
bers of the Committee invited to participate in the review, which
included extensive meetings with executive branch officials and
non-governmental experts. The process also included a review of
pertinent studies and reports and written submissions requested by
the task force.

The following is a summary of the principal findings and recom-
mendations of the task force:

FINDINGS

The task force concluded that foreign assistance is vital to pro-
moting U.S. foreign policy and domestic interests. but that the pro-
gram is hamstrung by too many conflicting objectives, legislative
conditions, earmarks, and bureaucratic red tape.

RECOMMENDATIONS
ECONOMIC ASSISTANCE

The Committee should consider the:

—Enactment of a new international economic cooperation act to
replace the existing Foreign Assistance Act and sundry amend-
ments thereto;

—Creation of a restructured foreign aid implementing agency to
replace AID;

—Identification of four principal objectives (economic growth, en-
vironmental sustainability, poverty alleviation, and democratic
and economic pluralism);

—Provision of greater flexibility in the implementation of assist-
ance programs:;

—Provision of more effective accountability focused on results
rather than on allocations alone;

—Improving coordination with other U.S. international economic
policies, with other donors. and within country programs.

SECURITY ASSISTANCE

The Committee should consider the:

—Separation of the grant and coucessional military assistance
from cash sales authorities;

—Creation of a new defense trade and export control act to re-
place the Arms Export Control Act;

—Establishment of one military assistance account:

[y



Vi

—Provision of more effective accountability, again focused on re-
sults:

—Phasing out over a five vear period of military assistance as a
quid pro quo for base access rights.
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1. OVERVIEW OF FOREIGN ASSISTANCE
A. THE CURRENT PROGRAM

For Fiscal Year 1989, total U.S. economic and military aid is
about 815 billion. The major components are:

Development Assistance, (DA) accounting for 15.99: of the total.
The aim of DA is to promote long term economic development
through programs that help a host country use its resources more
effectively. Currently, the Agency for International Development
(A.ID.) administers over 2000 projects in the fields of: Agriculture;
Rural Developinent and Nutrition; Population; Health: Child Sur-
vival; AIDS Prevention and Control; Education and Human Re-
sources Development; and Private Sector, Environment and
Energy.

Economic Support Fund, (ESF) accounting for 23.9% of foreign
assistance. It is allocated according to special economic, political
and security needs. It is programmed in three ways: as cash trans-
fers to provide balance of payments and budget support to coun-
tries facing urgent foreign exchange requirements; as commodity
import programs to fund imports from the U.S.; and as project as-
sistance, supporting development projects.

The ESF program is currently focused on the promotion of eco-
nomic stability and political security in the Midcﬁe East and Cen-
tral America.

Food Aid, accounting for 9.9% of foreign assistance. Under
Public Law 480, surplus American agricultural gocds are trans-
ferred to needy countries through low interest loans and direct do-
nations. The bulk of food aid is provided under Title I, as conces-
sional sales in exchange for specific self-help development activi-
ties. Under Title II, feod is donated for humanitarian purposes, in-
cluding child nutrition and eme ency disaster relief. Since 1954,
the Food for Peace program has delivered 303 million metric tons
of food to more than 1.8 billion people in over 100 countries.

Military Aid, accounting for 8589 of total assistance. It com-
prises grants and some concessicnal rate loans for equipment, and
military training, provided to friendly nations.

Multilateral Assistance, accounting for 9.9% of all assistance. It
includes contributions to multilateral development banks, such as
the World Bank, and Inter-American Development Bank, and con-
tributions to economic and developmeni programs of international
organizations, such as specialized U.N. agencies working in health,
food, agriculture, and the environment.

\ | Other aid flows include Iaternational Disaster Assistance, fund-

ing for the Peace Corps, the Trade and Development Program, Mi-
gration and Refufee Assistance, the Inter-American Foundation.
the African Development Foundation, and the American Schools
and Hospitals Abroad program.

1)
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The real dollar amounts for these programs during the most
recent three years are shown in Table 1.

TABLE 1 —U S FGREIGN ASSISTANCE. 1987-88. BY MA:OR PROGRAM

Sl ORI VE

Yooz iem 3 s 323 S €23
3 : 12 15 2

16 15 L3 e

5 33 5 31

I ] 2 03 id

2 - h E , .:
3 X 3 3

B. ORGANIZATION

The Agency for International Development is the principal U.S.
vilateral economic aid agency. It is responsible for the implementa-
tion of most Development Assistance and Economic Support Fund
grograms. The geographical allocation of ESF is decided by the

tate Department in conjunction with A.I.D. The geographic alloca-
tion of development assistance is proposed by A.L.D., with State De-
partment concurrence.

A.LD. was established in 1961 as a relaiively autonomous agency
under the State Department. The A.LD. Administrator has the
ratin of Deputy Secretery of State. Currently 90 countries host
A.LD. economic assistance programs of over 31 million. There are
A.LD. missions in 46 countries. representational offices in 23. and
- regional development offices abroad. In 1958 A.LD. had 4,700
Jsinpioxees, down trom 6,000 in 1980 and 17,500 in 1968 at the
nuight of ALD. activity in Southeast Asia. About 529 of AID em-
plcyees are stationed overseas, of which slightly less than half are
fureign nationals. In carrying out its projects, A.ID. also employs
about 7.700 contractor personncl and detailees from other federal
Agencies.

The Department of Defense is responsible for most military as-
sistance. Within DOD, the Defense Security Assistance Agency ad-
ministers in Foreign Military Sales and Credit Programs and the
Military Assistance Program. Other branches of DOD participate
in planning and oversight of military aid, and in training and
veacekeeping activitiez. The State Department approves military
sales proposals to friendly countries, and is in charge of assistance
for anti-terrorism and peacekeeping operations, which come under
military aid.

Responsibility for Food Aid is shared by A.LD., the Department
of Agriculture, the Department of State, and the Department of
the Treasury. USDA has principal responsibility for determining
juantities, selection, procurement, and shipping. A.LD. is responsi-
ole for administering the program in the field, including negotiat-
ing food aid agreements and allocating grants. The Department of
State plays a major role in country allocation. The Treasury De-
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partment overseas credit arrangements. Food aid is coordinated
through an inter-agency committee, the Development Coordinating
Committee subcommittee on food aid, which operates on a consen-
sus basis.

Responsibility for Multilateral Assistance is shared. The Treas-
ury Department shapes U.S. policy toward multilateral develop-
ment banks (MDB's), including nominating and supervising the
U.S. executive directors. The State Department leads in policy-
making and budget determination concerning the United Nations
and other international organizations. A.ID. coordinates country
programs with the MDB's and provides advice to U.S. representa-
tives on proposed MDP projects. In addition, A.LD. is involved in
the developmental and technical assistance activities of the UN.
specialized agencies. Other U.S. agencies are involved in the work
of appropriate multilateral agencies. For example, USDA partici-
pates in the work of the Food and Agriculture Organization, and
the Environmental Protection Agency in the activities of the U.N.
Environmental Program.

Many of the programs counted under Other Economic Aid. such
as the Inter-American Foundation, Peace Corps, and the Trade and
Development Program are autonomous or semi-autonomous. Inter-
national narcotics programs are the responsibility of the Depart-
ment of State, and the Drug Enforcement Agency. Refugee assist-
ance programs are handled by the Department of State.

The following table shows the number of countries receiving U.S.
assistance in 1987 and 1988:

TABLE 2.—NUMBER OF COUNTRIES RECEIVING U.S, ASSISTANCE IN FISCAL YEARS 1987 AND 1988

Feomame Assaiance
Peace Kt tota! Katary Tota* alt
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1888 n 69 §1 97 100 m
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I1. TRENDS IN U.S. FOREIGN ASSISTANCE
A. TOTAL ASSISTANCE

The level of total U.S. foreign assistance has fluctuated consider-
ably over the past 13 years. In constant 1989 dollars, the program
shrank from 322.6 billion in FY 1979 to 314.6 billion in 1980. It
then rose again to 320.6 billion in FY 19835 before declining to the
current level of about $15.1 billion in FY 1989.

(Note: all figures used will be in constant 1989 dollars, unles:
otherwise noted and amounts rep:esent obligations of U.S. assist-
ance. Amounts for FY 1989, which are estimates.)

Figure 1 depicts levels of total foreign assistance, in nominal and
real terms for the period FY 1977 to FY 1989.

Special circumstances in the two peak years, 1979 and 1985, are
worth noting.

The 322.6 billion: for 1979 includes a 34.8 billion supplemental in
additional security assistance, provided to Israel and Egypt under
the Camp David Peace Accords.

The 320.6 billion in 1985 reflects the growth of overall funding
during the early 1980s, but also includes large (economic) supple-
mentals for Israel, Egypt and Jordan, to deal with short-term debt
problems, and emergency food and relief for famine-stricken coun-
tries in Africa.

Severe budget constraints have influenced the decline in aid
levels in the last four years, bringing the total available for 1989
back down to the level of aid provided in 1977.

As a percentage of Gross National Product U.S. foreign assist-
ance has declined steadily from between 2 and 3 percent of GNP in
the late 1940s, to 1 percent in the late 1950s, down to less than
three tenths of one percent tcday.! Within the last 13 years, aid
levels as a percentage of GNP follow a similar trend to that of
dollar levels: peaking in 1979 and 1985, and steadily decreasing
since 1985. The percentage figure for 1989 will be an all-time low.

A comparison with other donors reveals that the U.S. has heen
the world's leading donor of economic assistance, in terms of dollar
amounts of Official Developraent Assistance (as defined by OECD).
However, as aid from other donors rises, the U.S. contribution as a
percentage of all ODA [Official Development Assistance) is falling.

Figure 2 compares U.S. aid levels with the combined total of the
other 16 Western nations of the OECD DAC {Development Assist-
ance Committee). During the period 1977-1987, American ODA ac-
counted for 36% of assistance from all DAC members. In 1987 it
accounted for about 22% of all ODA. It is estimated that in 1989
Japan will surpass the U.S. as the world's leading ODA contribu-
tor.

' Two-tenths of one percent of GNP based on DAC figures, which exclude military assistance.
(4}
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figuea 1 Total U.S. Assistance
FY 1977 - FY 1989
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A. Compesitian by Bregram

Tabie & shows dollar lcvels of major components of U.S. a1d since
1977,

Teble &

U.S. Foreign Ard, 1927-1990, by Majur Programs

L
(in billions of constant 1989 dollars)

Year Development Food Other Multi Economic Military Total
Assistance Aid Economic lateral Support Aid
Asst, Fund
1917 §$2.2 $2.3 § .5 $2.) $3.3 $4.1 §14.7
1918 2.9 2.2 N 2.4 3.9 6,2 16.0
1979 2.6 2.1 1) 3. 3.2 1.0 22.6
1980 2.4 2.2 .9 2.6 3 3.2 16,6
1981 2.3 2.1 .8 1.7 3.0 4.6 14,9
1982 2.3 1.7 J 1.9 3.3 3.5 15.6
1983 2.4 1.7 6 2.1 3.6 6.9 17.3
1984 2.5 1.8 6 2.0 3.7 1.7 18.3
1985 2.8 2.3 o7 2.2 6.0 6.6 20.6
1986 2.6 1.8 ] 1.6 3.4 6.4 18.4
1987 2.4 1.6 o 1.6 4.2 3.5 16.0
1988 2.5 1.3 '8 1.3 3.2 5.5 14,8
1989(est)2.4 1.5 o7 1.5 1.6 5.4 15.1
1990(req)2.3 1.4 .9 1.8 3.2 5.7 15.3

These shares and trends are portrayed in Figure 3.

B2 Program Composition of U.S. Aid
FY 1877 - FY 1989
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Finally., military aid has been the largest aid category auriug
much of the post-war period. Peaks appear in the early 1930s be-
cause of Greece, Taiwan, and Korea, again in the early 1970s be-
cause of Vietnam, and the most recent peak occurred in 1985.

Grants versus loans

In the 1970s, approximately one half of the total U.S. assistance
program comprised grants, and the other half loans. Today, over
YU of the program is grant, largely in recognition of the growing
world debt crisis. In particular, military aid has switched from
being mostly loans in the 1270s to nearly all grants today. Figure 5
lilustrates this trend since 1977.

C. REGIONAL COMPOSITION

Figure 6 shows the rezional composition of U.S. aid.

T'he Middle East has dominated U.S. regional allocations during
the past 13 years. as Figure 6 shows. U.S. assistanca to the region
ranged between 35 billion and $6.5 billion annually. excluding the
Camp David-related support in 1979 and special supplementzl in
1985. 6. In most years, the Middle East received over half of all
U.S. bilateral aid.

Asia and Europe have received the next two largest shares of
U.S. aid during this period. Aid to Asia was a little over 32 billion
a vear up to 1987. With the graduation of South Korea as an aid
recipient, along with the general decline in budget levels, the
region will receive or'y about 31.6 billion in fiscal year 1989,

Aid to Europe, whare most U.S. assistance supports military base
agreements, grew frcm about 1.2 billion in FY 1977 to a peak in
the mid-1980s of 32.3 billion. Since then, it has declined to Jjust over
21 billion, largely due to the graduation of Spain as an aid recipi-
ent.

Latin America had been the smallest recipient at the beginning
of the period, with less than $1 billion a year. But in FY 1982, aid
to El Salvador and others in Central America began to grow. By
1985, total aid to the region averaged over $2 billion. Budget pres-
sgggs have forced amounts back down to about $1.4 billion in FY
1989,

Sub-Saharan Africa hes received batween $200 million and $1.4
billion in U.S. assistance annually since 1977. Famine relief in 1985
pushed the total up to nearly $2 billion for that year, but it fell
down to about 3200 million by FY 1989.
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Figure §

Grant/Loan Composition of U.S. Aid
FY 1977 - 1989

o i B B - e Y I L | A N
7T T8 70 80 &1 62 &) 04 83 88 o7 88 o
BB orants "l ioans

FYSD « estimates

tiwes s Regional Composition of U.S. Aid
FY 1977 - FY 1989

Ml 15 of eenatent 1980 §

\
\ —
1] -
7 R
10
]
]
4
2
o

T7 70 70 80 01 02 83 24 885 00 37 8 OO

B arvies EBiosa anerivs Tlawepe M aste T aieste ot
-l2=

PYOP ¢ satimate



12

The ten individual countries receiving the largest amount of aid
since 1977 can be seen in Figure 7. Israel and Egypt have been by
far the leading recipients, accounting for 47¢% of all bilateral assist-
ance over the period. Together, the ten countries have received
about 70% of ali American bilateral aid since 1979. With the excep-
tion of India, all have a strong security relationship with the
United States. In the cases of Turkey, Greece, Spain and the Phil-
ippines, this includes military base agreements.

Figure 8 shows the current major recipients. Israel and Egypt
feature even more strongly, while Spain and South Korea are no
longer aid recipients, and India receives relatively little aid now.

r'L e
a7
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Figure 9 shows the changing regional composition of U.S. post-
war assistance.

The early focus on Europe is evident. In 1989 dollar equivalents,
aid to Europe peaked at around $28 billion per year in 1950 and
1951. The emphasis on Greece and Turkey increased in the 1950s,
as it did again in 1980s.

Asia was the major recipient in the 1954-75 period. Aid peaked
in the early 1970s, then fell off abruptly after Vietnam.

The Middle East was a modest recipient until 1972-73, but has
been the largest recipient since 1976-77. Since the 1978 Camp
David Accords aid to Israel and Egypt has been a major factor in
the U.S. aid program.

Figure 9 also clearly shows the marginal roles of Africa and
Latin America as aid recipients, although aid to Latin America
grew during 1962-67 under the Alliance for Prcgress, end during
the 1980s with the re-emergence of aid to Central America.

An analysis of the real value of total aid over 44 years shows
three major periods that roughly correspond to the shifts in region-
al emphasis. In 1989 dollars, total annual assistarce:

—Averaged about $32 billion between 1946 and 1952 when

Europe was the major recipient;

—Averaged about 322 billion between 1953 and 1974, when aid

was focused on Asia;

—Averaged about $17 billion since 1974, whiie the Middle East,

primarily Israel and Egypt, have been the primary recipients.

Currently, the focus on the Middle East continues, but budget
;l)ggzsures have pushed the annual budget down to $15 billion since

D. COMPOSITION OF BILATERAL DEVELOPMENYT AID AND MAJOR
RECIPIENTS

Most U.S. bilateral development assistance is channelled through
five functional accounts: agriculture, population, health, education,
and selected activities (projects that cut across the other four ac-
counts, such as science and technology). Funding for these five ac-
counts is shown in Figure 10.
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Agriculture has been the largest program. totaling about 2900
million annually—over 509 of total development spending. More
recently, as emphasis on other programs has increased. agricul-
ture’s share has fallen to around 40

Population programs has been the second largest account for
most of the period. Family planning and other population-related
activities have been steadily funded in the range of 226¢ to 33u0
million.

Health-related programs have received increasing support. In FY
1984 Congress created an additional functional account for Child
Survival Activities. In FY 1985 funding for the two accounts was
3313 million, doubie the health budget in FY 1977. Another health
account was created in FY 1988 to assist international AIDS re.
search.

The Selected Development Activities accourt has also been the
focus of greater attention, especially programs promoting the pri-
vate sector in developing countries. Funding increasaed rrom £103
million in FY 1977 to 8257 million in FY 1985,

Education and human resources programs have received between
8130 and $160 million annually, except in the case of a few years.

Programs that are not channelled through these five accounts in-
clude Peace Corps, and. since FY 1988, the Development Fund for
Africa through which all economic assistance for Africa is chan-
nelled. Major recipients of U.S. bilateral development assistance
since 1977 have been Bangladesh, India, and Indonesia, although
currently only Bangladesh continues as a major recipient. The ten
major recipients during this period are shown in Figure 11. In the
1980s development assistance has increasingly focused on Central
America, particularly El Salvador and Honduras, as can be seen in
Figure 12, showing FY 1989 recipients.
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Pigure 13
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E. COMPOSITION OF FOOD AID AND MAJOR RECIPIENTS

The share of food aid channelled as loans fell from about 60 per-
cent of the total in 1977 to just over 50 percent by 1985, as grants
increased in response to emergency drought and famine conditions.
In recent vears, as emergency situations subsided in some parts of
Africa. loans once again neared 60 percent of the program.

The major recipient of food aid has been Egypt, during the period
FY 1977 1o 1989. Egypt's 34 billion share accounts for 19% of total
food transfers since 1977, and is nearly as much as that for all of
sub-Saharan Africa combined 34.3 billion). South Asia has also
been a focus of U.S. food assistance. where India, Bangladesh and
Pakistan have received the second, third and fourth largest shares.
Other countries in the top ten recipients are Sudan, Morocco, Peru,
Indonesia, Sri Lanka, and the Philippines. Among the current, FY
1389 recipients shown in Figure 13. Somalia, El Salvador, Guate-
mala and Jamaica have replaced Indonesia, Peru, Sri Lanka and
the Philippines.

F. COMPOSITION OF THE ECONOMIC SUPPORT FUND AND MAJOR
RECIPIENTS

The size. scope and accountability of ESF has been a continuing
matter of debate in recent years, because of its flexible nature and
potential for responding to multiple policy objectives. In particular,
Congress has been concerned over accountability of the cash trans-
fer position of ESF.

Figure 14 shows the division of ESF funds according to use: cash
transfers for balance of payments support, commodity import pro-
grams, and development project aid. It shows a growing emphasis
on the cash transfer component since FY 1979 (the first year for
which accurate data are available). The share of ESF programmed
as cash transfers increased from 45% of the total to about 60¢% by
the late 19230's. (The even larger share in FY 1985 and 1986 include
the special supplemental for Israel, Egypt and Jordan).

The share of ESF going to development projects has remained at
between 31 and 31.1 billion annually, in terms of real dollars, but
its share of the total program has declined from 339 to about 32%.

Commodity Import Programe, which used to account for about
20 of ESF, have declined sharply and now represent less than 19
of the overall program.

Major recipients of ESF since 1977 are shown in Figure 15.
During this period. ESF has been highly concentrated in Ezypt and
Israel. Combined, thev have received over 331 billion, or 64% of
total ESF transfers. The other major, but far less significant, re-
cipients, are those with which the U.S. shares a strong security re-
lationship. Today, as Figure 16 shows, Israel and Egypt remain the
largest recipients, although the shares of the Phiiippines, Pakistan
and El Salvador have increased.
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Figure 15
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G. COMPOSITION OF MILITARY ASSISTANCE AND MAJOR RECIPIENTS

Most military assistance has been programmed in three ways: as
loans bearing market interest rates; as concessional loans at about
5% interest (since 1984 only): and as grants. Figure 17 illustrates
the division of funds between these three components since 1977.

In the early part of the period, the grant portion was small, com-
prising less than 25% of the total in FY 1981. Market loans, with
interest rates up to 13¢% made up the rest. Harder loans were pre-
ferred by sorne policymakers, to discourage the growing demand for
military transfers. In 1981, as the debt servicing problems of many
military aid recipients increased, the grant portion began to grow
quickly. When all military aid to Israel and Egypt was converted to
grants in FY 1985, and a concessional loan program began, the
share taken by market loans fel. even more. By FY 1987 market
loans had been eliminated entirely. For FY 1989, the Administra-
tion requested a grant-only military program, but Congress contin-
ued to insist that at least a small portion remain as concessional
loans. Currently, grants make up 92% of the program.

The major recipient of military assistance has been Israel.
During the period FY 1977 to FY 1989, Israel has received $28.5 bil-
lion, or 39% of the total. Egypt has received the second largest
amount, although half that of Israel. The remaining major recipi-
ents since 1977 have been largely those with which the U.S. main-
tains military base agreements—Turkey, Greece, Spain, Portugal
and the Philippines. Major recipients of military assistance over
the past 13 years are shown in Figure 18. Gf these, Spain and
South Korea no longer receive assistance. As can be seen in Figure
19, showing FY 1989 recipients, E] Salvador, Morocco and Hondu-
ras have joined the list.
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1. PrincipaL FINDINGS OF THE TASK FORCE REVIEW
1. U.S. FOREIGN ASSISTANCE IS IMPORTANT

The U.S. foreign assistance prograr: is an impoertant element of
U.S. foreign policy. It serves U.S. foreign policy objectives by pro-
moting the political and economic stability of nations important to
U.S. interests. It supports U.3. national security by helping allies
maintain adequate defense capabilities and stable economies. It
serves U.S. ecorormic interesis by stimulating economic reform and
growth overseas. It promotes U.S. long-term national interest by
sustaining partnerships with other countries and enhancing their
capacity to cooperate on issues of global importance. It responds to
U.S. humanitarian concerns by helping alleviate suffering from dis-
asters and poverty and by helping to promote more equitable and
just societies.

U.S. leadership, expertise, and experience are of great value.
Even with limited resources, the program still achieves significant
results and contributes much to U.S. development interests and to
U.S. relationships with recipient countries. The U.S. foreign assist-
ance program has a positive record of accomplishment, manage-
ment, and expertise in development. A.I.D.’s overseas missions are
a unique asset.

2. THE FOREIGN AID PROGRAM OPERATES IN A CHANGING WORLD

The United States is. and will continue to be affected by develop-
ment. or lack of it. in other countries. Environmental degradation,
deforestation, depletion of the ozone layer, trade deficits, drugs.
international debt, immigration, over-population, AIDS, mediterra-
nean fruit fly . . . all affect the weli-being of the United States.
These problems pose a challenge to U.S. national interests, and
must be addressed.

Global tensions have changed. The lessening of tensions between
the superpowers and the possibilities for settlement of some region-
al conflicts create new challenges and opportunities for peace and
development.

Economic issues increasingly dominate the international agenda.
The budget and trade deficits are priorities for the United States.
Non-market economies are focusing on economic reform and effi-
ciency. Developing countries are striving to deal with external debt
while promoting domestic growth. The internationa! economic
system is being revolutionized by rapidly changi«g technology,
massive international capital flows, and instant communication.

The developing world has hecome increasingly divergent. For
most of Africa, and much of Latin America and the Caribbean, the
1980s has been the ‘‘lost decade.” Countries in Asia and the Near

24)

)
shar

.\).] :



25

East have made significant progress. Meanwhile. newly industrial-
ized countries—Taiwan, Korea. Brazil. Singapore—have gained af-
fluence and become world economic actors.

Increasing institutional and technical capacity in Third World
countries facilitates collaborative programs among U.S. and deve!-
oping country institutions. Even where GNP per capita remains
low, institutional growth enables developing countries to be part-
ners in development cooperation, rather than recipients of aid
transfers. A.LD. is beginning to develop collaborative programs in
public policy. science, technology and enterprise development. How-
ever, A.LD. procedures and management systems do not encourage
collaborative efforts.

Urbarnization in developing countries is accelerating. During the
next twenty five years, urban populations will increase by 1.2 bil-
lion in countries currently eligible for U.S. economic assistance.
This growth will have greatest Impact in low income countries. By
2000, a majority of the world's poor will be in urban areas. For ex-
ample, Kenya, with a current urban population of 4.5 million, can
expect an additional 38 million urban dwellers by the year 2025.
This growth creates both opportunities for more diversified pat-
terns of growth, as well as enormous problems of shelter, sanita-
tion, and transportation. Unmanaged urbanization in the develop-
ing world has serious consequences for the globai environment,
international health, and political stability,

Aid is only one part of complex relations with developing coun-
triies. Other econcmic issues are increasingly important. For exam-
ple:

—The major obstacle to development at present is the external
debt burden of much of the Third World. The resources that
are siphoned away from domestic investment into debt pay-
ments far outweigh aid flows. Their transfer inhibits develop-
ment and economic growth, and therefore is beginning to
th{gqten political stability and receptivity to market-oriented

icies.

~—Trade and invostment are increasingly important in relation-
ships between the United States and developing countries.

—The objectives driving military sales have evolved over time so
that they are now an element of export promotion,

—Policies on trade, debt, investmer:t, and other issues sometime
conflict with, rather than complement, the objectives of the
U.S. aid program.

U.S. foreign aesistance is a declining world resource. The United
States is no longer the major donor country—dJapan is surpassing
us as the largest donor of bilateral economic ajd. Total foreign as-
sistance has declined from 3% of GNP at the height of the Mar-
shall Plan, to 1% in the late 1950s, to less than three tenths of one
percent of GNP today !—the lowest level of any CECD member.

US. institutional and technical resources are highly relevant to
current development issues. U.S. strength lies in private enterprise,
education, srience and technclogy, and in non-governmental orga-
nizations. For developing countries, access to U.S. markets is criti-

! Two-tenths of or.e percent of GNP based on DAC figures. which exclude military assistance.
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cal to economic growth. The United States is still the country of
choice for students seeking advanced education in science, medi-
cine, and management. Collaborative ventures in science and in-
dustry between the United States and developing countries are of
mutual benefit, and are necessary to tackle current problems.

The world is increasingly reccptive to market-oriented pelicies.
The economic policies being promoted by donor orgarizations and
being adopted by developing countries have become increasingly
market-oriented over the last decade, even in non-market econo-
mies. This trend widens opportunities for U.S. economic relations
and influence.

3. THE ROLE OF THE U.5. AID PROCRAM HAS CHANGED

The theory behind the program: has evolved. The program began
with an emphasis on large resource transfers during the Marshall
Plar. shifted toward technical assistance during Point Four, to in-
frastructure during the 1960s. to basic human needs during the
1970s, and finally to the role of markets and policy reform duriag
the 19%0s. Clearly there is no one path to development. U.S. assist-
ance should focus on those types of assistance which the U.S. can
provide most effectively, and which meet the existing development
needs of a country.

U.S. foreign assistance is highlv concentrated on a few strategical-
Iv important countries. The major strategic recipients, Israel,
Egypt, Pakistan, Turkey, the Philippines, El Salvador, and Greece
receive 72% of the 311 billion provided to countries for ESF, mili-
tary, food, and development assistance. Israel und Egypt alone re-
cieve 30% of this total.

The focus of foreign assistance has changed. Over the past
decade, the balance has shifted towards the Middle Easi, to mili-
tary assistance, to grants rather than loans. and to bilateral rather
than multileteral assistance. ESF is increasingly favored by the Ex-
ecutive branch because of its greater flexibility and faster disburse-
ment.

4. THE DOMESTIC CONTEXT OF THE AID PROGRAM HAS CHANGED

Budget constraints conflict with increasing demands on the aid
program. In FY 1990, the budget deficit must be reduced by $35 bil-
lion. Yet there are increasing demands on the foreign assistance
program: there is the prospect of major new commitments in Af-
ghanistan, Namibia, Philippines, the Middle East, to U.N. peace-
keeping forces, and payment of arrears to the UN and MDBs. As
the pie shrinks, Members of Congress, interest groups, departments
and agencies will each fight to protect their particular interest. In
sum, the United States will have to do more with availeble re-
sources.

The program does not enjoy broad puolic support. U.S. public sup-
port for helping poor people remains strong, but the public does not
view the aid program as doing this effectively. The public has very
little concept of the aid program as an instrument of foreign policy,
used to advance U.S. interests. There is evidence that the public
would support development programs focused on key problems af-
fecting the well-being of the United States.
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5. CURRENT AID LEGISLATION AND ADMINISTRATION IMPEDE
EFFECTIVENESS

There are too many objectives. Scattered through the Foreign As-
sistance Act are 33 objectives. An A.LD. document lists 75 prior-
ities for economic assistance. Most, if not all, of these objectives are
probably worthy, but they are so numerous that they cannot pro-
vide meaningfyl direction or be effectively implemented. In the
field of military assistance, while there are relatively few stated ob.
Jectives, those objectives are overly politicized, leading us to expect
too ruuch in foreign policy terms from what is being provided or
sold. Mixing security, military, development, and humanitarian ob.
Jjectives makes evaluation and Congressional oversight difficult.

he program is hampered by numerous reporting requirements.
earmarks and restrictions.

Foreign aid legislation contains 288 individual reporting require-
ments to advise Congress of both one-time and continuing activi-
ties. GAO reports that AiD’s reporting requirements on the 85 bil-
lion program it mansges is second only to the Defense Department
with over $300 billion. These could be substantially reduced. by
consolidating similar reports, repealing unnecessary or low-jnterest
requirements, and removing fuifilled or out-of-date provisjons.

Earmarks, mostly in the form of specified country allocations in
legislation, have increased to unprecedented levels. For FY 1919,
929% of military aid, 98¢ of ESF, and 499 of developm~nt assist-
ance is earmarked. In recent years, the protection of high priority
recipients through legislative earmarks has considerably dimin-
ished executive branch agencies' discretionary authority over for-
eign aid allocatjons, This problem is likely to get worse as budget
pressures tighten.

ngress receives over 700 notifications of project changes each
year. This leve] of notifications focuses Congressional attention on
project changes, which are inevitable, rather than on policies and
programs.

In addition, there aré numerous directives, restrictions, condi-
tions, and prohib i i islati i

program that is driven by process rather than by content and sub-
stance.

What al: this means is that accountability of U.S, foreign assist-
ance is extensive but ineffective. Accountability is focused on an-
ticipating how assistance wil] be used, rather than on how effec-
tively it is and has been used. It can take two-and-a-half years to
plan &nd approve a project, by which time conditions have
changed, and plans need to be revisad. The burden of excessive
Congressional and A.LD./Washington accountability keeps mission
staff at their desks rather than in the field, creates a complex bu-
reaucratic process that prevents flexible Programming, and turns
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resulting in recurring proolems in accounting for cash sales and
monitoring equipment sold to foreign countries.

The aid program is spread too thin. Military assistance has fol-
lowed a recurring paitern in which a number of small programs
are proposed. then eliminated or drastically reduced due largely to
earmarking after the budget cycle is complete, creating raised ex-
pectations and ins ‘fective implementation. A.LD. has 2009 projects
in 90 countries. In addition to programs in developing countries,
A.LD. manages programs in Northern Ireland, Poland, Portugal,
Cyprus, Italy, and Oman; it manages American Schools and Hospi-
tals Abroad, and special tasks such as humanitarian aid to the Nic-
araguan Contras. Witli 16 disaster relief operations in October and
November of 1988, disaster relief alone is a major responsibility.
The wide range of foreign operations undertaken by A.LD. diverts
attention from developiment objectives. In essence, the aid program
tries to achieve too much.

There is little coordination of U.S. economic, security, and devel-
opment policies. As a result, many foreign policy decisions, for ex-
ample, on tariffs and trade, defense cooperation, debt, environmen-
tal protection, science and technolugy, public health, and immigra-
tion, do not take developmental and security considerations into ac-
count. The Development Coordination Committee (DCC) seldom
meets at a high level, and then principally only for ceremonial pur-
poses. The International Development Cooperation Administration
(IDCA) exists in name only. Coordination of policy for economic
and military assistance is insufficient. At the field level, the rising
coincidence of U.S. international economic interests with develop-
ment goals requires greater program integration and coordination.

The contribution of non-governmental organizations is important.
PVOs (Private Voluntary Organization), universities, cooperatives,
research institutions, and other non-governmental organizations
have much to coniribute to U.S. economic assistance policies and
programs. Their expertise, field experience, ability to reach certain
target populations, and the diversity of their capabilities and oper-
ating modes complement the resources of A.LD. Some 15% of de-
velopment assistance and projectized ESF is channeled through

PVO's. The research capabilities and developmental apd technical

expertise of U.S. universities are valuable resources that reed to be
utilized to deal effectively with today’s development issues. The
participation of businesses from both host and donor country in de-
velopment programs can be effective and mutually beneficial. Ef-
fective means are needed to ensure that these organizations can be
heard by policy makers.



IV. RECOMMENDATIONS
A. ECONOMIC ASSISTANCE

I. Repeal the Foreign Assistance Act of 1961 as amended. Enact a
new International Economic Cooperation Act of 1989

Changes in the internationa! environment and the position of the
United States, the emergence of global challenges to U.S. well-
being, domestic budgetary pressures . . . and the loss of public and
Congressional support for the aid programn all demand major
changes in foreign aid legislation. U.S. foreign assistance needs a
new premise, a new framework, and a new purpose to meet the
challenges of today. It is time to start anew.

A fresh start is unlikely if Congress simply revises and adds yet
more amcndments to an already clustered act. The current 500
Pages of foreign assistance legislation, developed over the past 2&
years, are strewn with obsolete. ainbiguous and contradictory poli-
cies, restrictions and conditions.

For example:

Inconsistency.—There is no consistency in the way the Act deals
with other foreign policy concerns which affect foreign assistance,
such as human rights, terrorism or narcotics. Procedures vary for
different concerns and different regions, as do procedures for Presi-
dential waivers and Congressional reviews of those waivers.

Ambiguous. —Section 531 of the Act provides authority to the
President to promote “economic or political stability.” However,
section 531(e} prohibits the President from using funds for military
or paramilitary purposes. It is not clear whether nations receiving
support under this section are prevented from using those funds to
repay United States loans for purchase of military hardware.

Obsolete.—Section 614(b) authorizes the President to use ESF
funds for Germany, including West Berlin. This section may have
geen reievant before Germany became a major foreign assistance

onor.

The numerous inconsistencies have increased with each new for-
eign assistance bil!. The difficult task of bringing some coherence
to legislation and creating a targeted and effective aid program,
that enjoys wide support, requires a new Internaticnal Economic
Cooperation Act.

2. The new International Economic Couperation Act would specify
four main foreign economic policy objectives

(i) Growth.—Encouragement of broad based economic growth,

(ii) Environmental sustainabilitv.—Improved environmental, nat-
ural resource, and agricultural management.

(iii) Poverty aileviation.—Human resource development aimed at
improving the well-being of the poor and their capacity to become
productive citizens.

(291
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gi_v) Pluralism.—Fromotion of political, social and economic plu-
ralism.

These four objectives would focus U.S. foreign assistance on four
discrete but flexible priorities, which serve the interests of both the
United States and recipient countries. They would clarify tlie pur-
pose of the program. Experience and understanding of the new
challenges indicate that these priorities will maximize the benefit
to be gained by recipicnt and donor.

Growth.—Economic growth and development in other countries
serves U.S. interests by promoting political stability as as expan-
sion of trade and investment opportunities. Growth is necessary to
improve the living standards of the rest and to enable the devel-
oping world to progress out of today's debt, environmental and pop-
ulation problems. Growth must be broad-based to reach the poor;
narrow, unbalanced growth is politically and economically unsta-
ble. Growth must be subject to the efficiencies imposed by open
markets. U.S. policy can encourage the creation of rore efficient,
more participatory, and more open economic systems.

Environmental sustainability. —Global environmental and natu-
ral resource problems have become too obvious and too urgent to
igrore. In the developing world, deforestation, pollution, and soil
erosion ceaselessly diminish the capacityv for sustainable agricultur-
al production. Deforestation and aesertification are depleting the
czone layer and threatening the entire world with global warming.
The rapid depletion of energy resources will affect the availability
and price of future energy worldwide. The degradation of the re-
source base is affecting gt.f;e capacity of the agriculture sector to
keep pace with rizing food demand. These are pressing problems
which will require international cooperation. The U.S. can assist in
the development and implementation of improved policies, technol-
ogies, and manageinent systems necessary for more efficient and
sustainable systems of agriculture and resource management. Envi-
ronmental concerns should be integrated into every program. Envi-
ronmental and other policies must be finely tuned to balance the
needs of growth with the sustainability of the resource bese.

Poverty alleviation.-~~Although much progress has been made in
reducing the worst conditions of poverty through improved public
health, better food production and distribution systems, and ex-

panded literacy and family planning programs, thc fact remains

that a staggering 2 billion peo'ple still live in poverty, increasingly
in urban areas. Thirty years of development experience tell us that
ople can rise from poverty if they are healthy and educated and
ave tlie opportunity to participate in the economy. Such invest-
ment in human capacity requires careful targeting and long term
commitment. It can result in personal well-being, & more produc-
tive economy, and & more pluralistic and stable policy. These bens-
fits, along with the additional consequences in ierms of better.
public health, more stable population, ana expanded international
markets, all promote the interests of the United States.
Pluralism.—The United States stands for political and economic
freedom. U.S. foreign assistance promotes these values both explic-
itly and i Ip}}icithv. This can be achieved through many institution-
al forms. The advancement and protection of these freedoms re-
quire responsive local government, and a well-informed and active
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citizenry. Internationally-oriented American PVOs and citizens
groups in the Third Worid increasingly are pursuing the expansier,
of choice and participation to those traditionally least involveg. It
should be U.S. policy to encourage the growth of both non-govern.
mental capacity and of effective natjonul and iocal government.

These four objectives are interrelated and mutualiv reinforcing
In pursuing them the United States car. be true to US. values and
interests, without imposing preconceived solutions on others Tr.
kev to progress in meeting these ohjectives is to recognize that the:
wil! require time. flexibility. and a system of problem solving basec
on genuine cooperation and reciprocity of benefits between natiors
Foreign assistance mus: he coordinated with other policies in pur-
suing these goals and encouraging others to pursue them.

Identifving these four basi: objectives for U.S foreign economs.
assistance does not mean that the 33 objectives currently in the
Foreign Assistance Act are to be rejected. Many of them ‘are sul.
sumed under these four priorities: for example. biological diversirv
is one principle of improved environmenta! policies. Others indj-
cate the preferred modes of operation and manner in which these
ulimate objectives are pursued; for example. concern for the role of
women in development becomes an integral part of all develop-
ment programs. A.LD.’s reporting of program results would include
explanations of how biological diversity was affected, and why or
why not women participated and benefited.

3. The new act would drau clear distinctions anong various tvpes
of economic assistance

The lack of a clear distinction between development assistance
and ESF causes a confusion of objectives and responsibilities and
makes evaluation more difficult. In keeping with the aim of clarify-
ing the purpose and key objectives of the economic assistance pro-
gram, the new act would provide a clear distinction between devel-
opment assistance and ESF. Where currently one type of assistance
is used for the purpose of the other, the funds would be transferred
into the other account.

ESF would be allocated to countries to support immediate U.S.
political, economic, and Becurity interests. After initia) allocation
decisions are made, ESF should be programmed so as to support
the four objectives of economic assistance,

The allocation of development assistance would be justified in
terms of the four policy objectives, reflecting the increased impor-
tance of these objectives in supporting U.S. national interests. DA
should be made a more flexible intrument.

4. The act would allow maximum flexibility in developing strategies
and programs for pursuing the four objectives

The new act would set down operational and policy parameters
for U.S. economic assistance programs and policies. It would avoid
most of the conditions, restrictions, directives, and earmarks of the
current act.

—Congressional notifications would be required for changes in

country levels but not for Project changes.

—Reporting requirements would be kept to a minimum.

N

),
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—Appropriation of DA funds would not be divided into function-
al accounts,

—Funds would be appropriate on a no-vear basis, thereby remov-
ing pressure to obligate funds hurriedly at the end of the fiscal
vear.

The agency would inform the Congress about specific couniry
programs and strategies it proposes, and demonstrate to th: satis-
faction cf the responsible committees why those strategies have
been selected.

It is probably unrealistic to expect to eliminate all restrictions,
conditions, and directives from the bilateral aid program. However,
the present system is unworkable and increasingly irrelevant. If
every worthy condition and directive that is proposed is accepted.
as in the past. the result is confusion, ambiguity and bureaucratic
gridl!\ock. The cumulative impact is a program that simply does not
work.

The present system results in a program that focuses on process,
on meeting legislutive and administrative deadlines and filing
forms and reports, not un the substance of activities. Currently, ad-
ministrators must find a distribution of developmenr assistance
funds that fits in with country, functional, and special program
earmarks, and still bear some relation to the needs and circum-
stances of vach particular country. ESF is earmarked almost com-
pletely on a country basis. Earmarks deny the flexibility needed to
respond to changing rneeds during the fiscal vear. They reduce U.S.

olicy leverage because recipients know that funds will eventuallv

Ee ferthcoming. With extensive earmarking. A.LD.'s experienced
and committed personnel do not have responsibility for the pro-
gram, and cannot utilize their talent and creativity. In contrast,
given today's new challenges, the premium should be on ideas, le-
verage, and long-term problem-solving. This requires flexibility,
betier use of talent, and concentration on central, long term,
issues,

3. The act would require an accountability svstem based on the
meusurement and evaluation of process toward the achievement
of the legislative mandate

Accountability would be based on careful Congressional oversight
and Executive evaluation of the impact and result of U.S. forei
assistance rather than on compliance with a multitude of restric-
tions. directives, and earmarks.

The present Congressional and bureaucratic system focuses on
how much, where, and how, the executive branch plans to spend
economic assistance dollars. Just as the requirements are too ex-
tensive to give effective direction to A.LD. so the reports are too
voluminous to be read by Congress. The accountability burden
turns attention away from what has and Lad not been achieved. In
spite of 1,300 pages of Congressional presentation, over 700 Con-
gressional notifications annually, and innumerable reports, Con-
gress does not know what actual progress is being made towards
the solution of serious global problems. Congress must be freed
from dealing with near-term operating activities, in order to focus
on critical issues of national priority, program balance, and post-
appraisal of results,
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There are three elements to a new system of accountab:lity.
ti' Clear and realistic objectives must be established.
(iiv Reporting must be results-oriented and appropriate for
assessing policies and programs.
(iii» Both Congress and the Executive branch must know wh
is responsible. ]

This will require the administrating agency to give greater pri -
ity to evaluation o” projects and programs. In addition to ongo._
evalvazion bv A.LD. and GAO. a full country review could be u::
dertaken periodically, (perhaps every five vears) by a team cn:..
posed of agency evaluation personnel and other experts from ¢--.-
ernment agencies (such as GAO [General Accounting Office! a:
OTA [Office of Technology and Assessment! and fron outside gon-
ernment. Such a review would cover all U.S. assistance activities 1n
a country.,

Responsibility should be concentrated at the level of the head c:
the U.S. mission in a country, the head of particular programs. ayc
the agency administrator.

For its part, Congress must engage in more rigorous oversight.
The House Foreign Affairs Committee oversight responsibilityv
could be centered in a Foreign Assistance Oversight Subcommit.«
or an ad hoc group with a strong staff dedicated solev to the tasi .
oversight. The subcommittee or group would be the kev point fu:
oversight of foreign assistance programs and policies. and for le:--
lative changes, working closely with subcommittees of the Hous-
Foreign Affairs Committee and with other committees that hav-
authorizing and appropriating responsibilities for the foreign assisi-
ance program. It would als. consult extensively with the executive
branch. The Congressional-Executive consultations over the impl-
mentation of the Africa Development Fund offer the beginnings of
a model of a more collaborative relationship.

6. The act would establish a new economic cooperation agency fo ad-
minister U.S. economic cooperation programs

The most effective way to remove bureaucratic cobwebs and take
up the new mandate is to create a new entity to allocate and ad-
minister economic assistance. The more precise and flexible man-
date of the International Economic Cooperation Act requires an ap-
propriate structure—an Economic Cooperation Agency (ECA), as
the successor to A.ID.

There is no one ideal structure that will resolve the numerous
organizational and administrative issues. Various organizational
models have been proposed. These should be discussed during com-
mittee deliberations and in extensive discussions with the execu-
tive branch.

There are, however, key requirements which should guide the
design of a new structure:

(i) operational flexibility and decentralization of responsibil-
ity to encourage innovative, responsive programs that seek
long term progress on development priorities.

(ii) authority and flexibility to allocate and implement assist-
ance in order to maximize achievement of the four objectives
of economic assistance.
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(iii} credible and strategically focused evaluation systems to
assess, analyze, and communicate progress toward the four ob-
jectives to the Agency and the Congress.

(iv) the need to attract talented personnel into the aid pro-
gram, both as permanent staff and in short-term positions.

{v) greater opportunities for collaboration in working toward
resolution of global problems. For example, technical institutes
could be set up, each focusing on a major issue such as re-
source management, and comprising experts from relevant
government and private entities in the U.S. and developing
countries. They would deal with global issues, in tandem with
the field missions’ country-specific strategies. This would bring
in the technical capability necessary to problem-solving, and
encourage the cooperation and support of individuals and orga-
nizations outside the government. They would also support se-
lected long-range research programs.

(vi) recognition of the important role of PVOQ's, universities,
cooperatives, and other non-governmental organizations in the
U.S. economic cooperative program. Officials responsible for
economic assistance should have regular and easy access to the
expertise and experience of such organizations, and be able to
draw on their capabilities in implementing programs.

{vii! administration of a portion of the U.S. cooperation pro-
gram through regional foundations such as the Inter-American
Foundation and the African Development Foundation, which
focus on grassroots community development.

The act will require greater coordination

Coordination is required at three levels:

(i) International Coordination.—U.S. assistance should be co-
ordinated with programs of other international donors. This
becomes increasingly important as the internationalization of
development problems continues. and as other donors expand
their assistance programs. The U.S. share of worldwide eco-
nomic assistance is large enough to be important to efforts to
coordinate international programs. U.S. development experi-
ence is a valuable asset for collaboration with newer donor
countries, such as Japan and Korea.

tii) Policy Coordination.—U.S. assistance should be coordinat-
ed with other aspects of U.S. policy. Given the increasing com-
plexity and inter-relation of internat.onal problems, coordina-
tion of policies on aid, trade, Third World debt, drugs, the envi-
ronment, international financial stability, and fiscal and mone-
tary policy are essential. None of these issues can be dealt with
in isolation.

The most commonly proposed solution is to locate responsi-
bility for coordination in the White House. The various propos-
als include: a special Presidential Advisor with a small staff; a
Deputy Nartional Security Advisor; reestablishment of the
Council on International Economic Policy; a Presidential advi-
sor who chairs an International Development Cooperation
Council with oversight over all agencies and programs invclved
in foreign economic cooperation.
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Alternatively. coordination could occur at the cabinet leve..
through a cabinet committee, or by giving one cabinet depart-
ment overall responsibility. Or, a new foreign economic coup-
eration administering agency could be given the role. Whz--
ever the new structure, the Administrator of the ECA woujc
be closely involved in coordination.

structure must be formulated Jointly by Congress and the Ag.
ministration. and mesh with the organizational structure of
the new Administration and the ECA. The new legislatior,
must identify a clear coordination authority which can be held
accountable by the Congress and the President.

(iii+ Field Coordination.—U S, programs and policies shou!d
be coordinated at the fizld mission level. For example, coordi-
nation could be improved between A.LD. private sector pro-
grams, the Foreign Comraercial Service, the Trade and Deve!-
opment Program, and the Overseas Private Investment Corv
and between A.1D. agricultural programs, P.L. 480 assistance.
and the work of the agricultural attache.

8. The act would require a simpler procurement regime for the eco-
nomic assistance pregram

U.S. economic assistance programs are covered by federal acqui-
sition regulations. These regulations are designed for agencies
which operate in the United States, not overseas. Exemption for
particular procurement is possible but only through a time-consum-
Ing paperwork process. The cumbersome procurement process dis-
courages some individuals from participating in U.S. development
assistance programs and makes it more difficult for A.LD. to work
Jointly with otier donors and institutions.

A simpler, more flexible s stem, designed for an agency which
operates overseas, would enagle a more timely response to existing
needs and couditions, thereby increasing the effectiveness of the
foreign assistance program.

9. The act would require modes of operation that maximize aid ef-
fecitveness in tackling today's problems

Key principles in increasing the effectiveness of the economic as-
sistance program are:

(' Focus on global problem-solving-—dealing with problems
common to many countries. It is in the primary interests of
the United States to focus on easing problems which affect
many nations, such as environmental degradation, AIDS, rapid
urbanization, arid agricultural production, and barriers to
market forces. Therefore, while much foreign assistance would
continue to be carricd out on a bilateral basis, the program
would aim to deal with constraints to the achievement of kev
objectives. This approach rests on cooperation and reciprocity
of benefits, rather than one-way transfers of aid.

(ii) Utilize U.S. comparative advantage. The impact of U.S.
assistance is maximized by drawing on those areas in which



36

the United States has most to offer: education and training, re-
search, public and private management expertise, technical as-
sistance, agricultural development and food aid, and private
enterprise.

(iii) Emphasize project sustainability. Too often development
projects stop the day that foreign donor funding and participa-
tion end—or before. To maximize U.S. impact on development
problems, the act would require A.LD. to focus on program and
project sustainability, particularly by seeking the broadest par-
ticipation appropriate, in both design and implementation. To
turther encourage sustainable projects, the new organizational
structure raust provide the necessary degree of {lexibility for
projects to adapt to local conditions.

(iv) Use economic assistance, both development assistance
and ESF, to promote sound e¢conomic policies. To ensure that
U.S. assistance is used effectively to mutual benefit, the act
would require that it be programmed to promote appropriate
economic policies at all levels. Economic assistance should
serve as a vehicle for joint policy dialogue, and as a means of
improving the technical and administrative capacity of gove:n-
menis to devise and implement suitable policies.

In addition, the act would require that the ability and will-
ingness of the recipient to use assistance efficiently be taken
into account in deciding where and how funds should be pro-
grammed. Countries willing to adopt necessary policies should
be supported. This requires the establishment of specific crite-
x_'\i? {to measure country performance, as under the Fund for
Africa.

If U.S. assistance i5 used wastefully, siphoned off by corrup-
tion, or used to support bad and inefficient policies, it cannot
achieve the purposes for which it was intended. This is more
likely to hinder economic growth and to be economically and
politically destabilizing, and therefore be antithetical to U.S.
economic and political interests and objectives.

(vl Adapt the foreign assistance program to the debt situa-
tion. Success in pursuing the four objectives of U.S. economic
assistance depends on the resolution of the debt crisis. The
debt burden has stymied economic growth and brought consid-
erable economic and social adjustment and suffering. Contin-
ued economic stagnation and adjustment threatens not just
economic stability but also political stability, particularly in
countries with nascent democratic institutions.

There is no single solution, but foreign assistance can con-
tribute towards easing the problems caused by the debt
burden. U.S. assistance should be provided on a grant basis, as
has been the case in the last several years. In keeping with
this policy. reflows from previous foreign assistance loans
should be allowed to be redirected into development activities
in the debtor country. rather than returned to the U.S. Treas-
ury. Such use of reflows should be used to reward countries
which implement necessary domestic policy reforms.

Authority should also be given for the use of U.S. economic
assistance funds to purchase debt at discount, with the local

4)L(>
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currencies then used for development Projects which require
local expenditures.

U.S. government officials should be encouraged to work with
host country officials, other donors, international organiza-
tions, U.S. commersial banks, and with various non-govern-
mental organizations that are seeking innovative mechanisms
to reduce the debt burden of developing countries

10. The act would authorize cooperative development relationships
with advanced developing countries [ADCs)

Advanced developing countries, such as Morocco, Jordan, and
Costa Rica, are approaching the point where they may no longer
require concessional assistance. QOthers, such as Taiwan, Korea,
Brazil, and Argentina have already “graduated” from the U.S. aid
program. How:e.ver,'ma.ny. have important. development problems

up development relationships with a country, and then to suddenly
drop them when concessional assistance is no ionger required. This
means cutting those links just when the other country is most able
to contribute to the partnership, and when U.S. benefits from gov-
ernmental, university, and private sector are increasing.

The Economic Cooperation Agency would be authorized to devel-
Op new ways to sustain and nurture those wcll-devgloped relqtion-

B. MILITARY ASSISTANCE

1. Consolidate military assietance :%to one funding source

Consideration of military assistance will be' more focused if the
Foreign Military Sales (FMS) financing and the grant Military As-
sistance Program (MAP) share the same funding source. At
present, cash arms seles and FMS financing are contained in the
Arms Export Control Act (AECA). The grant MAP program comns
under the Foreign Assistance Act. A

There is no compelling oparational or political need for two sepa-
rate military assistance accounts, particulzrly &s both are now
almost coinpletely grant programs. One funding seurce would allow
clearer analyzis of the aid 1 aquest and tha conditions attached to
mili aid for each oountryﬂ’utting FMS with MAP would sepa-
rate sales that use assistance dollars from cash arms sales, Under
the merged account, terms, conditionality, and eligibility for credit
and grant countries would be clearly established. Standards would
be set based on economic conditions and ability to repay. The gingle

»\\o
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account vould better enable Congress to separate countries that .

need grarnts from those that only need credits.

2. Replace the Arms Export Control Act with a new Defense Trade
and Lxport Control Act .

A new Defease Trade and Export Control Act would complement
the consolidation of assistance funding. Creation of a new act rec-
ognizes that cash arms sales which are consistent with foreign
policy and national security objectives should be removed from the
political linkages attached to military assistance and should be
part o an overan export promotion and control effort. This ap-
preach would be more appropriate to expanding trade and defense
cooperation activities with our NATO allies and other friendly na-
tions. The new act would remove unnecessary restrictions and sim-
plify the licensing procedures under the International Traffic in
Arms Regulations, so as to reduce export delays.

This approach would not take the lid off arms sales. The act
would retain all the appropriate arms export control aspects of the
AECA, as well as requirements to give prior notirication of arms
sales to Congress. In addition to the current purpose of restraining
arms races, the new act would focus on military objectives, includ-
ing close cooperation with our allies in arms research, development
and production. It would clarify U.S. policy for providing defense
equipment to friendly countries consistent with national interests.

J. Clarify the goals of the Military Aid Program

The military assistancz program should meet political and strate-
gic objectives but it shoulc{) also promote military goals, such as en-
hanced training and equipment utilization, pre-positioning of U.S.
stocks for use in crises, and joint research and development of de-
fense systems. Military assistance and sales are frequently oversold
on political grounds. What is needed is judgments about how mili-
tary assistance and sales programs fulfill) military objectives,
ocusing prograra goals and Congressional oversight on narrower
military cbjectives would help provide a basis for improved ac-
countability on the uses of military assistance and sales programs
cannot and shculd not be entirely eliminated, but Congressioral
oversight has often focused on unrealistic political linkages, par-
ticularly when the amount of assistance is small, or recipients are
attempting to buy arms for cash. A return to traditional aversight
of how money is being spent, rnd whether military objectives are
being advanced would increase w.e effectiveness of the program.

4. Improve accountability for the use of military assistance

Past experience and current practices suggest that accountability
needs to be improved dramatically. The Defense Department is
unable to account for hundreds of millions of dollars in cash sales
in its multiple service-based accounting systems. There is inad-
equate tracking of third-country transfers arising out of licensing
and co-production agreements. Action is seidom taken even when
illicit transfers are discovered. Corruption is endemic in dealing
with agents and firms designated by Third World countries to
transact arms sales.

Reform of the system should include:
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'i- Estallishmen: of & genuinely centralized account':.
svstem within DOD for militery sales. Full acccunting of ...
expenditures require: a svstem that accesses datz from al
three accounting system: in the military services and that
serves as a authoritative data source for accounting and infor-
mation on military sajes.

tii: Greater monitoring of military assistance and sales asse:-
in foreigr. countribs. In recent vears. military advisory groun-
have increasingly focused on providing information on L .&
produced systems and promoting other military objectives. tut
program monitering has suffered. In some instances this has
resulted in illicit third-country tranfers of U.S.-supplied equip-
ment.

tiii* Establishment of appropriate sanctions for illicit third-
country transfers by recipients of military assistance and sale:.
and participants in weapons co-production agreements. The d -
tection of such transfers requires improved controls. manay:-
ment. and intelligence. Effective sanctions are necessarv t.
deal with vislations, as diplomatic protests have often been i:.-
effective. Thesze sanctions should include suspensicn of copr-
duction agreements for other pending arms sales.

tivi Prohibition of the use of military assistance funds fo
direct or indirect offzets, unless specifically authorized by Con.
gress. and negotiation of bilateral or multilateral agreemen::
concerning the range of permissible direct and indirect ofiset-
involving military assistance and sales. Trade offsets. a pr.
lem for many vears, are only likely to increase. given that th--
are a major reason for manv countries’ purchase of America:.
made dcfense articles. While commercial offsets may in mauy
instances be a fact of life, U.S. government funds should not be
used to promote the business interests of onie company ove:
that of another.

'v! Tighter controls on the selection and use of private indi-
viduals and companies receiving military assistance funds des-
ignated for foreign governments. When foreign governments
designate their own freight forwarders and purchasing agents
for military assistance transactions, more stringent eligibility
standards, and fiscal and accounting controls are necessary.

‘vi! Requirements that American companies use Federal Ac-
quisition Regulations (FAR) regarding price, prefit, quality as
surance, and payment, if their commercial arms sales involve
FMS credits. Currently, commercial contracts financed with
FMS credits are not governed by the FAR, as government to
government FMS sales are, and controls over these sales need
to be improved.

3. Reduce, if not eliminate earmarking

Currently, 989 of the FMS account and two thirds of MAP ac-
count are earmarked. The inflexibility created by earmarking ham-
pers the program in several ways: first, it limits the ability to meet
contingencies and to implement programs smoothly. Secondly, it
undermines attempts to influence recipients through military as-
sistance. as they are assured of the level of aid they will receive.
Therefore, as a means for Congress to secure some political lever-
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age, it is ultimately self-defeating. Thirdly, the inflexibility created
by earmarks, along with general budget pressures. results in the
expectations of smaller recipients being raised and then dashed, be-
cause their programs are squeezed out by the big earmarks. Re-
moving earmarks would enable more effective Congressional over-
sight, because Congress could focus on' program results rather than
relving on earmarks and associated prohibitions, conditions and re-
porting requirements.

Limiting earmarking requires discussions among legislative and
executive branch leadership, to establish an informal understand-
ing that politically inevitable earmarks will go forward, in ex-
change for holding the line on other earmarks. Along the lines of
the bipartisan budget agreement, Congress should meet early on
with the new administration to reach a foreign policy leadership
agreement to resist earmarking.

6. Replace small military aid programs in individual countries with
an unearmarked regional contingency fund :

Operational requirements in less vital countries could be met
from a flexible regional contingency fund. This would create the
flexibility necessary to fund specific needs in regions such as Africa
or Latin America, while avoiding spreading funds and across many
small countries. Small case-by-case requests could be met without
establishing a country program. This would be far preferable to the
present situation in wgich small programs are cut altogether due
to earmarking for large recipients and overall budget cuts. A con-
tingency fund would provide the Executive branch with flexibility
to meet the needs of smaller countries, while still ensuring fiscal
discipline through the authorization and appropriation of such con-
tingency funds, and through prior notification to Congress of the
use of such funds. The needs of smaller countries could be met
without sacrificing fiscal and policy oversight by the Cungress.

/. Establish a separate base rights account

A base rights line item in the military aid budget could fund ex-
isting commitment on a one-time multi-year basis, of say, five years
while making it clear that such military assistance would end after
that period. This type of agreement was established with Spain and
- appears to be satisfactory.

ongress has confronted growing shortfalls in military aid appro-
priations for base rights countries. A number of base rights agree-
msnts in the early 1980’s resulted in a doubling and tripling of this
aid.

After the five year funding period, the ending of assistance given
specifically for base rights could be eased through other forms of
non-appropriated assistance, such as revolving fund using cash
sales receipts, the use of the Special Defense Acquistion Funds
(SDAF), programs not linked to base rights could be continued.

The United States should also consider establishing a multilater-
al base rights fund with NATQ for basss in Europe, and with
Japan for bases in the Philippines. The relationship with NATO
should be considered in the li Et of the larger alliance-wide region-
al security framework, with base rights access being a legitimate
element of burden-sharing.

/
. /1}L\ \
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A separate account with clear funding limits is an importarnt
step in the U.S. strategy for securing base rights access. The U.S.
must. over time, develop defense relationships that are not based
on economic or military assistance. or “rent". bui on mutual secu-
rity concerns.

& Create a separate line item for police training

A separate line item for police training would enable the legisla-
tive and executive branches tg establish appropriate objectives and
guidelines for police training.

Separate funding would segregate military training for police
forces from civilian training. leaving the latter to agencies other
than DOD and State. Currentiy. the prohibition on the use ¢f as-
sistance for police training (Section 660 of the Foreign Assistanc:
Act! is accompanied by numerous exceptions. Such an approach is
misleading. and hinders effective legislative oversight as to what
type of support for police training is appropriate and under what
circumstances.

$. Encourage aid graduction

Military assistance concessional sales and credit programs shou}d
permit and encourage graduation to a fully cash saies relationship.
For this to occur. it is essential that a credit component remain
in the authorization process. so that countries near the graduation
point in economic development can make a gradual transition to

and co-production agreements, including offshore procurement of
low and medium technologies. This would enable recipients to es-
tablish a rudimentary defense industrial base, while protecting and
controlling more sophisticated technology.

10. Examine alternative financing

The establishment of an alternative system for financing mili-
tary assistance should be considered, although the evidence of the
efficiency of such financiag is mixed and the political obstacles are
significant. /.. with the economic assistance program, the likelj-
hood of shrinking funds requires creative uses of alternative fi-
nancing to stretch available resources.

There are many possible alternatives that can be explored. For
example, the prohibition in the Arms Export Control Act on the
use of Ex-Im-Bank financing for military sales is outdated and does
not appear to be serving any apparent “fiscal watchdog” function.
In addition, the use of private credit markets has already begun.
The Foreign Assistance appropriations law for fiscal year 1988 ay-
thorizes the blending of government and commercial credit to refi-
nance past FMS credit. We should explore this option of blending
credit for future FMS financing. Finally, some in the Executive
branch have advocated a return to the use of government-guaran-
teed loans to finance military sales.

j)‘r
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11. Coordinate military assistance with other foreign policy

Military assistance should be included within the new structure
designed to coordinate foreign policies, mentioned under recom-
mendations on economic assistance. At present, the military assist-
ance program is not adequately coordinated with other aspects of
U.S. policy towards recipient countries. U.S. embassies and mili-
tary advisory groups do not coordinate. The Departments of De-
fense, State and A.LD. do not formulate a comprezhensive coordi-
nated strategy that integrates economic and military assistance.

\™



V. RESERVATIONS OF REPRESENTATIVE BENJAMIN A. GILMAN
'I_‘he. Task Force Report contains a succinct—yet thorough—de-

them carefully.

I must, however, identify some of the differences I have with the
report. First, one of my major concerns in the security assistance
area is the Chairman's recommendation that we establish a tempo-
rary base rights fund, but that this fund will be phased out over (3)
five years. While I believe that it is important to remove ourselves
from the current “rental relationship” with certain base rights
countries, I also believe it ig unrealistic to think that some of these
countries will be able to do without military assistance in the fore-
seeable future. I am convinced that it is in our national interest to

Second, the report calls for the reduction if not climination of all
earmarking. In my view, there should be a limited number of ex-
ceptions to this proposal. I believe that earmarks in current law for
Greece, Egypt and Israel must be maintained to make clear our un-
equivocal support for the security of those countries, as well as our
continuing support for the Middle East peace Process in the latter
two countries. There should be consultation with the Administra-
tion at the highest levels reyarding core earmarks which enjoy a

43)
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102 STAT. 2268-44 PUBLIC LAW 100-461—OCT. 1, 1988

Prosident of U8,

22 USC 2151
nots.

k) MAINTENANCE OF BALANCE.—Accordingly, the President shall
ensuxe that, for each fiscal year, the ratio of— )
) the value of excees defense articles made available for
ey undez this section, to )
e value of excozs defense articles made available for
Greece \nder this section, closely approximates the ratio of—
(A)the amoun: of military sssistance and financing pro-
vided for Turkey, to
(B) the ®mount of military essistance and financing pro-
vided for Graace. :
(c) EXCZPTION TO RequinemeNT.—Subsection (b) shall not apply if
either Greece or Turke cecses to be eligible :0 receive excess
defense articles.

Sge. 570. It is the asnse of the thot the practice of
detaining children without charge ox trial is unjust, inhumane, 4nd
is an aftront to civilized principles. 'Tye Congyess further believes
that it should be the policy of the Unitst\States tc make the endipg
of the practice of detaining children withodt.charge or trial a matier
of the highest priority. refore, the Condvess believes the Sec-
retary of State should convey to all internationh| organizations that
endj.ng the practice of detaining children withont charge or trial
should be a policy of the highest pricrity for thoss organizations.

MILITARY ASSISTANCE TO MOZAMRIQUE

Skc. 5§71. Notwithstanding any other provisicn of law, nohe of the
funds appropricted o; ctherwise made available pursuant to thig Act
may be to provide military sssistance to Mozambique.

, //‘-)‘:M\' LEAST DEVELOPED COUNTRIES |
Sec. 572. Buring fiscal years 1990 and 1991, the President may use
e a of paragraphs (A) snd (B) of section 12cK1) of the

oreign Asaistance Act cf 1961 with respect o such ate
amounts of principal and interest payable during esch of these fiscal
ears as the Precident may determine, or at any time after Septem-
r 80, 1889, the President may, if he determines it is in the national

inzaerest to do 20, use the authority of those paragraphs with respect

- to such aggregate amounts of on principal and interest
) mable 8t any time after thot date ea the President may determine.
: authority provided in this saction may be exercised with respact

: to any country deecribed in the last sentencs of this seciion and may

be exercisad notwithstanding esciicn 124(cKg) of that Act. In exercis-
iuﬂboapthoriqwidadinthhncﬁcn.thahwdmtmy.waiw
4hs requirement that equivalont emounts

ted into local curvency accounts in acecvdance wi paragraph
(A) of section 124(cX1) of that Act, io the extant that the President
dete that ccal currencies are ctherwise available

. rmines t ]
to achieve develorment objectives. This aection applies with res
‘mnhﬁvﬂymmm , OF any country in Sub-

Afriea (without regard to w that country is a rel-
atively least devyloped country within the meaning of cection 124(a)
of that Act), if— *
(1) an Intarnational Monetary Fund standby agvecment is in
effect with respect to that country; or

v
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(2) a structural adjustment program of the International
Bank for Reconstruction and velopment or of the Inter-
national Development Association is in effect with respect to
that country; or :

(3) @ atructural edjustment facility or enhanced structural
adjustment facility with the International Monetary Fund is in
efiect with respect to that country.

HONDURAS—RAMIREZ CASE

Sec.\374. It is the gens2 of the Ccngress that, pursuant to the
rocedures contained in section (j) under the ing “Assistance
H America” enacted in Public Law 100-71, the Honduran
Governmen\\ appsars to have made a reasonable and good faith
ar based on o factual analysis by third parties, and the
owner of the pdoperty in question is strongly encoun:ﬁed to accept
the propoced setNement. Therefore, notwit ding the provisions
of such section, §5000,000 of the Economic Sugpart Funds made
available by Public\Law 100-71 for Honduras but withheld from
expenditure shall be \yvailable for expenditure upon enactment of
this Act: Provided, Thatf a settlement is reached on the property in
question, then the additidgal $15,000,0060 withheld from expenditure
pursuant to such zection bhall then be available for expenditure.

CONGRESSIONAL PRESENTATION FOR BECURITY ASHISTANCE PROGRANMS

Sec. 575. Unless the fully prided final version of the fiscal year
1930 Congressional Presentation for Security Assistance

is received by the Corlﬁrm by Macch 1, 1989, $10,000,000 of the
funds appropriated by this Act for Military Assistunce Program
shall oe returned immediately to the \General Fund of the United
States Treasury.

80UTH AFRICA—CCHO!

Sxc. 576. Of the funds made svailable by this Act under the

heading “Economic Support Fund”, not less the £10,000,000 shall
be mage availaole for echolarships for disadvantaged South Afri-
cans: Provided, That thece i‘mngulmll be in Wddition to funds

earmarked under guch heading for Sut-Saharan Af!

THIRD PARTY TRANSFRR

Sec. 577. Bection 8(d) of the Arms Export Conttgl Act is
amended—

(l)inpnmgvah(m(iu. etriking out “law" and in:
lieu thereof ‘} igtrmlptgh.asprwidodfoﬂnmﬁm .

and 36(bX3) of this Azt’> and
@ in ph 3)-by. adding at the end thersof “8
consent 1 .Mvotbononlyifﬂmccngnu

not enset, within a iod, a t raeolution, ¢a pro
for inwcﬁmS&cgg)d:’nma(a)j:fmthhM phibitin
propoced transfer.”.

NARCOTICE OONTROL PROGRARS
Szc. 578. (aX1) Of tha funds a ted by this Act under the
heading “Economic Support ' $61,000,000 shall be made avail-

2 USC 2763.

7("(



ection 564 also directs the Secretary of the Treasury to
instrOgt the U.s. representatives to the MDB's to vote against
to Panama unless the President certifies to the
listed above. (Note, as well, that section 565 of
locates to other countries. the sugar guota
Panamanian exports to the United States if the
President is nut able to make certain certifications regarding
the restorationQf freedom of the precs and other
constitutional gu antees.)

25. Bec. 568.

errorist Countries. ection 568 prohibits the obligation or
expenditure of funds foX "bilateral assistance"” for any country
"listed in" section 6(J) the Export Administration Act of
1979. 1In the event funds ve been expended prior to October
1, 19688 for the delivery of sistance to such a country from
the United States or by U.S. tionals, then no such delivery
may be made. The section, by i terms, does not apply to
assistance provided for humanitarNan purposes.

Section 6(J) of the Export Administration Act of 1979 does
not contain a list of countries which ractice or condcne
terrorism. 1Instead, section 6(j)., in part, authorizes the
Secretary of State to make a determination (for purposes of
approving certain export licenses) that a untry has
"repeatedly provided support for acts of infhg::;ional
terrorism." To date, the Secretary has determined that Libya,
Iran, South Vemen, Syria, Nerth Korea, and Cuba ave provided
SWCh support for acts of international terrorism.

Note, as well, that gection 567 of the Act requixes the
Secretary of the Treasury to instruct the U.S. repras
to the MDB's to vote against any loans or other uses o
to or for a country for which the Secretary of State has
eection 6(J) determination.

26. Sec, 572. eloped Countries.
Section 572 provides autiority to implement ths retroactive
terms adjustment provisions of PAA section 124.

- During PY 1990 and PY 1991 the authority of section 124
Ray be oxercised by the President with regard to .
interest aad principal payablo in each of these yesars.

- At ony time after September 30, 1989, if the Pregident
determines it is in the U.S8. mational intorast, the
authority of this section may be used regarding the
249redatg amount of principal and interest payable at
any time by an eligible country.
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- The President may waive the requirement to deposit
equivalent amounts of local currencies into accounts
for use in development activities if he determines that
sufficient local currencies are otherwise available for
development purposes.

- This authority applies, notwithstanding section 124, to
all countries in Sub-Saharan Africa and all RLDC's for
which (1) an IMF standby agreement is in effect, (2) an
IDA or 1BRD structural adjustment program is in effect,
or (3) an IMF structural adjustment facility or
enhanced structural adjustment facility is in effect.

The Statement of Managers further explains this provision:

"At any time after September 30, 1989, if certain
conditions are met, section 572 would permit the President
to allow relatively least developed countries and countries
in sub-Saharan Africa tec repay in local curreacies the

aggregate of outstanding principal and interest owed on
loans made under chapter 1 of Part I and chapter 4 of Part
11 of the Foreign Assistance Act of Part II of the Foreign
Assistance Act of 1961 or any predecessor legislation.
This authority may be used in any fiscal year beginning
with fiscal year 1990 for loan arreagtages or payments owed
in such fiscal year, or fo: any payments that may be oved
in future fiscal years. The provision also permits the
President to forgo the repayment of aggregate outstanding
ptincipal and interest entirely in some cases. The
committees expect to be kept informed regarding plans to
implement this provision.*

74. Rampirez. As noted earlier, the Act allows
e of 85 million of the $20 million of ESF withheld
from disbudgement for Honduras as & result of the Ranirez case.
. Section 583 permits
the use of up to $500,000 of non-convertible and copvertible
Polish currencies the reconstruction, renovation., and
maintenance of the Rebgarch Center on Jewish History anad
Culture of the Jagiellohian Univerecity of Krakow, Poland.

28.

29. Sec, 584. Section 584 requizes
all A.I1.D. direct contracts and colicitztions (and subcontracts
entered into under those contractg) to inciude a ciause
requiring U.S. marine insurance companies have a fair
~Qpportunity to bid for marine insurahqe when such insurance is
necessary or appropriate.
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q:‘;m'gﬁ bossdnca At e 1561 ( FAn )

this part may, on a case-by-case basis, waive the restriction estab-

lished by this subsection,

of the overseas d

marily responsible Yor administering
(h) 8% The Congress:

after taking into account the effectiveness

evelopment activities of the organization, its leve]
of volunteer Bypport, its financial viability and stability, and the
degree of its dependence for its financial upport on the agency pri-

this part.
Tecognizes that, in addition to their role in

social and economic devzlopment, cooperstives provide an opportu-

nity for people to parti
ing. Therefore, assistance un

rural and urban

and middle-income people in d

cipate directly in democratic decisionmak-
der this chapter shall be provided to

cooparatives v@hﬂch offer large numbers of low-
eve

Bping countries an opportunity

to particirate directly in democratic\decisionmakinf. Such assist-

ance sgha}

vate sector cooperative tec

successful in the United Staies. N
Sec. 124.%¢ Relatively Least Devele Countries.—(a) Relatively
least developed countries (as 3c§ermmea on the basis of criteria
comparable to those used for the United Nations General Assembly
list of “least developed countries”) are characterized by extreme
ited infrastructure, and limited administrative ca-

poverty, very lim

pacity to implement basic human n

countries special

fectiveness of assistance furnished
(d) For the purpose of promot

measures may be n

tries, the President is authorized an

ance under this chapter avail
extent that is consistent wi

velopment obicctives.

(¢)%7 (3) The Congress
oped countries ha

capital markets.

be consistent with present grant

Insofar a3 possible,

be dasigned to encourage the <dcption of self-help, pri-
hniques and practices which have been

eeds growth strategies. In such

ecessary io insure the full ef-

under this part.
ing econcmic growth in these coun-

d encouraged to make assist-

able on a grant basis io the maximum
th the attainment of United States de-

recognizes that the relatively least devel-
ve virtually no access to private international

f ¥
prior assistance terms ghould

assistance terms for relatively

least developed countries. Therefore, notwithstanding section 620(r)

of this Act and section 821 of the

Food Assistance

subsection, the President on a

International Development and

Act of 1975 but subject to waph (2) of this

case-by-caze

into ac- Pre s Leubie e ver

count the needs of the country for financial resources sn the com-

mitment of the coun

sections 101 and 102—
(A) mey permit a relatively lesst Geve country to place

amourts, which would

as payments
that country

into local curve

try to the development objectives set forth ir ra

otherwise be paid to the

tos
on or intcrest on liability i
u\%tmy prodoougr legislntion)

(in

equivalent amounts of local

ts
Currencics os by the official exchange rate for
use

United States dollars) for

uzzuu:mlv.um-wgmlmmdb
i Act of 1978 (Public Law

Assistance
' fec. 11%aX2) of the International and
I“Mlhamhuiqmub?“m MM-&MMMMI.HN

9

|
|

; 92 Btat. 948).
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agency primarily responsible for admiristering this part, for
cctivities which are consistent with section 102; and

(B) may waive intersst paymsiats on liability incurred by a

relstively least developed country under this part {o- any pred-

ecesor legination) if the President determines that that coun-

try would be unable to uze for development purpcaes the equiv-

alent amourts of local currencizs which could be made avail-

able under subparagraph (A).
(2) The aggregate amount of interest waived and interest and
principal pud into local currency accounts under this subsection in

any fiscal year may not exceed the unt mm&fq“m"
pos2 in an Act approprialic funﬁ: to carry out chapter for
'GAT, Which amount may not exceed the amount author-
ized to be so upproved by the anrusl authorizing legislation for de-
velopment asvistance p . Amounts Jue and payable durin
year 1981 to the United States frcm relatively least devel-
oped countries on losns made under this part (or any predacessor
legislation) ar: authorized to be gpproved for use, in accordance
with the prvvisions of par%ph (1) of this subsection, in an
) Tn ‘esercising the. st 't;.gmnted by this subsection, th
exercising the authori su ion, the
President should act in coacert with other creditor conntrice.
(d) The President may on & cage-by-case basis waive the require-
ment of section 11 or finencial or “in kind” contributions in
the caséof programs, projects; vrsctivities in relatively least devel-
oped countries. = s
o)y Sactitt"110(b) shall not apply with respsct to grants to rele-
tively least developed countries.
Seg, 125.%* Project and Prograin Evaluation.—(a) The Adminis-
of the agency primarily responsivle for administering this
agted to improve the assessment and evaluction of the
programs &xd projects carried out by that agency under this cha

ter. The Ad traior shall ccosult with the sppropriate commit-
to(o;)c:f; t.l.:e.Cg gress in e‘t;géxlnmng standards for such evaluations.
Sec. 126.°! Developiment and Illicit Nareotics Production.—(a)

illicit narcotics cultivation is related
to overall development ems and that the vast majority of all
individuals employed in the c:ltivation of illicit narcotics reside in
the developing countrics and among the poorest of the poor in
thoee countries and that therefore the ultimate success of any
effort to eliminste illicit nercotics uction cdspends upon the

83 This asntenco wes cdded by eo. 160 of the t of
1978 (Public Law 95€-53; £3 Stat. 823). Te suthovisetion 1981 was rubstitut
od in lisu of the flocal 1960 authsrizwion (310,800 e, the In

and Act of 1500 (Publie 86Tz 14T

financial joos and

WUN“NMMMMMWFH sec. T34eK]} of the Interncrional

Bscurity and Duvel soTwmAaenes (Puu?e’uww-ua;u&.usmm
on Mosr. 26, 1979,

V2 USC. £ ; Develcpenent Coopers-
.C. £i5ia. Seg. 158 woc pdded by ecc. 110 of the International
mmanmmmwnmafwx
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