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ABSTRACTS
 

The papers abstracted here represent the views of the authors. They 
do not necessarily represent the views of the World Bank, its Executive Direc
tors or the countries they represent. 
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OF THE DEBT CRISIS OF THE 1980sTHE EXTENT AND CAUSES 
John Cuddington, Georgetown University 

in to developingThis paper describes the growth external lending 

as the emergence and extent of the debt servic
countries in the 1970s as well 

ing problems encountered in the early 1980s. In doing this, Part I analyzes the 

in LDCs' debt/GDP and debt/export ratios, which are often usedmovements 
as indicators of creditworthiness. It also considers differing views on the rela

causes of the developing-country "debttive importance of various underlying 
are external to the LDCs in

crisis." Contributing factors include shocks that 

as policy choices in the LDCs themselves.volved, as well 

Part II describes the macroeconomic and financial environment in 

which the debt build--up occurred. Changing patterns of international capital 

of key macroeconomic variablesflows are identified and the movements are 

extent to which the experience of the 1970s andexamined to determine the 

early 1980s should be considered atypical. In an environment characterized by 

numerous sources of uncertainty, it is often difficult to determine whether 
ante haveindividual borrowers and lenders acted in a manner that should ex 

been judged to be imprudent, or whether their current problems are more ac

curately attributed to "bad luck." Some risk-taking is obviously desirable. Pol

assess the nature of variousicy makers-.both borrowers and lenders-must 

risks in order to act in their constituents' best interests. 

The paper is, for the most part, a restatement of ideas already in the 

literature. 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 e:rpectations in the early years of the 

crisis. Hence, the need for new policy initiatives by official institutions and the 

"international 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-INCOIME AFRICA 

Charles Humphreys, Africa Technical Department, The World Bank 
& 

John Underwood, InternationalEconomics 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'Ivoi,e 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 

or guaranteed by official
$10 billion. Their liabilities are 	mainly loans from 

no threat at all to the international financial
creditors. Their debt represents 

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

more severe burden to their econornies than the 
resents, by many measures, a 

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 

nature: of the debt and development problems facing highly-in
long-term 

con
debted low-income countries. Since 1978, several bilateral donors have 

verted concessional development loans to grants in many of these countries. 

The World Bank's Special Program of Assistance and the Fund's Enhanced 

by bilateral donors, were
Structural Adjustment Facility, both backed 

more directly. Most recently, at
launched in 1987 to address these problems 

the 1988 Toronto Summit, donor governments endorsed the concept of con

cessional debt relief for low-income debt distressed countries. Industrial coun

out the exact forms of that relief and have re
try governments have worked 


scheduled the debt of the Central African Republic, Madagascar, Mali, Niger,
 

and Tanzania under the new arrangements. The near term relief from these 

not be large, but the important principal of orderly debt
reschedulings will 

reduction has now been put into practice. Together, these actions by official 

creditors and donors are important steps in restoring normal creditor-debtor 

relationships inthese countries. 
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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 benef!it disproportionately from the additional aid and debt reduction 

provided by official creditors. Some method of achieving equitable burden 

sharing wvould 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 man:aer that avoided the price increases that resulted from the method 

used in the Bolivian cases. Other methods include increased official tax and 

regulatori 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 above, 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 adequate external resources to support these programs. The measures 
noted above are steps in that diirection. 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 dur.ing discussions surrounding the: upcoming Ninth Replenishment of 
the soft.-loan International Development Association. 



BANK LENDING TO DEVELOPING COUNTRIES IN THE 1980s:
 
An Empirical Test of Major Hypotheses on Voluntary
 

and Involuntary Lending
 

PeterNunnenkamp and Han-Joachim Huss
 
Kiel Institute of World Economics
 

Considerable confusion prevails about the major factors underlying 
commercial bank lending to les develope.d 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 untavourable performance 
leads to higher disbursements; whereas it is more difficult for smaller problem 
debtors not benefitting from conceirted lending activities to attract new iLredits. 
However, the incentive of banks to protect existing claims does not result in 
higher net 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 ,.-conomic performance of debtors are clearly honoured by private 
creditors after the debt crisis erupted. It is thus likely to pay foi today's prob
lem borrowers to intensify adjustment efforts in order to restore their interna
tional creditworthir ess. 
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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 in small economies is to a great extent determined by 
the state of the world 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 arid 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 smooth inter-regional imbalances, interna
tional financial intermediation has contributed to international instabiliy. 
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 "officiall" borrowers 
is the two main "blocks." These two not 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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Ruben Lamdany, World Bank 
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FinancingPackage" 
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THE BAKER PLAN:
 

PROGRESS, SHORTCOMINGS, AND FUTURE EVOLUTION
 

William R. Cline, Institutefor InternationalEconomics 

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 Arierican debtors achieved important reductions in inter-

While the banks provided new money that was one-thirdest/export ratios. 
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 I.MF 

and bilateral export credit agencies are included, net capital flows from offi
ancial sources to the highly-indebted countries actually fell, from $9 billion 

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 primarily by internal economic dis

tortions (high fiscal deficits and inflation), not-the-debtbur&'n. Of the six 

large Latin American debtor countries, the three with the largest outward 

transfer of resources relative to GNP (Chile, Colombia, Venezuela) Rchieved 

the highest growth and lowest inflation in 1986-88, indicAtU that external 

debt does not explain high inflation or low growth in Argentina, Brazil, and 

Mexico. 

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 outward 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. 



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 

it not for the debt service burden. In the case of officialtrade surpluses were 
borrowers, the deficits persist for structural reasons. Against the background 

of these findings, we discuss three recent proposals to deal with the debt crisis 

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 

relation to the observed behaviour of the international 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 InternationalFinance 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 unilatt.,ral 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 seveie 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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adherence to a case-by-case
The paper recommends continued ap

an all-embracing solu
on the grounds that plans that aim to provide

proach 
could create more problems

single mechanismlto the debt crisis with ation 
In addition, excessive globalization would also make it 

than they would solve. 
consensus among several protagonists with diverging 

more difficult to establish 

interests. 

to raise officip.l and commercial lend
"'he paper observes that plan-

ing to the HICs are receiving widespread support, and that some proposals are 

The Japan recycling plan is in force; the World 
already being implemented. 

expand its own project and 
capital increase will enable it to

Bank's recent 
are already active in risk 

a number of developing countries 
program lending; 

through co-financing programs 
hedging through interest and currency swaps; 


and direct guarrantees, the World Bank is increasing its catalytic role to stimu

late commercial lending to selected HICs.
 

to grant formal and unilateral debt relief to 
By contrast, proposals 

Official circles 
selected HICs have so far been shunned for two main reasons. 

balk at the budgetary implications of appropriating tax revenues to fund debt 

creditors feir that large-scale debt 
For their part, commercialconcessions. 


relief would involve substantial losses.
 

But recent developments indicate that in the longer run the political 

debt relief to selected 
may support publicly-fundedand market consensus 

HICs if their debt servicing should threaten to degenerate into total economic 

The first precedent is that 
collapse and political chaos in problem debtors. 

on the need for genuine concessions 
Paris Club creditors have already agreed 

to low-income Sub-Saharan Africa and are now applying debt relief formulas 

to those countries. More importantly, since late 
in their debt rtsched",'ngs 

1987 VDR has gained greater acceptance from commercial banks and, as ex

of late 1988, there is an 
Br3zil's debt rescheduling agreementemplified by 

in banking circles that VDR can be compatible with new 
emerging consensus 


lending.
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"MENU" APPROACHTHE RISE OF THE MARKET-DRIVEN 
TO THE DEBT WORKOUT PROCESS 

Michael Bouchet and JonathanHay
 

Debt Management and FinanceAdvisory 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 

menu and to the negotiation of
and regulatory obstacles to a widening of the 


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

called upon to adjust faster and more drastically than they mighttries were 
otherwise have done, owing to a sharp reduction in external finance and de

spite mounting social demands for immediate economic gains. The banks 

fresh money thin their shareholders may have were invited to put up more 

wished in the face of capital and profitability constraints. Throughout this 

process, international financial institutions have provided leadership in design

ing and mouitoring sound macroeconomic policies and also in financing a 

substantial-and growing-portion of LDCs' overall borrowing requirements. 

The coordinated case-by-case approach to the debt workout process, 
For oneessentially a crisis containment strategy, has produced notable results. 

a chain reaction of defaults was a spectre that many, at thething, although 
outset, thought was inevitable, there have not been any massive and general-

Most of the highly indebted countries haveized defaults during this period. 


embarked on socially demanding economic adjustment programs resulting in a
 

partial restoration of growth, notwithstanding sharply reduced cum-rent 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 teen 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 unforeseeable 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

reform programs suggesting domestic political difficulties in implementing 

that the process of restoring creditworthiness and reacc,ss 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
or slightly rising exposure be maining operations did not require that stable 

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 

of Argentina's 1987 debt restructuring.particularly during the negotiation 
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
menuviding more flexibility in the debt workout process. In addition, the 

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 

circumstances, debt 
It is now widely acknowledged that under some 

the welfare of creditors as wel! as debtors. A large
reduction can improve 

lead to important inefficiencies that worsen the eco
canoverhang of debt 

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 

to negotiate a fairly comprehensive arrangement
debtor that has been able 

results in line with the basic argument for debt reduction).
(with favorable 

for the limited progress in debt reduction,
This paper explores the reasons 

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 rM 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 

Stiin Claessens and Ishac Diwan 

Debt and InternationalFinanceDivision, 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 
as investment 

to provide new financing. This can lead to inefficient outcomes 

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 

not be undertaken byinvestment will
of future debt obligations, additional 

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. 

efficient sharing mechanisms can be 
This paper shows how more 

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

satisfy a time consistency
debt relief chosen will, however, have to

ity and 
zcnstraint, 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. 

a technology which allows 
More importantly, the paper shows that 

can lead to additional 
debtors to precommit themselves to investment levels 

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
a 

gories: those that experience a weak debt overhang and those that have 
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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 relief is also needed in combination with precominitments on 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 rroblem 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 DEBT 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 ratio 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 be 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 to withstand the accounting conse

quences of such a move. Some form of debt forgiveness in practice may lead 
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to the LDCs and increased 
to a quicker resumption of private capital flows 

investment in the developing countries-although such flows may never again 
a unique

reach the avalanche proportions of the 1970s, which resulted from 
OPEC sur

coincidence of sluggish economic growth in the OECD, large 

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 

some of the relevant informa
individual borrowers and lenders and because 

tion is private. In 1987 commercial bank claims on LDC's stood at $644 bil

total LDC external debt of
lion, which is approximately 57 percent of a 

less than half of all bank
$1,130 billion; $257 million, which is somewhat 

lending, is concentrated in Latin America, with smaller commercial bank in

billion in Asia and $61 billion in Africa. The balance of
debtedness of 	$125 

reviews recent 	developments in
this chapter is 	organized as follows: Sectio 


market for LDC loans. It shows that secondary market prices

the secondary 

downward path, and it presents some sketchy evi
have been on a relentless 

dence on the volume of secondary market trading of LDC loans. SeIion

looks more closely at the recent experience of the US banking system with 

on this issue in Sachs and
their LDC debt, extending and updating the work 

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 

for the non-US
debt. Sectio replicates, as far as possible, the analysis 

banks. If anything, the major non-US creditor banks are shown to be even less 

endangered by their LDC exposure than their US counterparts. 

environment in which com-Some understanding of the regulatory 

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

nations are being ratified.for harmonizing bank capital requirements across 

Some features of the creditor nations' tax and accounting rules as they relate 

to LDC debt are summarized in Secion5 
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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 disbursements annualy. 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 

assurned 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 SECONTDARY MARKETS BELIEVE IN LIFE AFTER DEBT?
 

VA. Hajivassiliou 

Cowles Foundationfor 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 and thus increase the value of the debt held by the international lend

ers. The estimated models 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 

and black market exchange rates can predictdiscrepancies between official 
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 
external debt repaymentsstability over time of the processes that determine 

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 th economy's expected growth rate. Meanwhile, the nonperforming 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. Observing 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 CaliforniaBerkeley and CEPR 

Richard Portes, Birkbeck College, London and CEPR 

This history of foreign lending in the 19th and 20th cituries 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 institudonal 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 still 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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2. 	 Neither monocausal explanations, nor for that matter 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. 

3. 	 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. 

4. 	 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 settlement 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. 

5. 	 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. 

6. 	 In contrast to the experience 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. 

7. 	 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
ven don 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. 

8. 	 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. 

9. 	 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 debtor 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 order 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 

healthy growth of both production and absorption. The overallthrough 
less than the decline in external financing inamount of fiscal adjustment was 

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, Indonesia, Korea-but also with the experiences of Bel. 
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 debt; nor through domestic and foreign default 
unless the government runs a substantial primary surplus (what is mostly not
tb! 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. 

- 33 



AND ASSET EXCHANGESSELF-FINANCED BUY-BACKS 

Michael P. Dooley
 

External Adjustment Division, Research Department
 

InternationalMonetary Fund
 

Buy-backs of external debt that are financed by the debtor through 

or lower market prices for remainingasset sales generally result in unchanged 

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. 

- 34 



THE MARKET-BASED MENU APPROACH IN ACTION:
 
The 1980 Brazil Financing Package
 

Ruben Lamdany
 
Debt Management and FinancialAdvisory 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: 

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

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

* 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 structured 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
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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 allowing 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 5 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 potential 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
stacles 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
 

timely request for a review of strategy
President Bush's 


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
 



2 2/6/89
Debt 


that the debtor countries can live and grow with. It is
 

a serious
particularly important that countries that have made 


effort at policy reform should now be given the opportunity of
 

escaping the financial constraint in profiting from that reform by
 

(In Latin America I have in mind Bolivia,
resuming robust growth. 


Chile, Colombia, Costa Rica, Mexico, and Uruguay as countries that
 

I doubt whether it is
have implemented extensive policy reforms.) 


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 would-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 them 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 policy reform) to a point where
 

they can expect to grow ;hile fulfilling their contractual
 

obligations, and eliminate the constant hassle of debt
 

renegotiation.
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A Strategic Choice
 

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 (notably by participating in involuntary new
 

money packages). More recently the trend ha's been to offer the
 

banks a "menu" from which they can choose an option suited to their
 

particular circumstances. If all of the options 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 exploding 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 Voluntary A22roaches to 

b eli published by the Institute for International Economics 

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

currency with which it makes an equity invettment in the local
 

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 market discount
 

with the foreign investor). Thus $15 billion 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 local 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. In September
 

Chile got permission from its bank creditors to use a part of its
 

windfall gains from the high copper 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 part of the academic
 

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 anxious to
 

exit from the lending process at almost any cost, it is foolish not
 

to exploit the opportunity.
 

The problem is that buybacks require cash, and--almost by
 

definition--troubled 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 likely 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-eity swaps largely displacedby bybacks. But 

that will not change the conclusion that both these techniques 

together could only reduce the debt slowly--unless, at least, some 

substantial n=w 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). 
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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 what 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 exit bonds looks attractive until one learns that
 

the required waiver would require 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 guarantees 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 agreed 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.
 

Debt Postponement
 

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
 

\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 alike. 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 rultivear 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, 50 percent in a second year, and so on, decreasing
 

to zero in the seventh year.
 

A second approach would involve interest caDitalization. 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 agreement 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 acceptability 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 unilateral 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 is 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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The Role of the Public Sector
 

The major role of the public sector in the proposals 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 creditor. 

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 multilateral development banks
 

increased their lending by only $300 million rather than $3 billion
 

per year. 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 heard the
 

Finance Minister of one of the debtor countries recently complain
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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
 

of three options for restructuring its
agreed to choose one 


outstanding official lending to those least developed countries.
 

TLe 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 inadequate. 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
 

This debt could bear interest at
debt into local currency terms. 


the rate of local inflation plus 3 percent (say), with the
 

least the real interest component would be
expectation that at 


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 impact 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.
 

Summary
 

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 been 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. Whatever
 

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 strategy
 

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 postponement, in the
 

form of interest capitalization and/or a link between interest
 

obligations and the price of major primary commodity exports. The 

public sector should support that strategy both by authorizing the 

IMF and/or the World Bank to facilitate debt reduction and by
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reducing its own foreign exchange claims on troubled debtors, as
 

increasing the flow nf lending by the multilateral
well as 


development banks.
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1. Introduction
 

Mr. Chairman, and memberg of this comWittee, I am vtry pleased 
to
 

be here to today to discuin the issue of developing country debt, at a
 

time vhen the U.S. Administration is undertaking a review of policies
 

This review is, of course, long overdue, as is painfully
in this area. 


and politicalclear from the profound economic crisis growing 

instability in almost all of the domocradies in Latin America.
 

the need for such a reviev was already/clear back in MayIndeed, 

almost three years ago, vhen I vas asked to give testimony about1986, 

the newly enunciated Baker Plan. At that time I stressed that
1 : 

by attempting to secure full interest servicing of interest on
 

the current strategy is: threatening
Latin American debt, 

the imposing undue burden ofdemocracies throughout region; an 

adjustment on the debtor countries; hurting U.S. exporters by 
provokingexcessively squeezing Import demands from the region; 

high inflation and capital flight throughout Latin America; and. 
claimironmically, reducing the long-run value of the creditors' 

on the debtor countries, by discouraging adequate structural 

adjustments in the debtor countries. 

Peru is an example of a country in need of debt relief. The 
a state of collapse due to the combined pressures of
 economy is in 

economic maogemnt.falling export prices, fifteen years of poor 
and the hovy veight of debt earvicing. Per capita G? has 

declined by 15 percent since 1910, end real wages have fallen by 

The social fabric is crumbling.
an incredible 40 percent. 


1 Testimony to the Subcomittee on International Trade, Sonate 

Finance Committee, Kay 13, 1986, pp. 2.3. 
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refusal to contemplateWhere the strategy goes wrong is in its 
partial and selective debt forgiveness by private and official 

cases where the aebtor country is crumbling under thecreditors in 

weiight of the debt burden, or where debt forgiveness might provide 

an Important spur towards positive adjustment. It would be 

fatuous to destroy fragile democracies in order to collect the 
the comercial banks, particularlylast cent on interest due to 


when much of the debt in Latin America is already written 
down in
 

the books of the U.S. commercial banks, and In their stock market
 

values, though almost none has been forgiven by the banks in 
their
 

negotiations with the debtor country governments.
 

to apply today, with even more
Kr. ChaLrman, these thoughts continue 

urgency, though today the quotation should be altered to use the more 

felicitous expression "debt reduction" rather than "debt forgiven: s". 

Not only has the market value of the debt declined precipitously, from
 

value today of about 40
 a value of about 75 percent of per in 1986 to a 

percent of par, but the economic -and political situation in Latin 

America has become truly alarming. 

Today's facts are broadly known. What appeared to m in May 1986
 

collapse in Perm has now occurred: annualized
to be a risk of social 


than 30,000 percent; real
Inflation rates of recent months are no less 

GNP will likely fall by 15 to 25 percent In the 12 months from 

has come inSeptember 1988 to September 1989; and radical terroris 

full force to the urban centers of Peru. In Argentina, the 

Infrastructure has collapsed so completely that blackouts are the daily 

in ulnos Aires, and the telephone system In parts of that greatmor 

city typically break down during rainstorm. ArazL1 too is hoaded 

towards a hyperinflation, with inflation exceeding 2,000 percent. and 

with a sharp political lurch towards to the left. And in Mexico, the 

by the PlR is now at avaunted political stability provided for decades 

t.r
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cares to look, that country is 	 atpoint of collapse. For anyone 	that 


drift into open class warfare.
risk in the next few years of a 


Much of this was predictable, Hr. Chairman, and indeed was
 

to ignore these trends,
predicted. But our government's strategy was 


in order to give our commercial banks time to rebuild their capital
 

an

base. Unpleasant facts in Latin America were simply buried by 

from the money-center banks that Latin
unrelenting publicity barrage 

American recovery was just around the corner, and by the message 
that 

Latin Anericas crisis resulted only from policy mistakes within 
Latin 

America and not from the heavy burden of debt combined with a collapse 

of primary commodities prices. From my perspective as a policy advisor
 

can report that is both dire and worsening.
2
 

in Latin America, I 


It must be appreciated how completely the debtor-creditor
 

There is a tendency
relations have broken down in the past two years. 


to focus only on the top three debtors (Argentina, trazil, and Mexico),
 

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


For these other 39 countries,
commercial bank debt restructv-ings. 


there was not a single penny of new bank lending during 197-8 inthe
 

packates widely advertised under the Saker Plan.
3
 

one"
so.called "new 


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

Ivory Coast. Sethinadequate) gnw money" packages, for Ecuador and 

21n addition to my academic research an the debt crisis at Harvard 
I = anUniversity and the National burau of Sconomic bsearch, 

advisor to the 'UnitedNations Development frogram, currently working in
 

Bolivia, Ecuador, and Venexula.
 

3The term Onew money' package is itself a misnomer, since the gnw 

woneyl is always loe than the interest due. Those lending packages to 

of the interest due are also known as 'concertedrefinance part 

lending' programs.
 

o19
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More than a dozen countries are il long.standin& open
 attempts failed. 


Domincan Republic, Ecuador,
Costa Rica,
arrears, including Bolivia, 


Honduras, and Peru in Latin America. 

to the 
For the larger countries, Argentina is deeply in arrears 

banks, and will only get out of arrears 
if it Is bailed out in the next 

and the Bank,4 The Brazilian nov moneyWorldmonth or two by the IhF 

the banks, is on 
package signed last September, and videly tauted by 

after only three months, as that conomy races 
the verge of breakdown 

towards hyperinflation.
 

banks' capital base 
the process of rebuilding the 

Hercifully, 


is nov complete. This'point was
 
Latin American exposure
relative to 


of the
by William Seidman, Chairman 

a few weeks ago Mr.driven home 
s s :
 

FDIC. in testimony to the House Banking Comitte


t4*hlIlans to thacL slyIAreuL wouldperceant of their _ort!afdiY"_ s ach of these bALks 
dunr 

reml solu.1 , (esphLiis in original) 

profitsthe all-time recordfurther byis underscoredThis basic fact 

a phony deal
IMF is resisting signing4 'To its enormous credit, the 

the sole purpose of bailing out the banks. The If? 
with Argentina for vis-a-vilof conditionalitY.tandAerdsis attempting to maintain real 

lot of beat from t4e%NF is takingstance, the a 
Argentina. For this who sea the 

at the Hall Sreet Journal).
comunity (and friends.nkng use to pay 

source of credit that Argentina could 
WMP as a ready 

Argentina desearately needs real debt
interest. merelycoercial bank 

Alfonsin has repeatedly stated). not a 
reduction (as President bank interestrecycled into commercialbenov IKF program that can 

payments.
 
on banking.
to the Committee 

STestimony of Mr. L. William Seidmen 
House of Reptesentatives,

and Urban Affairs, United States
Finance 

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 economic imperacive for Latin America, 

and a foreig policy imperative for the United States. In fact, 

debt reduction is now emphatically in the 	 long-term
significant 

interests of the banks themselves, since debt reduction will Improve 

the economic performance of the debtor countries and thereby the 

The problem
ultimate value of repayments that the banks will 	 receive. 

is in the collective
is that even though extensive debt reduction 


by itself, for the same
interests of the banks, it will not occur 

occur without bankruptcy law and 
reason that bankruptcy can't 

Debt reduction, like bankruptcy, needs an
 
bankruptcy courts. 

setting to bring it about. Otherwise, the indivLftal
institutional 


interests of particular banks come to dominate the collective 
interests
 

of all of the parties in this crisis. 

It is not hard to envision the proper Institutional setting: an 

under the official supervisionInternational Debt Facility (IDF), of 

of debtthe World bank, to intermediate the processthe 1KF and 

the first in the U.S.reduction. Kr. Chairman, I believe that you veae 

time has greatly bolstered the
Senate to call for such a facility, and 

case for such a policy. This policy proposal Ls 	now widely admired and 

but intte omitbus Trade Act of 198. also
supported, not only in 

by the Japanese and French Goverments, loeading
related variants 


lank, and the debtor
banka such as the American IUpresscommercial 

in the recent declarations of the Croup of ight
countries themselves, 

democracies in Latin America. 

is now close to beingpolicy initiativeIn my judpent, this 
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implemented, as long as policyn&kers in the creditor and debtor 

¢ountries keep their eyes an fundamental issues, and 6o not Set 

& few money-cetanter banks. A 
the phony importuning& of

distracted by 

pin their hopes on a six of 
fey of the largest banks continue to 

Bank, and Japanese
(through increased IMF, World

official bailouts 
to the
their profound damage


swaps (despite
lending), debt.equity 

This
smsller banks. 


debtor countries), and debt relief grantud by the 

sold under the heading ofis sometimesthe largest banksvish list of 
as much chancewill argue, holdsreduction, which I

'voluntary" debt 

success as "voluntaryO bankruptcy.
for long-tor
n 


&long severalis typically attacked 
The debt facility proposal 

It is said 
lines, none of which withstands scrutiny..

vell-rehearsed 

(1) a bailout of the banks; (2)too costly 
that the facility vould be: 

(3)an abandonment of the case-by-case 
approach; (4)
 

for the taxpayars; 


in Latin Anerica; (5) harmful to the
 
to policy reform
inimical 


(6)
America- and 

of now private lending to Latin 


restoration 


I will urge later that all of these 
lines
 

administratively unfeasible. 


of criticlam are unfounded, and 
are often based on a serious misreading
 

of the debt facility proposal. 

will focus on tvo central themes.
testimonyThe remainder of my 

the profound shortcomings of so-called I will try to exposeFirst, 

schemes, as now supported by the comercial 
*voluntary debt reductions 

statement of the 
banks, and as championed for example in the recent 

on "The Vay Forward for Middle-
FinanceInternationalInstitute of 

will outline the strong case for a debt 
Income Countries'. Second, I 

underbrush 
and try to clear away uch of the of 

facility, 
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the adoption of this proposal.
uisunderstanding that has slowed 

6
 

The Illusion of Voluntary Debt Roduction
II. 

now widely recognized that the 
overhang of sovereign debt is 

It is 

but also on creditors, by
debtorscost3 not only onimposing major 

of the debt
The costs

the debtor economies. 


seriously disrupting 


overhang, combined with the recovery 
of the commercial banks, have 

led
 

of debt reduction,
 
a widespread acceptance of the 

need for a process

to 

in
The major commercial banks have,

and others.by the World Sank 

one step out
 advocate debt reduction as 
at least, started torhetoric 


of tha current crisis.
 
of debt
$26 billion" 


the banks advertise "more than 

While 


the form of debt reduction has 
been almost uniformally of
 

reduction,
7 


to the process of recovery in 
Latin
 

the wrong sort, and indeed itLmical 


sector conversions 
The vast bulk of this amount is private

America. 

and local
swaps
and debt-equity
$8.0 billion),
(approximately 


versus only about $2 billion
 $16 billion),

conversions (approxi ately 


Unfortunately,
 
of debt buybacks and exit bonds 

for public sector debt. 


these measures have done little 
to reduce the public sector debt, where 

fact done much to 
the debt-equity swaps have in 

the crisis lies, end 


fuel inflation in the 
region.$
 

of debt reduction 
upon a more extenf.-' atudy

'This section draws World Bank 
Debt Reduction", piesanted at the 

machanins~, elfficient J--ary 26.27, 1939. 
on Dealing vith the Debt Crisis*.,

Symposium 
p. 21. 

the Institute of International Finance, 
anp.J,
7 See 

36-39 for a detailed critique
 
IS*@ 'Efficient Debt Reductione, 

pp.
 

of debt-equity swaps.
 

U>09
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Debt reduction schemes should 
be measured against the standard 

of
 

the debtor country. specifically. the
 of
restored oredityorrhlfla" 


debt reduction should be extensive 
enough to accomplish the folloving
 

the debtor country to service the external debt on 
goals: (1) to allo 

interest
need to refinancewithout the 

the revised contractual basis 


allow the private
lnd~nf nsekefd; (2) to 

aysents fn ney eoncerted/ 
attract suppliers credits, trade 

the debtor country to 

sector in 


this
basis. By
decentralized
project finance, on a 

credits, and 

come close to solving the 
schemes Vill not 


standard, Ovoluntary" 


Under the current incentives, 
voluntary debt relief
 

current problems. 


away at the edges 
more than a continuing nibbling

is bound to mean no 

debtor or real
real relief for the 


of the debt overhang, without 

a much more ambitious
We need instead
for the creditors.
benefits 


of the creditor
 
program of "concerted" debt reduction, in which all 


9
 

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


debt reduction through
to adequate
several barriers
There are 


that each
 
debt reduction, it is usually meant 


by voluntary in a debtto participate
decide whether 

bank should be able to 

reduction scheme (e.g. each bank 
chooses whether to accept a given 

exit 

In contrast, with "concerted*
 
swap for the existing debt).
bond in a on an 

of the banks jointly participate 
in debt reduction 

reduction. &U of new money
 
It has long been recognized that 

in the car 

equal basis. a concerted arrangement rather
 

coercial bankruptcy,
packages, a is tr withThe n
is needed.
arrangementthan a Ovoluntory, 

respect to debt reduction for 

the developing countries.
 

A simple Mechanism exists to 
bring about concerted debt reduction:
 

renegotiated to sub
on the existing debts sould be 

interest rates of the coutry' ability to 
line with an assessmentinmarket rates, partially or fully 

The reduced interest payments should then be 
on apay. could be managedThis mechanism 

guaranteed by official creditors. 
new international debt facility, 

under the 
country-by-country case by a 

Bank, as iS described later in the 
of the IMF and the World

auspices 

testimony.
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exit bonds, and debteequity swaps).
 
(e.g. buybacks.-voluntary" means 


barries to
colective-action
(1) the inherentare:
These barriers 

(3) the
prece
(2) the problem ofreduction;comrehensive debt 
of thiincentive 

problem of public sector 
bailouts; (4)the distorted 


large banks; co) the structure of the bargainngl cycle.
 

Collective Action barrier
 

action barrier. There isa 
first the collectiveConsider 

If the scheme Isschemes.with "voluntary"fundauental paradox 
than each bank 

restore creditVorthiness,
effective enough to 


will rise in market 
its original claims, which 

should hold on to 

g the relief. Thus.give
to par) as thevalue (back 

such schemes,
 
strong incentive to hold 

back from 
theeach bank has 

letting the other banks give 
up their claims.
 

debt reduction
of voluntary
distortion
The fundemntal 
fail to 

even though they

the banks,


schemes is recognized by 

the voluntaryfor the failure of 
its implicationsndeZstand 

[of debtfthe cost 
The IIF has recently written that 

approach. 

old assets for

in exchangingincurredis the discountreduction) 
and to theto all creditors 

but the benefits accrue 
naw sseats, 

debt servicing costs
its external 

are 
debtor country because 

if other creditorsbenefitcreditorsThus, particularreduced. 
IsThis exterlitYclaims."reduce their 

can be induced to 
debtof voluntaryan added benefit

$- praised by the 11F as 

to efficieet a the profound barrier debt 
rather thiany reduction, 

is in fact.
reduction that it 
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The problem of precedent
 

the entire debt
Treasury, almost 
Among the banks and the U.S. 

than five countries: 
cerus of no sore 

process is conceived of In 

Vhile
 
Argentina, Brazil, Mexico, the Ihilippines, 

and Venezuela. 


about 80 percent of the
for 

there are at least 42 countries that have rescheduled their 

conercial bank debts in recGnt years. the five main debtors 

exposure of the nine money

account 

The top three countries 

all 42 countriesl 

center U.S. banks to 

and Mexico) alone count 
for 64 percent of the 

Brazil,(Argentina, 

the problem LDCs.
banks to


of the noney-center
total exposure 

geopolitical point
from a humanitarian and 

however,
Importantly. 
for only 40 percent of the
 

count
the five countries
of view, 
process.
In the debt management 

population of the entire 
group. 


the problems of
 

there has been little serious attempt to address 

for fear of setting adverse 
countries
debtor 
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precedents for the 
larger countries.
 

the smaller 


The expectation of public 
sector bailouts 

reason why comprehensive 
debt reduction Is 

The third major 

the official community that 
unlikely is the continuing 

signal from 

of the falterinS 
to the rescuevill coepublic money 

Dominica Republic, Icuador.
 
Bolivia,
such as10 Countries are In no

their bill., and 

Peru, among others, cannot pay forand bank lendingto commetclala return
to expect to come.condition many years

of payments support for many,
general balance 

much as for Argentina, Brazil, 
and 

these countries, as
And yet for agenda.has been off the 

debt reduction
nico. comprehensive 

Mext~o €oupr
 



the banks limit nov
To the extent that process.renegotiation 

know that the official counity
debt reduction, theylending or 

in official landing
of the difference up at least partwill make 

This in because the official 
creditors 

to the debtor countries. 


and economic
 
stake in maintaining political 


have an important 

put


and thus are willing to 

debtor countries,


stability in the 


money Into the process Lf 
the banks do not.
 

eut
ndb 
This infion of ublie money -etasa a 


the banks to agree
reduces the incentives of 

g~hesl, because it 

The process of public sector 
bailouts
 

to debt reduction schemes. 


I have shovn elsevhere 
. 1
 

is increasingly evident, 
as 


The distorted incentives of 
the large banks
 

the 
of the biases against debt reduction (e.&. 

Despite all 

to Sive relief; the problems of 
advantages of waiting for u2ba1hm 

banks are
official ballou), most 

the prospects of an
precedent; 


on the debt in return 
accept significant losses 

now prepared to 


is evidenced by 

for ridding themselves of the problem. This the 

of theirdivestinlgU.S. banks are nov
that the regionalfact 

market at a remarkableecondarydebt portfolios or, the
entire LDC 
Lace volus of the 

rate, with losses retching 50-60 percent of the 

the vast bulk of 
It Is a few money center banks, not 

portfolios. 
resisting coaprehansi"v

U.S. banks, that are 
small and medium size 

2 that while mostNote in Table
of their portfolios.vritedowns 

Debt Criois.'the Latin American 
115*e ONeV Approaches to 

Harvard University, September 
l984. 
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U.S. banks are reducing their exposure, the non-money center banks
 

are reducing their exposure at & much faster rate.
 

It is important to analyze vhy the large banks are less 

willing to sill off their portfolios, since that also helps to
 

explain why the large banks have so vigorously resisted concerted
 

debt reduction arrangements. There are basically three reasons
 

First, the large banks
for the resistance of the largest banks. 

are resistant to vricedovns because of the greater LDC exposure 

This matter can be handled, however, through
relative to capital. 


in support of comprehensive debtappropriate regulatory policies 

12
reduction :rrangements. Second, the large banks have supL-ior 

the key point is that regulatory overeight of the banks 
is based on the book values, noL market values, of the banks' 
assets and liabilities. This means that heavily exposed banks may 

book on their
sometines have the incentive to avoid losses 
portfolio even if they represent narket gains. A bank with a 

large exposure of LDC debt relative to bank capital might saLisfy 
capital-adeqvacy requirements when measured at book values, but 

fail to satisfy them when measured at market value. In this came, 
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 pushes 
onthe bank out of compliance with the regulatory guidelines 

capital adequacy. 
This kind of distortion arises because of faulty accounting 

procedures. In the U.S., the banks are not required to mrk-to
market the valuation of lC claim, so that the vast bulk of tho 

claims is kept on the books at 100 percent of face value, despite 
a secondary market value of a-rd-Gt -Porcent of face value. 
banks are villing to absorb some losses on their LDC claim in 
order to clean up their portfolios, but only if such losses do not 
Jeopardize the bank's plans for meeting the gUidelines on capital 
adequacy, vhich are based purely on book values. 

The solution to this problem is to require banks to mark 
their exposure to market, at least for those banks that refuse to 

For
participate in a comprehensive elobt reduction scheme. 
participating banks, the regulatory authorities can exercise 
forebearance, and allow for gradual writeoffs over a period of 
several years.
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In general,
access to debt-equity swaps than do the small banks. 

costly way of.divesting debt these debt-equity swaps offer & loe 

the banks
than does the secondary market. Thus. big resist 

their options to
comprehensive agreements in order to maintain 

from the point of viewUnfortunLtely ,
pursue debt-equity svaps. 


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

deleterious.
 

Third, the 	 large banks recognize that by sloving their own 

debt reduction process, they also gain by having 
the smaller banks
 

via exit bonds, secondary market
 
'cash in", 	and accept losses 

so forth. Since any creditor is made better off ifsales, and 

makes a concession to the debtor
 
another creditor voluntarily 


in value), the large banks
 
(since the remaining debt increases 

have an added incentive to lot the small banks get/out 
at a large 

John Reed, Chairman of Citicorp, was quite explicit on thts
loss. 

point in a recent speech; 

som banks, like our own,is happening right now is thatWhat 	
into long-term investments [i.e. debtare converting debt 

time, some 	 smaller banks thatequity awapl. At the sane 

have very different interests are selling out at prices that,
 

ofus. ho are seine to
suite conveniant to those
frankly, are 

the lone haul and quite convenient for thestay in for 

addd).i3
countries. (e*rhasis 


imposes costs an the creditors as a whole (by

The waiting game 

allovn S a continuing aconomic 4,%terioratLon in the debtor 

costs are borne by the smaller banke (vho
countries), 	but thee 


13See John S. Reed, *Opportunities for the New 
remarks at the Niational Foreign Trade

Administrations, 

Council, New York, Now, York (October 18, 1968) and the Los
 

Council, Los Angeles, CaliforniaAngeles Vorld Affairs 
(October 27, 1988).
 

IL.
 

http:addd).i3
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not by the
 
ell their debts at exceptionally discounted prices), 


which impose the obstacles to concocted debt
 
larstr banks 


reduction.
 

ZI. The International Dobt Facility
 

now conceived. if

The voluntary aproach, at least ms 


central purpose: to restore the
 
unlikely to succeed in its 


of the debtor countries in order that they may
creitworhiness 

and political stability. Debt reduction
 
achieve renewed growth 


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

the concerted

A real debt settlement requires


a new approach. 


that there remains
To the extent a
 
participation of the banks. 


should only include

for the banks, this menu


•menu of optionsw 


In other vords,
debt reduction.
of accom2plshing
alternative ways 


debt

the luxury of opting out of the 


banks should not have 


reduction process entirely, for that 
frustrates the whole process.
 

The simplest way to achieve a comprehensive 
reduction of debt
 

is through a reduction of interest rates to sub-market levels on
 

is nearly ideal: it is
mechanism
the existin& debt. This 


adiiistrativ'Y straightforward (the 
contracts merely have to be
 

a fixed 4 percent,
Include Interest rates of say,

rewritten to 


Is
 
than LIBOR plus 13/16); it is .omprehensive; It 

rather 


banks; it avoids the adverse acrossequitable in Ito impact 

it is a standard mechanism for
 
consequences of debt-equity swaps; 


debt workouts in the domestic context; and it say even obviate 
the 

need for lerSe, Limediate writedowns of capital under U.S. banking 
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regulstioni.14 Furthermore, it is easy to coabine interest rate 

relief with credit enhancement, since the reduced interest rates 

can be guaranteed by the official creditors, e.g. the World 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 IMF and World Bank):
 

1. An explicit recognition by the IMF and World Sank that 
the debt burden of the country should be permanently reduced 
(conditional on the commitment of the debtor country to 
pursue appropriate macroeconomic policies); 

2. An official pollcy that the banks should share ecualIX 
in the debt reduction. A "menu of options" may still be 
used in recognition of regulatory differences facing 
different banks, but in economic terms, all banks should 
participate equally in the debt reduction mochanism.

15 

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

4. The design of official lending programs (e.g. standby 
programs and structural adjustment lending) based on debt. 
servicing tartts that take into account the necessary debt 

1 6
reduction. 

" 4Under FASB 15, a debt restructuring which preserves principal, 
but which reduces interest rates, does not in gmneral require a 
capital writedown. 

15 Aan example, some banks might prefer to take debt 
reduction by a cut in principal, while ochers would prefer 
to maintain principal while accepting a sub-market interest 
rate level. These differences should be accomodated in a 
menu of options, but all banks should be required to choose 

.mong the menu. Ne money, or longer maturities and grace 
periods, definitely shoulnot be equated to debt reduction 
in the menu. 

1 6 In other words, If a country has a huge overhang of 
debt, the IMF and World Bank programs for the country should 
be designed on the assumption that the debt will eventually 

0L 

http:mochanism.15
http:regulstioni.14
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5. An official policy that IKF and World lank programs 
can
 
in
to the commercial banks
despite arrears
go forvar4 


iKF determine& 
 that the debt
in which thecicumstanceIs 	 yetwhich the banks have not 

should be reduced, but In 
agreed to a comprehensive 	debt reduction 

mechanis.
 

Regulatory support for debt reduction, vith regulators
6. 
 to market values for thoseof debt
requiring vritedows 	 are not
reduction packages
for which debt
countries 

At the same time, a stretching out 

of writedowns
 
concluded. 

in the cases that comprehensive debt 

agrsmants are reached. 

the interestto "enhancet"use of official money 	 the7. The 	 in which the countries and 
of debt for cases
stream 	 debt
comprehensive
banks have agreed to a 


commercial 	 can provide
The official institutions

reduction scheme. 	 dependingguarantces,
partial or complete interest payment 

of the debtor cointry, 
on the precise economic circuastance* 

to with thedebt reduction agreed
and the nature of the 


comm rcial banks.
 

on official lending for all
 
8. Strict conditionality 
 and for all
 
countries negotiating debt rc&..ction programs, 

of commercial bank 
countries seeking programs in the face 

arrears.
 

9. 	A policy that sustained interest 
arrearagese on payments 

taken place should trigger cross
&LM*x debt reduction has 

and World lank lending.
 
default provisions with other IMF 


there arein cases in which 
This is especially important 

of the interest payments chat have 
been
 

official guaranteeo 

miseed.
 

for debt reduction
of support

10. An official policy 	 9 the
1*tasUs 

through the mechanism of 	submarke 
 easiest form of


adhinistrativelY
simplest, fairest, and 

reduction.comprehensive debt 

an 
These stops could beat be accomplished 

in the context of 

be in charge of: (1)
debt facility, that would

international 

organizing the comprehensive package; (2) linking the debt 

in the debtor county and
policy reormereduction package to 

the banks.the debtor and 
be reduced in neSgotations between 
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(3) providing officil guarantees on the reduced interest
 

payments that are due after the debt reduction package is put 

into operation. 

This solution, which is quite straightforvard, is often 

Let me conclude my testimony byopposed on misleading grounds. 


of the "myths" surrounding an

touching briefly on several 


international debt facility.
 

Myth I. A debt facility is a taxpayer-financed bank bailout
 

This to real whopper. A debt facility Is the most effective
 

on
and orderly way for insuring that the banks accept losses 

than pavning then off onto the taxpayertheir bad loans, rather 

from the IMF, World ank, and creditorvia new lending 

concerted 
governments. A debt facility would require a 


in this crisis.
 acceptance of bank losses for the first time 

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

This, no doubt, is the preeminent myth that has Eorestalled 

any action on the proposal. With the popular press fond of
 

quotLng & developing country Indebtedness e6 =va than $1 

trillion, opponents of the debt fatility are able to instill the 

real vould reqire hundreds of billions of 
notion that relief 

dollars of atipayer funds. 

The target of theThis is wrong on several points of view. 

dbt of the Viblic seetor of
facility Is mdius.and- lo-i.ttrs 

to about $2A0 billion,
tro bad debtor countries. This amounts 



of about $90 billion.of debt
vith a secondary market value the 

to the IMF, Vold Bank;
of debt (e.g. debt owed

Other kinds 
would not 

short.tera debt; debt oved by the 
private sector; etc.) 

taxpayer 
be part of the plan. Moreover, It is the banks, not 

the 

that would assume the bulk of the 
losses under the debt facility. 

cut approximatelydebt would be from $240 
Roughly speaking, the 

billion to $90 billion (in steps, 
and astuming that all countries 

for debt reduction, by undertaking adequate 
eventually qualify 

The facility voi'ld guarantee tha payments 
adjustment programs). 

The taxpayers vould be
 
all of the $90 billion due. 
of part or 

liable only if the debtor countries 
could not manage to carry the 

burden of the $90 billion, and would 
be liable only for that part
 

which remains unpaid by the debtor 
countries.
 

In 
The U.S. share of the guarantees 

could be quite modest. 


another detailed study, I have 
illustrated the very small amounts
 

would cover one-third of
 the Japanesestake by assuming that
at 


U.S. would cover one-fourth . 1 7 The 
and thethe guarantees, 

about $22.5 billionSuararteeitin

result is that the U.S. ends up 

facility. If paid-in capital is about 10 
In liabilities of the 

the U.S. contribution 
of the amour! of the guarantees,percent 

This could be

$2.3 billion. 


would come to approximately 

annual budgetary burden of 
over five years, with an

distributed 

about $470 million.
 

year's foreigtn aid
 
Thus, for somewhat less than each 

to the Latin American Debt Crisis",1 7 6ee "Nsv Approaches 

Harvard University, miseo, September 
1968.
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disbursement to El Salvador, the U.S. would be able to fund its 

that could

participation in an intornational debt facility 

for the 30
effectively solve the commercial bank debt crisis 

largeat debtor countries. This comparison should certainly put 

involvedlin perspective the very modest sums 

is still stuck, then the CommitteeIf the po'itical vil 

the $VO billion of secondary
might reflect on the fact that 

market value of the dsveloping country debt in 
equal in value to 

in dovntown Tokyo. A modest sale of Japanabout 60 acres of land 

lational Railway land holdings in Tokyo could readily 
finance the 

debt facil.ty. (And remember, the cost to entire international 

is guaranteed, but only
Japan is not the price of the debt 	 that 

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

not net). 

Myth 3. A Debt Facility is contrary 	to the Casesby-Case 
Approach
 

This myth reflects a simple misunderstanding. 
Advocates of
 

not advocate an across-the-board writedown of
 a debt facility do 

debt. Rather, comprehensive debt reduction would be available 
on
 

on the willingness of the oountry 
a cage-by-cass basis, depending 

In each ase, the extent ofrefoss.to undertake economic 

of the country In reform would be tailored to the economic needs 

of pastpublic sector, the extentsolvency of the 

question. Those needs could be ascertained based on a 

professional assessment of the veight of the debt burden, the 

losses in O21P 

so 
as indicative of the growth potential of the economy, and 

AV 
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forth. 

that only a few countries vould qualifyIt night turn out 

But at leastfacility.
for debt reduztion supported by the debt 

all debtor 
the option vould be universally available for 

to attempt a program of economic
 are
governments that willing 


reform.
 

Myth 4. The Debt Facility is Inimical to tconomic Reform
 

The debt overhang itself is
 This notion to simply backwar6. 

because it destabiliesieconomic reform,the graatest barrier to 

governments in Latin America, and thereby deprives governments 
of 

of reform. pursue sustained programs

the political base to 


It is virtually impossible to sell a program of
 
Koreover, 

today, because the political
in Latin America
economic reform 


current
 too 	quick to point out that under 

opposition is only 


internationl
 
arrangements, the benefits of reform accrue to the 

banks, rather than to the domestic citizenry. 

already achievedCosts Lica haveTw9 countries, Bolivia and 

two governments have,
io 	 act dabt relief. These a measure of 

of reform nov undervaysuccessful programsIndeed, among the most 

in large part because of the breathing space 
In the region 


terms on debt servLcing
offered by the easier 

current policies is that politicianThe 	 real harm with the 

to the United States in the region will fird themselves 
frLendly 

attack Lhe U.S. (and the 
increasingly undermined by opponents who 


as the agents of oppressive

rest of the creditor world) 	 debt 
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collection.
 

now lendingbe harmful to 
Kyth 5 Debt Reduction would 

that Ldtin Americs should be 
have lonf arguedThe banks 

drained of apprOXimt&S 5 pjrcn.:.oL_.P per year in-net 

give relief would somehow restrict 
interest payments, S.'e to 

the access of the evintries to "new lending". Since no real ret 

point has always seemed to ae s in aethelending 


to be unreal in no extreme.
 

But more :undamentally, there is an enormous confusion shout
 

In bankruptcy,
now
the linkage if debt reduction and lending. 

soen as Yj"I to ruXtnring
for exmpl. , the reduction of debt is 

once 
It is common in a bankruptcy action that 

creditwo: chinese. 

the exi ting debts are reduced, the bankrupt firm 
may 

on a
markets for now financing based 

retu:n to the credit 

Similarly with sovereign debt, it is 
claned-up balance sheet. 


:;he debt overhang itself that prevents the return of the
 

toand the moat effective way
loan market,sovereign to the 

londing for trade financing end fixed capital 
formation is 

revi 


can be serviced by Che 
debt burden to a level that

to eduo e the 

debtor.
 
an allegedagainst debt reduction because of

Those who argue 

effect on future lending confuse the effecta of two kinds 
adverse 

suspension ofA unilateral and bostile
of actions on the debt. 

to thethe debtor's return 
payments by a debtor may indeed delay 
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and negotiated
an agreed
Contrarivile,

capital markets.is 


the return of the sovereign to the 
of debt can AsWreduction 

had access to
that IndorasiaNote, for example,

capital market. 

after Indonesta s years

market borroving just four
commeteial 

reduced In 1970.substantially
debts to foreign Sovernments 

vere 

The alleged reputational onus 
against a Sovermenc that failed 

to 

banks should srive to 

honor its debts simply did not exist in this case. If the 

creditor banks are truly vorried about a soverei.gn's future 

reduce the 
access to lending, then the 

debtor
then cornering the 

debt burden via negotiation, rather 


into the need for unilateral 
actions.
 

Myth 6. The Debt Facility is Administratively Unfeasible 

A final myth is that the debt 
facility Isunworkable because 

if the dabtAndnot to participate.choose
the banks might 

try to buy up the
debt markot to

the secondaryfacility enters 
debt repurchase
driven too high to make a 

debt, the price will be 

an enormous naivetereflectsOnce again, this myth
feasible. 


The debt facilityloan market. 
over the act~ual workings of the 

to buy debt. Instead, the banks 
ot Ogo Into the marketowuld 


to
steerir4 committee) would have 

as group (eotiating via the 

in order tosomtrywith theagreementreach a comprehensive 

from the debt facility.for assistancequalify 
debt, and sines the 

most of the 
Since the major banks hold 

lost resort.
of
as a measuremake sense181t may still 


however.
 

http:markets.is
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vast majority of the banks 
would be only too happy to 

be relieved
 

the debt facility can
 an organized manunor,of their exposure in 

a very small number of 
vith the cooperation of 

be made to work 

Citibsnk. Bank of Merica, Chase 
Manhatten, 

U.S. banks. in:ludil 


There are many carrots and 
sticks to
 

Chemical bank, and Morgan. 

,
changes official


innluding regulatory

induce participation, 


etc.the World bank,IMF and
support from the 

guarantees, 


any of these banks would 
is highly unlikely that 

Moreover, It 
at risk of 

way of a reasonable settlement 

in the
stand 


a matter of significant foreign policy 
conearn
 

interfering vith 


of the United States.
 

since under the 
not be required, moreover,

Unanimity would 

may change the
qualifLod majoritiesagreements,existing bank 

of creditors.for the entire group
lending areementsterms of 

of the lIF, and one of managerFinch, a long-time seniorDavid 
In the world, has

the debt issueofthe wisest observsrs 
.as follows:

question of participation
summarized the 


gover n ent s have it In
the creditor

there is no question that 

a majority
protection to 
their power to Sive substantive legal 

mettlegat". 9
 

and tLb Prospect'.The RecordC. David Finch, "JI? -W9gSee 12. 
Institute of international Economics, 

Vashinston D.C., simso, 

30-88. 
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broadly favorable to debt
economic conditions were
Global 

management under the Baker Plan (late 1985-1988). 

except for the
 

Major Latin American debtors achieved
 collapse of oil prices. 

important reductions in interest/export 

ratios. While the banks
 
than the Baker Plan 

new money that was one-third lowerprovided banks raised net flows by only 
target, the multilateral development 

annually. If the IMF and 
one-tenth of the targeted $3 billion 

included, net capital flows
 bilateral export credit agencies arc 

to the highly indebted countries actually
from official sources 


fell, from $9 billion annually in 1983-85 to $5 
billion annually
 

in 1986-88.
 

in major debtor countries.
 
Political fatigue is evident 


However, their recent growth stagnation has 
been caused primarily
 

(high fiscal deficits and
 
by internal economic distortions 


Of the six large Latin American
 not the debt burden.
inflation), 

debtor countries, the three with the largest 

outward transfer of
 

(Chile, Colombia, Venezuela) achieved
 resources relative to GNP 

the highest growth and lowest inflation in 1986-88, 

indicating that
 

explain high inflation or low growth in
 external debt does not 

Argentina, Brazil, and Mexico.
 

While the basic international debt strategy 
remains valid,
 

Banks should provide
necessary.
intensified policy efforts are 

Banks should confer senior status
 multi-year new money packages. 


and the World Bank should then guarantee these
 on "exit bonds," 

instruments, to sake viable substantial voluntary 

debt reduction
 

Bilateral and multilateral creditors should
 by interested banks. 

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 emerging 
from the
 

debt crisis, however, vill have to be sound economic 
policies in
 

the debtor countries themselves.
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From the 3uspension of Mexican debt payments in 
Auglst of 1982
 

through 1983, the debt problem was addressed 
on a basis of short-


All four parties were expected to act:
 term crisis management. 


the banks, through rescheduling payments and 
providing new loans;
 

the international
 
the countries, by adopting adjustment programs; 


financial agencies (especially the IKF), by providing leadership
 

as policy guidance to the
 
to the banks and funding as well 


and the industrial countries, through reachedulings 
of
 

countries; 


The objective

export credits in the Paris Club and bridge loans. 


collapse of the international banking

was twofold: to avoid a 


system and to permit adjustment and renewed development in the
 

debtor countries.
 

Extremely high interest rates and severe global 
recession had
 

Buoyant

played a major role in precipitating the debt crisis. 


recovery by 1984 (with industrial country growth at 5 
percent) and
 

(as LIBOR ebbed from 19 percent at
 a reduction of interest rates 


itx 1981 peak to 11 percent) led to considerable optimism 
in that
 

yeair that the debt crisis was on its vay to resolution. 
Indeed,
 

debtors ran large current account surpluses, and economic

key 


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 swing once again toward pessimism.
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Latin American policy-makers were facing intensifying political
 

of severe recession in 1983.
 pressure as the lagged effect 


Moreover, they were beginning to conclude that bank lending 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 in an
 

activist direction under new Treasury Secretary James Baker, as
 

illustrated by his Plaza Agreement in September 1985 to reduce the
 

of the overly-strong dollar to avoid a protectionist
value 


outbreak. In debt, Mexico in particular provided reason for this
 

Texan's concern, as that co-..try experienced fiscal erosion, rising
 

devastating earthquake. It
inflation, weakening oil prices, and a 


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.
 

Although Mexico was an important catalyst, the Baker team
 

prepared a broader attack on the debt problem that amounted to a 

global indicative plan. 

STRATEGY AND TARGETS -- The new initiative celled for-banks to 

extend new lending amounting to approximately $7 billion annually 

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


\LJ 
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debt
 
each year, to 15 major developing countries with 
exposure 


The implication was that this target was conceived
 difficulties. 


of as a net disbursements concept, above and beyond 
amortization
 

of principal (but not net of interest payments). The announcemert
 

of this goal for bank lending servrtd notice that the absence of
 

major new money programs in 1984-85, which had been possible
 

because 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 artas: trade liberalization, the liberalization
 

of policies toward direct foreign investment, and reform of the
 

state enterprize sector, including through privatization.
 

support through 'an
Industrial countries were to provide more 


increase in net loan disbursements of multilateral banks 
(MDBs) by
 

Secr6tary Baker
$3 billion annuelly ($9 billion over three years). 


i-ndicated that successful implementation of the plan by all 
pirties
 

support for a substantial
would serve as the conditirn for US 


World Bank, a measure which,
the of
increase in capital the 


however, US authorities were not yet prepared to endorse at 
the
 

Added to the 1985 base of net disbursements by NDBa, the
time. 


(excluding interest) of
expansion meant total net capital flows 


approximately $7 billion annually from these 
agencies, or almzst
 

billion askesd of the
 
the same thretr-year magnitude as the $20 

Private bank/ public sector symmetry thus seemed present.
banks. 


a more nroncrete

The Baker Plan essentially provided 
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It did
 
formulation of the existing strategy on the 

debt problem. 


of that strategy. In
 
not change the fundamental assumptions 


from the outset the debt strategy had rejected a
 
particular, 


bankruptcy approach in which major portions of existing 
debt would
 

The plan's architects judged that
 be forgiven on a coerced basis. 


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 compatible 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.
 

The plan did make an important shift in emphasis.
STRENGTHS --

It stressed that the official community recognized the 
debt problem
 

was one that would take a long time to address, and 
that it was
 

forsmost 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-term 
development
 

objectives. The implicit institutional shift was from the IMF to
 

the World Bank as the lead institution in debt mai.-gement. 
In view
 

of the cost.y recessions of 1982-83, this new emphasis 
yas timely.
 

of

The plan was also correctly oriented in its intent 
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From the outset of the debt problem
encouraging new bank lending. 


rider problem, in which
 
it had been apparcnt that the free 


individual 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 to grind to a halt, and that orientation 
from a central
 

necessary to deal with this externality. The IMF had
 
force was 


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 aresponsibility
 

Public sector
 
to participate in the solution to the debt problem. 


This commitment
action was to occur primarily through the MDBs. 


was important in an environment of the facile and popular 
political
 

critique that the public sector should not bail out the 
banks.
 

broadly correct in its selectio,, of the
 The plan was even 


debtor countries. Excessive
 
priority structural reforms in 


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 NICse Similarly, the fiscal fragility that had given rise
 

to much of foreign borrowing owed much to chronic deficits 
of state
 

The emphasis on direct investment was alsm.logical
enterprises. 


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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The Baker initiative did not address 
the difficult
 

WEAKNESSES 


(or ainvoluntary")
from "concerted"
the transition
problem of 


"new monly packages," in which all banks were
 
lending through 


their
amounts in proportion to 

to lend additional
pressured 


to voluntary
debt crisis, back 
at the outset of the 
exposure 


capital flows. Indeed, the more 
pressure applied in pursuit of 

the
 

likely to be
resentment there was 
bank lending targets, the more 


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.
 
in
 

initiative appears to have been somewhat misleading
The 

an
 

its capital flow targets for the public sector by not taking 


integrated approach to all official lending, 
and in particular by
 

As discussed below, the
 
remaining silent on the role of the IMF. 


shift of the IMF from an extremely active 
new lending role early
 

in the debt crisis to a posture of minimal 
or negative new lending
 

meant that the widely publicized targets 
for expansion of lending
 

the net capital
banks overstated
by multilAteral development 


international
that could be expected from the 

contribution 


institutions as a whole. From the 
bureaucratic standpoint it was
 

"development agency" and
 
natural to argue that the IMF was 

not a 


thus could not be exrected 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
 

2c. 
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The same observation applied 
to bilateral export credit
 

taken. 


agencies, which had provided 
considerable financing before 

the debt
 

crisis but cut back much like 
the private banks after its 

onset.
 

in the seeming interventionism 
of
 

an awkwardness
There was 


the industrial country governments into what 
could be considered
 

While liberalized
 
the internal affairs of the 

debtor countries. 


treatment of imports and foreign investment and slimming of the
 

in many of the debtor
 
in practice desirable 
state sector were 


been
 
in principle adjustment and growth could have 


countries, 


carried out through other means of 
fiscal correction and improved
 

efficiency at the choice of each country 
according to its political
 

There were delays in the mobilization of new lending
 tradition. 


efforts in early 1986 as each major debtor 
waited 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
 

guidelines
than the macroeconomic 
more fundamental
in areas 


familiar in IMF programs.
 

There was also considerable doubt 
about the adequacy of the
 

From 1981 to 1985 the net
 
capital flow targets of the Baker 

Plan. 


transfer of resources (capital 
inflow less net payments of interest
 

and profits abroad) to the highly 
indebtea countries identified 

in
 

to -$26.5 billion,' a
 
$18.3 billion
fell from
the Baker Plan 


The 1981 flows had been seriously
 
decline of almost $45 billion. 


VDet o
ebt Tables: EXternal 

t World Bank, W-


Edition, Vol. I (Washington: World 
Bank, 1988),
 

1988-89
Countries. 

".rred to as World Bank Tables 

1988.
 
p. xvii. Hereafter rr 




exaggerated by excess demand in some key countries such as 
Mexico,
 

small because of
 
and the 1985 flows had been artificially 


transitory high current account balances in major 
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 multilateral development banks, 
MDBs)
 

appeared to be too modest a policy goal, and many analysts 
argued
 

There was,

that the objective should be at least twice as large. 


of course, an inherent tension between the scale of new 
lending and
 

reduction of the debt burden to more sustainable
the speed of 


levels, 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.
 

Mid-term Evolution
 

Brazil's moratorium in early 1987 triggered widespread 
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 60-00 
c*u'ts on
 

the dollar to the 40-60 cent level. An increasing number of banks,
 

especially regional banks that had been involved in Latin 
American
 

in the late 1970s, simply

lending for a relatively brief period 


wanted to be rid of their portfolios of loans to debtor 
countries.
 

onsy package
Lengthy delay in mobilization of the $7.7 billion new 


for Mexico in late 1986 had led many to question whether there
 

could be any further now lending programs.
 

/~' 
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IMF and World Bank in September
 At thf annual meetings of the 

of hisfurther evolution
Baker suggested i' 
of 1987, Secretary 


initiative, which called for 
a "menu r.rproach" to tailor the 

forms
 

of bank participation in support of 
debtor countries to the varying
 

more
The approach included 

the individual banks.
interests of 


implicit

for new money (bonds to confer


vehicles
attractive 

loans into equity) as well as
 new
seniority, rights to convert 


alternative options for banks desiring 
to exit from the new-honey
 

process ("exit bonds").
2 Secretary Baker backed the new approach
 

more concretely when the US Treasury 
subsequently gave its blessing
 

to Mexico's exit bond, designed with 
Morgan Guaranty, which used
 

as
 
purchase zero-coupon US Treasury bonds 
to 


The
 
collateral for 20 year bonds paying 

LIBOR plus 1-5/8 percent. 


Mexicans hoped banks would convert 
existing claims at close to the
 

Mexican reserves 


secondary market price of 50 cents 
on the dollar in return for this
 

total volume
and some did; but the 

more secure instrument, 


exchanged was limited ($3 billion) and so was the discount 
(which
 

turned out to be 30 percent rather 
than 50 percent), because the
 

for distant maturity and none for
 
bonds had a guarantee only 


In
ongoing interest payments. addition, the banks credited the
 

menu approach with the relative 
success in mobilizing a package 

of
 

1988, although when
 
in new
$5.2 billion lending for Brazil in 


ouch asas altornties'keof these options as w311SSeveral g-JIMD1
debt buybacks were ew,%dine. i y

discounted for
Institute 

to DNet9 _ oD!trj (Washingtont

Lending 

international Economics, Po).,y 

Analyses in International Economics
 

No. 18, aun2 1987).
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Brazil launched its new anti-inflation program in January of 1989
 

of the attractive
its negotiators informed the banks that some 


features ("relending" and debt-equity conversion) would have to be
 

suspended or scaled back temporarily.
 

Results of the Strateay
 

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 Bradley and the President of American Express, James
 

Robinson). An evaliiation of the results of the strategy requires
 

special care in attributing a causal role to external debt, ind
 

within debt, a causal role to the Baker Plan. With this cautionary
 

note in mind, the results of the Baker initiative may be reviewed
 

according to several criteria.
 

The bottom line of the Baker Plan was supposed
ECONOMIC GROWTH --

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 durinq its duration. Thus, Latin 

Amprica as a whole achieved growth of 3.7 percent in 1984 and 3.6 

percent in 1985. While the rate was approximately the same at 3.9 

petcent in 1986, the region's real GNP growth decelerated to 2.5 



percent in 1987 and only 0.7 percent in 1988.3 However, the
 

argument is developed below that the primary source of this decline 

was not the external debt problem, but the 
adverse growth effects 

of high domestic inflation. As discussed below, those countries
 

that did achieve favorable performance on domestic 
adjustment were
 

in the Baker Plan period

able to obtain relatively high growth 


(1986-88).
 

-- An assumption of the Baker Plan was
INTERNATIONAL ENVIRONMENT 


economy would not collapse and make it
 
that the international 


impossible for the debtor countries to increase 
their exports and
 

"grow 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 a.-ngle
 

digits, 2-1/2 percent or lower) that had been considered necessary
 

for progress on debt.4
 

also
International interest rates remained in a range
 

For 1986-88 as
 
compatible with emergence from the debt problem. 


a whole, LIBOR averaged 7.3 percent, less than half 
the level of
 

rate rose 
by 200 basis points from the
 
1981-82. Although the 


stood
fourth quarter of 1987 to the fourth quarter of 1988 (when it 

Economic Commission for Latin America, Balance Praliiazl
 

de la Econonia Latinoamericana: (Santiago: NCLA, December
1988

IA.1IJU.
 

1988). Hereafter referred to 
as 


A IMF, Worl Economic Outlook October 1988, p. 59; William
 

Analysis, Experience and Prospects,"
R. Cline, "International Debt: 
Journal of Develoment Planning, No. 16, 1985, pp. 25-56.
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part because of attempts to stabilize the
 
at 8.9 percent), in 


dollar, US inflation was also up (from -3 percent 
in 1986 and +2.6
 

percent in 1987 to 4.1 percent in 1988, wholesale 
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 
oil were
 

area in which the world economic environment caused
 the principal 


Baker plan period. As figure 1
 
serious difficulty during the 


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
 

Several debtors among the 15 countries identified
level of 1986. 


Baker Plan depend heavily on oil, especially

in the indicative 


Because oil is a smaller
Mexico, Venezuela, Nigeria, and Ecuador. 


share of imports for such oil-importing debtors as 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 
was
 

the most severe blow to the strategy from the international
 

economy.
 

Other commodity prices uere weak but less dramatically so.
 

of nominal dollar prices for six

Figure 1 shows an indeu 


commodities weighted by their shares 
in Latin America's exports5

s
 

The prices of these raw materials had shown promising recovery 
from
 

Coffee (32.6 percent), soybeans (25.8 percent), copper
 

(22.8 percent), corn (9.1 percent), sugar (5.9 percent), and beef
 
tia Financi


(3.9 percent). Price ocries are from ie 
Statistics; trade shares calculated from Inter-American Development
 1eo=t
Bank, cgnomic and Social Progress in Latin Aerica: 1987 


(Washington: IDD, 1987), pp. 474-5.
 

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 fell by 15.8 

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 a 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 world boom 

in production and trade added more generalized upward pressures. 

DEBT INDICATORS -- In a world economic environment 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
 

intereit/export ratios had declined from 57.1 percent to 29.7
 

percent in Brazil, 47.3 percent to 29.1 percent in Mexico (despite
 

the collapse of oil prices), 58.4 percent to 40.4 popcent 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 lower than or
 

equal to the ratio in the pre-crisis year ok 1981 for Brazil, 

Nexico, Chile, and Colombia. For Latin America as a whole, the 

ratio stood at the same level in 1988 (28 percent) as in 1981, and 

6
 

well below the peak 1982 level of 41 
percent.


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) showed
 

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. In real terms (deflating by US wholesale
 

prices), by 1988 debt for the six countries stood only 13.5 percent 

above the 1982 level, for average annual growth of only 2.1
 

percent. And the ratio 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: 

a. most of the indebted countries are still no better
 
off than in 1982 -- when the debt crisis erupted. Debt
 

disbursed and outstanding has doubled, and debt service
 

SOA__9J8, table 17.
 



15
 

payments on a cash basis are one-third 
higher.?
 

By aggregating debt for all developing countries, the statement
 

seriously obscured the progress in the am cr Lamin 
American debtor
 

core of the debt
 
countries that had been and remain the central 


Thus, it may be seen in table 1 that
 crisis as a systemic problem. 


the increase in debt in the 17 Highly Indebted Countries (HICs),
 

and Jamaica, was far
 
or the original 	Baker 15 plus Costa Rica 


(34.8 percent versus
 smaller than in 	other developing countries 


Moreover, of the large volume debt increases in
 
63.2 percent). 


other developing countries, the bulk occurred 
in countries well
 

capable o1 carrying debt; indeed, had they not 
been, the debt would
 

The largest absolute and percentage
not have increased as it did. 


Other large absolute increases
 increase in debt occurred in China. 


occurred in Greece, Hungary, India, Indonesia, Malaysia, 
Thailand,
 

and Turkey, all countries that have remained outside 
the locus of
 

the debt crisis (and indeed, Turkey overcame its 
earlier crisis to
 

achieve new access to 
credit).$
 

In short, for the major Latin American debtors 
at the center
 

of the debt crisis, there has been much more improvement 
in the
 

key debt indicators than is generally recognized. 
Large increases
 

China, India, Greece and Portugal

in debt of such 	countries as 


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

The World Bank data, which only extend through-1987, 
do
 

a 
riot capture the 	reduction in Latin American debt that 

occurred in
 

Note also that the World Bank data show
 1988, as discussed above. 

than does the Economic Commission for Latin
 

larger 1987 debt 

America (table 1).
 

r 
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functioning of the capital

should be construed as a continued 


market for developing countries despite the Latin American problem,
 

the world debt problem has grown

rather than as evidence that 


worse.
 

CAPITAL FLOWS -- A widespread view is that the private banks fell
 

In fact,
far short of their lending targets under the Baker Plan. 


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
 

implied by
annually, rather than rising by $3 billion annually as 


The main reason for the public sector shortfall was that
the Plan. 


agency)
decreases in IMF and bilateral (mainly export credit 


offset by increases in lending by multilateral
londing were not 


development banks.
 

Table 2 reports capital flows (net disbursements) to the Baker
 

For the private banks,
countries during the Plan years, 1986-88. 


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
 

flows are
 same as gross disbursements.' For the IMF, net 


0 The major exception is for Venezuela, where there were 
However,repayments of principal of about $1 billion annually. 

the Venezuelan government chose to repay principal rather than 

enter an IMF adjustment program, the condition the baiks inaisted
 
event,
on for complete rescheduling and new money. In u6 


overstatement of the effort made by the bonks from the standpoint
 

of not deducting Venezuelan repayments is approximately offset 
by
 

understatement from the standpoint of commitments undertaken by
 

the banks but not disbursed because of changes in circuartances.
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in the number of SDRs in
 
calculated by multiplying the 	change 


m at the end of each year by the
 outstanding "use of Fund credit


average dollar/SDR exchange rate for the 
year.
 

the banks achieved capital flows of
 
The table shows that 


billion over the Baker Plan period, or about twoapproximately $14 

thirds of the target $20 billion for these countries. 
It is clear, 

however, that the flows were concentrated in the major 
countries. 

The smaller countries typically were unable to mobilize 
ned money 

This pattern reflected the greater importance of the 
packages. 


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 massiie
 

shortfall from the target set under the Plan, according 
to which
 

Considering

annual net disburements were to rise by $3 billion. 


that the annual average for 1983-85 stood at $3.86 billion 
(table
 

actual increase achieved amounted to only about $300
 
3), the 


10
 

million annually, one-tenth 
of the target.


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

Thus, the banks pledged up to $7.7 billion to Mexico 
in the 1986

new money package, but because oil prices recovered the 
full 

amount was not activated. 

World Bank made net disbursements tu Latin America10 The 
This rate was belowamounting to $1.8 billion in its fiscal 1988. 


the institution's average of $2.4 billion annually in F7Y4-68. 
For
 

paralysis in netits part, the Interamerican Development ank faced 

lending as the result of an impasse with the United States 
over US 

veto power. 

87 
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the IMF was a net taher of funds from the Baker countries, for a
 

total of $2.7 billion. The largest net repayments were from Brazil
 

11 had
in question,
the countries
and Yugoslavia, but of 17 


negative capital flows from the IMF 
over the period.
 

Table 3 summarizes the capital flows under 
the Baker Plan and
 

from banks averaged $4.6 billion
 
The disbursements
before. 


annually in 1986-88, modestly lower than in 
1985 but less than half
 

rate of the early debt crisis years of 
1983-84 ($12 billion
 

the 


-nnually) and even further below the more than 
$20 billion annually
 

Nonetheless, as noted the banks met approximately 
two

in 1981-82. 


thirds of their new lending target under the Baker 
Plan.
 

For the public sector, capital flows to the Baker 
countries
 

averaged $5.2 billion annually in 1986-88, sharply 
lower than the
 

average of $9.3 billion during 1983-85. The main reason for the
 

decline was the reduction in IMF flows (from $6.5 
billion in 1983
 

a swing of $7.6 billion). Flows from
 
to -$1.1 billion in 1988, 


billion annually in
 the bilateral credit agencies averaged $1.9 


lq86-S8, and thus showed a significant recovery 
from the lowpoint
 

of less than $700 million in 1987 (although the 1986-88 average
 

rate in 1981-83).
$2.5 billion annual
still remained below the 


Overall, the failure of multilateral bank 
lending to rise by the
 

target amount, and the only limited recovery 
of bilateral lending,
 

that the large deoline in net IMF lending placed the
 
meant 


the Baker Plan period

consolidated official sector lending in 


sharply below the average levels of the preceding 
three years.
 

course good reasons for part of this decline.
There were of 
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an IMF program
Countries such as Brazil that chose not to enter 


faced large repayments of earlier IMF credits. And in the very
 

regarded as a wrevolving
design of the Bakor Plan, the IMF was 


credit" agency rather than an aid institution, and international
 

officials did riot necessarily regard the reflows to the IMF as
 

inappropriate. The broader problem, however, was 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
 

banks should have taken account of any expected
multilateral 


reflows to the IMF and any decline anticipated in bilateral
 

lending. Expression of the official sector contributicn to the
 

Baker Plan as limited to multilateral development banks sent a
 

misleading signal. Unfortunately, not even 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 suggests that
 

calls for increased official sector 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 presumably less
 

than its authors envisioned. The most far-reaching reforms have
 

come in Mexico, probably because that country faced one of the
 

largest fiscal and external shocks (from the collapse in oil
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prices) and has a political regime with relatively high control
 

In 1986 Maxico broke with long tradition 
and became
 

from the top. 


By the end of 1988, it had cut its maximum
 a member of the GATT. 


to 10 percent) and
 
tariffs to 20 percent (and average taritfs 


products under quantitative

the share of imported
reduced 


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
 

lfrge enterprises as the airline Aerovias de 
Mexico and the copper
 

There was also progress toward trade
 
firm Mexicana de Cobre. 


liberalization and privatization in Argentina 
(where by late 1988
 

the government planned to sell 40 percent of the 
state telephone
 

company to a Spanish telephone entity and 40 percent 
of Aerolinvas
 

Even in Brazil, where
 
Argentinas to Skandinavian Airline Systems). 


import protection had remained relatively unchanged 
and there was
 

of strong state enterprise, in late 1988 the
 
a tradition 


some 2,500 import

government announced the freeing of half of 


in 1959 

categories under import prohibition, and early the
 

government's new anti-inflation plan included 
a pledge to cut back
 

government employment by tens of thousands."
 

erican Eonomic
1 William R. Cline ara Riordan Roett, atsin 

Note that the close timing
2U.Q9k, No. 88-3, December 31, 1988. 


of Mexico's acceleratiun of privatizations in 
late 19Ir and the
 

October announcement by US Autorities of a 
$3.5 billion credit
 

linkage of financial support

line to Mexico suggested that 

to
 
concrete content.
Plan had


structural reform under the Baker 


Similarly, there have been large Worlt Bank 
loans to Argentina and
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BMK VULqERABILITY -- From the onset of the debt crisis in 1982,
 

a major policy goal was to avoid a severe disturbance to the vorld
 

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 banks
 

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 1987. Bank regulators testifying before Congress in
 

early 1988 indicated that third world debt was no longer a 

proximate threat to the banking system.'
2 

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 was
 

Mexico for trade sector reform.
 

12 Thus, the Comptroller of the Currency testified that "the 

vulnerability of the US banking system to LDC debt performance has 
lessened sigijificantly,* while the Chairman of the Tederal Deposit 
Insurance Corporation stated that "at this time we cannot foresee 
any bank failures resulting from LDC exposure alone." Washington 
kl., January 6, 1989; New York Times, January 6, 1989. 
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to stagnation. Elections were to
condemning their economies 
be
 

The front-runner in
 held in 1989 in both Argentina and Brazil. 


Argentina, Peronist Carlos Menem, spoke of a five-year moratorium
 

on debt payments (sometimes using the qualification *negotiated").
 

Two leading presidential candidates in Brazil, leftists Leonel
 

Brizola and Luis Inacio da Silva (the labor leader "Lula"), 
called
 

Mexico, the new
for a moratorium on debt payments. Ever 	In 


faced unprecedentad
president Carlos Salinas de Gortari had 


domestic opposition in conxiderable 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
 

Perez, had similarly
new president of Venezuela, Carlos Andres 


seemed to take a tough line on debt (and the country found itself
 

compelled to suspend a large portion of principal pcyments at the
 

end of 1988 as its non-gold reserves fell precariously low).
 

Political debt fatigue is easy to understand. In Mexico, real
 

wages in 1987 stood almost 30 percent below their 1980 level.
 

Inflation reached unprecedented dimensions in Latin America in
 

region 1988
1987-88. Per capita income for the in stood 6.6
 

percent below its 1981 level.
13 The understandable but simplistic
 

reaction was to blame external debt for all of these wconomic ills.
 

An equally simplistic and dangerous tendency was to infer that some
 

renewed high growth and
form of radical debt relief would mean 


price stability.
 

s ECLA 1988, table 3.
 

http:level.13
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Yet the region itself had already generated two major lessons
 

indicating that at least confrontational attempts to reduce the
 

debt burden were counterproductive. In Peru, a unilateral ceiling
 

on debt payments had been followed by a short-lived boom and then
 

recession and extremoly high inflation, and by 1988 the country vas
 

compelled to adopt harsh austerity measures and seek renewed ties
 

with the IMF. In Brazil, a moratorium on debt during 1987 was
 

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.
 

The Debt/Inflation/Growth Nexus
 

The proper reading of the experience of major Latin American
 

not that debt condemns them to
debtors in the past six years is 


stagnation and inflation, but instead that the countries which have
 

adopted appropriate economic policies have shown the capacity to
 

achiev economic growth, relative price stability, and reductions
 

The principal cause of stagnation in
in relative debt burdens. 


1987 and 1988 was from domestic policy distortions and high
 

Nor was inflation
inflation in particular, not the debt problem. 


caused primarily by the debt burden.
 

RESOURCE TRANSFERS AND GROWTH -- The analytical framework that
 

might suggest the opposite is of course the relationship of
 

transfers to growth. Under a traditional, simple
resource 


development model (Harrod-Donar), growth is doterainodby 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.
 

Similarly, 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 of Taiwan and Korea,
 

coexistent with their high growth rntes, are vivid examples.
 

The six major Latin American debtor countries provide a 

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 a
 



25
 

percentage of GNP for these countries." If the resource constraint
 

were binding, one would expect the countries with the highest ratio
 

of outward transfer of resources to GNP to have the lowest 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 amonq 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 lower outward resource transfers (an average of 2.4
 

percent of GNP) but nonetheless had lower growth as well (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 resources 

that are causing economic stagnation in Latin America. 

RESOURCE TRANSFERS AND INFLATION -- The obvious explanation fo.r 

low recent growth in countries such as Brazil and Argentine is the
 

adverae 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
 

14 The resource transfer estimater refer to the excess of net
 
payments of interest and profits over net inflows of capital. The
 
data are from CA 198-sT.
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the six largest Latin

stagnation. The figure shows that among 


American debtor countries, those with 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 averaged 5.2 percent annually in 1986-88.
 

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

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

role of high inflation in
on average. Few would dispute the 


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
 

in the end economic stagnation in the area is
problem, so that 


The popular perception
indeed attributable to the debt problem. 


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 adjust externally have required sharp
 

devaluation of the exchange rate, and devaluation boosts cost-push
 

suddenly thrust governments
inflation. Second, the debt crisis 


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 probab)? be made
 

for Mexico. There the government adopted sharp exchange rate
 

devaluation in 1986 when oil prices collapsed, and the devaluation
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played an important role in the acceleration of inflation from the
 

range of 65 percent to, by 1987, 160 percent. In Argentina and
 

Brazil, however, inflation in the high triple digits has been
 

essentially the consequence of a combination of high domestic
 

fiscal deficits (on the order of 4 to 8 percQnt 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
 

was almost constant in Brazil from 1983 through 1987, and actually
 

appreciated by some 10 percent in 1988. Similarly, although there
 

was a large real 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 more ambiguous, but the
 

essential issue is whether it would be appropriate for countries
 

to sustain large fiscal deficits over several years, whether
 

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 imply 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 critique 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 had the
 

lowest outward resource transfer, with successively lower inflation
 

rates for each respective country at successively higher outward
 

transfer levels. In short, cross country evidence suggests that
 

it is possible to control inflation despite the debt burden, if
 

proper domestic policies are pursued.i
s
 

15 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
 
eporters 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
 
well exceeded the amount required to service debt). As for 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
 

http:surplus.in
http:pursued.is
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aecause there has been considerable improvement in the key
 

debt 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 generally), the
 

next phase in the clebt strategy should involve a three-track
 

approach: multi-year new money programs, voluntary debt reduction,
 

and return to voluntary lending based on more attractive
 

the objective must be
instruments. For the public sector, 


considerably higher actual viet 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
 

must be actual achievement of
debtor countries, the objective 


on fiscal balance for domestic
adjustment programs, centered 


stability and appropriate real exchange rates for export growth.
 

source of quadruple digit inflation.
 

\ Il
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In 1981 and 1982, the net resource transfer to the fifteen 

Baker countries amounted to an annual average inflow of $8.9 

In the first three years after the debt crisis, the
billion. 16 

an annual outflow of $38.4 billion.
 
resouxrce transfer averaged 


(1986-S8), the outward
During the three years of the Baker Plan 


transfer of resources from these countries averaged $28.6 billion
 

that domestic destabilization
annually. Despite the evidence 


rather than outward transfer of resources has been the primary
 

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 renewed growth, excess capacity would eventually be exhausted,
 

and higher resource inflows can contribute to future growth even
 

in 1988 was not primarily
though stagnation in Latin America 


attributable to external debt or outward resource transfers.
 

Complete elimination of the outward transfer would ba too
 

it would mean a
ambitious over the next three to five years, as 


in debt that progress in debt

sufficiently more rapid buildup 


indicators could be halted prematurely. However, a reasonable goal
 

would be to cut the outward transfer of resources in half, 
to some
 

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


account"' Estimated as the difference between the currenr 
deficit (assumed equal to capital inflow, abstracting fron reserves 
change) and net payments of interest and profits. Calculated from
 

International Monetary Fund, World Econopic Outloo).QgOckLAU98
 

(Washington: I?, 1988), p. 104.
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would require inczeasing net capital flows from foreign private
 

and official creditors to the debtor countries by $15 billion
 

annually over the average achieved under the Baker Plan.
 

NEW MONEY -- Debtor country governments would haveMULTI-YEAR 

new lendingmuch more certainty in planning if banks would agree to 

programs over three year or even five year periods. 7 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
 

To the
voluntary private capital and to official lending sources. 


extent possible, countries should make new money options attractive
 

new
to banks (debt-equity conversion rights, relending rights, 


money bonds) to facilitate mobilization (as in the Brazil 1988
 

program). Moreover, those banks (primarily in Europe) preferring
 

for tax or regulatory reasons to participate by capitalizing some
 

rather making loans usefully be
interest due than new could 


permitted to do so, although such banks would have no basis for
 

insisting that all other banks also capitalize (and th&t outcome
 

would be adverse because it could initiate a transition to
 

unilateral insistence by the country that specified fractions of
 

17 Thus, President Carlow Salinas of Mexico stated as one of 

his four principles on debt that the country should bL assured 
His three other principles were:
multi-year access to new loans. 


reduction of the outward resource transfer, reduction of the stock
 
of debt to closer to its secondary market value, and reduction of
 

Wall Street Journal, Dec.
the debt/GNP ratio during his regime. 

2, 1988.
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interest be capitalized each year).
 

VOIUNTARY DEBT REDUCTION -- By the end of the initial three-year 

horizon of the Baker Plan, perhaps the major change from 
what its
 

of the debt in secondary
authors anticipated was the low value 


markets, on the one hand, and the related activity in debt-equity
 

debt repurchases, on the other.
conversions and discounted 


Secondary market prices for Argentine debt were in the range of 20

25 cents on the dollar; for Brazil, 40 cents; Mexico, 44 cents;
 
1
 

Chile, 58 cents; and Venezuela, 
42 cents.


Low secondary market prices offer the opportunity for mutually
 

operations between the
beneficial voluntary debt reduction 


The banks are not
countries and those banks desiring to exit. 


and many of the smaller banks in particular are
monolithic, 


prepared to accept 50 cents on the dollar or less if the asset they
 

receive is sczure, 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
 

Yet the banks with
value than indicated by the secondary market. 


the more favorable long-term expectations 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 exposure limits in the
 

countries.
 

Much debt reduction has already occurred. Mexico ha& reduced
 

is Salomon Brothers, International Loan Trading, Dec. 22, 1980. 
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its private sector debt from $22.5 billion in 1983 to $10 billion
 

at the end of 198, largely through debt-equity converions and 

repurchases of outstanding. debt on a discounted basis. The
 

Institute for International Finance estimates that $26 billion in
 

external debt of the Baker-15 countries has been extinguished by
 

voluntary debt reduction, 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 re5tructuring vith a
 

relief component, and a small portion in debt buybacks and debt
 

exchange into "exit bonds.""
 

Countries with adequate reserves can make discounted
 

repurchases of debt, as Chile did in late 1988 with its windfall
 

gains from higher copper prices. Other countries can conduct debt

equity conversion programs, although the experience %Z Nexico and
 

by early 1989 Brazil suggests that sensitivity 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 which 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
 

9Institute for International Finance, The Pay Forward for 

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

20 Rowever, much of the Olocal currency conversion" also
 
amounts to debt buybacks, as recipients then use the local currency
 
to purchase dollars on the parallel exchange market.
 

I \\j; 
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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 exit bond (which converted some $3 billion 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 bond sold at a price that 

attributed full confidence only to tho 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 were fully 

reliable, it is conraivable that banks representing some 30 percent 

to 4C percent of the claims on debtor countries would be willing 

to accept them at & value of 50 cents or less on the dollar to make 

a clean exit froa the debt problem. 

So far the public sector has been unwilling to issue
 

guaranteeo to back exit bonds. The political concern has been that
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It is time
 
to do so would appear to be "bailing out the 

banks." 


Any bank that accepted an exit
 to discard this false argument. 


bond worth say 50 cents or less on the dollar 
would by definition
 

It would not be
 
already be 	absorbing massive losses up 

front. 


to say that the public sector by guaranteeing the
 
meaningful 


instrument would be making good the losses 
that the bank should
 

otherwise absorb.
 

Two maasures would make exit bonds gilt-edged. 
First, the
 

banks themselves should agree that exit bonds 
have seniority over
 

Here the idea would be that even those
 the other claims of banks. 


banks choosing to retain their full claims would 
benefit from the
 

reduced burden on the country accorded by the banks 
chosing to exit
 

For this purpose, serious consideration should 
be given


at a cost. 


that permits a two-thirds majority of bank
 
to new legislation 


(by valua of claims outstanding)
creditors of a sovereign nation 


to grant senior status over their own existing claims, 
to specific
 

The legislation would
 new instruments to be issued by the country. 


provide for carefully controlled conditions, 
such as the presence
 

International
 
a program approved by the US Treasury and 

the

of 


Monetary Fund. Moreover, the banking community as a whole would
 

presumably authorize such instruments only up to 
specified amounts
 

The point, however, is that once it
 and over specified periods. 


became unambiguous that exit bonds stood at the 
head of the quo,
 

the instruments would have a high degree of reliability.
 

Because the bulk of Latin American debt is under contracts
 

it might be
as the jurisdictional area,
that specify New York 
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sufficient for US law alone to make this change, although a similar
 

law in the United Kingdom would cover the jurisdiction of most 
of
 

the rest of the debt. While initially such laws could not be iron

challenge by a dissident
clad assurance against constitutional 


bank, and while issues of extra-territoriality could arias, the
 

fact that the class whose interests could be injured by the
 

banking community
granting of such senior status, namely the 


itself, would by the law be directly represented in the decision
 

(and on a two-thirds majority basis) would throw into question the
 

In this regard, the conferal of
standing of sqch a plaintiff. 


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 the first
 

case and disapprove in the second.
21 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 the banks themselves,
 

the issuance of guar&ntees by the World Bank (and Inter-American
 

Because the senior status accorded by the
Development Bank).2 


21 Thus, the Institute of International Finance has recently 

warned that mandatory cancellation of debt would be 

"unconstitutional taking of property" and "would be contested in 

the courts." Institute of International Finance, The Way Forward,
 

p. 20. 

22 See John Williamson, Voluntary ARproaches to Debt Relief 

(Washington: Institute for International Economics, Policy Analyses
 

in International Economics No. 25, September 1988).
 

http:second.21
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secure, it
the instruments relatively

banks would already make 

fraction (such
 
would be appropriate if necessary to 

count only a 


as 20 percent) of the value of the 
exit bonds against the capital
 

require one-for-one capital
rather than
of the institutions, 


backing as is the usual case for lending 
by these institutions.
 

bebonds would usually need toexitThe structure of the 

(such as 20 to 25 years). Otherwise, the 
relatively long-term 

as the interest
 
payments on the instruments would be as high 

most countriesYet for
bank claims.23
payments on existing 


needs to make a contribution to near-term
 voluntary debt reduction 


cash flow as well as long-term balance 
sheet improvement.
 

Japanese authorities proposed

In September of 1988 

the
 

establishment of a window at the IMF that 
would take deposits of
 

reserves from debtor countries for use 
in providing collateral for
 

mind parallel

the Japanese apparently had in 


exit bonds, and 


to the debtor countries that
countries
lending from industrial 


this purpose. This
 
the reserves required for


would provide 


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 
purpose, a reconsideration
 

of this position is in order, especially 
under the condition that
 

the banking community would be prepared 
to minimize the potential
 

For example, 7-year bonds bearing 9 percent 
interest would
 

n 

to 23 percent of face value in the first 

involve cash outflow equal 
at one-half theroriginalif the face value were set year. Even 

would stand at 11-1/2 percent of 
loan, the resulting payments 

original loan value, higher than interest 
payments on the original
 

claims (with all principal rolled over).
 

http:claims.23
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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
 

reduction by making policy
also contribute to voluntary debt 


related (non-project) lending available for the 
purpose of country
 

at
from the secondary market a discount.
 
repurchases of debt 


to be truly additional to
 
However, any such lending would have 


If lending for buybacks
official flows that would otherwise occur. 


were not additional, the net effect for the country 
would usually
 

be a negative cash-flow impact 
for the first five years or so.24
 

A major push for voluntary debt reduction (VDR) by the banks
 

institutions would have the

and the international financial 


reduce the debt owed to banks by perhaps 15 to 20
potential to 


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
 

even more
reduction would be important economically and perhaps 


in debtor
important politically, as it would enable leaders 


countries to point to an important supportive shift by creditors.
 

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

24 Thus, suppose that in case A the country would receive 

it would use for general
which
fast-disbursing policy lending 

purposes, while in case B it would dedicate the same funds 

to debt
 

In case A there would be one dollar of freely available
buybacks. 

In


foreign exchange for each dollar of World Bank policy lending. 

spend the dollar to repurchase two
 ease B, the country would 


The interest on the two
 dollars' worth of debt owed to the banks. 

The net
dollars debt would be some 20 cents for the current year. 


effect on cash flow for the country would thus be one 
jollar in
 

Indeed, unless the secondary
case A but only 20 cents in case B. 

as interest rate (that is, 10
market price falls to low as the 


cents on the dollar), buybacks have negative cash flow in the 
first
 

year.
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more thorough-going
amount of debt reduction would not be enough; 


but as analyzed
relief of a bankruptcy nature would be required. 


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
 

that somehow the country would lose the opportunity to
fear is 


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 seeming
 

Instead, the proper
lost opportunity is in fact not a loss at all. 


way to view the rising secondary market price likely to follow VDR
 

is as a sign of restored health and return toward creditworthiness.
 

Until the secondary market price returns far closer to the 80 cent 

- 100 cent range, it will be difficult to reestablish truly 

voluntary capital flows.
 

-- The third track for capital
NEW VOLUNTARY LENDING MECHANISMS 


flows in the near term should be a range of instruments designed
 

to revive voluntary lending even as the secondary market price 

\\
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rises. Direct investment is a crucial component of these flows.
 

a return of domestic
Control of high domestic inflation and 


economies toward nore normal conditions would help spur renewed
 

interest of foreign investors, but in addition the liberalization
 

of restrictions (in such countries as Mexico) could help.
 

For existing bank creditors, it would make sense to supplement
 

all creditors (except those
 
new money packages that involve 


loans involving a more limited
choosing exit bonds) with club 


These loans would ideally have elements
number of large players. 


to make them attractive in their own right so that they would 
not
 

One example would be the issuance of bonds
have to be coerced. 


as the instrument for club deals.
convertible into commodities 


Banks could thus anticipate some chance of profit, while actual
 

at $20 per barrel if the

convertibility (for example, into oil 


current price is $15) would provide an inherent in-kind guarantee
 

(in this example, equivalent to 75 cents on the dollar, well 
above
 

for standard obligations of the

the secondary market price 


country). It would be desirable to bring new actors into the clib
 

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 promise of increased official 
support 

As indicated above, with theimplicit in the original Baker Plan. 


period 1983-85 considered as a base, net capital flows from the 

multilateral development banks,consolidated public sector (IMF, 

and bilateral export credit agencies) fell from $9.3 billion
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in the Baker Plan period
billion annually
annually to only $5.2 


The public sector could well seek a goal of 
increased
 

(1986-88). 


in an amount of some 
net disbursements to the large debtors 
$10
 

billion annually, of which half would be merely 
returning to the
 

levels of 1983-85. Private capital flows could then pick up the
 

billion increase in net flows to the
 other $5 billion of the $:.3 


above as the increment

indebted countries identified
highly 


required to cut their outward transfer of 
resources by half.
 

Table 4 shows an illustrative set of
 CAPITAL FLOW OBJECTIVES --


the period 1989-91 for the highly

capital flow objectives for 


indebted (Baker Plan) countries. Net disbursements by multilateral
 

could double to approximately $8 billion
 
development banks 


annually; export credit and other bilateral agencies 
could increase
 

net flows to $4 billion annually (with perhaps 
an especially large
 

rise by the Japanese). The private banks would double the new

lending and debt-reduction efforts,
 
money equivalent of their 


returning their net flows to slightly below the 
1983-85 average.
 

Some further expansion in direct investment would be expected,
 

to the $15 billion needed to cut
 
bringing the total increase 


These objectives are feasible,
outward resource transfers by half. 


to the
intensified commitment

although they would require an 


multilateral agencies (but not necessarily immediate 
increases in
 

capital, except for the Inter-American Bank) 
as vell as increased
 

dynamism in new money arrangements, voluntary 
debt reduction, and
 

club loans as well as other voluntary finance 
from the banks.
 

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



42
 

policies in the debtor countries themselves that will determine
 

With poor policies, official
the feasibility of such a program. 


to move ahead, and banks may allow
 
donors will be unprepared 


arrears to build and set aside more reserves rather than 
provide
 

With sound policita
additional new money or voluntary debt relief. 


is every reason to believe that
 
in debtor countries, there 


financing in the ranges shown in the table could be mobilized, and
 

of the debtor countries will be able to
 more broadly that most 


and moderate
achieve politically acceptable economic growth 


inflation while continuing to make progress in restoring external
 

creditworthiness.
 



Table 1
 
Total External Debt, 1982 and 1987
 

($ billions and percentages) 

Perrzent C
imi 

781.2 1,167.1 49.0

All Developing Countries 


34.8
391.2 527.3
Highly Indebted 
 63.2
392.1 639.9
Other 

of which:
 37.1
16.7 22.9
Algeria 


8.4 30.2 259.5

China 
 53.8
26.2 40.3

Egypt 
 106.3
11.2 23.1
Greece 


9.0 19.0 111.1

Hungary 
 81.2
25.6 46.4
India 
 98.5
26.5 52.6
Indonesia 
 92.0
11.3 21.7
Malaysia 
 40.5
11.6 16.3
Pakistan 


31.0 42.1 35.8

Poland (a) 
 33.8
13.6 18.2
Portugal 
 69.7
12.2 20.7
Thailand 


40.8 107.1
19.7
Turkey 
 76.8
223.0 394.3
Subtotal 


Latin America
 32.8
332.8 442.0
World Bank 

24.0
331.0 410.5
ECLA 


Latin America-6 major
 
29.2
281.2 363.3
World Bank 

16.2
285.1 331.3
ECLA 


a. Initial year is 1985.
 
Source: Calculated from World Bank, World Debt Tables 1988, Vol.
 

II; ECLA, Balance Preliminar del. Economia Latinoamericana, 
1987
 

and 1988.
 



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

Total
Public Sector
lans(a) 
 T2tal
Multilateral Bilateral -IL-


844 3,240 5,847
 
Argentina 2,607 1,680 716 

111 896 896
 
0 555 230


'olivia 	 -861 3,139
-385 -2,032
4,000 1,556
razil 	 -3 1,216 1,431
87
215 1,132
JbiIe 0 1,238 2,195
 
Colombia 1,957 952 286 


-17 -146 -29 -29
 
0 134
'osta Rica 
 357 -226 633 63
 
0 502
:ote d'Ivoire 
 -39 1,083 1,083

0 858 264


Ecuador 	 -63
-327 -63

0 154 110


amaica 
 2,301 1,166 5,657 11,129
 
fexico 5,472 2,190 	

-495 1,007 1,007
553
0 949
Morocco 	 0 1,713 1,713

0 	 1,009 704


Nigeria 	 442
180 -52 442

0 314
?eru 	 -185 1,098 1,623


525 355 928

?bilippines 	 52 52
-9 -113
0 174
Uruguay 	 0 -70 -70


145 -215

lenezuela 
 0 

-59 -280 -1,171 -1,510 -1,510
 
iugoslavia 0 	 15,742 29,518


13,776 12,601 5,809 -2667 

Total 


a. 	Disbursements under new money packages.
 

World Bank, World Debt Tables 1988, Vol. I, 
p. ixliii; Vol. II; IMF,
 

Source: 	 Bank, by
1989; and World

Financial Statistics, January
international 	 to Brazil
 

Estimates include bank lending of $4 billion 

communication. 

completed in late 1988.
 

\V
 



Table 3
 

Capital Flows to Highly Indebted 
Countries, 1981-88
 

($ millions)
 

Public Sector 1981 
Multilateral 2,719 
Bilateral 3,158 
IMF 1,213 
Total 7,000 

1982 1983 
3,881 3,069 
1,719 2,539 
2,110 6,517 
7,710 12,125 

1984 
4,522 
1,525 
3,334 
9,381 

1g85 
3,g997 

697 
1,686 
6,380 

1986 
5,150 
1,158 
'206 

6,102 

1987 
3,370 
1,919 

-1,384 
3,905 

1988 
4,082 
2,738 

-1,077 
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 

1988, Vol. I, pp. xliii, 30-31 and 
by


Debt Tables
World Bank, World
Source: 

communication; table 2.
 

For 1983-88:
 
For 1981-82: net disbursements from "financial 

markets". 

a. 

disbursftments under new money packages.
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Table 4
 

Annual Average Capital Flows to Highly
 

Indebted Countries by Period, 1983-91
 
($ billions)
 

1989-91
1986-88
1983-85 


Public
 4.2
3.9
Multilateral Banks 
 4
1.9
1.6
Bilateral 
 2
-0.9
3.8
IMF 14
5.2
9.3
Total 


Private 9
4.6
9.8
Banks 
 10
8.1
14.5
Direct Investment 
 33
17.9
33.6
Total 

1988, p. 115
Economic Outlook October 
Source: Table 3; IMF, World 


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

THE EXTENT AND CAUSES OF THE DEBT CRISIS OF THE 198(k
 

by
 

John T. 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
 
servicing problems encountered in the early 1980s. In 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 differing
 
views 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 11 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 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 that should ex ants have been judged
to be imprudent, or whether their current problems are more accurately 
attributed to "bad luck." Some risk-taking is obviously desirable. Policy
makers -- both borrowers and lenders -- must assess the nature of various 
risks in order to act in their constituents' best interests. 

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

The paper is, for the most part, a restatement of ideas already in the 
literature. 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 subsided, the crisis of restoring sustained economic growth in 
developing countries remains. Their debt servicing problems large inare 
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 
6xpectations in the early years of the crisis. Hence, the need for new 
policy initiatives by official institutions and the "international community"
 
at large is likely to be the single most important issue in global economic
 
development policy for the 1990s.
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THE ETENT AND CAUSES OF TEE DEBT CRISIS OF THE 1980s
 

This paper first describes the growth in external landing to developing
 

countries in the 1970s and the emergence and extent of the debt servicing
 

problems encountered 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 :he
 

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 macroeconomic and financial environment in which
 

the debt build-up occurred. Changing patterns of international capital flows
 

are described and the movements of key macroaconomic variables are examined
 

to determine the extent to which the experience 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 that should ex ante have been judged
 

to be. imprudent, or whether their current problems are more accurately
 

attributed to "bad luck." Some risk-taking is obviously desirable. Policy
 

makers -- both borrowers and lenders -- must assess the nature of various
 

risks in ordr to act in their constituents' best interests.
 

Part III turns briefly to the policy choices of LDCs in the face of
 

various external shocks. This topic i covered in greater detail by other
 

papers in the volume, notably Easterly (1989).
 



The paper is, for the most part, a restatement of ideas already in :*e
 

literature. Its primary objective is to put the remaining papers in :he
 

volume into an appropriate historical perspective. It concludes tha:.
 

although the threat to the stability of the internacional financial sys:en
 

has gradually subsided, the crisis of restoring sustained economic grow:h n
 

developing countries remains. 
 Their debt servicing problems are larze i.
 

magnitude and have been very persistent. It is now clear that the deb:
 

problem is not just a temporary difficulty that a couple of years of strong
 

worldwide economic growth can "solve' 
-- contrary to optimistic expectations
 

in the early yeara of the crisis. 
Hence, the need for new policy ini:La:!:es
 

by official institutions and the "international community" 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 Emergence of the Debt Crisis
 

Concern over the growing external indebtedness of developing countries 

and its possible implications for borrowing nations, their creditors, and :he 

financial system as a whole had been voiced with varying degrees of intensity 

at least since the early 1970s. For example, one commentator on LDC debt, 

Gordon Smith (1979, p. 289) commented in 1979 that "...by 1970, there were 

sufficient signs of trouble on the horizon for Charles R. Frank, Jr. U19701 

to characterize the debt situation as 'alarming.'" Quoting Frank, "If 

present trends continue, the problem for a number of them [LDCs] threatens to 

reach crisis proportions as the flow of debt repayments is reaching an 

unmanageable level." (Frank, 1970, p.1]. Even by the late 1970s, however, 

2
 



the consensus view was one of cautious optimism regarding the burden of :he
 

debt. 

In a 1979 book, Cline observed chat, "For some time now public a::en:io.
 

has focused on the first aspect (the viability of the ongoing comnosition anc
 

pace of developing-country external borrowing, especially from commercial
 

sources], as journalists and legislatures have sounded the alarm about :he
 

possibilities of developing-councry defaults on debt and of resulting strains
 

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 :he
 

viability of the current process of developing-country borrowing, and
 

concludes that: "Over the near term, it would appear that the optimis:s have
 

the weight of the evidence on their side. There is more uncertainty over a
 

horizon of five or more years (i.e. by 1982 or so]. 
 Gordon Smith suggests...
 

that there may be problems of bunching of repayments at the turn of the
 

decade. The Lissakers report (1977] is evin more emphatic about the bunching
 

problem..." (p.34). These comments turned out to be very prophetic indeed.
 

From a historical perspective, they also suggest chat the debt crisis did no: 

erupt as a complete surprise in 1981 or 1982. Some analysts had repeatedly 

emphasized the potential systemic risks facing the international financial 

markets. 

There were a growing number of seemingly isolated debt servicing 

problems in the 1970s. It was the problems of Poland in 1981 and,
 

especially, of Mexico in 1982, however, that heightened fears of systemic
 

weakness and dramatically altered the international financial communiy's
 

perceptions of LDCs' creditworthiness. Poland's quasi-default revealed the 

fallacy of assuming that East European countries' hard currency debts had an 

3
 



implicit guarantee of any sort by the Soviet Union. By implicacion, no: onl: 

the Polish debt but whose of other East European countries had to be 

reassessed. "Credit 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 baps in Eastern Europe declined from $46
 

billion in 1980 to $42 billion by mid-1982." (Cline, 1984, p. 171 In shor:,
 

systemic risks and the potential importance of shifts in market psychology
 

were rapidly becoming apparent.
 

Host observers would date the beginning of the generalized debt crisis
 

of the 1980s as August 1982 when the Mexican finance minister announced that
 

Mexico was unable to 
service its public sector's external debt obligations as
 

originally contracted. kexico's debt servicing moratorium was notewor:hy
 

because of the sheer magnitude of Mexico's external liabilities. 1/ In
 

addition, the large exposure of commercial banks, especially those in the 

United States, as opposed to official creditors, served to focus attencion 

squarely on the systemic risks.
 

Even by early 1983, disagreement remained regarding the nature of 

emerging debt servicing problems. It is noteworthy that at that time the 

World Bank, with its characteristic optimism, argued that: "There is no 

generalized debt crisis; rather, the mutual difficulties of developing 

countries in servicing foreign borrowing and of commercial banks in obtaining 

service payments on foreign lending are an outgrowth of the broader economic 

problems* groing out of three years of global disinflation, which began 

I/ According to the World Debt Tables, total external dabt by DRS 
reporting countries was an estimated $672 billion at the end of 1981, of 
which approximately $78 billion was incurred by Mexico. 
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coward the end of 1979. 2/ The report goes on.co emphasize the impor:ance
 

of restoring economic growth in order to overcome 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, was the consequence of deliberate policies on the part of the major
 

financial powers (as well as many other countries, including LDCs) to limi:
 

aggregate 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 only 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 commercial banks in these regions caused
 

legitimate fears about the stability of the international banking system.
 

The real threat was that cascading sovereign debt problems, coupled with high
 

interdependence of international banks, would trigger a "meltdown" of the
 

financial system of the sort encountered in the 1930s. Fortunately, collapse 

of the financial system was averted. 

It is important to distinguish between debt servicing problems of the 

1980s and a full-blown financial crisis or collapse. In their study of 

financial instability, Eichengreen and Portas (1987) suggest the following 

definition: 

A financial crisis is a disturbance to financial markets, associated 
t)pically with falling asset prices and insolvency among debtors and 
ntermediarios, which ramifies through the financial system, disrupting 
the market's capacity to allocate capital within the economy. In an 
international financial crisis, disturbances spill over national 
borders, disrupting the market's capacity to allocate capital 
intarnacionally. (p.10) 

2/ World Debt Tables, 1982-83 edition, p. vii.
 

5/ 



Our definition implies a distinction between generalized fin.an.ca! 
crisis on the one hand and bank failures, debt defaults and foreig-. 
exchange market disturbances on the other. This distinction is :he 
presence of linkages.. .These linkages within the body economic give :he 
essential anatomy of financial crisis. (p. l)...Debt default need no: 
give rise to financial crisis. But if, on Che contrary, debt defauL: 
heightens the commercial banks' susceptibility to failure, the dange. o! 
a generalized crisis is intensified. (p.12 ) 

It was, of course, the prospect of c generalized financial crisis in :he
 

early 1980s that triggered the intense concern and sense of urgency amor.ng
 

policy makers in the major industrial nations to deal with the debt crisis.
 

Over the ensuing six years, these fears have largely subsided as the IMF ar.nd
 

central bankers stood ready to prevent a collapse of the banking system. The
 

commercial banks have gradually strengthened their balance sheet posi:ions by
 

increasing reserves for problem loans and by retaining earnings to increase
 

their capital. In 1987, commercial banks followed the lead of Citibank in a
 

much more aggressive write-down of the book value of their LDC loans. At :he
 

same time, their positions in negotiations with problem debtors tended co
 

harden. In a recent analysis of the current vulnerability of US and foreign
 

banks, Harry Huizinga (1988, p. 38) concludeq that "the stability of the
 

international financial system is no longer threatened by the 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 virtually none of the troubled debtors has regained 

access to the private credit markets. The 1986-87 World Debt Tables 

(p. viii) claims: "Of the countries that hava rescheduled debts since 1982. 

only C6tse d'Ivoire and Uruguay have been able to raise long-term loans from 

financial markets outside the context of a formal restructuring agreement.
 

In each case, new lending by commercial banks was part of a cofinancing
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arrangement with the World Bank." Even countries that have not experienced
 

debt problems have found their access to external funds greatly reduced. 2.,'
 

What remains after six years of intensive effort to restructure exzerna
 

debts and restore growth, however, is indeed a debt servicing crisis when
 

viewed from LDCs' perspective. In many cases they continue to service
 

external obligations only at a very high cost in terms of foregone economi:
 

growth and drastic declines in per capita consumption, with little prospe::
 

of a return to voluntary lending in the foreseeable future. In short, the
 

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 decade of the 1980s has become a "lost decade for economic
 

development," as per capita income levels in a number of regions have fallen
 

to their levels as of 1960, before the economic growth miracle of :he :960s
 

and 1970s began.
 

On Causes of the Debt Crisis
 

On "causes" of the debt crisis, there is no shortage of commentary.
 

Rudiger Dornbusch and Scanle',, Fischer (1986), for example, conclude:
 

The question of the origin of the 1982 debt crisis is easily answered.
 
Imprudent borrowing policies in the d6btor 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 ocher hand, 

places much more emphasis on systemic factors, and their inevitable
 

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. 
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consequences for debt dynamics:
 

To sum up, neither the errors of the lenders nor those of :he
 
borrowers can explain the global debt crisis chat emerged in la:e iS.
 
The central cause has already been indicated in the discussion on deb:

dynamics: the sudden and unanticipated change in sign in the difference
 
between the growth rate of developing-country exports and internacional
 
interest rates. on
From 1974 through 1980 a typical interest race 

04veloping-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 21.1 percent, overfulfilling the weak
 
solvency test (chat nominal export growth exceed the nominal in:eres:
 
rate]. In 1981-82 the interest rate soared to 16.3 percent a year,
while the annual race of growth of exports declined to 1 percent,
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 competitive recycling, the
 
result could be nothing but a crisis. (1985, p. 120)
 

William Cline (1984, p.1) also focuses on global macroeconomic
 

considerations:
 

The global debt problem stems from forces dating to the mid-1970s,

and to the first oil price shock (1973-74) in particular. The
 
intensification of the problem in 1982 derived primarily from the
 
effects 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
 
transition from inflation to disinflation in the world economy. Funds
 
that were borrowed when inflation was high and real interest rates 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 important, Jeffrey Sachs (1985,
 

p.526) stresses that country-specific factors, in particular their poli.cy
 

choices, were decisive in determining which LDCs escaped the "debt crap" and
 

which did not:
 

The debt crisis of the early 1980s wa triggered by a combination
 
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 forty developing

countries. The best evidence for the role of distinctively national
 
developmens is the success of many debtor countries in surmounting

external shocks without an emergency rescheduling.
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While agreeing that external shocks and LDC policies were indeed importa.t i
 

bringing on the debt crisis, there are many students of the debt crisis fe.z. 

Swoboda (1985) and Guttentag and Herring (1985)) who place a good share of 

the blame of the shoulders of the commercial lenders and their regulators. 

Banks allegedly "overlent," aggressively expanding loans in the 1970s wi:h 

insufficient attention to the creditworthiness of individual borrowers or -.e 

profitability of the projects being financed. Later, following the onset o! 

the debt crisis, they abruptly cut back on sovereign lending, thereby grea:!:." 

worsening the liquidity crunch. Guttentag and Herring (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 factors in the borrowing country), 
but most of the emphasis is placed on the deterioration in the world 
economy.. We believe this conventional story is incomplete. Imprudent 
borrowing is usually impossible without imprudent lending. In several 
instances, commercial banks continued to lend in support of unsound 
economic policies long after the residents of the borrowing countries 
had demonstrably lost confidence 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 develop three hypotheses about how and why overlending by
 

commercial banks occurred: (1)banks were subject to what they call "disaster
 

myopia," (2)banks underestimated risks because of inadequate information,
 

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 constraining growing
 

concentrations of country exposure in individual banks." (p. 130)
 

As the foregoing quotations suggest, there are lots of possible culpri:s
 

to be considered if one's objective is to go on a "witch hunt," to use Mario
 

Simonsen's (1985) colorful teominology for atempts to assess blame for :he
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debt crisis.. Possible pleasures of "witch hunting" aside, a thorough
 

understnding of the causes of the current debt problem Is presumab:- "or:h
 

pursuing. "Much as the study of disease is one of the most effective ways :o
 

learn about human biology, the study of financial crises provides one of :he
 

most revealing perspectives on the functioning of monetary
 

economies." [Eichengreen and Portes (1987, p. 10)i
 

Beyond this intellectual mocivacion are more pragmatic ones: Fi.s:, ar
 

understanding of the causes of debt crises may indicate the need the s:s:eri

reforms to reduce the vulnerability of the world economy to similar problems
 

in the future. Second, it may help us to predict incipient debt servicing
 

problems and to take timely action to avert them. Third, it may sugges:
 

efficient and equitable solutions to the current difficulties. An ectL4-abl
 

sharing of the among borrowing countries, commercial lenders, official
 

institutions, and =axpayers in creditor and/or debtor nations may depend on
 

perceptions of their relative blame or responsibility. Fourth, in addition
 

to "fairness" considerations, there is the issue of efficiency -- maintaining
 

or establishing appropriate economic incentives to prevent excessive
 

borrowing 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 reflected
 

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 

viewed basically as an act of God (or his earthly manifestation, Paul 

Volker), this is not a concern." (p.391, his comment on Diaz-Alejandro, 1984) 
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This is the so-called moral hazard issue. 4
 

Debt Servieinr Problems: Their Nature and Extent 

Debt servicing difficulties vary greatly in terms of character and
 

duration, not to mention the severity of the policy measures needed to 

restore external balance and the time it takes before market access 
is
 

restored. In some cases these difficulties are isolated and country
4 

specific. In others, as in the 1930s and the 1980s, they are widespread.
 

Debt payment problems include a range of maladies: arrears on interest
 

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 &l. (1985, pp.186-87) contends that "Of these, arrears 

are likely to be the first symptom, or even a deliberate signal, of
 

difficulties. Rescheduling or IMF arrangements come later as part of :he
 

resolution of problems after their presence is generally recognized." Their 

Table, reproduced here as Table I-1, shows the transition matrix for various 

types of repayment problems for their sample of 93 countrie (which includes 

problem and non-problem debtors). This table confirms that "arrears are :he 

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 t-ue for only 20.6 percent of countries
 

4/ 
Richard Portes has warned economic policy makers not to overestima:e
 
the practical importance of the moral hazard problem. In the current search
 
for a resolution to the debt crisis, he argues, "hazardous moralizing" may be
 
slowing progress much more than the potential complications caused by :he
 
moral hazardl
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without arrears in t." 5/ 

*~* insert Table I-I here (from Mcradden ec al (1985)) 

The data in Table I-1, which cover the decade prior to the debt crisis.
 

remind us chat debt servicing difficulties are certainly not a new phenomeno 

=
 in the 1980s, even if one considers only the post World War II period. "Zr.a 

is unique about the experience of the early 1980s is how widespread deb: 

servicing problems have become and how difficult it is to resolve :hem and 

restore voluntary lending.
 

The rash of rescheduling in the 1980s is clear from Table 1-2, wnhi:, 

shows the number of rescheduling operations involving official and pri'ace 

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 after 

1983. If one looks at the estimated dollar value of loans rescruc:ured, :he 

big surge occurs in 1983, the year after the Mexican debt moratorium was 

announced. The high level of restructuring activity has continued since :ha 

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 percent of the 

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

5/ These sorts of zalculations, of course, assume that the Individual 
country observations are independent. That is, they ignore the impact that 
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 
difficulties to the post-1982 period -- noting cross-country interdependence 
-- to see if contagion effects are, in fact, detectable in the data.
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What Table 1-2 does not reveal is that the vast majority of
 

reachedulings have been concentrated in two regions of the world: 
Latin
 

America and Africa. 
 It also hides the fact that many of the countries
 

experiencing debt servicing difficulties have had to restructure cheir deb:
 

obligations several times. Once debt servicing problems arise, they tend :0
 

dog the countries involved. This entails considerable time and nego:ia:ins
 

costs for the LDC policy makers involved, not to mention the larger economiz
 

and political costs associated with debt problems.
 

Not surprisingly, these debt servicing problems have been accompanied
 

by, and to some extent have caused, a severe deterioration in the financial
 

markets' assessment of LDC creditworthiness. The timing and extent of :his
 

deterioration is suggested by several factors. 
 First, spreads over LIBOR for
 

individual borrowers jumped as debt servicing problems became imminent, as
 

Fig. I-1 (from Carron (1982, p. 413)) shows. 6/ First came Brazil with a
 

jump in its spread from less than 1 percent over LIBOR in late 1979 to over 2
 

percent by the end of 1980. 
 In early 1981, the Falkland Islands conflict
 

caused Argentina's loan rates to jump from less than 0.6 percent to 1.1-1.2
 

percent. For Mexico, the spread began co increase slowly in the latter half
 

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 :he
 
presence of informational asymmetries emphasizes, it is not always in the
 
interest of the creditor to adjust spreads upwards as creditworthiness
 
deteriorates, because higher spreads themselver increase the burden of the
 
debt, thereby worsening servicing prospects. Once a country's debt servicing

difficulties have reached the point where voluntary lending has ceased and
 
concerted lending programs are being negotiated, a reduction in the spread
 
may be considered mutually beneficial. This point has been stressed by ?au'
 
Krugman and Jeffrey Sachs, among others.
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~.L...... insert Fig. 1-1 (Fig. I from Carron, 1982) ***~~~ 

Edwards (1986) provides an interesting perspective on market perceo:.;ons 

of sovereign risks by analyzing data from the secondary marker for LDC 

bonds. 7/ Studying the risk premium on Mexican and Brazilian bonds imILied 

by their yield differential via-A-vis a comparable-maturity World Bank bce 

(which has a triple A credit rating), reproduced here as Fig. 1-2, he 

concludes that "the (bond] market anticipated by only a few weeks - and or.'. 

partially the Mexican debt crisis of Au&ust 20, 1982. As late as Ju>y of 

1982, the spreads were negative, and not significantly different from :ne 

average for the preceding 18 months." (p. 582). Thus it seems that one zecs 

quite a different impression of the extent to which financial market 

participants anticipated the debt crisis when one compares the bond market 

data in Fig. 1-2 to the spreads over LIBOR on new bank loans shown in 

Fig. 1-1. 

AA. A.LA.L. insert Fig. 1-2 (Fig.1 from Edwards (1986)) * 

Another indication of deteriorating LDC creditworthiness is the high 

discounts for which LDCs' bank debts are being traded on the secondary 

market. The magnitudes of these discounts over the last couple of years, 

shown in Table 1-3, are particularly interesting in that they show just how 

far the current international environment is from the point whore voluntary 

7/ A number of papers by Eichengreen and Portes have focussed on the
 
LDC bond markets' assessment of sovereign risks in the 1930s. See their
 
paper in this volume and the-references therein.
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lending will be restored.
 

*****A* insert Table 1-3 on values of debt in the secondary markets * 

A third indication of the severity and generality of the debt problem .s
 

the low level of commercial lending in recent years. Much of the new endrz
 

that has occurred has been "involuntary" in that it involves increased
 

participation by existing creditors as part of rescheduling agreements. :n
 

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 shows 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/ 

** insert Table I-4a and Table I-4b 

In summary, the evidence in this section makes clear that the debt 

crisis is severe indeed, especially in Latin America and in sub-Sabaran 

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

8/ Based on provisional data for the 1988 World Developmentgep.or;,
 
Versluysen (1989) comments that "d*spite numerous reschedulings and concerted
 
lending by banks, (the seventeen largest debtor countries] have suffered a
 
total resource drain of some $105 billion, or about 2 percent of their
 
aggregate GDP during the last six years.n (p.3 of the 1988 typescript).
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assessments in the international financial community in the early yea.s of
 

the crisis. The high costs that the enduring crisis of debt and economn:
 

stagnation is imposing on debtor countries makes the study of the reia:i.'e
 

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

Debt 	Trends and Credit-worthiness Indicators
 

The total external indebtedness of the 109 countries included in 
 :he 

World Bank's Debt Reporting System (DRS) grew from $67 billion in 1970 
:o
 

$57q billion in 1980, prior to the onset of widespread debt servicing
 

difficulties. As Table I-5 shows, these figures represented roughly .
 

percent of their collective GDP or 142 percent of exports of goods and
 

services in 1970; 
they grew to 28 percent of GNP and 130 percent of e:.:c:-:s
 

in 1980. By 1986, total external debt had risen to over one 
trillion dolla:s
 

($1021 billion) or 48 percent of DRS countries' GNP and 227 percent of :heL: 

exports of goods and services. 

According to the bottom section of Table 1-5, 
total external debt (E-'T"
 

grew 	 at a compound annual growth rate 	of almost 27 percent between 1974 and 

1980, after which time the growth rate fell sharply. 9/ Comparing the g.ow:n 

in total external debt to the long-term public/guaranteed debt component 

(DOD), on which more complete data is available over a longer time per4od,
 

one 	 can infer that short-term lending 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 debt 

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

10/ Short-term debt data reported in the World Debt Tables for the 
years after 1977 confirm this 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 A.ia and Eastrn Europe being considerably more conservative. C
 

the World Bank's 17 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 relative
 

importance of creditor sources towards commercial lenders and away from
 

multilateral lenders, particularly for Latin American debtors. 
With this
 

shift came higher average interest rates and shorter loan maturiz.as, albeit
 

with less in the way of "conditionality" or restrictive loan covenants 
than
 

was typical on loans from multilateral lending institutions.
 

Debt/GNP, debt/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 crsditworthiness. In limited dependent
 

variable models that attempt to predict debt servicing problems (discussed
 

briefly below), the debt service/export ratio and debt/export ratio are
 

typically the most significant explanatory variables. More of:en than not,
 

the dabt/GNP ratio is not significant. Interestingly, this is consistent
 

with the information in Sachs' (1985) recent comparison of Latin American and
 

East Asian debtors, reproduced in Table 1-7. He finds that the group of
 

problems debtors he studied (primarily in Latin America) differed from :he
 

non-problem countries (which were concenra,.ed in East Asia) mostly in terms
 

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, C6ta d'Ivoire, Ecuador, Jamaica, Mexico, Morocco, Nigeria, Peru,
 
Uruguay, and Venezuela.
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similar across the two regions. Sachs actributes the lower debc/expor:
 

ratios in Asia to that region's superior export performance.
 

* ** insert Table 1-6 (reproduced from Sachs, 1985, p.533) here ****---

Given the widespread use of these ratios, it is useful :o look more
 

careft-ily a: why and how they move over time. For example, are variaio,.s in
 

the debt itself or fluctuations in the GNP or exports more important in
 

bringing about changes in the principal debt ratios? Examining the growth
 

races for total external debt (EDT), long-term public/guaranceed debt (DOD),
 

GNP, and exports of goods and services (XGS) in Table 1-5, it is sven :ha: 

EDT and DOD grew much more smoothly than either GNP or exports. TI.is
 

suggests that the major determinant of changes in either the debc/GNP or 

debt/export ratios are noc the changes in the debt itself, but predomi.an:l
 

the fluctuations in GNP and exports respectively. Hence, one muse cosider 

the movements in those macro aggregates in order to predict deterioration or 

improvements in creditworthiness, at least as reflected by these 

indicators. 12/
 

Table 1-5 indicates that external debt grew ac an avrrage rate of 21.9 

or 24.4 percent p,.e 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 GSP of 17.5 percent, the debt/GNP ratio grey over the period. It is 

noteworthy that the abrupt.climb in thb 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 cause the probability of debt servicing problems to rise is
 
sumsarized briefly below.
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debt level. 

In contrast to the debt/GDP ratio, the debt/export ratio actually felI
 

slightly during the 1970s, because export growth outpaced the growth
 

external debt. All in all, Che 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 countries.
 

(Appendix A shows similar data for the 19 major borrowers and the sub-Sah:ran
 

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

described in the following section using these data.)
 

A Way of Organizing Ratio Analvsis 

In an effort to systematize the use of the principal ratios of deb:
 

analysis somewhat and to relate the ratios to each other, two identities are
 

proposed below for decomposing movements in the debt/export and debt service
 

ratios and relating them to the debt/GNP ratio. 13/ The first identity
 

relates the debt/export ratio to the debt/GNP ratio and the export share of
 

GNP:
 

(1) debt/exports - (debt/GNP) / (exports/GNP). 

Identity (1) serves to emphasize the point that an increase in the debt/GNP 

ratio need not indicate an increasing debt burden as measured by the 

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

13/ The statistical insignificance of the debt/GNP ratio in many of :he
 
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 1-7 shows the decomposition of the debt/exporc ratio (DOD/XGs)
 

The bottom panel of the Table shows the movements in each Cerm in percenzage
 

change Zorm: the percentage change in the debt/export ratio equals the
 

percentage change in the debt/GNP ratio minus the percentage change in the
 

export/GNP ratio. Examining chose percentage changes, it is easy to see :ha:
 

an improvement in DRS countries' debt/export ratio occurred bevween 1.00 ar.d
 

1980 even though the debt/GNP ratio rose, because of a rising export share .n 

GNP. This is,of course, just a way of highlighting an observation of 

Balassa, Sachs and others: export growth that is rapid enough to raise :he
 

export share does indeed seem to be the key to maintaining the debt/expor: 

ratio in an "acceptable" range, i.e. a range considered indicative of 

creditworthiness. 14/ The average percentage changes in the ratios and their
 

respective standard deviations over the pre-crisis period 1971-80 are shown
 

on the right side of the Table. They show that the debc/GNP ratio has risen 

rather smoothly over time, whereas the export/GN? ratio has trended upward 

but with greater volatility 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 shift 

reflects a surge in the debt/GNP ratio as debt grew much more slowly, but 

nominal GNP grovth collapsed. As the 1980-82 world recession materialized,
 

the changes in the export/GNP ratio were modest. In contrast, the steep drop 

in the export/GDP ratio in 1986 contributed 7,8 percent to the 17.5 percent 

growth in the debt/export ratio in that year. 

14/ 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 rolicX, even though the ratio may change for other reasons. 
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A similar decomposition exercise is carried out in Table 1-8 for the
 

total debt service (TDS) [to export] ratio Using a second identizy:
 

(2) TDS/XGS - TDS/DOD x DOD/XGS.
 

The movements in the debt/export (DOD/XGS) ratio on the right hand side of
 

(2)have already been decomposed above. The issue highlighted by (2) is
 

whether movements in the aggregate debt service ratio reflect primarily
 

changes in the debt burden as measured by the debt/export ratio or changes in
 

the ratio of debt service to debt (the "amortization ratio"). Rewriting ,2'
 

in terms of percentage changes:
 

(3) %a (TDS/XGS) - %a (TDS/DOD) + %M (DOD/XGS),
 

yields the information at the bottom of the Table.
 

As Table 1-8 shows, the debt service ratio fell from 11.7 percent in
 

1970 to 7.2 percent in 1974, primarily because of a declining debt/export
 

ratio. From 1975 through 1978, ri the other hand, the debt/export ratio rose
 

consistently, more than offsetting modest improvements in the amortization
 

ratio in 1974-76. Hence the debt service ratio deteriorated. The
 

deterioration in the debt service ratio continued in 1978 and 1979, but "

was 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 more detailed decomposition than that in Table 1-8 can be
 

obtained by disaggregating the amortization ratio into its two componen:s:
 
the interest ratio (interest/debt) and the net principal repayment/debt
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Although the debt service ratio for the DRS countries showed a g:a-..a.
 

deterioration over the 1970s, one would have been hard-pressed on :he tasis
 

of this aggregate information to conclude that a debt-servicing crisis -as
 

just around the corner. [Of course, the bchavior of principle ratios varied
 

widely across regions and across countries within those regions as our
 

decomposition of debt data for the highly indebted countries and the sub-

Saharan countries in Appendix A highlights.] The Table also indica:es :-a: 

the steep rise in the debt service ratio from 12.5 to 21.3 percent as :"e 

debt crisis materialized in the early 1980s reflects primarily the stee. risi 

in the debt/export ratio as export earnings collapsed (albeit with a 

temporary surge in 1984). On the other haud, rescheduling activity, whi:h 

pushes principal repayments into the future, undoubtedly explains a large 

part of the gradual decline in the amortization ratio between 1981 and 1986. 

Finally, Table 1-9 briefly examines the extent to which growth in 

outstanding long-term debt (DOD) is attributable to factors other than nec 

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 dollar 

exchange rate in terms of other key currencies fluctuates. The rolling over 

of short-term debt into long-term obligations may also explain part of :he 

growth in dabc if we are looking at long-term public/guaranteed debt (DOD) 

rather thpn total external liabilities (EDT). The assumption of private

sector external debt by the public s*dctor can also cause DOD to grow more 

quic'Ay than the net flow of new loans would dictate. These latter two 

activities became increasingly important in the mid-1980s as restructuring 

activity surged. 

ratio.
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The Table shows that for most years the growth rate of DOD is roughly
 

equal to the percentage growth in DOD attributable to net flows, measured b%,
 

net flows divided by DOD at the beginning of the year (DOD(c-l)) mul:iplied
 

by 100. The 1984-86 period is the major exception to this rule, and
 

presumably reflects both debt restructuring and sharp movements in the dollar
 

exchange rate in those years.
 

pbDnamics 

In judging the sustainability of LDC debt burdens, the relationship
 

between export growth rates the interest rate on external liabilities has 

received considerable attention. 16/ Like the ratio analysis above, this 

rule of thimb exploits simple arithmetic and accounting identities. The
 

relation on which these discussions are based is obtained by rewriting the 

DOD/export ratio in terms of percentage changes:
 

(4) %M (DOD/XGS) - %A DOD - %a XGS. 

Next, using a simplified version of the balAnce of payments identity, the 

growth in debt (%ADOD) in tha above identity is replaced with the accounting 

identity relating changes in the debt (ignoring non-debt capital flows) to 

net interest payments (iD) and the non-interest current account 

deficit (CAD): ADOD - i DOD + CAD where i is the nouinal interest race on 

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

+(5) %A(DOD/XGS) - (i - g) CAD/DOD 

16/ See Simonsen. (1985) for a recent application.
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where g is the export growth rate. 

Taking the debt to export ratio as a measure of the debt burden, :.e 

relationship in (5) shows that, even if the non-interest current accoun: ;s
 

brought down to zero, the debt/export ratio will grow without limit if 
:ze 

nominal (dollar) interest rate on the debt exceeds che growth race in :he 

dollar value of exports. This explosive growth in the debt/export racio is 

taken as an indicator that debt servicing problems will ultimately emerge 

unless corrective policies are implemented (by borrowers or lenders). 

In the quotation in the Introduction, Mario Simonsen stressed thac i-. 

his view it was the sharp rise in world interest races coupled with the 

collapse in LDC export growth rates that brought on the global debt crisis. 

Fig. 1-3, taken from Cline (1984 ,p. 9), 
shows just how abrupt the change in
 

the relationship between interest rates and export growth races 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. 

interest rates that 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 relative importance of 

interest rate in=reases and the collapse in export growth if one conSiders 

xj interest rates and the growth in export v . To convert the 

relation L-g<O to one about real interest rates (i-w) and the real export
 

growth rate (g-), one would have to choose an export price deflator and 

interpret "real" interest rates (i-s) accordingly. The rule of thumb for 

debt sustainability then becomes: (i-w) (g-r)- < 0, where r-r is the growth 
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in export volume. The jump in ral interest rates after 1981 is indeed
 

remarkable, as Fig. 1-4 (from the World Debt Tables. 1986 87 editi2n, p.xiL)
 

shows. Of course, the inference from the information in Fig. 1-3 and I-i Ls
 

that the growth in export volume must have collapsed after 1981 also. Thus
 

the sharp turnaround in the simple solvency condition reflects both higher
 

interest rates and lower export volumes, and hence leaves open the ques:ion
 

of underlying "causes" of the debt servicing difficulties that emerged i.
 

1982.
 

,- insert Fig. 1-3 (Fig. 1.3 from Cline (1984)
 

AJ..WI. insert Fig. 1-4 on real interest rates from WDT **** 

Predicting the Occurrence of Debt Servicine Problems
 

A number of researchers have proposed econometric models using financial
 

and macroeconomic indicators of creditworthiness to predict or "explain" the 

occurrence of rescheduling problems using data on a cross-section or panel
 

(i.o. cross-section time-series) of developing countries. The bulk of these 

statistical exercises have used discriminant or logit models and were carried 

out using-data from the 1960s and early 1970s. In a few cases, the data 

extended through the early 1980s, but most studies do not include the period 

since 1982 when debt servicing difficulties took 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 chQ impact of various debt ratios 

17/ An exception is the 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. Nevertheless, 

these variables are in most cases only proxies for more fundamental causes. 

As McFadden et al (1985) have noted, early studies also have a number of 

statistical shortcomings. For example, they generally ignore time effec-s 

(e.g. before and after 1982 when the debt crisis began) and country-specific
 

effects. More importantly from a conceptual standpoint, the prediction 

models make no attempt to isolate the separate influences of factors 

affecting the supply-and demand for new loans to sovereign states. Thus, 

they are at best estimations of reduced-form models of some sort. Early 

models predicting debt se-vicing problems are summarized in Table I-10, 

reproduced from McFadden at al (1985). 

The latteor shortcoming has been remedied in recent work following Eazon 

and Gersovitz (1981) which applies the "regime-switching" economecric 

technique to allow for the possibility of diseauilibrium credit markets. The 

underlying modal assumes that interest rates, for various reasons, 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 credit

availability constraint at the prevailing interest rate (i.e. there is excess 

demand for funds); in the other regime, a borrower's demand for credit at the 

prevailing interest rate is completely met (and there may be an excess 

supply). In the process of estimating this two-regime model, the parameters 

of both the supply and demand schedules for external loans are estimated, as 

is the probability of facing a credit-constrained situation given a county's 

determinants of credit 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 three regimes, thereby allowing for
 

the possibility of debt servicing 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 effects in the
 

(panel) data. He delineates the three separate regimes as follows. 18/ 
 :!n
 

the first, there is an excess supply of credit so the borrowing country is
 

not credit constrained; no arrears occur and there is no rescheduling. :n
 

the second, there is "moderate" excesa demand for credit. Suppliers are on
 

their notional supply schedules but the available credit is less than the
 

borrower's demand at the prevailing interest rate. The Borrower responds by
 

incurring arrears in debt service payments. By assumption, however, the
 

level of arrears falls short of the country lending limit established by
 

lenders, so they do not put pressure on the borrower to reschedule. In the
 

final regime, there is a large exce*a demand. In particular, the borrower's
 

excess demand for credit and hence the level of its arrears is so large :ha:
 

it exceeds the lender's country lending limit. Rescheduling occurs.
 

Under this approach, it is possible to estimate not only the supply and
 

demand schedules for new loans but also a function specifying the allowable
 

level of arrears (the country's credit limit) that creditors will tolerate
 

before pushing for formal rescheduling. Hajivassiliou's estimation results
 

are reproduced in Table I-l. He finds that the demand for new loans depends
 

significantly and positively on the amount of debt service due relative to
 

exports, and positively on the import to GNP ratio. The real GNP per capi:a
 

had a statistically significant negative effect on now loan demand ceteris
 

18/ See, especially, the technical appendix (pp. 224-5) in
 
Hajivassiliou (1987).
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2AjjZk. The supply of new loans, on the other hand, depended oosi:i.,elv on 

the debt/export ratio, while the export/GNP ratio was statiscically 

insignificant. Indicators of IMP support, rescheduling, or arrears tended 

reduce the supply of new funds cateris paribus. Finally, :he limit on 

arrears that lenders permitted was influenced significantly by two variables 

the debt service ratio entered with a positive effect, and the indicacor of 

an IMF support or rescheduling had a negative impact on allowable arrears. 

- - insert Table from Hajivassiliou (1987, Table 3, p. 219)
 

The regime-switching approach represents an important conceptual and 

econometric innovation in the explanation and prediction of debt servtcLng 

problems of varying degrees of intensity (arrears, IMP support, 

rescheduling). 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 well as allowable arrears. 

Most econometric models of creditworthiness and debt servicing problems 

typically include variables, such as the debt service ratio and the debc/GDP 

ratio as "determinants" of debt servicing problems. While these variables 

may be rough windicators" of the likelihood of encountering debt problems, 

they are typically not the tzue underlying "causal* factors (for example, 

those alluded to by.various authors cited in the Introduction). 

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 " the export and GNP growth rates, 

enter discussions of "debt dynamics" (A la Simonsen, for example) and hence 
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are reflecting causes of the debt crisis at 
this more mechanical, but
 

arguably less fundamental, level of investigation.
 

To date, the empirical analysis based on the three-regime disequilibrir
 

model has not focussed specifically on the question of what internal and
 

external factors were the most important causes of the debt crisis of the 

1980s. 
They use data for the pro-crisis period. This is unfortunate,
 

because the three-regime model using panel daca (as in Hajivassiliou (:987''
 

is ideal for isolating the supply-side and demand-side factors, both :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
 

shocks and individual LDCs' policy choices outlined on the supply and demand
 

for loans in the international capital markets. This appears to be a
 

research topic worthy of future consideration.
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II. The Macro and Financial Environment of the 1970s 

Policy decisions regarding foreign borrowing, exchange rate managene.:.
 

government expenditure and revenue raising must recognize the uncer:in.wcrl=
 

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 subop:ima. a:
 

the time they were undertaken, given the nature (e.g. the size and
 

persistence) of various shocks to their economies? Alternatively, did they
 

encounter problems in large part due to the extraordinarily adverse nature of
 

the shocks encountered in the early 1980s?
 

One often hears that cyclical fluctuations in worldwide economic
 

activity were particularly pronounced during the 1970s and early 1980s. The
 

world economy was buffeted by "supply shocks" in the form of higher oil
 

prices, sharp increases and decreases in the prices of various non-fuel
 

primary commodities, surging real interest rates in the early 1980s, etc.
 

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 early 1980s was, according to most observers, induced by
 

disinflationary aggregate demand policies in the major industrial nations and
 

some developing countries. For example, the World Bank I/ pointed to this
 

policy shift in outlining the sequence of events that brought on the debt
 

servicing difficulties in a growing number of LDCs:
 

l/ World Debt Tables 1982-83 edition, p. vii.
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1. Excessive reliance on monetary restraint rather than on a
 
balanced mix of monetary and fiscal policies led to very high and widely
 
fluctuating real interest races.
 

2. The change in operating procedure of US monetary policy :oward 
control ef monetary base and aggregates rather than intersc rates led :o
 
increased interest rate voLatility.
 

3. The resulting worldwide economic slowdown had a negative impac
 
on LDCs' export growth.
 

Suppose policy shifts in industrial countries do indeed cause kev
 

macroeconomic variables in the world economy to move far from their normal
 

values and that these developments bring on debt servicing proble.as in many
 

LDCs, perhaps those LDCs chat borrowed most aggressively or invest unwisely
 

Under such a scenario, one might consider it "equitable" to have the
 

industrial countries absorb some of the costs that the debt crisis
 

subsequently imposed on debtor nations.
 

Before jumping to such a conclusion, however, it is obviously desirabli 

to briefly reexamine the macroeconomic and financial environment .facing 

developing countries in the 19703 and early 1980s, the period over which chi 

major build-up in external debt occurred. Just how atypical was chis perioc 

from a longer-term historical perspective? In answering this question, we 

consider several factors that impacted the supply and/or demand for ex:ernal
 

funds in LDCs. First, the oil price shocks of 1973/74 and 1979/80 are 

highlightes as perhaps the two most significant events in the global 

macroeconomy during the period. Second, the real economic growth
 

perforzancee of the industrial countries and the developing world are
 

reviewed, noting the different r -rns in their real GDPs following the 

first and second oil shocks as well as the severity of the 1980-82 recession
 

Third, trends in global inflation are discussed, again focussing on the
 

different responses of countrtes after the two oil shocks. Fourth, movement
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in real and nominal interest rates are noted. Finally, the movemen:s in non.
 

oil primary comodity prices are examined, as these goods are major expor:s
 

for many developing countries.
 

After reviewing the external shocks mentioned above, the resul:ing
 

pattern of current account imbalances is examined, as are the various sources
 

of balance of payments financing that were utilized.
 

The Oil Shocks
 

As the quotation by Cline in the introduction suggested, many analys:s
 

of the debt problem focus on the role of the oil price shocks in 1973/71 and
 

1979/80 as kajor 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 hikes implied large real income
 

losses for oil importing nations, although there is,of course, a 

corresponding gain for those nations that export oil. The impact that such 

income shocks have on domestic saving and investment, and hence the current 

account of the balance of payments, depends on at least two factors (i) the 

perceived degree of permanence of the oil price shock and (ii) the speed of 

adjustment of various categories of expenditure to the altered levels of 

income and relative prices. 

Figure II-I show the history of real price of oil using the 

manufactux'ing unit vlue index 4s a deflator. Examining this Figure, i: Is 

clear that the size of the price hike of 19;3/74 was indeed unprecedented 

relative to past movements in the time series. 1/ LDC policy makers can 

2/ Cuddington and Urzua (1987) have recently fic univariace time series 
to a number of real zo..oditcy prices before using the Beveridge and Nelson 
(1981) technique to decompose the price series into permanent and temporary 
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hardly bq faulted for not anticipating this "whammy" and taking preve-:a:..'e
 

actions to reduce their countries' vulnerability to shocks of this sor.
 

Such shocks are particularly difficult to cope with from a policy standpoi.:
 

because of the high uncertainty regarding their duration. The past his-orv.
 

of oil prices provides little guidance. Instead, one must rely on
 

theo-etical conjectures about the likely survival of cartels, etc. In :'ese 

situations of acute "risk" (rather than statistical "uncertainty," :c us=-


Frank Knight's distinction), policies for coping with uncertainty per se.
 

rather than reactive policies that attempt to distinguish "permanent" and 

"temporary" shocks are the best that can be hoped for. In the volatile 

external environment such as that following the first oil price hike,
 

therefore, it is hardly surprising that policy responses in both indus:rial 

countries and LDCs varied widely. Some countries undertook contrac:ionarv
 

aggregate demand policies to moderate the oil shock's inflationary impacc.
 

Others followed a more expansionary stance designed to reduce losses in 

output and employment. 

A-'A- AAA insert Figure ZI-I (real oil prices) *.,,-


FlucuaCions inWorld EconomiG Activiev 

Turning to movements in real GDP, Figures 11-2 and 11-3 show the 

behavior of world CNP and two groups of developing countries -- those in :he 

"WfF's 'vestern hemisphere" (i.e. Latin American) and African groups, 

respectively -.. from 1961 through the early 1980s as calculated and reportec 

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

GDP growth as measured by the IMF's indax is indeed markedly differen: afzer
 

1973 than itwas in the 1960s. Before 1973, it fluctuated rather na:row*:
 

between 3 and 6 percent. This was a period of relative stability for world
 

GDP. although -- not surprisingly --the GDP of different regions and
 

individual countries exhibited more volatility. After a drop from more :har.
 

5 percent in 1973 to less than 0.5 percent in 1975, GDP growth rebounded to
 

five percent in 1976. Thereafter, the growth rate fell %ather steadily
 

through the trough of the worldwide 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 either 

the Latin American or African LDCs (taken as regional aggregates). in Latin
 

America, real growth continued relatively undisturbed by the adverse
 

developments in the global economy. In fact, itwasn't until 1981 that thei:
 

real GDP growth came to an abrupt halt. Presumably Latin America's growth
 

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

latter half of the decade, although I know of no empirical work that at:empts 

to disentangle this cause from 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. 11-3 shows, the African continent has experienced wide 

fluctuations in real GDP repeatedly over the last 25 years, although the 

continent's output growth reached now lows in the downturns of 1978 and 1982. 

The sharp downturn in 1978, at the time of the widespread drought, proved to
 

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 prima:

comodity prices sofinued. 

4****insert Figs. 11-2 and II-3.. A. A 

Inflation and Disinflation
 

Inflationary pressure in the IMF's Western Hemisphere and African 

country groups also differs significantly from the world aggregate. As 

Fig. 11-4 shows, LDC inflation prior to the first oil shock was somewhat 

higher but otherwise roughly followed the trend in the as a whole (except --n 

1964). By the mid-1970s, however, inflationary trends began to diverge
 

sharply. Africa experienced a relatively short-lived increase in inflation
 

relative to the world aggregate in 1973-74. Latin America, in contrast,
 

experienced steadily rising rates of inflation throughout the 1970s, wi:h
 

only a brief respite in 1977-78. An alarming acceleration in Latin American
 

inflation occurred in the early 1980s.
 

The level of external borrowing in Latin America during the mid to Lace 

1970s may have contributed to the diverging inflationary trends. Arguably 

these countries sustained high levels of economic growth by borrowing to 

support high, in fact excessive, levels of aggregate demand. This greatly 

moderated the economic downtu.% they experient-: foUlowing the first oil 

shock, but vith the cost of a shaip rise in inflation rates. This does not 

appear to be-the case for the Afrioan continent as a whole (although it may 

characterize individual African countries yell). Arguably, foreign borrowing 

facilitated at least a partial replacement of the larger drop in aggregate 
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demand that would otherwise have accompanied the drought-induced recess ion
 

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 their access to foreign capital collapsed after 1982. 
 They
 

were forced to undertake fiscal adjustment or turn to money creation :o
 

finance the deficits. In many cases, the latter option prevailed. As a
 

result, inflation skyrocketed.
 

insert Fig. 11-4.
 

Primar Commodity Prices 

The decline in developing countries' terms of trade during the world 

recession of 1980-82 is often mentioned as a factor that contributed to the 

debt build-up. Cllne (1984, p.13), for example, calculates that "the total 

loss to 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 11-1 shnws his calculations of zhe 

cumulative affect of a number of external developments impacting non-oil

importing LDCs: the oil price shocks, the deterioration in their terms of 

trade, and the surge in interest rates after 1979. 

i~;
insert Table II-1 (from Cline, 1984, p.13) ****** 
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It is a well-known fact that primary commodity prices exhibi:
 

considerably volatility over time. 3/ This was true in the 1970s. bu: 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 :hi
 

persistence of deviations from the norm. In order to put various au:hors'
 

eirimates of LLCs' adverse crms of trade shocks into context, i: .s useful
 

to review the historical behavior of fuel and non-fuel primary commodi:

prices. Grilli and Yang (1988) have recently produced an index of non-fuel
 

primary commodity prices covering the 1900-86 period. Figure 11-5 shows -his
 

index (GYCPI) deflated by two alternative indices of manufactured goods'
 

prices, the manufactures unit value indx (KUV) and the U.S. manufactures
 

price index. The Figure certainly confirms the presence of a sharp
 

decerioration in the relative price of primary commodLies 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 volatility in primary commodity prices during the 1970s was not atypical.
 

~~ insert Fig. 11-5 heres 

ror several reasons, it is somewhat misleading to argue that negative 

teamgfjtrade shocks_ have p.y ayd a ma or role in the creation of debt 

servicing problems. First, a number of debtor countries, namely those chat
 

3/ Thare is also an ongoing debate initiated by Prebisch and Singer
 
about vwther or not LDCs have experienced & secular deterioracion in the
 
relative price of commodity exports in terms of the price of imported
 
manufactured goods.
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were oil exporters, greatly benefited from the surge in prices during the
 

1970s. In spite of this real income gain, many of them became mired in
 

severe debt servicing problems as a result of massive "overborrowing." The
 

experiences of countries like Nigeria and Mexico, which became major oil
 

exporters during a decade when the real price of oil skyrocketed, serve as
 

perhaps the most dramatic examples of thi: phenomenon,
 

Second, even if one considers only non-oil countries, should depressed
 

commodity export prices in the early 1980s 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 the
 

mid-1970s, prior to the collapse in the early 1980s. 4/ Thus if one
 

considers the negative income effect of the latter, one should also consider
 

the income gain from the former.
 

The various commodity price hooms during the 1970s ought to have 

reduced 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 Ing'.g 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 

management of temporary booms has been relatively rare. If the booms of the 

1970s had been well-managed, less borrowing would have occurred and hence :he 

resilience of these economies to subsequent downturns in commodity export 

prices would have been greatly enhanced. 

4/ Commodity prices continued.to be soft well into the mid-1980s. "ore
 

recently, they have again turned upward.
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I believe, therefore, that by looking at the downturn in commodi:y 

prices in the early 1984s, but ignoring the periodic years of strong price 

performance during the 1970s, one places too much blame for the deb: cr s.s 

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

iDCs themselves. 

The Pactern of Current Account Imbalances durin :he 1970s
 

In the post World War II period, and especially in the 1970s as a result 

of two major oil price shocks, the pattern of current account imbalances and 

the requisite financing has shifted dramatically.
 

From the lace 1800s through the early decades of the twentieth century. 

a major source of external finance for wealthier LDCs as well as a number of 

now-industrialLzed countries was private capital securitized in the form of 

bonds. This form of financial incermedLacLon, however, dried up in the 1930s 

with the worldwide financial and economic collapse. Defaults on sovereign 

bonds were widespread. (See ELchengreen and Porces, 1989.1 

In the first decade of the post World War II period, capital flows to 

developing countries were modest in size relative to the scale they had 

attained prior to the firs: World War. Official sources of development 

finance dominated, with private finance limited primarily short-termto trade 

credit. Private finance through the commercial banking system gradually grew 

in importance however. With the growth in trade and the importance of 

multinational firms, there was increasing pressure on banks in the major 

capital exporting countries (especially the US, but also in a number of 

European nations) to establish overseas operations to meet the global banking 

needs of their multinational clients. Thus by the lace 1960s, and well 
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before the first oil price shock in 1973/74, international banking ac:ivi:. 

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

External Adlustment to the Oil Pric& Shocks
 

The oil price hike in 1973/74 was undoubtedly the single most impor:an: 

disturbance to the global macroeconomy during the 1970s, although ocher 

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 no: be 

considered to be nearly the "surprise" or "shock" that the first oil price 

shock was. Hence, adjusment 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 through the difficulties caused by dramatic 

shifts in the world economy. 

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 1970s? The current account surpluses expressed in US dollars
 

for oil exporters, non-oil LDCs, and industrial nations are shown in
 

Table 11-2. Also shown is the total current account balance for these three
 

broad groups taken together, which should be roughly equal to zero after
 

allowance for trade with non-IMF-member countries of the Soviet bloc, :iming
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asymmetries, etc. Clearly, our ability to carry out a detailed analysis of
 

shifts in the pattern of incernational capital flows following the firs: a.d 

second oil shocks is severely hampered by the lack of overall consis:ency. of
 

data on current account balances: the residual balance of $107 billion in 

1982 is embarrassingly large. 5/ With errors and omissions of this magni:ude
 

any inferences about the direction and magnitude of international capi:al
 

flows must be interpreted very cautiously. 

S-, -- insert Table 11-2 here 

on global current account patterns 

Table 11-2 estimates that the oil exporters current account surplus
 

jumped from about $6 billion in 1973 to over $67 billion in 1974. By 1978
 

the surplus in the current account had disappeared. In 1979/80, however. o.'
 

prices surged again, causing the oil exporters surplus to leap to $60 billion
 

in 1979 and over $100 billion in 1980. Interestingly, after the second oil
 

shock, the current account surplus of the exporting countries evaporated much
 

more quickly than it had after the first 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 these 

adjuamnts is difficult if not impossible to assess given the problems wizh 

the crudeness of the underlying data. 

Current account movements in the industrial countries (ICs) were 

considerably less pronounced, particularly relative to the size of their 

5/ Recognizing this, the IMF has conducted a major research effort :o 
account for and, where possible, to narrow the statistical discrepancy at the 
world level. 
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aggregate GDP. (This level of aggregation, however, masks important income
 

losses and concerted adjustment efforts undertaken by soie ICs.) ICs as a
 

group moved from a modest sur-?lus position in 1970-73 -- perhaps 1-2 per:en:
 

of total LDCs' GDP in terms of magnitude -- to a deficit of perhaps $22
 

billion in 1974. By 1975, the aggregate current account position of the
 

industrial countries had apparently (i.e. taking the data at face value)
 

moved back into surplus, so chat they once again became net suppliers of
 

saving to the world economy. This was temporary, however, as deficits
 

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 recession brought on by the first oi4.
 

shock. In the 1980s, the ICs' current account deficits seem to have taken on
 

a life of their own --perhaps due, in part, to mounting data errors and
 

omissions. According to the data in Table 11-2, sketchy as they are, it
 

appearz that IC current account deficits reached a magnitude 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 the industrial
 

countries. First, these countries maintained deficits throughout the period.
 

Their collective deficit moved from roughly 1 percent of their GNP prior to
 

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 it
 

remained until the second oil shock.
 

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

adjusting the current account back to its pre-oil shock levels. Instead. the
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current account deficit stabilized at a lavel that was roughly Cwice wha: i: 

had been prior to 1973.
 

LDCs' tardiness in adjusting to the first oil shock -- or more precSe" 

the decision to finance rather than adjust -- was aided by two
 

developments. 6/ First, the industrial countries returned rather quickiy.
 

albeit temporarily, to external balance so that the increased saving
 

generated by oil exporters could be funneled to non-oil LDCs. Second, a 

number of LDCs benefited from surging commodity export prices. these booms
 

offset to a considerable extent the negative income effect of higher oil
 

import costs on their external accounts. The current account deficits of :-e
 

non-oil LDCs peaked at roughly 4 percent of their aggregate GNP In 1981 and 

1982 before being compressed over the next 5 years as voluntary lending 

ground to a halt in the wake of the debt crisis. 

Unlike th. first shock, LDCs were forced to adjust abruptly to :he 

second oil shock as external funds became unavailable. In part this 

reflected the much faster erosion of current account surplusez in the ol 

exporting countries. In part, it was caused by growing industrial-coun:ry 

demand for external funding for ballooning government budget deficits. 7hese 

factors affecting the supply of loanable funds in the international financial 

frhe level of oil imports undoubtedly had a pronounced effect on :he 
changes in current accounts experienced by various countries in the very
short run. In the intermediate run following the oil shocks, on :he other 
hand, Sachs (1981) has argued that changes in countries' patterns of fixed 
capital formation are much more important in determining what hatipened to 
individual countries' current accounts. These investment fluctuations 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 
intermediate good. As firms reassess factor input mixes, major structural 
adjustments with high levels of investment may be needed. Second, decisions 
by domestic monetary and fiscal authorities on how to respond co the economic 
slowdown caused to higher oil prices may have a significant impact on 
investment. 
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markets, coupled with the dramatic change in market psychology regarding .DC 

creditworthiness led to a retrenchment of lending to most LDCs uneaual!7d in 

their post-war histories.
 

Financing the Current Account Imbalances
 

Current account deficits, of course, need not imply a build-up in
 

external indebtedness. Other financing methods include drawing down holdings
 

of foreign exchange reserves, or selling equity rather than debt claims :o
 

foreigners. Nevertheless, there is a strong presumption that at least part
 

of countries' current account deficits will indeed result in increased
 

external borrowing. Table 11-3 summarizes sources of financing for non-oil
 

LDCs' current account deficits during the 1970s.
 

*** insert Table 11-3 (source: World Economic Outlook, 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 priva:e 

sources in the industrial world via the international banking system' 

gradually replaced official sources as the dominant provider of developmen: 

capital to LDCs, as Table 11-4 (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 Portes. 

In "The Anatomy of Financial Crises,w they (1987, p. 13) provide an 

interesting comparison of the systemic vulnerability of the international 

financial system during the 1920s and the 1970s: 

The 1920s were marked by three sets of developments which increased :he 
international financial system's susceptibility to destabilizing shocks: 



flux in the foreign exchange market%, rapid institutional change in the 
banking system, and dramatic shifts in the volume and direc:ionpf
international lending. Each set of developments had its immediate 
origins in the dislocations associated with World War I. 

They go on to argue that the same factors were again at work in the 1970s bu 

that institutional differences prevented the debt servicing crisis from 

bacoming a fu?',Thlown financial crisis.
 

** insert Table 11-4 (from Fishlow, 1988, p. 193, Table 9-).******* 

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 exporting countries became rarge net savers,
 

providing loanable funds to the banking system in unprecedented quantities.
 

Although there was considerable concern about ic at the time, the 

international banking system readily intermediated these funda to meec cradi: 

demands in both IDCs and many industrial countries. Lending to developing
 

countries by tLe banking system continued to grow for the remainder of the
 

decade, greatly outpacing the flow of official financing. 

The abundant supply of loanable funds from OPEC following the first oil 

shock put considerable downward pressure on real interest rates. As Fig..

4 (above) shows, the 6-month LIBOR deposit race was forced considerably below 

its general upward trend in the mid-1970s. Spreads over LIBOR charged to 

LDCs also fell during this period. The softness in nomiral interest rates 

coupled with rising world inflation rates drcve real rates negative in 1975

77. (Se the LIBOR rate deflated by the US GNP daflator in rig. 1-4 above.) 

Perhaps because of lack of experience with rising inflation, savers were slow 
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to demand interest rates that adequately compensated for the rising infla:ion
 

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 were able to easily rationalize their behavior.
 

From the point of view of LDC debtors, the negative real interest ra:es
 

of the mid-1970s should hardly have been considered the historical "norm."
 

Rather these abnormally low rates should have been recognized as a zemporarv
 

real income gain for debtor nations, just as high real rates at the end of
 

the decade were represented real income losses.
 

Throughout the mid-1970s. new loans to LDCs from both official and 

private sources far exceeded their existing debt servicing commitments. 

Although loan disbursements peaked in 1982 (at $94 billion), net 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 coLposition of industrial

country banks' portfolios took place as they expanded aggressively into the 

international arena in the late 1960s and 1970s. This portfolio adjustment 

to achieve international diversification was bound to trail off, as 

international investors went from a position of having too few LDC assets on 

cheir books towards a sustainable long-run equilibrium share of bank assets. 

To some extent the diminished flow of financial resources from 

commrcial banks to LDCs was also a naturaI consequence of the more rapid 

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

7/ One can examine the long history of real interest rates in the US
 

compiled in Ibbotson and Sinquefield (1979) if there, is any doubt about :his.
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exporters' surpluses of 1979/80 disappeared much more quickly than :hey had
 

after the quadrupling of oil prices in 1973/74. At the same time, the ma.o. 

industrial countrioe were having increasing difficulty reigning in :heir
 

aggregate demand policies, leading to considerable crowding out on a g.obal
 

scale -- as slov-adjusting LDCs ran head on into induscrial countries with 

largQ fiscal deficits and restrained monetary policies.
 

CommerciAl Bank Recvclin of Petro-Dollars
 

The oil exporting nations initially saved a large fraction of their 

greatly magnified export proceeds following the quadrupling of oil prices in 

1973/74. In a number of the OPEC countries, domestic investment was limi:ed 

by alsorptive capacity among other things. Conservative investment ac-.:ude 

led to the deposit of funds in the Euromarket at short maturities. Because 

these funds were deposited in the Euromarkec, commercial banks whose 

international operations had been expanding rapidly even before the price 

shock took a central role in the international financial intermediation 

process. In light of the fact that international loans were under

represented in bank portfolios in the early 1970s, there was considerable 

roozt for direct commercial lending to LDCs. This greatly reduced the burden 

for recycling petrodollar thac fell on official lenders, including 

multilateral institutions such cs the IMF and the World Bank. Unlike 

official lending, which had predominated during the 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 terms of maturity were typically shorter on commercial lending than 
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on official credits, many LDCs prefevred the latter because of the absence of
 

restrictive loan covenants and conditionality.
 

In addition to the improvement in loan terms as the market adjuszed :o
 

absorb the massive supply of petrodollars, it is quite possible that many
 

LDCs also experienced a relaxation in credit constraints imposed by lenders.
 

Arguably, banks paid insufficient attention to LDCs' creditworthiness in
 

their aggressive efforts to r*cycle petrodollars. As Hajivassiliou (198,.
 

218) explains, "According to [the "petrodollar hypothesis"], the curren: deb: 

problems in international capital markets have ben caused to a large exten:
 

by "too easy" availability of credit following the influx of "petrodollar" in
 

search of a borrower, that took place after the 1973 events, and by
 

developing countries attempting to maintain their declining standards of
 

living after the oil shock by obtaining higher external debts."
 

Hard empirical evidence on this point is skimpy, however. The one
 

relevant article by Eaton and Gersovitz (1981) provides evidencq on the
 

prevalence of credit rationing in 1970 and 1974. They conclude that although
 

the credit rationing was more prevalent than the unrationed regime in both
 

years, relatively mM countries were c,:edit-constrained in 1974 than in
 

1970! Gersovitz's (1985, p.74 ) explanation for this finding seems to be cha:
 

"bank lending was much less important [than official lending] before 1973

74." This explanation presupposes that commercial lenders are indeed more
 

likely to impose credit limits than are official lenders -- a hypothesis that
 

has not been tested.
 

HajLvassiliou (1987) examines the empirical support for the petrodollar
 

hy.pothesis by including a post-1973 dummy variable in each of the three
 

equatioas in his three-regime switching model (discussed above). The
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variable waa found to have a statistically insignificant impact on the supp!
 

of external credit, the allowable limit of arrears, and also on the demar-4
 

for credit by the borrowing countries (after controlling for other
 

explanatory variables, of course). Thus he is unable to find empirical 

support for the petrodollar hypothesis. Given the a priori plausibili:'y o. 

the hypothesis, I suspect that the test is not sophisticated enough.
 

Hajivassiliou's data sample begins in 1970 (through 1982), so there are on:

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 res: o 

the sampAi periol. It might help to extend the sample back in time. Also a
 

more direct measure of the supply of petrodollars could be employed. For
 

example, one might use OPEC's current account surplus or cumulative surpl.us
 

after 1973 rather than the dummy variable jus: described to pick up the
 

petrodollar impact.
 

Even though the empirical evidence on the pecrodollar hypothesis is
 

rather weak, most students of the debt crisis list the oil price shocks" of
 

the 1970s among the important causes, either because of their influence on
 

LDC borrowing behavior and/or their influence on the level of world econcmic
 

activity. Jeff Frieden (1983), however, takes issue with the common emphasi. 

on the role of oil shocks in inducing developing countries to undertake
 

massive external borrowing: "In this interpretation, the "oil shocks" of 

-1973-75 and 1979-80 drove the oil-importing LDCs to borrow heavily, while 

simultaneously flooding the Euromarkets with petrodollars available for 

lending.* (p.3) He argues that: 

the big upsurge in commercial lending to LDCs began around 1969-70... 
Indeed, medium-term Eurocurrency credits to non-OPEC LDCs grew mort 

rapidly between 1971 and 1973 than between I73 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 pjrcen: 4-n 
1971, 33 percent in 1972, 52 percent in 1973, and 32 percent in 1974. '. 

By World Bank figures, total LDC debt to financial markets grew from 
$9.9 billion in 1971 to $22.7 billion in 1973, and then to $44.4 billion 
in 1975. 10/ Thus major LDC borrowing from the international financial 
markets clearly began before Zhe first "oil shock.". (p.4). 

-Do these facts presented by rrieden contradict Gersovitz's explanation
 

(discxissed above) of why credit rationing appears to have been more common in
 

1974 than 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 international 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.g. they sought high liquidity and short terms) from the major source
 

count;ies whose supplied funds to the Euromarkets in the pre-1.974 pericd.
 

Retrenchment by Coiercial Banks
 

Not only have commercial banks been accused creating the preconditions
 

for a debt crisis by "overlending" in the mid 1970s, they have also been
 

accused of bringing on the crisis in 1982 by abruptly cutting back on
 

international lending. Carlos Diaz-Alejandro (1984, p.356) argues:
 

what could have been a serious but managcabla receosion ha' turned into 
a major development crisis unprecedented sfnce ths early 1930s mainly 
becauae of the breakdown of international financial markets and an 

S/ R. C. Williams at al. InmornationAl Canital Markets, IMF Occasional
 

Paper No. 1. (Washington, D.C.: IMF, 1980), pp. 54-55.
 

9/ OECD, Development Aasistance Committee, Devel60mont Cooteration: 
1 R . (Pariz: OECD, 1977), p. 211. 

10/ World Debt Tables: Exte@ZMl Public Debt of LDQs (Washinguon: 'World 

Bank, 1975). 
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abrupt change in conditions and rules for international lending. 
(p.33$),...n short, the 1982 collapse of a reasonably compecicive, if
 
fit-ved, international capital market (ac least for _aCin America)
 
cratitutes the major external sho;k co the region during the early
 
1980s.
 

This interpretacion of events is somewhat controversial. Paul Krugman
 

(1984, p.391), in the published comments on Diaz-Alejandro's paper, complai
 

chat "the sharp cutback of new lending to debcors in 1982-83 is created 'by 

Diaz-Alej&r,dro] as an exogenous event -- richer as if Robert Shiller [a "well 

respected rational-expectations macroeconomist] had descended from heaven ar 

decreed lending to Latin America suddenly unfashionable. This is not a 

satisfactory procedure... I would prefer to regard domestic economic
 

management, the terms of trade, and interest rates'as the fundamentals here, 

and the supply of funds as an endogenous variable. This supports a view .ha 

assigns heavy weight co 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 international banks in 

reducing lending ignores the evolving structure of current account imbalance 

following the first and second oil price shocks. As mentioned above, the 

huge current account surplus of the oil exporting countries was dissipated 

only slowly - over a four year period-- following the first oil shock. The 

correspouding deficit of the industrial countries shrank very quickly. In 

fact, they restored their earlier surplus position by 1975* (alhough it 

subsequently deteriorated again). The non-oil LDCs, on the other harod, 

sustained large current account deficits. Delative to their prs-xhock 

levels, they were major recipients of capital in the form of recycled petro 

dollars.
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The pattern of currant account imbalances following the second oil shock
 

was quite different. First, the surplus of the oil exporting countries was
 

dissipated within two years; thus those countries provided loanable funds
 

only temporarily. Second, a number of industrial countries became large
 

capital importers - at least, if the data are taken at face value in spite 

of the large statistical discrepancy at the global level. In addition :o 

these factors, differencing perceptions about the permanence of the two ol
 

prioe 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 was 

unavoidable. It is not cle&r from casual inspoction 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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A number of LDC policies potentially affect the country's vulnerab:."':
 

to debt servicing p.roblems, particularly if the external economic envi.onmen:
 

becomes unfavorable. These include: (1) its external borrowing s:ra:egyv.
 

i.e. the extent to which foreign capital is used, as well as the manaemen:
 

of the sources, maturity structure, and contractual aspects (notably fi:ed
 

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 my differ significantly in terms of structural characteristics.
 

These, in turn, affect the distributional impact as well as the political and
 

economic feasibility of various policy options.
 

Foreign Borrowing Strategv
 

When considering possible causes of the debt crisis, two difficult
 

questions must be addressed: (1) did developing countries borrow "too much"
 

from external creditors? and (2)were the borrowed funds used efficiently?
 

The second question is really part of the broader question of whether the
 

LDC's economic structure and policy environment is conducive co overal.
 

efficiency in resource allocation. Many policies play a role here, among
 

them: credit allocation rules, exchange rate management, trade orientation
 

(i.e. taxes, subsidies and quantity constraints facing exporters and
 

importers), and govetnmant exp.-nditure and revenue-raising policies. To :he
 

extent that these policies cause borrowed resources to be misallocaced, :hey
 

incriase the difficulty in servicing the debt. In extreme cases, national
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welfare can actulally be lowered by using foreign capital. I/ 

QverboU2ownU? It is often claimed, without detailed empirical suppor:, :

many of the LDCs currently experiencing debt problems are suffering :1.e
 

consequences of earlier "overborrowing." In fact, evidence addressing :-zs
 

issue is hard to obtain. Analytical considerations, however, provide soine
 

insights. From a conceptual standpoint, there are a number of market
 

failures that might give rise to overborrowing in a laissez-faire
 

environment. 2/ These points are taken up in this section.
 

First, the concept of overborrowing must be clearly defined. Suppose we
 

interpret the term in its welfare-theoretic sense: it is a situation w.ere
 

private incentives or unenlightened government borrowing cause the coun:rt::''
 

level of foreign indebtedness to exceed the asg optimal level. 3e-.ore 

there can bc a need for foreign borrowing iA. (i.e. government pol;-:

action to prevent inappropriate levels of borrowing), one must believe :ha: 

there is a discrepancy between the private and social costs and/or benf..:s 

of external borrowing. 

At least two welfA~re distortions that might give rise to overborrowing
 

come to mind. The first is based on the well-known optimum tariff argumen:
 

if the country's cost of borrowing rises as it takes on more debt, then :he 

marginal cost of borrowing lies above the average cost. Policy action co 

limit borrowing to the point where the marginal cost equals the marginal. 

(social) benefiz is required. [I know of no countries that implement :his 

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

1/ See Brecher and Diaz-Alejandro (1977).
 

2/ For a more detailed discussion of this issue, see Cooper and Sachs 

(1985, pp. 42-45). 
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the other hand, have quantitative limits on borrowing. These limits may o:
 

may not be designed to achieve the above-mentioned objective.]
 

There is a second justification for policy limits or optimal :axa:ion.f
 

foreign borrowing: to reduce the probability of financial distress, whi:h
 

rises sharply with the level of borrowing or "leverage." Using an anal..
 

with individual firms, sovereign nation states can grow more rapidly (in
 

terms of per capita consumption and 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 growth an
 

the use of external resources (in the form of debt or equity finance). C:her
 

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 debt. Excessive reliance on debt, by increasing the "financial
 

leverage" of the country as a whole, raises the likelihood and expected costs
 

of "financial distress" in the 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. 4/ Even if the borrowed funds are
 

used efficiently, high financial leverage has pocential costs. When loans
 

are funneled into inefficient investment or excessive consumption, the
 

3/ In addition, the probability of increased debt inducing financial 
distress depends on the maturity structure of the debt and whether it is 
contracted at fixed or variable interest rates. 

4/ See Brealey and Myors (1988) for a good textbook treatment of the
 

costs of financial distress.
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potential for financial distress is exacerbated.
 

Given these negative externalities of borrowing, unmonicored borro'i'

by either a decentralized market system or semi-autonomous gover-.Men:a"
 

bureaucracies will lead to overborrowing. 5/ Hence, a well-articula:ed
 

borrowing strategy makes good sense.
 

The Use of External Funds
 

Capital flows provide recipient countries with the potential to expand
 

domestic consumption more smoothly and/or more tuickly
than would other-'se 

be possible. There are attendant costs, however, in terms of reduced 

national autonomy and financial flexibility, as was emphasized above. 

Regarding the consumption-smoothing mocivacion for borrowing. it s 

countercvclical borrowing chat enables consumption smoothing along :he L.ies 

dictated by the permanent income theory of consumption. This type of 

borrowing may be limited by the prevalence of credit constraints, which :enc 

to be adjusted procyclically rather than councercyclically by creditors. 

Furthermore, the credit ceiling is often not exogenous from :he 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 credi: 

constraints than countries with potentially unsustainable consumption rates.
 

(Unfortunately the estimated s4pply-of-funds schedules in the regime

switching models of Eaton and Gersovitz (1981) and Hajivassiliou (1987) do 

5/ The tendency for overborrowing can not, of course, result in 
excessive levels of actual borrowing unless there is complicity on che part 
of creditors. Widespread allegations of "loan pushing" by bankers who were 
rewarded on the basis of the volume of loan commitments rather than :he 
ultimate profitability 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
 

evidence on this issue.]
 

The second motivation is to undertake profitable capital inves:rnen: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 rates during the 1970s is 
an open
 

question (addressed below).
 

Two other uses of capital have also been of considerable impor:ance
 

during the debt build-up of the 1970s. 
 As Table 11-3 above shows, the leve:
 

of external borrowing of non-oil developing countries more than covered :he-'
 

current account deficits over this period. Part of the difference reflec:ec
 

a subutantial build-up in foreign exchange reserves 
(shown as negative
 

numbers in the Table). In some countrigs (e.g. Venezuela) these reserves
 

were so large as to make it essential to look at both gross debt and deb: ne:
 

of official reserves in order to get an complete picture of their debt burden
 

and vulnerability to changes inworld interest rates.
 

The Role of Capital Flight
 

A second form of foreign asset accumulation, private "capital flight",
 

has received much greater attention as a contributing cause of the debt
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problems. Capital flight is notoriously difficult to estimate. There s I
 

lack of agreement on how ic should be defined (Lessard and Uillianson,
 

Even once a definition is agreed upon, the very nature of capital :..~n:
 

makes it difficult to measure. In some countries, domestic capical can be
 

moved abroad only by violating capital controls. In others, the expor: i:
 

capital may be perfewcrly legal. The motivation for moving capital a::az
 

may be to escape domestic taxation or to hide illegally earned income ::
 

the purview of domestic authorities. The incentives to 
"cover the crack-s'
 

flight capital are obvious; hence the difficulty in measuring its extent.
 

Based on early estimates using various residual techniques calcua:ed
 

from balance of payments data (Cuddington (1986), Dooley et al (1986), :!g-


Guaranty (1986), there seems to be general agreement that capital fligh: in
 

the 1970s and early 1980s was large in several Latin American countries. 7os:
 

notably Mexico, Argentina, Uruguay, and Venezuela. Outside Latin America.
 

the Philippines appears to be the country where capital flight has been mos:
 

problematic.
 

A recent paper by Cumby and Levich (1987) provides an extremely usefu:
 

comparison of earlier estimates using a common data base. 
 Thei: work plus 

that of other researchers led to the "best guess" estimates summarized in 

Table III-1, which was taken from the suary chapter in Lessard and 

Williamson (1987). 

2

~~~~insert Table 111-1 here AA.A.. 

The massive capttal outflows estimated in Table III-1 occurred durin 

the very period when these countries were borrowing so heavily abroad. 
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Hence, tha question arises whether capital flight has been an impor:an:
 

"cause" of the debt crisis. Of course, such two-way flows of capi:a. mi':

reflect portfolio diversification or maturity transformation occurring on
 

global scale. In the absnece of market failures, they need not be a polic:."
 

concern. When capital-scarce developing countries that borrow heavily in 
::e
 

international capital markets are involved, however, vhere is a s:on
 

presumption that massive private capital n 
 are socially
 

counterproductive. 
In short, capital flight is usually a reflection of
 

highly distorted private incentives rather thanth true opportunity cost of
 

capital in the home market. Policy intervention to limit such capital flows
 

may indeed be justified.
 

The limited empirical work on the determinants of capital flight poin:s
 

to the overvaluatioa of the exchange rate as perhaps the most important
 

macroeconomic factor. (Dornbusch, 1985; Cuddington, 1986). 
 Other
 

empirically-significant determinants of capital flight include domestic
 

(relative to foreign) inflation and interest rates, (Cuddington, 1986), the
 

domestic economic rowth rate (Conesa, 1987), and in some countries, the
 

level of loan disbursements (Conesa, 1987; Cuddington, 1987). These
 

variables are, for the most part, beat interpreted as only the proximate
 

causes of capital flight. They are, like capital flight ic3elf, best viewed 

as symptoms of underlying macroeconomic disequilibrium. These same 

distortions often give rise to overborrowing. It is therefore rather 

simplistic to view capital flight as an indepondent cause of debt servicing 

problems. 
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The InMact o Domestic Javinx and Investment
 

Even if overborrowing in the welfare-theoretic sqnse did not occur 

during the 1970s, thare is the question of how efficiencly'borrowed funds 

were utilized. If there were no distortions affecting domestic saving and 

investment behavior (uch as regulated sub-market interest rates and 

administrative credit rationing mechanisms), foreign capital inflows "ou'A 

generally cause both higher levels of investment and reduced domestic sa..'S. 

i.e. higher private or public consumption. Indeed this in an efficient
 

response. The relative magnitudes of the effects on investment and saving
 

will depend on their respectiv* interest elasticities. It is incorrec- :3
 

conclude, as is often done, that funds have been allocated inefficiently 4.
 

capi:al inflows are not reflected one-for-one in higher invescment.
 

On the other hand, if financial repression keeps domestic saving far
 

below its socially optimum level, furnher declines in saving resul.cing from
 

increased foreign borrowing would be cause for policy concern. Sy
 

exacerbating existing welfare distortions, borrowing may impose high costs on
 

the economy. Current and futurs growth vill be hampered, and financial
 

distress in the event of a world recession will become more likely.
 

Views differ widely on the extent to which borrowed funds have been
 

funneled into investment rather than consumption and the extent to which -he 

funds devoted to investment have been used product:ivaly. According to Kharas 

and Levinaohn (1988), for example: 

Conventional wtsdom holds that less develcopad country (LDC) debt 
rescheduling problems reflect, in part, the failure of borrowers cc 
invest their luans in productive acti,vities with returns, evaluated a: 
border pricus, higher than the interest rate on their debt. This worr.: 
becam4 particularly acute because of the rapid switch of external 
financing in the 1970s away from official sources, mostly tied to 
closely supervised investment projects, towards commercial loans wi:hou: 
such ties.. The perceived danger was that such loans could be used to 
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finance consumption and... would lead to long-term insolvency. Indeed
 
most non-oil developtng countries had lower average savings rates af::z
 
1973. (Middle-income oil-importing developing countries on average hi
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 significan:
 
part of the increase in external debt has as its counterpart
 
napital flight by residents of those countries.
 

Cline (1984, p.16) apparently disagrees, stressing that:
 

Aside from the notable amount of capital flight in (Argentina.
 
Mexicvo, and Venezuela], the use of most borrowing appears to ha-.'e
 
been productive. Thus, domestic savings did not decline in :he
 
1970s when external financing was heavy. For middle-inzome oil
importing countries, gross domestic savings were 21 percent of "D?
 
in 1980 compared with 19 percent in 1960, and gross domestic
 
investment was 27 percent compared with 21 percent, 7/ sugges:in
 
that not only did foreign financing help increase domestic
 
investment, but also that it was not used for the purpose of
 
raising domestic consumption cad reducing'domestic savings.
 
Similarly, for 10 major borrowing developing countries, the 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 echoes this view in the 1982-83 H2Zrd Debt
 

Iablu (p.vii): 

The resulting special difficulties ancountered by the developing
 
countries in the turbulent openiug years of the 1980s do not
 
support the widespread contention that banks lent imprudently :z
 
developing countries as a whole during the 1970s and that the
 
countrier wasted the proceeds. On the contrary, the record shows 
that most of them used external capital for productivf investment. 
which sustained their growth and helped them increase their 
capacity to earn foreign exchange. 

7/ World Develoomennort 1982 (Washington, D.C.: The World Bank,
 

1982). p. 118.
 

8/ Jeffrey D. Sachs (L981, 201-68). 
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The evidence they provide to substantiate this conclusion is suggescive,
 

although hardly dafinitive. 9/
 

Kharas and Levinsohn (1988) attempt to examine the empirical val.i:.

the conventional wisdom (in their quotation above) by addressing two 

questions: (1) has increased foreign borrowing been associated wi:h a
 

in average savings races (or, equivalently, a rise in the consumption s : 

of GDP)? and (2) has there been a discernable difference between che ma:-z ;. 

propensities to consume out of project and non-project foreign financing 

Due tc lack of disaggregaced data for addressing the latter question, :he 

resort to a simpler tast, namely checking for structural breaks in ind'.'..I.. 

countries' consumption functions beuween the 1960s and early 1970s -- when 

project financing presumably dominated -- and more recent years -- when non

project financing became increasingly important.1 0 / Their empirical work 

covering 26 LDCs finds 12 countries that experienced significant rises in 

consumption when foreign borrowing increased. (As the authors recognize. 

however, this is not necessarily indicative of a welfare loss from borrow-'n 

for the reason outlined above). Nevertheless, some countries exhibited vov 

high propensities to spend out of borrowed funds, leaving little for 

increased investment (unless the capital inflow causes a large multiplier 

effect on national income). ll/ In Bolivia, for example, the marginal 

propensity to spend out of foreign loans was .88; in Colombia, it was .99: 

9/ See World Debt Tables. 1982-83 edition, p. ix. 

10/ The exact year of the strucnural break differed from country to 

country based on their detailed knowledge of each countries circumcances. 

ll/ It would have bein informative to estimate the impact of foreign 

borrowing on the domestic investment function directly. 
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in Guyana, 1.2. Certainly, on the basis of this evidence, the hypothesis
 

that foreign borrowing facilitated a consumption binge in these coun:cres z
 

not be ruled out, but more comprehensive and conclusive evidence would
 

certainly be desirable here.
 

Regarding the possibility of different propensities to consume ou: o%
 

official loans and private loans, Kharas and Levinsohn conclude: "for mos:
 

developing countries there iz
no strong Gvidence that the expansion of n.n

project lending in the 1970s led to a structural change in the propensi:v :o
 

consume out of foreign inflows." (1988, p. 782). "It appears that from a
 

macroeconomic view, foreign funds have been sufficiently fungible wi:h
 

domestic resources such that their impact on domestic investment and
 

consumption has remained unchanged, regardless of whether the loans were :iec.
 

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

Invesment Efficiencv
 

Were the borrowed funds that found their way into investment rather :ha. 

financing highcr current consumption or capital flight used efficiently? 

Even if one concludes that LDCs used a large portion of their extarnal 

funding for investment, the question is the effi.incv of this investmenc 

remains, in part due to inherent difficulties in measuring the produc:vi:. 

of investment. Diaz-Alejandro (p.338) argues that some, but not all, La:in 

American debtor suffered from a deterioration in investment productivi:

after 1973:
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Using gross fixed investmenc and GDP data, one can compute 
-..-. 
capital-output ratios to obtain a rough index of the produc:ivi:' 
 :
 
investment. With three-year averages and investment lagged one year
 
the ratios are as follows:
 

1961-63 to 1971-73 to 
1971-73 1979-81 

Argentina 4.4 l.2. 
Brazil 2.9 
 3.3
 
Chile 3.8 
 5.0
 
Colombia 3.1 
 3.3
 
maxico 2.5 3.1
 
Venezuela 4.2 
 7.2
 

Brazil, Colombia, and Mexico - the fastest growers - had the 1o1:6s: 
marginal capital-oucput ratios, and the ratios increased only sligh:.
from one period to the next. Arggntina, Chile, and Venezuela no: on*.
had lower investment productivity (which could be due eiher co su:.. 
inefficiencies or to poor management of aggregate demand) throughou.: :-.e 
yearz under study but also experienced a 4harp decline in that 
productivity after 1971-73. For Venezuela, ditaggregation into ol. a
 
non-oil sectors might yield a better picture for tho non-oil sec:or:
 
non-oil output has grown more than OPEC-restricted petroleum procuc:ion
 
since the early 1970s.
 

Although the changes in these incremental capital/output ratios (ICORs) over
 

time are suggestive, it should bd noted that similar calculations for :he
 

early 1980s would yield meaningless values, because income growth :urned
 

negative in many countries and resulted in considerable excess capacity.
 

This highlighca the limitations of such crude aggregate measures of
 

invest:ment productivity. It you,d be highly de.sirable to investigate the 

profitability of foreign-financed capital invistments on a projec- by
 

projecc basis to shed more light on the rates of return realized in
 

proactice.
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TheI.act of Foreirn Borrowing on Economic Growth
 

The information on the productivity of capital investment in various
 

LDCs does not yield unambiguous conclusions regarding the efficiency i:h
 

which external funds were utilized. Hence, in the absence of detailed
 

econometric work, further circumstantial evidence makes a contribution. 
 *7*
 

1982-83 edition of the World Debt Tables makes a simple comparison of
 

economic growth rates across countries with low and high levels of foreign
 

borrowing. It concludes that regions where borrowing was heavy did seem
 

grow more rapidly during the 1970s. Unfort;unately, tho extent to which
 

differential growth performance might be explained by factors other than use
 

of foreign funds is unclear. 12/
 

Policies that Alter ncentivos
 

Many government policies in LDCs have a rather direct impact on the
 

allocation of both domestic and foreign resources. Here we focus on two of
 

them: exchange rate management and trade orientation. These policies are
 

important because they affect the likelihood that funds borrowed abroad will
 

be employed efficiently, thereby insuring that the debt can later be
 

serviced. In Gconomic erivironments that are highly distorted, the poten:ial
 

for gross misallocation is m"ch greater. In addition to their impact on
 

long-run economic growth, the two policies affect the economy's ability or
 

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

costly in efficient economies than ineconomies with major rigidities and
 

12/ It would be interesting to extent the literature on comparative
 
growth performance, most notably Kormendi and Metuire (1985) and Fry and
 
Lilien (1986), by including foreign borrowing among their list of explanacory
 
variables.
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distorted incentive structures.
 

The Relative Tmoornance of External Shocks:
 
Their Size and the Policy Resvonse
 

Several authors have examined the relative importance of external shroc .
 

and internal policies in contributing to debt problems. (See, e.g. Balassa
 

(1982, 1984), Donovan (1984), and Sachs(1985)). At this point, there see:ns
 

to be general agreement that the incidence of debt servicing problems does
 

not depend in any systematic way on the magnitude of the external shocks
 

faced by developing countries during the 1970s and early 1980s. Rather,
 

countries' policy response to external shocks and their economic s:ruc:*-:e,
 

rather than the magnitude of the shocks 2jr so, determined which coun:r.es
 

adjusted efficiently and which became ensnared in debt servicing problems
 

Almansi (1988, p.1) summari:ea the received wisdom as follows:
 

Recent studies by Balassa (1984, 1986) and Sachs (1985) have
 
provided renewed support for the belief, very popular in che develoi'en:
 
literature, that the economic performance of a developing country fac:.n;
 
an external shock is explained mainly by the country's policy response
 
to it, and not by the shock's direct effects on the country's econom,.
 
In particular, different commercial policies are credited with success
 
of failure in preserving economic growth after the onset of the "deb:
 
crisism in 192. 
Both Balassa and Sachs point to the contrasting
experiences of countr::es in East Asia and Latin America in the af:erma:z
 
of such events.
 

While some LDCs experienced shocks that neduced cheir real income. 

others -- most notably the oil exporting countries, buc also the expor:ers o. 

other primary commodities (discussed above) -- benefitted from net positive 

shocks. The latter.group includes countries such as Mexico, Venezuela, and 

Nigeria (among others) which nonetheless encountered debt servicing problems.
 

Studies by Donal Donovan (1984) and Nuriel Roubini (1985) also emphasi:e
 

the importance of countries' policy responses to external shocks. 
 These
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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 cumulative :e:-s

of-trade movements during 1978-83 were comparable for the two groups, Roubi;.-;
 

shows that for the .rescheduling group, the terms of trade improved more
 

during 1977-81 and then fell more during 1981-83 than it did for the
 

nonreschedulers. This finding seems 
to hinge on the heavy representa:ion of
 

oil exporters in the rescheduling group."
 

Regardless of whether oil exporturs are involved as 
Sachs conjectures.
 

this observation suggests that positiv terms of trade shocks are more 
!ike:." 

to induce excessive debt build-up and subsequent debt servicing problems than 

are negative shocks. Perhaps this is because credit constraints are relaxed 

by lenders during periods when borrowers' exporc markets are booming. :n 

such situacions, the booming LDC often rushes to take advantage of the 

greater credit availability. Unless the funds can be invested wisely, 

however, the country's debt servicing burden will grow. This scenario has
 

been all too comon. (See Cuddington, 1988, for a discussion of developing
 

economies that experienced booming commodity export markets at some point
 

during ths 1970s and yet later encountured debt serving difficulties.]
 

Trade Orlenragion
 

Balassa (1982, 1984, 1986) among others has stressed the importance of a
 

country's trade orientation in determining the efficiency with which it 

adjusted to the external shocks of the 1970s. He claims that although 

moutvard oriented economies" are more vulnerabla to external shocks because 

of their geater openness to trade and international capital movements, :hey 
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also exhibited greater resilience in adjusting to these shocks, :heret'.
 

avoiding excessive reliance on external borrowing.
 

Balassa notes that trade orientation is highly correlated wi:h "free
 

market orientation" or a relatively non-interventionist stance by the zub!i:
 

sector:
 

Outwerd-orienced economies by-and-large adopted realistic e::
 
rates and interest rates; gave similar incentives to indus:r..
 
agriculture; eschewed price controls; liLaiced the scope of .
 
investments while giving attention to efficiency consideracio. 
 -,
 
ths choice of these investments; and had a relatively small ef:-:
 
in the government budget. by contrast, inward-oriented economies
 
tended to have overvalued exch&ngs rates and negative real in:ees
rates; biasad the system of incentives against agriculture; made
 
use of price cou.rols; had a larger share of often inefficien:
 
public investment projects; and incurred relatively high budge:
 
deficits. (1984, p.9). 3/
 

Balassa (1984, Table 2) provides estimites of the external shocks fac'
 

by non-oil developing countries in two five-year periods: 1973-78 and 197S.
 

1983. Countries are grouped according to whether the author considered :ne.:
 

trade orientation to be outward-oriented or inward-oriented. Perhaps no:
 

surprisingly, the group of outvard-oriented economies suffered adverse shoc.s
 

of greater magnitude due to their openness to trade and/or incernational
 

capital movements. In 1974-76, the outward-oriented countries' external
 

shock amounted to 6.4 percent of GDP, while inward-oriented economies
 

experienced a negative shock of roughly 3.5 percent. Similarly in 1979-81,
 

outward-oriented economies faced external shocks equal to roughly 11.1 

percent of GDP, while inward-oriented economies' external shocks were on:;
 

4.2 percent of GDP. This chara.:terization included the net effect of advevse 

13/ Balassa refers the reader to his 1982 paper for the corroborac4i 
evidence on this point. 
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terms of trade movements, declining export volumes, and (in the 1979-81.
 

subperiod) rising world interest rates. The same pattern emerged be:een
 

oucward-oriented and inward-oniented countries when the various ex:erna!
 

shocks were considered sepLrately.
 

Almansi (1988) is skeptical about the received wisdom (summarized in
 

above quotation from his paper). 
 He notes that this view is based, in -ar:.
 

on the empirical observation that Latin American debtors adjusted :o 
:1-e
 

off in external credit by reducing imports by more than the collapse i'.
 

exports. In contrast, Asian debtors adjusted by expanding exports more
 

rapidly than imports. Through the use of a simple analytical model, he siiows
 

that these differing outcomes may be the consequence of structural
 

differences in the economies of the two regions, rather than their trade
 

oriennations. 
His model assumes that the Latin America:- economies expor:
 

primary products and import manufactures. For Asia, the opposite trade
 

pattern prevails. Manufactures require intermediate imported goods, whereas
 

primary products, by assumption, do not. 
 In this context, if governments in
 

both regions protect their respective import-competing sectors by placing
 

quantitative restrictions on final-goods imports, an exogenous reduction in
 

the availability of foreign capital (as happened in the early 1980s) will
 

cause very different outcomos: Asia will expand exports by more uhan the
 

growth in imports. Latin America will contract imports by even wore than :ne
 

fall in exports. Almansi's point is that these differing responses of
 

exports and imports in the two regions need not tell us anything about
 

differences in their trade orientations. He concludes that: "Beyond the
 

particular details of the example studied here, the main implication... is
 

that we should pay more attention to structural differences, and less to
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political idiosyncrasies, in order to understand policy behavior in
 

developing countries." (1988, p.11) Perhaps more importantly, one mus: '-3
 

careful not conclude that all changes in import/GDP and expor:/GDP .a:.:s
 

reflect policy changes rather than endogenous economic adjustments (efi:..
 

or otherwise).
 

While Almansi's argument is quite compelling if one considers crade
 

changes in the post-1982 adjustment period, Latin America and Asia have
 

exhibited very different g trends in export performance -- pres'..-."
 

in large part because of their trade orientations. As Sachs (1985, p. 53"
 

argues, "It is not easy to get good moasures of the size of the tradeabl.es
 

sectors over time... The typical recourse... is simply to measure the ex:an:
 

of actual exports relative to cocal income to get an escimace for the Srow:h 

of the tradeables sector. Though admittedly imperfect, the data scrorng","
 

indicate the rapid growth of exports relative co GDP in East Asia since
 

compared with a fairly flat pattern in Latin America." (my emphas.is]. Sac.s
 

also at:empts to assess differences in economic structure (in part, policy

induced) by comparing the sizes of the service sectors 
in Asia and Latin
 

America: "The data (in his Table 5, not raproduced here] suggest chat :he
 

Latin 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 -ji'61. 

Sachs believes, feel less pressure to carry out rapid external adjuscment 

than countries vith small nontradeables sectors. 
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Exehan2e Rate Management
 

By and large, LDCs that ancouncered debt servicing problems experience 

much more dramacic movements in their reel exchange rates in the early ".:' 

than countries that avoided difficulties. This reflects their exchange ra: 

management policies as well as other policies (e.g. expansionar-y fiscal 

policy) that affect real exchange races. Table II-2 (from Sachs (1985) 

compares the real exchange race movements and black market exchange pre-.ia 

Latin America and Asia over the 1976-1983 period. There ig a clear :ende.:' 

towards large real appreciations in the former region coipa:ed to the la::e: 

It teems highly unlikely that underlying determinants of tjgl ib real 

exchange races justify these changes in actual rates. Presumably, exchar.ge 

races were, in fact, becoming severely overvalued in a number of the Lazin 

American debtor natians as inflation skyrocketed relative to world races. 

(Recall Fig. 1-4 #,bove.) 

Overvall,"d exchange rates contribute to debt problems through a nwnber 

of channels. First, they undermine the compecitiveness of the country's 

exports while making imports seem artificially cheap. The rasult is 

unsustainable current account deficits, which ara financed by external 

borrowing. As we discussed, exchange rate ,overvaluaeion also fuels capizal 

flight by. creating expectations that a devaluation is imminont. Capital 

flight, in turn, contributea to the erosion of the domestic tax base. Unles 

public expand.cures can be reduced correspondingly, foreign borrowing and/or 

domestic money creation musz be used more aggressively. 

********** insert Table 111-2 (from Sachs, 1985, Table 6, p.541). * 
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Structur&l and Inuome-Disriabuion Considerations that Limit PolCy_ 

A r6ecenst study,by Berg and Sachs (1988) has gone beyond the use of 
simple financial indicators in simple econometriQ models of debt ser--ici' 3
 
problems. Their objective is to 
get at some of the political economy
 

considerations that make it difficult for LDC policy makers to under:ake :he
 

policies needed to avert servicing difficulties. Hence they investigate :.e
 
potential role of several structural characteristics of individual deb:or
 

countries. 14/
 

Like earlier work by Balassa (1982, 1984) and Sachs 
,1985), ahey showa
 
that a country's foreign trade regime is
an extremely important determine-: 
of debt crises (defined as the occurrence of rescheduling of debt to pri',.a:e 
creditors). Unlike earlier work, which proxied the orientation of trade
 
policy with output-based measures 
such as growth in the export/GDP ratio or
 
the 
excess of this ratio relative to a predicted value, Berg and Sachs use a
 
World Bank measure of the orientation of trade cicy itself. 
Their findins 

corroborate existing research concluding that outward-orienced trade policy 

not only enhances growth prospects, it also improves their capacity to adius: 

to external shocks.
 

Berg and Sachs mainta&:n that: *For many countries, the debt crisis 

reflects a political crisis as as anwell economic crisis." (p. 12). This 
leads them to consider a number of political determinan;s of rescheduling 
-:n
 
their cross-section of 35 developing countries. 
These structural variables
 

l4/ In addition to fitting a simple probit model attempting to explain
the cross-country pattern of reschedulings and no reschedulings, they use a
tobit model to explain the level of the discount on an LDC's bank debt insecondary market, arguing that this discount is 

:he 
a good cardinal measure ofcreditworthiness. 
 The conclusions regarding the statistical significance ofthe foreign trade regime, as well as their measure of income inequality and
the agricultural share of GDP remain are 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 inccrme inequality. The latter is measured as :he
 

ratio of the percentage of total income received by the 20 percent of :he
 

households divided by the percentage of income received by the poores: 20 

percent. They conjecture that: "a high degree of income inequality shou'd
 

associated with a high probabilitj of rescheduling, since the income
 

inequality undermines the political stability and political effectivenes5
 

needed for successful macroeconomic management." (p.14) Regarding the tirs:
 

variable, they argue: "The share of agriculture in production is included :c
 

offer a rough indication of the extent to which governments can derive Thei.r
 

political backing from rural interests rather than urban interests." The
 

theory is that a rural power base tends to be more stable and more supporz;i,'e
 

of expeort-promoting policies. (The authors provide a detailed discussion of
 

tha political science literature elaborating on these'hypotheses in order :o
 

provide adequate justification for the explanatory variables chosen.) 

One potential shortcoming of the Berg-Sachs work is that it ignores
 

supply-side considerarions: why do creditors who observe undesirable
 

structural or political characteristics lend amounts sufficient to create
 

servicing problems in such councries? It would bo interesting to include :h-_
 

Berg-Sachs measures for political and structural characteristics in the
 

supply and demand schedules for foreign loant in a three-regime model of :he
 

sort estimated in McFadden et 41 (1985) and further improved upon by
 

Hajivassiliou (1987).
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The hope in 1982 when the debt crisis emerged was that it would be
 

short-lived. The resumption of economic growth in the major indus:rial
 

countries would remove the potential threat to the stability of the
 

international financial system, and previous levels of capital inflow :o 
.DCs
 

would be restored.
 

More than seven years after the onset of the crisis, the threat :o :he
 

banking system has been alleviated. From the point of view of developing
 

countries, however, the debt problem is perhaps the number one economic
 

development issue; its is likely to remain so 
throughout the 1990s. Ear.v
 

hopes that a courle of years of strong economic growth would allow major
 

debtors to emerge from their debt traps proved to be wildly optimizzic.
 

Without substantial debt forgiveness, the debt "work out" period to bring
 

creditworthiness indicators back into the "acceptable" range will be a very
 

long one. 14/ So far, none of the countries that rescheduled debt in the
 

1980s has subsequently succeeded in obtaining voluntary loans from the 

private credit markets (except in conjunction with World Bank cofinancing). 

Highly indebted LDCs in Latin tmerica and Africa remain in a state of seige, 

threatenad by impatient creditors, on one hand, and restless domestic 

constituents, on the other. 

The need to consider alternative policy actions by official 

institutions, both national and multinational, is as real today as it was at 

the time of the Bank's earlier conference on developing country debt in early 

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

14/ See Selowsky and Van der Tak (1986) for a simulation exercise hat
 
substantiates this claim. 
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somewhat different emphasis. Today, concerns for stability of the
 

international financial system are less acute. The primary issue is how :o
 

regain the development momentum of the 1960s and early 1970s. Is :his bes: 

done through more lending, or less lending? What are the merits of case-b.-:
 

case verses more generalized debt fcrgiveness schemes?
 

The purpose of the present paper is not to evaluate al:ernative couses 

of action. That is the task of other authors at tthis conference. This 

paper's objective was to set the historical stage, by reconsidering :he role 

of debtors and creditors, as well as other parties, in bringing on the 

crisis. As we anticipated earlier, there is lots of blame to go around. ^.: 

analysis of causal factors also considered the contribution of policy ac:ior.s 

by the OPEC and the OECD countries. The price shocks of 1973/74 and 79, OS0 

and the industrial countries' macroeconomic policy response, which adversely 

affected national economies in both the industrial and developing worlds :o 

some extent, were highlighted. These shocks were by their nature global or 

systemic rather than country-specific. They shaped the internat.nal 

environment in %aich the massive expansion in sovereign lending occurred. 

Their impact, however, varied graatly from country to country depending on 

their past macroeconomic, financial, and development strategies. LDCs wiz:h 

bad policies accuw.alated la.'3e amounts of debt without a corresponding 

increase in their productive capacity. Hence their economic and financial 

flexibility has been weakened considerably. 

Part III of the paper raviews the role of internal policies in the LDCs 

themselves in contributing to debt probleas or helping to avoid them. It 

concludes that debt ridden countries typically share the following 

characteristics: t.hhave.. hilh y-4i!.orted price sys'tems as a result of 
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-ov-vaue-.xzhnge.rates, and Lnward-oriented trade policies. Furthermo:e.
 

they often responded inappropriately to transitory booms and busts, leading
 

to fiscal disequilibrium and unsustainable deficit financing strategies.
 

Although these policies caused some countries to'become especially
 

vulnerable to worldwide economic downturns, domestic reforms to correc:
 

policy distortions will probably not be sutficLent at this point to un-do ::.a
 

damage 5nflicted by the current debt ove,hsng. Although bad policies by
 

individual LDCs may well have caused tiLr difficulties, good pulicies by
 

.
 creditors and the international community are now required to extricate them.
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Figure 1-1: Average Loan Rate Sprsads over LI OR:
 

Selected Coumtries, 1979:1 - 1982:2
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Figure 1-2: 

Spreads on Imican and Brazilian Bonds, 1960.10 - 1985.3. 
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Fig. 1-3: The Relationship bevaen
 
Nominal3. Ezpoc Grovth and International Interest Rates 
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Fig. 1-4:
 
Real Interest Rates and LIBOR
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fable 1-5 

External Debt. GNP, and Er xrts of All AS Coumtries 

1970 971 1972 1973 1974 1975 1976 1977 1978 1979 1980 

Total Eaternal Debt (EDT) 66990 709 92229 110537 186 166696 203035 307829 383005 45672 579372 

LW4-ter Pubitic/Guarantaed Debt (DD) 49743 58791 68843 84270 104538 126161 155536 194877 247961 294146 359103 

Gross National Product (GP) 414671 455285 506592 627679 780254 1037573 1128780 1280284 1487703 1772127 "2046732 

Exports of Goods and Services (XGS) 47192 62 8070 114944 171196 171757 199663 2350" 265535 345675 44796 

DOD/GNP 12.0 12.9 13.6 13.4 13.4 12.2 13.8 15.2 16.7 16.6 17.5DOD/XGS 105.4 88.0 86.0 73.3 60.9 73.5 77.9 82.9 93.4 85.1 80.3 

Schangoe in DM)IIW 7.6 5.2 -1.2 -0.4 -9.1 13.3 10.5 9.5 -0.4 5.7Xchange in DD/XGS -16.5 -2.3 -14.7 -16.9 20.5 6.1 6.4 12.6 -8.9 -5.6 

E1IG0CP 
 16.2 17.2 18.2 17.6 17.8 16.1 18.0 24.0 25.7 
 25.7 28.3
EDI/NGS 
 142.0 117.6 115.2 96.2 
 81.1 97.1 101.7 131.0 144.2 131.5 
 129.6
"*'........ 
 .. o....................................................... 
 o.................................................
 

2 change in EDT/GNP 6.7 5.6 -3.3 1.0 -9.7 12.0 33.7 7.1 -0.3 10.3
1 change in EDIT/GS -17.2 -2.0 -16.5 -15.7 19.7 4.8 28.8 10.1 -8.8 -1.5 

DTgrowth rate 
 17.2 17.5 19.9 25.6 20.1 21.8 51.6 24.4 18.7 27.4DOD growth rate 18.2 17.1 22.4 23.8 20.9 23.3 25.3 27.2 18.6 22.1GP growth rate 
 9.8 11.3 23.9 24.3 33.0 
 8.8 13.4 16.2 19.1 15.5

XGS growth rate 
 41.5 19.9 43.6 ,1.9 0.3 16.2 17.7 13.0 30.2 29.4
 

Source: World Bank Debt Reporting System, August 1988.
 



------------------------------------------------------- ------------------- ------

lablc I-S (cont.) 

External Debt, W, id Eaports of All ON$ Countries 

1961 1982 1963 1984 1985 1986 
.. o.. ...... ..... .... o...... o~o...........o~oo...o............o.............
. . . .. . . . ... ..
 

Total External Debt (EDT) 67198 74SI92 807831 876833 949074 1021166 

Long-tera Publ ic/Guranteed Debt (DOD 4025SS 454665 528041 603199 682393 780435 

Gross Natibnal Product (GP) 21S7963 2087526 2008796 2035568 2036172 2135878 

Exports of Goods and Services (XGS) 469395 440775 434332 471074 462843 450516 e 1971-80: *' 8 33 333 52 ii83 * 3C33ii 3lU3333333333333U33333333333335333333*U3U*33*33*3333**3*333q333* avg.vg.atd. sd/avg 

DCD/W 18.7 21.8 26.3 29.6 33.S 36.5 14.5 1.8 0.121 
DDIX 8S.8 103.2 121.6 128.0 147.4 173.2 80.1 8.8 0.109 ...o.o... ...... .. 


2 chan I. DtD/GIIP 	 6.3 16.8 20.7 12.7 13.1 9.0 4.1 6.4 1.576 
X change In DOD/XGS 6.8 20.3 17.9 5.3 15.1 17.5 -1.9 12.3 -6.372 

EDTIGNP 31.1 35.7 40.2 43.1 46.6 47.8 20.9 4.3 0.205 
EDIIGS 	 143.2 169.1 • 186.0 186.1 205.1 226.7 114.5 19.0 0.166 

..................... - - --................................................................... 
X change In EDTI/GLP 10.0 14.6 12.7 7.1 8.2 2.6 6.3 11.0 1.750 
X change In EDI/IXGS 	 .5 18.1 10.0 0.1 10.2 IO.S 0.2 15.0 88.858 

ED growth rate 16.0 1C.9 8.4 8.5 8.2 7.6 24.4 9.6 0.395 
DOD grouth rate 12.1 12.9 16.1 14.2 13.1 14.4 21.9 3.1 0.140 
GP growth rate 5.4 -3.3 -3.8 1.3 0.0 4.9 17.5 7.3 0.414 
XGS growth rate 5.0 -6.1 -1.5 8.5 -1.7 -2.7 26.1 14.6 0.560 

====3== = 2333332== =======s=============aa==============.==.======================== 



- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -

Table 1-7
 

A Nore Dletaled View of the Debt/Export Ratio
 

1970 1971 972 1913 1974, 1975 1976 1977 1978 1979 1960 . . . . . ... . . . . . . . . . .
 . . . . . . . . . . . . . . . . . . . - - - - - - - - - .. 
- - - - - - - - - - - - - - - - - - - - - -.-.--.. 


OD/Exportl () a 105.4 6.0 86.0 73.3 60.9 73.5 77.9 82.9 93.4 85.1 80.3
ocIjGip () 12.0 12.9 13.6 13.4 13.4 12.2 13.8 15.2 16.7 16.6 17.5 
divided by GSSiGWP 8.3 6.8 6.3 5.5 4.6 6.0 5.7 5.4 5.6 5.1 4.6 
00. .---- ...................................................... 
 .. .... .................... . ............... ................ 
Zcbage In DOW/Exports (X) * -16.5 -2.3 -14.7 -16.9 20.5 6.1 6.4 12.6 -0.9 -5.6 

Zchanib In DOWD/P (1) 7.6 5.2 -1.2 -0.4 -9.1 13.3 10.5 9.5 -0.4 5.7 
minus the Zchwio In 1G5SIP -22.4 -7.2 -13.7 -16.5 32.5 -6.4 -3.7 2.9 -0.5 -10.7
 

labIe I-a 

A Nore Detailed View of the Dobt Service Ratio 

1970 1971 1972 1973 1974 1975 1976 19-7i 1978 1979 1980 
................... 
 ........... o0_..............................................................
 

Debt Service/Exports (Z) 111.7 9.2 9.3 9.A 7.2 8.5 8.5 9.8 13.0 13.4 12.5 
Debt Service/DOD (I) x 11.1 10.4 10.9 12.4 11.8 11.6 10.9 11.8 13.9 i5.8 15.5
 
)OD/XGS 
 1.05 0.86 0.86 0.73 0.61 0.73 0-76 0.83 0.93 0.85 0.80
 

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

Zchange in IDS/Exports (%) z -21.5 1.7 -2.8 -20.6 18.0 0.3 14.5 33.2 3.5 -1.4Zchan in IDS/DOD () * -6.1 4.1 14.0 -4.5 -2.1 -5.5 7.6 18.2 13.5 -1.9
 
hnge inDD/XGS -16.5 
 -2.5 -14.1 -16.9 20.S 6.1 
 6.4 l2b -8.9 -5.6
 

-------~---------------------------------------------------------.:
 



Tawe I-7 (cant.)
 

A More DeCailed View of the Debt/Export Ratio
 

a 1971-850: *616 
1961 19a2 1963 1964 1965 1986 av. std. std/avg 

DOD/Exporta (1) S.8 103.2 121.6 128.0 147.4 173.2 80.1 8.8 0.109 
iO/GUP (I) 18.7 21.8 26.3 29.6 33.5 36.5 14.5 1.8 0.121 
divided by XGS/GIIP 4.6 4.7 4.6 4.3 4.4 4.7 5.6 0.7 0.122 

Zchanga In DOD/Exports (Z)  6.8 20.3 17.9 5.3 15.1 17.5 -1.9 12.3 -6.372 
Xchange in DOD/GlIP (13) 6.3 16.8 20.7 12.7 13. 9.0 4.1 6.4 1.576 
mimn the Xckane in XGS/GiP 0.4 3.0 -2.3 -6.6 1.8 7.8 -5.4 14.3 -2.6SS 

Table 1-8 (cant.) 

A Nore Detailed View of the Debt Service Ratio 
UUUUZS*UUnsfls3sau..fh= alaaassaam....mm 

, ,a*61971-80: ' 

1981 1982 1983 1984 1965 1986 avg. std. stdlav0 
.......................................................................................................................
 

Debt Service/Exports (1)a 14.0 16.4 16.5 16.3 19.2 21.3 10.0 2.0 0.202 
Debt Service/DOD (2) x 16.3 15.9 13.6 12.7 13.0 12.3 12.5 1.8 0.146 
DODMGS 0.86 1.03 1.22 1.28 1.47 1.73 0.8 0.1 0.109 

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

%change in IDS/Eports (11)z 12.6 J7.1 0.6 -1.3 17.7 10.9 1.9 16.0 8.566
 
%change in IDS/DOD (Z) * .4 -2.7 -.14.7 -6.3 2:2 -5.6 3.7 8.6 2.298 
%change in DODIXGS 6.8 20.3 1.9 S.3 15.3 17.5 -1.9 12.3 6.11? 



Table 3-9 

Growth in Long-term Publ ic/Guaraunted Debt 

1971 1972 1973 1974 1975 1976 

**" 1977 1976 1979 1960
* ------ *-------*--*-*--.-
 ...---- .-.- .-
-- ........... 
.--........................ 
... - .................... 
 . -................ 
 --. -... ...change in OD 9048 10052 15427 20068 21823 29375 39341 53084 
 46185 64957
Net Flow. 1914 9680 12834 17353 24463 23474 34034 
 43260 45J03 52068
Difference 2134 372 2593 2715 ' -260 
 901 507 9804 382 12d69
 

Mgt floua/W)Dg-1) 13.9 16.5 18.6 20.6 23.4 22.6 21.9 22.2 18.5 17.7IO growth rate 13.2 17.1 22.4 23.8 20.9 23.3 25.'t 27.2 18.6 2?.1 

Table 1-9 (c€nt.) 

Growth in Long- term Pibt lc/Guaranteed rebt 

1961 192 1983 
 1964 1905 196
 
.......................
...........---
 ......................................................
 
chag In DW 43452 52110 73376 75J8 
 79194 9602
net &l ws 5"66 58744 51145 42555 33295 26966 
 1971-80: ehu~9erenc. -13016 -6634 22231 3260 • 45899 
 71076 
 avg. Std. Std/avg 

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

jet Flows/D (t-1) 12.9 16.1 14.2 ............................................................. 
0OD growth rate 12.1 ..................
15.7 14.6 11.2 13.1 14.48.1 5.5 4.0 21.9 3.119.6 2.9 0.1400.149 
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REAL GDP GROWTH COMPARISON, 1960-- 1935
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PEAL GDP GROWTH COMPARISON, 1960-85
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Figure 11-5: Tnjcwes of Relative Prices of Noniuel Primary Commodiies 
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Table I-i: Transition Matrix for Hipayment Problms, 1970-82 

Yar t 
Row 

Yeart. L R A I RA RI Al R W:o 

a 0 0 1 0 0 0 0 2 3 
A 0 171 0 4 1 8 5 44 233 
I 0 1 38 0 7 4 0 31 $1 

RA 1 4 0 1 0 0' 3 0 9 
AZ 0 0 a 0 1 1 0 3 7 
Al 0 7 a 1 0 7 3 a 22 

Al 0 4 1 1 a a a 0 '2 
& 3 2 33 0 3 4 0 564 659 

Column otai 5 239 80 8 14 a8 i4 646 1.032 
TOWe all yes a 283 g0 9 is 28 18 712 1.123 
. IA a ReachewulLU, A wArmnz on Lond4wrm~ dmO (armvn a rmUPL e=wn LPuftnt or amaze on

UzAUVU GZCISQU 0.1 MOM Ot deb%ouaandM8 and deubrwed). I a- W aucW e cuppor 6 w Nane Comb. 
nance of leftau UUndcaO OD mInatu r, farms. 

Now Data for nim.uue ocf1 i v o-a excluO84 s ia.rour mwutu oaw oae 

Source: iWc.addimi et -al. (1985, Table 7.6, p. 189). 



Table 1-2: 

Incidence of Restruturng
(millions of US dollars) 

Total
Bank 	Debt
Official Multilateral 
RestructurinqDebt 	Reschedulingp 

. . .
.
. . . .
 . . . .
 
. . . .
 .
 . ... 
 nftner amournumber amountnut amountYear 

1 23
1 2301975 	 1 27
1 2701976 	 24.

3 2491977 	 6 2233 4493 17831978 	 7 58,3 28474 29871979 	 4315 1243 8
3 3072
1980 	 14 4716 1656a 30791981 	 12 716 66446 5391982 	 40 534(24 43800
16 9600
1983 	 36 905"
23 8000
13 3573
1964 	 33 393113 2290020 16406;01985 	 29 839'10 72400
19 13597
1986 12 84100 25 1025 

1987 	 (through 13 18488 

Septurber)
 

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

Poland throaUut.Samounts include for Poland.
 
* includes $10,300 mill1io 	 ..............
 

**.......... 

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

ts in External Debt Bestrucurin, (Washington, 19 
IF, 	 Bcent DevelouSources: 

pp.7-8 for 1975-84 (official).Table 4,Occasional Paper 40, 

and Private Cre 
IMF, 	 Recent M.l.tilateral Debt Restructuring with Offical 

Poland).
(Washington, 1983), pp.16-22 for 1978-82 (b.nk, except 

World Dobt Tables, 1987-88 edition,World Bank, 

Tablo :V-2 for 1983-87 (bank) and Table IV-3
 

for 198t-87 (official) and information on Poland.
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Table 1-3
 

Scondary arket Prices for Bank Loans to DCs
 
(U.S. cents per Dollar of Loan Face Value)
 

June Jun. Serm#. 

Com.. 1986 1987 1997 

AqMbaa 64.00 47.00 37.00 
Bolivia 6.00 9.00 9.00 
Brmzil 75.00 61.00 39.00 
Chile 66.00 69.00 58.00 
COw d'Ivou 74.00 62.00 60.00 
E=ador 63.50 49.00 33.00 
Mexico 60.00 56.00 47.25 
Ni 1 55.00 29.00 25.00 
philooa 59.00 69.00 59.00 
lukey
V90022 

97.50 
76.00 

97.00 
70.00 

96.5)
53.00 

Yugoslmvia 79.00 75.00 60.00 
. id pnim. 
$naw: ,amom Smem Inc.. Now YWk. N.Y. 

Source: World 2gbt Tabics 1987-88 edition. Table 11-1, p. xxvi. 
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Table I-4a 

Net Transfers to DW Cotntries 
(tong-term public/Guaranteed Debt Only) 
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3WE 
M 

Mq 

74 
149 

IM~ 

MI5 
UM 

7W 

v 
I113 

7M 

14a 
-=1 

1.81 

2117 
,1515 

-44W 

.118 
M7 

O& 

N (indalls) ) aM,M I 94M WOl43 1 1243 1OW4 4 

RWais to 1W 

177Q17 314W 1V% 21443 MW4 M170119S 

rut trsfu-" 
oficial wm tws 
Piwui crwtcm. 
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LI 
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.4 
2.3 
4.1 

5.8 
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3.7 
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2.4 

5.2 
3.8 
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1.8 
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Net Rnouwe 
Table 1-4b 

Trisers to Debtor Coat!res, 
(Billions of Dollars) 

191-84 

PuJ Wd 

('04SE#U 1W! 

AMaW. &*" ruune 

Mrd astivio 5.7 
Pt v €fegboa 4.8 

LaAm 'ae 
Ukwi cmiku 2.6 
MUM WNWO 4.0 

S,,.Sh-'sn A,e 
OftIl aujaiboi 3.3 
Pim, dien 1.7 
wen b~.mmp/q/e dr &mJl'ne1 
Bed,cwft -a -m 

Iwa 

.4 
I.) 

30 
0.4 

2 
2.6 

" '* 

IWU JwY 

I.5 4.6 
1.6 -10.0 

I.8 1.2 
- 3.5 - 10.9 

3.3 LO0 
I.I -LI 

. tIoW'eJ. I n'. lIM 
O"IJWO, 

Source: Sachs (1986, Table 5,p. 407). 
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Ta the Z - 6 

Jefrey D. Sachs 

Eztsrmu Db Ludicamern 1961 d 19j0-83 

Percent 

CumWative 
Current 
accounti 
deficit. 

Debt jerv e1970-JO Debt-GDP 
ratio. Debt.exp.c ratio.(percentue of 


1981 GDP) 1981 faoio. 1981 1980.41Country 

Latin Americas 
5.3 31.6 33A.7 214.9

ArtttaM " 
2.8 :6.1 296.7 132.6

Brazil 

47.6 290.0 153.319.8 

I53.8 161.8Chie 
13.9 30.9Mexico 

-. 122.2'".519.3 44.7 
-7.5 42.1 134.0 117.8Peru 

Veezuela 
271.5 153.8Weighted avemp 13.6 31.3 

0.4 21.9 182.9 103.8Colomntm 

East Asia 
0.6 24.1 87.1 n.a.

Indone1Si 
Korea 24.6 27.6 76.6 90.1 

27.3 51.8Malaysm -2.0 16.9 
103.1 53.1Thailad 22.4 25.7 

Weighta verap 11.9 25.9 82.1 61.7 
214.6 152.718.3 .1.6Ptdiip 

11
 
i Thm cmim c h=080 disSeguasm sa w@sv m DIU tnmmdms.am 

tW GD01' thtcONM mW UO- I OWdrWa Iingsmmi FWmWA SMaraa 
wr m~m kw .U'nien g apwiW wmaiwomamIL~mpi Lamam &o 

dM oU101 usimzUTI fginw w *.wi. OMesUNVINq SWA mOm 
m emW aL ThedmOM O iw 0 Mid d s1ig4woon 0 M8610.iwom A-". Om m

vi"mma ad U. JIm uM o wmom 
gI woo om "WI OIe 11691,U4 asd i rn iou 

idM labs wa (WINI. "~i~416 cw 

source:
 
Sachs 1985, p. 533
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Tabla I-10 

Significant Macroeconomic Correlates of
 
Repayment Crises in Developing Countries
 

?rank.CLna Qruol Feeo.rJusE-Pa Sargen Sa=n-Bazeu CI 
Vuaa~e (197/1) (197,0) (1981) (1977'/) (1978) (9 

Varla-s 
Dtm tcrVlwegOz - -

ONP per ca~ii -. 

Indawwdebt serwiOS 

Raw of dms= 
(currnt


Orowth raw of mney 

Growth rAz of raorii 
Graw=~ rwAzof GNP pw 

ToW&barrowuW~imal 

*. VatI&Wma wVag cia 4mns %mCw S~ Of~ It Note tbas Uwee ua~a d cournrtman trya~e 
U~m p.1i04e wasdere4 &,-AW in daiu and =990WAM varlaas.and U% of bat oapmaen

b.Dened raman to VA GNP per -01-. 
a. This vazzab1 s b7 a h mu-.em aceaunt surplus.inlzeli thswg 
I.M rypnrw gWnacanl poaiuve and a zLi a on Ws varaWe. 

source: McFadden e al (1985, Table 7-.5, p. 188)
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Table I - 11 

V.A. 

Panel uumu of Ibowm 

varebie 
(laied or nyur) 


Cow-uaa* 


Debt avm dts/Eporu 


Real ONP/Capim 


LmpoIu/GDP 

Ruu'~w/1upon 

Debt/, poca 

lndicaor for'IMF wpuo 
or rMctoduie 

Ind aow for m 

lnteum daw/Fap' 

Pnramp due/Eitao 

Sunudu dewtabom 

Com'daum 

Random ef(c 
Sum aird v um 

Ikebbod v" 

"DVDEL - I tahdM 

HN uMa, Ewue,, ,ymiopewboe219m pr 


Table 3 
mot* depend=. vanablou DVDE4. DNEW. aid AAA 

(asyumpotic I-sluostcs in pa1bmol.' 

Ne loan 
dmmd 

-0342 
(2.51) 
5.650 

(200T 
-0.439 

(5.405) 
1.149 

(6.2O5)
 

-

-

-

-


-

o.9w 
(2.375) 
0.182 

(3.851 
11 

0.369 

(7.529) 

- 1607.39P 

New ka Lim as
 
RW* mmrm
 

O.40 0.0336 
(11841) (0.067) 

-L 

(2.610) 

-

0116 

(1.274) 
0.012 0.146 

(1.915) (25) 
-0.175 -L375 
(2351) (6.433) 

-0.261 
(4.33) 
0.436 

(0.45)
 
0.0U 

(0.310) 
0.453 

(20.975) 

0 

0.109
 
(6.425) 

sMcg= DNEWisrqm d a/oran IMF mmm in 
-total new debt obtaud witim te Pwad (md by , AAR the 0ow aJ u )pUj; 
sqaa40at priaapfi and issmut oaWAudaq m amde t oliptam. 

Souce: Hjivassiliou (1987, Table 3, p.. 219) 



Figure :Z-1 

REAL PRICE OF OIL 

3.' 
(inlogs) 

205 

16 

1910 1920 1939 1940 1959 196'9 1979 1999 

Reel oil prices are defined by. deflat ng noanal Oil prices bY the 

manuf&actures unit value 1.ndc. 

Source: Cuddin ton and Ur=a (1987) 



Table 11-1 

Impact of Exogenous Shoks on External Dt
 
of Monoll luvlopinq Countries
 

(billions of US dollars)
 

EffenuM 

O0 price increase in excess of US Inflation. 1974-82 cumulauv 260 

Real interest rate in excess of 1961-80 average- 1981 and 1982 41 
Terzn-ot-mde loss. 1981-42 79 
Export volume loss caused by world recession. 1981-82 21 

Total- 401 

Memmndum item 
Total debt: 1973 130 

1982 612 

Inacrea: 1973-42 482 

L Net Oil iMpOnM 0l. 

Source: Cline, 1984, Table.1-4, p.13. 



Table 1-2 
Global Currafnt ?ccount Patterns 
uu~aauuauasauummuuulau..uuaa
 

Current Account Balances
 
(excluding exceptional financing)
 

in millions of US dollars percentage- of non-oil LDCs" GDP 

oil non-oil oil non-oil 
exporters ICs LXs total exporters ]Cs LDCs total 

1970 -985 6937 -10028 -4076 -0 1 -2 -1 
1971 1038 9725 -16068 -5034 0 2 -3 -1 
1972 3298 7761 -8637 2422 1 1 -1 0 
1973 6355 13076 -7044 12387 1 2 -1 2 
1974 67268 -21961 -2828 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 -15428 -23065 -16306 2 -1 -2 -1 
1978 -2364 14737 -32612 -20238 -0 1 -2 -1 
1979 60154 -24588 -48830 -13264 3 -1 -3 -1 
1980 103457 -61754 -73346 -31643 5 -3 -4 -2 
1981 46748- -21394 -96850 -71496 2 "1 -4 -3 
1982 -9235 -23283 -74320 -I06838 -0 -1 -3 -5 
1983 -20483 -23976 -38041 -82499 -1 -1 -2 -4 
1984 -4988 -59083 -22588 -86658 -0 -3 -1 -4 
1985 2328 -48747 -25342 -71'760 0 -2 -1 -3 
1986 -25172 -17432 -13167 -55791 -1 -1 -1 -3 

)urces: Current Account -- IFS Yearbook 1985 for 1970, 1987 Yearbook for others
 
G,? -- World Bank data files (standard data file-IE=)
 

- given the size of errors and oftssions in the data, 
aIL figures have been rounded to the neares percentage point. 



Table 11-3
 

Current Account Financing, 1973-83
 

Non-Oil Developing Countries 

1973 1974 1975 1976 1977 1978 1979 1980 1981 1962 !983
 

Net oil aspereu 

Curmnt account deficit 2 2.6 5.1 9.9 7.7 6.4 7.9 8.5 12..5 23.5 15.6 14.2 
Use of ressrvn -1.3 -. 5 -0.3 -0.7 -1.9 -1.2 -3.8 -3.7 -0.7 -.8 -06
Non-debt.creauog flows. net 2. 3.3 3.7 2.7 3.3 3.9 5.5 5.6 7.2 5.3 49 

Net extarnal borrowing 1.6 3.3 6.5 5.7 5.0 5.2 6.8 10.6 17.0 7.5 9 9 

Long-term borrowing 3 24 3.2 7.6 7.5 7.7 7.6 7.2 3.6 15.4 11.5 :1 6 
From -ffical 0.8 1.2 3.4 2.2 4.2 3.4. 2.4 3.0 3.5 3.3 .9so.ircs 
From pnvate sourca 1.4 .U 4.2 ).3 3.4 4.2 4.8 5.5 11.9 8.1 1 . 

Resawe.rmied [iabilijj 4 - - - 1.2 -0.1 - - -0.4 0.1 3.0 0.3 
Ohcu $bart.-rm borrowing 3 -0.6 0.1 -1.1 -2.9 -2.6 -2.4 -0.4 .4 1.5 -6.9 - !.3 

Malje eMotue mracancao.1 


Crrent account deficit 2 3.6 18.8 19.1 12.2 7.9 9.8 21.7 32.5 37.6 34.3 13 6 
Use of rserves -5.3 2.0 2.0 -7.1 -4.4 -10.2 -3.1 2.1 -2.3 4.0 -5.0 
Noo-dbt-cruunm dfl net 3.1 4.4 1-9 4.6 4.5 6.4 7.5 7.4 7.9 . 8.2 8.1 

Net external borrowitn 5.6 12.4 14.1 14.7 7.7 13.7 17.3 23.1 32.0 22.0 1..5 

Long.term borrowing 3 5.6 8.6 9.8 9.7 8.0 15.9 11.7 13.2 Z3.1 8.4 223 
From offcial source 1.8 2.1 2.5 2.7 2.6 3.7 3.3 3.1 3.1 3.5 3.7 
From private satrem 3.8 6.5 7.3 7.0 5.4 12.2 8.4 10.1 19.9 4.9 190 

Reserve-Wetd liabilities 4 - 0.2 1.1 1.9 0.3 -0.5 -0.6 0.5 1.0 3.3 3.3 
Other sbc trm borrowing s 0.1 3.5 3.2 3.0 -0.6 -1.7 6.2 9.4 7.9 10.3 -t0.3 

Lawsmme (ezxluding 
Peopis*: Rap. of China and India) 

CwTwjt account duficit 3.4 6.6 7.3 5.5 5.4 3.4 9.9 11.3 12.1 12.0 11.4 
Us of wem, -0.5 0.4 -1.0 -0.2 0.1 -0.1r -0.3 -0.7 0.1 -0.2 0.3 
Non-dabt-crtug dows. at 2.3 3.2 2.4 2,3 27 3.0 4.0 4.3 4.5 4.2 3.6 

Net external borrowing 1.6 3.7 4.4 3.9 3.7 5.3 6.1 7.7 7.5 7.6 79 

Long-ter borrowins 3 1.6 3.0 3.1 2.9 2.1 3.9 5.1 5.5 .9 4.7 47 
1.0 2.1 LI 3.0 1.9 3.0 5.6 4.6 5.3 4.5 7.3From offic il surc 

From pivae sources 0.6 0.9 0.3 -0.1 0.9 0.1 -0.5 0.1 -1.0 0.2 -2.6 
0.1 0.4 0.6 1.2 1.1 1.4Rresve.relaaW iiabditiua 0.1 0.5 0.4 0.4 0.1 

Other short.wrm oarrownl s -0.1 0.3 0.9 0.5 0.1 1.4 0.6 1.6 1.4 1.7 1.8 

Otem.o davuiajig cam II*
 

Current &c*untdeficit 1.1 5.6 9.7 8.3 12.0 14.7 11.9 27.6 33.0 26.4 23.1
 
1.7Ua of reserves -2.9 -2.4 - -7 -7.7 -5.0 -3.7 -LI 1.3 4.9 

4.2 6.1Noo-dbt-crm ung flows. net 1.3 1.7 2.7 2.6 3.6 6.1 6.1 7.3 I 

Net external borrowing 2.2 6.3 7.1 9.4 11.1 15.5 16.5 24.2 24.4 14.8 14.3 
3 4.2 5.6 6.9 6.3 10.0 11.3 16.6 18.0 14.5 12.3Long-tm borrowin 1.9 3.9 7.9 . 9.1 -.3 8. 

From offkia sources 1.4 1.4 2.0 2.3 3.7 3.9 
0.4 2.1 3.6 4.6 2.6 6.1 7.4 8.7 8.2 7.1 3.7From privam soure 

2.4 0.8 0.6 0.7 2.7 1.6 44Ruverve-relasd Iabtlm 4t 0.1 0.3 0.1 0.3 
4.5 6.9 3.7 -1.3 -'.5Other l-hrt-tum borrowing 0.2 1.1 0.6 0.1 4.4 4.8 

source: World Economic Outlook, IF, 1983, p. 19S.
 

. ICI: 



Table 1I-4 

Finamial Flws t.o Deevloping Countries 
(billions of I9M0 dollars)
 

OffikidDn 

195C-60 
1961-70 
1971-80 
Sac Dar 

Tool 

21.9 
29.0 
76.6 

betwm 

Auutnc 

13.2 
16.2 
28.1' 

periods ame no 

TaL MWmOUgr PovALiae credua 

8.7 - -

11.5 6.0 2.6 2.9 
38.1 10.7 19.9 7.4 

stricuv comparable becau, of redefinition. Dol. 
Lan have been deflated by GOP deflaur for indusra countnca. 

a.S19.8 billion eztluding asausame from the Council for Mutual Economic Must. 
ance and the Orpniuann of Petroleum Exporung Countries. 

Surcw 1956-60: 09CO. Dewlopmen Assstance and Efforts in 1961 of the Members 
of'the Drvekoxnmem Assistance Committee (Sexember 19,2). 196 1-70: ozcc. Deveop. 
mem Anazance. 1971 Ra e(1971)- 1971-80:OC. DevetopmentCoopruon. 1981 
Review (1983). 

Source: Fishlow, 1988, p. 193, Table 9-1. 



Table rII-1 

E.alr,dt resident capital o0wlow and capital flight, 1g7-.-4 
(billion dollars) 

AreltMina b5 Ker M*aMC Phillpemn Vnezmuua TelW 

1. Cuddington 16.0 -0.1 2.8 36.2 3.7 13.1 71.7 
fnwasure 

2. 	Morgan Guar- 25.0 17.3 3.01 53.4 3.7 29.6 132.5 
anty measure 

3. 	Bank deposits 8.2 8.8 0.4 15.1 1.0 12.2 45.7 
(end-1964)

4. 	 Interest-Com. 4.9 0.0 n... 17.2a n.. 1.9 n.A. 
pounding ad.
]uswww 

5. 	Misinvoicing -5.4 -2.1 -10.8 -18.4 n.. 0.0 -36.7 
a4djuswtwfU 

6. 	Stock of "le- 2.4 12.0 6.5 18.9 4.8 2.s 37.1 
gliluue" fmil.
 
dent external
 
capita. end. 
1964 

7. 	Zedilo's rsid- n.a. n.,. n.a. 26.0 nJ. n.. nj.
uai 

8. 	Ptefered 16 9 0 27 4 30 86 
Masure 

SOUrm lily 1. Cumby-Leavki (. 3) estzis of Cuddinpm wra muing
CoVsAUM dau sa. Row L CuMMb.LeVih (cI. 3) estimae o( Morp-Gumany
mCaue using CMaM daa. Row 3. Itwmv F xMW SWUM. Row 4. 
CUddlnpft (d.) . CaN@ 3.2). Row 5,GUIld (Ml.3). Row 6.Cumby.r.vicl (d. 3)
esImMe 0( Doey maum. ow 7. Zedlio IL.7). Row I. untm. 
a. This edinm s m sprimlinbsuctl asUtM1uscn balaom of paymeams 

So e Lesard €asdWi iams ( Tlowan.. 

Source: Leasard and kllitamon (1987), Tab~le 9.2. p).206. 



Table 111-2
 

Exchange Rate Management, Selected Peri.ods
 
(percent)
 

Real Black market premium 
appreciation. on currency 
1979-41 r oen_______ 

Country 1976-73 1977-81 1982-3J 

Latin America 
Arghntin 36.9 10.7 36.0 
Bruji -20.5 16.9 51.8 
OwCe 7.5 6.1 29.6 
Mexico 13.3 2.4 32.7 
Peru -7.2 5.0 1.0 
VewwLa 7.0 0.2 . .5 

Weighted avemle 2.9 9.4 40.4 

Cooabia 10.4 0.9 6.9 

EastAsia 
Ianesia - 29.7 2.3 9.1 
Kore 3.8 9.0 10.0 
Malaysia -4.6 0.1 0.5 
Thrniand 1.0 -0.7 0.5 

Weishtfd average - 10.5 3.7 6.9 
PhwiPUINS 6.7 6.8 16.2 

Se Ou *aImpnm a psm aa flue i "wo mud SSaaaa.S. m ad: blwo 
M MU f I I VW N (Insm WONd CANYu Y IIGINUtCSU"Cixumy AntfllIM iw*. 
We. IMiL 

a. TIbvr a m Mw a tU m fr ca m asw, WP. m£Isisft r.80 h r tia
 
asN.M' 9i01
a wmmmII P iSdW U.S. C31"wr ras, d Pit tt dama Ou ada. Afl -VaI 

M &I4 awto&76. M p_,um s le mf e t .loao4. Lua.Sowmiow. uAlMack =F4 Na 

N" uli ft, U iinh AVvII Mn u
tm §WW AN N, in tneakasad. 

b. Na O at s Me joi =a rw sygem operm" - IKI.tar VCm. ona 
an A a umI- li u d-I fII. AIa hINlII amw H iPM ime @soma 

m o uI3 : o Sc 1d T l6 .4 

Source: Sachs, 1985, Tab].e 6, p.541. 
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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, thecountries of Latin America have not succeeded in resolving the crisis.

Sustained growth has eluded them. 
During these years, in the Region as a
whole, per capita GOP has stagnated. 
In many countries, pmrticularly the

petroleum exporters, it has declined. 
Almost throughout Zhe continent, real
 wages are lover than they were at the beginning of the crisis. 
 In Mexico,

for example, real wages in the industrial sector today are only 60Z of what
 
they were in 1982.
 

2. With the exception of Peru, Nicaragua, El Salvador and Cuyana,
until recently all countries have made some attempts to adjust to the
international economic environment and the domestic economic situations they
iace. There is a growing awareness of the need for radical change, for
economies -ith increased mobility of resources and trade regimes that are
 
mare open than In the -ast. In Chile, Corta Itca, Jamaica, Uruguay and

Mexico, and lately in Argentina, adjustment 
has been sustained and
coordinated. Yet, excluding Chile and Uruguar, even in these countries

adjustment and veform have not quite led 
 to a uormalization 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, Vhe progress

that Latin American countries have made in establishing institutional
 
governments and market economies may be rsversed.
 

3. If this assessment is valid, the question that the Latin American
 
governmeuts and their external partners have 
 to ask, is how to reinforce or
change the recent policies and approaches in order to arrest the 
impoverishmaot of these s tcie. In focusing on this issue, I shall
 
analyze the problems leading to the crisis, the challenge facing the
 govermaents and their external partners, questions for the future and the
 
World Bank's program. 

4. What has happened esice 1962 is not a mere financial phenomenon.

In Latin America. as in a number of countries in other regions, 
 the crisis 
representa the and of the line, an 4idcation that the Institutional nakeup,
the poJ..llas and the xsa]ti hips that led -to e Impreive grwth and
development daring the thre. decades after the snd World Var wrv iuo
longer tenable. They had pr!resaed to a point where the twmfits we no2=eZr coome umte with costs. Many of the costs d toofficencIca of 
that d~sIavelt pzaca mawe pastnmid dd hM ouad.VU febaztezzal debt - hich largel mus a van~ of the postpowd odac.-tecost of polJlcie of both the borrwero and the lende s - =4 a -adntmlchange in the *nter=mt4zri1 fainclal mtao theUwe =is u ay W topIPiM costs to tbff.. a tbthe.ther.te ft ri= 

ame
I ecietishad to bear, and cpe with, the Inherited costs of the pat -- the debt andthe Inflaaiblt e c stzucture. 

S. The theory end practice of economic developemt In the Latin
Arican cmmtries, as In any other developing coutries, had certain 
c n basic precepts. There was too mnuh preoccupation with the
accumulation of capital as the engine of growth. Less thought was given to
the issue of efficiency. Through time, and particularly during the 670s,
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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 managed to increase sharply their
 
invactments between the decades of the '60s and the 170s, did not see a
 
comensurate change in their growth. Actually in many, growth declined.
 

6. There was also unlimited faith in the efficacy of governmental
 
action and management. Governments expande4 their role and ownership in all
 
aspects 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 241 of GDP
 
in 1970, to 601 in 1982. In Mexico, the increase was from 221 to 461. In
 
Argentina and Venezuela. by the beginning of this decade, public
 
expenditures were in excess of 501 of GDP. In Brazil. municipal employment
 
grew by 401 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 places on the administrative and political machit.!ry are so great
 
that public agencies and enterprises have become hosts to inefficiency, 
vaste and vested interest. Decisior.s such as public utility tariffs, 
discontinuance of service and subsidies have become totally politicized. In 
Argentina, for example, the railways lose close to $1 billion per year. 
Yet, the railwAys carry a mere 61 of the domestic cargo. The politicized 
labor union and the entrenched position of suppliers make change a difficult 
political process. In Brixil, the Government's National Development Bank 
accounts for more than 501 of the long-term credit and its large access to 
government funds has prevented the development of private institutions. It 
routinely rolls over the arrears to it. 2ts claims on public resources are 
of the order of 3-4X of GDP. 

a. The vxpansion of t v cvon=ic apparatus of pSvermments as aiwo led 
to tvwndous Tigidity. Each polic7 iad each intntution vrenvs a vested 
interest in its perpetuation. Orgmizations once cm.ed ere .idom 
1=qn-ted. And. iLnevitably, ea the gaverummts have expmri4ed theft Eftoct 

them hae tclimm a %Uepconflict- at of pmuctitin and fime
between t1h Tole of pOOTWr t u 'mkr of polic7 and Se-nmuntal 
Sn MJZations as benefic.Lar, ar appgntS of LhOaS MW4QiJ a. U Aa c 
that ezctegrus tariffs and quantitative rsutictAis Insulate publi 
mzffxW119 hum contitiJon. bauc ntezyrJaes my srvmve b tlwfare 

affers. 

It. ,ftPradoz.ic.ally. able gov9TTenU hsa betme rextended in 
production and finance -- where the private sectors could easily function 
efficiently -. they lacked aggressivoess in other areas. particularly in 
the social sectors. Few resources and administrative capabilities were 
diverted to target these services to the most vulnerable groups in society. 
In Brazil, 78Z of all public spending in health is devoted to large 
curative, high-cost hospitals ,.oncentrated in the urban areas. Only 222 is 
devoted to all forms of basic health care, including maternal and child 
care, comnicable disease control and imnunization programs. The infant 
mortality rate in Northeast Brazil is double that for the rest of Brazil. 



-3

10. An adjunct to the expansion of the public sector, too many
 
activities in the private sector came to depend on the actions and inactions
 
of government. Almost universallly in Latin American countries, long-term
 
credit came from government banks, mostly at subsidized rates. For favored
 
investments in particular industries or regions, various taxes were
 
forgiven. In many cases, in the name of preventing excess capacity,
 
specific enterprises obtained monopoly or quasi-monopoly of the market. The
 
phenomenon of 'negative value added" became common, i.e., the value of
 
inputs at international prices was greater than the value of output at
 
international prices. Government regulations and subsidies became a
 
fountain of rent, essentially a transfer to favored groups from the rest of
 

the society.
 

11. Import substitution and limits to external cmpetition,
 
proliferation of public enterprise, excessive dependence of private
 
enterprise on rent channelled through subsidized credit (often not repaid),
 
import licenses, and control on competition ultimately created closed, rigid
 
and high cost industrial structures which could not grow any more -- the
 

limited and so was the capacity of the societies to
domestic market was 

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 external borroving -- it did
 
not, through exports, generate the foreign exchange necessary to service the
 
debt. Simultaneously, an increasing proportion of domestic public resources
 
was channelled to the maintenance of these structures -- a fundamentpl
 
reason for the drying up of funds for development, large ano untenable
 
budget deficit, and growing internal and external debt. The final result
 
is the transfer problem, both internal and external.
 

12. External capital, increasingly from conercial banks and with 
variable interest rates, partly contributed to the increases in production 
capacity, but also increasingly aided the postponement of adtptation to 
economic circumstances, intrirnal and external. In the liquid days of the 
seventies, there was too much of a pressure from lenders and it was much too 
sasy to succumb to easy money. As it turtd out. the coasts and risks in the 
process were almost entirely those of the borroworo. Inwtaest mates were 
variable and the burden of risk and uncertainty van the borrowers'. 
Syndications, cross-dofault clauses, and later the cartelization of 
ctiercJal bannus through tbn advisory cmmittm, cnwiurd that vld1 the 
banks s a group dealt ith Individual borrowers, IsdIvidual borrowers could 
mo *ml 'wi±t ftd~kvdimI 1-i %. 2h2 vytw did Anitially & z to debt 
mtwshadulut, end sonm1 mny but e.wntially lacbed the fludbility to 
aueupmAx to a chmpg as f&=tal as we nm. 

23 fbe am tutal wl sy Teuari, ttbarto. tr ft the -.xzb1 that 
have culumaled In the oema-c declig. stMaupti and fiaacial crisis In 
the Latin American econmaes have Uen a 1on time In the uaking. They have 
become institutionallcd. There are diverse, vocal and Influmnisl vested 
interests In the contiLumnce of the practicac and structures that have 
developed. Adjustment, whicb moans modification of internal policies and 
institutions to rainitiate grwth and development and reestablish the 
financial viability of the process, has many facets and requires external 
capital flows. Let me'umarize these and review as to how much of 
adjustment has taken place in Latin American countries and what issues 
arise. 
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14. The crisis of development and finance has been a crisis of 
management of governments, a czisis of tho relationship 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 growth. 

15. First, the domestic environment for efficiency, enterprise, savings
 
and investments has to bo. more hospitable than in the past. Key prices,
 
such as interest rates, exchange rates and public utility tariffs have to be
 
based on economic criteria and based on the market, wherever possible.
 
Taxation systems have to stimulate efficiency and ahould lead to a certain
 
stability of expectations. Much too often the relationship batzaen
 
governments and the private sector has been based on discretionary controls,
 
licenses and subsidies. This discretion, by subatituting for the allocative
 
role of prices, has been a major source of grents,' as distinct from income
 
derived from efficient production and services. An essential element of
 
adjustment ha: to be the elimination of discretion and cpecial favors.
 

16. Second, the sheer size of the government has to be reduced and its 
efficiency increased. The major roles and.objectives of the government have 
to be restated. The cost of achieving non economic objectives like defense 
and self sufficiency in the so-called 'strategic' sectors must be 
reassessed. Objectives that could be justified in the '70s cannot be 
justified today. Sharp reallocations have to be aade towards public 
infrastructure, complementing private investment, and social services. 
targetted toward the most vulnerable groups. There can be no adjustment 
without sustained improvement in the efficiency of government administration
 
and public enterpxises. Uhase adjustmwnte have to be in objectiles.
 
projects, programs, investments, pricing, procurement, internal management
 
and control as well as in the continuance of uneconomic services and 
ant~rprises. Where possible, otarket tests should be applied and 
privatization of enterprises. where nucessary and feasible, has to be an 
essential eAlant. 

17. Third. the issue of budget deficits. =Us is a crucial amma and I 
will be spending mw time an It. Zadget deficits have beccu the major 
source of Inflation and high real intexest raLo uhich have stunted eiwvate 
ftves~tua b =d= InMftlm and iutrmt rates a policy of defict 
a'ectiwimat to %am us vxsMibl t nd £ucantaible. 2 mowd uzectations 
am cencla-l for theiT suema. An mode md ,pee of Uut reduction acLo 
mst be cOUNi.t:nt with OffICIUM a 1 tpehets n-d =nM Grwth. 
nausmnte to cut ts defic.t~t quickly - wich ae inewees in ezpot ac 

import tAzxe or excessive cuts Is public Inaws t -- are ueamly 
inefficint. It takes Lim for an efficient teaxifeo to be implemnted, 
to eltlinat-2 projects and programs, to cut public mployant and to 
privatsea Tulic enterprises. %is Vat* limits an the wpeed at which the 
deficit can be reduced: there Is a trade-off between the speed of the 
deficit reduction and the 0 quality" and sustainability of the program. This 
has some important Implications worth elaborating. 

16. In the shory run the uncertainty created by high inflation -
particularly when capital is mobile -- is the main constraint on the 
recovery of private investment and growth. Consequently, n the short run, 
the mwin objective of deficit reduction rhould be to lower the need for 
inflationary financing and the crowding out at domestic-capital markets. 

1-k1



Because it takes time for the deficit to be reduced 
efficiently -- but we do 

want to reduce the domestic financing of government quickly 
-- the role of 

external financing becomes crucial during this 
transition. It allows the 

temporary fInancipAg of the difference between 
the ultimately desirable 

deficit consistent vith stability and the 
immediately achievable deficit
 

Clearly, this gap has to
 
consistent with efficien'cy and social acceptance. 


The required external flows may
 
be bridged and over not too long a period. 


this process of
 
increase the relative debt burden temporarily. 

However, 


deficit reduction is likely to be more sustainable 
than otherwise and permit
 

a fasttr recovery of growth.
 

Fourth, the external trade regime has to 
contribute to a viable and
 

19. 	 Furthermore, trade has
 
sustained increase and diversification of 

exports. 


to be open, not subject to discretionary 
controla and frequent chanses.
 

These regimes should reverse the past trend 
of penalizing exports and
 

insulating domestic industry from competition 
to lower costs and to improve
 

efficiency.
 

An 2ssential aspect of external economic 
relations is indebtedness
 

20. 

In the neAr term, the revival of investments 

cannot be
 
and capital flows. 
 in the magnitudes

pursued if the countries are net exporters 

of resources 


that have been seen. True, one cannot expect that the debts of the 
debtor
 

countries would keep on increasing indefinitely 
at the rate of world
 

but it is not conceivable either that a reasonable 
momentum
 

interest rates. 

of growth can be established if countries transfer 

significant resources
 

If economic policies in developed countries load 
to *vtn higher


abroad. 
 need for
 
interest rates internationally and 	restrictions an trade, the 

and the problem of indebtedness becomes even more 
capital inflows increases 
serious.
 

21. External financing is not only important for long-r growth; it is 

crucial in assisting countries to undertake an 
efficient stabilization 

lossfis and is compatible with 
program, one that minimizes short 	term output 

that there is a close 
long-run efficiency. Ve have learned in Latin America 

the mode of stabilizaticn, the
 
relationship between the debt probl=, 


reinitiation of grovth and the sustainability of the process. Short end 
dzto -neat cepartments.

long term are complementary and cannot be eparated 


,Mxis has Isupartsnt Implications for the &zzk af the Uozr14 luak.
 

.22- I sa am like to e ice hw nu'tries of Latin £merca have
 
lemses
 

Used ainet these cz.!uVra. Z 	 all gRoP accodi g Ito te 


awcnm and Vzospeetl -fr-te fraz.
 
faced. thali Twvpmre5, azta=1 l 	 shan1 mat 
An utina m Brazil arein afficinly qanA adtherfore I 


each af thm separately.
 

11) Chile, #Omitso end Uuw 

swiz yamrs, Lhasa comtriesDuring the last 
have node more far-reaching changes than any middle-

Incom coantry in the developing world. 

Chile has gone the farthest. There has been
 
The sizealmost a total deregulation of the 	economy. 

significantly
of the Government, relative to GNP, was 
That clearly

reduced, even prior to the 1982 crisis. 




helped. In subsidies and social expenditures there
 
has been a sharp targetting towards the less
 
privileged. Government budget deficit has been
 
eliminated and public savings 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 elimination of
 
quantitative import restrictions and a uniform import
 
tariff of 15Z, the bias agains# exports has been
 
practically eliminated. External debt to commercial
 
banks has been reduced by 251, largely through
 
conversions to equity. The economy has been growing
 
at about 61 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 vith
 
banks. For now the need for external finance is,
 
however, limited because of the substantial
 
improvement in the price of copper.
 

Mexico's transformation is no less
 
impressive. The most far-reaching changes have been
 
in the size and efficiency of the public sector and
 
external trade. Mexico, whicb had a massive budget
 
deficit in 1982, now has a non interest fiscal surplus
 
of close to 8? of GDP. 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
 
subsidies have been practically eliminated. Public
 
utility tariifs have been sharply increased.
 
Simultaneonsly, there have been reductions of tax 
'rates and improvements in the administration and 
eitc~ency of taxes. Seven hundred public enterprises 
have been sold, privatized or closad. The operating
 
,ases of the remaining have been eliminated. 

But. perhaps. the mot far-reaching chamges 
have been In external trade. Quantitative ,mport 
vewtrictions, 'which until recently covered almost the 
entire Inport bidl, have been reduced to less than 29Z 
of atheti -, Stds. Tariffs have ben reducad totra 
an 8arage of 22Z and a naimum of 30Z. Porein 
,yegt int reigrlatioms and procedures have bean 
s*upifted. 

The adjustsent has not been easy. 
particularly bemumee of the drying up of cercial 
credit during the last four yeags. when privatc 
creditors refinced less than 20Z of Mexico's 
interest paywnts to thin. To generate the necessary 
dmestic resonrces to service the ramaning portion, 
the public sector had to retort to inflationary 
finance and sham cutbacks in investments. Inflation 
reached record le-els and only now has sharply been 
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reduced. Investment remains low and growth has not 

yet resumed and, as I mentioned earlier, real wages 

are a fraction of what they were in 1982. 
International organizations and bilateral sources have 

beccme the main sources of new funds. 

Uruguay has followed in the footsteps of
 

nd Mexico in the reform of the domestic economy
Chile 

and the external trade regime.
 

L) Argentina.
 

One of the most difficult cases of economic
 

atrophy and indebtedness. Essentially, Argentina has
 
It
been in a secular decline for the last 40 years. 


never quite made the trnsition 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 old and hearily
 

dependent on protection. monopoly and government
 
favors. Labor was highly organized and 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 502 of GDP.
 

A vast array of public enterprises in finance,
 
induitry, petroleum and infrastructure vere
 
established. Steadily their management deteriorated
 
and became politicized. Their investments and 
deficits became a =assive burden on the exchequer.
 

Internal regulations proliferated and the external
 
trade regime was highly protectionist. Growth and
 
development were brought to a halt. by large claims on
 

government for internal transfers and external debt
 
service. 

tuch of the adjustment uffort until recuntl7 
was centered around 1,'e reduction of the budet 
delicit without ad5rasalng Uw undarly.g eUrIcZ.tal 
issues. For czample, receipts of existing taxes were 
d.CJI.4"ng avbU* 4ziffickut e~nd elfU-desat~ng wr 
taxes were Lutroduce4. Littlae attentio ws paid to 
tin admindatcetiom of LMe tax eysto. Ceilings Veze 
placed om czdt: so attenticu ms paid to the 
overnial and provicial 2Jzinc.al institutiona 

which were an angine for credit creation through the 
ceutral bank. Little attention vas paid to the reform 
of public enterprises which war Such a large part of 
the fiscal and allocstive problem. 

During the last year an Integrated proarm of 
adjustment has been put in place, emphasizing 
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 

http:2Jzinc.al
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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 growth. In the meantime. external
 
finance is an issue. The weight of Argentina's debt
 
is high and economic reform will be slow to produce
 
results.
 

(iii) Brazil.
 

Brazil's GNP is more than $250 billion,
 
approaching the proportions of some of the European
 
economies. It is one of the most diverse and dynamic
 
economies anywhere and one of the few with a potential
 
to 'grow out of debt., Its debt and debt service,
 
relative to GNP and exports, are the smallest a Latin
 
America. Yet, because of the very size and complexity
 
of the public sector, the many vest2d interests in the
 
existing system, the rigiditias brought about by
 
universal indexing and ultimately by a difficult
 
political situation. Brazil has been =nable 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 trade surplus of 
$1.j billion. But the internal transfer problem. 
aggravated by large domestic debt aervice, remains 
intractable. The underlying reform of programs, 
projects and institutions, public enter rise and 
regulation is not in view. 

(iv) Colombia, Costa Rica and Ecuador.
 

Colombia has been a conservatively managed
 
economy. Consequently, issues of indebtedness and
 
adjustment mever attained the mie' proportion as in 
other Latin Aserican countzris. For tim 1onger tA
though, the issue is whether Columbia can continue 
nuff 4clat progresea In &ranhand expanion of hman 
opportunity vithout the refrm of Anteml .ogulatione 
ad the relatively closed trade regIme. Clenbla has 
had a elatiwoly large acce to finance trom 
.intaMtonl crganim tiggn . Jepite the d6astic 
econic Vrformsance and -= emmplar7 behavior as a 
debtr, Colomba Assot succeedlng today even An 
obtaining a refinancing of anortization payments frem 
ciercial hanks. 

Coasta Ilca has had a sustained progress in 
domestic reform to reduce the public sector deficit
 
domestic regulation, the financial sector and the 
external trade regime. It has not, howver. succeeded 
in obtaining any new money from comercial banks 
despite its own efforts and those of the World Bank. 
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In Ecuador, the reform effort has been 
halting and discontinuous. Until about a year
 

policies were pursued to improve domestic mobility of
 

resources, to li.prove the working of the financial
 

sector and to diversify exports. There was a
 

substantial setback in the last year of the previous
 

government and because of the inability of the
 

commercial banks to fulfill their commitment on the
 

size of a new money packagu. The new administration
 
has started a promising adjustment effort.
 

In all these countries, reform has been an
 

issue but no less an issue has been the availability
 
of private finance to aid adjuatmtnt. Practically all
 

of net resources were from international and bilateral
 

official sources.
 

(v) Bolivia, Dominican Republic, Jamaica, Haiti,
 
Guatemala, Honduras, El Salvador and Eastern Caribbean
 

Islands.
 

The common characteristic of these countries
 
is their poverty and lack of actual and potential
 

Among
creditworthiness for commercial borrowing. 

these, Bolivia and Jamaica have pursued austained
 
policies of internal deregulation, reform and
 
reduction of trade restrictiona. Lately, Honduras has
 

initiated similar policies. Yet, in all these
 
countries, somt of them saddled with heavy debt
 
service, bilateral concession -financehas been
 
inadequate to aid adjustment and stimulate growth.
 

(vi) Guyana, Nicaragua and Peru.
 

These are countries which slipped Into 
economic breakdown because of a total mismanagement of 
the economiev and broskdovn of relationship with 
*ourcos of 4xteznal finance. Guyana is saw adoptin 
policies of sa am a support Srow of dnors has 
been constituted to sobilize finnces for the 
c.iarmwe of a=ears to Autez.atiannm 1 fwamcal 
Asitutins md to usist aal plasnat. Veu bn 

mwd Into :ypzJfatn d mtnsiva wconaic 
AsizaZ jj. .40 mrcon~r Siz;aadw 4in3kegMiny 

similar. 

•i23. Vih th adviatae of hndsisaht, we can sy am that as the 
crisis began to unfold, there was understan ing of the issues of adjust
sint but dea Litely not enough about the process and difficulties of 
adjustment. So, let sm suinrize what we have learned about the process 
of adjustsont and vbst cmnclusions we derive fram it. 

24. Adjustment is adjustment of government, of the relationship of 

government with a variety of private interests and of the country's
 

economic relations 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, incomes, benefits, rents
and costs. 
 Where 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 are
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 cannot
symbolize the success 
or failure of adjustment. 
How changes ultimately
translate into deficits, balance of payments, capital flows and
inflation is no doubt important. But more Important is the quality of
management and change of policy, institutions and relationships behind
these. 
 These will dctermine whether the improvements will be sustained
 or ephemeral. 
We should also expect that the political and social
nature of reform will =ake progress discontinuous and a process where
the second or the third best rather than the theoretical optimum may

well be the preferred solution.
 

25. 
 The issues of adjustment cannot be neatly categorized as
stabilization, balance of payments management and development.
Stabilization is essential for growth and development. 
But stability
cannot be sustained if the result is stagnttion 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 investment rate. Similarly, balance of
payments management and exchange rates have to be regarded as key
elements in domestic efficiency and growth. Improvements in balance of
payments which come largely from the compression of imports and
Improvements in the domestic resource balance which come largely fromsharp reductions in investments cut at the root of future grovth and
efficiency and are not likely to be sustained.
 

26. All this links closely with the role of rternal finance, to
which I now turn. The abruptness of the external adjustment experiencedby Latin America during the 1982-87 period --
largely obtained through
cuts in imports, Investment, and thus, output growth -- simply mirrorsthe abruptness in the decline vf external credit. Creditors cannotexpect countries to aenerate quick.ly 4Q to U of GDP in eZauttransfers to be a sustainable process. Transfers of this aagnitude from

stagnant ecnaies 
are xot tmbaha.. .Bt Mly do thV ant .MMO~ott and 1wesment - Al Lkes im to xPand ert. and Wu".P
it" also Prevet the iast~tUt=__.~ chnges zvqufrad to alow a
anstainble And efficlent 
 flotal zdjuuatw. Smr. w3 lind again a+=ad off betweean the speed of the &djustuent and Its qusality dsustanabil.lity. 

27. So doubt, external fluace can only coaplelmnt dometic effort,
but uhere there is domestic effort. inadequacy o ezter-,l finane 
canabort the program. Therefore, the recent ezpcrienc, of Colcubia, Costa3lca and tcuador and the difficulty In putting together a financingpackage for Argentina are cause for concern. fuch has been said aboutthe case-by-case approach to the problem of debt. 
 But a true case-bycase approach should lead to the tailoring of finance and the form offinance to the gpecific conditions of a country and its program andperformance. In commercial finance, this approach is not yet visible.
If the current trend cannot be reversed, there will be a case for
 

http:quick.ly
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The risk to these
 
greater financing by internatLional 

institutions. 


international institutionl of the 
failure of adjustment and growth in
 

the debtor countries is far greater 
than increased exposure in support
 

of viable programs.
 

Evu if adequate capital flows can 
be ensured, there would be
 

28. 

countries v.sre the weight of debt 

relative to the economy, the gravity
 

of the institutional and economic 
distortions and the external term3 

of
 

trade is such that substantial now 
borrowing on counercial terms would
 

For such countries,
 
lead to an explosive increase in debt 

service. 

This is an area 

negotiated debt reductions may be the 
only recourse. 


need flexibility, a
 
vhere the international financial arrangement 


flexibility vnich hts been l.out because 
of the nationalization of
 

Some of the
 
substantial private debt In many Latin 

American countries. 


most intractable debt problems in 
the 19th and 20th centuries, including
 

late as the mid-sixties, were resolved 
this way.
 

indonesia's as 


And now a word about the Bank's response 
and its approach for
 

29. 

the future.
 

The issues of economic analysis, assistance 
in the design and
 

30. 
 , lending and coordination with financing 
that
 

implementation of programs

Early in the eighties we, as many others,
 we face are vithout parallel. 
 When it came, we tried to dismiss
 

failed to see the approaching crisis. 


it as a problem of liquidity and our 
approaches were slow to develop.
 

has made a major contribution to
 
But over the last three years the Bank 

In Chile,
 
adjustment and finance in the Latin 

American countries. 


and Uruguay, the adjustment owes much to 
the analysis and
 

Mexico and the Bank andGovernments
framework d*veloped jointly between the 

lately,In Argentina,
the Bank through adjustment loans.

supported by 
Govertimant on a cociprehensive 

we have worked intensively with the 
I Bolivia, Jamaica &adJ
 

program, supported by substantial lending. 
 the
 
Costa Lica, we have been the main Interlocutors on policy reform and 


And lately. ye Nave incroased our work 
on
 

largest sources of finance. 
 such as Venezuela,and in countries
other Cantra.l American countries 

We have tried our best in Peru but
and Gu7ana.2ximidad =d 2obago, 

we have made i L$t4kfrm effort to sob'l 
without success. Everywhere 


ftoscs. 1n A ztdsa, ,zico, Qi1 ,
 
cmercial bank and tflutw8-

from Japan has been
and Costa Pica, bilateral finance

Jcuador, Lindnau 
tak f erm. %b amIn cnrcialariti~CXl7 Iportant. 

as I bO &laladyuaethd.mpin6a czaft cultlaS4l 

the c=w Cis* X veazi 'th 
Le"@a ,-."=* akand, ye-- w4L31. 
 out .cwmmt and sector work Is 

leak's ant a a #akae.a catw. 
maat.A. of 

the foundation, and an CreIDIngly Jawtant f 
growth, macroeconomic adjustment.

relationships. Subjects like 
reform in the sectors, mud Issues of 

institutional changes, to tJeLr caetSe, effects,
cu'ttm tilgatiUn S

-tTmation,require solutions 
rowdies mnd IplImptation. Solutions of today will sot be 

sciance. tere as to be 
are sot dealing with an eact

of tcaorrw' ye 
to be mid -course

from eperience. There have 
constant learning 

debate and discudsion.
.oand a continuing stimulucorrections its contribution to 
the value of economic and sector work is 

Ultir.ately, the design of the
in the countries and to 

policies and institutions 

http:uaethd.mp
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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
productivity of investments and operations, partlcularly when projects
or programs have to be couched in suitable 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 down.
 

32. Just as operations cannot be undertaken in isolation from
economic, sectoral and institutional policies, they have to take account
of what other lenders do or do not do. 
Without subordinating itself 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 botvesen the 4uccess and failure of projects and programs itsupports.
 

33. 
 In economic and sector york in the Region, there will be four
fundamental themes: 
 macroeconomic issues of stabilization and growth,
sectoral and institutional reform, external finance and issues of
transition. 
In stabilitation and growth vd shall pay special attention
to public finances, external trade, financial markets and reforms in the
overall regulatory environment for an increased role of the private
sector. 
In oectoral and institutional issues ve 
shall underline the
link with macroeconomic issues, public enterprises, the relationships
between central and provincial governments, agricultural development and
ernvironment, efficiency and targetting of social services and the role
of women in development. in external finance the theme will be the link
between adjustment 
specific approaches 

and growth and external finance and the viability ofto exterral finance. The issue of transition willcut across all of our work. 
We are not concerned with the absoluteoptimum for no one ever rcaches it. 
 Ve are concerned with progrosstowards constantly shifting optim. 

34. 
 Our lending, as of late, would be a graduated response to the
countries' awn .conomic and oectoral programs And projects andimplementation. theirThe coxe landing &=ld be for dwestmg that hmmIpat ever the .I run and chose bnafita cen accrue qinmacrorconm±c f theenvironment Is snewhat Inadequate. Typically. suchlending w fA adua.- hemj±It,nfraetTtcture £nz 'invi&MU M Md Ugdtuad zewmarch. Xn the ubeine of suitable a4.OW 0etowal W1±icis, Woes,cams any vain uthrth., w landfts teree, Jaita&L Joynd.mk'e trnhm would be :laAsce~dPalic and Intitutional enavirom 
e phuo IM 

at ensure a reasonable damaticmesource wbilizatmio and efficlency of resources.adjusmat lmmdftg Us would undertakeonly If t is a a tiufectory acroecoamic andsectoral program. 

35. I should like to summarize our approaches An d afzvnt typesc ntrLes. In Central Amrica of
and the Caribbean. we would wophasizebuman and physical infrastructure, Institutions, agriculture andenvironment. 
In Colombia and Venezuela, our main concerns would be the
incentive regime, trade, and the financial sector.
Argentina, we would emphasize 

In Brazil and 
stabilization, trade reform, public
finances, the financial sector, and energy. in Chile, ezxico and
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6o sustain the adjustment and lay
Uruguay, ve would make major efforts; 

the foundation of growrth across the economies.
 

36. In Argentina and Mexico, we have shown our capacity to mobilize
 

our economic and sector work and lending to address comprehensively and
 

quickly the questions of reform and finance, provided the government
 

itself is willing and able to undertake adjustment. We shall continue
 

to do so, even though it will require considerable mobility in our
 

manpover and strains in management.
 

A last word about coordination with financial institutions.
 

We attach great importance to our relationship with the IMF and we draw

37. 


We consider it important that the
 upon their experience and analysis. 

We also value
IMF should assist vell-conceived programs of adjustment. 


very highly our close coordination with the Inter-American Development
 

Bank and draw upon their experience in the Region. We shall also work
 

hard to help countries in mobilizing comiercial and bilateral finance.
 

shall need a :ertain amount of eclecticism in our
All this said, we 

approaches and those of others. Situations will vary and the responses
 

The Bank vill always
of various institutions to situations will vary. 


have to ask how its own effort and timing help the overall goal of
 

development.
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Annual Averages
 

1984-87
1986-87
1984-85
1982-83
1980-81 


Rate of Growth of GDP per capita 
(percentage)
 

-0.6
1.5
-2.5
-2.4
-2.8
ARGENTINA -3.1 -3.5
-4.0
-8.2
-3.1
BOLIVIA 2.9 3.7
4.5
-3.3
0.5
BRAZIL 4.1 3.4
2.8
-9.1
5.0
CHILE 3.2 2.3
1.4
-0.7
1.2
COLO,13IA -7.2 -3.3 
1.3 -3.7 0.9 


ECUADOR 1.6 -1.3
-4.1
0.1
-. 9
JCUAICA -3.9 -1.8 
53 -5.4 0.4 

MEXICO 1.75.0-1.5-8.33.4 0.3 -1.5URUGUAY -3.3-5.2-3.9VENEZUELA 

Rate of Growth of Private Consumption 
per capita (percentage)
 

2.35.8-0.5-6.3-1.8ARGENTINA -8.2 -3.32.76.0 -9.4
BOLIVIA 2.1 1.51.0-1.3 -1.3
BRAZIL 3.8 0.8 

6.0 -9.1 -2.1 
CHILE 1.6 1.10.6
-0.5 -2.91.9 -5.2-0.6COLOMBIA 3.4 -3.2
ELCUADOR -0.9 -1.1-1.3
-1.0
-6.1
JAMAICA -5.4 -2.70.04.9 -5.9
MEXICO 1.76.6
-3.05.1 -10.3
URUGUAY -7.8 -5.3 

-2.6 -6.7 -2.8 
VENEZUELA 



Annual Averages
 

1980-81 1982-83 1984-85 


Debt to GDP Ratio (percentage) 1/
 

ARGENTINA 23.3 73.7 69.0 
BOLIVIA 51.2 55.4 51.2 
BRAZIL 27.4 38.8 47.5 
CHILE 44.2 79.3 112.8 
COLOMBIA 22.4 28.0 36.1 
ECUADOR 53.6 66.4 76.9 
JAMAICA 73.6 82.2 158.1 
MEXICO 31.8 57.0 53.3 
URUGUAY 17.8 45.1 69.4 
VENEZUELA 49.1 51.3 59.3 

Interest Payments to GDP Ratio (percentage) 1/
 

ARGENTINA 

BOLIVIA 

BRAZIL 

CHILE 

COLOM3IA 

ECUADOR 

JAMAICA 

MEXICO 

URUGUAY 
VENEZUELA 


Intereot Payment 

ARGENTINA 
B01IVIA 
BRAZIL 
CHILE 
AMM11.T 
,CUADOR 
J.KAICL 

XmICO 

ZR.GUAY 

VENEZUELA 


2.3 

5.4 

3.5 

5.4 

2.3 

4.0 

6.0 

3.5 
2.8 

3.4 


to Exports Ratio 

28.8 
25.0 
$5.2 
31.0 
M.7 

3.9.1 
22.3 
29.3 
30.4 
10.4 

8.5 

5.6 

4.9 

9.5 

2.8 

6.9 

6.1 

7.0 
4.3 

5.3 


(parcentage) 

56.0 
28.0 
A7.6 
45.9 
.6.0 
so-

17.0 
42.9 
9J.2 


21.3 

7.5 

5.6 

5.3 

11.7 

3.3 

7.3 


11.0 

6.2 
5.6 

6.1 


11 2/ 

54.4 
23.9 
36.2 
45.7 
27-5.S 
29.0 
19.8 
37.9 
23.0 
22.3 

Page 

1986-87 


66.8 

107.5 

39.4 

117.0 

45.8 

82.0 


142.0 

77.0 

59.7 

63.0 


5.3 

1.9 

3.4 


10.2 

3.9 

7.3 

10.3 

6.1 
3.8 

5.3 


51.0 
12.7 
37.5 
32.5 
20.5 
31.0 
19.1 
33.6 
17.3 
28.1 

4 of 11
 

1984-87
 

67.9
 
79.3
 
43.4
 
114.9
 
40.9
 
79.5
 
150.0
 
65.1
 
64.5
 
61.1
 

6.4
 
3.7
 
4.3
 

10.9
 
3.6
 
7.3
 

10.7
 
6.1 
4.7 
5.7
 

.52.7 
18.3 
37.8 
39.1 
23.1 
30.3 
29.4 
35.7 
20.1 
23.2 
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Anual Averages
 

1980-81 1982-83 1984-85 1986-87" 1981-87
 

Net External Borrowing (millions of US$) 3/
 

ARGENTINA 4626 3614 1390 1491 1440 
BOLIVIA 295 109 5 187 96 
BRAZIL 6591 6119 2326 -1170 578 
CHILE 2744 1240 1088 608 848 
COLOMBIA 1105 1152 1347 764 1055 
ECUADOR 1102 123 456 634 545 
JAMAICA 27.1 365 250 .46 148 
1=ICO 9674 5169 761 2558 1660 
URTIGUAY 290 312 33 156 94 
V'...,UELA 1575 584 -689 -1537 -1113 

Net External Borrowing Financial Markets (millions of US$) 3/ 4 

ARGENTINA 1094 2316 1471 934 1203 
BOLIVIA 141 -15 -1 -6 -3 
BRAZIL 4550 4447 2804 -937 933 
CHILE 143 1114 842 80 461 
COLOMBIA 613 445 290 352 321 
ECUADOR 412 -65 287 180 2.33 
JAMAICA -11 -15 18 -7 6 
MEXICO 6545 4784 270 1499 884 
URUGUAY 205 353 61 58 59 
VENEZUELA 1198 695 -642 -906 -774 

Ratio of Net External Borrowing to Total Ext.axna. Interest 31 

ARGENTINA 148.7 7.2.0 27.1 35.8 31.4 
BOLIVIA 167.7 56.0 -1.6 227.6 113.0 
maZ.L 90.2 70.6 32.3 -19.7 6.3 
CHILE 233.5 7.4.9 60.1 43.1 31..6 
COLQM3IA 139.2 106.6 211.8 53.5 S5.1 
ZCUADOR 237.7 22.6 58.9 139.0 98.9 
JAMAICA 236.1 24rB .24.6 19.9 72.3 
1= 176.5 65.7 7.4 35.6 21.5 

=UGUT 232.4 151.9 11.3 56.4. 34.9 
*IRM= . 27.6 -36.9 .45.5 -51.2 

5t.o of .,tumc.talJrks to Interest .YlaimcWl oS Loom tZ) 31 '1 

AJt3, 175.2 216.2 47.0 92.9 69.9
 
BOLIVIA 127.0 -13.2 -4.8 -183.3 -94.1
 
BAZIL 110.3 91.8 45,5 -21.4 20.5
 
CHILE 40.6 250.6 102.7 7.6 55.2
 
COLaMIA 330.0 133.2 9i.1 105.2 98.2
 
ECUADOR 178.8 -8.4 46.9 54.0 30.5
 
JAMAICA -18.6 -17.2 24.3 -13.6 5.4
 
KEMICO 159.5 S2.4 3.9 32.5 18.2
 
URUGUAY 228.1 229.2 24.6 26.9 25.8
 
VENEZUELA 101.8 41.6 -46.2 -55.7 -50.9
 

x 
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Annual Averages
 

1980-81 
 1982-83 
 1984-85 
 1986-87 
 1984-87
 

Resource balance to GDP Ratio (percentage) 51
 
ARGENTI. 
 4.1 5.5 
 1.3 3.4
 
BOLIVIABRAZIL 1.2 3.7-1.3 0.9 2.6 -6.5 -1.95.4 2.8 4.1
CHILE -7.3 
 0.4 
 0.8
COLOMBIA 3.9 2.4
-1.5 
 -3.6 
 0.4
ECUADOR 6.7 
 3.5
-1.2 
 2.4 
 6.7
JAMAICA 0.8 3.7
-5.3 
 -9.3 
 -8.4
MEXICO -0.5 
 -4.4
-2.4 
 7.3 6.4
URUGUAY 6.1 6.2
-4.8 
 1.8 
 4.4
VENEZUELA 3.6 4.07.0 
 3.5 10.6 
 0.5 
 5.5 

Gross Domestic Investment as a Percentage of GDP 5/
 

ARGENTINA 
 21.7 
 14.9 
 11.8
BOLIVIA 12.5 12.1BRAZIL 13.0 9.2 4.5 6.622.0 5.5
17.4 
 16.1
CHILE 19.1 17.6
21.9 
 10.6 
 13.7
COLON31A 15.8 
 14.7
19.9 
 20.2 
 19.0
ECUADOR 18.5 18.8
23.0 
 19.7 
 15.6
JAMAICA 20.6 
 18.1
16.9 
 20.3 
 24.4
HMICO 20.6 22.527.3 
 21.9 
 20.9
URUGUAY 18.1 
 12.516.2 
 13.1 
 8.4
VENEZUELA 7.9 
 8.124.9 
 21.6 
 14.6 
 18.9 
 16.7 
Gross Domestic Savings as a Percezita-e of CDP 5/
 
ARGENTINA 
 20.2 
 19.0 
 17.3
BOLIVIA 13.7 15.5
14.1 
 12.9 
 7.1
BRAZIL 0.1 3.6
20.7 
 18.2 
 21.5
CHILE 21.9 21.7
14.6 
 11.0 
 14.5
COLOMBIA 19.7 17.118.4 16.7 1q.h 25.2ECUADOR 22.322.8 
 22.1 .22.3 21.4 .21.

JA AKMICO 22.7 1.2 16.0 20.224.9 !8.229.2 27.3UPUGUAY .24. 2.71" 
 14.9 
 22.7
711= -A U1.5 22.11. 
 .
25 
 25.2 
 Ui.3 
 =23
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Annual Averages
 

1986-87 1984-87
1980-81 1982-83 1984-85 


Imports of Goods and Non-Factor Services as a Percenttg,, of GDP 5/ 

9.5 9.1
9.4 10.0 8.8
ARGENTINA 
 21.4
20.5 22.3
17.0 17.3
BOLIVIA 

5.9 6.7
10.4 8.8 7.5
BRAZIL 
 27.0
25.8 28.1
26.9 21.3
CHILE 

12.3 12.4
15.5 14.2 12.5
COLOMBIA 


23.8 17.7 14,,5 22.2 18.3
 
ECUADOR 


54.5 59.1
54.4 45.1 63.7
JAMAICA 

11.2
10.1 12.3
13.0 9.9
MEXICO 

16.7 19.4
19.9 19.7 20.1
URUGUAY 

18.0
16.7 19.3
25.6 21.2
VENEZUELA 


Exports of Goods and Non-Factor Services as a Percentage 
of GDP 5/
 

12.5
8.1 15.7 14.2 10.7
ARGENTINA 

18.1 21.1 23.1 16.0 19.5


BOLIVIA 

10.7
12.8 8.7
9.1 9.7
BRAZIL 


32.1 29.4
19.6 21.7 26.7
CHILE 

15.9
12.9 19.0
14.1 10.7
COLOMBIA 


22.7 20.1 21.3 23.0 22.1

ECUADOIR 


49.2 35.9 55.8 54.0 54.9
JAIIAICA 
18.3 17.3
]EICO 10.6 14.7 16.4 


URUGUAY 15.1 21.5 24.5 22.4 23.5
 
22.9 22.1
32.6 27.5 21.3
VENEZUELA 


Real Exchange Rat. (index 1980-100) 61
 

235.6 224.9
ARGENTINA 114.9 215.7 214.2 

76.5 48.7 123.5 86.1
69.7
BOLIVIA 


97.8 105.4 101.6
191.2 06.9
BRAZIL 
56.6 66.6
108.2 94.6 76.7
CHILE 


98.8 89.4 102.6 131.5 117.0

COLOMBIA 


93.7 114.2 140.1 237.2
EC V4.7 J,47.1. 1,4.,7 .1,7.4,.AWCA 4&9@ 93.2 

130.8
95.9 135.9 112.9 148.7
MEXICO 

U3.8 150.4.1.22.8=.A7.0
OR.2 

233.3
04.7 96.,6 109.0 2.53E9= za 


102.7 57.1 f7.0 72.0 79.9 

A 11.0 104.0 106.6 "51 92.5OLZY7, 

127.2
97.7 104.0 120.1 134.2
AWZXL 


CWILE 31.0 81.2 78.3 78.4 78.4
 

93.0 18.2 91.1 101.9 9".5CMMIA 

35.7 169.3 77.5
100.4 90.4
ECUADOR 


109.6 102.7

J M ICA 97.1 94.2 95.4 

60.5 67.8
101.5 86.G 75.2
MI'XICO 

94.3
97.7 99.0
100.6 95.1
URUGUAY 


61.3 69.1
98.1 49.7 77.0
VENEZUELA 



Annual Averages
 

1980-81 
 1982-83 
 1984-85 
 1986-87 
 1984-87
 

Ratio Of Public Sector Primary Deficit (+) or Surplus (-) to GDP (2) 71ARGENTINA 

5.0CRAZIL 7.4 4.2 2.00.0 3.1
CHILE -1.0 -4.3 -0.1
-5.0 -2.2
0.1
COLORBIA -1.8ECUADOR -0.6
2.2 -1.2
2.6 6.00.3
JMIA260.7 5.5 
 0.9
38-.8
 3.2
JAMAICA -5.4 
 3.8 
 -0.8
8.3 
 5.7 
 -3.9 
 -9.0 
 -6.5
VEXEUO 

5.1
VENEZUELA 0.8 -5.0 -4.1
-0.2 -4.52.3 
 -10.6 
 0.9 
 -4.9Ratio of Public Sector Overall Daficir. 
(*) or SuTplus (.) to GDP ( 88)ARGENTINA 


10.4
BOLIVIA 15.6 
 9.498.4
BRAZIL 16.8 17.0 6.8 
7.6 

4.6 11.9
CHILE 6.6 3.5 4.6
-3.2 4.0
COLOOIA 3.2 3.52.9 1.5
5.7 2.5ECUADOR 3.6 -2.6
5.2 0.5
JAMAICA 4.9 -1.7 
 7.6
16.1 3.0
15.0 
 5.9 
 -0.1 
 2.9
MEXICO 

9.2
URUGUAY 5.0 4.5 2.3
0.9 3.4
7.5VENEZUELA 3.8 1.3
-0.2 2.5
7.1 
 -6.7 
 4.7 
 -1.0
Inflation Rate (Percentage)
 

AGNIA209.4 

321.7
BOLIVIA 536.7 
 0. 
 33&
24.6 
 312.5
BRAZIL 5173.9 
 38.4
93.3 260.1
135.4
CHILE 215.7 
 227.3 
 221.5


COLOMBIA 
20.4 21.9 24.7 19.5
26.1 22.1
20.3
ECUADOR 20.4 
 22.516.2 21.5
JAMAICA 38.4 24.8 2t.9
:16.7 27.311.9
.3=ICO 27.16 9.4
29.3 18.5
DJUGUAY 89.8 61.5
36.1 z.5
36.0 97.0
74.6 
 63.9 49.3
ZDEA..I 

7.2 22.0 26.3 
 29.2 

(J
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AnnuAl Averages
 

1980-81 1982-83 1984.85 1986-87 1984-87
 

World Bank Gross Disbursements (millions of US$)
 

ARGENTINA 96 77 120 602 361
 
BOLIVIA 61 22 15 26 20
 
BRAZIL 365 914 1033 1267 1150
 
CHILE 22 28 136 338 237
 
COLOMBIA 235 284 526 447 486
 
ECUADOR 44 44 54 149 101
 
JAMAICA 49 91 62 44 53
 
MEXICO 441 384 762 1001 881 
URUGUAY 5 21 41 55 48 
VENEZUELA 0 0 0 0 0 

World Bank Net Disbursements (millions of US$) 

ARGENTINA 56 28 47 468 257
 
?'LIVIA 57 12 1 6 3
 
BRAZXL 246 668 660 522 591
 
CHILE 12 15 115 305 210
 
COLOMBIA 163 176 367 171 269
 
ECUADOR 33 25 32 110 71
 
JAMAICA 43 78 44 8 26
 
MXICO 344 227 468 505 486
 
URUGUAY -2 11 23 30 26
 
VENEZUELA -25 -19 -21 -22 -21
 

World Bank Outstanding and Disbursed Debt (millions of US$)
 

ARGENTTA 441 519 602 1643 1122 
BOLIVIA 260 304 285 372 328 
BRAZIL 2194 5190 4651 8494 6572 
COILE 192 226 369 1237 803 
COLOMBIA 1099 1448 2007 3703 2855 
ECUADOR 167 224 273 612 42 
JAMA2CA 19. 345 397 654 525 
AM= A2 2761 91. 4456 4950 
URUGUAY 71 89 31. 256 195 

120 A$ 17 32 

Jbm f 41 4ksk 2=9D4 491 

0.7 04 0.4 0.3 0.6 
31AM 0.8 9.1 10.6 10.9 10.7
 
CHILE 0.5 0.7 0.8 1.6 1.2 
COMI,,& 4.3 4.1 4.5 4.7 4.6 

CU=ADOR 0.4 0.5 0.6 0.8 0.7 
JAMAICA 0.7 1.0 0.9 0.8 0.9 
XMICO 9.0 8.0 7.0 8.2 8.0 
URUGUAY 0.3 0.2 0.3 0.3 0.3 
VENEZUELA 0.6 0.3 0.1 0.0 0.1 
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Annual Average&
 

2980-81 1982-83 1984-85 1986-87 1984-87
 

Ratio of World Bank Net Disbursementa To Net External Borrowing (%) 31
 

ARGENTINA 
 1.2 0.6 
 3.4 31.4 

BOLIVIA 19.2 11.1 11.: 
 3.2 

BRAZIL 
 3.7 10.9 28.4 -44.6 !/

CHILE 
 0.4 1.2 10.5 50.2
COLO9I1A .14.8 .5.3 27.2 22.3
ECUADOR 3.0 20.0 6.9 17.3

JAMAICA 15.9 21.4 17.6 17.4
MNEICO 3.6 4.4 61.4 19.7 
URUGUAY 
 -0.7 3.5 68.2 19.3
VENEZUELA -1.6 -3.2 al 3.1 £1 1o4 a/ 


Ratio of World Bank Debt Service To Total Debt Service (%)3/
 

ARGENTINA 
 1.4 1.2 1,,2 31 
BOLIVIA 
 8.8 8.3 6.4 6.7 
BRAZIL 2.9 3.4 4.4 7.2 

CHILE 
 1.4 1.3 1.9 5.9

COLOMBIA 14.1 13.4 15.2 
 22.8 

ECUADCR 
 2.4 2.9 
 3.2 4.2

J. AICA 
 9.2 11.2 10.8 15.4 

MEXICO 
 3.4 3.1 
 3.6 4.2 

URUGUAY 
 3.8 3.0 3.7 6.3 
VENEZUELA 0.4 0.3 0.1 0.1 

Ratio of World 2ank Debt to Total External Debt (Z) 31
 

ARGENTINA 2.1 2.3 , 2.7 A.3
I ML7VIA 5.3 7.9 8.7 24.7 

BRAZIL 
 2.1 
 3.5 6.8 13.7 
cz ME0.9 
 1.1 1.7 5.1 

CMM-IA 
 =.3. 
 28.0 20.3 23.1's 
It11DM 2.9 3.4 4.2 =2.0
JAM= 7.6 12.7 3152 29.3

MEXC I.7 2.9 3.6 8.1 

URUGUAT 
 .8 4.6 S.O 11.0 

0DUPMA0.8 0.4 0.5 0.6 

17.9
 
3.4
 

102.2
 
24.7
 
25.4
 
12.9
 
17.6
 
29.3
 
27.9
 

1.9 I 

2.1 
6.5
 
5.8 
3.9
 
19.0
 
4.7 
13.1
 
4.9
 
5.0
 
0.1
 

3.5 
16.7
 
10.2 
3.4
 

22.0 
8. 
17.3
 
5.0
 
8.5
 
0.7
 

I/ Average not external borrowing va negativ'e during this period. 
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NOTES
 

it 	Includes Short Term debt.
 

Exports of Goods and Non Factor Services
 

3/ 	Medium and Long Term Debt only. Source: 
World Debt Tables.
 

Hedium and long term external debt, public 
or publicly Suaranteed, from 

Q1 
private banks and othar financial institutions. Source World Debt
 

Tables.
 
current prices. Exportr and imports of 

goods
 
5/ 	Ratios fro variables at 

and nonfattaT servies. 

6/ The Real Exchange Rate index is the nominal 
exchange rate (in local
 

currency per US$) adjusted by chages in 
domestic and foreign prices. An
 

domeastic goods can be bought with oe 
unit of
 

increase means that more 
foreign goods, i.e. a devaluation of 

the local currency.
 

The Public Sector PrLzary Deficit equals 
Non-Intera st Public Sector
 7/ 	

Expenditures minus Total Public Sector Revenues. 
Excludes both domestic 

and external interest. 

8/ 	The Cverall Public Sector Deficit 
equals infllaion-adjusted public
 

sector expenditures minus public sector 
revenues.
 

SOURCEs LAC Regional Staff, World Debt Tables 
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A PROPOSAL LINKING INTEREST RELIEF ON EXTERNAL 
DEBT
 

TO STRUCTURAL ADJUSTMENTS IN DEBTOR COUNTRIES
 

TO ENHANCE THE PROGRAM FOR SUSTAINED GROWTH
 

Section I: Executive Summary
 

We propose that creditor country governments 
support
 

a new World Bank debt facility to offer temporary
creation of 

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 be made if sustained 
growth is to be
 

Without such a plan, too many
achieved and debts paid. 

middle-income countries will remain mired in 

a "Catch 22"
 

quagmire in which debt servicing absorbs too much 
of national
 

savings to permit adequate growth, and, without growth, 
debts
 

cannot be paid.
 

Key focus of the debt proposal. The main emphasis is
 

*policy reform. The Latin American problem debtors serve as an
 

Their policies, such as overvalued exchange
excellent example. 

rates, destabilizing inflation rates, import 

substitution,
 
a general pernicious interventionism and
 price distortions, and 


lack of discipline are largely responsible for the debt 
burden
 

carried by these countries.
 

While the debt situation itself is probably 
responsible for
 

the first tentative steps toward economic reform 
that have
 

occurred, the political will for many remaining 
necessary
 

in fact, appears to be diminishing
changes is not present and, 

the years pass without more progress on debt and 

as new
 
as 


In order to obtain the changes that
 governments take power. 

ua nons for these countries to achieve growth, 

to
 
are sine 

become able to pay our private 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 temporary interTet relief 
in
 

return for policy reform can work as long as the 
countries LTe 

to undertakeoffered rel*ef commensurate witb their willigness 
reforms and not with the value of their debt in 

the secondary
 

'The-BkerPlan bus been excellent in ertablishing 
a
 

market. 

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 and are
 

unlikely to occur due to the differing interest of the parties
 

involved. Those who argue that voluntary workouts are feasible
 

fail to take into consideration the continued risk associated
 

with any new debt instruments issued in place of existing 
bank
 

This proposl would have creditor countries and IFIs
debt. 

play a more active role in the "debt workout" than they 

have
 

previously. An international debt facility (IDF) would
 

temporarily assume the risk associated with the adjustment
 

process, and at the same time work with the debtor 
country to
 

ensure that structural adjustments are made to support
 

sustained economic growth over the long term.
 

How the plan would work. The IDF would buy at a discount
 

part of the medium/long term commercial debt of countries
 The

willing to undertake a vigorous structural reform program. 


IDF would then reduce the country's interest payments 
on this
 

a period of five to ten years. This reduction would
debt for 

provide the breathing space necessary to permit critical and
 With

politically difficult economic reforms to be carried out. 


reforms in place, the economies of these countries can more
 
As policy
readily grow their way out of the debt morass. 


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 payments.
 

follows:
In brief, the plan would work as 


The IDF would invite banks to tender at a discount
 o 

all of their existing medium/long term claims on a
 some or 


participating debtor country.
 

For those offers accepted by the IDF, the facility
o 

would issue in exchange negotiable zero-coupon bonds (ZCBs)
 

with a matusity of B-12 yeaxs, depending on the situation
 

of the debtor country. The market value of these bonds
 
as tenderedwhen issued fou.l equal the value of t±h debt 

by tihe banks to the ZDF. 

vith the aebtor rountry govermentO The TD would vrzk 
and the debtorin its reorn amd adjustment efforts, 

country would make interest payments to the IDF.
 

a
The amount of these payments woulS be based on 


target interest/GDP ratio for the country, and the
 

target would gradually increase over the program
 
This target would delink interest payment
period. 


levels from export levels, to avoid either encouraging
 

overvalued exchange rates or discouraging export-led
 
growth.
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o At the end of the program period, with the debtor
 

country's creditworthiness having improved, the debtor
 
rates
country would obtain commercial financing at 


on their current debt and turn the
comparable to rates 

to the IDF. It is not necessary for any
proceeds over 


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.
 

terms of the
 o To set individual debt relief targets (in 

present value of interest relief) for each country
 

participating in the plan, a formula is proposed which
 

takes into account the objective factors 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
 
no net outlays by creditor country
a higi! probability of 


taxpayers. Willingness of creditor countries to provide
 

billion would enhance the benefits of this program,
$5-10 

not necessary for its implementation.
but is 


o Bank participation is voluntary and 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 complements ahd supplements the 

Program for Sustained Growth because economic reforms 
leading to renewed creditworthiness could lead to 

renewed volantary commercial bank lending# especially 
in the later years of the program when the country 

needed greater financing as it Tesxmed -rowtb. 

features meet the cilticiswS leveledWe believe that tbese 

against earlier debt facility proposals.
 

As an example of how the facility would operate, we examine
 

the case o? Argentina. Argentina currently owes 4.6 percent of
 
We believe
its GDP for interest on medium/long term bank debt. 


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
 

economic growth.
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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.g
 
unification and deregulation of exchange rates, and elimination
 
of fiscal deficit through such measures as privatization of the
 
state oil and telephone companies) that, if actually carried
 
out, could, for example, lower Argentina's interest payments on
 
medium and long term commercial bank debt to 1 percent of GDP
 

5 years, followed by a gradual annual increase of .3
for 

In the tenth and last year of the program,
percent of GDP. 


resume full payments of contractual
Argentina would be able to 

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
 

billion medium and long term commercial
Argentina's total $41 

bank debt. The remainder of the bank debt would be directly
 

In order to pay for the debt it purchases,
serviced in full. 

the IDF would issue zero coupon bonds (ZCBs) with a maturity of
 
10 years, the length of the program. These bonds would be
 
backed by creditor governments. While the secondary market
 
value of the Argentine debt is currently 27 cents on the dollar
 
based on tl.e very thin market, we are assuming in this study
 
that banks, on average, require 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 end of the program, Axgentina would have received, 
in present value terms, 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 Tinancial markets for future financing needs. To 
satisfy its Temaining obligation to the ZDF, Argentina would
 
reissue the debt initially purchased by the TD? ($32 billion).
 
Although different forms would b- appropriate, we assure 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,
 
risk associated with Argentine
investors may still see some 


debt. We are assuming that the residual risk faced by
 
rate of return as compensation
investors would require a 13% 
 on
for this risk. Since Argentina would be paying only 10% 


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
 

to the IDF, which, together with the accumulated interest
 over 

fund, gives the IDF a total of $35.0 billion with which to
 

The IDF thus turns a "profit" of
retire $32.1 billion in ZCBs. 

billion which can be used to fund possible losses from
$2.9 


programs with other countries.
 

and IV of this paper discuss,
Sections I, Il 

respectively, operational aspects of the facility, a case study
 

IDF program for Argentina, and critical considerations in
of an 

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
 

Backed by creditor country governments, the
facility (IDF). 

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 (ZCBs). These bonds are used here
 

only as one mechanism to raise capital; other means clearly
 
exist. "he advantage of using ZCBs 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
 
The IDF will redeem maturing ZC~s from an accumulatedcountry. 

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
 
an
relief to be offered. We have included an example of 


objective level of debt relief, consistent with the
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case-by-case approach, based on per capita income, change in
 
of trade. The details
per capita income, and change in terms 


This formula avoids the
are included in Appendix A. 

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 solicit 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 !DF.
 
The amount of these payments would be based on a target
 

These targets
interest/GDP ratio negotiated with the country. 

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
 
First, the interest/export
over the interest/export target. 


target would require a country to increase interest payments as
 

exports expand, thus acting as a disincentive to export-led
 
Second, because neither interest payments nor export
growth. 


values in debtor countries are measured in local currency, use
 

of the interest/export target does not discourage a country
 
Use of the
from maintaining an overvalued exchange rate. 


interest/GDP ratio would require 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 currently negotiated by the IMF
 

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 dealing with 
special interests who would be affected by the reforms. It 
offers the country a chance to gzow oat 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
 

Indeed, much of the interest relief
specific reform steps. 

could be offered as a rebate on interest paid for carrying out
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specific, politically sensitive actions (such as privatization
 
This will
 

of key parastatals, meeting fiscal targets, etc.). 


minimize risk to the IDF since a country which 
does not take
 

action to become more creditworthy will not get significant
 

If a reform program is suspended by the participating
relief. 

country, full interest on debt held by the 

IDF will be
 

required. Countries which default with the IDF will be
 
loans and would therefore be
 ineligible for additional IFI 


removing themselves from the international 
finanicial system.
 

a Discount
Acquisition of Debt at 


The commercial banks would make their offers 
to sell
 

a
 
specific medium/long term debts of the debtor 

government at 


discount using sealed bids, much like T-bill 
transactions.
 

This 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.
 

We propose that the IDF only buy debt contracted 
or
 

to creation
 
guaranteed by the debtor country government 

pr-ior 

This would avoid the possibility of
 of the facility. 


assuming commercial debts simply to
 governments borrowing or 

create more debt that could be eligible for 

IDF purchase. The
 

IDF would buy debt starting with the most 
deeply discounted
 

loans up to the amount targeted 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
 

The bonds' market value when issued would 
be equal to
 

country. 

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
 

agtee to refinance the face value of the 
debt that was
 

purchased by the IDF by issuing fixed rate 
market interest
 

These bonds may have to be sold at a slight 
discount
 

bonds. 

(higher effective interest rate for the buyer) 

but under
 
sufficient funds
 

reasonable assumptions should provide tbe ID 

to redeem the iantuing ZCMs. 

/A
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Section ITT: Illustration - A Case Study of Argentina
 

For purposes of illustrating this proposal, we will
 
describe how this could be implemented for Argentina. The
 
Interest Reduction Scenario (Table III-1) lays out in some
 
detail the operations of the IDF for Argentina. (The table
 
looks much more complex than it actually is.) It examines a
 
"what if" for the fcu:teen yea-s following the date in the
 
upper right hand corner (12/?1/66). 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 I of the assumptions at the top lists the interest
 
rate on medium/long term debt to commercial oanks (LIBOR plus
 
spread); assumptions on nominal growth rates for GDP and
 
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 lonr-term USG bond rate at which
 
the ZCBs issued by the IDF would accumulate interest; the
 
maturity date of the ZCBs (bases on the length of program); the
 
projected value of Argentine debt at the end of the program;
 
and the range for the amount of Argentine debt to be held by
 
the IDF during the program. The latter items can be used to
 
examine the effect of the IDF buying different quantities of
 
debt, e..S, the break-even amount or all the debt.
 

The third column describes a typical scenario that could be
 
negotiated between the :DF and Argentina. Given the target
 
debt relief of approximately $14 billion calculated in Appendix
 
A, the IDF and Argentina could agree that Argentina would
 
benefii from a 10 year progran., where interest payments to
 
commercial banks on medium/long term credits would be limited
 
to 1 percent o. GDP for 5 years and would gradually be
 
increased annually by .3 percent of GDP. The value to
 
Argentina at the beginning of this program of this relief from
 
paying.full interest is given on line 10 under the first text
 
column, labielled "Now.w
 

Currently, Argentina is spending about 4.6 percent of its 
MDP simply paying imterzlst on its medium/long term bank debt,
 
an zellec±ed in .ine 5. This line is based on the interest
 
payment calculated on line 4f which in turn is simply the
 
interest rate assumption at the top applied to the medium/long
 
term debt listed on line 3. Note 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 vdd tional funds for growth enhancing
 
purposes. Lines I and 2 show GDP and exports growing at the
 
rate assumed at the top of the table. These growth assumptions
 



IW.RNATIONAL DEBT FACILITY TARLE 1it1-


ARGEOTUA IHIEPEST ~EDUCTION SCENARIO 

Asiuawpt Ions 

LiLbor 5.05 Long-term USG bond rate 9.02 Length of Program (yrs) 10 Now: DeceWber 31. 19" 

Spread 0.01 Year ZCO matures 1098 Avg End of Pr, Obt Value 1.01 

C growth 1.0t Projected debt vat 199 0.6 Target Rw* Int/WOP 1.0 

Exporte X growth 1.0% Minimum Debt Held by fOr 0 No. of r'rs for target 5.0 

Secondary ftrkat Debt VsIU 0.2t Maximu Debt Held by IUF 40.6 Anm Incr to phase out 0.3 

Avg Debt Acq-ieItIon Val1* 0.43 

1106 1969 1990 1991 1992 1993 1994 1995 IrM 1997 1998 1999 2000 2001 200Z 

1. Projected CDP (t) 79.6 85.2 91.1 97.5 104.3 111.7 119.3 127.8 136.8 146.4 156.6 167.6 179.3 

2. Projected Exports (S) 9.8 10.5 11.3 12.1 12.9 13.8 14.0 15.8 16.9 18.1 19.4 20.7 22.2 

3. Medlte I Leng-tem Det-bwe 40.6 40.6 40.6 40.6 4.6 40.6 40.6 40.6 40.6 40.6 40.6 10.6 406 

4. Projected Interest wt () 3.45 3.45 3.45 3.45 3.45 3.45 3.45 3.45 3.45 3.45 3.45 3.45 3.45 3.45 

5. Projected ank Intferet/# 4.6 4.3 4.1 3.a 3.5 3.3 3.1 2.9 2.7 2.5 2.4 2.2 2.1 1.9 

6. Projected lark InterestMWNoti 37.5 35.1 32.6 30.6 28.6 26.7 25.0 23.4 21.8 20.4 19.1 17.8 16.7 15.6 

7. Target Omik Intere t/ 1.0 1.0 1.0 1.0 1.0 1.3 1.6 1.9 2.2 2.5 2.4 2.2 2.1 1. 

a. Int Peyment Req to Meet (?, 0.744 0.7V6 0.852 0.911 0.975 1.357 1.786 2.270 2.812 3.420 3.451 3.451 3.451 3i.4 1 

9. Int Savings Ite to Meet (71 2.1 2.65 2.60 2.54 2.48 2.09 1.66 1.18 0.64 0.03 0.00 0.00 0.00 0.c

10. Present Vluo of (9) 19.90 2.52 2.30 2.09 1.90 !.72 1.36 1.00 0.66 0.33 0.02 0.00 0.00 0.00 0.t0 

Its. ereak-even Debt Pdr-hvee *9.7 

1lb. Debt Required to *at (9) 
with no cash outlay 9.8 

lIe. Narket Value of (Ib) 1.6 

12. Principal with benks 8.6 8.8 8.8 8.8 8.8 .8 8.8 8.8 8.8 8.8 8.8 8.8 8. a. 8 

13. Principal with ilO 31.8 31.8 31.8 31.8 31.8 31.8 31.8 31.6 31.8 31.8 0.0 0.0 0.0 0.0 

14. Country Refirancing of 113) 31.8 31.8 31.8 31.6 

li. Funds to IO fra raflnancnig 25.5 

15. Interest Paid to 1a=is 0.744 0.744 0.744 0.744 0.744 0.743 0.744 0.744 0.744 0.744 3.51 3.451 3.451 3.451 

16. Interest Paid to or by (-3 1OF CONO 0.052 0.1081 0.167 0.231 0.613 1.042 1.526 ?.068 2.676 0.000 0.000 0.OO.M 0.000 

17. Accumuloted Interest on (165 

18. Total Interest Paid 

#).LI0 

0.744 

0.052 

0.796 

0.164 

0.852 

0.344 

0.911 

0.601 

0.975 

1.258 

1.357 

?.395 

1.786 
4.100 

2.270 

6.476 

2.812 
2.931 
3.420 

5.151 
3.451 

3.387 
3.491 

3."1 
3.451 

3.914 

3.451 

19. Cole IntereotlG09 1.0 1.0 1.0 1.0 1.0 1.3 1.6 1.9 2.2 2.5 2.4 2.2 2.1 i.9 

20. Other Debt j 17.0 I.0 17.0 70 17.0 17.0 1...0 1.0 17.0 1?.0 17.0 17.0 17.0 

21. interest on Othrr D*Q 1.43 1.445 1.445 1.445 1.44 1.,41..45 1.45 1.445 1.45 1.445 1.44!; 1.445 1.44% 

22. InterestlGDP on Othor Det 1.9 1.8 1.7 1.6 1.5 1.4 i.3 1.2 1.1 4.1 $.o 0.9 C.9 0.8 

23. Overall Interest/G0D (Pre-lOP) 6.6 6.2 5.7 5.4 5.0 4.7 4.4 4.1 3.8 3.6 3.3 3.1 2.9 7.r 

24. Cverall ,nereet/P (Pont-lbr) 2.9 2.8 2.7 2.6 2.5 2.7 2.9 -. 1 3.3 3.6 .. 3 3.1 2.9 2.? 
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relief strategy,
are critical to the effectiveness of this debt 

its debt problems.
which has Argentina growing its way out of 


The 7 percent growth assumptions include 3 percent 
real growth
 

and 4 percent dollar inflation.
 

line 7, the
With the interest to GDP targets listed on 


line 8 the interest that Argentina can pay to
 table computes on 

meet these targets. The difference between the interest
 

Argentina would pay under this plan and the interest 
owed (line
 

Line 10
 
4) is the required interest savings (line 9). 


value "now" of the future interest savings (each

computes the 


the end of the
is assumed to be made at
interest payment 

year). These present values show the amount of money, which,
 

in a bank paying IIBOR as the interest rate,
if invested "now" 

would grow to the interest savings listed at the 

end of the
 

The sun of the present value calculations
 year in question. 

for each year is given under the "now" column ($13.9 billion)
 

relief.
and is the value to Argentina of this debt 


reduce Argentina's interest to one
In order for the IDF to 

its GDP in the first year of the program with no IDF
 percent of 


(line 13) of
cash outlays, it must acquire $31.8 billion 

Argentine commercial debt, leaving $8.8 billion with the
 

Since Argentina need pay only
commercial banks (line 12). 

billion to the banks on debt remaining with the banks
$.744 


over the life of this program (line 15), additionel interest
 
and still leave
 payments can be made to the IDF (line 16) 


Argentina within the limits of interest payments agreed to 
on
 

line 7. The IDF would reinvest interest payments it receives
 
a special fund at LIBOR.
from all participating countries in 
 These


Argentina's portion of this fund is given on line 17. 


funds would accumulate and be used as partial funding 
for
 

retiring the ZCBs used to pay for the bank debt acquired 
by'the
 

IDF.
 

At the end of the prog.ram period in 1998, the zero coupon
 

Based on the average acquisition value and the
bonds mature. 

l2ength of tbe program pexziod (I0 yeazs)* the IDF would have to
 

pay investors on average 1.01 times the value of the debt
 

puTchased; In th~s case 1.01 times 31.8 is 32.1 billion
 
The TDF bas in its Argentina accouwt the interest
dollars. 


($6.476 billion) plns the
accumulated up to the end of J-997 

interest accrued during 1998 ($.486 billionp not shown 

on
 

table) plus the interest Argentina pays to the IDF luring 
1998
 

a total reserve of $9.638 billion.
($2.676 billion) for 


Part of the arrangement with Argentina was that Argentina
 

would reissue the debt that was purchased by the IDF ten years
 

Argentina could meet this obligation by issuing bonds
earlier. 

(say fixed interest at the then current market 

rates with a 20
 

to investors. Since
 
year maturity) and offering these bonds 
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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
 

issued. The third 	item in
 percent of the value of the debt 

(.8) which-reflects


column 2 of the assumptions lists a value 

the end of 1998


the expected creditworthiness of Argentina at 

Using this value, we
 after the reforms have taken place. 80
 

assume that Argentina would be able to sell its debt at 


cents on the dollar.
 

Line 14a shows the 	funds raised by Argentina at 
the end of
 

These funds are then turned over to the
 1998 ($25.5 billion). 

(of $9.6 billion),


IDF which, with the accumulated reserves 


gives the IDF a fund of $35.0 billion. After the IDF redeems
 

coupon bonds for $32.1 billion it has a "profit" 
of
 

the zero 

can be used to fund possible losses
 $2.9 billion. This profit 


in programs for other countries.
 

Line 20 shows Argentina's debt to other (official 
and short
 

The last two lines 	show the preterm commercial) creditors. 

and post-IDF ratios for Argentina's total external 

indebtedness.
 

- Critical Considerations
Section IV: Background 


Why such a plan is needed: The premise of the Program for
 

that middle-income debtor countries can
SustainedGrowth is 

of their debt burden with the right combination of
 grow out 


economic refozms supported by external financing. 
$20 billion
 

in support for structural adjustment from commercial 
banks was
 

anticipated during the 1986-88 period, but more than 
half of
 

this has materialized in only a few countries with 
the largest
 

However, while these new money
absolute debt levels. 

facilities have been established, most banks have increased
 

reserves and have reduced wherever possible
their loan loss 

their exposure to hezvily indebted countzies.
 

now irec±ted out at an alarmingThe nvt finacia l f2ow i.s 

The outflow from heavily indebted (World Bank 17)
rate. 


countriesq which began in 2983, reachel 424.6 billion in 1986
 

and continues at about $70 billion per yt.Z Tbis sum, which
 
loansarepresents disbirsements of medi=m long-term exterxA-2 

minus interest and amo:tization payments on medium 
and
 

long-term aebt, is additional to the vast sums 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
 

IMF and World Bank policy-based lending programs
adjustments. 

cannot compensate fully for shortfalls in commercial 

bank
 

financing and domestic costs of structural reforms.
 

least for countries meeting
A solution to this dilemma, at 

the objective criteria of per capita income and 

recent changes
 

in per capital income and in terms of trade (outlined 
in
 

Appendix A), is a temporary respite from debt service
 
inflow of capital
This relief is equivalent to an
payments. 


that can promote growth and is conditiorned upon 
implementation
 

This respite would permit time
 of necessary economic reforms. 

and resources needed for adjustment and renewed 

growth. With
 

renewed growth the country would resume interest 
payments at
 

increase in creditthe contractual rate and realize an 

worthiness, laying the groundwork for future external 

financing.
 

Some argue that a government debt relief initiative 
is
 

neither necessary nor appropriate; that a "market workout" has
 

been taking place and will continue. But economic analysis and
 
"Market" schemes tried
 empirical evidence is to the contrary. 


to date have failed to produce significant real 
debt relief
 

swapping one risky asset (bank
because they have been based on 

loan) for another risky asset (bond). Attempts to capture a
 

a vehicle for debt relief cannot
"discount" on LDC debt as 

succeed without an intermediary because the asset 

for which the
 

debt is swapped carries its own market discount associated 
with
 

Acting in its allocative
the continued risk of nonpayment. 

an intermediary - in this


capacity, government can serve as 
 - to facilitate
proposal, via an international debt facility 
increase in
actions by a debtor country leading to an 

an increased value of
creditworthiness, which results in 


outstanding debt owed by the country, and to ensure 
that the
 

debtor country captures the benefits of this increase.
 

lan is needed now: The experience of Latin
W.hy a debt 

America, where 78 percent of global middle income 6ebt 

is
 

locate, AemDnstzates cleawly why this plan is neednd, but the
 

plan could also be applied to middle-income debtors 
outside
 

In Latin America, frzagile new democraCi-e are
this region. 


a period of disappointing gTowth, and 
number of countries,facing 

a round 
the 

of 
sixth 
pxesidenial 

year of 
electiDna. As a 

such as Ecuador, Bolivia, Mexico, and Argentina, have 

experienced and continue to gTapple with painful economic
 

circumstances, domestic pressures are building against
 

administrations which have taken a responsible attitude 
towards
 

ight against
debt management and which have tried to 


long-entrenched cultural and political obstacles in 
order to
 

Failure to recognize these
 implement sound economic policies. 

pressures and failure to deal realistically with 

the underlying
 
- derate and less
problems makes it likely that less 


_I 
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For
 
cooperative leaders will gain power throughout 

the region. 


example, a left-wing candidate in Mexico won 
a substantial
 

number of votes with an anti-debt campaign, and statist
 

candidates who might attempt moratoria on debt 
payments are
 

gaining ground in presidential sweepstakes next 
year in rorazil
 

and Argentina.
 

With the significant reserves recently taken by 
some banks,
 

writedcwns taken by others, and the gradual rebuilding 
of
 

more secure than in
 capital, the international banks are far 


1962 and 1983 when the debt crisis appeared more 
threatening to
 

Also, many of these banks have made clear through
the system. 

willing to participate in
 their actions that they ar, 


innovative approaches to debt management, including debt
 

For example, Chairman Robinson of American Express 
and
 

relief. 

others have examined or are actively formulating 

plans for
 

dealing with the debt situation. Given growing support for
 
seems
 

debt relief in academia, the World Bank, and Congress, it 

It is most important
inevitable that debt relief will come. 


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.
 

An IDF could be run-in several different ways, 
with
 

Costs: 

The proposal outlined in this
cost ramifications.
diffeFr-en-t 


paper would involve no cost and 
no outlays by taxpayers of
 

The IDF would be funded by creditor
creditor countries. 
 Paid-in capital, which is
 countries through callable capital. 

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 olffice
 

(Callable capital is a promise to meet obligations
resources. 

of the IDF in the future and becomes a budget 

outlay only if
 

"called.")
 

It may be desirable to have a small amount of 
paid-in
 

capital supplied by the creditor countries (usy 
5%) which could
 

be returned with interest at the termiration 
of the IDF in 12
 

The total amount of callable capital needed 
to back thie
 

years. 

zero-coupon bonds (ZCBs) issued by the IDF would 

be determined
 

by the number vi countries enterip the program, the amount of 

nedzium and .1=9 term commercial debt ofgfled by banks, and the 

discount at vhicb banks ofer the debt. 

The scenario described in this paper covering 
10 Latin
 

American countries would require 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 ZCBs from 
the accumulated
 

interest fund and from proceeds of bonds issued 
by the debtor
 

Appendix Table C-2 summarizes the IDF-held account
 country. 




for the 10 countries examined in this study and show- a small
 

surplus at the terminaticn of the IDF after 12 years
 

There is a small risk to the suppliers of callabie capital
 

for the IDF in that a country which beeins an IDF program may
 

the program through entirely. A major political
not see 

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 IFI programs as well as future commercial
 

lending.
 

If the IDF had to utilize a parL of its callable capital
 
a country from the program, it would
because of withdrawal of 


not affect the World Bank because the IDF debt relief
 
activities would be fenced off from regular Bank operations.
 

The existence of the IDF would not affect the credit rating of
 

the World Bank because its borrowing would be backed by the
 
its excellent credit
cred.tor countries. The World Bank owes 


rating not to the quality of its loans but because they are
 

guaranteed by the full faith and credit of the OECD countries.
 

Willingness of Banks to Participate: Willingness of banks
 

to participate in this program could vary greatly from bank to
 

bank. Banks which expect to be working with a debtor country
 

in the long run will be less willing to sell debt at a discount
 

than banks which have no desire to lend new money to the
 

coLntry. Banks with a strong capital base are more likely to
 

be eilling to ;ake the loss associated with a sale than a
 
Both kinds of banks, however, may
poorly capitalized bank. 


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
 
that banks would be willing to exchange
support this vie,4, 


assets at a price which represented a break-even point for the
 

iniidul bank. 

fLw banks auldWe w~nld texpect that at low prices, very 
debt into the market for sale, whilewilair-gly offer their LDC 

such an offez. Theat some high price, all banks would make 
relationship between the quantity of debt that would willingly
 

moze detail ibe offered and the price is di cwmSed in 
Appendix B. We assume that banks which choose not to sell 

their debt to the IDF because of prevailinS low rnar et prices 
stand to gain significantly from the implicit capital gains in 

the increased value of their debt as the debtor cuuntiy carries To avoid
out signiiicant economic reform under IDF auspices. 

this "free rider" problem, regulatory chang,,-, may be desirable
 

(see Appendix B for discussion of possible ;hainges).
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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 could purchase all outstanding
 
debt. Alternatively, some observers have noted that the plan
 
could work better, both in helping to avoid 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
 
existing accounting structure used by banks. For instance,
 
some banks may prefer to continue to receive some stream of
 
income (as in interest-bearing bonds) after selling their debt
 
to the IDF, rather than receive in exchange zero-coupon bonds
 
with a relatively long maturity.
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Criteria for Participation
 

Criteria independent of the secondary market value of the
 
commercial debt should 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
 
have chosen to use per capita income, change in
criteria, we 


per capita income, and change in the terms of trade.
 

Table A-I demonstrates one method of using these criteria
 
to provide debt relief targets for each country, which we have
 

The method involves assigning a
used throughout this paper. 

weight, which appears at the top of Table A-i, which in
 
combination with factors generated by the three criteria
 
determines the maximum amount of debt relief for each country.
 
The debt 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-i shows how the factor is determined for each
 
In each case, the value of the criterion for a
category. 


country is located on the horizontal axis; the value of the
 

factor Js then read as the height of the graph at that point.
 

factor for per capita income is assigned along the
-'The 


linear function giving a value of 85 for a country with a
 
zero per capita income and a value of zero for a country
 
with a per capita income of $3,010, the World Bank
 

The factor for a
graduation level for FY 1988 programs. 

country with a 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 to a country with a -20 
pezcenZ change (cbosen as close to the lowest per capita 
growtb in the Latin American countries exaviined in this 
study). A country with ri change in per capita income is 
aassined a factoz of zero. Imcreases in per capita 
incoi~ p-rcbuw-s a negative value :or this factor. 

Finally, faT the terms of trade criterion, the value of
 -

85 was associated with a terms of trade value of -40
 
percent (close to the lowest in our sample). A zero is
 
assigned if there was no change. Countries with improved
 
terma of trade are assigned a negative value.
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Table A-2 shows the calculation of changes in the terms of
 
trade based on a comparison of the average terms of trade for
 
1975-79 and for 1983-1967.
 

The average debt reduction factor is a simple arithmetic
 
mean 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.
 



TABLE A- I 

INIERNAIOAIL DEOr FACILITY 

ENM@PLE OF OBJECIIVEL7 ( INED DEBT RELIEF TACGETS
1TE 


Naxlum Percentage Debt Qoductl--n fop each Factor: 05 

Country Totai (,1dAt kt Per Factor Percent Factor Term of Factor Avg PV of 

Foreign PtMee Value ccit. Haslrim Change Maxim Trade NMaxiruu PV of lnt Int 
Deb snk of CAP Irmcie PCGDP at 53-87/ at Rei*.ctn Reclucn 
1908 bibt Debt ,986 3010 80-87 -20 75-79 -40 Factor Target

1908 Pet 

Chc -e 

lralk 214,4486 "6.W4 53 1,840 39.0 3.8 -16.2 -34.6 73.5 30.1 20.152 

Mexico 105.11t 64'220 52 1.350 32.8 -9.1 38.7 15.2 -37.3 13.0 8.386 

Argentina 5T.659 l0,I41 2? 2.360 18.4 -14.? 62.5 -9.9 21.0 34.0 13.800 

Venezuela 34,15? 29,519 56 2.830 5.1 -20.4 86.7 37.9 -80.5 3.7 82 

Chile 19,176 111,E1 1 1.320 47.7 -2.4 10.2 -24.5 52.1 36.? 4,285 

Peru 16,02 4,7j 6 1.130 53.1 -4.2 17.9 13.2 -28.1 14.3 686 

Colombia 16.286 5,110 66 1.230 50.3 9.2 -39.1 -11.0 23.4 11.5 591 

Ecuadoe 9,91t 6,39? 28 1.160 52.2 -7.3 31.0 10.2 -21.7 20.5 1.313 

Costa Ric 4.19 t,810 12 1,380 46.0 -11.0 46.8 -10.5 22.3 38.4 6v4 

Uruguay 4.338 21S1 61 1,710 36.7 -10.0 42.5 -1.1 2.3 27.2 684 

TOTAL 381.343 W27,65b 22.6 51.473 

3ources: 001, aLotin A=ricbn I1view, 2nd Quarter 1988 ard Dept. estimates for Cnqta Rice 

- Satow Urothere, Es of 6/15101 

I ND. 19@r Capita Incm Guidllnes for Operstlorl Purposes," 8127/87 

- f1coremi Sw y of Ltin America and the Carl-bean, 1987: Advance Summry," ECLAC, April 12, 1988 

IDF4.WX1 8/01/88 
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TERMS Of TRADE 

Index. 1980=100 

1975 4.06 9?9 1978979 1980 1981 1982 1983 1984 1965 1996 1987 
Avg 

75-79 
Avg 

8-ay 

UrauII 

Nexlco 
126.7 
64.3 

13?,? 
t 

149.6 
74.0 

130 
i2.2 

118.S 

80.6 
100 
100 

85 
97 

79 

82 
78 

79 
86 

86 
84 

98 

96 
73 

89 
81 

132.5 
72.4 

e6.6 

83.4 
Argentina 106.9 94.4 |.6 84.8 96.1 100 96 as a1 99 a1 79 78 92.8 83.6 
Venevuele 69.5 $3. 6.6 60.7 78.7 10 109 104 99 116 106 65 81 68.0 93.9 
Chile 

Pert 

10e.6 

79.3 
11G.3 

i2.6 

1b4.7 
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101.6 
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89.4 

100 

100 

86 

85 

76 

79 
83 

82 
78 

94 

73 

98 

82 

8s 

92 

88 

10,.1 

79.0 
81.6 

89.4 
Colabl 64.3 9. BO.S 130 102.6 100 84 85 92 101 92 114 84 108.5 96.6 
Ecuador 66.9 n.4 m* 72.3 89.1 100 100 98 81 95 96 75 78 77.1 85.0 
Costs Rice 81.3 12t? 104.6 102.; 100 86 83 85 90 a' 106 91 102.8 92.0 
Uruguay 92.6 91.9 99. 101.1 106.8 100 101 96 92 98 89 103 107 98.9 97.8 

Oate frzn ECLAC. for 19M-1983 tot/CIF, for 1984-1987 FOB/FO0 

IDFI.,UtE1 ARA/ECP 7/t5/ 
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Appendix B
 

Cost of Acquiring Bank Debt
 

We assume that each bank faces different 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 frorm 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
 
so. 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 on
 
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
 
market price is close to the low end of the offer curve.
 
Figure B-1 shows the assumed offer curve for Argentina with a
 
hypothetical demand curve. We assume both functions are
 
linear. Note tha: we placed the beginning (vertical intercept)
 
of the offer curve at the current secondary 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 a 
pre-IDF offer curve. It is probable that the offer curve would 
shift upward with the annouicement of a "program foz growth" 
with a debtor country. Banks which believe the debtor country 
would zra.ly andertake the proposed reforw are likely to 
decide to hold out for a bigber price for their debt. Thas, at
 
any given ?zice for a country's debt, a smaller quantity would 
be offered for sale to the 'DF. Such a shift would increase 
the c st of m-uiring debt and reduce tbe effectiveness of the 
IDF. 

This problem was addressed in the Robinson/American Express
 
proposal. Robinson concluded that a debt facility should
 
purchase all ouLstanding bank debt. An alternative is to
 
reduce, by administrative and regulatory action, the incentives
 
for banks to retain their deft in an attempt to capture the
 
increased value due to the IDF. This could be done by:
 



Appendix B
 
Page 2
 

-- Removing the connection between full servicing on the
 
unpurchased debt and IFI lending.
 

-- IFI condoning of partial payments on the debt not
 
tendered to the IDF.
 

-- Regulatory changes which make bank loans made afte, an
 
IDF program senior to loans made earlier.
 

if some or all of these steps are taken, the offer curve
 
might well nave i lower slope with a significantly improved
 
ability for the IDF to offer deep interest relief with little
 
or no cost to the crediLor 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
 
B-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
 
interest Reduction Scen&rio tables for each country as the
 
average end of program debt value (Avg End of Prg Dbt Value).
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Appendix C
 

Terminating the IDF Role
 

This paper assumes the IDF will go out of business at the
 
end of its 12th year of operation after helpinq many middle
income developing countries resolve their debt crisis. This is
 
accomplished by having the participating debtor country issue
 
fixed interest 20-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 as the country is
 
currently paying over LIOR (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 of 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 the 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 shows a surplus in its
 
Argentine account at the end of 1996. 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 most of the programs are
 
complete. Any surplus could go to fund IFI development
 
programs when the IDF is phased out.
 

We bave a&sumed a.pazticipating conntry would issue the new
 
bonds in one o.fering. It migbt, 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
 
could bozow 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.
 



TABLE C-I 

ANALISIS OF REIANClNG IDF LD DEB! 

SPREAD: 0.01 U' tov bond yld: 0.09 Yield on refinanced bond 0.13 

Face Volta of OWud: 100 

Period b.s 1 1.5 2 2.5 3 3.5 4 4.5 5 
Payment 5 5 5 5 5 5 5 5 S 5 
Discount Note 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 
Present Veit* 4.?0360& 4.424778 4.162481 3.915733 3.683612 3.465250 3.259833 3.066593 2.884808 2.713799 

Period 5.5 a 6.5 7 7.5 8 8.5 9 9.5 10 
Pa*.Mvnt 3 5 5 5 5 5 5 5 5 5 
Discoumt ot 013 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13
 
Profsent Va1Ub 
 2.55292? 2.401592 2.259228 2.125303 1.99931? 1.680799 1.769307 1.66442 1.565758 1.472941 

Perlod 10.5 11 11.5 12 12.5 13 13.5 14 14.5 15
 
Payment 5 5 5 5 5 5 5 5 5 5 
Discount Rate 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.17 0.13 
Present Value 1.85W? 1.303488 1.226218 1.153529 1.085149 1.020822 0.960309 0.9033C82 0.64931 0.799453
 

Period 15.5 16 16.5 17 17.5 
 18 18.5 19 19.5 20 20
 
Payment 5 5 5 5 5 5 5 5 5 5 100 
Discount Rate 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 0.13 9.13 0.13 
Present Value 0.7206 0.707481 0."65542 0.626089 0.588975 0.554061 0.521217 0.490319 0.461254 0.433911 8.678229 

Sum of Present Vlue: 81.13905 

ARAIECP /tAM IDPREF.W(I 



TABLE C-2 

Internatlonal Debt Facility 

Accumulated Interest (S billion) 

1969 1t 1991 1992 1993 1994 1995 1996 19c? 1998 1999 2000 2001 2002 

Urazil 0.000 @.M96 0.303 0.973 2.196 4.074 6.722 10.272 -11.015 -11.841 -12.729 -13.683 -14.710 -15.813 
Mexico 

Argentina 

Venezuela 

Chile 

Peru 

Colmbia 

0.000 
-3.000 

0.000 

0.000 
0.000 

0.000 

f.f?6 

.052 
C.AM0 

0.009 

0.012 

1.014 

b.S5 

b.164 

1.438 

0.02? 

0.03? 

6.043 

2.196 

0.344 

2.318 
0.056 

0.160 

0.281 

5.303 

0.601 
3.26" 

0.205 

0.400 

0.541 

8.654 

1.258 

4.280 

0.1497 

0.670 
0.820 

12.256 

2.395 
5.373 
0.961 

0.961 
1.120 

5.954. 

4.100 

3.812 
1.628 

1.273 

11.42 

6.401 

6.476 
4.098 

2.535 

1.608 
1.789 

6.881 

2.931 
4.40S 

-4.802 

2.475 

-c.054 

7.397 

3.151 

4.735 
-5.162 

2.661 
-0.058 

7.952 

3.387 

5.090 
-5.51.9 

2.861 

-0.062 

8.548 

3.6,1 

5.472 

-5.966. 

3.075 
-0.067 

9.189 

3.914 

5.883 
-6.413 

3.306 
-0.072 

Ecuedor 
Costa RicO 

0.000 
0.000 

6.010 
6.002 

6.08? 
0.005 

0.245 

0.010 
0.500 

0.018 

0.868 
0.029 

1.337 
0.069 

1.81,2 
0.146 

1.28? 
0.265 

1.384 
0.281 

1.4&8 
0.302 

1.599 
0.325 

1.719 

0.349 

1.848 
0.375 

Uruguey 0.000 9.104 0.012 0.026 0.067 0.142 0.256 0.4.1 0.605 -0.696 -0.748 -0.804 -0.864 -0.929 

total 0 0.99'4 2.49 6.599 13.094 21.291 31.449 30.886 14.050 0.965 1.037 1.115 1.199 1.289 

IDFAI.W2 8/01188 
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Technical Documentation
 
for Analyses of Nine Other Countries
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Brazil D-I
 
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
 



INTERNAIlOAL DEBT FACILITY TASLE 0-1 

BRAZIL INTEREST REDICI|OW SCENARIO 

Astmt ions 

Libor .07n Lon-term USG bard rate 9.02 Length of Program (yrs) 9 Now: December 31. 1988 
Spread 0.01 Year ZC6 matures 1997 Avg End of Pre Dbi Value 1.46 
COP X grouth ?.01 Projected debt vat 1997 0.95 Tarlet ank Int/GDP 0.5 
Exports % growth 7.01 inimum Debt Held by IDF 0 No. of yrs for target 3.0 
Secondary Market Debt Valu 0.53 Nexits Debt Held by IOF 66.9 Amn Incr to phase out 0.1 

Avg Debt Acqiisltlin Value 0.67 

kow 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 200; 

1. Projected GDP (S) 275.4 294.7 315.3 337.4 361.0 386.3 413.3 442.2 473.2 506.3 541.8 579.7 620.3 663.7 
2. Projected Exports (18 30.6 33.0 35.3 37.7 40.4 43.2 46.2 49.5 52.9 56.6 60.6 64.8 69.4 74.; 
3. Medlim & Long-toam bt-benks 66.9 66.9 66.9 66.9 66.9 66.9 66.9 66.9 66.9 66.9 66.9 66.9 66.9 66. 
4. Projected Interest ani(5 5.69 5.69 5.69 5.69 5.69 5.69 5.69 5.69 5.69 5.69 5.69 5.69 S.69 5.6 
S. Projected gI* IhtereetI/OP 2.1 1.9 1.8 1.7 1.6 1.5 1.4 1.3 1.2 1.1 1.0 1.0 0.9 0.S 
6. Projected B*ank Ifttert/Uperta 18.5 17.3 16.1 15.1 14.1 13.2 12.3 11.5 10.7 10.0 9.4 8.8 8.2 7.7 

7. Target Bank Interst/11 0.5 0.5 0.5 0.6 0.7 0.8 0.9 1.0 1.1 1.1 1.0 1.0 0.9 0. 
a. Int Payment Ueq to Peet (71 1.377 1.473 1.577 2.024 2.327 3.090 3.720 4.422 5.205 5.687 5.687 5.687 5.87 S.GAI 
9. Int Savings lEq to Meat 4.31 4.21 4.11 3.66 3.16 2.60 1.97 1.26 0.48 0.00 0.00 0.00 0.00 0.0( 
10. Present Value of (9) 19.73 4.01 3.65 3.31 2.74 2.20 1.68 1.19 0.71 0.25 0.00 0.00 0.00 0.00 0.0 
lie. Break-even Debt Puerhaue 6.3 
1lb. Debt Required to Mst (91 

with no cash outlay 50.7 
Ilc. erlet Value of MlO.) 34.1 
12. Principal with beanh 16.2 16.2 16.2 16.2 16.2 16.2 16.2 16.2 16.2 16.2 16.2 16.2 16.2 16. 
13. Principal with IDf 50.7 50.7 50.7 50.7 50.7 50.7 50.7 50.7 50.7 0.0 0.0 0.0 0.0 0.( 
14. Country Refinanecln of (131 50.7 50.7 50.7 50.7 50. 
14m. funds to Ifo frep ref inonmig 48.2 

15. Interest Paid to Banks 1.377 1.377 1.377 1.377 1.377 1.377 1.377 1.377 1.377 5.6865 5.6865 5.6865 5.6865 5.W,6 
16. Interest Paid to Sr by 1-1 lo 0.000 0.096 0.200 0.647 1.150 1.713 2.343 3.045 3.828 0.000 0.000 0.000 0.000 0.0n, 
17. Accumulated Interest ml (1*) 0.000 0.096 0.303 0.973 2.196 4.O4 6.722 10.272 -1I.01.5 -11.841 -12.729 -13.683 -14.710 -11.81 
18. Total Interest Paid 1.377 1.473 1.577 2.024 2.527 3.090 3.T20 4.422 5.205 5.687 5.687 5.68r 5.68r 5.68 
19. Calc Interest/gWP 0.5 0.3 0.5 0.6 0.7 0.8 0.9 1.0 1.1 1.1 1.0 1.0 0.9 0.' 

20. Other Debt 47.6 47.6 47.6 47.6 47.6 47.6 47.6 47.6 47.6 47.6 47.6 47.6 47.6 4Y., 
21. Interest on Other etW 4.046 4.046 4.046 4.046 4.046 4.046 4.046 4.046 4.046 4.046 4.046 4.046 4.046 4.04, 
22. Interest/GOP an Other Debt 1.5 1.4 1.3 1.2 1.1 1.0 1.0 0.9 0.9 0.8 0.7 0.7 0.7 0. 

23. Overll interest/DP lPre-1F1) 3.3 3.3 3.1 2.9 2.7 2.5 2.4 2.2 2.1 1.9 1.8 1.7 1.6 1. 
24. Overall Interest/GIP (Post-lOP) 2.0 1.9 1.8 1.8 1.8 1.8 1.9 1.9 2.0 1.9 1.8 1.7 1.6 1. 
ANAfrCP 8/01/88 ZLI0A.VI 



INTERNATIONAL DEBI FACILIT1 
 TARLE 0-2
 
CHILE 
 INTEREST IEOtITION SCEHARIO
 

Asstpt ions 
Libor 0.013 Long-teru USG bond rate 9.01 Length of Program (yrs) 10 Now: December 31. 19M8 
Spre2d 0.01 Vear ZCI watures 1998 Avg End of Prg Dbt Value 1.77 
GOP % growth ?.A% Projected debt vat 1998 0.95 Target Bank intlJGP 0.6 
Exports 2 growth 7.0 Minlaum Debt Held by IOF 0 No. o yrs for target 4.0 
Secondary Market Debt Vall 0.61 Maximu Debt Held by lOF 11.7 Am Incr to phase out 0.4 
Avg Debt Acquisitian Value 0.75 

IkU 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 

1. Projected MP (S) 20.3 21.7 23.2 24.9 26.6 28.5 30.5 32.6 34.9 37.3 39.9 42.7 45.7 48.9 
2. Projected Erporto 16) 7.2 7.7 8.2 8.8 9.4 10.1 10.8 11.6 12.4 13.2 14.2 15.2 16.2 17.4 
3. Medium & Long-teri Det-bak. 
4. Projected Interest an (3) 

11.7 

0.99 
11.7 
0.99 

11.7 
0.99 

11.7 

0.99 
11.7 
0.99 

11.7 

0.99 
11.7 

0.99 
11.7 

0.99 
11.7 
0.99 

11.7 
0.99 

11.7 
0.99 

11.7 
0.99 

I.? 

0.99 
It.? 
0.99 

5. Projected ank Ihtrestl0DP 4.9 4.6 4.3 4.0 3.7 3.5 3.3 3.1 2.9 2.7 2.3 2.3 2.2 2.0 
6. Projected Unk Ihterest/txporte 13.8 12.9 12.1 11.3 10.5 9.8 9.2 8.6 8.0 7.5 7.0 6.6 6.1 S.7 

7. Target Bank Interest/WP 0.6 0.6 0.6 0.6 1.0 1.4 1.8 2.2 2.6 2.7 2.5 2.3 2.2 2.0 
a. Int Payment Req to leot (7) 0.122 0.130 0.139 0.149 0.266 0.399 0.548 0.717 0.907 0.995 0.995 0.994 0.995 0.99 
9. int Savings Req to Meet (7) 0.87 0.86 0.86 0.85 0.73 0.60 0.45 0.28 0.09 0.00 0.00 0.00 0.00 0.00 
10. Preset Value o9 (9) 4.24 0.81 0.75 0.69 0.63 0.51 0.39 0.27 0.16 0.05 0.00 0.00 0.00 0.00 0.00 
Ile. Break-even Debt krchas 17.8 
l1b. Debt Required to eot (9) 

with no cash outiay 10.9 
11c. Market Value of 41%) 7.? 

12. Principal 
13. Principal 

with buiai 
with i0 t 

1.4 

10.3 
1.4 

10.3 
1.4 

10.3 
1.4 

10.3 
1.4 

10.3 
1.4 

10.3 
1.4 

10.3 
1.4 

10.3 
1.4 

10.3 
1.4 

10.3 
1.4 

0.0 
1.4 

0.0 
1.4 

0.0 
1.4 

0.0 
14. Country Refinonclhq of (13) 10.3 10.3 10.3 10.3 
14a. Funds to IDF from reflnehcing 9.8 

15. Interest Paid to Saro 0.1218 0.1218 0.1218 0.1218 0.1218 0.u218 0.1218 0.1218 0.1218 0.1218 0.9945 0.9945 0.9945 0.9945 
16. Interest Paid to or by (-I 10F 0.000 0.009 0.018 0.027 0.144 0.277 0.427 0.595 0.785 0.873 0.000 0.000 0.000 0.000 
17. Accumulated tntQ.-at sn (16) 0.000 0.009 0.027 0.056 0.205 0.497 0.961 1.628 2.535 -4.802 -5.162 -5.549 -5.966 -8.413 
18. Total Interest Paid 
19. Cae Interest/GDP 

0.122 

0.6 

0.130 
0.6 

0.139 
0.6 

0.149 
0.6 

0.266 
1.0 

0.399 
1.4 

0.548 
1.8 

0.717 
2.2 

0.907 
2.6 

0.995 
2.7 

0.995 
2.5 

0.994 
2.3 

0.995 
2.2 

0.995 
2.0 

20. Other Debt 7.5 7.5 7.5 7.5 7.5 7.5 7.5 7.5 1.5 7.5 7.5 7.5 7.5 7.5 
21. Interest on Other bebt 0.64 0.64 0.64 0.64 0.64 0.64 0.64 0.64 0.64 0.64 0.64 0.64 0.64 0.64 
22. IntereatlOP on Other ebt 3.1 2.9 2.7 2.6 2.4 2.2 2.1 2.0 1.8 1.7 1.6 1.5 1.4 I. 

23. Overall Interest/WP (Pre-lbF) 8.0 7.5 7.0 6.6 6-1 5.7 5.4 5.0 4.7 4.4 4.1 3.8 3.6 3.3 
24. Overall Interest/C (Post-ID) 3.7 3.5 3.3 3.2 3.4 3.6 3.9 44.2 4.4 4.4 4.1 0.8 3.6 3.3 
ARA/ECP 8/01/88 ZCICNI.WI 



INTERNATIONAL DEBT FACILITY TABLE D-3 
CGOUNfIA INTEREST REDQCTION SCENARIO 
Assumpt ions 

Libor 

Spread 

COP I growth 
Expsrta 2 growth 

Secondary Market Oebt ValD 

0.073 

0.01 
7.02 
7.0% 

0.66 

Long-term USG Lvnd rate 

Tear ZCU matures 
Projecied debt vel 1998 
Minimm Debt Held by IDF 

4aximui. Debt Held by IOF 

9.02 

1998 

0.95 

0 

5.1 

Length of Proerami (yrs) 

Avg End of Prg Dbt Value 
Target Bank Int/GOP 

No. of yrs for !orget 

Am Incr to phase out 

10 

1.74 

0.5 

3.0 

0.4 

Now: Deceimber 31. 1988 

Avg Debt Acqlaitltin Volu 0.73 

NOM 1989 1990 1991 1992 1993 199. 1995 1996 1997 1999 1999 2000 2001 2002 

1. Projected GOP (9) 
2. Proiected Exports (1) 
3. ediutm S Lang-toen bdet-b&*& 
4. Projected Interest an (31 
5. ProJe.ted lerai Intortt/WiO 
6. Projected Oan& Intoresttmxports 

39.0 

7.9 

5.1 

0.43 

1.1 
5.5 

41.7 

8.5 
5.1 

0.43 

1.0 
5.1 

4,4.7 

9.0 
5.1 

0.43 
1.0 
4.8 

47.8 

9.7 
5.1 

0.43 

0.9 
4.5 

51.1 

10.4 
5.1 

0.43 

0.8 
4.2 

54.7' 

11.1 
5.1 

0.43 

0.8 
3.9 

58.5 

11.9 
5.1 

0.43 

0.7 
3.7 

62.6 

12.7 
5.1 

0.43 

0.7 
3.4 

67.0 

13.6 
5.1 

0.43 

0.6 
3.2 

71.7 

14.5 
5.1 

0.43 

0.6 
3.0 

76.7 

15.5 
5.1 

0.43 

0.6 
2.8 

82.1 

16.6 
5.1 

0.43 

0.5 
2.6 

87.8 

17.8 

5.1 

0.43 

0.5 
2.4 

94.0 

19.0 
5.1 

0.43 

0.5 
2.3 

7. 
8. 

9. 

10. 

Target lank !nterestlabP 
Int PeVxent kaq to meet 

Int Saviina Ieq to Peet 
Pretpnt Value of (9) 

(7) 

(7) 
0.59 

0.5 
0.195 

0.24 
0.22 

0.5 
0.209 

0.22 
0.19 

0.5 
0.223 

0.21 
0.17 

0.9 
0.430 

0.00 
0.00 

0.8 
0.433 

0.00 
0.00 

0.8 
0.433 

0.00 
0.00 

0.? 
0.43S 

0.00 
0.00 

0.7 
0.434 

0.00 
0.00 

0.6 
0.4?A 

0.00 
0.00 

0.6 
0.435 

0.00 
0.00 

0.6 
0.433 

0.00 

0.00 

0.5 
0.433 

0.00 
0.00 

O.S 
0.433 

0.00 
0.00 

0.5 
0.433 

0.00 

0.00 
116. Break-even Debt Purchase 2.5 
ilb. Debt Rewoired to Nfet (9) 

with no cash outla 2.8 
11c. ,rket Value of (11b) 2.1 
12. 'rincpal wlth baeka 
13. Principal with !Ef 

14. Country Riefinncin of (13) 

2.3 

2.8 

2.3 

2.8 

2.3 

2.8 

2.3 

2.8 

2.3 

2.8 

2.3 

2.8 

2.3 

2.8 

2.3 

2.8 

2.3 

2.8 

2.3 

2.8 

2.3 

0.0 

2.8 

2.3 

0.0 

2.8 

2.3 

0.0 
2.8 

2.3 

0.0 
2.8 

14a. Funds to IDF from reftinacin@ 
2.7 

IS. Iiterest Paid to d 5ka 
16. Interest Paid to orNby J.) IbE 

17. Accumlated Interest an (16) 
18. Total Inter.st Paid 

19. Calc Interest/GOP 

0.195 

0.000 

0.000 

0.195 

0.5 

0.193 
0.014 

0.014 

0.209 

0.5 

0.195 

0.0?8 

0.043 

0.223 

0.5 

0.195 

0.235 

0.281 

0.430 

0.9 

0.195 

0.238 

.5i1 

0.433 

0.8 

0.195 

0.238 

0.820 
0.433 

0.8 

0.195 

0.238 

1.120 

0.433 

0.7 

0.195 

C.239 

1.442 

0.434 

0.7 

0.195 

0.239 

1.789 

0.434 

0.6 

0.195 

0.238 

-0.054 

0.433 

0.6 

0.4315 

0.000 

-0.058 
0.433 

0.6 

0.4335 

0.000 

-0.062 
0.433 

0.5 

0.4335 

0.000 

-0.06? 

0.433 

0.5 

0.4155 

.000 

-0.071 
0.433 

0.5 

20. Other Debt 

21. Interest on Other Debt 

22. Interest/GOP an Other Debt 

11.2 

0.95 

2.4 

11.2 

0.95 

2.3 

11.2 

0.95 

2.1 

11.2 

0.95 

2.0 

11.2 

0.95 

1.9 

11.2 

0.95 

1.7 

11.2 

0.95 

1.6 

11.2 

0.95 

1.5 

11.2 

0.95 

1.4 

11.2 

0.95 

1.3 

11.2 

0.95 

1.2 

1.1.2 

0.95 

1.2 

11.2 

0.95 

1.1 

11.2 

0.9 

1.0 

23. Overall Interest/GOP (Pre-IDE) 

24. Overall Interest/WOP (pail-IbE) 

3.6 

2.9 

3.3 

2.8 

3.1 

2.6 

2.9 

2.9 

2.7 

2.7 

2.5 

2.5 

2.4 

2.4 

2.2 

2.2 

2.1 

2.1 

1.9 

1.9 

1.8 

1.5 

1.7 

1.7 

1.6 

1.6 

1.5 

1.5 
AiA/ECP 8/01/88 ZCBUOL.IKI 



INTERNAIIO IAL DEBT FACILITY 
 TABLE 0-4
 
COSTA RICA 
 IWIEIEST REDUCTION SCENARIO
 

Assumpt ions 
Libor 

Spread 

GDP 2 growth 

Exports 2 growth 
Secondary Market Debt Valu 

Avg Debt AcquIsItIon VoluD 

0.067 

9.01 
7.0% 

7.01 
0.12 

0.29 

Long-term USC bond rate 

Tear ZC8 mturos 

Projected debt val 1999 

Minium Debt ,leld by IOF 
Maximum Debt Held by IDF 

9.02 

1998 
0.6 

0 
1.8 

Length of Program (yrs) 

Avg End of Prg Dbt Value 
Target Bank Int/GOP 

No. of yrs for target 
Ann Incr to phase out 

10 

0.69 

0.5 

6.0 
0.4 

Now: December 31. I9Ra 

Now 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 200 2001 002 

1. Projected GDP (S) 
2. Projected Exports (1) 
3. Medlum I Long-term fl bhk 
4. Projected Interest at (3) 
5. Projected Bmk Interest/oP 
6. Projec2ed lank Intertxporte 

4.5 

1.6 
1.8 

0.15 

3.4 

9.6 

4.8 

1.7 

1.8 

0.1S 

3.2 
8.9 

5.2 

1.8 
1.8 

0.15 

3.0 
8.4 

5.3 
2.0 

1.8 

0.15 

2.8 

7.8 

5.9 

2.1 

1.8 

0.15 

2.6 
7.3 

6.3 
2.2 

1.8 

0.15 

2.4 

6.8 

6.8 
2.4 

1.8 

0.15 

2.3 
6.4 

7.2 

2.6 
1.8 

0.15 

2.1 

6.0 

7.7 
2.? 

1.8 

0.15 

2.0 
5.6 

8.3 
2.9 
1.8 

0.15 

1.8 
5.2-

8.9 
3.1 
1.8 

0.15 

1.7 
4.9 

9.5 

3.4 

1.8 

0.15 

1.6 
4.5 

10.1 
3.6 
1.8 

0.15 

1.5 
4.2 

10.8 

3.9 

1.. 

0.15 

1.4 
1.0 

T. Target lank Intaeroat/0P 

8. Int Parmmnt I!q to Meet (7) 
9. Int Savings Req to Woet (71 
10. Present Value of (9) 0.61T 

Ile. Uroak-vven Debt urclas 1.4 

0.5 
0.023 

0.13 

0.12 

0.5 
0.024 

0.13 
0.11 

0.5 
0.026 
0.13 
0.10 

0.5 
0.028 

0.13 
0.09 

0.5 
0.029 

0.12 
0.09 

0.5 
0.032 

0.12 
0.08 

0.9 
0.061 
0.09 
0.06 

1.3 
0.094 

0.06 
0.03 

1.7 
0.131 

0.02 
0.01 

1.8 
0.153 

0.00 
0.00 

1.7 
0.153 

0.00 
0.00 

1.6 
0.153 

0.00 
0.00 

1.5 
0.153 
0.00 
0.00 

1.4 

0.153 

0.00 
b.00 

1lb. Cebt Required to Mct 
"III- no cash outlay 

(9) 
1.5 

11c. Market Valus of (l1b) 
12. Principal u;th bathe 
13. PrInclp4l ult'h 10 

14. Country Reflinacing of (131) 
Ua. funds to IOF frm reolfnra 

0.4 

ing 

0.3 

1. -
0.3 

1.5 
0.3 

1.5 

0.3 

1.5 

0.3 

1.5 

0.3 

1.5 
0.3 

1.5 
0.3 

1.5 
0.3 

1.5 
0.3 

1.5 

0.9 

0.3 

0.0 

1.5 

0.3 

0.0 

1.5 

0.3 

0.0 

1.5 

0.3 

0.0 

1.5 

15. Interest Paid to 9nko 

16. Inerest Paid to at by (-I lot 
17. AccumitAed Jntwroot 3n (IA) 

18. Total interest Pald 

19. Cmic InterestlP 

0.0225 

0.0 
0.000 

0.023 

1.5 

0.0225 

0.002 
0.002 

0.024 

0.5 

0.0225 

0.003 
0.005 

0.026 
0.5 

0.0225 

0.005 
0.010 

0.028 

0.5 

0.0225 

0.007 
0.018 

0.029 
0.5 

0.0225 

0.009 
0.029 

0.032 
0.5 

0.0225 

0.038 
0.069 

0.061 

0.9 

0.0225 

0.071 
0.146 

0.094 

1.3 

0.0225 

0.109 
0.265 

0.131 

1.7 

0.022i 

0.131 

0.281 

0.153 

1.8 

0.153 

0.000 

0.302 

0.153 

1.7 

0.153 

0.000 
0.325 

0.153 

1.6 

O.153 

0.000 

0.349 

0.153 

1.5 

o.1S3 

0.000 

0.3r3 

0.153 

1.4 

20. Other Debt 

21. Interest on Other ,bet 
22. Intere~iG0P on Other Debt 

2.4 

0.204 

4.5 

2.4 

0.204 

4.2 

2.4 

0.204 
4.0 

2.4 

0.204 

N.7 

2.4 

0.204 

3.5 

2.4 

0.204 

3.2 

2.4 

0.204 

3.0 

2.4 

0.204 

2.8 

2.4 

0.204 

2.6 

2.4 

0.204 

2.5 

2.4 

0.204 

2.3 

2.4 

0.204 

2-2 

2.4 

0.204 

2.0 

2.4 

0.?04 
1.9 

23. Overall Interest/0P (Pro-IO) 
24. Overall Interest/OP (Post-lDF) 
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?.9 
5.0 

7.4 
4.7 

6.9 
4.!, 

6.5 

4.2 

6.1 

4.0 

5.7 

3.7 

5.3 

3.9 

4.9 

4.1 

4.6 

4.3 

4.3 

4.3 

4.0 

4.0 

3.8 

3.8 

3.5 

3.5 

3.3 

3.3 



INTERNATIONAL DEBT FACILITY TABLE D-5 

ECJADOR INIEREST REDUCTION SCENARIO 

Assumpt Ions 

Libor b.6"5 Long-term USG bond rate 9.01 Length of Program (yrs) 9 Now: December 31, 1988 

Spread 0.01 Year ZCB Wuwes 1997 Avg End of Prg Dbt Value 0.93 

GOP 2 growth 7.02 Pr.jected debt vat 1997 0.7 Target Bank int/GDP 2.0 

Exports growth 

Secow4 ry Market Debt WiU 

7.0% 

0.28 
Minimun Debt Held by IDF 

Maximwu Debt Held by IDF 
0 

6.4 
No. of yrs for target 

Ann Incr to phase out 
2.0 

0.7 

Av-a Debt Acquisition Vdilu 0.43 

Vow 1989 1990 1991 1992 1993 1994 1995 1996 1997 1996 1999 2000 2001 2002 

1. Projected GP (1) 7.0 7.5 8.0 8.6 9.2 9.8 10.5 11.2 12.0 12.9 13.8 14.7 15.8 16.9 

2. Projected Exports (8) 3.2 3.4 3.7 3.9 4.2 4.5 4.8 5.1 5.5 5.9 6.3 6.7 7.2 r.7 

3. Heditm & Long-ters hb-bh&. 8.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 

4. Projected Interest an (3) 0.54 0.54 0.54 0.51 0.54 0.54 0.54 0.54 0.54 0.54 0.54 0.54 0.54 0.54 

5. Projected Bank Ontereat/DP 7.8 7.3 6.8 6.3 5.9 5.5 5.2 4.8 4.5 4.2 4.0 3.7 3.5 9.? 

6. Projected lark Interest/Exports 17.0 15.9 14.8 13.9 13.0 12.1 11.3 10.6 9.9 9.2 8.6 8.1 7.5 7.I 

7. Target Bank Interest/9 2.0 2.0 2.7 3.4 4.1 4.8 5.2 4.8 4.5 4.2 4.0 3.7 3.5 3.2 

a. Int Pawnt Qaq to Net (7) 0.140 0.150 0.216 0.292 0.376 0.471 0.544 0.544 0.544 0.544 0.544 0.544 0.544 0.544 

9. nt Savings Qeq to Root (7) 0.40 0.39 0.33 0.25 0.17 0.07 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

10. Present Value of (9) 1.33 0.38 0.34 0.26 0.19 0.12 0.05 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

li. Ereak-even Dobt Purchase 3.6 

l1b. Debt Required to Meet (93 
with no cash otitlay 4.8 

Il. market Value of (Ilb) 2.0 
12. Principal with berds 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 

13. Principal with tfO 4.8 4.8 4.8 4.8 4.8 4.8 4.8 4.8 4.8 0.0 0.0 0.0 0.0 0.0 

14. Cowitry Ref inncInu of ,19) 4.8 4.8 4.8 4.8 4.8 

14. fur4ds tu IVF frow rotlnilnO 3.3 

15. Interest Paid to I nlka 0.14 0.14 0.14 0.14 0.14 0.14 0.14 0.14 0.14 0.544 0.554 0.544 0.544 0344 

16. Interest Paid to or by (-) ibF 0.000 0.010 0.076 0.152 0.236 0.331 0.404 0.404 0.404 0.000 0.000 0.000 0.O0VJ 0.000 

17. Accwurlated Interest sm (1) 0.000 0.010 0.087 0.245 0.500 0.868 1.337 1.842 1.287 1.384 1.488 1.599 1.719 1.848 

18. Total Interest Paid 0.140 0.150 0.216 0.292 0.376 0.471 0.544 0.544 0.544 0.544 0.544 0.544 0.544 0.544 

19. Cale Interest/WP 2.0 2.0 2.7 3.4 4.1 4.8 5.2 4.8 4.5 4.2 4.0 3.7 3.5 3.? 

20. Other Debt 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 3.5 

21. Interest on Other Debt 0.30 0.30 0.30 0.30 0.30 0.30 0.30 0.30 0.30 0.30 0.30 0.30 0.30 0.0 

22. Interest/GDP on Other Debt 4.3 4.0 3.7 3.5 3.2 3.0 2.8 2.6 2.5 2.3 2.2 2.0 1.9 I.R 

23. Overall Interest/CP (Pro-1tO) 12.0 11.2 10.5 9.8 9.2 8.6 8.0 7.5 7.0 6.5 6.1 5.7 5.3 5.0 

24. Overall Interest/GDP (Post-iDF) 6.3 6.0 6.4 6.9 7.3 7.8 8.0 7.5 7.0 6.5 6.1 5.7 5.3 5.0 
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INIERNATIONAL DEBT FACILITY 
 TABLE 0-6
 
MEXICO 
 INTEREST REDMICTION SCENARIO
 

Assumpt ions 
libor 0.079 Long-terv USG bond rate 9.0% Length of Prog,-zm (yrs) a Now: Oete-eber 31. 19 

Spread O.6 Tear ZC9 mtures 1996 Avg End of Prg Obt Value 1.24 
GOP Z growth 7.02 Projected debt vat 1996 0.95 Target $or* Int/GOP 1.5 
Exports Z growth 7.02 Minis Debt Held by lOF 0 No. of yra for target 3.0 
Secondary Market Dbt 11aWi 0.52 Maximm Debt Held by IOF 64.3 Ann Incr to phase out 0.5 
Avg Debt AcquIItion Mlt 0.62 

1101 1989 1990 1991 1992 1993 1994 1995 1996 199? 1998 1999 2000 2001 20; 

1. Projected CDP (S) 167.5 179.2 191.8 205.2 219.6 234.9 251. 269.0 287.8 307.9 329.5 352.6 377.2 403.f 
2. Projected Exports (81 32.7 35.0 37.4 40.1 42.9 45.9 49.1 52.5 56.2 60.1 64.3 68.8 73.6 78.e 
3. Nedlim & Long-teftf lbA-b&*. 64.3 64.3 64.3 64.3 64.3 64.3 64.3 "4.3 64.3 6&.3 64.3 64.3 .3 64.3 
4. Projected Interest an fg) 5.47 5.47 5.47 5.47 5.47 5.47 5.47 5.47 5.47 5.47 5.47 5.47 5.47 5.47 
S. Projected Sam* intoreti& 3.3 3.0 2.9 2.7 2.5 2.3 2.2 2.0 1.9 1.8 1.7 1.6 1.4 1.4 
6. Projected Nonk Ihterhtt/txports 16.7 15.6 14.6 13.6 12.8 11.9 11.1 10.4 9.7 9.1 8.5 7.9 7.4 6.9 

T. Target lian* Interest/0P 1.5 1.5 1.5 2.0 2.5 2.3 2.2 2.0 1.9 1.8 1.7 1.6 1.4 1.4 
8. tnt Payent Rleq to Most (7) 2.513 2.688 2.877 4.104 5.466 5.466 5.466 5.465 5.466 5.466 5.466 5.466 5.466 5.466 
9. ant Sgwvlns Req to Nst (73 2.95 2.78 2.59 1.36 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 
10. Present Valuo of (9 5.25 2.75 2.40 2.08 1.02 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.0M 
lie. Break-even Debt PIuchosi 24.5 

lib. Debt Required to Iflet (9) 
with no cash outlay 34-. 

Ile. Market Value of |11b 21.? 

12. Principal with banks 29.6 29.6 29.6 29.6 29.6 29.6 29.6 29.6 29.6 29.6 2V.6 29.6 29.6 29.6 
13. Principal dlth lOP 34.7. 34.7 34.7 34.7 34.7 34.7 34.7 34.7 0.0 0.0 0.0 0.0 0.0 0.0 
14. Country Refinmcing of (IS) 34.7 34.7 34.7 34.7 34.7 34.? 
14a. funds to IF from reflnmclriu 33.0 

15. Interest Paid to 3m"5 2.5125 2.5125 2.5125 2.5125 2.5125 2.5125 2.5125 2.5125 5.4655 5.4655 5.4655 5.4655 5.4655 5.4655 
16. Interest Paid to or by t-1 tIN 0.000 0.176 0.364 1.591 2.953 2.953 2.953 2.953 0.000 0.000 0.000 0.000 0.000 0.000 
17. Acctmueited interest en (15) 0.000 0.176 0.553 2.186 5.303 8.654 12.256 5.954 6.401 6.881 ?.397 ?.952 8.548 9.119 
18, Total Interset Paid 2.513 2.688 2.877 4.104 5.466 5.466 5.466 5.465 5.466 5.466 5.466 5.466 5.466 5.466 
19. Cate Interest/l1P 1.3 1.5 1.5 2.0 2.5 2.3 2.2 2.0 1.9 1.8 1.7 1.6 1.4 1.4 

20. Other Debt 40.8 40.8 40.8 40.8 40.8 40.8 40.8 40.8 40.8 40.8 40.8 40.8 40.8 40.9 
21. Inttreat on Other bebt 3.468 3.468 3.468 3.468 3.468 3.468 3.468 3.468 3.46C 3.468 3.468 3.468 3.468 3.46 
22. Interest/GDP on Other figM 2.1 1.9 1.8 1.7 1.6 1.5 1.4 1.3 1.2 1.1 1.1 1.0 0.9 0.9 

23. Overall InterestlO, (Pre-lOP) 3.3 5.0 4.7 4.4 4.1 3.8 3.6 3.3 3.1 2.9 2.7 2.5 2.4 
24. Overall Interest/00P (Post-to?) 3.6 3.4 3.3 3.7 4.1 3.5 3.6 3.3 3.1 2.9 2.7 2.5 2.4 2.2 
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INTERNATONAL VIEBT fACILITY 
 TABLE 0-7
 
PERU 
 IKIEREST REDIJCT9N SCENARIO
 

Assati'ons 
Libor 0.07! Long-term USG bond rate 9.0X Length of Program (yrs) 10 Now: December 31. 19f 
spread 0.01 Year ZCI matures 1998 Avg End of Prg Obt Value 0.42 
GDP Z growth ?.0% Projected debt vat 1998 0.6 Target Bank Int/COP 1.0 
Expocts 2 growth .% ilium Debt Held by IOF 0 No. of yrs for target 3.0 
Secondary Market Debt Vald 0.06 MNxmiL" Debt Held by iOF 4.8 Am Incr to phase out 0.4 

Avg Debt Acquisition Vdiu@ 0.10 

Now 1989 1990 1991 1992 1993 1994 95 1996 1997 1998 1999 2000 2001 2( 

I. Projected GOP (M) 16.8 11.0 19.2 20.6 22.0 23.6 25.2 27.0 28.9 30.9 33.0 35.4 37.8 41 
2. Projected Exports (l) 3.7 4.0 4.2 4.5 4.8 5.2 5.6 5.9 6.4 6.8 7.3 7.8 8.3 h 
3. MedIum 11 Long-term Oab-b.*t AX 4.8 4.8 4.8 4.8 4.8 4.8 4.8 4.8 4.8 4.8 4.8 4.8 4 
4. Projected Intarest an (3) 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.41 0.' 
S. Projected 1m% 6-mqletl/W* 2.4 2.3 2.1 2.0 1.9 1.7 1.6 1.5 1.4 1.3 1.2 1.2 1.1 1 
6. Projected tenk Intotst/Exlp ta 11.0 10.3 9.6 9.0 8.4 7.9 7.3 6.9 6.4 6.0 5.6 5.2 4.9 4 

7. Tariet Bmk Intgr@atIP 1.0 1.0 1.0 1.4 1.8 1.7 1.6 1.5 1.4 1.3 1.2 1.2 1.1 1 
S. Cnt Payment Req to Me t(7) 0.168 0.180 0.192 0.288 0.396 0.408 0.408 0.408 0.408 0.408 0.408 0.408 0.408 0.41 
9. nt Savings Req to Met (7) 0.24 0.23 0.22 0.12 0.01 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.1 
10. Present Value of (9) 0.69 0.22 0.20 0.17 0.09 0.01 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0. 
11a. Ilreak-ewen Debt Puna-sO 1.5 

I1b. Debt tivlred to Not (9) 

with no cash outley 2.8 
11. Matket Value of (11b) 0.5 

12. Principal Pith bane 2.0 2.0 2.0 2.0 2.13 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2 
13. Principal with ISP 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 0.0 0.0 0.0 0 
14. Country Refinaning of (131 2.8 2.8 2.8 2 
14a. Ftand to IO from relnanclfg 1.7 

15. Interest Paid to lmk* 0.166 0.168 0.168 0.168 0.168 0.168 0.168 0.168 0.168 0.168 0.408 0.408 0.408 0.4 
,6. Interest Paid to eW by (-I IDF 0.000 0.012 0.024 0.120 0.228 0.240 0.240 0.240 0.240 0.240 0.000 0.000 0.000 0.0 
17. Acctwlated Iiterest ean (16) 0.000 0.012 0.037 0.160 0.400 0.670 0.961 1.273 1.608 2.475 2.661 2.861 3.07S 3.3 
18. Total Interest Paid 0.168 0.180 0.192 0.288 0.396 0.408 0.408 0.409 0.408 0.408 0.408 0.408 0.408 0.1t 
19. Cate intorost/CW 1.0 1.0 1.0 1.4 1.8 1.7 1.6 1.5 1.4 1.3 1.2 1.2 1.1 1 

20. Other 0e.t 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11 
27. Iterest on Other Debt 0.952 0.952 0.952 0.952 0.952 0.952 0.952 0.952 0.952 0.952 0.952 0.952 0.952 0.9 
22. tnterest/GOP n Other Debt .7 5.3 4.9 4.6 4.3 4.0 3.8 3.5 3.3 3.1 2.9 2.7 2.5 2 

23. Ovcroll Interest/P (Pro-IDF) 8.1 7.6 7.1 6.6 6.2 5.8 5.4 5.0 4.7 4.4 4.1 3.8 3.6 3 
24. Overall Interest/WP Pot-IDF) 6.7 6.3 5.9 6.0 6.1 5.8 5.4 5.0 4.7 4.4 4.1 3.8 3.6 3 
ARA/ECP 8/01/88 ZC81-tIJ.WK1 



IRAY 
Asstnpt Ion. 

INTERNATION9. DEBT FACILITY 

INTEREST REDUCTION SCENARIO 
TABLE 0-8 

Libor 
Swrad 

CDP Z groth 
Exporta % growth 

Secovary Market Debt Vlli 

Ave Debt Aeluioltlen Vtuo 

0.079 

0.1 

7.011 
7.0% 

0.61 

0.72 

Long-term USG be d rate 

Year ZC8 imtures 

Projected debt vat 1998 
MinImuu Debt Held by IOF 
Maximum Debt Held by IDF 

9.0% 

1998 

0.9 
0 

2.5 

Length of Progrma (yra) 

Avg End of Prg Obt Value 

Target Bank Int|CCP 
No. of yrs for target 

Am lncr to phase out 

10 

1.72 

1.0 
4.0 

0.3 

Now: December 31. 1W 

Now 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 200; 

I. Projected GDP (8) 
2. Projected Efports (S) 
3. Medlu. & Lmu-tcri Deb-ba,*i 

4. Projected Interest A (1) 
5. Projected Bank Intecest/CW 

6. Proj-cte0 Bank Inttrhat.ft.rt 

5.6 
1.8 
2.5 

0.21 

3.8 
11.8 

6.0 
1.9 
2.5 

0.21 

3.5 
11.0 

6.4 

2.1 

2.5 

0.21 

3.3 

10.3 

6.9 
2.2 

2.5 

0.21 

3.1 

9.6 

7.3 

2.4 

2.5 

0.21 

2.9 

9.0 

7.9 
2.5 
2.5 

0.21 

2.7 

8.4 

8.4 

2.7 

2.5 

0.21 

2.5 

7.9 

9.0 
2.9 
2.5 

0.21 

2-4 

7.4 

9.6 
3.1 
2.5 

0.21 

2.2 

6.9 

10.3 

3.3 

2.5 

0.21 
2.1 

6.4 

1.0 
3.5 

2.5 

0.21 

1.9 
6.0 

11.5 
3.8 

2.5 

0.21 

1.8 
5.6 

12.6 
4.1 

2.5 

0.21 

1.? 

5.2 

13." 
4.3 
2.5 

0.21 

1., 

4., 

7. Target Bank Interet/WP 
8. Int Psyif Req to l~et (7) 
9. Int Savinges Req to Met tj 

10. Present Value of (9) 0.68 

11u. Break-even Debt Purchase 2.8 

1.0 

0.056 

0.16 

0.15 

1.0 
0.060 

0.15 

0.13 

1.0 
0.064 

0.15 

0.12 

1.0 
0.069 

0.14 

0.11 

1.3 
0.095 

0.12 

0.08 

1.6 
0.126 

0.09 

0.06 

1.9 

0.160 

0.05 

0.03 

2.2 

0.198 

0.01 

0.01 

2.2 

0.212 

0.00 

0.00 

2.1 

0.213 

0.00 

0.00 

1.9 

0.213 

0.00 

0.00 

1.8 

0.213 

0.00 

0.00 

1.7 

0.213 

0.00 

0.00 

.e 

0.21, 

0.00 

0.00 

Sib. Debt Required to "set (9) 
with no cash outlay 1.8 

Ile. Market Value of (11) 1.3 
12. Principal with bua 
13. Principal ulth IR 

14. Country ReflrwmCng &F (11) 
14a. Funds to 1SF frow ref In uing 

0.7 

1.8 

0.7 

1.8 

0.? 

1.8 

0.7 

1.8 

0.7 

1.8 

0.7 

1.8 

0.7 

1.8 

0.7 

1.8 

0.7 

1.8 

0.7 

1.8 

1.7 

0.7 

0.0 

1.8 

0.7 

0.0 

1.8 

0.7 

0.0 

1.8 

0.7 

0.0 

1.0 

15. 3nterest Paid to Sar*o 
16. Interest Paid to or by 1P Ibby 
17. Accumulated Intereit ut (1&) 
18. Total Interest Paid 
19. Caic Intres*/0DP 

0.056 

0.000 

0.000 

0.056 

1.0 

0.056 
0.004 

0.004 

0.060 

1.0 

0.056 
0.008 

0.012 

0.064 

1.0 

0.056 
0.013 

0.026 
0.069 

1.0 

0.056 
0.039 

0.067 
0.095 

1.3 

0.056 
0.070 

0.142 

0.126 

1.6 

0.056 

0.104 

0.256 
0.15O 

1.9 

0.056 
0.142 

0.417 

0.198 

2.2 

0.056 
0.157 

0.605 
0.212 

2.2 

0.056 

0.157 

-0.696 

0.213 

2.1 

0.2125 

0.000 

-0.74 8 

0.213 

1.9 

0.2125 

0.000 

-0.804 
0.213 

1.8 

0.2125 
0.000 
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FOREWORD 

HOrEe OF REPRESENTATIVES. 
COMMITTEE ON FOREIGN AFFAIRS, 

Washington. DC February 1. 1989. 
This document is the report of the Task Force on Foreign 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 all members of the committee. 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 allmembers of the committee. Its purpose is to serve as a starting
point for action on foreign assistance authorizing legislation. 

DANTE B. FASCELL, Chairman. 
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SUMMARY OF FINDINGS AND RECOMMENDATIONS
 
During the second session of the 100th Congress, ChairmanDante B. Fascell established a task force to conduct a review of

U.S. foreign assistance programs and activities. The task force waschaired by Representatives Hamilton and Gilman, with all Members 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 promoting 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 toreplace 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, environmental sustainabihty, 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 concessional 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; 

I .'i 
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-Provision of more effective accountability, again focused on re
sults: 

-Phasing out over a five year period of military assistance as a 
quid pro quo for base access rights. 



CONTENTS 

Fo ia w o rd ......... ............... ...... .
... a i................... ........... ........... ... ...
... 
Summar" of Findings and recommendations ...................... I 

I. Overview of fo-eign assistance 
A The current program .................................
 
B O rganization .................................................. 
 . ....................... 
 . -II Trends in U.S foreign assistance:
 
A Total assista . ..... ....................................... 
 4B Com position by program . ....................................................................
 
C. Regional composition ....ion........................ 
 ......D. Composition of bilateral development aid and major recipients ....... i-4
 
E Composition of food aid and major recipients ........................................ 2P
F. Composition of the economic support fund and major recipients ..... 2(1
G. Composition of military assistance and major recipients .................... 22
 

III Principle findings of the Task Force Review ........... • .................... 24
 
IV. Recommendations: 

A Economic assistance ................................. 'N

B Military assistance ................................................................ ........ 37


V. Reservations of Representative Benjamin A. Gilman ................................. 4-


I VII, 



I. OVERVIEW OF FOREIGN ASSISTANCE 

A. THE CURRENT PROGRAM 

For Fiscal Year 1989, total U.S. economic and military aid is
about $15 billion. The major components are:

Development Assistance, (DA) accounting for 15.9% of the total.The aim of DA is to promote long term economic developmentthrough programs that help a host country use its resources moreeffectively. Currently, the Agency for International Development
(A.I.D.) administers over 2000 projects in the fields of: Agriculture;
Rural Development and Nutrition; Population; Health; Child Survival; AIDS Prevention and Control; Education and Human Re
sources Development; and Sector,Private Environment and
Energy.

Economic Support Fund, (ESF) accounting for 23.9% of foreignassistance. It is allocated according to special economic, political
and security needs. It is programmed in three ways: as cash transfers to provide balance of payments and budget support to countries facing urgent foreign exchange requirements; as commodityimport 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 economic stability and political security in the Middle East and Cen
tral America.

Food Aid, accounting for 9.9% of foreign assistance. UnderPublic Law 480, surplus American agricultural gocds are transferred to needy countries through low interest loans and direct donations. The bulk of food aid is provided under Title I, as concessional sales in exchange for specific self-help development activities. Under Title II, food is donated for humanitarian purposes, including child nutrition and emergency disaster relief. Since 1954,the Food for Peace program has delivered 303 million metric tonsof food to more than 1.8 billion people in over 100 countries.Military Aid, accounting for 35.8% of total assistance. It comprises grants and some concessional rate loans for equipment, andmilitary training, provided to friendly nations. 
MultilateralAssistance, accounting for 9.9% of all assistance. Itincludes contributions to multilateral development banks, such asthe World Bank, and Inter-American Development Bank, and contributions to economic and developmeni programs of international 

organiza~ions, such as specialized U.N. agencies working in health,food, agriculture, and the environment.
\ Other aid flowa include L'ternational Disaster Assistance, funding for the Peace Corps, the Trade and Development Program, Migration and Refugee Assistance, the Inter-American Foundation.the African Development Foundation, and the American Schools 

and Hospitals Abroad program. 
(1) 



The real dollar amounts for these programs during the most 

recent three years are shown in Table 1. 

TABLE i -U S.FOREIGN ASSISTANCE. 1987-89. BY ',IORPROGRAM 
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B. ORGANIZATION 

The Agency for International Development is the principal U.S. 
bilateral economic aid agency. It is responsible for the implementa
tion of most Development Assistance and Economic Support Fund 
programs. The geographical allocation of ESF is decided by the 
State Department in conjunction with A.I.D. The geographic alloca
tion of development assistance is proposed by A.I.D., with State De
partment concurrence. 

A.I.D. was established in 1961 as a relatively autonomous agency
'inder Ehe State Department. The A.I.D. Administrator has the 
r:,r- of Deputy; Secretary of State. Currently 90 countries host 
A.I.D. economic assistance programs of over S1 million. There are
A.I.D. missions in 46 countries, representational offices in 23. and 
" ",zional development offices abroad. In 1968 A.I.D. had 4,700
.".pio',ees, down irom 6,000 in 1980 and 17,500 in 1968 at the 
".._ight if A.I.D. activity in Southeast Asia. About 52% of AID em
plcvees are stationed overseas, of which slightly less than half are
rureign nationals. In carrying out its projects, A.I.D. also employs
:,bout 7.700 contractor personncl and detailees from other federal 
agencies.

The Department of Defense is responsible for most military as
=istance. 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 
peacekeeping activitie,. 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.I.D., the Department
!If Ariculture, the Department of State, and the Department of 
the treasury. USDA has principal responsibility for determining
,quantities, selection, procurement, and shipping. A.I.D. is responsi
ble 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 Treasury Department shapes U.S. policy toward multilateral development banks (MDB's), including nominating and supervising the

U.S. executive directors. The State Department leads in policymaking and budget determination concerning the United Nations
and other international organizations. A.I.D. coordinates country
programs with the MDB's and provides advice 
to U.S. representatives on proposed MDP projects. In addition, A.I.D. is involved in
the developmental and 
 technical assistance activities of the U.N.specialized agencies. Other U.S. agencies are involved in the work
of appropriate multilateral agencies. For example, USDA participates 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 andDevelopment Program are autonomous or semi-autonomous. International 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 INFISCAL YEARS 1987 AND 1988 

t 
DA IN PM it ! Khury l~fou 81: 

[SF L480 am am ce pror:xs 

F1ca yar 
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......................... 
 77 71 58 97
99 lie
1988
.......................................................................
77 69 57 
 97 100 117
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I. 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 $22.6 billion in FY 1979 to $14.6 billion in 1980. It
then rose again to $20.6 billion in FY 19,5 before declining to the 
current level of about $15.1 billion in FY 1989. 

(Note: all figures used will be in constant 1989 dollars, unlesz.
otherwise noted and amounts repesent 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 $22.6 billion for 1979 includes a $4.8 billion supplemental in
additional security assistance, provided to Israel and Egypt under 
the Camp David Peace Accords. 

The $20.6 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
,he late 1940s, to 1 percent in the late 1950s, down to less than
three tenths of one percent today.1 Within the last 13 years, aid
levels as a percentage of GNP follow a similar trend to that of
Jollar levels: peaking in 1979 and 1985, and steadily decreasing
since 1985. The percentage figure for 1989 will be an all-time low.

A cornparison with other donors reveals that the U.S. has been
the world's leading donor of economic assistance, in terms of dollar 
amounts of Official Development 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 levelE with the combined total of the
other 16 Western nations of the OECD DAC (Development Assist
ance Committeei. During the period 1977-1987, American ODA accounted 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. 

(41 
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In terms of aid as a percentage of Cip. the u.s. ranks lowest 
among DAC members. Table 3 gives the 196-? LevyLs of CDA in dollars 
and as a share of CMP for all DAC embers. The tibl also shove that 
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Tabic 4 shous dollar levels of major components of U.S. aid since 
1977. 

Tible 4
 

U.S. Forcin Aid 1977-190 a Programs
(inbillions of constant 1989 dollars)
 

Year Development Food Other Multi 
 Economic military Total
 
Assistance Aid Economic lateral Support 
 Aid


Asst. Fund
 

1977 $2.2 $2.3 $ .5 $2.3 
 $3.3 $4.1 
 $14.7
1978 2.9 2.2 .4 2.4 3.9 4.2 16.01979 2.6 
 2.1 .6 3.1 3.2 11.0 22.61980 2.4 2.2 .9 2.6 3.3 3.2 11.61981 2.3 2.1 
1982 2.3 

.8 1.7 3.0 4.6 14.51.7 .7 1.9 3.5 5.5 15.6
1983 2.4 1.7 .6 2.1 3.6 6.9 17.31984 2.5 1.8 .6 
 2.0 3.7 7.7 
 18.3
1985 2.8 2.3 .7 2.2 6.0 6.6 20.6
1986 2.6 
 1.8 

1987 

.6 1.6 5.4 6.4 18.4
2.4 1.6 
 .7 1.6 4.2 
 5.5 16.0
1988 2.5 1.5 .6 1.5 3.2 5.5 14.81989(*e5)2.4 
 1.5 .7 1.5 3.6 5.. 15.11990(req)2.3 
 1.4 .9 1.8 3.2 5.7 15.3
 

These shares and trends are portrayed in Figure 3.
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Finally. military aid has been the largest aid category *uriiig
much of the post-war period. Peaks appear in the early i951s be
cause of Greece, Taiwan, and Korea, again in the early 1970s be
cause of Vietnam, and the most recent peak occurred in 1985. 
Grantsversus loans 

In the 1970s. approximately one half of the total U.S. assistance 
program comprised grants, and the other half loans. Today. over
.IC of the program is grant, largely in recognition of the growing

w-rld debt crisis. In particular, military aid has switched from
being mostly loans in the I7s to nearly all grants today. Figure 5 
illustrates this trend since 1977. 

C. REGIONAL COMPOSITION 

Figure 6 shows the regional composition of U.S. aid. 
The Middle East has dominated U.S. regional allocations during

the past 13 years. as Figire 6 shows. U.S. assistance to the region
ranged between $5 billion and 86.5 billion annual!y, excluding the
Camp David-related support in 1979 and special supplemental in
1985. 6. In most years, the Middle East received over half of all 
U.S. bilateral aid. 

Asia and Europe ha''ereceived the next two largest shares of
U.S. aid during this period. Aid to Asia was a little over $2 billion 
a year tip to 1987. Wi,.h the graduation of South Korea as an aid
recipient, along with the general decline in budget levels, th
region will receive orly about $1.6 billion in fiscal year 1989. 

Aid to Europe, whe re most U.S. assistance supports military base 
agreements, grew from about $1.2 billion in FY 1977 to a peak in 
the mid-1980s of $2.3 billion. Since then, it has declined to just over 
•'1 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
198.5, total aid to the region averaged over $2 billion. Budget pres
sures have forced amounts back down to about $1.4 billion in FY 
1989. 

Sub-Saharan Africa has received between $800 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 $900 million by FY 1989. 
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The ten individual countries receiving the largest amount of aidsince 1977 can be seen in Figure 7. Israel and Egypt have been byfar the leading recipients, accounting for 47% of all bilateral assistance over the period. Together, the ten countries have received
about 70% of all American bilateral aid since 1979. With the exception of India, all have a strong security relationship with theUnited States. In the cases of Turkey, Greece, Spain and the Phil
ippines, this includes military base agreements.

Figure S shows the current major recipients. Israel and Egyptfeature even more strongly, while Spain and South Korea are nolonger aid recipients, and India receives relatively little aid now. 
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Figure 7 

Major Recipients of U.S. Aid 
FY 1977 - FY 1989 

bllf.S of ookRetBat69 8
 
50"
 

40 

30
 

20 

I Egy 1t i *itisesOa heoe"o I Si . 

Pyle"thia.shaewsl. KenPT.. * .eW.eo 

Figure, 8 

Major Recipients of U.S. Aid 
FY 1989 

535 

53 

32.5
 

S2'
 

leti Pak~isian pfIIpfflI P l G algi'ea4'll i 
Egypt ruti 381eb Guatemailky NoiUtfs 

estImates 



14
 

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, and diring
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 assistance: 

-Averaged about $32 billion between 1946 and 1952 when 
Europe was the major recipient;

-Averaged about $22 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
pressures have pushed the annual budget down to $15 billion since 
1986. 

D. COMPOSITION OF BILATERAL DEVELOPMENT 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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Fieure q 
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Agriculture has been the largest program. totaling about $900
million annually-over 50% of total development spending. Mortrecently, as emphasis on other programs has increased. agricuI
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 $260 to $3u 
million. 

Health-relatedprograms have received increasing support. In FY1984 Congress created an additional functional account for ChildSurvival Activities. In FY 1985 funding for the two accounts was
$315 million, double the health budget in FY 1977. Another healthaccount was created in FY 198S to assist international AIDS re
search. 

The Selected Development Activities account has also been thfocus of greater attention, especially programs promoting the private sector in developing countries. Funding increasaed irom $105 
million in FY 1977 to $257 million in FY 1983.Educationand human resources programs have received between$130 and $160 million annually, except in the case of a few years.

Programs that are not channelled through these five accounts include Peace Corps, and. since FY 198S, the Development Fund forAfrica through which all economic assistance for Africa is chan
nelled. Major recipients of U.S. bilateral development assistancesince 1977 have been Bangladesh, India, and Indonesia, although
currently only Bangladesh continues as a major recipient. The tenmajor recipients during this period are shown in Figure 11. In the1980s 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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rizure 13 

Major Recipients of Food Aid 
FY 1989 

mllions ofa sI 

5200-

S150
 

S100 --


Egyit PgkIsI, 6.16" Sli$WWI@ $laIt Ile 

S 114SIf I Morocco J m soc, &A4omls'o llg 

rigure 14 

Composition of Economic Support Fund 
FY 1979 - FY 1989 

llfisa eo@olotn ol O 

S4 

IN
*07 0 m~ U 64, 88 6O 67 Oil i 

m trxteso 
styt
m 


mm r~, t'M~rM)(
 

FYIO I~t~oI/
 



20 

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 years, 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 to 1989. Egypt's $4 billion share accounts for 19% of totalfood transfers since 1977, and is nearly as much as that for all of
sub-Saharan Africa combined ($4.3 billion). South Asia has alsobeen 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, FY19S9 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 forwhich accurate data are available). The share of ESF programmed
as cash transfers increased from 45% of the total to about 60% by
the late 1980'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 $1 and $1.1 billion annually, in terms of real dollars, but
its share of the total program has declined from 35% to about 32%.

Commodity Import Programs, which used to account for about20-c of ESF, have declined sharply and now represent less than 4% 
of the overall program.

Major recipients of ESF since 1977 are shown in Figure 15.
During this period. ESF has been highly concentrated in Egypt and
Israel. Combined, they have received over $31 billion, or 64% oftotal 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 thelargest recipients, although the shares of the Philippines, Pakistan 
and El Salvador have increased. 
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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 some 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 militarv base agreements-Turkey, Greece, Spain, Portugal 
and the Philippines. Major recipients of military assistance over 
the past 13 years are shown in Figure 18. Of these, Spain and 
South Korea no longer receive assistance. As can be seen in Figure 
19, showing FY 1989 recipients, El Salvador, Morocco and Hondu
ras have joined the list. 



23 

Composition of Military Assista'nce
 
FY 1977 - FY 1989
 

II 

"78 TO 11 @S63IIIM4 " " 47"'' I 

n eeceouIAJl en grlt marketmloe 

PYBO* ogeae 

Major Recipients of Military Assistance
 
FY 1977 - FY 1989
 

blubs-0eeegeofS 

$30 

801 

Major Recipients of Mlitry Aid 
FY 1989 

W10904ll~Of I 

$0.5' 

so. 

0 S1 
e e Guooo m PlI lmb NI 



III. PRINCIPAL FINDINGS OF THE TASK FORCE REVIEW 

1. U.S. FOREIGN ASSISTANCE IS IMPORTANT 

The U.S. foreign assistance prograr. is an important 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.S. national security by helping allies
maintain adequate defense capabilities and stable economies. It 
serves U.S. economic interests 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 well-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 internationalagenda.
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 international economic 
systtem is being revolutionized by rapidly chaz,, -- technology,
massive international capital flows, and instant communication. 

The developing world has become increasingly diver ent. 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 

124) 
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East have made significant progress. Meanwhile, newly industrialized countries-Taiwan, Korea. Brazil. Singapore-have gained affluence and become world economic actors.

Increasing institutional and technical capacity in Third Worldcountries facilitates collaborativeprograms among US. and de'el.oping countr- institutions. Even where GNP per capita remainslow, institutional growth enables developing countries to be partners in development cooperation, rather than recipients of aidtransfers. A.I.D. is beginning to develop colliborative programs inpublic policy. scie-nce, technology and enterprise development. However, A.I.D. procedures and management systems do not encourage
collaborative efforts.Urbanization in developing countries is accelerating.During thenext twenty five years, urban populations will increase by 1.2 billion in countries currently eligible for U.S. economic assistance.This growth will have greatest impact in low income countries. By2000, a majority of the world's poor will be in urban areas. For example, Kenya. with a current urban population of 4.5 million,expect an additional can38 million urban dwellers by the year 2025.This growth creates both opportunities for more diversified patterns of growth, as well as enormous problems of shelter, sanitation, and transportation. Unmanaged urbanization in the developiag world has serious consequences for the globai environment,international health, and political stability.
Aid is only one part of complex relations with developing countries. Other economic issues are increasingly important. For exam

ple:
-The major obstacle to development at present is the externaldebt burden of much of the Third World. The resources that are siphoned away from domestic investment into debt payments far outweigh aid flows. Their transfer inhibits development and economic growth, and therefore is beginning tothreaten political stability and receptivity to market-oriented 

policies.
-Trade and invo-stment are increasingly important in relation.ships between the United States and developing countries.-The objectives driving military sales have evolved over time sothat they are now an element of export promotion.-Policies on trade, debt, investment, and other issues sometimeconflict with, rather than complement, the objectives of theU.S. aid program.
US foreign acmistance is a declining world resource. The UnitedStates is no longer the major donor country-Japan is surpassingus as the largest donor of bilateral economic aid. Total foreignsistance has declined asfrom 3% of GNP at the height of the Marshall Plan, to 1% in the late 1950s, to less than three tenths of onepercent of GNP today '-the lowest level of any OECD member.US. institutionaland technical resources are highly relevant tocurrent development issues. U.S. strength lies in private enterprise,education, arience and technology, and in non-governmental organizations. For developing countries, access to U.S. markets is criti

Two-tenths of ore percent of GNP based on DAC figures. which ezclude military sistance. 
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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 policies.
The economic policies being promoted by donor orgai.izations and
being adopted by develoliag countries have become increasingly
market-oriented over the last decade, even in non-market econo
mies. T-.is trend widens opportunities for U.S. economic relations 
and influence. 

3. THE ROLE OF THE U.S. AID PROCRAM HAS CHANGED 

The theory behind the program has evol'ed. The program began
with an emphasis on large resource transfers during the Marshall
Plan, 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 1980s. 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 countrv. 

U.S. foreign assistanceis highly concentratedon a few strategical-
Iy important countries. The major strategic recipients, Israel,ypt, Pakistan, Turkey, the Philippines, El Salvador, and Greece
receive 72% of the $11 billion provided to countries for ESF, mili
tary, food, and development assistance. Israel and Egypt alone re
cieve 50% of this total. 

The focus of foreign assistance has changed. Over the past
decade, the balance has shifted towards the Middle EasL, to mili
ta'v assistance, to grants rather than loans, and to bilateral rather
than multilateral 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 increasingdemands 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 CongreS., interest groups, departments
and agencies will each fight to protect their particular interest. In sum, the United States will have to do more with available 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 notview the aid program as doing this effectively. The public has very
little concept of the aid prograni 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 Assistance Act are 33 objectives. An A.I.D. document lists 75 priorities for economic assistance. Most, if not all, of.these objectives areprobably worthy, but they are so numerousvide meaniingful that they cannotdirection or be pro.effectively implemented. In thefield of military assistance, while there are relatively few stated ob.jectives, those objectives are overly politicized, leadingtoo nmuch in foreign policy terms from us to expectwhat is being provided orsold. Mixing security, military, development, and humanitarian objectives makes evaluation and Congressional ove.-sight difficult.The program is hampered by numerous reporting requirements.earmarksand restrictions..Foreign aid legislation contains 288ments individual reporting requireto advise Congress of both one-time and continuing activities. GAO reports that AID's reporting requirements on the $5 bil
with over 
lion program 

$300 
it manages 

billion. 
is second only to the Defense DepartmentThese could be substantially reduced,consolidating similar reports, repealing unnecessary by

requirements, and removing fulfilled or out-of-date provisions. 
or low-interest 

legislation, have 
Earmarks, mostly in the form of specified country allocationsincreased to unprecedented in

92% of military aid, 98% 
levels. For FY 1989,of ESF, and 49%ance of developm.nt assistis earmarked. In recent years, the protection of high priorityrecipients through legislative earmarksished executive branch has considerably diminagencies' discretionary authorityeign aid allocations. This problem over foris likely to get worse aspressures

Congresstighten.
receives 

budget 
over 700 notifications of project changes eachyear. This level of notifications focuses Congressional attentionproject changes, whichprograms. are inevitable, rather than 

on 
on policies and 

In addition, there are numerous directives,tions, and prohibitions in the foreign aid 
restrictions, condi

mittee and conference reports, that must 
legislation, and in com
be adhered 
 to by implementing agencies and recipients of U.S. aid. The result isprogram an aidthat is driven by process rather than by content and substance. 

What a. this means is that accountability of U.S.ance foreign assistis extensive but ineffective. Accountability isticipating how assistance focusedwill on antively it is and has been used. 
be 
It 

used, rather than on how effec
plan and approve can take two-and..half yearsa project, by which to
changed, and time conditionsplans need to be haverevirid. The burden of excessiveCongressional and A.I.D./Washington accountability keeps missionstaff at their desks rather than Anreaucratic process the field, creates a complex bu
attention 

that prevonts flexible programming, and turnsaway from the important task of program evaluation. Itleaves both Congress and A.I.D. staff focussing on plans not results.
Military assistance also suffers from accountability problems. Accountability has been divested to various services of the military, 

http:developm.nt
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resulting in recurring problems in accounting for cash sales and
monitoring equipment sold to foreign countries. 

The aid program is spread too thin. Military assistance has followed a recurring pattern in which a number of small programs
are proposed. then eliminated or drastically reduced due largely toearmarking after the budget cycle is complete, creating raised ex
pectations and ;n Tfective implementation. A.I.D. has 2003 projects
in 90 countries. In addition to programs in developing countries,
A.I.D. 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 Nicaraguan Contras. With 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.I.D. diverts
attention from development objectives. In essence, the aid program
tries to achieve too much. 

There is little coordinationof US. economic, security, and development policies. As a result, many foreign policy decisions, for ex
ample, on tariffs and trade, defpnse cooperation, debt, environmen
tal protection, science and technology, public health, and immigra
tion, do not take developmental and security considerations into ac
count. The Development Coordination Committee (DCC) seldommeets 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 organizationsis important.
PVOs (Private Voluntary Organization), universities, cooperatives,
research institutions, and other non-governmental organizations
have much to contribute 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.I.D. Some 15% of development assistance and projectized ESF is channeled through
PVO's. The research capabilities and developmental and technical
expertise of U.S. universities are valuable resources that need to beutilized 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 

1. Repeal the Foreign Assistance Act of 1961 as amended. Enact a 
new InternationalEconomic CooperationAct of 1989 

Changes in the international environment and the position of theUnited 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 progran all demand majorchanges 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 yetmore amcndments to an already cluttered act. The current 500 
pages of foreign assistance legislation, developed over the past 2S years, are strewn with obsolete. amnbiguous and contradictory poli
cies, restrictions and conditions.
 

For example:

Inconsistencv.-There is no consistency in the way the Act dealswith other foreign policy concerns which affect foreign assistance.

such as human rights, terrorism or narcotics. Procedures vary fordifferent concerns and different regions, as do procedures for Pres
dential waivers and Congressional reviews of those waivers.

Ambiguous.-Section 531 of the Act 	provides authority to thePresident 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 ESFfunds for Germany, including West Berlin. This section may havebeen relevant before Germany became a major foreign assistance 
donor.
 

The 	numerous inconsistencies have increased with each new foreign assistance bill. The difficult task of bringing some coherence 
to legislation and creating a targeted and effective aid program,that enjoys wide support, requires a new International Economic 
Cooperation Act. 
2. 	The new InternationalEconomic Cooveration Act would specify

four main foreign economic policy objectives 
(i) Growth.-Encouragement of broad based economic growth.
(ii) Environmentalsustainabilitv.-Improved environmental,

ural resource, and agricultural minagement. 
nat

(iii) Poverty aileviation.-Humanresoarce development aimed at
improving thie well-being of the poor and their capacity to become 
productive citizens. 

(291 
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iv) Pluralism.-Promotionof 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 the pur
pose of the program. Experience and understanding of the new 
challenges indicate that these priorities will maximize the benefit 
to be gained by recipient 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 poorest 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 more efficient, 
more participatory, and more open economic systemns.

Environmental sustainability.-Globalenvironmental and natu
ral resource problems have become too obvious and too urgent to 
ignore. In the developing world, deforestation, pollution, aid soil 
erosion ceaselessly diminish the capacity for sustainable agricultur
al production. Deforestation and cesertification are depleting the 
ozone 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 the capacity of the agriculture sector to 
keep pace with rizing food demr3nd. 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 base. 

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 prograns, the fact remains 
that a staggering 2 billion people still live in poverty, increasingly
in urban areas. Thirty years of development experience tell us that 
people can rise from poverty if they are healthy and educated and 
have the opportunity to participate in the economy. Such invest
ment in human capacity requires careful targeting and long term 
commitment. It can result in rersonal well-being, a more produc
tive economy, and a more pluralistic and stable policy. These bens
fits, along with the additional consequences in terms of better. 
public health, more stable population, and expanded international 
markets, all promote the interests of the United States. 

Pluralism.-TheUnited States stands for political and economic 
freedom. U.S. foreign assistance promotes these values both explic
itly and im'licitly. 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 PVO-s and citize-,groups in the Third World increasingly are pursuing the expansicr,of choice and participation to those traditionallv least involved. Itshould be U.S. policy to encourage the growth of both non-govern.mental capacity and of effective national and local government.These four objectives are interrelatedIn pursuing them the United States can 

and mutually reinforcing 
interests, without be true to U.S. values aIdimposing preconceived solutions on others T key to progress in meeting these objectives is to relognize that the'%wil! require time. flexibility, and a system of problem solvinz ba-cion genuine cooperation and reciprocity of benefits between natirz.Foreign assistance mu4* be coordinated with other policies in pur
suing these goals and encouraging others to pursue them.Identifying these four basi. objectives for U.S foreign econom!.assistance does meannot that the 3,3 objectives currently inForeign Assistance Act tr:are to be rejected. Many of them 'are sutsumed under t.hese four priorities: for example. biological diversikyis one principle of improved environmenta! policies. Others indicate the preferred modes of operation and manner in which theseulimate objectives are pursued; for example, concernwomen in developmEnt for the role ofbecomes an integral part of all develop.ment programs. A.I.D.'s reporting of program results would includeexplanations of how biological diversity was affected, and why orwhy not women participated and benefited. 

.1. The new act would drau clear distinctions among various tQpes.of economic assistance 
The lack of a clear distinction between development assistanceand ESF causes a confusion of objectives and responsibilities andmakes evaluation more difficult. In keeping with the aim of clarifying the purpose and key objectives of the economic assistance program, the new act would provide a clear distinction between development assistance and ESF. Where currently one type of assistanceis used for the purpose of the other, the funds would be transferredinto the other account.ESF would be allocated to countries to support immediate U.S.political, economic, and security interests. After initial allocationdecisions are made, ESF should be programmed so to supportasthe four objectives of economic assistance.
The allocation of development assistance would 
 be justified interms of the four policy objectives, reflecting the increased importance of these objectives in supporting U.S. national interests. DAshould be made a more flexible intrument. 

4. The act would allow maximum flexibility in developing strategiesandprogramsfor pursuingthe four objectives
The new act would set down operational and policy parametersfor U.S. economic assistance programs and policies. It would avoidmost of the conditions, restrictions, directives, and earmarks of thecurrent act.-Congressional notifications would be required for changes incountry levels but not for project changes.-Reporting requirements would be kept to a minimum. 
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-Appropriation of DA funds would not be divided into function
al accounts. 

-Funds would be appropriate on a no-year basis, thereby remov
ing pressure to obligate funds hurriedly at the end of the fiscal 
year.

Th,? agency would inform the Congress about specific cointrv 
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 
gridlock. The cumulative impact is a program that simply does not 
work. 

The present system results in a program that focuses on process, 
on meeting legislative and administrative deadlin,-s and tiling
forms and reports, not on the substance of activities. Currently, ad
ministrators must find a distribution of development assistance
funds that fits in with country, functional, and special program
earmarks, and still bear some relation to the needs and circum
stances of each particular country. ESF is earmarked almost com
pletely on a country basis. Earmarks deny the flexibility needed to 
respond to changing needs during the fiscal year. They reduce U.S. 
policv leverage because recipients know, that funds will eventually 
e forthcoming. With extensive earmarking. A.I.D.'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,
better use of talent, and concentration on central, long term, 
i-sues. 
.5. The act would require an accountability system based on the 

measurement 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. foreign
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.I.D. so the reports are too 
voluminous to be read by Congress. The accountability burden 
turns attention away from what has and had 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. 



There are three elements to a new system of accountabdlitv. 
ii,
Clear and realistic objectives must be establishvd.
(iiiReporting must be results-oriented and appropriate for

assessing policies and programs.
(iiii Both Congress and the Executive branch must know wl.-,

is responsible.
This will require the administrating agency to give greater pri,i,%to evaluation of projects and programs. In addition to ongo!,,eva!ua:ion by A.I.D. and GAO. a full country review could be t;::dertaken periodically. (perhaps every five years, by a team co:!..posed of agency evaluation personnel and other experts from c-..eminent agencies (such as GAO [General Accounting Office ! .:OTA [Office of Technology and Assessment], and from outside 

ernment.Such a 
x.

review would cover all U.S. assistance activities ir) 
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. a;,
the agency administrator. 

For its part, Congress must engage in more rigorous oversight.The House Foreign Affairs Committee oversight responsibility
could be centered in a Foreign Assistance Oversight Subcommi-,'
or an ad hoc group with a strong staff dedicated solev to the tasl..:
6v'ersight. The subcommittee or group would be the key point L_,:oversight of foreign assistance programs and policies, and for lei!-lative changes, working closely with subcommittees 
 of the Hu-.Foreign Affairs Committee and with other committees that hav.
authorizing and appropriating responsibilities for the foreign assisiance program. It would als. consult extensively with the executivebranch. The Congressiona].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 cooperationagency to ad.


minister U.S. economic cooperationprograms
 
The most effective way to remove bureaucratic cobwebs and takeup the new mandate is to create a new entity to allocate and administer economic assistance. The more precise and flexible maniate of the International Economic Cooperation Act requires an appropriate structure-an Economic Cooperation Agency (ECA), asthe successor to A.I.D.
There is no one ideal structure that will resolve the numerousorganizational and administrative issues. Various organizationalmodels have been proposed. These should be discussed during committee deliberations and in extensive discussions with the execu

tive branch.
There are, however, key requirements which should guide thedesign of a new structure:

(i operational flexibility and decentralization of responsibility to encourage innovative, responsive programs that seeklong term progress on development priorities.
(ii) authority and flexibility to allocate and implement assistance in order to maximize achievement of the four objectives

of economic assistance. 

C; 
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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. 

(liv 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 PVO'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 it-ill require greatercoordination 
.oordination is required at three levels: 

(i InternationalCoordination.-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. 

(ii)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 international 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 National 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 involved 
in foreign economic cooperation. 
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Alternative%, coordination could occurthrough 	 at the cabinet lev&.a cabinet committee, or by giving one cabinet department overall responsibility Or, a new foreign economic coop.eration administering agency could givenbe the role. Wha-ever the new structure, the'Administrator of the ECA wolube closely involved in coordination.There have been many failed experiments at coordinatic.:The important issue is how, butnot that coordination occu,Success will ultimately depend on the commitment of the Executive branch and the officials involved. The new coordinatio:structure must be formulated jointly by Congress andministration, 	 the Adand mesh with the organizational structure o."the 	 new Administration and the ECA. The new legislatiomust identify a clear coordination authority which can 	be heldaccountable by the Congress and the President.
(iii, Field Coordination.-U.S. programs and 
 policies shoudbe coordinated at 
nation could 

the field mission level. For example, coordibe improved between A.I.D. private sector pro.grams, the Foreign Commercial Service, the Trade and Dev'l.
opment Program, and 	the Overseas Private Investment Cori)and between A.I.D. agricultural programs, P.L. 480 assistance.and the work of the agricultural attache. 
8. 	The act would require a simplerprocurement regime for the ecunomic assistanceprcgram

U.S. economic assistance programs are covered by federal acquisition regulations. These 


which operate 
regulations are designed for agencies
in the United States, not overseas. Exemption 
 forparticular procurement is possible but only throughing 	paperwork a time-consum.process. The cumbersome procurement process discourages some individuals from participating in U.S. developmentassistance programs and makes it more difficult for A.I.D. to workjointly with other donors and institutions.A simpler, more flexible system, designed for an agency whichoperates overseas, would enable a more timely response to existingneeds and conditions, thereby increasing the 	effectiveness of theforeign assistance program. 

9. The act would require modes of operation that maximize aid effectiveness in tackling today's problems
Key principles in increasing the effectiveness of the economic assistance program are:

(i) Focus on global problem-solving-dealing with problemscommon to many countries. It is inthe United 	 the primary interests ofStates to focus on easing problems which affectmany nations, such as environmental degradation, AIDS, rapidurbanization, arid agricultural production, and barriers tomarket forces. Therefore, while much foreign assistance wouldcontinue to be carried out on a bilateral basis, the 	programwould aim to deal with constraints to the achievement of keyobjectives. This approach rests on cooperation and reciprocitYof benefits, rather than one-way transfers of aid.(i)Utilize U.S. comparative advantage. The impactassistance is maximized 	 of U.S.
by drawing on those areas in which 
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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.I.D. to focus on program and 
project sustainability, particularly by seeking the broadest par
ticipation appropriate, in both design and implementation. To 
further encourage sustainable projects, the new organizational 
structure must provide the necessary degree of flexibility for 
projects to adapt to local conditions. 

(iv) Use economic assistance, both development assistance 
and ESF, to promote sound economic 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 govern
ments 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
ria to measure country performance, as under the Fund for 
Africa. 

If U.S. assistance is 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 
likelv to hinder economic growth and to be economically and 
politically destabilizing, and therefore be antithetical to U.S. 
economic and political interests and objectives. 

(v) 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 countrv. rather than returned to the U.S. Treas
urv. Such use of reflows should be used to reward countries 
wlich 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 

/
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currencies then used for development projects which requirelocalU.S.expenditures.government officials should be encouraged to work withhost country officials, other donors, internationaltions, U.S. commercial banks, and with organiza

various non-govern.mental organizations that are seeking innovative mechanismsto reduce the debt burden of developing countries.10. The act would authorize cooperative development relationshipswith advanceddeveloping countries[ADCs]
Advanced developing countries, such as Morocco,Costa Rica, are approaching Jordan, andthe point where they may norequire concessional assistance. Others, longer

such as Taiwan, Korea,Brazil, and Argentina have already "graduated"program. However, from the U.S. aidmany have important development problemsand their participation is important in solving global problems. Forexample, deforestation ption of Brazil; the U.S. 
cannot be dealt with withou', .e cooperacannot seek regional cooperation on drugsand immigration without working with Mexico. Continued cooperation with potential aid graduates, such as India and Thailand maylead to breakthroughs in health and agricultural science.It does not serve U.S. interests to spend 20 to 30 years buildingup development relationships with a country, and then to suddenlydrop them when conceszional assistance is no longer required. Thismeans cutting those links just when the other country is most ableto 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 develop new ways to sustain and nurture those well-developed relationships. This could be done throgh bilateral commissions, scienceand technology foundations, or joint working groups focused on keydevelopment isues. The development of relations with ADCs is animportant part of the shift that the United States must make from"foreign aid" to cooperation with developing countries. 

B. MILITARY ASSISTANCE1. Consolidatemilitaryassistance "rtoone funding source
Consideration of military assistancc will be more focused if theForeign Military Sales (FMS) fimandnig and the grant Military Assistance Program (MAP) sharepresent, cash the same funding source.arms sales and FMS financing At are contained in theArms Export Control Act (AECA). The grant MAP program com sunder the Foreign Assistance Act
There is no compelling operational or political need for two separate military assistance accounts, particularly as both are nowalmost conpletely grant piograms. One funding source would allowclearer analyis of the aid xLqueat and the conditions attached tomilitary aid for each country. Puting FMS with MAP would sepa.rate sales that use assistance dollars from cash arms sales. Underthe merged account, terms, conditionality, and eligibility for creditand grant countries would be clearly established. Standards wouldbe set based on economic conditions and ability to repay. The single 
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account would 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 .vortControlAct 
A new Defeise 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 linkager attached to military assistance and should be 
part of an overali export promotion and control effort. This ap
proach 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 notification 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. 

3. Clarify the goals of the MilitaryAid Program 
The military assistance program should meet political and strate

gic objectives but it should 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.

Focusing program goals and Congressional oversight on narrower 
military objectives would help provide a basis for improved ac
countability on the uses of military assistance and sales programs 
cannot and should 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 .wersight
of how money is being spent, r'id whether military objectives are 
being advanced would increase , le effectiveness of the program. 

4. Improve accountabilityfor 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-countIy transfer, arising out of licensing
and co-production agreements. Action is seldom 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: 



genuinely centralized accoun:,.
system witnln DOD fo:ri1itarv sales. Full acccun'ing o-:
expenditurez- requires a system that accesses data tfromthree accounting systems in the military 

a!. 
services and thatserves as a authoritative data source for accounting and infor. 

mation on military sales.Iii: Greater monitoring of military assistance and sales asse:in foreign countrits. In recent years. military advisory groun.have increasingly focused on providing information on _'.,produced systems and promoting other military objectives. Lu,program monitoring has suffered. In instances ha.some thisresulted in illicit third-country tranfers of U.S.-supplied equip
ment.

(iii, E.tablishment of appropriate sanctions for illicit thirdcountry transfers by recipients of military assistance and sales.and participants in'weapons co-production agreements. The dk.tection of such transfers requires improved controls. manac. 
ment. and intelligence. Effective sanctions are necessary t.deal with violations. as diplomatic protests have often beeneffective. These sanctions should include suspension of cop:-

it.. 

duction agreements for other pending arms sales.

i'-, Prohibition of the 
use of military assistance funds fridirect or indirect offsets, unless specifically authorized by Con.gress. and negotiation of bilateral or multilateral agreementz

concerning the range of permissible direct and indirect offsetinvolving military assistance and sales. Trade offsets. a pr.,lem for many years, are only likely to increase, given that th. 
are a major reason for many countries' purchase of America:!made difense articles. While commercial offsets may in mai.vinstances be a fact of life. U.S. government funds should not brused to promote the business interests of one company ov,.i
that of another. 

IvI Tighter controls on the selection and use of private ind;.viduals and companies receiving military assistance funds de:ignated for foreign governments. When foreign governments
designate their own freight forwarders and purchasing agentsfor military assistance transactions, more stringent eligibilitystandards, and fiscal and accounting controls are necessary.

vi, Requirements that American companies use Federal Acquisition Regulations (FAR) regarding price, profit, quality as surance, an d payment, if their commercial arms sales involveFMS 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. 

5. Reduce, if not eliminateearmarking 
Currently, 98% of the FMS account and two thirds of MAP account are earmarked. The inflexibility created by earmarking hampers the program in several ways: first, it limits the ability to meet

contingencies and to implement programs smoothly. Secondly, itundermines attempts to influence recipients through military assistance. 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 
relying 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 individualcountries with 
an unearmarked regionalcontingency 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 which 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 Congress. 
7. Establisha separatebase 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.

Congress has confronted growing shortfalls in military aid appro
priations for base rights countries. A number of base rights agree
ments 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 NATO for basas in Europe, and with 
Japan for bases in the Philippines. The relationship with NATO 
should be considered in the light of the larger alliance-wide region
al security framework, with base rights access being a legitimate
element of burden-sharing. 
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A separate account with clear funding limits is an importantstep in the U.S. strategy for securing base rights access. The U.S.must, over time, develop defense relationshipson economic that are not basedor military assistance, or "rent", but on mutual securitv concerns. 

8. Create a separateline item for police training
A separate line item for police training would enable the legisla.tive and executive branches to establish appropriate objectives andguidelines for police training.

Separate funding 
 would segregate military training for policeforces from civilian training, leaving

than the latter to agencies otherDOD and State. Currenflv. the prohibition on the use of a:sistance for police training (Section 660 of the Foreign Assistanc:.Act' is accompanied by numerous exceptions. Such an approach ismisleading, and hinders effective legislative oversighttype of support as to whatfor police training is appropriate and under whatcircumstances. 

9. Encourage aid graduction 
Military assistance concessional sales and credit programs shoulpermit and encourage graduation to a fully cash sales relationship.For this to occur, it is essential that a credit component remainin the authorization process, so that countries near the graduationpoint in economic development make acash can gradual transition toarms sales. Portugal, Greece, and Turkey are currently approaching this point, and Spain and Korea recently graduated."In addition, military assistance funds should be used for licensingand co-production agreements, including offshore procurement oflow and medium technologies. This would enable recipients to establish a rudimentary defense industrial base, while protecting and
controlling more sophisticated technology.
 

10. Examine alternativefinancing 
The establishment of an alternative system for financing military assistance should be considered, although the evidence of theefficiency of such financing is mixed and the political obstacles are
significant. ).,.
with the economic assistance program, the likelihood of shrinking funds requires creative uses of alternative financing to stretch available resources.There are many possible alternatives that can be explored. Forexample, the prohibition in the Arms Export Control Act theonuse of Ex-Lm-Bank financing for military sales is outdated and doesnot 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 authorizes the blending of government and commercial credit to refinance past FMS credit. We should explore this option of blendingcredit for future FMS financing. Finally, some in the Executivebranch have advocated a return to the use of government.guaran.

teed loans to finance military sale. 
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11. Coordinatemilitary assistancewith otherforeign 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 mnilitary 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.I.D. do not formulate a comprehensive coordi
nated strategy that integrates economic and military assistance. 

Yj 



V. RESERVATIONS OF REPRESENTATIVE BENJAMIN A. GILMAN 
The Task Force Report contains a succinct-yet thorough-de.scription of the range of foreign assistance programs. It also outlines many thoughtful findings and recommendations for legislative action. Many of the recommendations have a great deal of meritand I believe that Congress and the Administration should considerthem carefully.I must, however, identify some of the differences I have with thereport. First, one of my major concerns in the security assistancearea is the Chairman's recommendation that we establish a temporary base rights fund, but that this fund will be plued out over (5)five years. While I believe that it is important to remove ourselvesfrom the current "rental relationship" with certain base rightscountries, I also believe it is unrealistic to think that some of thesecountries will be able to do without military assistance in the foreseeable future. I am convinced that it is in our national interest tocontinue to target strategically important countries which haveU.S. bases asposed to ending

priority security assistance recipients. I amthis "rental relationship" with base rights
not optries, as counlong as everyone recognizes that this does notwe mean thatwill end military asaistance to these strategically importantcountries as well.Second, the report calls for the reduction if not elimination of allearmarking. In my view, there should be a limited number of exceptions to this proposal. I believe that earmarks in current law forGreece, Egypt and Israel must be maintained to make clear our unequivocal support for the security of those countries, as well as ourcontinuing support for the Middle East peace process in the lattertwo countries. There should be consultation with the Administration at the highest. levels ret;xrding core earmarks which enjoy aconsensus of support in the Congress and in the Executive Branch.Beyond this, I do agree that we should attempt to sharply curtailthe number of erarmarks in the law. 
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102 STAT. 2268-44 PUBLIC LAW 10-461--OCT. 1, 1988 

Prsidnt of UA M AIthaNCt or BA&Ncz.-Accordingly, the President shall 
en t, for each fiscal year, the ratio of

the value of eicey defense articles made available for 
ey undeir this section, to

(2) e value of exeam defense articles made available for
Greece der this section, closely approximates the ratio of(A)u.,anountof military mitance and financing pro

vided fo- rkey, to 
(B) the unt of military msistance and financing pro

vided forb e
(c) ExczinON TO aINT.-Subsection (b) shall not apply ifeither Greece or Turk. ceases to be eligible Zo receive excess 

defense articles. 
D OF CHIWWN 

Stc. 570. It is the saie of that the practice ofdetaining children without c tri is unjust inhumane, iiin an affront to civilized principle& Conivue further believesthat it should be the policy of the Uni tates to make the endipg
of the practice of detaining children witho charge or trial a matterof the hhest priority. Therefore, the Co believes the Secretary of State should convey to all int rnation organizations thatending the practice of detaining children witho charge or trialshould be a policy of the higheat priority for th organization&. 

MLTARY ANMTACZ To MZAMUQUZ 

Stc. 571. Notwithstanding any other provision of law, no of thefunds approprmted oe oth.rwise made available pursuant to 
may be uned to provide military aistance to Mozumbique. 

Act 

,v~*** RATRXLYIZAWY DZVELOPE COUNTIU 

22 USC 2151 ..$ i f cal Yemnote. 1990 and 1991, the President may uwee of paragrphs (A) (B) of section 12(cX1) of the1nd 
FeoiiAsais..ce Act of 1961 with respect 0 such aggregatemounts of principsl and interest payable during each of these fiscal 
yean the President may determine, or at any time after Septem

.ber 80, I9, the Pre"int may, if he detemine it is in the nationalintere t to do so, we the authority of those paragraphs with respect-* wch aggregate amounts of ou principal and interest
vyabl. at any tim after that date w the .Psdentmay determine. . The authority Providd in thi section may be exercised with respect

to any countr described In the last sentsmc of thin seciion and maYbe ezrcisnd nowithstandin c.' 124(cX2) of that Act. In exercias.
ing the authority provided in this uctm, the President awy waiveM rewumet that equivalent o loade currencies be
dapmifea into local currecy accounts in acwdancs with paragraph(A) of ection 124(cX1) of that Act, to the extent that the Preideni
d sffcient local currenciss are otherwise availabledetermines that 
to achieve dovelopu nt objcve This vtwOn applies with respect
to any relativaly 10W deieloped country, or any country in Sub.Sahaan Africa (without regard to whether that country is a rel.
atively leas devaloped coutry within the meaning of section 124(a)
of that Act iIf

(1)an International Monetary Fund standby agement is ineffect with respect to that country; or 



PUBLIC LAW 100-461-OCT. 1, 1988 102 STAT. 2268-45 
(2) a structural adjustment program of the InternationalBank for Reconstruction and Development or of the Inter.
national Development Association is in effect with resped to
that country; or(3) a tructural adjustment facility or enhanced structural 

adjustment facility with the International Monetary Fund is in
effect with respect to that country.
 

HONDVtN=-AIiRjZ CASE 

Stc. 74. It is the sense of the Congress that, pursuant to theprocpvu contained in section U)under the heading "Assistancefor Centr America" enacted in Public Law 100-71, the Honduran
Governmen appzars to have made a reasonable and good faith
settl ment o r baced on c factual analysis by third parties, and theowner of the p rty in _question is strongly encouraged to acceptthe prposed set ement. Therefore, notwithstanding the provisionsof such ection, 000,000 of the Economic Support Funds madeavailable by Public w 100-71 for Honduras but withheld from
expenditure shall be vailable for expenditure upon enactment of
this Act: Provided,Th if a settlement is reached on the property in
question, then the additi $15,000,000 withheld from expenditurepursuant to such sction I then be available for expenditure. 
CONGMUiONAL PKNZTATJO 17U GZCUary ASUM'ANCE PROGRAMS 

Stc. 575. Unless the fully i final vervion of the ruwal year1990 Congressional Presentation r Security Assistance Programs
is received by the Congress by h 1, 1989, $10,000,000 of the
funds appropriated by thi Act for th Milita.y Als ance Programshall be returned immediately to the nea Fund of the United
States Treasury. 

GOUTH AFMCA-CDflI 

SEC. 576. Of the funds made available this Act under theheadi.g "Economic Support Fund", not less $10,000,000 shllbe made available for echolarships for disadv taged South Afri.cans: Provided, That these fungsall be in dition to fundsearmarked under such heading for SubSaharan 'ca. 

THIR PAMT TEANSFK 
SEc. 577. Section 8(d) of the Arms Export Con I Act is n u8csraamended

(1)in parwaph (2XA, by ab n out "Iew" and in
lieu thereof'"jit niolutlon as proviided for in sections X(2)
and NNW)( of this A#%?,4nd
(2) in araph ()by.adding at the and thereof 
consent s Ilbecom efiv~je then only if the C m 

ch
 

not enact, within a 3(04s paim a joint risolutn
for in sctions N0,2) and O(c8) of this Act as 
the

pmposed transfer.". 

NAROMlW WNorn Psocaw 
Suc. 578. (a)) Of the funds :a ated by t Act under the 

heading "Economic Support Flund 1,000000 shall be made avail



ection 564 also directs the Secretary of the Treasury to
instr 
 t the U.S. representatives to the IB's to vote against
any loba 
 to Panama unless the President certifies to the
condition 
 listed above. 
 (Note. as well, that section 565 of
the Act-eo 
 locates to other countries, the sugar quota
applicable t Panamanian exports to 
the United States if the
President is n t able to make certain certifications regarding
the restoration f freedom of the press and other
 
constitutional gu antees.)
 

25. Sec. 56. ohiatble 
 Assistance to
Terrorist Countries. 
 ection 568 prohibits the obligation or
expenditure of funds fo 
 "bilateral assistance" for any country
"listed in" section 6(j) 
 the Export Administration Act of
1979. 
 In the event funds ve been expended prior to October
1. 1988 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 humanitar 
an purposes.
 

Section 6(j) 
of the Export Admin stration Act of 1979 does
not contain a list of countries which ractice or 
condone
terrorism. Instead, section 6(j). 
in p t. authorizes the
Secretary of 
State to make a determinatio 
 (for purposes of
approving certain export licenses) that a 
 untry has
"repeatedly provided support for acts of int rnational
terrorism.,, 
To date, the Secretary has deter 
ned that Libya.
Iran. South Yemen. Syria. North Korea. and Cubahave provided
sUch support for acts of 
international terrorism,
 

Note. as well. that section 567 of the Act requ 
es the
Secretary of the Treasury to instruct the U.S. repres 
tatives
to the 1.DB's to vote against any loans or other uses o±\.tnds
to or for 
a country for which the Secretary of State has 
 ade a
section 6(J) determination.
 

26. S . Relatively Least De2 
 rie
Section 572 provides authority to implement the retroactive
 terms adjustment provisions of FAA section 124.
 

- During rY 1990 and FY 1D91 the authority of section 124
 
may be exercised by the President with regard to

interest and principal payable in each of these years.
 

- At MM JJM after September 30. 1989. if the President
determines it is in the U.S. national interest. the
authority of this section may be used regarding the
 
g.g.r..e amount of principal and interest payable at
 
any time by an eligible country.
 

(X
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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 IBRD 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 to repay in local currencies the
 

,aggregate of outstanding principal and interest owed on
 
loans made under chapter 1 of Part I and chapter 4 of Part

II 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 arrearages or payments owed
 
in such fiscal year. or fo. any payments that may be owed
 
in future fiscal years. The pxovision also permits the
 
President to forgo the ropayment of aggregate outstanding

principal and interest entirely in some cases. 
The
 
committees expect to be kept informed regarding plans to
 
implement this provision."
 

27.-e Ram As noted earlier, the Act allows
 
the rele eof $5 million of the $20 million of ESF withheld
 
from disbuement for Honduras as a result of the Ramirez case.
 

28. Sec. 5r&. ssistance for Poland. Section 583 permits

the use of up to,00.00 of non-convertible and convertible
Polish currencies 
 the reconstruction. renovation 
and
 
maintenance of the Re 
arch Center on Jewish History and
 
Culture of the Jagiello an University of Krakov. Poland.
 

.Camotetitf- Section 584 requires

ail A.I.D. direct contracts and*1olicitations (and subcontracts
 
entered into under those contrac ) to include a clause
 
requiring U.S. marine insurance co anies have a fair
 

29. . "nn. 


-Q pportunity'to bid for marine insura 
e when such insurance is
 
necessary or appropriate.
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tLi P4' my on a case-b)y-case basis, waive the restriction established byMs ubsection, after taking into account the effectivenessof the overseas development activities of the organization, its levelof volunteer buport, its financial viability and stability, and thedegree of its dependence for its financial support on the agency primarily responsible"fQr administering this part.Wh) 5 The Congreserecognizes that, in addition to their role insocial and economic development, coope;atives provide an opportu.nity for people to participate directly in democratic decisionmak.ing. Therefore, assistance undar this chapter shall be provided torural and urban cooperatives *tNch offer larg numbers of lowand middle-income people in developing countries an opportunityto participate directly in democratic'decizonmakin. Such assistance shall be designed to encourage the 4dcption of self-help, private sector cooperative techniques and practices which have beensuccessful in the United States.
Sec. 124.86 Relatively Least Develod Countries.-(a) Relativelyleast developdcntries (as determied on the is of criteriacomparable to those used for the United Nations General Assemblylist of "least developed countries") are characterized by extremepoverty, very limited infrastructure, and limited administrative capacity to implement basic human needs growth strategies. In suchcountries special measures may be necessary to insure the full effectiveness of assistance furnished under this part.(b) For the purpose of promoting economic growth in these countries, the President is authorized and encouraged to make assistance under this chapter available on a grant basis to the maximumextent that is consitent with the attainment of United States de

velopment obi-ctives.7(c) (i) The Congress rocognizes that the relatively least developed countries have virtually no access to private internationalcapital markets. msofar &a possible, prior assistance terms should'be consistent with present grant assistance terms for relativelyleast developed countries. Therefore, notithstanding section 620(r)of this Act and section 321 of the International Development andFood Assistance Act of 1975 but subject to paragraph (2) of this
gubsectioa, the President on 
a can-by-ce. basis, taking into account the needs of the country for financial resources and the commitment of the country to the development obetives set for.h in

sections 101 and 102

(A)may permit a relatively least devebp countr to laceamounts, which would otherwin be paid to the-Uates as payments on or interest on liability
that ounty 11--m-by prodecessor Iqi1,tion)into locaJ curre to (I equivalent amounts of local 

currenc~ sb the official exchange rate forUnited States dollar.) for use by the raltively Inat developedcountry, with the concurrence of the Administrator of the 

me. 12Lt oi mtm Md"2 USLC Sh1v. &m INwo aiW i aX eugkepo"Fcd Amamwm Act dt 18 8ublic Law 3.d24; 2 &&Lat. 9 .a'8. HUMEZ of the Itatimg Doeopenomt anod AM&azam At of 137 M3bat35)NOaWethat Ohe autheety pmaed by mohmc. WcMuhad bums inC1M~W . 1M37. 



agency primarily respouible for adminstering this part, for 
ctivitie which e consistent with section 102; and 

(B) may waive interest paymcats on liability incurred by a 
relatively least developed country under this part (or any pred
ecvaor leffiation) if the Presideat determines that that coun
try would be unable to ue for development purpoww the equv
aleLut amounts of local currencis which could be made avail
able zmder subparagraph (A).

(2) 'Th alregate amount of interest waived and interest and 
principal pud into local currency accounts under this subsetion in 
any " a 3r ma n exceed the amount M.r d 

r.j . pose in an und t out chapter for 
Taal nIC2 year, Mch amount aht exceed the amount author
izedto be so approved by the aual aothorizing legislation for de
velopment asistance programs. Amounts due and payable during
fiscal year 19131 to the United States from relatively leut devel
oped countries on loans made under this pt (or any predecmeor
leplation) art authorized to be approved for ue, in accordance 
with -the provisions of par ph (1) of this subsection, in an 
amount not w exceed $10,845,00." 
(3)In exercising the authority granted by this subsection, the 

President should act in concert with other creditor comtrfee. 
(d) The President may on a ca e-by-cas basin waive the require

ment of smction ll or financirl or "in kind" contributions in 
the caaeoTprogram, projed; or dvideiiwin relatively least devel
oped countries. 
'(eY&Ml11lO(b) shall not app1y with respect to grants to rela

tively least developed countries. 
125" Project and Progr&m Evaluation.-a) The Adminis

trator the acy primarily responsible for administering this 
part is to improve the asssment and evaluation of the 
prog ms rojects carried out by that agency under this chap.a 
ter. The traior shall c-wult with the appropriate commit
tee of the Co in etablishing standards for such evaluations. 

(b) 0 -1981]
Sec. 126."1 velop nt and Illicit Namcwics Productlon.-(a)

The Congrs recognz. t illicit narcotics cultivaton is related 
to overall development ems and that the vast mi * rity of all 
individuals employed in the tivation of illicit narcots reside in 
the devaloping countries and among the oort of the poor in 
those co'.itries and that thereo the ultihmte success of any
effort to eliminate illicitnarcotics utiondpends upon the 

Th Nmaa emwasfubd t u or 
151M(Pulic Law 96-M 93 Stat. 3U Tht IC90bot11w t 

adoftefolr~~ in 1dwhid IM Im-t tUe 
n V.rnw.Un,Sww*61 by am 113 or the b kat!=4~ Dmlhopnant and Food

Amistam Act of 1571 (Pblic I" 924K 92 9t2L $501 "Me wpoblty iftbc igzszoa.emntiomed Intb" mo was M to tM DIruaor o to w- 6of Raoam IfCA. pmat 
minti PlanIft2 of IM (moto'lidcim EWA 

O. J ofp sf ad pya MA~t I11Y aiMMlaw f inztutiom andtho U,,,ted N& Deoment Prv ww epoo, by sa. Ma'l'elthe IntmjmWao 
SwrtyndsvloporCo mthm 6 lkl 1560L. SuchAdo(t (P" Law r6,-ll3;'D5S1&L 

J.S.. 25,,.= a*by ow- 110 of the Intmnatioal Deoowant Coopra.Se.. v 
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