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Preface

This volume includes 16 papers that were prepared as part of a research
project by the National Bureau of Economic Research on Developing
Country Debt. These papers examine other debt crises that occurred
before World War II, political factors that contribute to poor economic
policies in many debtor countries, the role of commercial banks and
the International Monetary Fund (IMF) during the current crisis, the
effect of developed country economies on the debtors, as well as pos-
sible solutions to the debt crisis. In addition, the volume includes sum-
maries of case studies of Argentina, Bolivia, Brazil, Indonesia, Mexico,
the Philippines, South Korea, and Turkey.

The findings of NBER’s Debt project were presented at a conference
for government officials of lending and debtor countries, economists
at international organizations, and representatives of banks and other
private firms with interests in the debtor countries. The conference
was held in Washington, D.C., from 21 through 23 September 1987.

These 16 papers will also be published in longer and somewhat more
technical versions. One volume will contain the eight papers on selected
topics. Another volume will include studies of the four Latin American
countries, while a final volume will have the studies of the other four
countries.

We would like to thank the Agency for International Development,
The Ford Foundation, Mr. David Rockefeller, the Rockefeller Brothers
Fund, and The Tinker Foundation for the financial support of this work.
The success of the project also depended on the efforts of Deborah
Mankiw, Yasuko MacDougall, Kirsten Foss Davis, Ilana Hardesty,
Robert Allison, and Mark Fitz-Patrick.

Jeffrey D. Sachs

xi



1 Introduction

Jeffrey D. Sachs

1.1 Introduction

The Project on Developing Country Debt undertaken by the National
Bureau of Economic Research in the past two years seeks to provide
a detailed analysis of the ongoing developing country debt crisis. The
focus is on the middle-income developing countries, particularly those
in Latin America and East Asia, though many lessons of the study
should apply as well to the poorer debtor countries in sub-Saharan
Africa.

The urgency of the NBER study should be self evident. For dozens
of developing countries, the financial upheavals of the 1980s have set
back economic development by a decade or more. Poverty has inten-
sified in much of the developing world as countries have struggled under
an enormous external debt burden. Moreover, the world financial sys-
tem has been disrupted by the prospect of widespread defaults on the
foreign debts of the developing world. More than six years after the
onset of the crisis, almost all of the debtor countries are still unable to
borrow in the international capital markets on normal market terms.

Table 1.1 shows several aspects of the economic crisis of the major
debtor countries in recent years. Since the dramatic outbreak of the
crisis in 1982, economic growth has slowed sharply or has been neg-
ative. Per capita incomes in the most indebted countries are still gen-
erally well below the levels of 1980. And ominously, dept-export ratios
are higher in 1986 than at the beginning of the crisis.

Future growth prospects are clouded by a sharp drop in the share
of capital formation in GNP. At the same time, inflation has risen to
remarkable levels throughout Latin America. The mechanisms behind
the epidemic of high inflations are basically the same that caused the



Table 1.1 The Economic Crisis in the Heavily Indebted Countries

Average
1969-78 1979 1980 1981 1982 1983 1984 1985 1986

Per capital GDP 3.6 3.6 2.6 ~1.6 -2.7 -5.5 -0.1 0.9 1.4
(annual change)

Inflation (annual 28.5 40.8 47.4 53.2 57.7 90.8 116.4 126.9 76.2
rate)

Gross capital n.a. 24.9 24.7 24.5 223 18.2 17.4 16.5 16.8
formation
(percent of GDP)

Debt-export ratio n.a. 182.3 167.1 201.4 269.8 289.7 272.1 284.2 337.9

Source: All data refer to the fifteen heavily indebted countries: Argentina, Bolivia, Brazil, Chile, Columbia,
Ivory Coast, Ecuador, Mexico, Morocco, Nigeria, Peru, Philippines, Uruguay, Venezuela, Yugoslavia. Data are
from the IMF World Economic Outlook, April 1987. Inflation refers to the consumer price index.

n.a. = not available.
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hyperinflations in Central Europe after World War I, with foreign debts
now playing the role that reparations payments played in the post-
World War I crisis.

The NBER Project analyzes the crisis from two perspectives, the
individual debtor country, and the international financial system as a
whole. A major goal of the country studies is to understand why some
countries, such as Argentina or Mexico, succumbed to a serious crisis,
while others, such as Indonesia or Korea, did not. Another important
goal is to understand why most of the debtor countries have been unable
to overcome the crisis despite many years of harsh economic
adjustments.

To analyze such questions, the NBER commissioned eight detailed
country monographs, covering four countries in Latin America (Ar-
gentina, Bolivia, Brazil, and Mexico) and four countries in the Middle
East and East Asia (Indonesia, the Philippines, South Korea and Tur-
key). Each study was prepared by a team of two authors: a U.S.-based
researcher and an economist from the country under study.

The choice of countries was dictated by several considerations. First,
the project aimed to include the countries with the largest external
debt, since their behavior is most important from a global economic
point of view. Second, the project was designed to investigate both
successes and failures in external debt management. Thus, we have
countries that succumbed to serious crisis, and have so far not re-
covered (Argentina, Bolivia, Brazil, Mexico, and the Philippines); a
country which succumbed to crisis but has recovered in substantial
part (Turkey); and two countries that did not succumb to an external
debt crisis (Indonesia and South Korea). Third, the project aimed to
compare countries that varied widely in economic structure, particu-
larly in the structure of international trade. Thus, as shown in table
1.2, our case studies include countries heavily dependent on primary
commodity exports (Argentina, Bolivia, Indonesia); countries with a
mix of commodity and manufactured exports (Brazil, Mexico, the Phil-
ippines, and Turkey); and a country almost wholly dependent on man-
ufactured exports (South Korea).

The economic performance of the eight NBER countries is sum-
marized in table 1.2. The table shows the very broad range of expe-
riences. Economic growth is strong, and inflation relatively low, in
South Korea, Indonesia, and Turkey. The Latin American economies
all have low growth (negative in per capita terms), and very high in-
flations. The Philippines has low growth but also low inflation. The
external debt burden, measured by the debt-export ratio, is heaviest
in Latin America and the Philippines, and relatively light in Indonesia
and South Korea. Turkey is ranked in the middle. As shown in the
final column of the table, two countries (Indonesia and South Korea),
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Table 1.2 Economic Performance in the Eight NBER Countries

Primary Share Debt

GDP Inflation  of Commodities Debt-Export  Rescheduling
1980-85 1980-85 in Exports, 1985  Ratio, 1985 1975-86

Argentina -1.4 342.8 82 576 Yes
Bolivia -4.5 569.1 94 601 Yes
Brazil 1.3 147.7 59 417 Yes
Indonesia 35 10.7 89 191 No
Mexico 0.8 62.2 73 445 Yes
Philippines -0.5 19.3 49 563 Yes
South Korea 7.9 6.0 9 156 No
Turkey 4.5 37.1 46 315 Yes

Source: World Bank, World Development Report, 1987. GDP and inflation measures are
annual rates of change.

escaped a debt crisis altogether, though Indonesia’s debt position re-
mains somewhat precarious. Turkey’s crisis came in the late 1970s,
before the onset of the global crisis. The Latin American economies
and the Philippines have all been engaged in repeated reschedulings
since 1982-83.

The individual country studies can answer only some of the questions
about the crisis, since global factors have undoubtedly been key to
many of the developments in the past few years. Indeed, as Lindert
and Morton stress, international debt crises have been a recurrent part
of the international financial landscape for at least 175 years, in the
1820s, the 1870s, 1890s, and 1930s. It is important to understand the
fundamental properties of the international macroeconomy and global
financial markets which have contributed to this repeated instability.

The NBER studies in this project that take a global or ‘‘systemic”’
perspective cover several important topics, including: the history of
international sovereign lending (Eichengreen, and Lindert and Mor-
ton); the nature of negotiations between the commercial banks and the
debtor countries (Krugman); the role of the International Monetary
Fund and World Bank (Sachs); the global linkages between debt and
macroeconomic policies in the industrial countries (Dornbusch); the
appropriate role for long-term structural adjustment policies in the debtor
countries (Edwards); the political factors within the developing coun-
tries that contribute to economic crisis versus stabilization and growth
(Haggard and Kaufman); and possible new approaches to the global
management of the crisis (Fischer).

1.1.1 The Creditor and Debtor Views of the Crisis

The international debt crisis has already given rise to many oversim-
plified interpretations, most of which can be dismissed on the basis of
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the studies in the NBER project. Simple ideas abound on this topic,
often because they serve particular vested interests. Creditors want to
blame the crisis on the policy mistakes of the debtor governments.
Debtors want to blame the crisis on the macroeconomic and trade
policies of the creditor governments. Both sides are keen to neglect
the more nuanced historical record.

The mainstream creditor interpretation (as expressed variously by
the United States government, the international institutions, and the
commercial banks) can be summarized as follows. The debt crisis
emerged largely because of the policy mistakes of the debtor govern-
ments. LLoans were wasted by inefficient state enterprises, or were
squandered in capital flight. ‘‘Successful”’ governments were those like
South Korea, which pursued free-market economic policies, while un-
successful governments smothered economic growth with government
regulations. With sufficient economic reforms, including trade liber-
alization and an encouragement of foreign direct investment, the debtor
countries will be able to grow out of the current crisis.

Most creditors have also maintained that the only proper way to
manage the current crisis is to insist that the debtor governments honor
their debts in full, since to do otherwise would threaten the international
financial system. To grant debt relief to the debtors, they also suggest,
would hurt the debtors more than it would help them, because it would
cut the debtors off from future borrowing from the world financial
markets, and thereby hinder their economic growth.

The debtor perspective, of course, differs at key points. Debtor gov-
ernments hold that the crisis erupted because of the rise in world
interest rates, the fall in commodity prices, and the collapse of world
trade at the beginning of the 1980s. They blame the macroeconomic
policies of the creditor governments, particularly the U.S. fiscal poli-
cies, for many of the global shocks. Debtor governments typically
downplay the role of debtor country policies in the crisis, and often
state that advocates of ‘‘free-market policies’’ in response to the crisis
are simply serving foreign interests (e.g., multinational firms) at the
expense of the domestic interests. Many debtor governments argue
that successful adjustment will require some debt relief. One reason
for this pessimism is the view that attempts to honor the debt burden
through increased exports would simply promote offsetting protec-
tionist pressures in the creditor economies.

The evidence from the NBER study belies many of the points com-
monly made by both the creditors and the debtors. The historical
record and the recent experience certainly call into question the cred-
itors’ optimism with respect to rapid adjustment with growth in the
debtor countries, but also the debtor’s pessimism about the long-term
results of adjustment policy. The historical record is rather clear on
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the long-run benefits of macroeconomic stabilization and a shift to-
wards outward-oriented trade policies (though the studies by Edwards,
Sachs, Collins and Park, and Celasun and Rodrik, make clear that
outward orientation is not the same as trade liberalization, a point
sometimes missed in the current debate). The country experiences
also suggest, however, that outward-orientation requires a sustained
period of heavy investment in the export sector, as well as a sustained
period of macroeconomic stability, both of which are difficult to achieve
under conditions of financial crisis.

Both the historical record and the recent difficulties of short-run
adjustment in the countries under study highlight the debtor countries’
need for a financial ‘‘time out’’ from the crisis, in the form of a sustained
reduction in the debt-servicing burden as a prerequisite to economic
recovery. The historical cases studied by Eichengreen, and by Lindert
and Morton, show that such a financial time out has often come in the
form of a unilaterai reduction of debt payments imposed by the debtor
country, followed by a renegotiation of the terms of the debt contract
that results in a measure of debt relief (we will use the term debt relief
to signify a reduction in the contractual present value of debt
repayments).

The NBER study offers fresh evidence on several important issues,
in addition to the ones just mentioned: the sources of the debt crisis
(and of debt crises in the past); the patterns of economic adjustment
in a debtor country after a debt crisis gets underway; the nature of
bargaining between debtors and creditors; and the role for public policy
in easing or eliminating the global crisis. These subjects are now taken
up in detail in the following sections.

1.2 Origins of the Debt Crisis

The debt crisis arose from a combination of policy actions in the
debtor countries, macroeconomic shocks in the world economy, and
a remarkable spurt of unrestrained bank lending during 1979-81. The
“‘unsuccessful’’ adjusters (all but Indonesia and South Korea among
the countries in the NBER study) fell prey to a common pattern of
policy actions: chronically large budget deficits; overvalued exchange
rates; and a trade regime biased against exports in general, and agri-
culture in particular. These policies would have hindered economic
performance in most circumstances, but they provoked a deep crisis
when combined with severe shocks to world interest rates, exchange
rates, and commodity prices, in the early 1980s. The crisis was greatly
exacerbated because the commercial banks provided copious financing
for the bad policies of the developing countries for many years, par-
ticularly during 1979-81, and then abruptly withdrew new credits start-
ing in 1982.
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1.2.1 The Role of Global Shocks

The importance of global macroeconomic changes in provoking the
debt crisis have been widely noted (see Sachs 1987 for a review of this
issue). As is well known, the growth of the eurodollar market and the
OPEC price shocks of 1973-74 put in motion a period of rapid bank
lending to the developing countries. During the period 1973-79, the
export proceeds of the developing countries boomed, while nominal
interest rates on the loans were low, contributing to the happy state of
affairs that debt-to-export ratios remained modest despite heavy bor-
rowing by the developing countries. Indeed, for the non-oil LDCs as
a whole, the debt-export ratio was lower in 1980 than in 1973, while
for the Western Hemisphere LDCs, it was only marginally higher in
1980 compared to 1973 as can be seen in table 1.3.

At the end of the 1970s, therefore, the pace of international lending
did not seem to pose a serious danger to the commercial banks or to
the world economy. But few observers fully appreciated how much
this happy state of affairs depended on nominal interest rates remaining
below the growth rate of dollar exports of the borrowing countries (put
another way, real interest rates remaining below the growth rate of real
exports). Even worse, almost nobody properly understood that the era
of high export growth and low interest rates would come abruptly to
an end at the end of the 1970s.

In the happy case that interest rates are below export growth rates,
borrowers can borrow all the money needed to service their loans
without suffering a rise in the debt-to-export ratio (since exports will
grow faster than the debt). In other words, the borrower does not have
to contribute any of its own resources to servicing its debts. Once the
interest rate rises above the export growth rate, however, then the
country cannot simply borrow the money to service its debts without
incurring a sharply rising debt-to-export ratio. Sooner or later, the
country will be cut off from new borrowing, and it will have to pay for
its debt servicing out of its own national resources, i.e., by running
trade surpluses vis-a-vis the rest of the world.

The remarkable fact is how abruptly the interest rate—growth rate
relationship was reversed as of 1980, as shown in figure 1.1. Extremely

Table 1.3 Debt-Export Ratios, 1973 to 1986 (selected years)

(percent) 1973 1980 1981 1982 1983 1984 1985 1986F

Non-oil LDCs 115.4 1129 1249 143.3 152.8 148.3 162.0 162.2

Western 176.2 178.4 2079 273.1 290.4 2752 296.2  331.3
Hemisphere

Source: International Monetary Fund, World Economic Outlook, April 1986 and October
1986 editions.

PPreliminary.
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Fig. 1.1 Interest rates and annual change in non-oil export earnings

tight monetary policies in the industrial countries, designed to fight
inflation, provoked a sharp rise in interest rates, an industrial country
recession, and a steep fall in the export prices and terms of trade of
the developing countries. The debt crisis followed relentlessly upon
the resulting rise in interest rates and the collapse in developing country
export earnings. All of a sudden, all of the debt warning signs started
to fly off the charts, as seen by the rapid increase in the debt-export
and debt-service ratios after 1980. Commercial bank lending dried up
once the debt-export ratios started to soar. Total gross bank lending
to the non-oil developing countries rose by 24 percent in 1980 over
1979, 18 percent in 1981, and only 7 percent in 1982.

1.2.2 The Role of Bank Lending Behavior

Few observers perceived the risks of international lending as of the
end of the 1970s, least of all the lenders themselves. Lindert and Mor-
ton, as well as Eichengreen, suggest that in earlier historical experi-
ences as well, lenders lost sight of the inherent risks of cross-border
lending. In the late 1970s, bankers adopted the credo of the worlds’
leading international banker, Citicorp Chairman Walter Wriston, who
justified the heavy international lending with the declaration that ‘‘coun-
tries never go bankrupt.”” In the mid- and late 1970s, the commercial
banks were making enormous profits on their cross-border lending to
the developing countries. In Citicorp’s case, overall international op-
erations accounted for an astounding 72 percent of overall earnings in
1976, with Brazilian operations alone accounting for 13 percent of the
bank’s earnings (Makin 1984, 133-34).

The banks had the recent loan experience to back them up. As
already pointed out, the combination of high export growth rates and
low interest rates meant that debt-to-export ratios remained under con-
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trol despite the heavy lending. There was no real evidence, of course,
that the countries would be willing or able to pay back their loans, or
even service them, with their own resources, but that did not seem to
matter: New lending to repay old loans made sense in the circumstances.

One can fault the banks severely for not looking more deeply at the
quality of economic management in the developing countries during
this period. Few banks, apparently, were concerned with the question
of whether the debtor countries would be willing and able to service
their debts if debt servicing had to come out of national resources rather
than out of new loans. This issue seemed to be an abstract concern,
at least through the end of the 1970s.

What is truly remarkable about the bank behavior is not the lending
during 1973-79, but rather the outpouring of new lending during 1980—-
81, even after the world macroeconomic situation had soured markedly.
In table 1.4 we see the astounding fact that in a mere two years, 1980
and 1981, total bank exposure nearly doubled over the level of 1979 in
the major debtor countries. In the two years after the rise in real interest
rates, the commercial banks made about as many net loans to the major
debtors as during the entire period 1973-79.

This late burst of lending is all the more remarkable, and difficult to
Justify, in light of the enormous capital flight that was occurring at the
same time, as shown in table 1.5. In the case of Argentina, of the
tremendous rise during 1980 and 1981 in the overall gross debt of the
country, 84 percent was offset by the outflow of private capital, ac-
cording to the estimates of Cumby and Levich (1987). For Venezuela,
the offset is well over 100 percent. I will discuss the origins of the
capital flight in more detail in section 1.2.4 below.

Table 1.4 Net Liabilities of Countries to International Banks in the BIS
Reporting Area ($ billion)

December December
Country 1979 1981
Argentina 5.3 16.3
Brazil 28.8 44.8
Mexico 22.5 43.4
Subtotal 56.6 104.5
Indonesia —-0.1 -1.5
Malaysia -1.3 0.2
South Korea 7.2 13.7
Thailand 1.6 1.8
Subtotal 7.4 15.2

Source: Bank for International Settlements, *‘The Maturity Distribution of International
Bank Lending,”” various issues.
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Table 1.5 Capital Flight and Change in External Debt During 1980 and 1981
for the Major Debtors

Capital Flight Change in Ratio:

(Sum, 1980 and 1981) Gross Debt (/(2)

Argentina 12.8 10.8 0.84
Brazil ’ 19.8 1.9 0.10
Mexico 35.1 15.6 0.44
Venezuela 7.8 13.0 1.67

Source: Cumby and Levich (1987), tables in data appendix. The capital flight variable is
according to the World Bank definition reported by the authors.

New market-based lending by the commercial banks to the devel-
oping countries virtually disappeared after 1982. Even where lending
continued, the transfer of net resources to the country (i.e., new lending
minus total debt servicing on existing debt) was almost everywhere
negative: The debtor countries paid more to the commercial banks than
they received in new funds. Some countries received so-called ‘‘in-
voluntary loans’’ as part of financial workout packages, usually linked
to an IMF program. In such involuntary lending, the banks agreed to
contribute new funds on a pro rata basis, relative to their exposure at
an initial date. Even in this case, however, the new lending was in-
variably less than the amount of debt service payments due from the
country to the bank creditors, so that the net resource transfer to the
country remained negative.

The heavy commercial bank lending, particularly during 1979-81,
certainly created the potential for a serious international banking crisis.
As shown in table 1.6, the cross-border exposure of the U.S. money-

Table 1.6 U.S. Bank Assets in the Debtor Countries Nine Major Banks
End-1982 Mid-1984 March 1986
Total Exposure ($ billion)
All LDCs 83.4 84.0 75.6
Latin America 51.2 53.8 52.2
Africa 5.6 4.9 3.6

Exposure as Percentage
of Bank Capital

All LDCs 287.7 246.3 173.2
Latin America 176.5 157.8 119.7
Sub-Saharan Africa 19.3 14.3 8.1

Source: Federal Financial Institutions Examination Council, ‘*Country Exposure Lend-
ing Survey,” various statistical releases. End-1982 from statistical release of October 15,
1984; March 1986 from release of August 1, 1986. Exposures are calculated using data
for *‘Total Amounts owed to U.S. banks after adjustments for guarantees and external
borrowing."” Total exposures are calculated for All LDCs (OPEC, Non-Oil, Latin America
(Non-Oil Asia, Non-Oil Africa); Latin America (Non-Oil Latin America plus Ecuador
and Venezuela); and Africa (Non-Oil Africa plus Algeria, Gabon, Libya and Nigeria).
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center banks at the end of 1982 to all of the developing countries
equalled nearly three times total capital, and to Latin America alone
amounted to almost two times bank capital. This exposure was very
highly concentrated: about three-fourths of all U.S. commercial bank
lending to more than 40 LDCS was centered in just four countries:
Argentina, Brazil, Mexico, and Venezuela. Such normal prudential
rules as limiting exposure to any single borrower to 10 percent of bank
capital were also honored in the breach. The 10 percent rule was skirted
by major U.S. banks by counting all different types of public-sector
borrowers in one country (e.g., state enterprises, central government,
etc.) as distinct borrowers, even though they were all backed by the
same ‘‘ful] faith and credit’’ of the central government, and therefore
reflected nearly identical credit risks.

1.2.3 The Role of Debtor Country Policies

In the easy money period of the 1970s, the policies of the debtor
countries did not loom large. After all, loans were not serviced out of
the country’s own resources, but rather out of fresh borrowing. In this
sense, the countries were never tested as to whether the loans were
being put to good use, and whether the economic policies were sound.
Nor were there many complaints about the policies of most of the debtor
countries, with the exceptions of Jamaica, Peru, and Turkey, which
rescheduled ahead of the rest of the other countries.

It is only with the emergence of the debt crisis itself that the sound-
ness of the early borrowing was determined. Which countries could
service their debts without a crushing blow to the domestic economy?
Which countries would lack the economic or political stamina to main-
tain debt servicing? To some extent, of course, the answer turned on
the amount of the borrowing itself relative to national income. But
many other factors were of crucial significance: the extent to which
the debt was held by the public versus the private sector; the distri-
bution of production between tradables and nontradables; the uses to
which the earlier borrowing had been put (consumption, fixed invest-
ment, financing of private capital fight); and so forth. In all cases, these
various issues depended integrally on the types of policies that the
various borrowing governments had been following, and on the moti-
vations for the foreign borrowing in the first place.

The NBER studies suggest that two fundamental dimensions of pol-
icy require emphasis: fiscal policy and trade policy.

1.2.4 The Role of Fiscal Policy

Many of the policy actions in the debtor countries were not ‘‘mis-
takes”’ or technical misjudgments, but were the result of deeper political
instabilities. The economies in Latin America, in particular, are deeply
driven by great inequalities of income, which in turn prompt fierce
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political conflicts. The chronically large budget deficits in these coun-
tries are a reflection of these political conflicts. In some of the cases
under study, the governments were too weak to resist the demands for
spending from various highly mobilized social groups. In the most
pathological cases, the political battle degenerated into a battle of “*ins”’
versus ‘‘outs,” with the ins using the apparatus of the government for
narrow personal gain. The worse excesses of this sort are seen in the
Philippines under Marcos, and in several Bolivian regimes in the late
1970s and early 1980s.

At the same time, the governments either could not, or chose not
to, raise taxes on the economic elites. On both the spending and revenue
sides, therefore, political institutions repeatedly failed to keep the de-
mands for government spending in line with the government’s limited
tax collections. Foreign borrowing in the 1970s and early 1980s provided
a short-term way out of these political dilemmas, by allowing govern-
ments to finance large budget deficits without incurring high inflationary
costs in the short term. Simply put, the governments could borrow
from abroad, rather than face the monetary consequences of borrowing
directly from the central bank. Once the net capital inflows ceased in
the early 1980s, and governments had to start making net payments
abroad, the inflationary consequences emerged, as governments were
not able to reduce expenditures and raise revenues sufficiently in re-
sponse to the shift from net inflows of foreign capital to net outflows.
They instead turned to printing money to make up the shortfall in
foreign lending.

One of the most talked about, and misunderstood, phenomena in the
debt crisis is that of ‘‘capital flight.”” Capital flight refers to the accu-
mulation of foreign assets by the private sector of an economy, often
at the same time that the public sector is incurring sharply rising ex-
ternal debts. As an example, while the Mexican government accu-
mulated debts of approximately $75 billion to foreign creditors, the
Mexican private sector accumulated claims abroad in the amount of
perhaps $40 billion. This conjunction of heavy public debt and large
private assets is mainly a reflection of the loose fiscal policies that we
have been emphasizing.

The predominant mechanism of capital flight in the late 1970s and
early 1980s worked as follows. Suppose that the government increases
transfer payments to the private economy. In order to finance those
transfer payments, it borrows from the central bank. The central bank
financing causes in incipient rise in the money supply as the government
spends the borrowed funds. The higher money balances lead to a weak-
ening of the exchange rate as the private sector, flush with cash, at-
tempts to convert some of the increased transfers into foreign currency.
This creates the tendency toward higher inflation (the weakening of
the currency would tend to raise the domestic prices of imports, ex-
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ports, and import-competiting goods). In order to stabilize the price
level, the central bank keeps the exchange rate from depreciating, by
selling foreign exchange in return for the domestic currency (the excess
money balances are thereby drained from the economy). The central
bank runs down its reserves, and the private sector increases its foreign
asset holdings.

To maintain an adequate level of reserves, the central bank itself
might then turn to the world capital markets for a foreign loan to
replenish its reserves. Over time, the result would be the growing
foreign debt of the central bank, and growing private sector claims held
in the form of foreign currency (and perhaps actually held abroad). The
phenomenon is labelled ‘‘capital flight,” but is simply the consequence
of (1) large fiscal deficits; and (2) an anti-inflationary policy of pegging
the nominal exchange rate.

As noted later, the fiscal consequences of the foreign borrowing in
the 1970s were exacerbated by a common practice of policy actions in
the 1980s. When the financial crisis erupted in 1981 and 1982, many
private firms that had borrowed heavily from abroad were put into
financial distress. In country after country, governments took over the
private debt on favorable terms for the private sector firms, or subsi-
dized the private debt service payments, in order to bail out the private
firms. This ‘‘socialization’’ of the private debt resulted in a significant
increase in the fiscal burden of the nation’s foreign debt.

1.2.5 The Trade Regime

To the extent that foreign borrowing finances efficient investment in
an economy above the level that would otherwise be financed with
domestic savings, the foreign borrowing could well be prudent and
welfare enhancing. The key condition is that the investment project
yield a return that is above the world cost of capital, when the project’s
costs and returns are measured at appropriate shadow prices (i.e., at
prices that take into account the distortions in incentives in the bor-
rowing economy). Of course, much of the heavy foreign borrowing did
not finance investment at all. It was used, instead, to finance current
consumption spending as well as capital flight by the private sector.

It is well known from trade theory that strongly protectionist policies
drive an important wedge between market prices and shadow prices,
and thereby tend to lead to important distortions in the allocation of
investment spending. In particular, investment is allocated too heavily
towards nontradables and import-competing goods, and too little to-
wards exportables. The result is that investments that may be profitable
at market prices may be unprofitable at appropriate shadow values.
Brecher and Diaz-Alejandro (1977), among others, demonstrated that
foreign borrowing to support such misallocated investment is almost
surely welfare worsening.
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There is considerable evidence from the earlier NBER studies of
Bhagwati (1978) and Krueger (1978), Balassa (1984), Sachs (1985), and
others, that economies with heavily protectionist trade regimes fare
less well in overall economic performance than economies with more
balanced trade regimes. The superior performance of so-called
‘‘outward-oriented’’ regimes appears to involve not only a better al-
location of investment spending along the lines just suggested, but also
other factors that are more difficult to quantify (such as improved
technology transfer from abroad, higher savings rates, more market
competition, and a tendency towards better exchange rate management).

The country studies in the NBER project support earlier findings on
the superiority of outward-oriented regimes. By far the most successful
performer in the NBER study is South Korea, the quintessential
outward-oriented economy. Outward-orientation is generally measured
by the overall incentives of the trade regime on the production of
exportables relative to import-competing goods. The evidence de-
scribed by Collins and Park suggests that the overall effect of trade
incentives in Korea is to favor exportables, as opposed to the trade
regimes in Latin America which have typically been anti-export biased
(and favorable to import-competing sectors). As shown by Woo and
Nasution, the Indonesian trade regime under Soeharto seems to lie
between the outward orientation of the South Korean case, and the
inward orientation of the Latin American cases.

In addition to tariffs and quotas, the management of the nominal
exchange rate can have an important bearing on the relative profitability
of exports versus import-competing goods. When the nominal ex-
change rate is overvalued, to the extent that the central bank rations
the sale of foreign exchange for current transactions, the result is typ-
ically an implicit tax on exports, even if no tariffs or trade quotas are
imposed. A black market for foreign exchange resuits from the ration-
ing, allowing a rise in the domestic price of import-competing goods
(which at the margin are imported at the black market rate). Exporters,
on the other hand, typically must surrender foreign exchange at the
overvalued official rate. The typical result of the foreign exchange
rationing, therefore, is to lower the relative price of exports, and to
bias production away from the export sector.

As shown in Sachs (1985), and confirmed again by the country stud-
ies, the East Asian economies (South Korea and Indonesia in the NBER
sample) never allowed a substantial black market premium to develop
during the 1970s and 1980s, while the Latin American economies all
had phases of substantial black market premia on their currencies.

Another dimension of policy is the balance of incentives between
tradables as a whole relative to nontradables (e.g., construction and
services). Even when foreign exchange is not rationed, so that a black
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market premium does not arise, the failure to devalue the nominal
exchange rate in line with domestic inflation can result in the fall in
tradables prices relative to nontradables prices, with the result that
production of both exportables and import-competing goods (at least
those import-competing goods not protected by quotas), are hurt rel-
ative to the production of nontradables. The Korean authorities clearly
managed the nominal exchange rate throughout the 1970s and 1980s
with a eye to maintaining a rough constancy in the price of tradables
relative to nontradables. Indonesia, as well, stands out as a rare case
in which devaluations of the exchange rate (in 1978, 1983, and 1986)
were undertaken explicitly in order to keep tradable goods prices in
line with rising nontradable goods prices, even before a balance of
payments crisis occurred.

Turkey provides a particularly interesting example regarding the trade
regime, as documented by Celasun and Rodrik. During the 1970s, Tur-
key was afflicted by a chronically overvalued exchange rate (with a
large black market premium), import rationing, and an overall anti-
export bias. After the onset of the debt crisis at the end of the 1970s,
the government moved to a strategy of export-led growth. This policy
was based initially on a significant depreciation of the nominal exchange
rate, which succeeded in raising the relative price of tradables, and of
nearly unifying the black market and official exchange rate. Later,
during the 1980s there was a progressive liberalization of the trading
system. The results were impressive: nontraditional export growth was
rapid, and provided the basis for overall growth of the economy in the
1980s. In their paper, Celasun and Rodrik discuss at some length the
contribution of the Turkish policy changes versus other special factors
(e.g, the Iran-Iraq war) in promoting the export boom.

As already noted, the Latin American regimes have all been char-
acterized by a considerable degree of import protection and general
anti-export bias. In many cases, the exchange rate was allowed to
become severely overvalued in the real terms (with a considerable black
market premium on foreign exchange), with the exchange rate moved
only in the midst of an extreme balance of payments crisis. As with
the budget, the exchange rate policy appears to reflect political con-
ditions in Latin America as much as technical mistakes. The chronically
overvalued exchange rate favors urban workers and the protected man-
ufacturing sector at the expense of the agricultural sector, which has
been politically weak in most countries since the Great Depression.

There are some additional lessons regarding the trade regime that
are raised by the country studies. Contrary to a common view, outward
orientation in the NBER sample of countries is not at all the same
thing as a free-market trade policy (see also Sachs 1987 for a further
elaboration of this distinction in the experience of the East Asian
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economies). The outward-oriented countries in the study, South Ko-
rea, Indonesia (to some degree), and Turkey in the 1980s, all had
successful export growth with continued import restrictions and heavy
government involvement in managing trade. The key instruments in
stimulating exports was not import liberalization per se, but rather:
(1) a realistic and unified exchange rate; (2) heavy investment in the
exporting sectors, often spurred by government subsidies and direct
credit allocations; and (3) an array of additional financial incentives
for exporters.

More generally, the South Korean case belies the simple position
often taken by the United States government and the IMF and World
Bank, that ‘‘small’” government, as opposed to effective government,
is the key to good economic performance. As the study by Collins and
Park makes clear, the government of South Korea played a leading role
in organizing economic development. The government was sufficiently
powerful, however, to be able to generate significant budget surpluses
to finance domestic investment, and to pursue a long-term policy of
export-led growth. Also, given Korea’s relatively equal distribution of
income (the result in large part of extensive land reform in the late
1940s and early 1950s), the government was able to devote its attention
to matters of efficiency rather than redistribution.

Another interesting aspect of the experience of South Korea and
Turkey is the blurring of the distinction over time between import-
competing firms and exporting firms. It is notable that in both countries
much of the export boom of the 1980s was based on investments during
the 1970s in heavily protected industries, which became profitable for
export in the 1980s. Moreover, at the time that the investments were
made, they were decried by economists as an inefficient allocation of
investment spending, with the incorrect argument (in hindsight) that
such industries could not be expected to export in the forseeable future.
As it turned out, productivity improvements together with a modest
depreciation of the real exchange rate and an export-promoting regu-
latory environment were enough to make these sectors profitable for
export in the 1980s.

This finding is both good news and bad news for those who are hoping
for a major export boom in the Latin American debtor countries. On
the one hand, formerly protected industries can probably become ex-
porting industries with only moderate changes in the real exchange
rate. On the other hand, export promotion did not come out of thin air
in South Korea and Turkey, but rather out of heavy investment ex-
penditure during the 1970s. Since the burden of debt servicing is now
causing a major drain on investment spending in the heavily indebted
countries, the base for future export promotion is jeopardized. The
authors of the studies for Argentina, Bolivia, Brazil, and Mexico all
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highlight this dangerous situation with regard to current investment
spending.

1.3 Adjustment to the Debt Crisis

The NBER case studies examine in great detail the process of ad-
justment once a debt crisis begins. The patterns of adjustment in the
eight countries under study certainly belie the easy optimism of the
creditor community in the years after 1982. An external debt crisis sets
in motion a process of economic deterioration that is extremely difficult
to limit in the short term. Early optimistic forecasts of a rapid recovery
in the debtor countries, such as William Cline (1984) or Rimmer De Vries,
relied on models that projected debtor country performance purely on
the basis of external variables (e.g., world growth, interest rates, etc.).
These studies neglected the internal economic disarray in the debtor
countries that is caused by a sudden cutoff in foreign lending, combined
with a sharp fall in commodities prices and a sharp rise in world interest
rates.

The creditor community forecast a relatively smooth transition for
economies that fell into debt crisis. Since the inflow of new capital
declined sharply after 1982, the debtor economies had to shift from a
position of current account deficits (i.e., net foreign borrowing) to a
position closer to current account balance. Initially, it was felt, this
would be brought about through a reduction of imports; subsequently,
exports would grow over time in line with the growth in the markets
in the industrial economies. The debtor economies would shift smoothly
to a trajectory of export-led growth. Along this path, exports would
exceed imports to the extent necessary to finance interest servicing on
the foreign debt.

According to forecasting models such as Cline’s (1984), the success
of this strategy depended centrally on the external variables facing the
debtor country: industrial country growth, world commodity prices,
and world interest rates. Assuming an adequate trajectory for these
variables (3 percent OECD growth; gently rising commodities prices;
and gently declining world real interest rates), the recovery would take
care of itself. The OECD growth rates and world interest rates turned
out to be close to Cline’s estimates, while the economic recovery in
the debtor nations did not, by and large, materialize. Part of the dis-
crepancy in Cline’s forecast and the actual historical outcomes may
have resulted from the decline in commodities prices after 1984, but a
much larger part of the failure of Cline’s model resulted from his neglect
of the internal economic effects of an external debt crisis.

Remember that the debtor economies were hit by three simultaneous
shocks: a cutoff in lending, a rise in world interest rates, and a fall in
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most commodities prices. The cutoff is new lending required that the
current account balance move from deficit to near balance, and that
the trade balance move from deficit to surplus (with the surplus required
to finance the sharply higher interest payments on the foreign debt).
Cline stressed the required adjustment in trade flows, but not the equiv-
alent required shifts in savings and investment. Since the net foreign
capital inflows before 1982 were financing domestic investment in ex-
cess of domestic savings, the cutoff in lending required a fall in in-
vestment relative to savings. As was shown in table 1.1, the common
pattern was a sharp fall in the national investment rate after 1982. This
fall in investment expenditure was bound to have deleterious effects
on future growth prospects.

The cutoff in lending had particularly destabilizing effects since most
of the foreign funds had been financing government deficits. All of a
sudden, governments had to start making significant net resource trans-
fers abroad. The sudden shift in the public sector from positive to
negative net resource transfers is shown in table 1.7, and is most dra-
matic for Argentina, Bolivia, and Mexico (the shift for Brazil is delayed
until 1985-86, as is the case in Indonesia and the Philippines). Gov-
ernments were therefore required to cut their noninterest deficits sharply,
or to shift the method of their finance. Most of the governments un-
dertook harsh cuts in public sector investment, but dramatic as those
cuts were, they were insufficient to eliminate the financing gap left over
by the shift from net capital inflows to net capital outflows.

Governments therefore shifted to new forms of financing. Increased
domestic bond finance tended to raise real interest rates substantially,

Table 1.7 Net Resource Transfers to the Public Sector (medium- and long-
term debt, public and publicly guaranteed)

Averages for period, percentage of GNP:

Country 1981-82 198384 1985-86
Argentina 2.2 -1.5 0.1
Bolivia 0.0 -5.1 0.6
Brazil 0.2 0.8 -2.2
Mexico 1.8 -3.5 -0.8
Indonesia 1.4 1.9 -0.4
Philippines 2.0 2.0 -0.6
South Korea 1.3 0.7 ~1.6
Turkey 0.0 -0.4 —-0.6

Sources: Net resource transfers are defined as net loans minus interest payments, on
medium- and long-term debt on public and publicly guaranteed debt. Data are from the
World Bank, World Debt Tables, 1987—88, and earlier for 1979-81. GNP data are from
the IMF, International Financial Statistics Yearbook.
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while domestic money finance tended to raise inflation. Usually, gov-
ernments struggled with some combination of lower public sector in-
vestment, higher internal real interest rates, and higher inflation. By
1987, very high inflation rates were deeply entrenched in the major
debtor countries of Latin America, as shown by the data in table 1.8.
These adverse developments often undermined the fiscal situation even
further. Higher inflation reduced the real value of tax collections, while
higher real interest rates increased the burden of servicing the stock
of internal public debt. As recessions developed in the debtor countries,
under the weight of higher real interest rates, reduced commodity prices,
and falling public spending, the tax base fell in line with shrinking
national income.

The adverse effects of the cutoff in lending were greatly exacerbated
by the simultaneous deterioration in the terms of trade for most of the
debtor countries. It cannot be claimed, as some have tried, that the
commodity price decline was the major cause of the debt crisis, since
some countries such as Bolivia and Mexico fell into crisis even though
commodity prices were strong by historical standards. Nonetheless,
for almost all countries, prices for commodity exports fell in real terms
after 1981, and thus exacerbated the capital market shocks. The decline
in export prices lowered national income, and further squeezed gov-
ernment revenues, since the revenue base in most of the debtor coun-
tries was either directly or indirectly tied to commodity exports (directly
through exports by state enterprises, as in Bolivia and Mexico; indi-
rectly through commodities taxes, as in Argentina).

A successful strategy of debt servicing with growth requires the
development of new exports. In general, however, major new export

Table 1.8 Inflation Rates, 198587, Selected Latin American
Debtor Countries

Inflation Rate?

Country 1985 1986 19870
Argentina 385.4 81.9 175.0
Bolivia 8.170.5 66.0 10.5¢
Brazil 228.0 58.4 366.0
Ecuador 24.4 27.3 30.6
Mexico 63.7 105.7 159.2
Peru 158.3 62.9 114.5
Venezuela 5.7 12.3 36.1

Source: Economic Commission for Latin America and the Caribbean (ECLAC), ‘‘La
evolucion economica en America Latina en 1987, January 1988.

aConsumer Price Index, variations of December over December of previous year.
bPreliminary.
*November to November.
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sectors require heavy investment. A devaluation can sometimes pro-
duce a rapid increase in exports (as happened in South Korea and
Turkey after 1980, and Brazil after 1983), but only if there is substantial
excess capacity resulting from earlier investments (or if there is a sharp
domestic recession, which may free up domestic capacity for export
if the country produces tradables that are consumed domestically).
Also, increasing the capacity of export industries often requires both
public and private investment. New export sectors generally require
new infrastructure in transport, communications, and perhaps port
facilities, that usually are in the domain of public investment. Unfor-
tunately, public sector investment has been among the hardest hit areas
of government expenditure in the crisis countries of Argentina, Bolivia,
Brazil, Mexico, and the Philippines.

1.3.1 Further Adverse Feedbacks in Adjusting to the Crisis

Adjustment to the external shocks has required enormous relative
price changes within the debtor economies, but contrary to simple
theory, those relative price changes have often intensified the crisis
itself—at least in the short term. The inevitable effect of the cutoff in
foreign lending, higher world interest rates, and adverse commodity
price shocks, was a significant decline in domestic demand in the debtor
economies, and therefore a sharp fall in the price of nontradables rel-
ative to tradables (i.e., a sharp depreciation of the real exchange rate,
defined as the price of tradables relative to nontradables). This rapid
shift against nontradables is, in principle, the motive force behind the
desired shift in resources to tradables production. In practice, however,
the rapid collapse of nontradables production had several highly del-
eterious effects in the economies under study, that in fact may have
impeded the longer term reallocation of resources.

Most important, the collapse of nontradables prices led to financial
distress for much of the nontradables sector. Not only did the profit-
ability of nontradables production suffer when the real exchange rate
depreciated, but nontradables firms that had incurred dollar-denominated
debts found themselves unable to service their debts (the decline in
the relative price of nontradables meant that nontradables output prices
failed to keep pace with the rising cost of foreign exchange, which had
to be purchased to service the debts). In many cases, the domestic
commercial banks had borrowed internationally and then relent the
borrowed funds in dollar-denominated loans in the domestic capital
markets to firms in the nontradables sector. When firms in the non-
tradables sector could not pay back their debts, much of the banking
system was put in jeopardy in Argentina, Bolivia, and Mexico. Note
that firms in the tradables sector were typically better prepared to
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service their dollar-denominated debts, since tradables output prices
moved in tandem with the price of foreign exchange.

In turn, the collapse of the banking industry disrupted financial in-
termediation more generally. With banks at risk, domestic residents
demanded a significant risk premium over foreign interest rates in order
to maintain funds in the national banking system. Several governments
in Latin America were forced to take over many banks directly, or at
least to take over the bad loans of much of the banking system. With
many large conglomerates (known as grupos in Latin America) in fi-
nancial distress, even the export-sector parts of the conglomerates
were unable to attract new credits. (For a more general discussion of
the role of the grupos in the Latin American financial structure, see
Galbis 1987.)

Note that the central government faced the same problems as an
overindebted firm in the nontradables sector. Since the public sector
debts were heavily dollar-denominated, while much of the tax base was
effectively linked to nontradables production, the shift in the terms of
trade against nontradables tended to exacerbate the fiscal deficits. Put
another way, the domestic currency value of the government’s external
debt rose sharply relative to the domestic currency value of the gov-
ernment’s tax revenues. Thus, in Brazil, for example, what looked like
a moderate fiscal burden of the foreign debt suddenly became enormous
after the real exchange rate depreciations during 1980-82.

Once a government’s fiscal situation has seriously deteriorated, a
fiscal crisis can become self-fulfilling, as argued recently by Guillermo
Calvo (1987). The fear of high future inflation, for example, can raise
nominal interest rates, and thereby raise the interest costs for the gov-
ernment. Higher interest costs in turn widen the fiscal deficit and make
inevitable the high future inflation. This kind of adverse feedback has
apparently contributed to the sustained high interest rates in many of
the debtor countries in recent years.

Despite the centrality of the public-sector budget in the origin and
development of the crisis, there are profound difficulties in measuring
and forecasting the fiscal position. Even the IMF auditing of the fiscal
accounts, as recorded in the IMF’s Government Finance Statistics, are
inadequate to the task.

There are several kinds of measurement problems, many with eco-
nomic significance. First, actions with fiscal consequences (e.g., ac-
tions that increase the public debt or the money supply) are made not
only by the central government, but also be regional governments,
parastatal enterprises, development banks, and the central bank. Often,
the finance minister has little ability to measure, much less control, the
consolidated public sector accounts. In most of the countries under
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study, the various governmental entities outside of central government
can gain direct access to the central bank, or can get government
guarantees for foreign borrowing, without the authorization of the fi-
nance minister.

Another problem is that private-sector obligations often quickly be-
come public-sector obligations when a financial crisis hits, a point that
we have already noted several times. Domestic firms cry for bailouts,
and foreign creditors often insist as well that the central government
make good on the private-sector debts. The government takeover of
the debt can be partially disguised (or at least hard to measure) if the
takeover comes in the form of special exchange rates for debt repay-
ments, subsidized credits, or other off-budget means of bailing out
private debtors.

The net result of this fiscal complexity is that many countries are
forced to rely heavily on inflationary finance even when the measured
central government budget seems close to balance. Cardoso and Fish-
low discuss, for example, the data problems in Brazil, where several
years of triple digit inflation were accompanied by measured deficits
near zero. The small measured deficits led some to conclude that the
inflation was purely an ‘‘inertial’’ phenomenon. This view was tested
in the ill-fated Cruzado Plan, which attempted to use a wage—price—
exchange rate freeze to break the inertia. After the collapse of the
Cruzado Plan, most observers now concede that large fiscal deficits
are the driving force of the high Brazilian inflation.

1.4 Renegotiating the Foreign Debt

The historical record, and the country experiences, speak strongly
on another point. To get out of a debt crisis, countries have almost
always required a sustained period of time in which the debt-servicing-
burden is sharply reduced or eliminated. This financial ‘‘time out” has
come about through a combination of a negotiated reduction of pay-
ments (as in the case of Indonesia during 1966-71), a substantial in-
crease in official lending (as in the case of Turkey during 1979-81), or
an unilateral suspension of debt-servicing payments (as in the case of
Bolivian commercial bank debt, 1986—87). In recent years, most coun-
tries have not been able to achieve a significant ‘‘time out’’ through
conventional negotiations. The Turkish bailout in 1979-81, for exam-
ple, is an important exception that proves the rule. The generous official
lending to Turkey during 1979-81 came mainly because of Turkey’s
geopolitical significance as a NATO ally on Iran’s border, rather than
as the result of conventional debtor country negotiations.

The NBER historical studies also make clear that debt relief has
played an important role in the resolution of the earlier crises. Relief
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has come in many forms (e.g., debt repurchases at a discount, and
conversions of debt into new debts with a lower servicing burden) that
might prove to be relevant in the present circumstances. The studies
by Lindert and Morton, and Eichengreen, both demonstrate that pre-
vious debt crises have usually ended in some forgiveness. A compro-
mise is typically reached in which the debtors service some, but not
all, of the debt that is due. A partial writedown of the debt is the norm,
not the exception. In the past, the compromise was typically reached
as the result of bilateral negotiations between debtors and creditors.
Lindert and Morton suggest that the involvement in the 1980s of third
parties (mainly the creditor governments and the international insti-
tutions) has hindered the effective (though often messy) process for
arriving at a solution to excessive debt.

The creditor view that debt relief would be harmful even for the
recipient debtor countries, because these countries would be closed'
out of capital markets for many years in the future, is not supported
by the historical experience. Both Lindert and Morton, and Eichen-
green, find that countries that have achieved partial debt relief have
not lost access to the markets to any greater extent than countries that
continue to pay their debts. In the aftermath of global debt crises,
neither ‘‘good’” debtors nor ‘‘bad’’ debtors have been able to borrow.

History offers an ironic example why. Argentina was the only country
in South America to service the federal debt in the 1930s, under terms
laid down by onerous treaties with Great Britain. The nationalist back-
lash against foreign influence helped to sweep Juan Perén into power.
Perén’s populist policies more than undid any beneficial reputational
effects that Argentina might have garnered from its debt repayments
in the 1930s.

1.4.1 Debt Management during 1982-87

The management of the crisis since 1982 has so far differed from the
historical experience, at least in the sense that negotiated debt relief
has so far played little role in the resolution of the crisis. Indeed,
because of creditor government fears over the possibility of an inter-
national banking crisis, the whole thrust of creditor government policies
since the crisis began has been to avoid debt relief, by pressuring the
debtor countries to remain current on their interest servicing. (See
Sachs 1986 for an elaboration of this mterpretatlon of creditor govern-
ment policies.)

The standard form of debt management was set in the aftermath of
the Mexican crisis in mid-1982. The events in Mexico prompted strong
and almost immediate actions in support of Mexico from the official
financial community, under the leadership of the United States. Within
days of Mexico’s announcement that it would be unable to meet its
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debt-servicing obligations, the U.S. government arranged for several
forms of emergency official finance. On the other side, the U.S. gov-
ernment pressed hard on Mexico to maintain interest servicing to the
commercial banks. In November 1982, an agreement was reached be-
tween Mexico and the IMF.

One novelty of the Mexican agreement was to link the IMF financing
with new ‘‘concerted’’ lending from Mexico’s bank creditors. The IMF
declared that it would put new money into Mexico only if the existing
bank creditors also increased their loan exposure. The requisite agree-
ment with the commercial banks (involving a loan of $5 billion, which
covered a portion of Mexico’s interest costs in 1983) took effect in
early 1983. Additionally, the Mexican debt was rescheduled. Crucially,
while the rescheduling called for a postponement of repayments of
principal, the rescheduling also provided for the continued and timely
payments of all interest due. In fact, the spread over LIBOR (London
interbank offer for dollar deposits) on Mexican debt was increased in
the agreement, so that in present value terms, there was no sacrifice
by the banks in the debt-rescheduling process.

The Mexican agreement was quickly improvised, but it nevertheless
became the norm for the dozens of reschedulings that followed. Like
the Mexican program, virtually all of the debt restructurings have had
the following characteristics:

1. The IMF has made high-conditionality loans to the debtor gov-
ernment, but such loans have been made contingent on a res-
cheduling agreement between the country and the commercial
bank creditors.

2. The commercial banks have rescheduled existing claims, by
stretching out interest payments, but without reducing the con-
tractual present value of repayments.

3. The debtor countries have agreed to maintain timely servicing of
interest payments on all commercial bank loans.

4. The banks have made their reschedulings contingent on an IMF
agreement being in place.

5. The official creditors have rescheduled their claims in the Paris
Club setting, and have also made such reschedulings contingent
on an IMF agreement.

In the original conception of the debt management strategy, the con-
certed lending was to play a key role in guaranteeing that countries
received an adequate amount of international financing in order to
stabilize and recover. In fact, after 1984, the amounts of concerted
lending dropped off sharply. Moreover, as shown in table 1.9 (from
Sachs and Huizinga 1987), only the largest debtors, with the greatest
bargaining power vis-a-vis the commercial banks, have been able to
obtain concerted loans with any regularity. In the table, we measured
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Table 1.9 Medium-Term Concerted Lending as a Percentage of Debt
Outstanding and Disbursed from Financial Markets

. Average
1983 1984 1985 1986 1983-1986

Argentina* 12 18
Bolivia 0 0
Brazil 11 14
Chile 35 16
Colombia 0
Congo 0
Costa Rica 0
Dominican Rep. 0
Ecuador
Gabon
Guatemala
Honduras
Ivory Coast
Jamaica
Liberia
Madagascar
Malawi
Mexico
Morocco
Nicaragua
Nigeria
Panama
Peru
Philippines
Senegal
Sudan
Togo
Uruguay
Venezuela
Yugoslavia
Zaire
Zambia
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Sources: World Bank, World Debt Tables, 1986—-87IMF, International Capital Markets,
1986, IMF.

For each year, we calculate the ratio of the concerted loan CLt, to the disbursed debt
at t-1, Dt-1.

*In 1987 Argentina received a concerted loan amounting to 6 percent of its 1986 out-
standing loans.

the size of converted loans in a given year as a proportion of disbursed
debt at the end of the preceeding year. On average, this ratio is far
higher for the large debtors (Argentina, Brazil, Chile, and Mexico) than
for the rest of the countries. Indeed, the fifteen smallest debtors in the
table had 3.4 percent of the debt at the end of 1983, but received only
0.3 percent of the concerted loans during 1984-86.
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We should stress as well that the whole notion of ‘‘new’’ money in
the concerted lending agreements is misleading, in the sense that most
“‘new money’’ packages after 1982 have involved considerably less in
new loans than was due to the same creditors in interest payments.
Thus, even when Mexico or Argentina gets a new concerted loan, the
check is still written by the country to the creditors, since the new
loan only covers a fraction of the interest that is due to the creditors.
The fact of negative net resource transfers points up one of the fallacies
in a popular argument as to why debtor countries should not default.
It is sometimes said that if a country defaults, it will not be able to
attract new bank money. This is obviously not a major concern to a
debtor country if the reduction in interest payments achieved by default
systematically exceeds the amounts of new money that the country is
able to borrow by not defaulting.

1.4.2 The Default Decision

It remains to ask why the debtor countries have by and large con-
tinued to service their debts fully in the 1980s, despite the fact that
this has resulted in large net resource transfers to the creditors, at
considerable economic cost to the debtor countries. In part, the answer
may be simply one of time. In the first years of the crisis, most countries
accepted the creditors’ arguments that the crisis could be quickly re-
solved. As that has not come to pass, more and more countries are
taking unilateral actions with respect to debt servicing. By the end of
1987, several Latin American countries had unilaterally suspended at
least part of the interest servicing of the debt, including: Bolivia, Brazil,
Costa Rica, Dominican Republic, Ecuador, Honduras, Nicaragua, Pan-
ama, and Peru.

Another aspect of the debt-servicing policies involves the balance
of power between debtors and creditors. Debtor governments fear the
retaliation of the commercial banks, especially in the form of a cutoff
in trade credits. Ironically, those countries that have suspended interest
payments in recent years (e.g., Brazil, Ecuador, and Peru), have gen-
erally been able to maintain their trade credit lines, though at the cost
of a higher risk premium on the short-term borrowing.

Another kind of retaliation that is feared is a reaction by the creditor
governments (especially the United States), either within the financial
sphere or more generally in other areas of foreign relations. Countries
fear that if they suspend interest servicing, they may lose access to
support from the IMF, the World Bank, the Paris Club (for a resched-
uling of debts with official bilateral lenders), foreign aid agencies, and
export credit agencies. Moreover, debtor governments fear that the
leading creditor governments might withdraw other forms of foreign
policy support (e.g., involving trade policy, security assistance, etc.),
and might even back political opponents of the regime.



27 Introduction

The United States government has repeatedly warned would-be re-
calcitrant debtors that nonpayments of interest on the foreign debt
constitutes a major breach of international financial relations, and a
major breach of normal relations with the United States. Countries that
choose default with their bank creditors are forced into the position of
simultaneously choosing a hostile action vis-a-vis the United States
government. Most finance ministers, and their presidents, do not have
the stomach for such a confrontation, which takes steady nerves and
a considerable capacity to explain the crisis to the domestic populace.

A final and often overlooked reason that countries do not default
involves the domestic political economy of the debtor country. In the
case of a unilateral suspension of debt payments, some sectors and
classes of the economy will tend to gain and others will tend to lose.
Gainers from tough bargaining will usually include the nontradables
sectors, urban workers, and landless peasants producing from the do-
mestic market. Losers will include the tradables sectors (both because
of repercussions on the exchange rate, and because of possible retal-
iation), and the domestic financial community, which has a stake in
harmonious financial relations with the foreign banks. Left-wing gov-
ernments, such as Alan Garcia’s in Peru, are therefore more likely to
please their working class constituency by taking a hard line on the
debt than are governments oriented to exporters and the banking com-
munity. Most developing country governments, however, have suffi-
ciently close ties with leading bankers (domestic and foreign) and leading
exporters, that they are unwilling to run the risk of an overt interna-
tional confrontation.

1.5 New Approaches to Managing the Debt Crisis

The unsatisfactory economic performance of most of the debtor
countries in the past five years has led to continued suggestions for
new approaches to international debt management. The NBER studies
by Fischer, Krugman, and Sachs consider several alternatives that have
been widely discussed, as well as some new proposals. Edwards and
Sachs discuss the appropriate role of the international institutions, and
the appropriate kinds of policy reforms, for overcoming the crisis.

All of the authors stress that a workable solution to the debt crisis
will differ across countries. Some countries, such as Bolivia, Sudan,
or Zaire, clearly can service only a small faction of their debts on
market terms. When Bolivia tried to meet its debt-servicing obligations
during 198284, the result was a hyperinflation (the links of debt servic-
ing and hyperinflation are explained by Morales and Sachs). Other
countries can service some, but perhaps not all of their debts at normal
market terms. Thus, a real case-by case approach would recognize the
need for substantial debt relief for some of the poorest and weakest
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economies, and perhaps some lesser degree of relief for the other debtor
countries.

1.5.1 The Case for Debt Relief

Krugman and Sachs both illustrate the efficiency case for debt relief
(see also Sachs 1988 for a further analysis). A heavy debt burden acts
like a high marginal tax rate on economic adjustment. If the economy
successfully imposes austerity, much of the benefit accrues to the for-
eign creditors. Partial debt relief can therefore be Pareto improving
(i.e., to the benefit of both creditors and debtors), by improving the
incentives for the debtor country to take needed adjustment actions.
In political terms, partial debt relief can strengthen the hand of mod-
erates, who would pay some but not all of the debt, against the hand
of extremists, who would like to service little or none of the debt.

Debt relief is extremely difficult to negotiate, for several reasons.
First, because each debtor country has many types of creditors, and
the various creditors have the incentive to let the others grant the debt
relief while they individually try to hold on to the full value of their
claims. Second, the linkage between debt relief and improved economic
policies is not sufficiently tight to make debt relief an obvious propo-
sition for the creditors. Even if creditors understand that the existing
overhang of debt acts as a major disincentive to policy reform in the
debtor countries, they might be skeptical that debt relief alone would
be sufficient to lead to policy reforms. The creditors tend to view debt
relief as throwing away money, i.e., giving up the potential of getting
fully repaid, with little tangible benefit. As Sachs points out, the strong-
est case for debt relief can be made if the relief can be explicitly
conditioned on particular policy reforms in the debtor countries.

Fischer offers an analysis of a broad range of proposals for modifying
the current management of the crisis, dividing his analysis between
those alternatives that would merely restructure the debt, and those
that would effectively cancel part of the debt. In the first group, he
considers debt-equity swaps, and echoes the conclusions of Krugman
that debt-equity swaps are unlikely to be a major vehicle for resolving
the crisis. Indeed Krugman shows how such swaps can very easily be
detrimental to the debtor country.

Among proposals that would offer partial forgiveness to the debtor
countries (i.e., an explicit writedown of part of the present value of
the debt), Fischer focuses heavily on the idea of creating an Interna-
tional Debt Discount Corporation (IDDC). The IDDC would buy de-
veloping country debt from the banks in exchange for claims on the
institution, and in turn collect from the debtor countries. The basic
idea is that the IDDC buy the debt at a discount, and then cancel some
of the debt due from the debtor country. Calculations in Sachs and
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Huizinga (1987) show that the IDDC, far from hurting the commercial
banks, could actually raise their market value, because the bank stock
prices have already been deeply discounted in view of their LDC debt
exposure.

Fischer stresses, however, that the most likely scenario is that partial
relief will result from bilateral negotiations between creditors and debt-
ors (as in the historical examples described by Eichengreen, and by
Lindert and Morton) rather than through a single international relief
operation.

1.5.2 Breaking the Cycle of Failed Reforms

I have stressed that policy ‘‘mistakes’ in the debtor countries are
often not mistakes (in the sense that the government misunderstands
the implications of its actions). Rather they are often symptoms of
deeper political or economic problems in the debtor countries. The
diagnosis that a budget deficit is too large, and therefore should be
reduced, is not a complete diagnosis. In the abstract, most finance
ministers understand that excessive inflation, or excessive foreign bor-
rowing, result from excessively large budget deficits. At the same time,
they are often unable or unwilling to do much to reduce the deficits.
In order to improve the design of stabilization programs, and to improve
the effectiveness of conditionality, we must therefore give greater em-
phasis as to why the political process produces the excessive deficits.
The papers by Haggard and Kaufman, Sachs, and Edwards, as well as
the country monographs, all emphasize the political context in which
various economic policies are pursued.

The basic ideas in most stabilization programs supported by the IMF
and World Bank are quite straightforward, and aim to reduce budget
deficits, achieve a real exchange rate depreciation, and open the econ-
omy to international trade. The sobering point is that programs of this
sort have been adopted repeatedly, and have failed repeatedly, in the
countries under investigation during the past 30 years. A major goal
must be to understand why such programs typically fail.

Consider the case of Mexico and Argentina, for example. As the
Mexican case study by Buffie and Krause makes clear, the *‘standard”
package has been attempted in 1971, 1977, and 1983. In the first two
cases, at least, major parts of the package were abandoned early on.
Similarly, in Argentina, the ‘‘orthodox’’ package has been tried under
Perén, in 1951; Ongania, in 1967 (the so-called Krieger-Vasena pro-
gram); Viola, in 1977-81 (with Martinez de Hoz as finance minister);
and to some extent, Alfonsin, since 1985. Again, the staying power of
the orthodox program has been very weak in Argentina. (Very recently,
this weakness was again underscored by the electoral losses of Alfon-
sin’s Radical party and the electoral resurgence of the Perémists.)
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I have already noted that part of the problem with program imple-
mentation lies in the deep political and class cleavages that afflict most
of the countries under study, combined with weak political institutions
and fragmented political parties that fail to keep pace with rapid in-
creases in political and social mobilization. The result, as pointed out
by Samuel Huntington in an influential treatise, is that ‘‘cliques, blocs,
and mass movements struggle directly with each other, each with its
own weapons. Violence is democratized, politics demoralized, society
at odds with itself”’ (Huntington 1968, 262). This is certainly an apposite
sketch of Argentina, Bolivia, Brazil, the Philippines, and Turkey at
various times in recent history. In the end, governments alternate rap-
idly between civilian and military regimes, and budgets are exploited
for short-term political advantage rather than long-term economic
strategy.

Interestingly, Huntington suggested that political stability in mod-
ernizing societies can best be achieved through an alliance of an urban
ruling elite with the rural masses. ldeally, according to Huntington.
that alliance is cemented through agrarian reform and the organization
of party support in the countryside. Among the countries under study
in the NBER project, Indonesia and South Korea most closely fit Hun-
tington's characterization, as the governments have sought stability
through an important base of rural support. (In the case of Indonesia,
however, Soeharto’s stress on his rural constituency was combined,
early in his rule, with violent repression of his rural opposition.) In
none of the Latin American countries in the NBER study have gov-
ernments recently looked to the rural sector as the principal locus of
political support. An apparent exception to this rule in Latin America
is Colombia (which unfortunately was not studied in the NBER proj-
ect), which is also the only major South American economy to have
avoided a debt crisis.

Haggard and Kaufman identify several other features of the political
landscape which affect a government’s capacity to carry out necessary
economic adjustments, including: the administrative capacity of the
governments, the pattern of trade union organization, and the suscep-
tibility of the political institutions to electoral business cycles.

Sachs stresses that the normal problems of carrying out a reform
program are greatly exacerbated by the overhang of foreign debt. Not
only is the economic adjustment process made more difficult, but the
political difficulties of reform are deepened as well. To the extent that
the reforms serve mainly to raise the amount of foreign debt servicing,
and so act as a tax on the domestic economy, they will find little political
support domestically. Indeed, the government will be heatedly attacked
for caving in to the interests of the foreign creditors. Adding debt relief
as a part of the package of reform and adjustment could greatly enhance
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the likelihood that the economic program will in fact be carried out
and sustained.

Sachs also explores whether changes in the nature of IMF/World
Bank conditionality could increase the chances of compliance with
programs monitored by these institutions. He argues that the nature
of negotiations between the IMF and the debtor countries seems almost
programmed to undermine the political legitimacy of Fund programs,
thereby reducing their chance of success. In recent years, IMF pro-
grams have been unrealistically harsh, as they reflect the priorities of
the private creditors rather than the realities of economic adjustment,
Though the IMF has not yet acknowledged the possibility, there are
times when debts to private sector creditors cannot and will not be
paid in full. Designing programs based on the opposite assumption is
bound to lead to frustration and failure.

Moreover, the style of negotiations seems problematic. Most IMF
programs are negotiated between a technocratic team in the debtor
government and the IMF staff, under conditions of secrecy. The letter
of intent with the IMF is generally not made public by the debtor
government. The result is that the agreement with the Fund often has
little internal political support, and calls for actions by parts of the
government (e.g., the legislative branch) or the private sector (e.g., the
union organizations) that were not parties to the agreement. Since the
actions are typically things that the government must do ‘‘down the
road”’, the programs are signed, and then not adequately implemented.

With regard to the substantive design of adjustment programs, Ed-
wards disputes the notion that dramatic liberalization is helpful in the
context of a debt or stabilization crisis, suggesting that dramatic lib-
eralization has little basis in either theory or history. Edwards argues
that rapid trade liberalization is likely to generate adverse employment
effects in the short term, as occurred in the liberalization programs in
Argentina, Chile, and Uruguay in the 1970s. Similarly, abrupt deval-
uations are likely to result in output losses and unemployment in the
short run.

1.5.3 The Global Macroeconomic Setting

Even with debt relief, political resolve in the debtor countries, and
well-designed economic reform programs, the chances for economic
recovery in the debtor countries wil depend on an adequate inter-
national economic environment. Dornbusch suggests that the prob-
ability of a *‘soft-landing’” as the U.S. reduces its external deficits is
rather low. In the Dornbusch view, a successful adjustment path for
the U.S. will require a period of progressively tighter fiscal policy
combined with expansionary monetary policy, with a strong likelihood
of rising inflation in the United States as the dollar continues to
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weaken. Dornbusch suggests that ‘‘the monetary authorities would
have to be sufficiently accommodating and impervious to inflation,
and asset holders would have to be patient, sitting out the dollar
depreciation without a stampede.”” He concludes that ‘‘this does not
seem to be a high-probability scenario.”

On the other hand, by stressing the crucial importance of interest
rates, Dornbusch does signal one possible macroeconomic bright spot
for the crisis. There are several signs at the end of 1987 of a persistent
downward trend in the level of U.S. real interest rates, related to
reductions in the U.S. budget deficit, easier monetary policy, and per-
haps an incipient rise in U.S. private savings. A sustained reduction
in real interest rates below the export growth rates of the debtor coun-
tries could significantly meliorate the crisis, in the same way that the
sustained rise in real interest rates at the beginning of the 1980s was a
decisive international shock that ushered in the crisis.
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2 Debt and Macroeconomic
Instability in Argentina

Rudiger Dornbusch and Juan Carlos de Pablo

2.1 Introduction

In 1985, after 40 years of financial instability, Argentina reached once
again near-hyperinflation conditions. Budget deficits were the imme-
diate cause, but the deeper roots must be seen in ill-fated policy ex-
periments of the 1970s. The destructive pendulum between populists
and market-oriented reformists has meant that much of national wealth
is held abroad, taxes are paid by only a few, and the general atmosphere
is one of skepticism about everything Argentine. Mallon and Sour-
rouille (1975) have drawn attention to this steady conflict when they
write,

Decision makers in Argentina have quite consistently attempted to
adopt policy positions that seemed designed to tear society apart
rather than to forge new coalitions. . . . Major policy disagreements
in modern Argentina history have their main roots in the conflict
between two divergent streams of thought: liberalism of the British
Manchester School variety and what can be called national populism.
. .. In general, the liberals have stood for the virtues of a society
open to international opportunities and influences, whereas, the na-
tional populists have emphasized indigenous, autonomous develop-
ment (p. 11).

Our study investigates the interaction between domestic macroeco-
nomic instability and external constraints. We study these relationships
by focusing on the past decade in which four very different periods
can be distinguished:
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Research. Juan Carlos de Pablo is a professor of economics at the Catholic University
of Argentina and an editorial writer for El Cronista Comercial.

7 Provipn- ™ Menlk

TR

“wida o



38 Rudiger Dornbusch/Juan Carlos de Pablo

1. The Martinez de Hoz period of the second halif of the 1970s when
external debts were accumulated in the context of an incompatible
mix of policies: persistent deficits, a strongly overvalued currency,
and liberalization of capital flows.

2. The period running from the end of the 1970s to the hyperinflation.

In this period debt and foreign exchange problems, war and do-

mestic politics are the reasons for an inflation explosion,

The Austral stabilization plan.

4. The post-Austral quest for a resumption of growth.

(98]

2.2 A Long-Run Perspective

Although we only focus on the past ten years we place our analysis
in a long-run context. This is appropriate since debt problems and
financial crises are at least 100 years old in Argentina. One hundred
years ago Argentina’s inability to service foreign debt nearly brought
down the City of London in the famous Baring panic of 1890; the
Tornquist monetary reform dates back to 1899.

It is important to view developments in this long-term perspective
because it highlights how Argentina has lost its position in the world
economy steadily during this century.! Carlos Diaz Alejandro (1970, 1)
reminds us of this decline:

It is common nowadays to lump the Argentine economy in the
same category with the economies of other Latin American nations.
Some opinion even puts it among such less developed nations as
India and Nigeria. Yet most economists writing during the first three
decades of this century would have placed Argentina among the most
advanced countries—with Western Europe, the United States, Can-
ada, and Australia. To have called Argentina ‘‘underdeveloped’’ in
the sense that word has today would have been considered laughable.

If in 1900 Argentina had a U.S. standard of living, then the decline
has been long and deep. Summers and Heston (1984) estimate that in
1950 Argentina had only 41 percent of the U.S. standard of living
(against 80 percent in Australia and Canada). By 1985 the standard of
living had slipped to only 30 percent of the U.S. level. Figure 2.1 shows
the level of per capita real income in Argentina over the past 45 years.

There is a striking difference between the steady expansion of the
thirty years to 1975 and the stagnation and decline that have occurred
since then. The contrast could not be stronger: From 1945 to 1975 per
capita income grew at an annual rate of 1.7 percent. From 1975 to 1985
it fell at an annual rate of 1.7 percent.

The other dimension in which Argentine performance has shown a
dramatic deterioration is inflation and fiscal stability. Of course, there
have been frequent precedents of massive inflation and depreciation.
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But the experience of the past decade, with two near hyperinflations,
stands out. In 1899 Banker’s Magazine already reported of South Amer-
icans and their currency: 2

[They] are always in trouble about their currency. Either it is too
good for home use, or, as frequently happens, it is too bad for foreign
exchange. Generally, they have too much of it, but their own idea
is that they never have enough . . . the Argentines alter their currency
almost as frequently as they change presidents. . . . No people in
the world take a keener interest in currency experiments than the
Argentines.

The experience with the destruction of the financial system in the
past 15 years has certainly reinforced that keen interest and expertise.
Figure 2.2 shows the monthly rate of inflation since 1970. In interpreting
the graph one should bear in mind that a monthly rate of inflation of 6
percent corresponds to 100 percent per year, and 22 percent per month
yields an annual rate of 1,000 percent. Inflation passed 2,000 percent
both in the Perénist period of 1975-76 and again in the pre-Austral
period of early 1985. At no time in the past ten years did it fall below
100 percent for any length of time.

The third broad feature that we want to draw attention to concerns
the real exchange rate. This is a key price in any economy and even
more so in Argentina. Figure 2.3 shows the real exchange rate measured
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as the ratio of Argentine manufactured prices relative to those of her
trading partners.?

The extraordinary variations in Argentina’s external competitiveness
are tied closely to the macroeconomic policy mistakes, capital flight
induced by these mistakes, and the present debt crisis. The outstanding
episode, clearly apparent in figure 2.3, is the real appreciation of 1979-
81. For the period 1970-78 the real exchange rate averaged 73; it in-
creased to 108 over the next three years before declining back to an
average of 75 in the 198286 period. By March 1987 it had fallen to
almost a third of the peak value during the period of most extreme
overvaluation. The swings in the real exchange rate capture best the
seesaw nature of Argentine policies. In some periods unimaginable
damage is done to the productive and financial structure and then a
period of repair follows where austerity and real depreciation restore
the base for yet another political, fiscal, or foreign exchange adventure.

Table 2.1 shows the debt accumulation over the past 15 years. There
is considerable uncertainty about the size of the external debt prior to
the late 1970s and available estimates from various official sources vary
widely. Estimates of the BCRA (Banco Central de la Republica Ar-
gentina) show that the debt varied between $2.5 and $3 billion in the
1960s, starting at about the same level as it ended. But from 1970 on,
external debt steadily increases both for the private and for the public
sector. Between 1970 and 1977 the external debt rises by $6 billion and

in the next four years by more than $30 billion.

With this broad overview of the past decade we now turn to a review
of the principal episodes. We use these episodes to describe and explain
their relevance to the debt problem, or the role of the external debt in
creating domestic macroeconomic difficulties. A brief chronology of
dates and important facts helps place the events in context.

2.2.1 The Martinez de Hoz Period (3/1976-3/1981)

When de Hoz assumed power as finance minister of the military
government, consumer prices in the previous month had increased at

Table 2.1 Argentina’s External Debt ($ billion and percentage)
1975 1978 1979 1982 1985
Total external debt ($) 7.9 12.5 19.0 43.6 48.3
Public ($) 4.0 8.4 10.0 28.6 40.0
Reserves ($) 0.6 5.8 10.1 3.0 6.0
Net debt/exports (%) 260 110 120 540 520
Debt/GDP (%) 18.6 23.9 30.2 60.3 64.5
Interest payments/GDP (%) 0.7 1.4 1.4 2.4 5.7

Sources: World Bank, BCRA, and Morgan Guaranty Trust.
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an annual rate of 5,000 percent and output had declined sharply. The
black market premium for foreign exchange exceeded 200 percent.*
The new program was to stabilize the macroeconomy, as a first priority,
and then to renovate industry and financial markets. Macroeconomic
stabilization was under way quite rapidly so that inflation soon fell to
less than 150 percent.

A financial reform was implemented in June 1977 that aimed to lib-
eralize capital markets and link Argentina more effectively with the
world capital market. Already in late 1976 foreign exchange transac-
tions were completely liberalized on capital account and this was done
so effectively that for the next four years the black market premium
was zero. Figure 2.4 shows the black market premium and brings out
the striking interlude of free capital mobility between the Perénist pe-
riod and the aftermath of the collapse of Martinez de Hoz’s policies.

Inflation failed to decline further once it had come to the 150 percent
range. To make further inroads, policymakers opted for what Fernan-
dez (1985) has called an ‘‘expectations management approach.” Be-
ginning in 1979 they pre-fixed the rate of exchange depreciation with
a tablita, announcing ahead of time gradually declining rates of depre-
ciation. These announcements were repeated on a rolling (though short-
ening) basis so as to create an environment where economic agents
could discern a government commitment to disinflation embodied in
the timetable for declining rates of exchange depreciation.

280
260 -
240
220
200 +

180 —

140 J
120 -
100 |

80 —

60

40

20

o]
70 71 72 73 74 75 78 77 78 79 80 81 B2 83 84 85 85 87 88

Fig. 2.4 Exchange rate gap. parallel/official (Australs per $US)



4.3 Debt and Macroeconomic Instability in Argentina

This policy was expected to reduce inflation through three separate
channels. First, reduced rates of depreciation would directly reduce
the rate of import price inflation. Second, reduced depreciation would
enforce a discipline on domestic price setters. Third, in an environment
where inflation to a large extent depended on expectations, the rule or
precommitment introduced a fixed point around which expectations
could rally. Needless to say, the intellectual underpinnings of such a
program relied on the belief that the “‘law of one price’ would be
strongly operative.

Inflation responded to this policy and gradually fell throughout 1980
to reach a bottom well below 100 percent. But gradually, during 1978-80,
the real exchange rate appreciated because inflation consistently out-
paced the rate of depreciation. We saw in figure 2.3 that the cumulative
overvaluation reached 50 or even 60 percent. But while the overval-
uation ultimately led to capital flight and collapse of the financial sys-
tem, the early stages were quite the opposite. The high interest rates—
relative to world rates and the preannounced rate of depreciation—
gave rise to an (almost) risk-free speculation in favor of Argentine
assets. As a result, private-sector borrowing abroad increased to take
advantage of the relatively low foreign interest rates and a massive
capital inflow developed. This is shown in table 2.1 in the large increase
in Central Bank reserves between 1978 and 1979 and the matching
increase in private external borrowing.

The trade and employment effects of the overvaluation were slow
to come. Diaz Alejandro (1964) has shown that the real income effects
of a real depreciation tend to be dominant in the early stages, before
substitution effects take over. For the real appreciation of 1977-80 the
reverse applied: The increase in real income created an expansion in
demand and thus seemed to validate the Martinez de Hoz approach
by creating inflation reduction with rising real income. This factor was
reinforced by the fact that trade protection, even with liberalization
measures, kept the economy relatively closed, which dampened the
disinflation effects of the rablira but also the effects in the real sector.

By 1979-80 the overvaluation had become so extreme that financial
markets increasingly took the view that depreciation would have to
come sometime. Even though the government asserted that the policy
would be continued, and could be financed, speculation increasingly
went in the direction of dollar purchases. The regime of unrestricted
capital mobility introduced in late 1976 facilitated this capital flight to
the maximum. Hence, in 1980-81, the Central Bank and public sector
enterprises were forced to borrow massively abroad to obtain the for-
eign exchange which was then sold in support of the exchange rate
policy. Private speculators in turn bought the dollars and applied them
abroad. With the round trip complete, commercial banks in New York,
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Zurich, and Tokyo had lent to the government the resources to finance
capital flight which returned to the same banks as deposits. Of course,
capital flight was not limited to dollar deposits. Investments in financial
markets were important as was real estate abroad.

A variety of estimates is available on the accumulation of external
assets by Argentines during this period. These estimates are typically
formed as residuals from debt and balance-of-payments data. They are
obtained by deducting from the recorded increase in gross external
debt the current account and recorded capital flows in the form of
direct investment and changes in reserves. Dornbusch (1985), for ex-
ample, calculates that capital flight in 1978 -82 amounted to $23.4 bil-
lion. In a review of various estimates, the IMF (Watson et al. 1986,
142) reports capital flight amounting cumulatively to about $15 billion
in 1979—-81. Rodriguez (1983) estimates that between 1979 and 1982 the
external assets of Argentineans increased from $10 billion to $34 billion.
The estimates would have to be revised upward to the extent that
underinvoicing of exports and overinvoicing of imports was a signifi-
cant channel of capital flight in this period.

Both the fact of and the motivation for the wave of capital flight in
the late 1970s are very clear. Unlike in other debtor countries, as for
example Brazil or Chile, mismanagement of the exchange rate com-
bined with an opening of the capital account are the almost exclusive
explanations for the massive debt accumulation. One must understand
the particular background to appreciate that in Argentina’s case the
government has an external debt, but the private sector has external
assets of at least half the size. Moreover, that process was carried
further over the next few years as the government increasingly took
over all external debt in the course of sustaining failing financial insti-
tutions. In 1980 about half of the debt was owed by the public sector,
and in 1985 that share had increased to 82 percent.

2.2.2 From Martinez de Hoz to Alfonsin (3/1981-12/1983)

The end of the military government did not come easily. The Martinez
de Hoz overvaluation had sown the seeds of financial destruction, but
the actual unraveling came only over the next four years. The world
economy contributed to the difficulties of the debt crisis: Sharply de-
clining commodity prices and much higher interest rates brought with
them difficulties in servicing the external debt.

But domestic events certainly were the dominant factor. First came
the undoing of the overvaluation. This started with the change of pres-
idents: The incoming president, months before taking office, declined
to comment on his exchange rate policy. This served as an obvious
indication to anyone that devaluation was ahead and hence capital flight
became massive. Central Bank reserves declined by more than $5 bil-
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lion and public external debt increased sharply. Finally Martinez de
Hoz was forced by his successor, not yet in office, to bring his own
expectations management and credibility approach to an end by de-
valuing the currency.

Over the next three years exchange depreciation and inflation became
endemic, rising from less than 100 percent to 600 percent at the time
Alfonsin took office. Changes in public finance and financial markets
were particularly important in this period. Exchange control was in-
stituted once again, and the black market premium reemerged (see
figure 2.4). The Central Bank, in an effort to assure continuing trade
flows, started exchange rate guarantee programs only to find that it
could never sustain the guaranteed exchange rates. As a result of losing
a string of bets in the foreign exchange market, the budget deteriorated
dramatically. The deterioration was reinforced by financial failures that
turned up in the public-sector, by the burden of external interest pay-
ments, and by deteriorating terms of trade. The conflict in the South
Pacific added to the loss in confidence and devastation of public finance.

The economics of this period of deterioration can be expressed in
terms of a simple model of deficit finance and of financial markets.
Suppose the budget deficit represents a fraction, g, of national income,
and let velocity of high-powered money be an increasing function of
the rate of inflation. Then it can be shown that the rate of inflation, p,
will be an increasing (and steeply rising) function of the deficit, but it
will also depend on financial institutions.

¢)) p = (ag — y)(I — bg).

The higher the level of noninflationary velocity, a, and the more re-
sponsive velocity is to inflation as measured by the parameter b, the
more dramatic the inflation impact of budget deficits.

This framework helps to identify the interaction of deficits, external
debt service, real depreciation, and financial markets in generating the
inflation explosion of 1981-84. Increasing burdens of debt service,
because of higher interest rates and real depreciation, increased the
budget deficit ratio, g, and hence raised money creation and inflation.
The institutional response of financial markets to higher inflation ag-
gravated this impact by a flight from money. The reduction in money
holdings was facilitated by an increasing range of interest-bearing sub-
stitutes. As these came increasingly into play, velocity sharply in-
creased (a and b in [1] above increased) and that meant the inflation
rate associated with a given deficit ratio also escalated.

The 1981-84 period thus represents an unraveling of the artificial
stability of the late 1970s. Several events, each in itself extraordinary,
combined to make the crisis large: The initial overvaluation had been
extreme, the financial sector had been allowed to become overexposed
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in speculation, private capital flight had been massive, and finally the
world economy turned unfavorable just at the wrong time. Each of
these factors deteriorated the budget and hence reinforced inflation.

2.2.3 Alfonsin (1/1984~ )

These difficulties carried over to the beginning of the Alfonsin admin-
istration. Large real wage increases in 1983-84 created problems for
the budget and for the external balance. Inflation rapidly escalated and
negotiations with creditors and the IMF did not bring a solution.

The inflation issue soon became the single most pressing problem.
In early 1985 annualized monthly rates of inflation rose toward 1,500
percent and beyond. The possibility of a hyperinflation was entirely
realistic since the inflation process itself eroded the real value of tax
collection as well as the financial system, so that ever more money
needed to be created to finance an ever-widening deficit. Because IMF
programs seemed unable to cope with the inflation problem on a time-
table and in a fashion that was politically acceptable, and because the
sheer pace of disintegration was so rapid, the government considered
extreme measures. The monetary reform known as the Austral Plan
was just that, an all-out attempt to stop hyperinflation.

The details of the June 1985 Plan of Economic Reform, which is now
called the Austral Plan, were as follows:

« A real depreciation and a sharp increase in real public sector prices.
An export and import tax, a forced saving scheme, and accelerated
tax collection.

« A wage-price—exchange rate freeze.

o A new money, the Austral, and a promise not to create money to
finance the budget.

« A conversion scale for existing contracts that would adjust them so
as to keep real burdens unchanged in the face of the unanticipated
reduction in inflation.

« An IMF agreement and a rescheduling agreement with the creditors.

The stabilization immediately reduced inflation to levels of only |-
2 percent per month. The decline in inflation and the fiscal measures
brought about a rapid and major shift in the budget. High real interest
rates and the budget improvement created an atmosphere of at least
temporary stabilization. The black market premium vanished. For a
country that had been on the verge of hyperinflation the stabilization
created an immense relief, but it also left considerable skepticism as
to the possibility of stopping inflation by edict. The skepticism extended
in particular to the government’s ability to achieve sufficient budget
control to permanently reduce the need for inflationary money creation.

But even if skepticism persisted, the stabilization proved to be an
important political move and as such a stepping stone for a more fun-
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damental stabilization. A public opinion survey presents an assessment
over time of the public response to policy and management. The data
are reported in table 2.2.

This was not the first time Argentina had used wage-price controls
to stop inflation. Indeed, in 1975-76 this was tried, and the experience
ended in an outburst of repressed inflation. The Austral Plan has in
fact not brought price stability. Inflation today is back to the 100-200
percent rate. But the important achievement is that inflation was brought
down from more than 2,000 percent and that this was accomplished
without a decline in economic activity, rise in unemployment, or re-
duction in the purchasing power of wages.

Today there is little risk that in the near term the stabilization will
collapse. That confidence makes it possible and fruitful for the gov-
ernment to concentrate on the two key issues: How to achieve further
budget improvement so as to bring inflation down to less than 20 percent
and how to restore investment and growth. External debt and debt
service have a bearing on each of these questions.

2.3 Investment, Debt, and the Budget

The budget influences inflation as well as investment and growth
because it influences the distribution of resources in the economy. If
the government commands a large share of the resources less is left
for the private sector. The government may use these resources to
service the external debt by means of noninterest external surpluses;
it can use the resources to support consumption; or it can make them
available for investment. The possible choices of budget strategy then
are to service the debt, sustain consumption, or use resources for
growth. Table 2.3 shows the budget of the consolidated government.

Two points must be distinguished when looking at the budget impact
on the economy. One is the way in which the government finances its
outlays, i.e., by regular taxes, by borrowing, or by the inflation tax.
The second, possibly related, is how the tax system determines the
allocation of resources among sectors. To illustrate, the government

Table 2.2 Response to the Austral Plan (percentage of the sample
responding positively)

1984 1985 1986

Dec. May Aug. Dec. Apr.
Austral Plan 74 68 52
Economic management 19 10 40 35 19
Government in general 46 35 57 52 36
President Alfonsin 72 64 74 71 64

Source: La Nacion.
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Table 2.3 Budget (percentage of GDP, budget basis)
Expenditure Revenues Budget Deficit
1980 43.9 36.4 7.5
1981 49.1 35.8 13.3
1982 48.2 33.1 15.1
1983 51.6 34.8 16.8
1984 46.2 33.4 12.8
1985 47.4 41.5 5.9
1986 43.4 39.8 3.6

Source: BCRA

can replace the inflation tax with outright taxes and there will be little
effect in the aggregate except that inflation will decline. But if the
inflation tax declines without an offsetting increase in outright taxes
then an offsetting reduction in absorption needs to occur: Either the
government cuts its spending or it reduces its debt service.

For the country at large there is a trade-off between consumption,
investment, and net resource transfers abroad. These points can be
brought out by looking at the GDP identity:

(2) Output = Net Resource Transfer Abroad
+ Investment + Consumption,

where consumption denotes private- and public-sector consumption,
and investment, likewise, includes the private and public sectors. With
a given amount of resources or output available (because the economy
is fully employed already) the budget and the external debt strategy
now determine inflation and growth.

To show the range of options we can look at two particular scenarios.
One possibility is to keep budget adjustments to a minimum, not to
interfere with consumption and yet foster growth via increased in-
vestment. That strategy requires, as (2) shows, that resource transfers
abroad can no longer occur or must even be reversed. In a second
scenario the government seeks both investment and continued, partial
debt service. In that case the resource shortage calls for crowding out
of consumption by outright taxation or by the inflation tax.

Over the past few years crowding out of investment, not consump-
tion, has been the rule. By maintaining relatively tight money and a
strongly competitive exchange rate the government has crowded out
private investment, with consumption and transfers abroad absorbing
the available resources. The adverse effect of positive and often high
real interest rates on investment is all the more punishing in that un-
certainty about future budget trends, debt service, and hence interest
rates, makes it unwise to repatriate capital or risk borrowing.
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Figure 2.5 shows the extraordinarily low rate of investment (as a
percentage of GNP) in Argentina. Net investment in fact is zero or
negative. With productive capacity not expanding, or even shrinking,
there is no source of growth in the standard of living. Hence the ques-
tion is whether the current policy mix can be sustained much longer
without doing irreparable damage to the productive system and thus
to the long-run viability of the economy. The flourishing of the under-
ground economy is certainly a warning signal of a very undesirable
trend.

IMF programs for Argentina, in the absence of an official change in
the debt strategy, anticipate that the current account deficit gradually
declines as a ratio of GDP and ultimately turns toward surplus. The
1986 program, for example, anticipated that by 1990 Argentina’s current
account would reach a modest surplus of 0.2 percent of GDP. That
means, of course, net resources transfers in the full amount of interest
liabilities and no ‘‘new money’’ except for principal. This strategy, if
it is to be consistent with even moderate growth of the economy’s
supply side, requires a major shift in the budget to contain consumption.
That can take the form of a much higher inflation tax or a much higher
outright form of taxation.

Latin American leaders advocate a different scenario. They claim
that net resource flows need to be reversed and that the noninterest
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surpluses can come down. Resources need to be transferred inward
again, they argue, so that they can supplement scarce domestic saving
in financing domestic investment. Such a reversal of resource flows
encounters the problem of creditworthiness. If now debtor countries
like Argentina experience difficulties in servicing the debt, is it plausible
that yet more debt should be added. Feldstein (1987) has made the case
that some countries, in particular Brazil, can both borrow and grow
without risking the buildup of an unsustainable debt. It is difficult to
see that possibility in Argentina, except in the context of a major
restructuring of the public sector. \

But if increased reliance is placed on external resources by reducing
net transfers abroad, the question must be asked how the extra space
thus gained should be used. Once again a fiscal reform could translate
these resources into growth of productive capacity. Using them for
consumption would simply reduce creditworthiness and thus presage
yet another financial crisis sometime in the future.

Argentina thus faces a critical juncture in respect to fiscal policy.
Fiscal choices today are critical because they affect inflation and growth
and because there is little room left for mistakes. The external debt
service is a key variable because it presently absorbs resources that
could be available for growth. But resource savings due to reduced
external debt service (assuming there is no debt forgiveness) can only
be used productively if fiscal reform translates them into sharply higher
investment and growth. The critical decisions to make that possible
have as yet not been reached. Moreover, if capital markets are unwilling
to lend on a major scale then most of the growth must be financed by
reduced consumption. Thus the policy mistakes of the 1970s directly
translate into a growth crisis for the 1980s.

The present effort to stabilize the budget and hence bring about
growth and financial stability goes in its implications much beyond the
economic sphere. Political and institutional instability in Argentina re-
sembles that of the Weimer Republic and Central Europe in the 1920s
or the Fifth Republic in France. The political instability in turn influ-
ences economics because it stands in the way of continuity and far-
sightedness in economic policies. If, as has been the case in Argentina,
the average tenure of a central bank president is less than a year, this
is certainly not conducive to a long view. The attempt at reconstruction
underway today is thus of extraordinary significance. This also implies
that increased flexibility of external constraints associated with debt
service assumes particular importance.
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Appendix
Table 2.4 Key Macroeconomic Variables
Noninterest® Realc Terms¢
GDP: Inflation® Budgetb Current Exchange of

Growth (CPD) Deficit/GDP Account/GDP Rate Trade
70 5.4 21.7 2.0 0.3 56.7 106.6
71 3.7 39.1 4.6 -0.6 49.7 116.4
72 1.9 64.1 6.1 0.2 52.9 125.7
73 3.5 43.8 8.6 1.5 58.6 134.6
74 5.7 40.2 8.5 1.3 71.2 117.8
75 -0.4 335.1 15.6 -2.2 36.9 111.5
76 -0.5 347.5 10.6 2.9 46.4 95.8
77 6.4 160.4 5.0 39 50.7 92.7
78 ~-3.4 169.8 6.7 4.9 64.7 83.5
79 6.7 139.7 6.7 -0.1 83.4 88.4
80 0.7 87.6 8.6 —6.1 100.0 100.0
81 -6.2 131.3 18.0 -2.7 69.5 113.8
82 -4.6 209.7 18.9 3.3 48.9 98.5
83 2.8 433.7 17.8 3.9 58.8 94.1
84 2.6 688.0 13.8 4.2 58.4 101.7
85 —-4.5 385.0 5.1 6.2 48.9 88.4
86 5.7 81.9 4.7 1.9 45.2 78.4

aPercent per year.
bPercent of GDP.
‘Index 1980 = 100.



Table 2.5 The External Sector

Current Account Terms of®
Interest® Noninterest? Trade Debt® Real Exchange©

$2 % of GDP® Payments Current Account GDP Rate
70 ~159.0 -0.8 —-222.5 63.6 106.6 16.7 56.7
71 —389.0 -1.8 —255.9 —132.8 116.4 18.2 49.7
72 -223.0 -1.0 —273.0 50.0 125.7 21.8 52.9
73 721.0 2.7 -317.0 1,038.0 134.6 20.0 58.6
74 127.0 0.4 —298.0 425.0 117.8 20.4 71.2
75 —-1,284.0 -3.5 —460.0 —824.0 1.5 18.6 36.9
76 665.0 1.7 —465.0 1,130.0 95.8 18.6 46.4
77 1,290.0 3.0 —-370.0 1,660.0 92.7 19.2 50.7
78 1,833.0 4.0 —405.0 2,238.0 83.5 239 64.7
79 —537.0 -1.0 —493.0 —44.0 88.4 30.2 83.4
80 —4,767.0 -7.6 —947.0 —3,824.0 100.0 373 100.0
81 —4,714.0 -7.4 —2,965.0 -1,749.0 113.8 48.1 69.5
82 —2,357.0 -38 —4,403.0 2,046.0 98.5 60.3 48.9
83 —2,461.0 -3.8 —4,983.0 2,522.0 94.1 59.5 58.8
84 —2,391.0 -3.5 —5,273.0 2,888.0 101.7 60.5 58.4
85 —-953.0 -1.5 —4,879.0 3,926.0 88.4 64.3 48.9
86 —2,645.0 -4.0 —3,934.0 1.289.0 78.4 — 45.2
aMillion $US.

bPercent of GDP.
cIndex 1980 = 100.

.5
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Table 2.6 Key Relative Prices® (Indices 1980 =100)
Agriculture/ Real Relative
Nonagriculture Real Public- Real Terms of  Exchange Price of
(wpi) Sector Prices Wages Trade Rate Land
70 119.05 106.30 — 106.6 56.69 190.16
71 132.14 100.13 263.25 116.4 49.69 216.39
72 152.38 97.64 216.16 125.7 52.92 308.20
73 141.67 107.61 267.77 134.6 58.62 249.18
74 123.81 151.71 264.36 117.8 71.15 337.70
75 97.62 158.53 217.64 111.5 36.92 319.67
76 104.76 131.63 124.01 95.8 46.46 478.69
77 111.90 130.05 83.01 92.7 50.69 393.44
78 109.52 133.60 79.59 83.5 64.69 124.59
79 110.71 104.59 70.73 88.4 83.38 93.44
80 100.00 100.00 100.00 100.0 100.00 100.00
81 90.48 115.88 106.46 113.8 69.54 63.93
82 103.57 111.29 139.89 98.5 48.92 103.28
83 107.14 131.50 152.54 94.1 58.77 159.02
84 101.19 147.24 142.94 101.7 58.38 145.90
85 85.71 159.97 110.34 88.4 48.92 —
86 109.52 147.77 110.06 78.4 45.15 —_

aDeflated by GDP deflator.

Table 2.7 Inflation and the Financial Sector
Budget
Inflation  Deficit/GDP  Base/GDP MI/GDP M2/GDP  M3/GDP M4/GDP

70 21.7 2.03 0.12 0.15 0.25 0.25 0.25
71 39.1 4.58 0.10 0.13 0.22 0.23 0.23
72 64.1 6.10 0.09 0.11 0.19 0.21 0.21
73 43.8 8.60 0.13 0.11 0.20 0.22 0.22
74 40.2 8.52 0.14 ©0.14 0.25 0.27 0.28
75 335.1 15.59 0.16 0.09 0.14 0.16 0.17
76 347.5 10.56 0.14 0.07 0.11 0.12 0.16
77 160.4 5.04 0.16 0.06 0.14 0.15 0.16
78 169.8 6.67 0.14 0.06 0.18 0.18 0.20
79 139.7 6.65 0.09 0.06 0.19 0.19 0.21
80 87.6 8.56 0.08 0.07 0.21 0.21 0.23
81 131.3 17.97 0.09 0.05 0.20 0.20 0.22
82 209.7 18.78 0.29 0.05 0.17 0.16 0.19
83 433.7 17.76 0.29 0.04 0.13 0.14 0.14
84 688.0 13.79 0.20 0.04 0.11 0.12 0.12
85 385.0 5.10 0.12 0.0S 0.11 0.11 0.13

86 81.9 4.70 0.09 0.05 0.14 0.16 0.18
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Table 2.8 The Budget and Interest Payments (percentage of GDP)
Budget Interest on Interest on Operational
Deficit Foreign Debt Domestic Debt Deficit
6l 3.79 0.02 0.06 3.71
62 6.80 0.04 0.05 6.71
63 6.59 0.02 0.07 6.50
64 5.60 0.03 0.09 5.48
65 2.87 0.03 0.05 2.79
66 3.65 0.03 0.05 3.57
67 1.83 0.03 0.03 1.77
68 1.72 0.03 0.04 1.65
69 1.28 0.03 0.03 1.22
70 2.03 0.15 0.26 1.62
71 4.58 0.21 0.27 4.10
72 6.10 0.3] 0.25 5.54
73 8.60 0.18 0.36 8.06
74 8.52 0.18 0.61 7.73
75 15.59 0.16 0.53 14.90
76 10.56 0.15 1.33 9.08
77 5.04 0.14 1.00 3.90
78 6.67 0.17 1.76 4.74
79 6.65 0.10 1.93 4.62
80 8.56 0.30 1.55 6.71
81 17.97 3.47 2.75 11.75
82 18.78 4.36 3.87 10.55
83 17.76 2.44 0.54 14.78
84 13.79 2.81 0.34 10.64
85 5.10 2.60 0.13 2.37
86 4.70
Notes

1. See Ford (1983), Williams (1971) and Diaz Alejandro (1970) for Argentine

economic history prior to World War II.

2. Quoted by Cardoso (1987) and Ford (1983, 92).
3. This is the series reported regularly by Morgan Guaranty Trust, World
Financial Markets. We are indebted to Rimmer de Vries for making available
the historical series.
4. On the Peronist experience see, in particular, Di Tella (1983) and de Pablo

(1982; 1984).
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3 Bolivia’s Economic Crisis

Juan Antonio Morales and Jeffrey D. Sachs

3.1 Introduction

By any standard, Bolivia’s economic crisis in the 1980s has been
extraordinary. As seen in table 3.1, Bolivia’s economic debacle of re-
cent years is striking even in comparison with the poor performance
of Bolivia’s neighbors. Like its neighbors, Bolivia suffered from major
external shocks, including the rise in world interest rates in the early
1980s, the cutoff in lending from the international capital markets, and
the decline in world prices of Bolivia’s commodity exports. But the
extent of economic collapse in the face of these shocks suggests that
internal factors as well as the external shocks have been critical to
Bolivia's economic performance. The Bolivian hyperinflation of 1984
85, for example, which was one of the most dramatic inflations in world
history, is the only 20th century hyperinflation that did not result from
the dislocations of war or revolution. One major theme of our work is
that the recent economic crisis in Bolivia is a reflection of political and
economic conflicts in Bolivian society that have undermined the de-
velopment process throughout this century.

Table 3.2 gives a brief political chronology of Bolivia since the Rev-
olution of 1952. The most striking aspect of the chronology is the
instability of constitutional rule in the country. The Revolution of 1952
was led by the National Revolutionary Movement, the MNR, which
governed Bolivia for 12 years, winning elections in 1956 and 1960. The
military toppled the civilian regime in 1964, and ruled without inter-
ruption until 1978. A period of political chaos followed during 1978-

Juan Antonio Morales is a professor of economics at the Universidad Catoélica Boli-
viana, La Paz. Jeffrey D. Sachs is a professor of economics at Harvard University and
a research associate of the National Bureau of Economic Research.
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Table 3.1 Economic Performance in the 1980s, Selected Countries
GDP Growth Inflation Terms of
(annual rate) (annual rate) Debt-GNP= Trade, 1985
1980-85 1980-85 Ratio 1985 (1980 = 100)
Bolivia -4.5 569.1 136.8 86
Latin America
Argentina -1.4 342.8 56.4 88
Brazit 1.3 147.7 43.8 87
Mexico 0.8 62.2 52.8 98
East Asia
Malaysia 5.5 3.1 62.0 85
indonesia 3.5 10.7 36.6 97
Korea 79 6.0 43.0 10S

Source: World Bank, World Development Report 1987.
“Medium-and long-term debt, public and private.

82, with a rapid alternation of military and civilian rule. Civilian rule
was restored in 1982, with the accession to power of Siles Zuazo.

As in other Latin American nations, the alternation of power also
reflected an alternation between populist and antipopulist politics. In
Bolivia, however, this alternation has been particularly sharp. Gen-
erally, the military rule was antipopulist, and especially antilabor. There
was, however, a brief populist phase of military rule under General
Torres in 1970-71, which coincided with the leftist military government
in Peru under Velasco. The civilian governments have all drawn their
leaders from the MNR, though the civilian governments have varied
widely in their policies, with populist phases during 1952-56 and 1982 -
85, and conservative phases during 1956-64 and 1985 to the present.

The chronic political instability, and more specifically the swings
between populist and antipopulist politics, reflect the deeper divisions
in the Bolivian economy and society. Not only is Bolivia’s distribution
of income and wealth highly unequal, but the various sectors in Bolivian
society are highly mobilized to do battle over their shares of income
and wealth. Since the Revolution, all of the social factions have looked
to the central government to satisfy their particular distributional agenda,
and the battle for political power has also been a battle for a share of
the national pie. The battle over shares has been particularly damaging
since it has occurred in the context of a secular decline in the earnings
of Bolivia’s key mining sector. That decline not only made the need
for a coherent development strategy particularly urgent, but also
heightened the sense of desperation in the distributional battle.

The result, not surprisingly, has been a government stretched far
beyond its fiscal capacity; an economic environment inimical to long-
term investment; and an inability of the key political actors to settle
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Table 3.2 Brief Political Chronology, 1952-1985

1952 Bolivian Revolution, carried out by National Revolutionary Movement
(MNR), under leadership of Dr. Victor Paz Estenssoro.

1952-56  Presidency of Paz Estenssoro; sharp rise in inflation, to 178.8% in 1956.

1956-60  Presidency of Hernan Siles Zuazo (MNRY); economic stabilization under
U.S. and IMF supervision and finance.

1960-64  Second presidency of Paz Estenssoro.

1964 Third presidency of Paz Estenssoro; Paz Estenssoro deposed in military
coup led by General René Barrientos Ortuno.

1964-66 Co-presidency of Alfredo Ovando Candia and Barrientos Ortuno.
1966—-69  Civilian presidency of Barrientos (dies in plane crash, April1969).

1969 Vice-president Luis Siles Salinas becomes president; deposed in coup by
Ovando Candia.

1970 Ovando Candia deposed by General Miranda. Miranda deposed by
General Juan José Torres.

1971 Torres rules left-wing radical government. Deposed in coup, jointly
sponsored by the military, FBS, and MNR.

1971-73  General Hugo Banzer Suarez rules with MNR support.

1974-78  Banzer presidency under military rule; MNR withdrawal from government
in 1974.

1979 Pereda becomes president in election marked by accusation of fraud.
Pereda deposed by General David Padilla, who calls for 1979 election.

1979 Election results in stalemate (no majority); Senate President Walter
Guevara Arze serves as interim president. Guevara deposed by Colone!
Natusch Busch; Busch resigns in 15 days. President of Chamber of
Deputies, Lidia Gueiler, becomes interim president.

1980 Electoral stalemate. Gueiler deposed in coup by Major General Luis
Garcia Meza.

1981 Garcia Meza forced to resign in favor of General Bernal. General Bernal
resigns in favor of General Torrelio.

1982 General Torrelio deposed in coup by General Vildoso Calderon. Congress
reconvenes; names Siles Zuazo as president.

1985 Siles Zuazo announces early elections. Paz Estenssoro becomes president.
New economic policy declared on 29 August 1985.

on a sustained strategy for national economic development. The failure
of economic development has taken its toll. Bolivia is the poorest
country in South America, with a per capita income of about $500, and
the second poorest in the Western Hemisphere, behind Haiti. Between
1952 and 1985, GNP grew at the meagre annual rate of 2.4 percent.
In the next section of this chapter, we extend this analysis as to why
Bolivia has failed to develop a workable strategy of long-term develop-
ment. We then turn to an analytical chronology of the recent economic
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crisis, and highlight how the crisis has emerged from the longer-term fail-
ures that we have stressed. To understand the proximate economic de-
terminants of the crisis, we highlight the critical linkages between foreign
borrowing, the exchange rate, and inflation, that are key to understand-
ing both the onset of the hyperinflation and debt crisis, and the progress
that has been made since 1985 in overcoming the crisis. While major re-
forms have been begun by the present government, many of the deepest
problems in Bolivian society that contributed to the crisis remain unre-
solved. We underline these areas of remaining difficulty, and discuss var-
ious policy options for addressing them.

3.2 The Long-Term Problems of Bolivian Economic Growth

Bolivia’s problems begin with the inherent difficulties of growth in
a landlocked mining economy centered in breathtaking, yvet forbidding,
terrain more than 14,000 feet above sea level. Bolivia is a very large
and sparsely populated country. Its area is greater than the combined
areas of the United Kingdom, West Germany, and France, with a pop-
ulation of only 6 million. The country is divided geographically between
the Andean highlands, where the mining industry is located, and the
lowlands to the east, where petroleum products and commercial ag-
ricuiture are situated. From the beginning of colonial development,
Bolivia’s political and economic center of gravity has been in the high-
lands. The secular decline of the mining sector has led in recent decades
to a shift in economic and political activity to the east.This shift, which
is the cause of significant political conflict, has been accelerated by the
recent sharp crash of tin prices in October 1985.

Bolivia’s economy since the colonial period has been based on min-
ing, first silver, from the colonial period until the late 19th century, and
then tin in the 20th century. With population centered in the highlands
and neighboring valleys, transport costs are extremely high. Therefore,
while it has been profitable for Bolivia to export minerals such as silver
and tin that have a high value added per unit weight, and therefore a
low share of transport costs per unit value, Bolivia has been unable to
overcome the transport costs for almost any kind of manufactured
product. The problem of transport costs was greatly exacerbated by
Bolivia’s loss of its littoral on the Pacific Coast, in the traumatic War
of the Sea against Chile and Peru in 1879.

The requirement of high value added per unit weight in Bolivian
exports helps to explain Bolivia’s only real diversification of exports
in recent years: coca leaf derivatives (the precursors of cocaine) and
petroleum products. Petroleum products, particularly natural gas ex-
ported to Argentina, can be carried out of the country by pipeline,
while coca leaf can be profitably transported even if carried on a peas-
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ant’s back. Table 3.3 shows Bolivia’s concentration of noncoca exports
in recent years. Among Bolivia’s measured exports (i.e., excluding
coca), tin and petroleum products usually accounted for much more
than half of total exports during the 1960s, 1970s, and 1980s. Coca
exports in the 1980s are generally estimated to equal the sum of tin
and natural gas exports.

Many of Bolivia’s problems can be seen as the tragic playing out of the
secular decline in the mining sector, a process that has been underway

Table 3.3 Relative Shares of Tin and Natural Gas in Total Exports of Bolivia

As % of Merchandise

Year Exports
1952 59.9
1953 64.2
1954 55.2
1955 56.0
1956 55.1
1957 58.9
1958 56.1
1959 68.2
1960 71.0
1961 87.3
1962 89.7
1963 80.6
1964 80.8
1965 80.5
1966 70.2
., 1967 58.5
1968 58.9
1969 57.3
1970 52.0
1971 58.4
1972 61.3
1973 57.2
1974 46.6
1975 48.1
1976 47.9
1977 62.4
1978 72.0
1979 65.9
1980 63.6
1981 68.3
1982 73.5
1983 77.6
1984 86.1
19852 89.7

Source: Central Bank of Bolivia, Boletin Estadistico, various issues.
“Estimate.
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derway for at least half a century. (See Malloy 1970 for an authoritative
account of 20th century Bolivian history before the Revolution, with
an emphasis on the secular decline of the tin sector starting in the late
1920s.) Actually, Bolivia’s first deep crisis came with the depletion of
silver deposits and the fall of world silver prices at the end of the last
century. Good fortune, however, pulled Bolivia out of crisis when a
boom in world demand for tin followed the development of the modern
canning process. The apogee of modern Bolivian economic develop-
ment relative to the neighboring countries was reached in the first two
decades of the 20th century, when tin was intensively developed, and
when export earnings provided the basis for a major extension of the
country’s infrastructure, including roads and the railway system.

Tin lodes were increasingly exhausted in the 1920s, and Bolivia began
to lose export competitiveness with other producers. When tin prices
collapsed at the start of the Great Depression, Bolivia became the first
country in that crisis to default on its sovereign foreign debt, in January
1931. Bolivia was also the last country in Latin America to settle these
defaulted debts after World War II.

" The collapse of tin undermined both the economy and the political
system, known as the Rosca, which was managed heavily in favor of
the three tin magnates, Patino, Hochschild, and Aramayo. The public
finances, which relied heavily on tin exports and international trade
generally, were gravely weakened, and the financial problems generally
undermined the central government. Thus, the period between 1931
and the Revolution of 1952 was an era of political uncertainty and
unrest. Bolivia lost the bloody and costly Chaco War to Paraguay in
the mid-1930s, an experience that heightened the political mobilization
of workers and the middle classes unhappy with the leadership of the
oligarchy. A military government with a mixed fascist and revolutionary
orientation came to power in 1943, but was deposed in 1946. The
oligarchy regained control in 1946, but was swept aside by the Revo-
lution of 1952.

The leaders of the Bolivian Revolution of 1952 drew inspiration from
the Mexican Revolution, and from Mexico’s Institutional Revolution-
ary Party (the PRI), in the formation and policies of the Bolivian MNR.
The experience under the Rosca had thoroughly discredited private
wealthholders as a class capable of leading national development. The
revolutionary leaders looked to the public sector as means of growth
that would be broadly based and equitable. They put in place an eco-
nomic system, which can broadly be called state capitalism, that as-
signed the bulk of capital formation to the public sector, both for
infrastructure and for industrial production in state enterprises. The
leading state enterprises were COMIBOL, the national tin company,
and YPFB, the state petroleum company.
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It should be stressed that the reliance on the state sector was guided
by political considerations as well as by an ideology of economic de-
velopment. The revolutionary movement, after toppling the oligarchy,
was hardly interested in returning power to a small class of wealth-
holders. Indeed, given Bolivia’s highly unequal income distribution,
the problems of establishing a political equilibrium together with mass
participation (indeed mass political mobilization) were evident. A large
state sector was viewed as providing a political answer to the distri-
butional bind. As seen in table 3.4, Bolivia’s income distribution re-
mains, despite the Revolution, highly unequal. The Revolution did
succeed, particularly through land reform, in raising the income share
of the poorest 20 percent of households above the shares found in
several other Latin American countries.

Despite the great variation of governments after 1952, one aspect of
the model of state capitalism remained fairly constant. Whether the
government was of the populist left, as under the military leader Gen-
eral Torres in 1970-71, or of the right, as under the military regime of
General Hugo Banzer during 1971-78, the state was looked to as the
guiding force of development. As shown in table 3.5, a large fraction
of total national investment, generally more than half in the 1960s and
1970s, was invested directly by the public sector. This predominant
role of the state is, of course, not unusual for late developers, as was
elegantly demonstrated by Gerschenkron many years ago in the case
of the European latecomers. And as stressed in Sachs (1987) the state
has played a very large, and apparently successful, role in spurring
economic development in Japan, Korea, and Taiwan. What has been
distinctive in the Bolivian case, however, has been the fundamental

Table 3.4 Income Distribution in Selected Countries
Ratio,
Year Bottom 20% Top 20% Top to Bottom
Bolivia 1970 4.0 59.0 14.8
Latin America
Argentina 1970 4.4 50.3 11.4
Brazil 1972 2.0 66.6 33.3
Mexico 1977 29 57.7 19.9
East Asia
Malaysia 1973 3.5 56.1 16.0
Indonesia 1976 6.6 49.4 7.5
Korea 1976 5.7 45.3 7.9
Taiwan 1976 9.5 35.0 3.7

Source: World Bank; national sources for Taiwan.

‘
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Table 3.5 Public and Private Participation in the Gross Capital Fixed
Formation
Public Private Total

Year Amount % Amount % Amount %
1958 203.0 42 206.0 58 489.0 100
1959 213.0 40 313.0 60 526.0 100
1960 281.2 44 355.8 S6 637.0 100
1961 239.1 45 292.2 55 581.3 100
1962 452.0 54 3182.7 46 834.7 100
1963 576.0 62 348.3 38 924.3 100
1964 570.1 60 387.6 40 957.7 100
1965 451.1 43 599.7 57 1,050.8 100
1966 478.3 50 470.8 50 949.4 100
1967 581.6 50 574.1 50 1,155.7 100
1968 929.0 52 841.0 40 1,770.0 100
1969 910.5 59 633.4 41 1,543.9 100
1970 1,002.0 56 790.0 44 1,792.0 100
1971 1,170.0 40 781.0 40 1,951.0 100
1972 1,548.0 59 1,075.0 41 2,823.0 100
1973 1,690.0 37 2,829.0 83 4,519.0 100
1974 2,199.0 34 4,351.0 66 6,550.0 100
1975 3,711.0 41 5,344.0 59 9,055.0 100
1976 5,949.0 56 4,736.0 44 10.655.0 100
1977 7,930.0 64 4,484.0 36 12,414.0 100
1978 10,216.0 66 5,180.0 34 15,396.0 100
1979 8,928.0 58 6,378.0 42 15,306.0 100
1980 9.767.0 S0 7.361.0 42 17,328.0 100
1981 100
1982 100

Source: Ministry of Planning and Central Bank of Bolivia.

disjunction between the weak capacity of the state on the one hand,
and the responsibilities invested in the state on the other.

The whole concept of more equitable growth through a large state
sector collapsed in a mass of inconsistencies over the 30 years between
the Revolution and the onset of the Bolivian hyperinflation. During the
post-Revolution period, leftist leaders were always too weak politically
to satisfy their redistributional aims. To the extent, for instance, that
they aimed to raise public-sector salaries or to increase public-sector
investment and employment, they lacked the capacity to tax income
and wealth necessary to finance the larger state sector. If necessary,
the Bolivian army was prepared to intervene to forestall populist or
redistributionist actions, as it did in 1971. For these reasons, leftist or
populist leaders have been constantly forced to rely on inflationary
finance or foreign aid and foreign borrowing to carry out their distri-
butional and developmental goals. The first high inflation in Bolivia
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came in the wake of the Revolution, and the second came with the left-
wing government of Siles Zuazo in 1982.

Leaders on the right, such as Barrientos and Banzer, were not in-
terested to limit the power of the state, but rather to use the state to
satisfy a different agenda. While governments on the left sought re-
distribution through higher wages and a larger role for public-sector
workers, governments on the right sought instead to bolster favored
segments of the private sector through generous government subsidies.
Governments of the left have generally paid for higher public salaries
through printing money (i.¢., the inflation tax) or through foreign bor-
rowing, since they have been forestalled from raising taxes. Govern-
ments on the right, on the other hand, have rejected higher taxes outright,
and have instead sought to finance the government through a reduction
of public-sector wages (often with overt repression of labor), and also
through foreign borrowing. Note one common theme of both types of
governments: let the foreigners pay!

The conflict over income distribution continues to have a number of
profound effects on economic policy and economic performance. The
first effect that we have noted is fiscal indiscipline, since powerful high-
income groups veto the income and wealth taxes that would be needed
to finance a large public sector. A second effect is the deep politicization
of almost all instruments of economic policy. There are few economic
policy tools in Bolivia that are judged mainly on the basis of efficiency
rather than distribution. Exchange rate changes, for example, typically
have been avoided in Bolivia until currency overvaluations reach ab-
surd proportions, for fear of a resulting distributional battle. Similarly,
public-sector prices have often been stuck at levels far below market
clearing rates, for the same reason, despite the often devastating fiscal
consequences. A third effect of the continuing battle over income dis-
tribution is the uncertainty for private investment spending that is
created by the alternation between leftists and rightist regimes with
widely varying agendas. A fourth effect has been the degeneration of
politics into a fierce battles of the ‘“ins’’ versus the ‘‘outs.”” With the
state viewed as an instrument of redistribution, succeeding govern-
ments came to view the public purse and public enterprises as private
slush funds, to be used for personal gain or political patronage. Malloy
and Gamarra (1987) have termed this condition ‘‘neopatrimonialism.””’

3.3 Origins of the Debt Crisis: The Banzer Era

As shown in table 3.6, Bolivia’s external debt rose dramatically in
the 1970s, mostly during the Banzer era. Bolivia’s rapid accumulation
of external debt in the 1970s reflected three forces at work. Part of
the foreign borrowing financed a plausible attempt to generate a more



Table 3.6 Bolivian External Debt, 1970-85

$ millions 1970 1975 1980 1981 1982 1983 1984 1985

Total debt 481.7 824.4 2,228.6 2,679.2 2,769.1 3,105.1 3,203.5 3,259.3
(MLT public and
publicly guaranteed)
Debt/GNP (%) 46.3 46.2 78.1 89.3 102.6 111.5 1159 124.8
Debt/Exports (%) 232.6 166.7 213.1 262.3 301.5 345.4 377.8 441.9

Source: World Bank, World Debt Tables, 198687 edition.
aDebt outstanding and disbursed, medium- and long-term maturities, on public and publicly guaranteed debt.

.9
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diversified export base through various investment projects. Some of
these projects, such as natural gas exports to Argentina, proved suc-
cessful. Others, such as investment in crude petroleum production,
proved to be failures. Less benignly, the foreign borrowing also re-
flected an attempt to finesse the internal distributional conflict on
borrowed money and borrowed time. The government did not attempt
to raise taxes (and indeed rejected a detailed tax reform proposal of
the Musgrave Commission). Third, and most perniciously, some of the
foreign borrowing had the purpose and effect of enriching a narrow
set of private interests via the public sector’s access to foreign loans.
Similarly, an overvalued exchange rate, maintained through foreign
borrowing, became a channel for capital flight for the wealthier
individuais.

The economic record of the Banzer years look quite good when taken
in isolation. Bolivian GDP growth averaged 5.4 percent per year, which
was far above the average of 2.4 percent during the whole period 1952
85. Prices were rather stable except in 1974, following a major deval-
vation of the Bolivian peso. Investment as a share of GNP reached
historical highs, as did government revenues relative to GNP, though
the gap between government expenditures and government revenues
widened. In an era of easy foreign finance, however, the gap was readily
filled by eager foreign bankers. Few observers at the time realized the
precariousness of the Banzer boom, built as it was on a temporary
commodity boom, easy access to foreign finance, and a narrow political
base.

Banzer’s rule lasted for seven years, an extraordinary stretch by
Bolivian standards. For three years, Banzer ruled with the support of
both leftist and rightist political parties. As Malloy and Gamarra (1987,
103) indicate, Banzer jettisoned these parties in 1974 when he recog-
nized that ‘‘they were rump factions who represented little more than
cliques whose primary purpose was to lay claim to public-sector jobs.”
From 1974 to 1978, Banzer ruled with the support of private-sector
business, the military, and some technocrats. Because of the booming
economy, Banzer enjoyed the support of the urban middle classes, and
even some favored labor groups such as the railway workers, but faced
continued strong opposition from most of organized labor, and the
leftist parties.

Another important dimension of support and opposition to Banzer
was regional. The eastern part of the country, and especially Banzer’s
home province of Santa Cruz, provided strong support and were major
beneficiaries of Banzer’s policies. Groups in this region were favored
with grants of property rights over public lands, and with generous
subsidized credits. An important illustration of how the government
distributed public revenues to private supporters is the case of loans
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for large-scale cotton production in the Santa Cruz region, made by
the government Agricultural Bank (Banco Agricola Boliviano) between
1972 and 1975. Tens of millions of dollars were loaned to a small number
of large landowners during an incipient cotton boom. The Bolivian
producers sold their crops forward on world markets, but then tried
to renegotiate when the spot market prices rose above the forward
contract price. They failed in the renegotiations, and in the end, much
of the cotton remained undelivered. The growers quietly defaulted on
the Agricultural Bank loans and the government absorbed the losses
with no attempt to collect or to foreclose on any property. To this day,
the bad cotton loans have undermined the solvency of the Agricultural
Bank.

In 1975, the Banzer regime announced a five-year development plan
which encapsulated the governing philosophy. The plan aimed at export
promotion led by state investment. The public sector was targeted with
71 percent of total investment over the period, focussed heavily on
hydrocarbons, mainly in the Santa Cruz region. Financing of the plan
was to rely on the profits from petroleum exports, which in the event
never materialized, and on foreign borrowing, which did. Most of the
plan however was never implemented.

In 1977 and 1978, General Banzer faced growing pressure from the
Carter administration for a return to democracy. An election was called,
but was annulled after charges of massive fraud. When Banzer then
tried to remain in office, he was ousted in a coup. There ensued a four-
year period of intense political instability, with several interim presi-
dents, coups, and deadlocked elections, producing in all nine different
heads of state between Banzer and Siles.

Bolivia reached its political nadir in 1980 and 1981, when General
Garcia Meza deposed the interim president Lidia Gueiler. The Garcia
Meza regime was deeply implicated in the burgeoning cocaine industry,
and therefore never received international support, except for the back-
ing from the similarly corrupt and violent military regime in Argentina.
Capital flight reached new highs in the period, with errors and omissions
in the balance of payments in 1980 and 1981 tetalling $590 million, or
about 10 percent of 1980 GNP. The commercial banks stopped all lend-
ing, and negotiated an emergency rescheduling agreement which was
soon defaulted upon. The rest of the international community also
ceased new lending, except for two important loans from the Argentine
regime.

Not one of the heads of state during this chaotic period had the
political backing to address the acute economic problems facing the
country. Banzer’s strategy of foreign borrowing had run its course,
with insufficient export earnings and government revenues to show for
it. The various goverments following Banzer during 1978-82 were in
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no position to raise taxes or enforce economic austerity, and so they
resorted to printing money when the flow of foreign money changed
from net inflow to net outflow. On top of the problem of obtaining fresh
credits, commodity prices started to slide in 1981, and interest rates
on the existing international loans soared. By October 1982, when the
Siles Zuazo government came to power, the economy was in a sharp
downward slide. Real GNP had declined by an estimated 0.9 percent
in 1981 and by 8.7 percent in 1982. The price level had risen by 308
percent in the 12 months preceding Siles’s accession to power.

3.4 The March to Hyperinflation

It is important to appreciate the political implications of Siles’s acces-
sion to power in 1982. The new administration represented the first
elected government in 18 years, so that pent-up social and economic
aspirations were sure to boil over early in the term. Siles represented
the left wing of the MNR, and governed in a coalition with various
leftist parties, including the Communist Party of Bolivia. In the early
phase of the administration, organized labor gave support to the new
government, but only in return for significant wage increases. Ulti-
mately, when the financially strapped government was unable and un-
willing to grant wage increases to keep ahead of the accelerating inflation,
organized labor turned bitterly against the government. General strikes
by organized labor in 1984 and 1985 killed the final two stabilization
attempts of the Siles administration.

The hyperinflation under Siles was not so much a result of an ex-
plosion of new spending as the inability to restrain spending in the face -
of falling foreign loans, falling tax revenues, and higher debt service
payments abroad. The coalition members were never able to agree on
policies to restrain spending, while the government’s right-wing op-
ponents in the Bolivian Congress rejected all proposals to broaden or
even stabilize the tax base. At a fundamental level, moreover, the
coalition government failed to realize that the deepening crisis was an
indictment of the system of state capitalism itself, and especially of the
financial limitations of that system. To the end, the Siles administration
defended the logic of a large state enterprise sector, even as it tried to
squeeze key state enterprises in order to support the finances of the
rest of the government.

The hyperinflation and debt crisis developed as Bolivia’s net resource
transfers from the rest of the world turned negative in 1982. Seignorage
financing (i.e., printing money) substituted for the decline in foreign
resource flows. Table 3.7 demonstrates this shift in foreign resources
for a subset of loans, the medium- and long-term public or publicly
guaranteed loans. We see that for 1979 through 1981, new net borrowing
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Table 3.7 Bolivia’s Debt Servicing of Medium- and Long-Term
Public-Sector Debt
1980 1981 1982 1983 1984
Net interest payments 163.9 171.0 180.9 172.8 201.3
Official creditors 42.8 50.3 66.2 64.7 166.2
Private creditors 121.1 120.7 114.7 108.1 35.1
Net new lending 341.9 263.2 88.6 —18.0 60.5
Official creditors 191.0 163.9 103.0 13.5 63.3
Private creditors 150.9 99.3 —~14.4 ~31.5 -2.9
Net resource transfer 178.0 92.1 -92.2 —190.8 —140.8
Official creditors 148.2 113.6 36.8 -51.3 —-120.9
Private creditors 29.8 —21.4 —129.1 —139.5 -37.9
Net resource transfers
Total, % of GNP 6.2 3.1 -34 —-6.9 -5.1

Source: World Bank, World Debt Tables, 1985-1986 edition.

by the public sector exceeded the interest payments on the public debt.
In 1982, however, net new lending plummeted, so that the transfer of
resources to Bolivia (net new loans minus interest payments) turned
sharply negative. As a percentage of GNP, net resource transfers on
the loans in table 3.7 shifted from 6.2 percent of GNP in 1980, to 3.1
percent of GNP in 1981, to — 3.4 percent of GNP in 1982, and to —6.9
percent of GNP in 1983.

The jump in seignorage, which fueled the hyperinflation, is the mirror
image of the declining net resource transfer from abroad. As the gov-
ernment devoted an increasing share of resource to foreign debt serv-
icing, it resorted to printing money to finance the balance of its domestic
spending. Figure 3.1 shows this pattern clearly. Seignorage jumped in
mid-1982, several months before Siles’s term began. Aside from sea-
sonal spikes in seignorage in the fourth quarter of most years (asso-
ciated with a Christmas wage bonus for public-sector workers),
seignorage remained at a high plateau of about 12 percent of GNP
annually until stabilization was achieved in late 1985. Note that the
decline in net resource transfers (a shift of about 10 percent of GNP),
and the rise in seignorage, are of about the same magnitude.

The relative constancy of government seignorage does not reflect a
stable level of government spending, taxes, and monetary emission.
Rather, the constancy of the seignorage collection hides a process of
fiscal collapse in which tax revenue collections all but disappeared,
while government spending (particularly on public investment projects)
was cut back sharply in a vain attempt to catch up with the moving
target of falling tax collections. Meanwhile, the monetary emission



71 Bolivia’s Economic Crisis

AT

- 2 1 1 l 1 L i I 1 L 1 1 1 1 1 l 1 1 1 l A i 1 I L 1 1 l i
78 79 80 8l 82 83 84 85

Fig. 3.1 Seignorage per quarter (percentage of annual GNP)

prompted repeated and accelerating depreciations of the exchange rate,
which then fed into inflation. As inflation accelerated, the demand for
real money balances fell, so that a constant rate of seignorage collection
as a percentage of GNP was associated with an accelerating inflation
and a falling level of real money balances.

Government revenues in Bolivia in the early 1980s relied heavily on
three main forms of taxes: internal taxes (mainly sales, property, and
income taxes); taxes on trade (mainly tariff collections); and taxes on
hydrocarbons and minerals (mainly paid by COMIBOL and YPFB).
As shown in figure 3.2, each of these taxes plummeted as a percentage
of GNP. Overall, revenues of the central administration (the TGN) fell
from more than 9 percent of GNP in 1980 to just 1.3 percent of GNP
in the first nine months of 1985. The proportion of TGN expenditures
backed by TGN revenues fell from 65.5 percent in 1979 to just 6.9
percent in the first nine months of 1985.

As is well known from the studies of Olivera (1967) and Tanzi (1977),
inflation itself can be a major factor in undermining the government
revenue collections. In Bolivia, several particular institutional factors
were at work. With income taxes, simple lags in collection reduced the
real value of collections almost to nothing by 1985. Similarly, property
taxes and several excise taxes were stated in specific, rather than ad
valorem, terms. Thus, as the price level rose, the real value of the tax
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collections fell. Tariff revenues declined for several reasons. The down-
turn in economic activity reduced imports, and therefore tax collec-
tions. Equally important, the official exchange rate was persistently
overvalued relative to the black market rate. This had the effect of
encouraging smuggling, on which tariffs are typically not collected.
Even when goods were imported legally, however, the tariff in pesos
was collected on the basis of the official exchange rate, and therefore
the real value of the tariff collections was substantially reduced. The
taxes on mining and hydrocarbons were similarly squeezed. The over-
valued exchange rate reduced the profitability of the state enterprises
in these sectors, and they therefore paid their taxes to the central
government on a sporadic basis only. Indeed, the central bank made
large transfers to the state enterprises to keep them functioning despite
the squeeze on their operating revenues.

It is more difficult to offer an account of spending patterns by the
central government during the hyperinflation period, because of serious
data limitations. The following major points seem clear, however. There
was a sharp squeeze on public investment spending rather than wages
and salaries as the Siles government attempted to cope with the growing
fiscal crisis. Union opposition successfully forestalled any serious at-
tempts to reduce public sector real wages or public employment, until
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the end of the hyperinflation. Until the spring of 1984, the government
squeezed internal spending and relied on monetary emission to make
room for interest servicing on the foreign debt. In the spring of 1984,
the government finally quit debt service payments on the government
debt to the commercial banks. By this time, ironically, the rising infla-
tion had so ravaged the tax system that even with the suspension of
interest payments, the deficit on a cash-basis remained enormous, so
that the resort to seignorage finance was hardly slowed.

There are many particular features of public finance in this period
that help to give a deeper insight into the dynamics of the hyperinflation.
In a foolhardy attempt to restrain inflation, the government resorted
continually to ineffectual price controls, overvalued and multiple ex-
change rates, and other forms of intervention. These policies had no
effect on the general price level, but they frequently threatened the
solvency of private and public firms. In response, the government
would typically find some indirect way to compensate the firms for the
intervention measures, and thus the direct price control measure would
show up as an indirect fiscal subsidy, adding to the government’s need
for inflation finance.

While the hyperinflation was a disaster for the economy and Bolivian
society as a whole, many well-connected rent-seeking individuals made
considerable fortunes in the course of the hyperinflation. Anybody with
access to official foreign exchange from the central bank could become
wealthy almost instantly during the period, by purchasing cheap dollars
at the central bank and selling them at a several hundred percent profit
in the black market. Similarly, commercial bankers, who took deposits
at zero interest and lent money at high nominal interest rates, shared
in the government’s seignorage gains. Moreover, the government ex-
tended large amounts of low-interest loans during the period, often to
politically powerful landowners, which effectively became grants as a
result of the inflation. Price controls on public-sector goods, including
flour and petroleum products, generated opportunities for lucrative
smuggling operations. All of these opportunities for gain provided a
powerful constituency of those who wanted to see the hyperinflation
continue.

3.5 The Stabilization Process

The inflation under Siles went from annual rates of several hundred
percent in 1982 and 1983 to several thousand percent in 1984 and 1985.
According to Cagan’s classic definition of hyperinflation (price in-
creases exceeding 50 percent per month), the true hyperinflation began
in May 1984 and ended in September 1985, upon the accession to power
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of the Paz Estenssoro government. It should be noted that Siles tried
several times to implement a comprehensive stabilization program (dur-
ing November 1982, November 1983, April 1984, August 1984, Novem-
ber 1984, and February 1985), but in each of these cases, some
combination of Siles’s political opponents in Congress, and his osten-
sible ‘*allies’” in organized labor, torpedoed the adjustment efforts.

The successful stabilization program was carried out by the newly
elected center-right government of Paz Estenssoro. The government
came to power in rather inauspicious circumstances, after another elec-
tion which failed to produce a clear majority for one of the candidates.
The program of the Paz administration was unveiled only three weeks
after the government came to power. The program was remarkably
wide ranging, and indeed radical, encompassing not only plans for
macroeconomic stabilization, but also for trade liberalization, admin-
istrative and tax reform, and deregulation and privatization in the do-
mestic market. The so-called ‘‘New Economic Policy’’ was nothing
less than a call to dismantle the system of state capitalism that had
prevailed over the previous thirty years.

The fiscal part of the program was to operate on five fundamental
bases:

1. A stable unified exchange rate backed by tight fiscal and monetary
policies

2. Increased public-sector revenues, via tax reform and improved
public sector prices

3. A reduced public-sector wage bill, through reductions of employ-
ment in state enterprises (particularly COMIBOL) and reduced
rates of real compensation

4. An effective elimination of debt servicing, through a combination
of rescheduling with official creditors, and a unilateral suspension
of payments to private creditors until a more fundamental debt
settlement could be arranged

5. A resumption of concessional foreign financial assistance, from
foreign governments and the multilateral institutions

The leading trade union organization, which had opposed and mo-
bilized against similar, indeed far less dramatic, policy packages under
Siles, called for a general strike in opposition to the program. But after
three years of accelerating inflation, and the sense of chaos in early
1985, the new government clearly had the upper hand. A temporary
state of siege under the constitution was declared, and the strike was
quickly broken.

The fiscal measures, combined with a buildup of internal arrears by
the central government, were sufficient to obviate the need for fiscal
credit from the central bank to support government spending. The
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exchange rate stabilized almost immediately, and with a stable ex-
change rate, the price level stopped rising. As shown in figure 3.3, the
remarkable break in the hyperinflation began no more than one week
after the inception of the program! Inflation fell from a rate of more
than 50 percent per month to price stability almost immediately. The
key to price stability proved to be a stable unified exchange rate, pro-
tected by tight fiscal and monetary policies. When the government
deviated from that policy temporarily at the end of 1985, the high
inflation quickly surged again, but this time it was stopped by a reas-
sertion of fiscal discipline. From February 1986 to July 1987, the infla-
tion rate has averaged only 10-15 percent at an annual rate, one of the
lowest inflation rates in Latin America.

One key aspect of the stabilization should be highlighted, to contrast
the case of Bolivia with those of Argentina, Brazil, and Peru. The
Bolivian stabilization was highly orthodox with respect to monetary,
fiscal, and pricing policies (though it was ‘‘heterodox’’ in its continued
suspension of foreign debt payments). The stabilization program es-
chewed all wage and price controls as part of the anti-inflation effort,
and indeed freed many controls at the inception of the program. It is
likely that the hyperinflation had obviated any need for price controls
as part of the anti-inflation effort, since the high inflation rates had
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eliminated all vestiges of long-term contracts, and therefore all vestiges
of inertial inflation. Peso prices were basically being set at the end of
the hyperinflation by converting dollar prices of goods into pesos at
the spot market exchange rate. Thus, by stabilizing the exchange rate,
the inflation rate was immediately stabilized to the prevailing rate of
dollar inflation in world markets.

In reality, stabilization is a cumulative process, not an event. While
prices quickly stopped rising, fiscal reform has been underway for two
years, and the results are still unsatisfactory in major areas. The gov-
ernment has had to proceed gradually along three major dimensions:
(1) arebuilding of the national tax system, which had virtually collapsed
by the end of the hyperinflation; (2) a reestablishment of normal re-
lations with the government’s various creditors, both internal and ex-
ternai; and (3) a restructuring of the public sector, to provide for a
more durable solution to the fiscal crisis. Let us consider each of these
in turn.

The restoration of a stable revenue base has proceeded in stages.
The immediate and crucial actions of the Paz government were the
raising of public-sector prices and the unification of the exchange rate.
In addition, some back taxes on hydrocarbons and tin were also col-
lected at the outset of the stabilization program, to give the government
some fiscal breathing space. Eight months later, the Bolivian Congress
approved the government’s tax reform measures, which most impor-
tantly instituted a national value added tax of 10 percent. (Character-
istically, the Congress postponed a tax on land wealth until 1988.)
Implementation of the tax measures has been slow and uneven how-
ever, despite the formation of a new Ministry of Taxation. Adminis-
trative difficulties and political pressures from powerful groups have
slowed the introduction of the new taxes.

Even more difficult, perhaps, has been the process of extricating the
government from an enormous overhang of national debt. The Banzer
government bequeathed a highly indebted public sector to Siles, and
the Siles administration bequeathed a truly bankrupt public sector to
Paz. Not only were payments to all international creditors, both public
and private, deeply in arrears by 1985, but payments internally to
various creditors were also in default.

With respect to the international creditors, the government has sought
substantial debt relief. For foreign governments that are creditors of
Bolivia, the government has rescheduled payments via the Paris Club.
For multilateral creditors, including the World Bank and the IMF, the
government has become current on payments, partly on the view that
it stands to receive net resource inflows from the multilateral agencies.
For private foreign creditors, mainly the commercial banks, the gov-



77 Bolivia’s Economic Crisis

ernment has maintained a suspension of interest payments, and has
been negotiating with the creditors for a ‘‘fundamental’’ solution to
that part of the debt, by means of some mechanism of debt repurchase
and cancellation.

The indebtedness problems are also severe internally, though mea-
sured internal debt is rather low. The Siles administration failed to
honor many internal obligations, to private suppliers as well as to
regional corporations and other quasi-official entities. In many cases,
promises for transfer payments were made by the Siles government as
a way to buy time or support, in full knowledge that the obligations
could not be met. Thus, as revenues under the current government
have increased, the pressures for renewed payments on various out-
standing commitments have alsorisen. The government has been forced
into negotiations on many of these ostensible claims, and each nego-
tiation has generated a domestic political battle that threatens the fragile
fiscal equilibrium.

Since the Bolivian government does not have the benefit of a bank-
ruptcy proceeding that would partially cancel its outstanding debts once
and for all, it will continue for many years to be buffeted by various
claimants. Each creditor has the incentive to fight bitterly for full pay-
ment on its claims, and thereby to beat the other claimants, even though
all creditors well recognize the impossibility that the total sum of claims
can be met. This ‘‘grab race’” among the various creditors, which is
precisely what is blocked by formal bankruptcy proceedings, leads to
a constant and bruising political battle between the government and its
various creditors, a battle which continues to put the government at
political jeopardy.

The third part of the stabilization process cited earlier is the reform
of state administration. Under Banzer and Siles, the central government
had grown to extravagant proportions, since much of the government
had degenerated into a patronage machine. This bloated and unwieldy
state mechanism was already on the verge of collapse before the end
of 1985, when suddenly tin and petroleum prices plummeted on world
markets. To preserve fiscal balance, the government had to launch a
bruising, indeed brutal, battle to reduce the employment in COMIBOL
and YPFB. Although fiscally necessary, the results are stunning, and
indeed reflect a social tragedy. COMIBOL has reduced its employment
from about 30,000 workers in 1985 to just 7,000 as of 1987. Many of
these workers are unemployed, or marginally employed, or have gone
to the coca growing region to find work. The mining towns themselves
have been decimated. Employment in YPFB has also been reduced,
though not as dramatically, from 9,000 workers in 1985 to about 5,000
in 1987.
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3.6 Beyond Stabilization to Economic Growth and Development

The stabilization has eliminated much of the panic conditions that
surrounded the hyperinflation in 1984 and 1985. Virtually complete
price stability has been reestablished in Bolivia during 1986 and 1987.
Itis evident, however, that many of the deeper problems in the Bolivian
economy and society that helped to cause the hyperinflation remain in
place, and in some cases have deepened. We now mention some of the
challenges that remain in converting the current stabilization period
into the first phase of sustained economic development.

There are three sociopolitical cleavages that are serious obstacles to
economic stability and long-term growth: the cleavages of income dis-
tribution, ideology, and region.

The income distributional cleavage remains profound, and is the
source of considerable political conflict. The key political problem is
to moderate the nearly continuous confrontation between powerful
social groups, such as organized labor and private capital, and the
various regional forces. The state capitalist model attempted to finesse
the income distribution problem through a combination of the inflation
tax, heavy foreign borrowing, and internal repression of the lower
classes. None of these alternatives is effective for a long-term devel-
opment strategy.

A key to a more equal distribution of income in Bolivia is an increased
tax burden on the higher-income individuals. Balancing the budget by
eliminating basic services, such as health and education, is likely to be
considerably more regressive distributionally than equity and stability
increased taxes on higher incomes. Progressive taxation might include
a tax on land holdings, and higher taxes on luxury consumption goods.
A second kind of policy to promote a more equal distribution of income
would be greater public spending on education in the rural sector, where
most of Bolivia’s poorest citizens live. Investment in the human capital
of the rural peasantry is a key factor in long-term economic development.

The second division to overcome is ideological, involving competing
conceptions of the role of government. With the evident failures of
state capitalism in the past two decades, there is a temptation on one
side for a strict laissez-faire economic approach, and on the other side,
for a fortified socialism. A more modulated approach is more likely to
succeed. Such an approach would recognize the government’s respon-
sibilities for infrastructure, and social investments in health and edu-
cation, but also recognize the limitations to the role of the state in the
productive sector. Part of the push toward laissez-faire in Bolivia is a
frank acknowledgment of the limited capacity for honest, capable pub-
lic adminstration in the country. But this limitation could be lessened
by a concerted effort to raise the standards and capacity of the state
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bureaucracy. A determined effort at improved training of civil servants
is vital in this regard.

The third division is sectoral and regional. Mining and petroleum
products can no longer be the basis of a vibrant Bolivian economy.
Nor can coca production. Export diversification will require a turn to
agriculture and light manufacturing, which in turn will surely entail
some geographical shift in the locus of economic activity from the
highlands to the lowlands. This kind of shift can be politically destruc-
tive if not handled with foresight and planning. To accomplish this
restructuring, future governments will have to tread carefully between
goals of allocating investment expenditures heavily towards the new
sectors and regions, and the need to distribute the burdens and benefits
of public spending in a politically stabilizing manner.
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4 The Macroeconomics of the
Brazilian External Debt

Eliana A. Cardoso and Albert Fishlow

4.1 Introduction

Brazil has been a central participant in the developing country debt
experience. In quantitative terms, Brazil’s $110 billion debt accounts
for some 10 percent of the total debt of developing countries.' In qual-
itative terms, Brazil’s strategic use of debt in the 1970s and subsequent
adjustment difficulties in the 1980s epitomize the possibilities and risks
inherent in reliance on foreign capital inflows. Brazil’s large resource
transfer to its creditors and low investment rate since 1982 point up
the medium-term problem of sustaining adequate rates of economic
development faced by other debtors. Finally, Brazil’s evolution from
diligent conformity to the rules of the game to its current moratorium
symbolizes both the continuing precariousness of the present debt re-
gime and the apparent inability to devise durable solutions.

Brazil’s experience is distinctive, however, in three dimensions. First,
along tradition of inflation, and hence explicit indexing of wages, rents,
financial assets, and the exchange rate, introduce special problems of
adjustment to the sequence of balance of payments shocks since 1973.
Second, Brazil is a continental economy, with limited reliance on trade.
Export performance, although much improved relative to earlier pe-
riods, has remained somewhat erratic; the internal market has exercised
much greater appeal. Shortage of foreign exchange for essential imports
has always lurked as a potential constraint to economic expansion.
Third, there is an imperative for rapid economic growth, which on the
whole has been satisfied. In the postwar period, Brazil’s trend rate of
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expansion of over 6 percent is one of the highest for developing coun-
tries. That standard is a constant source of pressure upon policymakers,
whether under military or civilian government, Recession is not a per-
missible option. In combination, these three characteristics define very
narrow limits for economic policy. They help to explain both why debt
has proved so seductive but also difficult to manage, and why return
to sustained economic growth and reasonable inflation rates is closely
tied to more adequate treatment of the debt problem.

4.2 The Debt Strategy of the 1970s

The first oil shock caught Brazil at the height of its economic “‘mir-
acle’’: a product growth of 10 percent a year that had prevailed since
1968. The economy was showing clear signs of overheating, and excess
demand for imports. As the leading developing country importer of
petroleum, and one whose industry and transport were centered on
the car and truck industry, the blow was especially severe. To make
matters even more delicate, a political transition was in its initial stages,
for which continuing prosperity was regarded as a necessary condition.
These circumstances predisposed Brazil to an adjustment strategy based
upon high, although slower, rates of growth, and one in which there
was more reliance upon government-stimulated import substitution in-
vestment than upon market driven responses to changes in exchange
rates or relative prices of petroleum. External debt played a central
role in that strategy through its financing of increased investment rates
and of large trade and current account deficits. By permitting gradual
rather than immediate accommodation, the negative real income effects
of the shock could be postponed and go unnoticed in the midst of
continuing growth.

If there was demand for debt, there was also supply. Brazil was a
favored and privileged participant in the Eurocurrency market. It had
started to borrow early, even before the oil shock, and its rapid growth
and level of industrialization qualified the country as highly credit-
worthy. The Brazilian economic technocracy was held in high regard,
and its political stability was not in doubt.

The strategy succeeded in sustaining high rates of growth: Between
1973 and 1979 Brazilian product expanded at a rate of 7 percent, well
above the average for developing country oil importers as a whole. It
did so, however, at the expense of a very rapid increase in medium-
and long-term net debt: $5.3 billion at the end of 1972 to $31.6 billion
at the end of 1978. The 35 percent annual rate of debt growth was also
well above the 25 percent for oil importers. More significantly, the
Brazilian net debt-export ratio had almost doubled and was about three
times as great as the developing country average.
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Brazil had thus become much more vulnerable to changes in the
international economy as a result of its adjustment style. Import-sub-
stituting industrialization was itself highly import intensive in its early
stages, and despite increasing export subsidies, the domestic market
was clearly the priority. Oil imports continued to expand, while export
performance lagged: Even though sales of industrial products in-
creased, total export volume stagnated between 1973 and 1978. Im-
proved terms of trade were an important factor in helping the trade
balance through 1977.

At the same time, there were signs of an accumulating domestic
disequilibrium as the ambitious investment plan was followed. Gov-
ernment expenditure outran its finance, and monetary accommodation
was increasingly necessary to sustain direct outlays and mounting in-
direct incentives. The level of inflation had doubled from its pre-oil
shock of 20 percent, and only a stop-and-go macropolicy and increasing
direct controls prevented the situation from getting even more out of
hand.

4.3 The Second Oil Shock and Subsequent Adjustment

Even on the eve of the second oil shock, Brazil faced the need for
a midterm modification of strategy. Such was the proposal of Mario
Simonsen, to whom economic policy had been entrusted in the Fi-
gueiredo government installed in March 1979. He sought to reduce the
government deficit and to finance less of it through credit. In addition,
he sought to expand the use of price signals, including more aggressive
exchange rate devaluation, as well as to accept the more modest rates
of growth implicit in a stabilization policy.

This approach, labeled ‘‘recessionist’” by Brazilian critics, yielded
to a more ambitious supply-side plan undertaken by Simonsen’s suc-
cessor, Antonio Delfim Neto, the author of the earlier ‘‘miracle.”” Prior-
ity was given to expenditure and credit expansion to finance investment
in the agricultural and energy sectors. A maxi-devaluation of 30 per-
cent, the first departure from the crawling peg implanted in 1968, would
ease the foreign exchange constraint. Macroeconomic policy would
contain inflation by reducing interest rates (a significant cost compo-
nent), and by changing expectations through preannounced internal
monetary correction and exchange rate devaluation at 45 percent and
40 percent, respectively.

Heterodoxy did not work this time. The balance of payments, under
pressure from the oil price increase and a 7 percent product increase,
registered a record current account deficit of $12.4 billion in 1980.
Inflation reached a three digit level, reflecting excess demand, the in-
creases of public-sector prices, the effects of devaluation, and the con-
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sequences of a new wage law mandating a shorter adjustment lag. New
finance was necessary, adding not only to the registered medium-and
long-term debt, but increasingly to short-term liabilities.

The deterioration in creditworthiness enforced a foreign exchange
constraint and, in October 1980, a more orthodox package of fiscal and
monetary restraint was fashioned. Banks then agreed to new loans in
1981 to meet immediate needs. But the financing, since it was increas-
ingly allocated to debt service, did not leave a margin for real growth.
Brazil reluctantly entered into a lengthy period of adjustment through
recession that was to last until 1983, provoking a decrease in absolute
income of 4 percent that was greater than the fall in the 1930s.

The sudden decline in the availability of bank financing for debtors
in 1982, after the Mexican de facto moratorium in August, was a major
reason for this poor performance. Coming just when interest rates were
rising sharply, and OECD countries were opting for reduced demand
to control inflation, the capital supply shock left no alternative but
contraction. Try as Brazil might in September and October to empha-
size its continuing creditworthiness, replete with its own austerity pro-
gram, the application for an IMF extended facility loan immediately
after the November elections was a foregone conclusion.

Brazil's experience under the aegis of the Fund was tumultuous, as
the submission of seven letters of intent over a two-year period sug-
gests. There was reason for the two waivers, three modifications of
targets, and two suspensions that characterized the relationship.

First, the initial program retained the limited and unrealistic financing
requirements that the Brazilian authorities themselves had calculated
in their effort to bypass the Fund. Such an underestimate required
larger domestic financing of the rising interest debt service, and thereby
made internal targets equally erroneous. Even the reduced disburse-
ments agreed upon were not made in a timely fashion, complicating
the situation more. Noncompliance was self-fulfilling.

Second, the standard nominal target for public-sector borrowing re-
quirements, which is the centerpiece of an IMF stabilization program,
did not easily conform to a highly indexed economy. The recorded
increase in nominal government borrowing necessarily accommodated
to the realized rate of inflation (and the exchange rate for a large part
of the debt) since the outstanding principal was automatically revalued.
Higher than projected inflation rates quickly absorbed all available
finance for monetary and exchange correction, suggesting that policies
were unrealistically stringent. This soon became apparent after another
maxi-devaluation in February 1983 and led to an amended letter even
before the first had been considered by the board. By the fourth letter
in November, the Fund finally accepted the concept of an operational
deficit purged of monetary and exchange correction that more ade-
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quately measured the management of fiscal policy. This innovation has
become characteristic of arrangements with other Latin American
countries as well.

The third reason for agreement changes was that there was a marked
divergence between internal and external performance. Contrary to the
IMF model tying the improvement in the balance of payments to re-
duction in domestic credit and inflation, the Brazilian external accounts
improved partially at the expense of higher inflation and larger public-
sector deficits. Pervasive indexation projected exchange devaluations
into higher rates of inflation. Export surpluses absorbed domestic sav-
ing and exerted upward pressure on interest rates that were applied to
growing internal debt. Despite these interactions, and the Brazilian
subordination of internal targets to external priorities, the Fund’s
preoccupation with inflation and deficits was persistant and became a
source of continuing friction.

Brazil’s trade balance improved more rapidly than had been ex-
pected, due to the jump in exports in 1984. Surpluses of $1 billion a
month, adequate to meet interest payments, obviated the need for new
private capital inflows in 1985. This led to suspension of the IMF
agreement as well as postponement of the planned multiyear resched-
uling with the banks. The new civilian government, free from the re-
quirements of external creditors, soon opted for a more expansionist
policy based upon increased internal demand. Gross domestic product
grew more than 8 percent in 1985.

Accelerating inflation, however, remained a concern and provoked
popular discontent and political dissatisfaction. The response was the
Plano Cruzado, in the mold of programs launched within the year in
Argentina and Israel. It was a bold, and temporarily successful, attempt
to match the success that had been achieved on the trade account with
a recession-free solution to inflation that had escalated, by February
1986, to an annual rate approaching 400 percent.

4.4 Stopping Inflation

The basis of the Plano Cruzado was the recognition that indexing
played a central role in projecting past increases in price into the future:

po=a-p._,+ b gap + c- e,

where p is the rate of inflation, gap is a measure of excess demand,
and e is an indicator of supply shocks. Past inflation is built into current
cost through its effect on wages, the exchange rate, and public sector
prices. Excess demand measures the degree to which cost increases
will be absorbed, but also the extent to which cost increases can be
averted, as for example by increased labor turnover to avoid mandated
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wage increases. Shocks record the effect of independent internal and
external effects upon prices: harvests, oil prices, devaluation, etc. Where
such a process has long been operative, as in Brazil, the role of nominal
demand in stopping inflation is weak relative to the replicative effects
of formal indexation. Moreover, any escalation of prices from supply
shocks get permanently embedded in the inflation rate. Endogenous
increases in velocity and money supply accommodate increases in prices.

To stop inflation effectively under such conditions requires a coor-
dinated standstill of wages and prices. Indexing is nothing more than
an automatic incomes policy to guard against erosion of real returns.
The essence of the Cruzado Plan was to substitute a sophisticated price
and wage freeze, where the latter took into explicit account the stag-
gered contract period and thus the average level of real earnings over
the preceding six months. Financial contracts also had to be rewritten
to account for anticipated inflation in future payments. The new cur-
rency, which progressively appreciated against the old, facilitated the
adjustment.

A neoclassical alternative approach would have consisted of an an-
nouncement of a new and credible noninflationary monetary regime,
and a simultaneous wage recontracting. In conditions of hyperinflation,
prices and wages tend to be measured in terms of foreign currency. It
is not difficult, therefore, simply to rescale and stop inflation flat, as
long as monetary and fiscal policies assure that the conversion holds.
In Brazil, short of that degree of inflation, the freeze of the Cruzado
Plan was a more feasible way of breaking the vicious circle. Nonethe-
less, it required that other sources of inflation be eliminated.

As it turned out, however, they were not. After an initial euphoric
reception, the price freeze instead became the principal and preferred
instrument of anti-inflationary policy. Politics had much to do with the
decision. An impending election in November became the critical ho-
rizon around which all planning was centered. Critical decisions were
postponed, and those intermediate measures taken to restrain the over-
heating economy were consciously diluted. Remonetization of the
economy to satisfy increased demand for money balances and to pre-
vent excessive real interest rates had gone too far. Fiscal policy, instead
of being neutral, as the authors of the Cruzado Plan had hoped after
the December tax increases, was expansionary. And wage policy en-
couraged, rather than restrained, the increases in real wages that had
been on the rise since the expansion in 19885,

As shortages developed, expectations of resurgent inflation encour-
aged speculative accumulation of inventory and real assets, but not
longer-term investment. Since the exchange rate had been held con-
stant, it was becoming overvalued relative to repressed inflation, lead-
ing to disincentives to export. Consequently, the trade balance
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underwent rapid deterioration in the last quarter of the year, and re-
serves were drawn down. When new increases in the excise tax (100
percent on beer and cigarettes and 80 percent on cars) were finally
announced immediately after the election, they were too little and too
late. Efforts to purge the price index, and hence prevent it from influ-
encing wage demands, encountered popular resistance. Thereafter, de-
control proceeded irregularly until the freeze was formally lifted in
February 1987. Unchecked by the force of past, low-inflation inertia,
prices exploded and were joined by wages triggered by the 20 percent
annual threshold of the escala movel (sliding scale) that had been added
to the Cruzado Plan. Interest rates registered ever increasing inflation-
ary expectations that became reflected in actual price increases. The
finance minister, Dilson Funaro, had gone from hero to villain in the
space of six months. Even the proclamation of a moratorium on interest
payments on the medium- and long-term commercial debt could not
save his job.

The Cruzado Plan, which had been so promising, had failed and
accelerating inflation remained. Its treatment was to require still new
emergency measures and another freeze put in place by the successor
finance minister, Luiz Carlos Bresser Pereira. The prospect of more
conventional stabilization, predicated upon some reduction of real wages
and slower demand growth, has unleashed a profound debate within
the majority party, the Partido do Movimento Democratico Brasileiro
(PMDB). Central to success will be the ability to gain control over
government expenditures, not only of the Federal government but of
heavily indebted states and municipalities.

Comparison of the earlier 196467 success in reversing accelerating
inflation with the failure of the Cruzado Plan suggests three lessons.
The first is that it was easier to gain control over the fiscal deficit in
1965, when the inherited public debt from the past was small and
external assistance was forthcoming. By contrast, the debt-income
ratio in 1986 stood at 50 percent, and a large transfer of resources
amounting to 4 percent of product was necessary to service external
interest.

The second lesson is to avoid excess boldness in policy implemen-
tation. The Cruzado Plan aimed for zero inflation and abolished in-
dexation, while the program of 1964-68 introduced indexing as a way
of reducing the real misallocations inherent in living with some inflation.
Indexation is a source of inflation propagation, but it is also protection
against rapid inflationary acceleration of the kind that occurred in early
1987. Adjustment triggers without caps and financial assets tied to the
short-term interest rate created a volatile climate whose end result was
inflation that reached almost 30 percent a month, or twice what had
provoked the Cruzado Plan.
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Third, distributionally neutral disinflation is theoretically attractive
but difficult to manage. Incomes policy is a necessary means of achiev-
ing coordination and a reduction in inflation, but not sufficient by itself
to sustain it. In 1964, residual wage repression was the element that
underwrote continued progress in reducing the rate of inflation. Real
wages were supposed to be maintained at their previous average, but
the nominal wage adjustments were based upon prospective inflation
rates much lower than realized. In 1986, real wages were increasing at
the expense of profit margins, and provoked shortages, black markets,
and disordered growth. In this case, it eventually meant that disinflation
not only was checked, but that further costs were incurred through a
deteroration in the balance of payments. Neither the 1964 nor the 1986
program were implemented as planned.

4.5 External Debt, Budget Deficits, and Inflation

The budget deficit is central not only to the failure of the Cruzado
Plan, but to the acceleration of inflation and high real interest rates of
the 198184 stabilization period. Adding considerably to the compli-
cation of fiscal policy is the multiplicity of budgetary concepts, ranging
from inclusion of monetary and exchange correction that is self-financed,
to a cash-flow measure that excludes the implicit subsidies of the mon-
etary authorities. We add another in table 4.1: a deficit measure cor-
rected for inflation, based upon the real increases in the money stock
and debt required to finance public sector expenditures. This, like the
others, is large and above target, and has the added advantage of
relating directly to the issue of financing,

In Brazil, because of its more sophisticated financial market and the
attempt to comply with monetary targets, increases in debt rather than
changes in the real monetary base and the inflation tax were used to

Table 4.1 Different Measures of the Budget Deficit as a Share of GNP

Increase in Deficit Corrected FGVa BRPS®  Operational®
Year Total Debt/GDP for Inflation/GDP measure/GDP  /GDP Deficit/GDP

1982 29.9 8.4 3.7 15.8 6.6
1983 60.5 15.2 4.1 19.9 3.0
1984 60.7 4.6 4.7 23.3 2.7
1985 65.6 6.1 n.a. 27.8 4.3

Source: Cardoso and Reis (1986), and Banco Central of Brazil, Brasil Programa Econ-
omico, February 1987.

aCalculated on cash-flow basis, excludes the monetary authorities’ deficit.

bBorrowing requiremnent of the public sector, calculated on accrual basis, excludes the
monetary authorities’ deficit.

cSubtracts monetary correction from BRPS.
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finance the deficit. As external resources became more limited, in-
creases in the internal debt were the necessary vehicle. This process
required ever higher real interest rates, that crowded out private in-
vestment, provoked in turn higher public interest expenditure and def-
icits, and pushed up private financial costs. Real devaluation in 1983
had the effect of significantly increasing internal debt through an ex-
change rate-based revaluation of principal greater than the inflation
rate.

A simple two equation model incorporating debt finance in an open
economy and specifying inflation dynamics brings out the essential
elements of this interaction. The first equation combines the govern-
ment budget constraint and the balance of payments definition:

(N w=ah-mw

where p is the growth rate of the real monetary base; a is the sum of
the domestic deficit financed by increases in the monetary base and of
the net trade and nonfactor service surplus; 4 is the real monetary base;
and = is the rate of inflation.

The second equation describes changes in inflation as a function of
excess demand. Inertial inflation is built in. Inflation accelerates when
the actual real interest rate ({ — «) corresponding to goods and money
market equilibrium, is below the full employment real interest rate, r,
determined by permanent government expenditure, G, and the net trade
and nonfactor service surplus, NX:

2 7 = ol (G, NX) — (i — )]

Figure 4.1 shows how Brazilian inflation between 1979 and 1985
increased despite reductions in the real monetary base. The two equa-
tions are graphed. Since a reduced monetization of domestic deficits
offsets the export surplus, the schedule w = 0 is held constant. The
other, w = 0, shifts to the left as government expenditure increased
and larger trade surpluses were necessary to pay interest on the external
debt. The economy adjusts in a cyclical fashion; inflation no sooner
subsides before another increase in excess demand sends both inflation
and the required real interest rate up again.

In late 1986 and 1987, the acceleration in inflation after the failure
of the Cruzado Plan can also be explained within the context of the
same model. But now, with monetization of the larger deficit, the
p = 0 schedule also shifts, but to the right. The increase in the money
supply lowers nominal interest rates and stimulates demand, pushing
up the inflation rate. Gradually, inflation catches up with money growth
and then exceeds it, reducing real cash balances and increasing the real
interest rate. There is, therefore, a direct linkage between the growing
inability to finance the public sector deficit externally after 1979, and
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Fig. 4.1 Successive increases in the full employment real interest rate

domestic inflationary impulses. The debt problem went much deeper
than the immediate effects of the balance of payments.

4.6 Import Substitution and Export Diversification

From the standpoint of the balance of payments, Brazil was espe-
cially vulnerable to the oil, interest rate, and debt shocks because of
its longstanding emphasis on import substitution industrialization. There
was no margin of substantial competitive imports to be reduced easily.
Trade was reduced to little more than 5 percent of total gross product.
In addition, Brazil remained very dependent on imported oil. Import
substitution had worked in Brazil, unlike many other countries, because
of the size of the market; indicators like effective protection typically
underestimate the competitiveness of the industrial sector because they
generalize exaggerated tariffs to all domestic prices.

By 1964, after more than a decade of grappling with foreign exchange
constraint, it was clear that trade liberalization and greater attention
to exports were necessary. New and sizable incentives were conceded
to exports of manufactured products principally through tax rebates
of various kinds and subsidized credit. In 1968 the exchange rate policy
was converted to a crawling peg, limiting the variations of real exchange
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rates that earlier prejudiced export profitability. Performance improved
markedly after 1968, with export receipts more than doubling by 1972,
In addition to the diversification into industrial goods, increases in the
volume and prices of nontraditional primary exports played an impor-
tant role. These favorable results gained Brazil access to the Eurocur-
rency market and underwrote the even more rapid growth of imports
that accompanied the economic ‘‘miracle.”

The surge in the trade deficit in 1974 and continuing imbalance there-
after brought a resurgence of import controls and the ambitious import
substitution with debt adjustment strategy described earlier. The ap-
preciation of the real exchange rate was offset by larger export incen-
tives that provoked increased resistance from the industrialized
countries, particularly the United States. Export performance was ir-
regular and disappointing over this interval; real growth stagnated be-
tween 1973 and 1978, and was an important reason for reliance on
continuing debt. Improved terms of trade averted worse. Imports
meanwhile were increasingly made up of oil and its derivatives, which
went from 10 percent to almost a third of total imports.

Brazil, in common with other indebted countries, was forced into a
massive reduction of imports after 1981. It did, however, achieve a
large rise in exports in 1984, producing trade surpluses of more than
$12 billion in that year and in the following year. The same pace was
followed in the first 9 months of 1986 until the Cruzado Plan unravelled.
These results permitted interest obligations to be paid without resort
to much new bank borrowing. They also led some Brazilians to the
conclusion that high rates of growth could be resumed in the future
without fear of again encountering an exchange rate constraint.

Closer analysis of Brazilian import demand and export supply cast
doubt upon the validity of such an inference. There is no decisive
evidence in favor of structural reduction of import elasticities in the
1980s. Higher rates of sustained growth are therefore likely to en-
counter much more than proportional import growth, particularly with
increases in the investment rate. Relative price elasticities are low, on
the other hand, limiting the impact of real devaluation. For exports,
while manufactured products show a more than unitary real price elas-
ticity, primary products, still more than a third of the total, are less
sensitive. The influence of industrialized country income is also smaller
and less reliable for primary products than for manufactured goods.
The key point, however, is the large and consistently statistically sig-
nificant influence of capacity utilization upon both import demand and
export supply. Prosperity rapidly diminishes the trade surplus by aug-
menting imports and reducing exports.

The very favorable performance of the 1980s is thus not yet fully
persuasive of Brazil’s ability to keep imports down at abnormally low
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levels or its capacity to sustain competitiveness with other exporting
developing countries. Nor is international trade likely to be the engine
of growth that it was before the oil shocks. Over the next few years
projections show a rather slowly growing market with weak commodity
prices. In order to revive the Brazilian economy, continued efforts to
stimulate exports are necessary as well as a better international eco-
nomic climate.

4.7 Debt and Growth

The debt problem is not simply one of macroeconomic adjustment,
straining the balance of payments, and contributing to fiscal deficits
and inflation. The debt problem is also a development problem.

Export surpluses to satisfy external interest obligations that have
averaged more than 5 percent of gross product since 1984 imply cor-
respondingly lower rates of investment. The real interest rates needed
to restore macroeconomic equilibrium crowd out private-sector capital
formation; they do not reduce consumption, This large decline of in-
vestment rates and relative constancy of the consumption ratio is wide-
spread, and Brazil is prototypical. Investment averaged 21.6 percent
of gross product in 1980-82, and only 17.7 percent in 1984 -86.

Such investment rates are incompatible with the sustained recovery
needed to absorb new entrants to the labor force, let alone to assure
the continuing advances in productivity required to compete success-
fully in world markets. Only in an expanding economy, moreover, will
it be possible to bring the public sector into better balance, and to
achieve the increases in domestic saving implied by inevitably smaller
future foreign savings. Durable structural reforms do not emanate from
either stop-and-go macroeconomic policies or shock treatments in-
tended rapidly to restore equilibrium. Only in an expanding economy
will it be possible to service the debt reliably and continuously. A low-
growth economic equilibrium in Brazil, especially under weicome tran-
sition to democracy, translates into a political and social disequilibrium.
The first obligations to go, as the February moratorium already shows,
are debt service.

Analyses that limit their scope to projecting the balance of payments
are not only frequently overoptimistic about future imports and ex-
ports, but also miss the critical importance of the reverse resource
transfer burdening an adequate recovery. Enormous trade surpluses
are not in Brazil’s immediate future. Nor should they be. An efficient
international capital market should be expected to channel larger for-
eign savings to a country like Brazil that has a demonstrated record of
sustained growth.
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The implication is either larger capital flows or a reduction in external
interest payments. Neither seems entirely likely to emerge from simple
muddling through. The capital inflows required are large, and there is
little indication that they will be forthcoming under present arrange-
ments. Martin Feldstein’s calculations for Brazilian net borrowing in
The Economist (27 June 1987) are made to seem eminently reasonable.
Yet the net annual borrowing of $4 billion needed in the next few years
is much greater than achieved in any year since 1982. If capital inflows
had been larger, as the Baker Plan was supposed to have accomplished,
then there would have been no moratorium, and very probably, a much
more successful outcome to the Cruzado Plan.

Feldstein is correct regarding Brazil’s capacity to absorb more debt
productively and eventually to outgrow it in a world that was certain,
Debt-export and debt-product ratios readily improve if modest trade
surpluses are sustained and growth rates approximate the interest rate.
This is the argument in support of more lending. Even if it were avail-
able, however, which remains a large question mark, such a course is
not without peril. The problem is the projected 1987 debt-export ratio
of 4.7 from which Brazil starts. That leaves Brazil extremely vulnerable
to changes in interest rates, higher oil prices, slower industrialized
country growth, and domestic policy mistakes. The trouble with mud-
dling through is that the growth rates of developing countries have been
the residual adjustment variable rather than a target to which capital
flows reliably accommodate.

The case for some debt relief is made by market prices that value
Brazilian debt at a discount of up to 40 percent. Such valuations imply
an expectation of less than full debt service on outstanding loans. If
large voluntary lending were available, Brazil would have an incentive
to do better than predicted in order to qualify for needed additional
capital. Since it is not, an alternative solution is to substitute a more
certain asset, from the World Bank perhaps, yielding less, with the
difference passed along in lower debt service to Brazil (and other coun-
tries) in return for policy conditionality. Now that banks have begun
to adjust more realistically through loan loss reserves and larger cap-
italization, there is less risk to the financial system. Now that countries
have made significant adjustment to the shocks of the last decade, Brazil
included, there is the possibility of stimulating a return to needed higher
rates of economic development.
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Appendix
Braczilian Economic Performance: 1971-86
Table 4.2 Real Rates of Growth of Production Year
Year Gross Domestic Product Industry Agriculture
1971 12.0 12.0 11.3
1972 11.1 13.0 4.1
1973 13.6 16.3 3.6
1974 9.7 9.2 8.2
1975 5.4 59 4.8
1976 9.7 12.4 2.9
1977 5.7 3.9 11.8
1978 5.0 7.2 -2.6
1979 6.4 6.4 5.0
1980 7.2 7.9 6.3
1981 -1.6 ~5.5 6.4
1982 0.9 0.6 -2.5
1983 -3.2 -6.8 2.2
1984 4.5 6.0 3.2
1985 8.3 9.0 8.8
1986 8.2
Table 4.3 Rates® of Growth of Money and Prices
Wholesale Prices,
Internal Supply
Augmented® B ———

Year Monetary Base Money Supply M1 Money Supply M4 Total Foodstuffs

1971 36.3 323 n.a. 21.4 30.2
1972 18.5 38.3 n.a. 15.9 16.1
1973 47.1 47.0 n.a. 15.5 12.4
1974 329 33.5 40.6 35.4 37.4
1975 36.4 42.8 57.5 29.3 33.0
1976 498 37.2 55.3 449 50.1
1977 50.7 37.5 49.1 35.5 37.5
1978 44.9 42.2 53.2 43.0 51.9
1979 84.4 73.6 65.1 80.1 84.8
1980 56.9 70.2 69.1 121.3 130.8
1981 78.0 87.2 141.7 94.3 85.9
1982 87.3 65.0 105.7 97.7 98.9
1983 96.3 95.0 150.2 234.0 299.5
1984 243.8 203.5 291.9 230.3 223.7
1985 202.8 328.2 302.4 225.7

1986 293.5 303.8 102.5 62.6

aDecember to December of indicated year.
bIncludes time deposits and federal government debt.



Table 4.4 Balance of Payments and Debt ($ billion)

lmporls“ Net Level

Net Current Capital Level of of

Year Exports? Total Fuet Interest Account Inflows Surplus Reserves Debt®
1971 2.9 3.2 0.4 0.3 —1.3 1.8 0.5 1.7 6.6
1972 4.0 4.2 0.5 0.4 —-1.5 3.5 2.4 4.2 9.5
1973 6.2 6.2 0.8 0.5 -1.7 3.5 2.2 6.4 12.6
1974 8.0 12.6 3.0 0.7 -7.1 6.3 -0.9 5.3 17.2
1975 8.7 12.2 3.1 1.5 —6.7 5.9 -1.0 4.0 21.2
1976 “10.1 12.4 3.8 1.8 —-6.0 6.9 1.2 6.5 26.0
1977 12.1 12.0 4.1 2.1 —-4.0 5.3 6.0 7.3 32.0
1978 12.7 13.7 4.5 2.7 -6.0 9.4 3.9 11.9 43.5
1979 15.2 18.1 6.8 4.2 -10.0 7.7 -3.2 9.7 49.9
1980 20.1 23.0 10.2 6.3 —12.4 9.7 -34 6.9 53.8
1981 23.3 22.1 11.3 9.2 -11.0 12.8 0.6 7.5 61.4
1982 20.2 19.4 10.5 11.4 -16.3 7.9 —8.8 4.0 69.7
1983 21.9 15.4 8.6 9.6 —6.8 2.1 —-5.4 4.6 81.3
1984 27.0 13.9 7.3 10.2 0.0 0.2 0.7 12.0 91.1
1985 25.6 13.2 5.7 9.7 -0.3 -2.7 -35 11.6 95.9
1986 22.4 12.9 9.1 6.8 101.5

Source: Conjunctura Economica, various issues, and Banco Central of Brazil, Monthly Bulletins, various issues.

2FOB.

YRegistered; excludes interbank liabilities and short-term debt.
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Table 4.5 Investment and Saving Shares in GDP 1970 - 1985

Gross Domestic Non Factor Net Factor  Net Foreign Gross

Investment®/ Current Payments Savings/ National

Year GDP Account?/GDP  Abroad</GDP GDP Savings/GDP
1970 21.5 -0.5 -0.8 1.3 20.2
1971 21.9 -1.7 -0.9 2.6 19.3
1972 22.1 -1.7 -0.9 2.6 19.5
1973 22.4 -1.2 -0.9 2.1 20.3
1974 23.9 -59 -09 6.8 17.1
1975 25.0 -4.0 -1.4 5.4 19.6
1976 23.3 -2.4 -1.6 4.0 19.3
1977 21.3 -0.7 -1.6 2.3 19.0
1978 21.1 -1.2 —-2.2 34 17.1
1979 20.3 -1.9 -2.6 4.5 15.8
1980 21.1 -2.1 -3.1 5.2 15.9
1981 21.2 -0.3 -4.0 4.3 16.9
1982 21.2 -0.6 -5.1 5.7 15.5
1983 16.9 2.4 -5.7 3.3 13.6
1984 16.4 5.6 -5.7 0.1 16.3
1985 16.3 5.2 —-5.4 0.2 16.1

Sources: Conjuntura Econdémica, various issues, and Banco Central of Brazil, Monthly
Bulletins, various issues.

aChanges in stocks are excluded.
bExcludes factor payments.
¢Includes reinvested profits.



Table 4.6 Brazilian Foreign Debt and Reserves ($ billions)

Medium- and Short- Total Reserves Net of Ratio of
Long-Term Term Debt Gross Liabilities of Gross Interest Ratio of

Year ) (2) (n + 2) Reserves Monetary Authorities to Exports Debt to GDP
1965 3.644 3.644 0.483 -0.777

1966 3.666 3.666 0.421 0.412

1967 3.281 3.281 0.198 —0.617

1968 3.780 3.780 0.257 —0.488

1969 4.403 4.403 0.657 0.143

1970 5.295 5.295 1.187 0.786

1971 6.622 6.622 1.723 1.413

1972 9.521 9.521 4.183 3.706

1973 12.572 12.572 6.416 5.994

1974 17.166 17.166 5.269 4.870

1975 21.171 21.171 4.041 3.688 215 .20
1976 25.985 25.985 6.544 5.657 .206 .21
1977 32.037 3.700 NB 35.737 7.256 6.216 .203 22
1978 43,511 4.600 NB 48.111 11.895 11.535 .264 .25
1979 49.904 6.200 NB 56.104 9.689 9.443 351 .24
1980 53.848 10.800 NB 64.648 6.913 5.163 370 .26
1981 61.411 14.100 NB 75.511 7.507 5.695 .435 .27
1982 70.198 13.067 CB 83.265 3.994 —2.332 .621 .30
1983 81.319 10.313 CB 91.632 4.563 0.086 .469 45
1984 91.091 10.948 CB 102.039 11.995 5.096 424 .48
1985 95.857 9.269 CB 105.126 11.608 4.400 .438 47
1986 101.540 9.032 CB 110.572 6.760 0.771 .449 42

Sources: Banco Central of Brazil and Nogueira Batista (1985).
(1) Medium- and long-term debt outstanding at the end of the year.
(2) Non-registered debt.

NB = Nogueira Batista’s estimates.
CB = Central Bank figures.

b
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Table 4.7 Real Exchange Rates and Terms of Trade (1977 = 1)

Year (¢)) 2) 3) 4) (&3}
1970 1.059 1.218 1.620 0.936 0.89
1971 1.059 1.168 1.479 0.932 0.82
1972 1.027 1.126 1.380 0.942 0.87
1973 0.952 1.092 1.085 0.977 0.95
1974 0.929 1.067 0.901 0.978 0.78
1975 0.925 1.034 0.986 0.955 0.76
1976 0.969 1.025 1.056 1.101 0.85
1977 1.000 1.000 1.000 1.000 1.00
1978 0.896 0.916 1.056 1.105 0.86
1979 0.819 0.815 0.986 1.153 0.79
1980 0.766 0.714 0.944 0.951 0.65
1981 0.929 0.866 1.127 0.909 0.55
1982 0.981 0.941 1.296 0.896 0.54
1983 0.812 0.723 1.056 0.811 0.53
1984 0.849 0.723 1.056 0.738 0.58
1985 0.714 0.803 0.55
1986

(1) Ratio of domestic wholesale prices to foreign wholesale prices times exchange rate.
(2) Ratio of Brazilian export prices of manufactures to export prices of competitors times
exchange rate.

(3) Ratio of domestic prices of manufactures to export prices of manufactures.

(4) Ratio of domestic construction prices to prices of domestic manufactures.

(5)Terms of trade: export prices divided by import prices.

Note

1. Selected data relating to Brazilian macroeconomic performance and debt
are found in the Appendix.
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5 The Conduct of Economic
Policies in Indonesia and Its
Impact on External Debt

Wing Thye Woo and Anwar Nasution

5.1 Introduction

Qur aim is first to explain why Indonesia did not experience an
external debt crisis in the 1982-84 period as did most of the Latin
American countries, and then, on the basis of our analysis, make rec-
ommendations to deal with Indonesia’s present debt situation. We hope
that the lessons drawn will be useful as well in the design of adjustment
policies for other countries experiencing debt-servicing difficulties. Our
study goes beyond the normal economic analysis by giving detailed
attention to the Indonesian historical and political setting within which
decisions about policies are made.

We conclude that the major reason for the absence of a 1982-84 debt
crisis was the satisfactory management of the exchange rate, a task
that was made easier because there were neither burgeoning budget
deficits nor extended periods of loss of control over monetary growth.
The absence of protracted exchange rate overvaluation from 1979 on-
ward was fundamental in maintaining a strong nonoil tradable sector.
The nonoil tradable sector was able to earn enough foreign exchange
to service Indonesian debts when the external shock of high interest
rates increased debt-service payments and the recession in industrial-
ized countries lowered the price of oil. We also want to emphasize that
the absence of extended exchange rate overvaluation kept the external
debt down by not encouraging capital flight. We ascribe this use of the
exchange rate to protect the tradable sector as much to the existence
of an influential pelitical constituency consisting of (comparatively)

Wing Thye Woo is an assistant professor of economics at the University of California,
Davis. Anwar Nasution is Jecturer in monetary economics, Faculty of Economics, at the
University of Indonesia.
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neoclassical economists, Javanese peasantry and Outer Island resi-
dents, as to balance-of-payments considerations.!

This chapter is organized as follows: sections 5.2 and 5.3 explore
the historical and political dimensions of economic policymaking, and
section 5.4 verifies the veracity of our political economy approach by
looking at the distributional consequences of the fiscal system. Section
5.5 reviews the conduct of monetary policy and finds that the choice
of the monetary control mechanism in the 1970s was influenced by
political economy considerations. Section 5.6 shows how exchange rate
management since November 1978 has been sensitive to both the eco-
nomic viability of the agricultural export sector and the balance-
of-payments position. Section 5.7 identifies three factors-—concessional
loans, prudent debt management, and export orientation—responsible
for the non-crisis outcome in 1982-84, and then estimates their relative
contribution. Section 5.8 discusses the prospects of Indonesia avoiding
a future external debt crisis, and the role for policy in ensuring such
an outcome.

5.2 Political and Economic Instability, 1950-65

An understanding of the economic conditions prior to the establish-
ment of the New Order government in 1966 is important because the
economic policies of the 195065 period left a very strong imprint on
the institutional memory of the new government, especially insofar as
it resides in the person of President Soeharto. During this period, the
Indonesian government was preoccupied with domestic political and
military problems, with the restoration of sovereignty on West Irian,
and with political recognition in world forums. Little attention and
resources were devoted to economic development.

An increasingly difficult budget situation made inflation a major prob-
lem. Taxes on trade were the major source of government revenue, but
the overvalued multiple exchange rate system was reducing the prof-
itability of the tradable sector, causing it to shrink. The twin rebellions
on the islands of Sumatra and Sulawesi in 1958 constituted a simulta-
neous supply and demand shock to the budget. The rebellions forced
large increases in military expenditure at the same time that the gov-
ernment revenue base was reduced because both of these islands were
important sources of export tax revenue. The monetization of the bud-
get deficits raised the average 1958-61 inflation rate to 25 percent from
the 1950-57 average of 17 percent.

The budgetary pressures grew steadily worse, resulting in a period
of high inflation in 1962-65. Between 1962 and 1964 both money supply
and the cost-of-living index roughly doubled every year, and by the
end of 1965 they were doubling every few weeks. Economic growth



103 Economic Policies in Indonesia and External Debt

slowed to 0.8 percent per year in this turbulent period. The evolution
of the export-to-GDP ratio tells the story of economic decline very
well; it fell from 8.7 percent (1951-57) to 6.8 percent (1958-61), and
then to 1.1 percent (1962-65).

The internal political struggle culminated with the abortive coup by
military personnel sympathetic to the Indonesian Communist Party
(PKI) on the night of 30 September 1965. The political instability ag-
gravated the economic instability. The increasing economic difficulties
speeded up the transfer of authority from President Soekarno to the
anti-Communist General Soeharto in the following year.

5.3 The Political Economy Factors in Policymaking

The economic chaos of the 1958—-65 period left such a deep impres-
sion that the new Soeharto government has had a ‘‘balanced’ budget
rule since 1968. In reality, this rule amounts to refusing to finance the
deficit through money creation and to limiting the deficit to the avail-
ability of foreign loans, which is officially described as foreign ‘‘rev-
enue’’.? Another consequence of the chaos was the recognition that
the exchange rate is an extremely potent policy instrument that can
effect large-scale economy-wide resource reallocation and income
redistribution.

President Soeharto has been in power since October 1965 and has
not faced any serious challenges to his rule since the 1974 riots. The
Indonesian political system can be described as a bureaucratic-
authoritarian state with implicit corporatist features. We can identify
three political concerns that have significantly influenced his choice of
economic policies. The first is avoiding conditions favorable to the
revival of the PKI. Since the PKI was primarily a Javanese peasant-
based movement, the policy implication is that conditions in the rural
area must be improved. The second concern is to display equitable
treatment of the Outer Islands, given their long history of secessionist
movements. Since the economy of the Outer Islands depends heavily
on tree crop exports, this further strengthens the case for promoting
agricultural development. It must be added that Soeharto, because of
his peasant origin, has consistently shown a strong personal commit-
ment to eliminating rural poverty. Soeharto’s third concern is one com-
mon to all politicians: the maintenance of his power base.

Political patronage has often taken the form of trade restrictions to
benefit specific groups. It would not be correct, however, to attribute
all trade restrictions to rent-seeking motivation. Ideology also plays an
important role. Soeharto, like most members of the 1945 generation
who fought in the bitter war for independence, is influenced by an
economic nationalism which is congruous with Indonesian political
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nationalism. Dutch economic policies were seen as designed to impose
a plantation economy on Indonesia to serve the need of Dutch man-
ufacturing industries for raw materials. In reaction, the generation of
1945 regards industrialization as synonymous with economic devel-
opment. The policy translations of economic nationalism are estab-
lishing high trade barriers to induce the development of a manufacturing
sector, and enacting foreign investment laws more strict than those of
neighboring countries.

The primary reason why Indonesia sometimes pursues a contradic-
tory mix of liberalizing and protectionist policies is because of the above
political, ideological, pecuniary, and personal elements working them-
selves through two groups of contending presidential economic advi-
sors, popularly referred to as the technocrats and the technicians. The
technocrats are mostly economists of neoclassical persuasion who work
at the Ministry of Finance and the National Planning Body (BAPPENAS).
Their acceptance of the comparative advantage principle leads them
to emphasize the development of the nonoil export industries, partic-
ularly agricultural commodities and labor-intensive manufactured goods.
This has meant a favorable treatment of the agricultural sector because
it supplies about 80 percent of nonoil exports. Exchange rate deval-
uations rather than the removal of trade barriers on imported inputs
are used to promote exports. This is because the technocrats control
the ministries that oversee macroeconomic policies, but not the Min-
istry of Trade and the Ministry of Industry which have authority over
guantitative restrictions. Their policies find favor with the president
because they address his political concerns for raising rural income
and for maintaining equitable treatment toward the main islands.

The second group of economic advisors, the technicians, is an amor-
phous collection of technicians-tumed-managers, military advisors, and
economists with structuralist inclinations. The technicians are united
by their common belief in the general validity of the infant industry
argument, and by their common rejection of foreign capital ownership.
They see state enterpriscs—like the oil company, Pertamina, until its
downfall—as the vehicle to achieve these two objectives. This position
allies the technicians with members of the intelligentsia who see the
state enterprises as the way to counterbalance Chinese domination of
the corporate sector.

The technicians’ push for import-substitution industrialization has
also won them the support of the army, the most powerful constituency
in the country. Thanks to the dual function (dwifungsi) doctrine that
legitimizes military participation in economic development, the expan-
sion of state enterprises translates directly into more managerial po-
sitions for senior military personnel. It must be noted that since most
of the import-competing industries are set up in urban Java, the higher
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prices of manufactured goods represents an implicit tax on the residents
in the rural sector and in the Outer Islands.

In looking at the political setting within which policies are chosen,
we have identified an important political coalition of technocrats, Outer
Islanders, and rural residents which favors a policy package empha-
sizing the maintenance of a competitive exchange rate. Since a debt
crisis occurs when a government runs out of a foreign reserves—either
to service its guaranteed external debts or to permit private residents
to convert their domestic currency to service private external debts—
such a policy package reduces the probability of a debt crisis by keeping
the (foreign exchange earning) nonoil export sector healthy.

5.4 The Fiscal System

The most notable feature of the 1970s is the central government’s
increasing reliance on oil as its chief source of revenue. Qil revenue
as a share of total federal revenue rose from 26 percent in 1969-
70 to peak at 71 percent in 1981-82. Nonoil revenue normalized by
GDP fell from the 1969-71 average of 8 percent to the 1980-82
average of 6 percent. The fiscal danger of such a narrow tax base
was brought home dramatically in 1982 when the global recession
caused oil prices to collapse. Oil revenue, expressed in 1980 rupiahs,
fell from Rp 7.8 billion in 1981-82 to Rp 6.9 billion in 1982-83,
causing real total revenue to fall for the first time since the Soekarno
years.

It was clear that greater internal resource mobilization was nec-
essary. A completely revised personal and corporate income tax code
came into force in January 1984, a value-added tax in April 1985,
and a consolidated property tax in 1986. The result was that real
nonoil revenue (1980 prices) rose from Rp 3.6 billion in fiscal 1983
to Rp 4.7 billion in fiscal 1986. It is important to note that the oil
revenue contributed to ‘‘undertaxation’ in a subtle way which led
to greater external debt accumulation. The two OPEC price increases
encouraged undertaxation by giving Indonesia access to external
credit on very favorable terms.

Woo’s (1987a) examination of the fiscal system supports our claim
that the technocrats favor an economic strategy that leads to resource
transfers to the Javanese rural areas and the tree crop industries in the
Outer Islands. The secular decline in trade taxes and the low taxation
of land relative to income reflect Soeharto’s political concerns about
communism and secession, as well as the technocrats’ neoclassical
inclination toward the comparative advantage doctrine. This favorable
tax treatment of the agricultural sector improves the rural-urban terms
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of trade and hence encourages the production of tradables, the presence
of which determines a country’s ability to service its debts.

In examining government expenditure, Woo (1987a) surmised from
fragmentary evidence that government spending was more likely to
display a rural rather than an urban bias. In the absence of more detailed
data, disproportionate weight was given to the budget allocations for
fertilizer subsidies, irrigation projects, rural school programs, the vil-
lage public works programs, and food subsidies. With better data, we
were able to garner stronger evidence to support the hypothesis that
budget allocations were very sensitive to interisland equity. There is
in fact evidence that interisland equity takes precedence over rural-
urban equity. This is consistent with our conjecture that the concern
for rural development is based more on the eradication of poverty than
on narrowing the rural-urban gap.

The analysis in this section sets the stage for the following discussion
in which we find that political economy factors have been important
in determining the debt outcome. To the extent that people are con-
sistent in their actions, the fact that the technocrats implemented, with
Soeharto’s approval, a fiscal policy that favored the tradable sector
means that they would also advocate a similarly-oriented exchange rate
policy. Such an exchange rate policy, as we will see, yields side effects
which are salutary to external debt servicing.

5.5 Monetary Policy and Financial Structure

While the balanced budget policy of the Soeharto government ef-
fectively ended the creation of money to finance budget deficits, it
could not prevent monetary policy from moving in tandem with fiscal
policy during the 1970s. This is because the main instrument for mon-
etary control prior to April 1974 was the extension of central bank
credits to the banking system, state enterprises, and private companies.
Since these credits were extended for a contracted time period, the
government was not in a position to engineer quick increases or re-
ductions of the money stock. This meant that with the maintenance of
a fixed dollar-rupiah exchange rate, the conversion of the oil revenue
from dollars to rupiahs in order to finance the expanded government
expenditure automatically increased the money supply. Thus, when the
price of oil quadrupled at the end of 1973, encouraging the government
to increase its spending, the monetary authorities lost control of the
money supply. Reserve money grew 57 percent in 1974 and the inflation
rate for that year was 4] percent. The Central Bank responded to this
monetary anarchy by setting lending ceilings on the banking system in
April 1974,
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It is understandable to use lending ceilings as a shortrun, stopgap
measure to control monetary growth, but Indonesia continued to rely
upon them for monetary control until June 1983, despite their well-
known deleterious effects. The reason is that the credit ceilings gave
the government an additional instrument to consolidate its political
base. Over time, Bank Indonesia was instructed to introduce detailed
ceilings by type of credit for each bank through an extensive selective
credit system featuring subsidized interest rates to achieve other goals.
For example, banks were assigned a civic function by their restricting
certain credit only to pribumis (indigenous people) and establishing
credit for them as a priority in order to enhance pribumis participation
in economic activities. The highest priority items were the financing
of rural participation in the government’s rice intensification program,
and the financing of a scheme to stabilize the price of rice. Since most
priority credits were handled by the state banks, the policy of ceilings
with selective credit became one of the major tools protecting the state
banks from competition with private banks. Since the state banks also
have a wider network of branch offices than the private banks, this
mechanism of monetary control preserved the dominant position of the
state banks. In the absence of pressure to innovate in order to be more
efficient, the Indonesian financial system remained underdeveloped.

One of the policy responses to the external shocks of the 1980s was
an overhaul of the financial structure which was announced in June
1983. The financial reform package included partial deregulation of
interest rates, elimination of credit ceilings, and reduction in the scope
of Bank Indonesia’s subsidized credits to state-owned banks. To in-
crease the amount of central bank instruments for open market oper-
ations, Bank Indonesia began reissuing Debt Certificates (SBI) in
February 1984 and introduced Money Market Instruments (SBPU) in
January 1985.

It is clear that the financial instruments SBI and SBPU still do not
provide sufficient control over monetary aggregates. This is evident in
the way the money supply had to be contracted in response to a spec-
ulative run on the rupiah in June 1987. The minister of planning, in
addition to asking Bank Indonesia to sell Rp 800 billion of open market
instruments, ordered the state enterprises to withdraw Rp 1.3 trillion
from state banks to be placed in central bank securities.

This action reveals that the market for both SBI and SBPU is still too
shallow. It may be difficult to increase their role if the financial markets
remain underdeveloped. Financial deepening is an important priority,
but not only because of the need to enhance the effectiveness of
the monetary instruments. Financial deepening would also better mobi-
lize (and maybe increase) domestic savings, reduce the dependence on
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external credit, and improve the overall allocation of capital within the
economy. A boost to financial deepening would be the privatization of
some of the state-owned enterprises, and an easing of external debt ser-
vice would be achieved if foreigners were allowed to buy into these
enterprises.

5.6 Exchange Rate Policy

Indonesian exchange rate policy is characterized by three distinct
phases in the 1966—87 period. The first phase is from October 1966 to
July 1971, in which there was a steady dismantling of the multitiered
exchange rate system into a unified exchange rate. This phase revealed
a readiness to have medium-sized devaluations at short intervals in
order to restore competitiveness eroded by the high inflation in
Indonesia.

In the second phase, from August 1971 to October 1978, there was
a fixed exchange rate. The reason for this remarkable stability is
straightforward: the balance of payments was very strong throughout
the period. The rapid development of the oil sector together with the
1973 OPEC price increase caused Indonesian oil exports to grow as
follows (in U.S. $ million): 0.4 in 1969, 0.9 in 1972, 5.2 in 1974, and
then 7.4 in 1978. The result was the swelling of the nongold reserves
(measured in the number of weeks of imports they could support): 8.1
in 1969, 19.1in 1972, 20.2in 1974, and 20.4 in 1978. The macroeconomic
conditions also did not warrant any additional stimulus which a de-
valuation would bring. The sustained high income growth rates of this
period—7.9 percent per year—were achieved with substantial over-
heating of the economy. The average 1973-78 inflation rate was
22 percent compared with 8 percent in 1970-72.

The third phase involved three large devaluations in November 1978,
March 1983, and September 1986, separated by moderately long periods
of gradual exchange rate depreciation. There are two, mutually com-
patible, explanations for the 50 percent devaluation in 1978. The first
explanation views the November 1978 devaluation primarily as an an-
ticipatory action to the inevitable dropoff in oil export earnings due to
resource depletion.

The second explanation emphasizes the economic difficulties and
political tensions associated with the reallocation of resources being
forced upon the economy by the overvalued exchange rate. The over-
valuation of the rupiah was the result of maintaining the exchange
rate at 415 rupiahs to the dollar despite the large domestic inflations
from 1974 to 1977. This meant that Indonesian producers of tradables
were experiencing a profit squeeze. The prices of their output were
fixed by international competition, but the prices of their domestic
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inputs were being driven up by the double-digit inflation. The result
was reports of increasing unemployment in the tradables industries,
particularly in the labor-intensive agricultural export sector. Indonesia
was suffering from the ‘‘Dutch disease.”” In this view, the 1978 de-
valuation was as much due to political concern about worsening con-
ditions in the countryside, as to economic concern about the desirability
of the resulting composition of economic activities. After all, the level
of reserves in 1978 could sustain the existing amount of imports much
longer than was possible at any time during the 1969-76 period (see
table 5.1, column e).

It must be stated that the deleterious effects of the Dutch disease
on the nonoil export sector are not obvious. Nonoil nonLNG exports,
whether measured in physical units or in dollars or in the units of
imports for which they can be exchanged, show steady growth
throughout 1972-78 (see table 5.1, columns a, b, and ¢). The pro-
duction disincentive faced by the nonoil export industries is clearly
seen only when one measures the amount of local purchasing power
of their exports (see column d). Even though the nonoil exports
were bringing in increasing amounts of foreign goods, the steady
real appreciation of the exchange rate meant that the nonoil export
industries were not being paid a greater number of baskets containing
the mix of goods typically consumed by Indonesians. In terms of
foreign purchasing power, the nonoil export industries increased their
revenues by 32 percentage points between 1973 and 1978, but their
revenues were unchanged if measured in terms of local purchasing
power.

More direct evidence of the production disincentive is the move-
ment of prices of tradables relative to prices of nontradables, PT/
PN. The three proxies of PT/PN in table 5.1 show an average decline
of 29 percent between 1973 and 1978.3 The 50 percent nominal ex-
change rate devaluation caused PT/PN to increase by 29 percent,
almost restoring the profitability of the tradable sector.

The speed and size of the response of nonoil nonLNG exports were
impressive. Export volume went up by 36 percent in one year, raising
doilar earnings by 52 percent. The 32 percent growth in foreign pur-
chasing power in 1979 translated into a domestic purchasing power
increase of 78 percent.

We interpret the quick and large response to the devaluation as proof
of the Dutch disease, the mounting severity of which since 1974 caused
excess capacity in the traditional export industries to increase. Small
producers of tree crops were spending more and more of their time in
nontradable activities. Meanwhile, the real prices of their agricultural
products sank as a constant nominal exchange rate was maintained in
the face of large domestic price increases.
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Table 5.1 Background to the November 1978 Devaluation

Performance of Nonoil NonLNG Exports (1974 = 100) and Foreign Reserves Position

(a) (b) (©) (d) (e

Nonoil nonLNG exports measured in terms of; Nongold Reserves
Measured in
Foreign Domestic Number of Weeks
Physical Purchasing Purchasing of Current Level of
Volume US$ Power Power Import
1969 n.a. 28.6 52.2 51.6 7.8
1970 n.a. 33.6 58.5 60.1 8.1
1971 73.9 36.0 59.4 66.9 8.7
1972 83.4 40.0 60.2 73.7 19.1
1973 96.3 73.2 91.1 103.2 15.3
1974 100.0 100.0 100.0 100.0 20.2
1975 99.6 82.6 74.2 69.5 6.4
1976 1.9 115.2 103.8 80.8 13.7
1977 121.0 159.7 133.0 100.9 20.9
1978 118.0 166.4 123.0 103.6 20.4
1979 160.0 253.7 162.4 184.6 29.3
1980 144.5 276.4 155.9 170.8 25.9

Indicators of Tradable-Nontradable Price Ratio (PT/PN), 1974 = 100

Jan-Oct
1971 1972 1973 1974 1975 1976 1977 1978 1979 1980

Import price

index2 75.0 822 91.6 100.0 87.2 74.5 66.3 653 73.7 70.5
Nonoil export

price index?® 639 658 91.6 100.0 66.4 65.6 71.7 70.4 93.3 93.8
Competitiveness

measure® 114.1 127.1 120.3 100.0 B87.3 74.8 74.2 79.6 111.3 10L.1

Notes: Physical volume (col. a) from deflating rupiah value series by nonoil export price
index. Foreign purchasing power (col. ¢) from deflating US$ value series by export unit
value of industrial countries. Domestic purchasing power (col. d) from deflating rupiah
value series by Indonesian CPI.

aDeflated by Jakarta CPI housing component.

®The competitiveness measure is from inverting the Morgan Guaranty real exchange
rate.

The March 1983 and September 1986 devaluations were undertaken
to boost nonoil exports in the face of large declines in oil export earn-
ings. Manufacturing exports grew very rapidly after the March 1983
devaluation. They jumped (in US $ million) from 850 in fiscal 1982, to
1480 in fiscal 1983, and to 2166 in fiscal 1984. The strong export re-
sponses to the 1978 and 1983 devaluations indicate that export-oriented
industrialization is a real possibility as long as favorable relative prices
are maintained through appropriate exchange rate and trade policies.
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While it is clear that negative external demand shock had a role in
worsening the balance of payments from 1983 to 1986, we want to point
out that there were also internal developments during this period that
caused substantial movements in relative prices which were unfavor-
able for the tradable sector. Specifically, we are referring to the wide-
spread use of quantitative restrictions (QRs) in the 1980s. Of the 5,229
items imported in 1985, 1,484 required import licenses and 296 were
under quotas. The import licenses were usually given to only two or
three traders, or to the few firms producing the competing goods do-
mestically, and thus conferred a monopoly position to their holders.
The range of activities protected by import licenses accounted for
32 percent of total domestic value added, excluding construction and
services. If the petroleum sector, which requires no protection, is also
excluded, then the coverage is 53 percent of total domestic value added.

The implication of this microeconomic distortion for exchange rate
management is profound. The intrusion of this distortion since late
1982 and its quick metastasis across the tradable sector renders invalid
trying to draw conclusions about production incentive by examining
the movements of the macroeconomic proxies for PT/PN. Output prices
of tradables are set by international competition, while those of non-
tradables (which are generally very labor-intensive) are set by the do-
mestic cost structure, the level of which is primarily determined by
domestic wages on the supply side and domestic macro conditions on
the demand side. Hence, the introduction of a quota on an imported
input to the tradable sector will reduce the profitability of the tradable
sector without any change in PT/PN.

The point we want to emphasize is that although the Morgan Guar-
anty competitiveness index in predevaluation 1986 shows almost the
same value as in postdevaluation 1979 (110 versus 111), it does not
mean that the August 1986 exchange rate was not overvalued. In order
to have the 1986 nonoil export supply schedule in the same position
within the familiar Marshallian price-quantity space as in 1979, a de-
valuation was warranted, especially in light of the shrunken gap be-
tween output and input prices.* It is of course an empirical question
how much the additional nonoil export earnings would have been in
the absence of QRs, especially in comparison to the fall in oil export
earnings. The current account deficit would still have widened in 1986,
but it may not have doubled as it did.’

5.7 External Debt Management

The Soeharto government is no stranger to external debt management:
it inherited an external public debt of $2 billion. It cut its teeth on the
economic stabilization and rehabilitation program of 1966, within which
the rescheduling of the Soekarno debts and arranging for new capital
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inflows to support the balance of payments were key components. Given
the desperate situation of Indonesia, the western countries set up the In-
ter-Governmental Group on Indonesia (IGGI) to ensure a long-term co-
ordinated plan of official assistance. IGGI was generous both in the amount
and the terms of assistance. In the 1967-70 period, it gave an average of
$477 million a year, with a repayment period of 25 years which included
7 years of grace and an interest rate of 3 percent.

The mix of generous external assistance and corrective economic
policies undertaken by the Soeharto government imparted a new dy-
namism to the Indonesian economy. The annual average growth rate
from 1968 to 1972 was 8.2 percent compared to the average rate of
1.2 percent in the preceding five years. By 1974, the international credit
markets had rescinded whatever credit restrictions they had imposed
on borrowing by the Indonesian government in the aftermath of Soe-
karno’s economic Armageddon. The reasons for this change were
threefold: one, the avalanche of oil revenue increased the creditworthi-
ness of the Indonesian government; two, the boom in commodity prices
in the early 1970s; and, three, the decreased lending opportunities in
the OECD countries whose medium-term economic prospects were
rather bleak after the 1973 OPEC price increase.

On consumption-smoothing grounds, the readmission into the ex-
ternal credit market resulted in a net gain to Indonesian national wel-
fare. This welfare gain was not without its price: Indonesia was now
exposed to two kinds of new risks. The first risk is systemic in nature
and is a threat to every country with external debts, The second is the
possibility of imprudent borrowing by Indonesia. This danger was re-
alized in February 1975 when the state oil company, Pertamina, could
not roll over a $400 million short-term loan and defaulted.

It could be cogently argued that the Pertamina crisis was a blessing
in disguise. The government, by denying all state-owned enterprises
direct access to the external credit market after the Pertamina embar-
rassment, did not have as large a publicly-guaranteed external debt
when 1982 began as it otherwise would have had.

A common explanation for an external debt crisis puts the blame on
excessive budget deficits that force the government to borrow from
abroad. The statistic usually cited in support of this fiscal imbalance
view is the ratio of official long-term debt to GNP, DGNP.¢ The official
long-term debt is taken to represent the cumulated amount of fiscal
deficits financed by external borrowing, and the normalization by GNP
is to indicate the extent to which the country has been made to live
beyond its income by the budget deficits.

The fiscal imbalance explanation of an external debt crisis points out
that DGNP for Mexico rose from 9.1 percent in 1970 to 18.7 percent
in 1981, the eve of the debt crisis; and for Brazil it rose from 7.1
percent to 17 percent. It is true that the Mexican and Braziiian gov-
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ernments increased their budget deficits significantly during this pe-
riod, but it is not true that they had been more profligate than the
Indonesian government. The 1981 DGNP for Mexico, Brazil and In-
donesia is 18.7 percent, 17.0 percent, and 17.7 percent, respectively.
There are just not enough differences in the 1981 DGNPs to explain
why Indonesia avoided a debt crisis in the two years that followed.

It must be mentioned that DGNP is a flawed indicator of public
profligacy. First, the stock of long-term official debt can understate as
well as overstate borrowing for budgetary reasons. This is because the
government can borrow short term to finance budget deficits and long
term to finance foreign market interventions. Second, DGNP is a mea-
sure of profligacy only in the sense of living beyond income, and not
in the sense of being unable to service the acquired external debt. To
indicate the latter one would have to normalize the external debt by
the level of exports—the foreign exchange earning capacity of the
country.

As pointed out earlier, a debt crisis occurs not only when the gov-
ernment does not have the reserves to service the loans it has guar-
anteed, but also when it does not have the reserves to enable private
domestic residents to convert their service payments on the nonguar-
anteed debts from domestic currency to foreign currency.” To take the
second cause of a debt crisis into consideration, we define the total
external debt service to be the sum of external short-term debt plus
the debt service on all external long-term debt, publicly-guaranteed and
private nonguaranteed. We include short-term debt in our definition
because we are interested in the financial resilience of a country to
sudden protracted credit squeezes in international credit markets that
make short-term borrowing extremely expensive, if not occasionally
impossible. After all, the 1973-74 credit crunch did precipitate the 1975
Pertamina debt crisis in Indonesia, and the 1980-81 financial squeeze
precipitated the PEMEX crisis in Mexico.

Since the reserve position of the country is crucial for avoiding debt
crises, it is not appropriate to assess the country’s ability to pay by
looking at the total external debt service with respect to its income. A
more appropriate indicator is the debt-service ratio, DSO—the total
external debt service normalized by the level of exports—because the
official reserve position is determined primarily by the ability of the
export sector to earn foreign exchange.

Table 5.2 summarizes the basis for our choice of three factors to
explain why Indonesia did not experience a debt crisis in 1982-84 as
did Mexico and Brazil. Again, the three factors are concessional loans,
high export orientation, and prudent management of the maturity
structure.

Concessional loans. A high proportion of Indonesia’s external debt
was borrowed at fixed concessionary rates from IGGI (see items b and
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Table 5.2 Debt and Export Characteristics of Mexico, Brazil, and Indonesia
1980 1981 1982 1983 1984 1985 1986
a. All Short- and Long-Term Debt Service as Ratio of Exports (%)
Mexico 103.6 117.1 138.9 80.8 69.0 66.5 n.a.
Brazil 114.5 113.6 146.0 104.5 72.1 72.6 n.a.
Indonesia 25.1 26.1 39.0 41.7 433 51.6 67.6
b. Proportion of Publicly-Guaranteed Long-Term Debt that has Variable Rate (%)
Mexico 71.5 75.4 76.7 82.7 83.6 80.1 n.a.
Brazil 61.0 67.1 69.3 70.1 73.1 71.5 n.a.
Indonesia 16.2 17.8 20.0 2.8 23.7 21.7 n.a.
c. Effective Interest Rate for All Long-Term Debt (%)
Mexico 22.8 20.1 20.8 15.9 18.0 16.1 n.a.
Brazil 23.3 23.7 23.0 13.9 11.7 11.2 n.a.
Indonesia 15.5 16.6 16.1 14.6 15.8 16.6 14.5
d. Export to GNP Ratio (%)
Mexico 13.7 13.2 17.9 21.5 20.1 17.8 n.a.
Brazil 9.6 10.2 8.7 12.4 153 14.0 n.a.
Indonesia 29.7 279 23.6 25.8 25.7 25.1 22.6
e. Proportion of Debt that is Short Term (%)
Mexico 28.3 32.1 30.5 11.1 6.8 5.8 n.a.
Brazil 19.3 19.2 19.3 14.9 11.6 10.8 n.a.
Indonesia 13.3 14.4 18.1 15.6 16.8 14.8 12.2

Sources: All calculations are based on data in World Bank, World debt tables (1986/87).
1986 figures for Indonesia are from World Bank, Indonesia, Strategy for economic re-
covery (May 1985).

Note: Effective interest rate is calculated by (debt service/debt).

¢). This “IGGI effect’” explains why the effective interest rate on
Indonesian long-run debt averaged 16 percent against the 20 percent
paid by Mexico and Brazil. Another result was that only about one-
third of Indonesian debt was denominated in dollars compared to
90 percent of Mexican and Brazilian debt. This meant that the large
appreciation of the dollar from 1979 to 1982 did not raise the effective
interest rate for Indonesia as much as it did for Mexico and Brazil.

High export orientation. The availability of significant amounts of
other tradables prevented Indonesia’s debt-servicing capacity from col-
lapsing as did Mexico’s when the price of oil dropped in early 1982.
Appropriate exchange rate policies by Indonesia, exemplified by the
1978 devaluation, ensured a diversified export bundle as well as a high
export orientation, The average 1980-82 export/GNP ratio was 27 per-
cent for Indonesia, but only 14 percent for Mexico and 9.5 percent for
Brazil (see item d). Indonesia’s political concern to keep the agricultural
sector vibrant no doubt helped to maintain the observed export
orientation.
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Prudent management of the maturity structure. This was evident in
that only 14 percent of Indonesia’s debt in 1981 was short term, com-
pared to the 19 percent for Brazil and 32 percent for Mexico (see item
e). The shock of the 1975 Pertamina crisis caused official borrowing in
Indonesia to take place very cautiously with regard to exposure in the
short-term credit market. We can also refer to this third factor as the
Pertamina legacy.

Capital flight has often been mentioned as a cause of the debt crisis
in some Latin American countries.® We suspect, however, that impru-
dent maturity structure management may have contributed more to the
Mexican debt-servicing difficulties than capital flight per se. To see
this, we allowed capital flight to have the maximum impact on the actual
DSO by assuming that Mexico financed the capital flight entirely with
short-term debt.® We find that DSO in 1982 would have dropped from
138 percent to 64 percent if financing were done with long-term loans
instead. Without capital flight, DSO would have been 45 percent. In
short, the major reason Mexico’s DSO was so high was that the way
in which the government financed the capital flight added 74 percentage
points. Capital flight per se added only 19 percentage points.

Our conclusion of imprudence in management of maturity structure
can be shown in another way. To see that much of the Mexican short-
term debt consisted of borrowing by the government rather than by
commercial credits to finance imports, we recall that the Indonesian
government, since the 1975 Pertamina crisis, had avoided short-term
external borrowing as much as possible. Assuming that the Indonesian
ratio of short-term debt to imports reflects normal trade financing, we
can attribute 77 percent of Mexican short-term debt in 1981 and 1982
to government borrowing. The 1981 and 1982 figures for Brazil are
68 percent and 57 percent, respectively.

There is a trade-off in external debt management between generally
lower interest payments and predictability of debt-service payments.
Short-term liabilities pay lower interest rates most of the time, but it
is risky to rely on a strategy which rolls over a large amount of short-
term debt every period. An unforeseen credit crunch would force the
country to increase borrowing in order to cover its interest payments.
If this credit squeeze were to persist for more than three years, and
was accompanied by a prolonged fall in the country’s exports, the extra
borrowing would be difficult to sustain as the situation increasingly
smacked of a Ponzi game.

5.8 Conclusions and Prospects

To quantify the relative importance of the three factors in explaining
the absence of an Indonesia debt crisis, we calculated what the total
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debt-service ratios in the 198082 period would have been if Indonesian
debt was paying the same effective interest rates as Mexico, as well
as bearing the same maturity structure, and if the Indonesian export-
GNP ratio was identical to Mexico’s. !0

The average values of the six possible decompositions of the
effect of each factor and the range of values achieved are reported
in table 5.3.

The decomposition identifies the export orientation of Indonesia as
the most decisive factor in why Indonesia’s total debt-service/export
ratio was so low compared with Mexico’s. Export orientation explained
31 of the 54 percentage point difference, accounting for 57 percent of
the gap. The Pertamina legacy was of moderate importance. It con-
tributed 18 percentage points, accounting for almost a third of the gap.
Concessional interest rates and currency composition of debt played
only a minor role in reducing the debt-service ratio, less than 6 per-
centage points.

Our finding that the IGGI effect contributed so little toward the
reduction of the 198082 debt service/export ratio is surprising because
many of the informed observers we talked to cited foreign conces-
sionary loans as the primary reason for the absence of an Indonesian
debt crisis. Our point is that while the $1 billion saved annually in
reduced debt service during 1980-82!! is a large sum of money, this
amount would have been easily swamped by a Mexico-style loss of
reserves if the Indonesian government had tried to prop up an over-
valued exchange rate and was then forced to finance capital flight.
Similarly, if exports were 12 percent below actual value because of an
overvalued exchange rate, as suggested by the 1965-68 experience,
the loss in foreign reserves would also have greatly exceeded this
$1 billion saving.

Our conclusion is that Indonesian exchange rate policy was the most
important reason why Indonesia was able to meet its debt commitments

Table 5.3 Average Values and Range of Values Achieved
Average Range of Values
Value for Each Factor
Hypothetical 1980—82 average total 84.4

debt-service ratio when Indonesia
had all 3 Mexican features

Contribution of (in percentage points):

1GGl1 5.8 3.7- 84

Maturity management 17.7 12.0 - 23.8

Export orientation 30.8 23.6 -37.8
Actual 198082 average total 30.1

debt-service ratio
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in the 1982-84 period. The conduct of this exchange rate policy was
greatly facilitated by the existence of a political lobby that promoted
exchange rate protection, and by the memory of the economy-wide
negative effects of exchange rate overvaluation. The fact that neither
the budget deficits nor the money growth rates departed from their
historical range for extended periods also helped to make exchange
rate management easier.

While the decline of oil prices in early 1982 did make debt manage-
ment more difficult—the total debt-service ratio rose from 26 percent
in 1981 to 39 percent in 1982—it was still far from a crisis situation.
The subsequent collapse of agricultural commodity prices and the rapid
descent of the price of oil in 1986 from $28/barrel in January to $10/
barrel in August have produced a more ominous situation. The fall in
export earnings from $21 billion in 1982 to $15 billion in 1986 has caused
the total debt-service ratio to soar to 68 percent.

While our analysis would place great emphasis upon an aggressive
competitive real exchange policy to reduce the probability of a debt
crisis through its effects on exports and capital flight, there are a number
of other policies which can also be implemented given the recent drastic
jump in the debt service—export ratio. The supplementary policies can
be divided into two groups: (1) those that affect the debt service directly,
and (2) those that affect export earnings.

Policy measures that could ameliorate the debt service burden di-
rectly, through reduction of foreign borrowing, are:

a. Cuts in the budget deficits by controlling spending and increasing
taxes. This would keep fiscal policy consistent with exchange rate
policy. The tax reforms since January 1984 have raised domestic
revenue considerably, but their implementation has not been wholly
satisfactory. While the number of registered taxpayers has in-
creased to 995,000 at the end of 1985 from 550,000 before the tax
reform, only 50 percent of the companies and 70 percent of reg-
istered individual taxpayers actually filed tax returns in 1985.

b. Maintenance of an anti-inflationary posture in monetary policy.
This would make real exchange rate management easier by keep-
ing trade deficits down and capital flight low.

¢. Amending the balanced budget rule to allow internal financing of
government deficits. As long as there is no automatic monetization
of budget deficits, it may make little sense not to amend the
balanced budget practice in order to reduce reliance on external
funds. The deepening of the domestic market in government se-
curities would make open-market operations by the central bank
easier. The addition of this monetary tool to SBI and SBPU would
tend to enhance monetary control, and thus macroeconomic sta-
bilization efforts.
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d. Acceleration of the development of the domestic financial system.
Besides further deregulation of the financial sector, financial deep-
ening could be boosted by the privatization of many .of the state-
owned enterprises. The balance-of-payments position would be
improved if the government were to allow foreigners to purchase
shares in the former state enterprises. A develaped financial mar-
ket could lower intermediation costs, allow better monetary con-
trol, and, possibly, encourage savings.

e. Liberalization of the controls on foreign investments in the man-
ufacturing and agricultural sector, especially in industries which
produce primarily for the export markets.

A second group of supplementary external debt management policies
would be those which focus on the denominator of the debt-service
ratio. Our analyses indicate that the viability and expansion of the
Indonesian export sector depends crucially on:

a. The elimination of the wide array of monopoly import licenses.
The present efforts to replace import licenses with tariffs is a
second-best solution. The growth of manufactured exports, spurred
by access to cheaper inputs, would not only increase foreign ex-
change earnings but would also diversify the export bundle, hence
reducing the sensitivity of the debt-service ratio to the prices of
a few key commodity exports.

b. The expansion of the tree crop sector. Indonesia has cheaper labor
than Malaysia, and with additional investments in transportation,
Indonesia could potentially outproduce Malaysia in rubber and
palm oil. In addition to earning more foreign exchange, the strat-
egy of accelerating the growth of agricultural export industries
would promote a more equitable, rural-urban—as well as inter-
island—growth pattern, and ease population pressure on the ur-
ban areas.

A final cautionary word on external debt management from the po-
litical perspective is pertinent. The Pertamina crisis has led to close
supervision by the Ministry of Finance of external borrowing by all
state enterprises, making it unlikely that a debt crisis would ever again
emerge from the external adventurism of an economic fiefdom. The
new danger now may be the absorption of private external debts in
order to save large domestic firms when they get into financial prob-
lems, as in the Indocement case. In July 1985, Indocement, the biggest
cement company in Indonesia, began to experience cash flow problems
because the recession-induced collapse of the construction industry led
to a cement glut. The response of the Indonesian government was to
inject US$325 million in cash to acquire a 35 percent share of the
company, and to form a consortium of four state banks to ‘‘convert
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into a rupiah liability a US$120 million syndicated loan that Indocement
took out in 1981.”12

In a few more such rescues are allowed, then the habit may well be
impossible to break without the government having to put to the test
the source of its political legitimacy—the cohesiveness of the bureau-
cratic and military elite. Given the widespread participation in large
private business ventures by government officials and their family mem-
bers, the selective use of financial rescue will threaten the political
unity of the group. If this kind of political pressure were to be able to
completely eradicate the already blurred line between public and large
private enterprises, then the vulnerability of Indonesia to a debt crisis
would be greatly increased. External debt management would become
impossible because no one would know what the size of the sovereign
debt really is, and the size of this debt could increase very quickly
given the openness of the private capital account.

Notes

1. The concept of exchange rate protection is developed in detail by Corden
(1982).

2. The ‘‘balanced’ budget rule ceased to be a binding constraint on ex-
penditure after the 1973 OPEC-1 price increase. The Indonesian government
(perhaps until very recently) was pretty much able to get whatever amount of
credit it wanted. This budget rule does not prevent the financing of nonbudget-
ary expenditure by money creation, e.g., central bank credits to state agencies.

3. The first two PT/PN proxies are calculated from table 3 in Warr (1986),
but some of our figures differ from those in his table 4.

4. We are abstracting from natural growth considerations here to make this
point within a static context.

5. Current account expressed as a percentage of GDP.

6. A textbook exposition of this fiscal cause of external debt crisis is Rivera-
Batiz and Rivera-Batiz (1985, 557-61).

7. If a private borrower could not come up with the service payments in
domestic currency for his private nonguaranteed external debt, we do not
consider it a national debt crisis because the government did not cause the
default (except in the broadest sense of not creating more favorable macro-
economic conditions, if it were able to do so).

8. For example, Dornbusch (1987); Lever and Huhne (1986); and Cline (1984).

9. Kahn and Haque (1987) estimate cumulated Mexican capital flight up to
1982 to be $29 billion. Actual short-term debt in 1982 is $26 billion.

10. This decomposition of DSO is from Woo (1987b).

11. This is calculated assuming that Indonesia would pay the same effective
interest rate as Mexico.

12. Quote is from Far Eastern Economic Review, 25 July 1985. The Asian
Wall Street Journal Weekly (12 May 1986) put the cash injection at US$360
million.
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6 External Debt and
Macroeconomic
Performance
in South Korea

Susan M. Collins and Won-Am Park

6.1 Introduction

In 1981, South Korea was the world’s fourth largest debtor country
and in the midst of an economic crisis. It had accumulated $17.6 billion
of debt within three years, raising its debt stock to $32.4 billion and
its debt/GDP ratio to 49 percent. Output had declined by 4.8 percent
in 1980, compared to average growth rates in excess of 9 percent during
1970-79. Inflation had doubled from 14.4 percent in 1978 to 28.7 percent
in 1980.

Korea’s adjustment to the 1979—82 debt crisis has been remarkable.
By 1986, it had substantially reduced the debt burden. Inflation had
fallen to just 3 percent, while the government budget deficit had been
cut in half. Exports grew by 15 percent, fueling a 12.5 percent increase
in output, and a current account surplus nearly 5 percent of GNP. At
the same time, real wages, per capita income, and consumption all
increased, and the country maintained historically high levels of fixed
capital formation.

In stark contrast, the 1986 World Development Report (p. 54) de-
scribes the plight of 17 of the middle income debtor countries as follows:

The bulk of the adjustment has been undertaken through lower de-
mand, which has meant, in practice, reducing imports and invest-
ment. . . . GDP has stagnated since 1980, and per capita incomes

Susan M. Collins is an associate professor of economics at Harvard University and a
faculty research fellow of the National Bureau of Economic Research. Won-Am Park is
a fellow of the Korea Development Institute.
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have declined substantially. . . . Yet the main indicators of debt at
the end of 1985 were close to their previous peaks. Despite their
adjustment efforts, these countries seem to be as far as they ever
were from reconciling growth and credit worthiness.

The purpose of this chapter is to summarize the findings of an in-
depth analysis of Korea's macroeconomic performance, policy and
prospects, with primary focus on its experience with external debt.!
The chapter begins with an overview of Korea’s experience. Four
questions emerge from our summary:

1. What caused Korea’s debt crises?

2. How was Korea able to achieve rapid, successful recovery?

3. What role has external borrowing played in the experience? and
4. Are there lessons for other debtor countries?

Answering these questions involves synthesizing a number of inter-
related factors. In section 6.3 we summarize our conclusions about
each of these factors individually. Section 6.4 puts the pieces of the
puzzle together and examines the general implications, answering ques-
tions 1 through 3. The final two sections of the chapter discuss the
lessons to be learned by other debtors and the prospects for Korea.

6.2 Overview of Korea’s Macroeconomic Experience

Korea’s macroeconomic history can be divided roughly into five
periods. The early period, from 1945 to 1953, was one of continued
disruption. First came the division into North and South Korea at the
38th parallel after World War II. The South was left with rich agricul-
tural lands and light manufacturing industries, but almost no heavy
industry or power facilities. Attempts to begin economic recovery were
interrupted by the devastation of the Korean War which is estimated
to have killed over one million people and destroyed over one-third of
South Korea’s physical capital.

Another significant event during this period, with lasting implications
for Korean development, was a major land reform. During 1947-49,
farmland previously owned by Japanese landlords, was either redis-
tributed or sold, dramatically decreasing the concentration of land own-
ership. This is perhaps the most important factor in explaining the
relatively egalitarian distribution of income in Korea.

The second period, (1953-60) was one of slow recovery, financed
by massive foreign aid, primarily from the United States. Foreign aid
inflows averaged nearly US $300 million per annum during 1955-59,
reaching 16 percent of GNP in 1957. Inflation rates jumped to 60 percent
immediately following the War, while output growth remained mod-
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erate. Under the complex system of trade restrictions erected by the
Syngman Rhee dictatorship, exports grew by only 1.3 percent per year.

In contrast, the third period, from 196073, saw a dramatic economic
turnaround fueled by rapid rates of export growth. Exports grew by
40-50 percent per year during 1960-73, while output grew by more
than 10 percent during 1965-73.

The economic transition coincided with a change in political regime
and economic policy. Syngman Rhee was forced to resign in 1960 after
a student uprising. The new government, led by Chang Myon, collapsed
in May 1961 following a military coup led by General Park Chung Hee,
who remained president of Korea until a second coup in 1979.

Under General Park, Korea switched from an import-substitution
strategy to an active export-promotion strategy. The first of a series of
Five-Year Plans, initiated in 1962, identified investment and export-led
economic growth as the number one priorities. Other hallmarks of the
strategy were extensive government intervention in domestic and in-
ternational capital markets, the development of close links between
government and industry, import liberalization, and the more active
use of exchange rates to maintain competitiveness.

Foreign aid inflows fell dramatically during the period. During 1960-
64, they averaged $210 million per year, over ten times the average
annual accumulation of external debt. This inflow dropped to $110
million per year during 1965—-69, just one-third of the average annual
debt accumulation, and only $28 million per year during 1970-74, or
0.03 percent of the debt accumulation. Foreign aid to Korea had es-
sentially ended by 1975.

Gross fixed investment was raised from 15 percent of GNP in 1965
to 26 percent in 1969 (table 6.2). To finance the investment, declining
foreign aid flows were replaced by increased reliance on external bor-
rowing and by increased domestic savings. Firms (especially exporters)
were given strong incentives to borrow abroad. A system of loan guar-
antees substantially reduced the risks and the real cost of borrowing
abroad was negative. External debt jumped to 27 percent of GNP by
1969.

Difficulties emerged during 1970-72. As growth slowed, domestic
savings dropped, increasing the current account deficit and reducing
Korea’s debt service ability. A devaluation to stimulate exports ex-
acerbated repayment difficulties for externally indebted firms. The gov-
ernment bailed them out, and continued to pursue its investment strategy,
combined with further depreciation and some monetary and fiscal re-
straint. Taking advantage of strong world demand, exports grew by 90
percent in 1973, stimulating a record 16 percent output growth, a spurt
in domestic savings, and pulling Korea out of the first period of debt
difficulties.
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Table 6.1 Korea’s External Debt, 1960—86 (millions of U.S. dollars)

Debt 1961 1962 1963 1964 1965 1966 1967 1968 1969

Total foreign 83 89 157 177 206 392 645 1,199 1,800
debt

Foreign direct — 1 3 6 16 21 34 49 56
investment

Foreign debt/ 3.9 3.8 5.8 6.2 6.9 10.7 15.1 22.9 27.2
GNP

Foreign debt plus 39 3.9 59 6.4 7.4 11.3 15.9 23.9 28.0
direct
investment/GNP

Debt service 8.6 0.8 1.0 2.6 5.0 3.2 5.4 54 8.6
ratio!

Debt 1970 1971 1972 1973 1974 1975 1976 1977 1978

Total foreign 2,245 2,922 3,589 4,257 5,933 8.443 10,520 12,649 14,823
debt

Foreign direct 81 117 175 329 486 549 650 741 830

investment
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Foreign debt/ 28.7 31.2 34.0 31.5 32.0 40.5 36.7 33.8 28.5
GNP

Foreign debt plus 29.7 324 35.6 34.0 34.6 43.1 38.9 35.8 30.1
direct
investment/GNP

Debt service 18.5 21.0 18.7 14.8 14.4 14.4 12.1 1.1 13.9
ratio'

Debt 1979 1980 1981 1982 1983 1984 1985 1986

Total foreign 20,287 27,170 32,433 37,083 40,378 43,053 46,762 44,510
debt

Foreign direct 866 873 975 1,044 1,112 1,222 1,456 1,891
investment

Foreign debt/ 32.5 45.0 49.0 53.5 53.1 52.3 56.3 46.8
GNP

Foreign debt plus 339 46.5 50.4 55.0 54.6 53.7 58.0 48.8
direct
investment/GNP

Debt service 16.3 18.5 20.1 20.6 18.8 20.1 21.4 —
ratio!

'Includes interest on

short-term debt.
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Table 6.2 Major Economic Indicators (1964-73)
1964—65 1966-67 1968-69 1970 1971 1972 1973
GNP growth rate 7.7 9.7 12.3 9.7 9.1 53 14.0
Export growth rate 42.1 354 39.5 34.2 27.8 52.1 98.6
Inflation (CPI) 18.1 11.0 15.5 15.9 13.5 11.7 2.3
Current account (%GNP) 0.3 -3.7 —-8.4 -77 -89 -35 =23
Fixed investment (%2GNP) 15.0 21.0 26.5 24.7 22.5 20.4 23.2
Domestic savings (%ZGNP) 14.0 17.0 20.0 18.0 16.0 18.0 24.0
M2 growth rate 33.8 61.7 66.7 27.4 20.8 33.8 36.4
Budget deficit (%2GNP) — — — 1.6 2.3 4.6 1.6
Growth rates:
Nominal wages 20.3 19.9 30.6 26.9 16.2 13.9 18.0
Real wages 1.6 8.1 16.9 9.3 2.4 2.0 14.3
Labor productivity
Valued added 2.9 3.9 13.3 22.3 13.9 5.0 5.0
KPC index!' 13.2 10.9 23.2 12.7 9.6 8.8 8.8
Terms of trade 84.6 97.1 101.0 100.0 99.2 98.7 93.7
Real effective exchange rate 116.7 104.3 98.0 100.0 105.6 114.1 132.5
Won/$ 263.0 269.0 282.0 310.6 347.2 3929 398.3

Sources: Economic Planning Board, Major statistics of Korean economy, review issues, and
Bank of Korea, Economic statistics yearbook.

Note: National income data prior to 1970 are based on 1975 constant prices, old SNA (U.N.

Standard of National Accounts). 1970-73 data are based on new SNA.

'From Korea productivity center, output per production worker.

The fourth period (1973-78) includes a second period of rapid debt

accumulation, economic difficulty, and recovery (table 6.3). It also
coincided with a major shift in economic strategy—a renewed indus-
trialization, coupled with increased government intervention.

The ‘*Big-Push™ was a massive investment program in heavy and
chemical industries, initiated in 1973 because policymakers feared that
Korea’s comparative advantage was shifting away from light industry.
The program coincided with a resurgence in inflation, a slowdown in
export growth, a rise in the incremental capital-output ratio, and a
deterioration in the distribution of income. Import restrictions and
credit rationing increased. In addition the exc