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Preface 

This volume includes eight 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 11, the role of the banks during the current 
crisis, the effect of developed country economies on the debtors, as 
well as possible solutions to the debt crisis. The findings of NBER’s 
Debt project were presented at a conference for government officials 
of lending and debtor countries, economists at international organi- 
zations, and representatives of banks and other private firms with in- 
terests in the debtor countries. The conference was held in Washington, 
D.C., from 21 through 23 September 1987. 

In addition to the papers in this volume, the project also included 
case studies of Argentina, Bolivia, Brazil, Indonesia, Mexico, the Phil- 
ippines, South Korea, and Turkey. These country studies will be pub- 
lished in two additional volumes. A fourth book will contain shorter 
and slightly less technical summaries of the eight papers in this volume 
and the eight country studies. 

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 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 

ix 
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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 ecomomic 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, debt-export ratios 
are higher today than at the beginning of the crisis. 

Future growth prospects are clouded by a sharp drop in the share 
of capital formation in GDP. 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 
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Table 1.1 The Economic Crisis in the Heavily Indebted Countries 

Average 
1969-78 1979 1980 1981 1982 1983 I984 1985 1986 

Per capita GDP 3.6 3.6 2.6 -1.6 -2.7 -5.5 -0.1 0.9 I .4 
(annual change) 

rate) 

formation 
(percent of GDP) 

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

Gross capital n.a. 24.9 24.7 24.5 22.3 18.2 17.4 16.5 16.8 

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, that 
of the individual debtor country, and the international financial system 
as a whole. This volume contains the studies of the international fi- 
nancial system as a whole. The country studies are contained in two 
companion volumes, Developing Country Debt and Economic Perfor- 
mance: Country Studies (volumes 2 and 3). 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 and four countries in the Middle East 
and East Asia. Each study was prepared by a team of two authors, a 
U.S.-based researcher and an economist from the country under study: 
Argentina, by Rudiger Dornbusch and Juan Carlos de Pablo; Bolivia, 
by Juan Antonio Morales and Jeffrey D. Sachs; Brazil, by Eliana A. 
Cardoso and Albert Fishlow; Mexico, by Edward F. Buffie, with the 
assistance of Allen Sangines Krause; Indonesia, by Wing Thye Woo 
and Anwar Nasution; the Philippines, by Robert S. Dohner and Pon- 
ciano Intal, Jr.; South Korea, by Susan M. Collins and Won-Am Park; 
and Turkey, by Merih CelAsun and Dani Rodrik. 

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 in their contribution to this volume, international 
debt crises have been a recurrent part of the international financial 
landscape for at least 175 years, in the 1820s, 1870s, 1890s, 1930s, and 
1980s. 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 volume cover a wide range of topics. Peter 
Lindert and Peter Morton study the history of sovereign debt from 
1850 until the present, offering us a sweeping historical panorama and 
several important new findings. Perhaps most important is their con- 
clusion that some form of debt relief (i.e., a renegotiation of the foreign 
debt that reduces the present value of the repayment stream below the 
original contractual level) has been a central feature of most “work- 
outs’’ of past debt crises. Barry Eichengreen reviews in detail the 
history of U.S.  capital market lending to sovereign borrowers in the 
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20th century, and arrives at several conclusions in accord with Lindert 
and Morton. 

Three papers in this volume take up the issues of adjustment prob- 
lems in the debtor countries. As the country case studies amply doc- 
ument, adjustment to the debt crisis in the 1980s has been anything 
but smooth! Six years after the onset of the crisis, inflation in Latin 
America was averaging more than 150 percent per year, and no major 
debtor country had restored normal access to borrowing on the inter- 
national capital markets. The papers by Sebastian Edwards, Jeffrey 
Sachs, and Stephan Haggard and Robert Kaufman, all complement the 
country studies in shedding some light on the adjustment problems of 
the debtor countries. 

Edwards emphasizes the profound difficulties of combining macro- 
economic policies (e.g., reductions in the public-sector deficit) with 
structural policies (e.g., tariff reductions). Sachs emphasizes the lim- 
itations in IMF and World Bank conditionality, and argues that debt 
relief should play an important role in many of the programs supervised 
by the international institutions. Haggard and Kaufman focus on the 
political requirements for successful stabilization, and suggest that the 
political design of adjustment programs is as important as their eco- 
nomic design. 

The final three papers in this volume focus on various global aspects 
of the problem. Paul Krugman examines the relationship of debtor 
governments and their private bank creditors. Rudiger Dornbusch dis- 
cusses the linkages of industrial country macroeconomic policies and 
debtor country economic performance. Stanley Fischer, in the final 
paper of the volume, examines various proposals for global solutions 
to the debt crisis. 

1 .1 .1  The Creditor and Debtor Interpretations of the Debt Crisis 

The international debt crisis has already given rise to many oversim- 
plified interpretations, most of which can be dismissed on the basis of 
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. Loans were wasted by inefficient state enterprises, or were 
squandered in capital flight. “Successful” governments were those like 
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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” are responding to the 
crisis by serving foreign interests (e.g., multinational firms) at  the ex- 
pense of domestic interests. 

Many debtor governments argue that successful adjustment will re- 
quire some debt relief. One reason for this pessimism is the view that 
attempts to honor the debt burden through increased exports would 
merely promote offsetting protectionist pressures in the creditor econ- 
omies. Another reason is the view that the austerity required to service 
the debts on the original terms would generate political and economic 
instabilities that would be self-defeating, and ultimately detrimental to 
the creditors as well as to the debtors. 

The evidence from the NBER study belies many of the points com- 
monly made by both the creditors and the debtors. The NBER study 
offers fresh evidence on several important issues: 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 taken up in detail in the following sections. 

1.2. 

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 

Origins of the Debt Crisis 
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“unsuccessful” adjusters (all but Indonesia and South Korea among 
the countries in the NBER study) fell prey to a common pattern of 
policy actions: chrdnically 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 for many years the commercial banks provided 
financial support for the bad policies of the developing countries, par- 
ticularly during 1979-81, and then abruptly withdraw new credits start- 
ing in 1982. 

1.2.1 

The importance of global macroeconomic changes in provoking the 
current debt crisis has been widely noted (see Sachs 1987 for a review 
of this issue). 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 borrowing by the de- 
veloping 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 the data in table 1.2. 

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 

The Role of Global Shocks 

Table 1.2 Debt-Export Ratios, 1973 to 1986, as a Percentage, Selected Years 

(percent) 1973 1980 1981 1982 1983 1984 1985 1986” 
~~ ~ 

Non-oil LDCs 115.4 112.9 124.9 143.3 152.8 148.3 162.0 162.2 
Western 176.2 178.4 207.9 273.1 290.4 275.2 296.2 331.3 

Hemisphere 
LDCs 

Source: International Monetary Fund, World Economic Outlook, April 1986 and October 
1986 editions. 
aPreliminary. 
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exports). Even worse, almost nobody foresaw 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 
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. 

-101 I I I I I I I I 
1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 

Fig. 1.1 Interest rates and annual change in non-oil export earnings 
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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 world’s 
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 72 percent of overall earnings in 1976, with 
Brazil alone accounting for 13 percent of total bank earnings, compared 
with 28 percent for all U.S. operations! (Cited in 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- 
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 into 
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 .3  we see the astounding fact that in a mere two years, 1980 
and 1981, net bank exposure to the major debtor countries nearly dou- 
bled over the 1979 level. Thus, 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 1.4. 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 below. 
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Table 1.3 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. 

Table 1.4 Capital Flight and Change in External Debt during 1980 and 1981 
for the Major Debtors 

Capital Flight Change in Ratio: 
(1980 and 1981) Gross Debt (1 1 0 )  

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. 
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As shown in table 1.5, the cross-border exposure of the U.S. money- 
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. The usual prudential rule 
of limiting exposure to any single borrower to 10 percent of bank capital 
was also ignored. 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 “full 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, commercial banks did not 
seriously consider the policies of the debtor countries. As loans were 
not serviced out of the country’s own resources, but rather out of fresh 
borrowing, the countries were never put to the test of whether their 
loans were well used and their economic policies sound. Nor were 
there many complaints about the policies of most of the debtor coun- 
tries, with the exceptions of Jamaica, Peru, and Turkey, which re- 
scheduled ahead of the rest of the other countries. 

It is only with the emergence of the debt crisis itself that banks began 
to examine the soundness of the earlier borrowing. Which countries 

Table 1.5 U.S. Bank Assets in the Debtor Countries, Nine Major Banks 

End-I982 Mid-I984 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 15 October 
1984; March 1986 from release of 1 August 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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could service their debts without a crushing blow to the domestic econ- 
omy? Which countries would lack the economic or political stamina 
to maintain debt servicing? To some extent, of course, the answer 
turned on the amount of the borrowing itself relative to national income. 
But many other features were of crucial significance: the extent to 
which the debt was held by the public versus the private sector; the 
distribution of production between tradables and nontradables; the uses 
to which the earlier borrowing had been put (consumption, fixed in- 
vestment, financing of private capital flight); 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 
motivations 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. Moreover, the 
studies suggest that while certain patterns of policymaking were both 
dysfunctional and deeply rooted, the specific policies pursued during 
1980-82 (after the shift in the world macroeconomic environment) were 
often pivotal. Did the government adjust to the changed international 
environment effectively, or did it continue to behave as if nothing had 
happened? 

The differences across countries in response to the challenges of 
1980-82 are striking. As Collins and Park made clear in their study of 
South Korea (see the country studies volumes), the South Korean 
government adjusted strongly to the global shocks after 1979: budget 
deficits were cut, the exchange rate was devalued, and a policy of 
heavy investment in highly capital intensive industries was scaled back. 
Nineteen eighty was a year of economic and political crisis, but by 
1981 the economy was already readjusting to the new global environ- 
ment. Indonesia and Turkey similarly adjusted early on. Indonesia had 
devalued substantially in 1978, which helped it greatly in the subsequent 
adjustment. Turkey in fact had fallen into economic crisis already by 
1977-78, and political crisis soon thereafter. Strong adjustment mea- 
sures, backed by the international official community, were already 
being set by early 1980. When a military coup intervened, the military 
government continued the adjustment policies that the preceeding ci- 
vilian government had set in motion, and even retained as deputy prime 
minister Mr. Turgut Ozal, who had originated the reform effort in the 
previous civilian government. 

The contrast with the other five countries in the NBER study could 
not be more stark. In Brazil, for example, when the planning minister, 
Mr. Mario Simonsen, began to apply budget-tightening measures in 
1979, the policies were vigorously attacked as “recessionist,” and Si- 
monsen was soon replaced by another minister, Mr. Antonio Delfim 
Netto, whose response to the external shocks was an acceleration of 
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foreign borrowing. Rather than restraining spending at the crucial mo- 
ment, Brazil stepped on the accelerator, a choice that still haunts the 
economy today. In neighboring Bolivia, political chaos effectively 
blocked any coherent response to the global economic shifts. Bolivia 
had no less than eleven heads of state between 1978 and 1982, as the 
economy drifted towards hyperinflation. 

In Argentina, policies went similarly awry. At almost the moment 
that world real interest rates began to soar, Argentina embarked on a 
disasterous policy of pegging the Argentine peso to the dollar, with the 
result of discouraging exports and encouraging capital flight and im- 
ports, and thereby contributing to an enormous bulge in foreign bor- 
rowing. In Mexico, the critical period from 1979 to 1982 was approached 
not with restraint and a sense of caution, but with the greatest increase 
in government spending in Mexico’s entire history. Despite the warning 
signs in the world economy, the Portillo government increased gov- 
ernment expenditure as a share of GNP from 32 percent in 1979 to an 
astounding 47 percent in 1982, and raised the public sector deficit to 
17.6 percent of GNP in 1982. 

Finally, in the Philippines, the political business cycle crashed against 
the international business cycle. The most significant excesses in Mar- 
cos’s now legendary cronyism were being set in place as the world 
economic environment seriously deteriorated. 

1.2.4 The Role of Fiscal Policy 

Many of the policy actions in the debtor countries are not “mistakes” 
or technical misjudgments, but were the result of deeper political inst- 
abilities. The economies in Latin America, in particular, are deeply 
riven by great inequalities of income, which in turn prompt fierce po- 
litical conflicts. The chronically large budget deficits in these countries 
are a reflection of these political conflicts. In some of the cases under 
study, the governments were too weak to resist the demands for spend- 
ing from various highly mobilized social groups. In the most patholog- 
ical 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 worst 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 
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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 phenomenon of heavy public debts and large 
private assets is mainly a reflection of the loose fiscal policies that we 
have been emphasizing. 

The predominant mechanics of capital flight in the late 1970s and 
early 1980s were as follows: Suppose that the government increases 
transfer payments to the private economy. In order to finance these 
transfer payments, it borrows from the central bank. The central bank 
financing causes an incipient rise in the money supply as the govern- 
ment spends the borrowed funds. The higher money balances lead to 
a weakening of the exchange rate as the private sector, flush with cash, 
attempts to convert some of the increased transfers into foreign cur- 
rency. This creates the tendency towards higher inflation (the weak- 
ening of the currency would tend to raise the domestic prices of imports, 
exports, and import-competing 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 resources, the central bank itself 
might then turn to 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 phenom- 
enon 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 below, the fiscal consequences of the foreign borrowing in 
the 1970s were exacerbated by a common pattern of policy actions 
after the debt crisis erupted. When the financial crisis hit in 1981 and 
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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 subsidized 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 the3fiscaf 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. 

There is considerable evidence from the studies of Bhagwati (1978), 
Krueger (1978), Balassa (1984), Sachs (1985), and others, that econ- 
omies with heavily protectionist trade regimes fare less well in overall 
economic performance than economies with more balanced trade re- 
gimes. The superior performance of so-called “outward-oriented” re- 
gimes appears to involve not only a better allocation 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 out- 
ward-oriented economy. Outward-orientation is generally measured by 
the overall incentives of the trade regime on the production of ex- 
portables relative to import-competing goods. The evidence described 
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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 (and favorable to 
import-competing sectors). As shown by Woo and Nasution, the In- 
donesian 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 Turkey, the trade regime became much 
more outward oriented during the 1980s. 

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 results 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 exchange at the overvalued 
official rate. The typical result of the foreign exchange rationing, there- 
fore, 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 
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 close eye on 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 tradables goods 
in line with rising nontradables goods prices, even before a balance of 
payments crisis occurred. 

Turkey provides a particularly interesting example regarding the trade 
regime, as documented by Celhun and Rodrik. During the 1970s, Turkey 
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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 im- 
pressive: nontraditional export growth was rapid, and provided the basis 
for overall growth of the economy in the 1980s. In their paper, Cel2sun 
and Rodrik discuss at some length the contribution of the Turkish policy 
changes versus other special factors (e.g., the Iran-Iraq war) in promot- 
ing 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 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 Sachs 1987 for a further elaboration 
of this distinction in the experience of the East Asian economies). The 
outward-oriented countries in the study, South Korea, 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, 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 
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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 
exports 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 foreseeable 
future. As it turned out, productivity improvements together with a 
modest depreciation of the real exchange rate and an export-promoting 
regulatory 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 
highlight this dangerous situation with regard to current investment 
spending. 

1.3 Adjustment to the Debt Crisis 

The NBER case studies examined in great detail the process of 
adjustment 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 by Cline (1984) or by Rimmer DeVries, 
relied on models that projected debtor country performance purely on 
the basis of external variables (e.g., world growth, interest rates, etc.). 
These studies entirely neglected the internal economic disarray in the 
debtor countries that is caused by a sudden cutoff in foreign lending, 
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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 net 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. Economic growth and world interest rates turned out to 
be close to Cline’s estimates, though the economic recovery in the 
debtor nations did not materialize. Part of the discrepancy 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 eco- 
nomic 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 
most commodities prices. The cutoff in 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 
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negative net resource transfers is shown in table 1.6, 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. (Note 
that the shifts in net transfers would tend to be higher if short-term 
debt were also included in the calculations.) Governments were there- 
fore required to cut their non-interest deficits sharply, or to shift the 
method of their finance. Most of the governments undertook 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 shifted to new forms of financing. Increased domestic 
bond finance tended to raise real interest rates substantially, while 
domestic money finance tended to raise inflation. Usually, governments 
struggled with some combination of lower public-sector investment, 
higher internal real interest rates, and higher inflation. 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 commodities prices, 
and falling public spending, the tax base fell in line with shrinking 
national income. 

By 1987, as a result of a pandemic fiscal crisis, very high inflation 
was deeply entrenched in the major debtor countries in Latin America. 
In Argentina, Brazil, Mexico, and Peru, inflation was well into the 

Table 1.6 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 1983-84 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, Infernational Financial Statistics Yearbook, 1987. Note that the shift from 
positive to negative net transfers would tend to be even larger if short-term debt were 
included in the calculations. 
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triple-digit levels, as shown in table 1.7. In Bolivia, a hyperinflation 
during 1984-85 was brought under control, in part through a suspension 
of interest servicing on the foreign bank debts of the Bolivian govern- 
ment. Even countries that had traditionally maintained very low infla- 
tion rates, such as Venezuela, were suffering with inflation many times 
the country’s norm. 

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 export taxes, as in Argentina). 

A successful strategy of debt servicing with growth requires the 
development of new exports. In general, however, major new export 
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 19831, 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 

Table 1.7 Inflation Rates, 1985-87, Selected Latin American 
Debtor Countries 

~~ 

Inflation Raten 
Country 1985 1986 1987b 

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. I 

Source: Economic Commission for Latin America and the Caribbean (ECLAC), “La 
evolucion economica en America Latina en 1987,” January 1988 (Santiago, Chile). 
”Consumer Price Index, variations of December over December of previous year. 
hpreliminary. 
‘November to November. 
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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 nontradable goods 
relative to tradable goods (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, how- 
ever, the rapid collapse of nontradables production had several highly 
deleterious 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-denomi- 
nated 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 has to be purchased to service the debts). In many cases, the 
domestic commercial banks had borrowed internationally and then re- 
lent the borrowed funds in dollar-denominated loans in the domestic 
capital markets to firms in the nontradables sector. When firms in the 
nontradables 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 
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 system 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 
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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. (See Galbis 1987 for a further 
discussion of the role of the grupos in the Latin American financial 
system.) 

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 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 by 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 
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, 
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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 experience, 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 payments (as 
in the case of Indonesia during 1966-71), a substantial increase in 
official lending (as in the case of Turkey during 1979-81), or a unilateral 
suspension of debt-servicing payments (as in the case of Bolivian com- 
mercial bank debt, 1986-87). In recent years, most countries have not 
been able to achieve a significant “time out” through conventional 
negotiations. The Turkish bailout in 1979-81, for example, is a key 
exception that proves the rule. The generous official lending to Turkey 
during 1979-8 1 came mainly because of Turkey’s geopolitical signifi- 
cance 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 earlier crises. Relief has 
come in many forms (e.g., debt repurchases at a discount and con- 
versions 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, 
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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 financial 
institutions) 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. 
To quote Lindert and Morton, 

Defaulting debtors were not consistently punished. Only a few cases 
of countries trying to default in visible isolation led to direct sanctions 
and discriminatory denial of future credit. Most of the defaults oc- 
curred in the worldwide crises of the 1930s-and possible the 1980s- 
when uncooperative debtors suffered no more than cooperative ones. 

Eichengreen similarly concludes that, “If there were costs of default, 
they did not take the form of differential credit-market access in the 
first postwar decade.” 

History offers many clear examples why. Argentina, for example, 
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 backlash against foreign influence helped to sweep Pe- 
ron into power. Peron’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 interpretation 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 
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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 
debt-servicing obligations, the U.S. government arranged for several 
forms of emergency official finance. On the other hand, the United 
States 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 (The 
London interbank offer rate 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 
receive an adequate amount of international financing in order to sta- 
bilize and recover. In fact, after 1984, the amounts of concerted lending 



26 Jeffrey D. Sachs 

dropped off sharply. Moreover, as shown in table 1.8, 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, Sachs and Huizinga (1987) measure the size of concerted 
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. 

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. In fact, many of the countries that have suspended 
interest payments in recent years (e.g., Brazil, Ecuador, and Peru), 
have been able to maintain their trade credit lines, though often at  the 
cost of a sharply higher risk premium on the short-term borrowing. 
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Table 1.8 Medium-Term Concerted Lending as a Percentage of Debt 
Outstanding and Disbursed from Financial Marketss 

Average 
1983 1984 1985 1986 1983- I986 

Argentinah 12 18 0 0 8 
Bolivia 0 0 0 0 0 
Brazil 1 1  14 0 0 6 
Chile 35 16 9 0 15 
Colombia 0 0 29 0 7 
Congo 0 0 0 9 2 
Costa Rica 0 0 0 0 0 
Dominican Rep. 0 0 0 0 0 
Ecuador 20 0 0 0 5 
Gabon 0 0 0 0 0 
Guatemala 0 0 0 0 0 
Honduras 0 0 0 0 0 
Ivory Coast 0 0 4 0 I 
Jamaica 0 0 0 0 0 
Liberia 0 0 0 0 0 
Madagascar 0 0 0 0 0 
Malawi 0 0 0 0 0 
Mexico 11 6 0 8 4 
Morocco 0 0 0 0 0 
Nicaragua 0 0 0 0 0 
Nigeria 0 0 0 4 1 
Panama 0 0 3 0 1 
Peru 16 0 0 0 4 
Philippines 0 18 0 0 5 
Senegal 0 0 0 0 0 
Sudan 0 0 0 0 0 
Togo 0 0 0 0 0 
Uruguay 18 0 0 0 5 
Venezuela 0 0 0 0 0 
Yugoslavia 41 0 0 0 10 
Zaire 0 0 0 0 0 
Zambia 0 0 0 0 0 

Sources: World Bank, World Debt Tables, 1986-87; IMF, International Cnpital Markets, 
1986. Taken from Sachs and Huizinga (1987). 
"For each year f, we calculate the ratio of the concerted loan CL,, to the disbursed debt 
in year t - 1 ,  D, - 1 .  

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

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 
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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. 

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-&-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 for 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 fraction of their debt on market 
terms. When Bolivia tried to meet its debt-servicing obligations during 
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1982-84, the result was a hyperinflation (the links between debt serv- 
icing 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 
economies, and perhaps some lesser degree of relief for the other debtor 
countries. 

1.5.1 

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, a point stressed by Sachs. Even if creditors 
understand that the existing overhang of debt acts as a major disin- 
centive 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 strongest 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 (Le., an explicit write-down of part of the present value of 

The Case for Debt Relief 
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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 would buy the debt at a discount, and then cancel 
some of the debt due from the debtor country. Calculations in Sachs 
and Huizinga (1987) show that the IDDC, far from hurting the com- 
mercial 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. 

Krugman analyzes in detail one purported remedy to the current 
crisis: the use of so-called debt-equity swaps. Upon close analysis, 
these transactions are much less attractive to the debtor country than 
they first appeared when the debt-equity schemes were introduced. In 
a typical debt-equity swap, a foreign direct investor purchases, at a 
discount, some sovereign debt in the secondary debt market (e.g., it 
pays a commercial bank $50 for $100 in face value claims on the gov- 
ernment of Mexico). It then returns the debt to the central bank of the 
debtor country, in return for local currency that must be used for a 
direct investment in the country. The price that the central bank pays 
for the debt will generally lie between the second market price, ex- 
pressed in local currency, and the full face value of the claims. To the 
extent that the central bank pays more (in the local currency equivalent) 
for the debt than the secondary market price, the government is ef- 
fectively offering a subsidy to the firm making the foreign investment 
that is equal to the spread between the secondary market price and the 
repurchase price. 

In essence, then, the debt-equity swap amounts to a cash repurchase 
of debt by the government combined with a fiscal subsidy for foreign 
investment in the country. The main problems with debt-equity schemes 
are (1) that either piece of this transaction (the debt repurchase or the 
investment subsidy) might be disadvantageous from the country’s point 
of view and (2) the debt-equity schemes link these two pieces, often 
in a confusing and arbitrary way, even though the country might be 
better off to pursue just one aspect of the policy (e.g., to repurchase 
its debt, but without a link to foreign direct investment). 

A cash repurchase of debt may or may not make sense. On the one 
side, it may well be highly inflationary, since a large cash outlay is 
made to repurchase debt that would otherwise have been rescheduled 
(and therefore not amortized for several years). The advantage of un- 
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dertaking such a repurchase depends on the price of the repurchase. 
If the debt can be repurchased at a deep discount, it might make sense 
for a government to repurchase its debt. 

In typical debt-equity programs, however, the price paid by the cen- 
tral bank for the debt has been close to the face value of the bonds, 
so that the foreign direct investor rather than the debtor government 
gets the spread between the secondary market price of debt and the 
face value. In effect, the discount on the bonds is used as a subsidy 
for direct investment. This is almost always a subsidy that the debtor 
country can ill afford, since almost by definition, the government is 
strapped for cash, and is very ill-placed to be offering a large subsidy 
to foreign firms for direct investment. Like most subsidy schemes, this 
kind of arrangement is likely to give most of the subsidy to firms that 
would have invested in any case, so that the incremental investment 
that is generated by the subsidy is likely to be very small. 

From the country’s point of view, therefore, it may make sense to 
engage in repurchases of debt, but it is less likely to make sense to link 
such repurchases to foreign investment in the country. However, as 
Krugman points out, there may be contractual barriers to a govern- 
ment’s repurchase of its own debt, in which case a debt-equity scheme 
may be a way to overcome such contractual barriers. In such cases, 
however, it still makes sense to design the scheme to emphasize the 
debt repurchase (by having the central bank repurchase the debt at the 
secondary market price), and to play down the investment subsidy 
component. 

1 S . 2  Breaking the Cycle of Failed Reforms 

We 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 to why the political process produces the excessive deficits. The 
papers by Haggard and Kaufman, Sachs, and Edwards, as well as the 
country monographs in the companion NBER volumes, 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 def- 
icits, achieve a real exchange rate depreciation, and open the economy 
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to international trade. The sobering point is that programs of this sort 
have been adopted repeatedly, and have failed repeatedly, in the coun- 
tries under investigation during the past 30 years. A major goal must be 
to understand why such programs typically fail. 

Consider the cases 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 
Peron, 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. (In late 1987 
this weakness was again underscored, by the electoral losses of Al- 
fonsin’s Radical party, and the electoral resurgence of the Peronists.) 

We have already noted that part of the problem with program im- 
plementation lies in the deep political and class cleavages that afflict 
most of the countries under study, combined with weak political in- 
stitutions and fragmented political parties that fail to keep pace with 
rapid increases 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 rapidly 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. Ideally, 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 (unfortunately not studied in the NBER project), which 
is also the only major South American economy to have avoided a debt 
crisis. 
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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 
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 or will not be paid 
in full. Automatically designing programs based on the opposite as- 
sumption 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 
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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 S . 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 will depend on an adequate interna- 
tional economic environment. Dornbusch suggests that the probability 
of a “soft-landing” as the United States reduces its external deficits is 
rather low. In Dornbusch’s 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 U.S.  as the dollar continues to 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.” 

Dornbusch’s emphasis on interest rates and monetary policies sug- 
gests one point of optimism regarding the debt crisis in future years. 
The crisis broke out decisively in the early 1980s when interest rates 
shot up above export growth rates. There are some good reasons for 
believing that real interest rates may now be in a steady decline (be- 
cause of declining U.S.  budget deficits, a fall in U.S. consumption 
spending, and the apparent room for continuing ease in U.S. monetary 
policy, as of late 1987). If this turns out to be the case, the fall in interest 
rates 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 helped usher in the crisis. 
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2 How Sovereign Debt 
Has Worked 
Peter H. Lindert and Peter J. Morton 

2.1 Introduction 

The international financial community has often preferred to repeat 
the past rather than study it. Since 1974 international lending has passed 
through another cycle of enthusiasm followed by nonrepayment and 
creditor revulsion, repeating a pattern that has recurred several times 
since the eighteenth century. 

The process is costly. Relative to ordinary private lending, lending 
to sovereign debtors' brings costs to either side or both sides, and often 
to third parties. The unenforceability of debt service obligations sooner 
or later breeds lasting creditor distrust and cuts the supply of capital 
to countries where its marginal product is generally high. One such net 
capital cost takes the form of credit disruptions and other penalties 
levied by creditors, with greater damage to the debtors than gain to 
the creditors. The debtors' macroeconomies are destabilized by the 
borrowing boom and later bust, especially when the bust brings un- 
foreseen austerity. 

Peter H. Lindert is a professor of economics and Director of the Agricultural History 
Center at the University of California at Davis. Peter J. Morton is an assistant professor 
of economics at Hofstra University. 
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ernmental Affairs, University of California at Davis for financial support, and Wendy 
Eudey, Kara Hayes, and Hai Wen for research assistance. They have also benefitted 
from comments on preliminary partial drafts at the University of California (Davis, 
Berkeley, Los Angeles, Santa Cruz), Harvard University, the University of Illinois, the 
University of Michigan, the Washington Area Group in Economic History, and Williams 
College, and by Thomas Mayer and Mira Wilkins. A much fuller set of appendixes is 
available as a separate working paper from the Institute of Governmental Affairs, Uni- 
versity of California, Davis CA 95616, and the underlying bond data set is available in 
either hard copy or floppy disk from the authors at cost. 
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Those caught in the current lingering debt crisis cannot blame their 
innocence on an absence of historical literature. The recurrence of 
default has been pointed out by scholars and by bondholder protective 
councils for a century (Fenn 1874-98; Corporation of Foreign Bond- 
holders, annually from 1873; Clarke 1879; Fitch 1918; Foreign Bond- 
holders’ Protective Council, annually from 193.5; Kimber 1925 and 1933; 
Winkler 1933; Borchard 1951; Mintz 1951; Wynne 1951; Cameron 1961, 
chaps. 13- 16; Bittermann 1973; Kindleberger 1978; Cizauskas 1979). 
Scholars have added a comparative anatomy of debt crisis, finding what 
kinds of trends trigger debt crises and what kinds of borrowers are less 
likely to repay (Diaz-Alejandro 1984, Edwards 1984, Fishlow 198.5, 
Sachs 1985, Eichengreen and Portes 1986). We know that the problem 
inheres in sovereign debt, that the timing of the crises is related to 
unforeseen deflation, and that countries with runaway government bud- 
gets and less commitment to trade are more likely to have recurring 
repayment crises. 

The remaining uncertainties are how the lending waves unfold and 
what can be done once a crisis is in full swing. This chapter ad- 
dresses these two issues at the start and end of the lending cycle. 
In section 2.2, we shall argue that past lending to foreign governments 
has brought high private returns in the aggregate, but with curious 
patterns that suggest (but cannot prove) an unprofitable “bubble” dy- 
namic of excessive investment followed by excessive revulsion. Inves- 
tors seem to pay little attention to the past repayment record of the 
borrowing governments. They may or may not have been wise in ig- 
noring the past. Their inattention, at any rate, reveals that they do not 
punish governments with a prior default history, undercutting the belief 
in a penalty that compels faithful repayment. 

Section 2.3 turns to historical experience with the different policy 
options available in the wake of a major debt crisis. Noting the nec- 
essary imperfections in any policy approach, we discuss some argu- 
ments in favor of the older bond-era direct confrontation between 
problem debtors and their creditors, an approach that usually led to 
partial default. The more recent approach of bringing the IMF and the 
World Bank into tripartite debt-crisis negotiations has brought extra 
costs relating to moral hazard, delays, and macroeconomic adjustment. 

It is fair to ask whether history should be consulted at all as a guide 
to present debt-crisis options. As a statistician might put it: “If history 
is supposed to be the sample, what is the population? And are we really 
sampling from the same population today as in the past?” That is, is 
there really a probability distribution of outcomes likely to be shared 
by the past and the present? A cautious affirmative answer can be 
ventured in this particular case. The merits of comparison and contrast 
with the past are greatest when there is a durable mechanism at work. 
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Such is the case with sovereign debt, which is subject to that inherent 
defect of unenforceability and which reveals its basic repayment and 
relending dynamic only over a long period of time. In such cases, 
deductive modeling quickly reaches barriers that only a longer empir- 
ical view can push back. 

2.2 Sovereign Debt Repayment since the Early 19th Century 

It has been suggested that it would be far better were the national 
capital employed in home works instead of being lent to foreign 
countries. So far as an individual is concerned, whether he loses 
f1,OOO in a [domestic] bubble company or in a swindling foreign loan, 
the operation and the sequel are the same. (Hyde Clarke 1879, 21.) 

If there were no rescuer, no International Monetary Fund, how would 
sovereign debt work? How well would creditors and debtors be likely 
to fare? How far below the ex ante contracted rates of return were the 
rates eventually realized by the whole chain of debtholders? Were the 
returns either so excessive or so low that they suggest a case for special 
policy intervention in defense of either debtors or creditors? While the 
future need not match past patterns, there is a long and varied history 
to tap in forming guesses. In what follows, we offer an extensive menu 
of results, allowing readers to choose which results to emphasize. 

2.2.1 Background 

Fresh lending to foreign governments followed the same wave-like 
pattern as other international lending in the nineteenth and early twen- 
tieth centuries. There was a post-Napoleonic wave in the 1820s, in- 
cluding loans to most of the newly independent nations of Latin America, 
followed by widespread default. Gross lending to governments, like 
international lending in general, returned to high tide in the 1850s, in 
the late 1860s and early 1870s, in the late 1880s, in 1904- 14, and again 
in the late 1920s. The wave of lending to foreign governments in the 
late 1920s, like that of 1974-82, exceeded any before World War I in 
real absolute value and even as a share of lender-country GNP. Each 
wave ended with at least some occurrence of repayments breakdown, 
sometimes due to international trade depression, sometimes due to 
government budget crises, and sometimes due to the revelation of 
financial abuses.2 

The timing and magnitude of the lending waves is illuminated differ- 
ently by figure 2.1. We cast a particular light on the long-noted waves by 
measuring the net real investment flow, rather than the gross flow. Setting 
aside the “spike” of 1894, caused by heavy Russian borrowing (not all of 
it truly external), figure 2.1 singles out the 1906- 14 and 1973-81 waves as 
the greatest. These two would probably stand out even if all figures 
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were divided by real national product or real wealth. The famous wave 
of the 1920s is less impressive on this net investment measure. It was, 
to a large extent, a refinancing wave in which fresh loans, most of them 
in dollars, largely covered service on prewar, mostly sterling, loans. It 
was also, of course, an era in which international lending was partly 
preoccupied with trying to induce German recovery and reparations. 

Who defaulted, and when? It is not easy to summarize the frequency 
or percentage of nonrepayment. We begin by noting the countries that 

Fig. 2.1 Real net investment by foreign creditors in the government 
debt of ten countries, annually, 1850-1982. Notes: The ver- 
tical axis measures the real value of fresh lending to ten 
governments-Argentina, Australia, Brazil, Canada, Chile, 
Egypt, Japan, Mexico, Russia, and Turkey-by foreign cred- 
itors, predominantly private, minus retirements on the same 
external debt in the same year. The figures are in millions of 
dollars a t  1913 prices, with flows in other currencies con- 
verted at the 1913 exchange rates. Payments of interest are 
not included, nor are changes in the real value of outstanding 
debt due to movements in the consumer-price deflator. 
The large “spike” of 1894 was a loan package of $1,489.5 
million to  the Russian government, much of which may have 
been purchased by Russian creditors. On the foreign-domestic 
mixture in subscriptions to Russian hard-currency loans see 
Anan’ich and Bovykin (forthcoming, section 2 ) .  
The genuine rise after 1973 is slightly exaggerated in relative 
terms by a change in series. For developing countries the 
post-1970 data cover not only bonds but the other types of 
lending captured in the World Bank’s loan disbursements 
data. 
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defaulted outright, in whole or in part, at one time or another, here 
and in table 2.8 in appendix B. 

Soon after the lending wave of the 1820s most Latin American gov- 
ernments defaulted to some degree. Several southern states in the 
United States defaulted in the 1830s-40s and again in the Reconstruc- 
tion era. Latin America and the Eastern Mediterranean (Greece, Tur- 
key and, momentarily, Egypt) figured prominently in the default waves 
of the mid-nineteenth century. The end of the late-1880s lending wave 
featured relatively few defaults, the most notable being Argentina’s 
partial nonrepayment (on which more later) and lingering difficulties 
with Colombia’s debt service. Brazil’s good record was finally com- 
promised with repayment lapses necessitating refunding loans in 1898 
and 1914. The 1910s brought wholesale defaults in the Mexican Rev- 
olution, the Russian Revolution, and the fall of the Ottoman Empire. 
The greatest wave, however, came in the early 1930s (Eichengreen and 
Portes 1986; Eichengreen, chap. 3 of this volume), in which essentially 
all of Latin America, most of Eastern Europe, Turkey, and China de- 
faulted. In the early postwar years, with bond finance dried up and 
most of the trickle of loans coming from governments or with their 
guarantees, outright default was replaced with a murmur of repeated 
concessionary refundings for problem governments, notably Turkey, 
Latin America, and some newly independent nations (Bittermann, 1973). 
The list of countries needing concessionary refundings in the 1970s and 
1980s is more extensive but similar, still featuring Latin America, East- 
ern Europe, and now much of Africa (Watson et al. 1986). 

Other areas always repaid. One was Western Europe outside of Ger- 
many and Spain. Another consisted of the sovereign Arab nations, with 
only slight exceptions. Asia east of the Persian Gulf consistently repaid, 
except for China in the 1930s, Japan between 1941 and 1952, and the 
independent Philippines. So did the white Commonwealth nations. 

The list of incomplete repayers by itself conveys only very limited 
information, however. Foreign governments had to offer higher interest 
rates than creditors’ home governments, precisely because nonrepay- 
ment was feared. To judge their repayment behavior or to judge the 
lenders’ behavior, one needs a careful accounting of their borrowings 
and debt-service outflows. 

To capture the overall tendency in sovereign debt repayment, one 
needs to examine as long a period as possible, in order to avoid overem- 
phasis on either good or bad times. One must also take care to sample 
loans or countries fairly, to avoid picking a sample of particularly prob- 
lematic borrowers or particularly faithful ones. The desired goal is 
equiprobable sampling of all constant-price dollars ever lent by private 
parties to foreign governments that were expected to remain sovereign, 
and to pursue the mean and variance of repayment of that population 
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of constant dollars. In practice, one samples in some more convenient 
way that does not sacrifice representativeness to any serious degree. 
Eichengreen and Portes (1986) drew a random sample of loans from 
the 1920s, giving equal sampling chance to each loan, not far from equal 
sampling of each constant dollar. We intend different coverage here, 
encompassing only loans to governments but spanning a much longer 
period of time. The longer time span means a diversity of sources, 
preventing our sampling individual loans from all times and nations. 

To span as long a time period as was practical, we began with the 
bonds outstanding in 1850, and those floated between 1850 and about 
1970, following them all the way to settlement or to the end of 1983. 
In choosing bonds to follow, we exploited the historical concentration 
of sovereign debt into a small number of borrowing governments. Spe- 
cifically, we follow the experiences of ten borrowing governments: 
Argentina, Australia, Brazil, Canada, Chile, Egypt, Japan, Mexico, 
Russia, and Turkey. We follow their foreign bond debt, drawing on 
bondholder annuals, periodic compendia of foreign investments (Fenn, 
Fitch, Kimber, Dominick and Dominick, etc.), and country studies. 
We concentrate on bond lending, with separate later treatment of the 
brief bank-loan wave of 1974-82. 

Table 2.1 ranks the top external-debtor governments by their debts 
on three benchmark dates. As can be seen, our ten-country sample 
accounted for a large share on each date. Our ten were almost, but not 
quite, the top ten borrowers over the last 130-odd years. As 
appendix A elaborates, we included Chile, a more interesting but less 
important borrower, in lieu of New Zealand or South Africa. The use 
of Chile may slightly bias the ten-country sample toward a low-repay- 
ment result from a worldwide perspective, but the conclusions that 
follow take this possible bias into account. 

The procedures used to process 1,552 external bonds from the history 
of the ten countries are laborious and complex. One has to judge which 
debtors were truly “sovereign” in the sense of being able to evade the 
usual legal recourses faced by ordinary private defaulters. Though one 
could extend the term to cover anybody borrowing from a foreign 
source, we have followed only government borrowers, including local 
governments but excluding private borrowers backed by government 
guarantee. One must also judge which government debts were truly 
external. Our judgments rested on the place of issue, the currency of 
account, and hints about the residence of most holders. Appendix A 
offers a guide to our treatment of such complexities. 

2.2.2 Choosing Summary Measures 

Summarizing the flows of real resources between creditors and debt- 
ors calls for three related measures. One is the internal rate of return 
on the loans. with all flows converted into real consumable resources. 
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The resources in question are consumables of the lending countries, 
since (a) these mattered directly to lenders, (b) the loans were in lending- 
country currency, and (c) appropriate price deflators are harder to 
derive for the debtor countries. 

The second measure is the real rate of return on an alternative asset, 
used for comparison with the real (and realized) internal rate on foreign 
sovereign debt. Any choice of an alternative asset implies a degree of 
riskiness, which may or may not be comparable with the risk on lending 
to a foreign government. The main quantitative results all compare 
sovereign foreign debt with home-country bonds. For foreign debt re- 
payable in sterling, the home-country alternative was to buy consols. 
For foreign debt repayable in dollars, the home-country alternative was 
long-term U.S.  government bondsO3 We follow an unconventional pro- 
cedure, however, in specifying the term structure of the investment in 
the alternative asset, as explained more fully in appendix A. To min- 
imize the influence of inflation and deflation on the difference in the 
real ex post rates of return on foreign sovereign debt and home-country 
debt, we match the stream of repayments on the hypothetical holdings 
of home-country debt to the actual repayments on the foreign sovereign 
debt in question. The alternative real rate of return is thus an average 
of real ex post rates on a mixture of holdings of home-country gov- 
ernmental bonds maturing at the times dictated by the actual repay- 
ments of foreign sovereign debt. 

The third summary measure is a net present value of the foreign 
sovereign debt vis-a-vis home country debt. Specifically, it is the pres- 
ent value of the repayments on the mixture of home-country bond 
holdings, discounted back to the time of purchase, minus the amount 
actually lent to a foreign government with the same realized repayment 
stream. It is thus the amount by which lenders to foreign governments 
were able to lend less to foreign governments than they would have 
had to lend to the home government to get the same repayments (again, 
see appendix A for details). 

How should we deal with the fact that the loans occurred at  different 
times? How should a loan made in 1850 be weighed against a loan made 
in 1950? The answer depends on the question being asked. One might 
wish to know how much better or worse the whole chain of investors 
would have fared ex post if they had chosen the alternative asset, 
instead of the sovereign foreign debt, starting from a moment in history. 
To find out, one would use the first kind of procedure: 

1. All investments are discounted to the same year (e.g., 1850), at 

This first procedure will give heavy weight to early experience (e.g., 
loans in 1850), regardless of the date to which all flows are discounted. 
A more important question, however, is what probability distribution 

the alternative-asset interest rate ( p ) .  



Table 2.1 Top Governments Ranked by Gross External Debt to Private Creditors, 1913-14,1930, 
and 1979 

1913-14 End of 1930 End of 1979 

Rank Country % Country % Country % 

%p I0 externully-indebted governments ut each date 

Russia 35.7 Australia 
Australia 9.0 Canada 
Japan 6.7 Brazil 
Brazil 5.8 Japan 
Argentina 5.1 Union of South Africa 
Turkey 4.8 New Zealand 
Union of South Africa 4.3" Rumania 
Mexico 3.5 Belgium 
Canada 3.4 Argentina 
Egypt 3.4 Chile 

Orher sample countries 

(15) Chile 1.4 (12) Egypt 
Mexico, in default" 
Russia, in default" 
Turkey, in defaultb 

All countries 100.0 All countries 

Share owed by 10 sample 78.8 

Total value ($ billion): 12.6 
Number of countries covered: 42 

countries: 

17.0 
9.7 
8.1 
6.6 
5.4 
5.4 
5.3 
5.2 
3.9 
3.  I 

3.0 

100.0 

51.5 

14.4 
47 

Mexico 
Brazil 
Canada 
Norway 
Australia 
Venezuela 
South Korea 
Algeria 
Turkey 
New Zealand 

(12) Argentina 
(17) Chile 

(47) Japan 
Russia, in default" 

(23 )  Egypt 

All countries 

12.0 
9.6 
9.2 
7.6 
5.1 
4.6 
4.3 
4.3 
3.7 
3.6 

2.4 
1.4 
1.3 
0.1 

100.0 

44.8 

83.0 
108 



Sources; For 1913-14, we preferred Kimber (1925) and our  detailed estimates for the ten sample countries, but 
made sparing use of United Nations (1948). For 1930, we preferred Royal Institute for International Affairs (1937) 
and our  detailed estimates, but also made use of United Nations (1948). For 1979, we used Moody’s Munual of 
municipals und governments for bonds issued by governments of developed countries, and the World Bank’s 
World debt tables for gross disbursed borrowings (not just bonds) of developing-country governments from private 
foreign creditors. The difference in coverage may elevate the ranks of less developed countries. 

“Total public debt, not just external 
bThe outstanding amounts on  Mexican, Russian and Turkish external loans are  disregarded here a s  they were 
effectively repudiated, in order to  give balances that were more representative of borrowing activity in the 1920s 
(for 1930) and the 1970s (for 1979). 
Excluded from this table are  foreign borrowings of financial-center countries, which debts were not “external” 
in the sense that a strictly external repudiation was made more difficult by their ready salability in the borrowing 
country. In the absence of comprehensive exchange controls, any repudiation would have to  apply to  all public 
debt. 
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of outcomes the past suggests for future experience. Here the reader 
has free range of choice. Is the more peaceful experience of the mid- 
nineteenth century the best lesson that the past has to offer the future? 
If so, one could be content with the first procedure. But if one (plau- 
sibly) considers more recent experience more relevant, one can choose 
from these three workable procedures: 

2 .  “all loans at once’’-give the same weight to every constant-price 
dollar of fresh lending, regardless of when it occurred, starting 
all loans at the same hypothetical year. This gives somewhat greater 
weight to the heavy gross flows of the 1920s than to the smaller 
gross volume of prewar lending; 

3 .  do the same as in ( 2 ) ,  but weight each loan by its share of lending- 
country wealth at the time of the loan instead of deflating by 
consumer prices; or 

4. insist that only the interwar and postwar experience is a valuable 
guide to the future. 

We consider the second-“all loans at once”-the fairest offering from 
the pre-1973 past to the future, but our results can also be used to infer 
the results of procedure (4). 

The available data allow us to compare realized flows with those 
originally contracted, and to compare nominal flows with real (price- 
deflated) ones. Three of the following four kinds of flows, with their 
corresponding rates of return, are presented: 

Contracted (ex unte) Realized (ex p o s t )  
Nominal Table 2.2 Table 2.10 
Real Not calculated Table 2.3 

Table 2.2  sets the stage by introducing national average ex ante re- 
turns and capitalized values contracted at the time of bond issue. In 
the bond era, investors asked for premia (u - p) on foreign government 
bonds that were usually between 1.5 and 2.6 percent. These premia 
will serve as a yardstick for several comparisons to follow. We will 
find, first, that the real realized returns were well below these ex ante 
premia. Virtually all of the shortfall in real realized returns was due 
to defaults, not to ex post inflation, which affected both home-bond 
and foreign-bond returns similarly. Second, the ex ante rates in 
table 2.2  did not differ across countries in any way that consistently 
foretold the international differences in ex post returns. True, the mar- 
ket guessed “right” in charging lower premia to Canada and Japan 
before World War 11, and in charging more to prerevolutionary Mexico 
and T ~ r k e y . ~  But the market was unable to foresee the enforced full 
repayment by Egypt or the massive default by czarist Russia. The wide 
differences in realized returns were unpredictable. 
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Table 2.2 Contracted Nominal Returns on Bond Lending to Ten Foreign 
Governments, 1850-1983 

Rates of Return (%) (Millions of $) Risk-Neutral 
Borrowing Expected % of 
Nation n V i; V - 5  NPV Lo Capital Loss 

A .  All marketed bonds, 1850-1983 
Argentina 181 5.92 3.47 2.45 
Brazil 129 6.19 3.64 2.55 
Chile 60 6.89 3.94 2.95 

48 5.83 3.11 2.72 Mexico 
Four Latins 418 6.09 3.52 2.57 

Australia 439 5.60 4.52 I .09 
Canada 488 4.51 2.82 1.69 
Egypt 20 6.71 3.29 3.43 
Japan 60 5.75 3.51 2.24 
Russia 48 4.94 2.92 2.01 

46 5.86 3.33 2.53 Turkey 
These six 1,101 5.44 3.86 1.59 
All ten 1,519 5.59 3.78 1.81 

B .  Bonds issued 1850-1914 (or outstanding in 1850) 

- - -  

- - -  

Argentina 110 5.07 2.91 
Brazil 77 4.86 2.95 
Chile 32 5.39 2.98 

33 5.78 2.91 
Four Latins 252 5.19 2.93 

- - -  Mexico" 

Australia 
Canada 

Egypt 
Japan 
Russiah 
Turkey 

These six 
All ten 

232 4.35 3.01 
62 4.47 3.17 
17 7.18 3.11 
32 4.36 2.90 
48 4.94 2.92 
34 7.39 3.16 

425 5.13 2.98 
677 5.32 2.97 

- - -  

C. Bonds issued 1915-1945 
Argentina 69 5.81 3.78 
Brazil 52 7.85 4.51 
Chile 28 7.86 4.56 

Four Latins 149 6.76 4.13 
Mexico" - - ! L  0 0  

Australia 
Canada 

EgyptC 
Japan 
Russia 
Turkey 

These six 
All ten 

(continued) 

114 5.16 4.00 
243 4.51 3.94 

3 3.75 4.40 
9 7.71 4.48 
0 0  0 

372 - 35 4.05 
- 3 4 . 3 0 3 . 3 0  

521 3.82 4.07 

2.15 
1.91 
2.42 
2.87 
2.26 

1.34 
1.30 
4.07 
I .47 
2.01 

2.15 
2.36 

- 

4.23 

2.05 
3.34 
3.30 
0 
2.63 

1.16 
0.64 

-0.65 
3.24 
0 
1 .oo 
1.30 
1.75 

- 

561.4 
572.3 
274.5 
376.8 

1,785.0 

1,358.7 
925.9 
222.9 
525.1 

1,952.2 
744.9 

5,729.7 
7,514.7 

295.4 
270.6 
100.7 
325.1 
991.8 

539.2 
50.1 

227.8 
217.5 

1,952.2 
737.8 

3,724.6 
4,716.5 

184.9 
301.7 
173.7 

0 
660.4 

510.0 
127.0 
-4.9 
243.3 

0 
3.8 

879.3 
1 s39 .7  

2,476.6 
1,517.4 

637.5 
843.8 

5,475.4 

9,836.9 
1,635.6 

513.9 
1,682.4 
3,456.4 
1,300.1 

18,425.3 
23,900.6 

930.5 
843.4 
251.1 
578.1 

2,603.1 

1,567.0 
81.8 

443.8 
896.9 

3,456.4 
752.3 

7,198.3 
9,801.4 

1,231.7 
674.0 
386.4 

0 
2,292.1 

3,425.6 
489.1 
70.1 

516.8 
0 

51.6 
4,553.2 
6.845.3 

2.31 
2.40 
2.76 
2.57 
2.43 

1.03 
1.61 
3.21 
2.11 
1.92 
2.39 
1 S O  
1.72 

- 

2.05 
1.82 
2.30 
2.71 
2.15 

1.28 
1.24 
3.80 
1.41 
1.92 
3.94 
2.04 
2.24 

- 

- 

1.94 
3.10 
3.06 
0 
2.46 

1.10 
0.61 
n.a. 
3.00 
0 
0.96 
1.24 
1.65 

- 

- 
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Table 2.2 (continued) 

Rates of Return (96) ( ~ i l l i ~ ~ ~  of $) Risk-Neutral 
Borrowing Expected 9% of 
Nation n V p V - p  NPV Lo Capital Loss 

D. Bonds issued ciffer 194.V 
Argentina 4 8.88 
Brazil 0 0  
Chile 0 0  
Mexico 15 5.94 

Four Latins 19 7.53 
- -  

Australia 93 
Canada 183 
EgyptC 0 
Japan 19 
Russia 0 

9 
These six 304 
All ten 323 

Turkey - 

6.32 
4.51 
0 
6.61 
0 
3.69 
5.85 
5.99 

- 

3.95 4.93 
0 0 
0 0 
- 3.56 2.39 
3.77 3.76 

5.37 0.95 
2.28 2.23 
0 0 
3.70 2.91 
0 0 
3.58 
4.68 1.17 
4.61 1.38 

- 

81.1 
0 
0 

51.7 
132.8 

309.5 
748.8 

0 
64.2 
0 
3.3 

1,125.7 
1,258.5 

314.4 
0 
0 

265.7 
580. I 

4,844.3 
1,064.7 

0 
268.7 

0 
496.1 

6,673.8 
7,253.9 

4.52 
0 
0 
2.26 
3.50 

0.90 
2.13 
0 
2.73 
0 
0.11 
1 . 1 1  
1.30 

- 

Notes: 
n = the number of bonds covered here. 
u = the internal rate of return implied by the bond issue price and repayment terms. 
6 = the rate of interest on bond lending to the home government (U.K.  consol rate or  U . S .  
Treasury long-term bond rate, depending on the place of issue). 
NPV = net present value, defined in the following special way: the amount investors were 
able to save by buying the same promised repayment stream from a foreign government at 
higher interest instead of from the British or  U.S. government. 
Lo = the gross value initially lent to the foreign government. 
The “risk-neutral’’ expected % of capital loss” = (v - p)/(I + V) is a suggestive hypothetical 
measure used here a s  in Feder and Just (1984). If bond purchasers were risk-neutral, the 
coexistence of the two rates of return, v and p. would imply the stated percentage of expected 
nonrepayment on the higher-yielding foreign bonds. To the extent that purchasers are risk- 
averse, (v - G)/( l  + v) overstates their expectation of capital losses and instead reflects their 
aversion to the asset with the higher contracted yield. 
uTwo unsuccessful conversion loans to Mexico in 1943 (valued at f293,000) have been included 
in the 1850-1914 sample, to make them part of the aggregate prerevolutionary experience here 
as  in table 2.3. Including them causes a very slight understatement of the ex ante contracted 
returns on prerevolutionary bonds. 
h T ~ o  dollar loans to the Czarist government in 1916 have been included in the prewar totals. 
CThe three interwar Egyptian bonds are actually Ottoman debt settlements loans, not true market 
loans. 

sample excluded bonds issued in the 1970s and 198Os, except for those issued by Australia 
and Canada. We sought to follow all external bond issues up to about 1970. The general inactivity 
of the postwar bond market meant that our bond populations stopped with bonds issued in the 
following final years: Argentina, 1968; Australia, 1978; Brazil and Chile, 1930; Canada, 1982; 
Egypt, Japan, and Turkey, 1965; Mexico, 1966; and Russia, 1916. All subsequent flows were 
followed through 1983, after which the remaining small balances were assumed to be paid off. 
‘The 1965 Egyptian bond issued in Kuwait has been excluded for want of sufficient information. 

The 488 Canadian bonds have been handled differently from others. To save time developing 
computer routines for these well-behaved bonds, we aggregated their payment flows on separate 
spreadsheets, one for each province or  the Dominion and each of the two currency categories 
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Table 2.2 (continued) 

(US-dollar and non-dollar). Each Canadian “loan” entered into the ten-country data processing 
is therefore a set of aggregate payments streams resulting from many loans issued and maturing 
at different times. For the period breakdown of parts B, C ,  and D of this table, the accumulated 
Canadian balances were assumed to be paid off at the ends of 1914, 1945, and 1983. The different 
treatment of Canada causes understatement of the value of Canadian loans relative to  those 
issued by other countries, but should not affect the rates of return greatly. 

The total numbers of loans are often below those of table 2.3 below, because table 2 .2  is 
supposed to focus only on bonds accepted by the marketplace, not conversion loans forced on 
dissatisfied holders of problem debt. 

Reminder: nominal values from periods of very different commodity price levels have been 
aggregated together. This otherwise inappropriate aggregation facilitates comparison with the 
more relevant real-value aggregations in table 2.3 below. 

Real realized returns are summarized in Table 2.3, first for all bonds, 
then for the largely-sterling prewar bonds, then for the largely-dollar 
interwar bonds, and finally for a few postwar bonds, with values in 
sterling at 1913 prices converted into 1913-price dollars at  $4.86. The 
results in table 2.3 are best understood by surveying individual-country 
results first, before discussing possible inferences about the efficiency 
of the overall sovereign-debt portfolio. 

2.2.3 Repayment Experience for Individual Borrowing 
Governments in the Bond Era 

The credit histories summarized in table 2.3 cover the whole spec- 
trum from perfectly faithful repayers to governments that have de- 
faulted massively enough to give their foreign creditors negative rates 
of return. Let us scan the spectrum, from the best repayers to the 
worst. 

Some governments have repaid all their foreign bond debts faithfully 
since the mid-nineteenth century. One in particular ended up having 
no choice in the matter. By 1879 Egypt had been teetering on the brink 
of default for several years. On 22 April that year the Khedive Ismail, 
in a final defiance of his European creditors, issued a decree amounting 
to a unilateral partial default on outstanding bonds. In response the 
British and French governments pressured the Ottoman sultan to de- 
pose Ismail and replace him with Tewfik, his more compliant son. 
British and French officials took over control of Egyptian government 
revenue, managing it in the interests of the private creditors (Wynne 
1951,598-61 1; Landes 1958, 302-18; Feder and Just 1984). Egypt lost 
national sovereignty, which was not regained until after World War 11. 

It cost her dearly. Egypt fully repaid at a high interest rate reflecting 
her ex ante ability to default. She obtained a few more loans before 
World War I, but none thereafter until midcentury. Table 2.3 shows the 
premium she paid, in the form of a real realized rate of 6.41 percent 



52 Peter H. LindertiPeter J. Morton 

on prewar bonds, well above the 3.49 percent realized on the alternative 
streams of consol loans. The combination of ex ante sovereignty and 
ex post nonsovereignty brought Egypt's private creditors an extra 2.92 
percent per a n n ~ m . ~  

Three other governments were faithful repayers, at less cost than 
Egypt bore because the market trusted them a bit more from the start. 
Australia, Canada, and Japan have faithfully serviced their sterling and 
U.S. dollar bonds, with the exception of Japan's nonpayment of any 
debt service between Pearl Harbor and the end of the occupation in 
1952. Perhaps in exchange, Australia and Canada were also heavy gross 
borrowers, able to return to the market repeatedly since 1850. Each 
of these governments had slight limitations on its sovereignty before 
World War I, though none to the degree of Egypt's subjugation under 

Table 2.3 Realized Real Returns on Bond Lending to Ten Foreign 
Governments, 1850-1983 

Rates of Return (%) 6 mill. at 1913 prices) 
Borrowing 
Nation n v P v - p  NPV LO 

- 

A .  All marketed bonds and conversion bonds, 1850-1983 
Argentina 187 3.52 1.56 I .96 
Brazil 143 2.97 2.14 0.83 
Chile 60 1.66 1.88 -0.22 
Mexico 5 2 - 0 . 2 1  - 1.72 -1.92 

Four Latins 442 2.65 1.79 0.86 

Australia 
Canada 
Egypt 
Japan 
Russia 
Turkey 

These six 
All ten 

439 
488 
21 
60 
48 
54 

1,110 
1,552 

3 .OO 1.97 
1.91 0.35 
6.21 3.68 
2.90 1.33 
1.31 2.94 
1.29 - 2.58 
2.40 2.14 
2.47 2.05 

1.03 
1.56 
2.53 
I .58 

- 1.63 
- 1.29 

0.26 
0.42 

B .  Bonds issued, 1850-1914 (or outstanding in 1850) 
Argentina 1 I3 3.52 1.81 1.71 
Brazil 79 2.27 1.38 0.89 
Chile 32 2.79 1.31 1.48 

37 -0.74 - 1.98 -2.72 Mexico" 
Four Latins 26 1 2.21 1.65 0.57 

Australia 232 3.02 2.01 1.01 
Canada 62 4.77 3.50 1.27 
Egypt 18 6.41 3.49 2.92 
Japan 32 I .85 0.60 I .25 

- -  

Russiab 48 1.31 2.94 - 1.63 
1.61 - 3.17 - -1.56 - 42 - Turkey 

These six 434 2.09 2.48 -0.39 
All ten 695 2.12 2.26 -0.14' 

405.9 
156.5 
- 3.9 

- 140.1 
418.4 

669.6 
512.3 
219.5 
290.3 

-691.1 
- 174.0 

826.6 
1,245.0 

251.6 
1223.5 

55.0 

272.8 

319.2 
39.9 

222.4 
190.3 

- 157.3 

-691.1 
- 166.9 
- 86. I 
186.6' 

1,943.4 
1,278.5 

501.3 
564.6 

4,287.7 

4,873.6 
969.1 
408.8 

1,346.5 
3,340.9 

919.1 
11,858.0 
16,145.8 

928.1 
841.8 
249.7 
475.7 

2,495.0 

1,525.2 
65.7 

367.9 
914.9 

3,340.9 
695.4 

6,910.0 
9,405.0 
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Table 2.3 (continued) 

Rates of Return (76) ($ mill. at 1913 prices) 
Borrowing 
Nation n W P u - p  NPV LO 

- 

C .  Bonds issued 1915-1945 
Argentina 70 3.34 I .39 1.95 135.3 928.0 
Brazil 64 4.31 3.61 0.70 32.9 436.7 
Chile 28 0.54 2.44 - 1.90 -58.9 251.6 
Mexico - 0 -  0 0 0 0 0 - -  

Four Latins 162 3.17 2.15 1.01 109.3 1,616.3 

Australia 1 I4 4.18 2.97 1.21 279.3 2,165.1 
Canada 243 3.41 2.76 0.65 93.9 379. I 
Egyptd 3 4.41 5.41 -0.73 -2.9 40.9 
Japan 9 5.89 3.62 2.26 83.2 340.2 
Russia 0 0 0 0 0 0 

3 -3.16 -2.27 -0.88 -3.4 47.2 
These six 372 4.16 2.97 1.20 450.2 2,972.5 

- - - -  Turkeye 

All ten 534 3.81 2.68 1.13 559.5 4,588.8 

D .  Bonds issued after 1945 
Argentina 4 5.51 0.81 4.70 19.0 87.3 
Brazil 0 0 0 0 0 0 
Chile 0 0 0 0 0 0 
Mexico 2.67 - 0.35 2.31 - 17.2 89.1 

Four Latins 19 4.08 0.58 3.50 36.2 176.4 

Australia 93 0.81 0.09 0.72 71.1 1,183.3 
Canada 183 0.47 -1.78 2.25 378.5 524.3 
Egypt 0 0 0 0 0 0 
Japan 19 2.32 0.06 2.25 16.8 91.4 
Russia 0 0 0 0 0 0 

1.21 1.55 -0.34 -3.7 176.5 Turkey 
These six 304 0.83 -0.28 1.10 462.6 1,975.5 
All ten 323 1.09 -0.21 1.30 498.8 2,151.9 

Nores: The algebraic symbols are defined a s  in table 2.2, except that real rates replace 
nominal. The rates o f  return w and p now contain subtractions for the ex post rate of 
consumer-price inflation in the lending country, and every flow is deflated by a lending- 
country consumer price index. 
“As in table 2.2, two unsuccessful Mexican conversion loans from the 1915-45 period 
have been shifted to the pre-1914 period. 
bTwo dollar loans to czarist Russia in 1916 have been shifted to the pre-1914 period. 
CThe aggregate rate spread (v - 6) for the ten countries is negative, despite a positive 
NPV, because it is artificially calculated as  an Lo-weighted average from the rates for 
the ten countries. If the rates of return had been properly derived from a computer run 
specific to the ten-country total, (w - p )  would have been positive. 
dThree loans unsuccessfully aimed at settling Egypt’s Ottoman debt. 
eThree bonds issued by Turkey in 1933-35, just before commodity prices rebounded 
from their trough. Hence the negative p .  

The present figures are based on a larger set of bonds than in table 2.2. Conversion 
bonds, aimed at reviving payments on previous problem bonds, are now included. I n  
some cases these were attached to the records of the previous problem bonds, while in 
other cases they were entered as  separate bonds, possibly in a later period. 

- - 15 - 

- 9 - - -  
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the British occupation. The imperial and Commonwealth tie presum- 
ably restrained Australian and Canadian temptation to avoid repay- 
ment. Japan feared heavy borrowing, especially early in the Meiji reign, 
and repaid faithfully until 1941 out of fears that arrears would be used 
as a pretext for foreign intervention. 

Argentina also compensated foreign creditors for the tangible risk of 
her default. The federal government did refuse full repayment in the 
1820s and again in the early 1890s, and provincial and municipal gov- 
ernments defaulted in the 1930s. Yet the defaults of the nineteenth 
century were never complete, and the federal government retired all 
its debt on time through the 1930s and 1940s. On balance, foreign 
bondholders got an average real interest premium of 1.96 percent per 
annum on all Argentine bonds since 1850. 

Brazil’s record was mixed, though positive on balance. She repaid 
her sterling (and franc) debts very faithfully, most of them being retired 
before the crisis of the 1930s. Her dollar debt, however, was largely 
repudiated in that crisis. Brazil unilaterally offered partial repayments 
later, leaving an ex post interest premium of 0.83 percent as bond-era 
legacy. 

Chile is the marginal case. Until 1930 she was a perfect repayer, at 
an elevated interest rate. But her default in the 1930s was so complete, 
with so little offered creditors out of later nitrate revenues, that her 
overall repayment only about matched what lenders would have re- 
ceived by lending to their home governments. 

Turkey, by contrast, declined repayment on two major occasions, 
the default of 1876-81 and the refusal of the Nationalist government 
to repay Ottoman debts after World War I and Versailles. The former 
episode well illustrates what Fishlow has called “revenue default” 
(Fishlow 1985; Wynne 1951, 393-453). Turkey’s default was virtually 
assured by a pattern of overspending, corruption and inefficiency of 
tax collection dating back at least to the Crimean war loan of 1854. 
Turkey’s creditors received only some of the generous interest rates 
initially offered them, with the result that the whole package of Turkish 
bonds has yielded a lower present value than the corresponding amounts 
of less risky consols, as shown in table 2.3. 

The net gain from lending to Mexico was clearly negative. Table 2.3 
shows, in fact, that even the gross realized internal rate of return was 
negative in the case of Mexican bonds since 1850, ignoring the net 
default on bonds before our 1850 starting point. 

Mexican experience pitted the default incentive against gunboats, 
with default the ultimate victor, after an interlude of financial health. 
Throughout her first half-century of independence, a series of Mexican 
governments borrowed desperately and defaulted regularly. The crisis 
peaked during 1859-61, when the governments of Britain, France, and 



55 How Sovereign Debt Has Worked 

Spain intervened in an attempt to seize control of the customs collec- 
tions previously promised to private creditors. In the shuffle France 
installed Maximilian, who floated new loans, part of which financed 
partial repayments on old debt.6 After Maximilian fell, the government 
of Benito Juarez refused to repay debts or honor customs-revenue 
pledges, from Maximilian or earlier. Later, in 1885-86, favorable ne- 
gotiations with Porfirio Diaz ushered in a whole generation of financial 
rehabilitation and renewed foreign borrowing, to be stopped by the 
revolution in 191 1 .  Thereafter, the old pattern returned: tentative debt 
agreements, each promptly breached (Lill 1919; Turlington 1930; Wynne 
1951, 3-108; Bazant 1968). Thus ended Mexico’s bond era, her credit 
not restored until the famous 1974-82 wave of bank lending. 

The most negative experience was that tied to the government that 
borrowed from foreigners the most before World War I. By some out- 
ward indicators, czarist Russia might have seemed creditworthy. The 
imperial government had repaid loans faithfully, even to the extent of 
paying out more in debt service than it received in fresh loans between 
1900 and 1913. Her trade and production were also growing apace 
(Fishlow 1985, table 3). Not far under the surface, however, the Russian 
government bonds were used in ways that did not promise repayment 
to the bondholders, revolution or no revolution. The investors, partic- 
ularly those in France, were the ones who lost sovereignty in this case, 
deceived by the French and Russian governments in concert. Russia 
was building railways, to be sure, but at least from 1888 on the routes 
were being chosen for military purposes in consultation with the French 
government and French armaments suppliers (Feis 1930, 218-23). The 
main form of repayment was thus the political-military benefit reaped 
by the Allied governments, as Hawtrey has stressed: 

[Tlhe investor . . . was induced to hand over his money directly to 
pay for an allied country by way of preparation. The investor lost 
his money, because when the war came, the ally could not stand the 
strain. The strategic railways were not finished, the munitions were 
inadequate, the government was inefficient and corrupt. Still the 
investment was not wholly fruitless. Russia, at any rate, kept seventy 
divisions occupied for three years (as cited in Feis 1930, 220-24). 

Other parts of the loan proceeds were also used by the imperial 
government to manipulate the lending governments and the investors. 
The French financial press was bribed by the czar’s agents to give 
glowing descriptions of Russia’s financial prospects on the eve of new 
bond flotations (Raffalovich 193 1). Russian officials also maneuvred 
their large deposits among foreign banks so as to embarrass any bank 
or central bank squeezing the flow of credit to Russia. In the monetary 
tightness of the Moroccan crisis of 191 1 ,  for example, banks that tried 
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to shut off their ordinary trade credits to Russian firms found that the 
Russian government pulled out still other deposits in large amounts, 
payable to other banks for new loans to the inconvenienced Russian 
firms (Lindert 1969, 29-31). Thus in a variety of ways, Russia made 
any attempt to stop lending costly to her creditors. 

2.2.4 Global Returns to Lenders, in the Bond Era and since 1973 

Combining the ten countries’ diverse experiences, table 2.3 shows 
that investors made more on bond lending to foreign governments than 
on safer home governments, despite the revolutions and the Great 
Depression.’ Foreign bondholders got a net return premium of 0.42 
percent per annum on all bonds outstanding anytime between 1850 and 
1970 (with payments carry-over traced through 1983). Curiously enough, 
the bonds issued in the troubled years between 1915 and 1945 fared 
better (for creditors) than those issued back in the prewar golden age. 
The bonds issued between 1850 and 1914 barely broke even with home- 
government bonds in the ex post measures used here, while those from 
1915-45 realized a premium of 1.13 percent. 

Were the realized returns on foreign bonds better or worse than those 
on lending to private domestic corporations? The only suitable com- 
parison at hand is with W. Braddock Hickman’s landmark study of 
U.S. corporate bonds (1958, 75-138; 1960). Our ten foreign govern- 
ments repaid a nominal interest rate of 4.68 percent, versus 3.85 percent 
on home-government bonds, between 1850 and 1983 (table 2.10). In 
the troubled era 1900-43, Hickman’s large U.S. corporate bonds repaid 
a lifetime return of 5.4 percent, versus an average return on home- 
government bonds somewhere near the 1850-1983 average. At face 
value, this would suggest that foreign government debt paid a bit less 
well than gambling on the fortunes of U.S.  corporations. But Hick- 
man’s measures may be too optimistic about U.S. corporate bonds. 
He gives them generous subsequent-market valuations, both by fol- 
lowing bonds across an era of declining nominal interest rates and by 
assuming that defaulted bonds were later redeemed at  the favorable 
prices that only some of them fetched in the 1940s. For now, pending 
more detailed research, one should say only that there is no clear 
evidence of a systematic difference in the realized returns on foreign- 
government and domestic-corporate bonds. 

Have creditors fared better or worse on loans to foreign governments 
since 1973? We must first note that lending institutions have changed. 
Bond lending has been very modest, even in the 1974-82 wave of 
optimism. Far more important are direct bank loans to governments. 
The maturities are generally shorter than those on the earlier bonds, 
and interest rates are quoted as premia over the variable London In- 
terbank Offer Rate (LIBOR). The quoted interest rates ran a little over 
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1 percent above LIBOR (as table 2.6 will show below), but LIBOR is 
not the most relevant alternative rate. More appropriate are rates on 
U.S. government bonds of the same maturity. The contracted (ex ante) 
premium on Third World loans, like the earlier bond-era premia, was 
about 2 percent over interest rates on U.S. government bonds. 

Are the loans of the 1974-82 wave being fully repaid? So far, despite 
the landmark Brazilian suspension of payments in February 1987, the 
answer is “maybe.” The flurry of reschedulings in the period 1982-86 
has had little effect on the realized rates of return. Borrowers repaid 
private creditors on contract, and were given little relief. To be sure, 
financial markets have come to expect a breakdown of debt service. 
As of mid-1987, the informal secondary market for banks’ loans to 
problem debtors tended to discount these loans by about one third in 
most cases, with a much steeper discount on Bolivian debt. Top U.S. 
banks have posted over $16 billion in reserve-addition loss, much of it 
an expected loss on foreign debt. Similarly, the initial fears after the 
Mexican crisis of 1982 and later shocks depressed bank stocks (Kyle 
and Sachs 1984, Ozler 1986). Yet these expectations have not yet been 
reflected in any great shortfall of realized debt service. 

How much default would it take to make the realized returns on 
recent loans match the realized return on bonds between 1850 and 
1970? Table 2.4 quantifies the real rates of return realized on Third 
World debt since the end of 1973, under various assumptions about the 
extent of default. The three rate-of-return columns show the rates im- 
plied by actual experience up to the end of the year in question and 
by full repayment at the end of that year. The two columns at the far 
right measure the percentages of default that would bring the overall 
rate of return down to meet two norms. The first norm is simply the 
real rate of return on U.S. Treasury bonds of about the same maturities. 
The second is “history,” or the historical premium of 0.42 percent a 
year over home-country bonds that was derived from table 2.3 above. 

Had debtor countries fully repaid their public external debts at the 
end of 1982, private creditors would have reaped a premium of 2.81 
percent a year over the (negative) real returns on having lent to the 
United States over the previous nine years. As of 1982, table 2.4 further 
implies, they could have collectively lost 15.3 percent of the total bal- 
ance and still have earned the historical-average premium over loans 
to a creditor-nation government. This did not happen, of course. In- 
stead, the debtors made partial net transfers to private creditors, while 
most of the debt was rescheduled and enlarged. Curiously, the net 
transfers to creditors of 1983-86 have been offset by a growing incon- 
venience to them. By being locked into rescheduled debts, instead of 
investing in now-more-competitive U.S. bonds, creditors have expe- 
rienced a drop in their maximum possible premium on loans to the 



Table 2.4 Private Real Rates of Return and Possible Default Losses on Public External Debt of 
Developing Countries, 1973-86, under Various Assumptions about Repayments in the 1980s 

Default Variations 

Percent Capital Loss to  
Make Returns Match If All Debts were Fully Repaid 

Outstanding Complete 
Debts Paid or  Internal Real Rate DefaUlt ---f 
Defaulted at Rate of of Return on  Spread U.S. Bonds “History” Internal 
End of Year Return(v/) U.S. Bonds(p) (v, - p )  (V = p )  (V = p + 0.42) Rate v,, = 
~ ~ ~ 

1982 0.77% - 2.04% 2.81% 17.9% 15.3% -54.16% 
1983 I .56 0.06 I .so 11.8 8.6 - 39.69 
1984 I .97 0.47 1 .so 13.6 10.0 - 28.25 
1985 2.34 I .44 0.90 10.4 6.0 - 20.96 
I986 2.66 2.05 0.61 9.2 4.0 - 15.68 

Nores: We followed the actual performance of all public and publically-guaranteed external debt for all the 97 
Third World nations included in World Bank, World Debt Tablrs. latest available estimates deflated by the U.S. 
consumer price index. Each row in the table represents a different year in which the debts were assumed to be 
completely settled, with the indicated degrees of default. Rates of return were defined as in table 2.3 above. All 
estimates refer to rates earned by private creditors, with initial loan fees apparently netted out of the amounts 
lent. 



The internal rates of return (uf) were calculated using the end-of-1973 disbursed debt outstanding as the initial 
flow to the borrowing country. For the purpose of calculating vf, the debt outstanding at the end of the stated 
year was assumed to be repaid in full. 

The alternative rate of return (6)  is the average of the real rates of return on seven-year U.S. Treasury bonds 
(p,) held, and rolled over, from year t to the end of the year listed above, as an alternative to the net transfers to 
the developing country in year t. The average 6 thus corresponds to its formula in appendix A, except that 
discounting is forward to the end of a final year between 1982 and 1986, rather than backward to an initial loan 
date. (More precisely, p was calculated from the p,’s for 1973-81 only, leaving alone the p,’s unaveraged for the 
net-repayment years from 1982 on.) 

The amount of default at the end of 1982 (or 1983, . . . , 1986) that would bring the internal rate of return (v) 
down to match the alternative rate of return ( p )  equals the end-of-I982 value gained by capitalizing, at the p, real 
rates, all actual flows between the private foreign creditors and the debtor country. The same procedure is repeated 
to calculate how much default would make the ex-post returns match a premium earned by earlier generations of 
international investors. Table 2.3 found that premium to be on the order of 0.42 percent per annum. 

An additional technicality had to be addressed for correct use of the data in World debr tables. The starting 
point was the set of tables on “long-term public and publically guaranteed” (hereafter “PG”) debt to private 
foreign creditors. Dealing with these data alone would have given a biased picture of the returns to lenders. It 
seems that each year’s flow data (new lending, repayments, and interest) refer to the population of loans classified 
as PG at the start of that year. Unfortunately, that population kept changingfrom year to year. The key to adjusting 
for this inconsistency was to note that the change in the amount outstanding failed to match the difference between 
new loan disbursements and principal repayments. The discrepancy equalled (apart from small exchange-rate 
adjustments and rare write-downs) a net inflow of loans into the PG category from other categories (short-term 
or non-guaranteed), on which we lack detailed data. The data discrepancy made it possible to sketch a profile of 
the earlier loans that became converted into PG loans, and to include both the earlier loans and the PG loans in 
the results shown here. 
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Third World (vf - D). As of the end of 1986, everything still hung in 
the balance: the creditors would suffer great losses if they received 
only the secondary-market discounted values for their loans, but if they 
were eventually bailed out, they would have received a better return 
than their pre-1973 bondholding predecessors got. 

2.2.5 No Systematic Creditor Errors? 

Despite the positive ex post returns overall, those recurring waves 
of international debt crisis tempt us to look for irrationality in investors’ 
behavior. We take only a few steps in that tempting direction here. 
Like persons trying to pose for an interesting photograph in front of 
Niagara Falls, we want to get close enough to a subject of general 
interest to attract the viewer. But not too close. 

Even if table 2.3 had shown overall returns below the safe-asset rate, 
economists are not willing to infer irrationality from ex post bad results. 
We generally insist on a tougher test of asset-market inefficiency. The 
market is inefficient-it is guilty of systematic forecasting errors-only 
to the extent that one can prove that some information available to 
investors could have improved their forecasts beyond their revealed 
valuations of assets in competitive asset markets. The appropriate test, 
then, is a regression test in which other available information signifi- 
cantly improves rate-of-return or asset-price forecasts from a sample 
when it is added to a regression already including the whole history of 
the market price of the asset. Could the holding of foreign government 
bonds “pass” this inefficiency test? No such test has been run. An 
obvious point to pursue in later regression-based research is: should 
not investors have noted the level of lending itself? The periods of 
highest gross lending, in relation to macro-aggregates, were the periods 
just before returns dropped. In this respect, the time pattern resembles 
the cross-sectional significance of debt ratios noted by Edwards (1986). 

Indirect clues can be gained by exploring some circumstantial evi- 
dence. Note, in particular, the consistency in the identities of the de- 
faulters. The set of borrowing countries defaulting (wholly or partially) 
before World War I had a higher probability of default in the 1930s than 
did other countries receiving loans in the 1920s. Again, the set of 
borrowing countries defaulting either before 1930 or in the 1930s had 
a higher probability of needing concessionary “rescheduling” of loans 
since World War 11. 

Figure 2.2 and table 2.5 summarize the historical consistency in the 
identities of the defaulters and reschedulers. The shares of countries 
falling into problem-debtor status (default, arrears, or, in the 1980s, 
signing rescheduling agreements) are contrasted between two kinds of 
countries: those with and those without such status in an earlier period. 
We chose periods long enough so that a wave of defaults had time to 
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Fig. 2.2 

1820- 
1929 

1930s 

194% 
1979 

1980- 
1986 

_ _ _ _ _ _ _ _ _ _ _ _ _  _ _ _ _ _ _ _ _ _ _ _ _  
Full repayment Some default on 

of external bonds, (14) (26) external bonds, 
1820-1929 1820-1929 

.65 

_ _ _ _ _ _ _ _ _ _ _ _ _  
Some default on 

external bonds, (11) (20) external bonds (or 
1930s no loans), 1930s 

_ _ _ _ _ _ _ - - - - - - -  
Full repayment of 

Full repayment of 
bonds and official (96) (20) concessionary 
loans, 1940-1979 reschedulings, 

Some arrears or 

1940-1979 

of all loans, 
1980-1986 

concessionary 
reschedulings, 

1980-1986 

Historical transition rates between repayment behaviors, 
governments of developing countries only, 1820- 1986. Notes: 
Figures in parentheses are the numbers of countries a t  each 
starting point. The numbers are affected by historical changes 
in whether a country is considered less developed. For more 
detail, see tables 2.5 and 2.8. Countries listed in table 2.8 as 
“no loans” in the starting period of a transition are not 
counted. RussiaiUSSR is included in the first transition, but 
not in later ones. 

abate, allowing a renewal of lending. There is a striking pattern of 
statistical significance. In either worldwide lending crisis (the 1930s and 
1980-86), the problem debtors tended to be those who had had prob- 
lems earlier. The pattern holds whether one looks across all countries 
or just across large samples of developing countries. We can reject the 
notion that repayments breakdown in crises is uncorrelated with the 
same nation’s distant debt history. Two questions immediately arise: 
Why should such patterns exist, and have international lenders taken 
due note of them? 

We can only begin to suggest reasons for the significant legacy left 
by a country’s history of repaying, or not repaying, foreign creditors. 
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Table 2.5 Historical Rates of Transition into Problem-Debtor Status, among 
Five Periods, 1820-1986 

Among 
Among Earlier 

Earlier Full Problem Difference in 
Repayers Debtors Transition Rates 

Earlier -+ Later 
Period Period n 6, n 6d 6,, - 6, (Signif.) 

A .  All debtors 
1820-79 + 1880-1929 19 
1880- 1929 + 1930s 32 
1820-79 + 1930s 23 
1930s + 1940-79 22 
1940-79 -+ 1980-86 118 
1820-1929 + 1980-86 24 
1930s -+ 1980-86 25 

B .  Developing-country debtors 
1820-79 + 1880- 1929 
1880-1929 + 1930s 
1820-1929 -+ 1930s 
1930s -+ 1940-79 
1940-79 -+ 1980-86 
1820-1929 + 1980-86 
1930s + 1980-86 

only 
9 

22 
14 
I I  
96 
8 
9 

,105 
,313 
,217 
,182 
,237 
,167 
.200 

,222 
,409 
,357 
,364 
,292 
,500 
,556 

23 
20 
26 
22 
21 
25 
24 

23 
20 
26 
20 
20 
23 
22 

.696 
,800 
,692 
,364 
,666 
,640 
,625 

,696 
,800 
,692 
,350 
,700 
,696 
,682 

,591 
,487 
,475 
. I82 
,429 
.473 
,425 

,473 
,391 
,335 
,014 
,408 
,196 
. I26 

* *  
** 
** 

** 
* *  
** 

* 
* 
* 

* *  

Notes: “Sovereign debtor governments” are national or  local governments in those 
countries whose national government was recognized as  sovereign in budget setting and 
contract law in both the earlier and the later period, and which actually received foreign 
loans within both periods. Excluded (as nondebtors) are four usually-creditor nations: 
U.S., U.K., France, Germany. “Problem debtors” are those whose national or  local 
governments did not repay contracted external debt in full, whether through repudiation 
or  through recorded arrears lasting more than a year or (1980-86 only) signing resched- 
uling agreements with creditors. See Table 2.8. 
n = number of countries covered. 
6 = share of sovereign debtor governments becoming problem debtors in the later period. 
* = difference is significant at the 5% level with a two-tailed test 

** = difference is significant at the 1% level with a two-tailed test. 

To avoid sloppy references to “national character,” later research on 
this issue should stick to exploring four paths. One argues that certain 
countries, by stint of economic history and geography, continue to be 
vulnerable to external shocks that trigger frequent debt crises. Another 
stresses the transmission of political forces from one regime to another 
causing such macro-policy distortions as hyperinflation, repeatedly 
triggering general financial crises. A third is that the very experience 
of not having repaid all debts in the past adds to the national political 
legitimacy of nonrepayment in the future. Finally, creditor jitters may 
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invite the repetition of crises in the same countries, through higher 
interest premia and quicker flight when repayment problems loom 
(though we now turn to evidence against this fourth possibility). 

Whatever the cause of the consistency of national repayments be- 
havior, have creditors taken notice? They have indeed rationed credit 
to the Soviet bloc and China, and have continued to lend heavily to 
high-income good repayers like Australia and Canada. But among Third 
World borrowers, they have taken little note of history in their lending 
in the 1970s. Given the findings shown in figure 2.2 that default history 
raised the probability of rescheduling, both in 1980-86 and earlier, one 
would expect major banks to charge higher premia, or lend at shorter 
term, or lend less, to governments with a default history. They did 
slightly the opposite in 1976-79, according to table 2.6. Governments 
with histories of default and rescheduling paid about 0.04 percent less 
in interest, on slightly longer-term loans, than governments with un- 
blemished repayment records. Repayments history, which helps predict 
subsequent repayments crises in the international cross-section, was 
ignored. 

2.2.6 Were Defaulters Punished? 

A clearer result from the history of rates of return on sovereign debt 
relates to the ex post treatment of those who fell into arrears: The only 
ones punished were a few countries defaulting in isolation before 1918. 
Before World War I, creditor-country military power could punish an 
individual borrowing country. Such was the fate of Egypt in 1880, as 
noted above. Venezuela also capitulated to gunboat pressure, in 1902. 
The Dominican Republic’s attempt to default led to an invasion of the 
U.S. Marines and a takeover of the country’s customs revenue in 1905. 
Nicaragua also lost her sovereignty to the Marines and to U.S. customs 
supervisors in 1911-12. Mexico, Turkey, and the Soviet Union were 
denied new credits after their repudiations around World War I. 

Yet surprisingly few debtors have been punished since the 1920s, 
either with direct discriminatory sanctions or with denial of future 
credit. A correct reading of the relevant history is that the majority of 
nonrepayers “escaped” punishment during global crises. In the 1930s, 
debtors may have seemed to suffer cutoffs and trade retaliation, but 
the impression misleads. In that crisis and its early-postwar aftermath, 
the United States and other creditors were indiscriminate in their denial 
of fresh credits: Almost no governments in less developed countries 
got fresh loans, whether they were repaying old ones or not. A tem- 
porary gesture toward credit discrimination was the U.S. passage of 
the Johnson Act in April 1934 prohibiting private loans to foreign gov- 
ernments in default. But for the rest of the decade no loans were 
forthcoming even to governments exempt from the Act, and in July 



Table 2.6 Debtor History vs. Interest Premia, 1976-79 

Borrowing Experience, 1976- 1979 
Repayment 

Interest No. of Amount Weighted Record, 
Country Premium Loans Lent ($ mill.) Term (yrs . )  1980-86 

A .  Countries with no defaults or reschedulings before 1980 
Algeria 1.46% 46 2,822 
CGte d'Ivoire 1.88 9 362 
Jordan 1.30 9 340 
Korea, South 1.03 17 2,519 
Malaysia 0.92 10 1,188 
Morocco 1.21 13 2,070 
Portugal 1.02 22 1,506 
Thailand 1.03 I 1  460 

7 427 
These nine 1.20% I44 I 1,694 

Tunisia 0.94 - 

B. Countries with pre-1940 nonrepayments, none 1940-1979 
Bolivia I .73 8 494 
Colombia 0.95 12 1,089 
Costa Rica 1.16 1 1  52 1 
Ecuador 1.10 21 1,395 
Greece 0.79 13 1,497 
Mexico 1.10 66 14,539 
Panama 1.52 12 87 1 

These eight 1.09 218 25,916 
Spain 1.02 - 75 5.51 1 

7.5 
6.6 
6.9 
9.0 
8.2 
7.6 
7.6 
7.5 
8.2 
7.9 

6.5 
9.6 
9.5 
8.8 
9.4 
7.7 
8.4 
7.7 
8.0 
- 

C .  New post-1940 countries with reschedulings by 1979 
India 0.86 4 155 6.2 
Indonesia 1.19 17 2,773 8.2 
Philippines - 1.24 - 28 2.953 

These three 1.21 49 5,881 
8.7 
8.4 
- 

D. Countries defaulting before 1940 and rescheduling 1940-79 
Argentina 1.36 41 4,398 8.2 
Brazil I .38 1 I6 10,191 9.5 
Chile 1.41 16 1,475 8.1 

Venezuela 0.82 27 6,170 7.4 
Yugoslavia - 1.27 10 458 7s 

Uruguay 1.45 7 357 8.5 

- 
These six I .23 217 23,048 8.6 

E .  All 26 1.16 628 66,538 8.2 
countries 

F. Classijied by later repayment record (1980-86) 
12 repaying I .09 243 20,286 8. I 

on schedule 
14 reschedulers I .20 385 46,252 8.2 

- 
r '84-'86 

- 
- 
- 

r '83, '85 
- 
- 
- 

r '80,'81 

d '83,r '83,'85 
r '83, '85 

d '83,r '83,'84 
r '85 

- 

- 

- 

- 
- 

r '84 

r '82-'85 
r '83, '84 
r '83-'85 
r '83-'85 
r '85 
r '84, '85 

- 

r 

Sources: The data summarizing borrowing experience for 1976-79 were kindly supplied 
by Professor Sebastian Edwards. They underlie Edwards (1986, 574-77), and draw on 
data published by the World Bank. The repayments record is from table 2.8. 
Notes: Interest premium = percent premium over London Interbank Offer Rate (LIBOR) 
on public and publically-guaranteed borrowings from banks in the Eurobank market. 
r = rescheduling. 
d = default, as defined in table 2.8. 
- _  - repayment on schedule. 
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1945 exemptions were granted to every government belonging to the 
IMF and the IBRD (International Bank for Reconstruction and De- 
velopment)-in effect, to every government outside the Soviet bloc 
(Lewis 1948, 140-5, 204-6). 

Even trade policy, which had the chance to discriminate in the bi- 
lateralism of the 193Os, was not used to discriminate against defaulters 
or in favor of faithful repayers. Protectionism was too sweeping. Brit- 
ain’s Imperial Preference system might be viewed as an exception, 
inasmuch as it favored Commonwealth countries, who happened to 
have been faithful repayers, but even here repayment history was not 
the organizing principle. The United States, for its part, concluded 
reciprocal trade agreements after 1934 that favored defaulting countries 
as often as not (Tasca 1938, 274-75, 330-35; Tasca 1939, chaps. 
1 and 2). The Export-Import Bank was restructured in 1936 in a way 
facilitating new loans to good neighbors, many of whom were Latin 
American defaulters on dollar bonds (Felix 1987, 31). 

In the postwar era U.S.  lending again failed to discriminate against 
defaulters among Third-World governments. Barry Eichengreen 
(chap. 3 in this volume) has shown as much for the lending of 1945- 
55. And, as we have seen in table 2.6, defaulters paid no extra premium 
when borrowing in 1976-79. 

In the 1980s, too, the signs of discrimination against problem debtors 
remain weak, at least among developing countries. Bond lending has 
virtually dried up, and the revival of bank lending has been very meager, 
for countries who have repaid faithfully as well as for those demanding 
repeated rescheduling. Whatever the private wisdom of the pervasive- 
ness of creditor pessimism, the external cost of repayments breakdown 
seems as evident in the 1980s as in the 1930s: Some faithful repayers 
(e.g., Colombia, Egypt) have suffered credit contraction along with 
problem debtors. 

Thus the seeming irrelevance of repayments history in creditors’ eyes 
is itself a lesson of history. It predicts that borrowers v%ll not suffer 
much by following the lead of Peru and Bolivia in 1984 and Brazil and 
Ecuador in 1987 in cutting repayments and demanding partial write- 
downs of debt-at least if they do so collectively. 

2.3. Options for Handling Debt Crises: Some Suggestions from 
History and Theory 

A combination of history and theory offers tentative lessons on deal- 
ing with a repayment crisis once it has already broken. History’s con- 
tribution in this case is not based on the assumption that the present 
resembles the past, but on our belief that present crisis management 
differs from that of the bond era in an instructive way. What is special 
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about the lingering crisis of the 1980s is official third-party intervention, 
led by the IMF. To understand what difference this option makes in a 
debt crisis, we need to use a framework that includes the main stylized 
crisis-management options. 

2.3.1 Overview 

The starting point for analysis of a debt crisis is to define the crisis. 
The present definition is straightforward: A debt crisis exists if in the 
absence of a better offer, the debtor would rather impose unilateral 
nonrepayment than repay fully. While there may be some incentive to 
bluff in such matters, let us accept insistent statements by a debtor 
government that it “cannot” repay fully without help or concessions 
from others as good prima facie evidence that it will not repay’ fully 
without such help. That is, as a rule of thumb, a debt crisis exists if 
the debtor says it does. 

The options for minimizing the costs of a debt crisis are unilateral, 
two-party, and three-party. The creditors have two unilateral options 
(subject to the problem of getting organized as a group). They can 
impose penalties on the debtor if he does not repay, or they can lend 
more to the debtor on the current terms. Such a net transfer of resources 
will surely be satisfactory to the debtor. If no such unilateral aid is 
forthcoming, the debtor also has a unilateral alternative to full repay- 
ment: full or partial nonrepayment. The two-party option is one with 
a long history: The debtors and creditors can reach a compromise, each 
side bringing its own threat to the bargaining table. The two-party 
category includes cases in which the debtor unilaterally imposes a 
partial-repayment offer that creditors cannot refuse. The three-party 
options are more complex, typically involving financial aid and other 
policy measures by an official agency such as the IMF, the World Bank, 
or the government of the United States. 

The options are conveniently judged with the help of table 2.7, which 
gives a schematic overview of the distribution of gains an losses from 
eah course of action. The simplicity of the framework may deceive. 
It is not based on a one-period view of debt negotiations. Rather it 
stems from a model of sequential multi-period decisionmaking de- 
scribed elsewhere (Lindert 1986). Its effects on different parties are 
based on capitalizations of the values of options for the future condi- 
tioned on this year’s behavior. While policy recommendations are pros- 
cribed here, we describe the likely effects of each option on world 
wealth. We turn to the options in the order in which they are listed in 
the columns of table 2.7. 

2.3.2 By Definition, Direct Full Repayment Is Out 

A debt crisis has been defined as a situation in which V?, the max- 
imum social welfare attainable by the debtor by defaulting in this year, 
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I, exceeds VF, the maximum welfare attainable by faithfully repaying 
this year, with the option to repay or default next year.* The welfare 
inequality Vp > Vf is a direct translation of an inequality in the re- 
sources available for intertemporal consumption, as detailed in a com- 
panion paper (Lindert, 1986). Repaying this year means giving up 
principal and interest. In the framework used here, all of a loan is 
viewed as repayable at the end of the same year, with a new loan to 
be negotiated. If D, is the borrower’s debt at the start of the year, the 
debt service given up is (1 + rJD,, where r, is the interest rate on the 
loan. The countervailing advantage of faithful repayment is the avoid- 
ance of any penalty or loss of future access to credit. We can use PI  
to represent the capitalized direct sanctions penalty for nonrepayment, 
taking such forms as foreign-policy reprisals, disruption of the debtor’s 
foreign trade and seizure of his assets in the creditor country (Kaletsky 
1985). P, may vary with the size of the defaulted debt. The other cost 
avoided by repayment is B,, the capitalized value of the borrower’s 
surplus on all future borrowing made possible by the better repayment 
record. The definition of a debt crisis assures that the debtor would 
lose from repayment: P + B < (1 + r)D, if we drop the time sub- 
scripts. Unfortunately, the lender would gain more by avoiding default 
than the borrower would lose. In imposing penalties, the lender real- 
istically recaptures only a fraction, a, of the penalty imposed. The rest 
of the penalty ( 1  - a)E is a deadweight loss from default, or a world 
wealth gain from repayment. Yet the borrower can impose this net cost 
by choosing default. Full repayment is ruled out in a debt crisis. 

Note that the condition defining a debt crisis does not hinge critically 
on whether or not the debtor is bankrupt. Bankruptcy is a sufficient 
but not a necessary condition for a debt crisis. If the debtor is sovereign, 
meaning that direct seizure of collateral and similar penalties are less 
than the debt service owed, [P < (1 + r)  D], there can be a default 
incentive (i.e., a debt crisis, with P + B < (1 + r)  D) even with debtor 
solvency (the debtor’s assets, K ,  greater than (1 + r)  0). 

2.3.3 Relending Versus Default 

A Theorem 

The point brought out in the second column of table 2.7 is that extra 
lending at the same interest rate in a debt crisis does not remove the 
default incentive, but rather raises the amount defaulted on. If more 
is lent by the start of this period (D raised), the value of the debt service 
to be defaulted on at the end of the same period is raised by more than 
the costs to the debtor of defaulting. 

This result states that more debt raises the net national welfare gain, 
and the net national wealth gain, from defaulting: a(VD - VR)/aD > 0 
and 1 + r > a(P + B)/dD. It follows from (a) the definition of a debt 



Table 2.7 Debt Crisis: Options for the Morning After 

Given that the debtor would prefer (or “be forced to”) default without a rescue package, the following options bring the listed capital-value payoffs 
relative 10 complete defuult on the original loans: 

Unilateral Options 

(1) Direct Full (2) Extra Loans 
Party Repayment (AD), Same Terms 

Debtor P + B - ( I  + r ) D < O  A ( D - P - B ) > O  

Lenders ( I  + r)D - aP > 0 A(aP) - A D  < 0 

Third party - 

(rescuer) 

Two- Party Third-Party Rescues 

( 5 )  Next-Year 
(3) Partial Debt (4) Fully Repay Default on Easy 

Write-down Easy Rescue Loan Rescue Loan 

P + B ~ (1 + A)D 2 0 

( 1  + A)D - aP 2 0 (I + r)D ~ aP > 0 ( 1  + r)D ~ aP > 0 

P + B - (1 + e)D ~ MAC 2 0 P ~ P‘ - eD 2 0 

(e  ~ r ~ l )D + a P  < 0 - ( e  - r)D < 0 

World (1 - a)P + B > O  - ( I  - a)AP - AE ( I  - a)P + B > 0 (I - a ) P  + B - MAC - moral (1 - a)(P - Pe), with 
wealth hazard costs moral hazard Costs 

Punch lines: Debtor won’t allow Greater default. Workable, though May be dominated by (3). Possible, dominated by 
this. untidy. (3). 

where a 
B 
D 
e 
A 
MAC = macroeconomic adjustment costs imposed on debtor as part of the rescue package, 
P 
P‘ 

= share of default penalty recoverable by creditor as collateral (asset seizure), 
= capitalized benefits to debtor from future credit rations, 
= initial outstanding loan from banks to debtor, 
= interest rate on concessionary (“easy”) rescue loan (e < r), 
= revised interest rate forced onto lenders (A < r), 

= penalty inflicted on the debtor for default on initial loan, 
= penalty inflicted on the debtor for default on initial rescue loan, 

and r = interest rate on original loan. 

Nore: The results under (1 )  and (2) are derived at length, and those under (3)-(5) are hinted at, in a multi-period model in Lindert (1986). 
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crisis (i.e., a situation in which ( 1  + r)D > P + B ) ,  and (b) the plau- 
sible condition that the elasticity of default costs with respect to the 
amount of debt be less than unity that: 

a(P + B)/aD < 
( P  + B)ID 

This is almost surely true. For one thing, aBlaD < 0: Allowing extra 
lending to take place reduces the untapped borrower’s surplus by in- 
creasing the ration of credit toward the unattainable complete-trust 
amount of lending where the borrower’s surplus stops growing with 
the ration of credit. In addition, the direct penalties against defaulters 
have a fixed-cost component. It is plausible to assume that the first 
little bit of debt repudiation damages the debtor’s standing substantially, 
leaving less increment in penalty available for punishing extra levels 
of default. In other words, dPlaD < PID < (P  + B)/De9 

Once these premises are granted, the inadvisability of extra lending 
follows. Relending in a debt crisis magnifies the Ponzi-scheme aspect 
of overlending to a sovereign debtor. Whether it raises or lowers the 
cost to the world cannot be said with certainty, but it cannot reverse 
that net cost, a cost made more certain by the raising of the debtor’s 
default incentive. 

Myths about Relending and “Panic Risk.” 

Is there no case in which creditors in the aggregate can gain by lending 
more in a debt crisis? No, not with sovereign debt. 

Earlier defenses of the idea of relending to debtors threatening non- 
repayment are either flawed or inappropriate to the case of sovereign 
debt. One flawed view stresses an ability-to-pay dynamic. The simplest 
variant dates back at least to Domar:’O If only the debt can grow faster 
than the rate of interest, every individual loan can be repaid. A more 
popular variant argues that all is well if the debtlexport ratio is kept 
from rising by having export growth outstrip the interest rate (Cline 
1983, 46-72; Cline 1985, 36-45; Avramovic 1985; Dornbusch 1985, 
343-83; Dornbusch and Fischer 1985,60-65; Feldstein 1986). It is used 
with favor in writings by the World Bank and policymakers in debtor 
countries (e.g., World Bank 1985,50-53; Simonsen 1985). But as shown 
elsewhere (Lindert 1986, 3-6), the popular variant is just Domar’s 
variant in disguise, since the export terms cancel out. Both variants 
fail to note or correct the fact that infinite relending to a sovereign 
debtor in a debt crisis is a Ponzi scheme. Nor do they note that even 
on this view’s own terms, the crisis is avoided only if the lenders are 
chained to repaying themselves forever. 

The best theoretical case for relending at  the brink of default is one 
presented by Hellwig (1977). In Hellwig’s model, the borrower goes 
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for some time without income, then gets a random income that might 
allow repayment. Once the stream of lending has begun, moral hazard 
sets in. The borrower overconsumes in the initial period, running low 
on funds and demanding more. Despite the clear danger of bankruptcy, 
the creditor rationally yields and relends to save at least the possibility 
that the borrower will get rich and repay. Hellwig assumes that bank- 
ruptcy settlements hold such clubs over the borrower that he will want 
to repay if at all possible (1977, 1883-85). Since the issue becomes 
whether or not the borrower is able to repay, involuntary relending is 
indeed rational (given the questionable decision to start lending in the 
first place). But Hellwig’s model, while correct, cannot be applied to 
the case of sovereign debt, since his key assumption rules out debtor 
sovereignty. The sovereign debtor would still ask whether he had an 
incentive to repay, even after becoming rich. The present result is not 
contradicted. 

The present result also challenges the usual description of “panic 
risk,” the danger that individual lenders will stampede to stop lending 
when a default incentive looms and triggers a capital loss for all cred- 
itors. The usual story is that their pursuit of individual security ruins 
the collective creditor interest. The formation of lending syndicates is 
one device for solving the “free-rider” problem among already exposed 
creditors.I2 There is reason to question, however, whether the “panic 
risk” or “free-rider” problem really exists during a rush to stop lending. 
It could exist, of course, if those who panicked were misjudging the 
ability of the borrower to repay all debts. But if they are fleeing because 
they correctly perceive that the debtor has an aggregate default incen- 
tive, panic by individual lenders does not impose any special cost, any 
“panic risk,” on the whole community of creditors.I3 What is wrong 
with the usual discussion of panic risk and free riding in the context 
of sovereign debt is its assumption that creditors’ collective interest is 
served by continuing to relend in a debt crisis. It is not. If the debtor 
has a default incentive, those creditors why continue to relend are not 
averting the capital loss that panic would bring. They are only pre- 
tending it does not exist-and are magnifying its present discounted 
value by relending. 

2.3.4 Two-Party Debt Renegotiation 

As a Game 

The debtor and creditor(s) can reach a compromise that gives each 
side something better than its unilateral alternative. Each can use its 
unilateral option as a threat point. The debtor has the default option, 
precluding full repayment as a debt crisis outcome. Column (3) of table 
2.7 lists the bargaining outcome that gives the debtor least, one in which 
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he gets just enough reduction in interest rate (from r down to A) to 
match the perceived gains of default. The creditors gain by avoiding 
default, recapturing enough of their investment, (1 + A)D, to outweigh 
the seizure value of the debtor’s assets, aR The latter (aP for them, 
costing the debtor P )  defines their threat point. The lower it is, the 
more the informed debtor can force creditors to write down debt ob- 
l igation~.’~ The two parties are likely to find a bargaining solution 
between the two threat points. In at least one formal model, they do 
find such a compromise under special assumptions (Bulow and Rogoff 
1986), but there is no general theorem establishing a smooth bargaining 
solution. 

How I t  Worked in the Bond Era 

The two-party approach worked as well as could be expected before 
World War I. The exact outcomes varied with circumstances. At the 
benign noncrisis extreme, there were uncontroversial reschedulings 
that preserved the contractual capitalized value of debt while post- 
poning (and magnifying) nominal service obligations to meet a pure- 
liquidity problem. 

Of the cases involving real give and take, three prewar Latin Amer- 
ican examples illustrate the flexibility of two-party bargaining. One 
solution was reached between Mexico and her creditors in 1885-86. 
Eager to attract fresh foreign capital, incoming President Diaz signed 
three decrees on 22 June 1885 cutting government spending and offering 
a partial repayment of old foreign debts, but refusing to pledge any 
special government revenue to creditors. A year later these terms were 
accepted by the Corporation of Foreign Bondholders, and other ar- 
rangements were soon worked out regarding Mexico’s non-London 
debts. Lending resumed until the revolution (Turlington 1930, 171 -21 1; 
Wynne 1951, 30-47). 

The Romero Plan (Arreglo Romero) of July 1893 revised Argentina’s 
foreign public debts along similar princip1es.l6 Argentina was excused 
from 30 percent of interest payments for five years and from all am- 
ortization for eight years. Still in arrears despite a funding loan in 1891, 
Argentina was able to convince her private creditors that this was the 
best they would be offered. Creditworthiness, fresh inflows, and faith- 
ful repayment ensued. Financial rehabilitation owed less to fiscal belt- 
tightening then to a revival in demand for Argentina’s exports from 
the late 1890s on (possibly helped by undervaluation of the peso after 
its stabilization). 

The Brazilian funding loans of 1898 and 1914, organized by the Roth- 
schilds, showed how private-bank conditionality differed with circum- 
stances. The 1898 loan required that Brazil retire some of her note 
issue, which had grown too rapidly in the mid-1890s. In exchange, 
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Brazil got very little debt reduction, the loan calling primarily for value- 
preserving postponement of service, akin to the pure “rescheduling” 
packages of the 1980s. As Fishlow (1985 and 1987) has noted in this 
context, “[flunding loans were not all finance and no adjustment,” and 
in 1898 Brazil was prepared to take little direct financial relief and some 
adjustment for the sake of regaining creditworthiness. In 1914 she gave 
up less. In the eyes of creditors as well as her own, Brazil’s troubles 
were not self-inflicted, but stemmed from a sudden plunge in her terms 
of trade on world markets, warranting renewed credit after a minor 
rescheduling. 

The same workability could not be recaptured, of course, in the wake 
of the Mexican and Russian revolutions. In both aftermaths, creditors 
held no effective clubs over the postrevolutionary governments-no 
extra sanctions (P)  that were not being imposed anyway, and no cred- 
ible promise of generous future credits (bringing borrower surplus B )  
to compensate repayment of large past debts. No system was likely to 
succeed in averting default in these cases. 

The same applies to the 1930s. Bargains were struck repeatedly, but 
each settlement was promptly breached by the debtors. As the present 
analysis of debtor incentives implies, repayment collapsed because, in 
effect, P and B plunged to zero. Threats of penalties against a debtor 
country were not credible, given that so many countries defaulted and 
that international trade and trade finance could hardly be made worse 
by vindictive creditors. Nor was there any reasonable prospect of re- 
newed lending large enough to tempt most debtors into faithful repay- 
ment. The breakdown of the 1930s shows only that a worldwide collapse, 
which was not due in any large degree to the international debt defaults, 
posed a problem so great that no bargaining solution could work, no 
matter who helped out. 

2.3.5 The Three-Party Approach 

By contrast, international debt settlements in the postwar world are 
governed in part by international agencies ready to intervene in the 
debt-bargaining process-the International Monetary Fund, the World 
Bank, the Paris Club-and by the hegemonic lobbying efforts of the 
United States government on behalf of sound international finance. 
Outright repudiation has largely been replaced by those other “re-” 
words: rescheduling, refinancing, restructuring, renegotiation. The 
consensus is that this intervention has helped avoid the instability of 
the 1930s. Yet there are reasons to question the consensus. The im- 
perfect bilateralism of the bond era may have been a more realistic 
approach to the inherently untidy problem of sovereign debt than the 
new third-party interventionism. 
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Its Postwar Evolution 

The evolution of the three-party approach can be divided into three 
postwar stages for expositional purposes. Before about 1955, when 
governments borrowed abroad mainly from other governments, re- 
scheduling was also bilateral. The troubled debtor got assistance di- 
rectly from an agency of the lending government, such as the export- 
import bank. Concessionary refinancing, like Marshall Plan aid, was 
an American affair. The IMF and World Bank still concentrated on 
their initial priority tasks, the balance of payments and development 
loans, respectively. This earliest phase resembled the two-party ap- 
proach of column (3) in table 2.7. 

Between about 1955 and about 1979 the supply curve of conces- 
sionary third-party financing shifted out. The Fund and Bank began to 
assume a greater and greater third-party role in debt refinancing (Bit- 
termann 1973, chap. 3). In some cases, they merely provided good 
offices, as an informed catalyst in negotiations between other govern- 
ments. In others, they, especially the IMF, laid out formulas for mac- 
roeconomic adjustment in the borrowing country. And in some cases, 
they actually contributed to the refinancing package, with loans on 
their own separate terms. Their supply of concessionary financing may 
have been raised by the establishment of explicit Fund conditionality 
between 1952 and 1955, a move that may have raised the contributions 
of their conservative main subscriber, the United States (Dell 1981, 
9-12). Essentially the same policy guidelines for the supply of conces- 
sionary finance have remained intact since. 

After 1979, and especially after the debt crisis broke in mid-1982, 
the demand curve for refinancing shifted far to the right. Debtors’ first 
recourse was, as usual, to their immediate creditors. By 1979, however, 
these creditors were private banks whose exposure had risen to heights 
not approached since the 1920s. The private banks were more reluctant 
than the earlier government creditors to write down the debt obligations 
due them. They suffered greater exposure, lacked any foreign-policy 
motivation to make concessions to a foreign government, and (in the 
United States) were (and still are) constrained by law to declare any 
loan with interest arrears to be “nonperforming,” forcing a write-down 
of net worth. What private creditor banks have sought in the crisis 
since 1982 is an extension of third-party rescue, the policy that was 
emerging in the 1955-79 period. The surge in demand for third-party 
help posed a delicate policy issue. 

Third-Party Rescues in Principle 

To judge the potential and the perils of third-party rescue packages, 
let us first describe this approach as an ideal type and then compare it 
with actual practice in the debt crisis of the 1980s. 
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A stylized third-party rescue would lead to the cost-benefit account- 
ing sketched in column (4) of table 2.7 above. The third party (e.g., 
the IMF or World Bank) grants a rescue loan at the lower interest 
rate, e ,  which the debtor uses to pay off private creditors at the higher 
interest rate, r. The private creditors recapture their money in full, and 
the debtor gets a reduction in its external liability. The rescuer, with 
money ultimately raised from taxpayers, subsidizes the combination 
of the first two parties, giving interest-rate relief (e  < r )  that is split 
between the debtor government and its private ~ red i t0 r s . I~  The two 
parties thus gain, relative to the bond-era institutions forcing them to 
bargain only with each other. The world benefits in exactly the same 
way as with two-party negotiations: It saves the deadweight loss from 
the retaliatory penalties, or (I  - a)Z? subject to subtler costs discussed 
below. 

Which side tends to capture the subsidy-the debtors or the credi- 
tors? No simple answer can be firmly given, but there is reason to 
suspect that the creditors are the larger proximate beneficiaries. Their 
gain is the more tangible, at least: They get repaid the full risk-elevated 
interest rate (r)  on their loans, whereas two-party bargaining would 
have forced them to accept a write-down (A < r ) .  The debtors are given 
enough to forestall default (though it could return, as column ( 5 )  in 
table 2.7 warns). 

Three Extra Costs 

Subsidizing international lending on insufficient collateral would not 
seem so costly if one just looked at the subsidy wedge and the likely 
elasticity of long-run overlending response as a percentage of world 
product, calculated on the back of an envelope. The effect on world 
wealth could be as low as that in the two-party settlements of 
column (3). There are three subtler costs, however: moral hazard costs, 
macroeconomic adjustments costs, and costs of delays in settlement. 

A third-party rescue involves an extra moral hazard not present in 
the two-party case.18 That subsidy tied to the write-down (e  - r)D 
encourages the type of lending wave that creates debt crises. Yet it 
captures only those immediate world gains, (1 - a)P + B, that two- 
party settlements could have captured without the extra moral hazard. 

Rescue packages involving the IMF also impose macroeconomic 
austerity on the debtor countries (via conditionality). Austerity is not 
a bad in itself. In fact, given the frequent bias toward inflated govern- 
ment payrolls, monetized deficits, and inflation, austerity can be its 
own reward from the viewpoint of the adjusting nation. The IMF could 
continue to offer incumbent policymakers its services as the classic 
“ogre of first resort,” taking blame for short-run adjustment costs and 
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giving them the extra political chance to survive until the whole nation 
reaps the longer-run gains from austerity. 

The issue here is not the idea of conditionality, but its current mar- 
riage to repayment of private creditors. In the 1980s, IMF conditionality 
has imposed macroeconomic adjustments in relation to the debt hang- 
over, not just in relation to the macroeconomic need for austerity in 
the debtor country. Some countries might be pressured too much, oth- 
ers too little. To the extent that there is merit in correcting debtor- 
country macropolicies just to encourage international creditworthiness, 
that is a task that might be left to private conditionality (Friedman, in 
Williamson 1983), just as it was in the two-party bargaining before 
World War I. The Fund has the option of concentrating its conditionality 
on the seriousness of macroeconomic overheating in the debtor country. 

A third subtle cost of the three-party approach is a cost of delay, 
which has become evident in the wave of reschedulings in the 1980s. 
Unlike the ideal concessionary third-party relending of column (4) in 
table 2.3, the involvement of the IMF and the World Bank has not 
brought significant relief to debtors and has not resolved the uncer- 
tainties of the debt overhang. To be sure, dozens of rescheduling and 
refinancing agreements have been signed. Yet the terms involve no 
clear write-down of debt. While debtors’ demand for liquidity has been 
assisted by debt rollovers with grace periods, the rescheduling loans 
tend to involve a higher interest-rate spread over LIBOR. Of the four- 
teen leading debtors whose rescheduling in 1980-86 was noted in 
table 2.4 above, nine are slated to pay clearly higher spreads over 
LIBOR than those at which they borrowed in 1976-79; four (Argentina, 
Panama, Mexico, Yugoslavia) are paying spreads both above and be- 
low, but averaging above, their 1976-79 rates; and only the B-loan to 
Cdte d’Ivoire is below the 1976-79 average rate (Watson et al., 1986, 
106-22). While one could argue that the rescheduled rates over LIBOR 
might be below the shadow price of funds given the debt crisis, they 
do not concede any write-down of existing debt. 

Why has little or no debt relief yet been offered to debtors in the ne- 
gotiations of the 1980s? While the issue must remain open to debate, we 
hypothesize that the intervention of the Fund and the Bank has impeded 
the striking of bilateral bargains between debtor governments and the 
creditor banks. Debtor countries seeking debt relief are also shopping 
for concessionary new loans from the Fund and the Bank. Under current 
practice, an impasse arises-or is imposed by creditor resistance. IMF 
policy generally proscribes agreement with a debtor country for con- 
cessionary finance in exchange for domestic belt-tightening until the 
country has reached an agreement restoring good standing with private 
foreign creditors. The link between creditor satisfaction and official 
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financing is explicit in the Fund’s pursuit of “co-financing” packages 
since 1982. Knowing this, the main banks have the option of holding out 
for repayment at or near the original high interest rates. With official aid 
held hostage, the debtor resorts to buying time, remaining current on 
debt service and signing short-run rescheduling agreements involving 
little or no relief. The delays continue, and cloud capital formation, until 
the debtor gives up on the process-a resignation seemingly signalled 
by Brazil in February 1987. 

The three-party approach thus has extra problems, the magnitudes 
of which depend on whether the approach is truly followed or only 
simulated. A genuine rescue, by reducing debt service, poses a moral 
hazard. It subsidizes the combination of debtors and lenders, inviting 
future waves of overlending. It also distributes costs of macroeconomic 
austerity according to foreign debt outstanding, rather than according 
to the severity of domestic macroeconomic disequilibrium. If the three- 
party approach is only simulated, as in the indecisive reschedulings of 
1980-86, time is wasted, prolonging uncertainties that may depress 
capital formation. One way or the other, the three-party approach 
seems to offer lower world wealth than the two-party approach. 

2.3.6 A Note on Creditor Distress 

An obvious fear about the suggestion just raised is that leaving lend- 
ers to their own devices threatens financial instability. In an unlikely 
extreme case, if their full Third World exposure were a capital loss, 
the nine top U.S. banks would be insolvent. Is there not a case for an 
official bailout to avert the financial panic that might attend their 
bankruptcy? 

The issue of financial panic definitely cannot be resolved in the space 
available here. It is one on which reasonable people may differ. Yet 
we would be remiss if we did not indicate our own views on this issue, 
an issue naturally raised anew by our interpretation of the evidence 
above. 

We suggest three reasons why such a concern does not make a case 
for policies rescuing shareholders and managers of the troubled banks. 
One minor reason is that panic probabilities can be invoked only when 
the kind of default possible exceeds lenders’ exposure and the lenders 
are major financial institutions. In most cases, the two-party bargaining 
process would predictably yield an outcome in which the creditors 
suffered only a partial default. Neither they nor the debtor countries 
on the other side of the table have an incentive to let the main creditors 
fail. A second restraint on the fear of financial destruction is that a 
major U.S. bank in serious trouble can be purchased by any of several 
already-willing suitors (e.g., First Interstate, Sumitomo, etc.), with its 
operating units intact. Its accumulation of knowledge, customer rela- 
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tions, and physical capital need not be dismantled and auctioned off 
in uneconomical parts. 

Above all, history reminds us that a key line of defense for avoiding 
financial panics stemming from bank insolvency (whether bank in- 
vestment policies are at fault or not) is to protect the nonequity claim- 
ants on the insolvent banks. Given a capital loss on the banks’ (or 
other private creditors’) assets, the central bank or other rescuer bears 
only the same or less cost by defending nonequity claimants as it would 
bear by sheltering shareholders’ net worth against any capital loss at 
all. The U.S. bank failures of the early 1930s did not show that the 
“lender of last resort” needed to protect banks’ shareholders, but that 
it should have protected depositors and other claimants, calming more 
fears with less official loss and less moral hazard. And, back in the 
international sphere, the Bank of England followed a similar strategy 
in the Barings Crisis of 1890. When Barings was threatened with in- 
solvency because of its Argentine investments, it was liquidated and 
reorganized with some loss of partners’ equity. The claimants on Bar- 
ings were rescued first, with the Barings partners’ equity left at market 
risk. No tidal wave of panic resulted (Clapham 1958, 2:325-39). 

2.4 Conclusions 

There is a growing body of literature in which lessons are carefully 
drawn from comparisons of the 1980s debt crisis with earlier crises 
involving international lending to sovereign debtors. This chapter con- 
centrates on two sets of issues: the long-run patterns of behavior toward 
international lending, and the policy options for dealing with debt crises 
after they have hit. 

On the private returns to such lending, we get a mixture of results: 

1 .  On the whole, lending to foreign governments has brought inves- 
tors a higher real rate of return than the alternative of lending to their 
own governments, despite foreign defaults. Between 1850 and about 
1970, lenders were promised about a 2 percent ex ante premium on the 
bonds of ten foreign governments, and ended up with about a 0.42 
percent ex post premium. In the wave of lending since 1973 the ex ante 
premia were again about 2 percent over home-government bonds. The 
ex post returns still depend heavily on future repayments, subject to 
the constraints quantified in table 2.4. Debaters over the need for official 
intervention into the international-debt sphere cannot yet cite any past 
aggregate shortfall in investors’ private returns. 

2. For a subset of major government borrowers, the crises of non- 
repayment have been deep enough or frequent enough to make their 
bond debt an inefficient part of foreign portfolios for over a century. 
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The foreign bond debts of Chile, Mexico, Russia, and Turkey have 
offered negative net returns. Investors had foreseen some likelihood 
of default in three of these four cases, charging higher than average ex 
ante interest premia (Russia is the exception here). 

3. There is a significant historical consistency in the identities of the 
countries defaulting. Countries that had defaulted before 1929, for ex- 
ample, were more likely to default in the 1930s than were others. 
Similarly, countries that had defaulted or needed concessionary refi- 
nancing before 1980 were more likely to be in arrears or get rescheduling 
agreements in the 1980s. 

4. Defaulting debtors were not consistently punished. There were 
only a few early cases where countries trying to default in visible 
isolation led to direct sanctions and discriminatory denial of future 
credit. Most of the defaults occurred in the worldwide crises of the 
1930s-and possibly the 1980s-when uncooperative debtors suffered 
no more than cooperative ones. 

For international debt crises in full swing, there is no tidy solution, 
because of the inherent defects of unenforceable lending. We rank the 
available options according to their likely world-wealth effects, arguing 
from a mixture of history and theory that 

5 .  In a debt crisis, merely relending to the same borrower on the 
same terms (pure “rescheduling”) must lower creditor and world wealth, 
given that it was necessitated by the borrower’s credible threat to cut 
repayments unilaterally if no lending occurred. 

6 .  The older direct two-party bargaining of the bond era, in which 
debtors and creditors turned to partial repayment plans, had a mixed 
record. Revolutions and the Great Depression brought sweeping debt 
repudiation and credit cessation, but other cases were resolved much 
more smoothly. Direct two-party bargaining can be said to be workable, 
if untidy. 

7 .  The modern three-party approach, with international agencies 
intervening in debt crisis negotiations, introduces three further com- 
plications beyond those of the imperfect two-party bargaining of the 
bond era. First, the experience of the 1980s finds that the three-party 
approach has produced short-run cosmetic agreements with little clear 
resolution of the underlying disagreement over resource transfer. The 
attending delays may have prolonged investment uncertainty. Second, 
if truly concessionary rescue loans had been forthcoming, they would 
have brought moral hazard, inviting further waves of private gambling 
on foreign sovereign debt. Finally, further work is needed to determine 
whether third-party (e.g., IMF) pressure for macroeconomic adjust- 
ment has become less correlated with the need for such adjustment 
because the pressure is attached to the extent of external debt. 
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Appendix A 
Data Sources and Data Processing fo r  
the Bond Sample 

Overview of Data Sources 

Bondholders’ Watchdog Annuals 

The most important of these were the annual reports of the British 
Corporation of Foreign Bondholders (CFB). The series dates from 1873, 
and the approximate period of full detail covers the half-century from 
1885 to 1935. During this interval, the typical issue comes in three 
parts: a brief narrative account of such country-specific important events 
as new issues, negotiations, defaults and consolidations; a more quan- 
titative series of country appendices; and finally, a brief summary of 
“Principal Loans in Default.” CFB tries to report all obligations of 
debtor governments, but its coverage of sterling issues is of higher 
quality than its coverage of other European and American-based lend- 
ing activities. The country appendixes try to provide summary mea- 
sures of debt outstanding and total debt service for some countries, 
but the terms of aggregation cannot be relied upon to be consistent 
from one year to the next. For the purposes of this project we did not 
make any use of aggregated information from CFB or any other source, 
but instead applied our own aggregation methods to the information 
on individual issues. During the late 1930s the quality of the reporting 
deteriorates rapidly. The editors blame the manpower demands of World 
War 11, but the timing of the decline suggests that the real cause may 
be demoralization and shortage of funds associated with the massive 
wave of default of the early 1930s. Reports continue to issue until at 
least the mid-l970s, but are usually inferior in quality to other sources 
available for this period. 

By the 1930s several other annual publications are available to sup- 
plement those of the CFB. The American-based Foreign Bondholders’ 
Protective Council (FBPC) was patterned after the CFB, and provides 
very good coverage of American issues outstanding during the 1930s 
and 1940s. FBPC data have been of special value in tracing the details 
of patchwork funding arrangements for Latin American debt during 
the 1930s and its subsequent liquidation during the 1940s. It is also of 
great value in tracing the arrangements made to adjust Japanese debt 
during the post-World War I1 period. By comparison to CFB, however, 
it gives less attention to issues of foreign (here, non-American) origin. 

The best American annual source of debt information is that provided 
by the Moody’s annual reports. We began to rely on these as a main 
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source of information for debts to all countries around the year 1930, 
creating a period of overlap with the CFB coverage. Fortunately, the 
Moody’s and CFB figures reconcile quite well during this period. 

Occasional Compendia 

Certain other publications which were not issued on an annual basis 
also contributed extensively to the data base. For the interval 1850 to 
1885, before the period of greatest reliance on CFB data, the chief 
sources were Hyde Clarke (1879) and Fenn (1874, 1889, and 1898). 
Thereafter, we consulted the American compendia Fitch (1918), Kim- 
ber (1925), Kimber and Nagel (1933), and Dominick and Dominick 
(1934, 1936). These sources constituted the most detailed summaries 
of debt outstanding at points of time, and the preferred research strat- 
egy was, where possible, to jump from one compendium to the next, 
falling back upon the annual publications only when necessary to re- 
solve conflicts or focus on particular years of interest. 

Country Studies 

The third most important class of information source for this project 
consisted of special studies, usually devoted entirely to a single country. 
Perhaps the best of these were those included in Wynne (1951). From 
this work we made use of chapters devoted to Egypt, Mexico, and 
Turkey. Three other important resources were Peters (1934), Turlington 
(1930), and Ludwig (1989, devoted respectively to Argentina, Mexico, 
and Brazil. 

For each country, coverage typically moved from one dominant source 
to another. In trying to keep the reader informed about the passing of 
dominance from one source to the next, we do not mean to imply that 
the secondary sources were disregarded; only that in most cases they 
were found to be redundant. 

Sample Design Strategy 

Dejinitions of “Sovereign” and “External” Debt 

The mass of data available from the sources mentioned above was 
assembled for the benefit of contemporary investors, not subsequent 
scholars. Definitions and categories shift over time and make it nec- 
essary to apply some criteria in deciding what to include and what to 
leave out. The most important case in point here is that of government 
guaranteed railroad debt. In many sample countries this category of 
investment was at least as important an avenue of capital inflow as 
direct government bond issue, but it is not included in this study be- 
cause technically there is presumed to have been some recourse avail- 
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able against nonsovereign private borrowers before any guarantee could 
be invoked. Also, these sorts of flows are very poorly documented 
until their failure makes them direct government obligations. When this 
happens, it is usually necessary to treat them as new inflows at  the 
time of the activation of the guarantee. Where possible, of course, we 
tried to include as much of the original issue information as could be 
retrieved. 

In the same sense it was not always clear which issues should be 
considered truly external. The general criterion employed here is that 
real foreign debt should be issued and serviceable abroad, and should 
be redeemable in foreign currency. In some cases such as that of Ar- 
gentina, this test is met by certain bonds explicitly denoted k ‘internal,” 
because of the need to circumvent a legislative ceiling on interest pay- 
able on “foreign” debt. These were included in the study, while the 
Argentine mortgage instrument known as a “cedula,” which was ap- 
parently popular in European portfolios during the last century, was 
left out except where service was specified to be made in gold values. 

Throughout the process of data collection, we were mindful of the 
fact that some international lending is motivated more by strategic 
considerations than by expectation of financial return. Thus we ex- 
cluded all government-to-government transactions associated with the 
two world wars. In the post-World War I1 regime, however, the dividing 
line was not so obvious, given a proliferation of international financial 
intermediaries who were subject to some degree of manipulation on 
behalf of the global interests of the lending country governments. Here 
the sorting task became very difficult. In one case, that of Turkey, we 
observed some surprisingly low ex post rates of return on post-World 
War I1 dollar debt, which were not due to default. Whether they were 
due to unanticipated dollar inflation, or whether the loans were semi- 
concessionary from their inception, remains unclear. For some pur- 
poses the reader may wish to exclude them from the sample, which is 
easily done because there were no pre-World War I1 dollar denominated 
loans to Turkey. 

Choices of Sample Countries 

Our strategy, as mentioned in the text, was to sample the greatest 
value share of all loans since 1850 at the least research cost by tracking 
the whole population of external bonds issued by the ten top foreign- 
borrowing countries. The “top” countries were to be those with the 
greatest real gross borrowing over the whole 130-odd years. Lacking 
world data on total borrowings by country, we had to make an initial 
guess based on the secondary literature. The ten countries followed 
here were thus chosen by hunch, even before we could construct the 
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estimates in table 2.1 of the stock of outstanding external debt at three 
dates. Table 2.1 reveals that we probably did not pick the top ten. In 
particular, Chile should have been replaced with New Zealand if we 
were to get as close as possible to the top ten borrowers over the whole 
period. 

Yet by picking up a Latin American that defaulted in the 1930s and 
is again a problem debtor in the 1980s, we at least made the sample 
and the task of data-gathering more interesting than if we had followed 
the history of yet another good repayer, such as New Zealand. Chile, 
we expect, will interest more readers. The switch means that our sam- 
ple is slightly biased toward nations with troubled histories, a slight 
bias that helps firm up some of this paper’s finding but not others. 

Choice of Sample Period (1850-1983) 

We originally intended to build a continuous data set embracing both 
bonded (largely pre-World War 11) lending and direct bank lending 
(largely post-1970) in a unified format. It did not take long, however, 
to discover that the best data available for the former category of 
lending activity took the form of information about individual issues, 
whereas the information on the more recent wave of bank lending took 
the form of aggregated flows into and out of each borrowing country. 
Thus, an apparent regime shift in lending practices was accompanied 
by an apparent regime shift in reporting practices. 

The main reason for this recent emphasis on aggregate flows is prob- 
ably the fact that individual loan contracts had become too small rel- 
ative to the whole, too short in their term and too flexible in the 
determination of interest rates (i.e., indexation to LIBOR), to permit 
reporting on the specifics of each individual issue. It may also be 
significant that when sovereign loans became permanent features in 
the portfolios of the lending banks and ceased to be traded on public 
financial markets, information on individual issues became proprietary 
to the banks themselves in a way that it had not been previously. At 
any rate, in a project such as ours, it is apparent that such a change 
in reporting conventions was not accomplished without the loss of 
important information. One is faced with the anomaly that in spite of 
the technical advances in data handling which had taken place during 
the period since World War 11, the quality of the available data dete- 
riorated. Any merger of the two data sets would have necessitated 
discarding the additional information available for the earlier set, mak- 
ing it impossible to draw conclusions about “anticipated” returns as 
well as realized returns. We decided to maintain the separation in order 
to take full advantage of the richness of the data on bonded lending. 
The reader will note that bonded lending tends to “taper down” 
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throughout the post-World War I1 period as it is supplanted by the new 
practices, while the direct lending by banks explodes into prominence 
in the mid- 1970s. 

In fact, the temporal distribution of bonded lending may be said to 
show almost symmetric tails, accelerating from about 1850 to 1890, 
and with a phaseout period from about 1940 to 1980. It is far from a 
smooth curve, since it covers many cycles of boom and bust, and in 
fact there is some overflow at either end. We initiated the investigation 
at 1850 largely because the preceding two decades were almost totally 
quiescent. Several large issues were floated in the 1820s to Latin Amer- 
ica and Russia, and we used the expedient of treating the outstanding 
balances as cash inflows in the year 1850. Similarly, we assumed where 
no evidence of default existed, that all outstanding issues were paid 
off at par in 1983, our final year of coverage. The bulk of these loans 
were to Australia and Canada and Japan, so this was probably a very 
safe assumption. (In contrast, the outstanding balances for defaulted 
loans to czarist Russia were not assumed to be repaid in 1983). 

The Collating Algorithm 

The Data Records 

The relative abundance of information about individual bonded is- 
sues made its demands upon the available technology of aggregation, 
particularly because of the emphasis to be placed on stacking all loan 
contracts together as if they had a common inception year. It is pre- 
cisely here that data on aggregate cash flow totals will not suffice. In 
order to stack loans to a common origin date it is necessary to treat 
the aggregate debt service annuity payable by a sample country to its 
creditors as being composed of many substreams traceable to different 
origin dates and thus subject to different discounting schemes. For this 
purpose, we employed a system of breaking down the history of each 
loan into annual data on debt service, retirement, and balance out- 
standing, so that the information could then be reassembled for the 
purpose of stacking. This will henceforth be referred to as a “collation 
algorithm,” since its primary function is to sort and arrange data for 
convenient analysis. In all cases except that of Canada, we made use 
of the same general approach to the collating of data. The number of 
issues considered per country borrower varies widely, from 22 in the 
case of Egypt, to 439 in the case of Australia. There is great variance 
in the size of the issues, because countries differ in the extent to which 
their various subdivisions have borrowed on their own account. Canada 
represents the extreme case in this regard, where the number of tiny 
issues overwhelms the means of assimilating them into the data base. 



84 Peter H. Lindert/Peter J. Morton 

For this reason all the results for the 488 Canadian bonds are pre- 
aggregated into aggregate cash flows with a spreadsheet program, with- 
out any ability to stack by origin year. 

The typical pre-World War I1 bond issue by a sample country spec- 
ified repayment in a fixed annual sum for a specified number of years 
in return for an inflow generated by the flotation of bonds of specified 
face value. The ability to hold the entire principal outstanding until 
maturity appears to be an option that was available chiefly to white 
commonwealth borrowers, although Japan also borrowed according to 
this model. When the United States began lending in the 1920s, its 
mode of operation sometimes called for repayment in specific blocks 
of outstanding debt leading to a staggered repayment stream, but for- 
tunately these instances are uncommon. Other exceptional forms some- 
times occurred when there was lending to a sovereign under stress. 
Here interest may escalate in stages or a sinking fund may not com- 
mence until a specified future year. Loan contracts may vary as to 
whether or not specific revenues were pledged as security, and the 
degree of choice to be exercised by the creditor in specifying the cur- 
rency of service. The agreement may contain provisions about how 
bonds were to be selected for payoff; whether the borrower could retire 
ahead of schedule; and the price, not necessarily par, at which out- 
standing debt must be retired. 

All the above features might be considered contractual between bor- 
rower and lender at the time of the capital inflow. Having entered into 
the loan agreement, the creditor then faced not only the risk of im- 
perfect fulfillment of the contract by the debtor, but also the risk of 
imperfect fulfillment of expectations about prices and exchange rates. 
In order to capture the rest of the story, source materials must be 
scanned for reference to ensuing irregularities, balances outstanding, 
and dates of final retirement. New issues may give rise to new inflows, 
or consolidations may replace one issue with a successor issue. The 
desired objective is to follow the payment history generated by a given 
loan transaction until it was extinguished at maturity, completely de- 
faulted, or paid off in some market-mediated transaction. Consolida- 
tions or refinancing operations or settlement agreements that did not 
involve the public marketing of fresh debt were not considered suffi- 
cient reason to “restart the clock,” and the descendant issues in these 
cases were treated as originating in the year of the initial capital inflow. 
With the good data available for most publicly offered issued during 
the bond-lending era, this goal was generally attainable. 

The “Collator” Program 

The “collator” program was used to construct a schematic repre- 
sentation of the year-by-year history of each loan qualifying for inclu- 
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sion in the study. The program accepts information on the contract 
specifications and subsequent changes in performance for each loan, 
and targets outstanding balances for particular downstream years. It 
interpolates between the fixed points in the history of the loan to pro- 
vide a continuous track on interest, retirement, and balance outstanding 
for each year of the loan’s life. One-time flows which come at the 
beginning or the end of the loan’s life are recorded in a fourth payment 
category reserved for lump-sum capital flows. 

This stage of creation of annual breakdowns for all loans manages 
to capture almost all types of performance risk faced by the lender, 
with the possible exception of disputes involving currency of service. 
First, it takes note if the original issue price of the bonds differs from 
par, because this results in an increase of face value outstanding which 
is not the same as the amount of the associated capital inflow. In 
addition, the collating procedure captures intervals of complete or par- 
tial default, or the payment of interest with retirement suspended. It 
can show changes in terms or face value, or the issuance of cash 
bonuses which may come as part of a negotiated settlement. Most 
subtly, it incorporates an iterative procedure which uses a downstream 
year balance outstanding together with other information on the loan 
history to estimate the average price at which bonds are being retired 
by the action of a contractual sinking fund. This is useful in cases where 
countries are specifically permitted to retire their debt through purchase 
on the open market if it is circulating below par. When prices are low, 
countries may be able to retire debt much faster than anticipated with- 
out spending more than is called for in the contract, and this is captured 
by the procedure. Unless specific mention is made to the contrary it 
is assumed that no more is being allocated to retirement than is called 
for by the contract, and when retirement is observed to lag behind 
schedule it is assumed that the loan is not being fully served. 

The original schematic loan record also includes an index section in 
which are stated some of the particulars of the loan such as its title, 
if any, its currency and power of 10, source references, and notes about 
its eventual disposition. The selection of the service currency is some- 
times confused by language which appears to permit the bearer to select 
service in a currency of choice, from among several possibilities. There 
was no clear way to resolve problems of this sort, and almost univer- 
sally it is simply assumed that the currency of service is that of the 
major lending country associated with the flotation of the loan. When 
a loan issues in more than one currency tranche, each tranche is con- 
sidered to be served in its own currency of origin. Purported gold 
clauses were assumed not to be enforced in the absence of mention to 
the contrary, because in practice they seldom proved binding. The lack 
of certainty about service currency is of limited consequence in light 



86 Peter H. Lindert/Peter J .  Morton 

of the predominance of dollar and sterling issues. The exchange rate 
questions arise most urgently in the case of French franc loans which 
depreciated drastically in value along with the franc after World 
War I. Most franc lending, however, was concentrated in Turkey, Bra- 
zil, and most importantly Russia. Of these, Turkey and Russia paid 
little and nothing, respectively, after the abandonment of the gold stan- 
dard. Brazil paid in paper francs during the 1920s despite a decision 
of the World Court in favor of the gold clause. Before the decision 
could be fully implemented, the Brazilian debt too was in default. 

The creation of the initial loan profiles is in no instance completely 
straightforward, although it approached this state most closely in the 
case of the best-behaved borrowers. Many of the sample countries 
have very contorted borrowing histories, and no array of programming 
tools can eliminate the need for spot judgment and improvision. The 
most noteworthy of these exertions are mentioned briefly in an un- 
published appendix giving country histories. In general, one goal was 
achieved and one was abandoned. Each country history has been as- 
sembled out of individual loan records in such a way as to be a coherent 
whole, but the same cannot be said for each individual loan record. 
Often a consolidation or a settlement plan would be captured only by 
the inclusion of loan records drawing together fragments of many orig- 
inal issues under one heading. Where this happened, neither the original 
issue records nor the record specifically dedicated to, say, a consoli- 
dation plan, tells a complete story about the stream of payments arising 
from an original market offering. Only when taken together do the 
records produce meaningful net present values and rates of return on 
bonds born in the marketplace. 

To compute the ex ante contracted returns of tables 2.2 and 2.10, 
the loan profiles for each country are then subjected to a “masking” 
program which creates a new hypothetical loan record showing perfect 
performance on the part of the borrower, regardless of how bad was 
the actual outcome. This was done by discarding all information about 
any decreases in the service flow. In these “idealized” loan records, 
the borrower is presumed never to reduce the amount remitted from 
one year to the next until the whole balance is retired. (This procedure 
is possible solely because of the observed rule that in no case was any 
loan contract observed to specify in advance a decrease in the annual 
service prior to the full repayment of the loan.) Consolidation issues 
emerging from periods of interrupted service were eliminated, since 
under perfect performance they would never have occurred. The result 
is a new record base which can be used to calculate hypothetical “con- 
tracted” yields, and thus by contrast separate the ex post impact of 
contract nonfulfillment from the impact of movements in exchange rates 
and prices. 
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Summary Measures for  Rates of Return and Net Present Value 

To judge the net profitability of holding foreign sovereign debt, we 
need to compute its real internal rate of return, u ,  the real rate of return 
on alternative assets, p, and the net real present value, NPV, of the 
sovereign debt over and above the value of a comparable investment 
in the alternative asset. The real rate of return measure, u ,  must take 
into account all departures from the contracted payments schedule, 
and not be just the real equivalent of the stated coupon rate. 

Measuring real rates of return for alternative assets requires a treat- 
ment of inflation, given that all loans are repaid in currency. There is 
no consensus model of price expectations. Nor is one particularly ap- 
propriate here, since the present study seeks to determine the ex post 
record rather than ex ante expectations. Our choice of price inflation 
measure is accordingly straightforward: We use the ex post rate of price 
inflation from one period to another to convert the nominal interest 
rate on alternative assets, n,  into an ex post real rate of interest, p. The 
real rates u and p are calculated by discounting debt service flows that 
have already been deflated into constant (1913) dollars or pounds. 

What alternative assets? To highlight the distinctive property-rights 
feature of foreign sovereign debt, one might want to contrast it with 
domestic private debt backed by full collateral. It is hard, however, to 
find a long time series on such private debt with no changes in its own 
riskiness. We resort instead to a comparison of foreign sovereign debt 
with the rates of return on government debt of the main lending coun- 
tries, the United Kingdom and the United States. (These convenient 
time series on relatively safe debt might make the return to foreign 
sovereign debt look good in the eyes of readers forgetting about the 
risk differentials.) The main type of risk associated with holding U.K. 
or U.S. governments is the hard-currency inflation risk shared by the 
foreign government debt. 

To compare foreign sovereign debt with domestic (lending-country) 
government debt from the private creditor's viewpoint, we shall not 
compare the flows of returns on two equal loan outflows. To keep 
accidents of the ex post timing of commodity-price movements from 
seeming to affect the relative return on foreign government debt, we 
adopt the reverse strategy of comparing the different present valuations 
of the same stream of debt service on home and foreign government 
debt. The basis for this choice should be evident from the following 
algebra and discussion. 

We define three summary measures: 
( 1 )  The real internal rate ofreturn on foreign sovereign debt is u ,  as 

defined by the equation 

0 = X:=o (Sripr) (1 + u)-' - L , / p ,  7 
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where 

time T = 
s, = 

Pt = 

L", = 

the number of years to full maturity: 
the actually-repaid nominal debt service in year t ,  consisting 
of both interest and principal-repayment; 
the level of consumer prices in the lending country (coun- 
tries) in year t; 
the initial nominal loan outflow at market price (not nec- 
essarily par), here assumed to take place fully in the initial 
year 0. 

( 2 )  The real net present value of the foreign sovereign debt relative 
to home-country government debt is NPV, as defined by the equations 

NPV = zf=o (S,/Pt) (1 + PO- '  - L,,/P, 
= .Y=o (SAp,)(l  + TAf  (1 + nC,)Vf - L,j/p,, , 

where the real rate of interest from the initial year 0 to year t (or p,) 
depends on the nominal rate on t-year government bonds at year 0 
(or n , )  and the geometric-average rate of inflation from year 0 to year 
t (or 7 , , r ) :  

1 + pr = (1  + nJ(1  + TJ, so that pt = n,, - T~,, . 
In other words, the net present value (NPV) measures how much more 
the lenders would have to lend their own governments, beyond LJp,,,  
to get the same stream of real service payments they could get from 
lending just L, , /p ,  to the foreign government. Of course, NPV can be 
of any sign. 

(3) The rate of return on the alternative asset is summarized in the 
effective real rate of discount, or p ,  defined by the equation 

0 = C L "  (S , /p , )  (1 + b)Ff  - X = O  (SriP,) (1 + P,)Ff * 

The effective real rate of discount is thus a geometric average of the 
real rates of return, the p,'s, on lending to a lending-country govern- 
ment. A simplification will be adopted in the measurement of p,. As is 
implicit in its definition above, p, uses data on a single long-term nominal 
size of interest, n , ,  as the rate that lenders could get by buying the 
whole service stream, instead of combining different rates on different 
maturities. This simplification seems appropriate to the degree of com- 
mitment that lenders make in buying foreign long-term (usually 30- or 
40-year) government debt. 

All three summary measures are thus shaped by the time-path of real 
ex post debt service (the S,/pr's) .  The alternative asset, a loan to the 
British or U.S. government, is imagined to pay back the same com- 
plicated time-stream of real debt service that lenders experienced on 
their lending to sovereign foreign governments. The two kinds of assets 
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differ only in the real values initially lent to get the same complicated 
debt-service stream. 

To see why such an approach should be preferred to just using an 
ordinary government bond as the alternative asset, consider the case 
of a 40-year loan to the government of Chile in 1878. On the typical 
pattern, Chile would pay back a fixed debt service each year with a 
somewhat larger outpayment in the final year, 1918. With what time- 
profile of British or U.S.  debt service should this foreign loan be com- 
pared? If we chose a 40-year government bond that was completely 
end-loaded, with all service coming in the final year 1918, the high 
prices of that year would greatly depress the rate of return on lending 
to, say, Her Majesty back in 1878. On the other hand, if we chose a 
British bond with a fixed nominal debt service each year for 40 years, 
we would find a relatively high real rate of return on lending to Her 
Majesty in 1878, because returns in the high-price year 1918 would 
play a smaller role in the British debt service than in the Chilean debt 
service. It is desirable to free the rate-of-return gap between Chilean 
and British government debt from any spurious dependence on the 
accidents of the timing of inflation. This can be done with the formulas 
outlined above, which compare different present values or different 
rates of return on the same time-profile of debt service. 

Extra inflation in any i fh year cannot reverse the sign of NPV or  the 
rate-of-return gap v - pi. Starting from the initial rates u and p, raising 
p i  and IT,; ex post inflation will affect the present values of foreign debt 
(L,/p,) and home government debt (NPV + LJp,) in the same ways: 
deflating the real value of the i fh  year's debt service and discounting it 
less rapidly by lowering the ex-post real rate of return pi = n, - T , ~ .  

Before any price increase in year i, that year's contribution to the NPV 
gap is 

NPVj = (S i /Pj )  (1 + p;)-i - ( S j / P j )  (1 + u ) - i  

= ( S ; / p ; )  (1 + n, - T<,j)-' - ( S ; / p , )  (1 + (v - pi) + n ,  - Tr<,j)-; . 

The inflationary shifts dpi and d~~~~ will shift NPVi as follows: 

dNPV, = - ( S i / p f )  (1 + no - IT<,;)- ;  dp j  - ( i S i / p i )  ( I  + n, 
- T ( , j ) - i - '  dT0i + (S;/pf)[l + (u - pi)  + n, - T,;]-i dpi 

+ (iSi/pi)[l + (u - pi) + n ,  - T , ~ ] - ~ - I  drTT,; . 

The only thing keeping dNPVi from cancelling out to zero is the ap- 
pearance of the discount-rate gap v - pi in the formula. Given that dpi 
and d r i  have the same sign, 

sign (dNPVj)  = - sign (v - pi )  = - sign (NPV). 

Ex-post inflation cannot reverse the initial signs of the rate-of-return 
advantage, or  the net-present-value advantage, of foreign debt. This 
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desirable property led us to choose the summary measures described 
here. 

Stacking and  Aggregat ion.  

The procedure for “stacking” loans into aggregations for summary 
measures is much the same whether it is the contracted (ex ante) or 
the realized returns that are being summarized. One by one, the loan 
records for a particular sample country are taken from storage. They 
are filtered to discard any loan records to be defined out of the sub- 
sample in question (e.g., a subsample defined by borrowing country 
and time period). Qualifying loans were reduced to two currencies, the 
U.S. dollar and the pound sterling. In the runs reported here, the U.S. 
dollar stacks consisted only of loans issued and repayable in U.S. 
dollars, while flows in all other currencies of issue and service were 
converted into pounds sterling at  the current exchange rates. Once all 
figures were in either dollars or pounds, they were converted into real 
1913 consumer bundles by following the conventional consumer price 
indexes of the United States of the United Kingdom. These real 1913 
values were reaggregated into dollars or pounds at the 1913 exchange 
rate, $4.86656 = f l .  Of course, if the results in question are nominal 
rather than real, the deflation step is omitted. 

For stacking into aggregates, each loan’s capital inflows, interest and 
retirement are netted into a single net cash flow, year by year. The net 
cash flows are then added across all loans. For reasons presented in 
the text, we have chosen to present results that are based on starting 
all bonds at the same abstract year of issue. Stacking therefore involves 
adding together all the net cash flows for the same number of years 
since each bond’s issue, not the same historical year. Obviously, this 
means that most of the inflows occur in the same initial year for all 
loans. As we had hoped, such all-at-once stacking reduced the inci- 
dence of multiple sign reversals in the net flow, which could have led 
to multiple roots for the same internal rate of return. Experimentation 
showed that even when we did not follow the all-at-once rule, an it- 
erative computer routine seemed to converge on a clear and sensible 
value for the international rate of return. 

The all-at-once rule for stacking was not followed for one particular 
country, Canada. Having already slaved to enter 439 Australian loans, 
we were daunted by the prospect of tracking what would have been 
over 600 external-currency Canadian bonds, issued by all levels of 
government down to the Saskatoon School District. We resolved to try 
time-saving short-cuts for Canada, knowing that hers was a dull story 
of good repayment (except for Alberta and a few cities). The first was 
to throw out the subprovincial borrowers (school districts, Ontario 
Hydro, etc.), bringing us down to 488 external bonds issued by the 



91 How Sovereign Debt Has Worked 

Dominion and the provinces. Then we saved a little time (alas, not 
much) by aggregating loans historically on spreadsheet files-histori- 
cally, rather than all at once, to save on file space by overlaying loans 
onto the same record. Each “loan” for Canada, as it was later entered 
on the computer, was in fact the whole stream for a province or the 
Dominion in a particular external currency (either U.S. dollar or all 
others, aggregated into the pound sterling). By keeping most Canadian 
loans from starting as early as the others in the stacks, we lowered the 
present value of Canadian borrowing, and weighted Canada’s rates of 
return toward those earlier in history. To view separate eras in tables 
2.2 and 2.3 ,  we diced the Canadian profiles into period-specific flows, 
assuming full repayment at the end of each period. 

Appendix B 
Additional Tables 

(Tables 2.8-2.10 follow on pages 92- 100.) 



Table 2.8 A Summary of Default and Reschedulings on Government Debts to Foreign Creditors since 1820 

Nation 

Privately Privately Loans, Mainly Privately 
Held Bonds, Held Bonds, Offickdl, Held Loans, 

1820- 1929 1930s 1940-79 1980-86 

Abu Dhabi 
Afghanistan 
Algeria 
Antigua & Barbuda 
Argentina 
Australia 
Austria 
Bahama Islands 
Bahrain 
Bangladesh 
Barbadoes 
Belgium 
Belize 
Benin 
Bhutan 
Bolivia 
Botswana 
Brazil 
Bulgaria 
Burma 
Burundi 
Cameroon 
Canada 
Cape Verde Islands 

- 

d 1830, ’88-’93,’15(k~dk) d local gov’ts only r’5 I ,’56,’62,’65 
- - - 

d’68 d’32 - 

- 

- 

r’74 
- 

d’74-’75 

r’98,’ 14,d’ 17 (locals) 
d’lS 

d’3 1 

d’31 
d’32 

d Alberta, locals only 

n o  loans 

- 

r’61.’64 
n o  loans 
- 
- 





Table 2.8 (continued) 

Nation 

Privately 
Held Bonds. 

1820-1929 

Privately Loans, Mainly Privately 
Held Bonds, Official, Held Loans, 

1930s 1940-79 1980-86 

Gambia 
Germany/FRG 
Germany/DDR 
Ghana 
Greece 
Grenada 
Guatemala 
Guinea 
Guinea-Bissau 
Guyana 
Haiti 
Honduras 
Hungary 
Iceland 
India 
Indonesia 
Iran 
Iraq 
Ireland 
Israel 
Italy 
Jamaica 
Japan 
Jordan 

d reparations 

d 1824,’93 

-6 d’s 

- 
d 1827,’73,’14 

- 

- 

- d 
no loans 

r’66,’68,’70,’74 
d’32 - 

d’32 - 

- 

- 

- 

~ 

d’3 I 
- 

- 

r’52 ,‘65 

no loans 

r’58,’69,’72-’76 
r’66-’70 

- 

- 

- 

r’70,‘7Y 
d’41-’52 
- 
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Table 2.8 (continued) 

Nation 

Privately Privately Loans, Mainly Privately 
Held Bonds, Held Bonds, Official, Held Loans, 

1820- I929 1930s 1 940 - 79 1980- 86 

Panama 
Papua New Guinea 
Paraguay 
Peru 
Philippines 
Poland 
Portugal 
Qatar 
Romania 
RussiaKJSSR 
Rwanda 
St. Lucia 
St. Vincent 
Sao Tome & Principe 
Saudi Arabia 
Senegal 
Seychelles 
Sierra Leone 
Singapore 
Solomon Islands 
Somalia 
South Africa 
Spain 
Sri Lanka 
Sudan 

d 1827,’20 
d 7 - ’ 8 4  

d WWI 
d 1839,’17 

- 
d’s pre-’79 

d’32 

d ’30 -’ 3 3 
d’31 

d’36 
- 

d’33 
no loans 
- 

r’85 

~ 

r’80,’83 ,’84,d 
r’84 

d’82,r’82(2),%3 ,’84,’85 

- 

d’81 ,r’82,’83 
no bdnS 

n o  loans 
no  loans 
no loans 

r’8 I .‘84,’85 

r’80,’84 

- 

- 

- 

- 

r Dec.’79,’81,’82,’83, 
’84 
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Table 2.8 (continued) 

Sources: Clarke (1879); Corporation of Foreign Bondholders, various yeai-s; Foreign Bondholders' Protective Council, various years; 
Winkler (1933); United Nations (1948); IBRD annual reports, various years; Bitterman (1973); Hardy (1982); Watson et al. (1986); 
Moody's Municipal and governments manuul; Dillon and Oliveros (1987). 
Notes: 

d = unilaterally defaulted, o r  simply went into arrears, o n  at least part of the foreign debt of national or  local (provincial, city) governments 
o r  utilities starting in the year listed. No attempt is made here to  record when a past default was settled. 
[blank] = not a sovereign nation anytime in this period. 

r = negotiated refinancing o n  terms at least partly concessionary. 

n o  loans = no lending, o r  negligible lending, recorded in the sources cited here. 

"Egypt attempted default, but instead lost her national sovereignty. 
bRrief mention has been made of temporary nonrepayment by Portugal, before 1855 and 1891-93, but the sources listed here offer n o  
specifics. 

'Venezuela attempted default in 1898, but by 1902 military threats had forced her to  repay on contract 

Not counted a s  defaults are  the breakdowns in war debts between allies, o r  the nonpayment of foreign debt service by countries occupied 
in war. Not counted in any totals, though listed here, are  the governments of four usually-creditor countries: U.S., U.K., France, and 
Germany. 

_ _  ~ fully met all service obligations without rescheduling that lowered creditors' capital value. 
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Table 2.9 Annual Real Net Investment by Foreign Creditors in the Government 
Debt of Ten Countries, 1850-1982 (In millions of dollars at 1913 
consumer prices and exchange rates. Gross new lending minus 
retirements. Excludes interest payments and changes in real value of 
outstanding debt due to changes in consumer prices.) 

Year Net Inflow Year Net Inflow Year Net Inflow Year Net Inflow 

1850 
1851 
1852 
1853 
I854 
1855 
1856 
1857 
1858 
1859 
1860 
1861 
1862 
1863 
1864 
1865 
1866 
1867 
1868 
I869 
1870 
1871 
1872 
1873 
1874 
1875 
1876 
1877 
1878 
1879 
1880 
1881 
1882 
I883 

89.44 
52.36 
4.40 

-0.61 
8.80 

51.91 
-0.49 
-0.78 
50.54 
25.56 
96.78 
- 1.52 
81.87 
36.49 
18.03 
76.47 
29.03 

114.67 
62.60 
68.10 
92.09 

112.01 
81.40 

246.87 
27.31 
66.17 

194.25 
35.06 
17.07 
40.33 
82.77 
35.35 
28.58 

114.44 

1884 
1885 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 
1909 
1910 
I91 1 
1912 
1913 
1914 
1915 
1916 
1917 

141.01 
140.04 
163.47 
67.10 

272.90 
191.48 
78.45 
91.65 
67.1 I 
85.35 

1,563.03 
6.39 

148.66 
58.14 
41.72 

5.05 
89.75 

110.27 
26.33 
16.27 

108.51 
510.68 
473.55 
141.19 
253.16 
414.07 
366.30 
122.92 
76.96 

258.62 
223.55 
131.56 
95.25 

148.76 

1918 
1919 
1920 
1921 
1922 
1923 
1924 
1925 
1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 

19.67 
23.35 
28.11 

175.49 
200.53 
- 24.98 
308.72 
-5.97 
154.41 
327.34 
176.33 

3.19 
-11.87 
- 121.33 
- 155.94 

-4.67 
112.51 

- 152.54 
20.81 

- 123.73 
-41.25 
-40.15 
- 280.28 

-51.98 
- 122.21 
-210.33 
-214.20 

16.10 
- 136.52 

-93.04 
13.29 
9.39 

-310.30 
1951 117.75 

1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 

-3.04 
17.40 

-0.16 
-414.45 

84.45 
-62.55 
- 18.30 

85.40 
-71.93 
- 0.49 
26.54 

3.01 
-63.62 

47.38 
- 128.95 

13.40 
- 59.64 
132.78 
150.28 
191.71 
426.86 
668.07 
982.61 
953.01 

1,719.55 
1,601.01 
2,427.78 
2,062.2 1 
1,136.42 
1,617.86 
1,093.50 
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Table 2.10 Realized Nominal Returns on Bond Lending to Ten Foreign 
Governments, 1850-1983. 

Rates of Return (9%) (Millions of nominal $4 
Borrowing 

- 
Nation n Y P v - p  NPV LO 

Argentina 
Brazil 
Chile 
Mexico 

Four Latins 

Australia 
Canada 
Egypt 
Japan 
Russia 
Turkey 

These six 
All ten 

187 
143 
60 
52 

442 
- 

439 
488 

21 
60 
48 
54 

1,110 
- 

1,552 

5.71 3.53 
4.39 3.57 
3.62 3.90 
- 3.42 4.25 
4.76 3.70 

5.60 4.52 
4.51 2.82 
6.00 3.20 
5.48 3.86 
1.48 2.98 
- 2.28 3.54 
4.47 3.91 
4.54 3.86 

2.18 
0.81 

- 0.28 

I .06 

1.09 
1.69 
2.80 
1.61 

- 1.50 

-0.83 

- 1.26 
0.56 
0.67 

516.3 
190.6 

-27.7 
-68.6 
610.6 

1,358.7 
925.9 
305.1 
407.8 

-654.3 
-207.3 
2,135.9 
2,746.5 

2,631.3 
1,517.0 

637.5 
923.2 

5,709.1 

9.836.9 
1,635.6 

423.9 
1,873.6 
3,386.8 
1,645.4 

18,802.2 
24,511.2 

Nure; The procedures used here are the same as  for table 2.3, except for omitting the 
price deflation. 

Notes 

I .  Sovereign debt is defined as  any financial claim that is unenforceable by 
seizure of debtor assets matching the debt in value. This paper takes a con- 
ventional narrow focus on the interest-earning nonmonetary claims of private 
creditors on foreign governments. It ignores such sovereign claims as unbacked 
paper money and the debt and equity obligations of private parties who can 
take refuge behind the ineffectiveness of contract laws. 

2 .  For afurther summary of the lending waves and an analysis of the incidence 
of default in terms of trade shocks and fiscal policies, again see Fishlow (1985). 

3. For the years before World War I ,  we used the widely-publicized railroad 
bond rate. Splicing the two different rates of return together might cloud the 
comparison with foreign sovereign debt. However, the prewar railroad bond 
rate is hardly used in our calculations, since very little of the foreign sovereign 
debt was in dollars before World War I .  The returns on the large amounts of 
interwar and postwar foreign sovereign debt in dollars were therefore compared 
with the U.S. government bond rate, as  preferred. 

4. As for the higher premia charged to Canada and Japan after World 
War 11, these were elevated by the fact that Canada and Japan borrowed early 
in the postwar era, when fears about nonrepayment still lingered and when the 
interest rate on long-term U.S governments was pegged exceptionally low. 

5.  In November 1931 a mixed court went further, ruling that Egypt had to 
continue to repay creditors in sterling at  its gold-standard value, even though 
this meant doubling the British commodity value of the service payments. The 
protectorate government refused, however, and soon won higher-court deci- 
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sions in favor of its insistence on merely repaying the sterling value (Wynne 

6.  In summarizing Mexico’s credit history, we have counted the Maximilian 
service on old loans, but have omitted any other aspect of Maximilian’s loans 
on the ground that they d o  not refer to  Mexico. After Maximilian’s fall, the 
French government took the unprecedented step of repaying French creditors 
half of their investments in the Maximilian loans, on the grounds that the 
government had encouraged them to take such a risk. The same procedure 
was not followed after the Russian Revolution, however, even though the 
French government had knowingly deceived private investors on the quality 
of czarist Russian government bonds. 

7 .  Two other kinds of conclusions by conventional rate-of-return studies are 
not pursued here. First, by following the returns to holding a bond over its 
entire lifetime, we do not disaggregate into the annual (or other short-term) 
gains that would hypothetically be realized by an investor buying, holding, and 
selling within that year. For an excellent example of the annual rate-of-return 
approach, with its heavier use of market price data, see Edelstein (1977 and 
1982). We have suppressed this disaggregation into individual years by sum- 
marizing the returns to the whole chain of holders of each bond. 

Second, we offer little view of the variance of returns. The perceived variance 
across possible outcome states exists, of course, only in the ex ante eyes of 
the potential investor, and is only indirectly revealed in ex ante returns like 
those in table 2.2.  Yet other studies have shown an interest in commenting 
indirectly on the unobservable perceived variance by measuring ex post vari- 
ation in returns ( I )  across debtors, (2) across creditors, (3) across the lifetimes 
of a cross-section of individual securities, (4) across individual holding years 
for a cross-section of securities, and (5) across the years of existence of a 
single security. Of these, our table 2.3 sheds only a little light on the first. With 
additional work, our data set could yield variances (2) and (3). For studies of 
variance (4), see Fishlow (1987) and again Edelstein (1977 and 1982). 

8 .  The sudden reference to abstract social welfare, so soon after a discussion 
of real-world debtor governments, may surprise. Yet the charitable assumption 
that governments maximize some social-welfare analogue to  individual utility 
suits the present debating purpose. If officials’ goals are narrower and less 
worthy of the “social” label, then the present paper’s warnings about rescue 
operations will be reinforced. 

Another element of realism that is missing at  this point is soon to be intro- 
duced: The borrower often has an incentive for only partial, rather than com- 
plete, debt repudiation. 

Our definition of a debt crisis is narrower than our definition of debtor 
sovereignty: 

1951, 629-31). 

a debt crisis exists 
the debtor is sovereign <=> ( 1  + r)D > P. 

<=> ( 1  + r)D > P + B <=> V D  > V R ;  

9. We should deal with two other ways in which one might suspect that extra 
lending could somehow raise P and B faster than D ,  making debt more en- 
forceable and allowing a reduction in the interest rate. First, one might suspect 
that a better collateral mechanism could be devised, e.g., developing stronger 
trade dependence, raising P more than D .  But if so, then why was this option 
not already taken? Second, one might imagine that a third party, such as the 
IMF, could raise B more than D by offering new loans at so low an interest 
rate that the borrower’s surplus from continued faithful repayment, B ,  is raised 
more than D is raised, But this proposal, discussed below, can only raise B by 
writing down debt service. It is a form of partial default. 
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10. Domar (1950). Domar’s reasoning was repeated recently by Niehans 
(1985). This reasoning has been criticised for overlooking the default impli- 
cations of its treatment of the infinite horizon (Lindert 1971, 1976). See also 
the 1928 quotation from Auld in Felix (1987, 20). Note that this frequent ar- 
gument would have been correct if it had been confined to  the case in which 
D remained below the enforceable limit on prudent lending, the limit 
h = ( P  + @/(I + r).  

I 1 .  A model that might seem to contradict the present result in the context 
of sovereign debt is that of Krugman (1985), which explicitly argues (on pp. 
88-89) that defensive relending is rational for creditors. But Krugman’s formal 
model (pp. 84-88) implies the opposite, i.e., that extra lending raises the 
(second-period) incentive to  default. The alleged case for defensive relending 
is not based on his formal model, and makes some questionable assumptions: 
(a) that postponing default somehow prevents it; (b) that a small fresh loan 
would entice borrowers to  repay debt service exceeding the fresh loan; and 
(c) that offering submarket interest rates to a problem borrower is a way of 
avoiding default (in fact, it is a way of acquiescing in partial default). 

12. The issue is noted in Sachs (1984, 29-37) and Eaton, Gersovitz, and 
Stiglitz (1986, 496-98). 

13. Panic could ruin the collective ability of already exposed creditors to 
hide the likelihood of default from new lenders, who might somehow have 
been induced to  take over their exposure. Such a successful deception would 
not, however, have raised the wealth of all creditors. 

14. The B term is included in column (3) under the simplifying assumption 
that successful negotiation of partial debt reduction restores the credit ration 
that the borrower would have had with full repayment. The assumption seems 
reasonable. While the debtor’s record is tainted, lowering debt from ( 1  + r)D 
to  (1  + X)D can convince creditors that the rewards from further default have 
been lowered enough to warrant safe relending up to  the prudence limit 
h = ( P  + B)/( l  + r).  

15. There were also pure unilateral refinancings permitted by contract, in 
which the debtor took advantage of a dip in market yields to retire old high- 
interest debt. 

16. For further background, see Peters (1934), Ferns (1960), Ford (1962), and 
Fishlow (1985). 

17. And, apparently, the taxpayers take a capital loss equal to  (e  - r)D < 0. 
One might argue that the lower interest rate is not below market, and thus not 
a loss, given that repayment is more certain than on the other debt in the 
marketplace. This argument would presumably rest on the perception that a 
debtor always tries to  remain faithful to  the IMF, the “lender of first resort.” 
Yet the same would hold for loans to other debtors not on the brink of default, 
suggesting that the rescue does indeed impose a risk-adjusted loss on the 
taxpayers relative to their other (via-IMF) lending opportunities. 

18. Here we echo a theme sounded by Vaubel (1983), among others, though 
with more emphasis on the international private lending hazards and less on 
macro-policy hazards. 
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3 The U.S. Capital Market and 
Foreign Lending, 1920 - 1955 
Barry Eichengreen 

3.1 Introduction 

In happier times (the 1970s), countries were thought to pass through 
stages of indebtedness analogous to the stages of the international 
product cycle. According to the stages theory (e.g., de Vries 1971), 
countries in the initial phases of the process (before “takeoff into in- 
debtedness”) lack the political stability and economic infrastructure 
required for borrowing abroad. Once these preconditions are met, for- 
eign borrowing commences and proceeds at an accelerating pace. With 
capital inflows come development, rising exports, and steadily increas- 
ing capacity to service foreign obligations. With rising domestic in- 
comes come increased savings, diminishing the need to borrow abroad. 
A point of inflection is reached after which a country’s indebtedness 
begins to decline. The rise of domestic incomes ultimately permits the 
debtor to liquidate its foreign obligations and to transform itself into 
an international creditor capable of lending to countries in the early 
phases of the cycle. The paradigmatic case is the United States, which 
seemed to pass through these stages in the century after 1820. 

In these less optimistic times, a typical stages of indebtedness model 
would look rather different (e.g., United Nations 1986). Countries’ 
initial inability to borrow would be ascribed not to the absence of 
domestic preconditions but to caution and pessimism in international 
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capital markets, often themselves a legacy of previous defaults. Only 
when some exogenous event such as an intergovernmental loan or 
domestic monetary expansion has a catalytic effect on the market does 
foreign lending commence. Undue pessimism gives way to excessive 
optimism as competing lenders jump on the bandwagon, pushing loans 
upon reluctant borrowers and failing to distinguish between good and 
bad credit risks. Indiscriminate lending culminates in default, recrimi- 
nation, and retaliation as lending collapses and international trade is 
disrupted at the expense of economic growth in the capital-importing 
regions. Developing countries are unable to borrow for an extended 
period, returning in effect to the initial stage of the indebtedness cycle. 
Here the paradigmatic case is the half-century commencing in 1920, 
when hesitancy gave way to a burst of foreign lending after 1923, default 
after 1930, and a considerable diminution of private external portfolio 
lending until the 1970s. 

Both characterizations of the process of foreign lending are oversim- 
plified and overly mechanistic. In some instances, foreign lending has 
taken place in response to promising development prospects, foreign 
funds have been profitably invested, and debts have been repaid, as 
posited in the stages-of-indebtedness model. In others, funds have been 
provided indiscriminately, invested unproductively, and written off by 
the lenders. The question is what mix of the two phenomena charac- 
terizes the operation of the market. Similarly, the impact of default on 
the growth prospects of the indebted nations is less clear-cut than most 
would have i t .  The impact of default on economic performance in 
indebted regions hinges in part upon its implications for acces,s to the 
international capital market. If nonpayment damages the debtor’s rep- 
utation sufficiently to impede its ability to borrow for an extended 
period, default may have serious economic consequences. Moreover, 
if the consequences spill over to other nations by leading to the collapse 
of the international capital market, default may have externalities, the 
costs of which are incurred by third parties. 

In this chapter, I view these issues through the lens of the last com- 
plete debt cycle, that spanned by the half-century from 1920. I start in 
section 3.2 by considering the factors that ignited the process of foreign 
lending, focusing on the case of the United States. During the early 
twenties, in sharp contrast to the second half of the decade, relatively 
little U.S.  foreign lending took place. This raises the question of what 
first discouraged the floatation of loans and then initiated the burst of 
lending. Was the outlook of capital-market participants transformed by 
a newfound ability of sovereign debtors to satisfy the preconditions for 
foreign borrowing, as stages-of-indebtedness models would suggest, or 
by developments largely exogenous to the debtors? I conclude that 
lending was restrained initially by the debt overhang associated with 
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reparations and by the disruption of international trade-i.e., as much 
by conditions in the world economy as by conditions in debtor coun- 
tries. I suggest that the policies of the creditor governments-specifi- 
cally, the Dawes Plan, the League of Nations loans to Central Europe, 
and reconstruction of the gold standard system-had a catalytic effect 
on the market. I consider also the monitoring and moral suasion ex- 
ercised by the U.S. Commerce and State Departments, and ask how 
they influenced the flow of funds. 

In section 3.3, I consider the behavior of the market once foreign 
lending was underway. At stake is the effectiveness with which the 
market allocated funds among competing borrowers. Did market par- 
ticipants discriminate adequately among good and bad risks? Did they 
take into account factors affecting the likelihood of default? To address 
these questions I analyze the pricing of foreign bonds, considering the 
determinants of spreads over the risk-free interest rate and the default 
probabilities they imply. The impression conveyed by this evidence is 
that lenders discriminated among borrowers and demanded compen- 
sation for the danger of default, but to a limited extent. Neither an 
efficient-markets nor a fads-and-fashions model provides a wholly ad- 
equate characterization of the operation of this market. 

In section 3.4 I consider the consequences of default from the per- 
spective of relending. Did countries which serviced their loans through 
the 1930s reap the benefits of favored access to the capital market? If 
not in the 1930s then subsequently, did defaulting nations pay a price 
in the form of reduced access to international capital markets? 

3.2 Initiating the Debt Cycle: The U.S. Capital Market in the 1920s 

Current judgments on American experience with the foreign loans 
of the 1920s might be refined and corrected if more attention were 
paid to the general economic situation at the time of their issue and 
its influence on their character and soundness. (Mintz 1951, 4) 

3.2.1 Overview 

The United States is the paradigmatic example of a country which 
appears to have passed through stages of indebtedness, transfiguring 
itself from international debtor to international creditor in the span of 
100 years. Foreign capital played an integral role in the development 
of American industry and in the opening of the West. Although the 
U.S. remained an attractive destination for foreign capital even as the 
economy matured, by the turn of the century American investors had 
already begun to direct their attention abroad. In the 15 years prior to 
World War I ,  U.S. foreign liabilities increased by approximately 4.6 
percent per annum, but U.S.  foreign assets increased at more than 
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twice that rate.’ (See table 3.1 .) Three-quarters of U.S. foreign lending 
in this period took the form of direct investment, primarily in railways, 
sugar mill machinery and mining and drilling equipment. Although on 
the eve of World War I the U.S. remained a net foreign debtor, the 
position already was beginning to shift. 

Wartime exigencies accelerated America’s transition from debtor to 
creditor nation. Between 1914 and 1919, largely as a result of loans 
floated on behalf of the French and British governments and the liq- 
uidation of foreign holdings of U.S. securities, America’s net debtor 
position of $3.8 billion was transformed into a net creditor position of 
comparable magnitude.2 There followed a surge in peacetime lending 
matched previously only by the United Kingdom in the period 1900- 
13. U.S. investors lent more than $10 billion to foreigners in the 11 
years ending in 1930,40 percent in the form of direct foreign investment, 
45 percent through the purchase of long-term foreign securities. Con- 
temporaries were struck by the growth of U.S. portfolio investment 
abroad, given the predominance of direct investment in American lend- 
ing over previous decades. The earliest estimates, for 1897, show more 
than 90 percent of U.S. foreign investment to have been direct, while 
estimates for 1914 suggest that the share of direct investment in the 
total was still more than 75 percent; by 1930 the share of direct in- 
vestment had fallen to less than half. 

This overview of early 20th century U.S. experience suggests three 
questions. First, what explains the magnitude of U.S. foreign lending 
in the 1920s? Second, what explains the composition-specifically, the 
rise in portfolio investment? Third, what explains the timing-specif- 
ically, the surge in the period 1925-28? 

3.2.2 Magnitudes 

saving over domestic investment: 
A country’s foreign lending is, by definition, the excess of domestic 

(1) NFI = S * GNP - I * GNP, 

where NFI is net foreign investment (U.S. investment abroad net of 
foreign investment in the United States), GNP is Gross National Prod- 
uct, S = Gross Saving/GNP, and I = Gross Investment/GNP. Differ- 
entiating yields: 

(2) dNFI = GNP dS - GNP * d l  + ( S - I )  * dGNP 

The first term on the right-hand side is the contribution of changes 
in saving to U.S. investment abroad, the second the contribution of 
changes in investment, the third the contribution of GNP growth. In 
table 3.2 this decomposition is applied to U.S. data for the early 20th 
century. In contrast to the 1970s, when fluctuations in investment were 



Table 3.1 International Investment Position of the United States 1897-1939 (Excluding War Debts) 
($ billions) 

End of Year 

Item End of 1897 1 July 1914 1919 1930 1933 1939 

United States investments abroad (private account) 
Long-term: 

Direct 

Portfolio 

Total long-term 
Total short-term 

Total long- and short-term 

Foreign investments in the United States 
Long-term: 

Direct 

PortfolioC 

Total long-term 
Total short-term 

Total long- and short-term 

0.6 
0.1 

0.7 
- 

0.7 

(3. I 

3. I 
0.3 

3.4 

2.7 
0.9 

3.5 
~ 

3.5 

1.3 
5.4 

6.8 
0.5 

7.2 

3.9 
2.6 

6.5 
0.5 

7.0 

0.9 
1.6 

2.5 
0.8 

3.3 

8.0 
7.2 

15.2 
2.0 

17.2 

I .4' 
4.3" 

5.7 
2.7 

8.4 

7.8 
6.0 

13.8 
1.1 

14.9 

1 .8b 
3.1h 

4.9 
0.5 

5.4 

7.0 
3.8 

10.8 
0.6 

11.4 

2.0 
4.3 

6.3 
3.3 

9.6 

(continued) 



Table 3.1 (continued) 

End of Year 

Item End of 1897 I July 1914 I919 1930 1933 1939 

Net creditor position of the United States 
On long-term account - 2.4 3.3 4.0 9.5 8.9 4.5 

On long- and short-term account - 2.7 - 3.8 3.7 8.8 9.5 1.8 

On short-term account -0.3 -0.5 -0.3d -0.7d 0.6 ~ 2 . 7 ~  

U S .  wholesule priccv (1897 = 100) I00 146.7 299.6 185.8 141.7 165.8 

Sourc.es: Lewis (1938), Lary (1943), U.S. Department of Commerce, Mistoricuf Sfutistics of the United Stutes 
( 1976). 

Nore: All data for 1919 and data for 1929 on foreign long-term investments in the United States are unofficial 
estimates; other data are as estimated by the Department of Commerce. 

"1929 data. 
h1934 data 

'Includes miscellaneous investments. 
"Net debtor position. 
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Table 3.2 Change in U.S. Net Foreign Investment and Its Proximate 
Determinants, 1904-1928 ($ million) 

Change in Change Change Change 
Net Foreign Due to Due to Due to 
Investment Saving Investment Growth 

~ 

1904-13 
to 376 642 - 306 37 

1909-18 

1909-18 
to 3 I7 - 5  123 197 

1914-23 

1914-23 
to - 56 - 546 329 168 

19 19-28 

Source: Calculated from Ransom and Sutch (1983), appendix tables A-I ,  col. 5 ,  and E-I, 
cols. 2 and 8. 
Note: Components do not sum to totals because of the residual (a small interaction term). 

mainly responsible for driving the current account (Sachs 1981), during 
this earlier period punctuated by war savings fluctuations generally 
played the more important role. 

If we compare the prewar decade (1904-13) with that encompassing 
the war years (1909-18), the increase in the net capital outflow is more 
than accounted for by the wartime surge in saving. The resulting capital 
outflow was moderated, in fact, by the concurrent rise in investment. 
In contrast, the growth of GNP accounts for a relatively small share 
of the growth in U.S. foreign investment. The net capital outflow is 
even larger in the subsequent period, 1914-23. Since the savings rate 
was almost identical immediately before and after the war, it contributes 
little to changes in U.S. foreign investment. About a third of the in- 
creased capital outflow is due to the fall in gross private investment 
after the war, some two-thirds to the growth of nominal incomes. 

Moving from 1914-23 to 1919-28, net foreign investment falls. This 
reflects the fact that net foreign investment was actually greater during 
the war than during the boom period of foreign lending in the second 
half of the 1920s. Wartime lending took different forms, notably the 
repurchase of American obligations held by foreigners. And U.S. for- 
eign lending in the second half of the 1920s vastly exceeded that in any 
previous peacetime period. But it is striking that the volume of net 
lending in the second half of the 1920s was by no means historically 
unprecedented. The decline in the capital outflow between 1914-23 
and 1919-28 is fully accounted for by the tendency of savings to return 
to its pre-1909 level. 
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A full explanation for U . S .  foreign lending must also consider the 
question from the perspective of the borrowing countries. The excess 
of U.S. savings over investment had as its counterpart a shortfall of 
foreign savings over foreign investment. In analyzing that shortfall, it 
is important to distinguish Europe from other parts of the world, as in 
table 3.3. In the first half of the twenties, Europe's savings-investment 
balance reflected both a drastic decline in savings and exceptional re- 
turns to investment. Wartime destruction of plant, equipment, and 
infrastructure had reduced European industrial production and national 
income below prewar levels.3 Since this decline in income was rec- 
ognized as temporary, Europeans wished to reduce their savings to 
smooth consumption. Moreover, the quick returns to be reaped from 
repairing industrial and commercial capacity provided exceptional in- 
centive to invest. 

In addition to the impact of the war on productive capacity and 
utilization and its direct implications for European savings and invest- 
ment, there was the recycling associated with reparations. Although 
great play has been given to similarities between German reparations 
in the 1920s and the OPEC surpluses of the 1970s (see, for example, 
Balogh and Graham 1979), the parallels should not be pushed too far. 

Table 3.3 Distribution of American Foreign Security Issues, 1919-29 
(percentages of total, total in millions) 

Total in 
Constant 

Year (%) (%) (%'c) ($m) ($m real) 

1919 60.3 30.4 8.9 0.2 377.5 259.6 
1920 51.5 38.2 10.1 0.0 480.4 334.4 
1921 26.2 32.5 38.6 2.5 594.7 580.5 
1922 29.5 23.5 31.2 15.6 715.8 704.3 
1923 26. I 29.0 27.7 17.0 413.3 391 .O 
1924 54.7 15.7 19.4 9.9 961.3 934,7 
1925 58.9 12.8 14.8 13.2 1,067.1 983 .O 
1926 43.5 20.3 33.1 2.8 1,110.2 1,056.4 
1927 44.2 18.1 26.0 11.5 1,304.6 1,299.3 
1928 48.0 14.8 26.5 10.5 1,243.7 1,221.3 
1929 21.5 44.0 26.5 7.8 658.2 658.2 

Europe Canada Latin America Asia Total 1929 Prices 

Source: Computed from U.S .  Dept. of Commerce, American Underwriting of Foreign 
Securities (various issues). The final column deflates the current price total by U.S. 
wholesale prices, from U.S. Department of Commerce, Historical Statistics of the United 
States (1976). 
Note:  Components may not sum to 100 because of rounding. 
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So far as U.S. foreign lending was concerned, the essence of the repara- 
tions question was Germany’s need to shift resources into sectors pro- 
ducing traded goods and her desire to defer large resource transfers 
until productive capacity, financial balance, and political stability had 
been restored. In addition, because the German authorities pursued a 
tight monetary policy in the wake of hyperinflation, there was a per- 
sistent high demand for working capital, further increasing the incentive 
to borrow abroad. Each of these factors contributed to Germany’s 
demand for foreign funds. A separate question is whether it was sen- 
sible for American lenders to willingly provide the supply, given the 
ongoing dispute over  reparation^.^ 

In contrast to Europe, the economies of Latin America and the Far 
East had been less severely disrupted. Hence incentives for investment 
in Latin America were rather different from those in the United States 
and Europe. American investors were attracted by the prospects for 
exploiting raw material endowments and aiding government programs 
to promote industrialization. Outside Europe, Americans were partic- 
ularly attracted to investments in infrastructure (public utilities, rail- 
ways, etc.). Between 1917 and 1924, U.S.  investment in Latin America 
and the Far East remained small by the standards of subsequent years, 
although there were exceptions to the rule: $230 million and $224 million 
of Latin American issues were offered in 1921 and 1922 and $100 million 
of bonds were floated on behalf of the Netherlands East Indies in 1922. 
There then followed a dramatic surge in the share of U.S. foreign 
investment destined for Latin America. Between 1925 and 1929, Chile, 
Argentina, Brazil, and Colombia together accounted for a quarter of 
U , S. foreign lending. 

3.2 .3  Composition and Timing 

Although the dominance of portfolio investment was the most strik- 
ing aspect of international capital market experience in the 1920s, direct 
investment continued to make up a significant share of the U.S. total. 
Over a third of U.S. direct foreign investment between 1924 and 1929 
took the form of purchases of and investment in public utilities, nearly 
quadrupling U.S. holdings in this sector. Primary production (agricul- 
ture, mining, and petroleum production) accounted for 28 percent of 
the total, manufacturing for 26 p e r ~ e n t . ~  Direct foreign investment was 
disproportionately destined for South America, in contrast to portfolio 
investment, which was most heavily directed toward Europe. 

Relative rates of return played some role in allocating U.S. savings 
between domestic and foreign uses. Foreign bonds were attractive for 
their yields, which exceeded those on U.S. government securities and 
high-grade corporate bonds, if not always those on domestic medium- 
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grade bonds. Despite sterilization by the Federal Reserve, a steady gold 
influx in conjunction with the expansion of bank credit depressed the 
returns on domestic assets. After 1921 the rate on bankers’ acceptances 
declined to less than 4 percent, while call money rates fluctuated be- 
tween 2 and 5 percent. Domestic bond yields declined from 1923 through 
1928. In a period such as 1927-28 when medium-grade domestic bonds 
yielded only 5.5 percent, foreign bonds which might yield seven or eight 
percent were understandably attractive. 

Figure 3.1 shows the relationship of the yields on domestic and 
foreign dollar bonds over the 1920s. The yield on domestic medium- 
grade bonds is Moody’s Baa rate, that on foreign bonds Lary’s (1943) 
sample of 15 foreign issues. Also plotted is the value of new capital 
issues on behalf of foreign government and corporate borrowers.6 The 
figure shows that, as the yield on domestic medium-grade bonds de- 
clined between 1923 and 1927 and that on foreign bonds grew increas- 
ingly attractive, U.S. foreign lending increased. The fall in U.S. foreign 
lending after 1927 coincides similarly with a fall in the spread of foreign 
over domestic yields. Yet rates of return by themselves account for 
little of the variation in the volume of foreign lending. The role of other 
factors-specifically risk-is especially evident before 1924, when many 
U.S. investors seem to have been unwilling to lend to foreigners at any 
price. Foreign lending rises thereafter despite the absence of any no- 
ticeable change in relative rates of return.’ 

The risks which deterred foreign lending in the early 1920s are most 
evident in Central Europe. So long as the level of their reparations 
obligations remained uncertain, it was unclear whether the nations of 
this region would have the resources needed to service additional debt. 
If they had the resources, it was not evident that they would succeed 

Yield on 30 Domestic Medium-Grade Bonds - -  
1 6  

14 

12 

I922 1923 1924 1925 I926 1927 1928 1929 

Fig. 3.1 Relative interest rates and foreign issues, 1922- 1929 
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in mobilizing them. In Germany and many of the newly-created nations 
of Eastern Europe, the stability of governments remained in doubt, 
The successor states of the Austro-Hungarian Empire had no tax sys- 
tems in place. Hyperinflation was evidence of their failure to balance 
government budgets through conventional means. In effect, the ina- 
bility of these countries to borrow in the early 1920s reflected the 
operation of two factors also impeding borrowing in the 1980s: a large 
debt overhang in the form of existing obligations (which in the 1920s 
mainly took the form of war debts and reparations), plus questions 
about ability of governments to mobilize export earnings in order to 
service external debts. 

Yet the perception that foreign lending was risky was not limited to 
Central Europe. It applied also to countries with relatively small debts 
and relatively stable governments. Compared to the levels achieved in 
the second half of the twenties, lending to Latin America remained 
depressed. In the immediate postwar years, foreign issues consisted 
primarily of high-quality Canadian bonds and loans to the governments 
of Norway, Sweden, and Switzerland, nations that had remained neu- 
tral during the war and whose credit was beyond reproach. Other 
countries obtained long-term loans from the United States only under 
unusual circumstances and at exceptional cost: at 7.7 percent, yields 
to maturity on long-term loans issued in 1920-21 were nearly 50 percent 
higher than yields on issues floated during the early war years and 15 
percent higher than they were to become in 1922-24.* 

Why did countries find it so difficult to borrow in the first half of the 
1920s? The immediate postwar years were overshadowed by the Bol- 
shevik revolution. In many countries, labor movements and affiliated 
political parties had gained new influence during hostilities, and it was 
unclear how radical their programs might prove if and when they took 
office. Governments deadlocked over the question of who should pay 
for the war were left with no alternative but the inflation tax. The 
option of a capital levy was seriously considered in every major Eu- 
ropean country, surely discouraging investors, domestic and foreign 
alike, from holding claims on  government^.^ “Postwar Europe,” in the 
words of Stoddard (1932, 85), “could hardly be rated as an ‘A-1’ in- 
vestment opportunity.” 

But the dominant factor was surely the depressed level of world 
trade and uncertain prospects for its recovery. Export volumes world- 
wide remained depressed relative to 1913 levels, as many governments 
retained tariffs and quantitative restrictions imposed during the war. 
Unless trade recovered, the ability of countries to generate foreign 
exchange receipts and service external debts would be permanently 
reduced. Contemporaries saw monetary stabilization-specifically a 
return to the gold standard-as a necessary condition for the restoration 
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of domestic prosperity and the reduction of restrictions needed for the 
recovery of trade. Only with the termination of Central European hy- 
perinflations, capped by Germany’s stabilization in 1923-24, and the 
international movement back onto the gold standard did investors con- 
clude that trade ultimately would recover and did the capital markets 
take heart. 

The recovery of international trade hinged, in the view of observers, 
on the financial restoration of Central Europe, notably of Germany, 
the region’s leading industrial and commercial power. Hence the 1923- 
24 League of Nations loans to Austria and Hungary and the 1924 Dawes 
loan to Germany, by cementing that restoration, had a catalytic impact 
on U.S. lending to the region. (Details on the League loans are provided 
in table 3.4.) If a lesson for the 1980s is to be drawn from the initiation 
of this earlier debt cycle, it is that when disruptions to trade and a debt 
overhang interrupt the flow of lending, outside intervention by gov- 
ernments or international institutions may serve to restart it. 

Why were the League loans successfully placed? First, they offered 
exceptionally attractive returns. The 1923 League loan to Austria bore 
a yield to maturity of 7.8 percent. The 1924 League loan to Hungary 
offered a yield to maturity of 8.6 percent; on the day it was floated in 
London, British Consols were yielding only half that amount.’O But 
while a risk premium of 100 percent eliminates much of the mystery, 
it does not provide the entire answer. Insofar as risk increases with 
the premium charged, there may be no interest rate at which the market 
takes up the loan. An important part of the explanation must lie, there- 
fore, in governmental supervision and sponsorship. Before the loans 
received League of Nations support, governments engaged in discus- 
sions with the League’s Financial Committee, involving plans to elim- 
inate the fiscal deficit, to reform the central bank, and to strictly control 
future expenditures. In both the Austrian and Hungarian cases, the 
League appointed a commissioner-general, resident in the country, who 
was granted extraordinary access to government officials and vested 
with responsibility for supervising the collection of loan service and 
verifying the government’s adherence to the protocols negotiated with 
the League. Thus, very extensive measures were taken not only to 
eliminate domestic sources of fiscal imbalance but to establish an in- 
stitutional means whereby the borrowing country’s progress might be 
monitored. It is no surprise that potential investors viewed the League 
loans differently from ordinary bond issues. Moreover, in the case of 
the Austrian loan, the sponsoring governments effectively collateral- 
ized the loan by depositing bonds in its amount in earmarked accounts. 
In the case of other League loans, such as that to Hungary, although 
no such collateral was provided, investors were left with the impression 
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Table 3.4 League Loan Debtors and Creditors, 1923-28 

Date Name 
Amount 

(f millions) 

1923 
1924 
1924 
1925 
I926 
I927 

1927 

I928 

1928 

Austrian Government Guaranteed Loan 
State Loan of the Kingdom of Hungary 
Greek Government 7 percent Refugee Loan 
Municipality of Danzig 7 percent Mortgage Loan 
Kingdom of Bulgaria 7 percent Settlement Loan 
Free City of Danzig 6Y2 percent (Tobacco Monopoly) 

Republic of Estonia 7 percent (Banking and Currency 

Greek Government 6 percent Stabilization and Refugee 

Kingdom of Bulgaria 7% percent Stabilization Loan 

State Loan 

Reform) Loan 

Loan 

33.6 
14.2 
12.2 

1.5 
3.4 
1.9 

1.5 

7.5 

5.4 
Totd 81.2 

- 

Creditors for League Loans 

Percent of 
Total Loans 

Austria 
Belgium 
Czechoslovakia 
France 
Great Britain 
Greece 
Holland 
Hungary 
Italy 
Spain 
Sweden 
Switzerland 
United States 

3.2 
1.2 
4.8 
3.0 

49.1 
3.3 
1.8 
0.4 
5.9 
2.6 
1.6 
4.0 

19.1 
100.0 

Source: League Loans Committee, Third Annucil Report, (London, June 1935). 60-61. 

that the sponsoring governments would take whatever steps proved 
necessary to insure continued debt service. 

Unlike Austria and Hungary, Germany did not negotiate a foreign 
loan under the League of Nations’ aegis. Because of her entanglement 
with the reparations issue, the loan emerged instead from an American 
plan to assemble a committee of business experts to deal with the 
external problem. The Dawes Plan announced to the public in April 
1924 included a loan in the amount of 800 million RM, half to be floated 
in the United States, a quarter in Britain, and the remainder in France, 
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Belgium, Holland, Italy, Sweden, and Switzerland. As with the League 
loans, the market’s response was overwhelming. The issue was over- 
subscribed in Britain by a factor of 13, in New York by a factor 
of 10. 

The enthusiasm with which American investors took up the Dawes 
loan is striking in the light of earlier skepticism about European floa- 
tations. Even the bankers had greeted the plan with considerable skep- 
ticism. In part, success resulted from propitious financial market 
conditions. The Federal Reserve discount rate had been reduced in the 
spring of 1924 by an exceptionally large amount, from 4.5 to 3 percent, 
rendering foreign investments attractive for their return. I ’  The Amer- 
ican tranche was sold to the public at 92, to be redeemed at  105; together 
with a nominal interest rate of 7 percent, this meant that it yielded 7.6 
percent. In addition, the U.S. government and New York banks had 
pressed for British and French involvement, partly to create domestic 
interests in those countries that would oppose giving priority to repara- 
tions over commercial liabilities. Involving foreign investors increased 
U.S. confidence that Dawes loan obligations would not be subordinated 
to reparations. A final explanation for the success of the loan lies in 
the aggressive publicity campaign launched in its support. Even Pres- 
ident Coolidge urged patriotic American investors to subscribe. 

These measures were used to buttress financial stability in Europe 
and to ensure the restoration of international trade, and once launched 
they continued to operate on their own. For many investors, foreign 
dollar bonds had been until recently an unfamiliar instrument. But 
American investors grew accustomed to holding bonds through the 
good offices of the U.S. Treasury, which aggressively administered the 
Liberty Loan campaign during World War I. Under the Liberty Loan 
Act of 1917, the Secretary of the Treasury was authorized to purchase 
obligations of foreign governments at war with enemies of the United 
States. U.S. purchases of foreign securities were financed by selling 
the American public dollar-denominated securities in matching amounts. 
The rate of interest charged the European borrowers was simply the 
rate required by American investors plus a small spread to cover costs. 
American investors encouraged to subscribe by extensive publicity 
campaigns did so in the amounts shown in table 3.5. “Millions of 
individuals who had never clipped a coupon or owned a share of stock, 
now became “investment-minded’’ for the first time in their lives.”12 

American investors’ appetite for foreign bonds having been awak- 
ened, changes in the scope and structure of U.S. financial markets 
helped to satisfy it. Sales of foreign dollar bonds were buoyed by the 
growth of the investing public. In 1914, by one estimate, there were 
no more than 200,000 American bond buyers in a market limited largely 
to Boston and its e n ~ i r 0 n s . l ~  But by 1922, when an income of $5,000 
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Table 3.5 Loans by the United States Government, under the Liberty Loan 
Act, 1917-22’ (millions of dollars, calendar years) 

Borrower 1917 1918 1919 1920-22 Total 

Belgium 
Cuba 
Czechoslovakia 
France 
Great Britain 

Greece 
Italy 
Rumania 
Russia 
Serbia 

Total 

75.4 
- 
- 

1,130.0 
1,860.7 

- 
400.0 

187.7 
3.0 

3,656.8 

- 

141.6 
10.0 
5.0 

966.4 
2.122.0 

- 
776.0 
- 
- 

7.8 

4,028.8 

121.7 

49.3 
801.0 
287.4 

5.0 
444.9 

25.0 

16.0 

1,750.3 

8.5 
-2.3 

7.7 
35.9 

- 133.6 

10.0 
27.1 
- 1.8 

-0.7 

-49.2 

347.2 
7.7 

62.0 
2,933.3 
4,136.5 

15.0 
1,648.0 

23.2 
187.7 
26.1 

9,386.7 

Source: Lewis (1938, 362). 
Compiled from data given in the Combined Annual Reports of the World War Foreign 
Debt Commission, Fiscal Years 1922-26 (1927, 2, 318-25). For 1919 the British figure 
and the total are both net, after deductions have been made to take account of 7.6 million 
dollars repaid by Great Britain during that year. The minus signs used in the 1920-22 
column indicate repayments in excess of cash advances. 

a year was required to participate in the bond market, according to 
reputable investment bankers, the annual incomes of nearly 600,000 
Americans exceeded this amount, and by 1929 there were more than 
one million such individuals. I 4  

Both the wartime and postwar transformation of American com- 
mercial banking and the growth of the investment trust reinforced these 
trends. Before World War I ,  few national banks had engaged in the 
securities business. Only in exceptional instances did they do more 
than provide their customers information. But the banks became heav- 
ily involved in the wartime campaign to distribute Liberty Bonds. 
Following the war’s conclusion, they attempted to retain purchasers 
of Liberty Bonds as clients by offering them foreign obligations. Many 
investors who developed a newfound interest in the bond market grew 
accustomed to buying and selling through the bond departments of 
commercial banks, which expanded dramatically in consequence. Be- 
tween 1922 and 193 1, the number of national banks engaged in securities 
operations through their bond departments increased from 62 to 123. 

By establishing a security affiliate, banks could engage in the entire 
range of bond-market activities without the restrictions of federal or 
state banking laws. A security affiliate also permitted them to circum- 
vent the barriers to interstate branching. Between 1922 and 1931, the 
number of national bank security affiliates grew from 10 to 114. By 
1919 National City Bank’s underwriting and brokerage affiliate, the 
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City Company, had opened branch offices in 51 cities, often on the 
ground floor to encourage walk-in business. It publicized the attractions 
of a bond portfolio through advertisements in popular magazines such 
as Harper’s and Atlantic Monthly. 

Banks and their affiliates took an active role not only in retailing but 
in the origination of foreign bond issues. In the 1920s American banks 
for the first time expanded overseas on a significant scale. Prior to the 
passage of the Federal Reserve Act, national banks had been prohibited 
from branching abroad. Although private banks and some state banks 
were permitted to do so, as late as 1914 there existed only 26 foreign 
branches of American banks. The Federal Reserve Act relaxed the 
constraint on foreign branching, however, and World War I, by dis- 
rupting the ability of European banks to extend export credits, provided 
the impetus for American banks to move overseas. Although some 
retrenchment occurred in the years to follow, by 1920 the number of 
foreign branches of U.S. banks had increased to 181. These branches 
provided a steady stream of contacts between American bankers and 
potential foreign borrowers.I5 

The need for a diversified portfolio, impressed upon potential pur- 
chasers by responsible salesmen, limited the involvement of the small 
investor. I 6  Increasingly, however, this constraint was relaxed by the 
growth of the investment trust. A forerunner of the modern mutual 
fund, the investment trust pooled the subscriptions of its clients, placed 
their management in the hands of specialists, and issued long-term 
securities entitling holders to a share of the organization’s earnings. 
The modern investment trust originated largely in Britain, where it 
traditionally specialized in foreign bonds. When the investment trust 
first appeared on a significant scale in the United States after 1921, 
many of the new institutions followed British example by investing 
heavily in foreign bonds.I8 

Thus, in the 1920s as in the 1970s, the surge in foreign lending was 
greatly facilitated by financial innovation. The rapid development of 
retailing and underwriting activities and the proliferation of investment 
vehicles provided financial organizations both incentive and opportu- 
nity to increase their participation in foreign bond markets. While the 
growth of the investing public and the low yields on domestic bonds 
created an incipient demand for foreign assets, competition among 
financial institutions provided the supply. It has been asserted, follow- 
ing Hiram Johnson, head of the Senate’s 1931-32 Foreign Bond In- 
vestigation, that these institutions competed excessively, pushing loans 
on inexperienced foreign governments and forcing bonds on naive do- 
mestic investors. l 9  The banking community counters that established 
firms with reputations to protect had no incentive to promote ques- 
tionable investments, since “such securities would damage the under- 
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writer’s credibility with investors, making it  more difficulty for the 
underwriter to sell securities in the future.”20 While this logic is im- 
peccable, it may apply imperfectly to the 1920s by virtue of the fact 
that many institutional participants in international bond markets were 
recent entrants with little if any reputation to protect. The model fits 
better in Britain, where the underwriting of foreign securities was han- 
dled almost exclusively by a small number of long-established firms 
that agreed to limit the extent of competition, dividing the field “among 
themselves and develop[ing] more or less permanent financing arrange- 
ments with various foreign issuers.”*I In the United States, a distinctive 
feature of the market environment in the 1920s was the extent of entry. 
Mintz (1951) notes that the loans issued by various groups of banking 
houses in the 1920s fared very differently, with only 14 percent of the 
(non-Canadian) loans issued by three participants ultimately defaulting, 
but nearly 90 per cent of the loans issued by six other banking houses 
falling into default. Although Mintz is careful not to identify the banking 
houses, the timing of their loans suggests that the first group was com- 
posed of long-time participants and the second of recent entrants. One 
might speculate that firms in the second group were simply less well 
managed, but it is also likely that their managements were more inclined 
toward risky issues since they had less reputation to lose in the event 
of default. If, in the long run, track record in comparison with incum- 
bants will drive unsuccessful entrants out of the market, there is no 
reason to suppose that these forces had much effect between 1921 and 
1929. 

Critics blamed loan pushing on lax regulation by public authorities. 
Until 1933 many of the operations of securities affiliates remained un- 
regulated. The popular argument, especially after the Wall Street crash 
and the onset of default, was that the establishment of bank security 
affiliates brought into conflict the bank’s obligation to provide prudent 
advice to its depositor-investors and its desire to sell the security issues 
it originated. Even if the affiliate did not unduly favor the securities of 
its customers, with a bond distribution network in place the affiliates 
had an interest in promoting the sale of bonds even when the supply 
of high-quality issues declined. This notion that the establishment of 
affiliates led the banks to encourage reckless investment in foreign 
bonds contributed to the passage in 1933 of the Glass-Steagall Act 
outlawing the security affiliate.22 

The U.S. State and Commerce Departments also can be criticized 
for inadequately screening individual loans. Banks originating foreign 
loans were asked only to consult the State Department prior to offering 
an issue to American investors. The State Department then consulted 
with the Treasury and Commerce Departments before announcing 
whether or not it had an objection. While the program was voluntary, 
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bankers hesitant to cooperate risked incurring the wrath of the admin- 
istration and losing its assistance in the event of default. Critics such 
as Senator Carter Glass of Virginia complained that the program was 
at the same time insufficiently stringent to prevent dubious foreign 
loans and insufficiently clear to prevent potential investors from in- 
terpreting a statement of “no objection” as the government’s seal of 

The government’s activities involved both education and data gath- 
ering. Its agents furnished information on particular enterprises and 
investment projects, which the department mailed to hundreds of 
American banks. These agents were sometimes able in their official 
capacity to obtain financial information to which the bankers did not 
have access. Hence many U.S. banks came to rely on assessments by 
Commerce Department agents of potential foreign investment projects 
as part of normal business practice.24 

The principal instances in which the U.S. authorities made use of 
their oversight of foreign lending were in connection with foreign gov- 
ernments owing war debts to the United States.25 A strict loan embargo 
was imposed against the Soviet Union. Washington disapproved a pro- 
spective Romanian loan in 1922 because of the absence of a war debt 
funding agreement. It disapproved of refunding issues for France until 
that country negotiated a war debt settlement. Naturally, this policy 
proved unpopular in Europe, the French threatening for example to 
impose a tariff on U.S. automobiles, which led in 1928 to permission 
to float French industrial securities on the American market.26 This 
was only a particular instance of a general phenomenon, that “[iln 
almost all cases where the government entered an objection, it could 
be gotten round or in time removed” (Feis 1950, 13). 

Compared to their attitude toward other countries, U.S. authorities 
were surprisingly lenient in their treatment of German loans. While 
Commerce Department agents in Berlin continually reminded Wash- 
ington of the magnitude of the reparations burden and of the danger 
that Germany would be unable to both pay reparations and service 
municipal and corporate loans, the position of the U.S. authorities 
remained ambiguous. Commerce continued to supply the leading in- 
vestment houses with information on the finances of municipalities and 
even the prospects for specific investment projects. While the warnings 
of its agents were passed on to the U.S. investment banking community, 
few if any German loan applications met with formal objection. Starting 
in 1925, the Commerce and State Departments issued somewhat am- 
biguous warnings to the bankers. The State Department alluded to the 
possibility of an embargo on loans to German states and municipalities 
in instances where such loans might hamper transfers under the Dawes 
Plan. 27 
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While the Department of State raises no objection to this flotation 
. . . it feels that American bankers should know that the amount of 
German loans has become so large, and the control of exchange on 
behalf of the Allies is such, as to raise a question as to whether or 
not it may be very difficult for German borrowers to make the nec- 
essary transfers.** 

Why was German borrowing treated so leniently? It is not that 
Commerce Department officials failed to recognize the danger of de- 
fault. As early as 1925 internal memoranda warned of an investment 
“debacle,” and in 1928 the problem had achieved such proportions 
that middle-ranking officials were warned to distance themselves from 
German lending to protect the government in the event of default.29 
But the State Department overrode the hesitations of Commerce out 
of a desire to maintain German stability as a bulwark against Bolshe- 
vism. Moreover, Andrew Mellon, secretary of the treasury for much 
of the 1920s, actively represented the bankers’ desire that German 
lending be left unfettered. And ultimately, U.S. officials believed deeply 
in the laissez-faire approach to foreign lending-that the market knew 
best. 

3.3 Pricing Foreign Debt 

Why did these people lend money to Austria, or Japan, or Germany, 
or Argentine, or Belgium? Here, statistics are of little value. Men 
have not yet found a way of measuring the motives of other men. 
(Morrow 1927) 

A standard criticism of the international capital market in the 1920s 
is that it failed to discriminate adequately among borrowers. Precisely 
the same criticism has been leveled at U.S. creditors in the 1970s; 
Guttentag and Herring (1985) argue that rates charged sovereign bor- 
rowers on bank loans could not have adequately incorporated the de- 
terminants of country-risk premia because they varied so little across 
loans. Edwards (1986) has attempted to test this hypothesis formally 
for both bank loans and bonds, using regression to analyze the rela- 
tionship between ex ante spreads and correlates of the country-risk 
premium such as debt, reserves, investment, the current account, and 
imports as shares of GNP, the ratio of debt service to exports, the rate 
of economic growth, the real exchange rate, and characteristics of the 
borrower and the loan. His results for the bond market were mixed: 
rates charged borrowers were found to rise with the debt/GNP ratio, 
to fall with the investment/GNP ratio, and to decline with the maturity 
of the loan. The first two of these results are consistent with the notion 
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that bondholders distinguished among good and bad credit risks. The 
coefficients on the other variables were uniformly insignificant, how- 
ever, suggesting that investors paid little attention to other plausible 
indicators of country risk when pricing foreign bonds. 

These results provide a benchmark for comparison with my analysis 
of the bond market in the 1920s. To analyze the determinants of the 
ex ante rate of return required by bondholders in the 192Os, I employ 
data on the yield to maturity on issue for bonds floated in the United 
States between 1920 and 1929. These data, compiled by Lewis (1938), 
include all foreign securities issued and taken in the United States, 
both securities publicly issued and privately taken. They exclude por- 
tions of such issues sold on foreign markets (so far as could be deter- 
mined) and securities of American-controlled enterprises (which are 
considered direct investment), thereby differing from other sources of 
information on the subject such as the Department of Commerce’s lists 
of foreign loans. (Both public and private issues are similarly included 
in modern studies such as Edwards’s.) The par value of loans and the 
yield to maturity are provided by year of issue, domicile of borrower, 
maturity (long-term loans versus short-term loans of five years or less), 
and type of borrower (national and provincial, municipal or corporate). 
For the 1920s the required information is provided for 383 categories 
of bonds. These data were then linked to information on the charac- 
teristics of the borrowing countries. It was not possible to obtain in- 
formation on all of the independent variables used in modern analyses, 
regrettably insofar as this renders the results to follow imperfectly 
comparable. But just as estimates of national income, investment and 
related variables for the 1920s are not available to historians, such 
estimates were not available to bondholders and hence were unlikely 
to be used in pricing foreign bonds. The readily-available indicators of 
policy stance were foreign trade and public finance  statistic^.^^ I there- 
fore use the trade and budget balances as measures of domestic policy. 
Contemporaries argued that a balance-of-trade surplus should have 
been related negatively to the required rate of return on bonds, as the 
larger the surplus the greater the export receipts available for debt 
service. Similarly, a government budget surplus should have been neg- 
atively associated with the required rate, as any budget surplus could 
be used to retire domestic debt and reduce the government’s total debt 
burden.31 Data on these variables were drawn from publications of the 
League of Nations for 221 of Lewis’s 383  observation^.^^ Trade and 
budget surpluses are measured as shares of imports and government 
expenditures, respectively. 

The dependent variable is the spread over domestic risk-free rates, 
defined as the foreign yield minus the yield on securities rated Baa by 
Moody’s (annual averages). The value of the loan is divided by the 
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value of exports to control for country size.33 Regression results are 
reported in table 3.6. The omitted alternatives (1929, Venezuela, and 
corporation) are picked up by the constant term.34 The spread varies 
considerably, with a mean of 0.46 and a standard deviation of 1.20. 
According to the regressions, the yield on short-term loans averaged 
73 basis points below that on long term loans. Although this result 
contrasts with that obtained by Edwards for the 1970s, who found the 
yield on short-term bonds to be higher than that on long-term issues, 
it is consistent with the presumption that the yield curve should be 
positively sloped. The negative coefficients on public loans (both sov- 
ereign and municipal) indicates that the public demanded a smaller risk 
premium for them than on corporate bonds. This contrasts with Ed- 
wards’s (1986) finding for the 1970s of no discernible difference. 

The remaining variables are dummies for countries, trade and budget 
balances, and dummies for years prior to 1929. The first can be inter- 
preted as proxies for national reputation, the second as proxies for 
current policy, the third as components of the spread not attributable 
to other characteristics of the loans. The coefficients on years indicate 
some tendency for the spread to rise over the course of the 1920s, as 
if market participants recognized the increasingly risky nature of for- 
eign loans. According to the country dummies, the best bond-market 
reputations were enjoyed, not surprisingly, by Scandinavian countries 
(Denmark, Norway, Sweden), members of the British Commonwealth 
(Australia, Canada, Ireland), small Western European countries (Swit- 
zerland, the Netherlands), and small Central American republics eco- 
nomically or politically dependent on the United States (Cuba, the 
Dominican Republic, Haiti, Panama).35 There were good reasons to 
expect these countries to service their obligations promptly; bond- 
holders’ willingness to lend to them at favorable rates indicates some 
significant ability to discriminate among potential borrowers. Con- 
versely, high rates were charged the new nations of Eastern Europe 
(Bulgaria, Czechoslovakia, Hungary, Poland, Rumania), a country en- 
gaged in an international dispute (Greece), and Latin American nations 
with a history of debt service disruptions (Bolivia, Peru). Again, given 
the political and economic situation in these countries and, in the case 
of Latin America, their past record of servicing debt, bondholders’ 
tendency to demand a risk premium indicates some ability to discrim- 
inate among borrowers. At the same time, the relatively small risk 
premia charged Germany, the leading borrower of American funds, and 
a number of the larger South American republics raise questions about 
whether bondholders discriminated adequately. 

The coefficients on the trade and budget balances provide additional 
information relevant to this question. While the coefficient on the trade 
surplus is negative as anticipated, it differs insignificantly from zero. 
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Table 3.6 Bond Spreads: Pooled Data 1920-29 (The dependent variable is 
spread over Moody’s Baa bond yield.) 

Constant 

ValueiExports 

National 

Municipal 

Short-term 

Trade surplus 

Budget surplus 

I920 

1921 

1922 

I923 

1924 

I925 

I926 

I927 

1928 

Austria 

Belgium 

Bulgaria 

Czechoslovakia 

Denmark 

Finland 

France 

Germany 

0.82 
(4.56) 

-0.01 
(0.53) 

-0.29 
(3.29) 

-0.12 
( I  .44) 
- 0.73 

(8.37) 

(0.96) 
0.09 

(0.26) 
-1.12 
(3.70) 
- 1.89 
(3.82) 

(3.16) 
- 0.97 

(5.47) 
-0.67 
(4.65) 

-0.13 
(1.10) 
- 0.05 

(0.40) 
0.21 

( I  .70) 
-0.18 
(0.12) 
0.75 

(2.80) 
0.34 

(0.78) 
1.51 

(4.76) 
1.21 

(5.95) 
- 1.26 
(6.82) 
0.31 

(1.51) 
0.35 

(1.20) 
0.26 

(1.25) 

-0.23 

-0.65 

0.71 
(5.94) 

-0.01 
(0.38) 

-0.28 
(3.24) 

-0.12 
( I  .46) 

-0.73 
(8.27) 
- 

- 

- 1.09 
(4.51) 

(4.01) 
- 0.67 
(3.30) 
- 1.00 
(6.05) 
- 0.70 

(5.00) 

- 1.92 

-0.14 
(1.16) 
0.01 

(0.09) 
0.19 

(1.51) 
-0.20 

( I  .66) 
0.97 

(7.32) 
0.50 

( I  .30) 
1.66 

(6.32) 
1.31 

(7.18) 
-1.12 
(10.38) 

0.45 
(3.58) 
0.47 

(2.11) 
0.42 

(3.90) 

Greece 

Hungary 

Ireland 

Italy 

Netherlands 

Norway 

Poland 

Rumania 

Sweden 

Switzerland 

Yugoslavia 

Canada 

Argentina 

Brazil 

Bolivia 

Chile 

Colombia 

Peru 

Costa Rica 

Cuba 

Dominican 
Republic 

Haiti 

Panama 

Australia 

2.26 
(5.05) 
1.21 

(6.82) 
-0.82 
(4.75) 
0.26 

(0.95) 

(2.54) 
-0.86 
(3.45) 
1.66 

(8.71) 
1.56 

(7.75) 
- 1.48 
(8.13) 
- 1.05 

(4.27) 
0.96 

(2.99) 

(9.78) 
0.54 

(2.74) 
0.80 

(4.54) 
I .65 

(8.47) 
0.46 

(2.48) 
0.88 

(4.42) 
1.03 

(6.70) 
I .01 

(5.38) 
- 0.57 
(2.25) 

(2.24) 

(2.05) 

(0.23) 

(2.43) 

- 0.73 

- 1.45 

-0.31 

-0.41 

- 0.28 

- 0.83 

2.39 
(6.35) 

I .22 
(6.82) 

-0.89 
(6.55) 
0.41 

(0.18) 
-0.53 
(3.41) 
- 0.67 
(6.27) 
I .81 

(16.03) 
I .69 

(10.94) 

(10.51) 
- 0.87 
(6.20) 

1 . 1 1  
(4.01) 
- 1.35 
(11.17) 

0.62 
(3.47) 
0.94 

(7.81) 
I .56 

(8.77) 
0.45 

(3.13) 
I .01 

(7.64) 
I .00 

(7.16) 
1 . 1 1  

(8.41) 
-0.52 

(2.18) 
- 0.2 I 
(2.55) 

-0.28 
(2.1 I )  

-0.16 
(0.13) 

(2.75) 

- 1.38 

-0.71 
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Table 3.6 (continued) 

Japan 0.21 0.36 Number of 221 22 I 
(0.91) (2.71) observations 

RZ .88 .88 

Source: See text. 
Notes: White-corrected ?-statistics in parentheses. The omitted alternatives are 1929, 
Venezuela, and corporations. 

Moreover, the coefficient on the budget surplus is positive, although 
essentially zero. From this evidence, it does not appear that bond- 
holders attached much weight to readily-available indicators of the 
current macroeconomic situation when determining the price at which 
to lend. It would seem that reputation more than current economic 
developments influenced bond market participants. 

The remaining variable is loan size (scaled by exports). While its 
coefficient is negative, it differs insignificantly from zero, as in Ed- 
wards’s sample of bonds issued in the 1970s. It seems curious that 
foreign borrowers were not charged a premium when floating larger 
loans, since the larger the loan, the greater the cost to the issuing house 
if the entire amount was not successfully placed and had to be absorbed 
by the sponsoring bankers, to be resold later at a loss. One possibility 
is that the bankers’ commission rather than the price to the public 
responded to the size of the loan. Typically, foreign floatations in the 
United States in the 1920s were sponsored by a money center bank or 
issue house responsible for origination. Often shares of the issue were 
then sold to a syndicate of underwriting banks which shared respon- 
sibility for advertising, marketing and ultimately absorbing any residual 
amount of the bond issue which the public proved unwilling to pur- 
chase.36 Hence the bankers’ commission represented compensation for 
normal costs of marketing and advertising, compensation for under- 
writing risk, and possibly economic profit due to the relatively small 
number of issue houses active in the market. 

Lewis (1938) provides information not only on the yield received by 
the public (the variable utilized in the regression analysis reported 
above) but also on that paid by the borrower; the difference measures 
the bankers’ commission. That commission averaged 30 basis points 
on foreign bonds issued in the United States in the 1920s and could 
reach substantial levels; on Poland’s 1925 national loan, for example, 
on which the price to the bankers was 86.3 and the price to the public 
95.5, the commission amounted to nearly a full percentage point on a 
loan bearing a nominal interest rate of eight percent.37 

The determinants of the bankers’ commission are analyzed in table 
3.7 using the same variables utilized to analyze the return required 
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Table 3.7 Determinants of Bankers’ Commission: Pooled Data, 1920-29 
(The dependent variable is the difference between the interest rate 
to bankers and the interest rate to the public.) 

Variable ( 1 )  (2) Variable (1) (2) 

Constant 

Value 

National 

Municipal 

Short-term 

Trade surplus 

Budget surplus 

I920 

1921 

1922 

1923 

1924 

1925 

1926 

I927 

1928 

Austria 

Belgium 

Bulgaria 

Czechoslovakia 

Denmark 

Finland 

France 

Germany 

0.38 
(5.40) 

-0.01 
(2.22) 
- 0.08 
(2.32) 
- 0.06 

( I  .42) 

(8.02) 
-0.26 

(2.31) 
0.21 

(1.72) 
0.24 

(2.31) 
0.21 

(2.30) 
0.15 

(1.85) 
0.10 

(1.04) 
0.20 

(2.39) 
0.19 

(2.25) 
0.01 

(0.23) 
- 0.03 
(0.96) 
- 0.02 
(0.37) 
0.22 

(1.31) 
- 0.05 
(0.53) 
0.20 

(2.33) 
0.32 

(2.62) 
- 0.22 

(2.52) 
-0.02 
(0.28) 
0.07 

(0.80) 
0.03 

(0.38) 

-0.26 

0.36 Greece 
(5.09) 

-0.01 Hungary 
( I  .63) 

-0.08 Ireland 
(2.00) 

-0.05 Italy 
(I .09) 

-0.25 Netherlands 
(7.41) 

-0.27 Norway 
(2.23) 
0.12 Poland 
(I .22) 
- Rumania 

- Sweden 

- Switzerland 

- Yugoslavia 

- Canada 

- Argentina 

- Bolivia 

- Chile 

- Colombia 

0.27 Peru 
( I  .46) 

(0.41) 
0.19 Cuba 

(2.24) 
0.45 Dominican 

(3.96) Republic 

(2.41) 
0.06 Panama 

(2.04) 
0.17 Australia 

(2.04) 
0.03 Japan 

(0.38) 

-0.04 Costa Rica 

-0.19 Haiti 

-0.13 
(0.95) 
0.42 

(3.51) 
0.09 

(1.33) 
- 0.07 

(0.59) 

( I  .89) 
-0.17 

( I  .62) 
0.12 

(0.68) 
0.29 

(3.77) 

(2.40) 
-0.06 

(0.46) 
0.08 

(0.79) 
-0.11 

( I  .94) 
0.04 

(0.67) 
0.29 

(5.01) 
0.28 

(3.28) 
0.21 

(2.06) 
0.41 

(7.14) 
0.18 

(0.93) 
- 0.08 
(1.54) 
- 0.04 
(0.66) 
0.24 

(0.74) 

(I .69) 

(0.39) 
0.03 

(0.29) 

- 0.23 

-0.16 

-0.25 

- 0.04 

-0.06 
(0.52) 
0.45 

(3.38) 
0.04 

(0.86) 

(0.36) 
-0.05 
(0.50) 

-0.11 
( I  .07) 
0. I5  

(0.88) 
0.30 

(3.81) 
-0.18 
(2.52) 
0.06 

(0.59) 
0.10 

(0.97) 
-0.06 
(1.10) 
0.02 

(0.39) 
0.25 

(4.72) 
0.26 

(3.65) 
0.23 

(2.06) 
0.38 

(7.82) 
0.20 

(0.99) 
-0.09 

( I  ,881 
- 0.06 

(0.86) 
0.40 

(1.36) 
-0.27 
(1.74) 
- 0.07 
(0.81) 
0.08 

(0.86) 

- 0.04 
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Table 3.7 (continued) 

Brazil 0.05 0.04 Number of 22 1 22 1 

R* .58 .52 
(0.59) (0.48) observations 

Source: See text. 
Notes: Ordinary least squares regressions with White-corrected ?-statistics in parenthe- 
ses, The omitted alternatives are 1929, Venezuela, and corporations. 

by the public, except that loan value is not entered as a ratio to 
exports. Comparing tables 3.6 and 3.7 reveals that commissions moved 
very differently than rates to the public. Commissions rose gradually 
from 1920 through 1925 and fell back in 1926-27, before recovering 
in 1928-29. Mintz (1951, chap. 4) notes that a number of new banking 
houses entered the foreign lending business after 1924, which should 
have driven the commission down. Similarly, a number of houses 
withdrew from the market starting in 1928, permitting the commission 
to recover. 

The commission on short-term loans was 25 basis points lower than 
that on long-term issues, presumably reflecting the smaller loss in the 
event that the issuing house was forced to absorb any portion not taken 
up by the market. This is consistent with Kuzcynski’s (1932) findings 
based on a sample of German bonds. Commissions on sovereign and 
municipal loans were slightly lower than on otherwise comparable loans 
to corporations. There is a negative association between the size of 
the loan and the bankers’ commission, indicating that economies of 
scale associated with marketing large loans may have offset the extra 
risk to the issuing bankers.38 In any case, there is no evidence in either 
table 3.6 or 3.7 that price was used to deter borrowers from floating 
larger loans. 

The coefficients on the trade and budget-balance variables have the 
same signs as in the regressions explaining the spread, but in the com- 
mission regressions the trade-balance variable is significantly less than 
zero at standard confidence levels. There are at  least three plausible 
interpretations of this difference between tables 3.6 and 3.7. My pre- 
ferred interpretation is that specialists had more knowledge of bond 
market risks, recognized the danger that it might be difficult to market 
the loans of countries running trade deficits, and demanded compen- 
sation. Another possibility is that the bankers were less able than bond- 
holders to diversify away the risks associated with a specific issue. 
Given the practice of forming syndicates to underwrite loans it would 
appear that considerable diversification was possible, however. Finally, 
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it could be that simultaneity tending to bias the trade-balance coefficient 
upward (since countries charged low commissions could borrow more 
and hence were permitted to run large deficits) is less of a problem in 
table 3.7 than in table 3.6 (where a more important source of simul- 
taneity would arise from the ability of countries charged low interest 
rates to borrow more and hence to run deficits). 

In sum, this analysis provides some evidence that lenders discrim- 
inated among potential borrowers on the basis of reputation and po- 
litical factors conveying information about the probability of default, 
but little evidence that they were responsive to current economic con- 
ditions in the indebted countries. Did they discriminate adequately'? 
One way to approach this question is to compare ex ante and ex post 
returns. A simple model can be used as the basis for this comparison. 
The expected rate of return on risky loans, i,., should exceed the risk 
free rate, i f ,  by a risk premium: 

(3) i,. = i f  + Su 

where u is default risk so Sa is the premium on risky loans. Ex ante 
(of default) the return on risky loans exceeds that required: 

(4) ie, unre = i r  + Pa 

where i,, onfr  is the ex ante rate of return. The ex post return i,, 
differs from that required by investors by their expectational error E, 

( 5 )  

Substituting and solving for the ex ante return gives: 

ie, post = ir + E. 

If investors' expectational errors have mean zero, in a regression of 

ex post on ex ante returns the constant term (, - !'sPlsif) should be 

positive and the coefficient on i,, ( , n f ,  should be greater than unity. 
Using the ex ante and ex post rates of return calculated by Eichen- 

green and Portes (1986) for a sample of 50 dollar bonds (national, 
provincial, municipal, and corporate) issued in the United States be- 
tween 1924 and 1930, equation (6) can be estimated, yielding: 

(7) i,, = 9.00 - 120.59 i,, 
(0.94) (0.89) 

N = 50 R2 = 0.016 

with t-statistics in parentheses. Although the constant term is positive, 
the coefficient on i,, posr is less than unity, which is inconsistent with 
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the joint hypothesis of rational expectations and market efficiency. 
What kind of behavior does this imply? Instead of (4), posit an asset- 
pricing equation of the form: 

(4') i,, a m  = i r  + (P - 
which can be interpreted with (Y > 0 as meaning that investors system- 
atically underincorporate the cost of default into the ex ante prices of 
those bonds most at risk. Then it is possible for the coefficient on i,, p o v ,  

to be less than unity and, if (Y > P + 6, for that coefficient to be negative 
as in (7). 

Thus, these results suggest that investors incompletely incorporated 
differential default risk into the spreads they demanded of foreign bor- 
rowers. This is surprising in light of the observed tendency (see table 
3.6) of bond-market participants to demand low-risk premia of many 
borrowers that did not default (Scandinavian and Western European 
nations, members of the British Commonwealth, dependent Central 
American republics) and high-risk premia of many borrowers that did 
default (Eastern European nations, other small Latin American na- 
tions), since both tendencies should have given rise to a negative cor- 
relation between ex ante and ex post returns. But despite demanding 
risk premia in the appropriate instances, it nonetheless appears that 
they received inadequate compensation. This is particularly evident in 
the comparison between loans to Western European nations that per- 
formed well ex post and loans to Germany that performed disastrously, 
and between loans to Argentina and Brazil. 

If default risk was imperfectly perceived at the time of issue, did 
bondholders recognize and act upon it subsequently? If risk-neutral 
investors are faced with the choice between two assets, only one of 
which is subject to default risk, the return on the risk-free asset should 
be a weighted average of the return on the other asset in instances in 
which default does and does not take place, where the perceived prob- 
ability of default is the weight. Using Y to denote the share of interest 
and principle lost in the event of default: 

(8) ( 1  - P )  + (1 - Y ) ( 1  + i,) * P = 1 + i j-, 

where P is the probability of default, and i, and if are the risky and 
risk-free rates of return respectively. The expected capital loss YP 
(default probability times percent capital loss given default) can be 
derived from the 

(9) YP = [(i, - if)/(l + i,)]. 

Moody's Aaa bond rate and the yield to maturity on the sample of 
50 dollar bonds, each at the end of the calendar year, are used as 
measures of the riskless and risky rate. Several expected losses from 

(1 + i,) 
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the sample of 50 dollar bonds described above are depicted in figures 
3.2-3.7. Figures 3.2 and 3.3 for Colombia and Brazil show that through 
1929 the market’s expectation of capital loss was low (4 percent or 
less). Thereafter, the expected loss due to default began to rise. Since 
the first defaults occurred in 193 1, while the spreads on Colombian and 
Brazilian bonds rose in 1930, there is some indication that the danger 
of default was anticipated by market participants. Was this a perceived 
increase in the probability of default by those countries that ultimately 
suspended debt service, or did market participants revise their expec- 
tations for all Latin American bonds? Figure 3.4 suggests the latter, 
although the timing and rate of growth of the expected loss differed 
across issues. Argentine central and provincial government debt fell 
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Fig. 3.4 Implicit expected capital losses: Argentine national and pro- 
vincial debt 

to discounts even in instances where no default ultimately occurred. 
The expected capital loss on the 1925 Argentine loan had risen by 1932 
to the levels achieved by Brazilian and Colombian bonds in 1931. But 
Argentina’s expected loss rises later and declines once it is clear that 
the national government intends to maintain service on the debt. The 
1927 Province of Tucuman issue behaves very differently: The expected 
loss begins to rise as early as 1930 and reaches high levels in 1932-33 
as default takes place on other state and municipal Argentine loans. 
Once it becomes clear that debt service will be maintained, spreads 
return to their initial levels. 

Figures 3.5 through 3.7 provide information on the pricing of Eu- 
ropean bonds. They suggest that the externalities associated with the 
initial Latin American defaults were limited largely to Latin America; 
significant discounts on the German, Austrian, and Hungarian bonds 
depicted in figures 3.5-3.6 do not appear until 1932, despite the spread 
of Latin American defaults from early 1931. It is remarkable that more 
serious doubts about Central European bonds did not materialize as 
early as 1930, when the Young Plan rescheduling of reparations was 
needed to prevent Germany from falling into arrears. Even at this late 
date National City Company was still suggesting that “[Ilt is reasonable 
to believe that the new loan . . . marks the beginning of a widening 
demand for German bonds, both in this country and abroad. And the 
present, therefore, would seem to be an opportune time for their 
purchase.”40 

Figure 3.7 depicts the behavior of spreads on three Scandinavian 
loans serviced promptly throughout. Before 1932, spreads on these 
loans remain exceptionally low. They then rise in 1932 as default spreads 
to Eastern Europe, although to nowhere near the levels of the German, 
Austrian, and Hungarian bonds in figures 3.5-3.6. As in Latin America, 
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there is evidence that the German, Austrian and Hungarian defaults 
had contagion effects on the perceived credit-worthiness of other Eu- 
ropean borrowers. 

Does this evidence suggest that default carried negative externalities 
by creating doubt about the credit-worthiness of even those nations 
which continuously maintained service on their obligations? In the 
1930s, it appears that such externalities existed but were confined mainly 
to other countries in the same region. The first Latin American defaults 
did not have a discernible impact on the bonds of countries in other 
parts of the world. But when these effects occurred, they were per- 
sistent; it took four years, for example, for the initial impact on Ar- 
gentine credit-worthiness to dissipate. 

3.4 Default and Market Access 

The great depression that began in 1929 brought our first great ven- 
ture in foreign lending to a sick end. There had been a thrill about 
this swift financial ascension over the oceans. It was gone, and seem- 
ingly for all time. . . . A general sign of resolve was to be heard over 
the United States: Never again should we lend or invest our money 
in foreign lands. (Feis 1950, 1) 

The debt defaults of the 1930s were sobering for American investors. 
The performance of U.S. portfolio investments abroad, notably debts 
of foreign governments, was particularly disheartening. Approximately 
two-thirds of foreign securities held by American investors fell into 
default over the course of the Depression decade. Contemporaries 
believed that the experience of the thirties had a lingering impact on 
the attitudes of investors. The United Nations explained the postwar 
decline in private loans to governments on the basis of “losses resulting 
from default and only partly mitigated by subsequent agreements with 
the borrowers that bondholders have accepted in order to avoid more 
severe loss. . . .”41 When transmitting to the Economic and Social 
Council of the United Nations in 1949 a study by the National Asso- 
ciation of Manufacturers of the potential for U.S. capital exports fol- 
lowing the conclusion of the Marshall Plan, Curtis E. Calder, Chairman 
of the Association’s International Relations Committee, expressed this 
view as follows: 

We feel further that the relative undesirability of inter-governmental 
loans has been impressed equally upon grantors and recipients. After 
the experience of the thirties and the serious balance of payment 
difficulties now plaguing most of the world, the superiority of equity 
over loan financing has, we believe, a universal appeal. . . . We 
strongly recommend that no reliance be placed upon intergovern- 
mental loans outside of the category of those qualifying within the 
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limits of the funds of Export-Import Bank and the Bank for Recon- 
struction and D e ~ e l o p m e n t . ~ ~  

Despite a proliferation of similar statements, it is not obvious that 
the experience of the thirties influenced investors’ actions as well as 
their statements, particularly since a variety of other postwar disrup- 
tions might conceivably have exercised an even more powerful influ- 
ence over the volume and pattern of foreign lending. Moreover, any 
new hesitancy to extend loans to foreign governments did not have a 
sufficient half-life to prevent the astounding growth of sovereign debt 
in the 1970s. Still, it seems plausible that repercussions of the debt 
defaults of the 1930s were felt by the capital markets in the 1940s and 
1950s. One approach to this issue is to compare U.S.  foreign lending 
in the ten years immediately succeeding World Wars I and 11. Clearly, 
the second half of the 1940s and first half of the 1950s constitute a very 
special period in the history of the world economy, following as they 
do on the heels of a global conflagration. Since the years 1919-28 form 
an equally special period for many of the same reasons, they provide 
an especially useful basis for comparison. Admittedly, a study of the 
ten years immediately following World War I1 is not a complete analysis 
of the legacy-if any-of interwar debt defaults. But if no legacy of 
default can be discerned in the immediate postwar decade when inter- 
war experience was so immediate and the parallels were so extensive, 
it seems unlikely that such evidence could be found for subsequent 
years. 

In comparing U.S.  foreign lending in the decades immediately fol- 
lowing the two world wars, it is useful to distinguish three questions. 
First, was total U.S. foreign lending depressed in the wake of the debt 
defaults of the 1930s? Second, was the relative importance of direct 
and portfolio investment altered by the lingering effects of interwar 
defaults? Third, compared to countries that continuously serviced their 
debts, did countries that had defaulted find it more difficult to borrow 
abroad? 

Table 3.8 summarizes the volume and composition of U.S. foreign 
lending in the two postwar decades. Lending from 1946 through 1955 
is expressed in 1919-28 average prices. A first fact evident from table 
3.8 is that U.S.  capital exports actually were larger in the second 
postwar decade (more than three times as large at current prices, more 
than twice as large at constant prices). However, the difference is due 
almost entirely to unilateral transfers by government, notably the Mar- 
shall Plan. (The amount and direction of Marshall Plan aid are sum- 
marized in table 3.9.) Net of official transfers, U.S.  foreign lending at 
constant prices remains almost exactly unchanged between the two 
postwar decades. At the most aggregated level, then, there is little 



Table 3.8 U.S. Foreign Lending in the Two Postwar Decades, 1919-28 and 1946-55 (In millions of current dollars for 1919-28 and in 
1919-28 average prices for 1946-55.) 

1919 1920 1921 1922 1923 1924 1925 1926 1927 1928 Decade Average 

Public, long- and short-term 2,328 175 -30 -31 -91 -28 ~ - 2 7  -30 -46 -49 217 

Private 
Direct, long-term 94 I54 111  153 I 48 182 268 35 1 35 1 558 237 
Other, long-term 75 400 477 669 235 703 603 470 636 752 502 
Short-term n.a. n.a. n.a. n.a. 82 I 0 9  46 36 349 231 142 

Unilateral transfers 
Private 832 634 450 314 328 339 373 361 355 346 433 
Government 212 45 59 38 37 25 30 20 2 19 49 

1946 1947 1948 1949 1950 1951 1952 1953 1954 1955 Decade Average 

Public, long- and short-term 2,705 3,079 690 462 106 96 265 139 -59 197 682 

Private 
Direct, long-term 
Other, long-term 
Short-term 

206 546 486 468 424 311 537 469 425 523 444 
114 36 47 57 338 268 135 - 118 204 153 I07 
278 I37 78 -133 102 63 59 - I07 404 121 97 

Unilateral transfers 
Private 603 497 470 377 310 258 279 32 I 32 I 290 368 
Government 2,015 1,416 2,580 3,620 2,430 1,904 1,315 1,262 1,131 1,299 1,871 

Source: U.S. Department of Commerce, Historical Statistics of the United States (1976, 198-201, 866-67). 
Notcs: n.a. indicates not available. Decade average short-term capital flow for the twenties is for the years 1923-28 only. 
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Table 3.9 European Recovery Program Direct and Conditional Aid, 
by Country: From Inception through 30 June 1951 ($million) 

Grants 

Conditional upon 
Aid Extended 

Under Intra Through 
European European 
Payments Payments 

Country Total Total Direct Agreement" Union 

Total 10,260 9,128 7,537 1,355 236 

Austria 492 492 488 5 
Belgium-Luxembourg 537 484 8 447 29 
British Commonwealth: 

United Kingdom 2,675 2.329 1,799 380 150 
Denmark 231 200 191 9 
France 2,060 1,869 1,807 61 

Germany 1,174 1,172 953 219 - 
Greece 387 386 386 - - 
Iceland 17 13 10 4 
Ireland 139 I I  I I  
Italy 1,034 959 873 86 - 

Netherlands-Indonesia 893 743 711 32 - 

- 

- 
- 

- 
- - 

- Netherlands 809 659 628 30 
Indonesia 84 84 83 1 

Norway 199 164 153 I I  
Portugal 33 8 * 8 
Sweden 103 82 * 77 5 
Trieste 30 30 30 - - 
Turkey 89 17 * 17 

International organization: 51 51 - - 51 

Unclassified areas 116 116 116 - - 

- 
- 

- 

- 

European Payments Union 

Credits 

1,132 

- 
52 

346 
31 

191 

2 
1 
3 

128 
74 

151 
151 
- 

25 
35 
20 

71 

- 

- 

- 

Source: U . S .  Department of Commerce (1952, 60). 
*Less than $500,000. 
"Includes $3,500,000 extended by Iceland to Germany and $3,081,000 extended by Italy 
to Trieste outside of the intra-European payments plan. 

evidence that the debt defaults of the 1930s had a damping effect on 
the volume of U.S.  lending. 

Only at the aggregate level, however, is there little change. Putting 
aside unilateral transfers, there is a reversal in the relative importance 
of lending by government and by the private sector, the public sector 
accounting forjust 20 percent after World War I but for fully 51 percent 
after World War 11. The real value of private lending at constant prices 
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(long- and short-term combined) fell by nearly one third between the 
post-World War I and post-World War I1 decades. Within private lend- 
ing, there are equally far-reaching changes in composition. While the 
share of short-term capital in U.S. private lending remains more or 
less unchanged, the relative importance of direct and portfolio invest- 
ment is reversed. Where portfolio investment was more than double 
direct investment in the decade following World War I, it was less than 
a quarter of direct investment in the decade following World War 11. 
Although there are other reasons why reliance on direct investment 
might have increased after World War 11-such as the standard pre- 
sumption that direct investment is relatively advantageous for firms 
engaged in the manufacture of goods produced with firm-specific tech- 
nical knowledge, a type of production that tended to grow more im- 
portant in international transactions as the century progressed-it seems 
implausible that these slowly-evolving factors rather than the reper- 
cussions of default were mainly responsible for the very dramatic rise 
in direct investment after 1945. Because of both the fall in the real 
value of private lending and the declining share of portfolio investment, 
the real value of the latter fell most dramatically between decades, by 
more than 80 percent. Overall, there was a dramatic decline in the 
willingness of Americans to accumulate portfolio investments abroad, 
precisely what one would expect had purchasers been deterred by 
defaults on foreign bonds. 

While the United States was far and away the leading capital exporter 
of the post-World War I1 period, she had not been so dominant after 
World War I. In the period 1924-27, when U.S. capital exports fluc- 
tuated in the range of $1 .241 .6  billion per annum, total capital exports 
of the industrial countries reached $2 billion annually and more.43 It is 
noteworthy, therefore, that private capital exports of other industrial 
countries fell even more dramatically between the two postwar decades 
than did the capital exports of the United States. New issues for over- 
seas account floated in London in the period 1947-52 amounted to f45 
million per annum, less than 50 percent of the current-price value of 
the period 1920-25. Meanwhile, British investors steadily repatriated 
their foreign funds between 1946 and 1951. The nominal value of the 
overseas investments of U.K. residents in the form of securities quoted 
on the London Stock Exchange declined by f432 million.44 The outflow 
of private capital from France over the period 1946-52 is estimated to 
have approached a total of $ 1  billion; in contrast, in the period 1920- 
26 the total outflow (excluding gold) had been more than $3.5 billion.45 

Consistent country data on the extent of foreign borrowing after 
World War I1 are notoriously difficult to obtain. Fortunately, courtesy 
of Avramovic’s (1958) massive study, reasonably consistent data on 
stocks of debt at three points in time are available for 36 countries. As 
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summarized in table 3.9, these include disbursed and undisbursed long- 
term debt owned or guaranteed by public bodies in debtor countries 
(central and local governments, public agencies and state-owned en- 
terprises) and exclude grants in aid (notably Marshall Plan aid), loans 
repayable in local currency, loans with a maturity of less than 12 months, 
and drawings on the IMF. Debt is valued as on the books of the bor- 
rowing countries. 

In the raw data, no relationship between default in the 1930s and 
borrowing after 1945 is apparent. But reputational effects are only a 
subset of the factors affecting a government’s willingness and ability 
to borrow abroad. The United Nations, when discussing external bor- 
rowing in this period, cited country size and the relative importance 
of imports in domestic consumption as factors positively associated 
with b o r r o ~ i n g . ~ ~  Standard borrowing models suggest in addition that 
countries whose exports are most variable will have the greatest ten- 
dency to borrow abroad in order to smooth fluctuations in export re- 
ceipts and domestic purchasing power.47 My analysis of the role of 
these factors and of past debt-servicing records in the extent of bor- 
rowing in the post-World War I1 decade builds on the data in table 
3.10. Additional information on external debt was obtained from United 
Nations (1948) and the annual reports of the Council of the Corporation 
of Foreign Bondholders and Foreign Bondholders Protective Council, 
permitting Argentina, Bolivia, Costa Rica, Venezuela, Egypt, Ger- 
many, and Sweden to be added to the sample. Information on imports, 
exports, and GNP was obtained from International Monetary Fund 
(1978), supplemented as necessary by United Nations (1958) and Wilkie 
(1974). These were used to calculate measures of openness (the import/ 
GNP ratio in 1955) and export variability (the variance of exports over 
the three years 1953-55). Finally, as a measure of the extent of interwar 
default, the percentage of dollar and sterling external governmental 
debt (all levels of government plus government-guaranteed loans to 

Table 3.10 External Public Debt Outstanding, 1945-55 (31 December of each 
year in thousands of U.S. $ equivalents.) 

Percentage Increase 

1945 1950 I955 1945-55 1950-55 

Grund Torul 7,732,240 16,122,635 18,329,325 137.1 13.7 

Austria 60,562 72,635 259,146b 327.9 256.8 
Belgium 18 1,047 375,370 446.376 146.6 18.9 

Europe 3,594,809 12,225,248 11,726,205 226.2 -4.1 
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Table 3.10 (continued) 

1945 1950 

Percentage Increase 

1955 1945-55 1950-55 

Denmark 
Finland 
France 
Iceland 
Italy 
Luxembourg 
Netherlands 
Norway 
United Kingdom 
Yugoslavia 

Africa 
Belgian Congo 
Ethiopia 
Federation of 

Rhodesia 
Union of South 

Africa 

Australia 

Asia 
Ceylon 
India 
Japan 
Pakistan 
Thailand 

Latin America 
Brazil 
Chile 
Colombia 
Ecuador 
El Salvador 
Guatemala 
Haiti 
Honduras 
Mexico 
Nicaragua 
Panama 
Paraguay 
Peru 
Uruguay 

272, I35 
147,998 

1,267, I82 
1,216 

126,116 
5,310 

194,612 
222,456 

1,116,175 
n.a. 

296,052 
79,206 

2,786 
69, I57 

144,903 

1,760,514 

495,764 
37,918 
47,467 

402,945 

7,434 

1,585,102 
432,699 
425,892 
171,447 
24,222 
13,383 

878 
15,155 
5,430 

200,577 
5,776 

15,641 
15,781 

104,842 
153,379 

- 

389,493 
326,742 

2,906,297 
8,633 

550,268 
19,502 

939,625 
286,523 

6,061,234 
288,926” 

438,548 
107,719 
12,000 

169,806 

149,023 

I ,288,118 

429,461 
26,345 
58,998 

309, I21 

34,997 

1,741,260 
409,389 
355,346 
157,545 
3 1,944 
22,367 

378 
8,296 
1,260 

509,099 
4,640 

13,000 
15,287 

107,176 
105,533 

- 

25 1,984 
292,177 

2,631,671 
16,965 

681,450 
17,342 

53 1,607 
347,476 

5,920,196 
329,815 

1,093,903 
3 1 6,564c 
32,583 

368,410 

376,346 

1 ,400,084b 

1,426,125 
59,470 

486,378 
627,855 
181,785 
70,637 

2,683,008 
1,046,4 14 

313,543 
28 1,079 

59,254 
28,263 
21,172 
42,225 
4,200 

478,944 
22,730 
20,463 
17,974 

2 15,366 
131,381 

-7.4 
97.4 

107.7 
1,295.1 

440.3 
226.6 
173.2 
56.2 

430.4 
n.a. 

269.5 
299.7 

1,069.5 
432.7 

459.7 

- 20.5 

187.7 
56.8 

924.7 
55.8 

850.2 

69.3 
141.8 
- 26.4 

63.9 
144.6 
111.2 

2,311.4 
178.6 

-22.7 
138.8 
293.5 
30.8 
13.9 

105.4 
- 14.3 

- 

- 35.3 
- 10.6 
- 9.4 
96.5 
23.8 

- 11.1 
-43.4 

21.3 
-2.3 
14.2 

149.4 
193.9 
171.5 
117.0 

152.5 

8.7 

232.1 
125.7 
724.4 
103.1 

101.8 

54. I 
155.6 

78.4 
85.5 
26.4 

5,501.1 
409.0 
233.3 
- 5.9 
389.9 
57.4 
17.6 

100.9 
24.5 

- 

- 

-11.8 

Source: International Bank of Reconstruction and Development, Economic Staff, Sta- 
tistics Division: reproduced from Avramovic (1958, 163). 
“30 June 1951. 
b30 June 1955. 
‘30 June 1956. 
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enterprise) in default as to interest and/or sinking fund at the end of 
1935 was calculated from the reports of the two bondholders’ com- 
mittees. The year 1935 is chosen for measuring interwar default as 
almost all of these defaults occurred between 1931 and 1934.48 Admit- 
tedly, the share of debt in default is a crude measure of reputation; it 
might be desirable in future work to include the share of contracted 
debt service payments actually made, as computed by Jorgensen (1987) 
or Lindert and Morton (ch. 2, in this volume), or a measure of the 
outcome of debtor-creditor negotiations, such as the Foreign Bond- 
holders Protective Council’s endorsement. 

The absence of information on one or more of the independent vari- 
ables forced a number of countries to be dropped, leaving 32, of which 
18 are Latin Ame~ican .~9  Two types of regressions were run on this 
cross section. Those in table 3.11 analyze the determinants of net 
foreign borrowing by public authorities-the change in the external 
debt between 1945 and 1955. Those in table 3.12 follow other recent 
studies of sovereign debt by taking as the dependent variable not the 
net flow of resources over the decade but the terminal stock-the value 
of the external debt in 1955. An advantage of the stock-formulation is 
that elasticities can be estimated directly by defining the 1955 debt 

Table 3.11 Determinants of Foreign Borrowing, 1945-55 (Dependent variable 
is in millions of U.S. dollars.) 

Constant 413.89 - 

(1.69) 
I ,311.93 - 

(3.98) 
1,169.87 

(3.88) 

Share of debt in default, 1935 - 171.39 644.37 557.65 
(0.47) (3.14) (2.91) 

GNP 

IrnportiGNP ratio 

- 0.88 0.07 
(7.00) (10.34) 

- 3,955.93 3,497.55 
(3.29) (3.10) 

- Debt in 1945 - 

Export variability 

24.15 - 0.32 
(1.25) (1.41) 

- -0.01 - 
(0.60) 

Number of observations 32 32 32 

R2 0.01 0.82 0.82 

F 0.22 23.35 30.38 

Source: See text. 
Nore; t-statistics in parentheses. 
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Table 3.12 Determinants of the Stock of Debt, 1955 (Dependent variable is in 
millions of U.S. dollars.) 

(1) (2) (3) (4) 
Log of Debt Level of Debt Log of Debt Level of Debt 

Constant 

Share of debt in default, 
1935 

Log GNP 

GNP 

ImportiGNP ratio 

Log debt in 1945 

Debt in 1945 

Export variability 

Number of observations 

R2 

F 

-2.15 
(1.25) 

0.65 
(1.27) 

0.75 
(4.21) 

0.85 
(0.31) 

0.16 
(3.52) 

- 

0.01 
(0.62) 

32 

0.74 

15.16 

-1254.12 
(3.78) 

613.40 
(2.89) 

0.08 
(7.04) 

3,723.12 
(3.12) 

0.67 
(2.91) 

-0.01 
(0.64) 

32 

0.88 

37.39 

- - 2.65 
(1.78) 

0.75 
(1.56) 

0.81 
(5.50) 

1.01 
(0.38) 

0.17 
(3.56) 

32 

0.74 

19.29 

1,169.87 
(3.88) 

557.65 
(2.90) 

0.07 
(10.34) 

3,497.55 
(3.10) 

0.68 
(2.99) 

32 

0.88 

47.67 

Source: See text. 
Note: r-statistics in parentheses. 

stock in log form (which is not possible for the flow of borrowing, as 
that variable can be negative). 

Consider first the value of borrowing. The first equation in table 3.11, 
in which borrowing is regressed on only a constant term and the share 
of debt in default in 1935, suggests at best a weak negative relationship 
between interwar default and external borrowing in the first post-World 
War I1 decade. The point estimate can be read to suggest that countries 
that defaulted (share in default = 1) borrowed $171.4 million less than 
countries that serviced their entire debt (share in default = 0). Since 
the mean of the dependent variable is $334 million, this point estimate 
is substantial. However, the next two equations indicate that this ap- 
parent difference among countries is due entirely to other respects in 
which defaulting and nondefaulting countries differed. Larger, more 
open countries borrowed more, while countries more heavily indebted 
at the beginning of the postwar decade borrowed less. These results 
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are consistent with the observations of United Nations (1965) and the 
predictions of optimal foreign borrowing models. The only hypothesis 
not verified is the posited association between export variability and 
the volume of borrowing, which is nonexistent in this period. This 
variable is dropped, therefore, from the third equation. But the most 
striking finding is that inclusion of these additional determinants of 
borrowing reverses the association between interwar default and post- 
war borrowing, yielding a positive correlation between default and 
subsequent borrowing that is statistically significant at standard con- 
fidence levels. There is no evidence that countries that defaulted in the 
interwar period found it more difficult to borrow in the immediate post- 
World War I1 years. 

An obvious suspicion is that the inclusion of 1945 debt is mainly 
responsible for reversing the coefficient on interwar default. Default in 
the 1930s, the argument would run, permitted countries to buy back 
their external liabilities at deep discounts and, by reducing their debt 
burdens, facilitated subsequent borrowing. This does not seem to have 
been the case, however, as dropping 1945 debt alters neither the sign 
nor the significance of the coefficient on 1935 default. 

The results in table 3.12, concerned with variations in the terminal 
debt stock, are consistent with those just discussed. Again, the value 
of the external debt in 1955 is positively related to GNP and openness, 
insignificantly related to export variability, and related to the 1945 debt 
stock with an elasticity of less than unity (suggesting that countries 
heavily indebted at the start of the period borrowed less over the 
interim). Most important, interwar default is either positively associ- 
ated or unrelated to postwar indebtedness. Again, there is no evidence 
that countries that defaulted in the 1930s found it more difficult to 
borrow in the 1940s and 1950s. 

While the Avramovic data have the virtue of consistency, they have 
the problem of combining all types of external debt accumulated by 
governments, whether extended by international agencies, creditor 
country governments or private investors. There is no reason to expect 
public lenders, in particular the U.S. government at the beginning of 
the Cold War, to have responded to market incentives and reputational 
factors in the same manner as private investors. It would be desirable 
to analyze private portfolio lending (to both the public and private 
sectors) separately from lending by public agencies before concluding 
that no trace of interwar defaults can be discerned in the geographical 
distribution of postwar lending. Unfortunately, post-World War I1 
balance-of-payments records of bond floatations and repurchases and 
of loans from private foreign banks are of dubious quality. Typically, 
they are derived as a residual from the balance-of-payments accounts 
by deducting from total long-term capital inflows the sum of loans 
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granted by international agencies and foreign governments. Total long- 
term capital flows for this period are themselves exceptionally difficult 
to measure accurately because of the extent of security repurchases; 
while relatively good records are available of new floatations and bank 
loans, little reliable information is published on transactions in out- 
standing public or private securities held by foreigners. 

Notwithstanding these difficulties, the United Nations (1965) has pub- 
lished estimates of private portfolio lending to the Latin American 
countries over the first postwar decade. These figures are shown in 
table 3 .13 .  Table 3.14 combines them with the GNP, trade and default 
indicators described above to analyze the association of interwar de- 
fault with postwar portfolio capital inflows for the 18 Latin American 
countries included in the preceding analysis of the Avramovic data. 
The bivariate relationship between postwar portfolio borrowing and 
interwar default, shown in the first column, is positive but statistically 
insignificant. Once other correlates of the demand for debt are added 
to the equation, the coefficient on interwar debt turns negative, as the 
reputational hypothesis would predict, although the point estimate of 
the coefficient remains smaller than its standard error. While the sign 
of the coefficient on interwar default is somewhat sensitive to the com- 
bination of other variables included in the equation (only when both 
GNP and the curiously signed measure of export variability are in- 
cluded is the coefficient on interwar default consistently negative), its 
low level of significance is not. Once again, it is impossible to reject 
the null hypothesis that variations across countries in the severity of 
interwar default had essentially no impact on the relative ease with 
which countries secured private portfolio capital inflows during the 
postwar years. 

Table 3.13 Private Portfolio Capital Inflows to Latin American Countries, 
1946-55 (in millions of U.S. dollars) 

Country 1946-50 1951-55 Country 1946-50 1951-55 

Argentina 
Bolivia 
Brazil 
Chile 
Colombia 
Costa Rica 
Cuba 
Dominican Republic 
Ecuador 
El Salvador 

- 22.5 

- 20.0 151.0 

8.7 82.9 
-0.4 6.7 
- 38.3 

- 3.0 1.1 
- 3.6 
0.1 0.4 

- - 

- 0.5 - 1.8 

Guatemala 
Haiti 
Honduras 
Mexico 
Nicaragua 
Panama 
Paraguay 
Peru 
Uruguay 
Venezuela 

- 
- 

-7.8 

-3.3 
-3.2 
- 0.4 

- 

- 

2.9 
- 
- 

- 24.7 
3.4 

-0.1 
-2.2 
-0.8 

-3.7 
- 

Source: United Nations (1965, annex table D). 
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Table 3.14 Determinants of Private Portfolio Capital Inflow to Latin 
American Countries, 1946-55 (The dependent variable is in 
millions of U.S. dollars.) 

Constant 

Share of debt in default, 1935 

G N P  

Impor tGNP ratio 

Debt in 1945 

Export variability 

Number of observations 

R2 

F 

- 3.59 
(0.18) 

17.75 
(0.76) 

18 

.04 

0.58 

-3.14 
(0.12) 

- 14.31 
(-0.81) 

0.01 
(4.64) 

46.00 
(0.38) 

-0.005 
( 3 . 2 2 )  

18 

.68 

7.01 

7.11 
(0.18) 

- 17.63 
(0.86) 

0.01 
(4.31) 

5.63 
(0.03) 

-0.013 
(0.35) 

- 0.005 
(3.13) 

18 

.69 

7.15 

Source: See text. 
Note: t-statistics in parentheses. 

The two central findings of this section-a much reduced volume of 
private portfolio lending and no greater difficulty of borrowing for 
countries that had defaulted previously-are not difficult to reconcile 
with one another. Recall the evidence from the previous section on the 
impact of one country’s default on the market’s expectation of capital 
losses on neighboring countries’ bonds. That evidence suggests that 
some effects of interwar defaults were external to the initiating country, 
a conclusion consistent with the evidence from this section suggesting 
that the main legacy of interwar debt defaults was to depress the volume 
of private portfolio lending generally, not to divert it to faithful servicers 
from countries that had lapsed into default. 

3.5 Conclusion 

What picture of the capital market emerges from this study of the 
United States’ first 35 years as a creditor nation? It is patently impos- 
sible to characterize the market as either perfectly rational or wholly 
irrational. Advocates of a return to the bond market as a panacea for 
recent difficulties with sovereign lending should take note of these 
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conclusions. While switching back from bank loans to the bond market 
may divert some of the risk shouldered by creditor-country banking 
systems, bond market participants have shown no greater facility than 
bank loan officers historically in distinguishing good credit risks from 
bad. Nor were bond markets any more successful in smoothing the 
flow of capital to developing-country debtors. 

What picture of the legacy of default for the subsequent behavior of 
the markets emerges from this study of the last complete debt cycle? 
Recent theoretical studies of sovereign lending in the presence of po- 
tential default have posited the existence of a default penalty, p ,  usually 
interpreted as the costs of inferior access to international capital mar- 
kets in the wake of default. The finding that, compared to countries 
that maintained debt service throughout, countries that lapsed into 
default in the 1930s were no less able to borrow in the 1940s and 1950s 
is difficult to reconcile with this simple view. If there were costs of 
default, they did not take the form of differential credit-market access 
in the first postwar decade. But this does not imply that default was 
costless. Evidence from bond prices in the 1930s and from the volume 
and composition of lending in the 1940s-1950s suggests that at least 
some of the costs of default spilled over among debtor countries. These 
costs took the form of reduced access to private portfolio capital flows 
for defaulting and nondefaulting countries alike. 

To say that default had costs is not to say that it was necessarily 
welfare reducing. It may also have had benefits in the form of the spur 
to growth and adjustment provided by a lightened debt burden. Com- 
parisons of economic growth and structural change in defaulting and 
nondefaulting countries will be needed before welfare conclusions can 
be drawn. But the fact that a substantial share of the costs were external 
to the individual country indicates that there may be gains to debtors 
from coordinating their decisions, whether or not that decision is to 
maintain service on their external debts. 

Notes 

I .  Computed from Lewis (1938, 445). 
2. If war debts are added to U.S. foreign assets, the U.S. net creditor position 

3. For figures, see Eichengreen (1986). 
4. Fraga (1986, sec. 2). Some have suggested that the German authorities 

consciously wished to build up commercial liabilities as  a way of impressing 
on American creditors the impossibility of making good both commercial and 
reparations obligations. For a discussion, see McNeil (1986). 

in 1919 exceeds $12 billion. 

5. See Lipsey (1988). 
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6. Foreign bond yields are annual averages, from Lary (1943, 204). Moody’s 
Baa yields are from the U.S. Department of Commerce, Survey of Current 
Business (1937, 19). The value of total publicly offered foreign securities pur- 
chased in the United States (including refunding to  Americans) is from Dickens 
(1932, 8). The picture for the other major creditor country, Britain, looks 
broadly similar although the fluctuations in lending are considerably damped; 
see Eichengreen and Portes (1986, sec. 2). 

7. It is conceivable, of course, that the lending series is traced out not by 
movements of the supply curve along a stable demand curve but by shifts in 
borrowers’ demand (down in 1923, up starting in 1924, and down after 1928). 
I argue, however, that demand remained relatively stable at high levels through- 
out the decade and that changes in quantities reflected mainly shifts in supply. 

8. Lewis’s (1938, 370) estimates of yields to  maturity are 5.3 percent for 
1915-April 1917 and 6.7 percent for 1922-24. The 1920 Belgian loan illustrates 
the difficulties encountered by borrowers at the beginning of the decade. It 
has been argued that Belgium managed to obtain these funds only because 
U.S. commercial banks had a special stake in the country. The banks had 
previously extended Belgium short-term credits in the amount of $50 million 
to purchase wheat and other essential commodities. Because of a deterioration 
in the country’s external position, it quickly became evident that the govern- 
ment was in no position to repay. The authorities therefore approached the 
bankers, who agreed to float $50 million worth of 25-year bonds. The terms 
were highly favorable to  investors: the bonds bore a nominal interest rate of 
7.5 percent and were callable only at 115. Yet “the subscription books were 
kept open for three days, a very unusual procedure; every resource the bankers 
could command was used to induce subscription . . . .” Only after having taken 
these exceptional steps was the loan successfully floated. See Swan (1928), 
from which the above quotation is drawn. 

9. As Lawrence Speaker wrote in 1924 (93), “From the political standpoint, 
Europe today presents a very uncertain outlook. Since most of Eastern Europe 
is in the hands of the radical socialists whose views on capital are quite in- 
compatible with those held here, since Central Europe is threatened with po- 
litical as well as  economic breakdown, and the nations of Western Europe are 
torn apart by contending political influences, a policy of extreme caution in 
making investments in Europe seems highly advisable. It is possible that some 
of these countries, in their dire necessity, may be drawn to the confiscation of 
private property as well as  wholesale repudiation of their internal debts. . . . 
Such tendencies on the part of governments are not a t  all conducive to the 
stability and soundness of investments.” 

10. The Economist (5  July 1924) described the return as follows, “The yield, 
allowing for redemption in twenty years, works out at approximately f 8  16s. 
per cent. This is a high yield and indicates to  some extent the measure of risk 
involved.” 

11.  Costigliola (1976, 490) suggests that the Fed took this action in order to 
render investment in the Dawes loan more attractive. 

12. Stoddard (1932, 43). 
13. Stoddard (1932, 43). 
14. Cleveland and Huertas (1985, 135). 
15. When in 1919 National City Bank opened its Lima branch, for example, 

the president of Peru offered the National City Company the opportunity to  
become the nation’s investment banker (Phelps 1927,211 ; Cleveland and Huer- 
tas 1985, 177; see also Carosso 1970). 

16. Cleveland and Huertas (1985, 137). 
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17. See Speaker (1924, chap. 2). 
18. Robinson (1926, 327-28 and passim). 
19. Both types of tales are too well known to require elaboration here. On 

selling the foreign borrower, one Department of Commerce expert told the 
Senate Finance Committee of a time at which there were at  least 29 represen- 
tatives of American investment banking firms in Colombia seeking to  negotiate 
various loans. A Bavarian town initially wishing to borrow $125,000 was con- 
vinced to commission an issue of $3 million instead (U.S. Senate 1932, 845- 
48, 1279-80). On selling the small investor, Stoddard (1932, 106) writes, “Up 
to the slump of 1920, these new clients sought the branch-offices. After the 
slump, the branch-offices sought them. They did it through hosts of young 
salesmen, carefully schooled in ‘high pressure’ methods of breaking down 
‘sales resistance.’ The keynote was pressure-all down the line. The home 
office kept the branch-offices ‘on their toes’ by a stream of phone-calls, ‘flashes,’ 
‘pep-wires,’ and so forth. The branch managers kept the young salesmen all 
‘burned up’ with ‘pep-talks,’ bonuses, and threats of getting fired. Everybody 
in authority demanded ‘results’; which meant, more sales. Every salesman 
must sell his ‘quota.’ What he sold, how he sold it, and whom he sold it to, 
did not much matter. Verily, business had got into banking; or, rather, ‘banking,’ 
in the old sense of the word, had been kicked out of doors by business.” 

20. Cleveland and Huertas (1985, 177). 
21. Madden, Nadler, and Sauvain (1937, 222). 
22. The significance of this moral hazard problem is impossible to determine 

in the absence of detailed study of the operations of particular affiliates. But 
it is worth noting in this connection that White (1986) has found little empirical 
support for other criticisms of security affiliates. 

23. Feis (1950, 13). 
24. Brandes (1962, 128). 
25. Dulles (1926, 35-37). There were also objections on other occasions, 

such as  a loan for a Czech brewery, presumably on the grounds that this was 
inconsistent with a U.S. policy of Prohibition, and for a Brazilian coffee valori- 
zation scheme and a German potash syndicate, on the grounds that the higher 
prices which would result would be harmful to  U.S. consumers. (Both bor- 
rowers ultimately succeeded in obtaining funds in London.) In addition, Pres- 
ident Harding urged his secretary of state to discourage U.S. lending for foreign 
purchases of armaments. 

26. Brandes (1962, 177-78) and Angel1 (1933, 101-2). France managed to  
circumvent U . S .  restrictions to  some extent before 1928. For example, Ivar 
Kreuger’s Swedish Match Company loaned large sums to the French govern- 
ment soon after its U.S. subsidiary floated $50 million of bonds on the American 
market. 

27. Williams (1929, 95). 
28. Cited in Brandes (1962, 186). Extracts from the whole series of State 

29. Brandes (1962, 188). 
30. Madden and Nadler (1929, 83), for example, in a manual on securities 

investment, instruct investors to consider trade and budget balances and natural 
resource endowments. (See also pp. 96-97). Madden, Nadler, and Sauvain 
(1937, 207) mention the trade balance, the budget balance, the position of the 
central bank, and the debt of the government. 

31. Consistent with this hypothesis, Eichengreen and Portes (1986) found 
that government budget surpluses were negatively associated with the inci- 
dence of default in the 1930s. 

Department letters are provided by Kuczynski (1932, 10- 11). 
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32. Principal sources include the League’s Statistical Yearbook, Mernoran- 
durn on Public Finance, Review of World Trade, and Balance of Payments and 
Foreign Trade Balances (various years). 

33. Regressions where loan value was entered alone rather than as  a share 
of exports were virtually indistinguishable from those reported below. 

34. These alternatives were omitted as the last year, country, and loan type 
included in Lewis’s lists. The constant of 6.7 is to be interpreted, therefore, 
as the return that would have been required of a Venezuelan corporation in 
1929 in percentage points on a small (value approaching zero) short-term loan 
had that country’s trade and government budget been balanced. 

35. In certain of the Central American countries, U.S. involvement had a 
military dimension with direct implications for creditworthiness. Under the 
Hay-Bunau-Varilla Treaty of 1904, the U.S. was permitted to intervene in 
Panama City and Colon to  preserve order and to supervise the expenditure 
of Panamanian government loans placed in the United States. The Platt 
Amendment appended to  the Cuban constitution in 1901 permitted the U.S. 
to object to what it regarded “improvident or otherwise objectionable fiscal 
policy.” An American receiver-general was installed in the Dominican Re- 
public in 1907 to  collect customs revenues, and in 1912 revolution led to the 
landing of U.S. marines, followed by formal military administration in 1916. 
Even after the marines’ withdrawal in 1924, the United States retained the 
right to  object to changes in Dominican tariffs and public debt. Haiti was 
under U.S. martial law from 1916 to 1931, under the provisions of which the 
U.S .  controlled the customs houses and all aspects of the public finances (see 
Angel1 1933, 8-27). 

36. For details on bond market organization, see Eichengreen and Portes 
(1 986). 

37. To be exact, 0.297 of a percentage point. This is an unweighted average 
of the commission on the dollar bonds for which Lewis provides information. 

38. Kuczynski (1932, 88-89). See also Madden, Nadler, and Sauvain (1937, 
228). 

39. Yawitz (1977) shows that this formula applies equally to single and mul- 
tiperiod bonds so long as if and i, are constant. 

40. Circular of 14 June 1930, cited in Feis (1950, 45). 
41. The sentence continues, “but also the reduction in the real value of 

monetary claims through the rise in commodity prices . . . affecting domestic 
and foreign bonds alike” United Nations (1954, 41). 

42. National Association of Manufacturers (1949, 2). 
43. United Nations (1949, 17). 
44. This amount would have been even greater if not for the capital gains of 

f 8 4  million that resulted from the 1949 devaluation of sterling (United Nations 
1954, 3). 

45. The estimate for 1946-52 is from United Nations (1954,4), that for 1920- 
26 from Royal Institute (1937,200), correcting the typographical error for 1923, 
with a conversion to  dollars using the annual average dollarlfranc exchange 
rate. Much of the capital outflow from France in the 1920s was flight capital 
which was to return after the Poincare stabilization in the second half of 1926. 

46. United Nations (1965, 33-38, 119). 
47. See, for example, Eaton and Gersovitz (1981). 
48. Of course, this procedure neglects subsequent wartime developments. 

But as  Mintz (1951, 43) points out, “The great majority of countries that 
serviced their loans in 1937 did so in 1949; most of the countries in default in 
1937 were in default in 1949.” 
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49. The countries included in the regression analysis are Argentina, Bolivia, 
Brazil, Chile, Colombia, Costa Rica, Ecuador, El Salvador, Guatemala, Haiti, 
Honduras, Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay, Venezuela, 
Belgium, Denmark, Finland, France, Germany, Italy, the Netherlands, Nor- 
way, Sweden, the United Kingdom, Australia, Japan, Egypt, and India. 
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4 Structural Adjustment Policies 
in Highly Indebted Countries 
Sebastian Edwards 

4.1 Introduction 

Mexico’s announcement, in August of 1982, that it could no longer 
meet its international financial obligations took most of the world by 
surprise, sending shivers down the spines of bankers, politicians, and 
international bureaucrats. That fateful Friday the 13th of August 1982 
marked the beginning of the worst international financial crisis since 
the Great Depression. What initially was thought to be an isolated case 
of temporary illiquidity soon spread to most of the developing world, 
placing the stability of the international financial system in serious 
jeopardy. 

Five years after the eruption of the debt crisis most of the developing 
world is still struggling to get back on its feet. Although the collapse 
of the world financial system predicted by some overly pessimistic 
observers has not materialized, the debt crisis is far from over. In fact, 
when traditional creditworthiness indicators, such as debt-exports or 
debt-service ratios are analyzed, the highly indebted countries are now 
in an even weaker position than in 1982 (see table 4.1). It has now 
become apparent that a long-term resolution of the debt problems will 
be a painful and protracted process that will still require major addi- 
tional adjustment efforts by the indebted countries, as well as extensive 
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Table 4.1 Creditworthiness Indicators for Developing Countries: 1974-88 

1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 

A .  Ratio of Externul Debt to Exports of Goods and Srrvices (%) 
All developing countries 90.8 81.6 94.6 120.1 133.3 133.7 147.8 167.5 168.6 160.7 
15 highly indebted" 182.3 167.1 201.3 269.8 289.6 272.1 284.2 337.9 349.6 324.7 
Western Hemisphere 197.7 183.5 210.3 273.8 290.3 277.1 295.5 354.7 367.6 342.2 
B. Debt Service Ratios to Exports qf Goods a n d  Services (%) 
All LDCs 14.1 12.9 16.2 19.5 18.9 20.1 20.5 22.4 20.7 20.0 
I5 highly indebteda 34.7 29.6 39.0 49.4 42.5 41.1 38.7 43.9 40.7 39.5 
Western Hemisphere 39.6 33.4 41.9 51.0 43.9 41.7 38.7 45.6 44.9 40.9 

Source: IMF's World Economic Outlook, April, 1987. 
"Argentina, Bolivia, Brazil, Chile, Colombia, Ivory Coast, Ecuador, Mexico, Morocco, Nigeria, Peru, Philippines, Uruguay, 
Venezuela, and Yugoslavia. 
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negotiations between debtor governments, creditor governments, the 
multilateral institutions, and the banks. 

The adjustment approaches followed until now by most of the highly 
indebted countries can best be described as emergency stabilization 
programs geared towards generating very large trade balance surpluses 
in very short periods of time. Given the new circumstances and the 
sudden halt in external financing after 1982, these countries had little 
choice but to use every possible tool at their disposal to achieve the 
needed turnaround in their current accounts. As a consequence the 
adjustment process has been quite costly, generating drastic declines 
in real income and important increases in unemployment. In fact, as 
is reflected in table 4.2, in a number of Latin American countries in 
1986 real per capita GDP was below its 1970 level! 

A long-run solution to the debt crisis problem would entail (a) the 
regaining of creditworthiness by these countries, and thus the re- 
sumption of voluntary lending by the international financial community; 
and (b) the resumption of sustained growth.' Much of the recent policy 
literature on the debt crisis has focused on these issues, with some of 
the discussion dealing with the type of long-run structural reforms the 
debt-troubled countries should implement in order to attain the dual 
objective of improved creditworthiness and growth. Most of this lit- 
erature has recommended very conventional measures, what econo- 
mists had been advocating for a long time prior to the debt crisis, 
including trade liberalization, financial reform, major devaluations, and 
a reduced role for the government.2 For example, this policy package 
is the core of the conditionality contemplated by the Baker plan. Sur- 
prisingly, there have been very few attempts to evaluate whether the 
design of these traditional policies, and in particular their speed and 
sequencing, should be altered in the presence of a major debt problem 
and, in some cases, still significant macroeconomic disequilibria. 

Table 4.2 Index of Real Gross Domestic Product Per Capita In Selected Latin 
American Countries (1970 = 100) 

1970 1975 1980 1981 1982 1983 1984 1985 1986 

Argentina 
Bolivia 
Brazil 
Colombia 
Chile 
Mexico 
Peru 
Venezuela 

100 
100 
100 
100 
100 
100 
100 
100 

105.9 
117.3 
145.1 
118.2 
81.8 

116.8 
108.9 
106.5 

107.5 
120.6 
179.5 
137.9 
109.1 
139.8 
104.7 
105.7 

99.2 
118.3 
172.8 
138.0 
113.4 
146.8 
105.9 
102.3 

92.6 
107.6 
170.4 
136.4 
95.8 

142.3 
103.6 
100.0 

93.9 
95.7 

161.5 
134.7 
93.6 

131.3 
89.9 
91.8 

94.3 
89.7 

165.0 
136.1 
98.1 

132.4 
91.8 
88.3 

88.7 
85.8 

174.7 
136.6 
98.8 

132.6 
90.9 
83.7 

92.2 
80.4 

184.7 
140.7 
101.9 
124.3 
96.2 
82.9 

Source: CEPAL, Anuario Estadistico de Ame'rica Latina y el Caribe, 1985 and CEPAL, Balance 
Preliminar de la Economia Latinoamericana, 1986. 
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The purpose of this chapter is to analyze a number of issues related 
to structural adjustment in the highly indebted developing countries. 
The chapter starts with a brief discussion of the main features of the 
adjustment process followed during 1982-87. I note that in spite of the 
major involvement of the IMF in this first phase of the adjustment, the 
actual policy packages implemented by most of the debt troubled coun- 
tries differed markedly from what we can describe as an orthodox IMF- 
type stabilization program. I argue that the “unorthodox” elements of 
the stabilization programs, such as the imposition of exchange controls 
and trade restrictions, responded to the emergency nature of these 
programs. I then discuss at a more analytical level some longer-term 
aspects of structural adjustment reforms, focusing on the relation be- 
tween outward orientation, export promotion, and trade liberalization. 
Emphasis is placed on the sequencing and speed of the structural re- 
forms related to the external sector. Lessons drawn from the recent 
Southern Cone experiments with trade liberalization are incorporated 
into the analysis of the possible effects of tariff reforms on employment, 
income, and growth. I also discuss the role of devaluations in structural 
adjustment processes in the same section. Since the chapter focuses 
on the role of the adjustment programs implemented by the countries 
themselves, relatively little emphasis is given to the role of banks and 
the international financial community. 

4.2 The Nature of the Adjustment, 1982-87 

In this section I analyze the main features of the adjustment process 
followed by the highly indebted countries during 1982-87.3 Given the 
great diversity of experience of the various countries, it is not possible 
to make sweeping generalizations; in fact, doing so would grossly over- 
simplify the discussion. When possible I point out the more important 
differences across countries. 

4.2.1 Origins of the Crisis 

During the second half of the 1970s and the early 1980s most of the 
developing nations embarked on a foreign borrowing binge. Between 
1975 and 1982 the developing world’s long-term foreign debt more than 
tripled, growing from $162.5 billion to $551.2 billion; in 1982 the total 
foreign debt of the developing world, including short-term debt and 
use of IMF credit, stood at $738.7 billion. Naturally, this huge increase 
in indebtedness was made possible by the liberal way in which, after 
the first oil shock in 1973, the international financial community and 
in particular the banks, provided funds to these countries. There is no 
doubt that the pace at which the developing countries were accumu- 
lating debt in the late 1970s and early 1980s-at a rate exceeding 20 
percent per year-was not sustainable in the medium to longer run; 
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some type of adjustment was bound to take place. The world, however, 
was astonished by the severity of the crisis; instead of there being an 
orderly and slow reduction in the flow of borrowing, there was a major 
crisis that brought capital flows to a virtual halt. 

The causes behind the spectacular growth in borrowing during the 
1974-82 period varied from country to country. In Brazil, for example, 
it responded to a deliberate development strategy adopted after the 
1973 oil shock. This policy was based on import substitution supple- 
mented with a heavy reliance on foreign borrowing to finance major 
investment projects. In Turkey, the accumulation of foreign indebt- 
edness responded mainly to the rapid growth of the public sector, which 
used most of the funds for investment purposes. The situation was 
greatly aggravated by the existence of the so-called “convertible Turk- 
ish lira deposits,” which provided a defacto, evergrowing subsidy to 
foreign borrowing. Contrary to most other countries, Turkey entered 
into a crisis in 1977, even before the second oil shock. In Mexico, the 
populist policies of the Echeverria and Lopez Portillo administrations, 
with spectacular growth in the public sector and in the fiscal deficit, 
lay behind the crisis. The discovery of additional oil reserves generated 
a wave of optimism that greatly influenced the magnitude of the ex- 
penditure binge. It has been argued that approximately one half of the 
Mexican debt accumulated during the Lopez Portillo administration 
went to finance capital flight (Buffie and Sangines 1987). In Chile, on 
the other hand, fiscal policies played no role in the unleashing of the 
crisis; most of the huge increase in Chile’s foreign debt was contracted 
by the private sector with no government guarantees. The opening up 
of the Chilean economy, as part of the overall project of economic 
liberalization of the Pinochet government, allowed the private sector 
to finance huge increases in consumption-especially of durables-with 
borrowing from a b r ~ a d . ~  In spite of their different experiences during 
the 1970s, by late 1982 all these countries faced a severe cut in foreign 
financing; they had come to share the harsh reality of the debt crisis. 
In the years to follow their experiences would again differ, as they 
tended to follow somewhat different adjustment programs. 

The behavior of the world economy during the early 1980s, and in 
particular the increase of interest rates, the decline in commodity prices, 
and the sluggish growth of the industrial countries, played an important 
role in determining the magnitude and timing of the c r i ~ i s . ~  A recent 
study by CEPAL has estimated that for the Latin American nations, 
the deterioration of unit prices of non-oil exports and the hike in world 
interest rates “explain” almost 50 percent of the increase in the region’s 
current account deficit during 1981 and 1982.6 

The magnitude of external shocks can be better understood by ana- 
lyzing the evolution of the real interest rate “relevant” for these coun- 
tries, computed as nominal LIBOR (London Interbank offer rate for 
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dollar deposits) deflated by the rate of inflation of their exports. This 
concept of real interest rate combines in one indicator the effects of 
both the higher international nominal interest rates and the lower com- 
modity export prices, For the case of Latin America, this measure of 
the real interest rate jumped from an average of -3.4 percent during 
1970-80 to 19.9 percent in 1981, 27.5 percent in 1982, and 17.4 percent 
in 1983. During the early 1980s even those countries with a large per- 
centage of their debt contracted at fixed concessionary terms experi- 
enced dramatic increases in their interest bill. For example, as a result 
of the higher world interest rates, the Ivory Coast’s interest payments 
increased from 3.1 percent of GDP in 1980 to more than 8 percent of 
GDP in 1983. 

The adoption of inadequate exchange rate policies constitutes one 
of the most important domestic causes of the crisis; most of the coun- 
tries that eventually experienced payments difficulties allowed their 
real exchange rates to become highly overvalued during the late 1970s 
and early 1980s.’ The case of the countries of the Southern Cone of 
South America is a primary example of inadequate exchange rate pol- 
icies. In Chile, for example, after a period with a passive crawling peg, 
and as a way to bring down a stubborn inflationary process, the cur- 
rency was fixed to the U.S. dollar in June of 1979, at the 3dme time as 
wages were indexed to past inflation and capital controls were relaxed. 
As a result, the real exchange rate appreciated by more than 30 percent 
between 1979 and mid-1982, provoking a major deprotection of the 
domestic tradables sector and a gigantic current account deficit that 
exceeded 14 percent of GDP in 1981.8 Argentina and Uruguay adopted 
a declining preannounced rate of devaluation, also as a way to reduce 
inflation. However, contrary to the case of Chile, in Argentina and 
Uruguay the predetermined rate of devaluation was clearly inconsistent 
with the magnitude of their fiscal deficit. This resulted not only in a 
substantial real appreciation, but also in a steady loss of credibility in 
the sustainability of the stabilization and liberalization programs, and 
in major capital flight.9 

In Mexico, as a result of a highly expansive fiscal policy, which was 
coupled with a quasi-fixed nominal exchange rate, the effective real 
exchange rate experienced a real appreciation that exceeded 40 percent 
between 1976 and February of 1982. In 1976-77 in an effort to put an 
end to an acute situation of real exchange rate overvaluation, the Mex- 
ican peso was devalued by almost 80 percent relative to the U.S. dollar. 
By 1981, however, the real value of the peso was already below its 
1976 level; in less than 5 years more than 100 percent of the real effect 
of the devaluation had fully eroded. This case is particularly interesting 
since it clearly illustrates the difficulties that developing nations have 
many times faced when trying to engineer a real devaluation (see Ed- 
wards 1987). 
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The mismanagement of exchange rate policy was by no means a 
monopoly of the Latin American countries. For example, the Ivory 
Coast, the Philippines, and Nigeria, among the highly indebted coun- 
tries, also experienced important degrees of real exchange rate over- 
valuation during the period preceding the crisis. In both the Ivory Coast 
and the Philippines real appreciation exceeded 15 percent between 1978 
and 1982, while in Nigeria it boardered 10 percent during the same 
period. 

The exchange rate policy was not inadequate in every developing 
country, however. In Colombia, Indonesia, and Korea, for example, 
the adoption of an active exchange rate management, including periodic 
devaluations, was an important component in overall strategies aimed 
at reducing the effects of world economic fluctuations. In that regard, 
Indonesia's exchange rate and macro policies were quite successful as 
a means to combat the Dutch disease effects associated with the oil 
booms. Also, Colombia's pragmatic approach towards exchange rate 
management allowed the country to avoid the deprotection effects of 
the coffee boom of 1975-79 and to maintain a reasonable macroeco- 
nomic equilibrium.'O 

Perhaps one of the most devastating effects of the generalized ten- 
dency towards overvaluation is that it fueled massive capital flight out 
of the developing world. In country after country, as it became in- 
creasingly apparent that the overvaluation was unsustainable in the 
longer run, the public began to speculate heavily against the central 
bank by acquiring foreign exchange and moving it abroad. Moreover, 
in some countries, such as Chile and Argentina, the overvaluation cast 
doubts on the continuity of an overall development strategy based on 
liberalization and open markets. In Chile the public began to expect a 
hike in import tariffs and tried to anticipate it by acquiring imported 
durables in record quantities (Edwards and Cox-Edwards 1987). Al- 
though because of its semi-illegal nature it is not easy to find official 
data on capital flight, most available estimates concur in suggesting 
that in most of the Latin American countries there was a significant 
increase in capital flight during the years surrounding the debt crisis. 
In a recent empirical study Cuddington (1986) found that there is a 
significant relation between overvaluation and capital flight. Table 4.3 
contains estimates on capital flight for six developing countries. There 
is an interesting contrast between the Latin American and the Asian 
nations. In particular notice that in Korea, a country that by and large 
avoided the temptation of real exchange rate overvaluation, between 
1979 and 1984 capital flight was, on average, negative. 

4.2.2 The Adjustment 

In August of 1982, immediately following Mexico's formal announce- 
ment that it was facing serious financial difficulties, the international 
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Table 4.3 Estimates of Capital Flight in Selected Developing CountriesP 
(billions of U.S.$) 

1979 1980 1981 1982 1983 1984 

Argentina 2.2 3.5 4.5 7.6 I .3 - 3.4 
Brazil 1.3 2.0 - 1.4 I .8 0.5 4.0 

Mexico - 1 . 1  2.2 2.6 4.7 9.3 2.6 

Venezuela 3.0 4.8 5.4 3.2 3.1 4.0 

Korea -0.5 -0.7 - 0.8 0.5 -0.7 - 0.6 

Philippines 0.0 -0. I I .3 0.0 - 1.5 - 1.8 

Source: Cumby and Levich (1987). 
"These estimates use William Cline's definition of capital flight as  computed by Cumby 
and Levich. 

financial community greatly reduced the amount of funds intermediated 
to the developing world. Even countries such as Colombia-which had 
not faced payments problems, had no serious macroeconomic dis- 
equilibria, and had not accumulated debt at a very fast pace-were 
affected by this reduction in foreign lending. In fact, it is fair to say 
that the availability of foreign funds was reduced in a brutal way. For 
the developing world as a whole external financing was reduced by 
almost 40 percent between 1981 and 1983. Moreover, the major debtors 
were forced to fully close a current account deficit, which in 1982 
exceeded $50 billion, in less than 3 years. By 1985 the aggregate current 
account had reached virtual equilibrium ( - $0.1 billion). In order to 
achieve this significant adjustment, these countries had to engineer a 
major turnaround in their trade balance, which went from an aggregate 
deficit of almost $7 billion in 1981 to a surplus of more than $40 billion 
in 1984. Table 4.4 contains data on exports, imports, the trade balance, 
and the current account, that very vividly capture the magnitude of 
the adjustment. 

As can be seen from table 4.4 after reaching a record level in 1984 
(almost $44 billion) the aggregate trade surplus of the major debtors 
has experienced a steady decline and it is expected that in 1988 it will 
be just over $22 billion. This rapid deterioration in the aggregate trade 
balance is to a large part a reflection of the Brazilian and Mexican 
situations. 

Latin America was severely affected by the sudden unavailability of 
loans. Table 4.5 contains data on the net transfer of resources to the 
region from 1973 to 1986. As can be seen, starting in 1982 the net 
transfer of resources became significantly negative; between 1982 and 
1986 the annual net transfer averaged -$26.4 billion, compared to a 
positive yearly average net transfer of more than $12 billion between 
1976 and 1971. In real terms the net turnaround of resource transfers 
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Table 4.4 Current Account and Trade Balance for 15 Highly Indebted 
Countries: 1979-88 (billions of U.S.$) 

Year Export (FOB) Imports (FOB) Trade Balance Current Account 

1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 

94.2 
127.1 
126.1 
111.5 
111.1 
123.4 
119.2 
98.6 

101.5 
112.2 

96. I 
122.7 
133.6 
108.3 
82.8 
80.2 
78.4 
75.7 
83.3 
90.3 

- 1.9 
4.4 

-7.5 
3.2 

28.3 
43.2 
40.8 
22.9 
18.8 
22.3 

- 24.6 
-29.5 
-50.3 
-50.6 
- 15.2 
-0.6 
-0.1 

-11.8 
- 14.0 
- 10.5 

Source: IMF's World Economic Outlook (April 1987). 

Table 4.5 Capital Inflows and Net Transfer of Resources in Latin America: 
1976-86 (billions of U.S.$) 

Year Net Capital Inflows Net Interest Payments Net Transfer of Resources 

15.5 
11.5 
10.4 

1976 17.9 6.8 
1977 17.2 8.2 
1978 26.2 10.2 
1979 29.1 13.6 
1980 29.4 17.9 
1981 37.5 27. I 
1982 20.0 38.7 - 18.7 
1983 3.2 34.3 -31.2 
1984 9.2 36.2 
1985 2.4 35.3 - 32.9 
1986 8.6 30.7 - 22.1 

Source: CEPAL (1986b, table 14). 

exceeded $70 billion in the short period of three years between 1980 
and 1983! 

These very rapid adjustments in the current account and trade bal- 
ance were achieved in all cases by reductions in imports and in in- 
vestment. As can be seen from table 4.4 in the highly indebted countries 
the nominal dollar value of exports was lower in 1986 than in 1980, 
with the magnitude of this decline exceeding 15 percent. This drop was 
basically the result of a decline of almost 25 percent in the export prices 
of these countries between 1980 and 1986. In Latin America the de- 
terioration of the terms of trade was so severe (see table 4.6), that in 
spite of an increase in the quantity of exports of 30 percent between 
1980 and 1986, 100 percent of the net adjustment of the trade balance 
improvement has also been achieved by means of a reduction of imports. 



Table 4.6 Terms of Trade in Latin America Between 1981 and 1986 (Index, 1980 = 100) 

Cumulative 
Rate 

Index Rate of Change (%) of Change (9 

I984 1985 1986 1981-86 

Latin America 

Oil Exporters 
Bolivia 
Ecuador 
Mexico 
Peru 
Venezuela 

Oil Importers 

Argentina 
Brazil 
Colombia 
Costa Rica 
Chile 
El Salvador 
Guatemala 
Haiti 
Honduras 
Nicaragua 
Panama 
Paraguay 
Dominican Kepublic 
Uruguay 

87 92 sn no 
95 97 93 63 
97 112 110 86 
82 96 85 58 
93 86 x4 62 
96 94 89 77 

104 116 114 62 

82 89 83 94 

82 99 87 75 

94 101 97 114 

84 78 72 79 

85 88 83 95 

93 96 76 95 
83 10s 97 119 
91 95 97 105 
90 134 110 102 

99 99 93 96 

78 86 83 102 

86 90 88 107 

83 73 69 87 

66 83 8s IW 

77 8s 72 83 

-9.0 

- 10.3 
4.0 

- 1.3 
- 13.9 
- 9.5 
- 7.9 

- 8.3 

- 11.7 
- 6.0 

2.2 
- 2.0 
- 13.2 

2.2 
- 5.5 

3.6 
-5.3 
- 10.3 
- 12.6 
-31.3 

3.8 

6.9 

1.1  

5.0 
2.7 

- 17.7 
6.7 

19.7 
8.9 

-0.1 

- 4.6 
- 2.5 

2.8 
9.6 

3.4 
- 10.7 

0.9 
- 3.3 

9.7 
-3.9 
- 5.5 

6.9 

8.3 

-11 .8  

6.5 

2.0 
16.4 
17.0 
- 7.2 
- 2.8 
12.1 

9.4 

21 .0 
10.1 
6.9 
5.2 

- 6.3 
~ 12.0 

3.4 
26.1 

3.2 
26.9 
4.6 

49.8 
9.7 
0.4 

-5.0 -8.7 

-3.4 -32.2 
-2.2 -21.5 

-10.8 -31.9 
-2.3 -26.4 
-5.1 - 12.8 
- 1.9 -45.5 

- 6.6 12.8 

-12.1 -13.3 
-3.4 22.6 
- 3.9 17.6 
- 2.8 21.2 
- 8.0 9.3 
- 5.0 26.6 
-6.0 14.3 

2.7 22.5 
- 20.9 24.8 
- 7.8 23. I 

2.2 8.2 
- 17.9 -7.2 
- 14.8 15.2 
- 5.6 2.6 

20.0 

- 36.9 
- 13.8 

- 38. I 

- 38.0 

-41.9 

22.6 

~ 6.0 

- 24.9 
1.6 

13.9 
6.5 

- 21.3 
- 12.9 
-5.5 

4.4 
- 5.4 
19.4 
5.0 
2.3 

- 16.9 
- 4.0 

Source: CEPAL (1986b). 
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For the major debtors as a group, investment declined from an av- 
erage of 26 percent of GDP in 1973-77 to an average of 17.2 percent 
in 1983-86. Table 4.7 contains data on investment ratios for a selected 
group of countries. As can be seen, with the exception of Chile, which 
started from an exceedingly weak position, in all of these countries the 
gross investment ratio declined significantly after the crisis, with the 
cases of Nigeria, the Philippines, and Venezuela being particularly 
dramatic. In most cases public investment and investment in the con- 
struction sector were the components more severely curtailed. In the 
case of public investment this was a result of restrictive aggregate 
demand policies implemented immediately after the crisis. Naturally, 
this decline in investment has serious consequences for the prospects 
of renewed growth. Not only has the adjustment been costly in terms 
of current output and employment, but also in terms of future income. 

Most countries faced the need to reverse the direction of the net 
transfers by resorting to a combination of expenditure-reducing and 
expenditure-switching policies, including devaluation, the imposition 
of capital controls, and import quotas. The adjustment required both 
a significant increase in real interest rates as well as major relative price 
changes or real devaluations. In most cases the selection of policy 
packages was based on the perceived “effectiveness” of these policies 
in the short run, rather than on efficiency, income distribution, or 
welfare considerations. As a result of the efforts made to implement 
rapidly effective policies, a number of trade-offs between different 
objectives-including improvement in the current account and infla- 
tion-emerged during the process. 

In most countries the expenditure-reducing policies have been cen- 
tered on efforts to cut public expenditure. In a number of cases the 

Table 4.7 Gross Investment as Percentage of GDP in Selected Debtor 
Countries 

Average 1975-80 1984 

Argentina 
Bolivia 
Brazil 
Chile 
Ivory Coast 
Mexico 
Nigeria 
Peru 
Philippines 
Venezuela 

25.2 
29.5 
25.9 
13.2 
26.5 
24.4 
25.3 
16.6 
30.1 
34.3 

17.8 
28.5 
17.0“ 
13.7 
22.1a 
20.3“ 
14.4 
16.0 
17.1 
16.0 

Source: International Monetary Fund.  

“1983. 
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reduction of real public expenditure has been in fact very significant, 
with most of the cuts concentrating on public investment and govern- 
ment employees wages. According to CEPAL, in Argentina, Ecuador, 
Mexico, Uruguay, and Venezuela government expenditure was cut by 
more than 20 percent in real terms following the crisis.I1 Similarly, in 
Morocco real expenditure of the central government declined by 18 
percent between 1982 and 1984, while in the Philippines this reduction 
exceeded 25 percent between 1982 and 1985.12 

In spite of the effort to reduce overall public expenditures, govern- 
ment interest payments on the domestic and foreign debt increased 
quite significantly during the first five years of the adjustment process. 
This was a result of both the real devaluations engineered as part of 
the stabilization programs and of the deliberate policy of raising do- 
mestic interest rates in an effort to further curb aggregate expenditure. 
The negative effects of the devaluations on the interest bills of different 
governments are a good illustration of the trade-offs involved in the 
adjustment process. In the majority of the major debtors most of the 
foreign debt is owed by the government, either because the public 
sector originally contracted it, or because it took it over when the local 
private banking system collapsed, as in Chile. l 3  What real devaluations 
do is raise the (real) domestic currency cost to the government of raising 
the required funds to pay the interest bill. This effect has been signif- 
icant in countries like Argentina, Mexico, and Peru, where interest 
payments on public-sector foreign debt are a high proportion (i.e., 
approximately 20 percent) of total government expenditure.14 In a num- 
ber of countries, most notably in Argentina and Chile, the exchange 
rate policies followed during this period also became an important 
source of government expenditures. For example, in Argentina, the 
need to cover the exchange rate guarantee after the abandonment of 
the “tablita” generated staggering fiscal outlays. Similarly the adoption 
of a preferential (lower) exchange rate for foreign currency debtors in 
Chile resulted in an implicit subsidy that absorbed large amounts of 
foreign resources. l 5  

In spite of the relatively successful efforts to reduce public expen- 
ditures, fiscal deficits increased in relation to the precrisis period in the 
major debtors as a group (see table 4.8). This was mainly due to the 
fact that in many of these countries total tax revenues were negatively 
affected by the recessions that followed the crisis. The steep increase 
in interest rates that took place in most countries also impacted neg- 
atively the fiscal accounts, by means of its effect on the public-sector 
domestic debt. Moreover, in most cases the sources of fiscal deficit 
financing were affected by the crisis. Up to 1982 in most instances the 
public-sector deficits were financed by foreign borrowing. The drying 
up of this source of funds forced the local governments to turn to the 
inflationary tax and to issuing additional domestic public debt. 
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Table 4.8 Monetary Policy, Fiscal Policy, and Inflation in Highly Indebted 
Countries 

Central Government 
Annual Percentage Fiscal Deficits as Average Percentage 

Year Change of Broad Money Percentage of GDP Change of CPI” 

1979 
I980 
1981 
I982 
1983 
1984 
1985 
1986 
1987 
1988 

51.8 
55.2 
64.0 
69.3 
86.7 

117.7 
125.4 
73.9 
n.a. 
n.a. 

0.8 
0.8 
3.7 
5.4 
5.2 
3. I 
2.7 
4.5 
3.6 
n.a. 

40.8 
47.4 
53.2 
57.7 
90.8 

116.4 
126.9 
76.2 
86.3 
87.2 

Source: International Monetary Fund. 
AAverage annual inflation for 1969-78 was 28.5 percent. 

The need to use inflationary financing placed pressure on the mon- 
etary and domestic credit policies which became significantly more 
expansive than the IMF, the World Bank, and the private bank officials 
felt they should have been. Table 4.8 contains summary data on mon- 
etary policy, the fiscal deficit, and the average rate of inflation in these 
countries. These data quite clearly illustrate some of the most inter- 
esting features of the emergency phase of the adjustment process. As 
is pointed out in more detail below, contrary to the historical experience 
with IMF sponsored programs, these have been stabilization programs 
with acceleration in monetary expansion, persistent high fiscal deficits 
that largely exceed the levels that prevailed before the crisis, and very 
high inflation. 

The restraint of wage increases was, in most countries, another major 
component of the expenditure-reducing package. Table 4.9 contains 
data on the evolution of real wages in selected Latin American coun- 
tries. As can be seen, with the exception of Argentina, Brazil, and 
Colombia, the decline in real wages has been significant. 

In most countries the adjustment also relied on higher real interest 
rates, which helped keep expenditure, and in particular investment, in 
check. It should be noted, however, that in some cases the rise in real 
interest rates began some time before the “official” unleashing of the 
debt crisis in August of 1982. For example, in the countries of the 
Southern Cone, real interest rates began to climb quickly in mid-1981 
as these economies were becoming clearly overheated; higher interest 
rates were in fact an early sign that in these countries the need for 
adjustment was quickly approaching. In Argentina the annual real lend- 
ing rate had already reached 19.3 percent in 1981, a figure that was 
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Table 4.9 Evolution of Real Wages in Selected Latin American Countries 
(percentage variation) 

1981 1982 1983 1984 1985 Present Crisis" 

Argentina 
Brazil 
Colombia 
Costa Rica 
Chile 
Ecuador 
Mexico 
Peru 
Uruguay 

- 10.6 - 10.4 25.5 26.4 -15.2 
8.5 12.1 -7.3 -6.7 7.1 

- 11.7 - 19.8 10.9 7.8 8.9 
1.4 3.4 5.2 7.4 -2.9 

9.1 -0.4 - 10.6 0.3 -4.5 
-13.8 -11.9 -16.2 -1.3 -3.2 

3.6 0.8 -22.7 -6.2 1.2 
-1.7 2.3 16.8 - 15.2 -15.3 

7.5 -0.3 -20.7 -9.2 14.1 

7.8 
12.6 
13.4 
- 7.8 
- 14.8 
- 39.2 
- 26.1 
- 38.9 
- 18.1 

Source: CEPAL (1986b). 
"As the crisis did not begin simultaneously in all the countries included, cumulative 
variations have been calculated over different periods in order to reflect the impact of 
adjustment on real wages more accurately. Figures in this column thus show the variation 
registered between 1980 and 1985 for Colombia, Chile, Mexico, Peru, and Uruguay. 

significantly higher than the average of 1.5 percent that prevailed during 
1978-80. In 1982 and 1983, as the effects of the debt crisis per se were 
being felt, the real lending interest rates remained high (around 12 
percent per annum) but not as high as the level attained in 1981. Chile 
presents a similar case, as in 1981 the annual real interest rate reached 
58.1 percent, a figure much higher than the average of the previous 
two years (8.5 percent). During 1982 and 1983 the real lending rate 
declined to the still remarkable level of 16 percent per annum (Ramos 
1986). 

Although in the Southern Cone real interest rates began climbing 
almost a whole year before August 1982, the debt crisis further shocked 
the already weakened financial sector. In particular, in Chile the halt 
of capital inflows was partially responsible for the timing and magnitude 
of the financial debacle of late 1982 and 1983. By the end of 1982 the 
foreign debt of the Chilean banking system exceeded 6.6 billion in U.S. 
dollars, a remarkable figure when compared to the mere $0.6 billion 
(U.S.) of debt in 1978! These funds had been obtained without any 
government guarantee and had mainly been used to finance the oper- 
ations of the large private conglomerates-the so-called grupos. By 
mid-1982 a large proportion of these loans were in fact bad loans, as 
owing to a number of factors including the real overvaluation of the 
peso, the grupos were facing very difficult financial times. During 1982 
the amount of foreign funds available to the Chilean banks was reduced 
by more than 75 percent, generating a fatal blow to the troubled financial 
sector. As a result of these difficulties, in January 1983 the government 
stepped in, liquidating two banks and nationalizing others. Responding 
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to pressures by the international banks the Chilean government decided 
to take over these banks’ foreign debt, guaranteeing its payment. Par- 
adoxically, at the end of 1983 the Chilean financial sector was in some 
ways at the same juncture as it had been ten years before, in the midst 
of the Allende socialist government. It had been nationalized and was 
tightly controlled by the state (see Diaz-Alejandro 1985 Edwards and 
Cox-Edwards 1987). 

After August of 1982 most countries also relied on expenditure- 
switching policies. These consisted in most cases of a combination of 
nominal devaluations and, at least initially, of a major escalation in the 
degree of trade restrictions. 

The extent of the devaluations varied from country to country and 
were particularly severe in Latin America. In an effort to assure that 
the effects of the nominal devaluations on the real exchange rate did 
not erode through inflation, most countries adopted some kind of active 
exchange rate management where the exchange rate continued to be 
adjusted after the initial parity change. In fact, as of July 1986, out of 
the 15 major debtors 12 had some sort of crawling peg regime consisting 
of periodical adjustments of the nominal rate somewhat related to the 
differential between internal and external inflation. 

Another important feature of the exchange rate policy followed by 
many countries was the adoption of multiple exchange rates. This ba- 
sically served three purposes. First, by implementing differential ex- 
change rates for capital and current account transactions-as in 
Venezuela-the authorities hoped to separate real transactions from 
the supposed volatility of capital movements. More important, how- 
ever, by imposing a free-floating exchange rate on unregistered capital 
flows the Venezuelan authorities tried to discourage capital flight with- 
out greatly affecting the current account. Second, multiple rates were 
also applied as a way to supplement the protective system. Indeed, 
when different exchange rates are applied to different commercial trans- 
actions, the resulting outcome is perfectly equivalent to a differentiated 
tariff schedule. This practice was again used by Venezuela, as well as 
by Mexico. And third, in some countries, such as Mexico, Chile, and 
Venezuela, a lower “preferential” exchange rate has applied to the 
private sector repayment of foreign debt. The rationale for this pref- 
erential rate was that in this way it would be possible to avoid the 
general bankruptcy of the private sector, which had borrowed heavily 
from foreign banks at  the previously fixed nominal exchange rate. 

Most countries were able to generate important real devaluations, 
which in some cases more than corrected the overvaluation that pre- 
ceded the crisis. In Turkey, for example, between 1982 and 1986 there 
was a 24 percent real effective devaluation, while in the Philippines 
the real devaluation amounted to more than 8 percent. It was, however, 
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Table 4.10 Real Effective Exchange Rate Indixes, 1980 = 100 (Trade Weight 
at 1980) 

Argentina Bolivia Brazil Chile Mexico Peru Venezuela 

1980 100.00 100.00 100.00 100.00 100.00 100.00 100.00 
1981 99.1 I 79.75 84.06 85.52 87.97 85.77 89.00 
1982 177.98 58.21 77.60 92.00 112.34 81.15 80.66 
1983 188.62 71.15 91.10 115.91 132.97 85.59 75.51 
1984 139.35 28.42 102.65 118.12 114.66 87.91 105.67 
1985 173.78 9.5 103.85 145.52 106.22 101.91 104.81 
1986 203.71 103.93 111.68 162.39 135.61 84.98 100.81 

Note: An increase of this index indicates real devaluation, while a decline is a real 
appreciation. These real effective exchange rate indexes have been computed as  the 
trade-weighted geometric average of the bilateral exchange rates adjusted by the ratio 
of domestic consumer price index to the corresponding trade partner wholesale price 
index. 

in the Latin American countries that the more important turnarounds 
of real exchange rate behavior were achieved. As can be seen in table 
4.10, in all of these countries the real effective exchange rate index 
shows that there have been significant real depreciations between 1982 
and 1986. 

As a result of these large nominal devaluations most countries ex- 
perienced important increases in their price levels. As noted above, in 
an effort to avoid the erosive effects of these price increases the Central 
Bank authorities decided to resort to further devaluations as a means 
of maintaining a high real exchange rate. Naturally this practice added 
fuel to the already accelerated rates of inflation (see table 4.11). 

Table 4.11 Rate of Devaluation and Rate of Inflation in Selected Debtor 
Countries 

Average Annual Devaluation Average Annual Inflation 
(%) (%) 

Argentina 
Brazil 
Chile 
Ivory Coast 
Mexico 
Nigeria 
Peru 
Philippines 
Venezuela 

301.2 
195.1 
39.5 

1.3 
81.5 
18.9 

111.4 
24.3 
17.1 

366.5 
175.5 
24.2 
19.9 
76.9 
21.9” 

113.5 
19.6 
10.3 

Source: IMF, lnrernarional Financial Starisrics. 
“1982-85. 
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Immediately following the crisis in many (but not all) of the major 
debtors the devaluation policies were supplemented by the imposition 
of trade restrictions. Table 4.12, for example, presents data on some 
of the policies implemented by four countries. 

An important question is whether the use of quantitative restrictions 
(QRs) instead of tariffs or more substantial devaluations during the 
initial phases of the adjustment has introduced unduly high costs in 
terms of growth and efficiency. A well-known proposition in the theory 
of commercial policy is that, in terms of welfare and income distri- 
bution, tariffs are generally superior instruments than quotas as a means 
to restrict trade.16 That type of analysis, however, is static and assumes 
perfect information on behalf of the authorities; according to this simple 
setting the relevant elasticities are known and thus it is possible to 
compute the exact height of the desired tariff. In reality, however, things 
are quite different, since the magnitudes of elasticities are only known 
in a very imprecise way. This means that in order to achieve a certain 
volume of imports with the use of tariffs, it is necessary to go through 
a trial and error process. This type of procedure may be very ineffective 
in cases such as the debt crisis where the foreign exchange value of 
imports has to be reduced very quickly, and where there are high 
penalties associated with surpassing that (much reduced) level of im- 
ports. For a small country that faces given foreign currency prices of 
imports, the use of quotas is an effective way of being sure that the 
value of imports (in foreign exchange) will not exceed a certain level. 

Table 4.12 Examples of Additional Trade Restrictions during the 
1982-86 Period 

Argentina 1984: Decree 4070. All imports require a permit. All imports 
competing with local production are subject to authorization 
(with consultations to domestic producers' associations). 
Tariff surcharge of 10 percent over imports and 9 percent for 
exports. 

Import surcharges ranging from 4 to 28 percent imposed 'on 
more than 30 items. Also, two-tier exchange rate established 
Import tariffs raised from 10 percent to uniform 20 percent. 
Import tariffs temporarily hiked to 35 percent. 
The uniform import duty system is stabilized at 20 percent 
(from the earlier uniform level of 10 percent). 

QRs were imposed on all imports (during the 1970-80 decade 
QRs only affected 60 percent of imports). 

Venezuela 1983: Foreign exchange controls and a two-tier official exchange-rate 

1985: 

Chile 1982: 

1983: 
1984: 
1985: 

Mexico 1982: 

system. QRs on 70 percent of final consumption goods. 

Source: The World Bank. 
QRs = quantitative restrictions. 
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As long as countries need to establish credibility regarding their will- 
ingness to adjust, it is particularly important not to surpass the prees- 
tablished level of imports. 

Although there is some justification for the (very) short-term use of 
QRs in the very first phase of the adjustment, there are no good reasons 
for maintaining their use for long periods of time. From an efficiency 
perspective QRs have well-known undesirable effects. For example, 
Buffie and Sangines (1987) have argued that the generalized use of QRs 
in Mexico in 1982-84 resulted in an unnecessary reduction of imports 
of intermediate inputs, which greatly hurt the Mexican economy. 

Some countries have recently relaxed trade restrictions, while others 
have announced some easing up for the near future. In Chile, for ex- 
ample, tariffs were reduced to a 20 percent uniform level. Mexico has 
taken some steps towards reducing the coverage of licenses, while in 
Bolivia, as part of the stabilization program aimed at stopping hyper- 
inflation, quotas have been abolished and tariffs reduced. As is dis- 
cussed in more detail below, in many countries trade liberalization 
packages are being discussed as a part of conditionality agreements 
with the multilateral institutions. 

In spite of the significant efforts to adjust made by most of these 
countries-and of the costs incurred in the process-the magnitude of 
their trade surpluses has systematically fallen short of their interest 
payments. In Latin America, for example, in 1986 the interest bill 
amounted to 5.3 percent of GDP while the trade surplus reached 2.3 
percent of GDP. In most countries up to now this financing gap has 
been closed, usually after long and protracted negotiations, by packages 
of funds provided by the banks and the multilateral institutions. It is 
important to notice, however, that the banks have been able to signif- 
icantly reduce their exposure to the major debtors in spite of the fact 
that they have made some contributions to financing these funds short- 
falls (see IMF 1987). 

Up to now banks have relied on the policing activities of the mul- 
tilateral institutions, and in particular of the IMF, for determining 
whether a particular country is making a “sufficient” effort to adjust. 
A question that is still unresolved is whether the banks will make a 
serious commitment to providing additional financing to the indebted 
countries in the next few years. 

A number of studies have suggested that for the great majority of 
the highly indebted countries it would not be possible to generate in 
the short run trade surpluses of a magnitude sufficient to cover interest 
payments without further decreasing the level of real consumption. 
Selowsky and van der Tak (1986), for example, have estimated that a 
“typical” major debtor would need additional financing for approxi- 
mately five years in order to experience some recovery in real con- 
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sumption (2 percent per year) and in real income (4 percent per year). 
Under these assumptions, since the rate of growth of income exceeds 
that of consumption, domestic savings rise continuously. According to 
this simulation exercise after five years “the typical” major debtor 
would start to amortize its debt. After six more years the debt would 
have been reduced to “normal” levels, and the country would again 
be “creditworthy.” Cline (1987) has recently argued, along similar lines, 
that banks could and should indeed increase the amount of funds being 
intermediated to those countries that show progress in their adjustment 
efforts. 

4.2.3 Crisis Adjustment and Traditional Stabilization Programs 

The above discussion shows that, in spite of the active involvement 
of the International Monetary Fund, the programs followed by most 
of the major debtors between 1982 and 1986 differed in a number of 
key respects from the typical IMF sponsored program of the pre-1982 
era. These differences mainly involve the selection of policy packages, 
as well as the availability of additional financing. Also, the behavior of 
the exogenous variables, including the international environment, has 
tended to differ from the historical experiences. 

According to Khan and Knight (1985) we can distinguish a macro- 
economic and a structural adjustment component in the typical IMF 
program. The macro or demand management package is mainly based 
on restrictive monetary, fiscal, and domestic credit policies, aimed at 
eliminating the disequilibrium between aggregate demand and aggregate 
supply, improving the current account, and reducing inflation. Special 
emphasis is usually placed on the control of fiscal deficits. The struc- 
tural adjustment or resource reallocation package, on the other hand, 
usually includes three main policy blocks: (1) trade liberalization, 
(2) financial reform, and (3) major devaluation including exchange rate 
unification in the case of multiple rates. 

The objectives of the structural adjustment component of conven- 
tional programs are to increase efficiency, raise investment, and en- 
hance growth opportunities. Historically, for most countries the 
implementation of IMF sponsored programs has not taken place at the 
same time that a gigantic foreign debt is being serviced. Quite the 
contrary, it has usually been assumed that while implementing the 
structural reforms, these countries can command significant additional 
net funds from abroad (see Khan and Knight 1985). Although this may 
have been the case in the past, it is very far from today’s reality, when 
the highly indebted countries have to generate a significant net transfer 
of resources to the rest of the world. 
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In terms of outcome, an historically “successful” IMF program can 
be described by a reduced fiscal deficit, lower inflation, more liberalized 
trade, and an improvement in the current account and balance of pay- 
ments. In many ways the current (1982-86) adjustment looks very 
different from this IMF blueprint. Generally speaking, and as is cap- 
tured by tables 4.8 and 4.11, this has been an inflationary adjustment 
process with high and persistent fiscal deficits. Additionally there has 
been an escalation in the degree of distortions of the external sectors, 
with a profusion of QRs and multiple exchange rates. 

The behavior of investment has also been very different during the 
current crisis adjustment period when compared to the historical epi- 
sodes. In a detailed study of 39 historical episodes of structural ad- 
justment programs between 1962 and 1982, Edwards (forthcoming) 
found that for the group as a whole the investment ratio did not ex- 
perience a significant decline in any of the four years following the 
implementation of the programs. Moreover, according to this study, on 
average in these historical episodes it is not possible to detect, as in 
the current case, significant declines in real output. 

To a large extent the “unorthodoxy” of these new stabilization and 
adjustment programs can be attributed to three main factors: (1) the 
magnitude of the adjustment required, (2) the urgency with which it 
had to be implemented, and (3) the global nature of the crisis. In a 
way, when faced with the trade-offs between current account correc- 
tions, efficiency of the adjustment, and inflation, these countries opted- 
or were forced to opt-for the current account improvements placing, 
at least during the initial phases of the process, little priority on in- 
flation, efficiency, or costs. Implicitly the IMF endorsed or encouraged 
these adjustment programs, in spite of the fact that they departed from 
its traditional view. Now, however, as things are somewhat under 
control, more emphasis is indeed being placed on efficiency, growth, 
and other social costs. These issues are discussed in more detail in 
section 4.3. 

4.3 Trade Liberalization and Adjustment with Growth 

The emergency packages implemented until now have succeeded in 
averting what some considered to be an almost sure collapse of the 
world financial system. This has been achieved, however, at a signif- 
icant cost for the major debtors in terms of decline in employment, 
income, and standard of living. The key question now is how to move 
from the current situation towards what we can call phase 2 of the 
adjustment process, a phase characterized by adjustment with growth. 
At a more concrete level, the Baker and the Bradley plans, among 
other initiatives, clearly reflect the preoccupation of politicians with 
this issue. 
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A number of authors-and indeed the supporters of the Baker plan, 
as well as the IMF-believe that a rapid trade liberalization, coupled 
with devaluation, privatization, and financial reform, is the most rea- 
sonable strategy to achieve these objectives. I 8  For example, Balassa 
et al. (1986, 88) have recommended that, among other things, the de- 
veloping nations should eliminate all QRs and reduce, in a period of 
five years, imports tariffs to a uniform 15 to 20 percent; these tariff 
reforms should be coupled with significant devaluations in order not 
to “deprotect” the tradable goods sectors.19 To a large extent these 
recommendations are very similar to what many economists have been 
advocating for many years for the developing countries. However, 
these new proposals are more drastic, in the sense of arguing for a 
bolder movement towards free trade. The current proposals on signif- 
icant trade liberalizations have not involved a detailed discussion of 
the important issues related to strategy, including the appropriate speed 
and sequencing of reform. Also, there has been little consideration on 
the possible short-run trade-offs between these liberalization reforms 
aimed at improving efficiency and other objectives of the overall 
programs. 

Most of the traditional literature on trade liberalization has assumed 
that these reforms take place in the absence of a foreign debt overhang 
problem. Moreover, many writers have assumed that during the trade 
reform process countries will be able to attract substantial voluntary 
lending. McKinnon (1973, 1982), for example, has forcefully warned 
us of the dangers related to excessive capital inflows during a trade 
liberalization episode. However, it is clear that at the present time, in 
the vast majority of LDCs there is very little danger of trade liberali- 
zation attracting excessive (or indeed any) voluntary capital inflows. 
Today, the problem is quite the opposite: Countries have to generate 
a positive resource transfer to the rest of the world. 

The purpose of this section is to analyze some specific issues related 
to trade reforms. I first discuss the relation between outward orien- 
tation, trade liberalization, and export promotion. I then analyze issues 
related to the order and speed of reforms, focusing on the relation 
between stabilization policies and trade reforms and on the unemploy- 
ment effects of liberalization. Finally I deal with the role of devaluation 
and of credibility during a structural adjustment process. 

4.3.1 Outward Orientation, Export Promotion, 
and Trade Liberalization 

There is by now an impressive amount of empirical evidence sug- 
gesting that countries that have adopted outward-oriented development 
policies, which emphasize export promotion, have outperformed those 
countries that have followed inward-oriented strategies based on import 
substitution. Even CEPAL-not exactly known for its endorsement of 
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outward policies-has recently recognized that the excesses of import 
substitution have been very costly for Latin America: some of its senior 
staff members have recommended that in the future export promotion 
should play a more central role in that region’s development policies.20 

There seems to be relatively less agreement, however, on whether 
“trade liberalization” packages have played an important role in the 
performance of the outward-oriented economies. For example, in a 
recent paper Sachs (1987) questioned the idea that trade liberalizations 
are indeed a required component of successful outward-oriented strat- 
egies. Making reference to the experiences of the East-Asian coun- 
tries-Japan, Korea, Singapore, Taiwan, and Hong Kong-Sachs argues 
that the success of these countries was to a large extent due to an 
active role of government in promoting exports in an environment 
where imports had not yet been fully liberalized, and where macro- 
economic (and especially fiscal) equilibrium was fostered. Whether one 
agrees with Sachs depends on how outward orientation, export pro- 
motion, and trade liberalization are defined. Recently some confusion 
has emerged regarding these concepts, and it is not exactly clear what 
people mean by them. 

In the more traditional policy literature of the 1960s and 1970s trade 
liberalization was defined in a very general way: What economists 
usually meant was some relaxation of trade and exchange controls. In 
fact, in the by now classic NBER study on trade regimes directed by 
Bhagwati and Krueger, a liberalization episode was defined as a more 
extensive use of the price mechanism that would reduce the anti-export 
bias of the trade regime.*’ In her 1986 review article on the problems 
of liberalization, Krueger went as far as saying that even a (real) de- 
valuation in the presence of QRs constituted a liberalization episode. 
These are indeed very mild definitions of liberalization. In fact today 
very few people will raise an eyebrow about them. Only recently has 
“trade liberalization” acquired a more drastic connotation, meaning 
(for many people) an elimination of QRs coupled with a severe reduc- 
tion of import tariffs to a uniform level of around 10 percent. Moreover, 
recently trade liberalization has, in many ways, become synonymous 
with free-market policies involving minimum or no government inter- 
vention at any level.** 

The difference between the old and new definitions of trade liber- 
alization is, to a large extent, one of degree or intensity. While a de- 
valuation in the presence of QRs, or the replacement of QRs by (quasi) 
equivalent tariffs is a mild form of liberalization, the reduction of tariffs 
(with no QRs) to a uniform 10 percent or, for that matter, the complete 
elimination of tariffs is a very drastic liberalization. In order to clearly 
understand the different issues involved in policy discussions it is, 
crucial to specify the intensity of liberalization we are referring to. 
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Unfortunately this is not always done; the policy literature on the 
subject is plagued with imprecisions and ambiguities. 

There is little doubt that a successful export promotion policy re- 
quires some kind of trade liberalization. In fact, the historical evidence 
clearly shows that those countries that have successfully embarked on 
that kind of strategy have had a more ‘‘liberal’’ trade regime than those 
countries following indiscriminatory import substitution. The success- 
ful outward-oriented countries have generally had lower coverage of 
prior license systems, lower average tariffs, less dispersion in their 
tariffs, and less episodes of real exchange rate o v e r ~ a l u a t i o n . ~ ~  

In a recent major multi-country study by the World Bank it was 
found that there was a clear relation between movements toward more 
liberal trade systems and a higher performance (Papageorgiou, Mi- 
chaely, and Choksi 1986). In that regard, the case of Korea-one  of, 
if not the most successful of the export-oriented countries-is very 
educating. In 1985, for example, 90 percent of Korean imports were 
subject to automatic approval (Lee, were not subject to any form of 
QRs) and the average tariff rate was only 26 percent. Moreover, the 
tariff structure was characterized by higher tariffs concentrated on final 
goods, with capital equipment and intermediate inputs having relatively 
low degrees of p r o t e ~ t i o n . ~ ~  This extent of import protection was sig- 
nificantly below that of most of the developing nations and also below 
the degree of Korean protection in 1965, before the outward-oriented 
policy was embraced. The Korean experience of export promotion 
coupled with trade liberalization can be contrasted with the Chilean 
case. Between 1975 and 1979 a drastic trade liberalization that elimi- 
nated all QRs, and reduced tariffs to a uniform 10 percent in four years 
was implemented in Chile; in addition, as part of a massive move 
towards free market orientation, this period’s policies almost com- 
pletely eliminated the government’s role in defining external sector 
strategies. By allowing the real exchange rate to slip by approximately 
30 percent between 1979 and 1982, the Chilean experience of that period 
became one of ultra trade liberalization without export promotion (see 
Edwards and Cox-Edwards, 1987). 

Within the Latin American context Colombia after 1967 provides 
another educating example of successful export promotion with some 
trade liberalization. Until that year the Colombian external sector was 
highly distorted and had been subject to deep and recurrent crises; 
coffee exports provided most foreign exchange, and the Colombian 
economy was subject to the vagaries of the world coffee market. In 
1967 three major measures were taken. First, any attempt to fix the 
exchange rate was abandoned, and a crawling peg system aimed at 
avoiding real exchange rate overvaluation was adopted. Second, an 
aggressive export promotion program was enacted. Here a subsidies 
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scheme-the so-called CATS-and the government export promotion 
office (Proexpo) played an important role. And third, imports were 
greatly liberalized; in 1983 the average tariff in Colombia was only 29 
percent, while the proportion of imports subject to QRs had greatly 
declined since 1967. As a consequence of these policies the Colombian 
noncoffee exports sector has performed in an efficient way, helping 
Colombia sustain a vigorous growth rate during the last 20 years.25 In 
fact, today Colombia stands alone among the Latin American nations 
as a country that escaped the traumatic debt experience of the crisis 
while being able to maintain a reasonable rate of growth. 

Although the evidence supporting the merits of outward orientation 
is abundant, there is no well-developed theoretical model-or empirical 
evidence for that matter-linking very low (or zero) import tariffs to 
higher growth.26 Nor is there evidence suggesting that a completely 
“hands-off’’ policy on behalf of the government is the most desirable 
alternative. In fact, the success of the East Asian countries with export- 
led growth suggests that some selectively determined degree of inter- 
vention specially aimed at supporting exports, played a key role.*’ In 
this section no attempt will be made to solve the difficult and very 
important question of the optimal degree of government intervention, 
or of the optimal level and structure of import tariffs. This is indeed 
one of the most difficult question of economic policy, whose answer 
(even at the purely abstract and theoretical level) will depend on the 
existence of other distortions, the completeness of markets, and the 
availability of other policy tools, among other things. Instead we will 
proceed under the assumption that in most of the highly indebted coun- 
tries the current structure of import protection is higher than the (un- 
known) optimal level and that, in the long run, these countries will gain 
from engaging in sume trade liberalization that is aimed at reducing 
import tariffs and making them uniform. Under these (very plausible) 
assumptions, in the rest of this section we will discuss specific issues 
dealing with the appropriate speed and sequencing of the trade liber- 
alization component of an outward-oriented strategy. 

4.3.2 Trade Liberalization with a Government Budget Constraint 

An important policy question is whether the trade liberalization com- 
ponent of an outward-oriented strategy should be attempted at the same 
time as a country is embarked on a severe stabilization and anti- 
inflationary program. Not surprisingly, the answer depends on the in- 
tensity of the trade reform and of the ongoing inflation. 

Historically, there has been a close link between mild trade liberal- 
izations and stabilization programs.28 Consider the following typical 
scenario leading to a stabilization program coupled with a mild to me- 
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dium trade liberalization effort:29 At some point in time the authorities 
of a particular country decide to pursue a fiscal policy that is incon- 
sistent with the chosen nominal exchange rate regime, usually a pegged 
rate. Given the underdeveloped nature of the domestic capital market, 
the fiscal expansion is basically financed with domestic credit creation. 
As a result, there will be a loss of international reserves; domestic 
inflation will exceed world inflation, and the real exchange rate will 
become increasingly overvalued. In an effort to stop the drainage of 
reserves the authorities will usually respond by imposing exchange 
controls and by increasing the degree of restrictiveness of the existing 
trade impediments: tariffs will be hiked and QRs will be imposed. 
Naturally, as long as the ultimate causes of the macroeconomic dis- 
equilibrium-that is, the inconsistent credit and fiscal policies-are not 
tackled, all the authorities will gain by imposing new trade restrictions 
is a delay in the need for corrective macroeconomic measures. The 
real exchange rate will become more overvalued, international reserves 
will continue to decline, and a black market for foreign exchange will 
emerge. At some point this disequilibrium situation will become un- 
sustainable, and a stabilization program, usually under the aegis of the 
IMF, will be enacted. This program will usually consist of a significant 
nominal devaluation geared at correcting the overvaluation developed 
in the previous period, of a contractionary macroeconomic policy, and 
of a liberalization of trade restrictions aimed at dismantling those con- 
trols imposed during the expansionary phase of the process. These 
types of trade liberalizations have historically been mild and have sel- 
dom consisted of complete elimination of QRs and major tariff reduc- 
tions of the kind now recommended for the indebted countries.30 

Table 4.13 contains a summary on the evolution of trade exchange 
and capital controls in the period immediately following the adoption 
of 14 major Latin American stabilization episodes. In determining the 
timing of these programs, the implementation of the major nominal 
devaluation was taken as defining the beginning of the program. As 
may be seen, in many countries there were mild, and sometimes short- 
lived liberalizations; out of these 14 episodes we do not find a single 
major liberalization attempt. 

Perhaps Chile during 1975-81 constitutes the most notable case of 
a major liberalization undertaken in conjunction with a major stabi- 
lization effort. The trade liberalization that eventually eliminated all 
QRs and reduced tariffs to a uniform 10 percent level was pursued at 
the same time as inflation was being reduced from 400 percent to 10 
percent.3' The Chilean episode illustrates very vividly one of the most 
serious trade-offs that emerges when a major liberalization is under- 
taken at the same time as a major anti-inflation program. As in most 
successful stabilization programs, in the last phase of the Chilean 
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Table 4.13 Summary of Evolution of Exchange Controls and Trade 
Restrictions after Enactment of Stabilization Programs in Selected 
Latin American Countries 

Payments Tariffs, Restrictions 

Country Year Current Transactions Related Measures Transactions 
Restrictions on  Duties, and Cost- on Capital 

Argentina 

Bolivia 

Bolivia 

Chile 

Colombia 

Colombia 

Colombia 

Costa Rica 

Ecuador 

Ecuador 

1970 

1972 

1979 

1982 

I962 

1965 

1967 

I974 

1961 

I970 

Decreasing 
restrictions for one 
year. Then highly 
restrictive 

No significant 
changes 

No significant 
changes 

No changes for 2 
years 

Decreasing 

Short-lived 
liberalization 

Slow liberalization 

Very short run 
liberalization 

No clear pattern 

Slight liberalization 

Short run 
liberalization; 
abrupt increase 
in tariffs 6 
months after 
devaluation 

No change for 1 
year. Rapid 
increase in tariffs 
I year after 

Mild 
liberalization 

Slight increase in 
tariffs: no 
advanced 
deposits. 

Liberalization of 
advanced 
deposits 

Short-lived 
liberalization of 
advanced 
deposits 

Slow 
liberalization 

Short run 
liberalization 
tariffs were later 
raised 

No change in 
tariffs: increase 
in advanced 
deposits rates 

Mild reduction in 
tariffs: important 
liberalization of 
advanced 
deposits 

Increased 
restrictiveness 

No change 

Slight 
liberalization 
of capital 
movement 
ceilings 

Slight 
reduction and 
then increase 
in restrictions 

No change 

After 14 
months 
restrictions 
greatly hiked 

Mild 
liberalization 

Restrictions 
on capital 
flows 
introduced 

No change 

Mild 
liberalization 
of capital 
movement 
restrictions 
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Table 4.13 (continued) 

Payments Tariffs, Restrictions 
Restrictions on Duties, and Cost- on Capital 

Country Year Current Transactions Related Measures Transactions 

Nicaragua 1979 Very slight No changes Very sharp 
liberalization increase in 

degree of 
restrictions 

Peru 1967 Increased Tariffs raised Sharp 
restrictiveness increase in 

restrictions 

Peru 1975 No significant Increase in tariffs Slight 
change levels liberalization 

Venezuela 1964 Slight increase in No change No change 
restrictiveness 

Source: Constructed from information obtained from various issues of the IMF's Annual 
Report on Exchange Arrangements and Exchange Restrictions and from various issues 
of Pick's Yearbook and World Currencies Yearbook. 

stabilization effort when inflation was reduced from 40 percent to 9 
percent per annum, there was a significant real exchange rate appre- 
ciation that reduced the degree of competitiveness of the tradables 
sector at a time when, because of the trade reform among other factors, 
the equilibrium real exchange rate had significantly depreciated. In 
the Chilean case this real appreciation was partially the result of the 
active use of exchange rate management to bring down inflation; in 
mid-1979 the nominal exchange rate was fixed relative to the dollar. 
As is well known by now this real appreciation played an important 
role in the disappointing outcome of the Chilean episode; it seriously 
deprotected the tradables sector, it generated perverse expectations 
of devaluation and, ultimately, it conspired with the high real interest 
rates to provoke the worst financial debacle of Chilean history (Ed- 
wards and Cox-Edwards 1987). 

A crucial objective of any stabilization program and, as pointed out 
in section 4.2, indeed of those undertaken by the major debtors, is to 
reduce the magnitude of the fiscal deficit. Many times there will be an 
important trade-off between a trade liberalization that reduces import 
tariffs and the achievement of this fiscal objective. Surprisingly, the pol- 
icy and theoretical literatures on trade liberalization policies have most 
times tended to ignore the fiscal role of tariffs in the developing nations. 
Most theoretical and policy discussions on trade liberalization assume, 
along the lines of traditional trade theory, that tariff proceeds are handed 
back to the public. In reality, however, things are very different, with 
governments using tariff proceeds to finance their expenditure. This is 
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particularly the case in many of the poorer developing countries where 
for different institutional reasons taxes on international trade represent 
a high percentage of government revenue. Table 4.14, for example, con- 
tains data on the fiscal importance of taxes on international trade for 
eight countries. As may be seen, taxes on trade are as high as one-third 
of the total revenue of the central government. 

As long as tariff rates are below the maximum revenue tariff, there 
will be a trade-off between trade liberalization and the generation of 
the government surplus required to finance debt servicing. While the 
reduction of tariffs will generally reduce distortions, it will also have 
a negative effect on government finances. What is required, then, is to 
replace trade restrictions by less distortive taxes that can generate the 
same (or a higher) amount of revenue. This, of course, means that 
major reforms of the tax system would be required in most countries. 
As long as this tax reform effort also focuses on efficiency aspects, it 
will tend to be concentrated on the imposition of a value-added tax 
(VAT), among other taxes. This is not easy and takes time, as a number 
of efforts to implement sweeping tax reforms have recently shown. Tax 
reforms are not only politically difficult to have approved, but from an 
administrative perspective it is many times very difficult to get them 
going. This is particularly the case in the poorer countries where the 
preexisting tax system is extremely rudimentary. Indeed the recent 
Indonesian tax reform has very clearly shown the difficulties involved 
in these types of efforts. (See Conrad and Gillis 1984). However, in 
middle income countries where there is an operating tax system of 
some sophistication, a major tax reform can be implemented with some 
speed. The Chilean tax reform of 1975 is, in that sense, a good example; 

Table 4.14 Taxes on International Trade as a Percentage of Government 
Revenue: Selected Developing Countries, 1984 

Argentina 
Bolivia 
Chile 
Indonesia 
Korea 
Mexico 
Peru 
Philippines 

Import Tariffs 1' ( 
Total Tax Revenue Total Revenue 

4.9% 13.3% 
25.6 30.0 
13.4 10.8 
3.5 3.3 

16.1 14.0 
3.0 2.7 

10.2 n.a. 
22.1 23.7 

Source: Constructed from raw data from the International Monetary Fund's Government 
Finances Slutistics Yeurbook. 
"Refers to central government. 
n.a. = not available. 
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in little over a year a major tax overhaul that introduced a VAT, full 
indexation, and unification of corporate and noncorporate tax rates 
was successfully implemented (Corbo, de Melo, and Tybout 1986). 

Although in most cases the implementation of a major tax reform 
will take a substantial amount of time, there are some policies con- 
ducive both towards improved efficiency and higher revenues in the 
short run. The most obvious one is the replacement of QRs, (i.e., 
licenses, prohibitions, and so on) by import tariffs. A well-known fea- 
ture of QRs is that unless they are auctioned, the government misses 
the revenue associated with the trade restriction. By replacing the QR 
by a tariff it is possible for the government to recapture this revenue. 

The replacement of QRs by tariffs has two other potentially desire- 
able effects. First, there is a potential for a positive effect on income 
distribution. This is be cause in most cases large (or even multinational) 
firms or large established merchants get the import licenses and, thus, 
the rents. By replacing the QRs by tariffs these rents are passed on to 
the government, allowing it to reduce other taxes, or even increase 
expenditures on social programs. Second, the replacement of tariffs by 
QRs will generally increase the effectiveness of devaluations. The rea- 
son is that the effects of devaluations are significantly different under 
quantity rationing (i.e,, import quotas or licenses) than under import 
tariffs. In the latter case a (real) devaluation will result in a higher price 
of both importables and exportables relative to nontradables. Under 
QRs, however, while the domestic price of exportables will still in- 
crease, that of importables will usually not be affected. All the deval- 
uation will do is reduce the rents received by the party that got the 
license. 

A potential problem with the replacement of QRs by tariffs is that 
it is not easy to decide on the tariff level that should be imposed instead 
of the QR, since under a number of plausible conditions (domestic 
monopoly being perhaps the most common) tariffs and quotas will not 
be equivalent. In this case there is no tariff that will exactly replicate 
both the domestic price and quantity resulting from the QR. One pos- 
sible alternative policy that has been used with some success in a few 
countries is to auction the quotas rather than allocate them in an ar- 
bitrary way.32 Among the attractive features of this option is the fact 
that it is possible to maintain certainty on the volume imported, while 
at the same time the government captures back the rent associated 
with the quota allocation. 

To sum up, in many countries, and in particular in the poorer ones 
with rudimentary tax systems, taxes on trade are a very important 
source of government revenue. This introduces an important trade-off 
between trade liberalization reforms and the maintenance (or achieve- 
ment) of fiscal balance. In terms of the sequencing of reform, then, an 
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important principle is to make sure that tariff reduction reforms should 
only be undertaken once the fiscal sector has been reformed and other 
sources of revenue have been found.33 Replacing QRs by tariffs or 
devising a QRs-auctioning system are measures that can be imple- 
mented without producing fiscal costs, while at the same time they 
improve efficiency. Also, by solving the fiscal imbalance first, the pos- 
sibility of real exchange rate overvaluation is reduced. 

4.3.3 Tariff Reform and Unemployment 

The effects of trade reform on employment are a key consideration 
when evaluating the short-run effects of these policies. This is partic- 
ularly the case under the current conditions, where countries are al- 
ready experiencing very high levels of unemployment. Moreover, from 
a political economy perspective the unemployment effects of any policy 
are crucial; democratic governments-and even those not so demo- 
cratic, but in a weakened position-will try not to generate massive 
unemployment: The costs of unemployment are recognized in the short 
run, while the benefits of the structural policies that provoked it usually 
are reaped in the medium run, when a different government is in office. 

According to the simplest textbook approach, in a small developing 
economy with capital-intensive imports, fully mobile factors of pro- 
duction, and flexible prices, the reduction of import tariffs will have 
no effect on total employment even in the short run. In this simple 
setup the only labor market effects of trade liberalization will be a 
reallocation of labor out of importables and an increase in the real wage 
rate. However, in reality there are a number of reasons why these 
textbook conditions do not hold, and why tariff reforms can result in 
a decline of employment in the short run. 

The Ricardo-Viner model with downward real wages inflexibility 
provides the simplest model for illustrating the possible short-run un- 
employment effects of a tariff reform. In this model capital is, in the 
short run, fixed to its sector of origin; only slowly through time (and 
possibly via investment) can capital be reallocated. Contrary to the 
more traditional textbook case with full flexibility of price and resource 
movements, in this more realistic model a tariff reduction can result 
in a reduction of the equilibrium real wage rate required to maintain 
full empl0yrnent.3~ However, if for some reason such as government 
imposed minimum wages, indexation, or staggered contracts there is 
downward inflexibility of real wages, the required reduction in the wage 
rate will not take place, and unemployment will result. (See Edwards 
1988a for a formal exposition on how this model works in a world with 
importables, exportables, and nontradables.) This unemployment, 
however, will only be of a short-run nature. As capital moves out of 
the importables sector and into the exportables and nontradables sec- 
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tors, there will be forces working for the equilibrium real wage to 
increase, and those workers previously laid off will be rehired. A re- 
quirement for real wages to increase and for unemployment to disap- 
pear in the longer run is that capital is indeed reallocated. However, 
if the reform lacks credibility as has been the case very often with 
liberalization episodes capital will not be reallocated and unemploy- 
ment will persist (Edwards 1986). 

A shortcoming of the version of the Ricardo-Viner model discussed 
above is that it assumes economy-wide real wage inflexibility and no 
initial unemployment. In fact, in most developing countries minimum 
or inflexible wages do not cover all sectors, and usually apply to the 
urban sector only. In that regard, a more satisfactory model can be 
built using a three-goods open economy version of the well known 
Harris-Todaro model with short-run sector-specific capital. (Through- 
out we maintain the very realistic assumption that importables are the 
most capital intensive, while nontradables are the most labor intensive 
goods.) Assume that while the importables (i.e., manufacturing) sector 
is subject to a minimum wage (in real terms), in the exportables and 
nontradables sectors there is wage flexibility. Initial equilibrium will be 
characterized by a positive amount of unemployment that will generate 
an equalization between the real wage in the exportables and nontrad- 
ables sectors and the expected real wage in the importables (manufac- 
turing) sector covered by the minimum wage. Under our assumptions 
the post-tariff reform short-run equilibrium (with capital still fixed to 
its sector of origin) will be characterized by (1) lower employment in 
the sector covered by the minimum wage (importables); ( 2 )  lower wages 
in the uncovered sector, expressed in terms of exportables; (3) either 
higher or lower equilibrium unemployment; (4) either lower or higher 
employment in nontradables; ( 5 )  higher employment and production of 
exportables. (see Edwards 1988a for a detailed analysis). 

Not surprisingly this case of partial minimum wage coverage gen- 
erates very different results from the case of an economy-wide mini- 
mum wage discussed above. First, we now have an increase in 
production and employment in exportables. Second, it is possible that 
in our partial-coverage case employment in nontradables will also in- 
crease, Also, in this case a tariff reduction reform may generate smaller 
unemployment in the short run, whereas in the case of an economy- 
wide minimum wage greater unemployment always resulted in the short 
run as a consequence of a decline in the tariff (see Edwards 1988a for 
a detailed discussion). 

These models suggest that, contrary to the simplistic textbook view, 
as long as it takes time to reallocate capital from one sector to the other 
and (real) wages are inflexible, a tariff reduction reform may very well 
result in unemployment. A first-best solution to this problem is to (fully) 
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eliminate the sources of real wage rigidity; with complete flexibility 
wages will, in the short run, go down until all the labor force is ab- 
sorbed. However, if for political or other reasons real wages cannot 
fall sufficiently, a second-best solution is to proceed slowly with the 
trade reform; tariffs should be reduced gradually in a preannounced 
fashion. In theory, in this way capital owners will have time to reallocate 
capital, avoiding the unemployment effects of the trade reform (see 
Edwards 1988a). Once again, for this solution to work, capital allocation 
should, in fact, respond to the announcement of reform; that is, the 
reform should be 

The NBER multicountry study on trade regimes and employment 
directed by Anne Krueger (1983) has provided ample evidence sug- 
gesting that countries that have followed outward-oriented policies have 
generally had a better employment record, both in terms of employment 
creation and lower unemployment rates over the long run, than those 
nations that have adopted import substitution industrialization strate- 
gies. This study, however, refers to the long-run characteristics and 
performance of the labor markets and does not say much about the 
aggregate employment effects during the transition immediately fol- 
lowing a tariff reform. 

The limited existing evidence on the short-run aggregate employment 
consequences of trade liberalization indicates that in the case of mild 
reforms there have not been significant aggregate unemployment ef- 
fects. This, indeed, would seem to be one of the preliminary conclu- 
sions of the exhaustive cross-country study undertaken at the World 
Bank and directed by Papageorgiou, Michaely, and Choksi (1986). It 
is, however, somewhat difficult to interpret the evidence from this 
massive investigation. For example, the episodes analyzed many times 
refer to exceedingly mild liberalizations; for example, the 1970 Turkish 
devaluation, included in the study, would barely qualify as even a very 
timid liberalization. Also, from these studies, it is not possible to know 
in a precise way whether specific changes in aggregate employment 
respond to the trade reform, or if they are the result of other policies. 
This is the case, for example, of the slight increases in aggregate un- 
employment observed after a number of trade reforms, including the 
Turkish liberalization of 1980, the Korean reform of 1979-80, the Phil- 
ippines’ liberalization of 1981, and the Israeli reform of 1972-77. 

Once again the Chilean experience, with its textbook-type policies 
is educational. As already mentioned, between 1974 and 1979 Chile 
underwent one of the most, if not the most, ambitious trade liberali- 
zation of modern times: Quantitative restrictions were fully eliminated, 
a multiple exchange rate system consisting of up to 15 different ex- 
change rates was unified, and tariffs were slashed to a uniform 10 
percent. During this same period unemployment in Chile was very high, 

(See section 4.3.5 below.) 
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reaching more than 20 percent in 1975 and never falling below 15 per- 
cent. A subject extensively debated in Chile’s popular media, as well 
as in the specialized press, is the extent to which the process of tariff 
reduction “contributed” to the unemployment problem. There is little 
doubt that as a result of the tariff reform a number of contracting, and 
even disappearing manufacturing firms laid off large numbers of work- 
ers. On the other hand, expanding firms from the exporting sectors 
increased employment, partially offsetting the negative effect. The net 
result, however, was an increase in unemployment generated by the 
trade reform. This negative effect was particularly marked in manu- 
facturing where firms worked their way out of the difficult situation 
created by increased foreign competition by trimming their payrolls 
and increasing productivity (Edwards and Cox-Edwards 1987). 

There were two main ways in which the tariff liberalization generated 
short-run unemployment in Chile. First, there was a natural adjustment 
period where laid-off workers took time to start searching for work in 
a different, expanding sector. Second, the fact that in reality-contrary 
to the simplest textbook case-physical capital is fixed in its sector of 
origin made the expansion of production in a number of the exporting 
sectors somewhat sluggish at first. Only as additional investment took 
place through time was it possible to fully increase production and 
employment in these expanding sectors. However, the existence of 
wage rigidity and in particular of a minimum wage in real terms made 
the absorption of labor by the expanding industries more diffi~ult .~6 It 
is argued in Edwards (1985) that a slower reform would have resulted 
in a reduced unemployment effect. The proportion of total unemploy- 
ment that can be attributed to the tariff reform is, however, relatively 
small when compared to the magnitude of the overall unemployment 
problem. Edwards (1985), for example, calculated that an upper bound 
for the unemployment effects of the trade reform was 3.5 percentage 
points of the labor force, or 129,000 people, with the bulk of this 
unemployment located in the food, beverages, tobacco, textiles, and 
leather products subsectors (57,000 people). More recently, de la Cuadra 
and Hachette (1986) have calculated that the trade reform generated a 
reduction of employment in the manufacturing sector of approximately 
50,000 workers. Even though these are not negligible numbers, they 
clearly indicate that an explanation for the bulk of the Chilean unem- 
ployment should be sought elsewhere. 

The above discussion has concentrated on the possible beneficial 
effects of a gradual trade reform on employment. However, there are 
other channels, mainly via an intertemporal effect on expenditure, 
through which a gradual tariff reform can have positive effects on the 
economy. For example, a slow reduction of tariffs will generally have 
a positive impact on the savings rate and on the current account. To 
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the extent that the gradual trade liberalization process is a credible 
proposition, it will have a nontrivial effect towards reducing the con- 
sumption rate of interest. As the public expects tariffs, and thus the 
domestic price of importables, to be lower in the future it will postpone 
current consumption. Consequently savings will increase and the cur- 
rent account will improve. 

In sum, a gradual lowering of tariffs offers a number of attractive 
features for economies such as those in the debt-ridden countries. First, 
this strategy is likely to reduce the short-run unemployment conse- 
quences of the trade reform. Second, there will likely be positive effects 
on savings, helping growth prospects. Third, it will tend to improve 
the current account. And finally, a gradual reduction of tariffs will have 
positive effects on the government budget. On the negative side a 
gradual trade reform may lack credibility, in which case it may even 
induce perverse responses (see section 4.3.5). 

4.3.4 Structural Adjustment and Devaluation 

Nominal devaluations are an important component of most stabili- 
zation programs, and as discussed in section 4.2 they have played a 
central role in the adjustment efforts following the debt crisis. The 
purpose of these nominal devaluations is to generate a real exchange 
rate adjustment, that would reverse the real appreciation that most 
times precedes the balance of payments crisis. In turn, by improving 
the degree of domestic competitiveness and raising the domestic price 
of tradables the real devaluations are supposed to improve the external 
sector accounts of the country in question. Historically, however, when 
implementing stepwise discrete nominal devaluations, many develop- 
ing nations have found it difficult to sustain the real devaluations for a 
long period. In a large number of cases after some time, usually ranging 
from one to two years, the real exchange rate effect of the nominal 
discrete devaluation has been fully eroded. In almost every instance 
this erosion can be traced back to the failure to implement consistent 
macroeconomic policies alongside the devaluations (see Edwards, 
forthcoming). 

Devaluations have also played a key role in the trade reform com- 
ponent of structural adjustment programs. It is generally accepted in 
policy circles that in order for a tariff reform to be successful, it has 
to be accompanied-if not preceded-by a real devaluation (see, how- 
ever, Edwards forthcoming for a critical evaluation of this proposition). 
The argument usually given is based on a partial equilibrium interpre- 
tation of the elasticities approach to exchange rate determination, and 
runs along the following lines: A lower tariff will reduce the domestic 
price of importables, and consequently increase the demand for im- 
ports. This, in turn, will generate an external imbalance (i.e., a trade 
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account deficit), which assuming that the Marshall-Lerner condition 
holds, will require a (real) devaluation to restore equilibrium. This view 
is clearly captured by the following quotation from Balassa (1982, 16): 
“[E]liminating protective measures would necessitate a devaluation in 
order to offset the resulting deficit in the balance of payments.” It is 
along these lines, then, that the proponents of major liberalizations by 
the debt-ridden countries have insisted that these tariff reductions should 
be accompanied by significant nominal devaluations (Balassa, Kue- 
zynski, and Simeonsen 1986). 

The “required” amount of devaluation will depend on a number of 
factors, including the initial conditions, the extent of the trade reform, 
the magnitude of the disequilibrium gap to be closed, and the accom- 
panying macroeconomic pol i~ies .~’  In addition, and perhaps more im- 
portantly, the required devaluation will also depend on the speed at 
which the trade reform is implemented. Since, for a number of reasons 
including the short-run fixity of capital, short-run supply elasticities 
are much lower than long-run elasticities, under most circumstances a 
rapid trade reform will necessitate a higher real devaluation to maintain 
external e q ~ i l i b r i u m . ~ ~  

Until quite recently most traditional structural adjustment programs 
in the developing nations have contemplated discreet nominal deval- 
uations where the official nominal exchange rate is abruptly adjusted 
by a fairly large percentage. More recently, however, more and more 
countries are opting for the adoption of some sort of crawling peg after 
the devaluation. In a recent study on 18 devaluation episodes in Latin 
America, Edwards (1988b) found that those countries that had adopted 
a crawling peg had been significantly more successful in sustaining a 
real depreciation than the discrete devaluers. This, of course, is not in 
itself surprising, since the crawlers maintained their real devaluation 
targets by “fighting off” the real exchange rate erosion with additional 
nominal devaluations in the following years. Typically, under this type 
of regime, after the initial exchange rate adjustment the authorities 
further devalue the currency in magnitudes approximately equal to the 
domestic rate of inflation. Of course, a potential problem with this 
policy is that it can lead to an explosive (nonconvergent) process, where 
the devaluation generates inflation, which partially erodes the real ef- 
fect of the devaluation; this leads to a higher devaluation and even 
higher inflation and so on, ad inJinitum. This possible unstable path 
could happen in those countries where the structural macroeconomic 
disequilibrium, and in particular the fiscal deficit, have not been cor- 
rected to a significant extent. An alternative scenario is one where 
macroeconomic equilibrium is attained and the process is stabilized at 
some mild rate of inflation, as in Chile in the recent period and in 
Colombia since 1967. The cited study by Edwards indicates that among 
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the Latin American crawlers in Bolivia (1982), Peru (1973,  and Mexico 
(1982), the higher real exchange rate was sustained at the cost of a 
substantial permanent increase in the rate of inflation. 

In spite of the prominent role of devaluations in conventional ad- 
justment programs, very little work has investigated empirically the 
effects of devaluations on the real level of economic activity or on 
income distribution. A recently revived strand of literature has argued 
that although devaluations may have a positive effect on the external 
accounts, they will achieve this at the cost of significant reductions in 
real activity. This is the so-called contractionary devaluation hypoth- 
esis. Edwards (forthcoming), has analyzed in detail the behavior of a 
large number of key economic variables during 39 devaluation episodes 
in developing countries. In this study the evolution of some key vari- 
ables during the period going from three years prior to the devaluation 
to three years after the devaluation was analyzed and compared to the 
behavior of the same variables for a control group of 24 nondevaluing 
countries. Table 4.  I5 provides a summary of the distribution of the rate 
of growth of real GDP for the devaluing countries and the control group. 
Notice that three years prior to the devaluation this distribution is very 
similar to that of the control group. In fact, using a chi-square test for 
homogeneity we are unable to reject the null hypothesis that these data 
come from the same distribution ( ~ ~ ( 2 )  = 0.046). 

Things, however, are very different as we approach the devaluation. 
Already during the two years prior to the devaluation we can see a 
significant difference between the devaluing and control groups, with 
the former exhibiting substantially lower levels of growth in every 
quartile. The chi-square test strongly rejects the null hypothesis of 

Table 4.15 Growth of Real GDP in Devaluing and Nondevaluing Countries 
(in percent) 

First Third 
Quartile Median Quartile 

A .  39 Devaluing Countries 
3 years before 7.4 6 . 0  4 .7  
2 years before 8.4 6.1 3.6 
1 year before 7.3 5.4 2.3 
Year of devaluation 6.1 4.2 1.2 
1 year after 6.4 4.7 3.1 
2 years after 6 . 4  4.7 3. I 
3 years after 9.2 5.8 3.2 

7.4 6 . 4  4 .5  
B.  Control Group of 29 Nondevaluing Countries 

Source: Edwards (forthcoming). 
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homogeneity for the year of the devaluation ( ~ ~ ( 2 )  = 7.02) and all three 
years following devaluation. Notice, however, that the years following 
devaluation a fairly fast recovery in the rate of growth of real GDP is 
detected. Although the information presented in this table is quite re- 
vealing, it does not allow us to know whether this behavior of real GDP 
growth is caused by devaluation or if it is the result of some of the 
policies preceding the devaluation. This problem can be partially avoided 
by using regression analysis. The following result was obtained using 
instrumental variables on a variance component model of 12 countries 
for 1965-80: 

log yrm = 0.102 [Alog M, - Alog M f ]  + 0.210 
(1.146) (2.331) 

[Alog M,-1 - Alog M;,]  

+ 0.1 12 log(GE/Y), - 0.083 log e, + 0.069 log e,- I 

(3.023) (2.103) (2.086) 

+ 0.044 log 7, - 0.008 log 7,-1 R2 = 0.998 
(1.431) ( -  0.265) SEE = 0.038 

where y is real output, [Alog M - Alog M*l is the unexpected rate of 
growth of money, (GEIY) is the ratio of government expenditure to 
GNP, e is the real exchange rate, and 7 is the terms of trade. According 
to these results then, in the short run devaluations have led to a slight 
fall in output: A 10 percent depreciation leads to a one-time loss of 
almost 1 percent of GNP. In the second year, the economy returns to 
trend. 39 

Income distribution data are very scarce in the developing countries. 
This undoubtedly explains, at least partially, why there have been prac- 
tically no studies on the effects of devaluations on income distribution. 
However, there is little doubt that income and wealth distribution con- 
siderations enter heavily in the decisions of what kind of policies to 
implement. In table 4.16 I present, as an illustration, some very pre- 
liminary data on devaluation and income distribution in 23 developing 
nations. This table contains the ratio of labor compensations to GDP 
for a period that goes from four years prior to a major devaluation to 
three years after the devaluations. The first column in the table provides 
information on the year of the devaluation. Although the ratio of work- 
ers’ compensations is a very rudimentary measure of income distri- 
bution, and this type of “before” and “after” methodology has well- 
known shortcomings, the data are quite revealing. They confirm that 
in some instances devaluations have been followed by major worsen- 
ings in income distribution (i,e,, Peru 1975). This trend, however, can- 
not be found in all cases, and not even in the majority of episodes. In 



Table 4.16 Devaluations and Income Distribution (percentage of compensation to employees 
with respect to  GDP) 

Devaluation 
Year of Year 

+ I  + 2  + 3  Devaluation -4 -3  -2  - I 0 

Argentina 
Bolivia 

Chile 
Colombia 

Costa Rica 
Cyprus" 
Ecuador 

EfZYPth 

Guyana 
India 

1970 
1971 
I979 
I982 
1982 
I962 
I964 
1965 
I967 
I974 
I967 
1961 
I970 
I982 
1962 
1979 
I967 
1966 

40 
37 
33 
35 
39 

34 
36 
38 
47 
87 

n.a. 
27 
28 

n.a. 

46 
47 
73 

n.a. 

41 
37 
34 
36 
36 

n.a. 
36 
38 
36 
48 
87 

27 
28 

n.a. 
39 
47 
72 

n.a. 

40 
34 
35 
36 
38 
34 
38 
38 
37 
48 
88 

n.a. 

32 
39 
38 
48 
74 

28 

40 
36 
35 

n.a. 
40 
36 
38 
36 
36 
45 
87 
28 
28 
30 
41 
37 
49 
72 

41 
35 
36 

n.a. 
n.a. 
38 
36 
37 
37 
45 
88 
29 
29 
29 
42 
33 
49 
74 

42 
32 
36 

n.a. 

n.a. 

38 
37 
36 
36 
46 
88 
29 
30 

n.a. 
42 
34 
49 
77 

39 
30 

n.a. 
n.a. 

n.a. 
36 
36 
37 

47 
88 
29 
28 

40 
n.a. 
48 
75 

38 

n.a. 

43 
33 

n.a. 
n.a. 

37 
37 
36 
38 
45 
88 
28 
26 

41 
n.a. 
49 
74 

n.a. 

n.a. 



Indonesia" 
Israel 

Jamaica 

Kenya 
Korea 
Malta 
Mexico 

Nicaragua 
Pakistans 

Pe N 

Philippines" 

Sri Lanka 
Venezuela 

1978 
1962 
1967 
1971 
I967 
1978 
1981 
I980 
1967 
I976 
1982 
I979 
1972 
1982 
1975 
1962 
I970 
I967 
I 964 

89 
n.a. 
44 
so 
50 
54 
32 
32 
49 
37 
38 
54 
87 
86 
36 

n.a. 
86 
45 
45 

89 
ma. 
45 
46 
50 
56 
34 
33 
50 
36 
38 
55 
81 
84 
38 

n.a. 
86 
41 
45 

89 
44 
48 
44 
50 
57 
35 
37 
49 
37 
36 
54 
84 
83 
39 
88 
86 
43 
42 

89 
44 
so 
47 
46 
56 
3s 
36 
47 
38 
37 
56 
85 
84 
37 
87 
86 
42 
43 

89 
44 
50 
46 
47 
52 

n.a. 
37 
47 
40 
36 

ma. 
85 
84 
37 

84 
41 
43 

87 

89 YO 90 
44 45 48 
46 44 47 
43 45 43 
48 49 50 
51 51 53 

n.a. n.a. n.a. 
35 38 
47 47 50 
39 38 38 

n.a. n.a. n.a. 
n.a. n.a. n.a. 
86 88 86 

n.a. ma. n.a. 
37 37 32 
86 86 86 
83 83 82 
41 39 36 
43 44 45 

Source: United Nations, Yeurbook of Nutionnl Accounts Stutistics. 

a(Cornpensation to employees + operating surplus)/GDP. 
byear beginning July I .  
n.a. = not available. 
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fact, in a number of them the ratio of labor compensation increased 
following the devaluation. More than anything, however, these data 
indicate that in order to have a full understanding of the income dis- 
tribution consequences of devaluations, it is necessary to look at more 
detailed data and at alternative categories, including the effect of de- 
valuations on the ruraliurban distribution of income. 

To sum up then, the discussion in this section reveals once again the 
existence of important trade-offs associated with the different goals of 
the adjustment program. While devaluation will generally have a pos- 
itive effect on the external sector, helping generate the necessary excess 
supply for tradables, and easing the transition following a trade liber- 
alization, it will have a negative impact on the cost of foreign exchange 
to the government and on real GDP growth. In addition, devaluation 
will usually have important effects on income distribution and on in- 
flation. Since the magnitude of “required” (real) devaluations will be 
closely related to the speed at which structural reforms are imple- 
mented, this discussion points out, once more, the desirability of pro- 
ceeding gradually both with respect to debt payment and to structural 
reforms. 

4.3.5 Credibility, Sustainability, and Reversibility of Trade Reforms 

Credibility is a fundamental ingredient of successful structural re- 
forms. If the public attaches a nontrivial probability to policy reversal, 
it will try to anticipate this event, generally introducing strong desta- 
bilizing forces into the structural adjustment process. 

Latin America’s history is replete with frustrated economic reforms 
that have failed because of their lack of credibility. In that respect, the 
frustrated Argentine trade reform during the Martinez de Hoz period 
is very educational. Because of lack of credibility on the future of the 
preannounced trade reform, firms used foreign funds in order to survive 
in the short run. As Carlos Rodriguez (1983, 28) has put it in his 
evaluation of the Argentine experience of 1978-82: “As a consequence 
of the luck of credibility on the continuity of the economic program, 
many firms-which would have disappeared due to the tariff reduc- 
tions-decided to get into debt in order to remain operating while 
waiting for a change in the economic strategy”[emphasis added]. 

A fundamental aspect of establishing credibility is related to the 
perception the public has of the internal consistency of the policies 
being pursued. In that respect, for example, the inconsistency of the 
Argentine fiscal policy, which maintained a very large deficit, and the 
preannounced exchange rate policy severely undermined the degree of 
credibility of the reform process. In the case of Chile the markedly 
overvalued currency in 1981 was seen by large segments of the public 
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as inconsistent with the long-run viability of the liberalized economy. 
In general, if the real exchange rate experiences an unprecedented real 
appreciation, the public will think that exports will not be able to 
develop and that there is a nontrivial probability of the reform’s being 
reversed in the future. Under these circumstances it will be optimal 
for consumers to get into debt today in order to acquire “cheap” 
importables. 

The inability to establish consistency between fiscal and exchange 
rate policies has many times been at the heart of the trade reform 
credibility crises in Latin America. For example, in most cases where 
(mild) trade reforms have been reversed, the public early on perceived 
that the inflation tax required to finance the fiscal dificit was inconsistent 
with maintaining a predetermined nominal exchange rate. Under these 
circumstances expectations of overvaluation, speculative attacks, ex- 
change controls, and future devaluations developed. In trying to an- 
ticipate these events the optimizing private sector will usually take 
steps-such as diversifying its portfolio internationally (i.e., “capital 
flight”)-that will sometimes move the economy in the opposite di- 
rection from that intended by the reform. Edwards (1988~) has found 
that more than 80 percent of reversals of trade liberalizations in Latin 
America can be traced to inconsistent fiscal policies. 

An important question is whether a gradual (i.e., slow) trade reform 
will be less or more credible than an abrupt one. Theoretical models 
of credibility of economic policy are only now being developed, and 
have not yet reached a level that enables us to answer this question 
with enough precision.40 In principle, it is possible to argue that grad- 
ualism has characteristics that work in both directions, at  the same 
time enhancing and compromising credibility. On the one hand, by 
reducing the unemployment effect, and by allowing for a firmer fiscal 
equilibrium, a gradual trade reform will tend to be more credible; on 
the other hand a slow reform will allow those groups negatively affected 
by it (i.e., the import substitution manufacturing sector) to organize 
and lobby against the policies. At the end, as is so often the case in 
economics, whether gradualism will enhance credibility will depend on 
factors specific to each country. What is clear, however, is that poli- 
cymakers should always pay special attention on the establishment of 
credibility when persuing important long-term structural changes. 

Although at this point, given our knowledge of the policymaking 
process and its interaction with the private sector, it is not possible to 
derive a precise theorem, the arguments presented in this section- 
including unemployment, fiscal, and other considerations-suggest that, 
in general, it would be more prudent to implement the trade reform 
component of an outward-orientated policy in a gradual way. 
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4.4 Concluding Remarks and Summary 

The adjustment packages of 1982-87 sought “effectiveness.” On 
some grounds, and especially in terms of the turnarounds of the current 
accounts, the results have been quite impressive. The costs, however, 
have been high. Not only did real income decline, as illustrated in table 
4.2, but real wages declined in most countries, and unemployment 
soared. There is little doubt that this is not a sustainable adjustment 
path. A successful adjustment means that debtor countries will have 
to bring down their debt-to-GDP ratios to a level consistent with the 
reestablishment of creditworthiness, while recovering their growth of 
output and consumption. The first objective means that the country 
has to transfer a given discounted value of resources to the rest of the 
world. The second means that the country has to increase its rate of 
capital formation and the efficiency of resource use. The problem faced 
by the highly indebted nations can be posed as follows: how to minimize 
the present value of the foregone consumption from making a transfer 
of a specific discounted value. The problem then has two dimensions: 
how to minimize the cost of the transfer at each moment of time, 
including its distributive aspect, and what should be the flow of trans- 
fers over time consistent with a given present value of the flow. 

The speed with which the transfer to the rest of the world is made 
will affect the (discounted value of the) cost of achieving creditwor- 
thiness. A very fast increase in the trade surplus can only be obtained 
at a very high cost in terms of nontraded goods and losses in employ- 
ment, both because it takes time for factors to be retrained and to 
move, and because of wage inflexibility in the short run. It also takes 
time to implement efficient fiscal instruments to generate the fiscal 
surplus, particularly if one wants to eliminate the present reliance of 
taxes on trade and the inflationary finance of the deficit. Finally, im- 
proving the allocation of investment and promoting the return of capital 
flight may involve liberalizing financial markets, which will increase 
the fiscal cost of servicing internal debt. Thus, improved efficiency and 
capital accumulation will require important increases in nondistortive 
taxes and cuts in public expenditures: but this takes time. In sum, there 
are important trade-offs between effecting the transfer rapidly and min- 
imizing its cost at one moment of time. Instruments that help generate 
the trade surplus quickly-like quantitative restrictions-increase the 
resource cost of achieving the transfer. Instruments that solve the fiscal 
problem quickly-like using tariffs or QRs instead of a devaluation- 
also increase that cost. 

A slower speed of adjustment can only be achieved if the magnitude 
of the transfer countries have to make is reduced during the initial 
years. One way of achieving this is by providing these countries with 
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additional lending during the transition. In principle this will allow the 
implementation of slower expenditure-switching policies and the im- 
plementation of more efficient fiscal instruments to raise public re- 
sources. Most importantly, it will allow the investment rates to be kept 
up without unduly sacrificing consumption. Thus there is a comple- 
mentarity between extra lending during the transition and the recovery 
of growth while transferring abroad a given present value of resources. 

A longer-run solution of the debt crisis will clearly require the adop- 
tion of policies that rely more heavily than in the past on export growth. 
Even ECLALEPAL, the former champion of import substitution de- 
velopment, has recommended outward-oriented policies. Export pro- 
motion requires some kind of trade liberalization and tariff reduction, 
especially of imported inputs and capital goods. Indeed, the historical 
evidence clearly shows that those countries that have successfully pur- 
sued export promotion (Lee, the East Asian nations), have had a trade 
regime substantially more liberal than those countries that have fol- 
lowed indiscriminate import substitution based on protectionism. A 
crucial question, however, is how much trade liberalization is needed. 
It is argued in the chapter that although outward orientation requires 
some trade liberalization, there are no reasons, either theoretical or 
empirical, that suggest that the “optimal” degree of liberalization im- 
plies zero, or even very low, tariffs coupled with no government in- 
tervention in any sphere of the development process. The successful 
experiences with export-led growth in the East Asian countries support 
this view; although in these countries the trade regime has been sig- 
nificantly liberal, government intervention has been important and tar- 
iffs have never been anything close to zero or a very low (i.e., 10-15 
percent) uniform level. 

An important policy question is whether the trade liberalization com- 
ponent of an outward-oriented strategy should be attempted at the same 
time that a country is embarked on a severe stabilization program. It 
is argued in the chapter that, in general, it is not recommended to 
undertake substantial trade reforms at the same time that a major anti- 
inflationary program is underway. This is both for fiscal and real ex- 
change rate reasons. However, there are some measures, such as the 
replacement of quotas for tariffs, that can help both the anti-inflation 
drive as well as the quest for improvement of efficiency. 

Under the most plausible circumstances a fast trade liberalization 
will generate short-run unemployment effects. Indeed, the empirical 
evidence from the Southern Cone tends to confirm this presumption. 
This suggests that trade liberalization should be a gradual and pre- 
announced process. This, however, brings up serious credibility issues. 
Only if the announced gradual trade reform is “credible” will economic 
agents react as expected by the authorities. The analysis of devaluations 
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presented in section 4.3 clearly suggests that under many circumstances 
abrupt devaluations can generate nontrivial short-run costs in the form 
of output reductions and unemployment. It is argued that gradual lib- 
eralizations will require smaller devaluations, possibly reducing the 
associated costs. 

A sustained increase in the indebted countries’ exports-which is, 
of course, a prerequisite for a long-term solution to the crisis-will not 
only require an efficient tradables sector and a “realistic” real exchange 
rate but, more important, that the current protectionist trend in the 
industrial countries and in particular in the United States be reversed. 
Data presented by Edwards (1 987a) indicate that at this time the extent 
of nontariff barriers, as a form of protection in the industrial countries, 
is very significant. Moreover, the data show that these trade impedi- 
ments are particularly important for goods originating in the developing 
nations, and that their tariff equivalents are in many cases very sig- 
nificant. Asking the highly indebted developing countries to pay their 
debts while impeding their exports from reaching the industrialized 
markets is not only unfair, but also politically unwise. 

Notes 

1 .  It should be noticed, however, that most experts now agree that in some 
of the poorer countries it would be highly implausible to reduce the debt-export 
ratio to  the levels required for access to new voluntary financing. In these 
cases some innovative and less orthodox solutions, including debt forgiveness, 
may be the most efficient way out. 

2 .  See, for example, Balassa et. al. (1986) and Krueger (1987). 
3 .  The IMF’s 15 highly indebted countries are: Argentina, Bolivia, Brazil, 

Chile, Colombia, Ivory Coast, Ecuador, Mexico, Morocco, Nigeria, Peru, Phil- 
ippines, Uruguay, Venezuela, and Yugoslavia. 

4. On the Brazilian experience see Cardoso and Fishlow (1987); on Mexico 
see Buffie and Sangines (1987); Celgsun and Rodrik (1987) deal with Turkey. 
These papers are published in the country studies volumes of this project. On 
Chile see Edwards and Cox-Edwards (1987). 

5. See Dornbusch (chap. 8 in this volume) for discussion of the role of the 
developed countries’ macropolicies on the development of the crisis. 

6. See Bianchi, Devlin, and Ramos (1987). 
7. Notice, however, that it is not completely rigorous to talk about overvalued 

real exchange rates without first analyzing the way in which the equilibrium 
real exchange rate has evolved (see Edwards, forthcoming). In the case of the 
debtor countries, however, the existing evidence clearly suggests that signifi- 
cant overvaluations developed. 

8 .  On the Chilean experience see Edwards (1985) and Edwards and Cox- 
Edwards (1987). 

9 .  On Argentina see Calvo (1986a) and Corbo, de  Melo, and Tybout (1986). 
10. On Colombia see Thomas (1986). See Collins and Park (1987) on Korea 

and Woo and Nasution (1987) on Indonesia. 
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1 I .  The exact time periods are Argentina, 1982-85; Ecuador, 1982-83; Mex- 

12. Computed from raw data published in IMF, Government Finance Sta- 

13. See Edwards and Cox-Edwards (1987). 
14. Although real devaluations will increase the servicing of public debts in 

real domestic currency, they can have some other positive effects on the public 
sector’s budget. This will be the case in those countries where the main ex- 
porting firms are government owned. 

15. On the Argentine exchange rate guarantees scheme, see Calvo (1986a); 
on Chile see Edwards (1985). 

16. For a detailed analysis on the nonequivalence between quotas and tariffs 
see Bhagwati (1978). See also Hillman, Tower, and Fishelson (1980). 

17. Note, however, that in spite of Khan and Knight’s description in the past 
not every Fund sponsored program included exchange rate actions. It is in fact 
important to  recognize that historically the IMF has exhibited significantly 
more flexibility than its critics have given it credit for. There has been, to some 
extent, a case-by-case approach. From the record it seems, however, that the 
Fund staff considers that the vast majority of the cases are quite similar. 

18. Balassa et al. (1986) and Krueger (1987) are good representatives of this 
view. See also Fischer (1986). 

19. The other policies advocated by Balassa et al. (1986) include financial 
reform, stable real exchange rates, and a much reduced role for the government. 

20. On the evidence on the performance of outward- vs. inward-oriented 
strategies see, for example, the World Book, World Development Report 1987 
and the literature cited therein. On CEPAL see, for example, Bianchi, Devlin, 
and Ramos (1987). 

21. See Krueger (1978) and Bhagwati (1978). On earlier discussions on lib- 
eralization see Little, Scitovsky, and Scott (1971). For a recent treatment of 
many of these issues see the volume edited by Choksi and Papageorgiou (1986). 

22. This was indeed the meaning given by some to the concept during the 
Southern Cone experiences with market-oriented policies in the late 1970s and 
early 1980s. In a recent paper Bhagwati (1986) has made an effort to define in 
a precise way export promotion, import substitution, and ultra trade-promoting 
trade policies. In the rest of this paper we will stick to trade and commercial 
policies when referring to  trade liberalization. 

23. See, for example, Bhagwati’s (1986) splendid paper on outward orien- 
tation. To date the most impressive accumulation of empirical evidence sup- 
porting the better performance of outward orientation has been compiled in 
the 1987 World Development Report. See also Bhagwati and Srinivasan (1978). 

ico, 1983-84; Uruguay, 1982-84; and Venezuela, 1982-83. 

tistics Yearbook, 1986. 

24. See, for example, World Bank (1986). 
25. On Colombia see Thomas (1986). 
26. Naturally, the welfare effects of trade liberalizations fall within the realm 

of second-best economics. Rigorously speaking if there are other distortions, 
as  invariably there are in the real world, it is not possible to know a priori if 
a partial trade liberalization will be welfare improving. If there are no other 
distortions, it is possible to establish a positive relation between the level of 
tariffs and the level of income. Still however, no traditional growth model will 
link no tariffs to higher growth (see Lucas 1985). 

27. Notice, however, that even the Koreans made mistakes when they pushed 
the government role too far. In  that respect, the fiasco of 1974-79 when the 
government picked the wrong “winners” is well known. See World Bank 
( 1986). 
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28. See, for example, Krueger (1981) and Little (1982). 
29. See, for example, Edwards (1988b) for a detailed analysis of 18 stabili- 

zation with mild liberalization episodes in Latin America. 
30. Naturally, although very common, this is not the only scenario leading 

to a stabilization with structural adjustment program. In an alternative scenario 
that fits some country's experiences during the period leading to the debt crisis, 
the fiscal expansion is financed with foreign borrowing instead of money cre- 
ation. In this case the path leading to the need to adjust in not necessarily 
characterized by a piling up of trade and exchange controls. 

31. The recent Bolivian experience is also characterized by a tremendous 
trade liberalization. However, the fact that this was part of a package to  defeat 
hyperinflation sets the Bolivian case apart. 

32. While a number of countries have successfully used foreign exchange 
auctions-Jamaica, Sierra Leone, Uganda-only a few have implemented gen- 
eralized auctions for imports of goods. See Krumm (1985) for a discussion on 
different experiences with exchange auctions. 

33. Notice, however, that from a welfare perspective this is by no means a 
trivial proposition. Indeed, from a purely theoretical point of view it is not 
clear that reducing tariffs and increasing other taxes will be welfare improving. 
Moreover, a t  least at the theoretical level, it is not clear that welfare will 
increase if, as  liberalization advocates have sometimes proposed, consumption 
taxes are raised as tariffs are reduced. This, of course, is a simple application 
of the second-best theorem. 

34. Whether this reduction in the equilibrium real wage will actually take 
place will depend on the weight of exportables in the price level relevant for 
determining real wages. If, as  in a large number of developing countries, ex- 
portables (i.e., foodstuffs) have a large weight in the consumer price index the 
equilibrium real wage will indeed decline (see Edwards 1988a). 

35. On theoretical models of the labor market effects of trade reforms see 
Edwards (1986; 1988a) and the references cited therein. 

36. See chapter 6 of Edwards and Cox-Edwards (1987) for a detailed dis- 
cussion of the evolution of wages in Chile. 

37. We are referring to  the extent of real devaluation. However, since the 
real exchange rate is not a policy tool, economic authorities face the additional 
difficulty of deciding by how much to adjust the nominal exchange rate in order 
to generate a given real devaluation. 

38. This statement assumes that a tariff reduction will result in an equilibrium 
real exchange rate depreciation. Although this is the more plausible case, 
theoretically it is not the only possible result (see Edwards 1987b). 

39. The countries included in this regression are: Brazil, Colombia, El Sal- 
vador, Greece, India, Israel, Malaysia, Philippines, South Africa, Sri Lanka, 
Thailand, and Yugoslavia. The equation was estimated using a fixed effect 
instrumental variables procedure, where country-specific dummy variables were 
included. The following instruments were used: all the exogenous variables, 
twice-lagged money surprises, twice-lagged terms of trade, twice-lagged real 
exchange rates, contemporary, lagged and twice-lagged growth of domestic 
credit (for details, see Edwards 1986). 

40. Guillermo Calvo, however, has recently made important contributions 
to this key area of the theory of economic policy (see Calvo 1986b; 1987). 
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5 The Politics of Stabdization 
and Structural Adjustment 
Stephan Haggard and Robert Kaufman 

5.1 Introduction: Politics and Debt 

A major theme of the country studies for this project is the relation- 
ship between policy choice and economic performance. What policies 
contributed to national debt crises in the first place and what corrective 
measures have been most successful in managing them? This chapter, 
by contrast, examines the way political processes and institutions in- 
fluence developing country stabilization and adjustment efforts. Rather 
than treating policy choice as exogenous, we attempt to explain why 
countries pursue the mix of policies they do and why they vary in their 
success at implementing them. 

Of course, economic circumstance defines the policy agenda and is 
a powerful constraint on the range of options available. But states that 
are similarly situated in economic terms have adopted quite different 
adjustment strategies and external bargaining positions because of do- 
mestic political constraints. Programs that succeed in one context prove 
difficult to implement in others. Political analysis is important, there- 
fore, not only to understanding the past, but for generating realistic 
and sustainable programs in the future. 

The politics of the debt crisis has unfolded on two intersecting planes, 
one international, the other domestic. Debtor governments play a Janus- 
faced role in these conflicts. Where possible, they attempt to reduce 
the costs of adjustment through bargaining with commercial banks, 
multilateral institutions, and creditor governments. In the first half of 
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the paper, we examine the determinants of international bargaining 
positions and outcomes. 

Since no debtor government can deflect all of the costs of adjustment, 
however, each must also bargain with domestic actors over how to 
allocate burdens on the home front. The central political dilemma is 
that stabilization and adjustment policies, no matter how beneficial they 
may be for the country as a whole, entail the imposition of short-term 
costs and have distributional implications. The second half of the paper 
examines a number of hypotheses on why governments choose the 
policy packages they do and the political conditions under which they 
will be sustained. While our primary emphasis is on short- and medium- 
term adjustment, we also address the question of the institutional and 
political foundations of longer-term growth strategies. The outward- 
oriented pattern of growth characteristic of the East Asian newly in- 
dustrializing countries (NICs) receives particular attention, since it has 
been advanced as a model for other developing countries. 

A word should be said about method. In recent years, theories of 
rational and public choice have gained ground among political scien- 
tists, as has the application of econometric techniques to the study of 
political phenomena (Alt and Chrystal 1983; Ordeshook 1986). While 
we have drawn on this literature, we do not model our arguments in a 
formal way or offer rigorous tests. We have opted, rather, to review a 
range of different hypotheses and to build some contingent generali- 
zations around the countries included in this project and others that 
have been analyzed by political scientists and economists. 

5.2 The International Politics of the Debt Crisis 

5.2.1 The Bargaining Structure and the Political Resources 
of the Debtors 

One of the most notable features of the crisis period that began in 
August 1982 with the emergency rescheduling of the Mexican debt has 
been the politicization of international credit issues. International po- 
litical factors certainly played some role in developing country bor- 
rowing prior to the crisis. Creditor governments competed with one 
another through their export credit schemes (Wellons 1987) and Ger- 
many and Japan were able to coordinate commercial bank lending to 
further foreign policy goals in some cases (Spindler 1984). On the 
whole, however, loan negotiations were typical of those characterizing 
any market transaction. 

Although the Reagan administration initially hoped to maintain a 
distance from the negotiations between debtors, banks, and the I M F  
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that has characterized the post-crisis period, concerns about the sta- 
bility of the international financial system impelled treasury and central 
bank officials from all of the creditor countries to become actively 
involved. In the case of certain strategically important countries, such 
as Mexico, Turkey, the Philippines, Egypt, and, in a different way, 
Poland, traditional foreign policy concerns also came into play, just as 
they had in previous international financial crises (Fishlow 1986; Lin- 
dert and Morton, chap. 2 this volume; Eichengreen, chap. 3 this volume). 

Notwithstanding calls for more comprehensive solutions, resched- 
uling remained the central mechanism for managing the debt crisis 
through 1987. International credit flows to developing countries could 
therefore be analyzed in a bargaining framework (Krugman, chap. 7 
this volume). Despite some marginal innovations, three features of the 
international bargaining structure remained more or less constant. First 
was the assumption-or the fiction-that all obligations would be met 
in full. Relief was not on the agenda, despite the development of a 
secondary market in which developing country debt traded at fairly 
deep discounts. Second was the assumption that the burden of policy 
changes should fall primarily on the debtors rather than the creditors. 
Developing countries failed in their political efforts to link the debt 
issue with developed country fiscal and trade policies, interest-rate 
management, or the reform of international commodity trade, and had 
very uneven success in securing additional concessional aid flows. 
Finally, all negotiations were handled on a case-by-case basis. Each 
debtor confronted its creditors alone, rather than in collaboration with 
other debtor countries facing similar problems. Whatever practical ar- 
guments could be advanced in favor of this system over a more com- 
prehensive one-and there were many (Cooper 1986)-it was clearly 
a bargaining structure that tended eo ips0 to favor the creditors. 

Within this structure, debtor governments have had three sets of 
resources they could draw on to improve the terms of their negotiations 
with creditors: size, political significance for creditor security calcu- 
lations, and access to nonconditional resources. 

Size 

Following Keynes’s familiar adage that big debts become the credi- 
tor’s problem, we would expect large debtors to have more leverage than 
smaller ones. Throughout the 1980s, the two countries with the largest 
debt, Brazil and Mexico, have been in a position to threaten widespread 
disruption of the financial system. Size of the economy also matters. 
Compared to small open economies, the governments of large countries 
may perceive themselves to be in a better position to ride out the shock 
of credit disruption by adopting more autarkic policies. Countries such 
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as Brazil have long domestic traditions of economic thinking based on 
such a nationalist logic; during times of economic crisis, they are likely 
to gain in intellectual currency. 

To date, big debtors have received concessions on conditionality and 
restructuring terms that are unavailable to smaller debtors. A study of 
commercial reschedulings with Latin American countries by 
Bogdanowicz-Bindert (1 985) found rescheduling packages for smaller 
debtors offered shorter grace and repayment periods and higher spreads 
and fees than those extended to Argentina, Brazil, Mexico, and Ven- 
ezuela. In a study of small countries' relations with the IMF, John 
Williamson (1985) found evidence of some, but not marked, discrimi- 
nation in standbys and Extended Fund Facility (EFF)  agreements from 
1977 through 1984. Williamson concluded that small countries were 
less likely to borrow under the EFF, were less likely to be given multi- 
year arrangements, and were likely to receive loans that were smaller 
relative to quota. On the other hand, the formula for calculating quota 
includes a measure of foreign trade relative to GNP and thus allows 
for the fact that small countries are subject to greater external 
vulnerability. 

Larger debtors have also pioneered more unorthodox rescheduling 
agreements and adjustment packages. In 1985, Argentina was able to 
win IMF acceptance of the unorthodox price freeze and currency plan 
known as the Plan Austral. Mexico was the first country to receive a 
multi-year rescheduling agreement (MYRA) and in 1986-87 negotiated 
an even more unprecedented series of agreements which tied external 
financing to fluctuations in oil prices and growth and included an un- 
usually low interest-rate spread over LIBOR (London interbank offer 
rate for dollar deposits). Both deals were concluded only after signif- 
icant pressure from U.S. authorities. 

A broader picture of the influence of size is provided by table 5.1, 
which summarizes the terms of agreements for the rescheduling of 
medium- and long-term bank debt reached between 1978 and September 
1986. Small debtors fared worst in terms of the length of the grace 
period, the tenure of the loan agreement, and interest rates. The largest 
debtors, conversely received the best interest rates and longest loan 
tenures, and were second to the medium-sized debtors only in length 
of grace periods.' 

Large debtors have also been more successful in securing additional 
forms of relief, including bridging loans, cofinancing agreements and 
the maintenance of trade credits. Sachs and Huizinga (1987) have found 
that large debtors have also been more likely to secure concerted lend- 
ing agreements. Between 1983 and the third quarter of 1986, three of 
the four large debtors (Mexico, Argentina, and Brazil) and four of five 
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Table 5.1 Average Terms of Bank Debt Reschedulings, by Group of 
Countries (1978-June 1985) 

Interest Rates 
Grace Period Maturity (spread over LIBOR) 

Large debtors (> $25 3.25 years 11.31 years 1.41% 
billion, 1 Jan. 1985) 

Medium-sized debtors 4.36 years 8.28 years 1.69% 
($10 to $25 billion) 

Small debtors (< $10 2.61 years 7.26 years 1.82% 
billion) 

Source: Watson et al. (1986). 
Note: Average terms for rescheduling of medium- and long-term bank debt, both public 
and private. Excludes restructuring of short-term debt, arears. and terms of trade fa- 
cilities. Debtors are classified on the basis of total external liabilities of banks and 
nonbanks to banks end-December 1985. “Large” debtors are Brazil, Mexico, Argentina, 
and Venezuela; “medium-sized’’ debtors reaching rescheduling agreements during the 
period are Chile, the Philippines, Yugoslavia, and Poland. LIBOR = London interbank 
offer rate for dollar deposits. 

medium-sized debtors (Chile, the Philippines, Poland, and Yugoslavia) 
won concerted lending agreements. Only 7 of the 26 small debtors 
rescheduling during this period secured concerted lending. Agreements 
signed between debtors and commercial banks in 1985 and 1986 showed 
the continuing importance of size (World Bank 1987). Agreements were 
signed with 23 countries during these two years. Nine countries re- 
ceived new money from the commercial banks: two of the three large 
debtors signing agreements (Argentina and Mexico); two of the four 
medium-sized debtors rescheduling (the Philippines and Chile); but 
only five of the remaining eighteen small debtors-Costa Rica, Ivory 
Coast, Ecuador, Nigeria, and Panama. While Brazil did not receive 
new money in its agreement of July 1986, it did secure a large bridge 
loan that accounted for nearly one-third of all the relief granted to it. 
Only two other states received bridging loans, Mexico and Guyana. 
Larger debtors were also more successful in securing agreements for 
the maintenance of short-term credit. Seven countries secured such 
agreements in 1985 and 1986: Argentina, Brazil and the Philippines, 
and four of eighteen small debtors, Cuba, Ecuador, Morocco, and 
Panama. 

The Political and Strategic Importance of Debtor Countries 

Size is not the only resource that debtor governments can bring to 
the bargaining table. Small countries can also seek to extract conces- 
sions by exploiting the political concerns of their patrons about national 
or regional security. Thomas Callaghy (1984; 1987) has shown how 
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Zaire’s President Mobutu has deftly exploited U.S.  concern with Soviet 
gains in central and southern Africa to extract concessional aid. A 
related fear is that the imposition of austerity associated with stabili- 
zation might create domestic political instability which in turn would 
have strategic implications. As the Senate Foreign Relations Committee 
staff has written, America “has important security interests in other 
debtor countries. , , . It can hardly afford to stand by and watch the 
economies of these countries collapse, or to have their governments 
undermined politically by financial difficulties” (cited in Cohen 1986a, 
13 1). A third, somewhat different argument is that stabilization episodes 
tend to be associated with political instability, repression, or the rise 
of authoritarian governments (Skidmore 1977; Frenkel and O’Donnell 
1979; Sheahan 1980; Diaz-Alejandro 1981 ; Pion-Berlin 1983). New and 
fragile democracies, such as the Philippines, have argued that additional 
support is warranted on these grounds. 

It is clear that policy actions associated with stabilization and struc- 
tural adjustment have lead to political violence and instability in par- 
ticular cases. The policies most likely to generate spontaneous political 
protest are those that result in sharp changes in the prices of basic 
goods and services: devaluation, increases in oil prices leading to in- 
creased power and urban transportation costs, and the lifting of food 
subsidies. Poorly managed and ill-timed elimination of subsidies have 
been responsible for urban rioting in Egypt, Peru, the Dominican Re- 
public, Morocco, Zambia, and a number of other countries. Nonethe- 
less, it is difficult to establish any unambiguous causal relationship 
between stabilization and political instability, since these programs are 
launched in response to a variety of economic difficulties that may also 
plausibly be linked with political unrest (Side11 1987). As Bienen and 
Gersovitz (1985) point out, food subsidies have been lifted in a number 
of other cases without destabilizing political protest. 

A general relationship between stabilization and the emergence of 
authoritarian or repressive rule is difficult to establish as well, even 
though they appear to be linked in several specific cases, including 
Turkey in 1958-60, 1970-71, and 1980. A number of Latin American 
countries have undergone dramatic moves toward democratic rule, 
however, in part because the economic crisis has delegitimated military 
governance. The economic conditions leading to political instability 
and change need to be carefully specified. Is it the austerity of stabi- 
lization programs that leads to political instability and repressive so- 
lutions or, as Wallerstein (1980) argues convincingly for Brazil prior to 
the 1964 coup, the class conflict and polarization resulting from infla- 
tion? It is important to pose the historical counterfactual: What political 
difficulties are likely to arise in the absence of corrective measures? 
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Sheahan (1980) argues that those countries in Latin Americafuiling to 
stabilize early in the postwar period were more rather than less likely 
to get authoritarian regimes. 

The precise relationship between economic and political change may 
be difficult to specify, but strategic and political concerns have none- 
theless led creditor governments to use their influence on the boards 
of the IMF and the World Bank to press for greater leniency and to 
lobby bank advisory groups for expeditious settlement of rescheduling 
negotiations (Cohen 1986b). Central banks of the Group of Five have 
played an important role in managing particular crises through the 
organization of rescue packages and the provision of bridging loans. 
Informal conventions have divided these international lender of last 
resort responsibilities along lines of regional and political influence and 
interest. Germany has played a leading role in Turkey and Poland, the 
United States in Mexico, France in Francophone Africa (Wellons 1987, 
chap. 7). This decentralized pattern of leadership includes the provision 
and orchestration of concessional assistance, which also follows lines 
of political interest (OECD 1987). In 1983-84, 27 percent of all U.S.  
official development assistance (ODA) went to Egypt and Israel. Among 
the other top ten recipients of American bilateral assistance were El 
Salvador, Costa Rica, Turkey, the Philippines, and Sudan. The top ten 
recipients of British and French bilateral assistance are all former col- 
onies. Nine of the top ten recipients of Japanese ODA are in Asia, and 
four of the top five in the Association of Southeast Asian Nations, with 
which Japan maintains extensive trade and investment relations. 

Turkey provides an example of how geo-strategic concerns influence 
official assistance. Positioned on NATO’s southern flank, Turkey’s 
political significance to the Western alliance grew in the wake of the 
Iranian revolution. Domestic political violence in the late seventies 
enhanced Western concern. Between mid-1977 and 1982, Turkey was 
effectively cut off from international capital markets. Celasun and 
Rodrik (see the country studies for this project) show that the net 
transfers to Turkey in the period following her debt crisis were much 
more substantial than were the corresponding transfers to the other 
debtors after 1982, however. Of $9.8 billion of debt that Turkey has 
restructured since 1978, $5.5 billion has been negotiated through a 
consortium of OECD governments. Although the OECD did link its 
1979 offer of concessional finance to acceptance of an IMF program, 
the amount of additional assistance totaled $3 billion over the next 
three years. The OECD commitments were followed by unusual levels 
of assistance from the World Bank and the IMF. These included five 
consecutive structural adjustment loans totaling $1.6 billion, the largest 
number of such loans ever made to a single country, and a three-year 
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standby agreement in 1980 that, together with previous purchases, 
brought total IMF commitments to 870 percent of quota, the largest 
multiple awarded to any country up until that time. 

In the case of Mexico, it is difficult to disentangle the effects of size 
and political significance. Nonetheless, the U.S. response to Mexico’s 
difficulties was more rapid and comprehensive than its response to the 
problems of other large debtors, and was linked to concerns about 
security and Mexico’s political stability (Leeds and Thompson 1987). 
Within a 48-hour period, the United States pieced together a rescue 
package that included prepayment of $1 billion for Mexican oil sales 
to the Strategic Petroleum Reserve and a peso-dollar swap arranged 
through the U.S. Department of Agriculture. U.S. Federal Reserve 
officials persuaded the central banks of other creditor countries to 
provide a bridge loan under the auspices of the Bank for International 
Settlements and acted as a third party in facilitating the negotiations 
between Mexico and the IMF and its commercial bank creditors (Kraft 
1984). 

Creditor government involvement in rescheduling has been even more 
direct with the low-income countries who rely heavily on concessional 
finance and official borrowing. While the debt crisis is generally as- 
sociated with commercial bank debt, twice as many LDCs classified 
as “official borrowers” as “market borrowers” have experienced debt 
servicing difficulties (IMF 1987).* Of 185 multilateral debt agreements 
signed between 1980 and 1986, 97 were with commercial banks and 88, 
or 48 percent were with official creditors. In 1985 and 1986, by contrast, 
39 of 68 agreements signed, or 57 percent, were with official creditors 
(World Bank 1987, appendix 2 ) .  As a result, Paris Club members are 
under increasing pressure to consider official relief for low-income aid 
recipients, many of which are concentrated in Africa. 

Temptation : The Availability of Noncondition a1 Resources 

Since the bargaining power of the creditors rests on the debtor’s need 
for continued funding, access to alternative sources of finance will tilt 
the balance of bargaining power toward the debtor. The availability of 
additional resources will make a country less willing to accept IMF 
conditionality and more likely to experiment with heterodox policy 
alternatives. In general, such windfalls have proved mixed blessings 
(Amuzegar 1982; 1983). The reasons are not only economic, but have 
to do with the political correlate to the Dutch disease that might be 
called the “Nigerian disease.” This phenomenon helps explain the 
problems of the capital-importing oil exporters Venezuela, Nigeria, 
Ecuador, Mexico, and Indonesia prior to the Pertamina crisis. 

The stylized facts are as follows. Commodity booms make govern- 
ments more dependent on commodity-based revenue because of the 
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relative political ease of taxing commodity exports as opposed to in- 
come, particularly in cases, such as oil, where the commodity is directly 
controlled by the government. In addition, the income from commodity 
exports provides the basis for additional foreign borrowing. This double 
windfall has three political consequences. First, it reduces the political 
incentives to undertake any adjustments that have distributional con- 
sequences; difficult decisions are deferred. Second, it increases the 
range of political claims on state-controlled resources, not only from 
rent- and revenue-seeking groups in society, but from spending and 
planning constituencies within the government itself. Finally, the wind- 
falls provide governments with resources that can be used for political 
ends, whether through corruption and the “financing” of elections, 
through pork-barrel projects that cement geographically defined bases 
of support, or through the expansion of subsidies and entitlements. 

It is thus common to see increased government revenues from com- 
modity booms mark the beginning of a cycle of increased borrowing, 
widening fiscal deficits and, ultimately, a return of balance of payments 
crises. Mexico provides an example. In 1978 when the country began 
to experience a boom as the result of increased oil revenues, it repaid 
its obligations to the IMF and abandoned the terms of a standby agree- 
ment reached in 1976. A new cycle of borrowing began, purportedly 
to finance investment in the oil sector itself. Voices within the govern- 
ment and the international financial community were urging caution by 
early 1982, and even before. Yet as Angel Gurria, the Mexican Finance 
Ministry’s director of external borrowing admitted, “there was a po- 
litical decision not to stop the country’s growth in the middle of the 
year” prior to elections (Miami Herald 30 July 1982). Central to the 
fiscal problems the country faced was a rapid expansion of subsidies 
to food and domestic energy consumption designed to increase ruling 
party support among the urban working and middle classes. The Lopez 
Portillo administration also witnessed a dramatic growth of corruption 
at all levels of government. 

5.2.2 Anti-systemic Options: Debtor Cartels and Repudiation 

In addition to the possibility of exploiting available resources within 
the prevailing case-by-case bargaining regime, debtors may conceiv- 
ably seek to alter the rules of the game through cooperative behavior 
or unilateral attempts to reduce their debt burden. What are the con- 
ditions under which such anti-systemic options might be exercised? 

A number of institutional features make the barriers to collective 
action among the banks less formidable than those facing debtor coun- 
tries, including the dominance of a relatively small group of money- 
center banks with large exposures and extensive correspondent rela- 
tions with smaller banks (Lipson 1985). These features, as well as the 
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bargaining structure outlined above, have made it easier for the banks 
to discourage a debtors’ cartel by isolating and punishing recalcitrant 
debtors (eg., Argentina in 1983-84 or Brazil in 1987), while rewarding 
others, such as Mexico, for “good behavior.” Given these circum- 
stances, the debtors with real power-Brazil, Mexico, Argentina-have 
preferred the advantages of striking their own separate deals to the 
risks involved in assuming cartel leadership. 

This behavior reflects a collective action dilemma. The adoption of 
a common front of “tough” bargaining postures among the debtors 
would bring relief or better terms, but this public good is likely to be 
underprovided because of free riding. Despite the failures of the Car- 
tagena group of debtors to reach a collective position, the barriers to 
collective action among debtors should not be overestimated. First, 
though LDC debt is highly concentrated among a relatively few lenders, 
it is even more concentrated on the borrower side. The defection of 
one large debtor would be enough to change the system substantially, 
even with the assumption of free riding. There can be little doubt that 
the negotiations surrounding Brazil’s February 1987 suspension of in- 
terest payments will have a profound effect on future reschedulings. 
Second, learning among debtor governments allows the concessions 
granted in one case to become the basis for demands by other countries 
even in the absence of overt collaboration. When Mexico negotiated 
an innovative and relatively lenient restructuring in the fall of 1986, 
the banks claimed that the deal was sui generis. When similar interest- 
rate terms-l3/16% over LIBOR-were extended to Argentina in the 
spring of 1987, the Philippines threatened to reopen negotiations to 
secure these terms as well. Though the banks insisted that it would 
not reopen talks with the Philippines, and the quest was eventually 
dropped, fear of such contagion is one reason why there has been a 
general reluctance on the part of the banks to discuss forgiveness or 
interest-rate capitalization. 

Until recently, the threat of exclusion from access to future financing, 
including not only long-term lending but short-term trade credits, was 
held to be a powerful deterrent against repudiation by individual debtors 
(Eaton and Gersovitz 1981; Eaton and Taylor 1986,221-28). A growing 
number of countries have unilaterally suspended debt payments or 
announced ceilings on repayments, however, often linked to overall 
export earnings. 

There are a number of reasons why countries may repudiate. In some 
cases, “repudiation” occurs gradually, growing out of the accumulation 
of arrearages that become so large they are difficult to cover up through 
“new” lending. In some cases, the provision of “new” money through 
concerted lending agreements is foreclosed by banking regulations that 
force banks to write down nonperforming debt; this has been the case 
for Bolivia. 
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Domestic political pressures can play a role in the decision to re- 
pudiate, or can at least help explain the economic conditions making 
such a decision more likely. Alan Garcia’s decision to limit Peru’s debt 
service in 1985 provides the clearest case of a repudiation with domestic 
political roots. Garcia had used economic policy and relations with the 
IMF to mobilize left opposition to the conservative Belaunde regime 
prior to his election. When announcing Zaire’s decision in October 
1986 to limit its debt service, Mobutu noted that several other African 
countries had obtained softer terms after outbreaks of domestic unrest, 
while in Zaire, “where the people are disciplined and follow their leader 
in whom they have full confidence, our partners try to tighten the screw 
more and more” (Callaghy 1987, 18). In the case of Brazil, politically 
motivated policy created the conditions leading to suspension of pay- 
ments. Sarney came to office as the head of a new democratic gov- 
ernment with the advantage of large international reserves built up by 
his predecessor. These allowed him to pursue expansionist policies and 
to oversee dramatic increases in consumption and wages. These pol- 
icies ultimately contributed to new payments difficulties. 

Yet repudiation still presents a puzzle. If a country is capable of 
repudiating, it should have a threat credible enough to secure its desired 
level of repayment within the normal restructuring process. Banks should 
be willing to make up the difference between what a country is willing 
to repay and the total debt service with “new” money that will cover 
interest payments and thus keep the loan on the books at full face 
value. This outcome is also superior for the country, even if politics 
are taken into account, since it would result in a higher level of welfare 
than with repudiation and reduced access to lending. It is possible that 
the threat of repudiation was not held to be credible by the banks and 
that repudiation can thus be seen as the result of failed communication. 
Repudiation might also simply be a move in a more extended bargaining 
game rather than a final outcome. President Sarney, for example, cou- 
pled his announcement of Brazil’s open-ended suspension of interest 
payments with conciliatory signals that the government was not adopt- 
ing “an attitude of confrontation” but rather sought a comprehensive 
solution (New York Times, 21 February 1987). President Mobutu of 
Zaire quickly followed his announcement with a trip to Washington 
seeking additional concessional aid. 

A final reason for repudiation, however, has to do with size, and 
reverses the Keynsian adage that the large debtor holds the bargaining 
advantage, at least if exercising the option of repudiation is seen as 
an advantage. While Brazil’s suspension of interest payments in Feb- 
ruary 1987 provides the most dramatic example of effective repudia- 
tion, the large countries have more typically exercised the tacit threat 
of withdrawal. I t  has been the smaller and weaker countries that have 
actually exercised the option: Bolivia, Peru, Ecuador, Costa Rica, the 
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Dominican Republic, Honduras, the Ivory Coast, Zaire, and Zambia. 
Small debtors may be more tempted to “free ride,” particularly in a 
setting where increasing numbers of other countries are doing so. 
Reputational reasons on the part of the banks are also a factor, how- 
ever. It is less costly for banks to let small countries go into default 
than to capitulate to their demands for additional credits if such de- 
mands establish a precedent. 

5.3 The Domestic Politics of Stabilization and Adjustment 

In the international bargaining arena, where the balance of power is 
weighted primarily on the creditor side, the central issue has been the 
terms of debt service; it is assumed that repayment hinges on a range 
of domestic macroeconomic and structural adjustment measures. At 
the domestic level, the emphasis is typically reversed. External bar- 
gaining positions have been politicized, but this is because stabilization 
and adjustment have distributional consequences for various social 
groups and thus political consequences for governments in power. In 
this section we seek to explain the conditions under which governments 
will adopt orthodox stabilization measures-particularly fiscal and 
monetary restraint and devaluation-as opposed to some heterodox 
alternative, or simply no coherent program at all. This is the problem 
of program design. Second, we seek to identify the most likely con- 
straints governments face in carrying out their intentions, the question 
of program implementation or “sustainability” (Nelson 1984a). 

Since these choices have distributional implications, we begin with 
a consideration of the way policy decisions are influenced by the rel- 
ative power of competing social groups. Widely different intellectual 
traditions, including Marxist, pluralist, and neoclassical political econ- 
omy, all converge on the importance of interest conflicts in the for- 
mation of public policy, even if they differ on the types of groups they 
consider politically relevant. Such “societal” explanations, however, 
often ignore the institutional setting in which policy is formulated and 
implemented. We therefore examine three institutional variables: the 
type of regime, political-electoral cycles, and the strength of the ad- 
ministrative apparatus. 

5.3.1 

To simplify, interest-based explanations assume that policies are the 
result of exchanges between politicians and their constituents. Politi- 
cians respond to constituent demands in order to advance their per- 
sonal, electoral, and ideological goals. Interest groups deploy resources 
in order to gain particularistic benefits, whether through lobbying, 

Economic Interests and their Representation 
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threats, the donation of funds, or the promise of votes (Olson 1982). 
Studies of economic policies generally define the range of relevant 
interests in terms of factor of production (labor vs. capital) or by sector 
(urban vs. rural, export-oriented vs. domestic, etc.), and deduce actor 
preferences from the income and distributional consequences of dif- 
ferent policy outcomes (Bhagwati 1982). Policy choice is then explained 
by reference to the balance of power among competing groups or by 
reference to the composition or support base of the ruling coalition or 
party in power. 

There are a number of problems in applying this approach, including 
how to identify the “dominant coalition” in authoritarian settings where 
electoral politics is not central to the design of policy. Additional com- 
plexities are created by the fact that the distributional consequences 
of individual policies are not always clear, can vary between the short 
and long run, and are usually combined in policy packages. The influ- 
ence of particular measures is often difficult to gauge, even for the 
actors themselves. As a point of departure, however, it is useful to 
examine the political role of business, labor, and agriculture in the 
adjustment process, though as we argue, none of these sectors rep- 
resent undifferentiated sets of interests. 

Business-Government Relations and the Politics of Adjustment 

The central problem confronting any government in its relation with 
the private sector is establishing a credible and predictable policy en- 
vironment. Confidence in government policy is a major factor in de- 
termining time horizons and willingness to take risk, and thus affects 
levels of investment and capital flight. In turn, the ability of business 
to withhold investment provides it with a potent lever for bargaining 
with political authorities over economic policy. The pressure to improve 
the business climate will pose particular problems for leftist govern- 
ments, since business demands for “reassurance” place them in an 
awkward position vis-a-vis their core constituencies. Leftist govern- 
ments, and parties with a history of attacking business and property 
rights, will have difficulty in establishing credibility even if announced 
intentions are conciliatory. 

Argentina and Korea present a sharp contrast in the ability to inspire 
private-sector confidence. During the 1950s and early 1960s, recurrent 
balance of payments pressures impelled a succession of Argentine gov- 
ernments, including Peron himself in 1951 -52 and the popularly-elected 
Arturo Frondizi in 1959-60, to adopt exceptionally severe wage and 
credit restrictions and devaluations. These actions took place in a con- 
text of deep political divisions dating to the period of Peron’s populist 
rule. Orthodox policy measures could reduce imports, but were un- 
successful in generating new investment in the agro-export sector, which 
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stagnated over the 1950s and 1960s. The prices of food exports showed 
a rising secular trend over the period, but the standard deviation of 
annual fluctuation was over twice as great as the average yearly rate 
of improvement, reflecting turbulent political cycles (Mallon and Sour- 
rouille 1975). 

Korea’s political history is not without periods of turbulence and 
political protest. Nonetheless, during 18 years of uninterrupted rule, 
Park Chung Hee constructed a political system based on close working 
relations with, and support for, large domestic manufacturers. Labor 
wielded little influence. Even during the period of democratic rule 
(1964-72), opposition parties were weak, and overtly leftist groups 
precluded from politics. Investment’s share of GNP rose steadily during 
Park’s rule, influenced by a coherent indicative planning framework 
that ensured large firms adequate financing for approved projects (Col- 
lins and Park, see the country studies for this project). Korean eco- 
nomic policy under Park was flexible and responsive to changes in the 
economic environment, but enjoyed a high degree of credibility among 
business, particularly when compared with the Rhee regime of the 
fifties (Jones and Sakong 1980, 137). 

Though leftist governments will, in general, have more difficulty in 
establishing the credibility of their economic policies than rightist gov- 
ernments, it is not necessarily true that all segments of business will 
favor orthodoxy. Much depends on sectoral position and the nature of 
international trade and financial links. Liquid asset holders, export- 
oriented industries, financial interests, and larger industrial and com- 
mercial firms with access to external credit markets are more likely to 
benefit from traditional stabilization and structural adjustment mea- 
sures. Even where they are not politically organized, liquid asset hold- 
ers can exert pressure on decision makers through the threat of capital 
flight. 

Firms with investments in specific assets, import-substituting indus- 
tries, (ISIS), and companies dependent on government contracts and 
credit are more likely to be threatened by devaluation, budget cuts, 
restrictions on domestic credit, and reforms that reduce protection and 
government support. Where they are weak politically, firms of this sort 
will adjust economically or fail. In countries where such firms are 
prominent and can mobilize political resources through peak organi- 
zations, parties, and the media, they will challenge the imposition of 
fiscal and monetary austerity. Unable to flee or circumvent the adverse 
consequences of stabilization, they stay and fight. 

Though it is empirically difficult to disentangle these conflicting sets 
of business interests, the responses of Argentina, Mexico, and Brazil 
to the stabilization issues of the 1980s are suggestive of their signifi- 
cance (Frieden, forthcoming). In Argentina under the ultraorthodox 
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military governments of the 1970s, deregulation of financial markets 
induced large firms in the industrial sector to invest in financial activ- 
ities. The legacy was highly volatile financial and foreign exchange 
markets that operated as a major constraint on the heterodox leanings 
of the Alfonsin government, encouraging a cautious approach to fiscal 
and monetary policy after 1985 (Kaufman 1987). In Mexico, larger 
industrial groups in Monterrey, Puebla, and Guadalajara, commercial 
enterprises and new financial institutions played a similar role to the 
liquid asset holders in Argentina (Maxfield 1986). Although during the 
1970s, the government encouraged the growth of industrial groups with 
close links to the state-owned enterprise sector, the stabilization of the 
De la Madrid government after 1982 reflected strong pressures from 
more economically liberal segments of the business class, whose re- 
sources held abroad have been estimated to equal over 40 percent of 
the country’s total external debt (Garrido and Quintana 1986, 117). 

In Brazil, the Sio Paul0 industrial elite has been a force pushing 
government policy in a different direction, emphasizing more expan- 
sionary credit and fiscal policies. As early as the 1950s, the S&o Paulo 
Industrial Association played a role in scuttling a series of orthodox 
stabilization programs. And although they grudgingly accepted the aus- 
terity program under the military government in 1964-67, they lobbied 
intensively for the more expansionary industrialization programs adopted 
after the late 1960s. In 1981-83, when balance of payments pressures 
again forced the military to adopt tight money policies, the industrial 
elite stepped up its opposition to the regime itself, helping to tip the 
political balance toward a transition to civilian government in 1985 
(Frieden 1987). Since that time, the S&o Paulo elite generally backed 
the expansionary aspect of the government’s economic policy-espe- 
cially the strong impetus its Cruzado program gave to domestic de- 
mand-while clamoring strongly after 1986 for a relaxation of the anti- 
inflationary price freeze and resisting governmental efforts to raise 
interest rates and reduce the size of the growing federal deficit (Kauf- 
man 1987). While exchange rate policy is obviously the critical variable, 
i t  is noteworthy that Brazil’s capital flight between 1976 and 1985 was 
substantially less than that from Argentina, Mexico, and Venezuela. 
(Watson et. al. 1986, 142) 

Support for structural adjustment measures will also vary by sector. 
The stance of import-substituting manufacturing interests towards 
export-oriented policies, for example, is likely to be ambivalent. On 
the one hand, industries with inherent cost advantages will benefit from 
new incentives. These potential beneficiaries are unlikely to be aware 
of their competitiveness, however, because of long-standing distortions 
in the system of incentives, and are thus unlikely to provide the political 
impetus to such reforms. Because of the import-substituting policy 
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regime, information on market conditions and knowledge on the me- 
chanics of production for export is likely to be scarce. In Taiwan in 
the late fifties, local firms responded to the slowdown in IS1 by calling 
for the cartelization of the domestic market (Lin 1973). The political 
efforts of organized business in Korea in the early sixties centered on 
securing government support for large import-substituting projects and 
increased access to foreign loans (Haggard, Kim, and Moon 1987). In 
both cases, import-substituting firms demanded and received assistance 
in making the transition to production for international markets. 

The longer an import-substituting policy regime is in place, the more 
politically difficult the transition becomes. Import-substituting policies 
generally begin by protecting final consumer goods, while allowing the 
relatively free import of capital goods. As IS1 continues, however, 
protection is extended upstream into intermediate and capital goods 
industries. This broadens the coalition of industries supporting pro- 
tective policies, not only by creating new protected industries but by 
disadvantaging producers of consumer goods forced to rely on higher- 
cost domestic inputs. The relevant comparison is between the industrial 
policies of the East Asian and Latin American newly industrializing 
countries. Korea and Taiwan experienced relatively short periods of 
import-substitution before emphasizing exports and had not committed 
substantial investment to intermediate and capital goods industries. 
Brazil and Mexico, by contrast, sought to diversify their exports only 
after decades of IS1 policies. Such a pattern of industrial development 
produces strong protectionist interests, as the heated debate over Mex- 
ico’s entry into the GATT in 1979 showed. The diversification of ex- 
ports is therefore even more likely to be characterized by subsidies 
and administrative measures designed to “push out” exports by off- 
setting previous biases.3 A major point of interest is whether the eco- 
nomic crisis of the early eighties will lead to a rearrangement of basic 
coalitional patterns in Latin America, as the necessity to export creates 
new trade-related interests. 

The Role of Labor 

Labor plays a critical role in stabilization and adjustment episodes, 
even in situations where it is the dog that does not bark. As in the case 
of business groups, sectoral distinctions must be taken into account 
since they will determine both the ability of labor to organize and its 
likely policy preferences. The urban informal sector has constituted a 
powerful constraint on policy reform in a number of countries because 
of the threat of rioting, but in general, those segments of the labor 
force that are presumed to benefit most from structural adjustment 
measures, including rural workers and smallholders and underem- 
ployed informal sector workers, are difficult to mobilize politically. By 
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contrast, unionized workers in both the public and private sectors are 
better positioned to oppose devaluation and fiscal restraint, with their 
anticipated consequences for real wages and employment. These work- 
ers are also likely to be concentrated in protected industries, and op- 
pose import liberalization or an emphasis on exports that demands 
more realistic wage rates. They are also likely to constitute a barrier 
to the privatization or rationalization of state-owned enterprises, 

One might therefore expect that the level of unionization and the 
likelihood of adopting and sustaining orthodox stabilization and struc- 
tural adjustment measures will be inversely correlated, other things 
being equal. It might also be expected that populist or leftist govern- 
ments that rely heavily on working class support are more likely to 
tolerate inflation (Hibbs 1977), experiment with heterodox programs, 
and adopt “tough” bargaining postures, since the costs of stabilization 
and continued repayment are more likely to fall on their core constit- 
uents (Korpi 1983). 

A growing literature on the advanced industrial states has questioned 
the logic underlying these presumptions, particularly the inattention to 
the institutional setting in which labor demands are formulated (Katz- 
enstein 1986; Crouch 1985; Cameron 1984) and the relationship between 
leftist parties and unions (Jackman 1987). Cameron, for example, finds 
that “nations with frequent leftist governments tended to experience 
low unemployment and strike activity and modest increases in earnings 
and prices, relative to the levels and rates found in nations dominated 
by nonleftist governing parties” (1984, 159-60) Indeed, it has become 
almost a new conventional wisdom that leftist governments working 
closely through corporatist structures with encompassing peak labor 
organizations are better positioned to secure wage moderation by ne- 
gotiating compensatory agreements concerning job security, retraining, 
or unemployment compensation. Nelson (1984a, 1984b, 1985,1987) has 
shown that such compensatory packages are crucial to the success of 
a number of stabilization and adjustment measures in the developing 
world, such as the lifting of food subsidies. 

Holding the economic variables likely to affect labor behavior con- 
stant, particularly levels of unemployment, we hypothesize a non- 
monotonic relation between the political strength of organized labor 
and the challenges they are likely to pose to stabilization and adjustment 
initiatives. Where strategic labor sectors are weak and penetrated, the 
burdens of stabilization policies are easy to impose, although the eco- 
nomic program, and the government itself, may encounter long-term 
costs in terms of losses of legitimacy. Controls on wages and limits on 
the ability of labor to organize were features of the stabilization pro- 
grams of the “bureaucratic authoritarian” governments of Brazil, Ar- 
gentina, Uruguay, and Chile over the sixties and seventies (Kaufman 
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1979) and were components of the Turkish and Korean programs of 
the early eighties. 

On the other hand, labor may acquiesce to restraint within the con- 
text of a stabilization program in situations where it is represented by 
powerful peak associations with secure positions in the political pro- 
cess. There are few, if any, developing countries that can match the 
social-corporatist arrangements of Western Europe. Nevertheless, in 
Mexico and Venezuela the integration of unions as components of 
dominant multiclass parties has mitigated labor opposition by offering 
labor leaders the opportunity to negotiate short-term compensation 
and to exercise some influence over longer-run policies. 

The most immediate political challenges to stabilization are likely to 
emerge in intermediate situations, where unions or informal sector 
workers possess sufficient resources for defensive mobilization but are 
still vulnerable to periodic repression and lack secure access to decision 
making or clear rights to organize. Many populist movements in Latin 
America fall into this category, including those recently resurfacing in 
Argentina, Brazil, and Uruguay after years of military exclusion. Turk- 
ish labor activity during the seventies, Bolivian labor demands in 1984- 
85 and recent strikes in Korea reveal a similar pattern. One widely 
suggested strategy for limiting conflict with such groups during periods 
of attempted stabilization has been the negotiation of comprehensive 
social pacts, including understandings concerning wage and price pol- 
icy and other issues of macroeconomic policy. Social pacts, however, 
have been and are likely to be difficult to conclude or sustain with 
movements that are decentralized, divided by internal rivalries and 
concerned with restoring living standards and political rights (Kaufman 
1985; Bianchi 1984). Nor is it clear that relatively weak governments 
can deliver the necessary quid-pro-quos. 

An alternative means of containing conflict, recently explored in 
Argentina, has been to strike agreements with workers in key industrial 
sectors and to live with strong criticism and opposition from other 
groups within the labor movement. Such opposition, of course, can be 
considered a normal part of political life and need not in itself jeop- 
ardize the sustainability of stabilization and adjustment policies, as- 
suming that a democratic politics has been institutionalized and labor 
is willing to accept the role of a loyal opposition. The still unresolved 
question among the new Latin American democracies is whether the 
military and right-wing groups will tolerate “legitimate” labor oppo- 
sition, or conversely, whether labor leaders can hold rank-and-file op- 
position within “tolerable” bounds. 

If labor organization affects the design and implementation of sta- 
bilization programs, it is also crucial in efforts to adopt more outward- 
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looking policies. In a series of comparative studies, Gary Fields (1984; 
1985; Fields and Wan 1986) has argued that wage-setting institutions 
in the East Asian newly industrializing countries-Korea, Taiwan, Sin- 
gapore, and Hong Kong-have favored market determination of wages, 
while those in a number of other small open economies, including Costa 
Rica, Jamaica, and Panama, have been subject to institutionalized wage 
setting. These institutional arrangements limit the downward flexibility 
of wages, with consequences for relative economic performance. The 
advantages of market-clearing wage rates in the developing country 
context are well known: the avoidance of economic inefficiencies in 
the allocation of labor; fuller labor utilization and lower levels of un- 
employment; greater equity both within the urban working class and 
between the urban and rural sectors; and greater ease in attracting 
foreign investment. 

What has not been adequately underlined is that the labor movements 
in the East Asian success stories have been politically weak, even by 
developing country standards (Deyo 1987; Deyo, Haggard, and Koo 
1986). Labor in Hong Kong has been weakened by waves of migration 
from the mainland, by splits between rival federations-one supporting 
the mainland, one neutral, one supporting the Kuomintang on Taiwan- 
and by a liberal policy governing union formation and registration that 
has led to the proliferation of small unions. In Singapore, a powerful 
labor movement and the leftist party with which it was linked were 
politically outmaneuvered by Lee Kuan Yew’s People’s Action Party 
(PAP) in the early sixties. PAP-affiliated unions were brought under 
quasi-corporatist control. Labor unions in Taiwan developed under the 
auspices of the ruling Kuomintang Party in the early postwar period, 
and are thoroughly penetrated by party cadre. Korea has had the most 
conflictual and openly repressive labor system of the four Asian NICs. 
Labor relations were liberalized following the return to democratic rule 
in 1964, but over the late sixties a number of economically motivated 
restrictions were placed on labor organization, beginning with workers 
in foreign-invested companies. Control of labor became more marked 
after the turn to authoritarian rule in 1973, and has been particularly 
harsh under the government of Chun Doo Hwan when a number of 
labor leaders have been arrested. 

With the exception of Singapore, there is no evidence that controls 
on labor activity were instituted for the purpose of launching export- 
oriented growth. It is plausible, however, that the political weakness 
of the labor movements in these four countries facilitated market- 
oriented wage setting systems, managerial flexibility, and the mainte- 
nance of industrial peace which in turn were central to the success of 
export-led growth. 
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Agriculture and the Rural Sector 

Markos Mamalakis (1969; 1971) and Michael Lipton (1977) have ar- 
gued that the sectoral clashes between agriculture and industry and 
between countryside and city are likely to be of greater political salience 
in the process of economic development than the class conflict between 
labor and capital. This sectoral clash is of importance in the determi- 
nation of trade and exchange rate policies, agricultural pricing policies, 
and subsidies to food consumption. The distributional consequences 
of these various policies are complex, but it is now clear that the policies 
associated with import-substitution-an overvalued exchange rate, high 
levels of protection to the manufacturing sector, and low or negative 
rates of protection to agriculture-shift income away from agriculture 
and mining toward services and industry, activities which, in turn, tend 
to be located in the cities. This observation has lead to several hy- 
potheses about why these policies come about and are sustained. The 
most obvious concerns the overall balance between rural and urban 
interests. First developed by Michael Lipton (19771, this view is stated 
concisely by Sachs (1985) in a recent comparison of Latin American 
and East Asian growth strategies: 

The Latin American governments-whether civilian or military, right- 
wing or left-wing-find their most important constituents among ur- 
ban workers and capitalists. For decades, the agricultural sector has 
been relatively weak, though certainly not powerless, almost every- 
where in Latin America, with peasants only loosely organized and, 
with some exceptions, large-scale agricultural interests unable to 
hold decisive sway. Moreover, political unrest is most dangerous in 
the cities, so that urban interests must be bought off first in difficult 
periods. Interestingly, the opposite seems to be true in most of East 
Asia. Governments there, whether Japanese colonial rulers before 
World War I1 or nationalist governments, have felt the pressing need 
to win support of, or at least to appease, the rural sector (p. 550). 

Sachs suggests several proxies for the balance between urban and rural 
interests in East Asia, including the degree of urbanization. He finds 
that levels of urbanization are much higher in Latin America than in 
East Asia, where policies have tended to be more favorable to agriculture. 

A second, related argument has been developed by Gustav Ranis 
(1987) in drawing the same regional contrast. Ranis gives attention to 
the absence of large rents accruing from agriculture and natural re- 
source exports in Korea and Taiwan when compared to the Latin Amer- 
ican NICs. Natural resource exports allowed the Latin American NICs 
to maintain import-substitution longer than would otherwise be desir- 
able. Once urban groups gained political control over these rents, they 
became powerful advocates of continuing IS1 at the expense of agri- 
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cultural and mining. Abundance of natural resources had the additional 
effect of making the Latin American countries vulnerable to fluctua- 
tions in their terms of trade. Thus liberalization episodes were subject 
to backsliding in response to changes in export earnings. The result is 
a stop-go pattern of liberalization in response to external shocks. In 
Taiwan and Korea, by contrast, there were no such rents available to 
finance continued IS1 and thus when U.S.  aid began to decline in the 
late fifties and early sixties, it was necessary to shift toward nontra- 
ditional exports. The absence of surpluses from agricultural exports 
meant that the rent-seeking aspects of economic policy that charac- 
terized the Latin American model were partly mitigated, and thus the 
degree of resistance to rnarket-oriented economic policies was less. 

While these arguments are broadly plausible, it is useful to introduce 
some caveats that draw closer attention to how agricultural interests 
are actually represented in the political process. As with business and 
labor, it is first important to draw some rough distinctions within the 
agicultural sector between large landholders on the one hand-whether 
traditional latifundia, plantations, or commercial farms-and small- 
holders, tenants, and landless agricultural labor on the other. In general, 
the second group of agricultural interests are difficult to organize, since 
they are poor, small, and geographically dispersed. Where they are 
organized, it is likely to be through the efforts of the government itself, 
which can exercise control through its power over credit, inputs, and 
marketing. Thus the degree of urbanization is not necessarily a good 
proxy for the power of urban as opposed to rural interests, as table 5 . 2  
suggests. A relatively large unorganized rural sector can be politically 
offset by a highly organized or volatile urban popular sector, particu- 
larly where governments are weak. Levels of urbanization in African 
countries are quite low, comparable to those in Indonesia today or in 
Korea at the time of its shift toward manufactured exports, even though 
many of these countries have pursued policies that are strongly biased 
against agriculture (Bates 1981). 

Conversely, it is not accurate to argue that “rural interests” are po- 
litically weak in Latin America simply because the level of urbanization 
is high. While it is true that agricultural producers as a whole have been 
disadvantaged by macroeconomic policies, large landholders have been 
able to use their political influence at both the local and national levels 
to capture particularlistic benefits for themselves, such as credit, access 
to inputs, irrigation, and infrastructure investments (de Janvry 1981 ; 
Grindle 1986). The political conflicts that have wracked Argentina in its 
postwar history have been closely related to a sectoral stalemate, even 
though only a very small share of the country’s population is involved 
in agriculture. During periods of balance of payments difficulties, the 
need to expand exports gives export-oriented agriculture renewed power. 
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Table 5.2 Indicators of the RuraWrban Balance 

Urban Population Share of Labor  
as Percentage of Force in 

Total Agriculture (%) 

1965 1984 1965 1980 

Argentina 
Bolivia 
Brazil 
Mexico 
Indonesia 
Korea 
Philippines 
Turkey 

Low-income sub- 
Saharan Africa 

Middle-income sub- 
Saharan Africa 

76 
40 
51 
55 
16 
32 
32 
32 

11 

16 

84 
43 
72 
69 
25 
64 
39 
46 

21 

28 

18 
54 
48 
50 
71 
56 
58 
75 

75 

52 

13 
46 
31 
37 
57 
36 
52 
58 

58 

50 

Source: World Bank, World Development Report 1986. tables 30 and 31. 

Despite the rapid growth of nontraditional exports in the Latin Ameri- 
can NICs, in 1983 fuels, minerals and other primary commodities ac- 
counted for 59 percent of total exports in Brazil, 73 percent in Mexico, 
and 84 percent in Argentina. 

One key political variable in determining the orientation of govern- 
ment policy is the extent to which smallholders, tenants, and landless 
labor are available for mobilization by revolutionary or opposition par- 
ties, a point made clearly in the country study on Indonesia. According 
to Woo and Nasution (see the country studies), Soeharto’s attitude 
toward the exchange rate was heavily influenced by fears of the re- 
suscitation of the Communist Party of Indonesia (Partai Kommunis 
Indonesia, PKI). In 1965, the PKI had more than two million members, 
largely landless peasants in Central and East Java where rice production 
had virtually stagnated for over a decade. The conflict between the 
government and the PKI following a failed coup in September 1965 left 
at least 500,000 people dead. The economic policies that followed, 
including a sharp devaluation, showed greater attention to the coun- 
tryside than had been the case under Sukarno, even if they fell short 
of the redistributionist aims of the Communists. The turn to democracy 
in Turkey in 1950 allowed the opposition Democratic Party to mobilize 
support through appeals to rural interests. Democratic Party govern- 
ments over the fifties sought to reverse the bias toward industrialization 
that had characterized economic strategy during the 1930s and 1940s. 
Concerns about the growth of rural insurgency have also colored the 
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economic policy pronouncements of the Aquino administration in the 
Philippines. 

Balance of payments constraints rather than concern with the agri- 
cultural sector appear to be the critical variable in explaining the tran- 
sition to export-led growth in Korea and Taiwan. In Korea, reducing 
government credit and subsidies to agriculture was a crucial step in 
the stabilization required to make the transition (Haggard, Kim, and 
Moon 1987). Land reforms in both countries sprang from fears of rural- 
based insurgency, however. The Kuomintang (KMT) lost the Chinese 
civil war to a revolutionary communist party that built its base of 
support in the countryside. While no such threat was present in Taiwan, 
KMT leaders were heavily influenced by their experience on the main- 
land in the design of their development policies. The South Korean 
government faced rural insurgency up until the eve of the Korean War 
and was powerfully influenced in its land reform efforts by the sweeping 
reforms undertaken in North Korea. 

The absence of a powerful agricultural elite may mitigate the sectoral 
conflict that often surrounds devaluation, but for reasons somewhat 
different than those suggested by Ranis. In countries otherwise as 
diverse as Argentina and Costa Rica, devaluation has been politically 
controversial precisely because it so clearly favors large landholding 
elites. The distributional conflict is particularly acute in Argentina, 
since the country’s two main agricultural exports, wheat and beef, are 
also wage goods. Hong Kong and Singapore, of course, have no rural 
sectors to speak of. In Korea and Taiwan, land reform eliminated this 
divisive political cleavage and thus changed the politics of devaluation 
and agricultural pricing policies. It should be noted that both Korea 
and Taiwan have now followed a trajectory that is common to Japan 
and a number of European countries. As comparative advantage has 
shifted out of agriculture, the continuing political concern with rural 
support has led to highly protective policies. 

Finally, it is not clear that the turn to import-substitution policies in 
Latin America was the result of the rise of urban political forces alone, 
even though the adoption of such policies created its own constituency 
over time (Kaufman 1979). Prior to the Great Depression, white-collar 
urban workers and industrialists identified their welfare with the ex- 
pansion of the export-economy. With the exception of Mexico, there 
was never a serious challenge to the property of traditional elites or 
to their control of the agrarian and export sectors. A key factor was 
the Depression and World War I1 which resulted in dissatisfaction with 
the prevailing export model. But overtly “nationalist-populist” coa- 
litions rose to power relatively infrequently in the thirties and forties. 
While “populist,” the Cardenas government of the thirties in Mexico 
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depended to a much greater extent on the mobilization of rural support. 
The post-Depression industrialization process began under the aegis of 
regimes strongly influenced by the agro-export oligarchies in both Ar- 
gentina and Chile. And in post-Cardenas Mexico and the Brazilian 
Estado Novo (1937-49, manufacturing expanded under governments 
that, like the authoritarian regimes of the sixties and seventies, placed 
strict restrictions on the political activities of the urban popular sector. 

This historical digression suggests two further observations. First, 
in the past, external shocks have increased returns to capital and labor 
in the modern manufacturing sector resulting in “natural” import sub- 
stitution. Latin American IS1 moved forward by a series of shocks, 
beginning with World War I and lasting through the supply interruptions 
associated with World War 11. The Depression played a critical role in 
the evolution of Turkey’s industrial policy and in Korea, Indonesia, 
and the Philippines, postwar balance of payments crises set the stage 
for the adoption of import-substituting policies. The current crisis may 
push countries in the opposite direction because of the need to generate 
exports to service their debt. On the other hand, the rise in protec- 
tionism and the general slowdown in world economic growth constitute 
less auspicious conditions for the launching of export-oriented policies 
than those facing Japan and the East Asian NICs in the fifties and 
sixties. 

Second, caution has to be exercised in drawing too sharp a line 
between “rural” and “urban,” or “agricultural” and ‘‘industrial’’ in- 
terests. In the Philippines, landed elites have integrated into financial 
and manufacturing activities, giving them a somewhat ambivalent set 
of interests vis-a-vis trade and exchange rate policy. This might help 
explain why the Philippines, with a relatively low level of urbanization, 
has pursued a development strategy more similar to the Latin American 
pattern. 

5.3.2 The Influence of Representative Institutions and Regime Type 

Identifying the interests of major actors is obviously important in 
understanding the politics of stabilization and structural adjustment, 
but as we have argued, the institutional setting can determine which 
interests matter politically. The major debate in the political science 
literature on stabilization in the last ten years has centered less on the 
role of competing interest groups than on the nature of the overall 
political regime, and in particular, the question of whether “successful” 
economic stabilization requires authoritarian governments or repres- 
sion (Skidmore 1977; Diaz-Alejandro 1981, 1983; Pion-Berlin 1983; 
Kaufman 1979, 1985; Haggard 1986; Bienen and Gersovitz 1985; Rem- 
mer 1986; Sidell 1987). 
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There is no clear evidence that authoritarian regimes in general do 
any better than democracies in imposing conventional fiscal and mon- 
etary restraint. During the 1960s and 197Os, exclusionary military gov- 
ernments in Brazil, Argentina, and Chile did carry out extremely harsh 
shock packages that would not have been sustainable in less repressive 
systems (Kaufman 1979). But during the crisis of the 1980s, Mexico’s 
milder one-party civilian government imposed comparable shocks and 
competitive electoral regimes in Costa Rica and Argentina carried out 
tough, if more moderate, fiscal and monetary restrictions. In addition, 
a number of “authoritarian” regimes, such as Haiti and Zaire, have 
done poorly. The few cross-national political comparisons of IMF pro- 
grams that do exist, such as Remmer’s (1986) study of Latin American 
programs and Haggard’s (1986) analysis of Extended Fund Facility 
agre<ements reveal no systematic association between either democracy 
or dictatorship and the ability to stabilize. Broader studies that have 
attempted to measure the influence of democracy and authoritarianism 
on growth have yielded conflicting results (Marsh 1979; Dick 1974; 
Weede 1983; Kohli 1986). 

Despite the lack of a clear empirical pattern, however, it remains 
plausible that the rules governing public participation and represen- 
tation are important, quite apart from the nature of the coalition in 
power. The problem lies in the fact that the “democratic” and “au- 
thoritarian” categories are too broad to be of analytic use. Finer dis- 
tinctions are required to differentiate between types of democratic and 
authoritarian rule and to link them more convincingly to economic 
outcomes. 

Variation in Democratic Institutions: Plebiscitary vs. 
Consultative Democracy 

A number of variations in democratic institutions can influence the 
making of economic policy, including the strength of political parties 
and the differences between presidential and parliamentary rule (Ro- 
gowski 1987; Jackman 1987). As noted above in the discussion of labor, 
Katzenstein (1986) and others (e.g., Goldthorpe 1984) argue that ad- 
justment in the advanced industrial states is facilitated by social- 
corporatist forms of interest representation in which economic policies 
are framed through institutionalized bargaining among state officials 
and centralized peak associations of business and labor. Democratic 
governments with more pluralistic and decentralized modes of decision 
making typically had greater problems in this regard. 

A slightly different distinction might be made in the developing coun- 
try context between “plebiscitary” and “consultative” democracies. 
In plebiscitary democracies, such as Peru or the Philippines, elites rely 
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primarily on diffuse populist appeals to legitimate their authority. Policy 
is framed through closed-door deliberations among technocrats and 
other interests within the “inner circle,” and while individual political 
leaders may develop systems of consultation with affected interest 
groups, they are not constrained to do so. Parties tend to be weak, 
vehicles for electoral mobilization rather than for the ongoing repre- 
sentation of interests. Although economic stabilization initiatives may 
have momentary success in such a framework, particularly as such a 
system is likely to imply a greater degree of executive discretion, they 
may be more difficult to sustain. On the other hand, we might expect 
better performance in systems that manage to strike a balance between 
coherent executive decision-making authority and institutionalized 
channels through which organized groups can articulate their interests. 

An interesting example is provided by Argentina’s Austral Plan of 
1985-87, a relatively successful combination of orthodox fiscal and 
monetary restraint with more experimental attempts to control prices 
and institute a currency reform (Kaufman 1987). The comparatively 
heterodox aspects of this package reflected strong political pressures 
for a socially acceptable alternative to the orthodox shocks that had 
been a feature of military rule. At the same time, during 1986 and 1987, 
after several years of unsuccessful negotiations with the central lead- 
ership of the Peronist unions over a “social pact,” the government 
adopted a new bargaining strategy that centered on negotiated wage 
agreements with individual Peronist unions representing key economic 
sectors. While the heads of the central union confederation continued 
to criticize and demonstrate against government measures, the new 
bargaining framework did much to deflect opposition to the more or- 
thodox fiscal and monetary components of government policy. In con- 
trast, in Brazil-which corresponds more closely to the plebiscitary 
pattern-a parallel program, the Plan Cruzado, collapsed in early 1987 
when the government was unable or unwilling to build a broad coalition 
of party and union interests behind necessary demand restraint 
measures. 

Although the Argentine story is particularly dramatic because of the 
country’s long history of instability and zero-sum politics, it is not the 
only instance of effective democratic response to stabilization. In Costa 
Rica, a tradition of informal consultation with business and labor unions 
facilitated acceptance of a comparatively successful orthodox IMF 
program in 1982-83 (Nelson 1987). While devaluing and sharply raising 
taxes and public utility and state-owned oil-refinery rates, the govern- 
ment managed and preempted popular discontent with a combination 
of selective wage concessions to low-income workers and a temporary 
food aid program. As a class, these democratic governments may well 
be more effective than many authoritarian regimes, as well as “ple- 
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biscitary democracies.” At the very least, they place some limits on 
the kind of policy adventurism designed for populist appeal; at best, 
consultation provides opportunities for persuasion, obtaining feedback 
and negotiating compensating agreements. 

The Variety of Authoritarian Institutions: Weak vs. Strong 
Authoritarian States 

As a first cut at classification of single-party and military authoritarian 
governments, it is useful to note some broad characteristics of what 
might be termed “strong” and “weak” authoritarian regimes, even 
though these characterizations lump together a number of different 
variables. The typical “strong” authoritarian regime would have the 
following features: 

I .  Continuity in leadership and/or relatively clear rules governing 
succession. 

2. A political structure that insulates technocrats and economic 
decision-makers from societal pressures, as well as from the de- 
mands of political elites themselves. The mechanisms may be 
through the dominance of a single party, as in Mexico, Taiwan, 
and Singapore, or through military rule, as in Korea, but rests 
ultimately on the decision by political elites to allow technocrats 
the political space to operate. 

3.  An economic policy machinery with a minimum of capture by 
social groups. 

4. “Corporatist” organization of interests through state-sanctioned 
and-controlled associations. These permit official supervision of 
key social groups and give government officials the capacity to 
control the agenda of demands. 

5 .  A military, police, or domestic intelligence network capable of 
penetrating strategic social insitutions and deploying violence 
where “necessary.” 

A “weak” authoritarian state may share many of the formal char- 
acteristics of a strong one, such as prohibitions on independent political 
organization, and repressive or one-party or military rule. But weak 
systems also have these charcteristics: 

1. Frequent changes in leadership through “palace coups” or fac- 
tional rivalry within the ruling political elite. 

2. A low degree of insulation for technocrats from the political de- 
mands of powerful social groups and the executive itself. 

3. A dualistic decision-making structure in which technocrats control 
only a limited range of policy instruments and compete with po- 
litical elites who deploy other public resources for both political 
and private purposes. 
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4. Extensive networks of patron-client, personalistic, and familial 
relations within the formal government structure, sustained by 
corruption, rent-granting, nepotism, and the discretionary allo- 
cation of governmental resources. 

5 .  Predatory behavior by military and domestic security forces and 
the lack of independent, nonpenetrated organizations of social 
control. 

“Strong” authoritarian regimes may differ as much from weak ones 
as from democracies in the way they implement stabilization policy. 
In fact, there is probably greater variation in the performance of de- 
veloping authoritarian regimes than among developing country de- 
mocracies, since weak authoritarian regimes are less capable or 
interested in controlling rent-seeking behavior than either strong au- 
thoritarian regimes or democracies. 

Korea is illustrative of how the institutional capabilities of “strong” 
authoritarian regimes help explain the coherence of adjustment policy 
and the speed of its implementation (Haggard and Moon 1986). The 
need for stabilization and structural adjustment was recognized among 
an alliance of monetarist technocrats prior to Park Chung Hee’s as- 
sassination in October 1979, but reform was delayed by the transition 
to a new government under Chun Doo Hwan. The constitution of the 
new Fifth Republic, designed by the military coup leaders, exhibited 
continuity with its predecessor: a strong executive; a weak legislature 
controlled by the ruling party; forceful executive support for techno- 
cratic initiatives; and various limits on the freedom of the press, as- 
sembly, and opposition activity. Seeking to distance himself from the 
economic difficulties that had plagued Park’s last years, Chun threw 
his support behind the stabilization plans of the monetarists. The ex- 
ecutive’s tight control of the budgetary process allowed a dramatic 
reversal in the rate of increase of government spending. While ex- 
penditure grew 21.9 percent in 1981, it was zero in 1984. The high level 
of the budget devoted to military expenditures makes the Korean fiscal 
structure quite rigid. Nonetheless, the government acted against the 
interests of groups usually able to organize against the imposition of 
austerities. Food price supports were cut dramatically, various special 
funds used to target supports to industry were consolidated or elimi- 
nated and even the government administration itself was streamlined 
through the laying off of over 15,000 employees, an action unthinkable 
in most developing countries. The Korean government never inter- 
vened extensively in wage setting prior to the eighties. After 1981, the 
government relied on new and established institutional controls, in- 
cluding its informal penetration of the union movement, arrest of labor 
leaders, and restrictive trade union and new dispute settlement laws 
to curb labor demands. 
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A second example of the significance of military-imposed institutions 
is provided by the Turkish case (Pevsner 1984; Okyar 1983). In January 
1980, the civilian government of Suleyman Demirel moved belatedly 
to develop a stabilization and structural adjustment plan. Efforts at 
implementation took place against a backdrop of parliamentary stale- 
mate, politically-mobilized labor opposition, and escalating violence. 
In September, the military intervened and enjoyed a high level of public 
confidence because of its ability to control violence and its reputation, 
from previous interventions, of disinterest in long rule. Parliament was 
dissolved and, in general, the military moved to depoliticize society 
through large-scale arrests and limits on the press and the freedom of 
interest-group and political organization. Rather than turning to a new 
economic team, the military retained Turgut Ozal, the principal archi- 
tect of stabilization under the civilian Demirel government, and gave 
him new freedom to act. The military took major actions in the area 
of fiscal policy, including a reversal of politically motivated decisions 
on agricultural price supports, and developed a new set of institutions 
for wage settlement that significantly weakened labor’s power. Strikes 
were banned, the major left-wing labor federation was disbanded and 
collective bargaining suspended. Nominal wage increases that were 
running in the 60 to 70 percent range prior to military intervention 
dropped to around 25 percent for 1981. As in Korea, the government’s 
actions were not limited to control of labor. Other politically sensitive 
moves included the beginnings of reform of the tax system and the 
state-owned enterprise sector, the liberalization of imports and, in gen- 
eral, the adoption of more liberal and outward-oriented policies that 
had been the subject of political controversey between the parties 
during the 1970s. 

The Philippines in the late Marcos years represents an intermediate, 
or “dualistic,” type of government that mixed features of “strong” 
authoritarian rule, such as a powerful executive, weak legislature, and 
the insulation of economic policy making from electoral pressures, with 
extensive corruption and political interference by the president. The 
assassination of Benign0 Aquino in August 1983 triggered a reassess- 
ment of the Philippines by external creditors. Following a foreign ex- 
change crisis and the declaration of a moratorium on debt payments 
in October, the government came under intense pressures from the 
private sector, foreign banks, multilateral agencies, and the United 
States to initiate stabilization and structural adjustment measures. De- 
spite this pressure, the government continued to balk at stabilization 
through the first half of 1984, extending large credits to financially 
troubled “crony” companies and borrowing heavily to “finance” the 
parliamentary elections of May 1984. 

As the pressure on Marcos grew from the IMF and external creditors, 
the technocrats were granted the leeway to pursue policies destined to 
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have a high political cost, particularly the dramatic stabilization pro- 
gram based on the issue of high-yielding treasury bills. On the other 
hand, a number of structural adjustment measures were actively re- 
sisted. The most important of these was the restoration of market forces 
in the sugar, coconut, and grains sectors. Though the mechanisms 
differed slightly in each case, all three industries had come under state 
or state-sanctioned monopoly control. These monopolies, in turn, were 
in the hands of close political allies of Marcos who provided political 
funds and organized regional and sectoral bases of support (Hawes 
1987). The failure to move forward with reform of this sector was the 
critical factor leading to the suspension of IMF drawings in October 
1985. The study of Indonesia by Woo and Nasution (see the country 
studies) suggests a broadly similar political structure, combining islands 
of technocratic rationality and administrative competence with clien- 
telism, executive intervention, and institutionalized corruption. 

For a number of small, poor developing countries, the nature of 
“authoritarianism” is in no way conducive to implementing stabili- 
zation and adjustment measures; indeed, the question must be seriously 
entertained whether such countries are capable of formulating, imple- 
menting, and sustaining any coherent economic strategy. In poor, ethn- 
ically fragmented societies, such as many of the small sub-Saharan 
states, political authority is maintained by patron-client relations. The 
highly personalistic, even familial autocracies such as those in Zaire 
(Callaghy 1984) or Haiti under the Duvaliers are the clearest examples, 
but the class of such cases is more extensive. While Bolivia saw an 
alternation of constitutional and military rule between 1978 and 1982, 
these formal features of governance were less important than the en- 
demic instability of ruling coalitions and the dense networks of pa- 
tronage that linked political elites, the bureaucracy, and state-owned 
enterprises and client groups. As Malloy argues, legal and political 
institutions were “seen not as ways of doing things but as obstructions 
to any action” (Malloy and Gamarra 1987, 117). Such countries have 
histories of failed IMF programs that founder on the inability of outside 
agencies to induce a rationalization of central government finances, 
even, in the case of Zaire, where recourse was had to the 19th century 
solution of installing expatriate teams in strategic economic policy posts 
(Callaghy 1984). Since the maintenance of political power in such sys- 
tems rests on discretionary access to state funds and instrumental ties 
with key regional, bureaucratic, or ethnic elites, the rationalization of 
public finances is immediately irrational in a political sense. 

The problem is not simply one of “corruption”; many countries, 
including Korea, have grown rapidly with some corruption, though the 
levels do not approach the drain on resources visible in Zaire, Haiti, 
or the Philippines under Marcos. The problem is the deeper one of lack 
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of political institutions capable of channeling and containing demands 
and weak administrative capacity. Under extreme external pressure or 
absolutely forcing domestic economic developments, such countries 
may institute surprising reforms, such as Zaire’s dramatic devaluation 
of 1982. Nonetheless, in the absence of political and administrative 
development, the ability to sustain such reforms or to implement the 
type of structural adjustment required to get on a higher growth path 
is open to serious doubt. 

5.3.3 Political Cycles 

The analysis of the overall balance of interest groups and the nature 
of the political regime are useful for underlining some broad cross- 
national variations in policy patterns. Within nations, however, policies 
are affected by short-term shifts in the political context that condition 
the expectations of key actors and shape opportunities for mobilizing 
support for new policy initiatives. A large literature on the political 
business cycle has argued that regardless of the party in power, eco- 
nomic policy will change over the electoral cycle (Nordhaus 1975; 
Lindbeck 1976; Tufte 1978). While these arguments have been criticized 
on both empirical and theoretical grounds, they focus attention on a 
critical variable: the time horizons of governments. It seems plausible 
that incumbent governments will grow increasingly reluctant to impose 
unpopular measures as their tenure in office becomes shorter and/or 
less secure. Conversely, they will be more prone to take short-term 
political risks if they perceive they will be around to reap the projected 
political gains later on. 

To make such arguments relevant to developing countries, however, 
it is necessary to consider not only changes of elected governments 
but noninstitutional changes of regime. Military intervention or the 
transition to authoritarian one-party rule has occured in the postwar 
period in all of the cases included in this project except Mexico (see 
table 5.3). During the 1980s, this trend was reversed: Argentina, Brazil, 
Bolivia, the Philippines, Turkey, and Korea have made, or are making, 
transitions to democratic rule. We thus explore the political cycle hy- 
pothesis in two developing country contexts: in those where consti- 
tutional changes of government have been comparatively routine and 
stable, and those where the security of incumbents is less securely 
institutionalized. 

Electoral Cycles in Constitutional Systems 

There are several variants of the political business cycle model, but 
all rest on several basic assumptions: that governments seek to max- 
imize their electoral chances; that voting behavior is driven by short- 
run economic conditions, particularly levels of unemployment; and that 
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Table 5.3 Changes in Government, 1970 to Present, Select Countries 

CountrylDate Head of Government Form of Government 

Argentina 

611 966-611 970 

611 970-31197 1 

311971 -511973 
511 973 -811 973 
811 973 -711 974 
711974-311976 

311 976-311 98 1 
311981 - 1211981 ' 
1211981 - 1211983 
1211983- 

Bolivia 

911 969- 1 011 970 
1 O i l  970-81197 1 
811971 -711978 

71 1978- 1 Ill 978 
1111978-811979 
811979- 1111979 

1111979 
1111979-611980 
611 980-811 98 1 
811981 -911981 
91198 1 -711 982 

711982- 1011982 
1011982-811985 
811985- 

Brazil 

1 Oil  969-311 974 
311 974-31 1979 
311 979- 311985 
311985 

Mexico 

1211970- 1211976 

1211976- 1211982 
1211982- 

Indonesia 

311 966- 

Juan Carlos Ongania 

Roberto Levingston 

Alejandro Lanosse 
H6ctor Campora 
Juan Peron 
Isabel Per6n (deposed) 

(deposed) 

(deposed) 

Jorge A. Videla 
Roberto Viola 
Reynaldo Bignone 
Rahl Alfonsin 

Ovando Candia (deposed) 
Juan Jose Torres (deposed) 
Hugo Binzer  SuLrez 

Juan Pereda Asbun (deposed) 
David Padilla 
Walter Guevara Arze 

(deposed) 
Natusch Busch 
Lydia Gueiler (deposed) 
Luis Garcia Mesa (deposed) 

Celso Torrelio Villa 

Guido Vildoso Calderon 
Hernan Siles Zuazo 
Paz Estenssoro 

(deposed) 

Emilio Garrastazu Medici 
Ernest0 Geisel 
Jog0 Baptista Figueiredo 
Jose Sarney 

Luis Echeverria 

Jose Lopez Portillo 
Miguel De la Madrid 

General Soeharto 

Military 

Military 

Military (transitional) 
Directly elected 
Directly elected 
Succeeded Juan PerBn on his 

death 
Military 
Military 
Military (transitional) 
Directly elected 

Military 
Military 
Military-civilian (1971 - 1973); 

Directly elected 
Military (transitional) 
Civilian-interim 

military (1973- 1978) 

Military 
Civilian-interim 
Military 
Military junta 
Military 

Military (transitional) 
Indirectly elected 
Directly elected 

Military 
Military 
Military 
Indirectly electeda 

Directly elected, dominant 
party system 

Directly elected 
Directly elected 

Dominant party system 
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Table 5.3 (continued) 

CountrylDate Head of Government Form of Government 

Korea 

1964- loll 972 
1011972- 1011979 
1011979-511 980 
511980-21198 1 
211981- 

Ph iiipp in es 

911 972- 111 98 I 
111981 -211986 

211986- 

Turkey 

1 O i l  969-311 97 1 
31197 1 -71 1974 

711 974-911 974 
911 974-411 975 
41 1975 - 111 978 
1 I1 978- 1011979 
1 O i l  979-911 980 
911980-1 111983 
1111983- 

Park Chung Hee 
Park Chung Hee 
Choi Kyu Hah 
Chun Doo Hwan 
Chun Doo Hwan 

Ferdinand Marcos 
Ferdinand Marcos 

Corazon Aquino 

Suleyman Demirel 

Bulent Ecevit 
Sadi Irmak 
Suleyman Demirel 
Bulent Ecevit 
Suleyman Demirel 
Kenan Evren 
Turgut Ozal 

Directly elected 
Authoritarian 
Civilian-interim 
Military 
Indirectly elected, 

authoritarian 

Martial law rule 
Directly elected, dominant 

party system 
Directly elected, took office 

following revolution 

Directly elected 
Military-civilian interim 

governments 
Directly elected 
Civilian interim 
Directly elected 
Directly elected 
Directly elected 
Military 
Directly elected 

“Sarney was chosen vice-president, and assumed the presidency on the death of the 
presidential candidate, Tancredo Neves. 

governments can manipulate the economy to enhance their electoral 
chances. According to the model developed by Nordhaus (1975), for 
example, governments will choose combinations of inflation and un- 
employment on the short-run Phillips curve that are optimal with ref- 
erence to the popular vote function, even if they involve a heavy discount 
for future inflation. In the context of stabilization episodes, govern- 
ments facing electoral contests would therefore be more likely to resist 
orthodox measures and to seek heterodox alternatives. 

The empirical evidence for a political business cycle is extremely 
weak for the advanced industrial states (Alt and Chrystal 1983, chap. 5). 
Brian Barry has also forcefully challenged the analytic underpinnings 
of the model, arguing it assumes “a  collection of rogues competing for 
the favors of a larger collection of dupes” (Barry 1985, 300). Many of 
the political and institutional characteristics of the advanced industrial 
states that mitigate the political business cycle are absent in the de- 
veloping country context, however. These include, among other things, 
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more informed publics, more independent media coverage of economic 
policy, more institutionalized forms of consultation which lengthen the 
time horizons of affected social groups, and extensive welfare systems 
that cushion the costs of unemployment. Given generally lower levels 
of income and extensive poverty, electoral support in the developing 
world might plausibly be linked to the government’s ability to deliver 
short-term material benefits. 

These hypotheses can be explored in two ways. One is to focus 
directly on the politics of stabilization. The political business cycle 
hypothesis would lead one to expect strong pressures on decision mak- 
ers from members of the party in power facing electoral contests. 
Regardless of initial ideological predilections, this has the effect of 
splitting governments into pro- and antistabilization factions. In Ja- 
maica under the leftist Manley, where there was little faith in IMF 
programs in the first place, there is evidence that populist factions 
within the government party sought to advance their agenda by ag- 
gressively politicizing the IMF issue (Stephens and Stephens 1986). In 
Sri Lanka, by contrast, where a conservative government under J.  R. 
Jayardene launched wide-ranging reforms after 1977, battles between 
the party in parliament and the more conservative Finance Ministry 
are also visible (Haggard 1986). Similarly, as Korea has moved toward 
electoral politics, government party legislators have been forced to 
respond to the opposition by taking positions critical of unpopular 
government initiatives, such as import-liberalization (Haggard and Moon 
1986). 

The electoral cycle hypothesis can also be analyzed by observing 
the government’s macroeconomic policy behavior. Barry Ames’s (1987) 
research on Latin American fiscal policy from 1945 to 1980 finds strong 
evidence of electoral cycles. When an election approached, expendi- 
tures rose as a way of reassuring followers and attracting new ones. 
When the election passed, expenditures continued to rise if a new leader 
or party was elected. 

The Mexican experience over the last twenty years provides the 
clearest example of a political business cycle. Despite the continuity 
of one-party rule, elections are seen by Mexican political officials as 
playing an important function in legitimating the political system. In 
each of the last three changes of administration (1970, 1976, and 1982), 
expansionary fiscal and monetary policies coinciding with elections 
generated subsequent inflationary and balance of payments pressures. 
Stabilization initiatives followed during the initial years of each new 
administrative term, generally leading to reductions in inflation rates 
and current account deficits, that were then followed in 1975-76 and 
1981 -83 by a new round of inflationary and balance of payments pres- 
sures. The balance of payments crisis of 1970 in the Philippines has 
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also been attributed to election year spending (Dohner and Intal, see 
the country studies). 

If the period prior to elections is likely to be characterized by ex- 
pansionary policies and resistance to stabilization, the periods follow- 
ing elections will allow governments more leeway to introduce reforms. 
Certain factors are likely to expand the room for maneuver of newly 
elected governments beyond the temporary deliverance from the pres- 
sure of electoral contest. First, is the nature of the previous govern- 
ment’s policies. The greater the perception and reality of failure, the 
greater the space for innovation and reform. This helps explain the 
dramatic initiatives undertaken in Bolivia under the Paz Estenssoro 
government in September 1985. Second, the government gains where 
electoral opposition is weak and divided. This is not only true because 
it provides the legislative space to launch initiatives, but because it is 
likely to be correlated with a weak ability of the opposition to galvanize 
action outside of the legislature, such as through strikes, that would 
undermine stabilization and adjustment efforts. 

Unstable Democracies and Transitions to and from Authoritarian Rule 

As table 5.3 suggests, the majority of stabilization efforts have come 
in situations where the tenure of incumbent governments, whether 
authoritarian or democratic, is highly uncertain. This uncertainty sur- 
rounding the fundamental rules of the political game affects politicians’ 
time horizons and policy choices. 

The principal challenge facing the leaders of new governments in 
unconsolidated democracies is typically to sustain the mass support 
that had previously been built up during the challenge to the outgoing 
dictatorships. Since the shift from authoritarianism to democracy raises 
hopes for an improvement in welfare as well as political freedom, newly 
elected leaders face expectations that are not conducive to the impo- 
sition of austerity. On the contrary, whereas new administrations in 
stable electoral systems may choose to pay the short-term costs of 
stabilization early in their terms, the leaders of unconsolidated de- 
mocracies may turn to economic populism as a means of cementing 
both electoral support and, where there is a lingering threat from an- 
tidemocratic forces, broader societal support for the democratic project 
itself. The new administrations of Alfonsin in Argentina, Sarney in 
Brazil, and the succession of civilian governments in Turkey after the 
return to democracy in 1973, and again after 1983, behaved in precisely 
this way. The return to democracy in Bolivia under the Siles govern- 
ment in 1982 was not followed by large increases in public spending, 
but as Morales and Sachs (see the country studies) point out, the new- 
left coalition government was unable to reduce the deficits it inherited 
from earlier governments. This pattern holds for earlier periods as well. 
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In Argentina, for example, Frondizi (in 1958), Illia (in 1964), and the 
Peronists themselves (in 1973), all entered office after periods of mil- 
itary dictatorship with wage increases and expansionist economic pro- 
grams aimed at accelerating growth. 

A new phase in the cycle is reached as such projects encounter 
constraints and governments are forced to turn toward orthodoxy. Dur- 
ing the 1950s Per6n and Frondizi imposed two of the harshest and most 
orthodox stabilization programs in Argentine history. Menderes for- 
mulated a wide-ranging stabilization program in Turkey in 1958 after 
years of expansionist policies. Alfonsin began to change policy course 
late in 1984, while the populist Bernard0 Grinspun was still finance 
minister. The Austral package of 1985, despite its heterodox price con- 
trol features, continued in quite conservative fiscal and monetary di- 
rections throughout most of 1986-87. In early 1987, after several years 
of rapid economic expansion, the Sarney government faced similar 
external accounts pressures, and although one component of the re- 
sponse was a moratorium on external debt payments, the government 
also appeared to be preparing to adopt a tougher stabilization package 
at home under the leadership of a new finance minister, Bresser Pereira. 
These episodes suggest the following stylized cyclical pattern for new 
democracies: expansion, followed by balance of payments problems, 
followed by attempts to impose relatively orthodox stabilization 
packages. 

New authoritarian regimes appear to follow the opposite path. There 
are examples of populist military governments: Bolivia in 1970-71, the 
Peruvian experiment of the early seventies, and the first year of Korea’s 
military rule in 1961-62, Typically, however, the military seizes power 
in the midst of political crises that have economic correlates, and the 
policies pursued in the initial years in office reflect commitments to 
impose “discipline” and “rationalize” the economic system, in part 
by politically limiting the demands of leftist and labor groups. This was 
the general pattern, through under different constraints, in Brazil (1964), 
Argentina (1966 and 1976), Turkey (1971 and 1980), Indonesia (1966), 
Bolivia (1971), and Korea (1980-81), as well as in Chile and Uruguay 
in the mid-1970s. As the initial crisis is brought under control, however, 
authoritarian regimes begin to face new problems of political consoli- 
dation or transition (Ames 1987, chap. 5). At this point, they come 
under strong pressure to pursue more growth-oriented policies, if not 
to build support, then at least to fend off or moderate the militancy of 
the opposition. Brazil’s externally financed industrial expansion of the 
1970s provides one striking example. The decisions to pursue high- 
growth policies through the oil shocks coincided almost exactly with 
decisions taken by the military regime concerning the “decompres- 
sion” of the political system by gradually expanding opportunities for 
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electoral competition and pluralistic politics. The transition from mar- 
tial law in the Philippines (announced in December 1981) was followed 
by local and parliamentary elections in 1982 and 1984 that were ac- 
companied by sharp expansions in the money supply. The military 
regimes exiting from Argentina in 1970-73 and 1980-83 did so under 
much more chaotic and unplanned circumstances. Yet both felt it im- 
perative to step away from the economic orthodoxy of the early years 
of the regime and to adopt policies considered more favorable to the 
Peronist unions and local manufacturing groups. Thus, while govern- 
ments in unconsolidated democracies expand then stabilize, their au- 
thoritarian counterparts stabilize then expand. In the aggregate, 
economic performance may look similar for democratic and authori- 
tarian regimes, as Remmer (1986) argues, but these averages conceal 
differences in the underlying dynamics and timing of policy choices. 

5.3.4 The Bureaucracy: Adminstrative Capacity and the State as 
Interest Group 

The foregoing discussion has focused on political competition among 
interest groups, politicians, and parties. It is clear, however, that char- 
acteristics of the bureaucracy and bureaucratic politics are also im- 
portant for understanding the ability of governments to manage 
stabilization crises. This is true for two reasons. First, the administra- 
tive capacity of the government affects its ability to carry out coherent 
economic policy. This is particularly true of those structural adjustment 
measures which demand complex organizational support to be effec- 
tive. The attention given to “policy reform” among economists is rarely 
matched by adequate attention to the administrative requirements of 
successful policy implementation. But the bureaucracy is important 
for a second reason. In many developing countries, whether democratic 
or authoritarian, public employees constitute an extremely powerful 
political force. In a number of low-income developing countries, they 
are the “urban interest.” A number of policies associated with stabi- 
lization and structural adjustment, including fiscal and wage restraint 
and the privatization of state-owned enterprises, pose direct challenges 
to the interests of public employees. 

Administrative capacity is affected by several interrelated aspects of 
staffing and organization. The most basic factor is the existence of 
institutional mechanisms for training technocratic personnel and re- 
cruiting them into pivotal decision-making positions. Such mechanisms 
are well developed in Korea, where technocratic teams with fairly 
unified economic ideologies have controlled a highly centralized eco- 
nomic decision-making apparatus over a long period of time. They are 
less developed in countries like Bolivia, Haiti, and a number of low- 
income African and Caribbean states where the level of technical ex- 
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pertise is generally low or where trained technicians face overwhelming 
political constraints in their efforts to influence the policy agenda. In 
between lie a number of cases where the overall level of technical 
expertise is high, but where economic decision-making authority is 
fragmented among ministries representing competing ideological vi- 
sions or political constituents. This was true for the Lopez Portillo 
administration in Mexico, under Soeharto in Indonesia, and in Turkey 
over the late 1970s. Elsewhere, technocrats have been circumvented 
by interventionist executives, as was true in the late Marcos years in 
the Philippines. While it is very difficult to generalize about these in- 
trabureaucratic conflicts, it is a truism to say that they have a powerful 
influence on the design and implementation of economic programs. The 
politics of stabilization and structural adjustment is also a form of 
bureaucratic politics. 

Procedures for monitoring economic variables, including the accu- 
mulation of debt itself, are one revealing indicator of the administrative 
capacity of developing country bureaucracies. The studies for the proj- 
ect suggest repeatedly that even in relatively developed countries, ma- 
jor gaps existed prior to the debt crisis in governments’ knowledge of 
the extent of debt accumulation. In Mexico, there was a sophisticated 
system for monitoring public, but not private, debt and in Argentina 
the crisis was clearly exacerbated by lack of clear information. 

States also vary in the organizational resources and range of policy 
instruments available to implement the more selective forms of eco- 
nomic intervention associated with some structural adjustment mea- 
sures. These include promoting technological research, facilitating 
adjustments in labor supply or shifting resources expeditiously into the 
export sector. Korea’s transition to export-led growth provides an 
important, and often misunderstood, example (Haggard, Kim, and Moon 
1987). The dominant neoclassical explanation of this transition holds 
that it was the result of reforms in the structure of incentives, including 
primarily a liberalization of imports and a devaluation of the exchange 
rate. While these reforms were no doubt important, they were accom- 
panied by a range of supportive interventions, including highly sub- 
sidized credit from the state-owned banking sector. But the government 
also developed a sophisticated organization for providing market in- 
formation, assisting firms in developing new products, forging links 
with foreign buyers, and monitoring export behavior, in some cases 
down to the level of the individual firm. In addition, the transition to 
export-led growth was preceded by fundamental institutional changes 
in the structure of economic decision making. Under President Syng- 
man Rhee (1948-61), business-government relations were character- 
ized by pervasive rent seeking and corruption, with the result that 
reformist technocrats within the burearcracy were politically margin- 
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alized. Under military rule (1961-63), old networks of political influ- 
ence were broken and new power invested in a highly centralized and 
autonomous Economic Planning Board. Technocrats gained new access 
to political elites. New organizations were also developed to allow 
business to communicate with government over their policy needs, 
such as monthly export meetings attended by the president himself. In 
sum, the transition entailed not only policy reforms but institutional 
innovation as well. 

The issue is not simply whether the state has appropriate information 
and policy instruments at its disposal. The bureaucracy must also be 
seen as a political actor. The case studies show repeatedly that indi- 
vidual government units and corporations made foreign exchange com- 
mitments without the approval of ministers of finance or central banks, 
even though such commitments became central government liabilities. 
The behavior of the state-owned enterprise sector was crucial to un- 
derstanding the debt crises in all the countries included in this project. 
Some of these enterprises, such as Mexico’s PEMEX or Indonesia’s 
Pertamina, represent p,olitical constituents in their own right; the man- 
agers who head them are more powerful than the ministers who are 
nominally responsible for overseeing their behavior. As is now well 
known, state-owned enterprises have assumed a host of political func- 
tions, including the transfer of subsidies to consumers, the provision 
of employment, and in Indonesia, the generation of revenue to finance 
the military. Over time, domestic suppliers and purchasers of the out- 
puts of state-owned enterprises also develop strong interests in their 
procurement, and pricing policies can be used to favor selected client 
groups. Where public sector workers are unionized, they place addi- 
tional constraints on the government’s freedom of maneuver. New 
studies suggest that the main political barriers to privatization are likely 
to reside within the state apparatus itself (Vernon, forthcoming). 

While it should be clear that bureaucratic capabilities matter, two 
somewhat contradictory caveats are required. First, the ability of bu- 
reaucracies to act, even highly competent ones, is dependent on the 
larger balance of forces within the political system as a whole. In 
Mexico during recent decades the technocratic influence of the treasury 
and central bank has changed directly with the broader political strategy 
of successive presidential terms. The treasury and central bank dom- 
inated economic policy making in the 1950s and 1960s, but their power 
declined dramatically under Luis Echeverria (1970-76), and to some 
extent, under Lopez Portillo (1976-82) before being restored to a piv- 
otal decision-making role under De la Madrid (1982-88). Similar stories 
could be told about Indonesia and the Philippines, where the freedom 
of the technocrats to act independently was ultimately determined by 
powerful presidents. 
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The second, partially contradictory caveat concerns the possibility 
of ‘‘overcapacity”-rigidities that result from the persistence of or- 
ganizational routines that impede, rather than facilitate adjustment. The 
dogmatic course pursued by entrenched laisser-faire technocrats in 
Argentina and Chile provides one possible example of this in the late 
1970s. The central policy debate in Korea, Taiwan, and Singapore in 
the early eighties has been over the degree to which government should 
continue to guide the process of industrial innovation (Cheng and Hag- 
gard 1987). All three possess strong dirigiste traditions, some elements 
of which may now present barriers to more rapid growth. 

5.4 Conclusion: Politics and Policy 

Before suggesting some conclusions, it is important to underline an 
important limitation on political analysis. Prescriptive policy analysis 
has as its purpose the identification of policies that are optimal given 
some criteria such as efficiency or growth. Positive political analysis, 
by contrast, often takes the form of suggesting why certain economi- 
cally optimal policies are unlikely to be adopted, or are likely to be 
distorted in implementation. If economists often tend toward volun- 
tarism, in which political contraints are explained by lack of ‘‘will,” 
political scientists can be overly deterministic. The challenge for a 
prescriptive policy analysis that incorporates political variables is to 
identify those variables which are manipulable and those which are 
not. This task is by no means easy; what constitutes a constraint in 
one political system may be overcome through astute political lead- 
ership and persuasion in another. 

It may appear that the most unmanipulable variable in the policy 
equation is the overall balance of interest groups. We suggested some 
conditions under which the interests of business, labor, and urban 
groups were likely to cut against orthodox stabilization measures, or 
even to undermine the integrity of more heterodox ones. But interests 
are not, in fact, fixed. Actors are not necessarily aware of their interests 
in a particular policy issue, and may be myopic with reference to the 
longer-term consequences of their own preferences. Some policies, 
such as taxation, are immediately visible in their effects. The distri- 
butional consequences of others, such as exchange rate management 
or trade policy, are less visible. If we begin with the critical assumption 
that stabilization and adjustment are not just technical exercises, but 
demand the building of coalitions of support, it is crucial that potential 
beneficiaries be identified and persuaded of their interest in the success 
of the programs. This is true regardless of the substantive design of 
the program. Research on the distributional consequences of stabili- 
zation programs is not only important to identify who gains and loses 
economically, but to identify relevant political actors. 
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Regime type also seems a variable that is not manipulable. Within 
the broad categories of “democratic” and “authoritarian” regimes, we 
have suggested that consultative mechanisms may assist in reaching 
consensus on program goals, but studies by political scientists have 
shown that the nature of these mechanisms-who is included and ex- 
cluded and on what terms-can themselves be the source of intense 
political fights (Bianchi 1984). Administrative development is, at least 
over the longer run, a variable which is subject to manipulation, in- 
cluding by outside actors. In general, it seems that the multilateral 
institutions have focused too much attention on discrete policy reforms, 
and not enough on designing the institutions and training the personnel 
that will be able to implement them over the longer run. Exercising 
outside influence demands strengthening the hands of reformers within 
the government. 

I t  is not clear, however, how far outside agents can, or should go in 
urging changes in the political and administrative structures of target 
countries. If the charge of interference in economic policy is a common 
stumbling block to effective programs, the charge of interference in 
domestic politics is likely to be even more damning. A second reser- 
vation is that dissimilar political systems will require different types of 
policy advice; this necessarily complicates program design. In systems 
with a “critical mass” of technocratic expertise and with relatively 
well-developed administrative routines and capacities, consultative 
mechanisms that enhance the capability of the administration are likely 
to be a good. In countries where the bureaucracy is penetrated by 
outside political forces and the level of technical expertise is low, it 
may be better to advise market-oriented policies and a reduction of the 
state’s role, not only on the grounds of economic efficiency, but on the 
grounds that such policies reduce opportunities for rent-seeking be- 
havior. It is not enough, however, simply to assume that all developing 
countries fall in the latter category. 

The greatest degree of planning freedom appears to come with ref- 
erence to the timing of outside advice. We have suggested some fairly 
obvious generalizations about when programs are likely to succeed and 
fail as a result of political cycles. This suggests that in some circum- 
stances, no program may be superior to one that is likely to raise 
expectations and fail. In the end, however, there is no substitute for a 
nuanced understanding of the particular political setting into which 
economic programs are introduced. 

Notes 

I .  This was the result of two agreements, one with Mexico, one with Ven- 
ezuela, which provided long maturities but no grace periods. 
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2. “Market borrowers” are those obtaining at  least two-thirds of their ex- 
ternal financing from commercial sources from 1978 to 1982; “official borrow- 
ers” are those obtaining less than two-thirds of their external financing from 
commercial sources (Watson et  al. 1986). 

3. An alternative solution is the creation of an export enclave, such as  that 
along Mexico’s border with the United States, which is only weakly integrated 
with the rest of the economy. 
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6 Conditionality, Debt Relief, 
and the Developing Country 
Debt Crisis 
Jeffrey D. Sachs 

6.1 Introduction 

This chapter examines the role of high-conditionality lending by the 
International Monetary Fund and the World Bank as a part of the 
overall management of the debt crisis. High-conditionality lending re- 
fers to the process in which the international institutions make loans 
based on the promise of the borrowing countries to pursue a specified 
set of policies. High-conditionality lending by both institutions has 
played a key role in the management of the crisis since 1982, though 
the results of such lending have rarely lived up to the advertised hopes. 
One major theme of this chapter is that the role for high-conditionality 
lending is more restricted than generally believed, since the efficacy 
of conditionality is inherently limited. 

A related theme is that many programs involving high-conditionality 
lending could be made more effective by including commercial bank 
debt relief as a component of such programs. I shall argue that such 
debt relief can be to the benefit of the creditor banks as well as the 
debtors, by enhancing the likelihood that the debtor governments will 
adhere to the conditionality terms of the IMF and World Bank loans, 
and thereby raise their long-term capacity to service their debts. 

Almost by definition, countries in debt crisis that appeal to the Fund 
or the Bank for new loans have already been judged to be uncred- 
itworthy on normal market criteria. In such treacherous circumstances, 
it is appropriate to ask why the IMF or the World Bank should be 
extending new loans. As an alternative, for example, the international 
institutions could allow the creditors and debtors to renegotiate new 
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terms on the old loans without any official involvement. Such two- 
party negotiations between creditors and debtors characterized earlier 
debt crises, before the IMF and World Bank existed (see Lindert and 
Morton, chap. 2 in this volume, for a discussion of the earlier history). 

In principle, continued lending by the international institutions could 
be justified by several nonmarket criteria: as a form of aid, as an 
investment by the creditor governments that finance the IMF and World 
Bank in political and economic stability of the debtor country (see Von 
Furstenberg 1985a; 1985b, for such a view), as an extension of the 
foreign policy interests of the major creditor governments, as a defense 
of the international financial system, etc. Loans are not usually de- 
fended on these grounds, though in fact such considerations are fre- 
quently important. Of course, these criteria are valid to an extent, but 
also extremely difficult to specify with precision as a basis for IMF- 
World Bank lending. 

Another defense of lending, also with considerable merit in some 
circumstances, is that the IMF (and World Bank to a far lesser extent), 
can act as a “lender of last resort,” analogous to a central bank in a 
domestic economy. The theory of the “lender of last resort” is not 
fully developed, though the practical importance of having a domestic 
lender of last resort is not much in dispute. The conceptual argument 
goes something as follows. 

Commercial banks are at a risk of self-confirming “speculative pan- 
ics” by their depositors because the banks engage in maturity trans- 
formation of their liabilities, i.e., they borrow short term and lend long 
term (see Diamond and Dybvig 1983 for a formal model of banking 
panics). If the depositors suddenly get the idea that all other depositors 
are going to withdraw their funds, it is rational for each depositor to 
withdraw his own funds from the bank, even if the bank would be 
fundamentally sound in the absence of a sudden rush of withdrawals. 
The depositors’ collective behavior creates a liquidity crisis for the 
bank, in that a fundamentally sound intermediary cannot satisfy the 
sudden desire of its depositors to convert their deposits to cash. A 
lender of last resort, usually the central bank, can eliminate the liquidity 
crisis by lending freely to the bank in the short term. The banking panic 
is a form of market failure, that can be overcome by a lender of last 
resort. 

The analogous argument for the IMF would hold that the private 
commercial bank lenders to a country might similarly panic, and all 
decide to withdraw their funds from the country even though the coun- 
try is a fundamentally sound credit risk in the longer term (see Sachs 
1984 for such a model). In this case, lending by the IMF can eliminate 
the liquidity squeeze on the country, and thereby help both the creditors 
and the debtors. As in the domestic economy, the IMF helps to over- 
come a well-defined market failure. 
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This argument was part of the basis of the original IMF intervention 
in the debt crisis of the early 1980s. The argument following the Mex- 
ican crisis in mid-1982 was that countries were suffering from a liquidity 
crisis, made acute by the simultaneous rise in world interest rates and 
the sudden cessation of commercial bank lending. It seemed at  the time 
that the crisis could be quickly resolved (as argued, for example, by 
Cline 1984), since it represented merely a liquidity squeeze. 

The liquidity arguments are no doubt true in some cases, but most 
observers now doubt that the developing country debt crisis represents 
merely a problem of liquidity. Six years after the onset of the crisis, 
almost no countries have returned to normal borrowing from the in- 
ternational capital markets, and the secondary-market value of bank 
loans to the debtor countries reflect very deep discounts in valuation. 
For many countries at least, the crisis represents more fundamental 
problems of solvency and longer-term willingness to pay on the part 
of the debtor nations. 

In these circumstances, other justifications (that can be in addition 
to the liquidity argument) have been advanced for the large role of IMF 
and World Bank lending, By far the most important argument is that 
strict conditionality attached to IMF-World Bank loans can make such 
loans sensible on normal market terms. The assumption is that the 
international institutions are better than the banks at enforcing good 
behavior of the debtor country governments, and therefore have more 
scope for lending. 

The importance of conditionality in justifying IMF-World Bank 
lending is certainly well placed. Countries in crisis are often in poor 
economic shape in large part because of bad policy choices in the 
past. IMF and World Bank policies are appropriately focused on key 
policy weaknesses (excessive budget deficits in the case of the IMF, 
and excessive inward orientation in the case of the World Bank). 
Moreover, the IMF and World Bank have the expertise and institu- 
tional clout to design high-conditionality programs, while the com- 
mercial banks do not. 

Nonetheless, the role for high-conditionality lending is overstated, 
especially in the case of countries in a deep debt crisis. In practice the 
compliance of debtor countries with conditionality is rather weak, and 
this compliance problem has gotten worse in recent years, since a large 
stock of debt can itself be an important disincentive to “good behavior.” 
In other words, the debt overhang itself makes it less likely that con- 
ditionality will prove successful. 

The reason is straightforward. Why should a country adjust if that 
adjustment produces income for foreign banks rather than for its own 
citizenry? Since deeply indebted countries recognize that much of 
each extra dollar of export earnings get gobbled up in debt servicing, 
a very large stock of debt acts like a high marginal tax on successful 
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adjustment. Therefore, two counterintuitive propositions could be true 
when a country is deeply indebted: “Good behavior” (such as a higher 
investment rate) can actually reduce national welfare, by increasing 
the transfer of income from the debtor country to creditors; and ex- 
plicit debt relief by the creditors can increase the amounts of actual 
debt repayment, by improving the incentive of the debtor country to 
make the necessary adjustments. 

Before turning to these arguments at greater length, we should con- 
sider one additional argument sometimes made for official lending. The 
argument is occasionally made that since countries are more averse to 
defaulting on official loans than they are on private loans, it is safe for 
official creditors to lend even when private creditors will not. This 
argument can sometimes be correct, but it is often mistaken. If official 
loans just raise the country’s debt burden without raising its debt- 
servicing capacity, then repayments to the official creditors might sim- 
ply crowd out repayments to its private creditors, and thereby under- 
mine the smooth functioning of the international capital markets. 

The issues of conditionality and debt relief will be discussed as fol- 
lows. Section 6.2 outlines the theory of conditionality and section 6.3 
focuses on the empirical record of high-conditionality lending. Section 
6.4 shows the linkages between the overhang of debt and the effec- 
tiveness of conditionality, and demonstrates the potential role for debt 
relief in high-conditionality lending. Section 6.5 then discusses the spe- 
cific problems raised by the macroeconomic situation of the heavily 
indebted countries: high inflation, excessive inward orientation, large 
budget deficits, and a prolonged economic downturn, all exacerbated 
by the problem of high foreign indebtedness. The recent history of 
stabilization has shown that few countries have been able to solve even 
one or two of these problems at a time, much less all of them simul- 
taneously, and the record suggests that adjustment programs have the 
highest probability of success when macroeconomic stabilization pre- 
cedes large-scale trade liberalization and a shift to outward orientation. 

6.2 High-Conditionality Lending by the IMF and World Bank 

The argument for high-conditionality lending is that the IMF and the 
World Bank can compel countries to undertake stabilizing actions in 
return for loans, thereby making the loans prudent even when the 
private capital markets have declared the country to be uncreditworthy. 
A full theory of conditionality would have to explain three things. First, 
if the actions being recommended to the country are really “desirable” 
for the country, why is it that the country must be compelled to un- 
dertake the policy? Second, if the country must indeed be compelled 
to undertake the actions, what types of force or sanctions could be 
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used to guarantee compliance? And third, why is it that international 
institutions are better able to impose conditionality than are the private 
capital markets? 

One solution to the conundrum of why countries must be compelled 
to accept conditionality is the problem of “time consistency”: a debtor 
government accepts ex ante the need for a policy adjustment as the 
quid pro quo for a loan, but the government has a strong incentive to 
avoid the policy change once the loan is arranged. In this case, the role 
of conditionality is to bind the country to a course of future actions, 
actions which make sense today but which will look unattractive in the 
future. In other words, the goal of conditionality is to make the ex ante 
and ex post incentives for adjustment the same (where ex ante and ex 
post are with respect to the receipt of the loan). 

In earlier papers (Sachs 1984; Cooper and Sachs 1985), I gave a simple 
illustration of a case in which conditionality was appropriate. I will 
discuss that case here, relegating the formal model to appendix A. 
Suppose that a government faces the problem of allocating resources 
between consumption and investment. The government has a very high 
time-discount rate (0.30 for purposes of illustration), so that current 
consumption is much preferred to future consumption. The investment 
opportunities have a return (0.20) in excess of the world interest rate 
(0.10), but less than the time discount rate. 

The problem is the following. Once the foreign loans are obtained, 
and the government has to decide how to allocate over time the total 
pool of resources (equal to domestic resources plus foreign borrowing), 
the government will choose to consume rather than invest. That is 
because its time discount rate exceeds the rate of return on investment, 
so that it does not pay to sacrifice consumption expenditures in order 
to raise investment. For concreteness we suppose that a particular 
export-oriented investment project costs $100 million, and therefore 
yields $120 million in the future. 

We assume that without investment the country will not have the 
resources to pay off a loan in the following period. The government is 
then assumed to pay off as much as it can, and to default on the rest. 
Under these conditions, private foreign lenders will not lend much to 
this country since they correctly foresee that the government will not 
invest the money. The situation can be depicted simply as a two-stage 
game between the creditors and the borrower. The creditor must first 
decide whether to lend; the borrower then decides whether to invest. 
As illustrated in figure 6. la ,  once the money is received, the govern- 
ment’s “utility” is higher by consuming today rather than investing 
(utility is assumed to be equal to consumption, with future consumption 
discounted by the rate of time preference). In particular, the country 
gets 100 in utility by using the loan for current consumption, and then 
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defaulting on the loans, but only 8 if the loan is used for investment. 
Because the country’s incentive to consume and then default is rec- 
ognized by potential private creditors, the country is a bad credit risk. 
Since the loan will not in fact be made, the country’s utility from the 
loan is of course 0.0 (the arrows indicate the equilibrium choices). 

On the other hand, if the country could commit itself to increase in- 
vestment by the amount of the foreign loans, as shown in figure 6. Ib, it 
would result in a better outcome for the country specifically, a utility of 
8 rather than 0.0. (As shown, the lender is indifferent between the two 
cases, because the lender just gets repaid with zero profit in the case 
6. lb .  In reality, the lender would presumably strictly prefer the case of 
lending with repayment to the case of no lending.) Since the investment 
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opportunities have a return that is higher than the world cost of bor- 
rowing, the returns to the investment will be more than enough to pay 
off the loans. Moreover, since the investment is foreign financed, un- 
dertaking it does not have to reduce current consumption. Thus, if the 
country can commit itself to use foreign loans for investment purposes, 
the country will (1) maintain current consumption levels and (2) gen- 
erate out of the investment project more than enough future income 
necessary to repay the debt. In sum, it is advantageous for the gov- 
ernment to try to “tie its hands,” and commit itself to use new foreign 
money for investment rather than consumption purposes. 

The role for conditionality is introduced by assuming that countries 
cannot make credible, enforceable commitments with private lenders 
to use loans for one purpose or another, but that by means of condi- 
tionality agreements with the IMF or World Bank, the country can 
commit itself to a particular investment program. In such a case, it 
would be safe for the IMF or World Bank to make high conditionality 
loans to the country (since the loans will be used for investment pur- 
poses), while it would be imprudent for the private sector to make the 
same loans (since without conditionality, the government will consume 
the proceeds of the loan rather than invest). 

The remaining problem with conditionality comes from the fact that 
once the IMF or World Bank lending is received, the country has the 
incentive to renege on its investment commitment. Given the prefer- 
ences of the government, it is always better to consume than to invest 
once a level of foreign loans has been established. Thus, there must 
be some way for the country or the IMF and World Bank to guarantee 
that the commitment to invest is actually honored. 

In practice, bargaining over conditionality almost always involves 
more than the debtor government’s binding itself to a specific path of 
policies. Bargaining between a debtor country and the IMF and World 
Bank may also involve an implicit dispute about which objective func- 
tion to use in evaluating a set of outcomes. If a program will lead to a 
recession next year, but a recovery over the following several years, 
is it desirable? The answer may well be “yes” to the Fund or the Bank 
(or their creditor governments, which recognize that adjustment may 
involve short-run pain in return for long-run benefits), but the same 
answer might be “no” to a precarious regime that might lose power 
during a period of austerity. Openness about this difference of opinion 
would block the signing of many agreements. In practice, neither the 
Fund or Bank on the one hand nor the creditor government on the 
other fully admit their disagreements, so that many conditionality pack- 
ages are signed that have little chance of fulfillment, a point I return 
to below. 
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6.2.1 Official versus Private Lending in IMF-World Bank Packages 

In the framework just described, the major role for the IMF and the 
World Bank is to guarantee through conditionality that the country will 
use a new loan for investment rather than consumption. We have dis- 
cussed the issue as if the loan itself would come from the monitoring 
institutions, but in fact, there is no reason why there could not instead 
be a division of labor: The international institutions impose the con- 
ditionality ; the private capital markets provide the financing. This is a 
well-recognized idea, that the international institutions should act mainly 
to provide “a seal of good housekeeping,” and thereby to catalyze 
private lending. 

Since the outbreak of the debt crisis, the IMF and World Bank have 
often emphasized such a catalytic role. One of the major innovations 
early in the crisis was the IMF’s insistence to the commercial banks 
that any new IMF program for Mexico would require that the com- 
mercial banks commit $5 billion of additional lending to Mexico as well. 
Thus began the pattern of “involuntary” or “nonspontaneous” bank 
lending, in which the banks agreed to commit new lending to a debtor 
country in proportion to their existing exposures to the country, as 
part of an IMF stabilization package. More recently, private cofinancing 
with the World Bank has also been added as a condition of some 
package agreements (e.g., the Argentine agreement in 1986). 

The details of such loan packages are beyond the scope of this chap- 
ter, and have been discussed at some length by Sachs and Huizinga 
(1987). Here it suffices to point out the extremely limited nature of 
such financing, and that the “catalytic” role of the IMF and World 
Bank have been vastly overstated (this may be a result of the lack of 
credibility of the conditionality, for reasons suggested below). Three 
points can be made here. First, overall net bank lending to the problem 
debtor countries were negative during 1982-86, not positive. That is, 
loan amortizations exceeded new lending, even after taking into ac- 
count all of the well-publicized “concerted lending” arrangement. The 
concerted lending has been sporadic, and small in absolute magnitude, 
compared with the levels of debt amortizations in recent years. Thus, 
the levels of commercial bank exposure in the debtor countries actually 
fell after the onset of the crisis. 

Second, the new lending by the commercial banks, where it has 
occurred, has almost always fallen far short of the debt servicing pay- 
ments made by the debtor countries to the creditor banks. In this sense, 
the net resource transfers from the banks to the major debtor countries 
has been highly negative in recent years, despite the occasional appli- 
cation of concerted lending. 
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Third, and perhaps most disturbing, the IMF has not devoted much 
energy to getting concerted lending programs for the smaller debtor 
countries, but only for the larger countries (e.g., Argentina, Brazil, and 
Mexico). Almost no debtor country with an outstanding debt below 
$5 billion has been able to get any concerted lending from its com- 
mercial bank creditors, as is shown in table 6 in Sachs and Huizinga 
(1987). The smaller and politically weaker debtor countries have ap- 
parently had to make much larger net resource transfers than have their 
larger fellow debtor countries. 

6.2.2 Enforcement of Conditionality Agreements: The Theory 

The question of enforcement of conditionality agreements is in many 
ways tougher than the question of why conditionality is needed. The 
justification for IMF-World Bank lending rests on two propositions 
regarding enforcement: (1) that the enforcement of IMF-World Bank 
conditionality is sufficiently powerful to result in an “acceptable” rate 
of compliance with IMF-World Bank programs and (2) that the official 
institutions have an advantage over the commercial banks in enforcing 
conditionality. In both this section and the next, I examine the validity 
of these views. 

6.2.3 The Strength of Conditionality 

For both the international institutions and the commercial banks, the 
legal bases of conditionality are weak. In the domestic capital markets, 
bond covenants are legally binding restrictions on the behavior of debt- 
ors, which can generally be enforced with only modest transaction 
costs. In the international arena, particularly for loans to sovereign 
governments, the transaction costs for enforcing loan agreements are 
extremely high. As most writers have recognized recently, the main 
method of enforcement for lenders (whether official or private) involves 
the threat of cutoffs of new loans to misbehaving borrowers. Such a 
cutoff in lending can of course be extremely disruptive and costly to 
a borrower. Bank creditors can cut back on short-term trade credits 
to a country, and thereby disrupt the flow of international trade in the 
short term. The IMF similarly can cut back on balance-of-payments 
support, and by doing so, also trigger the cutoff of lending from other 
official sources (e.g., the World Bank, the bilateral official creditors, 
the multilateral development banks). 

Theoretical work and empirical evidence both establish that the threat 
of a lending cutoff is a credible, but inherently limited sanction. Thus, 
conditionality, whether by the IMF and World Bank, or by the com- 
mercial banks themselves, should not on an a priori basis be expected 
to have the same force as a binding bond covenant in a domestic loan. 
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From the beginning, we should appreciate the inherent limitations of 
the enforcement mechanisms in conditionality on international lending. 

6.2.4 The Special Problem of Negotiating with a Sovereign 
Borrower 

Conditionality is limited in effectiveness not only because of en- 
forcement difficulties, but also because of the complexity of negotiating 
with a sovereign borrower. In the case of a bond covenant, there is a 
clear legal responsibility on the borrower to carry out the conditions 
of the covenant. When a government is the debtor, however, there is 
likely to be a considerable diffusion of power within the government, 
to the extent that the individual parts of the government negotiating 
the conditionality agreement may well lack the authority to implement 
the agreement. 

This problem is common with IMF agreements, though it is rarely 
discussed or carefully analyzed. The IMF invariably negotiates with 
the executive branch, and mainly with a small part of the executive 
branch, the finance ministry. A small group of technocrats at the min- 
istry of finance and at the central bank will typically negotiate the IMF 
agreement in private, and in splendid isolation from the rest of the 
government. However, when the minister of finance signs the agree- 
ment with the Fund, very often there can be little assurance that the 
minister has the authority or political standing within the government 
to carry out the agreement. This is especially the case when the minister 
agrees to spending and tax changes that require parliamentary approval, 
or that require the approval of other parts of the government (inde- 
pendent state enterprises, regional corporations, state and municipal 
governments, other ministries, etc.). Often, it is the president himself 
that undercuts his finance minister in the execution of an adjustment 
program. 

In this sense, most IMF and World Bank agreements start with a 
formal myth, that there is one unified actor in the government that can 
be bound by the terms of a conditionality agreement. This may be a 
necessary myth, and even sometimes a useful one, but uncovering the 
myth helps us in a simple way to account for the fact that most IMF 
agreements fail, a point we shall see below. 

6.2.5 The Debt Overhang and the Weakness of Conditionality 

What must also be appreciated is the fact that the current overhang 
of external debt to private creditors can greatly hinder the effectiveness 
of IMF conditionality, at least under the prevailing design of IMF pro- 
grams. Virtually all IMF programs to date have been designed under 
the assumption that the debtor country can and will service its external 
debts in the long run on a normal market basis. The programs are 
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constructed in the expectation of normal debt servicing. (For example, 
in the technical calculations in Fund programs, interest rates on the 
existing debt are assumed to be at market rates; the country is assumed 
to clear all arrears on a reasonable timetable, etc.) 

It might easily be the case, however, that a country would be better 
off defaulting on a portion of its debts than it would be with timely 
debt servicing (a dozen or more countries had indeed taken such uni- 
lateral action by 1987). There simply may not exist an IMF high- 
conditionality program based on full debt servicing, that, if followed, 
would actually make the country better off than it would be without 
the program but with a partial suspension of debt payments. In other 
words, the IMF program might be too restrictive relative to the avail- 
able options of the debtor government. 

In such circumstances, four things could happen. One outcome would 
be for the IMF to design a program that is actually based on partial 
and explicit debt relief. So far, the IMF has avoided this rather obvious 
approach, partly because it has underestimated the possible efficiency 
gains for all parties (creditors, debtors, and the Fund) that might result. 
The second possibility is that the IMF and the debtor government would 
fail to sign a program, and the country would suspend payments on 
the part of its private sector debts. This has been the case with Peru 
during 1985-87, and Brazil in 1987. The third possibility, and indeed 
the typical case in recent years, is that the Fund and the country would 
sign a program based on full debt servicing, even though both parties 
fully expect that the agreement will breakdown in due course. Either 
the conditionality would be allowed to fall by the wayside and the 
country would continue to borrow from the Fund but without living 
up to earlier commitments, or the IMF program would eventually be 
suspended. 

Argentina during 1987-88 provides an ideal illustration of the case in 
which the IMF and a debtor country signed a series of agreements in 
which almost no observers had any confidence, and in which the IMF 
simply relaxed the conditionality terms (with formal waivers) through- 
out the course of the agreement. Mr. David Finch, the former director 
of the IMF Department of Exchange and Trade Relations, writes of Ar- 
gentina as a case of “renewed pressures to involve the IMF in an agree- 
ment where political solutions [in Argentina] won’t allow a solution to 
the balance-of-payments problem. . . . [Tlhe IMF has been forced to 
continue lending [to Argentina] to maintain the facade of the debt strat- 
egy.” (Finch, 1988, 127). In less diplomatic language, the U.S. govern- 
ment was fearful that Argentina would default to the commercial banks 
in the absence of new IMF money. The U.S. therefore pressured the 
Fund to maintain a program with Argentina despite the failure of the 
Argentine government to live up to earlier agreements. 
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A fourth possibility would be for the IMF and World Bank to approve 
programs with debtor countries that allow for a buildup of arrears (i.e., 
nonpayments) to the commercial bank creditors, in well-defined cir- 
cumstances. These circumstances would include (1) a large overhang 
of debt that is deemed to be highly inimical to the stabilization efforts 
of the country and (2) the unwillingness of the commercial creditors 
either to grant relief or significant new financing. By allowing for the 
buildup of arrears to private creditors, the IMF could design more 
realistic programs without the need to press the private creditors for 
specific amounts of debt relief. The debt relief would instead emerge 
in the bilateral bargaining of the debtor and the creditors. 

In a later section, we will explore in much greater detail the case for 
combining conditionality with debt relief. 

6.2.6 The Strength of Official versus Private Conditionality 

It remains to be asked whether the Fund and the Bank have more 
power than the private banks in imposing conditionality on sovereign 
borrowers. Here, experience will have to provide the most conclusive 
answers, and we discuss the historical experience in the next section. 
Some theoretical arguments, though, can be made as follows. First, 
the Fund and the Bank are ongoing institutions, while bank syndicates 
are ad hoc. Defaulting to the Fund or the Bank will presumably put 
the country at risk of rupturing the relations with these institutions, 
while defaulting to some private creditors in a particular syndicate 
might not forestall further borrowing from new lenders elsewhere. 

Second, enforcement of loans raises several problems of collective 
action. With hundreds or even more than a thousand private creditors 
for a major debtor country, there is a problem in allocating the moni- 
toring and enforcement costs of a conditionality agreement that might 
be reached between the country and the creditors. With the Fund or 
the Bank, a single actor bears the enforcement costs and reaps the 
rewards of enforcement. Third, it is sometimes suggested that the Fund 
or the Bank can dictate terms to a country while the private sector 
cannot because it is easier for the country to be responding to an 
independent political institution than it is for the country to be re- 
sponding to “private capital.” 

Fourth, and perhaps most important, the creditor governments have 
made IMF conditionality the practical linchpin of all a debtor country’s 
financial relations with the creditor governments. With few exceptions, 
a debtor country in crisis must have an ongoing relationship with the 
IMF in order to qualify for (1) a rescheduling of official bilateral (i.e., 
government-to-government) loans in the Paris Club; (2) new credits 
from official export credit agencies to the debtor government; (3) new 
lending from the World Bank and the multilateral development banks 
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(even if there is no formal cross-conditionality clause between IMF 
and World Bank lending, there is often implicit cross-conditionality). 
In addition, debtor countries are often instructed by the United States 
to maintain good relations with the IMF in order to maintain good 
bilateral relations with the United States. Thus, a country’s concern 
about foreign policy relations with the United States often strengthens 
the hand of the IMF. 

On the other side of the ledger, the public institutions also have 
several disadvantages in enforcement power relative to the private 
sector. With respect to the first point, banks are also ongoing institu- 
tions well aware of their reputations. They have so far been extremely 
reluctant to ease the repayment terms for any country (for example to 
reschedule at below market interest rates), even for countries in dire 
straits, because of the demonstration effect on the dozens of other 
countries with which these banks are bargaining. 

Second, with respect to the free-rider problems of enforcement, the 
banks have worked out ways to get around many of the collective action 
problems involved in monitoring and rescheduling. For example, small 
steering committees of banks are appointed to manage the negotiations 
with the debtor countries. A small number of banks is entrusted with 
most of the actual mechanics of oversight and negotiation. Syndicated 
loan agreements now often contain provisions for certain binding ac- 
tions by the entire syndicate upon a favorable vote of some fraction of 
the syndicate members. This kind of procedure can help to eliminate 
the problem of individual banks attempting to free ride on the actions 
of others. 

Moreover, in some cases, the presence of hundreds of small banks 
can actually strengthen the bargaining position of a bank syndicate. 
The steering committee is able to point out in some circumstances that 
even the small banks might ruin an agreement, so that the country must 
accede to better terms for these weak links in the chain. When the 
country is negotiating with a single creditor such as the IMF, this appeal 
of the creditor to the “weak” fringe members of the bargaining team 
cannot be made. 

As to the third point, that it is easier for a government to take 
marching orders from the international public institutions rather than 
from private banks, the evidence is at best mixed. The epithet that a 
program is fondo monetaristu is about as damning as possible in the 
Latin American political lexicon. Indeed, there are several cases in 
recent years in which countries have explicitly attempted private work- 
outs with the banks, in order to avoid the opprobrium of agreeing to a 
Fund program. 

Finally, and perhaps most importantly, the World Bank and the IMF 
are in a weak bargaining position for several institutional reasons. First, 
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they are clients of the very governments to whom they are lending the 
money. It may be hard indeed for the IMF or World Bank to tell a 
member government to go away. To the credit of the Fund and the 
Bank, these organizations have developed several institutional levels 
of technical staff that intervene between the country and a final decision 
with respect to lending. 

Because of the formal position of the multilateral agencies as clients 
of the member governments, there is a need for a formal equality of 
treatment for all member governments with regard to negotiations. It 
is very difficult for the Fund or the Bank to make invidious comparisons 
among countries concerning the likelihood that they will actually live 
up to commitments. If a program looks good on paper, there are great 
pressures for the program to be approved, even if there is widespread 
skepticism that the program will actually be carried out. The Fund of 
course keeps track of the compliance record of member governments, 
but it appears to be difficult to make that record a formal basis for 
approving or disapproving a program, assuming that the country is 
current in its repayments to the Fund and assuming that on paper a 
proposed program hangs together. 

Another problem is that the Fund and the Bank have many goals 
other than profits, which can make them a soft touch with respect to 
conditionality. For the private capital markets, there is basically one 
bottom line: Will the loan make money? The Bank and the Fund must 
also worry about the political stability of the recipient country, the 
political interests of the creditor governments, the standard of living 
of individuals in the debtor countries, etc. These are admirable con- 
cerns, indeed crucial concerns. They are the raison d’&tre of interna- 
tional institutions. But these concerns do not always allow for a hard- 
boiled judgment about the potential success or failure of a conditionality 
package. 

These limitations of the IMF are pointed out by Finch (1988), who 
cites the case of IMF relations with Egypt as an important example 
(we have already noted Finch’s observations with regard to Argentina): 

For political reasons, Egypt had been receiving sizable support from 
the Western allies, much of it in the form of repayable export credits. 
With very limited cash aid available, servicing this credit became 
virtually impossible. Yet, debt relief was blocked by Paris Club rules 
that required that Egypt have an agreement with the IMF before the 
creditor countries would reschedule their loans. To maintain even a 
semblance of its traditional concern for timely repayment, the IMF 
had to insist on major changes in Egypt’s economic policies. 

But the Egyptian government, fearing a domestic political back- 
lash, refused to take the required action. Instead, it  sought protection 
from other governments. The Fund was told to reach “agreement” 
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with Egypt without insisting on the necessary policy changes. In 
recompense, undoubtedly, the IMF was given assured priority over 
other creditors (p. 127). 

In sum, the power of conditionality is certainly present in the case 
of IMF and World Bank lending, though conditionality will face inherent 
restrictions, given the limited enforcement powers at hand. The alleged 
superiority of the international institutions in imposing conditionality 
is probably correct in general but much oversold quantitatively. The 
private sector can indeed impose conditionality, and has done so in the 
past. At the same time, the conditionality emanating from the inter- 
national institutions is hobbled by the nature of the relationship of those 
institutions to the member governments. In the last analysis, the suc- 
cess or failure of conditionality is an empirical matter, and it is to the 
historical record that we turn shortly. 

6.2.7 Enhancing the Strength of Conditionality 

Even before proceeding to the empirical record, we can already make 
several points regarding ways to enhance the effectiveness of condi- 
tionality agreements. First, given the weakness of conditionality, the 
IMF and the World Bank probably undermine their effectiveness by 
signing too many (unrealistic) programs. In cases which appear par- 
ticularly unrealistic, the IMF and World Bank can protect the condi- 
tionality process by requiring more prior actions on the part of the 
borrowing government, so that the government proves its resolve to 
carry through on the negotiated program (and is forced to build the 
domestic political base for the policy changes). 

Second, if one source of unreality is the heavy burden represented 
by a large overhang of debt, the IMF and World Bank would increase 
the likelihood of success by endorsing some programs that allow for 
arrears to private-sector creditors, if those creditors are unprepared to 
allow for a realistic extent of debt relief. Furthermore, as we shall see, 
this point applies more generally to encouraging formal debt relief as 
part of overall IMF-World Bank programs. 

6.3 The Recent Experience with Conditionality 

The recent experience of the World Bank with high-conditionality 
lending in support of macroeconomic adjustment is rather limited, so 
that most of the discussion will focus on the outcomes of IMF programs. 
Moreover, measuring the success of Fund programs is a daunting task, 
because the inevitable refrain is “compared to what?” (See Williamson 
1983, chap. 7, for an interesting discussion of possible bases for eval- 
uation.) One useful standard, which I apply here, is to judge the 
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programs in terms of the compliance of the debtor government with 
the terms of the IMF agreement. Even this limited type of assessment 
is difficult, both because compliance is multidimensional, and because 
many of the details of the programs (particularly the contents of the 
letters of intent) are typically beyond the public view. Because of this 
latter feature, we must rely almost wholly on studies of compliance 
undertaken by the Fund itself, or on case studies of individual countries 
by outside authors. 

Of course the design of IMF conditionality loans, and to a lesser 
extent, World Bank Structural Adjustment Loans (SALs), have been 
subject to intense criticism and debate among policy makers and ac- 
ademic economists. These debates often make it appear that the fun- 
damental diagnoses underlying such loans, and the conditions attached 
to them remain in serious dispute. However, the problem of diagnosis 
is almost surely not the main source of the problem with compliance. 
At a recent conference reviewing IMF conditionality (see Williamson 
1983), Richard Cooper conjectured (pp. 571-73) that despite their dif- 
fering theoretical views, the conference participants would find them- 
selves in broad agreement in designing a stabilization program for any 
specific country other than their own. He went on to say that the chosen 
stabilization program would probably look quite like a “standard” IMF 
package. Notably, there were few demurrals, despite the wide range 
of theoretical positions represented at the conference. 

In that conference (and in the country studies in the NBER Project 
on Developing Country Debt) there was much evidence for the pre- 
vailing IMF and World Bank views that (1) balance of payments prob- 
lems typically reflect, inter alia, excessive money creation in support 
of fiscal deficits; ( 2 )  multiple exchange rate systems lead to serious 
resource misallocations, and are often a burden on public-sector bud- 
gets; (3) overvalued exchange rates, coupled with exchange controls, 
capital flight, and smuggling, represent a tax on exports that is detri- 
mental to long-term development; and (4) allowing key prices (including 
real wages, public-sector prices, and interest rates) to respond to mar- 
ket conditions as part of an overall adjustment effort will improve 
efficiency and growth. 

Ironically, though, there was one more point of agreement running 
through most of the analyses at the Williamson conference (and the 
NBER studies): IMF programs are very frequently, if not typically, 
unsuccessful in restoring stability and growth in countries beset with 
balance-of-payments and inflation problems. Aside from the cases of 
the developed country borrowers (Italy, the United Kingdom, and Por- 
tugal) discussed at the conference, several of the remaining programs 
that were described (Argentina, Brazil, Jamaica, Tanzania) were un- 
successful in meeting stated objectives. These findings of limited suc- 
cess are in accord with a growing number of other case studies and 
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cross-sectional analyses of IMF stabilization programs, which in sum 
point to a mixed record, at the very best, in the compliance of countries 
with Fund programs. (Notably, however, in the cases where Fund pro- 
grams were substantially implemented, the macroeconomic results seem 
to justify the conditions attached to the loans.) 

Internal IMF reviews of compliance are similarly mixed. In a review 
of Fund programs supported by standby arrangements in upper-credit 
tranches during 1969-78, Beveridge and Kelley (1980) found that fiscal 
targets were achieved in about half the cases, but, “[bly 1977 and 1978, 
expenditures were contained as planned in less than 20 percent of the 
programs, compared with over 50 percent in 1969 and 1970” (p. 213). 
Also, Beveridge and Kelley found that governments were not generally 
successful in meeting targets with respect to the composition of ex- 
penditure between current and capital outlays. In over 70 percent of 
the programs specifying a desire to expand capital outlays while con- 
straining current outlays (exactly the form of conditionality considered 
in the theoretical model), “current expenditure in nominal terms ex- 
ceeded the target or projection. In about half of these programs, capital 
outlays in nominal terms were lower than projected” (p. 214). With 
respect to the target on overall budget balance, as opposed to expen- 
ditures alone, budget targets were met in about 50 percent of the pro- 
grams overall, but in less than 20 percent of the programs in 1978. 
Once again, a sharp downturn in compliance was noted. Doe’s study 
(1983) has updated the Beveridge and Kelley results for Fund programs 
in 1980. Of the 18 programs surveyed that planned a reduction in the 
fiscal deficit, half of the programs did result in a reduced deficit, but 
in only 4 (22 percent) of the cases did the country actually meet the 
agreed-upon targets. 

Stephan Haggard’s (1985) recent review of IMF programs under the 
Extended Fund Facility (EFF) is no more heartening. The EFF  was 
created in 1974 in the wake of the first oil shock as a way to enlarge 
the access of IMF member countries to Fund credits. The goals were 
similar to those enunciated for the Baker plan. In Haggard’s words, 
the EFFs “are representative of a growing emphasis among develop- 
ment economists on the importance of microeconomic instruments and 
on the role of resource utilization and production as a basis for longer- 
term structural adjustment. EFFs often call for fundamental shifts in 
policy, such as liberalization of trade, decontrol of prices, and restruc- 
turing of public-sector corporations” (p. 508). The results of the EFFs 
were poor. According to Haggard, in his count, “of the thirty adjust- 
ment programs launched under the auspices of the Extended Fund 
Facility, twenty-four were renegotiated, or had payments interrupted, 
or were quietly allowed to lapse. Of these twenty-four, sixteen were 
formally cancelled by the IMF, virtually all for noncompliance” 
(pp. 505-6). 
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Haggard’s bleak conclusions are echoed in a recent study by Remmer 
(1986), of IMF programs during 1954-84. It is worth quoting Remmer 
at length on the question of IMF conditionality: 

Unsuccessful implementation of IMF recipes has been the norm in 
Latin America, not the exception. A high proportion of standby 
programs have failed to push key indicators of government finance 
and domestic credit even in the right direction. Moreover, examining 
the IMF standby programs on a before and after basis shows that 
changes in key indicators are more readily attributable to chance 
than to the operation of IMF stabilization programs. The obvious 
conclusion is that the economic, social, and political impact of IMF 
programs has been overstated. To describe the IMF as a “poverty 
broker,” as does the title of a recent book, or to charge the Fund 
with undermining democracy is to engage in hyperbole. The power 
of the IMF remains a useful myth for governments seeking a scape- 
goat to explain difficult economic conditions associated with severe 
balance-of-payments disequilibria, but the ability of the IMF to im- 
pose programs from the outside is distinctly limited (p. 21). 

Given all these unsatisfactory results, i t  is not surprising that the 
Fund has been unable to wean many countries away from IMF support, 
in spite of being only “temporarily available.” Table 6.1, taken from 
Goode (1985), shows the list of 24 countries that have used Fund re- 
sources consecutively for a period of at least 10 years. Note that of 
these 24 cases, fully 19 are still using IMF resources as of 1984. In 
other words, the lengthy reliance on Fund loans is a contemporary 
feature of the system. This table, by definition, does not include even 
more problematic cases, in which the country’s performance under 
Fund programs was so unsatisfactory that its access to further Fund 
credits was suspended. 

The experience with the World Bank SALs is too brief to allow any 
such comparable review. By design these programs are intended to 
yield results only in the intermediate term (say 5-15 years), so that no 
comprehensive judgments can yet be made. However, there are already 
some very worrisome signs that the compliance with Bank condition- 
ality is no better than with the Fund’s. In a review of recent SAL 
experience, Berg and Batchelder (1985) note that three (Senegal, Guy- 
ana, Bolivia) of sixteen SAL countries have already experienced a clear 
breakdown of a program in process or a denial of a follow-up of SAL 
because of inadequate performance. These authors are also skeptical 
of the strength of Bank conditionality, pointing to the case of Senegal 
(whose SAL was cancelled in mid-1983) as an example of the nonen- 
forceability of conditionality: 

As noted earlier the Bank must shrink from the ultimate sanction, 
cancellation. Cessation of disbursements is too strong a response by 
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Table 6.1 Members Making Prolonged Use of IMF Credit in the Period 
1954-84" 

Member 
Number of Continuous 

Years of Use Period 

Chile 

Sri Lanka 
Mali 
Sudan 

Pakistan 
Turkey 
Burma 
Nicaragua 
Philippines 

Guinea 
Chad 
Syria 
India 
Uganda 

Yugoslavia 
Zambia 
Afghanistan 
Bangladesh 
Indonesia 

Kampuchea, Democratic 
Zaire 
Jamaica 
Romania 

Egypt 
27 
27 
20 
20 
20 

19 
18 
17 
16 
16 

15 
14 
14 
13 
13 

13b 
12 
12 
12 
12 

12 
12 
11  
1 1  

1958-84 
1958-84 
1963-84 
1965-84 
1965-84 

1966-84 
1954-7 1 

1969-84 
1969-84 

1970-84 
1971-84 
1961-74 

1972-84 

1972-84 

1968-84 

1958-70 

1972 - 84 
1965-76 
1973-84 
1962-73 

1973-84 

1974-84 
1974-84 

1973-84 

~~~ ~~ 

Sources: From Goode (1985), table 3, which is based on International Monetary Fund, 
International Financial Statistics: Supplement on Fund Accounts, no. 3 (1982); IMF, 
International Financial Statistics Yearbook, 1984; IMF, Infernational Finuncial Statistics 
(February 1985, p. 22-23). 
aPeriods of use are measured between the ends of calendar years and are, therefore, 
understated for all transactions occurring before 31 December of the years in question; 
the maximum understatement can approach two years. 
bYugoslavia also had an 11-year period of use from 1959 through 1969. 

the Bank to banal acts of nonperformance. In the one case where 
this was done (Senegal), the SAL was replaced by new credits. 
Noncompliance, at least in the short run, was virtually costless to 
Senegal, whose share of Bank-IDA disbursements has been 50 per- 
cent higher, during July-February of fiscal 1984, than it was during 
fiscal 1981 and 1982. . . . [Hlowever, new Bank-IDA commitments 
to Senegal have dropped off, and it is not clear when that decline 
will be reversed (p. 44). 

The record of failed SAL programs (3 out of 16 countries) may well 
understate the failure rate in the longer term, particularly if the SALs 
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become important for the Latin American countries. Many of the ex- 
isting SALs cover the successful middle-income developing countries 
and the NICs, such as Thailand and Korea, rather than the problem 
cases of Peru, Chile, Argentina, Brazil, or Mexico. 

6.4 External Debt and Conditionality 

The theme of this section is that high external indebtedness can 
reduce the incentives for a country to undertake necessary macroeco- 
nomic adjustments, and thus further reduce the chance that the terms 
of a conditionality agreement will be fulfilled. Indeed, for very high 
levels of indebtedness, it may be useful for creditors to forgive some 
of the debt as an incentive for better performance, recognizing that 
such an incentive could actually raise the repayments to creditors in 
the long run. Before proceeding with this argument, a terminological 
point must be made. Creditors frequently “write down” the value of 
bad loans in their own books, without relieving the debtor of the legal 
obligation to make full repayments. The thrust of this section is not 
about writedowns (which may be wise from an accounting or regulatory 
point of view), but about explicit relief or forgiveness, in which the 
creditors reduce the legal obligations of repayment below the levels 
originally contracted. 

6.4.1 

Let us see how debt forgiveness can work (once again the technical 
material is presented at the end of the chapter in appendix B). Suppose 
that a country has a large stock of debt due in the future. He will 
assume, for purposes of illustration, that the stock of debt is so large 
that the country lacks creditworthiness for any additional borrowing 
on international private markets. Moreover, to avoid complications, 
we will for the moment ignore conditionality lending. Finally, by as- 
suming that the debt is due in the future rather than the present, we 
ignore issues relating to rescheduling. 

The existing creditors have a choice this period: They can sit down 
with the country and negotiate some debt relief, or they can “hang 
tough” today, and hope to get fully repaid in the future. It might seem 
that, and it is often argued as if, the creditors should hold out for the 
maximum repayment, and take whatever they can get in the future. 
After all, why give up on full repayment today, before the debt is due? 
This is certainly the attitude of many banks, who recognize that they 
are unlikely to be repaid fully but have decided to sit tight until further 
developments occur. Unfortunately. this strategy may well ultimately 
leave the banks with smaller repayments than they would receive by 
negotiating forgiveness in some circumstances. 

The Basic Efficiency Case for Debt Relief 
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When the debt overhang is large enough, it can act as a major in- 
centive against the very adjustments in the debtor country that would 
contribute to future debt servicing, as can be shown by a simple nu- 
merical example. Suppose that the country owes $150 million, but has 
a future capacity for debt servicing of only $100 million. Suppose also 
that in the future the country will repay (in present value terms) as 
much of the $150 million as possible, and will then default on the 
balance. Note that improvements in the country’s future debt-servicing 
capacity (up to $150 million) would simply go to the creditors’ benefit, 
and not the country’s, since the overhang of debt is so large. 

Suppose, for instance, that a wonderful investment opportunity is 
available for enhancing exports. If the debtor government sacrifices 
$10 million of current consumption and raises investments in the export 
sector, it will raise its future debt-servicing capacity from $100 million 
to $120 million. From the creditors’ point of view this would be quite 
beneficial. But from the country’s point of view, it would be highly 
irrational. The country would lose $10 million in consumption today, 
and would gain nothing in consumption in the future, since all of the 
added export earnings would go to the creditors, and the export earn- 
ings would still not be enough to repay the debt! The benefits of higher 
future production would fall entirely to the creditors. 

Since the government will not undertake the investments in such 
circumstances, it is most likely that the debt-servicing capacity of the 
country will not be enhanced. The debtor will not adjust (i.e., the 
export-promoting investments will not be made). The future debt- 
servicing capacity will remain at  $100 million, which is the amount that 
the creditors will receive in the future. 

Now suppose instead that the creditors offer some debt relief. The 
creditors might agree to forgive $45 million, and to continue to demand 
$105 million of repayments (i.e., the creditors settle for 70 cents on the 
dollar). This could be done, for example, by a swap of the outstanding 
$150 million of debt for exit bonds with face value of $105 million. 
Now, if the country invests, it loses $10 million in consumption today, 
gains $20 million in additional export earnings in the future (total export 
earnings now equal $120 million), and repays $105 million in debt (i.e., 
the exit bonds would be fully serviced). Future consumption therefore 
rises by $15 million ( =  $120 million - $105 million), with a discounted 
utility gain of - 10 + 15/(1.3), or about $2 million. Since the govern- 
ment’s rate of time discount is not too high, the opportunity to pay 
$10 million in current consumption in order to raise future consumption 
by $15 million is attractive, and the investment will be made. 

In sum, by agreeing to debt relief, the creditors raise the ultimate 
repayment from $100 million to $105 million. The debtor is better off 
as well, since it accepts a short-run cut in consumption in return for a 
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much larger future increase in consumption. The whole game is dia- 
grammed in figure 6 .2 .  With no debt relief, the equilibrium involves no 
investment and $100 million in debt repayment. With debt relief, the 
equilibrium involves investment with repayments of $105 million and 
an improved debtor utility of $2 million. Of course, the numbers used 
in this example are arbitrary, and the actual gains from debt relief for 
both the debtor and creditors could be far larger than shown. 

This argument for debt relief would be misplaced if the debtor coun- 
tries are actually in the range of indebtedness in which they will even- 
tually service all of their debts at market terms. However, most of the 
direct and indirect evidence that we have on the market value of claims 
on the major debtor countries shows that the investors indeed believe 
that there is a significant chance that much of the debt will not be fully 
serviced in the long run. (See Sachs and Huizinga 1987 for further 
details on the market valuation of the outstanding debt). 

If this analysis is correct, there may be significant welfare gains from 
forgiving some of the existing stock of debt, rather than piling up more 
debt in the form of new loans and reschedulings. The question of how 

Lender 
Uti l i ty  

-10 

Debtor 
U t i l i t y  

Fig. 6.2 The efficiency case for debt relief. Explanation: Without debt 
relief, the creditor is repaid $100 million, and the debtor 
consumes. Debtor utility in this case is set a t  0.0, and utility 
in the other cases is measured as a deviation from this base- 
line, according to  the formula U = - I ,  + max [0,100 + 21,  
- D]/(1 .3) ,  where D is the amount of debt that is due. D = 
150 in the case of no relief, and D = 105 in the case of relief. 
I ,  is 0.0, or $10 million. Lender utility is measured by the 
amount of repayment in the second period, and is equal to 
min [I00 + 2 I , ,  D ] ,  which equals $100 million if I ,  = 0; 
$ 1 2 0  million if I ,  = $10 million and no relief is granted; and 
$105 million if I ,  = $10 million and D is reduced from $150 
million to $105 million. 
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actually to engineer debt relief is a very difficult one. Equity and ef- 
ficiency considerations will dictate that the existing creditors from all 
classes must coordinate any forgiveness. This will pose serious ad- 
ministrative and regulatory problems, since creditors in different coun- 
tries and in different sectors would face very different costs and benefits. 
Commercial banks might even face shareholder lawsuits if they were 
to forgive some debt without adequate administrative support from the 
bank regulators and perhaps from the legislatures of the various creditor 
countries. Moreover, the debt relief must be designed in a way to limit 
the moral hazard problem of countries intentionally mismanaging their 
international economic policies for the sake of achieving debt relief. 

Of course debt relief could come in all shapes and sizes, varying 
from an Alan Garcia-style cap on debt repayments relative to exports, 
to a conversion of existing debt into new securities with a lower con- 
tractual present value, to a rescheduling at below market interest rates, 
to a scheme in which each dollar of amortization reduces the debt 
outstanding by some multiple of a dollar (by agreement with the cred- 
itors), or finally to an explicit elimination of claims by the creditors 
without a quid pro quo (as in the cancellation of inter-allied war debts 
in the early 1930s). The relative advantages and disadvantages of these 
various methods are beyond the scope of this paper. 

6.4.2 The Interaction of Debt Relief and Conditionality 

There are really two linkages between a debt overhang and the ef- 
fectiveness of conditionality, one obvious and the other a bit more 
subtle, The obvious linkage has already been made: In the absence of 
debt relief, a country may have no incentive to honor a conditionality 
agreement, and to carry through on an economic reform program. The 
foreign debt acts like a tax on adjustment. The debt relief removes the 
tax, and encourages the country to undertake efficient reforms. 

The second linkage occurs when debt relief is a necessary but not 
sufficient condition for inducing the country to undertake needed re- 
forms. In the previous numerical example, the country chooses to 
undertake reforms once debt relief is granted, even in the absence of 
conditionality. As soon as the debt is reduced from $150 million to 
$105 million, the country voluntarily reduces current consumption by 
$10 million in order to raise future consumption by $15 million. It might 
easily have been the case, however, that even with debt relief, the 
needed reforms would still look unattractive. This would happen, for 
example, if the government’s rate of time discount is so high that an 
increase in future consumption of $15 million would not justify a cut 
in current consumption of $10 million. 

In such a case, relief would not result in any improvement in the 
debtor country’s economy, and so would be unattractive from the 
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creditors’ point of view. (In the formal modes, the creditors would be 
indifferent between relief and no relief They would receive $100 million 
in either case. In reality, relief would only be granted if there were real 
expected gains, since in a world of uncertainty there is always some 
small chance that the loans can be repaid, and there is consequently 
an option value to the creditors in holding on to the face value of their 
claims. (See Krugman 1988 for a discussion of the value of this option 
in the model of uncertainty.) It might still be the case, however, that 
the combination of debt relief and conditionality would raise the welfare 
of both the creditors and the debtor, even though relief by itself and 
conditionality by itself, could not do so. 

To see how this would work, suppose that the following high- 
conditionality loan package is put together: 

1. Debt relief, which reduces the overhang of debt from $150 million 

2. IMF lending of $5 million to the country, and with repayment to 

3 .  The country commits to undertake the export-enhancing reform, 

Assuming that the conditionality is enforced, the country increases its fu- 
ture productive capacity from $100 million to $120 million. Current con- 
sumption falls by $5 million (since half of the cost of the investment is 
financed by the IMF loan). Future consumption goes up by $9.5 million 
($1 20 million in exports minus $ 5 . 5  million in debt repayment to the IMF 
minus $105 million in debt repayment to the original creditors). 

Now, instead of giving up $10 million today to get $15 million in the 
future, the government gives up only $5 million today to get $9.5 million 
in the future. As long as the rate of time discount is neither too low 
nor too high (specifically, as long as the discount rate is between 0.5 
and 0.9), the country will reject the investment in the absence of the 
IMF-World Bank loan, but will accept the investment (with condition- 
ality) if it comes with an official loan. In that case, the original creditors 
are better off, since their repayments rise by $5 million relative to the 
case of no reform. The debtor is better off by $9.5 million in the future. 
The IMF breaks even since its loan gets repaid. 

And yet none of this would happen in the absence of debt relief (in 
which case the country reaps no benefit from reform), and in the ab- 
sence of conditionality and new IMF lending (since the country would 
not undertake the investment without new lending, and would not get 
the new lending without a credible commitment to undertake the 
investment). 

The key to this example is that the investment requires both new 
external financing and debt relief, and the external financing requires 

to $105 million 

the IMF of $5.5 million in the future 

at the cost of $10 million today 
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conditionality, since the country would prefer to borrow abroad and 
then not undertake the reform, as in the first example in figure 6.1. 
Again we can resort to a formal game analysis, as shown in figure 6.3. 
In figure 6.3a we have the case without debt relief. Any increase in 
debt service capacity goes to the benefit of the foreign creditors. The 
country will not undertake the investment, and will not consent to a 
conditionality package (or, more likely, the IMF loan will be made, but 
not adhered to). In figure 6.3b we have the case with relief, but without 
conditionality. Again, the country will not undertake the investment 
out of its own resources, but also will not get any new loans, since 
potential new lenders will correctly believe that new loans will be used 
for consumption purposes. Note that figure 6.3b is the same as figure 
6.2, except for a higher rate of time discount in the debtor country. In 
figure 6.3c, we have the combination of debt relief and new external 
financing with conditionality. 

This example belies two common views: That debt relief must hurt 
the creditors or that if debt relief helps the creditors, it will be achieved 
without official intervention. The example makes clear that both relief 
and official intervention by means of conditionality are necessary for 
a successful adjustment program to the mutual benefit of the debtor 
and its creditors. 

6.5 Some Implications for the Pace and Phasing of 
Adjustment Programs 

The postwar history of stabilization, liberalization, and conditionality 
can make a pessimist of the most tenacious optimist. Few stabilization 
and liberalization plans meet their initial objectives, and many fail 
miserably. We have seen that conditionality is inherently limited in its 
capacity to effect adjustment in the debtor countries, and that the 
limitations are even more severe in the presence of a debt overhang. 
In many cases, debt relief might have to be combined with condition- 
ality to improve the likelihood of success of IMF and World Bank 
programs. 

Given these limitations, it is important to make the objectives of 
conditionality consistent with the limited efficacy of conditionality. Pro- 
grams of the IMF and World bank should be tailored according to a 
realistic assessment of the possible accomplishments. One of the most 
important issues in this regard is the balancing of the demands of 
stabilization with those of longer-term structural reform. Since the 
major debtor countries suffer from acute macroeconomic disequilibria 
(with inflation rates in Argentina, Brazil, and Mexico well exceeding 
100 percent per year in 1987), a crucial issue is the balancing of mac- 
roeconomic stabilization with other types of structural reform. 
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( b )  Debt Relief, No New Lending 
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Debt relief with conditionality. Explanation: Without debt 
relief, the debtor’s second period consumption is always 0.0. 
Thus, if it accepts the $5 million IMF loan, the utility effect 
is simply the change in C , ,  which equals -$I0 million 
(=  I , )  + $5 million ( =  IMF loan), or - $5 million. With debt 
relief, but no new lending, the benefit of investment is 
- $10 + ($120 - $105)/1.6, which is approximately - 1 .  With 
debt relief and conditionality, the benefit of the IMF package 
is -$5 + [$I20 - $5(1.1) - $105]/1.6whichisapproximately 
I .  Note that $3 I .  1) represents the repayment of the $5 million 
I M F  loan at 10 percent interest. 
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The main theme of this section is that structural reform (especially 
a shift towards greater outward orientation and trade liberalization) is 
a very difficult process that takes many years to bring to fruition. The 
process is so difficult economically and politically that it is likely to 
fail under the best of macroeconomic circumstances, and is in general 
greatly jeopardized by a concurrent macroeconomic stabilization crisis. 
The historical record suggests that adjustment programs rarely succeed 
unless stabilization is their first step, with structural reforms proceeding 
gradually and mostly after macroeconomic balance has been restored. 

The historical record points to a high failure rate in general regarding 
attempts at trade liberalization and a shift towards outward orientation. 
One thoroughly documented record of liberalization experiences can 
be found in the multicountry study on “Foreign Trade Regimes and 
Economic Development” directed by Jagdish Bhagwati and Anne 
Krueger at the National Bureau of Economic Research, and summa- 
rized in Krueger (1978). Krueger identified 22 attempts to liberalize 
from a situation of heavy reliance on quantitative restrictions and ex- 
change controls (pp. 219-20). By her own count, 13 of these episodes 
were unsuccessful and 9 were successful. Even this count is too op- 
timistic, however, since only 4 of the 9 “success” cases (measured as 
four years of successful liberalization) proved to be enduring until the 
time of Krueger’s study (these cases are Brazil, 1964; South Korea, 
1964; Israel, 1962; and Colombia, 1967). Perhaps most discouraging 
from the current policy vantage point is the fact that the Latin American 
countries show the most repeated failures in attempts at liberalization. 
And the legacy of past failures can have an important bearing on the 
success of any future plan, as I argue below. 

Table 6.2 gives the breakdown of success and failure, with the dates 
of the program, and the inflation rate of the preceeding year. Two points 
stand out clearly. In almost all cases, the internal imbalances in the 
economy at the time of the liberalization attempts, as measured by the 
inflation rate, are far smaller than the crisis conditions now confronting 
the Latin American debtors. Second, a high inflation rate seems to be 
a serious hindrance in successful stabilization, since in four of the five 
cases in which liberalization was attempted with an inflation rate above 
30 percent, the experiment failed. Of those five, only Brazil, in 1964, 
demonstrated a successful liberalization with stabilization. That epi- 
sode might be the only modern case of the type of adjustment now 
demanded of the Latin American countries. It had its own special 
conditions that allowed a successful program, not the least of which 
was a strong military dictatorship that could sharply squeeze real wages 
in the period of disinflation, 1964-67. 

The appropriate link between stabilization and liberalization may be 
the most important policy issue facing the World Bank in choosing a 
strategy for high-conditionality lending. The suggestion in table 6.2 that 
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Table 6.2 Successful and Unsuccessful Liberalization Attempts, Krueger- 
Bhagwati NBER Study 

Cases Year Inflation Rate, 
Preceding Year 

Successful 

Brazil 
Colombia 
Israel 
Israel 
Korea 
Philippines 
Philippines 
Turkey 
Turkey 

Unsuccessful 

Brazil 
Brazil 
Chile 
Chile 
Chile 
Colombia 
Colombia 
Colombia 
Colombia 

Ghana 
India 
South Korea 

Egypt 

1964 
I967 
1952 
1962 
1964 
I960 
I970 
1958 
1970 

1957 
1961 
1956 
1959 
1965 
1951 
1957 
1962 
1965 
1962 
1967 
I966 
1961 

66.7 
19.8 
n.a. 
5.6 

19.7 
- 1.2 

2.9 
17.4 
7.0 

29.6 
83.8 
32.5 
46.0 
n.a. 
6.4 
8.6 

17.6 
0.7 

13.1 
9.2 

10.2 

Source: Krueger (1978, 219-20) 
Notes: Note that the definition of success used here is rather modest: a Phase 111 lib- 
eralization is converted to a Phase IV liberalization for at least four years. Several of 
the success cases ultimately became failures, as qualitative restrictions (QRs) were 
reapplied. The precise definitions of Phases 111 and IV can be found in Krueger (1978 
26-27). Phase I11 signifies a trade regime in which the exchange rate has been devalued 
“to reflect the de facto price of foreign exchange.” QRs may be reduced in scope but 
will generally remain. Phase IV “features greater emphasis on price mechanisms than 
on quantitative restrictions in managing the balance of payments.” 
n.a. = not available. 

an initially high inflation rate can do harm in a liberalization effort finds 
independent support in several quarters. First, Krueger herself notes 
that liberalization attempts are most successful in countries that are 
not at the same time pursuing anti-inflationary policies or policies to 
restrict the level of foreign borrowing. One clear reason is that the fear 
of inflation induced governments to undertake inadequate devaluations 
at the start of a liberalization exercise, and they then failed to keep 
the exchange rate adjusting downward in correction for a domestic 
inflation rate in excess of the world rate. 
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Unfortunately, this lesson was not learned in time for the recent 
Southern Cone stabilization exercises, which foundered exactly on this 
conflict of goals. In their excellent survey of these episodes in Argen- 
tina, Chile, and Uruguay, Corbo and de Melo (1985) conclude that 
“policy inconsistencies were the main reason for the eventual failure 
of the reforms” (p. 864), with the inconsistencies revolving first around 
the use of the exchange rate both to promote trade and restrict inflation, 
and second around the inconsistent application of tariff and regulatory 
policies. Even the tariff inconsistencies can often be traced to the anti- 
inflation program, since unexpected and unplanned tariff changes were 
often made (especially in Argentina) in an attempt to further reduce 
inflation. 

The Southern Cone countries were attempting to pursue two targets, 
low inflation and liberalized trade, and had the freedom to relax a third 
constraint: external borrowing. In the late 1980s, the Latin American 
countries are being called upon to pursue three objectives simulta- 
neously: lower inflation, liberalization, and reduced dependence on 
foreign borrowing. I am still searching in vain for an historical example 
in which all three targets were satisfied. (Even if one could be found 
for the 1960s, it would probably be possible to distinguish it from 
current circumstances by virtue of the buoyant growth in world trade 
in the 1960s.) 

Brazil and Korea, in 1964, and Indonesia in 1967 come closest to 
being examples. It is clear, however, that certain factors disposed these 
cases to success. Brazil and Korea started out their programs with 
sharp real wage reductions, backed by a strong military regime (com- 
parable real wage data for Indonesia are not available). Also, all pro- 
ceeded gradually with liberalization, and after a few years (starting in 
the late 1960s) relied on increasing foreign borrowing in order to main- 
tain the momentum of growth. Finally, Brazil and Korea began the 
episode with much smaller internal imbalances than are typical in Latin 
America today. Korea had an inflation rate of a mere 19.7 pecent in 
the year before the stabilization program began, and Brazil’s rate of 
66.7 percent, while very high, is still dwarfed by today’s rates. (In- 
donesia’s inflation rate reached a very high 1044 percent in 1965.) 

Other research, by Killick et al. (1984) and Lin (1985), agrees with the 
proposition that the simultaneous application of stabilization and wide- 
spread liberalization is unlikely to be sustainable and successful. Killick 
notes that a degree of liberalization was sought alongside stabilization 
in at least 8 of 23 standby arrangements in 1978-79, with meagre results. 
He concludes “It does not seem that the means available to, or em- 
ployed by, the Fund are strong enough to achieve its liberalisation ob- 
jective in more than rare cases” (p. 2 3 8 ) .  Lin has made a persuasive 
case, this time based on a comparative economic history of East Asia 
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and Latin America, that a reduction in inflation should take precedence 
over all other targets, including liberalization, when inflation rates are 
high and prone to rise. In a detailed comparison of the stabilization ex- 
periences of Latin American and East Asian countries, Lin argues that 
the success of the Asian cases was built on a reduction of inflation that 
preceded the liberalization attempts by 5 years or more: 

In both Chile and Argentina, the control of hyperinflation and the 
liberalization of the economy occurred at the same time [in the mid- 
1970~1. This greatly compounded the difficulties of the domestic in- 
dustries by forcing them to cope with both the depressive effects of 
the stabilization policies and the increased competition of foreign 
producers at the same time. This contrasts sharply with the situation 
in Taiwan and South Korea, where the control of hyperinflation pre- 
ceded intensive trade policy reforms by several years (chap. 4, p. 8). 

Lin also points out at some length that inflation control was supported 
by a worsening rather than an improving of the trade balance, since 
foreign funds were used to support the governments of Taiwan and 
Korea after the resort to money creation was brought under control: 

In all of the cases mentioned, the eventual contraction of the infla- 
tionary process required the restoration of political stability and pro- 
ductive capacity, with the injection of massive foreign aid and the 
restriction of deficit financing by the central bank playing important 
roles (ibid.). 

Lin is persuasive in arguing that improvements in the real economy 
have been unlikely to be long lasting when attempted in a setting of 
rapid inflation and large budget deficits. The analytical arguments in 
favor of giving anti-inflationary policies a strong priority include the 
following: (1) the damage to financial intermediation that occurs in a 
climate of high inflation, including bank failures, widespread disinter- 
mediation, the absence of financial instruments of long-term maturities, 
and capital flight; (2) the likelihood of major relative price distortions 
in an inflationary environment; (3) the damage to tax collection and 
public-sector finances; (4) the damage to real investment and financial 
institutions as governments implement increasingly onerous methods 
of collecting the inflation tax (e.g., raising reserve requirements on 
banks); ( 5 )  the likelihood of policy conflict and policy inconsistency in 
management of the exchange rate to meet both trade and inflation 
targets; (6) the high transaction costs that are incurred as individuals 
and firms economize on monetary transactions; and (7) the ever-present 
fear of the public that major new tax increases or capital levies will be 
used in order to close large public-sector deficits. Such fears will con- 
strain the private sector from making the real investment expenditures 
necessary for a successful liberalization in the longer term. 
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6.6 Conclusions: Toward an Improved Use of Conditionality 

We have noted that the efficacy of conditionality is inherently lim- 
ited, and that the current overhang of debt greatly complicates the 
situation. In cases of extreme indebtedness, the debt itself might set 
up incentives that are adverse to significant adjustment or liberaliza- 
tion. In such a case, partial debt forgiveness can actually raise the 
expected repayments to the creditors, while at the same time giving 
greater incentive to the country for favorable adjustment. To be most 
successful, combining debt relief with IMF-World Bank conditionality 
would enhance the likelihood that the debt relief actually turns into 
economic reform. 

The historical experience with liberalization alone, and with stabi- 
lization alone, are not very encouraging. The difficulties of combining 
the two policy initiatives are formidable. The historical record suggests 
that it is virtually impossible to bring inflation under control, while 
simultaneously trying to liberalize the economy. One is hard pressed 
to find an example of an economy which stabilized, liberalized, and 
improved the external position all at the same time. Only South Korea, 
Brazil, and Indonesia seem to provide examples of implementing the 
first two measures, and in those cases the programs were supported 
by a strong military government that substantially reduced real wages 
(at least in Brazil and South Korea) at  the outset of the programs, and 
by favorable world conditions, including growing world trade, and after 
a few years, access to foreign borrowing in significant amounts. 

These findings suggest that the IMF and World Bank should recognize 
the limited efficacy of conditionality. The following list of guidelines 
for improving the use of conditionality in future lending by the IMF 
and the World Bank would increase the chances of success for LOC 
adjustment programs and improve the effectiveness of conditionality: 

1. Approve fewer programs. 
2. Require more prior actions in cases where the efficacy of the 

conditionality is doubtful. 
3.  Encourage governments to enlist the necessary range of political 

support behind the terms of a high-conditionality program before 
the program is made final. 

4. Approve programs which allow a buildup of arrears to private 
creditors in cases where the private creditors (a) fail to grant debt 
relief and (b) fail to provide sufficient amounts of new financing. 

5.  Encourage the use of debt relief schemes as a way to enhance 
the likely adherence to conditionality terms. 

6 .  Narrow the goals of conditionality: Make macroeconomic stabi- 
lization the first step with structural reform to be implemented 
only as macroeconomic stability is restored. 
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Appendix A 
A Formal Analysis of Conditionality 

The model in this appendix provides a very simple illustration of the 
function of conditionality in international lending. Suppose that there 
are two periods ( t  = 1,2), and that a government of a small economy 
faces an allocation problem of consumption and investment. In the first 
period, the government can consume (C, or invest I ,  resources, subject 
to the budget constraint that total spending, (C, + I , ,  must equal 
domestic output, Q , ,  plus borrowing from abroad, D,. The foreign loans 
carry an interest rate, r, so that repayments due in the second period 
are (1 + r )D, .  Output in the second period is a function of investment 
in the first. As a simple illustration, I assume a linear technology, with 
Q2 = Q ,  + ( I  + g ) I , ,  and also assume that investment opportunities 
are bounded by 1, 5 E The utility function is U = C, + C2/ (1 + d ) ,  
where d is the rate of pure time preference. For purposes of illustration, 
I assume that we have the following relative parameter values: d > g 
> r .  With this ordering, investments are profitable when evaluated at 
world interest rates, but not worthwhile when evaluated according to 
the subjective rate of time discount, d .  

I assume that the country repays all of its foreign borrowing, subject 
to the constraint that C2 2 0. If the debt is so large that full repayment 
would require C2 < 0, then the country pays as much as possible, 
suspends further repayments, and consumes 0 in the second period. 
Under conditions of certainty, the lenders will ration credit such that 
D, 5 QJ(l + r ) .  Of course C2 = 0 should be taken figuratively. The 
model is virtually unchanged if the consumption constraint is C 2 r  M 
is some minimum level of consumption, based on political or economic 
constraints. Also, C2 implicitly refers only to tradable goods (since 
only those goods can be used to finance debt servicing). With C 2 =  0 
or C2 = M ,  there could still be positive levels of nontradables con- 
sumption. However, to introduce nontradable goods at this point would 
unnecessarily complicate the model. 

Now, to see the role of conditionality, suppose that private lenders 
must make loans before the country chooses the level of investment 
in the first period, while the IMF or the World Bank, to the contrary, 
can condition a loan on a particular level of investment. The private- 
sector creditor must determine how much investment the country will 
make once a loan is received, since the safe lending constraint D, 5 
Q2/(1 + r )  ties the sustainable debt D, to the level of Q2. 

It is easy to verify that for any level of debt D,, the country will 
always prefer a zero level of investment, as long as we have the in- 
equality that d > g. The reason is straightforward: an increment of 
investment reduces welfare by 1 in the first period and raises it in the 
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second period by (1 + g)/( 1 + d) in terms of first period goods. There- 
fore, the welfare return from an increment of investment is negative. 
Since the country will choose 1, = 0, Q2 will equal Q , ,  and the lending 
limit for the commercial banks is given by Ql / ( l  + r ) .  

It may be possible for the Fund or the Bank to lend more than this 
safely, if the new loans can be conditioned on investment expenditure. 
Suppose that the World Bank or the IMF can obtain a credible com- 
mitment of the country to invest 0 < ZI I Tin return for a stabilization 
or adjustment loan. In such a case, the country will be able to support 
total foreign borrowing in the amount [Ql + (1 + g)Zl]/(l + r ), which 
is (1 + g)Zl/(l + r )  greater than in the absence of the program. Will 
the country agree to such a program? The answer is clearly yes, since 
first-period consumption rises by (1 + g)Zl/(l + r )  - 11, and second- 
period consumption is unchanged (since the rise in income, (1 + g ) l , ,  
equals the increase in debt servicing). 

It is not necessary, in this scenario, for the World Bank or the IMF 
to actually make the conditionality loan in the amount (1 + g)ZI/(l + r ) .  
In principle, any smaller loan should attract additional private resources 
to make up the difference. The Fund or the Bank is important only in 
the “seal of good housekeeping” role rather than as a supplier of funds. 

Appendix B 
A Model of Debt Forgiveness 

To see how a given stock of debt can interfere with conditionality, let 
us return to the simple two-period model presented in appendix A. We 
now amend the model in two important ways. First, the utility function 
is written in general form as U = U(CI,C2), with the standard concavity 
conditions. Second, we assume that as of the first period, there is an 
existing stock of debt, inherited from the past and due in the second 
period. Let D be the legal amount due in the second period (interest 
plus principal), and let S denote the actual debt servicing in that period 
( S  may be a stochastic variable as of the first period). The creditors 
might, we shall see, be willing to forgive some of the debt as of the 
first period, in which case we denote the post-forgiveness amount due 
as R.  Thus, with D > R, there is some formal forgiveness of the debt 
as of the first period, and with R > S, there is a partial default in the 
second period (since as of the second period, R is due and only S is 
actually repaid). The production technology is as before: Q2 = Q ,  + 

Suppose that the country is cut off from the world capital markets 
by virtue of the preexisting stock of debt, D, or by virtue of its general 

(1 + g)11, 1, 5 1. 
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lack of creditworthiness, and ignore conditionality lending for the mo- 
ment. All investment therefore comes from internal savings. We assume 
as before that as of the second period the country repays as much of 
the foreign debt as it can. If savings and consumption allocations are 
made by a central planner, then the planner’s problem is: 

max U(CI,C2) such that C, = Ql - ZI 
I I  

CZ = Q2(11) - s 
S = min(R, Q,). 

The creditors have a corresponding problem. Should they demand 
full repayment of the debt, D, or should they agree as of the jrs t  period 
to forgive part of the debt, and to demand a smaller repayment, 
R < D? Assuming that the creditor “moves first” by announcing the 
debt decision, and that the debtor country thereafter solves the optimal 
allocation problem, the creditor must solve the following: 

max S such that R 5 D and 
R 

S is the solution to the debtor problem given above. 

In words, the debtor chooses the repayment level, R ,  that maximizes 
actual debt servicing, S, subject to the constraint that R be less than 
or equal to the original debt, D. 

As noted in the text, it might seem, and it is often argued as if, the 
creditor should simply hold out for the maximum repayment, D, and 
take whatever he can get in the second period. Such a strategy, how- 
ever, can be improved upon. 

Consider the debtor’s problem, taking R as a parameter. For low 
values of R, the debtor will repay everything, since it will turn out that 
R < Q2(Zl). Thus, the allocation problem becomes one of maximizing 
U(CI,C2) such that C, = Q ,  - I , ,  and C2 = Q2 (II) - R. The interior 
solution to this problem sets the gross rate of return on investment, 
(1 + g), equal to the marginal rate of substitution between first and 
second period consumption: U,/U,. Take, as an illustration, the special 
case of additively separable utility, U(CI,CZ) = U(CJ + U(C2)/  
(1 + d). The planner then sets (1 + g)  = (1 + d)U’ (Ql - ZJU’ 
[QZ ( I , )  - R]. It is then easy to verify that ZI is an increasing function 
of R in this range. In a sense, high debt repayments are a spur to 
adjustment. The social planner knows that there is a big reduction to 
real cash flow next period, because of the debt repayment, and there- 
fore he smooths consumption across periods by saving today and in- 
vesting more in order to raise second-period output. 

For large values of R,  however, it will be the case that R > Q,(Zl) 
so that the debtor will not make the full repayment, R. In that case, 
the allocation problem becomes one of maximizing U(C, ,  C,) such that 
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C, = Ql - ZI and C2 = 0. Clearly, for very high levels of debt, the 
optimal policy is zero investment, since C2 is fixed at O! Let R* be the 
minimum repayment due at which ZI is set at zero. For R 2 R*, 
ZI = 0. For R above R*, the entire increase in GDP due to higher 
investment would accrue to the existing creditors, rather than to the 
country itself. The debt is so high that the country works for the bank 
rather than for itself. The equilibrium level of utility is given as U(QI,O). 
Call this threshhold level of utility U*. The country’s utility can never 
fall below this level, since it is always feasible for the country to make 
no investments and to pay as much of the debt as is feasible, subject 
to the constraint C2 2 0. At high levels of debt, the actual debt servicing 
is equal to Q2 [ZI = 01 = QI.  

The key point from the creditor’s point of view is that actual repay- 
ments, S ,  will fall when R increases above R*, since investment, 11, 
falls to zero. The resource base from which the country makes debt 
repayments shrinks, so that actual repayments decline. Thus, for R 5 
R*, we have S = R; for R > R*, we have S < R* < R. 

Now let us return to the creditor’s problem. For levels of debt, D, 
less than the threshhold R*, it is clear that the creditors should hold 
out for full repayment. Indeed, the higher the level of the debt, the 
greater will be the “adjustment” in the debtor country, with adjustment 
measured by the amount of first period investment. However, for D > 
R*, it is a mistake to hold out for full repayment. The creditors will 
get more repayment by agreeing in the first period to lower the required 
debt repayments in the second! Forgiving debt can be to the advantage 
of the creditors, by spurring investment in the debtor country, and 
thereby spurring the means of the debtor to service the debt. 

The two-period model just explored lends itself to a standard dia- 
grammatic analysis, as in figure 6.4. As usual, the X-axis measures 
production and consumption in the first period, and the Y-axis measures 
production and consumption in the second period. Note that since 
C1 = Ql - ZIandC2 = max(O,Q, - D) = max[O,Ql + (1 + g)Z1 - D],we 
can draw the consumption possibility frontier as C2 = max[O, ( 2  + g)Ql 
- (1 + g)C1 - D]. When D = 0, the consumption frontier is given 
by the curve CC in figure 6.l(a). The point Q = (Ql,Ql) is the con- 
sumption point when I ,  = 0; the CC curve has slope - (1 + g ) ,  since 
each increment of foregone consumption in the first-period raises sec- 
ond-period consumption by (1 + g). 

When D > 0, the consumption frontier shifts downward as in figures 
6.l(b) and 6.l(c). The curve shifts vertically downward by the amount 
D,  except if D is so large that C2 would turn negative if fully repaid. 
The resulting CC curve is shown for small levels of D (< Ql)  in figure 
6.l(b), and for large level of debt D (> Q,) in figure 6.l(c). In figure 
6.l(c) note that the CC curve is kinked, because of the restriction that 
c, 2 0. 
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The social planner picks the point on the CC schedule that maximizes 
domestic welfare. In figure 6.4(a), equilibrium is at the point A where 
CC is tangent to the indifference curve, U .  Note that the horizontal 
distance between A and Q is the level of optimal first-period investment, 
I , .  In figure 6.4(b), equilibrium is at B.  Note that the existence of a 
small amount of foreign debt, D ,  spurs investment (seen by the fact 
that the horizontal distance from B to Q, equal to ZI, exceeds the 
distance from A to Q). In this case, the foreign debt drives the social 
planner to smooth consumption by reducing C ,  in order to raise Q2 

enough to service the debt. In figure 6.4(c), the optimal policy is to set 
I I  = 0, and to consume at the point E ,  with CI = Ql ,  C2 = 0. The 
point here is straightforward. Since D is so large that it will not be fully 
repaid, each increment of I ,  raises second-period output without raising 
second-period consumption. In such circumstances there is no incen- 
tive to invest! With zero investment, Q2 = Ql and actual repayment 
in period 2 is S = el, as shown. 

The key point of this section is that in case (c) the creditors can raise 
the debt repayments through debt forgiveness. Instead of demanding D ,  
they can instead demand a smaller amount, R. The result is a new equi- 
librium at point F. The country undertakes more investment and there- 
fore has more resources with which to service the debt. As drawn, the debt 
writedown raises debt repayments (from S to R)  and leaves the country’s 
utility unchanged. It is obvious that a greater level of debt forgiveness 
could leave both the country and the creditors better off than at point E. 

It might be objected that the foregoing model is artificial, in that it 
establishes a zone in which a high external debt level makes second- 
period investment completely worthless from the country’s point of 
view. To see a more nuanced view, we could use the model of default 
and debt renegotiation in Sachs and Cohen (1985). Suppose that if the 
country defaults, the retaliation penalty from the creditors is a fraction, 
h, of national GDP. Thus, if the country repays the debt due, second 
period consumption is Q2 - R .  If instead it defaults, it saves repay- 
ments, R,  but suffers a loss of GDP equal to h e 2 ,  so that second period 
consumption would be C, = ( I  - h)Q2. Clearly, the country would 
find default attractive whenever R > h e 2 .  Finally, suppose that in lieu 
of default with retaliation, we can assume that in the second period if 
R > h e 2 ,  the creditors and debtor reach a cooperative outcome such 
that the debtors pay a fraction of the repayment due, in the amount 
h e 2 ,  and the creditors agree to forego any further retaliation. 

In this case, the debtor’s problem can be restated as follows: 

max U(CI,C2) such that C, = Ql - I ,  

CZ = Q*VJ - s 
S = min [R, (1 - h)Qz(Zl) 1. 
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In this case, the marginal return to investment in the zone in which 
debt is fully repaid is simply ( 1  + g). On the other hand, in the region 
in which debt is not fully repaid, the marginal return to investment is 
(1 - h)  (1 + g). The overhang of debt now imposes a marginal tax of 
h percent on the social return to investment. Once again, it is easy to 
show that explicit debt relief can in fact raise the creditors’ eventual 
repayments, and can spur “adjustment” (i-e. ,  investment) in the debtor 
country, by eliminating the implicit “marginal tax” on the returns to 
investment. 

Appendix C 
The Interaction of Debt Relief and Conditionality 

In this appendix, we combine the models of appendix A and appendix 
B, to illustrate the case in which the combination of conditionality and 
debt relief is both necessary and sufficient for raising the welfare of 
both creditors and debtors. 

For convenience, we work with the case of linear utility and linear 
technology. The government objective function is given as: 

u = CI + C,/(l + 6).  

Q, = QI + (1 + g)Z, 

Production in period 2 is given as: 

I ,  5 r 
There is an initial overhang of debt in the second period, D2, with 

D, > Q ,  + (1 + g)  E 
In the absence of debt relief, the government will undertake zero 

investment spending in the first period. Moreover, the country would 
not agree to any binding package of new official lending with condi- 
tionality if the official lenders were financing anything less than 100 
percent of the investment. Suppose that a share, s, of the investment 
could be financed with an IMF-World Bank loan. Then initial con- 
sumption would fall by (1 - s) * I , ,  i.e., by the amount not financed 
externally. Future consumption would not rise at all, however, since 
after repayment to the IMF-World Bank, and partial repayment to the 
original creditors, nothing would be left over for the country. 

Next, suppose that there is debt relief alone, without the involvement 
of the official institutions. Suppose, for example, that the debt is re- 
duced to the level @ .  Then, the country will surely repay the remaining 
debt in the second period. However, i t  will still choose to do no in- 
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vestment spending, as long as the rate of time discount, d, is greater 
than the return to investment, g.  Moreover, in the absence of condi- 
tionality, it would not be safe to make new loans to the country even 
after the debt is written down to Q1, since the country will use the 
loans for consumption, and not for investment. 

Now, suppose that the debt relief is combined with a high- 
conditionality loan, in the following manner. The country undertakes 
to make investment, ZI, with the share, s, to be financed by the IMF- 
World Bank. The initial debt is reduced to (Q ,  + e), where e is a small 
amount. First period consumption falls by (1 - s) ZI, and second period 
output rises by ( I  + g)Z1. Second-period consumption now rises in the 
amount (1 + g)ZI - s (1 + r )  ZI - e ,  which will surely be positive as 
long as e is sufficiently small. (Note that the rise in consumption equals 
the rise in output, minus the repayment to the IMF, minus the incre- 
ment, e, in repayment to the original creditors above the level el). 
Now, as long as the rate of time discount, d, is sufficiently small or the 
share of IMF-World Bank financing is sufficiently large, then the overall 
effect on the government’s objective function is positive. Specifically, 
the condition for an improvement in the government’s objective func- 
tion is: 

- ( I  - s) I ,  + [ ( I  + g)Z1 - s I ,  (1 + r )  - e]/(l + d) > 0. 

Since g > r, and e is close to 0.0, the condition for improvement is 
surely satisfied for s very close to 1.0, or d very close to 0.0, and may 
well be satisfied for intermediate values of s and d. 

1 .  Berg and Batchelder (1985) have done a very fine recent paper that reaches 
similar conclusions. 
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7 Private Capital Flows to 
Problem Debtors 
Paul Krugman 

7.1 Introduction 

One of the key elements of the approach to the debt problem that 
has dominated official thinking since 1982 has been an effort to mobilize 
private flows of capital to countries with debt-servicing problems. The 
interest payments on LDC debt, it has been widely accepted, are more 
than the debtors can or, at any rate, will pay out of current export 
income. This gap between feasible resource transfer and interest due 
must be filled in some way. It could be filled by official lending, but 
this is an unlikely and probably undesirable prospect. It could also be 
filled by large-scale debt forgiveness, but the whole point of the US- 
IMF strategy has been to avoid forcing such drastic action. What re- 
mains is private capital flows. Bank lending was expected to provide 
most of the capital flow under the debt strategy as it first emerged in 
1983, and it was supposed to play a major role under the Baker initiative 
of 1985. 

Yet in fact private capital flows to problem debtors have consistently 
fallen far short of expectations. Even in 1983-84, the banner years of 
“concerted lending,” much of the funding that came in the front door 
was lost through the back door. In the following two years, private 
capital flows to problem debtors were minor, despite a few highly visible 
injections of new money. To a first approximation, the debtors have 
made resource transfers equal to interest less official inflows. Since 
official inflows themselves have been fairly small, the end result has 
been that debtors have been forced to run massive trade surpluses. 

Paul Krugman is a professor of economics at the Massachusetts Institute of Technology 
and a research associate of the National Bureau of Economic Research. 
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The purpose of this chapter is to reexamine the prospects for private 
capital flows to problem debtors. The central question is whether it is 
possible to induce sufficient capital inflows to aid substantially in the 
servicing of debt. To analyze this it necessary to ask, in particular, why 
efforts to mobilize private capital to date have been so disappointing. 
Thus the chapter focuses on the reasons for the stalling of the process 
of concerted lending after 1984 as a key test of the possibilities for 
inducing capital flows. 

The chapter is divided as follows. Section 7.2 examines the rationale 
for private capital flows to countries that are already in debt trouble: 
Why should we ever expect to see new money provided to a country 
whose servicing of existing debt is in question? Section 7.3 reviews 
the experience with private capital flows since 1982, and examines 
alternative explanations of the failure of these flows to materialize on 
the scale that was originally envisaged. Section 7.4 examines the fea- 
sibility and desirability of attracting private capital through channels 
other than bank lending, notably through direct foreign investment or 
the currently popular option of debt-equity swaps. Finally, section 7.5 
attempts to assess the prospects for generating private capital inflows 
in the future. 

7.2 The Theory of Defensive Lending 

To a man from Mars, or The Wall Street Journal, the proposition 
that new lending is essential to deal with the debt crisis seems extremely 
strange-a proposal to throw good money after bad. Yet private capital 
inflow has been a centerpiece of the official strategy for dealing with 
the debt crisis (although not of its execution-see section 7.3 below). 
To understand why this may be a good idea, it is necessary to appreciate 
two key points: the possibility that a country may have growing debt 
yet be growing more creditworthy over time, and the possibility that 
lending at a loss may be in the interest of the creditors if it defends the 
value of existing claims. On the other side, the problems that may block 
desirable capital inflow must be noted, as well as the potential role of 
official agencies in promoting such inflow. 

7.2.1 The Analytics of Debt Growth and Creditworthiness 

At the heart of the orthodox analysis of the debt problem, as rep- 
resented for example by Cline (1983) and Feldstein (1986), is the an- 
alytical point that a country can simultaneously be increasing its debt 
and steadily improving its debt position as measured by such indicators 
as the ratio of debt to GNP or to export. The key point is that the debt 
indicators are ratios, whose denominators can be expected to grow 
over time. Thus it is possible for debt-the numerator-to grow while 
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creditworthiness steadily improves, as long as it grows more slowly 
than GNP or exports-the denominator. 

Consider the following numerical example, drawn from Feldstein et 
al. (1987). A country has a GNP of $200 billion, and an external debt 
of $100 billion (slightly above the average debt to GNP ratio for the 
IMF’s category of “fifteen heavily indebted countries”). It must pay 
an interest rate of 9 percent on the debt. The world inflation rate is 4 
percent, and the country’s real GNP is expected to grow at an annual 
rate of 3 percent. 

If the country were obliged to pay all interest out of current income 
then even if all principal were rescheduled it would be obliged to run 
a surplus on noninterest current account of $9 billion, or 4.5 percent 
of GNP. While such a surplus is not impossible to run, it is sufficiently 
large to impose substantial strains on the economic and political situ- 
ation in debtor countries. A sustained resource transfer at this rate 
would raise risks that “debtor fatigue” will lead to increasing unwill- 
ingness of the debtor to pay. Thus some reduction in the size of the 
resource transfer is crucial. 

Suppose, however, that the country is able to attract $4 billion of 
new money. Then it will need to run a noninterest surplus of only $5 
billion, or 2.5 percent of GNP-a more tolerable number. It might at 
first seem that this simply puts the country even deeper into debt, 
which in a literal sense it does, since the debt grows by 4 percent. The 
country’s real GNP, however, we have assumed will grow at 3 percent, 
which together with the price increase of 4 percent will imply a 7 percent 
growth in money GNP. Thus the ratio of debt to GNP will fall, and the 
country will be in a more favorable position, not a less favorable one, 
at the start of the next year. 

In fact, if the country were merely seeking to stabilize its ratio of 
debt to GNP, it could borrow $7 billion, and make net payments of 
only $2 billion, or 1 percent of GNP. If it were able to borrow this 
much, and willing to devote 1 percent of GNP to net interest payments 
indefinitely, it could honor all its debt commitments. If the real interest 
rate were lower, or the growth rate higher, the necessary resource 
transfer would be even smaller. Calculations of this kind underlay the 
optimism of many economists about the debt of LDCs in the 1970s, 
and continue to be the basis of optimistic assessments now (again see 
Feldstein 1986). 

If coping with debt seems relatively easy even given realistic levels 
of indebtedness, historically high real interest rates, and an assumed 
growth rate that is low by past standards, why is there a debt problem? 
The immediate answer is that the new money that in our example 
reduces the interest burden to an easily tolerable level has not been 
forthcoming. Lenders have not voluntarily lent to problem debtors (this 
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is essentially the definition of a problem debtor), nor indeed have they 
provided much new money even under duress. This observation, how- 
ever, only leads to the next question: Why does this favorable algebra 
not convince lenders to be willing to lend? 

The main answer seems to be that while a modest annual rate of 
resource transfer to creditors will suffice to honor the debts even of 
countries that have high ratios of debt to GNP, this will only be the 
case if the resource transfer is very sustained. In the example we have 
just given-debt equal to half of GNP, growth at 3 percent, and a real 
interest rate of 5 percent-resource transfer at the rate of 2.5 percent 
of GNP would have to continue for 25 years to work off all the debt. 
If “debtor fatigue” were to set in before that, preventing further re- 
source transfer, the debt would be worth less than par, even if the 
country were willing to run surpluses for quite a while. For example, 
even 10 years of resource transfer would provide a present value of 
resource transfer equal to only 45 percent of the value of the debt. 

Doubt over whether debtors will be willing to run the trade surpluses 
needed to honor their debts for the very extended periods thus envis- 
aged underlies the unwillingness of banks or other lenders to provide 
new money to the problem debtors. However, there remains a case for 
new lending by existing creditors to defend the value of their claims. 
This case for “involuntary,” or perhaps more accurately, defensive 
lending, underlies the concept and rhetoric of the US-IMF debt strategy. 

7 . 2 . 2  The Case for Defensive Lending 

When a country’s willingness to service its debts in full is uncertain, 
a potential lender with no existing stake in the country could be induced 
to lend only by being offered a high interest rate, which itself would 
provide an incentive for future nonpayment. Thus, in the case of prob- 
lem debtors, new lending from the markets has dried up. Creditors 
may have an incentive to relend part of their interest due, however, as 
a way of protecting the value of the loans they have already made. 
This incentive forms the basis of the hopes for inducing bank lending 
to problem debtors. 

When does it make sense to lend more money to a country already 
having trouble servicing its debt? The issue is often framed as one of 
liquidity versus solvency: The country is illiquid, that is, short of cash 
to pay its debt service, but it is solvent, that is, given time it will be 
able and (more important) willing to make resource transfers to its 
creditors equal in present value to its debt. However, it is quickly 
apparent upon reflection that this cannot be quite right; if a country 
were known to be merely illiquid, not insolvent, it would be able to 
attract voluntary lending to deal with its liquidity problem. It is only 
the possibility of a solvency problem that creates the liquidity problem. 
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The right way to think about the situation, as stressed by Cline (1983), 
Krugman (1985), and Sachs (1984), is as one of uncertainty in which 
defensive lending by existing creditors buys an option to collect on 
their claims in the future if the situation improves. Suppose that it is 
fairly likely that a country will fail to pay its debt in full even if it is 
able to avoid an immediate crisis; but that it is virtually certain that 
the country will repudiate an important part of its obligation if its 
creditors attempt to collect full interest immediately. Then new lending 
that reduces the interest burden, although a losing proposition in iso- 
lation, may be worthwhile because it improves the expected value of 
the initial debt. 

Even under quite adverse circumstances this defensive lending ar- 
gument can justify quite substantial increases in creditor exposure. To 
see why, consider the basic algebra of the situation. Let D be a coun- 
try's outstanding debt, and d be the subjective discount that creditors 
place on that debt (which may be inferred from the secondary market 
price if that market is sufficiently well developed). Suppose that by 
relending part of the interest, and thus averting an immediate liquidity 
crisis, creditors can reduce the discount to some smaller amount, d'.  
Such a program will have a cost-the expected loss on the new lend- 
ing-and a benefit-the increase in the value of existing claims. The 
cost will be d ' L ,  where L is the value of new lending; while the benefit 
will be (d  - d')D. Thus a program of defensive lending will be worth 
undertaking as long as 

d ' L  < ( d  - d')D,  

or 

LID < (d  - d7id ' .  

Now suppose that in the absence of a program of defensive lending 
the discount on claims would be 50 percent, while even with such a 
program the discount would be reduced only to 40 percent. Even with 
these fairly dismal numbers, it would be worthwhile for creditors to 
expand their exposure by 25 percent to protect their original investment. 

The orthodox view of the debt problem, as exposited most famously 
by Cline (1983), was that this incentive for defensive lending could be 
used to mobilize new bank lending on a sufficient scale that, combined 
with adjustment efforts by the countries and an improving external 
environment, problem debtors could be returned to normal capital mar- 
ket access after a few years. It was recognized from the beginning, 
however, that there were serious obstacles to mobilization of capital 
flows from existing creditors; these obstacles now look more serious 
than was realized in 1983. 
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7.2.3 Obstacles to Defensive Lending: The Free-Rider Problem 

The first obstacle to a program of defensive lending was immediately 
noted by many observers: There is a free-rider problem. The collective 
defensive lending of existing creditors raises the expected value of their 
collective claims, but for any individual creditor it  would be preferable 
to opt out. In effect, the call for defensive lending from creditors asks 
that lenders, whom we suppose act competitively under normal cir- 
cumstances, suddenly begin to act collusively once the country is in 
debt trouble. 

Cline (1983) offered a convenient formulation of this issue, by sup- 
posing that the creditors consist of a collusive core and a competitive 
fringe. Defensive lending is undertaken only by the core that owns a 
fraction, of the outstanding claims. Assuming that it is possible to 
arrange for complete rescheduling of the principal of the fringe (which 
is a little optimistic; see section 7.3 below) the criterion for defensive 
lending now becomes 

LID = f ( d  - d ' ) ld '  

That is, the smaller the collusive core the less defensive lending will 
be worth undertaking. 

In 1983 the hope was that this free-rider problem could be overcome 
through a variety of ad hoc means. First, while international capital 
markets may be highly competitive ex ante, the claims on any individual 
country are much more concentrated ex post. Second, most lending 
took the form of syndicated loans in which a certain amount of co- 
operative behavior was already built in. Third, the form of negotiations 
between a country and its creditors, in which an advisory committee 
represents the banks, itself tends to foster cooperative behavior among 
the creditors. Fourth, informal pressure from the central banks of cred- 
itors countries could be brought to bear on the smaller commercial 
banks to go along with collective lending packages. Fifth, official lend- 
ing could reduce the extent of defensive lending required to an extent 
that would make the necessary cooperative behavior more feasible. 

Does the limited extent of lending since 1984 show that these ad hoc 
means of overcoming the free-rider problem were inadequate? Before 
jumping to this conclusion, we need to recognize that free riding is not 
the only potential obstacle to defensive lending. 

7.2.4 Obstacles to Defensive Lending: Bargaining and Conflict 

To the extent that creditors are able to overcome their free-rider 
problems and act as a unit, they next find themselves in a situation of 
bilateral monopoly vis-a-vis the debtor country. There is a range of 
potential rates and terms of lending between the minimum acceptable 
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to the country and the maximum acceptable to the banks. For the banks, 
any defensive lending that is less than the interest payments on existing 
debt-that is, any program that leads to a positive resource transfer 
from the country-is better than no payment at all. From the point of 
view of the country, there is a range of rates of resource transfer that 
is preferable to failure to reach an agreement, which would end the 
resource transfer but lead the banks to invoke penalties. 

In general, economic theory does not offer any determinate outcome 
to bilateral monopoly. However, a useful light is shed on bilateral mo- 
nopoly by recent developments in bargaining theory. The literature 
started by Rubinstein (1982) and applied to international debt by Bulow 
and Rogoff (1986) envisages a situation in which bargaining parties are 
able to make alternating offers, which continue until one party accepts. 
Each party pays some price for waiting. Such bargaining games have 
a simple and elegant solution: The first offer is in fact set at a level 
that will be accepted, with the terms of that offer depending on both 
the threat points of the players-the minimum settlement that each 
prefers to no agreement at all-and the cost to each of waiting. 

While bargaining models are not easily applied to debt in a rigorous 
fashion, they suggest several useful points. First, it is a useful metaphor 
to think of capital flows from creditors to debtors as the outcome of a 
bargain. The determinants of that bargain are not the degree of opti- 
mism about the debtor’s future, or the rewards for good behavior; they 
are the perceptions of each side about the level of welfare it can achieve 
without an agreement and the relative cost of delaying an agreement. 

Second, by focussing attention on the bargaining aspect of the pro- 
vision of new money, we are led to focus on the incentives for the 
parties to reach agreement. For the creditors the cost of failing to reach 
agreement is obvious-they do not get paid. For the debtor, however, 
the costs are more subtle and questionable: loss of future access to 
capital markets? disruption of trade? sanctions by creditor country 
governments? A key question in understanding the limited extent of 
capital flows is to ask why the rather fuzzy costs of failure to reach 
agreement have nonetheless left the countries in such an apparently 
weak bargaining position. 

Third, the bargaining approach is a useful way to begin thinking about 
the problem of default. As Bulow and Rogoff have emphasized, the 
usual discussion, in which a country either pays or defaults, fails to 
capture the ongoing process of negotiation. On one side, a debt re- 
structuring may considerably reduce the present value of debt obli- 
gations without any declarations of default or invocation of sanctions. 
On the other side, a country may fail to reach agreement with cred- 
itors, and be formally in default for a time, without precluding the 
possibility of eventually reaching an agreement. Thus rather than 
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posing the question whether the country will pay or not, we need to 
ask how much it will pay, on one side, and how long it will take to 
reach agreement, on the other. 

In the simplest bargaining models agreement is always reached im- 
mediately, because the first offer is set at a level that is just acceptable. 
However, this result depends on the parties having the same infor- 
mation. If one or both parties have private information-for example, 
if the country knows better than its creditors how costly it would be 
for it to go without an agreement, or the creditors are better informed 
about the consequences for them of having to declare loans 
nonperforming-then there is the possibility of a costly period of failure 
to reach agreement. The reason is that paying the costs of a temporary 
bargaining impasse may be the only way for either the debtor or the 
creditors to credibly establish bargaining strength. Brazil may feel that 
it is able to cope well with the consequences of not paying interest; if 
its creditors were convinced of this they would make concessions that 
would avert the need for Brazil to carry out its threat. A simple dec- 
laration of a tough posture, however, may not be enough; Brazil may 
need to go through a period of suffering the consequences of a debt 
moratorium to show that it really means it. 

This point of view suggests that a failure to reach agreement should 
be viewed as a normal part of the bargaining process rather than a 
catastrophic event. It is not, however, necessarily appropriate for gov- 
ernments and official agencies to stand aside and allow the bargaining 
process to follow its bumpy path. Like the costs incurred to signal 
desirable attributes in other areas of economics, the cost incurred by 
a failure to reach agreement represent a real social cost (e.g., through 
disruption of trade, financial flows, political stability, etc.). It may be 
worthwhile for the Brazilians and their bankers to accept this cost in 
order to demonstrate their toughness, but it is preferable from the 
world’s point of view, and possibily from the point of view of the parties 
themselves, if agreement can be reached more quickly. Thus there is 
a potential albeit problematic role for creditor country governments 
and multilateral agencies as facilitators of agreement. 

7.2.5 The Contribution of Third Parties 

Official agencies, such as the International Monetary Fund and the 
U.S. Treasury, can act to facilitate bank lending to problem debtors in 
several ways. To the extent that the free-rider problem is dominant, 
they can use indirect pressure to induce lending by reluctant banks, 
especially small potential free riders. They can also provide enough 
additional lending to make a defensive lending program by a collusive 
core worthwhile in circumstances where defensive lending is actually 
in the creditors’ collective interest but not worthwhile for the collusive 
core alone. 
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The IMF and others can also enter into the bargaining process. Most 
benignly, the third party could simply serve as a mediator, making 
offers that serve as focal points for agreement. More problematically, 
it can use sticks and carrots to induce quicker agreement between the 
bargainers. If IMF resources are made available as a significant con- 
tribution to the pot, but only contingent on an agreement that also 
meets IMF terms, this provides an incentive for the players to forgo 
the costly process of signalling their toughness and to reach quick 
agreement. If the U.S. government implies that it will retaliate eco- 
nomically or politically against a country that fails to reach agreement 
with its bankers, this is also an incentive to reach an agreement quickly. 

A bargaining perspective is again useful for examining this role. What 
it makes clear is that while an adroit intervention by third parties can 
facilitate the flow of private capital to a troubled debtor, a less adroit 
intervention can easily reduce that flow and perhaps even reduce the 
total capital flow to the country. Suppose, for example, that the country 
and its creditors would have reached agreement quickly without the 
carrot of official money; then provision of official money will not avoid 
any social costs, while it will typically be at least partly offset by a 
reduced supply of new money from the private creditors. (If the cred- 
itors make a take-it-or-leave-it offer to the country, then they will reduce 
the offer by the full amount of the official resources contributed. More 
generally, in a bargaining situation the country will get more but the 
banks will give less (see Bulow and Rogoff 1986). 

If the third party threatens (or is perceived to threaten) sanctions 
against the country if agreement is not reached, this will make agree- 
ment take place more quickly, but it will also reduce the bargaining 
strength of the debtor. Thus while the risk of disruption as a result of 
hard bargaining goes down, so does the capital flow that eventually 
results. As I will argue below, U.S. policy may well have had this 
perverse effect, especially for some of the smaller debtors. 

The point to be made is that the role of official agencies in a debt 
negotiation is, in economic terms, a second-best attempt to deal with 
a market failure. Like all second-best policies, its effect is sensitive to 
the details of the situation; a policy that does good in one case may 
do harm in an apparently similar case. 

7.3 

I have now examined the rationale for continued bank lending to 
problem debtors. The theory suggests that there is an incentive for 
creditors to supply a continuing flow of funds, but that the process of 
lending may be hampered both by free-rider problems and by the efforts 
of parties to establish strength through bargaining. I now turn to the 
experience of bank lending since 1982, and its implications. 

Bank Lending to Problem Debtors since 1982 
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7 .3 .1  

Table 7.1 presents an overview of the lending of banks from the 
opening of the debt strategy at the end of 1982 to the end of 1986. Here 
two aggregates of debtor countries are considered: the IMF’s group of 
“fifteen heavily indebted countries,” and Latin America. The essential 
impression conveyed by the table is that the mobilization of private 
capital flows to debtors that was a central element of the debt strategy 
took place to a very limited extent in 1983 and 1984 and basically not 
at all since. Whether one looks at the broader aggregate of problem 
debtors or the narrower aggregate of Latin America, one sees that since 
1982, and especially since 1984, debtor countries have run noninterest 
surpluses large enough to cover the bulk of their interest due, with a 
small contribution from official sources and very little from private new 
money. Only in 1986 was there a move toward current account deficit, 
which must have had capital inflow as its counterpart; more on this 
turn of events later. 

Admittedly, this aggregative picture is somewhat misleading, for two 
reasons. First, it conceals differences among countries. While banks 
were on net withdrawing from some troubled but still relatively liquid 
debtors (e.g., Venezuela), they were significantly expanding their ex- 
posure in others. Second, the flow of funds reveals disbursements, but 
it is at least equally important to look at commitments, especially given 
the role of “concerted” lending for defensive purposes. Tables 7.2 and 
7.3 provide some information on these issues. 

The Magnitude of Bank lending 

Table 7.1 Indicators of Bank Lending to Problem Debtors 

1982 1983 1984 1985 I986 

15 debtors 
Private debt 336.9 337.3 347.0 341.8 342.0 
(growth rate) - 0. I 2.8 - 1.5 0. I 
Current account - 50.6 - 15.2 -0.6 -0.1 - 11.8 
Resource transfer - 12.8 21.0 38.3 37.4 21.1 
DebtiGDP 41.7 47.0 46.8 46.3 48.4 
Debtiexports 269.8 289.7 272.1 284.2 337.9 

Latin America 
Private debt 291.9 292.1 303.2 303.8 308.0 

Bank debt (growth) 6.1 3.1 -0.1 2.7 0.9 

Current account -8.1 21.7 32.1 28.3 12.4 
DebtiGDP 42.9 47.3 47.6 46.8 48.5 

(growth rate) - 0.0 3.8 0.2 1.4 

Resource transfer -42.4 - 10.9 - 2.6 -4.7 - 16.1 

Debtiexports 273.8 290.3 277. I 295.5 354.7 

Sourcc,s: International Monetary Fund (1987) and UNCTAD (1987). 
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Table 7.2 Bank Lending to Selected Countries ($ billion) 

1985 1986 
1983 1984 1985 1 st half I st half 

15 Heavily indebted 1 1 . 1  5.4 - 1.9 - 1.2 - 3.4 

Argentina 2.3 0.3 0.6 0.7 0.1 
Brazil 5.2 5.2 - 2.9 - 1.0 - 1.0 
Korea 2.2 3.5 2.3 1.4 -0.2 
Mexico 2.8 1.2 0.7 0.1 -0.8 
Venezuela - 1.3 -2.2 0.4 -0.1 -0.3 

countries 

Sourw:  M. Watson., R.  Kincaid, C. Atkinson, E. Kalter, and D. Folkerts-Landau, 
Intemutional Capital Markets: Developments and Prospects, International Monetary 
Fund. December 1986. 

Table 7.3 LDC Lending Commitments ($ billion) 

1981 1982 1983 1984 1985 1984:l 1984:2 1985” 1986” 

All capital 47.0 42.6 32.6 29.9 16.1 17.6 12.3 13.2 18.7 
importers 

Latin America 
Total 25.2 23.0 15.3 15.4 2.5 11.4 4.0 2.4 7.9 
Spontaneous 25.2 23.0 2.0 0.6 0.1 0.3 0.3 0.1 0.2 
Concerted 13.3 14.8 2.4 1 1 . 1  3.7 2.3 7.7 

Source: See table 7.2. 
dFirst three quarters. 

Table 7 .2  offers some more detailed information on the financing of 
Latin nations. It shows that there was indeed more bank lending than 
the aggregates suggest, because in the aggregates the programs for 
Mexico, Brazil, and Argentina are masked by such events as the out- 
flow from Venezuela and (in the larger aggregate) Korea’s move toward 
current account surplus. For Argentina, Brazil, and Mexico, private 
capital did make a significant though modest contribution in 1983, and 
1984 was not quite as bad as it seems in the aggregate. Nonetheless, 
the essential failure of bank lending to make much contribution after 
1983 and especially 1984 remains apparent. 

Table 7.3 looks at commitments rather than disbursements. By this 
measure the difference between 1983 and 1984 is less clear-cut; rather, 
the limited process of concerted lending seems to have run aground 
only in the second half of 1984. The table essentially reflects the con- 
clusion of Brazilian and Mexican new-money packages in January and 
April of 1984 respectively, which were in effect the last large-scale 
attempts to mobilize new money until the desperation Mexican package 
of August 1986. The Mexican package is the main component of a sharp 
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revival of concerted lending in 1986; the key question is whether this 
represents an aberration or the beginning of a new trend. 

Taken together, these tables suggest the following summary of the 
effort to mobilize banks to provide new money for the debtors. First, 
even in 1983-84, when the new money was supposed to provide a 
major part of the solution, its supply was modest. Second, after mid- 
1984 new money from banks essentially ceased to be a recourse of the 
debtors. 

The central question regarding the behavior of the banks, then, is 
why the seemingly forceful case for defensive lending generated only 
a brief, modest injection of new money. I will consider three possible 
explanations: that the creditors became unwillingly to lend because of 
unsatisfactory performance on the part of the debtors; that the free- 
rider problem blocked lending that was in the banks’ collective interest; 
and that the absence of new money reflected an outcome of bargaining 
in which the countries were relatively weak and the banks strong. 

7.3.2 Debtor Performance and the Supply of Funds 

The bankers themselves prefer to ascribe their limited willingness to 
lend to the failure of the countries to show adequate progress in eco- 
nomic policy. One banker in conversation justified a lack of funding 
on the grounds that the debtor governments were “like children” who 
would simply waste any funds received. On this view the banks were 
in effect practicing conditionality, withholding funds contingent on re- 
forms of economic policy. 

This view raises two separate questions. First, is the indictment of 
the debtor governments correct? Second, and quite separate, is a judg- 
ment of debtor policies relevant to the explanation of limited lending? 
Do the volume and terms of lending to problem debtors depend posi- 
tively on the performance of the countries’ policymakers? 

Policies in the Debtor Countries 

The attack on the performance of the debtors faces in the first place 
the awkward fact that external adjustment, in the form of enormous 
trade surpluses, has been greater than anyone thought possible in 1983. 
This is of course the inevitable counterpart of the absence of new 
money, but it still means that the countries cannot be charged with 
having failed to make any adjustment. Instead the attack focusses on 
three issues: capital flight, budgetary adjustment, and the role of the 
private sector. 

The attack on capital flight has come to assume a central place in 
the bankers’ answer to charges that they have failed to deliver on their 
part of the debt strategy. For example, de Vries writes (in World Fi- 
nancial Markets, September 1986): 
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Psychologically, nothing has contributed more to the pervasive 
sense of frustration over the LDC debt problem than the realization 
that capital flight persisted, if on a much reduced scale, almost 
throughout the 1983-85 period of “involuntary” lending. Creditors, 
both private and official, are understandably reluctant to provide 
fresh funds unless the debtors put a stop to capital flight (p. 6). 

To an outsider this attack on capital flight seems oddly timed, unless 
it is viewed more as a rationalization than a real explanation. The major 
period of capital flight was during the inception of the debt crisis rather 
than in the post-1983 period, and the structural causes of long-term 
capital flight-overvalued exchange rates and negative real interest 
rates-have actually been reversed, with very low real exchange rates 
and very high real interest rates in major debtors. Some capital flight 
does continue, because of a lack of confidence in the debtor’s solvency. 
However, this is the same lack of confidence that prevents voluntary 
lending. There is no reason to expect domestic residents to be notice- 
ably more willing to invest in a problem debtor, just because they 
happen to live there, than foreign investors. To demand that flight 
capital return before bank lending resumes is in effect to say that there 
will be no bank lending unless confidence is restored, i.e., that only 
voluntary lending will be provided. This ignores the whole point of the 
argument for defensive lending even when there is a perceived discount 
on claims on a country. 

The second critique of debtor policies emphasizes the failure of bud- 
getary adjustment, which manifests itself in particular in the problem 
of inflation. Here, while measurement issues can provide an endless 
source of debate, there is undoubtedly a valid point. One way to make 
this point is that the impressive external adjustment has come essen- 
tially at the expense of a decline in investment rather than a rise in 
saving, largely because of a failure to bring budgets under control. This 
is a useful point, because it suggests a focus on the fiscal aspect of the 
debt issue, which is a useful way to cut through some otherwise prob- 
lematic issues, like the potential role of direct foreign investment and 
debt-equity swaps. 

Finally, it is argued that debtor countries have failed to make essential 
moves toward freeing up their domestic economies, both in terms of 
internal liberalization and in terms of opening the way for foreign in- 
vestment. In part this concern reflects the idea that direct foreign in- 
vestment can serve as an alternative to bank lending for financing; in 
part it is related to the proposals for debt-equity conversion. Both of 
these topics are treated below. There is also an element of supply-side 
economics, in which countries are urged to pursue more market-ori- 
ented policies in order to achieve rapid economic growth, which will 
restore confidence and allow the debt problem to be resolved. This last 
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argument requires a degree of certainty about the size and speed of 
the benefits of promarket policies that does not rest on hard evidence. 
It is also something new; demands for a radical shift to market-oriented 
policies were not on the table in 1983, when substantial bank lending 
was envisaged. 

On balance, there are without question serious criticisms of the eco- 
nomic policies followed in each of the debtor countries. In any case, 
one need not condemn the policies of the debtors to be disheartened 
at the results. Whether or not one views debtor country policies as 
having been inadequate, the performance of the debtors has in one 
major respect been extremely unsatisfactory. One of the key premises 
of the case for involuntary lending was that countries could increase 
their debt while reducing the ratio of debt to GDP or exports, and thus 
become more creditworthy even as they continued to borrow. As table 
7.1 makes clear, however, the debt ratios have either stagnated or 
worsened for major debtors, in spite of their having received far less 
financing than expected. This unfavorable result is largely due to weak 
world commodity prices and limited markets for debtors’ exports, which 
have forced the trade adjustment to come primarily on the import side 
and also forced steep real devaluations that have reduced the dollar 
value of national income. If lenders are looking at the ratios, it is not 
surprising if they have become discouraged and are less willing to lend 
now than they were in 1983. 

Although the debtors have thus dissatisfied their creditors with both 
their policies and their performance, it is questionable whether this 
dissatisfaction is the source of the unwillingness to lend. An alternative 
view dismisses complaints about the debtors’ performance as ration- 
alizations for the lack of bank financing, not its cause. 

The Irrelevance of Debtor Policies 

The basic point of this alternative view is that to advance the policy 
problems of debtors as an explanation of the absence of bank lending 
is to confuse defensive lending with free-market transactions. For a 
country that is borrowing from voluntary lenders on the open market, 
the ability to borrow does indeed depend on confidence in the country’s 
management and prospects. When this confidence is lost, the country 
becomes a problem debtor. Once problem debtor status has been 
achieved, however, the new money provided through concerted action 
is not governed by the same motives. Provided that they are able to 
act cooperatively, creditors will lend as much as they have to in order 
to protect their investment, not as much as the country has earned or 
as much as it can be expected to service. It is by no means clear that 
good behavior will earn a country the right to more capital. If anything, 
good economic policies, by reducing the need for new capital, may 
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weaken a country’s bargaining position and lead to a reduction of the 
supply of new money and a worsening of its terms. 

A perverse relationship between behavior and the terms of lending 
is apparent in recent events. Argentina and Mexico, both demanding 
and receiving new money, have been able to reschedule debt at 13/16 
percent over LIBOR (the London interbank offer rate for dollar de- 
posits). The Philippines, rescheduling without asking for new money, 
had to pay slightly more at 718 percent. Columbia, which has never 
needed to reschedule, recently paid 1 118 percent on a new loan (see 
The Economist, 25 April 1987, 77-78). 

A perverse relationship between performance and the supply of new 
money can be seen in the case of Mexico. When Mexico was apparently 
able to run massive trade surpluses while resuming modest growth, it 
received no new money. When oil prices collapsed, the first new-money 
package in more than two years was negotiated. 

The reason for pointing out these perversities is not to condemn the 
banks, or to suggest that their behavior is irrational. It is instead to 
emphasize that defensive lending is not the same thing as free-market 
lending. It is determined by what the traffic will bear, that is, by what 
is necessary to safeguard existing claims. If defensive lending falls off 
it is because the need for it, as perceived by the creditors, has declined. 
This means that the criticisms of debtor policies that have been offered 
to justify the lack of new money should be viewed as rationalizations 
rather than reasons. The question we need to answer is, why were the 
creditors able to get by with providing as little new money as they did? 

7.3.3 The Free-Rider Problem 

One prospect that raised fears in the early stages of the debt problem 
was that defensive lending by creditors would be paralyzed by the 
problem of getting collective action, especially by smaller banks. A 
possible interpretation of the stalling of lending to problem debtors is 
that the free-rider problem did in fact do just that. How much evidence 
is there for the free-rider problem’s importance? 

Data on U.S. banks does show evidence of a free-rider problem, 
albeit with some puzzles (table 7.4). The small regional banks have 
consistently either reduced their LDC exposure more or expanded it 
less than either the money center banks or the middle-sized banks. 
After 1983, the middle-sized banks have in turn consistently increased 
exposure less than the money center banks. (Somewhat puzzlingly, in 
1982 and 1983 the money center banks accepted smaller exposure growth 
than the middle-sized banks.) Thus the burden has been borne dispro- 
portionately by the larger banks. 

The real question, however, is how important the free-rider problem 
has actually been as an inhibition on bank lending. As a crude effort 
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at answering this question, the last two lines of table 7.4 compare the 
actual growth rate of debt with the rate that would have obtained if 
middle-sized and regional banks had in fact been willing to expand their 
exposure as much as the large banks. In this hypothetical case exposure 
would have grown more rapidly in 1984, and fallen less rapidly in 1985 
and 1986, but the basic qualitative fact of a near-stagnation in bank 
exposure would not have been altered. This reflects both the high initial 
concentration of claims in the hands of the larger banks and the fact 
that the withdrawal of smaller banks was a matter of gradual reductions 
in exposure rather than wholesale flight. 

Now one might argue that had there been more cooperation from 
smaller banks the money center banks would have been willing to lend 
more themselves. The theoretical possibility that was raised in the first 
section of this paper was that the presence of a noncooperating fringe 
might make the whole enterprise of defensive lending unworthwhile 
from the point of view of the core of collusive creditors. However, this 
seems unlikely as an explanation of what happened in 1984-85. The 
nine largest banks hold about 60 percent of the total U.S. bank claims 
on problem debtors. Thus in terms of the criterion for justifiable de- 
fensive lending, f is about 0.6. It is hard to believe that the case for 
defensive lending rested on such a knife-edge that a 40 percent non- 
cooperative fringe made the difference (although if European and Jap- 
anese banks are also counted as free riders, the accounting changes 
dramatically). And as long as defensive lending remains worthwhile, 
free-riding should lead tofaster, not slower growth in the exposure of 
the core banks. 

One might also argue that the effect of the attempt to free ride by 
regionals is reflected not so much in their eventual exposure as in the 
delay they impose on the process. The recent Mexican new-money 

Table 7.4 Changes in Claims on Debtors (percent) 

1982 I983 1984 1985 1986" 

All capital importers 
Money center 8.7 3.6 - 0.8 -7 .1  - 10.1 
Medium-sized 11.4 8.1 0.9 - 15.1 -21.5 
Regionals 5.4 0.8 -7 .7  - 2.4 - 11.6 

Latin America 
Money center 8.5 2.1 4.7 - 2 .1  -4.8 
Medium-sized 12.1 7.3 -0.6 - 13.0 - 13.5 
Regionals 4.2 - 1.4 - 3.0 - 2.5 - 10.0 
Total 8.2 2.3 1.9 -4.5 -7 .5  
Hypothetical 5.9 1.8 4.0 - 2.5 -4.0 

Sources: See table 7.2;  and author's calculations. 
"First three quarters. 
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package was held up for eight months because of the difficulties of 
getting the smaller banks on board. As we saw above, however, the 
cessation of capital flows to debtors after mid-1984 reflected an absence 
of new-money packages, not delays in approval and implementation 
of packages already negotiated. 

The free-rider problem is a real issue, and may have contributed to 
the toughness of the stance of the large banks in negotiating a bargain 
with the debtors. However, the best explanation of the failure of the 
banks to lend is that this represented a collectively rational decision 
on their part: They lent as little as they did because they did not, as 
it turned out, need to lend more. This leads us to the third explanation 
of the lending shortfall, which locates its cause in the relative bargaining 
power of the creditors and the debtors. 

7.3.4 Bargaining Power 

The third, and I believe most persuasive, explanation for the stall in 
bank lending to problem debtors is that the banks did not lend because 
they did not have to: They found themselves in a strong enough bar- 
gaining position to extract full interest from the countries without a 
quid pro quo of new money. Defensive lending failed to take place 
because it was unnecessary. The corollary to this view is that the failure 
of the banks to come up with new money in 1984-86 does not show 
that they can never be induced to do so; the banks did not fail to act 
in their own interest. 

The principal evidence for the view that banks were simply striking 
a hard bargain with the debtors is negative. There is no indication that 
banks were disappointed in the performance of debtors in 1984-85, 
leading to unwillingness to lend (and in any case we have already argued 
that there is if anything a perverse connection between performance 
and defensive lending). There were no cases of new-money packages 
scuttled by attempts of small banks to free ride. Most important, until 
1986 there was no indication that the failure to provide new money 
was pushing countries to the edge of refusal to pay interest. 

In a sense the question should be put the other way. It is not very 
puzzling that banks lent so little, since they seem to have judged cor- 
rectly that they could do so without adverse consequences. The ques- 
tion is why the countries were so willing to acquiesce. This remains 
somewhat hard to understand; even The Economist confesses itself 
“baffled by the good behavior of the Brazilians and other debtor coun- 
tries up to now.” In the jargon of bargaining theory, it is hard to un- 
derstand why the threat points of the debtor countries were set so low, 
or perhaps why the threat points of the banks were set so high. What 
were the threatened sanctions that made countries willing to service 
so much of their debt? 
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Bankers and theoretical analysts have both emphasized the impor- 
tance of good behavior to future access to capital markets (Eaton and 
Gersovitz 1981). However, the prospects for a return to sustantial net 
inward resource transfer for the major debtors are distant at  best. It 
would require a very low discount rate for Mexico or Brazil to regard 
it as worthwhile to make current resource transfers of 4-5 percent of 
GDP now in order to have a chance at receiving inward transfers of a 
few percent of GDP sometime in the next decade. There is also con- 
siderable question how much current bad behavior threatens future 
access to capital markets in any case (Kaletsky 1985). 

An alternative possibility is that the debtor countries fear retaliation 
by creditors that would interfere with their trade. Such worries were 
widely expressed in 1982 and 1983, when it was argued that if a country 
were to default openly, the efforts of bankers to seize whatever they 
could would cut off not only trade credit but bank accounts, and even 
lead to seizure of cargoes in port. However, the experience since then 
has muted such images. At present eight Latin American countries are 
failing to service their debt; the consequences to their trade have not 
been readily apparent. Admittedly there may be longer-term damage 
because of the loss of reputation, but these costs are certainly diffuse. 
Also, it is possible to argue that banks have been reticent in invoking 
sanctions against small countries that are in extremely serious trouble, 
and that a major or more healthy debtor would finally feel the adverse 
effects of failing to behave properly. However, as time goes by in the 
Brazilian impasse without dramatic penalties this suggestion also be- 
comes less plausible. 

One point that may help explain the quiescence of the countries is 
the cynical but apparently valid political observation that only the 
recent rate of change of the economic situtation, not the level, matters 
for political purposes. By this criterion the debtors were, in 1984 and 
1985, doing acceptably well; although their incomes had taken a severe 
beating in 1981-83, in 1984-85 Mexico achieved modest growth and 
Brazil rapid growth, despite the need to run very large trade surpluses. 
Again, impressionistically it seems that the countries felt that they were 
doing well enough to be unwilling to press their case with the bankers 
and set in motion unknown risks. 

Finally, an important element in debtors’ willingness to accept an 
unfavorable bargain has probably been the political pressure from 
creditor-country governments, especially the United States, carrying 
the implicit message that sanctions of nonfinancial kind will be imposed 
on debtors that fail to service their debt. These sanctions could include 
trade action, immigration policy, and changes in U.S.  attitudes toward 
the internal political situation. Whether the creditor nations would ac- 
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tually use their powers to enforce penalties on Third World debtors is 
doubtful, but the belief that they might is an important element in the 
thinking of the debtors. As Dornbusch (1987) puts it, “the governments 
of the major industrialized countries have insisted on debt service and 
have managed a system of debt collection. . . [enforcing] the debts by 
behind-the-scenes political pressure.” 

7 .3 .5  Implications 

The failure of the commercial banks to provide new money on the 
scale envisaged in 1983 has been seen by many observers, including 
myself, as a sign of the unworkability of the strategy of relying on 
concerted lending by existing creditors. That is, it has been viewed as 
showing that banks cannot be mobilized to provide new money, as 
proposed in such plans as the Banker initiative, even if the provision 
of new money is in their own interest. 

This interpretation would be correct if the lack of new money es- 
sentially reflected an inability of the creditors to undertake collective 
action. The discussion here suggests, however, that this was not the 
case; that creditors were acting in a collectively rational fashion, and 
they lent so little because that was the strategy that made sense in their 
own interest. If this alternative explanation is correct, then a change 
in the situation can lead to a very different response from the banks. 
If the countries become tougher bargainers, or the banks less tough, 
than bank lending can still be provided, as the Mexican package 
illustrates. 

This interpretation raises two questions: What would make the sit- 
uation change, and how would the change take place? That is, will 
there be an extended period of debt moratoria, etc.? We return to these 
questions in the final section of the paper, but first it is necessary to 
examine the possibility that alternative sources of financing could ob- 
viate the need for bank financing. 

7.4 Alternatives to Bank Financing 

A number of analysts have suggested that the answer to the debt 
problem lies to a significant degree in encouraging other forms of capital 
inflow to substitute for bank financing. In particular, direct foreign 
investment would be a non-debt-creating flow that would decrease the 
“leveraging” of debtor countries, and potentially improve their situ- 
ation. Recently debt-equity swaps have attracted much favorable at- 
tention as ways of making the contribution of direct investment not 
simply incremental but an immediate substitution for part of existing 
debt. 
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To assess the prospects for such alternatives to bank financing, it is 
necessary to start by asking more carefully than most analysts have 
exactly how new nondebt capital inflows help the debt problem-a 
subject that is more subtle than one might at first expect. Then we can 
turn to the prospects for increased direct foreign investment, and finally 
to the potential for productive debt conversion schemes. 

7.4.1 

Do nondebt capital inflows help a debtor country? It may seem odd 
to pose the question, since they of course reduce the size of trade 
surplus needed to service the debt. However, asking this question does 
force us to focus more clearly on the nature of the problem and the 
limits to what magic wands such as changes in the form of liabilities 
can do to resolve it. 

The key point to be made is that the problem of a debtor country is 
not simply one of running a sufficient trade surplus to raise foreign 
exchange to service its external debt. In much discussion of the debt 
problem the fiction is adopted that the debtor country is a single unit, 
virtually a single individual, so that the debtor’s problem is wholly one 
of dealing with external creditors-that is, it is purely aforeign ex- 
change problem. This is a useful fiction for many purposes. However, 
when we get down to the level of proposing solutions it is essential to 
recognize that the debt problem is in the first instance a problem of 
debtor governments. That is, in addition to being a foreign exchange 
problem it is also, and perhaps even primarily, a more general fiscal 
problem. Most though not all of the debt problem is the problem that 
governments have in servicing their debt and the debt that they have 
guaranteed, both foreign and domestic. 

Suppose that a debtor country succeeds in attracting a new flow of 
direct foreign investment. This clearly helps the foreign exchange prob- 
lem. However, it does not make any direct contribution to the gov- 
ernment’s fiscal problem, except to the extent that over time the direct 
foreign investment may induce economic growth that raises the tax 
base. The only immediate favorable effect of direct foreign investment 
on the debtor’s financial position is the extent to which it allows the 
government to issue more domestic debt with which to service its 
foreign debt. 

Consider what happens to the consolidated accounts of a government 
and a central bank when a foreign firm makes a direct investment. The 
firm uses foreign currency to purchase domestic currency, with which 
it makes its investment. The central bank therefore sells domestic cur- 
rency and acquires assets in the form of foreign exchange. However, 
the domestic currency that has been issued adds to the money supply, 
and may therefore have an inflationary impact. To sterilize the effect 

Capital Inflows and the Debt Problem 
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the government would have to withdraw the money through an issue 
of domestic debt. If it does this, the net effect on the balance sheet 
has been to swap an increase in domestic debt for an increase in foreign 
assets; the net debt position of the government has not changed. 

Now it is possible and likely that the change in the government’s 
portfolio will increase its freedom of action. To the extent that money 
issue has been constrained by defense of the exchange rate the increase 
in foreign assets will allow greater monetization of debt, in turn allowing 
lower real interest rates and higher investment. Alternatively, the avail- 
ability of foreign exchange may allow the government to relax exchange 
controls, with beneficial results for economic growth. These are real 
benefits, but they hinge essentially on the proposition that for a problem 
debtor the shadow price on foreign exchange is less than the price the 
investor pays for it. This wedge provides the scope for gains from non- 
debt-creating capital flows, but these flows do not provide a panacea 
for the fiscal aspect of the debt problem. The point is that a million 
dollars invested in a new electronics plant in Mexico is not a perfect 
substitute for a million dollars worth of debt relief. 

Thus even if the prospects for new capital flows other than bank 
credit are highly favorable, they provide at best an answer to only part 
of the problem. Nonetheless, we need to ask how favorable the pros- 
pects are. 

7.4.2 Prospects for Direct Foreign Investment 

Direct foreign investment occurs when foreign investors make two 
choices: to invest, and to finance by equity rather than debt. The 
prospects for attracting new flows of this kind depend on the incentives 
for both actions. 

The prima facie case for foreign firms to increase investment in 
problem debtors is not strong. After all, actual investment in the debtors 
has fallen substantially, suggesting that local firms have not found it 
profitable. To suggest that there is an incentive for inward investment, 
one must argue for a difference in the incentives facing potential foreign 
investors and local firms. 

One possible source of such a difference is capital costs. Real interest 
rates in the debtors have been very high, possibly reflecting the de- 
mands of the government on national saving with external financing 
cut off. For foreign investors who have a lower cost of capital, in- 
vestment might still be profitable. It is possible to argue that rates of 
return on investment in the debtors are actually quite high; while pro- 
tected import-substitution industries are depressed by the recessions 
in most debtors, the substantial real depreciations in many debtors 
since the onset of the crisis (table 7.5) have presumably made new 
export and/or import substitution activities more profitable than before. 
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Table 7.5 Real Exchange Rates, April 1987 (1980-82 = 100) 

Argentina 53.3 
Brazil 74.4 
Mexico 62.9 
Korea 12.5 

Source: Morgan Guaranty Trust (1987). 

On this argument, then, profitability of potential new investments has 
not declined; the fall-off in investment reflects instead a rise in the price 
of capital that does not apply to foreign firms. If firms had access to 
capital at world prices, the demand for investment would be sufficient 
to return debtors to their normal status of capital importers rather than 
exporters. 

This argument raises the question, however, of why the high rates 
of return on financial instruments in debtor nations have not themselves 
attracted portfolio investment. The answer is presumably that the pros- 
pect of being able to realize these returns is less than certain; that the 
possibility of foreign exchange controls, inflation, or failure to pay fully 
on domestic debt is high enough to offset the seemingly high real in- 
terest rates in the eyes of international investors. But then the question 
is whether the same does not apply to the returns on investing in 
physical capital as well. Japanese residents are not buying Mexican 
Treasury bills, despite their high returns, because the risks outweigh 
the returns. Why does the same not hold true for Japanese investment 
in Mexican electronics plants? 

Of course to date the answer has been precisely that foreign investors 
have regarded physical claims as risky, too. Despite the real deprecia- 
tions there has not been a rush by foreign firms to manufacture in 
problem debtors. Hopes of inducing direct foreign investment on a 
substantial scale rest on the belief that investors can be induced to 
expect their claims to be treated differently from bank debt. Such a 
belief is not impossible to justify. Direct foreign investment (DFI), 
which makes a direct contribution to the economy and generates foreign 
investment income over a longer time horizon than debt service, could 
well receive more favorable treatment than debt, especially government 
debt. Furthermore, in the past DFI has been regarded with suspicion 
because of the perceived threat to national sovereignty, and it has been 
limited by restrictions. To the extent that debtor governments can cred- 
ibly remove these restrictions, they may be able to induce new flows. 

The major limitation on direct foreign investment for problem debtors 
is that foreign investors are potential victims of the fiscal problems that 
direct investment does little to resolve. As long as the expected ability 
of a debtor government to pay is less than its debt, there is, as Dooley 
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(1986) points out, an unallocated loss that may be expected to fall in 
part on owners of physical capital as well as on holders of debt. Unless 
this is resolved, the prospects for attracting large inward DFI are 
doubtful. 

7.4.3 Debt Conversion Schemes 

Financial industry experts have strongly pressed for the conversion 
of external debt into equity claims. Advocates of these swaps at first 
seemed to be claiming that such conversions would simultaneously 
reduce countries’ external obligations and generate an inflow of direct 
foreign investment (see, for example, Morgan Guaranty Trust 1986). 
Some cooling of enthusiasm has occurred as careful analysis has shown 
that a debt-equity conversion in fact does neither. The advantages of 
debt-equity swaps are in fact fairly subtle, and there are potentially 
serious disadvantages. 

Debt-equity swaps are actually part of a broader array of debt con- 
version schemes. The general characteristic of such schemes is that 
investors who have acquired some of a country’s external debt at a 
discount on the secondary market are permitted to redeem the debt 
for some kind of domestic asset. In the largest program of debt con- 
version to date, that in Chile, more than half of the debt conversion 
has actually taken the form of sales of debt to the debtors, without any 
requirement that the proceeds be invested in equity (see Larrain 1986). 

Investments made by means of debt conversion schemes in no case 
contribute to net capital inflow; the whole point is that they allow 
investors to acquire claims on a country through a transaction with the 
country’s creditors rather than its residents. The potential benefits lie 
instead in the future effect on a country’s stream of net investment 
income. First, debt, which carries with it an obligation to make a flat 
stream of nominal payments over time, may be replaced with other 
liabilities whose payment stream rises over time with growth and in- 
flation. This serves the same aim of shifting the time profile of payments 
that defensive lending was supposed to accomplish. Second, in some 
circumstances debt conversion may serve as a back-door route to debt 
forgiveness; investors may be induced to acquire assets with an ex- 
pected present value less than the face value of the converted debt. 

Against these potential benefits must be set two possible costs. First 
is that a debt conversion scheme may divert capital inflow that would 
otherwise have taken place through other channels; since at best debt 
conversion makes no contribution to net capital inflow, any such di- 
version represents a net capital outflow. Second is the possibility that 
debt conversion schemes will have an adverse fiscal impact. 

Although many debt conversion schemes are possible, the essential 
advantages and disadvantages may be understood by making two key 
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distinctions. On one side is the distinction between debt-equity swaps, 
in which debt must be converted into equity and held in that form, and 
“debt-peso” swaps in which debt is converted into cash without a 
restriction on how that cash is to be invested (in the most significant 
program of debt conversion to date, that of Chile, this distinction cor- 
responds to the distinction between chapter 19 and chapter 18 trans- 
actions respectively). On the other side is the distinction between 
conversions involving private debt, which have no fiscal impact, and 
those involving public or public-guaranteed debt. 

1. Conversions ofprivate debt to equity: The most favorable kind of 
debt conversion is one in which the debt of private firms is exchanged 
for equity (not necessarily of the same firms). Since dividends can be 
expected to rise over time with inflation and economic growth, this 
serves the desirable aim of tilting the time profile of a country’s pay- 
ments to foreign creditors in the direction of the time profile of its 
ability to pay. A secondary advantage is that to the extent that earnings 
on equity are related to the economic state of the country, this con- 
version shifts the country to a more equitable sharing of risk. 

Even this most favorable form of debt conversion, however, can 
aggravate a country’s foreign exchange constraint in the short run. To 
the extent that a purchase of equity through debt conversion substitutes 
for a purchase that would have taken place in any case-that is, to the 
extent that there is anything less than 100 percent additionality-the 
conversion reduces net capital inflows. One way to look at this is to 
say that a debt conversion that substitutes for capital inflows takes 
rescheduled debt-that is, debt that has been frozen into long-term 
claims-and de facto unfreezes it into short-term claims, undermining 
the purpose of the rescheduling. Since some substitution of debt-equity 
swaps for capital inflows is surely unavoidable, even this best case of 
debt conversion represents a trade-off of a worsened capital account 
now for a more favorable investment income profile in the future. 

2. Conversions of private debt to  cash: A sale of external debt back 
to the creditor, without a requirement that the proceeds be invested in 
equity, differs from a debt-equity swap both in being less likely to have 
favorable effects on the profile of future investment payments, and in 
running greater risks of worsening the capital account in the short run. 

The best case of a “debt-peso” swap would be one in which domestic 
residents are induced to repatriate external assets that they would 
otherwise have retained outside the country. The initial capital account 
impact of this transaction would be zero. Future payments of interest 
and principal would be reduced. However, because the owners of the 
repatriated capital would presumably invest the funds domestically, 
they would in future substitute the income from these investments for 
additional repatriations. Thus the overall effect on the stream of re- 
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source transfers that the country must make to the rest of the world 
is uncertain; it depends on the planned domestic consumption of the 
investors. 

The concern with debt conversations not tied to equity investment 
is that they offer greater opportunity than debt-equity swaps for actions 
that worsen the capital account. Most extreme would be the case where 
debt is converted into domestic currency, and this currency is then 
converted (legally or illegally) into foreign exchange and exported again. 
Such “round-tripping” would turn debt conversions into a device for 
facilitating capital flight. Less dramatically but equally harmful in its 
effect on the capital account is the use of debt conversions as a sub- 
stitute channel for repatriation of earnings on overseas assets; the effect 
of this substitution is to reduce net capital inflows one-for-one. 

The main justification that one might offer for unrestricted conver- 
sions of debt is that they may serve as an indirect way for a country 
to buy back its own debt at a discount; more on this below. 

3 .  Conversion of public debt: Conversion of public debt, whether 
into equity or unrestricted, has the same effects as conversion of private 
debt, with an additional fiscal impact. 

The conversion of external public debt into local currency, if not 
sterilized, will be inflationary. Thus it must be offset by an issue of 
domestic debt, which turns it from the point of view of the government 
into a swap of foreign for local currency debt. From a fiscal point of 
view, this is a definite disadvantage. The reason is that in problem 
debtors real interest rates on internal debt are far higher than on ex- 
ternal. This in turn reflects the fact that the credibility of government 
promises to repay, both internal and external, is uncertain. In the case 
of external debt, however, rescheduling agreements have frozen cred- 
itors into holding claims at an interest rate well below what they would 
require to hold those claims voluntarily. A debt conversion unfreezes 
these claims and converts them into new, short-term claims on which 
the government must pay a high enough interest rate to compensate 
for risk of nonpayment. Thus a debt conversion involving public debt, 
even if it is structured so as not to worsen the capital account, trades 
off the benefit of an improved composition of external liabilities for the 
cost of a worsened fiscal situation. 

This review of the effects of debt conversions does not convey a 
favorable impression. However, there is one other potential advantage 
of debt conversions that may be an important motivation: They offer 
an end run around some of the legal and institutional obstacles to debt 
forgiveness. Given the substantial discounts on secondary market sales 
of problem debtors’ obligations, some governments may regard it as a 
worthwhile investment to buy back their own national debt. However, 
direct buy back at a discount raises legal problems. By inducing third 
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parties to buy the debt, and then collecting some fee for the process, 
governments can achieve approximately the same result. Thus Chile 
has auctioned off rights to “debt-peso” conversions (though not debt- 
equity swaps), which in effect allows the government to buy back the 
debt at  a discount equal to the auction premium. Other countries may 
achieve the same aim by specifying a different exchange rate for debt 
conversions than for other transactions. 

At least so far, however, the debt forgiveness aspect has been limited. 
In the Chilean case the auction prices on debt-peso conversions have 
been much smaller than the secondary market discounts, presumably 
reflecting the fact that within Chile, with capital exports controlled, 
the shadow price of foreign exchange is higher than its official price. 
And debt-equity swaps are not auctioned off. 

In summary, the idea of using debt-equity conversion as an alter- 
native to defensive lending has been heavily oversold. Such conver- 
sions not only cannot eliminate the need for debt-creating capital inflows, 
they may easily increase rather than decrease the necessity for new 
borrowing. 

7.5 “Financing” through Debt Forgiveness 

Through most of this paper attention is focussed on the possibility 
of reducing the resource transfer burden through new capital inflows. 
However, an obvious alternative is to deal with the problems posed 
by an overhang of debt through an agreement by creditors to accept 
less repayment than originally specified in the loan contracts. That is, 
debt forgiveness is an alternative to financing. While debt relief pro- 
posals are dealt with in detail elsewhere in this volume, it is inevitable 
that the subject be tackled in this chapter, too. Three questions arise: 
First, what are the advantages of forgiving rather than financing a debt 
overhang? Second, what are the offsetting advantages of relying on 
new capital flows? Third, what operational difficulties might interfere 
with desirable programs of debt forgiveness? 

7.5.1 Advantages of Debt Forgiveness 

Debt forgiveness obviously offers a benefit to the country forgiven. 
However, proponents of debt forgiveness are not usually simply ad- 
vocating a neutral redistribution of world wealth; they argue that debt 
forgiveness is in the interest of the creditors as well, or at least would 
raise world income as a whole. The usual reason given is the simple 
macroeconomic linkage: With the debt burden reduced, debtors would 
import more and thus stimulate world output. Except in the very short 
run, however, and maybe even then, output in the industrial countries 
is constrained by real or perceived supply limitations, not an inability 
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to generate aggregate demand. The economic advantages of debt relief 
lie not in demand creation, but in eliminating the distortions of incen- 
tives generated by the overhang of problem debt. 

One such distortion has already been mentioned, in the context of 
the bargaining game between debtors and creditors. As we noted, prob- 
lem debtors and their creditors can be viewed as bargaining over the 
rate of resource transfer; in an effort to demonstrate their bargaining 
toughness, they may be led into actions that temporarily disrupt trade 
and financial markets, imposing costs on the world economy. One way 
to say this is to observe that as long as the debt remains too large to 
allow a return to normal debt service, the debt crisis remains at a 
continual simmer that must be expected occasionally to boil over. When 
this happens, the distributional struggle between debtors and creditors 
reduces the size of the overall pie. If it were possible by a program of 
debt forgiveness to reduce the remaining debt to a level that eliminated 
the need for this bargaining game, these costs could be avoided. This 
would represent a gain for the world economy as a whole, though it 
might still represent a loss from the point of view of the creditors. 

A second distortion has been pointed out by Sachs (1986), and arises 
from the preverse relation between behavior and treatment of problem 
debtors. For a country that is engaged in a bargaining situation with 
its creditors, an enhancement of its economic situation will normally 
be reflected in a reduction in the inflow of new capital, i.e., in an 
increase in the rate of resource transfer necessary, and to a worsening 
of the terms on which that capital is made available. This amounts to 
a tax on the country’s efforts to adjust its economy. Policies that expand 
export capacity, substitute for imports, increase an economy’s flexi- 
bility, etc., typically are costly for governments to undertake, either 
because they require diversion of scarce resources or because they 
require challenging vested political interests. If the countries know that 
the net effect of such policies will largely be to benefit their creditors 
rather than themselves, the incentive to take desirable steps will be 
reduced. 

Again, a program of debt relief that settles the issue once and for all 
can in principle eliminate this distortion. If debt is reduced to a level 
that countries expect to pay, any marginal improvement in a country’s 
prospects once again accrues to the country rather than its creditors. 
Thus a successful once-and-for-all debt forgiveness would restore nor- 
mal incentives, where a continuation of ad hoc financing that results 
from bargaining provides perverse incentives. 

The combined advantages of avoiding costly future confrontations 
between creditors and debtors and eliminating the perverse incentives 
that a regime of involuntary lending gives to the debtors suggest that 
debt forgiveness would not only help the debtors but would tend to 
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raise world income. Against these advantages, however, must be set 
the disadvantages, both those for the world as a whole and those for 
the creditors. 

7 . 5 . 2  Disadvantages of Debt Forgiveness 

From the point of view of the world as a whole, the main disadvantage 
of debt forgiveness is the moral hazard problem: If countries that ran 
up excessive debt levels in the past are able to get the debt forgiven, 
it will distort incentives in the future. 

The nature of the distortion would depend on how debt relief is 
financed. If the debt relief were to come at the expense of creditor 
governments rather than private banks, the effect might be to encourage 
both irresponsible lending and irresponsible borrowing, as countries 
and banks conclude that OECD governments will bail them out in future 
crises. If (as is more plausible) the relief comes largely at the expense 
of the private creditors, lending will be constrained in the future, pre- 
sumably to excessively low levels. However, though their borrowing 
would be constrained, countries might be tempted to behave irrespon- 
sibly in other ways. For example, countries that now have manageable 
levels of debt might be tempted to pursue policies that threaten their 
ability to service the debt, in the anticipation that if that should happen 
the debt would be forgiven. For that matter, debtors that received debt 
forgiveness once might be tempted to pursue policies that required a 
second round of forgiveness. 

How important is this moral hazard issue? There is essentially no 
evidence that would let us evaluate it quantitatively. I would offer a 
purely intuitive guess that it is not, in the present case, very important. 
The ebt crisis of 1982 was a sufficiently unique event, both in terms 
of its global extent and in terms of the severe external shocks that 
debtor nations experienced, that debt forgiveness in this case would 
probably not be construed as setting a precedent for future debt ne- 
gotiations. Also, if debt forgiveness can be negotiated at all, it will be 
such a difficult process that it will hardly facilitate further rounds of 
forgiveness. However, this is purely ajudgement call. The moral hazard 
argument does make a global argument against debt forgiveness. 

Probably a more relevant argument against debt forgiveness in prac- 
tice is the fact that from the point of view of the creditors debt 
forgiveness now may reduce the expected value of their claims more 
than financing a debt overhang for the time being, even if they do not 
ever expect to be paid in full. The reason is that preserving the nominal 
debt on a country at its full value, even when it is subjectively viewed 
as being worth much less than this, gives creditors the opportunity 
to benefit from unexpected good fortune. Suppose that there are two 
possibilities: a country might in one state of the world be expected to 
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repay 75 percent of its debt, in the other 25 percent. If these states 
are equally likely, debt would be valued at 50 percent of par. One 
might suppose that it would make sense to recognize the reality that 
the debt will not be fully repaid, and forgive the 50 percent of the 
debt that has already been discounted by the market. Yet to do this 
would prevent the creditors from collecting all 75 percent in the fa- 
vorable state: The option value of the large nominal debt will have 
been sacrificed, and the reduced claims would be valued at only 37.5 
percent of the original par. 

The risks of future confrontation and the perverse incentive effects 
of a debt overhang work against the advantages of keeping nominal 
debt large, even for the creditors; they face a trade-off between the 
option value of financing without forgiveness and the incentive effects 
of forgiving rather than financing. Because they care about the distri- 
butional aspects, however, creditors can be expected to prefer a so- 
lution that involves less debt forgiveness than would be advocated by 
someone trying to maximize world income. 

7.5 .3  Operational Problems with Debt Forgiveness 

Even if there should be a consensus that debt relief is desirable, it 
would be very difficult to put into practice. It might seem that the fact 
that debt is already discounted substantially on the market should offer 
possibilities for clever schemes to convert this discount into a reduction 
in countries’ obligations. However, there are serious collective action 
and externality problems that block unilateral action on the part of 
both individual creditors and the debtors themselves. 

Suppose first that creditors decide that it would actually be in their 
interests to offer a reduction in the obligations of a problem debtor. It 
is still not in the interest of an individual creditor to forgive debt, 
because this would simply reduce his own share of the claims while 
enhancing the value of other claims. Thus there may be a “prisoner’s 
dilemma” in which it is in the collective interest of creditors to forgive 
part of the debt but no individual creditor has an incentive to act. 

Suppose on the other hand that a debtor nation tries to take advantage 
of the secondary market to buy back some of its own debt at a discount 
(and we suppose that the legal obstacles are somehow waived). The 
problem in this case is that in the way the bargaining game that we 
have seen characterizes relationships between a problem debtor and 
its creditors, such a reduction in nominal debt outstanding will not 
reduce the country’s expected future payments one for one. By re- 
ducing the outstanding debt, the country will have improved its objec- 
tive position, and therefore weakened its bargaining strength vis-a-vis 
the remaining creditors. Conceivably a buyback of debt would serve 
only to raise the value of the remaining debt to creditors, with no benefit 
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to the country at all. For example, suppose that a country has $10 
billion of debt, but everyone knows that it can pay only $5 billion. If 
it buys back $1 billion of debt at 50 percent of par, it will have a nominal 
debt of only $9 billion remaining, but it will still be expected to pay $5 
billion, and the buyback will have accomplished nothing from the coun- 
try’s point of view. 

These problems mean that even if all parties agree that debt for- 
giveness in desirable, it cannot be achieved in a piecemeal fashion. A 
negotiation in which all or virtually all debt obligations are simulta- 
neously reduced would be necessary. Such a negotiation could be forced 
by unilateral action by a debtor country; otherwise it would require a 
coordinating and mediating role by third parties, such as international 
organizations. At the present time there seems to be little inclination 
on the part of the major debtors to press for a once-and-for-all package 
of debt forgiveness, and even less inclination on the part of international 
organizations to take the lead in organizing such packages. That may 
change, but for the time being forgiveness does not seem about to 
displace financing as the key concern in the debt problem. 

7.6 Outlook for Capital Flows 

Direct foreign investment cannot be counted on to provide the fi- 
nancing that banks have failed to provide, and schemes like debt-equity 
swaps are much more problematic than their sponsors seem to have 
appreciated. The desirability of debt relief is still controversial, and in 
any case it poses operational difficulties that none of the actors in the 
debt situation seem at this point ready to take the lead in resolving. 
Thus the central question regarding financing for problem debtors is 
whether involuntary lending by banks can be restarted. This depends 
crucially on the interpretation of the problems with mobilizing lending 
so far. If the cessation of lending during 1984-86 really reflected an 
inability of the banks to act in their own interests, prospects are bleak. 
If it represented collectively rational behavior on the part of the banks, 
then the limits on bank lending tell us only that the banks chose not 
to, not that they will not. 

The argument made here is that the evidence is most consistent with 
the view that low bank lending was the outcome of a bargaining process 
in which, for a variety of reasons, creditors had very high bargaining 
power compared with debtors. A shift in that bargaining process will 
produce a different result. Specifically, the bargain will shift if debtor 
countries come to realize that a return to normal market access is not 
imminent, that the internal political costs of continuing full debt service 
are high, that the external cost from a failure to reach agreement with 
the banks is low, and, perhaps, that the U.S. government will not take 
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political revenge on deadbeats. Given a situation of this kind, creditors 
will prefer to negotiate some combination of de facto capitalization of 
interest and reduced rates rather than fail to reach any agreement. 

What about the possibility of debt moratoria and sanctions against 
the debtors? If all parties were fully informed about each others’ mo- 
tives and opportunities, we would expect everyone immediately to 
reach a bargain that reflected the ability of the players to mete out and 
receive punishment, without any necessity for the actions actually to 
take place. However, given the uncertainty involved, it will probably 
be necessary for players to demonstrate their resolve by announcing 
debt moratoria, seizing assets, and so on. Ideally third parties would 
be able to mediate and avoid such open confrontations, which have 
real costs, although less than is often supposed. However, the impor- 
tant point if confrontations cannot be avoided-which will sometimes 
be the case-is to realize that periods in which debtors and creditors 
fail to reach agreement are a part of the game, not the end of it. 

Thus the outlook, if this analysis is correct, is in fact for a revival 
of bank financing to the debtors. This financing may for a while take 
the form of arrearages, until the debtors and creditors reach agreement. 
Eventually it will be formalized in a new agreement. There will be new 
bank lending because the countries will need it: The moral of this paper 
is that the supply of capital to problem debtors is, in the end, driven 
by the demand. 
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8 Debt Problems and the World 
Macroeconomy 
Rudiger Dornbusch 

8.1 Introduction 

This chapter discusses the role of world macroeconomic factors in 
contributing to the debt crisis. I investigate what role these factors- 
interest rates, commodity prices, growth-played in bringing on the 
debt crisis, and how they facilitated or complicated the first five years 
of adjustment. I also ask whether and in what way the world macroe- 
conomy is likely to contribute to the solution of the debt problem in 
the next five years. 

The chapter begins with the presentation of a conceptual framewbrk 
and a review of the behavior of key macroeconomic variables in the 
past quarter of a century. I then proceed to a discussion of the origins 
of the debt crisis and a description of the adjustment period, 1982-87. 
The following part reviews alternative scenarios for the period 1987- 
90 and their bearing on debt questions. I also ask what contribution to 
expect from commercial policies. The chapter concludes pessimisti- 
cally that for many debtors sufficient improvement cannot be expected 
from a good performance of the world economy. This makes it nec- 
essary to find mechanisms that would make it possible to reverse re- 
source flows. 

8.2 External Debt and the Debt Crisis 

In this part of the chapter I set out a conceptual framework in which 
to discuss debt problems and present the macroeconomic background 
to the debt crisis of 1979-82. 

The author is Ford International Professor of Economics at the Massachusetts Institute 
of Technology and a research associate of the National Bureau of Economic Research. 
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8.2.1 A Conceptual Framework 

The balance of payments and national income accounts give us a 
basic framework for analysis. The identities and relations they contain, 
which are true by accounting definition, provide an objective concep- 
tual setting. 

There is a debt problem when a country cannot service its debt on 
the contracted schedule. Debt service difficulties may either be an 
inability to pay the principal of a maturing debt, as is the case for 
Colombia or Venezuela today, or an inability to pay both interest and 
principal. We focus here on debt difficulties of the more serious kind 
where interest cannot be paid. The reason is that difficulties in paying 
principal, when interest is regularly paid, should not present any prob- 
lem since rolling over is a routine operation. The only reason difficulties 
with principal can become debt problems is if creditors wish to limit 
their regional exposure and hence insist on payment of principal even 
from those countries who are good debtors. 

Focusing on interest payments, the current account of the balance 
of payments can be separated into two components: the noninterest 
current account (NICA), which includes trade in goods and in all ser- 
vices except interest payments on the external debt, and interest pay- 
ments. Interest payments can be financed by noninterest surpluses or 
by net capital inflows: 

( 1 )  Interest Payments = Noninterest Current Account 
+ Net Capital Inflows 

The category “net capital inflows” includes four components: reserve 
decumulation, direct foreign investment inflows, long-term portfolio 
inflows, and short- or medium-term borrowing abroad which is often 
called “new money.” In the debt problems of the interwar period or 
the period preceding 1914, new money took the form of a “funding 
loan.” Today it is concerted or involuntary lending by the commercial 
bank creditors and multilateral institutions. 

Table 8.1 shows these current account components for problem debtor 
countries in the 1978-87 period.‘ It reveals the turn in the noninterest 
current account from a string of deficits until 1982 to a series of sur- 
pluses. In the period up to 1982 both interest payments and the non- 
interest deficit need financing and hence are reflected in a rapidly rising 
debt. Since 1983 a large part of interest is paid by noninterest surpluses 
and hence the increase in debt is sharply reduced. But debt is still 
rising, reflecting the financing of the remaining interest payments not 
met by the surplus and the financing of capital flight and reserve 
build-up. 
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Table 8.1 The Current Account Deficit and External Debt: Countries with 
Recent Debt-Servicing Difficulties ($ billion) 

Noninterest Current Current 

(Resource Transfer) Payments Deficit Debt 
Account Deficit Interest Account External 

I978 
I979 
I980 
1981 
1982 

1983 
I984 
1985 
I986 
1987 

17.1 
10.1 
5.0 

20.2 
5.4 

- 30.2 
-48.6 
- 50.2 
- 32.7 
- 27.8 

14.8 
21.8 
34.3 
47.5 
57.5 

52.1 
57.2 
53.6 
50.2 
45.7 

31.9 
31.9 
39.6 
67.7 
63.1 

21.9 
8.6 
3.1 

17.5 
17.9 

242 
292 
356 
430 
494 

514 
534 
553 
573 
586 

~~~ ~ ~ 

Source: IMF World Economic Outlook. 

(2) 
+ New Money + Other Net Capital Inflows 

The category “Other Net Capital Inflows” is typically very small. 
There is little room for reserve decumulation, and long-term capital 
flows tend to be small. The only time other net capital inflows assume 
importance is in the case of capital flight or, less frequently, a repatri- 
ation of capital. 

The discrepancy between the current account on one side and the 
sum of net borrowing plus non-debt-creating inflows (chiefly direct 
foreign investment and official aid) represents reserve changes and 
capital flight. 

The noninterest deficit is often called the net resource transfer since 
it measures the net imports of goods and services (other than interest) 
over which a country acquires command. Noninterest deficits are the 
normal pattern for developing countries in which saving is low relative 

Interest Payments = Noninterest Current Account 

Table 8.2 Financing of Problem Debtors’ Imbalances ($ billion) 

1979-82“ I983 -86a 1987 

Current account deficitb 39.5 7.8 14.8 
Non-debt-creating inflows 7.1 4.6 5.1  
Net borrowing 49.4 11.6 16.3 

”Period average. 
bDeficit on goods, services, and private transfers. 
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to investment. Noninterest deficits are the channel through which re- 
sources are transferred from rich to poor countries to support capital 
formation and growth in the developing world. Private and public lend- 
ing forms the financial counterpart. Using the national accounts identi- 
ties we can represent the financing of investment from the resource 
point of view as follows: 

(3) Investment = Saving + Real Resource Transfer from Abroad 

Table 8.3 shows the real resource transfers and the investment rates 
for Latin America. The table brings out strikingly the decline in in- 
vestment as a counterpart of the real resource transfer abroad. The 
shift in resource transfers is almost exactly matched by a decline in 
investment. 

The essential distinction between pre-crisis and post-crisis is the turn 
of the net resource balance, with debtor countries now making net 
resource transfers to creditor countries. 

8.2.2 Debt Crises 

Any debt crisis involves the inability of debtors to meet timely pay- 
ments of interest and principal. Thus the gap between interest payments 
that are due and the noninterest current account is the chief charac- 
teristic of a debt problem. Four factors then can be identified as leading 
to a debt problem: 

1. 

2 .  

3. 

4. 

With an unchanged willingness to roll over debt and provide a 
given flow of new money, an increase in real interest rates raises 
the financing requirement. The imbalance between new money 
requirements and credit voluntarily supplied brings about a debt 
crisis. 
A deterioration in the noninterest current account, because of 
domestic macroeconomics or because of a worsening in the terms 
of trade or a fall in export demand, opens a financing gap. 
An increase in world inflation leads to an increase in nominal 
interest rates and hence to an early real amortization of the ex- 
ternal debt. Although real interest rates are unchanged there is a 
cash flow problem for debtors. 
With an unchanged interest rate and noninterest current account, 
creditors decide that exposure is excessive and therefore limit 

Table 8.3 Resource Transfers and Investment as a Percentage of GDP 

1973-82 1983-85 

Gross investment 24.3 18.5 
Noninterest surplus -0 .6  4.7 
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new money commitments and require that maturing principal be 
paid off. 

I now proceed to identify the impact of world macroeconomic events 
on debtor countries. Specifically, given policies such as the real ex- 
change rate and fiscal policy, how has the world macroeconomy been 
one of the factors leading to the debt crisis; how has it influenced the 
evolution of the debt problems since 1982; and what implications can 
be anticipated from alternative scenarios of the world economy in the 
coming years? World interest rates, growth, and commodity price trends 
are at the center of the discussion. 

A special interest, however, attaches to their joint behavior. For 
example, what if the interest payments a country owes increase but 
the noninterest deficit also increases? And at the same time creditors 
become unwilling to increase their exposure? The financing equation 
then no longer adds up and something must give. When a debt crisis 
occurs and outright default or arrears are not the answer, creditors are 
often coerced into involuntary lending and debtors undergo adjustment 
programs to turn their noninterest deficits into surpluses. Creditwor- 
thiness must be reestablished. Now debtors have noninterest surpluses 
that finance the interest payments. But there may still be a part of 
interest payments financed by net capital inflows or “new money.” 

With this background in mind we can turn to the main world mac- 
roeconomic variables that had an influence in creating the debt crisis. 

8.3 The World Macroeconomy: An Overview 

Figures 8.1 to 8.4 highlight the chief external variables for debtor 
countries: the interest rate, the real interest rate, the real price of 
commodities, and world economic activity. Figure 8.1 shows the Lon- 
don interbank offer rate for dollar deposits (LIBOR). The contribution 
of interest rates to the debt crisis is shown by the peak level of an 
interest rate in excess of 18 percent in late 1981. 

The interest rate effects appear through two separate channels. One 
is associated with the level of nominal rates, given the real rate of 
interest. When higher inflation increases the nominal interest rate the 
effect on debtors is a shortening of the effective maturity of the debt. 
The real value of the debt is amortized at a faster pace. As a result 
debtors may experience liquidity problems. 

Interest rates also, of course, hurt debtors when real rates increase. 
In this context it must be decided in terms of at which rate of inflation 
the real interest rate should be assessed, and there is considerable 
difficulty in identifying the correct inflation rate. Alternative candidates 
might be the debtor countries’ GNP deflator in dollars or the rate of 
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Fig. 8.2 Interest rates and commodity price inflation 

inflation in world trade. We chose here the latter series, and it is shown 
in figure 8.2 together with the LIBOR rate. The behavior of the real 
rate is, of course, striking in that the sharp increase in nominal rates 
was accompanied by a falling level of prices in world trade. The com- 
bination implied that the real interest rate facing debtor countries was 
much higher than 20 percent per year. 

Figure 8.3 shows the price of commodities. The series shown here 
is the IMF index of all (non-oil) commodities deflated by the export 
unit value of industrial countries. Commodity prices show a steady 
decline since their peak levels in 1973-74. By late 1986 they had fallen 
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to only 40 percent of the peak level. But in the early 1980s, when the 
debt crisis first occurred, the real price of commodities did not show 
a dramatic deterioration. Commodity prices thus were not an immediate 
source of the crisis, but they did become relevant later in raising the 
costs of adjustment for several debtor countries. 

Figure 8.4 shows world economic activity measured by the index of 
industrial production in the industrialized countries. The behavior of 
the index is relatively smooth. The events of the early 1980s do not 
appear striking even though there was a decline of about 5 percent. 
Figure 8.5, finally, focuses on the divergent behavior of nominal prices 
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Fig. 8.5 Commodity prices and industrial countries’ export prices 
(Index 1980 = 100) 

in world trade (the industrial countries’ unit export value) and nominal 
commodity prices. 

Table 8.4 shows data for these aggregate indices. The table reports 
the averages for the 1960s and 1970s and more detailed information on 
the period of the debt crisis. 

In addition to interest rates, real commodity prices, and economic 
activity in industrial countries, a fourth external factor influences the 
noninterest current account. This is commercial policy in developing 
countries and its influence on market access and hence export perfor- 
mance. There are no good aggregate indicators of market access or of 
changes in market access. But there is also no suggestion that this 
factor would have been an important element in provoking the debt 
crisis. Of course, that does not mean that protectionism did not increase 
the costs and difficulties of debtor countries once the crisis had started.2 

8.4 Examples of the Effect of the World Macro Shock 

The overview of external factors gives little guidance as to what was 
the impact on individual debtors. Their common factor is only to be 
debtors and hence to be hurt by an increase in world interest rates. 
But even that exposure differs significantly across countries depending 
on their share of floating rate debt. At one end of the spectrum are 
poor debtors with most of their debt at concessional rates; at the other 
end are Brazil and Mexico for whom almost the entire debt has interest 
rates linked to market rates. 

But differences in trade structure also matter, and these imply dif- 
ferential effects of the movement of commodity prices in debtor coun- 
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Table 8.4 Aggregate World Macroeconomic Indicators 

Real Commodity LIBOR Inflationb World Activity= 
Prices (1980 = (%) (%) (1980 = 100) 

1960-69 115 5.2 1 .o 56 
1970-79 115 8.0 11.4 86 
1980 100 14.4 13.0 100 
1981 96 16.5 -4.1 100 
1982 89 13.1 - 3.5 96 
1983 98 9.6 -3.3 99 
1984 101 10.8 - 2.5 106 
1985 88 8.3 - 0.4 110 
1986 72 6.9 13.7 110 
1987 63 6.8 12.8 112 

Source: IMF and Economic Commission for Latin America. 
"Measured in terms of manufactures export prices of industrial countries. 
bRate of inflation of industrial countries' unit export values 
CIndustrial production. 

tries or of economic activity in industrial countries. Korea, for example, 
imports commodities while Brazil and Argentina are net commodity 
exporters. To investigate the differential impacts of the 1980s external 
shock, the experiences of a number of individual countries will be 
examined. 

Brazil: Brazil exports both commodities and manufactures. In the 
early 1980s the country had just become a predominant exporter of 
manufactures. Of a total of $24 billion in exports in 1981 nearly 
38 percent were primary commodities (coffee, iron, soya, sugar) and 
the remainder manufactures. But much of manufactured exports had 
a high import content, as for example steel or orange juice. On the 
import side a striking 51 percent was oil. Of the external debt of $50 
billion, 80 percent was at variable interest rates and more than 80 
percent was dollar denominated. 

For Brazil, therefore, oil prices and the world money market rate 
were the chief variables of interest. Being a net exporter of (non-oil) 
commodities, Brazil would on balance be hurt by a decline in real 
commodity prices. The concentration in exports on coffee, orange 
juice, soya, and iron ore is, however, important to note. 

The external balance problem, of course, originated in the oil price 
increase of 1978-79. Oil imports increased from $4.5 billion in 1978 to 
$11.4 billion in 1981. This increase in the oil bill was automatically 
financed both in the budget and in the current account by the borrowing 
of the state enterprises in the world capital market. 

The increase in world interest rates in 1979-81 added to the interest 
bill. In 1979 net interest payments amounted to $4.2 billion. By 1981 
they had risen to $9.2 billion and in 1982 to $12.6 billion. At the end 
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of 1978 the external debt was only $44 billion; by the end of 1981 it 
had risen to $61 billion and by the end of 1982 to $70 billion. The 
increase in LIBOR from 8.9 percent in 1978 to 12, 14, and 17 percent 
over the next three years added a cumulative $7 billion to the external 
debt. The combination of higher interest rates and higher oil prices 
“explains” almost the entire increase in debt between the end of 1978 
and the end of 1981. 

The fact that higher interest rates and higher oil prices explain the 
increase in debt can also be read to say that the failure to adjust to 
these external shocks, and the ability to borrow in world markets, 
meant that external debt was the means by which the country financed 
the impact of the external shock. 

Mexico: The second oil price increase in 1978-79 provided an ap- 
parently sound basis on which to engage in agrowth strategy. Petroleum 
export revenue increased from only $1 billion in 1977 to $14 billion in 
1981. But spending increased far ahead of the increased revenues. The 
noninterest budget deficit, oil revenues notwithstanding, increased from 
2 to more than 8 percent of GDP (see table 8.5). The current account 
deteriorated even though oil revenues doubled every year. 

The strong domestic expansion, combined with a fixed exchange rate, 
encouraged overvaluation. The extent of overvaluation at no point 
became as extreme as it had been in Chile or Argentina. But even so 
it led to significant deterioration in the trade balance and to  massive 
capital flight. 

The capital flight was concentrated in the period 1981 -82, in the final 
phase of the Lopez Portillo government. The deterioration in the ex- 
ternal balance and the increasing difficulty in financing the deficit made 
it apparent that an exchange crisis was around the corner. Large wage 
increases led to an expectation of a sharp increase in inflation altogether 
incompatible with the maintenance of a fixed exchange rate. With no 
restrictions on capital flows there then occurred a massive flight into 
the dollar. In fact, the capital flight would have been much larger had 
it not been for the existence of domestic dollar deposits in the banking 
system. These Mex-dollar accounts absorbed a good part of the spec- 

Table 8.5 Mexico’s Macroeconomy, 1977-81 

1977 1978 1979 1980 1981 I982 

Current account deficit 2.3 3.1 4. I 4.4 5.8 3.8 

Real exchange rate 93 94 98 I04 114 83 
(% of GDP) 

(1980-82 = 100) 

Source: Morgan Guaranty Trust and Banco de Mexico 
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ulation, although their holders ultimately did much worse than those 
who bought the real thing. 

Estimates of the amount of capital flight from Mexico in 1978-82 
differ. A recent study by Cuddington (1986) estimates a total of more 
than $25 billion whereas Morgan Guaranty Trust (1986) gives the higher 
number of $36 billion. Whatever the exact number, there is no question 
that somewhere between 10 and 15 percent of GDP went abroad in 
these critical years. And the reason is exclusively mismanagement 
since, unlike in the case of Argentina or Chile, there was no deterio- 
ration in external conditions until interest rates increased. On the con- 
trary, the oil price increase had provided an extraordinary gain in real 
income and a potential improvement in the external balance. 

Argentina: The Argentine external debt problems were largely due 
to a mismanagement of the exchange rate. The overvaluation of 1978- 
81, combined with the liberalization of capital flows, brought about 
massive capital flight. 

Table 8.6 shows the basic data. Note the large real appreciation in 
1978-80 and the terms of trade improvement up to 1981. The oil price 
increase which was important for Mexico, Brazil, and Korea had no 
effect on Argentina's terms of trade since the country is self-sufficient 
in oil. 

The increase in external debt in Argentina far exceeds the cumulative 
current account. Therefore interest rate and terms of trade shocks 
cannot account for the major part of the debt problem before 1981, On 
the contrary, overvaluation and capital flight are the chief problems in 
this period. As we shall see below this is no longer the case after 1982 
when the terms of trade deterioration becomes an important issue. 

Korea: As an oil importer Korea experienced a major deterioration 
in the terms of trade (see table 8.7). The interest rate shock reinforced 
the external balance deterioration. Even so, by 1982 the external bal- 
ance had already turned around and the deficit had become more mod- 
erate. In part this is a reflection of the real depreciation which restored 
competitiveness in the years following the crisis of 1980. In part it 

Table 8.6 Argentine Macroeconomic Variables, 1978-82 

1978 1979 1980 1981 1982 

DebtIGDP 23.9 30.2 37.3 48.1 60.3 
Current account as 4.0 -1.0 -7.6 -7.4 -3.8 

Terms of tradea 84 88 100 114 99 
Real exchange rate" 65 84 100 70 49 

% of GDP 

"Index 1980 = 100. 
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Table 8.7 Korean Macroeconomic Variables 

1978 1979 1980 1981 1982 

Terms of tradea 118 1 I5 100 98 102 
Net exports of goods -3.0 -7.3 -7 .8  -5.4 ' -2 .6  

and nonfactor services" 

from abroadb 
Net factor payments - 1.3 - 1.5 -3.3 -4.0 -4.1 

aIndex 1980 = 100. 
bPercentage of GDP, National Income Accounts. 

reflects a successful policy of exporting labor services to the oil- 
producing countries. 

Chile: The Chilean case, just as that of Argentina and Mexico, reflects 
until 1982 primarily a mismanaged exchange rate rather than a pre- 
dominance of external shocks. As shown in table 8.8 the terms of trade 
initially improve and the deterioration of the external balance is above 
all due to the extraordinary overvaluation. 

Only in 1981-82 do international factors take over and cause the 
deterioration of the external balance by means of increased interest 
burdens. In 1981 the overvaluation and the external factors combine 
to yield record deficits. But by 1982 exchange rate adjustment and 
domestic restraint already compensate on the trade side and the current 
account deterioration only reflects increased interest rate burdens. 

Conclusion: The examples illustrate that external factors were by no 
means the only influence in the debt crisis. On the contrary, domestic 
policies were an important, often the main, influence in bringing about 
a large accumulation of debt. External factors reinforced the impact 
of these debts in 1981-82 via the interest rate shock. 

8.5 The Period 1982-87 

This section investigates how the world macroeconomy influenced 
the debt problem in the period since 1982. I start with a review of the 
beliefs of 1982, namely that favorable trends in the world economy 
would significantly facilitate debt service. From there I go to a more 
detailed consideration of the actual evolution of the world economy to 
ask whether world macroeconomic conditions in fact facilitated debt 
service or added to the burden. 

8.5.1 The Beliefs of 1982 

When in 1982 Mexico, and shortly afterwards a host of other Latin 
American countries, encountered acute debt service problems, the pro- 
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Table 8.8 Chilean Macroeconomic Variables 

1978 1979 1980 1981 1982 

Terms of tradea 94 106 100 86 77 
Real exchange rateb 91 100 120 I36 122 
Trade balanceC - 0.4 -0.4 -0.7 -2.7 0 
Current accountC -1 .1  - 1.1 -2.0 - 4.7 -2.3 

Sources: CIEPLAN, Santiago, Chile, and Morgan Guaranty Trust. 
aIndex 1980 = 100. 
bIndex 1981-82 = 100. 
CBillions of U.S.  $. 

cess of concerted or involuntary lending started. The basic philosophy 
of that process had three ingredients: 

To assure an ultimate return to voluntary lending it was essential 
that debtor countries service their debts to the maximum extent 
possible, on commercial terms and without significant concessions 
other than with respect to the maturity of the debt principal. 
Adjustments in debtor countries, specifically in the budget and 
exchange rates, would go far to bringing about a swing in the 
noninterest balance so as to service debt. 
The world macroeconomy would make a substantial contribution 
in reducing the burden of debt servicing. From the vantage point 
of 1982 the macroeconomy could only improve. Debtor countries 
could anticipate higher growth in demand for their exports, lower 
interest rates, and improving terms of trade. 

The question of adjustment in debtor countries is beyond the scope 
of this paper and has been amply dealt with e l ~ e w h e r e . ~  The issue of 
interest here is the contribution of the world macroeconomy. Certainly 
in 1982 the outlook must have been favorable: 

1. The world economy was in the deepest recession since the 1930s. 
In the recovery period there had to be, accordingly, an expectation 
of growth significantly above trend. This growth would bring about 
two results. First it would mean an increase in demand for man- 
ufactures exports from debtor countries. Second it would trans- 
late into a cyclical upturn of real commodity prices. These stylized 
facts were quite beyond doubt, given the ample empirical evidence 
on the cyclical behavior of real commodity prices and export 
 volume^.^ 

2. In respect to interest rates the outlook also had to be outright 
favorable. The short-term interest rate was at record high levels 
in American history. These high levels of interest rates were an 
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immediate result of a deliberate attempt to use monetary policy 
to stop the sharply accelerating U.S. inflation of the late 1970s 
and early 1980s. With the success of disinflation, interest rates 
would decline and hence the extraordinary debt service burdens 
of 1982 would come down. 

3.  Even though the dollar had appreciated already for more than a 
year there was not much discussion on this issue. The reason was 
presumably that dollar appreciation started from a very low point 
so that overvaluation was not yet a relevant notion. Nor was there 
an expectation of significant further appreciation. Discussion of 
a contribution of dollar depreciation to the debt crisis only oc- 
curred over the next three years as dollar overvalution became 
increasingly apparent. 

The framework for analysis of debt problems rapidly became the 
Avramovic-Cline model of debt dynamics, which focuses on the ratio 
of debt to exports, b. The key question was whether the evolution of 
the world macroeconomy made declining ratios of debt to exports 
likely. The evolution of the debt-export ratio over time, b, can be 
developed in terms of several determinants, specifically interest rates, 
i, the growth rate of export prices, p x ,  and the growth rate of export 
volume, x: 

(4) b = b(i - p x  - x) - v ,  

where v denotes the noninterest current account surplus as a ratio of 
exports. 

Equation (4) highlights the debt problem in the sense of an ever rising 
debt to export ratio. Such a course is unlikely if the real interest rate, 
defined as nominal rates less the rate of inflation of export prices, is 
less than the growth rate of export volume and if there is a noninterest 
current account surplus. Table 8.9 shows the long-term averages for 
some of these variables for use as a benchmark. 

With the data for problem debtors, and assuming a spread over 
LIBOR of 2.2 percent, we observe that the debt-export ratio would be 

Table 8.9 Long-term Average Growth Rates, 1969-78 

LIBOR Export Prices Export Volume Debt Ratio" 

Asia 7.8 10. I 10.8 75.7 
Western Hemisphere 7.8 13.9 I .7 197.7 
Problem debtors 7.8 12.1 2.3 164.3 

Source: IMF. 
"Ratio of debt to exports of goods and services in 1979. 
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declining unless there was a noninterest current account deficit in ex- 
cess of 7 percent of exports. Of course, in 1978-82 the deficits were 
in fact much larger. 

The expectation of declining nominal interest rates and cyclically 
rising nominal and real export prices for debtor countries implied an 
expectation of low real interest rates. Recovery and sustained growth 
in the industrial countries were expected to translate into significant 
growth in export volumes. 

Adjustment in debtor countries, both in terms of expenditure cutting 
and real depreciation, was expected to translate into significant export 
growth and into an increased noninterest current account surplus. Thus 
for every element in the debt dynamics equation a favorable scenario 
could easily be predicted. And if there was any pessimism on real 
interest rates and growth in export volume, the fact of noninterest 
current account surpluses provided the necessary leeway to make a 
trend reduction in debt burdens plausible. 

Cline (1983) in particular expressed the view that the debt problem 
was largely under control. Using simulations for the major debtor coun- 
tries, and assuming alternative scenarios for the world economy, he 
showed that for most debtor countries there was an expectation of 
declining debt-export ratios. Moreover, the gain in creditworthiness 
implied by a reduced debt-income ratio in several cases could be ac- 
companied by significant growth in the debtor countries. Brazil, for 
example, could in Cline’s simulations achieve both an average growth 
rate of 6 percent and a reduction in its debt-export ratio. The Cline 
analysis rightly emphasized the crucial role of oil prices in determining 
the relative performance of Mexico and Brazil. With the assumption 
of declining oil prices Mexico was a problem country and Brazil’s 
prospects were relatively bright. 

Table 8.10 shows a medium-term scenario developed by the IMF in 
1982 as well as the actual outcome for the key variables. The IMF 
scenario assumed a strong internal adjustment in the debtor countries, 
continued inflation fighting in the industrial countries, a constant real 
price of oil at the 1982 level, and a sharply declining real LIBOR rate. 
Table 8.10 reports three scenarios: The base line scenario is labeled 
A, scenario B is pessimistic and hence imposes extra adjustment re- 
quirements on debtors, and scenario C is optimistic. The optimism and 
pessimism are judged in terms of the growth-inflation mix in industrial 
countries. There was apparently no recognition at the time of the real 
interest rate consequences of rapid disinflation and of the U.S. monetary- 
fiscal mix. The other respect in which the scenario is interesting is that 
there was a quite explicit confidence that current account imbalances 
could be financed. 



346 Rudiger Dornbusch 

Table 8.10 The 1982 IMF Scenarios for Non-Oil Developing Countries 
(average annual rates for 1984-86 except as noted) 

A B C Actual 

Industrial country growth 3.2 2.2 4.3 3.1 
Industrial country inflation 5.5 8.0 4.5 3.8 
Real LIBOR Ratea 2.0 2.0 2.0 5.4 
Net oil importers 

Export volume 7.6 5.9 9.2 8.1 
Terms of trade - 0.5 - 1.7 0.9 0.7 

Export volume 5.0 4.0 6.0 3.6 
Terms of trade 0 - 1.0 1 .o - 10.0 

Net oil importers - 13.7 - 19.4 - 9.0 - 1.4 
Net oil exporters -20.6 -27.0 - 17.5 - 16.8 

Net oil exporters 

1986 Current accountb 

Sources: IMF World Economic Outlook 1982 and April 1987. 
aUsing the U.S. GNP deflator. 
bPercentage of exports of goods and services. 

8.5.2 The Actual Experience since 1982 

in the following respects: 
The actual outcome shown in table 8.10 differs from the IMF scenario 

1. 

2. 

3. 

Real interest rates continued to be far higher than expected. The 
U.S. monetary-fiscal mix thus has strong implications for the per- 
formance of countries with high debt ratios and a high ratio of 
floating rate debt. 
The real oil price fell dramatically and hence the relative perfor- 
mance of net oil exporters was due more to their adjustment 
efforts than to favorable terms of trade. 
The assumption that debtor countries could afford to run signif- 
icant current account deficits was overly optimistic. Financing 
constraints in fact limited these deficits. 

Table 8.11 gives further details on commodity prices, nominal interest 
rates, and real oil prices, which were only addressed in the terms of 
trade category of table 8.10. Nominal interest rates did, indeed, decline 
significantly from their peak levels, and OECD growth showed some- 
what above the 3 percent threshold that had been set as a benchmark 
for solving debt problems. The significant difference from the 1982 
outlook was in respect to commodity prices. Rather than showing a 
recovery in nominal and real terms they in fact continued to decline. 
The decline was so significant that in 1986 they were at a lower level 
than at any time in the preceding quarter of a century, as already shown 
in figure 8.3 above. In nominal terms they had fallen back to the level 
of 1977. 
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Table 8.11 Commodity Prices, Oil Prices, and Interest Rates (average 
annual percent) 

Commodity Prices Interest Rates" Real Oilb 

1969-78 9.8 
1980-82 -4.1 
1983 -86 -3.4 

7.8 
14.8 
8.9 

100 
80 

Source: IMF. 
"LIBOR. 
hDeflated by manufactures prices; Index 1980-82 = 100. 

Creditworthiness 

The belief that dcbt and debt service ratios would decline has not in 
fact been borne out, as is shown in table 8.12. On every measure of 
creditworthiness debtor countries today look worse than they did in 
1982, excepting the debt service ratio. The reduction in interest rates 
since 1982 clearly helped reduce the service ratio as did the long-term 
restructuring of debts. But even though there is a marginal reduction 
in the debt service ratio, the extent of decline falls short of the 1982 
expectations. 

Favorable conditions in the world economy and the beneficial effects 
of adjustment programs on the part of debtors were expected to show 
in time an improvement in creditworthiness sufficient to warrant a 
return to voluntary lending. That remains the expectation, but the 
process is not on schedule. Abstracting from the oil shock, which 
improved the situation of Korea and Brazil while dramatically wors- 
ening that of Mexico, there has been as yet no improvement as dramatic 
as had been anticipated. Standard indicators of creditworthiness such 
as the ratio of debt to GDP or debt to exports have in fact worsened 
since 1982. 

The return of voluntary lending was predicated on countries restoring 
their credit standing. While creditworthiness is a broad and vague idea, 
the operational concept was a reduction of ratios of debt to GDP and 
debt to exports. Table 8.12 shows that since 1982 creditworthiness 

Table 8.12 The Deterioration of Creditworthiness (percentage) 

DebtiGDP DebtiExports Debt Service 

1978 1982 1986 1978 1982 1986 1978 1982 1986 

All debtor LDCs 26 34 40 132 151 180 14 20 22 
Problem debtors 31 43 49 180 254 282 28 40 38 

Source: IMF, World Economic Outlook. 
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measured by these benchmark ratios has worsened or at least not 
improved, making the current adjustment effort of debtor countries 
entirely open-ended. 

The Cline Projections 

While the preceding discussion focuses on groups of countries, it is 
also of interest to see how forecasts fared in specific country cases. 
The analysis by Cline (1983) provides that possibility for the year 1985. 
Table 8.13 shows the results for Argentina, Brazil, and Mexico. 

Three points stand out in these comparisons. First, that export rev- 
enues fall short of those predicted by Cline. Second, that import spend- 
ing is much lower than Cline had predicted. Third, that interest payments 
are somewhat lower than predicted by Cline. Note, though, that the 
Brazilian current account surplus of 1985 was correctly predicted by 
Cline. Of course, by 1986 the differences are much more pronounced 
because of the vast influence of the decline in oil prices from $28 to 
$15 per barrel. 

Extreme Cases 

There are some countries that are outliers in the adjustment period 
since 1982. On one side are countries who are predominant exporters 
of commodities and borrow primarily from official sources. They would 
experience the large and continuing decline in commodity prices with- 
out the advantage of reduced interest burdens. Among the countries 
that come to mind in this category, Bolivia stands out. There interest 
payments have been as much as 70 percent at fixed rates, so the fall 
in world interest rates did not bring major benefits. But the terms of 
trade deteriorated over the period 1981-86 by 14 percent. The value 
of exports declined in 1984-86 cumulatively by 40 percent! 

On the other side, the most striking improvement in the external 
debt position during the adjustment period has been made by Korea. 
Korea benefited from every one of the factors characterizing the 1982- 
87 period: lower commodity prices, lower oil prices, and lower interest 
rates. Each of these factors exerts a very significant impact on the 

Table 8.13 Cline Projections and Actual 1985 Outcomes ($ billion) 

Argentina Brazil Mexico 

Cline Actual Cline Actual Cline Actual 

Exports 10.4 8.4 29.5 25.6 23.6 21.9 
Imports 6.4 3.8 18.2 13.2 16.0 13.5 

Interest 6.2 5.3 13.0 9.6 10.7 9.9 
Oil 7.0 5.7 

Source: Cline (1983) and various government publications. 
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external balance, and hence the combined effects-in conjunction with 
an aggressive exchange rate policy-produced a dramatic improvement 
in the external balance. The shift in the current account represents 
nearly 10 percent of GNP by 1986 and is still widening. 

8.6 The Outlook 

In this section I ask whether there are important shifts in the world 
macroeconomic outlook, and in the outlook for trade policies and the 
capital market, that promise to help overcome the debt problem or 
threaten to make its solution much more difficult. On the side of mac- 
roeconomics there is certainly a possibility of quite different scenarios 
depending on the way in which the U.S.  budget problem is solved and 
the response of interest rates and the dollar to budget cuts when they 
do take place. 

8.6.1 The 1987 IMF Scenario 

A useful frame of reference for the world economic outlook is the 
1987 IMF medium-term scenario shown in table 8.14. The central 

Table 8.14 The 1987 IMF World Economic Outlook 

1989-91 
1987 1988 Average 

Industrial countries 
Growth 
Real LIBOR 
GDP deflator 

World economy 
Manufactures prices 
Oil prices 
Non-oil commodities 

Problem debtors 
Real GDP 
Terms of trade 
Export volume 
Import volume 
Current accounta 
Interest payments" 

Latin America 
Real GDP 
Terms of trade 
Export volume 
Import volume 
Current accounta 
Interest payments" 

2.3 
3.6 
2 .9  

11.0 
8.7 

- 4.9 

4 .4  
-2.1 

5.4  
2.5 

- 1.5 
6.3 

3.3 
- 4.7 

0.1 
- 0.8 
- 14.3 

25.3 

2.8 
3.0 
3.4 

3.1 
3.1 
5.1 

4.7 
- 1.0 

5.9 
3.6 

- 0.6 
5 .9  

4.7 
-0 .6  

7.2 
2.4 

- 9.3 
23.1 

2.9 
3.4 
3.2 

3 .O 
3.0 
4.7 

5.0 

5 .6  
5.7 

- 0.6 
5 .4  

- 

4.8 
0.2 
5.1 
5 .4  

- 5.7 
20.5 

Source: IMF, World Economic Outlook, April 1987. 
"Percentage of exports of goods and services. 
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assumption of this scenario is a continued high real interest rate com- 
pensated by sustained growth in the world economy and in debtor 
country exports. There is an expectation of moderately rising real oil 
prices and no change in the terms of trade. 

In terms of equation (4) above the IMF outlook places major reliance 
on continued large noninterest current account surpluses and on export 
volume growth to help contain or reduce debt problems. The scenarios 
allow for growth in imports at roughly the same rates as those of 
exports, which is possible because the starting point is a large non- 
interest surplus. Hence maintaining equal growth rates, with unchanged 
terms of trade, assures that noninterest surpluses are maintained. In 
other words the IMF assumes that in the period to 1991, problem 
debtors will continue to make real resource transfers to their creditors 
at present rates. 

8.6.2 U.S. Adjustment: Implications for Debtor Countries 

It is interesting to go beyond the IMF outlook and focus on the 
central development in the world economy in the next few years, namely 
U.S. adjustment of the twin deficits. Table 8.15 shows the U.S. mac- 
roeconomic data for the recent years. It is quite apparent that the large 
size of the U.S. external deficit is at least to some extent a counterpart 
of the ability of debtor countries to service their debts by noninterest 
surpluses. The extent to which debtor countries were able to shift their 
trade balance with the United States is apparent from table 8.16 which 
focuses on all goods and, specifically, on manufactures. 

Table 8.16 shows that while the bilateral balance has not shifted when 
one considers all goods, the same is not true for manufactures where 
there is a shift of more than $50 billion. The difference resides in the 
fact that the decline in commodity and oil prices has tended to improve 
the balance for nonmanufacturing trade with developing countries. 

The shift in the manufacturing trade balance is, of course, not only 
related to the debt crisis. In fact, much of it reflects the very strong 

Table 8.15 The U.S. External Balance and Net Investment Position 
(billions of $ except as noted) 

1982 1983 1984 1985 1986 

Int ' l .  investment position 136.2 88.5 4.4 - 107.4 -238 
Current account 

Total -9.2 -45.6 -112.5 -124.4 -147.7 
Non-interest -28.1 -37.0 - 131.3 - 149.6 - 170.6 

(% of GNP) - 0.9 - 1.1 -3.5 - 3.7 -4.1 
Budget deficit (% of GNP) - 4.1 -5.6 -4.9 -5.1 -4.6 

Sources: U.S.  Department of Commerce, the Federal Reserve, and the IMF. 



351 Debt Problems and the World Macroeconomy 

Table 8.16 U.S. Trade with Developing Countries ($ billion) 

All Goods Manufactures 

Imports Exports Balance Imports Exports Balance 

1980 122.6 79.6 -43.0 29.5 55.6 26.1 
1981 121.3 87.4 -33.9 35. I 61.5 26.4 
1982 103.7 80.7 -23.0 37.0 55.5 18.5 
I983 107.4 71.0 - 54.7 45.9 45.7 - 0 . 2  
I984 125.9 72.7 -53.2 61.8 47.5 - 14.3 
I985 122.2 69.7 - 52.5 65.5 46.0 - 19.5 
1986 124.8 68.3 - 56.5 77.3 49.4 - 27.9 

Sources: GATT, Geneva, and the U.S .  Department of Commerce. 

performance of Asian exporters. Even there, however, in the case of 
Korea, for example, the export effort is not unrelated to the debt 
problems of the early 1980s. But whatever has been the role of the 
debt problem in contributing to the U.S. deficit, the question now is 
how U.S. adjustment policies will affect the external conditions of 
debtor countries. 

Two features of U.S. adjustment can be highlighted as in table 8.17. 
One is whether there is a hard or soft landing. The hard landing scenario 
envisages a collapse of the dollar caused by a loss of confidence. The 
dollar collapse in turn translates into a sharp upturn of U.S. inflation 
and brings as a Federal Reserve response a severe tightening of mon- 
etary conditions. The result is recession and high real interest rates. 
The soft landing, by contrast, assumes that fiscal policy turns increas- 
ingly restrictive, and monetary policy accommodates with a decline in 
interest rates, The dollar falls and thus growth of output is sustained 
by an improvement in net exports. Growth thus is stable and inflation 
rises moderately. Real interest rates clearly decline. 

The second dimension concerns trade policy. Here there are two 
possibilities: targeted restrictions on countries with large bilateral sur- 
pluses (Japan, Korea, Brazil, Mexico) or no significant change in trade 
policy. 

Table 8.17 shows strikingly that the debt problem today remains 
wide open. Sustained U.S. growth with low real interest rates and 
unimpaired market access means debt problems will become signifi- 
cantly smaller, Continued ability to sell in the U.S. market, higher 
real commodity prices which come with dollar depreciation, and lower 
real interest rates all combine to create a scenario favorable for debt- 
ors. Of course, the counterpart of U.S. external balance improvement 
in this case is a worsening of the net exports of Europe and Japan. 
But lower real interest rates have a self-correcting property in that 
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Table 8.17 Consequences for Debtors of U.S. Adjustment Scenarios 

Soft Landing Hard Landing 

Moderate trouble Debt default 

Moratoria 

Trade restrictions 

No trade restrictions 

debtor countries can reduce their noninterest surplus and yet improve 
their creditworthiness. This feature means that there is not necessarily 
a conflict between U.S.  and debtor country objectives. When debtor 
countries argue for the need to reduce U.S. deficits they presumably 
have this scenario in mind. 

The other extreme scenario is a hard landing with trade restrictions. 
The consequences are obvious: Recession and high real interest rates 
move debt service problems far beyond what debtor countries can be 
expected to make up for by domestic adjustments. Trade restrictions 
further worsen their ability to service debts. The almost certain con- 
sequence would be 1930s-style debt defaults or indefinite suspension 
of debt service. 

World growth and real interest rates are central in judging the impact 
of alternative scenarios for debtor countries. On the side of growth, 
U.S. fiscal adjustment will tend to reduce growth in the world economy. 
If U.S.  output growth is sustained this will mean that real depreciation 
sustains net exports and that accordingly foreign growth will tend to 
be less. It is very unlikely that Europe and Japan will provide an 
expansion in demand sufficient to keep world output growth constant. 
Thus on the growth side the expectation must be that the performance 
of the past few years cannot be sustained. But on the interest rate side 
there may be a favorable development. If the United States does adjust 
the budget and sustains growth by lower interest rates the dollar will 
depreciate and this is likely to force Europe and Japan into interest 
rate reductions even if that threatens monetary discipline. 

The impact of interest rates on debtors’ current account balances is, 
of course, very significant. Table 8.18 gives estimates of the impact on 
various Latin American countries of a 2.5 percent reduction in interest 
rates. It shows that the impact on individual debtor countries will 
depend both on their debt ratios and on the fraction of debt that is at 
floating rates. 

The impact of interest rate changes on import availability is very 
significant for Mexico, Argentina, and Brazil, who are the large bor- 
rowers from commercial banks. For Latin America at  large, a 2.5 per- 
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Table 8.18 Interest Saving from a 2.5 Percentage Point Fall in Interest Rates 

$Billion Percentage of Imports 

Latin America 
Mexico 
Venezuela 
Bolivia 
Chile 
Argentina 
Brazil 
Peru 

6.0 
2.0 
0.5 
0.025 
0.4 
0.8 
1.7 
0.14 

7.8 
10.5 
5.7 
3.5 
9.4 

15.7 
10.3 
5.1  

Source: United Nations Economic Commission for Latin America, Santiago, Chile. 

cent reduction in interest rates would amount to a resource saving of 
nearly 8 percent of total imports. Hence the importance to debtors of 
the monetary policies that accompany the correction of the U.S. deficit. 

Trade barriers might not be applied uniformly across U.S. trading 
partners. They might be applied only to industrial countries, specifically 
Japan, or only to current account surplus countries, rather than to 
countries with bilateral surpluses. For debtors the implication here is 
that an improvement in the debt service ability of countries like Mexico 
or Brazil might be paid for by extra restrictions on Korea or Taiwan. 
Thus developing countries as a group might experience an improvement 
while specific countries like Korea would bear the burden. 

There is another way of looking at debtor countries and U.S. ad- 
justment. Suppose that the United States in fact achieved a $100 billion 
reduction in the external deficit. Assume also that this had as a coun- 
terpart a $20 billion improvement in the U.S. bilateral trade balance 
with Latin America. How can Latin America experience a $20 billion 
deterioration in the external balance? There are only two ways: much 
lower interest rates or significant extra financing. Thus any hard landing 
scenario without default of necessity involves a dramatic change in 
financing availability which is not apparent today. 

The focus on the U.S.  adjustment problem throws a very different 
light on the links between world macroeconomics and debt problems. 
It suggests that the steady IMF scenario conceals that there is either 
good or bad news, but probably not the balanced no-news outlook 
implicit in table 8.14. Of course, it is possible that U.S. adjustment is 
a matter of the more distant future. In that case the IMF scenario would 
be more appropriate for the near term. But there would inevitably be 
an adjustment some time and that might be more nearly of the hard 
landing variety. 

Is there a chance that debt problems will be solved in some other 
fashion by the world macroeconomy? Here one would look to a pattern 
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of terms of trade, interest rates, and inflation of the 1970-73 variety. 
Since the United States is already at full employment, continuing de- 
preciation and monetary accommodation, without fiscal contraction, 
will inevitably raise inflation while sustaining growth. This policy set- 
ting would ease debt problems significantly. The only question is whether 
the process of sliding gently into the soft landing option, with a few 
years’ delay, can in fact be achieved. The monetary authorities would 
have to be sufficiently accommodating and impervious to inflation, and 
asset holders would have to be patient, sitting out dollar depreciation 
without a stampede. This does not seem to be a high-probability scenario. 

8.6.3 The Commodity Price Problem 

The final point to raise concerns the long-term behavior of commodity 
prices. Both figure 8.6 and table 8.19 show a long-term time series for 
the real price of commodities. Although exact comparisons across pe- 
riods are impaired by the fact that these data are spliced from different 
series, the basic point is very ~ t r i k i n g . ~  Commodity prices in the mid- 
1980s have reached the lowest level in real terms since the Great 
Depression. 

Several factors explain this low level of commodity prices. The high 
level of real interest rates is one and, until 1985-86, the high level of 
the dollar was another. But these factors are not sufficient to explain 
the large decline as discussed in Dornbusch (1985). Substitution toward 
resource-saving technologies on the demand side, and real depreciation 
and hence increased levels of output at given world real prices are often 
factors. Capacity expansions in many producing countries are further 

150r  
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Fig. 8.6 The long-term trends of real commodity prices (Index 1980 = 
100). Source: IMF (1987). 
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Table 8.19 The Real Price of Commodities: 1950-87 (Index 1980 = 100, 
period averages) 

1950-54 124 1970-74 115 I985 85 
1955-59 113 1975 - 79 104 1986 69 
1960-64 106 1980-84 94 1987 64 
1965-69 108 

Source: IMF (1987). 

factors that reduce real prices. Finally, for agricultural commodities 
government support policies in industrial countries have played an 
important role. 

But this large decline in real commodity prices, which has been a 
decisive factor in the debt performance of several countries, as for 
example Argentina, Bolivia, and Peru, may well have bottomed out. 
Moreover, the recovery of real commodity prices may turn out to be 
surprisingly large and rapid. Certainly the level of real commodity 
prices is unlikely to return to the high of the early 1970s because 
structural factors mitigate so large an increase. But a resumption of 
inflation and much lower real interest rates will drive up inventory 
demand and thus bring about a significant rise. Indeed, the signs of 
such an increase are already quite apparent except for food. In the one 
year to August 1987, the Economist index of all commodities increased 
in dollar terms by 22.1 percent, with industrial commodities rising by 
46.4 percent. But that increase was not shared by food which showed 
a moderate decline. 

8.7 Conclusion 

World macroeconomic policies and variables were until 1981 -82 not 
the major reason for the present debt crisis. Only in 1981-82 did the 
sharp increase in interest rates and the decline in growth help create 
a crisis in the aftermath of very poor policy performance in debtor 
countries. 

Since 1982 the world macroeconomic environment has shown an 
improvement. Interest rates declined in nominal and real terms, and 
growth has been sustained, as was expected in 1982. The only surprises 
were that dollar overvaluation lasted as long as it did, a smaller decline 
in real interest rates, and a massive decline in the real prices of com- 
modities. The world macroeconomic environment certainly did not 
provide a setting in which debtor countries could grow out of their 
debts by export booms and improving terms of trade. 

Today, five years into the adjustment process, indicators of credit- 
worthiness show a deterioration except for the ratio of debt service to 
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exports. And even that indicator is barely below the 1982 level. Can 
we expect that the world economy in the years ahead will provide a 
distinctly more favorable setting? The IMF outlook for the period 1988- 
91 shows a no-news setting: steady, moderate growth, no changes in 
the terms of trade, and an increase in real interest rates. In such an 
environment debtor countries would have to continue making massive 
real resource transfers to their creditors. Any improvement in their 
creditworthiness would have to come primarily from further domestic 
adjust men t s . 

The no-news scenario conceals the wide variation of outcomes that 
lie ahead and depend on the nature of U.S.  adjustment. Two extreme 
possibilities are (1) a soft landing with significant real interest rate 
reductions, improving terms of trade, and sustained growth and (2) a 
hard landing. The soft landing would ease debt service problems in the 
same way as happened in 1970-73. But the hard landing, with high 
real interest rates and recession, possibly reinforced by protection, 
would certainly preclude debt service on the scale that has taken place 
so far. U.S. external adjustment forces the question of how a reduction 
in debtor countries’ noninterest balances is consistent with the lack of 
financing of debtors’ interest payments. Without the financing there 
cannot be any reduction in surpluses except by moratoria or default. 
Thus U.S. trade adjustment poses a major unresolved issue for the 
international debt problem. 

Notes 

I .  Countries in this group are characterized by having incurred arrears in 

2. On the costs of protection in a situation of credit rationing, see Dornbusch 

3. See, for example, Dornbusch (1985; 1986). 
4. See International Monetary Fund, World Economic Outlook (1986) and 

5 .  See IMF (1987, 90-91) for a discussion of the data. 

1983 and 1984 or  rescheduled their debts in the 1982-85 period. 

(1985). 

Dornbusch (1985). 
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9 Resolving the International 
Debt Crisis 
Stanley Fischer 

9.1 Introduction 

Since it was first recognized in August 1982, the international debt 
crisis has dominated economic policymaking in the developing coun- 
tries, economic relations between the debtor and creditor countries, 
the attention of the multilateral institutions in their dealings with the 
debtor nations, and private sector decisions on lending to the devel- 
oping countries. 

Developments since 1980 are summarized in table 9.1, which presents 
data for the Baker fifteen of heavily indebted countries. The most 
significant fact is that the heavily indebted countries suffered reductions 
in per capita real GDP averaging 10 percent over the period 1981 to 
1984, which wiped out most of the gain that had taken place since the 
mid- 1970s.' There was an extraordinary turnaround in the current ac- 
count of the balance of payments, which was in balance in 1985 as 
large trade surpluses were used to pay interest bills of about 5 percent 
of GDP. Improvement in the current account was matched by a decline 
in domestic investment,* implying a fall in net capital formation to half 
its previous share of GNP. 

Developments on the trade and debt fronts are described in table 
9.2. Net private capital inflows have virtually disappeared, and even 
total capital inflows have been much smaller since 1982 than interest 
payments abroad. The most remarkable feature of the debt strategy 
followed since 1982 is that the heavily indebted developing countries 
have been transferring real resources of close to 5 percent of their 

Stanley Fischer is Chief Economist at the World Bank, a professor of economics at 
the Massachusetts Institute of Technology, and a research associate of the NBER. 

The author is indebted to Geoffrey Carliner, Rudiger Dornbusch, and Allan Meltzer 
for helpful comments and discussions. This paper was completed before I joined the 
Bank; it is current to the end of 1987. 
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Table 9.1 Economic Performance, Fifteen Heavily Indebted Countriess 

1969-79 1980 1981 1982 1983 1984 1985 1986 

Per capita real 3.6 2.6 -1.6 -2.7 -5.5 -0.1 0.9 1 4  
GDP growth 

account 
($billion) 

payments 
($billion) 

GDP (9%) 

Current -29.5 -50.3 -50.6 -15.2 -0.6 -0.1 -11.8 

Interest 25.1 37.0 45.5 41.5 46.0 44.0 38.2 

Investment 24.7 24.5 22.3 18.2 17.4 16.5 16.8 

Source: IMF, World Economic Ourlook. April 1987, Statistical Appendix. 
dCountries are Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, Ivory Coast, Mex- 
ico, Morocco, Nigeria, Peru, Philippines, Uruguay, Venezuela, Yugoslavia. 

Table 9.2 Trade and Debt Data, Heavily Indebted Countries 

1969-79 1980 1981 1982 1983 1984 1985 1986 
~~~ ~~~ 

Total external 269.3 330.8 383.1 394.2 410.9 417.2 434.4 
debt ($billion) 

borrowinga 
($billion) 

ratio (%) 

change 
(% p.a.) 

commodities 
prices (% p.a.) 

Net private 43.2 57.3 30.7 -2.4 4.2 -2.7 -7.2 

Debtiexport 167.1 201.4 269.8 289.7 272.1 284.2 337.9 

Terms-of-trade 4.4 13.4 -2.8 -4.1 -3.5 2.2 -1.9 -16.1 

Non-oil 10.0 2.7 - 14.1 -8.8 6.3 2.5 - 10.8 1.5 

Source; IMF, World Economic Outlook, April 1987, Statistical Appendix. 
"Net external borrowing minus long-term borrowing from official creditors and reserve- 
related liabilities (short-term borrowing from foreign monetary authorities, and use of 
IMF credit). 
p.a. = per annum. 

income to the developed creditor countries. A solution of the debt 
crisis will either reverse the direction of this resource flow or at least 
significantly reduce it. Despite the virtual cessation of capital inflows, 
debt burden indicators, such as the debt-to-export ratio, have not im- 
p r ~ v e d : ~  the effects of the increased volume of exports and decreased 
volume of imports were offset by a worsening of the terms of trade. 

The picture for the debtors is not entirely bleak. Real interest rates 
have fallen between 1982 and 1987. Net exports showed extraordinary 
growth. Budget deficits have been reduced despite falling incomes. In 
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1987 commodity prices have begun to recover. The period has seen a 
shift toward rather than away from democracy. 

There has also been very real progress for the creditor banks and 
for the international financial system. Most important, neither the com- 
mercial nor central banks have had to deal with large-scale debt de- 
faults. Balance sheets of creditor banks have been strengthened by 
additions to capital and loss reserves in the United States and Europe, 
by the weakening of the dollar for those foreign banks that lent in 
dollars, and by reductions in foreign exposure. There is an active sec- 
ondary market in developing country debt, and debt-to-equity swaps 
are a reality. The optimist (for example, Feldstein 1987) can take solace 
in the failure of the worst fears of 1982-that there would be a world- 
wide financial crisis-to eventuate. He can also point to some suc- 
cesses, such as Korea and other southeast Asian countries, and the 
earlier problem case of Turkey. 

But the fact remains that five years after it began, the debt crisis is 
very much alive. None of the major Latin American countries has 
restored normal access to the international capital markets. Even a 
country like Colombia, which has rigorously met its payments, finds 
it difficult to roll over its debts. At least one major debtor has been in 
trouble each year. In 1987 it is Brazil, whose moratorium could mark 
the beginning of a new phase of the crisis.4 

In its brief life the international debt crisis has generated an impres- 
sive variety of proposed initiatives and solutions.s Least radical are 
proposals for procedural reform and changes in the nature of the claims 
on the existing debt. There have been several suggestions for the cre- 
ation of a facility, or new institution, that would in specified ways deal 
with the overhang of existing debt. And finally, there are proposals for 
debt relief. I take up these possibilities in turn in sections 9.3 through 
9.5. Preliminary questions about the nature of the debt problem and 
solutions to it are discussed in section 9.2. 

9.2 The Meaning of a Solution 

What would it mean for the debt crisis to be resolved? The simplest 
criterion is that the debt crisis will finally be over when the debtor 
countries have normal access to the international capital markets. Of 
course, normal access is itself difficult to define, both because it is 
quite normal that not all countries are able to raise funds on the same 
terms and that some of them may be credit rationed because lenders 
understand that raising interest rates to compensate for the risk of 
default may itself increase the probability of default. 

More pragmatically, it will be clear that the debt crisis is moving 
towards a solution if the net outflow of resources from the developing 
debtor countries is significantly reduced, enabling most of them to run 
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current account deficits. The resource inflows would finance invest- 
ment to raise the growth rate and over time move living standards 
closer to those of the developed countries. 

The assumption that a solution to the debt crisis would reduce re- 
source flows from the debtors to the creditors is based in part on the 
view that investment opportunities in the debtor countries justify cap- 
ital inflows. Although investment opportunities appear to warrant cap- 
ital inflows in some debtors, such as Brazil, that may not be true of all 
debtor countries. Then the case for reducing their net resource outflows 
is fairness or the preservation of democracy or capitalism--and those 
are obviously both highly important and highly political issues. 

Resolution of the debt crisis would enable developing country pol- 
icymakers to base policy decisions on longer-term considerations than 
their effects on the forthcoming debt negotiations, and it would free 
up for more important purposes policymakers who are now preoccu- 
pied with debt negotiations. The private sector would be able to make 
investment plans with less uncertainty about the long term, in particular 
the availability of foreign exchange and investment financing. 

If the debt crisis were resolved, banks would no longer have to make 
loans to developing countries merely to preserve their existing invest- 
ments. The banks would eventually be able to reduce their exposure 
to the levels they would prefer-and after the experience of the eighties, 
these might be very low. 

Resolution of the debt crisis would likely also see a change in the 
form of international lending. Both lenders and borrowers can now see 
that floating rate financing is a risky way for a country to finance its 
long-term development. Very likely, a resolution of the debt crisis would 
end with the debtor countries financed through long-term capital- 
bonds, equity, direct investment, and perhaps some forms of long-term 
indexed debt-rather than floating rate liabilities whose terms can change 
overnight. 

Resolution of the debt crisis would mean also that the international 
institutions, the IMF and the World Bank, would be able to get back 
to their respective goals of promoting international monetary stability 
and economic development rather than preventing debt default. 

9.2.1 Efficient Solutions 

The debt crisis involves at least three parties: the debtor countries, 
the creditor countries, and the private banks and their stockholders. 
A more sophisticated view further distinguishes between the govern- 
ments of debtor and creditor countries and their citizens, between the 
creditor governments and the international institutions, between work- 
ers in the debtor countries and portfolio holders who succeeded in 
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moving their capital abroad, and between financial and manufacturing 
interests in the developed countries. 

A solution to the debt crisis is efficient if it is not possible to make 
one of the parties better off without making another party worse off. 
There are many efficient solutions, involving trade-offs among the in- 
terests of the different parties. Although the point is rarely explicitly 
recognized, there is no avoiding the fact that alternative solutions imply 
different burdens for different groups involved in the crisis. Someone 
has to pay for past mistakes. It could be the bank stockholders, creditor 
country citizens, or citizens of debtor countries. Or the burden could 
be shared. 

Up to 1987, most of the burden has been borne by wage earners in 
the debtor countries. Part has been borne by bank stockholders, who 
have seen the value of their shares rise less rapidly than the stock 
market as a whole. Some will be borne by the taxpayers of the creditor 
countries, as the banks record portfolio losses, lower profits, and lower 
taxes. The taxpayers of the creditor countries would pay more of the 
burden if their governments or the international institutions were to 
provide concessional aid to the debtors. It is of course entirely possible 
that a longer view of the interests of the developed countries would 
see benefits rather than burdens for their citizens in the provision of 
aid to the debtors, just as it might be possible that the unconditional 
provision of aid to their governments would make the citizens of debtor 
countries worse off in the long run. 

Although the relative burdens are rarely explicitly discussed, the 
problem is implicitly recognized by proponents of plans who claim 
their plans to be in the best interests of everyone concerned. For in- 
stance, debtor countries are warned not to take unilateral action be- 
cause future access to capital markets will be long delayed; or banks 
are urged to make concessions that will in the end enable them to 
collect more rather than less interest. 

Why have the private markets not reached the optimal solution al- 
ready? To start with, the underlying transactions were hardly private 
market loans in the first place. Many of the loans were made to gov- 
ernments, who, the lenders believed, simply would not default. Other 
loans were taken over from private firms by debtor governments on 
the view that default by a domestic firm would spill over to the credit 
terms for the country, or to protect domestic borrowers. Further, cred- 
itor governments and central banks were actively encouraging the re- 
cycling of petrodollars and, it might be expected, would support the 
banking system if any difficulties arose as a result of the large-scale 
foreign lending. Second, governments and governmental organiza- 
tions-the IMF, the Fed, the U.S. Treasury, and other governments- 
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have been heavily involved since the crisis began.6 Third, there is no 
single optimal solution. Solutions differ by who bears the burden. 

But it is likely that improvements that could have been made by 
negotiation among the creditors and debtors have already been achieved. 
What remains to be discussed are changes that would shift the burden 
among the parties, and improvements that involve externalities, that 
is, actions that benefit more than the individuals making the direct 
transaction. 

It is conventional in discussing the debt problem to focus on the 
restoration of debtor country growth as the ultimate aim. However, 
the levels of income and consumption cannot be overlooked. If it can 
repress living standards enough, a country can probably put itself in a 
position to begin growing again. Figure 9.1 illustrates. The country has 
been growing at a certain rate up to time, T ,  when the debt crisis strikes. 
The country has been living beyond its means, and has to reduce its 
living standards. By how much? By servicing the debt in full, it may 
move onto path A ,  cutting living standards sharply, suffering low growth 
for a while as the economy reallocates resources from production for 
domestic use to production for export and import competition, and 
then moving ahead. Alternatively the country may, perhaps through a 
moratorium, pay a lower price in terms of the initial reduction in the 
standard of living and move onto path B ,  starting at a higher level of 
income than on A ,  and as shown here, growing as fast. 

If the growth rates on A and B are the same, and if income on B is 
higher by more than the interest on the additional debt on that path, 
the country gains from the moratorium. Corresponding to the lower 
standard of living on A is a larger transfer of resources to the creditor 

Fig. 9.1 

T Time 

Alternative growth paths 
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countries, ultimately to the stockholders of the creditor banks. The 
burden of adjustment on path A is greater than that on B,  although 
both eventually lead to a restoration of growth. Eventual return to 
growth does not imply the success of a debt strategy. Quite possibly 
there were alternatives that would have resulted in higher levels of 
income or consumption in the debtor countries throughout.’ The failure 
of the fifteen heavily indebted countries to restore consistent growth 
since 1982 has to be weighed in the balance in evaluating the debt 
strategy followed so far. 

A major issue that has to be discussed in evaluating different debt 
strategies is whether the growth rate of real GNP for the debtor coun- 
tries is the same on paths with deeper adjustment such as A ,  and paths 
with less adjustment such as B. If a moratorium or any policy other 
than full debt servicing reduces market access, it could also slow growth. 
If so, the relevant choice in figure 9.1 would not be between A and B ,  
but between A and C ,  where C’s low growth rate results from sanctions, 
explicit or implicit, that are imposed as a result of the failure to meet 
debt obligations in full, or by the incomplete adjustment of the economy 
to its new circumstances. 

Before describing and evaluating plans to solve the debt problem, I 
make several stipulations about the nature of the problem and its 
solution: 

1 ,  The debt crisis will have to be resolved in a way that differentiates 
among countries. Bolivia’s problem is different from Brazil’s, and 
both are different from Tanzania’s. 

2 .  From the viewpoint of the stability of the U.S. banking system, the 
debt problem is dominated by just a few countries: over half of total 
U.S.  banks’ liabilities, and the liabilities of the nine money center 
banks, are in Mexico, Brazil and Venezuela. The concentration on 
the Baker fifteen with its heavily Latin American flavor is a result 
of those countries’ debts being predominantly to the private sector. 
Similarly, the concentration in this paper is on private-sector capital 
flows and debts. 

3.  Concentration on the Baker fifteen overlooks the debt and growth 
problems of sub-Saharan Africa, which will have to be taken into 
account in any discussion of aid. 

4. Just as the debt problem arrived unexpectedly as a result of changes 
in the international economy, it could quietly go away. Higher prices 
for commodity exports, and further reductions in real interest rates, 
would make the entire problem look manageable. It could also in- 
tensify quickly if the international trading system seizes up as a 
result of growing protectionism. 
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5.  The concerned parties, the banks and the debtors, each have little 
interest in revealing the dimensions of whatever compromises they 
might ultimately be willing to make. 

6. Finally, there are important political constraints on solutions to the 
debt problem. There is no well-defined economic sense in which a 
Brazil, Mexico, or Argentina is incapable of servicing and ultimately 
paying off its debt.* In none of these countries is the external debt 
to GNP ratio much more than 60 percent. Given long enough, and 
given a government powerful enough to reduce living standards 
~ufficiently,~ those countries would be capable of generating the 
trade surpluses that would enable them to regain normal access to 
the capital markets. However the new democratic governments in 
several of the heavily indebted countries are certainly too weak to 
achieve massive reductions in consumption. The question for both 
their own governments and the creditor governments is how far it 
is possible and politically wise to push their citizens to meet debt 
payments. 

9.3 Procedural Reform and New Debt Instruments 

Some debt plans would leave the present value of claims on the 
debtors unchanged while changing their form. Others would reduce the 
present value of claims on the debtors. Many of the proposals for new 
debt instruments are intended to maintain the present value of claims 
on the debtors while making it easier for them to pay, by adapting 
repayments schedules to the likely patterns of debtor foreign exchange 
receipts. 

In this section I take up both procedural and regulatory reforms that 
could improve the bargaining process by which debt deals are reached 
and reduce obstacles to capital inflows to the debtors, and suggestions 
for new debt instruments. In neither case is the change designed to 
reduce the value of claims on the debtors. 

9.3.1 Procedural Reform 

Several procedural reforms are listed in table 9.3. There has already 
been progress in the implementation of a number of these reforms, 
including the first. The frequency of complicated debt negotiations has 
been a significant burden on the economic management teams of debtor 
nations. Because macroeconomic management skills are in short sup- 
ply, reduction of the frequency of such negotiations would help improve 
the overall quality of macroeconomic management. Although the cred- 
itor banks value the short leash that more frequent negotiations pro- 
vide, they can retain some of that control by using IMF Article IV 
consultations as a framework of evaluation of the country’s economic 
progress and as a condition for further disbursement of funds. Multiyear 
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Table 9.3 Procedural Reforms 

Change Initiating Agency 

I .  Multiyear rescheduling Banks and debtors 

2. Reduced size of banking Banks and debtors 
syndicates and exit option for 
small banks 

3 .  Change accounting rules to allow 
partial writedowns and their standards 
gradual amortization 

4. U.S. information provision on Bank regulators and IRS 
foreign accounts 

5 .  U.S. taxation of foreign accounts 

Bank examiners and accounting 

Congress 

restructurings of the debt are becoming routine, for example for Mex- 
ico, Argentina, and the Philippines, and there appears to be no objection 
in principle to such agreements on the part of the banks. 

The size of the banking syndicates involved in the debt negotiations 
and the need for hundreds of banks to agree to packages that have 
already been negotiated are obstacles both to efficient negotiation and 
to the rapid mobilization of capital after an agreement has been reached. 
After the September 1986 Mexican agreement it took nearly six months 
for all 500 banks to sign on. The desire of many of the small banks to 
leave the international debt business is well known. The exit vehicle 
may be either the interbank secondary markets or, as in the 1987 Ar- 
gentine restructuring, special provisions to enable the small banks to 
leave the syndicates. For instance, it should be in the interests of both 
the large creditor banks and the debtor countries to agree to allow 
banks that collectively hold the last 3-5 percent of the debt to leave 
the syndicate. This could be achieved by the debtor selling them exit 
bonds that pay interest at a rate below the market rate, with an eco- 
nomic present value above the secondary market price of the country's 
debt but a face value equal to that of the original debt. Alternatively 
they might be allowed to leave the syndicate if they sell their claims 
in the secondary market.lO In order to provide an exit vehicle for the 
smaller banks, it would also be necessary for the larger banks and the 
debtors to agree that sales of securities or purchases of long-term bonds 
of the debtors free the bank from the obligation to participate in future 
funding. 

Two aspects of the accounting and tax treatment of sales of debt at 
less than face value have to be distinguished. First, it is unclear whether 
a bank selling part of its claims on a given country for less than book 
value has to write down its remaining claims to the same extent. That 
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is a problem for those banks wishing to sell off part of their debts but 
not all, and presumably is not the main concern of the smaller banks 
that wish to leave the international debt business. Second, any bank 
taking a loss in a given period has to record it as a loss in current 
revenue and cannot amortize it over time. 

To start with the second problem: It is not obvious that the value of 
a firm’s stock is increased by amortizing a recognized loss over a 
prolonged period. Certainly markets responded well to the creation of 
large loss reserves by the leading banks in May and June of 1987, 
apparently placing a positive value on the explicit recognition of the 
possible loss. If nonetheless banks were convinced that amortization 
was preferable to a larger one-time loss, they could be allowed to write 
off the losses over a period of several years rather than immediately. 

Uncertainty arises over the accounting treatment of debt whose mar- 
ket value is below face value when some of that debt is sold. One view 
is that banks have to write down the value of all the remaining debt of 
that type on their balance sheets. That would seem to be the rationale 
for banks’ attempts to swap debt among themselves rather than buy 
and sell in the secondary market. However, some bankers believe that 
it is not necessary to write down all the debt of a given country if some 
of that debt is sold in the market, so long as a good case can be made 
that the bank is likely to collect on the remaining debt.” Certainly the 
creation of loss reserves against developing country debt has nor forced 
the banks to carry the corresponding debt on their balance sheets at 
its market value. 

The basic source of the accounting difficulties, if they exist, stems 
from the fact that debt is carried at more than market value in the first 
place. If for some reason it is appropriate to carry that debt at more 
than market value so long as it has not been sold, then the regulators 
should not have any difficulty allowing those parts of the debt that 
have not been sold to continue to be carried on the same basis as 
before. 

Although some capital flight can be regarded as a natural attempt by 
portfolio-holders in developing countries to diversify internationally, 
much of it is a form of tax evasion. Procedural reforms 4 and 5 would 
help the debtors deal with the tax-evasion aspects of capital flight. U.S. 
and foreign developed-country banks that hold the accounts of citizens 
of other countries could be required to inform the tax authorities of 
those countries of the existence of the accounts. It is probably at 
present difficult to trace the home country of some depositors, but it 
should not be difficult to find a method of requiring those opening new 
accounts to give some proof of country of residence. This provision 
would have to be agreed to by other countries, and thus would take 
time to implement. 
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The United States could more easily impose a uniform tax on all 
interest on bank accounts, and indeed on other income generated from 
securities holdings, that are not those of United States taxpayers. Once 
again the effectiveness of such measures would depend on cooperation 
in introducing similar measures in other countries. By taxing the ac- 
counts itself, the U.S.  government would be reducing the attraction of 
capital flight. An alternative would be for the taxes to be imposed by 
the country from which the capital fled, for which purpose the provision 
of better information about foreign-held bank accounts would assist 
the tax authorities in the debtor countries. Here too an international 
agreement would be needed if countries were not to compete for foreign 
capital by favorable tax treatment, as they do at present. 

9.3.2 Changing the Nature of Claims 

Many of the suggestions for dealing with the debt crisis involve 
changes in the nature of the claims on the debtors (see table 9.4). The 
driving force behind these suggestions is the conclusion that the struc- 
ture of the debt in 1982 was partly responsible for the debt crisis. With 
virtually all payment flows linked to short-term interest rates abroad, 
the debtors were vulnerable to a rise in real interest rates in the de- 
veloped countries, and had no protection against changes in the terms 
of trade. These suggestions are probably motivated also by the view 
that eventually the structure of debtor country liabilities should cor- 
respond more closely to the structure of underlying assets, and should 

Table 9.4 Changing the Nature of Claims 

Change Initiating Agency 

1. 

2 .  

3. 

4. 

5 .  

6. 

7 .  

8. 

9. 

10. 

Development of secondary and 
insurance markets 

Indexed loans 

Contingent lending obligations 

Longer debt maturities 

Debt-equity swaps 

Servicing of debt in local currency 

Return of flight capital 

Country funds 

Debt subordination 

Interest capitalization 

Creditor financial institutions and 
official institutions 

Debtors and banks 

Debtors, banks, and offical lenders 

Debtors and banks 

Debtors and banks 

Debtors and banks 

Creditor and debtor governments, and 

Debtors and creditor financial 

banks 

intermediaries 

Debtors, existing and new lenders 

Debtors and banks, plus creditor 
governments 
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have more long-term fixed interest debt, more equity, more direct in- 
vestment, and less floating rate debt.I2 These arrangements would pro- 
vide for more risk-sharing between lenders and borrowers than floating 
rate debt was expected to produce.13 

The term securitization is often used to describe a process in which 
existing debt is taken off the books of the banks and turned into se- 
curities, for instance through sale in the secondary market. The same 
term can be used to describe potential changes in future private-sector 
financing of economic development, with the maturity and nature of 
the securities reflecting the underlying investments. 

Secondary and Insurance Murkets 

It is often suggested that the development of secondary markets 
would help solve the debt crisis. Secondary markets have already de- 
veloped to some extent, though trading in those markets is thin. Citi- 
bank’s intention to use the secondary markets more intensively, 
announced in May 1987 in conjunction with the increase in its loss 
reserves, could increase the depth of those markets. Regulatory re- 
strictions discouraging partial sales by the banks, or at least uncer- 
tainties about accounting and regulatory treatment of the sales, would 
have to be removed for these markets to develop. 

The secondary market does little to solve the debt crisis other than 
to enable the banks-if they were to sell their claims-to reduce their 
vulnerability to default in particular countries. Banks have also engaged 
in debt swaps to strengthen their balance sheets, sometimes in con- 
junction with debt-equity swaps. The secondary market could even- 
tually become the locus in which an international facility deals with 
the debt. And, if the market became deeper, prices in it could serve 
as the basis for debt renegotiation. 

Private insurance of the debt is not in principle different from the 
provision of a secondary market, except that it would enable banks 
tied into the debt to reduce their vulnerability to default. l 4  Insurance 
rates could be deduced from the discounts on debt in the secondary 
market, and would be extremely high for many countries. The public 
sector in the form of the Fed has implicitly been providing insurance 
to the banking system since the start of the debt crisis, but because 
the Fed is not obligated to come to the rescue of any particular bank, 
private insurance would remove uncertainty for creditor banks if it 
were available. Because the debt crisis and discounts on debt are so 
deep, it is difficult to see private insurance markets becoming large, or 
contributing significantly to a solution of the current debt crisis. But 
the emergence of such markets could facilitate future debt flows to 
developing countries. 
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There have also been proposals for public-sector provision of insur- 
ance of new capital flows, and perhaps through an agency associated 
with the IMF or World Bank.” Such an authority could help mobilize 
new private capital, perhaps at lower cost than through private insur- 
ance because the multilateral agencies have developed expertise in 
evaluating loans to developing countries. The agency need not nec- 
essarily subsidize the insurance rates; if it were to do so, it would have 
to decide if that was the most productive use of its subsidies rather 
than, for instance, providing them in the form of lower-cost loans to 
the borrowers. The provision of 100 percent insurance would create 
the type of moral hazard problem of inadequate monitoring of loans 
by lenders that contributed to the creation of the current debt crisis; 
the agency would therefore probably insist on significant levels of coin- 
surance with the lenders. 

Indexed Loans 

Any loan that ties payments from debtors to creditors to some ob- 
jective criterion is an indexed loan. There are different motivations for 
such instruments. A proposal that countries should pay real interest 
on their debts, which would mean say 2-3 percent real, could imply 
a cash flow that starts out small and ends with a balloon payment at 
maturity when the inflation adjustment component is added to principal. 
But indexation of interest could also imply that the interest due in a 
given year is 2-3 percent plus that year’s rate of inflation. The proposal 
to fix the real interest rate on the international debt was made with the 
aim of reducing short-term resource flows from the debtor countries, 
both by reducing the real rate below the extremely high levels implicit 
in then nominal rates, and in delaying some repayments until maturity. 
A reduction in the real rate would of course reduce the resource transfer 
from the developing countries. But given the possibility of supply shocks, 
debtors with real obligations could find themselves having to make high 
real transfers precisely when world trade and their export earnings are 
depressed. Of course, if the country is the beneficiary of the supply 
shock-for instance, the oil exporters during the first and second oil 
shocks-then the indexation helps it match its payments stream to its 
ability to pay. Similarly, if high inflation is caused by expansionary 
demand policies in the developed countries that raise commodity prices, 
indexation would create a closer match between the country’s liabilities 
and its ability to pay. 

Exchange participation notes suggested by Bailey (1983) tie pay- 
ments to export earnings.16 In a crude way Peru has instituted such 
notes by paying interest only up to a certain percentage of its export 
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earnings. However creditors have not relinquished their unmet claims 
on Peru, whereas agreed-upon exchange earnings indexation could sim- 
ply define the claim as a certain share of export earnings. In well- 
operating markets such claims could be priced and traded, and there 
is no difficulty in principle in envisaging their introduction. 

Two objections to the indexation of interest payments to export 
earnings have emerged. First, if interest payments are indexed to export 
earnings-for instance, a country pays 20 percent of its foreign ex- 
change earnings in interest-then that is like a tax on exports earnings, 
which discourages the country from exporting. Rather, it is argued, 
index the payments to a larger total, such as GNP, which would permit 
a lower “tax” rate and therefore a smaller disincentive effect. While 
the tax argument is correct (though its quantitative significance remains 
uncertain), it is not decisive: First, a country with export earnings has 
the foreign exchange to make payments to foreign creditors, whereas 
a country whose GNP is growing while its exports are not may not; 
second, the indexation of interest payments provides an incentive for 
the creditor governments not to restrict imports from the debtors, for 
in so doing they reduce the interest earned by their own banks. 

The second objection to indexation of interest is that the bank reg- 
ulators would have great difficulty handling the valuation of these quasi- 
equity claims and might forbid the banks from holding them. Other 
financial intermediaries, such as pension funds, might be willing to hold 
exchange participation notes. Further, debtor countries could attempt 
to sell such instruments as bonds. Oil-price indexed bonds have already 
been sold by both Mexico and a private companyI7 and are an obvious 
indexed instrument that the oil exporters would presumably be willing 
to supply and for which a hedging demand in the developed countries 
is likely to exist. 

It is sometimes suggested that the debtors would be unhappy to allow 
the payments on indexed notes or bonds to rise very high in the event 
the country suffers a bout of good luck. There is again no problem in 
principle for the capital markets to price indexed instruments with 
ceilings on payments. Of course the sellers of the bond pay a price for 
imposing the ceiling, but it may be a price they are willing to pay. 

Direct swaps of debt for claims on commodities that the recipient 
exports are another form of indexed instrument. By tying the payoff 
of loans to a specific amount of the country’s production, such agree- 
ments reduce the transfer problem. l 8  

Contingent Lending Obligations 

Contingent lending obligations are another variant of this type of 
proposal. Examples are the IMF’s Compensatory Financing Facility 
and the 1986 agreement that Mexico will receive additional loans if oil 
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prices fall. In all cases of contingent financing and interest payments 
the benefit for the recipient country is the assurance that it will auto- 
matically rather than after protracted negotiation receive financing in 
the event of need; the problem for the lender is the fear that good 
money may be thrown after bad. That can to some extent be compen- 
sated for by a higher interest rate, but higher interest rates increase 
the probability of default, which is the cause of rationing in credit 
markets. 

Longer Debt Maturities 

Moving on to item 4 in table 9.4, debt maturities are already quite 
long, from six to as many as twenty years, in many debt agreements. 
The long maturities protect the borrowers from having to roll over the 
debt frequently, but, because the loans are at floating rates, still leave 
them vulnerable to interest rate shocks. From the viewpoint of the 
banks, the lengthening of maturities is a lengthening of the rein on 
which the debtor countries are held, as indeed are other proposals in 
table 9.4 including indexed instruments, and therefore comes at a price. 

Debt-Equity Swaps 

Debt-equity swaps are the central element of most market-oriented 
debt restructurings, and they have also been implemented, for example 
in Mexico, Chile, and Argentina. The essential transaction is simply 
that a debt claim on a country is swapped by that country’s central 
bank for local currency claims that should be invested in local firms. 

If the domestic equity markets were working well, if there were no 
constraints on purchases of foreign exchange or domestic assets, and 
if there were no subsidies involved, such transactions would not attract 
any attention. But they do. The greatest attraction for the creditors is 
that debt-equity swaps often carry an implicit subsidy of the equity 
investment. Swaps may involve the purchase of debt in the secondary 
market at a discount, and redemption at face value. With secondary 
market discounts that even for the major debtors may be as high as 50 
percent, the subsidy element can be very large. 

However there is no inherent reason the debtor country has to sub- 
sidize the transaction to the extent set by the New York market price 
of the debt. If it wants to subsidize the transaction, it can do so by 
setting a price at which debt can be redeemed prematurely, at a level 
between the New York price and face value. Another approach has 
been used by Chile, which auctions off the right to exchange dollar 
debt for peso assets. 

Obviously debt-equity swaps replace interest payments by dividend 
payments, and are not a source of new money for the debtor country. 
In addition, they may merely be subsidies for investment flows that 
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would have taken place anyway. A further difficulty arises from the 
possibility of round-tripping, in which the debt-equity swapper suc- 
ceeds in converting the purchased equity into foreign exchange at a 
rate close to the official rate. This is a result of the subsidy provided 
by carrying out the swap at a price for debt different from that in the 
secondary market, but can be mitigated by imposing minimum holding 
periods on the equity purchases. 

None of these problems rules out debt-equity swaps as a useful 
supplement to handling the debt crisis. By swapping at a markup over 
the New York price, the debtor country in effect is able to buy back 
some of its debt for less than face value. The present value of the 
dividend outflow is probably similar to the expected present value of 
interest outflows on the debt, but does reduce the probability of debt 
default and does provide a payment stream that better matches the 
country’s economic performance. For these reasons debt-equity swaps 
may be preferable from the viewpoint of the debtors to agreed direct 
purchases of their debt in the market at the same price as the swap is 
transacted. Argentina and other countries are attempting to ensure that 
the swaps produce new money by requiring swappers to demonstrate 
that they are in addition bringing in new funds. 

Debt-equity swaps will to begin with play only a small part in solving 
the problem of the debt overhang. The amounts transacted have been 
small, perhaps approaching $4 billion in total, out of a debt of near 
$400 billion for the countries involved. Nonetheless, over time an in- 
creasing share of foreign investment may take equity form. As in the 
United States, the value of the equity will likely grow more from rein- 
vestment of profits than as a result of fresh infusions of funds.I9 If the 
development of this form of financing also results in a strengthening 
of the domestic equity markets, that will be a bonus. 

The substitution of domestic currency loans for foreign debt is part 
of the 1987 Philippines restructuring (Philippine Investment Notes). 
They may be used internally to buy equity. Unless the recipient can 
sell them directly for foreign currency, they appear to be a modified 
form of debt-equity swap. 

Local Currency Servicing 

Closely related to the notion of debt-equity swaps is the proposal 
from debtors that they be permitted to service their debt in local cur- 
rency, with automatic reinvestment of the proceeds in the domestic 
economy. Part of the servicing might be made available to the govern- 
ment; the remainder would be relent to the private sector, in forms 
chosen by the creditors. 

This proposal has the benefit for the debtors of reducing the need to 
generate foreign currency to service the debt. It has the advantage for 
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creditors that their debt is serviced in full, but the disadvantage that 
they would be constrained from reducing their total exposure in any 
given country. The proposal is likely to receive consideration both as 
one means of automatically handling the transfer problem-the debtors’ 
problem in transferring resources abroad-and because it establishes 
a simple formula by which all existing creditors provide continuing 
finance for a country. 

Flight Capital 

The return of flight capital is another item that has received consid- 
erable attention. Here the amounts involved may be large, of the order 
of half the Argentine and Mexican debts. Some debt-equity swaps 
probably represent the return of flight capital. Provided the subsidy 
element is kept small, this may be a useful vehicle for the return of 
flight capital. Similarly any measures the regulatory authorities in the 
developed countries are willing to take to enable countries to trace this 
capital would help the debtor governments tax it, and perhaps help 
bring it home. 

The main advantage of flight capital over alternative sources of fund- 
ing that might be available at lower rates is that it prevents the sale of 
the national patrimony to foreigners (Meltzer 1983). Flight capital might 
also be a preferable source of financing of domestic business because 
the local owners of flight capital have more specialized knowledge of 
local markets. 

However it would be difficult to place flight capital as the centerpiece 
of any debt strategy. If it would come back for reasonable interest rates 
and small subsidization of debt-equity deals, it would not need any 
special attention. It is quite likely though that especially high rates of 
return would be needed, because the owners of flight capital would 
fear the imposition of ex post sanctions of some type.20 

Flight capital left some countries, such as Argentina, completely 
legally. It left others that had exchange controls illegally. The possibility 
exists of providing an amnesty for the return of flight capital to those 
countries it left illegally, though here as with other aspects of the debt 
crisis, the fear of setting precedents would affect policy decisions. 

Mutual Funds 

Mutual fund investment in developing countries, the “Country X 
Fund,” is a potential source of equity capital that would succeed in 
attracting some new capital, and help in the aim of changing the form 
of foreign investment in the debtor countries. The amounts involved 
here are, however, likely to be small initially. Such mutual funds would 
do more to encourage future capital flows to the developing countries 
than to deal with the existing debt problem. 
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Debt Subordination 

Another suggestion to encourage new capital inflows is that existing 
debt claims be subordinated so that new lenders go to the front of the 
repayment line. Subordination is presumably ruled out without the 
permission of the existing lenders. If it were likely that substantial new 
capital could be tapped through subordination, the existing lenders 
could see an increase in the probability of their being repaid, and might 
be willing to agree. However with no obvious sources of new capital 
available, they are unlikely to do so. 

Interest Capitalization 

The last item in table 9.4,  interest capitalization, could change re- 
source transfers to the debtors quite radically and rapidly. Capitali- 
zation simply limits the amount of interest that has to be paid in any 
one year, perhaps to a given nominal interest rate on the debt, or to a 
given percentage of GNP, a given percentage of export earnings, or by 
some formula related to commodity prices. Whatever the criterion for 
the amount to be transferred in the given year, the remainder is capi- 
talized and automatically added to the debt, to be paid off over a 
specified horizon. 

Interest capitalization has the attraction of dealing very directly with 
the problem that current transfers from the debtors are so large as to 
inhibit growth. The obvious fear from the viewpoint of the creditors is 
that the process is unstable, that the amounts capitalized will grow too 
fast for the country ever to be able to pay all the interest without further 
capitalization. Whether that is a realistic fear depends entirely on the 
growth prospects of the country and the exact formula used for capi- 
talization. But if every reasonable capitalization formula results in debt 
instability, then there is presumably no chance that current claims on 
the country can be collected in full. That is, interest capitalization is 
a simple substitute for rescheduling when the problem is liquidity, but 
not when it is solvency. 

Table 9.5 presents calculations of the hypothetical path of the in- 
debtedness of the fifteen heavily indebted countries under the assump- 
tion that interest capping began with the onset of the debt crisis in 1982 
and continued to 1987. According to the real interest rate formula, the 
hypothetical payment from debtors to creditors each year was 3 percent 
plus the rate of inflation of the U.S. GNP deflator. According to the 
share-of-exports formula, the debtors made interest payments of 25 
percent of their exports.*' In each case it is assumed that the interest 
rate at which interest is accumulated is the average actual interest rate 
paid on the debt in that year. I t  is further assumed that the only capital 
inflows to the fifteen heavily indebted countries resulted from interest 
capping. 
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Table 9.5 Results of Hypothetical Interest Capitalization 

Outstanding Debt ($billion) 

Formula 1982 1983 1984 1985 1986 1987 

Actual 383.1 394.2 410.9 417.2 434.2 464.9 
3% real interest 383.1 392.6 409.8 427.3 -443.9 451.5 

- 

25% of exports 383.1 400.7 414.4 429.6 443.8 457.4 

Source: Underlying data are from IMF, World Economic Outlook, April 1987, Statistical 
Appendix. 

The calculations in table 9.5 show that interest capping based on a 
3 percent real interest rate would have produced a very similar pattern 
of capital inflows to the actual pattern, but it would have been produced 
automatically without the constant negotiation that has marked the 
period since 1982. The main difference between the first two rows of 
the table occurs in 1985, when capital inflows would have been sub- 
stantially larger with a 3 percent interest rate cap, and in 1987 (for 
which the “actual” is in any event hypothetical) when the inflow would 
have been reduced. Interest capping under a formula that fixed actual 
payments at 25 percent of exports would have produced a larger inflow 
of capital in 1983 at the start of the crisis. 

The assumption in table 9.5 is that exports and the interest rate at 
which interest is accumulated would have been the same under interest 
capping as actually occurred. It might be pointed out that with a 25 
percent “tax” on earnings, exports would have been lower. That is 
possible, but note that actual interest is merely deferred by the capping, 
not forgiven. It is also possible that the dynamics of negotiation and 
thus the interest rate at which interest would have accrued would have 
been different under interest capping. However there is no presumption 
as to the direction of that effect. 

The calculations presented in table 9.5 may thus be taken as indic- 
ative of the pattern that would have been seen under interest capping. 
The most interesting result in the table is that capping at a 3 percent 
real interest rate would have had only a small effect on the pattern of 
debt accumulation, and is thus a less radical proposal than it sounds. 

Interest capitalization has received more support in Europe than in 
the United States. Capitalization maintains the banks’ claims on the 
debtors, producing the prospect of eventual repayment, and would thus 
be preferred by the lenders to interest forgiveness. However it may 
suffer from accounting difficulties in the United States, with the issue 
being whether the debt has to be treated as non-performing when cap- 
italization is triggered. Here U.S. regulators would have to change rules 
if capitalization were to become a practical option. 
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It has also been argued that capitalization is an unstable process 
because once introduced, it leads inevitably to the demand for more: 
If the first agreement is to capitalize 40 percent of interest, will the 
debtor not demand 60 percent next time, and so on. It is hard to see 
why the normal bargaining process is more unstable in this direction 
than in any other. Besides, agreements will almost certainly include 
an extra charge for the use of the capitalization feature. 

As with the other types of change in the form of claims on the debtor 
countries, interest capitalization may be useful for some countries, in 
this case those clearly in temporary difficulties. The alternative of a 
rescheduling suffers the need to engage in a more complicated nego- 
tiation, which may bog down over the desire of the smaller banks to 
escape. But the reschedulings achieve some of the goals of interest 
capitalization in reducing immediate outward resource transfers from 
the debtors by providing a grace period before principal repayment is 
to resume. 

Most of the proposals discussed in this section are for changes in 
the form of the debt that-except to some extent in the discussion of 
debt-equity swaps -do  not reduce the present value of debtor country 
obligations. Alternative proposals do typically include elements of debt 
relief. 

9.4 New Institutions 

The overhang of the existing debt is the main obstacle to a renewal 
of resource inflows to the heavily indebted developing countries. Very 
early in the debt crisis both Kenen (1983) and Rohatyn (1983) proposed 
the formation of an international institution to buy debt at a price below 
the face value and provide relief to the debtor countries. Similar pro- 
posals have been made later, most recently in the 1987 U.S. trade bill. 

Kenen’s 1983 proposal was for the governments of the creditor na- 
tions to set up an International Debt Discount Corporation (IDDC) to 
which they would contribute capital. The IDDC would issue long-term 
bonds at a discount to the banks in exchange for their developing 
country debts. In 1983 Kenen suggested 90 cents on the dollar. It would 
in turn collect from the debtor countries, using some of the 10 cents 
to provide debt relief. If the IDDC misjudged and was unable to collect, 
the creditor governments would bear the losses. 

The plan is elegantly simple in replacing developing country debt in 
banks’ balance sheets with the liabilities of the IDDC, in effect requiring 
the banks to lend to the IDDC. Kenen proposed that the banks not be 
allowed to choose which debt they would sell, and that the debtor 
countries would have to agree that the IDDC was the successor debt 
holder. The IDDC could lengthen the maturity of the debt. He proposed 
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only a modest discount, about 10 percent, on the debt; given the per- 
sistence of high interest rates and low commodity prices since 1983, 
and the large discounts in the secondary market, he would presumably 
currently suggest a larger discount. 

Rohatyn suggested the setting up of an institution that would obtain 
resources by borrowing in the market, and from the creditor govern- 
ments. It would then buy debt from the banks, at a discount, and pass 
the discount on to the debtor nations. He envisaged sufficient discounts 
to bring debt service burdens down to 25-30 percent of exports; they 
are currently 50 percent for the heavily indebted countries. 

Weinert (1986-87) proposes that the World Bank and/or developed- 
country governments buy the debt from the banks in exchange for low- 
interest loans. Suppose that the debt relief is organized through an 
IDDC. The IDDC passes the same low interest rate on to the debtors. 
The interest rate is calculated so that the market value of IDDC bonds 
exchanged for a given country’s debt is equal to the secondary market 
value of that country’s debts. But because the face value is the same 
as that on the debts bought from the banks, the banks can in effect 
amortize their capital loss through lower profits over the life of the 
bonds. 

Weinert assumes the operation can be carried out without govern- 
ment funds. Some source of capital, presumably governmental, would 
be needed in any case. Whether the governments retrieve their capital 
depends on whether the debtors succeed in paying off their reduced 
obligations. Possibly the creditor governments or the World Bank might 
decide that aid could be injected to reduce the burden of the debt on 
the debtors even beyond that implied by the purchase of the debt at 
secondary market prices. 

There are several questions about IDDC type schemes. First, why 
would the banks agree, and would they all have to agree? At the right 
price, the banks collectively might agree to a scheme of this sort on 
the grounds that it transforms uncertain debt into more certain or 
perhaps even government-guaranteed debt. 

The key operational issues in the setting up of an IDDC are the prices 
at which the IDDC buys debt from the banks, and the amount of relief 
it provides to the debtors. Unless the debt were auctioned off, it would 
be difficult to come up with the right price. Once the IDDC became a 
serious possibility, the secondary market price would reflect expecta- 
tions about IDDC operations, and would not necessarily serve as an 
accurate indicator of value. But even though there appears at present 
to be little prospect of such an institution, the secondary market is thin 
and prices in it cannot be used as good indicators of the market value 
that would exist if the regulatory environment made it possible for the 
large banks to use that market freely. 
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How much debt would be offered by the banks? If the IDDC offered 
a high enough interest rate it would get all the banks to participate. At 
a sufficiently low interest rate no banks would take part. The IDDC 
could not force the banks to accept the offer unless perhaps it reached 
an agreement with the banking syndicate for each country. Unless there 
is some contribution of public money, the plan gets stuck if the banks 
will not buy debt at an interest rate that looks reasonable for the given 
country, or some other means is found of ensuring bank participation. 

Any IDDC-type scheme creates a free-rider problem. If the IDDC 
buys up much of the developing country debt and makes some form 
of debt relief possible, then the credit standing of the debtors improves. 
Those creditors who stayed out of the IDDC agreement have a capital 
gain. For that reason an IDDC would have to find some means of 
ensuring almost complete participation by the creditors. 

If it did not use secondary market prices, how would the IDDC 
proceed? It would have to calculate for each country the interest rate 
it regarded as right for that country, and then offer to exchange debt 
at that interest rate with the banks. There is no ready objective basis 
for calculating how much each country can afford to pay, or should 
pay. This will be an issue in all debt relief schemes, and will have to 
be settled on the basis of some combination of the country’s per capita 
income level and the losses it has suffered in the debt crisis.22 

Recently the Japanese commercial banks have, with government 
blessing, set up an intermediary to buy their holdings of developing 
country debt. The Japanese banks derive tax benefits from the sale of 
their assets at a discount. The U.S. tax laws appear not to afford the 
same advantages to U.S.  banks taking discounts. The Japanese inter- 
mediary does not of course plan to forgive any of the developing coun- 
try debt. But it does provide a precedent for half of the transaction an 
IDDC would undertake. 

The IDDC notion is at the least interesting; if it could be carried off 
with relatively small injections of public money it would also be im- 
portant. The key questions about each such plan are how large a write- 
down the banks should take, whether they would be willing, or could 
be made willing, to do so, and how much relief would be provided to 
the debtors. If there is to be an overall solution to the debt problem it 
will almost certainly involve an IDDC-type institution. But since the 
procedures it sets up for pricing debt will determine the burdens borne 
by both banks and debtors, and the possible extent of creditor nation 
government support, its operating rules and management are bound to 
be the subject of protracted negotiations. It might be possible in such 
a negotiation to separate technical discussions on the terms and meth- 
ods of buying debt from aid discussions that determine the concessions 
that are given to each country. 
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One way to move ahead systematically on the debt issue is for the 
creditor and debtor countries to agree to exploratory talks on the setting 
up of such an institution. 

9.5 Debt Relief 

Debt relief could be given in the context of an IDDC. The case for 
relief is that debtor countries will be unable to grow unless they can 
increase imports, that no solution currently in sight permits them to 
do that without reducing income levels to politically unacceptable lev- 
els, and that ultimately they will in any case not pay most of their 
debts. If debt relief were not necessary, the creditor banks and debtors 
would already have got together on a plan, such as interest capitali- 
zation, that permits the resumption of growth while promising that the 
debt will eventually be paid off. 

The case against debt relief is that of precendent, and the view that 
contracts that were voluntarily entered into should not be abrogated. 
The question of the precedent that would be set by giving debt relief 
is not simple. As Lindert and Morton (chap. 2 in this volume) point 
out, defaults have occurred quite regularly in the past, but that prec- 
edent has not made any of the major debtors default this time. Further, 
debt contracts involve both creditors and debtors, and the use of po- 
litical authority to enforce the debts sets a precedent for creditors, 
whose incentives to exercise appropriate caution in lending are reduced. 

Relief can come through direct negotiations between the creditor 
banks and each debtor country, or with the intervention of the inter- 
national institutions and/or creditor governments. Or it may be imposed 
unilaterally by some of the debtor governments, either in the form of 
a moratorium that does not repudiate the debt, or in the form of uni- 
lateral action that leaves them to deal with the legal consequences of 
their actions. Or it could come in some combination of the above. 

Negotiations between debtors and their creditor banks would not be 
direct unless the creditor governments and international institutions 
kept out. A negotiation in which a creditor government warns the 
debtor that any failure to pay 100 percent of the debt will affect political 
and aid relations is multilateral, not direct. In any direct negotiation 
the debtor nonetheless would have to weigh the legal and other con- 
sequences of not paying in full (Kaletsky 1985). If it can meaningfully 
threaten that, it should be able to reach an agreement that provides 
some relief. 

Presumably the largest debtors, such as Brazil and Mexico, would 
have the negotiating power to reach an actual agreement on relief. The 
smaller debtors are in a weaker position with regard to reaching an 
agreement, although the case of Peru suggests the smaller countries 
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may find it easier to set unilateral terms on which there is no formal 
agreement with the creditors. The most likely scenario in which smaller 
countries obtain agreed-upon relief in direct negotiations is that they 
reach agreements patterned on those of the larger debtors. Indeed, one 
of the fears of the creditor banks is that any concessions extended to 
one country will automatically have to be extended to others. 

It might be possible for the major debtors to settle their own debt 
problems in direct negotiations. As in any real world bargaining situ- 
ation, the outcome would be determined by the threats that each side 
could realistically make (Bulow and Rogoff 1986). Since neither debtors 
nor creditors can be sure of the consequences of default, the results 
of such bargaining are difficult to foresee. So long as the credit or 
countries permitted these negotiations to proceed without interference, 
and at critical stages were willing to help-for instance, by changing 
banking regulations-agreement is quite possible. The agreement would 
likely be conditional on the country’s economic policies, and could 
involve the international institutions in monitoring roles: 

However the free-rider problem among creditor banks is not trivial. 
If an overall agreement is reached in which creditor banks make conces- 
sions that help restore the debtor’s growth, individual banks have the 
incentive to stay out to try to collect 100 percent of their debt. In the 
United States at least it appears to be extremely difficult to prevent 
this type of action, even by law, since the rights of the banks may be 
constitutionally protected. 

Proposals to require relief, for instance by interest rate capping, or 
by debt forgiveness imposed by law, would likely also run into legal 
obstacles in the United States if not elsewhere. It might be possible to 
make relief more attractive to the creditors by providing further aid 
for the debtors, most likely in an IDDC context. 

9.6 Scenarios 

Three basic scenarios can be seen. The first is an evolution of the 
muddling-through strategy that has been followed to date. The basic 
element in the strategy is the negotiation of agreements from time to 
time between each country and its private creditors, with interest rates 
being set on a floating rate basis at some markup over LIBOR. The 
evolution would take place as new assets (such as oil-price indexed 
bonds, and exit bonds) were introduced, as banks swapped claims with 
each other and with the debtors (debt-equity swaps for example), and 
as the margins and fees on the existing debt change through negotiation. 
This is very much the mixture as before. 

Its benefits were noted in the introduction: There has not been a 
world financial crisis, the banks have had time to improve their balance 
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sheets, real interest rates have fallen, and possibly the world economic 
situation will become more favorable for the debtors. The difficulties 
with this strategy were also noted in the introduction: Growth has been 
slow or negative in the debtor countries and the crisis shows no signs 
of disappearing. If anything, debt negotiations appear to have become 
more rather than less difficult since 1982. 

The second scenario would see a series of direct agreements between 
each debtor and its creditors, involving relief and substantial length- 
ening of the debt. The negotiations for such agreements would be 
protracted and possibly crisis-laden, and would likely involve the in- 
ternational institutions in monitoring roles. The benefit of such a so- 
lution is that it is a longer-term solution, which enables debtors to 
concentrate on domestic economic management, and gives creditors 
an opportunity to put their balance sheets in order. The chances of 
reaching such agreements may well have been enhanced by the creation 
of loss reserves by the creditor banks. 

The third possibility is the setting up of a large international orga- 
nization, the IDDC, to attempt to dispose of the debt problem. This 
too has the benefits of settling the crisis and enabling economic man- 
agement teams to concentrate on policies for growth. It would also 
provide a longer-term solution for the banks. Such a scheme would 
likely require a net contribution of resources from creditor governments 
or the international institutions, and the political difficulties of reaching 
agreed upon formulas for debt relief would be formidable. 

Of course, the scenarios are not mutually exclusive. The second and 
third possibilities could be combined, with the debt crisis eventally 
being resolved through a mixture of direct agreements between cred- 
itors and debtors, with extra relief being provided for the most impov- 
erished countries though an IDDC or the existing international 
institutions. Elements of the first scenario would be seen in the evo- 
lution of international lending in the direction of more equity-like claims. 
In all cases the solutions would involve agreed-upon policy reforms in 
the debtor countries to attempt to ensure that the debt problem does 
not soon recur. 

Notes 

1. There are of course large differences among countries; for instance Ar- 
gentina’s per capita GDP fell almost 20 percent from 1981 to 1986, and was 
then still 10 percent below its 1975 level, while Brazil’s 1986 per capita GDP 
was above its 1981 level and 20 percent above the 1975 level. 

2 .  Total GDP for the fifteen heavy debtors is in the range $750- 1,000 billion. 
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3. The debt to  G N P  ratio also increased over the period 1982-86. 
4.  However, the banks quickly moved to limit the system-wide effects of 

any unilateral Brazilian decisions by reaching agreements with other major 
debtors. 

5. Dornbusch (1987), Feldstein et al. (1987), and Krugman (1986) present 
useful surveys of alternative solutions; the classification of debt initiatives used 
here is taken from Krugman. 

6. It has been argued, for instance by Lindert and Morton (chap. 2 in the 
present volume), that the debt crisis would have been resolved far more rapidly 
without the government intervention. 

7. A simple criterion by which to judge alternative strategies from the view- 
point of the debtors is the present discounted value of their consumption. 

8. See Feldstein (1986) for a detailed scenario. 
9. Of course it becomes harder for the debtors to  meet their obligation if the 

creditor governments close markets to foreigners. 
10. Obviously this would apply only to banks holding the last 3-5 percent 

of the country’s debt as  of a given exit date. 
1 1 .  This was the position taken by a panel of the American Institute of CPAs 

in 1985 (see “The Outlook” column, Wall Street Journal, 26 October 1986). 
12. Lessard and Williamson (1985) provide a very useful review of alternative 

proposals for changing the form of finance of the debtor countries. See also 
World Bank (1985) and ZMF, (1986). 

13. In the event, though, creditors have to some extent shared in the losses 
that higher interest rates imposed on borrowers. 

14. In this paragraph I mainly discuss insurance of existing debt obligations. 
IS.  National export credit agencies perform some of the same functions. The 

World Bank has provided some investment guarantees in the co-financing of 
projects with commercial lenders. 

16. Lessard and Williamson (1985) analyze this and related proposals which 
they call “quasi-equity’’ investments. 

17. Both Mexico and Petro-Lewis suffered subsequent reversals, and the 
Mexican oil bonds are not regarded as a success. Petro-Lewis’s problems 
appear unrelated to the issue of indexed bonds. 

18. In conversation Pentti Kouri has argued that the fact that Finnish repara- 
tions to the Soviet Union after World War I1 were specified in physical terms 
made the transfer of resources less burdensome than it would otherwise have 
been. 

19. New equity issues usually account for only a small share of funds raised 
in U.S. capital markets; for instance in 1983, when equity issues were unusually 
large, they totalled $53 billion when total funds raised by private domestic 
nonfinancial business exceeded $400 billion. 

20. The government of Turkey obtains funds from expatriate workers by 
borrowing in Germany at 3 percent above the Eurodollar rate (see Rodrik 1987 
for details). Presumably debtor countries could set up similar schemes in foreign 
countries for capital held there. It might however be difficult for the government 
to justify paying higher interest to citizens who had invested abroad than to 
those who had kept their funds at home. 

21. The 3 percent real interest rate and the 25 percent share of interest 
earnings were chosen to  ensure that the hypothetical debt in 1987 was similar 
to the actual debt in 1987. 

22. Sachs (1986) suggests per capita income declines since the start of the 
debt crisis as the basis for relief. This could give large amounts of relief to the 
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relatively rich borrowers. Since the provision of debt relief through public 
funds is in part a result of a sense of fairness, it is likely that relief would be 
based on the level of per capita income as  well as  (perhaps) debt-related 
indicators. 
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foreign policy support by, 27-28; 
resource transfers to, 334, 359-60; 
taxpayer losses in, 363. See also 
Industrial nations 

76, 364-66 
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Creditworthiness. See  Debtor countries, 

Cuba, debt rescheduling of, 213 
Currency, debt service in, 13, 374-75 
Current account, 359; adjustment 

programs and, 177-78, 200; 
components of, 332-34; in equilibrium, 
166, 167t; factors influencing, 335; 
financing gap and, 334; interest rates 
and, 352-53; outlook for, 349-50; 
stabilization programs and, 161; tariff 
reforms and, 191-92. See  also Balance 
of payments 

commodity swaps for, 372; 
conversions of, 23, 275, 277, 321-24; 
cycle of, 109; default relationship, 
145-46; discounted, 30, 327; equity 
swaps for, 30-31, 321-22, 361, 370, 
373-74; to export ratios, 6-7, 69, 344- 
45, 347, 360; forgiveness of, 274-79, 
321, 324-28; GDP ratios to, 347; GNP 
ratios to, 300-302, 312; insurance 
markets for, 370-71; intermediary 
purchases of, 378-80; management of, 
28-34; maturity of, 373; 1945-55, 142- 
44; real rates of return on, 57, 60; 
repudiation of, 218-20; repurchases of, 
30-31; secondary market for, 361, 370; 
stages theory of, 107; subordination of, 
376; three-party renegotiation of, 72- 
76; two-party, 70-72; write-downs of, 
29-30, 73, 75, 368. See  also Loans; 
specijk country 

bargaining structure and, 210-17; 
bilateral monopolies and, 304-6; 
capital flows and, 318-19; case-by- 
case approach to, 29, 365; commodity 
prices and, 20, 337, 354-55; 
conditionality and, 29, 255-93; debt 
relief and, 3; debt structure and, 369; 
defined, 66-67; domestic policies and, 
342; exchange rates and, 22, 164; 
external shocks and, 62; factors in, 
334; global economy and, 331-55; 
inflation and, 164; interest rates and, 
34, 335; international economic 
recovery and, 34; liberalization and, 
33-34; liquidity vs. solvency and, 303- 
4; management of, 23-28; 1979-81 
loans and, 8, 9-10; 1980-82 shocks 

creditworthiness of 

Debt: buy backs of, 324, 327-28; 

Debt crisis: adjustment to, 17-23; 

and, 11 ; official agencies and, 306-7; 
origins of, 5-17, 162-65; outlook for, 
349-55; parties to, 362-64; political 
considerations and, 62, 209-49, 366; 
price levels and, 21; private debt and, 
14; protectionism and, 338, 365; reform 
programs and, 33, 366-69; resolution 
of, 161, 359-85; standard of living and, 
362; taxpayers and, 363; third-party 
intervention in, 66, 72-76; U . S .  
deficits and, 350-54 

Debtor countries: cartels of, 217-18; 
creditworthiness of, 300-302, 335, 345, 
347-48; economic policies in, 310-13; 
export values and, 167; external 
variables and, 18; GDP per capita of, 
359; investment opportunities in, 362; 
irresponsibility of, 326; macroeconomy 
and, 279, 281-84, 335; political 
resources of, 210-17; real interest 
rates and, 335; recovery forecasts, 17- 
18; repayment record of, 40; resource 
transfers from, 334, 359-60; retaliation 
fears of, 316; revenue base of, 20; size 
of, 211-13, 219-20, 263; strategic 
importance of, 213-16; trade balance 
of, 166, 167t; U.S. relationship to, 267, 
350; wage earner losses in, 363. See  
also s p e c i j c  country 

Debt service: bonds and, 51-52, 54-56; 
buildup of arrears in, 266, 269; 
capitalization of, 376-78; consumption 
and, 176; currency of, 174-75; debt 
relief and, 258, 274-79; default and, 
218-20; economic growth and, 20; 
expectations of, 57; export growth 
and, 18; exports index for, 371-72, 
376-77; history of, 41-44; interest vs. 
principal payments, 332; loans for, 8, 
219, 262, 278, 332-33; present value 
of, 45; renegotiation of, 23; trade 
liberalization and, 186; trade surpluses 
for, 176, 359; unenforceability of, 39; 
using noninterest surplus, 335. See  
also Default 

Default, 1, 218-20; advantage of, 265; 
capital access and, 24; collective, 65; 
costs of, 51, 305-6, 325; depression 
and, 137-38, 140; direct investment 
levels and, 141; economic growth and, 
108; history of, 41-44, 60-63, 92-98; 
interest rates and, 71; market access 
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Default (continued) 
and, 137-48; in 1920s, 123; in 1930s, 
145-46; on official vs. private loans, 
258, 266; penalties for, 27-28, 63, 137, 
149; political economy and, 28; of 
private firms, 363; relending vs., 67- 
69, 70; trade policy and, 65. See also 
Debt service; spec@ country 

Deficits: balance-of-payments problems 
and, 270; bank commissions and, 132; 
borrowing to finance, 18-19; capital 
flight and, 13; government exploitation 
and, 31; IMF and, 257; management 
packages, 177; net resource transfers 
as, 333-34; political considerations 
and, 31; stabilization programs and, 
185-88; terms of trade and, 22 

Deflation, history and, 39-41 
Democracies, 361; consumption in, 366; 

labor conflict and, 226; plebiscitary vs. 
consultative, 233-35; unstable, 243-44 

Depressions, effect of, 137-38, 140 
Devaluations: adjustment programs and, 

169, 183, 192-98; agricultural sector 
and, 231; exports and, 20; income 
distribution and, 195-98; inflation and, 
193; interest payments and, 170; 
macroeconomic policies and, 192-93; 
price levels and, 174; tariffs and, 179, 
187; trade liberalization and, 180; 
unemployment and, 34. See also 
Exchange rates; specific country 

245; commercial policies of, 338; 
creditworthiness of, 159-60; 
devaluations in, 164; economic 
monitoring in, 246; fiscal expansion 
financing in, 183; middle-income, 1; 
public expenditures of, 169-70; 
repayment histories, 60-63. See also 
Debtor countries; specific country 

Dictatorships. See Authoritarian 
governments 

Direct foreign investment, 317, 332; debt 
relief vs., 319; loans as, 110; post- 
World War I ,  141; prospects for, 319- 
21 

Dollar: bank valuations and, 361; 
commodity prices and, 354; confidence 
in, 351; interest rates and, 352; 
overvaluation of, 344; weakened, 34 

Developing countries: bureaucracies in, 

Domestic investment: components of, 
334; current consumption vs., 259-61, 
275; economic development and, 17; in 
infrastructure, 21; savings and, 18 

Dominican Republic, 63 

East Asian nations: agricultural sector 
and, 228-31; currency black markets 
in, 15; export-led growth in, 182; 
import substitution by, 224; inflation 
reductions in, 284; outward-oriented 
strategies in, 180. See also specific 
country 

Eastern European nations, 43, 127 
Economic development: adjustment 

programs and, 169, 178-99; debt 
overhang and, 275; debt service and, 
20, 376; domestic investment and, 17; 
external variables in, 18; floating rates 
financing of, 362; foreign exchange 
and, 319; government size and, 16; 
IMF successes with, 270; noninterest 
deficits and, 334; outward-oriented, 
179-82; regulation and, 5; standard of 
living and, 364-65; U.S. fiscal policies 
and, 352-53; World Bank and, 73 

Economic policies: debt relief and, 29; 
debt service and, 10-12; import 
substitution and, 222-24; interest 
groups and, 220, 248; market-oriented, 
5, 311-12; politics and, 209-49. See 
also Fiscal policies 

government expenditures in, 170; oil 
exports of, 216 

Egypt: default of, 51-52; IMF and, 268- 
69; strategic importance of, 21 1 

Employment, 33, 161, 178, 188-92, 245 
Eurodollar market, 6 
Europe: bond prices and, 135-37; 

exports of, 351; savings-investment 
balance, 114. See also Central 
European nations; Eastern European 
nations: specific country 

Exchange rates: debt crisis and, 22, 164; 
exports vs. import-competing goods 
and, 15; fiscal policies and, 199; 
inflation and, 15, 183, 185; multiple, 
270; nontradables production and, 21; 
overvalued, 16. See also Devaluations; 
specific country 

Ecuador: debt rescheduling of, 213; 
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Export(s): debt ratio to, 344-45; debt 
service and, 5; devaluations and, 20; 
foreign exchange rationing and, 15; 
growth in, 20-21; interest rates and, 
6-7; markets for, 312; monetary 
policies and, 7; outlook for, 349-50; 
payments indexed to, 371-72, 376-77; 
post-World War I ,  117; promotion of, 
179-82. See also Commodities; Tariffs; 
Trade; specific country 

Export credit agencies, access to, 28 
Export-import bank, 65 
External shocks, 6-7, 1 I ;  debt crisis 

and, 5; demand and, 21; effects of, 
338-42; import substitution and, 232; 
interest rates and, 34, 163; oil prices, 
6, 162, 271, 339, 347; price levels and, 
21 -23; supply, 371 ; vulnerability to, 62 

Fiscal policies, 11 ; exchange rates and, 
199; political conflicts and, 12-13; 
stabilization programs and, 170-71. 
See also Deficits; Monetary policies 

Foreign aid, 27, 214, 333, 363 
Foreign direct investment. See Direct 

Foreign exchange, 15, 183, 318-19, 322- 

France: bilateral assistance recipients, 

foreign investment 

23 

215; capital flows from, 141; Mexican 
loans from, 55,  10111.6 

Free trade. See Trade. liberalization of 

Germany: bond prices and, 135, 136t, 
137; Dawes Plan loan to, 118, 124-25; 
loans by, 210; reparations by, 114-15, 
119, 135 

Glass-Steagall Act (1933), 123 
Global economy, 163, 331-55; debt 

forgiveness and, 324-25; economic 
recovery and, 34; structural policies 
and, 4. See also External shocks 

Global shocks. See External shocks 
Gold standard, 117- 18 
Government expenditures. See spec$c 

Great Britain: bilateral assistance by, 
country 

215; capital flows from, 141; Egyptian 
occupation by, 54 

Greece, 127 

Group of Five, rescue packages of, 215. 

Guyana, debt rescheduling of, 213 
See also specific country 

Harris-Todaro model, 189 

IMF. See International Monetary Fund 
Imports: adjustment programs and, 169; 

competing goods and, 15; interest rates 
and, 352-53; substitutions for, 179, 
222-24. See also Tariffs 

Income: adjustment programs and, 178; 
devaluations and, 195-98; economic 
development and, 364-65; stabilization 
programs for, 161 

Indonesia, 6; economic policies of, 11 ; 
exchange rates and, 165; oil exports 
of, 216; political stability in, 32; 
stabilization programs, 283; trade 
policies of, 16-17 

in, 355; growth of, 163; monetary 
policies and, 7; production index, 337- 
38. See also Creditor nations; specific 
country 

Inflation: adjustment programs and, 177- 
78, 3 1 1  ; commodity prices and, 355; 
currency weakness and, 13; debt 
conversions and, 323; debt crisis and, 
164; debt-equity swaps and, 30; 
devaluations and, 193; exchange rates 
and, 15, 183, 185; monetary policy 
and, 344; taxes and, 19; trade 
liberalization and, 281-85. See also 
Price levels; specific country 

Infrastructure development, 21, 107, 115 
Insurance markets, for debt, 370-71 
Interest groups, 220, 229-30 
Interest payments. See Debt service 
Interest rates: adjustment programs and, 

169, 171-72; adverse feedback on, 22; 
assessment of, 335-36; bonds vs. bank 
loans, 56-57; capital flight and, 311; 
capping of, 377; commodity prices 
and, 351, 354-55; creditworthiness 
and, 351-52; current account balance 
and, 352-53; debt crisis and, 5, 34, 
163, 334-35; default and, 71; 
disinflation and, 345; dollar and, 339- 
40, 352; domestic risk-free, 126; 
exports and, 6-7, 69; external shocks 

Industrial nations: agricultural subsidies 
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Interest rates (continued) 
and, 163; future expectations of, 343- 
44, 349-50; government revenues and, 
19; import availability and, 352-53; 
internal vs. external debt and, 323; 
local vs. foreign investment and, 319- 
20; 1982-87, 360; real, defined, 344; on 
rescheduled loans, 75; risk premia on, 

monetary policies and, 346; variable, 
43, 63, 118, 126-27, 132-37, 361; U.S. 

339-40 
International Bank for Reconstruction 

and Development (IBRD), 65 
International Debt Discount Corporation 

(IDDC), 30, 378-80 
International Monetary Fund (IMF), 65, 

176; access to, 27; auditing by, 22; 
austerity programs of, 74-75; 
bargaining process and, 33, 72, 264, 
306-7; conditionality loans, 25, 2 5 5 ,  
257-74: demand management 
packages, 177; development loans, 73; 
Extended Fund Facility (EFF) ,  271; 
financial workout packages, 9; goals 
of, 31, 362; as lender of last resort, 
256-57; lengthy reliance on, 272, 273t; 
limitations of, 268-69; program 
successes, 269-74; resource 
reallocation package, 177; strategic 
concerns and, 215; trade liberalization 
and, 179; world economic outlook, 
349-50 

Investment. See Direct foreign 

Investment trusts, 122 
Israel, 215 
Ivory Coast. See CBte d’Ivoire 

investment; Domestic investment 

Jamaica, debt rescheduling of, 10 
Japan: bilateral assistance recipients, 

215; debt discounts, 380; default by, 
52, 54; exports of, 351; loans by, 210; 
risk premia and, 100 

Johnson Act (1934). 63 

Korea. See South Korea 

Labor, 224-27, 233. See also 
Employment; Wages 

Latin America: agricultural sector in, 
228-29, 231; bank exposure to, 10; 
conglomerates and, 22; defaults in, 43, 

135; electoral cycles of, 242; GDP per 
capita, 161; IMF failures in, 272; 
import substitution in, 180. 231; 
income inequalities, 12; inflation in, 1, 
4, 19, 20t; investment rates, 334; 
liberalization failures, 281; 1920s loans 
to, 117; populist movements in. 225- 
26; private portfolio lending to, 147, 
148t; real interest rates and, 164; 
resource exploitation in, 115; trade 
surpluses of, 176; U.S. trade balance 
with, 353. See also specific country 

League of Nations, 1920s loans of, 118- 
20 

Leftist governments, 221, 225 
Liberalization programs, stabilization 

Liberty Loan Act (1917), 120-21 
Loans: bonds and, 44, 48-49, 50t, 149; 

catalysts for, 108; concerted, 25-26; 
conditional, 255-93; for consumption. 
14, 259-61 ; data for, 79-91 ; for debt 
service, 25-26, 66-70, 219, 299-317; 
defensive, 300-307, 3 13; direct foreign 
investment as, 110; discount and. 57; 
economic development and, 14; 
Eurodollar market and, 6; floating 
rates, 362; global returns on, 52-53t, 
56-60; from governments, 73; history 
of, 41 -43; indexed, 371 -72; 
inflationary, 171; internal rates of 
return on, 44-45, 87-90; involuntary, 
9, 262, 335, 343; irresponsible 
borrowers and, 326; net cash flows 
from, 90-91; 1920-55, 107-49; 1980- 
81, 8-10; official vs. private, 258, 262- 
63, 266; political stability and, 117; risk 
premia vs. size of, 128; structural 
adjustment loans (SALs), 270, 272-74; 
write-downs of, 274. See also Debt. 

and, 281-85 

Macroeconomy. See Global economy 
Marshall Plan, 138 
Mexican Revolution, 43 
Mexico: bank exposure to, 10; bargaining 

leverage of, 21 1 ; business-government 
relations, 223; capital flight from 340- 
41; commodities and, 230; debt 
rescheduling of, 71-72, 212-13, 216, 
218, 313; debt service by, 54-55; 
default of, 72, 159; deficits of, 340; 
devaluations in, 194; economic policies 
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of, 12; electoral cycles of, 242; 
exchange rates and, 164, 174t, 340; 
exports of, 230, 340; external shocks 
and, 340-41; French loans to, 55, 
101n.6; government expenditures, 170; 
inflation in, 19, 20t; oil revenues of, 
216-17, 340-41, 345; private sector 
debt, 365; reform programs and, 32; 
technocratic influence in, 247; trade 
restrictions and, 176 

Monetary policies: in highly indebted 
countries, 170-71; inflation and, 344; 
terms of trade and, 7. See also Fiscal 
policies 

Morocco, 170, 213 
Multilateral agencies. See IMF; World 

Mutual funds, foreign investment 
Bank 

through, 375 

Newly industrializing countries (NICs), 
wages and, 227. See also specific 
country 

Nicaragua, 63 
Nigeria: debt rescheduling of, 213; 

exchange rates and, 165; gross 
investment ratio, 169; oil exports, 216 

Nominal interest rates. See Interest rates 
Norway, 1920s loans to, 117 

Oil shocks, 6, 162, 271, 339, 347 
Ottoman Empire, 43 

Panama, debt rescheduling of, 213 
Paris Club, 268; access to, 27; African 

relief and, 216; debt rescheduling and, 
25, 72-73, 213; IMF agreements and, 
213 

devaluations in, 194; exchange rates 
and, 174t; inflation in, 19, 20t; interest 
payments of, 371-72 

Peru: debt rescheduling of, 10; 

Petrodollars, recycling of, 363 
Philippines: agricultural sector and, 232; 

debt-equity swaps, 374; debt 
rescheduling of, 213, 313; devaluations 
in, 173; economic policies of, 12; 
exchange rates and, 165; gross 
investment ratio, 169; political conflicts 
in, 12; stabilization programs and, 
237-38; strategic importance of, 21 1 

Poland, debt rescheduling of, 213 
Politic(s), structural adjustments and, 31, 

Political business cycle, 239 
Political stability: capital flows and, 107; 

of democracies, 243-44; elite-rural 
alliances and, 32; loans and, 117; 
subsidies and, 214 

209-49 

Ponzi scheme, 69 
Price levels: devaluations and, 174; 

external shocks and, 21-23; foreign 
exchange rationing and, 15; political 
instability and, 214; shadow vs. 
market, 14. See also Inflation 

Productivity, 114, 191 
Protectionism, 65; debt crisis and, 338, 

365; debt service and, 5; export 
promotion and, 17; investment 
allocations and, 14 

Public policies, interest-based, 220-32 

Real interest rates. See Interest rates 
Recessions, 7, 19, 170 
Reform programs. See Structural 

adjustment programs; Stabilization 
programs; specific country 

Repatriation, 322-23, 333 
Repayments. See Debt service; Interest 

Resource transfers: capital formation 
payments 

and, 333-34; to creditor nations, 334, 
359-60; negative, 26 

Russia, default of, 48, 55-56, 72 
Russian Revolution, 43 

Savings: domestic investment and, 18; 
tariff reforms and, 191; wartime surge 
in, 113 

Scandinavian nations: bond prices and, 
135, 136t; risk premia and, 127. See 
also specific country 

Securitization, of debt, 370 
Shadow prices, 14 
South Korea, 6, 11 ; adjustment policies 

of, 236; agricultural sector and, 231; 
business-government relations, 246- 
47; debt position, 348-49; exchange 
rates and, 165, 349; external shocks 
and, 11, 341-42; labor movements in, 
227; political stability in, 32; public 
sector confidence, 222; stabilization 
programs and, 283; tariffs of, 181; 
trade policies and, 14-17 
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Stabilization programs: conditionality 
and, 258-69; deficits and, 185-88; 
design of, 31; domestic politics of, 
220-48; failure of, 31-34; interest 
rates and, 161; liberalization and, 281- 
85; political requirements for, 4. See 
also Structural adjustment programs 

Standard of living, 362, 364-65. See also 
Welfare 

State-owned enterprises, political 
functions of, 247 

Structural adjustment programs, 159- 

Structural policies, macroeconomic 

Subsidies: commodity prices and, 355; 

202, 209-49, 31 I 

policies and, 4 

debt-equity swaps as, 30, 373-74; debt 
renegotiation and, 74; political 
instability and, 214 

Sudan, 28 
Supply shocks, 371 
Sweden, 1920s loans to, 117 
Switzerland, 1920s loans to, 117 

Taiwan, 224, 231 
Tariffs, 179, 185-92 See also Exports; 

Trade 
Taxes: adjustment programs as, 33; 

capital flight and, 368-69; debt 
renegotiation and, 74; debtor policies 
and, 12; inflation and, 19; reform of, 
186-87; value-added, 186 

Technology, 245-46, 354 
Trade, 11;  adjustment programs and, 

174-76, 178-79; credit lines and, 26, 
218, 263; debt crisis and, 40, 351, 352t: 
default and, 65; government 
intervention in, 182-88; liberalization 
of, 178-99, 281 -85; manufacturing 
and, 350-5 I ; outward-oriented 
policies, 14-15; quotas for, 15; 
restrictions on, 173, 175-76; risk 
premia and, 127, 129; stabilization 
programs and, 161; structure of, 338- 
39: surpluses in, 7, 166, 167t; terms of. 
7, 22 

Transfer payments, financing of, 13 
Turkey: adjustment policies of, 237; 

bailout of, 23; debt restructuring, 10, 
23, 215-16; default of, 43, 54; 
devaluations in, 173; economic policies 
of, 11; public sector growth in, 163; 

stabilization programs for, 244; 
strategic importance of, 21 1 ,  215- 16; 
trade policies of, 14-17 

United Kingdom. See Great Britain. 
United States: asset returns in, 115-16; 

bargaining process and, 306-7; 
bilateral assistance recipients, 215; 
bilateral relations, 267; debt 
rescheduling role of, 72-73; deficit of, 
350-54; Israel and, 215; loans of, 109- 
25; Mexico and, 25, 216; 1920s capital 
markets, 109; political pressure from, 
316; security interests of, 214; trade 
policy of, 65, 353; Treasury bonds, 
120; war debts and, 124 

government expenditures of, 170; 
stabilization programs and, 283 

Uruguay: devaluations in, 164; 

Value-added tax (VAT), 186 
Venezuela, 63; bank exposure, 10; debt 

rescheduling of, 212; exchange rates 
and, 174t; government expenditure, 
170; gross investment ratio, 169; 
inflation in, 20; oil exports and, 216; 
private sector debt, 365 

and, 239 
Voting behavior, economic conditions 

Wages: austerity programs and, 171, 
172t; in newly industrializing countries, 
227; tariffs and, 188-90 

Welfare: adjustment programs and, 258; 
consumption borrowing and, 14; debt 
relief and, 276, 278; default and, 149; 
democracies and, 243; increased debt 
and, 67. See also Standard of living 

compliance with, 33; debt rescheduling 
and, 72-73; development loans, 73; 
goals of, 31, 362; as lender of last 
resort, 256-57; structural adjustment 
loans (SALs), 270, 272-74 

World Bank, 69; access to, 27; 

World economy. See Global economy 
World War I ,  productivity impact of, 114 
Write-downs, of debt, 29-30, 73, 75, 368 

Yugoslavia, debt rescheduling of, 213 

Zaire: concessional aid to, 214; 
expatriate teams in, 238; payment 
capabilities of, 28 
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