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Foreword by the Commonwealth
Secretary-General

The decision of Commonwealth Heads of Government at their New
Delhi Meeting in November 1983 to establish an expert group on the
debt problem was a perceptive one. There were signs of economic
recovery, interest rates were coming down and, although the debt
burdens of developing countries remained severe, conventional opinion
was still that the problem was manageable.

Now, nine months later, the international banking system obviously
faces great danger. One major American bank has had to be rescued
by the public authorities. The pace of the recovery has remained slow
outside the US. Interest rates have again begun to rise from levels
already high in real terms. Commodity prices have fallen to levels
which could suggest future recession. Protectionist pressures show no
signs of easing. All of this raises serious doubts whether developing
countries can reasonably be expected to service their debt and, therefore,
whether the banking system, already weakened, can avoid major injury
if not collapse.

Patched-up arrangements—rescheduling of bank debts, new lending to
help pay interest on outstanding debt, IMF loans on conditions of
severe austerity for debtor countries—have, for the moment, bought
time. But the source of instability remains and some of the short-term
solutions may have deepened it. One of the worst features of the
situation is that many developing countries are not experiencing debt
relief commensurate with the painful austerity measures they have been
forced to adopt. Renewed external pressures through higher interest
rates and lower commodity prices are taking place at a time when
severe adjustment strains are becoming economically and socially
unbearable. The capacity of developing countries to comply with
demands by the IMF and banks for austerity measures has political
limits. In the final analysis, these limits are represented by unrest and
the threat of revolution. Before that point is reached, debtor countries
will obviously refuse to meet the terms and conditions of contraction
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demanded of them; there is growing evidence that that point is fast
approaching. In some areas of direct and immediate concern to individ-
ual major industrialised countries, consciousness of this threat of
instability has led to more imaginative policy. Such vision is now needed
over a wider international field.

In many quarters, among bankers and Governments, a greater realism
is emerging: recognition that current ad hoc policies are inadequate;
assurances that ‘the problem is manageable’ not only sound unconvinc-
ing but also risk being counterproductive. Actions such as interest
‘capping’ and multi-year rescheduling are now being contemplated.
Frankly, these ‘solutions’ are not commensurate with the scale of the
problem. Moreover, the international community has been almost
wholly indifferent to the difficulties of the poorest countries, especially
those in Africa—many in the Commonwealth—for whom indebtedness
is superimposed on already disastrous economic circumstances. Some
have reached the stage where access to credit even for the most essential
imports is being denied. These low-income countries do not individually
have a major impact on the world economy or the banking system;
that is why the response of the rich to their debt problem has been one
of such benign neglect. Collectively, however, their weakness and
poverty is an inescapable problem for the international community no
less than for themselves.

In the end, action will have to be based on the reality of interdependence
between developed and developing countries. This interdependence is
currently being underlined by the effect on jobs and production in
industrial countries of import cuts in indebted countries, imposed by
forced adjustment. The current fragility of the whole Western banking
system and the risk it poses for the whole international financial system
are other strong reminders of this interdependence. So is the threat of
political instability. There is a collective task, in the collective interest.

In approaching this important mandate from Heads of Government, 1
am pleased to have been able to bring together a most distinguished
Commonwealth Expert Group whose members have all had close
involvement intellectually and practically with the debt problem and
related international financial affairs. Its Chairman, Lord Lever of
Manchester, is a world authority on these matters. I am most grateful
to them all.

The Expert Group sets as a major short-term objective the resumption
of positive net transfers of resources to seriously indebted developing
countries to permit orderly debt service and a resumption of growth.
Its members do not believe that present measures are adequate to
achieve this objective. In the light of this, and taking into account the
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special financing problems faced by the poorer countries and the
systemic need for larger, more stable and better balanced capital
flows to developing countries, the Expert Group calls for international
cooperative action and recommends specific measures which form the
basis of a programme of action.

It is my hope that this Report will make a significant contribution to
policy discussions on the debt problem. It is to be considered first by
Commonwealth Finance Ministers at their Meeting in Toronto in
September 1984. In its topicality and coverage, however, the Report
has relevance beyond the Commonwealth. I take this opportunity,
therefore, to commend it to a wider international community.

SHRIDATH S. RAMPHAL



Letter of Presentation

Marlborough House,
London, SW1.

27 July 1984

H. E. Mr. S. S. Ramphal,
Commonwealth Secretary-General,
Marlborough House,

Pall Mall,

London, SW1.

Dear Secretary-General,

You appointed us as a group of independent experts from Common-
wealth countries to examine the developing country debt problem in
all its aspects, in accordance with the request by Commonwealth Heads
of Government when they met last November in New Delhi. We
herewith present our Report, which we have signed in our personal
capacities, and not as representatives of the governments, organisations,
or countries to which we belong.

We are firmly of the view that measures taken to-date to deal with the
debt problem are not adequate. Substantive action is now required and
we trust that our Report sufficiently emphasises the urgency of this
need.
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We are grateful to you for giving us the opportunity to make this
contribution. We would like to express our thanks to your staff for
their ready administrative and technical support.

Yours sincerely,
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Lord Lever of Manchester
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Introduction

Commonwealth Heads of Government, when they met in New Delhi
in November 1983, surveyed the world economic situation and expressed
concern over the serious crisis confronting developing countries because
of the debt problem. They therefore asked the Secretariat, with the aid
of a group of experts, to examine the developing country debt problem
in all its aspects and to report to the Toronto meeting of Commonwealth
Finance Ministers.

The Secretary-General constituted our Group in early 1984 and we met
on three occasions before finalising this Report. We have seen our task
primarily as one of drawing attention to the central features of a fast
moving and deteriorating situation. In doing this we have endeavoured
to take into account the work that has already been carried out in
order to ensure that our recommendations are of the maximum practical
use. The issues are immensely detailed. We have not thought it necessary
to attempt to reach full agreement on all of them as a group. Our
main purpose has been to stimulate action. In Part I of our Report we
first put the debt issue in perspective. We then go on to explain the
need for a more systematic and long-term strategy involving as its core
a sustainable combination of public and private finance. We then set
out our recommendations which cover the management of commercial
debt, special measures for low-income countries, the role of the inter-
national financial institutions and the policies of the industrial countries.

Part II of the Report contains the background analysis which has
served as a basis for our discussion and recommendations. Chapter 1
presents a survey of the debt problem. Chapter 2 reviews current
policies on developing countries’ commercial bank debt. Chapter 3
discusses the debt crisis as it affects the low-income developing
countries. Chapter 4 deals with the international financial institutions
and the debt crisis. Chapter 5 discusses future prospects for debt and
resource flows.



Part 1

Making Developing Country Debt
Manageable

The Debt Problem in Perspective

1. Until 1974, governments and public institutions were the main
providers of foreign capital to the developing countries. It was generally
accepted that finance was required on terms which explicitly recognised
the special economic and political problems of the developing countries
and that many of them would be unable to meet interest obligations,
or repay principal, within a commercial time horizon. The increase in
oil price in 1973-74, while obviously diminishing the creditworthiness
of the oil-importing developing countries, produced an urgent need for
increased finance. The commercial banks, with ample deposits from
the OPEC payments surpluses, were anxious to find opportunities
to deploy them profitably and responded readily. Industrial country
governments approved and welcomed the banks’ willingness to respond.
They recognised that major political and economic interests would be
endangered if finance was not made available. And they were anxious
to avoid additional budgetary obligations themselves.

2. The mainstay of the lending throughout was the assumption on
the part of governments, banks and borrowers that the debts could be
serviced indefinitely through expanded borrowing on the capital mar-
kets. The analogy was drawn between this type of international borrow-
ing and the domestic debt of the richest countries in the world, which
in any case did not require service in foreign exchange. Although global
economic and political interests of the greatest importance were at stake,
the lending was not underpinned by the resources of the developed world
as a whole but only by a small and vulnerable part of those resources—
the capital and reserves of its principal commercial banks. The banks



were not in a position to make appropriate decisions on the aggregate
amount to be lent or on its apportionment between the developing
countries; nor could they stipulate appropriate controls on borrower
governments, who were very ready to accept the funds being offered
to them on a larger scale and on more lenient terms than were available
from the international institutions.

3. In the years after 1974, the borrowing countries increased their
current account deficits and the lending, for a time, continued to cover
them. The period between borrowing and the servicing of debt can be
bridged by further commercial borrowing—but only as long as service
in real terms seems a credible prospect. Unfortunately this prospect did
not grow to match the great increase in debt obligation, particularly
after 1980.

4. It was inevitable that lending and its servicing could not be sus-
tained. The second oil shock, the prolonged recession and high interest
rates speeded up this recognition, and over the past two years commer-
cial bank lending to developing countries has dried up. The debtor
countries’ financial and economic programmes have been badly disrup-
ted, with consequent serious political difficulties. Their considerable
contribution to the expansion of world trade, itself one of the great
dynamos of world economic expansion, has been abruptly reduced by
reason of shortage of funds. At the same time the leading banks of
the developed world are faced with potential defaults on debts which
greatly exceed their capital and reserves.

5. The experience of the last ten years has, however, led us to the
conclusion that a substantial contribution from the funds of commercial
banks will be required in providing finance for developing countries in
the years ahead. But this in turn requires much greater involvement by
governments, and particularly by the multilateral financial institutions,
than has been the case since 1974.

Prospects for servicing debt

6. The view of the industrial countries and the international insti-
tutions has tended to be that the soundness of the developing countries’
debts can be restored if the present industrial country economic recovery
is extended and if the debtor countries continue to pursue sound
adjustment policies, through IMF programmes to support rescheduling
and new lending. The assumption is that in the years immediately ahead
the debtor countries can generate and sustain trading surpluses to
service a substantial proportion of their debts and that, while so doing,
they should and would be given further bridging loans, mainly from
the commercial banks.



7. If this view is correct and substantial servicing of developing
country debt in real terms is manageable in the years immediately
ahead, this would certainly be a fortuitous outcome to lending founded
on wholly different expectations. In our view, it is neither feasible nor
desirable for the debtor countries in aggregate, at their present stage
of development, to generate the large and sustained trading surpluses
which would be required. Such surpluses could be obtained, if at all,
in this period only at the cost of frustrating economic advance. Any
sustained attempt to achieve what we believe would be a premature
transfer of resources from the debtors to their creditors would face
continuous political difficulties.

8. Moreover, the sustained export surpluses the debtors would require,
if present policies are to succeed, would raise new and formidable
structural problems for the developed world. Industrial countries have
not yet succeeded in reversing the growing protectionist trends which
have been prompted by their existing problems of structural adjustment.
The obvious connection between export earnings and debt-servicing
capacity has so far received insufficient attention.

9. Non-oil developing countries have sharply reduced their current
account deficit—in aggregate from $109 billion in 1981 to $56 billion
in 1983—partly because its financing became difficult. Some major
debtors, under the pressure of IMF adjustment programmes, have
moved from large deficits to large surpluses in their trade account. But
these gains have been due mainly to reductions in their imports, abruptly
brought about by a shortage of funds. They have been bought at the
cost of economic setback, injury to world trade and grave risk to the
political stability of the debtor countries. At present the international
community is giving inadequate attention to the implications of the
very large United States trade deficit. While it continues, it makes
an important contribution to the export earnings of other countries,
including, of course, major developing country debtors. But as it
declines in future, the exports of these countries are likely to be
adversely affected. We are thus in no doubt that developing country
adjustment will continue to face considerable difficulties for some time
ahead.

10. We do not question the need for firm adjustment programmes in
the debtor countries. But these should be related to the achievement of
sustainable economic growth and not to the attempt to secure early
balance of payments ‘gains’ at the cost of inhibiting investment and
growth. Such gains are too small to restore the debtors’ market credit
but large enough to do serious economic and social damage. The
pressure for a premature reverse transfer of resources has arisen not
because judgements about the economic and political conditions of the



developing countries have changed but because of the difficulties that
have arisen since the assumption of readily available finance proved
false. Present policies are, in our view, not policies of choice but a
reflection of the failure of governments to overcome the difficulties of
organising the coordinated action required for creative alternatives.

Dangerous instability in the system

11. We are not dealing with the isolated difficulties of one or two
debtor countries or of one or two creditor banks. Rather we are faced
with a dangerously unstable system in which the financial safety of the
developing countries is involved and to which the leading banks have
committed sums amounting to twice their capital and reserves. The
point of greatest vulnerability for both debtors and creditors is in
ensuring service of the interest on outstanding debts to the banks. If
interest is not paid, the debts will be classed as non-performing and
will have to be sharply written down in the balance sheets of the banks.
If a substantial proportion of the debts become non-performing, we
will be faced with the open insolvency of the indebted countries and of
their bank creditors. The repercussions of this would be very damaging
not only to the debtors and their creditors but to the world economy
and to world politics. Clearly the first requirement of any sound policy
must be to insure against this grave danger.

12. At present, formal default has been avoided by what appears to
be payment in full of interest on almost all of these debts. These
interest payments by major debtors are currently derived largely from
three sources. First, the debtors have been able to borrow new funds
from the IMF, roughly $94 billion in 1983. Secondly, in the same year,
the debtors have made a substantial contribution by their aggregate
trade surpluses and the drawing down of their reserves. Thirdly, the
balance of interest not covered by these two sources—about $15-16
billion in 1983—has been found by rescheduling. This means that the
banks had little choice but to lend their debtors the money to make
good the shortfall in their interest obligations so as to avoid open
default.

13.  Of these three sources of contribution to the vital task of ensuring
that the debts remain performing, the most reliable is the IMF. It is by
no means certain that this lending can be sustained even at present
levels in the years ahead without substantial further infusions of funds.
It is in the nature of the IMF that its ability to maintain its lending
depends on its being repaid on time. As regards the second source, it
would be very dangerous to found policy on the assumption that the
current account gains of the debtors can be maintained. Thirdly,
the rescheduling contribution to interest payments is rapidly losing
credibility. Rescheduling is a valid and credible mechanism for granting
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time to the occasional debtor in temporary difficulties. When, in
conditions of vast and growing indebtedness, it is applied nearly
universally and semi-permanently, it must increasingly be seen as purely
cosmetic, that is to say, as a means to avoid the acknowledgement of
default. For the creditors it produces balance-sheet assertions which
are ever more obviously in conflict with market reality. In our opinion,
we are dangerously near the time when these arrangements will no
longer serve to permit the banks to treat these defaulted debts as
performing assets. The debtors for their part are left with a sense of
ever mounting debt.

14. The financial strength of the debtors and the bankers is now
firmly interlocked. The questionable value of the banks’ claims upon the
developing countries represents a challenge to their solvency. Lightning
rescues of the banks and emergency rescheduling, however massive,
merely improve liquidity. They make neither borrower nor creditor
stronger. The only way to strengthen the banks is to improve the
quality of their assets. That means strengthening the economies and
the finances of the debtor countries. The minimum required for safety
is to ensure that the debtors are in a position to pay their interest in
the years immediately ahead.

15. In short, at this crucial point of vulnerability, present policies
provide only a most precarious protection. The world’s financial safety
is balanced on a knife-edge.

The Need for a More Systematic Approach:
Public Purpose and Private Finance

16. Our analysis underlines the following conclusions:

— The debt crisis threatens not only development in developing
countries but also the stability of the banking system of industrial
countries.

— Debtor nations are being required by their debt-servicing obli-
gations to engineer a net flow of resources to industrial countries
for the foreseeable future.

— The bank debt crisis has been allowed to obscure another crisis
in which indebtedness has been superimposed on other serious
problems: namely, that of many low-income developing
countries, especially in Sub-Saharan Africa, whose situation
arouses the deepest anxieties. For many countries the position is
very grave and calls for urgent responses to alleviate the situation.

17. Although the origins of the developing country debt problem in
its present form can be traced to a particular set of historical circum-
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stances, the problem has now become so intertwined with world econ-
omic relations that it has to be attacked simultaneously on a number
of different fronts. We have therefore ranged widely in our discussion
of policy measures, the remedial effect of which, on the debt problem,
may in some cases be indirect rather than direct. But our prime concern
is not with the detail of these various measures, important as they are
individually. What really matters is that the aggregate impact of the
measures taken should be on a scale which matches the size of the
problem. We recognise the difficulties in mobilising the degree of
intergovernmental cooperation required to frame and execute the necess-
ary policies. But the issues at stake call for no less.

Recommendations
A. Commercial indebtedness

18. Any satisfactory solution to the present situation must in our view
respect the following criteria:

(a) There should be an equitable distribution of responsibility and
costs between debtor countries, creditor country governments
and the private banks, having regard to the history of the
lending and the contribution it has made to the growth of the
world economy whatever its defects may have been.

(b) Itis a matter of urgency to put an end to the premature outflows
of resources from developing countries. Austerity which pro-
duces growth is acceptable. But austerity which attempts to
secure premature balance of payments adjustments at the
expense of investment and growth is not.

(c) Policies to bring about a positive transfer of resources to
developing countries must be soundly based—that is, both regu-
lated and designed to produce growth-—and of mutual advantage
to industrial and developing countries.

(d) Creditor countries must cooperate to assist the debtors, by
guarantees or other means, to raise the funds to meet the interest
on existing debt obligations and to ensure the flow of new funds
referred to in (c) above.

(¢) The efficient functioning of the banking system both domest-
ically and internationally must be preserved and insolvencies
avoided. The banks must not, however, be bailed out. They
must bear an equitable share of the burdens involved and must
be given adequate time to make this manageable.

19. Proper arrangements must therefore be made to keep loans per-
forming and to permit higher levels of growth, and imports, in the



debtor countries. This requires a level of additional financing sufficient
to enable the debtors to pay the interest on their outstanding debt,
while removing the pressures for achieving premature trade surpluses.
Since the market will not provide this additional amount without
guarantee, the industrial countries will have to take steps to ensure the
availability of this additional financing. This would come from a
combination of:

— commercial bank lending underpinned by a scheme of insurance;
— bilateral official lending, including export credits; and

— multilateral lending via the IMF, the World Bank and the
regional development banks.

20. In parallel with the additional financing, rescheduling arrange-
ments should be enlarged in scope along the following lines to give
greater stability to the ‘overhang’ of debt and to reduce the debt-
servicing burden:

— longer maturities and grace periods will be necessary in most
cases;

— mechanisms should be established to provide at least temporary
relief in respect of interest when it is at exceptionally high levels;

— multi-year rescheduling should be the norm rather than the
exception; and

— the possibility should be considered of granting temporary relief
by arrangements which would permit debt service in local curr-
ency to cover periods of foreign exchange difficulty.

21. In this way the debtors would be enabled to pay the interest and
the banks would be in a position to make realistic write-downs of the
debts to sustainable levels over a long period of years. This would
bring about that combination of public purpose and private finance
that ought always to have been in place. The exposure of governments
in respect of the guarantee would be reduced in size over time as the
banks write down their debts. Debtor countries would be able to end
negative transfers and to finance balance of payments deficits on a
basis compatible with the resumption of growth—the only way in which
a satisfactory long-term solution of these problems can be achieved.

22. In addition to the combination of commercial bank lending,
bilateral official lending and multilateral lending from the international
financial institutions, there is need for action on other fronts. Steps
should be taken to create a larger role for direct foreign investment in
developing countries, many of which are now actively seeking such
investment. The necessary encouragement must be provided by both
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developing and industrial countries in a mutually acceptable framework.
An expansionary economic environment for developing countries is an
important element in this scenario and it can scarcely be fostered by
the current deflationary approach to solving balance of payments
problems. The principle of guarantees or insurance can be applied not
only to bank lending as advocated above but also to expand private
foreign investment, and to encourage new types of commercial flows
such as bond financing.

23. By giving the necessary help to prevent the insolvency of the
debtors the developed world will in the best and most economical way
protect the banking system. Though the sums involved are large in
relation to the resources of the banks and of the borrowing countries,
they are small in relation to the world economy. The OECD annual
income is around $8,000 billion; by contrast the whole of developing
country debt to the banks is some $400 billion—little more than one
year’s potential growth of the world economy. And a great deal more
than one year’s growth of the world economy is at stake.

B. Special measures to assist low-income countries

24. A distinction needs to be made between middle-income developing
countries, mainly in Latin America, whose external debt is primarily
owed to the commercial banks, and low-income developing countries,
mainly in Africa and South Asia, which have relatively little bank debt,
but where debt arises from export credits and past official development
assistance (ODA).

25. The serious debt-servicing problems facing many low-income
countries have not received adequate recognition from the international
community. The combination of declining ODA in real terms and rising
debt-service obligations has sharply reduced net transfers to low-income
countries, particularly in Sub-Saharan Africa. This contraction occurred
during a period in which the prices of primary commodities collapsed
to the lowest levels since the 1930s and market access has been reduced.
The drought in Africa has aggravated the difficulties of a decade
of declining living standards. Even countries pursuing appropriate
adjustment policies have been forced, in these circumstances, to renego-
tiate their debt.

26. The terms of official finance—IMF and World Bank loans and
officially guaranteed export credits—have hardened in response to
increases in interest rates.

27. We are greatly concerned at the danger that emergency solutions
for the big debtors could result in a crowding out of the poorest
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countries from official financing when in fact their problems are the
most difficult and urgently in need of attention.

28.

Priority must be given to a special set of measures for assisting

low-income developing countries, especially in Africa:

C.

reactivation of the IMF Trust Fund and interest subsidy account
to promote medium-term, low-interest balance of payments
finance for low-income countries which have great difficulty in
using high-conditionality short-term IMF finance at normal
interest rates;

recognition that while IMF lending of an appropriate kind is
desirable, the essentially long-term, structural nature of adjust-
ment required in most low-income countries calls for the central
role in external financing for adjustment to be played by the
World Bank, in conjunction with regional banks;

substantial real increases in ODA with a larger proportion going
to poorer countries, and a greater role for programme lending.
In this connection, attention must urgently be given to providing
supplementary resources to IDA, to avert a significant reduction
in multilateral flows to low-income countries;

full implementation of the commitment to ODA debt write-offs
for the poorest countries and substantial relief for other low-
income developing countries;

substantial relief, through longer maturities and grace periods,
lower interest and multi-year rescheduling in Paris Club restruc-
turing of the official debt of low-income countries;

a reform of the official debt rescheduling procedures to give
greater attention to new financial flows; in particular a coordi-
nated approach to support rescheduling with new concessional
flows and to ensure that insurance cover for export credit is
promptly restored;

improvement of domestic management and in particular debt
management; international agencies can play a useful role by
providing technical assistance to develop debt management sys-
tems in low-income countries.

International financial institutions

29. The international financial institutions need to play a much more
active role in resolving the debt problem and in meeting the financing
needs of developing countries. To carry out this role they need substanti-
ally revised terms of reference to deal with economic adjustment in a
long-term framework, and adequate resources to carry out this mandate.
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The IMF

adjustment programmes should be designed with an emphasis
on investment and growth;

longer periods should be granted for adjustment, particularly in
the case of low-income countries. This would entail a consistent
joint approach by the Fund, the World Bank and the debtor
countries’ governments to financing structural adjustment, along
the lines envisaged by the Report of the Commonwealth Study
Group, Towards a New Bretton Woods;'

the present facilities with regard to compensatory financing
should be enlarged; and

the IMF should have substantial increases in its resources mainly
through an increase in quotas. A substantial further allocation
of SDRs is also necessary.

The World Bank and regional development banks

a significantly higher fraction of World Bank loans should be
in the form of programme lending to countries with balance of
payments financing difficulties; in particular, the proportion of
programme lending should be raised to over 30 per cent;

the World Bank’s lending resources should be increased by a
further substantial general capital increase and by relaxing the
gearing ratio;

lending by IDA, which under present policies would decline even
in nominal terms, should at least be maintained;

the World Bank and regional banks should undertake a larger
role in supporting private lending (for example, via co-financing)
and equity investment;

the World Bank and regional banks should play a more central
role in drawing up adjustment programmes, especially for low-
income countries;

the regional banks have a useful role in development financing
in addition to that played by the World Bank; to perform this
they need greater resources and more flexibility to respond to
the need for programme loans.

D. Industrial country policies

30. Our recommendations have been framed in the context of uncer-
tain and uneven economic recovery in industrial countries, high interest

1. Commonwealth Secretariat, Towards a New Bretton Woods: Challenges for the
World Financial and Trading System, Report by a Commonwealth Study Group, July

1983.
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rates and protectionist resistance to increased imports from developing
countries, The scenario for the future, sketched out in Chapter 5 of
Part II, highlights the dangers in the debt situation if any, let alone
all, of these problems continue. Although the improved economic
climate in industrial countries is not in itself enough to avert the
recurrence of serious debt problems, the dangers and difficulties would
be lessened considerably by:

— the resumption of sustained economic growth at higher rates
than in the past decade;

— a significantly lower level of real and nominal interest rates; and

— a ‘roll back’ of protectionist measures, particularly those affect-
ing developing countries in such sectors as agriculture, textiles
and clothing, and steel.

Conclusions

31. We observed at the outset that we saw our basic task as one of
drawing attention to the central features of a fast-moving and deterio-
rating situation.

32. The message is clear. The present situation is not sustainable, The
world’s financial safety is balanced on a knife-edge. The greatest
immediate danger of disruption is posed by the risk that interest will
not be paid on the existing debts of the major developing country
borrowers. The erosion in the living standards of developing countries
has pushed their peoples to the margin of tolerance. There is thus an
urgent need to organise an adequate and collective response to the
situation. There must be an end to premature negative transfers of
resources and the quest for developing country trading surpluses. The
needs of the poorest and most seriously disadvantaged developing
countries must receive greater collective attention. The international
community must find again the balance between public purpose and
private finance which was at the heart of the Bretton Woods arrange-
ments and which is indispensable to the sustained growth and stability
of an interdependent world.

33. There is no room for complacency. We sense rather that a
recognition of the gravity of the issues and of the dangers posed by
the debt crisis in an interdependent world is growing. Full expression
is not always given to this recognition, perhaps because of fear of
seeming to aggravate matters. But the situation has now been reached
where collective determination to take action is imperative. The knowl-
edge that such determination has been mustered will itself be a factor
for greater stability.

13



The Scope of the Developing Country Debt Problem

*

Total debt of developing countries at the end of 1983 was
about $800 billion, long- and short-term, and was of the order
of one and a half times their export earnings.

Half of all developing country long-term debt is owed to
private markets, compared to one-quarter a decade ago.

The annual debt service payments of the non-oil developing
countries increased from less than $20 billion in 1973 to more
than $100 billion by 1983.

Interest payments on external debt by the non-oil developing
countries reached a level of $60 billion by 1982-83, absorbing
13-14 per cent of their export earnings. Between 1980 and
1983, these countries’ export earnings did no more than keep
pace with the increase in their interest payments.

In respect of some acutely indebted countries, interest pay-
ments absorbed between one-third and half their export ear-
nings.

The debt-service payments of low-income countries (i.e.
countries with per capita incomes of not more than $350 at
1978 prices), absorbed more than a fifth of their export
earnings in 1983.

40 per cent of all non-oil developing country debt, as against
5 per cent a decade ago, is at variable interest rates.

Each one percentage point rise in the rate of interest is
estimated to cost the developing countries at least $3 billion
per year in increased interest payments.

During 1983, developing countries experienced a negative net
inflow of funds (i.e. gross borrowing minus debt-service pay-
ments) of $11 billion.

Developing countries reduced their imports by $60 billion
between 1981 and 1983, $40 billion of which was in respect of
imports from industrial countries.
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PART 11
Chapter 1

Survey of the Debt Problem

Origins of the Problem
Banks and the recycling process

1.1 The immediate causes of the present debt crisis lie in the onset of
the recession from 1980 onwards in the industrial countries and the
associated rise in interest rates. The seeds of the problem were already
present, however, in the events following the first oil price rise of
1973-4, the explosion in the current account deficits of the non-oil
developing countries and the financing of these deficits by private
banks. The main burden of the counterpart deficits to the surpluses of
the oil-exporting countries was shifted quickly from the industrial
countries which were the major oil importers, to the non-oil developing
countries. The recycling by the banks of the surpluses of the oil
exporters was facilitated by the softening of the costs of borrowing
by inflation and the rapid expansion of international banking; the
Eurocurrency market increased from US$300 billion in 1973 to over
$2,000 billion in 1983. The second oil price increase in 1979 and the
impact of restrictive fiscal and monetary policies in the industrial
countries, adopted to control inflation, together resulted in a stagnation
of world trade and a sharp rise in nominal and real interest rates. The
result was a substantial increase in debt-service obligations leading to
arrears which precipitated a sudden reduction in net lending by banks.
Debt obligations, contracted under what seemed to be favourable
circumstances, ceased to be viable. The intermediation role played by
the banks—which made finance easily available at low real rates of
interest during the 1970s—also encouraged some debtor countries to
adopt expansionary policies, albeit for investment rather than consump-
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tion,! thus contributing to their large budget deficits and to the accumu-
lation of debt.

1.2 This broad pattern of events can be encapsulated with the aid of a
few aggregate statistics. The total long-term external debt of developing
countries at the end of 1983 was around $600-650 billion, with $125-150
billion of short-term debt; and some 85 per cent of the total was
accounted for by non-oil developing countries. The debt increased five-
fold after 1973 in nominal terms, and more than doubled in real terms.
It mainly accumulated over the period 1974-82 when a total deficit
(and reserve increase) of $587 billion for non-oil developing countries
was financed as follows: 29 per cent by non-debt-creating flows, foreign
direct investment and grants; 22 per cent by long-term capital from
official sources, mainly export credits and from international insti-
tutions; and the remainder (49 per cent) by borrowing from private
markets, almost all from banks (see Table 1.1). Consequently, by 1983,
about half of all the long-term debt of non-oil developing countries,
together with almost all the short-term debt and the rapidly increasing
debt of some of the oil exporters, was owed to banks.

1.3 Various features of this private bank lending explain why serious
problems arose subsequently:

— the maturities of Eurodollar loans have been typically around 8
years, which are long in relation to the liquidity of the banks’
deposits but short in relation to the time periods appropriate to
development financing. By contrast, the World Bank lends for
over 50 years under its soft-loan International Development
Association (IDA) facility and 15-20 years in its IBRD lending
to middle-income countries. In the absence of well-defined
measures for refinancing the Eurodollar loans as they fall due,
the international financial system has operated on a false assump-
tion that the debt would be repaid in the unrealistic time-frame
of medium-term bank finance;

— much of the debt was contracted at variable interest rates; the
proportion of such (non-oil) developing country debt increased
from 5 per cent in 1972 to 40 per cent in 1982, and to over 75
per cent for some major debtors. This has made borrowers
highly vulnerable to short-term increases in interest rates which
raise the cost not only of new borrowing but of past debt too.
It has been estimated that a 1 per cent rise in interest rates adds
at least $3 billion per year to interest charges on all developing
countries’ debt;

1. The IMF, on the basis of an econometric investigation, concluded that ‘in general—
it appears that increases in the indebtedness of the non-oil developing countries have
reflected primarily an exchange of debt instruments for additional physical capital’.
World Economic Outlook, 1983, p. 144,
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— there has been a rise in the significance of short-term debt with
an original maturity of less than one year. Countries have
commonly relied on 90-day credit to finance many of their
imports, but the big increases in short-term debt for some
major debtors cannot be explained in terms of trade credit
requirements. The increased proportion of short-term debt in
total debt reflected the interest of individual banks in protecting
themselves in periods of impending crisis by further reducing
the maturity period of loans. But when all banks have acted
together in a concerted way the effect has been to make the
position of the debtors, and the system as a whole, more
vulnerable.

Table 1.1: Non-Oil Developing Countries:
Financing of Current Account Deficits
1974-82 Cumulative Totals

$ billion per cent

Current Account Deficits 531 90.5
Increase in Official Reserves 56 9.5
Total 587 100.0
Financed by:
(a) Non-debt-creating flows (net) 172 29.3
(b) Long-term capital from official sources, net 128 21.8
(¢) Borrowing through private markets 278 47.3
Of which: Banking 255 43.4
(d) Others 9 1.5

Source: Computed from IMF, World Economic Outlook, 1984 and International Capital
Markets, Developments and Prospects, 1983.

1.4 It will be clear from the above that we regard the current debt
crisis as having largely originated in the weakness of the financing
mechanism itself which evolved to meet developing country external
deficits in the 1970s. The recession and the rise in real interest rates
precipitated the crisis in 1982, but the inherent vulnerability of the
system would have been exposed sooner or later.

The impact of recession

1.5 The first major impact of recession was on developing country
export earnings. Between 1973 and 1980 the export earnings of the
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non-oil developing countries roughly kept pace with the growth of debt.
But between 1980 and 1983, the total debt of the non-oil developing
countries increased by an amount close to $200 billion, while their total
export earnings increased by only about $20 billion. The weakness in
export earnings has arisen from the low volume of growth and the
depressed prices of commodities, and also from difficulties in exporting
manufactures because of protectionism and slow market growth. While
the tentative recovery in growth in the industrial countries in 1983
began to suggest that a revival in commodity prices was under way,
these have dropped again in 1984. At mid-July, the dollar index for all
items had fallen by 3 per cent from a year earlier and by 17 per cent
from 1980 levels; for non-food agricultural items the falls were 19 and
22 per cent and for metals 16 and 33 per cent, respectively.

1.6 The second influence has been that of high interest rates. For
example, the six-month Eurodollar rate payable on variable debt rose
from an average of 8.3 per cent in the period 1972-78 to 17.2 per cent
in 1981, descending again to 9.8 per cent in 1983. The trend this year
is, once again, upward, with the rate reaching 12.8 per cent in mid-
July 1984.

1.7 Annual interest payments for all non-oil developing countries have
risen from $13 billion in 1977 to over $60 billion since 1982. Between
1980 and 1983 the increase in annual interest payments on outstanding
debt was about $20 billion, absorbing the entire increase in export
earnings. For the 25 major debtor countries, interest payments now
absorb over a fifth of all export earnings, and for some individual
countries the position is considerably worse (see Table 1.2).

1.8 Although nominal interest rates are now at lower levels than in
1981, real interest rates remain high. If rates of interest are adjusted
for changes in the export unit values of developing countries, it becomes
clear that the real interest rate, which remained largely negative in the
1970s, rose to over 20 per cent in 1981-82 in respect of the non-oil
developing countries, and has not fallen significantly since.

1.9 High international interest rates have another, negative, impact
which exacerbates the liquidity problem faced by debtors. They precipit-
ate outflows of private capital. The opportunity of earning high real
rates of return on dollar deposits in overseas accounts encourages
capital flight from developing countries, thus forcing governments, in
effect, to choose between debilitating capital outflows and domestic
interest rates which are at a level that chokes off investment.

1.10  We shall pursue in Chapter 5 the future implications of the debt
problem based on different assumptions about growth and interest rates
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in the industrial countries. Suffice it to say here that since work on
this report was initiated the prospects for both now look considerably
less promising.

Major debtors and other developing countries

1.11 Up to now we have dealt with the developing country debt
problem as an undifferentiated whole. There is, however, an important
distinction to be made between the small number of major debtor
countries which are critical to the viability of the international banking
system and the many small debtors for whom the burden of external
debt is also a serious problem but who are less central to the system as
a whole.

1.12 As far as the international financial system is concerned, the
debt problem would appear to centre on a handful of countries. Brazil,
Mexico, Argentina and South Korea account for more than 45 per cent
of total non-oil developing country debt, about two-thirds of the debt
owed to private creditors, and 62 per cent of the gross exposure of
banks to the non-oil developing countries. If we take account of the
deposits of these countries with the banks, and exclude officially
guaranteed export credits, they account for nearly 95 per cent of the
net exposure of banks to all developing countries.

1.13 By contrast, low-income developing countries (on the IMF defi-
nition)? account for a total of $88 billion, short- and long-term, 13 per
cent of the total for all non-oil developing countries. Their outstanding
debt to all private creditors is $15.4 billion, under 5 per cent of the
total of such debt for all non-oil developing countries (most low-income
developing country debt being official rather than private). Yet these
countries have collectively experienced serious problems of indebt-
edness. Between 1980 and 1983, their total debt (excluding India and
China) increased by about $14 billion, while their annual export earnings
declined by $1 billion. At the same time, their debt-service payments
increased by about 50 per cent over a period of three years. Over a
fifth of their export earnings are now absorbed in debt-service payments;
for Africa, the share is over a quarter.

1.14 The distinction between the problems of major middle-income
debtors and those of the low-income countries is sufficiently important
for us to treat them separately in Chapters 2 and 3. In Appendix 1.1
we show for a range of mainly Commonwealth countries how the debt
problem varies in scale and type.

2. See Annex for country groupings.

22



Implications of the Debt Problem for Developing Countries
Economic impact of negative resource flows

1.15 The main impact of the debt crisis on the major debtors has
been the rapid forced transition from trade deficits financed by net
capital inflows to net capital outflows made possible by running trade
surpluses. The process by which growing interest charges are being met
through surpluses elsewhere on the current account is shown in Table
1.3.

1.16 Gross new medium- and long-term Eurocurrency bank credits to
developing countries fell from an average of over $40 billion in the
five years 1978-82, to $33 billion in 1983 and $18.8 billion in the first
six months of 1984 (against $23.1 billion a year earlier). As a result of
the mounting debt-service payments on the one hand and reduced loan
disbursements on the other, all medium- and long-term loans (net of
repayments) to all developing countries declined by $41 billion between
1981 and 1983 and by $38 billion for the thirteen major borrowers.?
During 1983, these thirteen suffered a net outflow of resources of $21
billion as compared with $11 billion for developing countries as a
whole. This outflow was augmented by private capital flight, amounting
to an estimated $45-70 billion from four Latin American countries in
1982 alone.

1.17 Developing countries have been required, as a consequence of
lack of financing sufficient to pay the interest charges, to achieve
surpluses on trade in goods and services. Deflationary policies have
been the main instrument used to create these surpluses. As a conse-
quence, their imports fell by some $60 billion between 1981 and 1983,
much of this being concentrated on the major borrowers. In order to
achieve this degree of import contraction, the ensuing deflation has
been sufficiently large to induce not merely lower growth but also cuts
in per capita income. In Latin America there was a decline in real per
capita incomes in 1983 of 5.6 per cent, a fall for the third year in
succession. Of developing countries as a whole, the IMF has com-
mented: ‘in 1982 and 1983 the entire GDP growth of 14 per cent in
the non-oil developing countries was needed to improve the foreign
balance. Thus, real domestic demand in these countries in 1982 and
1983 was at best stagnant in aggregate terms and declined by a wide
margin in per capita terms’®. The cutback has affected not just personal
consumption but also investment, with adverse implications for future
growth.

3. These are countries with disbursed and outstanding long-term debt of over $13.5
billion in 1982 (World Bank classificaton).

4. IMF, World Economic Outlook, 1984, p.3.
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1.18 In this report, we have endeavoured, with the help of a linear
model of the world economy, to demonstrate the costs of trying to
achieve trade surpluses by demand-reducing measures.® Qur estimates
are that for Latin America as a whole to generate $1 of additional
foreign exchange it is necessary for it to reduce its GDP by $8; for
Africa and Asia the reductions are respectively $5-6 and $6-7. Using
the same model we also estimate that if growth rates are held back by
the need to achieve trade balance (or a small positive resource transfer),
then, even if growth in industrial countries averages 3 per cent (which
was the average for the period 1970-81), growth in Latin America will
average only 1.4 per cent, in Africa 2.1 per cent and in Asia 3.2 per
cent. Except in Asia, per capita incomes will fall continuously.

1.19 The impact of the enforced contraction of incomes in developing
countries has been felt in industrial countries also. In the case of the
United States, for example, the drop in exports to Latin America

Table 1.3: Non-Oil Developing Countries:
Balance on Current Account and Interest Payments,
1973-84 ($ billion)

Balance on Current Account

Year Excluding Interest Payments  Interest Payments on

on External Debt and Official External Debt
Transfers

ey @))]
1973 - 4.4 6.9
1974 -27.7 9.3
1975 —-35.8 10.5
1976 -21.7 10.9
1977 -17.7 12.7
1978 —-24.2 18.1
1979 -36.1 25.9
1980 —48.7 39.0
1981 —~54.4 54.7
1982 -19.2 63.0
1983 + 2.8 59.2
19847 +13.7 63.7

Notes: China is not included in the years up to 1977.
2 Projections.
Source: IMF, World Economic Outiook, 1983 and 1984,

5. This exercise was carried out in collaboration with Martin Weale of the Cambridge
University Department of Applied Economics. The model is described in ‘Quantity and
Price Effects in an Analysis of World Trade Based on the Accounting Matrix’, Review
of Income and Wealth, March 1984.
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accounted for almost half of the $33 billion decline in total exports
between 1981 and 1983, and may have cost the American economy
some 400,000 jobs. Clearly, the debt problem has affected industrial
country growth. It is estimated that 3 per cent growth would have been
achieved in 1983, instead of the 2.3 per cent actually achieved, if the
developing countries had been able to continue importing at 1982
levels——which were already below those of 1981. This linkage is
especially important for industrial countries which have a high share
of their exports directed to developing countries: the US (40 per cent),
Japan (43 per cent), the UK (29 per cent) and West Germany (22 per
cent).

Export growth prospects

1.20 Negative net transfers entail trade surpluses on goods and non-
factor services. These will be achieved either by further suppressing
imports through low levels of domestic activity or by rapid export
growth, which will in turn permit faster growth of imports and of the
domestic market. Improved trade performance can come in part by
removing any bias against traded goods and services, and in particular
exports, which exists at present in some of the seriously indebted
countries. But it will also be necessary for developing countries to
achieve improved returns from their traditional commodity exports and
better market access in industrial countries for an expansion of non-
traditional exports, mainly manufactures.

1.21 Improved access to industrial country markets requires a reversal
of protectionism. At present about a third of the exports to industrial
countries of six of the most heavily indebted countries consist of highly
sensitive items (meat; dairy products; cereals; animal feedstuffs; fats
and oils; textiles and clothing; footwear; ships; and steel). Ever since
the onset of the debt crisis, additional restrictions have been imposed
on steel and textiles, and on many lesser items.

1.22 While the issue of protectionism is crucially important, it should
not be forgotten that half the exports of non-oil developing countries—
and a much higher proportion of those of the low-income developing
countries—are primary commodities whose earnings have been
depressed in respect of both price and volume since the start of recession
in 1980. Indeed, in 1982, commodity prices achieved a post-war low in
terms of manufacturing prices. Little progress has been made on the
various proposals to improve developing country terms of trade, a
consequence of which has been a weakened ability to service debt.

Implications for the Banking System

1.23 We have already argued that bank lending was an inherently
unsatisfactory vehicle to carry the main burden of recycling financial
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surpluses. The consequences of this disproportionately larger role can
be seen in the banks’ current asset structures. In relation to their capital
base, the main banks have a high degree of exposure to a small number
of developing countries. The nine largest banks in the United States,
for example, have a combined exposure to developing countries of over
200 per cent of bank capital and this excludes OPEC members and
also offshore banking centres, many of whose funds are on-lent to
developing countries. Of this figure the four major Latin American
borrowers accounted for 128 per cent in December 1983. Particular
banks face a much higher degree of exposure, the leaders being two
British banks, Lloyds (228 per cent of shareholders’ funds exposed to
Latin America excluding Mexico at the end of 1983), and Midland (213
per cent), followed by Manufacturers Hanover (165 per cent) and Chase
Manhattan (148 per cent). This high level of exposure in relation to
capital has arisen in part because the banks, which were already
insufficiently capitalised, sought in the 1970s to maximise the size of
their assets and the return on shareholders’ equity by gearing up with
more and more marginally profitable international loans. The average
capital to assets ratio for the world’s leading 100 banks dropped from
4.5 per cent in the early 1970s to under 3.5 per cent at present, and of
the top 34 from 5.3 per cent to just over 3.5 per cent.

1.24 Default by a small number of debtors could induce insolvency.
Moreover, loans to these debtors are being kept in performance by the
expedient of additional, ‘involuntary’, lending to maintain interest
payments which in turn adds to bank exposure. Over half the $33
billion in new credits to developing countries in 1983 was involuntary,
including almost all the $15.4 billion to Latin America, and two-thirds
of the $18.8 billion new lending in the first six months of 1984,

1.25 Vulnerability in respect of developing country lending has added
to the difficulties already being experienced by banks on account of the
effects of the recession and high interest rates on domestic borrowers. In
the United States, 45 banks failed in 1983, a post-war record, followed
by 25 up to mid-May 1984, culminating in the near collapse, and
subsequent rescue, of Continental Illinois. The weakness of the banks’
balance sheets is reflected in a variety of financial market indicators.
Almost all the major US and European banks have lost their former
triple A credit rating assessed by recognised US agencies. The recent
fall in US bank share prices in the aftermath of the Continental Illinois
crisis has led to some major banks being valued by the market at
significantly less than their book value.

1.26 For the banks to achieve greater security will not be easy and
will take time. Under pressure from the authorities they are being urged
to reduce exposure to developing countries (while at the same time

26



being encouraged to increase ‘involuntary’ lending, which has the
opposite effect). They are endeavouring to rebuild their capital base
but against a background of market uncertainty which makes it difficult
for them to raise additional finance. A crucial task to avoid the risk of
insolvency is to make greater provision for losses in developing country
loans. Yet the process of making such provision eats heavily into bank
profits. It is estimated, for example, that if the nine largest US banks
had set aside reserves equivalent to a mere 5 per cent of their outstanding
loans to six of their major debtors, it would have eliminated 45 per
cent of their reported 1983 earnings. A 10 per cent reserve would
virtually wipe out profits. If in this year the major US banks were to
miss interest payments from Argentina alone, and, in addition, if they
were to set aside 10 per cent of their loans to Argentina as reserves
against loss, it would cut their expected 1984 earnings by up to 40 per
cent. A strong possibility is that precisely this eventuality could occur.
If banks’ profits were to be suddenly and severely squeezed in this
way, they would seek to raise lending rates, thereby making debt-
servicing problems even more acute for domestic and developing country
borrowers.

1.27 Time appears to be running short. Within the last few months
one major bank has come close to collapse. The experience of Continen-
tal Illinois (whose losses were domestic in origin) suggested that, at
least in the United States, a damaging run on deposits could quickly
be precipitated by market perceptions of impending insolvency. On that
occasion, a $5.3 billion rescue operation was launched by other banks,
plus a $1.5 billion injection to the bank’s capital base by the Federal
Deposit Insurance Corporation. The combination of Federal interven-
tion as ‘lender of last resort’ and mutual self-help between the banks
avoided a collapse. But doubts remain over the ability of the system to
weather a more powerful storm. And, in the event that international
lending were involved on any scale in any future crisis, there are major
‘grey’ areas of responsibility, notably the offshore banking centres,
which could make the traditional Central Bank role of ‘lender of last
resort’ difficult to perform.

1.28 If banks do not have time to adjust gradually to losses and to
restore their capital base, then they will need large-scale long-term loans
from the authorities, as has already occurred in the case of Continental
Illinois. And this, in turn, raises major questions about government
control over the banking system and about the scale of macro-economic
management. The main point, however, is clear: the banks can only
cope with the developing country problem if they are given time to
adjust.
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Chapter 2

Developing Country Bank Debt,
Rescheduling and the Major Debtors

2.1 In this chapter we review and evaluate the way in which the debt
crisis has been managed so far as it affects the banks. There is a
description and evaluation of the process of debt renegotiation as it
has evolved in relation to the major debtors, and a discussion of various
proposals for changing the procedures and terms of renegotiation. The
chapter is concerned with the process by which the crisis has been
handled in general, rather than with particular cases, but Appendix 2.1
gives a summary of the agreements negotiated since January 1983.

2.2 Thirty countries have rescheduled their bank debt since then and
other agreements (for example, with Venezuela) are being negotiated at
the time of writing. Five Commonwealth countries have been involved:
Jamaica, Guyana, Nigeria, Malawi and Zambia. The thirty countries
account for half of the total debt of developing countries and the
rescheduled amounts have totalled $56 billion (in the calendar year
1983). These represent a dramatic increase from $1.5 billion during the
years 1978 to 1981 to $5 billion in 1982.! Rescheduling reduced debt-
service payments in 1983 by $19 billion, equivalent to 4 per cent of
exports. For 25 major debtors, debt service including amortisation
accounted for 30 per cent of all export earnings in 1983, and the figure
would have been 36 per cent had there been no rescheduling. In 1984
it is expected, on the basis of progress so far, that equivalent, or larger,
sums will be rescheduled involving comparable numbers of countries.

1. All of these figures include some official, as well as bank, debt.

29



The Process and Procedures

2.3

Debt renegotiation takes place on a case-by-case basis with no

over-riding rules or guidelines. But in practice there is considerable
uniformity in the process adopted and the terms agreed. The essential
features are:

2.4

rescheduling of maturing principal on existing loans;
debtor country adjustment within an IMF programme;

new finance from the IMF and from the banks (usually in the
form of ‘involuntary lending’ to meet interest payments) and,
on some occasions, bridging finance.

It is not necessary to give an extended description of the various

rescheduling packages but the following are the main recurring elements:

The IMF: The Fund has proved crucial to rescheduling packages
not simply because of its own financial input but also for its
catalytic role. From the point of view of the debtor, it has been
necessary to have a high conditionality, upper tranche, programme
with the Fund in order to reach agreement with the banks. For
the banks, the IMF’s role is not merely one of giving a ‘seal
of approval’, but also of tying the package to additional new
(‘involuntary’) bank lending. This role is described further below
and in Chapter 4.

Interest: Banks have generally been unwilling (barring a few
exceptional cases) to reschedule their interest in arrears or future
interest. Rescheduling payments have been at market interest rates.
To meet interest payments banks have provided the major debtors
with new medium-term financing.

Maturities: Maturities have generally been close to those of the
loans they have replaced: seven to eight years with two or three
years’ grace.

Coverage: The agreements essentially cover principal payments on
medium- or long-term debt contracted by the public sector. Only
in a few instances has non-guaranteed private debt been included
in the restructuring (Mexico and Chile, for example) and then as
a result of the debtor governments assuming liability.

Short-term debt: Short-term debt is traditionally not covered but
is increasingly included in practice. When short-term debt is not
formally rescheduled, it has been rolled over on an informal basis
and its level maintained over time.

Consolidation and Coverage: Normally rescheduling has been
restricted to debt due within 12 months from the onset of negoti-
ations, and has covered at least 80 per cent of the principal
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payments due. Total rescheduled amounts have generally rep-
resented between 15 and 30 per cent of the disbursed debt owed
to banks, but sometimes more.

Spreads: The spreads applied to the basic rate have generally
ranged from 12 per cent to 2% per cent. Fees have generally
amounted to an additional 1 per cent of the amounts restructured.

Evaluation

2.5 Current rescheduling packages have essentially deferred rather
than reduced the burden of bank debt servicing. But various positive
results have flowed from this. They have eased debt service inasmuch
as, for the eight largest bank reschedulings in 1983, the average debt-
service ratio (including short-term debt) declined in that year from over
80 per cent to 50 per cent. They have thus created time for the system
to evolve more stable financial mechanisms while helping to prevent
default. They have also maintained creditor-debtor relations, preventing
a complete breakdown in legal obligations and confidence.

2.6 None the less, a system which may have sufficed for a small
number of special cases in exceptional circumstances, is inadequate
when applied over a longer period to an increasing number of major
borrowers, and many minor ones. Moreover, according to the IMF,
even with rescheduling, arrears continue to mount, reaching $27 billion
at the end of 1983 compared with $25 billion at the beginning of the
year. Concern has been expressed about the present arrangements,
regarding the following points:

— problems have been deferred only briefly. Consolidation periods
are short—usually one year—and grace periods are only about
two years. Hence there are significantly increased debt-servicing
obligations after the grace period expires, involving a heavy
‘bunching’ of amortisation payments due on rescheduled loans.
In the case of major debtors this will fall due in 1986/87;

— the system of annual negotiations on a case-by-case basis has
introduced a strong element of brinkmanship and uncertainty
on each occasion that a major debtor has been involved. This
makes it impossible for the debtor countries themselves to under-
take medium- and long-term policy reforms, since there is no
predictable profile for debt service and new financial flows.
Brinkmanship also creates uncertainty in already unsettled finan-
cial markets. The disadvantages in terms of instability substanti-
ally outweigh whatever advantages there are in keeping debtors
‘on a short leash’ in order to ensure observance of short-term
financial policy objectives;
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— rescheduling is concerned with loan principal, yet the success of
the whole package hinges on the ability of debtors to meet interest
payments. As interest rates have risen in recent months the deficien-
cies of using negotiated new ‘involuntary’ loans as the mechanism
for ensuring interest payments have become more obvious. First,
‘involuntary’ lending was inadequate to cover interest payments
even in 1983 when rates were 2-3 percentage points lower than
they are in 1984. Second, at each renewed attempt to renegotiate a
round of ‘involuntary’ lending the exercise becomes more difficult
as a few more marginal banks decide to withdraw and major banks
run up against exposure limits. Third, the small- and medium-sized
debtor countries have great difficulties since their debt does not
represent a high proportion of the banks’ portfolio; in the final
analysis, creditors could cope with a default on the part of a small
debtor without endangering their own solvency. Thus, even if
current arrangements can accommodate the problems of major
debtors—which is doubtful—they are wholly inadequate for most
of the remainder;

— banks have frequently adopted a policy of seeking to maximise
short-term returns on rescheduled debt by charging high penalty
lending margins and arrangement fees for debt rescheduling.
The practice followed is the opposite of that in many domestic
restructuring arrangements, which provide for somewhat reduced
lending rates to help a borrower back on to his feet. The Group
of Thirty has suggested that banks may be earning as much as
an extra $1.75 billion a year on international debt recently
renegotiated or being renegotiated. Thus, rescheduling has often
been good business—creating a paradoxical situation where, in
the midst of a serious deterioration in their international loan
portfolio, some private banks are reporting to their shareholders
surprisingly high rates of profits. Some bankers have come to
see that what may be lucrative in the short run is unwise in the
long run, as is reflected in reduced spreads recently;

— in general, rescheduling terms have been fixed almost regardless
of different capacities to pay. The smaller and economically
weaker debtor countries, in particular, have had little opportunity
to moderate demands for high interest rates, fees and other
commissions on rescheduled debt and have rarely been accorded
long-term grace and repayment periods more appropriate to their
capacity to pay.

Underlying these specific points of criticism is a judgment that the
present ad hoc arrangements simply do not represent a feasible way of
operating for any length of time. This point has been strongly made
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by the major debtors, but it is a view shared by many bankers. Thus
Amex Review, September 1983, wrote:

the present financing and adjustment effort is just keeping the
boat afloat. The effort has succeeded in that no collapse of the
international banking system has occurred. Yet it has failed insofar
as the debt problem still looks a long way from solution . . ..
observers and participants must surely still admit to a degree of
unease as to the durability of the patched-up system.

And in April 1984, the bankers’ journal Euromoney noted:

there is a feeling among a growing number of bankers that the
present muddle-through approach to the Idc debt crisis will not
suffice for much longer, that more radical solutions will have to
be considered.

2.7 In looking at some of the possible remedies various ideas can be
considered, but a distinction can most usefully be drawn between
measures which involve adaptations to existing approaches and those
which involve more far-reaching changes, requiring action at a multilat-
eral level and more direct involvement by creditor country governments.
There is clearly a good deal of overlap but, from a policy standpoint,
the distinction is worth making.

Adaptations to the Current System

2.8 A variety of proposals for making rescheduling smoother, more
equitable and more sustainable are currently under discussion.

Multi-year rescheduling

2.9 Multi-year rescheduling covering debt maturing in 3 to 5 years
was one of the main policy recommendations of the 1984 Western
Economic Summit meeting in London:

in cases where debtor countries are themselves making successful
efforts to improve their position, encouraging more extended
multi-year rescheduling of commercial debts and standing ready
where appropriate to negotiate similarly in respect of debts to
governments and government agencies.

2.10 There are two main arguments in favour of multi-year reschedu-
ling. The first is that it reduces considerably the uncertainty and
ineffectiveness associated with annual negotiations. The second is that
it anticipates debt-servicing difficulties associated with a ‘hump’ of
future repayments and seeks to create a smoother repayment profile.
However, it would be an exaggeration to interpret multi-year reschedu-
ling as representing a significant concession to debtors; the advantages
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lie primarily in administrative simplicity and improved financial man-
agement. Moreover, to treat the proposal as a reward for ‘good
behaviour’ in terms of short-term adjustment performance has the
effect of forcing countries which need a longer time to develop success-
ful adjustment programmes to operate entirely in a framework of short-
term policy objectives. It is reported that many banks are still reluctant
to agree to multi-year rescheduling, even for the most highly favoured
debtors, because of the lack of an accompanying multi-year IMF
programme. This points to the need for a greater emphasis on medium-
term extended facilities as the basis for debtor adjustment
programmes—a point pursued in more detail in Chapter 4.

Maturities

2.11 From the point of view of the banks it is the regular payment of
interest at market rates which is the source of profitability, and solvency;
principal can always be rolled over into new loans without loss.

2.12 At a time when even some moderate Latin American negotiators
are demanding repayment over 20 to 25 years including the grace
period, it seems realistic to rethink the current approach to rescheduling.
A systematic approach would frankly recognise that much longer
maturities are realistic, that the maturities should correspond to
countries’ stages of development (defined in terms of relatively low per
capita income and/or structural weaknesses stemming from, say, highly
concentrated exports), and that concessions on maturities may help
debtors to service interest by not overburdening them with amortisation
payments.

Interest rate proposals

2.13 Clearly there is need for action that, to quote the consensus
reached at the meeting of Latin American debtors in Cartagena,
Colombia, in June 1984, ‘leads to a sharp and immediate reduction of
nominal and real interest rates in international markets’. A narrower
but more manageable issue is whether developing country debtors can
be insulated from some of the effects of high international market
interest rates.

2.14 One approach is to find ways of postponing, or rescheduling,
part of the interest payments in a more effective way than via ‘involun-
tary’ lending. The main device being considered by bankers is ‘capping’.
‘Capping’ means different things to different people, and there are
many variants. The essential idea is that capitalisation should apply to
interest above a certain maximum level, or ‘cap’. In one version, if
interest rates rise above the ‘cap’, the balance could be debited to a
form of ‘escrow’ or ‘rainy day’ fund which could be paid off when
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interest rates fall below the ‘cap’ rate. Alternatively, ‘capped’ interest
would be rolled up into a payment at the end of the repayment period,
and could, then, if necessary, be rescheduled again. Or, if interest rates
rise above the ‘cap’, the loan maturity could be extended with the
regular agreed payments of interest and principal remaining the same,
and, if they fall below the ‘cap’, the maturity could then contract.
There are technical problems, notably in establishing an underlying
trend in real interest rates which could form the basis of the ‘cap’.
However, the main difficulty with ‘capping’ is not that it is too radical,
but rather the opposite, that by postponing interest it piles up future
problems which, in the case of some countries at least, should be met
by interest relief.

2.15 Another idea, advocated by The Economist, is that the IMF’s
compensatory financing facility (CFF) could provide loans to offset
fluctuations in interest payments. It has merit as being a mechanism
which meets directly the debtors’ concern about unpredictable surges
in interest rates, with a minimum of new institution-building and of
government intervention in capital markets. The scale of resources
required would be considerable. If the facility were to cover the full
range of fluctuations up to 4 per cent on each side of a base rate, the
CFF would require something of the order of $12 billion additionally
and individual debtors would require much larger access limits. There
is attraction in the scheme to the extent that it recognises that interest
payments by debtor countries can be financed only by official, or
officially guaranteed, flows on a very much larger scale than is available
at present. But its value is limited by its treatment of the problem as
one of instability rather than of the high level of interest rates, and
because of the fact that it would require debtors to pay interest on the
deferred interest payments and to repay their CFF loans when interest
rates are still historically high and debt problems are still severe.

2.16 A third approach, which was given some prominence in the
Cartagena consensus, is to limit debt-servicing payments to a fixed
percentage of export earnings compatible with the debtors’ productive
potential and needs. The idea has some similarity with one put forward
by various individuals from the US National Security Council (see
Appendix 2.2) as part of a more far-reaching proposal for dealing with
the debt problem. There are also precedents—within government loans
which incorporate a ‘bisque’ clause deferring repayment instalments,
because of changed conditions, to be repaid when the original maturity
of the loan expires.? This idea is attractive inasmuch as it gives to what
was previously a fixed debt obligation an element of risk-sharing; the
greater the earnings, the more the service and vice versa. Moreover, by
providing a form of compensatory financing, it has particular relevance

2. Anglo-American Financial Agreement of 1946.
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and appeal to countries with highly unstable export earnings. But the
mechanics of determining ‘ability to pay’ and obtaining agreement
between debtors and creditors would present some problems.

2.17 Finally, going further than any of the above is the possibility of
an element of concessionality in the interest rate, converting past debt
into debt serviceable at below current market rates. This could be
acceptable to the banks in some cases if the loan were to be at a fixed
rate which is high by historic if not current standards—say 3-4 percent-
age points below the current market rate. However, if we introduce
concessionality on a large scale we make explicit the need for bank
losses or official subsidy to help with these losses; and this raises more
fundamental issues about whether the debtor and the banks should be
treated as having a liquidity problem rather than one of basic solvency.

Internalising obligations

2.18 Some debtor countries have the capacity to generate surpluses to
service their debt obligations but, because of structural weaknesses, are
not—in the short term—able to convert the surpluses into foreign
exchange. In several cases, private debt has been rescheduled in such a
way as to create assets which are freely negotiable domestically but
not, except after a period of time, internationally. The technique may
have wider application.

2.19 One possibility is counter-trading arrangements where an import-
ing country links payment to reciprocal exports. There is some counter-
trade in existence involving repayment of commercial bank debt in
kind.

2.20 Another option is for the creditor to convert its debt into a local
equity holding or even into real estate. Many developing countries will
resist this encroachment on local ownership, though others are more
relaxed. The more open the country’s attitude to foreign investment
and the more developed the local capital market, the more attractive
this type of approach is likely to be; another factor is the degree of
currency convertibility which can be offered for earnings and, eventu-
ally, repatriation of capital. Where there is a mutual interest between
debtors and creditors, agencies such as the International Finance Cor-
poration may have a role to play as intermediaries.

2.21 A third option is to convert commercial bank loans into long-
term government bonds issued in local currency. To prevent a huge
interest liability these bonds would be issued at a deep discount (possibly
even with a zero coupon). But banks would need guarantees concerning
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exchange rates, a time period for their redemption, and exchange
conversion as well as free tradeability so as to enable the bonds to be
regarded as performing.

More Fundamental Reforms

2.22 The further the above adaptations depart from current reschedu-
ling practice, and the greater the crisis, the more likely are banks and
creditor governments to look at various radical reform proposals which
have been canvassed. While we cannot do full justice here to a large
number of often very complex proposals, Appendix 2.2 sketches out
some of the better known ones. They have two main generic com-
ponents: first, mechanisms for shifting some or all of the accumulated
stocks of ‘non-performing’ (or potentially non-performing) loans from
the books of the banks in exchange for more marketable assets, thus
giving banks time to write down loans; second, an easing of the
developing country debt burden through a combination of principal or
interest relief or an extension of repayments on the one hand, or
through large-scale new lending on the other.

2.23 Without going too far into particular schemes, it is perhaps
useful to distinguish the various kinds of options. The restructuring
proposals attack the problem by trying to reduce the debt ‘overhang’.
Debtors benefit from debt relief on a scale in excess of what is being
negotiated through rescheduling. Banks acquire marketable bonds in
lieu of debt, but at a loss. Most critics have concentrated on the likely
impact of a large-scale involuntary writing-down of bank debt on
bankers’ willingness to lend again in future (though net lending for a
given gross flow would be higher because of reduced repayment). Banks
also are reluctant at present to accept that, except in a few cases of
obviously ‘insolvent’ nations, loans should be written down. Reflecting
different views on both technical issues and questions of principle, the
schemes vary greatly in their main features: scale; the form and extent
of debt relief; the type of new asset offered to banks; the type of
liability acquired by debtors; the degree of involvement by existing
international institutions or by a new agency; the distribution of losses
between debtors, creditor governments and banks.

2.24 The lending guarantee proposals attack the problem from the
opposite direction by giving security to banks to continue to make new
loans. They emphasise the need for substantial increases in resource
flows to developing countries in order to enable them to resume
acceptable rates of growth; and they do not require banks to absorb
sudden losses. Safeguards would be built into the schemes to prevent
overlending: linking guarantees to an IMF programme; limiting guaran-
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tees to less than 100 per cent. A large-scale guarantee scheme would,
however, involve industrial country governments in assuming a large
additional contingent liability when their existing guarantee schemes—
for export credit—are already in financial difficulty.

2.25 In addition to these proposals there are others, which we do not
review here but which are more generally concerned with strengthening
the banking system. Some envisage the Central Banks rediscounting
banks’ developing country loans, if necessary at a loss. The aim is to
ensure that the banks have adequate liquidity to continue their lending
operations. Others envisage an extension or clarification of Central
Banks’ existing lender of last resort role as it affects international loans.
At present, there is considerable doubt over who exercises it. There are
also ‘grey areas’ of ambiguous jurisdiction, such as off-shore banks.
Essentially, it is assumed that the function would be exercised by
Central Banks coordinating on an emergency basis. The ambiguity
reflects in part the understandable traditional reluctance of lenders of
last resort to specify in advance the extent and nature of the support
they are prepared to offer under particular circumstances. There is
clearly a difficult balance to be struck. Several critics of existing
arrangements have argued that a reasonable price for greater security
in this area could be tighter control over the direction and magnitude
of international bank lending.

2.26 In practice, any workable set of arrangements is likely to be
eclectic in character combining several of the more attractive features
of the prototype schemes, by dealing simultaneously with the debt
‘overhang’, new lending and strengthening the banking system against
the possibility of major shocks.
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Chapter 3

The Debt Crisis and the Low-Income
Developing Countries

Features of Low-income Country Debt

3.1 According to the IMF, over 40 low-income developing countries
have a combined debt of $88 billion, just over one-eighth of all
developing country debt. Eighty per cent of it is official, owed to the
governments of industrial countries and multilateral institutions, and
arising from past official development assistance (ODA) and guaranteed
export credits. As can be seen from Table 3.1, there is a strong
correlation between the share of official debt, and per capita income.
While the debt of low-income countries is small in global terms, it is
large in relation to the capacity of many of them to service it. The
‘least developed’ group of countries are particularly badly affected:
their debt-service payments on long-term debt increased from 16 per
cent in 1975 to 26 per cent in 1982,

3.2 Among the low-income countries there has been a somewhat
different experience in Asia and Africa. Some low-income Asian
countries have had worsening debt-service ratios, for example, Burma
and Pakistan. However, for low-income Asia as a whole, the situation
is not critical, since most debt is in the form of highly concessional
long-term credits, such as IDA loans. By contrast, low-income African
countries have seen their total external debt increase as a proportion
of export earnings from about 90 per cent in 1970-73 to almost 250
per cent in 1983. Debt-service payments on the long-term debt of low-
income Africa, which stood at around 7 per cent of their export of
goods and services during 1970-73, are estimated to have reached a
quarter of their export earnings by 1983. The wider African picture
can be seen from Table 3.2, which shows a five-fold increase in total
debt over the last decade and a trebling in overall debt-service ratios.
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Table 3.1: Classification of Developing Countries by Per Capita Income
and Importance of Official Creditors (1982)

Value of Share of

Medium- Official Per
term Disbursed Capita

Official Debt in Total Income
Debt Debt

$ billion % $

L. Countries with under $400 per capita income and over
60% Official Debt

Bangladesh 4.21 93 140
India 18.37 91 260
Uganda 0.55 91 230
Tanzania 1.55 89 280
Malawi 0.49 69 210
Ghana 0.95 69 360
Sri Lanka 1.42 66 320
Sierra Leone 0.23 65 390
Kenya 1.57 60 390
II. ‘Hybrid’ Cases
Guyana 0.48 69 720
Jamaica 1.05 67 1180
Mauritius 0.22 55 1270
Indonesia 8.33 52 530
Zambia 1.73 36 600

I11. Countries with over $§750 per capita income and over
60% Commercial Debt

Costa Rica 1.10 37 1430
Colombia 2.99 33 1460
Ivory Coast 1.34 27 950
Korea 8.33 27 1910
Philippines 3.85 23 820
Algeria 2.90 20 2350
Malaysia 1.77 20 1860
Nigeria 1.14 15 860
Chile 1.31 15 2210
Brazil 8.18 13 2240
Mexico 7.10 10 2270
Argentina 1.99 8 2320
Venezuela 0.30 2 4140

Note: Total debt used to calculate ratios excludes private unguaranteed debt.
Source: World Bank Tables and BIS.
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Table 3.2: Features of Low-income Developing Country, and African,
External Public Debt’

1973 1980 1981 1982 1983

1. Total Outstanding Debt

($bn)

Low-income countries 25.4 71.4 75.2 81.8 87.8

Africa 14.2 50.9 55.5 62.5 66.3
2. Ratio of External Debt to

Exports

Low-income countries 227.9 134.8 133.3 146.5 148.9

Africa 71.5 143.2 168.6 204.5 223.5

3. Share of Official
Creditors in Long-term

Total Debt

Low-income countries 84.5 76.0 79.0 81.1 82.3

Africa 47.8 45.2 46.5 46.8 48.7
4. Share of Short-term Debt

in Total Debt

Low-income countries 2.3 5.9 4.3 33 6

Africa 2.7 8.4 11.1 12.6 11.0
5. Debt Service Ratio®

Low-income countries 14.6 10.3 12.6 14.6 13.3

Africa 8.8 17.4 19.7 23.7 25.1
6. Interest Payments Ratio

Low-income countries 6.1 4.4 5.1 5.4 5.4

Africa 5.9 8.1 9.2 11.0 10.8

Source: Derived from IMF, World Economic Outlook, 1983 and 1984.

Notes: ° Low-income countries exclude China for 1973. Africa includes some middle-
income countries and excludes South Africa for years 1980 onwards. All ratios
are given in percentages.

b Payments (interest, amortisation or both) as percentages of exports of goods
and services.

3.3 One consequence of the rise in debt-service payments has been a
decline in net transfers to low-income countries since 1980. Total net
transfers to low-income Africa, after reaching a peak of $2.7 billion in
1980 in nominal terms, declined to $1.1 billion in 1983; and net transfers
to low-income Asia have also fallen since 1980, though not as sharply
as to Africa. In Africa, 16 countries registered negative transfers at
some time in the period 1971-81. Completing the picture of net resource
transfers, official grants to low-income Africa have also declined since
1980.
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3.4 As payments difficulties have intensified and other sources of
finance have dried up, there has been a growing reliance on short-term
debt, particularly in countries which have significant arrears on revolv-
ing credits to commercial banks and on imports from foreign suppliers.
For many Sub-Saharan African countries, it is believed that short-term
debt and trade arrears may have reached a quarter of the total debt
outstanding, and in some cases—for example, Tanzania and Zambia—
they may equal annual export earnings. A consequence of this accumu-
lation of arrears is that fresh trade credit has dried up for many
countries. Many low-income countries are importing food and oil, two
essential items, largely on a cash basis. In the instances where finance
is available, rates of interest have reportedly reached 30 per cent or
more.

Factors Affecting Low-income Country Debt

3.5 A variety of factors have contributed to the deteriorating debt
situation of low-income developing countries, especially in Africa.

(i) Terms of trade

3.6 They suffered a serious deterioration in their current external
balance with the decline in their terms of trade, and specifically with
the increases in oil prices. Between 1973 and 1982, low-income African
countries lost as much as 20 per cent in the purchasing power of
their exports. This, together with a decline in the volume of exports,
contributed to a trebling or quadrupling of their current account deficits
in real terms. Low-income Asia lost about 10 per cent in the purchasing
power of its exports but was able, in part, to counteract the adverse price
movements through a diversification of exports, particularly through
expanded exports to the Middle Eastern oil exporting countries and
through remittances from migrant workers.

Table 3.3: Terms of Trade (% annual change)

1965-73 1973-80 1981 1982 1983

(annual (annual

average) average)
Low-income Asia -0.5 —-1.4 -0.1 -1.6 -0.6
Low-income Africa -0.1 -1.5 -99 -0.9 4.6

Source: World Bank, World Development Report, 1984.
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(i) Reduced aid

3.7 In seeking to meet current account deficits by capital flows, low-
income countries have relied mainly on aid, but ODA has also declined
in real terms. Gross disbursements of ODA rose by 54 per cent between
1975 and 1982, and nominal net transfers, after deducting repayment
and interest, by 37 per cent. But net transfers declined by 5 per cent in
real terms, and by 30 per cent for the four major ODA recipients
(Egypt, India, Indonesia and Pakistan), when account is taken of
changes in exchange rates and prices of goods procured through ODA.
Looking to the future the prospects are no better. With a Seventh
Replenishment of IDA fixed at $9 billion, it is predicted that Africa
will suffer a 21 per cent reduction in real terms compared with
commitments in the IDA-6 period; and so will 13 other countries
outside Africa.

(iii) Increased use of private markets

3.8 Increased current account deficits in real terms, combined with
declining aid, led low-income countries to rely more and more on non-
concessional export credits and private capital markets. They were
attracted by negative real interest rates and the absence of strings. The
upswing in commodity earnings in the late 1970s also engendered
confidence in some countries that they could service commercial debt.
Two-fifths of the increase in the total long-term debt of the low-income
countries between 1975 and 1983 was accounted for by non-concessional
flows; as a result, the share of concessional debt fell from 71 per cent
of the total in 1975 to 60 per cent in 1983.

3.9 A consequence of increased reliance on private markets has been
a hardening of terms. This was most evident for variable interest rate
commercial debt, but was also true for ODA debt, in respect of its
declining grant element. Multilateral loans—for example, from the
IMF—have also become more costly. In Africa, average interest rates
on loans of all kinds rose from 4.2 per cent in 1971 to 10.1 per cent in
1981. Parallel with this, loan maturities on African debt fell from 22
years in 1971 to 15 years in 1982; and the average grace period from
six to four years.

(iv) Internal factors

3.10 While external factors have played a major role in explaining
the rise in indebtedness and debt service in low-income countries,
internal factors were also important. These include natural hazards
such as drought which led countries to buy food through external
borrowing; and policy deficiencies in the areas of production, savings
incentives and debt management.
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Prospects for the future

3.11 In the absence of ameliorative action, the factors which have
contributed to the current crisis seem likely to perpetuate it in future.
Both the IMF and the World Bank expect low-income countries to
have significantly lower growth rates in their export earnings than other
non-oil developing countries, and their terms of trade can be expected
to deteriorate further. The IMF’s projections suggest that the debt-
service ratio of low-income countries is unlikely to improve before
1990, even if the growth in imports is compressed to a rate lower than
the rate of increase in exports, which is itself projected to be low, and
even if there is a substantial decline in interest rates. In the projections
made by the World Bank, the debt-service ratio of low-income Africa
is projected to fall from about 25 per cent in 1983 to about 19-21 per
cent by 1995, but only with a decline in per capita incomes. In fact,
the implied growth rate of GDP, corresponding to the modest projected
improvement in the debt situation, entails a decline in per capita real
incomes at rates of up to 0.7 per cent a year in the decade 1985-95.
This comes on top of steadily declining per capita incomes over the
last decade (see Table 3.4) and underlines the sacrifice in terms of
development and living standards which is being demanded of some of
the world’s poorest countries in order to keep debt serviced.

Table 3.4: Trends in Per Capita Income (% annual change)

1960-73 1973-79 1980 1981 1982 1983

Low-income

countries
(including
China) 3.0 2.9 4.0 2.9 3.3 2.8
Low-income
Africa 1.0 -1.0 -14 -1.5 -23 -238

Source: World Bank, World Development Report, 1984.

Policy Framework

3.12 During the period 1976-83, out of 31 cases of official debt
rescheduling, 21 involved low-income African countries; Africa
accounted for half of all reschedulings, including commercial bank
loans, in this period. Several of these countries were obliged to resched-
ule their debts repeatedly, with Zaire, Togo and Liberia accounting for
15 reschedulings between them. A further eight countries which had
not yet rescheduled were listed by the IMF as being in arrears in 1983.
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3.13 There are some important variations in the ways in which the
international community has treated the debt of low-income countries
as compared with that of major and middle-income debtors. First, since
a large proportion of the debt is official, the institutional framework for
renegotiation is different, involving the Paris Club and aid consortia.
Paris Club procedures are reviewed below.

3.14 Second, the principle of writing off debt for low-income countries
has been accepted by creditor countries. However, a distinction is made
between ODA debt which is eligible for write-offs and official debt
negotiated in the Paris Club, which is not.

3.15 Third, there is acceptance by the international community of the
need for special action in relation to the poorest countries including
action on debt as part of a wider programme. This acceptance was
given expression by the New Programme of Action for the Least
Developed Countries (UN Conference, 1981) and, more recently, by
the proposal of the Development Committee of the World Bank and
the IMF for a special action programme for Sub-Saharan Africa. As
drafted, this latter programme lays emphasis on more effective donor
aid coordination, supported by a special fund for Africa, and embracing
Paris Club official debt renegotiation for the countries concerned.

3.16 While these important differences exist, there are also common
features. There is the central role of the IMF which we shall briefly
refer to here and also in Chapter 4. There is also the same distinction
to be made between new money flows from aid donors and official
creditors, and the stock of outstanding debt. As with commercial bank
debt, increased new flows make it easier to manage the stock or
‘overhang’. While the emphasis here is on the stock of outstanding
debt, we would stress the obvious point that if new inflows of ODA to
low-income developing countries were to be substantially increased, the
seriousness of their debt problems would diminish since there would
be less need to borrow on hard terms—as also would the frequency of
arrears and rescheduling.

ODA Debt and Debt Relief
Objectives and experience

3.17 Some Asian countries (India, Pakistan, Bangladesh) have carried
out official debt renegotiation within the context of aid consortia under
the chairmanship of the World Bank. Debt relief was linked to new
aid in the context of a general commitment by donors to the countries’
development objectives. This approach appears to have worked well
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and has helped to keep South Asia relatively free from debt-servicing
problems, without the stigma of ‘loss of creditworthiness’ associated
with default and forced renegotiation.

3.18 The principle that debt relief should be treated as a legitimate
form of aid was given a good deal of attention by the Pearson
Commission in its 1969 Report.! However, it failed to achieve much
headway by adopting a bilateral case-by-case approach in the case of
the overwhelming majority of low-income countries which lacked the
coordinated aid consortium framework of the major South Asian ODA
recipients.

3.19 Generalised debt relief was called for by the developing countries
but this was resisted on the grounds that inequities might be generated
by generalised solutions. A compromise agreement was reached in 1978,
embodied in UNCTAD Resolution 165, under which donors undertook
to adjust the terms of bilateral ODA retro-actively as a means of
improving net flows. From the viewpoint of developing countries, the
resolution had several deficiencies. First, it did not specify eligible
countries. Eligibility came to be interpreted as referring to the ‘least
developed’ countries, but each donor was left to decide for itself.
Secondly, retro-active terms adjustment (RTA) is equivalent to debt
cancellation only where a country receives its aid in grant form. Of the
17 countries which are members of the OECD Development Assistance
Committee (DAC) only ten provide aid to the ‘least developed’—Ilet
alone to other developing countries—entirely in grant form. And,
thirdly, the resolution entailed no binding commitment; as a result the
United States has not implemented RTA and other donors have varied
in their commitment and methods.

Impact

3.20 The UNCTAD Secretariat estimates the total nominal value of
debt relief granted as $5.7 billion, of which $3.3 billion was in the
form of debt cancellation. About half the debt was owed by ‘least
developed’ countries. In the case of a few specific countries, the
proposed action has had a substantial impact. Eight ‘least developed’
countries had more than half their total debt written off and, for seven
others, the proportion was over 20 per cent. In the case of all other
countries, however, the impact on their outstanding debt was almost
negligible. Even for the major beneficiaries, the gain has been limited
by the fact that ODA debt relief has not been treated as additional
money but has been taken from elsewhere in aid budgets. None the
less, what debt relief has achieved, even in these cases, is to increase
the availability to the recipient of untied foreign exchange.

1. Partners in Development: Report of the Commission on International Development.
London: Pa]l Mall Press, 1969.
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Future initiatives

3.21 One way of giving quick and helpful relief to a substantial
number of the poorest countries would be a commitment by donors to
a complete ODA debt write-off (by converting past loans to grants)
for the category of ‘least developed’ countries. This could save them
approximately $100 million in debt service annually, a trivial sum for
the donors but an important sum for some very poor countries.

3.22 For the remaining low-income countries (defined as those eligible
for IDA financing) there could be a concessional arrangement which
falls a little short of the proposal for the ‘least developed countries’.
One element could be the acceptance by donors of the remainder of
loan payments in local currency rather than in foreign exchange; the
local currency balances could be used for the local costs of future aid
programmes.

3.23 It should, of course, be made explicit that the donor initiative is
in the context of enlarged ODA flows rather than merely a different
means of providing existing aid.

Rescheduling of Official Debt: The Paris Club

3.24 The Paris Club is the forum within which countries negotiate
the rescheduling of public sector debt owed to the 17 governments of
the DAC. It does not operate in the context of low-income countries
alone; in fact, the largest absolute amounts of official debt rescheduled
have been of guaranteed export credits and official loans of some
major debtors—Brazil, Mexico, Poland. But the rules followed in the
rescheduling of official debt are of particular relevance to low-income
countries, as it has constituted a major component of their total debt.

3.25 The Paris Club was initially seen by creditors as a way of
establishing common terms and conditions for debt rescheduling appli-
cations. While the Club has no written rules, a clear set of procedures
and common features has evolved which will be discussed and evaluated
below. Inevitably, we shall generalise, and country-level detail is briefly
summarised in Appendix 3.1.

Procedures

(i) The IMF

3.26 For members of the IMF, it is a precondition of Paris Club
rescheduling that the debtor has an upper credit tranche agreement
with the Fund (no exceptions have been made since 1977). Also, in
most cases, the continued validity of the Paris Club agreement has

been made dependent on the debtor maintaining a satisfactory arrange-
ment with the Fund.

47



(i) Interest

3.27 A central principle of the Club is that interest rates on restructu-
red loans are at commercial rates, and that interest payments are
maintained throughout. The precise determination of interest rates is
made bilaterally.

(iliy Consolidation

3.28 As in the case of bank debt, consolidation periods are short,
with usually only a year’s repayment to be considered at a time. But
there have been several instances of 18-month or 24-month consoli-
dation periods. In other cases, there is ‘conditional further rescheduling’
(i.e. an extension of the consolidation period subject to the fulfilment
of specified IMF conditions) or a ‘goodwill clause’ which makes a
somewhat vaguer commitment to future rescheduling.

(iv) Maturities

3.29 To a greater extent than with bank rescheduling, terms have
been generally a little easier for low-income countries than for others.
For example, the maturity of rescheduled loans has never been less
than 8 years, and in three cases it was between 11 and 16 years. This
compares with an overall average of 64 to 10 years maturity.

(v) Coverage

3.30 The coverage of the rescheduling agreements has traditionally
been restricted to principal on medium-term loans, amounting to an
average of 85 per cent of the principal due. Interest is now regularly
included and so are arrears outstanding at the beginning of the consoli-
dation period (but on less generous terms than the payments falling due).
Previously rescheduled debt has, however, invariably been excluded, as
has debt owed to multilateral institutions.

(vi) Special cases

3.31 There has been some sensitivity to particularly acute balance of
payments problems. A major departure was made in the case of Sudan
in February 1983. The rescheduling covered 100 per cent of arrears on
principal and interest payments resulting from previous consolidations
as well as 100 per cent of payments due in 1983 on short-, medium-
and long-term debt. In addition, half the interest due in 1983 on the
amount rescheduled was capitalised and consolidated along with the
other payments, and provision was made for considering similar treat-
ment in the second year at an annual review meeting. Finally, the
repayment period (16 years) follows a six-year grace period during
which no payments, except interest, will be made. Attempts to treat
this as a precedent have, however, been resisted.
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Evaluation

3.32 Several major deficiencies have become apparent in the existing
arrangements as they affect low-income countries. They are, if anything,
more serious than in the case of bank loans and major debtors. First,
the experience of rescheduling reveals that official creditors are less
sensitive than private creditors to the implications of their negotiations
for new financial flows. Within the bank rescheduling context there is
at least an implicit understanding that new loans will be provided to
help service interest. However, the main export credit agencies respond
to impending renegotiation by withdrawing cover, and there are often
long delays, even after agreement is reached bilaterally, before cover is
restored.

3.33 The central involvement of the IMF should in principle help
inasmuch as it is a catalyst to encourage new lending. In practice,
however, it has been conspicuously less active in orchestrating new
official lending for low-income countries than in working with the
banks to ensure new ‘involuntary’ lending to major debtors. Indeed,
its own methods have often aggravated the situation. The insistence on
brief consolidation periods is linked to the IMF’s preference for short-
term standby arrangements. This, in turn, leads to frequent, rather
than once-and-for-all, rescheduling operations and to repeated loss of
export credit insurance cover.

3.34 More generally, and not only in relation to export credit agencies,
there has been little coordinated effort during rescheduling exercises to
increase the supply of additional finance. Yet lack of support in the
form of new money can undermine the whole credibility of the Fund’s
approach to adjustment programmes which require working assump-
tions to be made on capital flows. The Fund has now started to play a
more direct role in this context. Thus, in the case of Sudan, it was
decided that although an IMF arrangement was approved in principle
it would not go into effect until the necessary private and official
finance was forthcoming. The Fund has also recently taken the initiative
in several cases, in calling a parallel meeting of aid donors so that the
needs of the debtor country can be more adequately addressed.

3.35 A second, and related, point is that the Paris Club format has
led to an insistence on short-term—usually one-year—Fund pro-
grammes, and on the conditionality associated with such programmes
which is largely inappropriate to the circumstances of low-income
countries. We shall pursue these arguments in more detail in Chapter
4. Suffice it to say here that most low-income countries have structural
problems which need medium- to long-term programmes to increase
the supply of tradeable goods and services. New investment may have
a high short-term import content which requires sustained and consistent
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external financial support over a number of years. Moreover, the need
to build up infrastructure and human capital may well necessitate higher
outlays on ‘non-tradeable’ activities in the short run, which generate
no foreign exchange directly. The short-term nature of Fund pro-
grammes is, as we have noted, linked to short consolidation periods.
A recent departure to ease this problem slightly has been the extended
consolidation period offered to Cuba; but it is scarcely over-generous
(2 years 4 months).

3.36 Third, the terms of rescheduling have caused concern, particularly
in respect of interest rates. There is no consistency between creditors
in relation to the interest charged. In general, there has been a movement
reflecting higher international interest rates and the withdrawal of the
subsidy element from export credits. In some recorded cases, there has
been an increase in rates from 6 to 12 per cent consequent upon
rescheduling. The overall result has been to increase the present value
of future debt-service obligations over those of earlier loans—an
extraordinary imposition on low-income countries in current circum-
stances.

3.37 Fourth, there has been only a modest attempt to relate maturities
and grace periods to the circumstances of low-income countries. The
terms for Sudan were generous and have been partially replicated for a
handful of other cases (for example, Madagascar) but there is a
reluctance to generalise the treatment.

Future adaptation

3.38 It follows from the above that the changes required in the
operation of the Paris Club, as it affects low-income countries, are
fundamental rather than minor. The main point is that the distinction
between rescheduling one form of official debt (ODA) on concessional
terms, involving debt write-offs, and another (official loans including
export credits) on commercial terms is artificial and unhelpful to low-
income countries. There are several implications:

— in an ideal world in which ODA flows were much larger and
rapidly increasing, the optimal and most equitable solution to
the external financing problems of low-income countries would
be achieved by new flows rather than relieving the most heavily
indebted countries of their loan obligations. However, in a
situation of declining new concessional flows in real terms and
chronic problems of low-income country indebtedness, it makes
little sense for one set of official creditors to demand commercial
debt rescheduling terms. Greater concessionality and write-offs
in the context of the Paris Club are inevitable, as some individual
cases have already demonstrated;
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— insistence on treating official debt in the Paris Club indepen-
dently of the activities of aid donors, results in the imposition
of a short-term framework for economic management which
is inadequate and may undermine medium-term development
programmes. A better approach is that adopted in the case of
Sudan, and mooted in the proposed special action programme
for Sub-Saharan Africa, which links aid donors and official
creditors in a coordinated approach to existing debt and new
lending, in the context of a medium-term programme;

— once the above approach has been accepted in general terms, a
variety of specific implications follow, including the adoption
of multi-year rescheduling—i.e. much longer consolidation
periods—linked to medium-term IMF loans or World Bank
programme loans; increased grace periods and maturities; conces-
sional interest rates; and a coordinated approach by export credit
agencies involving firm commitments to a prompt restoration of
cover in the case of agreed reschedulings and programmes.

Domestic Policies and Debt Management

3.39 Internal economic management plays a crucial role in preventing
and resolving debt crises. Low-income countries, no less than others,
need to pursue disciplined fiscal policies and to adopt realistic exchange
rates, as well as offering adequate incentives to producers of food and
exports.

3.40 One issue of particular importance in low-income countries is
the absence of proper machinery for debt management, since many
governments lack trained personnel. Many debt problems have been
made worse because governments have not known, even approximately,
the extent of the national external debt and future debt-servicing
obligations. This has made their debt more expensive and burdensome
by incurring penalties for late payment and by reducing further their
ability to obtain new credit; and it has greatly hampered their negoti-
ations for further finance with the IMF and others.

3.41 Many governments do not have a full picture of their external
debts primarily because of an inability to monitor and control borrowing
by parastatal institutions, which is generally government guaranteed
but in many of the countries has been largely uncontrolled, and by the
private sector. This needs to be overcome by establishing appropriate
institutional machinery to manage debt and its repayment, both public
and private.

51



3.42 The essential elements of a debt management system are:

(i) the appointment of a central agency to monitor the contracting,
utilisation and payment of all external loans;

(ii) the establishment and regular updating by this agency of a full
inventory of external debt and debt-service obligations;

(iii) the management and analysis of these data in order to provide
information on payment of interest and principal due, on
currency of payment, and on other key variables;

(iv) balance of payment forecasts which can be used in conjunction
with debt projections to formulate an appropriate borrowing
policy.

At present low-income developing countries make use of banks to
advise them. International agencies can also assist governments which
lack the manpower or experience to operate systems of this kind, and
the Commonwealth Secretariat is among those seeking to extend its
operations in this area.

3.43 While no amount of good debt management will avoid the
acute problems of countries which have been faced with stagnating or
declining revenues from one or two export commodities and with a
massive increase in their import bill for oil, it should be possible for
them to incur expenditure obligations which are appropriate not to the
revenue peaks in the commodity price cycle of their exports but to
some rough and ready mid-point of the cycle. This should at least
minimise debt-servicing difficulties.
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Chapter 4

The International Financial Institutions
and the Debt Crisis

Changing Problems and Changing Roles
Original mandate

4.1 The current role being played by the IMF and the World Bank in
relation to the debt crisis cannot be understood without reference to
their original terms of reference and the way these have been interpreted
in practice.

4.2 The IMF’s principal mandate (Article I of its Charter) related to
the provision of international monetary stability. The IMF provided
‘machinery for consultation and collaboration on international monet-
ary problems’; it sought to promote greater exchange stability; and ‘by
the provision of temporary finance, to discourage resort to measures
destructive of national and international prosperity’ in response to
payments imbalances. The World Bank, on the other hand, although
initially seen as concerned with post-war reconstruction, has been
concerned with long-term developmental objectives and has provided
project finance for this purpose. The establishment of its soft-loan
affiliate, the International Development Association, made explicit the
need for finance ‘in the less developed areas’ which would be ‘more
flexible and bear less heavily on the balance of payments than those of
conventional loans’. A clear distinction was seen between the roles of
the Bank and the Fund.

The oil shocks and the debt crisis

4.3 The events of the early 1970s revealed the need for a different
kind of financing: medium-term financing for structural balance of
payments deficits. The IMF responded in a variety of ways:
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— atwo-year Qil Facility was set up in 1974 incorporating a Subsidy
Account for concessional lending to low-income countries;

— the Extended Fund Facility (1974) provided multi-year pro-
grammes in the form of three-year credits repayable over eight
to ten years;

— a Trust Fund (1976), financed out of profits from gold sales,
provided concessional balance of payments loans to low-income
countries;

— another relevant institutional change was the introduction of the
Supplementary Financing Facility in 1979. Since the repayment
periods were longer than for stand-bys, this might have been
expected to be of particular help to developing countries.
Further, a concessionary element was provided to low-income
countries by a two-tier Subsidy Account designed to reduce the
associated interest rate;

— the Compensatory Financing Facility was liberalised or extended
in scope on three occasions between 1975 and 1981;

— cumulative access was enlarged to 600 per cent which has now,
after the eighth quota review, been reduced to 408 per cent or
500 per cent, depending on the seriousness of balance of pay-
ments needs and the strength of the adjustment effort.

4.4 For its part, the World Bank endeavoured to step up the scale of
its lending and, in 1980, introduced Structural Adjustment Lending
(SAL) to provide medium-term credits.

4.5 The consequences of these actions, particularly in relation to the
Fund, were substantial, quantitatively and qualitatively, but essentially
short-lived. As can be seen from Table 4.1, there was an upsurge in
Fund lending between 1974 and 1976, but this fell to negligible levels,
and indeed turned into negative net flows, during 1977 and 1978.
Qualitatively, there was a movement towards medium-term programmes
and special facilities for low-income countries; but this was reversed
after 1976. These diminishing attributes partly explain why the Fund
was called on to play virtually no role from 1977 to 1979 in financing
non-oil developing countries’ deficits, which remained large. Another
major reason was the large percentage of high conditionality lending—
three-quarters of the total by 1980. This change was brought about by
increasing the percentage of quotas that could be drawn rather than
increasing the quotas themselves (thus, first credit tranche conditionality
continued to apply to 25 per cent of a quota even though much larger
cumulative quotas could be drawn). There was a brief relaxation of
attitude to conditionality at the end of the 1970s, involving easier
availability of waivers, longer programme periods and modified policy
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objectives, but this proved short-lived. Those countries which were able
to do so, preferred to make maximum use of commercial bank credit.

4.6 The reaction of the Fund to the second oil shock of 1979 and the
resultant debt crisis (or at least the reaction of its principal members)
was substantially different from its reaction to the events of 1973-74.
There was, to be sure, a major increase in resources and lending; but
it was primarily in relation to what was seen as a short-term liquidity
crisis on the part of the major debtors. It has not been directed towards
the longer-term structural problems of the countries concerned or to
the particular problems of low-income countries. For its part, the World
Bank increased its lending but this never exceeded planned levels, even
during crisis situations, because of the constraint of remaining within
sustainable lending limits. Each of these points merits some further
discussion, which we undertake below.

The IMF and Major Commercial Bank Debtors
The IMF as lender

4.7 As can be seen from Tables 4.1 and 4.2, there was a major
increase in Fund lending to non-oil developing countries after 1980,
and this was almost totally accounted for by the 25 countries with the
largest external indebtedness in 1982 (other than India, Pakistan and
Indonesia, all are middle-income countries).

4.8 The resources to finance this upsurge in new lending were raised
in several stages. After 1979, with the help of borrowing under the
Supplementary Financing Facility, a review of quotas, and further
borrowing from Saudi Arabia and the industrial countries, the Fund
was able to enlarge its resources under the standby and extended
arrangements. Two further important decisions were taken in early
1983 to increase IMF resources. Under the Eighth General Review,
aggregate quotas were increased by 47.5 per cent from SDR 61 billion
to SDR 90 billion—ahead of schedule. Secondly, the General Arrange-
ments to Borrow (GAB) were expanded and extended by the members
of the Group of Ten, whereby maximum credit lines available to the
Fund were increased from SDR 6.4 billion to SDR 17 billion and access
extended beyond the Group to provide ‘additional financing for other
countries with balance of payments problems . .. that could pose a
threat to the stability of the international system’.

4.9 With these resources (and increased access limits), net commit-
ments under agreed programmes with developing countries were raised
to SDR 6.6 billion in 1980 (roughly equivalent to the total commitments
over the whole period 1974-79), rising further to an average of SDR
7.3 billion in the following two years and SDR 10.6 billion in 1983
(double that of the previous year and of the five-year period 1976-80).
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At the end of 1983, 43 countries had arrangements with the Fund
involving a total amounting to SDR 22.9 billion. Of these, 20
countries—including nine in Latin America—with arrangements total-
ling SDR 14 billion, had undertaken at least one debt rescheduling over
the period 1981-83. In terms of the current account deficit (admittedly
much reduced as a result of IMF supervised programmes) the Fund
financed 20 per cent in 1983 compared with 6 per cent in 1981 and 3
per cent over the period 1976-80. For nine Latin American countries
with Fund programmes, the level of Fund support rose from less than
1 per cent of the current account deficit in 1981 to more than 50 per
cent in 1983.

4,10 Two further features should be recorded regarding the big
increase in Fund lending to meet the needs of the major debtors. First,
while low conditionality lending increased (to a record SDR 3.4 billion
in 1983), the proportion fell sharply from about a half of disbursements
in the late 1970s (and 80 per cent in 1976) to a little over a quarter in
1983. Second, the new lending was dominated by one-year standby
loans. The EFFs, symbol of the Fund’s attempt to adapt its approach
towards longer-term and more structurally oriented programmes, now
account for a much lower proportion of Fund arrangements than
carlier—only 10 out of 43 developing country programmes in 1983 and
only 4 out of 37 in mid-1984. Thus we can see a marked change in
response to developing country needs since the first oil shock.

The IMF as catalyst

4,11 Apart from the absolute amounts of finance provided by the
IMF, it has played a role quantitatively even more important than is
indicated by the scale of its own lending. It has extracted ‘involuntary’
lending from banks, making it conditional before its own resources
were committed in the period ahead. Taking the four countries Argen-
tina, Brazil, Mexico and Yugoslavia, the effect of this joint approach
has been that the $12 billion provided by the IMF over a three-year
period was matched by a rescheduling, over a 7-8 year period, of some
$45 billion of bank loan repayments together with $10 billion in new
medium- to long-term loans.

4.12 This degree of involvement in the case of the major debtors has
made the Fund central to the successful resolution of debt rescheduling
problems. As a corollary of increased Fund involvement in debt
rescheduling cases, creditors have made almost all debt rescheduling
arrangements, including the disbursement of new money, conditional
upon compliance with performance criteria under arrangements with
the Fund (the same applies also to official creditors under the Paris
Club, but here the Fund’s catalytic role is less in evidence). For a
debtor country, therefore, non-compliance means the suspension not
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only of Fund lending but also of lending by the commercial banks and
other creditors.

Conditions and performance criteria

4.13 The main feature of IMF conditionality as applied to the major
debtors is the emphasis on demand management and a programme of
monetary and fiscal measures which can be monitored within the
short-term programmes consistent with standby loans. The principal
instrument for achieving the objectives envisaged in these programmes
has been a sharp reduction in public sector deficits; for example, a
reduction in the case of Mexico from 16.5 per cent of GDP in 1982 to
3.5 per cent of GDP in 1983, and in the case of Brazil from 16.9 per
cent of GDP in 1982 to 4 per cent of GDP in 1983.

4.14 The main achievement of debtor adjustment policies, as we have
described in Chapter 1, was to produce a remarkable swing in their
trade balance. If we take ten countries with the largest bank debt!
and which have recently experienced bank debt reschedulings, their
merchandise trade has achieved an estimated $25-30 billion surplus in
1983 from a deficit of $45 billion in 1981. This swing was largely
accomplished by a reduction in imports; in 1983 imports were almost
halved compared to the level reached in 1981.

4.15 There has been considerable criticism of the damaging conse-
quences for development of this type and scale of adjustment. We shall
briefly reiterate only two major points here. The first relates to the
very high economic and social costs in terms of output, employment
and personal incomes. The implications for GDP growth were summari-
sed in Chapter 1. In terms of employment, in Peru, for example, about
900,000 jobs have been lost since 1980, pushing the level of those
without a full-time job to an estimated 60 per cent of the 6 million
work-force. Industrial employment fell by 84 per cent during October
1983 in Brazil. Real wages are reported to have fallen by about 25 per
cent in Brazil during 1983, as envisaged in the IMF programme. In
Yugoslavia, where an IMF programme was pursued from May 1979 to
the end of 1983, real wages showed a decline of 15-20 per cent between
1979 and mid-1983.

4.16 The second criticism is that short-term adjustment programmes
are not directed to the need for measures to increase the output of
tradeable goods and services—exports and import substitutes. Indeed,
they may hinder necessary structural changes inasmuch as they inhibit
new investment. In any case, new investments may well be import-

1. These are: Mexico, Brazil, Venezuela, Argentina, Chile, Yugoslavia, Nigeria, Peru,
Ecuador and Turkey.
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intensive, requiring increased, rather than reduced, trade deficits in the
short term. The main mechanism used by the Fund to encourage
improvements on the supply side is the use of exchange-rate devaluation.
Between 1981 and mid-1983 the real exchange rate of Mexico deprecia-
ted by one-third; of Brazil by one-sixth; of Argentina by two-fifths; of
Yugoslavia by three-fifths; of Ecuador by two-fifths. Results in terms
of growth are meagre so far, which is not surprising since there is a
longer time-lag between price signals and resource allocation than
between income changes and demand for goods. There are inevitable
gestation periods between investment decisions and production and
marketing of production, and these lags are more evident where export
markets have to be established. This underlines the need for adjustment
to be seen in a longer time-frame.

The IMF and the Low-income Countries

4.17 The experience of seriously indebted low-income countries in
relation to the Fund is in general much less satisfactory than for other
developing countries, both in respect of the quantity and quality of
lending.

4,18 As regards quantity, it can be seen from Table 4.2 that, while
there has been an increase in the total use of Fund credit by low-
income countries from the very low levels of the late 1970s, a large
part of the increase is accounted for by China and India, particularly
the latter, and the increase is small in relation to the overall increase in
developing country borrowing from the Fund. One major problem is
the limitation on access. Even where access is adequate, high interest
rates and the short repayment periods on Fund loans are a deterrent to
potential borrowers (and also to the Fund which needs to be persuaded
that repayment is likely). The cut-back in special IMF provisions for
low-income countries—the Subsidy Account and the Trust Fund—are
a major impediment. Moreover, the Fund performs virtually no catalytic
role; as explained in Chapter 3, it does not actively encourage new
official lending and may inadvertently turn off sources of export credit.

4.19 IMF programmes present problems for the low-income countries
for several related reasons. First, a traditional short-term Fund pro-
gramme which calls for immediate cuts in expenditure leading to cuts
in imports presents particular difficulties for these countries. Levels of
incomes are initially lower and imports have usually been compressed
to the minimum already. And, as we have seen, many African countries
have had experience of long periods of falling per capita incomes and
falling imports. Second, the time period required for achieving structural
adjustment is likely to be long: this arises from the fact that low-income
countries tend to have much less diversified production structures, so
that a change in relative prices brings about a reallocation of resources
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more slowly. The existence of large non-monetised sectors also tends
to limit the role of the price mechanism.

4.20 Yet a review of the Fund programmes in the context of Sub-
Saharan Africa suggests that there is an even greater predominance of
short-term, one-year, standby arrangements rather than three-year EFF
loans, as compared with arrangements for middle-income countries.?
While the Fund does, on occasion, operate in terms of a medium-term
framework, even in formulating standby arrangements, the failure to
conclude straight medium-term arrangements suggests that the perform-
ance criteria are formulated unduly in terms of variables related to
short-term improvements, for example, variables related to demand
management rather than to supply-side measures.

4.21 Taken as a group, low-income countries, especially in Africa,
have left a sizeable trail of failed and aborted Fund programmes. In
addition to the inherent difficulties in achieving meaningful adjustment
with short-term deflationary programmes, most low-income countries
are more vulnerable to exogenous shocks than are other countries.
They are also subject to a greater seasonality in the tempo of their
economic activity. Essentially, the requirements of these countries are
for a higher proportion of low conditionality loans, particularly under
the CFF which offsets external shocks; and for more medium-term
loans under which performance targets are monitored less inflexibly
and with more attention to possible social and political consequences.

The World Bank and the Debt Crisis

4.22 As we have pointed out above, the World Bank has so far made
only a modest contribution to the balance of payments financing of
developing countries. Out of an estimated gross lending commitment
of $14.5 billion in 1983 (excluding the IFC), the net transfer was only
$4.5 billion ($11 billion and $2 billion respectively for the IBRD alone,
i.e. excluding IDA). In the case of low-income Africa, net transfers
from the Bank have steadily declined since 1978 and have been negative
for the last two years (the negative transfer was $42.6 million in 1982).
In Zambia, to take an extreme case, transfers have been negative since
1979.

4.23 The Bank’s role has been inhibited so far by two constraints.
First, it is being held back from expanding its lending activities by a
combination of its restricted capital base, its capital-lending ratio (a
very conservative one-to-one) and its cautious policy of remaining

2. In mid-1984, 19 out of the Fund’s 37 developing country programmes were with
Sub-Saharan Africa and only one (Malawi) was an extended arrangement.
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within its sustainable lending limit.? Second, the overwhelming emphasis
on project lending imposes serious limitations on the absorptive capacity
of many recipients. When output and consumption are being cut back
as a result of forced balance of payments adjustment, it is difficult for
governments to maintain the momentum of new projects. The Bank
has evolved two mechanisms to help it play a larger role: SALs and
co-financing.

Structural adjustment loans

4.24 Structural adjustment lending was introduced by the Bank in
early 1980 with the objective of providing quick disbursing finance to
support measures aimed at strengthening countries’ balance of payments
without severely constraining demand in a manner that sets back
economic and social development. The loans are designed to assist
governments to adopt policy and institutional reforms intended to
improve the efficiency of resource use, thereby ensuring a more sustain-
able balance of payments and acting as a catalyst for the inflow of
other external capital to help ease the balance of payments situation.
Adjustment is anticipated over a period of five to ten years. The loans
themselves are for disbursement within 12 to 18 months, but the Bank
normally expects to undertake a succession of such loans over a 4-5
year period.

4.25 While the idea is attractive, the quantitative significance of SALs
has so far been very small. Loan commitments in 1983 amounted to
$1.5 billion and disbursements were considerably smaller. Moreover,
there is a low ceiling on finance available for programme lending: 10
per cent of Bank lending and no more than 30 per cent of total lending
for any one country, SALs also compete with other uses of the Bank’s
resources, and do not represent any net addition to total lending.

Co-financing

4.26 A second contribution on the part of the Bank is the encourage-
ment of commercial bank lending to developing countries by means of
co-financing. The rationale behind co-financing is that it provides the
commercial banks with greater security because borrowers are less likely
to default on a project in which the Bank is involved. To date, the
scheme has had limited success in attracting commercial funds. Co-
financing amounts to only 1 or 2 per cent of all commercial bank
lending to developing countries. Moreover, it is questionable how much

3. Under the Bank’s Articles, disbursements cannot exceed capital plus reserves. The
‘sustainable lending limit’ is that level of commitments that can be sustained indefinitely
without requiring another capital increase. The limit varies and can be exceeded tempor-
arily, but the commitment rate must then be reduced so that subsequent disbursements
do not exceed capital plus reserves.
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of the private funds are, in fact, new money which would not have
been forthcoming otherwise.

A Future Role for the Institutions
A new mandate

4.27 It has been argued above that the IMF’s role cannot simply be
evaluated in quantitative terms, though the amount of resources is
clearly very important. What is primarily lacking at present is adequate
finance for medium-term structural adjustment lending, a deficiency
related to developing countries in general but relevant to low-income
countries in particular. The vehicle for this type of lending is already
available in the Extended Fund Facility.

4.28 Were the IMF to move in this direction, it would mean increased
overlap with the structural adjustment lending activities of the World
Bank. There are important issues of policy and procedure in this area
which will not be pursued here; they were covered in depth in the
Helleiner Report, Towards a New Bretton Woods.* But there are two
specific practical implications which should be underlined. First, if
there is to be a consistent approach to structural adjustment there will
need to be a coordinated approach by the two institutions (together
with bilateral donors and credit agencies, and the recipient govern-
ments). This could eventually lead to a merged lending body. Second,
in many cases, where the Bank plays the dominant role in coordinating
external development finance, the Bank rather than the Fund should
assume the lead role in any adjustment package, and its conditionality,
rather than the Fund’s, should be predominant. This in turn calls for
additional Bank resources particularly for structural adjustment lending.

4.29 The other major element in a revised approach to external
financing by the Fund would be recognition of the greater need for
low conditionality compensatory financing to help developing countries
withstand externally-induced instability. The case for an enlarged CFF
rests on the following grounds: first, the particular vulnerability to
external shocks of many low-income countries dependent on only one
or two primary commodity exports and the absence at present of
appropriate facilities on an adequate scale; second, the absence of
any other satisfactory international arrangements to help developing
countries deal with earnings instability; third, the desirability of incor-
porating interest rate fluctuations, together with export earnings, and
import prices (at least for essential items), as variable elements which
can be a basis of CFF eligibility; fourth, the inappropriateness of

4. Commonwealth Secretariat, Towards a New Bretton Woods: Challenges for the
World Financial and Trading System, Report by a Commonwealth Study Group, July
1983.
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conditionality and access limits for dealing with external shocks which
are not permanent but reversible.

4.30 It is also necessary to stress that low-income countries find it
difficult to have access to Fund facilities because of the high cost of its
borrowing. A reactivation of the Interest Subsidy Account and/or the
Trust Fund might therefore be considered.

Resources of the Fund

4.31 The required level of the Fund’s resources depends in part on
the extent to which its role remains the traditional one or is adapted
along the lines sketched out above. It also depends on the extent to
which the Fund’s own analysis of the debt crisis is correct, namely,
that existing major debtors require less external borrowing and are
restored to a position where market borrowing becomes easier. If,
however, their position does not improve in the medium term—as our
analysis in Chapter 5 leads us to believe—they will have to roll over
their loans and this will add substantially to resource requirements.

4.32 Rough calculations have been made on what could happen in a
scenario in which the debt crisis will not be quickly resolved and in
which the major borrowers will require programmes in place for the
next three years or so, and will need continuing support at least over
this period, if not longer. To provide further loans up to the present
access limits would call for around SDR 15 billion over the next three
years (SDR 19 billion on higher access limits). In addition, there are
several other major debtors who are currently rescheduling and may
well elect to make use of Fund programmes. This could involve calls
on Fund lending of up to SDR 10-12 billion. These are, it should be
stressed, notional figures and could in practice be substantially greater
if countries with large quotas seek assistance, or substantially less if
loans are not actually sought or if lending is constrained well within
quota limits. We have, further, made out a case above for an enlarge-
ment of CFF low-conditionality support. Even if the same level of low
conditionality support were provided as during 1981-83, the amount
required could be an additional SDR 7 billion over the three-year period
1984-86. It is, therefore, not too difficult to envisage circumstances in
which the Fund could face a demand on its resources of the order of
some SDR 34-40 billion over the period 1984-86, and the demand
could be much larger if low conditionality lending was substantially
enlarged.

4.33 Looking now at the supply of finance, the Fund estimates that
the Eighth Quota increase of around SDR 30 billion will provide an
addition to useable resources of about SDR 15 billion from January
1984 and taken together with GAB enlargement will almost double the
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size of the IMF’s resources. However, since access to the GAB is in
practice severely limited by special criteria, GAB resources cannot be
considered as a normal addition to the Fund’s resources. Even allowing
for repurchases under the existing arrangements which could amount
to about SDR 10 billion over the three-year period, the Fund faces a
short-fall of resources of some SDR 9-15 billion over the three-year
period without allowing for a significantly increased CFF. Moreover,
our analysis of the longer period to 1990, in Chapter 5, suggests that
on most realistic assumptions there will be a call on the IMF for the
rest of the decade for resources at least as large in real terms as in
1983.

The role of the World Bank

4.34 Consideration is at present being given by the Bank to the
different ways in which it could play a more central role in developing
countries in the light of the debt crisis, the decline in commercial
lending and the particular problems of low-income countries, especially
in Africa. A set of different instruments would be necessary to meet
different objectives in the main groups of clients: the major debtors;
low-income Sub-Saharan Africa; other low-income countries.

4.35 The Bank’s effectiveness in low-income countries depends in
large measure on its success in obtaining supplementary financing for
IDA, at least to maintain in real terms the volume of its lending.
Without adequate IDA resources, the Bank will not only be forced to
make a relatively smaller contribution to seriously indebted low-income
countries but will be unable to continue its valuable preventive role,
which helps to keep the major Asian aid recipients from acquiring
serious debt-servicing problems. Moreover, it is only with adequate
resources to back it up that the Bank will be able to take a central
part in formulating programmes, influencing and coordinating donors
and creating a medium- to long-term perspective in joint operations
with the IMF.

4.36 If the Bank is to perform this central role in medium-term
structural adjustment in low-income countries and elsewhere, it will
need a substantially higher percentage of resources for general pro-
gramme lending. An immediate step along this road would be a
significantly increased fraction of World Bank lending available for
SALs, within the context of larger Bank lending in general.

4.37 Where the Bank’s project orientation would be valuable is in
maximising private flows not otherwise forthcoming. It is primarily in
this way that the Bank will assist the major debtors as well as those
not already considered creditworthy. This could be achieved through a
combination of:
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(1) a more flexible and larger co-financing scheme. Bankers argue
that co-financing could be raised to much higher levels. The
principle of cross-default should be made more explicit (linking
default to private creditors with new Bank loans) and pro-
cedures made faster;

(ii) use of the scarcely invoked clause in the Bank’s charter which
permits it to offer loan guarantees;

(iii) continuing expansion of the International Finance Corporation.
The IFC’s resources are to be increased from $1.9 billion in
the period 1979-84 to $6.4 billion over 1985-89 to permit
substantially increased investment, mainly in equity form,;

(iv) a World Bank banking subsidiary raising commercial finance
and jointly participating with commercial lenders in lending to
developing countries.

Regional development banks

4.38 In many respects the comments applied to the World Bank are
relevant to regional banks too. However, they enjoy certain advantages
over the World Bank: they have a greater knowledge of their respective
areas and the developing countries themselves play a relatively larger
role in their operations and decision-making. And where the role of
the World Bank and/or the IMF becomes too dominant, the regional
banks can provide an independent source of advice as well as finance.
Moreover, they have in general managed to speed up commitments and
disbursements in order to make an effective contribution when it has
been most needed. In 1983, the three regional development banks made
a net transfer of $2.5 billion from loan disbursements of $3 billion and
commitments of $4.8 billion. Except on a small scale by the Asian
Development Bank, there is no programme lending and, as with the
World Bank, this represents a significant limitation on the role of the
banks in the present context. They are also severely constrained financi-
ally in their ability to promote soft loan assistance through IDA-type
facilities and equity financing. If these constraints were to be lifted the
three regional banks could help to promote a better balanced range of
multilateral financing.
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Chapter 5

Debt and Resource Flows:
Future Prospects

5.1 A view widely held in Western governments, international agencies
and banks is that, while the debt crisis has assumed serious dimensions
in the last few years, the policies developed in response to it—as reviewed
in Chapters 2—4—coupled with economic recovery in the industrial
countries, should restore the debt situation to a manageable level. This
view is well articulated by the IMF. In the 1984 issue of World Economic
Outlook, it said (p.68):

Assuming moderate rates of growth in the industrial countries, some
fall in real interest rates, and unchanged terms of trade, and
assuming also that the non-oil developing countries continue their
present adjustment policies, the conclusion is reached that most
groups of these countries can achieve adequate rates of growth of
GDP (although somewhat below the rates attained during the 1960s
and 1970s), while restoring a manageable position with respect to
their current accounts and debt-service burden.

In this chapter we shall review the plausibility of this scenario over the
rest of the 1980s.

Debt Situation: Some Projections
The aggregate picture

5.2 In order to appreciate the precariousness of the prospects for an
improved debt situation, it is important to understand the assumptions
on which an improvement is predicated in the medium term:

(i) the industrial countries will grow at a rate of 3 to 4 per cent per
year, and, as a result, developing countries will be able to
increase their export earnings significantly as in the past;
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(ii) the real rates of interest will decline substantially compared to
the present levels;

(iii) the price of oil will remain stable; and

(iv) a significant number of developing countries will continue to
generate trade surpluses.

Based on these assumptions, most exercises on the debt situation project
an improvement in the medium term. (See Appendix 5.1 for a summary
of various projections and the assumptions underlying them.) There are,
however, some difficulties with such an assessment. First, the underlying
assumptions seem optimistic, particularly when we consider that all of
them must be realised simultaneously. Second, even if all the
assumptions were to be realised, the picture is much less reassuring when
we look at the debt profile for some individual countries or sub-groups
of countries. Further, it is assumed that adequate financial flows,
including new bank lending, will be forthcoming in the rest of the decade
to meet the financing needs of the developing countries—an assumption
that may not be easily fulfilled even if the debt situation were to improve
as projected. We discuss these themes below.

Fallible Assumptions
(i) Growth in industrial countries

5.3 The projected improvement in the debt situation is highly sensitive
to the industrial countries attaining a modest recovery, achieving a
growth rate of 3—4 per cent in the rest of the decade.

5.4 A point of agreement among all the projections is that, if the indus-
trial countries were not to attain the assumed growth rates, the debt
situation could deteriorate seriously. According to the IMF, if the
industrial country growth rates were to be one percentage point less than
the assumed rate in the base case projections (i.e. 2.25 per cent instead
of 3.25 per cent), the debt-service ratio of the non-oil developing
countries would rise all through the rest of the decade compared to the
levels in 1983, which were already high. Professor Cline (1983) concludes
that a fall of one percentage point in industrial country growth could be
seven times more important, in terms of its impact on the debt situation
of developing countries, than a one percentage point rise in interest rates,
serious though the latter would be.

5.5 The assumed growth rate of 3-4 per cent for industrial countries
for the rest of the decade, while low by historical standards, is predicated
upon a continuation and improvement in an economic recovery which is
so far both uncertain and uneven. Growth has been strong in the United
States and, to some extent, in Japan; but in Western Europe it remains
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weak. In the current year, 1984, the growth rate of GNP in the European
economies is projected at less than 2.5 per cent, compared to 6 per cent
in the US and 4.75 per cent in Japan (averaging 4.25 per cent overall as
against 2.4 per cent in 1983). Moreover, most analysts forecast a decline
in industrial country growth in 1985; the OECD forecasts a decline in the
US to 2.5 per cent and in Japan to 3.75 per cent. The growth rate in
industrial countries, on average, is expected to decline from 4.25 per cent
in 1984 to 2.75 per cent in 1985.

5.6 The idea of higher and steady growth runs wholly counter to the
reality of a world characterised by cyclical booms and slumps and by
periodic shocks. Even if the industrial countries achieve a growth rate of
3—4 per cent on average in the rest of the decade but characterised by
booms and slumps, it is doubtful whether the debt situation will
improve, particularly if the next phase of the cycle is a ‘slump’ rather
than a ‘boom’. As noted above, the growth rate of industrial countries
is generally expected to decelerate markedly in the coming one to two
years; and if this deceleration in growth were to be as pronounced as that
of 1981-82, the debt situation would worsen markedly.

(i) Developing country exports

5.7 There is also some uncertainty as to whether the industrial country
growth would continue to have the same degree of impact on developing
country exports as in the past. In the short term, in spite of the recovery
in industrial country growth in 1983—84, commodity prices have tended
to decline. Between mid-July 1983 and mid-July 1984, the dollar prices
of non-food agricultural commodities fell by 19 per cent and of metals
by 16 per cent. In view of the expected decline in industrial country
growth in the coming one to two years, it is doubtful whether these falls
will be reversed in any significant manner. In the medium term, there are
two other factors which cast doubt on the ability of the developing
countries to increase their export earnings. First, during the 1970s
developing country exports came to be diversified away from industrial
countries, with a greater proportion going to other developing
countries—oil exporters and others. Immigrant remittances from
workers employed in the oil-exporting countries were also a strong
component of exchange earnings for some developing countries during
the decade. Therefore, if the revival in growth is confined to industrial
countries—with growth in oil-exporting and other developing countries
somewhat muted—the exports of developing countries might not revive
as strongly as one might be led to believe from the past evidence.
Secondly, there is evidence that, in spite of the avowed desire to reduce
protectionism, the industrial countries, in fact, intensified protectionist
measures in 1983, at a time when recovery was under way. Furthermore,
at the margin, the additional exports produced as a result of developing
country adjustment measures, in particular from more competitive real
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exchange rates, are likely to be price-sensitive manufactures which face
the maximum protectionist stance. In the absence of a liberalisation of
trade, therefore, developing country exports may not revive as strongly
as past trends might suggest.

(iii) Interest rates

5.8 The projected global improvement in the debt situation assumes a
decline in interest rates. The IMF, for example, assumes that interest
rates on commercial credits, after continuing at the 1983 levels up to the
end of 1985, will decline by three percentage points during the rest of the
decade. If interest rates were not to fall at all, compared to 1983 levels,
the results would be much worse.

5.9 So far, the experience has been far from encouraging. We have seen
the demolition of hopes, widely held when we began this study, that there
could be a speedy return to manageable levels of interest rates. Instead,
they have risen—in the case of Euro-dollar rates from below 9 per cent
at the low point in 1983 to 12.25 per cent in July 1984. Some analysts
believe that they will continue to rise further. No less an authority than
Dr. Martin Feldstein, in his capacity as Chairman of President Reagan’s
Council of Economic Advisers, recently warned that short-term rates
would rise further, and continue high throughout 1985, even if amelior-
ative action were taken on the US budget deficit. An improvement in the
debt situation of developing countries projected on the assumption of a
fall—or even a constancy—in interest rates should, therefore, be viewed
with scepticism.

5.10 In the absence of a fall in interest rates from the current levels
during the rest of the decade, the chances are that the real rates of
interest on commercial debt will either equal or exceed the projected rates
of growth in real export earnings of the non-oil developing countries.
These are projected at less than 5.5 per cent per year for the rest of the
decade, compared to about 5—~7 per cent real rates of interest at present.
The projected rate of growth in real export earnings for the net oil
exporters, whose commercial borrowing is significant, is, in fact, less
than 3 per cent per year for the rest of the decade. The rate of growth
in real export earnings of the low-income countries is also projected at
less than the average for non-oil developing countries as a whole. The
full significance of this comparison lies in the fact that a country whose
export earnings growth consistently falls behind the real rate of interest
must be, realistically, treated as ‘insolvent’ rather than merely ‘illiquid’.
For a country with balanced trade, an excess of interest rate on external
debt over the rate of growth in exports leads to deeper debt-servicing
difficulties. But we do not start from a balanced position.
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(iv) Price of oil

5.11 A further uncertainty is the future price of oil. The oil supply
situation, however, is dependent not only on the balance between the
demand for and supply of oil, arising out of normal economic growth
and production trends, but also on a continuation of political stability
in the few major oil-supplying countries of the world.

5.12 The impact of a change in the price of oil cannot be viewed
entirely in terms of the net debt situation at the global level. A fall in the
oil price would threaten the more indebted oil-exporting countries,'
while a rise in the price would worsen the debt situation of the oil-
importing countries; but the gains and losses of countries arising from
a change in the price of oil are not transferable, and the strains arising
from such a change may not be accommodated evenly by a redirection
of the financial flows. A big change in the oil price in either direction
could have disturbing consequences for the debt situation.

(v) Continued adjustment by developing countries

5.13 The projected improvement in the debt situation also assumes that
many of the developing countries will continue to generate export
surpluses, as they have started doing at the behest of the IMF. As noted
in earlier chapters, the adjustment effort has entailed a severe cut in
imports and in GDP; in the projections made by the IMF, the volumes
of imports of the major borrowers are not expected to exceed their 1981
levels until 1987, and in respect of the net oil exporters, until 1988. In
the case of Sub-Saharan Africa, adjustment is called for on top of a
decade-long decline in per capita incomes.

5.14 It is clear that an adjustment effort of this order would be
extremely difficult to sustain. As two observers of the Latin American
situation have put it:2

In most [Latin American] countries, stabilisation plans have been
sold as a short, necessary operation, soon to result in a new burst
of growth. In some they are being instituted by technicians without

1. As Sir Jeremy Morse put it in evidence to the UK Parliament: ‘Obviously, if there was
a sharp break in the oil price that could create a secondary, at any rate, problem, perhaps
at worst a crisis in the position of some of the oil countries. I think that is one danger. The
other danger, of course, is recession deepening into depression, meaning that the arithmetic
generally fails. I suppose those are the two which in my bank we have at the back of our
minds.’

(House of Commons Select Committee on International Monetary Arrangements, Vol 11,
Q 1496.)

2. Thomas O. Enders and Richard P. Mattione, Latin America: The Crisis of Debt and
Growth. (Washington D.C.: The Brookings Institution, 1984, p.56.)
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broad political consent. When the crisis in some countries drags on
with per capita incomes below 1980 levels, as they may be for much
of this decade, and without credible promise of relief, it is easy to
imagine resentment and frustration exploding and turning against
governments when they fail to persuade the United States and other
industrial countries of the need for more generous terms. Not only
would the current broad but weak trend towards democracy falter,
but public order and national security could also be at risk.

It is interesting, in this context, to note the projections made by the Inter-
American Development Bank for Latin America, which are based on two
alternative assumptions: (a) that per capita consumption remains
constant; and (b) that unemployment dces not rise. The projections show
that the debt-service ratios of seven selected Latin American countries
would continue to be above 40 per cent through the rest of the decade
under the assumption of constant per capita consumption, and above 50
per cent if unemployment were not to rise further. This illustrates the dif-
ficulty of the task involved.

5.15 The projected improvement in the debt situation is thus predicated
on the fulfilment of a number of crucial assumptions simultaneously.
Moreover, even on this optimistic scenario, the developing countries are
expected to face arise in their debt-service ratios in the immediate future,
due to the substantial rise in amortisation payments expected around
1986—87. The picture is also worrying when we look at the prospects for
some individual countries or sub-groups of countries.

5.16 As we noted earlier in Chapter 3, the improvement projected in
the overall debt: exports ratio does not apply to low-income countries.
The IMF projects that the debt of low-income countries, excluding India
and China, in relation to their export earnings will be roughly at the same
level in 1990 as in 1983—i.e. at more than three times export earnings.
In the meantime, it is projected that they will face a worsening in the
debt-service ratio in the immediate future, in common with the rest of
the non-oil developing countries. The projected interest payments ratio
also shows hardly any improvement; it is expected to stay at about a
tenth of their export earnings to the end of the decade.

5.17 There are some major borrowers whose debt situation is not
expected to improve. Professor Cline’s study, for example, indicates that
the debt ratio is likely to rise in respect of seven countries out of the 21
studied. Oil exporters are particularly likely to see worsening ratios. Of
the most important debtors, interest payments are projected to remain
above half of export earnings to the end of the decade for Argentina, and
in respect of Brazil they are projected not to fall below a fifth of export
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earnings. For Mexico and Brazil, debt-service ratios through the rest of
the decade are not expected to change significantly from the levels which
led to debt-service payments difficulties in 1982 and 1983.

5.18 The significance of a worsening of the debt situation—or lack of
a substantial improvement—even in respect of a few major borrowers is
that a sense of crisis can be expected to hang around the international
banking system and severely test the stamina of current ad hoc
arrangements.

Forecasts of the ‘Financing Gap’

5.19 We turn now to the future level and pattern of financing flows.
In its optimistic scenario, the IMF, for example, projects a current
account deficit of some $63 billion by 1987 and $86 billion by 1990 for
the non-oil developing countries. If we assume that these countries will
need to increase their reserves by $12—15 billion annually, their financing
needs would be in the order of some $75 billion by 1987 and $100 billion
by 1990 (see Table 5.1).

5.20 This financing gap could be met, if we assume, as the Fund does,
that in the medium term (i) official development assistance (ODA), other
official flows including export credits, and the exposure of commercial
banks will remain constant in real terms, and (ii) direct foreign
investment will rise in real terms; and if we make the further assumption
that (iii) the net use of Fund credit will be of the order of some $8 to $10
billion. The plausibility of such an outcome is in doubt, however. The
above assumptions on financing flows imply a substantial departure
from the trends in the immediate past. We shall now review the prospects
for new flows individually.

(1) Official development assistance (ODA)

5.21 The background as far as ODA to developing countries is
concerned is one of a fall in nominal as well as real terms between 1981
and 1983; ODA in real terms fell from $36.5 billion in 1981 to $33.8
billion in 1983 (at constant 1982 prices and exchange rates). Most of this
fall was due to a reduction in disbursements by non-DAC countries,
particularly OPEC, whose ODA has been affected by declining oil
revenues and by the war between Iran and Iraq. ODA from DAC
countries remained constant at about $274 billion in 1982 and 1983, in
spite of a recovery in the GNP of these countries. As the export revenues
of OPEC countries remain uncertain the prospect of a recovery in OPEC
aid is not promising. Indeed, the chances are that it may further decline,
with the result that total ODA flows may stagnate in spite of any possible
upturn in the assistance from DAC countries.
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5.22 ODA channelled through multilateral institutions has been
declining in recent years, relative to bilateral aid. Bilateral aid, which is
directed towards middle-income countries to a greater degree than
multilateral aid, is being increasingly made subject to commercial and
strategic interests. An implication of this is that the aid flows to low-
income countries could suffer in the future.

5.23 In discussing ODA, it is necessary to stress that the issue is not
merely one of quantity. ODA is primarily of concern to low-income
developing countries since these countries are unable to service com-
mercial loans on any significant scale.

(i) Fund credit

5.24 As explained in Chapter 4, the Fund, with an increased scale of
commitments, is in danger of running ahead of its available resources—
which it has met temporarily from increased borrowing. The
assumptions nevertheless imply levels of financing from the Fund at $8
to $10 billion (net) per year over the next few years. This, it should be
stressed, is considerably higher than in the past and more than the Fund’s
present resources could sustain.

(ili) Export credits

5.25 A major component of official financing is guaranteed export
credit (medium- and long-term). Yet this source of finance has also
fallen. According to the OECD, total medium-term export credit fell in
1982, the first year of the debt crisis, to $33.8 billion from $36.1 billion
in 1981, with a particularly sharp cutback for the ‘least developed’
countries (by 40 per cent over a two-year period). These reductions partly
reflect reduced demand in developing countries, faced with the need to
cut back on imports. But a further factor is the refusal of export credit
agencies to maintain guarantee cover for seriously indebted countries.

5.26 The prospects for increased export credit availability are adversely
affected by the current difficulties of the export credit agencies
consequent upon the debt crisis and the downturn in world trade. For
example, the British ECGD, which covers 35 per cent of UK exports, has
three-quarters of its exposure in the two riskiest categories of four.
Claims on ECGD virtually doubled between 1981/82 and 1982/83. The
response has been to place countries with debt problems ‘off cover’ until
creditworthiness is established. In addition, premia have been raised
substantially (by 50 per cent in the two riskiest categories), and this,
combined with the effect of an agreement to reduce the subsidy element
in lending, has pushed up borrowing costs. The Japanese agency has
restricted or suspended cover to 60 countries; and premia were recently
increased by 20 per cent. The West German Hermes agency made heavy
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premia increases in April 1984. The cumulative effect has been to cut
export credit availability overall, to raise the price, and to remove from
cover those highly indebted countries in greatest need of external
financing.

(iv) Foreign investment

5.27 Net direct investment in all developing countries from industrial
countries rose by an estimated 6 per cent annually in real terms during
the period 1970-82, though there was a sharp drop in direct investment
from 1981 to 1983. The IMF hopes, and projects, that there will be a
considerable revival and that it will increase at a real rate of some 4—5
per cent per year during the rest of the decade. Indeed, industrial
countries in general attach great importance to increased direct
investment flows.

5.28 There is, however, considerable danger in creating exaggerated
expectations of what is possible. The experience of the last few years has
been one of cutbacks in direct investment in developing countries from
$15.4 billion in 1981 to $11 billion in 1983 according to UNCTAD ($13.9
billion to $10.9 billion according to the IMF). The main reason is that
direct investment is deterred by low growth, and this is likely to continue
for some time in most of the heavily indebted countries. Moreover,
foreign investment is unlikely to play a major role in poorer developing
countries which lack strong domestic markets and well developed
infrastructures. It is more likely to follow directions already favoured by
commercial lenders, notably to the Far East. The experience of countries
which have radically altered their foreign investment policies in favour
of overseas companies suggests that, while foreign companies welcome
incentives and guarantees, they are slow to respond on any substantial
scale. The deflationary policies currently pursued by the debtor countries
imply a contraction of domestic markets, providing little incentive for
fresh investment including foreign investment. Moreover, while equity
financing has the advantage of locating risk in the investor rather than
the capital-importing country, it is not necessarily a cheap form of
financing—as might become clearly apparent if real interest rates on
borrowed capital fall back to more normal levels. Thus, while direct
investment could become a factor of major importance—within a five to
ten year time horizon—it is unlikely to be so in the next few years when
growth could be slow, erratic and heavily skewed toward countries
without debt problems.

(v) Bank lending

5.29 Very little new bank lending is taking place at present. Net bank
lending has declined sharply since 1981; in 1983—84 it is less than one-
third of the peak reached in 1981. Moreover, a significant portion of
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even this reduced flow is involuntary. The banks’ own current assess-
ments are that under present conditions they are unlikely to increase
exposure to developing countries over the next few years by, at best,
more than 5 per cent a year in nominal terms. There are several reasons
over and above the perception of major debtors as risky borrowers for
the general switch from international to domestic lending, especially in
the United States: the absence of new banking institutions willing to be
drawn in—like OPEC and Japanese bankers some years ago—to inter-
national lending; the pressure of bank supervision and regulation. QOur
assessment is that without a greater element of official support there is
no way in which a substantial increase in flows will be forthcoming from
the banks.

(vi) Other commercial lending

5.30 It is possible that new forms of commercial lending could arise
replacing bank lending and involving other financial institutions not so
heavily exposed as the banks. One source is bond finance. Overall, in
1983, bonds overtook commercial bank lending in importance in inter-
national capital markets but developing countries remain peripheral
($2.5 billion out of $76 billion in 1983), and lending is largely restricted
to ‘low risk’ economies which have little difficulty raising bank credits
(for example, Malaysia, South Korea, Thailand). Without government
guarantees it seems unlikely that bank financing or other types of non-
bank commercial lending will provide new flows on any scale.

The Overall Picture

5.31 The prospects for financial flows, then, do not suggest that the
financing needs of the non-oil developing countries can be met, even if
their current account deficits remain at a restrained level. But the current
account deficits of these countries would be large if many of them were
not to run trade surpluses. We believe that their annual financing needs
could be at least $20—25 billion larger through the rest of the decade,
were they not to run trade surpluses—which implies that their total
financing needs might be in the order of some $100 billion by 1987 and
$120 billion by 1990. At such levels of need for financial flows, even
under optimistic assumptions for ODA, bank lending, direct investment,
and use of Fund credit, a gap of some $20-25 billion per year arises for
which there is no obvious source of financing. If the above assumptions
were to prove to be unrealistic, and if, in addition, the industrial country
growth were to falter and interest rates fail to decline, the gap would be
much larger.

5.32 It follows from the above that unless action is taken to supplement
official flows and support private flows at a higher level, developing
countries will not be able to resume even modest growth for the rest of
the decade and the servicing of debt will, in all probability, be unsustain-
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able. It is also important that the composition of the financial flows
should be right—for an expansion in commercial flows alone would not
be of great benefit to low-income countries which are not in a position
to bear the high costs of them. From their point of view, there is a need
for an expansion in official flows as well.
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Annex

Note on Country Groupings

1.

I.

II.

IMF’s Classification
Industrial Countries:

Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany, Fed. Rep. of
Iceland
Ireland
Italy

Developing Countries:

Japan
Luxembourg
Netherlands
New Zealand
Norway

Spain

Sweden
Switzerland
United Kingdom
United States

Oil Exporting Developing Countries:
Defined as those whose oil exports (net of any crude oil imports)
in 1978—80 amounted to at least two-thirds of the value of total
exports, and were at least 100 million barrels a year.

Algeria

Indonesia

Iran, Islamic Republic of
Iraq

Kuwait

Libyan Arab Jamahiriya
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Nigeria

Oman

Qatar

Saudi Arabia

United Arab Emirates
Venezuela



B. Non-Oil Developing Countries:

Includes all Fund members except those listed above in I and IIA.

(i) Net Oil Exporters:

Those developing countries that export more oil than they
import but which are outside the group defined at A.

Bahrain

Bolivia

Congo, People’s Republic of
the

Ecuador

Egypt

Gabon

(ii) Net Importers of Oil:

Malaysia

Mexico

Peru

Syrian Arab Republic
Trinidad and Tobago
Tunisia

All developing countries except those listed at A and B().
(a) Major Exporters of Manufactures

All middle-income (see below) net oil importers having

relatively large exports of manufactures.

Argentina
Brazil
Greece
Hong Kong
Israel

(b) Low-income Countries:

Korea
Portugal
Singapore
South Africa
Yugoslavia

43 countries whose per capita GDP did not exceed the
equivalent of $350 in 1978,

Afghanistan

Bangladesh

Benin

Bhutan

Burma

Burundi

Cape Verde

Central African Republic
Chad

China, People’s Republic of
Comoros

Ethiopia

The Gambia

Guinea

Guinea-Bissau

Haiti

India

Democratic Kampuchea
Kenya
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Lao People’s Democratic
Republic

Lesotho

Madagascar

Malawi

Maldives

Mali

Mauritania

Nepal

Niger

Pakistan

Rwanda

Senegal

Sierra Leone

Solomon Islands

Somalia

Sri Lanka

Sudan

Tanzania



Togo Vanuatu

Uganda Viet Nam

Upper Volta Zaire

(c) Other Net Oil Importers:
All other developing countries which are not included in any
category above. These are middle-income countries which
export mainly primary commodities. They include:

Botswana Fiji
Cameroon Papua New Guinea
Djibouti Philippines
Ghana Thailand
Ivory Coast W. Samoa
Liberia
Mauritius Cyprus
Morocco Hungary
Sao Tome & Principe Malta
Seychelles Romania
Swaziland Turkey
Zambia
Zimbabwe Jordan
Lebanon

Yemen Arab Republic
Yemen P.D. Republic

Antigua & Barbuda Guatemala
Bahamas Guyana
Barbados Honduras
Belize Jamaica
Chile Nicaragua
Colombia Panama
Costa Rica Paraguay
Dominica St. Lucia
Dominican Republic St. Vincent
El Salvador Suriname
Grenada Uruguay

Major Borrowers:

Countries with the largest outstanding external indebtedness in
1982.

Algeria India
Argentina Indonesia
Brazil Israel
Chile Korea
Colombia Malaysia
Egypt Mexico
Hungary Morocco
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Nigeria South Africa

Pakistan Thailand
Peru Turkey
Philippines Venezuela
Portugal Yugoslavia
Romania

World Bank’s Classification

Developing countries are divided into: low-income economies, with
1982 gross national product (GNP) per person of less than $410; and
middle-income economies, with 1982 GNP per person of $410 or
more. Middle-income countries are also divided into oil exporters and
oil importers, identified below.

* N

* Middle-income oil exporters comprise Algeria, Angola, Cameroon,
Congo, Ecuador, Egypt, Gabon, Indonesia, Islamic Republic of
Iran, Iraq, Malaysia, Mexico, Nigeria, Peru, Syria, Trinidad and
Tobago, Tunisia, and Venezuela.

* Middle-income oil importers comprise all other middle-income
developing countries not classified as oil exporters. A subset, major
exporters of manufactures, comprises Argentina, Brazil, Greece,
Hong Kong, Israel, Republic of Korea, Philippines, Portugal,
Singapore, South Africa, Thailand, and Yugoslavia.

* High-income oil exporters (not included in developing countries)
comprise Bahrain, Brunei Darussalam, Kuwait, Libya, Oman, Qatar,
Saudi Arabia, and the United Arab Emirates.

3. UN C(lassification

The Least Developed Countries are those identified as least developed on
the basis of their very low per capita income, very low literacy rate and
low contribution of manufacturing industries to GDP. There are 36
countries currently classified as Least Developed: Afghanistan,
Bangladesh, Benin, Bhutan, Botswana, Burundi, Cape Verde, Central
African Republic, Chad, Comoros, Democratic Yemen, Djibouti,
Equatorial Guinea, Ethiopia, Gambia, Guinea, Guinea Bissau, Haiti,
Lao People’s Democratic Republic, Lesotho, Malawi, Maldives, Mali,
Nepal, Niger, Rwanda, Samoa, Sao Tome and Principe, Sierra Leone,
Somalia, Sudan, Togo, Uganda, Tanzania, Upper Volta, Yemen.

4. OECD comprises: Australia, Austria, Belgium, Canada, Denmark,
Finland, France, Federal Republic of Germany, Greece, Iceland,
Ireland, Italy, Japan, Luxembourg, Netherlands, New Zealand,
Norway, Portugal, Spain, Sweden, Switzerland, Turkey, United
Kingdom and United States.
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Appendix 5.1: Summary of Assumptions and the Main Results of the
William Cline, Morgan Guaranty, the Inter and Data

Assumptions in Regard to:

Real Growth Terms of
. Rate of Protec-
I Projections Rate of " Trade of Lo P .
Institution/ N N Rates of Oil . Inflation in  tionism in
period GDP in f Non-oil . N . .
Person . . Interest Price . industrial industrial
covered industrial Developing N N
countries Countries countries countries
[¢3) 2 3 4 (5) ) 0] 8
1. IMF Upto 1990 3.6% in Nominal To remain  Toremain  To decline  Will remain
1984; 31%  rates to constant in  constant in  to 4% in at the same
on average  decline to nominal 1985-90 1986—90 levels until
during 7% by terms untif  after slight 1990
1985-90 1988~90 end of 1985 improvement
from 10% and then to  in 1983 and
in 1984 remain 1984
constant in
real terms
until 1990
2. World Bank Up to 1995 High Case: High Case High Case: No new pro-
4.3% 6.0% 3.5% per tectionist
Low Case:  Low Case: year measures
2.5% 9.5% Low Case:
6% per year
3. Cline Up to 1986 1.5% in $29 until A 3%
1983 1985; rises to improvement
3.0% in $34in 1986 for each one
198486 percentage
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Projections on the Debt Situation by the IMF, the World Bank,
American Development Bank Resources Inc.*

Assumptions in Regard to: Main Results

Financial Flows to
Developing Countries

Growth of
GDP for Private Countries Debt Debt Interest
developing ODA Invest- Bank credit N Service  Payments
s covered Ratio . N
countries ment Ratio Ratio
covered
9 (10) an 12 (13) (14) (15) (16)
4.6% in Constant in  To rise Exposure to (a) All Non- 1983: 1983: 1983:
198690 for real terms at faster than  remain con- oil 149.5 21.6 13.2
all non oil 1984 levels  bank ex- stant in real developing 1987: 1987 1987:
developing  (implies a posure terms countries 132.2 24.4 10.6
countries; fall as a (assumed to between . . .
low income ratio of rise at 94%) 1985 and gios 129192 [§9g'
group to industrial 1990 . - .
grow more  country (b) Low- 1983: 1983: 1983:
slowly GDP) income 308.7 224 13.1
countries 1987: 1987: 1987:
298.2 242 14.2
1990: 1990: 1990:
307.7 22.2 12.3
(¢) Major 25 1983 1983 1983
borrowers 194.4 29.9 18.6
1987: 1987: 1987:
165.1 34.1 14.9
1990: 1990: 1990:
150.4 30.1 12.4
High Case: Loan dis- (a) All 1983: 1983 N.A.
3.5% a year bursements developing 121.4 20.5
Low Case and official countries 1995 1995 NA.
4.7% a year Fransfers to 80.3 12.7
increase by (High (High
szii‘f":er Case) Case)
the Hig|
Case and (7141‘3 (11‘3(;1,
fall by 7% case) case)
under the
Low Case (by Low- 1983: 1983: N.A.
between income 242.0 24.8
1983 and Africa 1995: 1995: N.A.
1995 2347 19.1
(High (High
case) case)
224.1 20.6
(Low case) (Low case)}
24% in 1983 (a) 12 Oil 1982: 1982: N.A.
34{% in 1984 importers 1.54 0.3%
44% in 1985 1986: 1986: N.A.
and 1986 1.28 0.26
(b) Seven 1982 1982 N.A.
oil-exporting 1.77 0.34
countries 1982: 1982: N.A.
2.36 0.41
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Appendix 5.1—continued

Assumptions in Regard to:

Real Growth Terms of Rate of Protec-
o Projections Rate of " Trade of Lo o,
Institution/ . X Rates of Oil N il Inflation in  tionism in
Person period .GDP n Interest Price on-ot industrial industrial
covered industrial Developing y N
N . countries countries
countries Countries
a [¢A] 3) (O] (&) ) O] ]
4, Morgan Up to 1990 2.0% in $28 in 1983 Terms of
Guaranty 1983 $29 in 1984 trade to
3.5% in $32 in 1985 deteriorate in
198485 Stays 1983 and
3.0% in constant in  then improve
1986-90 real terms between 1984
1986—90 and 1990
between 1
and 2% per
year
5. Inter- Upto 1990 US: Not known Nominal Not Known 7% per year Not Known
American 5% in 1984 prices to rise
Development 3.1% in at 9% per
Bank 1985 year to reach
2.7% in 1981 level in
1986—90 real terms by
Europe: 1990
1% in 1984
1.4% in
1985
2.1% in
1986-90
Japan:
4.0% in
1984
3.5% in
1985
3.4% in
1986-90
6. Data Up to 1987 US: Euro-dollar To stay N.A. N.A. N.A.
Resources 4.8% in rates To rise below $31
Inc. 1984 from 10.2% per barrel up
3.8% in in 1983 to to 1985 and
1985 11.2% by then increase
3.5% in 1986 and by $4 per
1986—87 then fall to  barrel per
Four major 10.6% in year there-
European 1987; after
countries: Long term
3.0% in rates to fall
198485 from 10.2%
2.1% in in 1983 to
198687 9.1% in
1987

Note: * The projections summarised here correspond to the ‘base case’ scenarios—i.e.
scenarios which are considered to be plausible or central vis-a-vis other alternative
projections by the respective authors.

Sources: (1) IMF, World Economic Outlook, April 1984.

(2) World Bank, World Development Report, 1984.
(3) W.R. Cline, International Debt and Stability of the World Economy,
September 1983.
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Appendix S.1—continued

Assumptions in Regard to: Main Results

Financial Flows to
Developing Countries

Growth of
GDP for Private Countries Debt Debt Interest
developing ODA Invest- Bank credit y Service  Payments
. covered Ratio . .
countries ment Ratio Ratio
covered
® (10) (an 12) 13) (14) (15) (16)
Not Known 21 Major 1982: N.A. N.A.
borrowers 178
1985:
166
1990:
123
Scenario A: Nominal To rise at N.A. Seven Latin 1983 1983: 1983:
per capita transfers to  4-5% per American 332.7 68.2 39.3
consumption increase at  year in countries Scenario A:
to remain the rate of  nominal 1987: 1987 1987:
constant at  10-11% per terms bet- 243.9 53.4 27.2
1983 levels  year between ween 1983 . . )
during 1983 and  and 1990 {gf"é ’3‘;9‘11 12919‘2’
1985-90 1990 (implies (implies a : B N
Scenario B:  a rise in real decline in Scenario B:
Total unem- terms) real terms) 1987: 1987: 1987:
ployment 274.9 57.1 292
not to rise. 1990: 1990: 1990:
GDP 269.0 51.5 27.8
growth:
Scenario A:
2.7%
Scenario B:
5.4%
5.6 N.A. N.A. N.A. Seven Latin 1982: N.A. N.A.
American 290.0
countries 1987: N.A. N.A.
252.3

(4) Morgan Guaranty Trust Company of New York, ‘“Global Debt: Assessment
and Long Term Strategy’’, World Financial Markets, June 1983.

(5) Inter-American Development Bank, External Debt and Economic
Development in Latin America, January 1984.

(6) Data Resources Inc., quoted in Thomas O. Enders and Richard P. Mattione,
Latin America: The Crisis of Debt and Growth, (Washington DC; Brookings
Institution, 1984).
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The capacity of developing countries to comply with demands by the
IMF and banks for austerity measures has political limits. In the final
analysis these limits are represented by unrest and the threat of
revolution. Before that point is reached, debtor countries will obviously
refuse to meet the terms and conditions of contraction demanded of
them; there is growing evidence that that point is fast approaching.
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