An International Comparison of the Causes of
Changes in the Debt Service Ratio 1980-1985*

Introduction

The debt crisis of the 1980s officially originates from the sum-
mer of 1982 when Mexico suspended the payment of interest on
private debt, but the debt difficulties of developing countries had
been building up long before that. The manifestation of the cxisis
was a tising ratio of debt setvice payments to export earnings,
which reduces the ability of countries to import (and therefore to
grow), and which increases the vulnerability of countries to fluctua-
tions in export earnings, leading to the possibility of default. There
is no objective way of defining a critical debt service ratio beyond
which trouble can be predicted with certainty in terms of the slow-
down of economic growth or the likelihood of default which dries
up further borrowing. The critical ratio will vary from country to
country according to the nature of the debt, its reserve position, its
ability to continue borrowing, its future economic prospects, and so
on. There was a consensus in the eatly 1980s, however, that some
countries, particularly in Latin America and Africa, were reaching
the limits of their debt servicing capacity as a result of the conjunc-
tion of at least three adverse economic circumstances, and that the
threat of bankruptcy, default and a collapse of the international
banking system was a real possibility, These adverse circumstances
were a rise in interest rates; a fall in expott prices of primary com-
- modities both absolutely and in terms of manufactured goods, and
world recession leading to a fall in the demand for the exports of
- Indebted countries. Table 1 below shows the movement in real

* We are very grateful to Mr. John Oxborrow for computing assistance, and to Ms.
Wan Tatipah for research assistance.
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commodity prices; interest rate measul.:e,d by the Lotad%n iitglrltatirlli
Offer Rate (LIBOR), and world activity, measufe K y industra

coduction, during the 1980s. It can be scen that 1n0t e ?m Zrzd i
of the 1980s, compared with the decades of the 1960s, cc;1 t.pinterest
the 19705, real commodiy pices K5 P10 e s a severe
rates mote than doubled, and in 170 52 there W debted
contraction of world economic activity. In addition,  indebteq

i i umulate new debt, in order to service 0

3(;%?1‘;:5;2?;2“:: zgnfecrt old debt falling due into new (shorter.
term’) debt on more unfavourable terms.

TABLE 1

AGGREGATE WORLD MACROECONOMIC INDICATORS

World Industrial

Real Commodity Production (% chaoge p.a)

Prices (1980=100)

Source: IME Pinaneial § fatistics,

Given the definition of the debt servicc:: ratio,. as 1Ehe rz}tl(c;l cl)i
debt service payments to export carnings, it is possible in princip

i io into five
to disaggregate any change in a countsy’s debt service ratio 1nto

ffect of:
component pasts, namely the e ) _ o
P(i) a ch%nge, ta the volume of debt, (}1) a change in ther;:;efor
interest, (i) a change in the rate of amortisation (tha)t Iaagz : cﬁénge
: i v
hing of debt repayments),
example, through the bunc : ‘ chang?
in the volume of exports, and (v) 2 change in the pr1ie of exp
In practice, this decomposition has not been systema

jcally cartied
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out for a wide range of countries, and thus the relative importance
of these five factors in contributing to the 1980s debt crisis remains
unknown for most countries." Was it rising interest rates, the need
for repayment, the accumulation of new debt on which interest had
to be paid, or falling export earnings that were largely responsible?
Was there any systematic difference in the factors responsible be-
tween continents or types of counity e.g. according to whether the
debt was predominantly public or private, or according to the level
of per capita income and industrial structure? Of particular interest
is the extent to which countties have been caught in a “debt trap”;
that is, the extent to which new borrowing, partly to repay old
debt, has actually increased the debt service ratio. For this not to
happen, the interest and amottisation rate must fall sufficiently to
reduce annual debt service payments by an amount at least equal to
new bortowing (holding export earnings constant). Answers to
these questions are important not only for an understanding of the
past, but also from a policy point of view if debt service difficulties
are to be minimised in the future. In this study, we look at 96
countries identified in the World Bank Debt Tables over the period
1980 to 1985, during which the average debt service ratio for all
countries tose from 12.6 percent to 20.2 percent.

The decomposition of changes in the debt service ratio

The debt service ratio may be written as:

i+aD

g-4&taDb ®
P.X

wherte i is the rate of interest; a is the rate of amortisation; D is the

volume of debt; P, is the price of expotts and X is the volume of
€xports.

! The closest wotle we know of is GLiNe’s (1984) attempt to calculate the impact on the
extetnal debt position of the non-oil developing countries of the rise in real interest rates; the

rli;es Oin oil prices; the fall in commodity prices and the fall in expott volume in the early
s,
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Taking discrete rates of change of equation (1) gives:

ds _di(l da A dD dPy - dX + Interaction Term (2)
3 T(ﬁ)ia(P)+D X

P,

where 1/P is the share of interest payments in total del:)t iie?;lfael
payments, and A/P is the share of amortisation payments
Paym’?'rﬁf'volume of debt includes botb pubilic.and private Ic;nigs
term debt. The implicit interest rate being paid in any 1one1 g;ae by
calculated as the ratio of interest repayments to the tota. tvois me o
outstanding debt. Likewise, the implicit amortlsailtlon ral e01ume "’
{ated as the ratio of amortisation repayments to the éota fvr ume of
outstanding debt. The published price and vol'ume gttae Ouatiolzl o
refer only to visible tradeI, Wheireais t'he fﬁ:oerﬁlencitz; 131 agges on (1
is total export earnings. In calculating s In o3
i isi i lume changes, we theretore
port earnings arising {rom price and volu chang e
two calculations: one which assumes that the [ECOEE

?;?1122 applies to all transactions, leaving the expo(rit ;olurlnelznléldiz}é :}s;
a residual; the second assuming that th'e rfzcdor € vorzsidual e
applies to all transactions, leaving the price in §xdas ad ’ re\de;y -
variables are measured as averages over the period un }? eview 1t
order to avoid index numbe;1 problems associated with the

i erminal year figures. .
enherFP:tixe e(:)qu:ation (2)ywe cagn decompose dS (the change in the

debt service ratio) into five component parts:
di (I
(i) the effect of interest rate changes: T ('15) S
' cation: 22 (2) s
(if) the effect of changes in the rate of amortisation: =~ \p
dDy « -
(iti) the effect of changes in the volume of debt: (—5) S
(iv) the effect of changes in export prices: \'p.

NESE
(v) the effect of changes in the volume of exports: \5g/

isi i 1.
plus an interaction term arising when discrete changes are take
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Results 1980-1985

Our primary interest is to see whether there are any systematic
differences between continents and groups of countries in the mag-
nitude of these effects, and also between countries according to
four criteria: (i) the propottion of export earnings derived from
primary commodities; (i) the level of debt per head; (iii) the size of
the debt service ratio, and (iv) the level of pet capita income. The
overall results of the decomposition ate shown in Table 2, where
the countries are ranked in descending order of the change in the
debt service ratio. It will be noticed at the bottom of the table that
in a handful of countries the debt service ratio fell over the period
1980-85, including countries such as Pera and Brazil, although the
debt service ratio remained high in several instances (see column 2).
If we simply take the column averages for all countries, the prime
sources of the increase in the overall.debt service ratio of 7.6 per-
centage points have been the sheer increase in the volume of debt
itself and the fall in export earnings. Interest and amortisation rates
have, on average, fallen to reduce the debt service ratio, reflecting
aspects of debt relief, particularly through rescheduling. Without
these negative effects, the effect of new debt creation would by
itself have increased the debt service ratio by 8.7 percentage points,
while the effect of the fall in expott earnings by itself was to in-
crease the debt service ratio by 1.1 percentage points.?

There is, however, a wide variety of experience between coun-
tries. On the export front there are some dramatic cases where the
fall in commodity prices and/ot export volume had the effect of
raising the debt service ratio by 6 percentage points (p.p.) or more
e.g. in Bolivia (12.9 p.p.); Nigeria (12.7 p.p.); Chile (12.1 p.p.);
Zambia (9.2 p.p.); Burma (8.9 p.p.); Tanzania (7.5 p.p.); Senegal
(6.2 p.p.), and Peru (6.1 p.p.) to mention some of the more signifi-
cant countries.

There are some equally dramatic cases where the repayments
of princtpal caused debt service difficulties, while in other cases the
relief of amortisation payments contributed significantly to a fall in

2 . .
The separate cffects of price and volume chan%es cannot be given ovetall because
separate price and volume data are not available for all countries.
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untties, where the

the debt service ratio. The former category of co
increase the debt

effect of the rise in the amortisation rate was to
setvice tatio by more than 9 percentage points (p-p-h include:
Turkey (19.0 p.p.); Nigeria (11.0 p.p-); Malaysia (10.5 p.p-); Pak-
istan (9.4 p.p.), and Algeria (9.1 p.p.). The latter categoty of coun-

cries include many of the Latin Ametrican countties where debt set-

vicing difficulties have been most acute and where debt relief pro-

grammes have been in operation e.g Chile (-=24.7 p.p-); Brazil
(-21.9 p.p.); Peru (-19.9 p.p.); Argentina (~19.6 p.p-5 Ecuador
(-13.2 p.p-)s Venezuela (=13.0 p.p.), and Mexico (-11.7 p.p-)-

The effect of changes in the rate of interest has been less dra-
matic and varled, except in 2 few cases such as Peru where a delib-
erate policy was pursued to limit debt service payments to no more

than 10 percent of expoit earnings.
The effect of changes in the volume of debt has been positive
in virtaally every country, and is by far the most important factor

contributing to the rise in the debt setvice ratio in the majority of
countries. 1f we take the thirteen largest debtors in 1985, the fol-
lowing picture emerges (see Table 3). Fot these countties, the
change in the volume of debt by itself increased the debt service

ratio by, on average, 17.3 percentage points, There was some relief
in the form of above average reductions in the rates of amortisation
and interest, but even 50, the debt service ratio on average rosc by
7.9 percentage points. This highlights the debt trap of debt

bondage that countrics may get into: that new borrowing to meet

debt service difficulties will actually increase the debt service ratio

anless there is an equivalent offset in the interest and amortisation
cate through delayed repayments and borrowing on mote fa-
vourable terms, This did not happen in the early years of the 1980s
either overall or in the most indebted countties.

1f we examine the rank correlation matrix of the various con-
tributoty factors to changes in the debt service ratio in relation to
the characteristics of countties, some interesting conclusions
emerge. All four components of the change in the debt service ratio

correlate strongly with the actual change in the debt service ratio
across countries (at the 95 percent confidence level and above). The

highest rank cortelation (r = 0.521) is with changes in the rate ©
amortisation. Some of the components of change are also strongly
correlated with each other. There is strong positive intercorselation

between the contribution of

changes in the amortisation rate and

TABLE 3
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nd a strong negative intercorrelation between the

f changes in the amortisation rate and the volume of
ere the growth in the volume of
o the most appeat to have
n the other hand, there is a

strong negative relati of export earnings on
the debt service ratio and the contribution of changes in the rate of
integest (£ = —0.363) and amottisation (& = _0.228), indicating that
countries wotst hit by falls in export earnings have received least
relief in the form of rescheduling and softer borrowing. As might
e expected, there is 2 significant positive correlation between the
share of primary exporis ‘n total exports and the contribution of
export earnings to changes in the debt service ratio (r = 0.386). As
might also be expected, the size of the debt service ratio correlates
any of the other

strongly with the growth of debt but not with
components of change in the debt service ratio. Tnterestingly, there
of debt per head and

is also a strong association between the level
anges in the debt set-

the contribution of the growth of debt to ch
vice ratio — anothet dimension of the debt trap. Finally, there is

no systematic relationship between any of the contributory factoss
to changes in the debt service ratio and the level of per capita
income. Pootet countries have received no more selief in the form
of lower interest tates of mOIe favourable repayment ters than

richer countries.

interest tate, 2

contributions o
debt. In other words, countries wh

debt has affected the debt service ratl

received the most rescheduling relief. O
ion between the effect

The experience by continent

ed in different “continents” (ot areas of the

4. The debt setvice ratio ros¢ in all patts
n South East Asia (12.7 p.p.}, and by the

least in Latin America (4.7 p.p.). While the growth of debt by itself
in Latin America would have increased the debt setvice ratio by
15.9 p.p., the effect of this was partly offset by a small fall in the
implicit interest rate and a large fall in the implicit amortisat

rate, which together had the effect of reducing th
ratio by 11.9 p.p. No other region experienced such

offect of changes in the rate of interest and amortisatio

What has happen
world) is shown in Table
of the world, by the most i

ionh
¢ debt service
relief. The
n has been

TABRLE 4
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i is i ounted
relatively small in all other areas. In Africa, th1s'1s latgelg :(():;tmcted
for by the fact that the vast bulk of debt is non-private, an

ional terms.
the outset on very concess . . .
o Aftica appeats to have been the worst hit by.falls in exlz(;ztr s
ings. Latin America also suffered, but in otléer regflgxﬁ'exp;!{cport Pings
' i review. The effect of Talling . :
ose over the period under . . L eart
;n s in Africa raised the debt service ratio by‘ 3.} Fipl; iﬁd in Latin
Argnerica by 2.0 p.p. Countries in Africa particuiarly ad % hit b
been Somalia, Sao Tome and Principi, Nigeria, N‘lgej; Em e
We now distinguish between the countries in : 1:1(:5;\t nd et
America where the debt service ratio has risen and w ereemerge o
to see whether any significant differences in experience .
results are shown in Table 3.
TABLE 3

' G TO WHETHER THAT
§ CATEGORISED ACCORDIN
COUNTRIESERVICE RATIO ROSE OR FELI:, 1980-1983
{measured in percentage points)

Effect of Change in:

Change in

Debt Service — ~m —
tl [}

Ratlo (65 ImeI;::t Ai‘nollgs::: > Earnings

Africa § d5 +0.33 +3.57 45,68 13%2
t
Africa 1 ds 6
‘ +2.
Latin
Ametica $ dS

Latin
America § dS

South Fast
Asia § dS

+0.15

-0.4

\ ) e
In Africa, export earnings determratfeq in both 1?:]:; ?;‘[fe Eig::\filce
by virtually the same extent in terms of their impact gumﬂes bser<s
ratio. Moreovet, there is little d{fference bet:weetj% c1 e e e
to the share of primary exports in total. exporﬁs. ) Sof e ellect o e
growth of debt is virtually thfe same in 301::) se ,-31 of countres, i
major explanation of the decline in tl}e ebt ser e o 1 o
African countgies has been the decline in the rate Ohed e coun.
tsation, reflecting reschedu.hng agreements reac
tries, by Zambia and Sudan in pa'rtlcular. e broadly the saie, 5
In Latin America, the experience has been bros g; e s
cept that in the countries where the debt service ratio fell,

e s+ e
JRp— -
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of export earnings was virtually zero. Both sets of countries suffered a
decline in export prices, but in some countries there was a compensat-
ing increase in export volume, These countties can be found in both
sets of countries where the debt service ratio rose and fell. The pattern
of response is in some degree associated with the share of primary
exports in total exports, which is to be expected if the price elasticity
of primary commodities is generally lower than for other tradeable
goods. In Brazil and Mexico, for example, whete the share of primary
exports in total exports is much smaller than the average for Latin
America, export earnings rose to reduce the debt service ratio by 10.3
p.p. and 8.3 p.p., respectively. At the other extreme, Bolivia and
Chile, where the ratio of primary exports is higher than average, regis-
tered the highest positive contributions of falling export revenues to
increases in the debt service ratio. If all countties are divided accord-
ing to whether primary exports constitute more ot less than 80 percent
of total exports, we find that in the former set of countries there was a
fall in export earnings which increased the debt service ratio by 4.1
p.p., while in the latter set of countries there was a rise in export earn-
ings which had the effect of reducing the debt service ratio by 0.7 p.p.
In South East Asia, the debt service ratio rose in all countries,
largely as a result of the growth of debt volume. Export eatnings
played a neutral role, although again there is a difference between
countties according to the importance of primary exports in total ex-
‘potts. Taking the ratio of 70 petcent as the dividing line between
countries, in the three countries with a ratio of ptimary exports in
excess of 70 petcent thetre was a fall in export earnings which increased
the debt service ratio by 2.6 p.p., while in four countries with a ratio

less than 70 percent, there was a rise in export earnings which reduced
the debt service ratio by the same amount.

A comparison between the periods 1980 to 1982 and 1982 to 1985

Debt repayment problems started on a widespread basisin 1982,
and since then sovereign lending has been highly managed. To facili-
tate a discussion of policy issues atising from our results, and of the
management of the ctisis, we have applied the same exercise done for

.;' | the period 1980 to 1985 to the two sub-periods 1980 to 1982 and 1982
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ibuti he change in the debt
to compate the factors contributing to t ‘
ZZr]er?f: ra(zigti)eflz)re and after 1982. Table 6 shows the resg;ts wjl;(f:ﬁ (’:tlree.
broadly consistent with those for the period 1980 to 1982 as ‘

TABLE 6

i THE DEBT
COMPOSITION OF CHANGES IN
bE SERVICE RATIO: 1980-2 AND 1982-5
{messured in petcentage points)

Effect of the Change in:

i Fxport Toteraction
¢ |Amortisation Debi

Change in
Debt Service
Ratio

Africa:

1980-2
1982-3

T.atin/Central
America:

1980-2
1982-5

S.E. Asia:

1980-2
1982-3

) ' 4 . " . ] -We
There ate, however, three interesting insights. ]i"1rstly;: fﬁ e
would expect, the fall in interest rates 1:'1ad its greatest 1m1§a'ﬁin e
second sub-period (1982-83), when US interest reﬁtes vf;erz a Stgfmm
i American countries benefited mo
Table 1). Latin and Central ' i from
this fall compared to the other regions. This result. 1:ef1ec<1:ts1b ‘illie %l:riable
a greater proportion of Latin and Central Ametican debt 13
3
interest rate debt. . . .
e Secondly, Latin and Central Amer%cag countmf;,S ;r; ;;ef;gs,
i . the debt service ratio between ' .
experienced a fall in t ervi : LB e o
i line in US interest rates
This was the result of the dec : rest fates B0 hume -
isati i the continued build-up in
tisation rates which offset uild e o
debt Nonet},leless this result should not disguise the fact that

i i tries is on variable
lic debt of Latin and Central Amefican coun on vailens
i ot e ﬂf‘ theTiil‘il:} cf)m;ares with 30.9% for South East Asla 5{33795’% ot
e entios, (Souroe: ated from WORLD BANK, World Debt Tables, 1981-5).

countties. (Source: calcul:
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was a wide variety of experience in Latin and Central America in
the second sub-period. Whilst nine of the countries experienced
declines in their debt service ratios, the remaining ten countries did
not, and of these ten, six were rescheduling.

Thirdly, it is interesting to highlight the experience of the
African and South East Asian countries with that of the Latin/Cen-
tral American countries, especially in the post-1982 period. The
former two regions experienced increasing debt service ratios, on
average, in both sub-periods. African countries did not benefit from
the decline in US interest rates because a smaller propottion of
their debt was at variable interest rates.’ Neither did they experi-
ence an improvement in export earnings. This lends further support
to our earlier argument that poorer countries have, on average, had
no more relief than richer ones. Indeed, it indicates that poorer
countries have had less relief. In the case of South East Asian coun-
tries, their increased debt service ratios in the post-1982 period in
part reflects their increased popularity with the bdnks (the rise in
debt volume contributed 7.7 percentage points to the rise in the
debt service ratio) and, in part, a possible bunching of debt repay-
ments (the rise in the amortisation rate contributed 2.9 percentage
points to the rise in the debt service ratio).”

Policy implications

We now tarn to examine the policy implications of our results,
focusing in particular on the management of the crisis and the vari-
ous proposals aimed at a sofution to the international debt prob-
lem, in the light of the causes.®

% See previous footnote,

. % The Philippines is the only exception. lis debt service ratio fell by 3.8 percentage
points in the petiod 1982-85, followlng the pattern of many other rescheduling countties (e
tising debt volume offset by falls in interest and amortisation rates),

There have been numerous proposals {(see, for example, Amex Bank Review, June
1984 for an outline). The alm hete is not to examine the details of individual proposals so

much as to look at the broad principles contained in various proposals. See GRIFFITH-JONES
(1986) for a detailed evaluation: of many of the proposals,
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Management of the crisis has involved a ca.se:by-c.ase- aﬁ}‘ft'?ﬂfii
whereby countties which get into repayment dlff1c31t1e§ in 1:;& -
ly negotiate a rescheduling agreement W.lth t.he lenders névo e o
the case of official lending, resche'dulmg is negotiate \Er h the
countries involved through the Pa:irls %1“%1 énb?ticscais;ev 31\,5(1 ate

ders, rescheduling is negotiated W . :
ifr?ch the IMF. The average change 1n the (.1ebt serv(llce Ef%tlizlﬁgeliﬁ
rescheduling countries (including both private an ('JI‘ 1111Cs. L e
over the period 1982-85 was 4.9 percentage points. 1 s fall wee
mainly the result of a reduction in interest and amortisa

TABLE 7

THL EXPERIENCE OF RESCHEDULING 'COUNTRIES: 1982-5
{measured in percentage points)

Contribution of Change in:

i jon
Interest | Amortisation Debt Expf)rt Int;}‘arc;l
Rate Rate Volutne Eatnings e

; 0.3
- 2.9 +1.7 0.4
Y +11.4 174 02 0.2

Change in
Debt Service
Ratio

Country

Libesia
Nigeria

+3.6 0.8
Zambia 24 08
Sudan 2 21
Ivory Coast 22 e
rSrenega +4.6 —([])?

e -2.7 -0,

M(%I‘occo 2l By
Ecuador 104 =2
Venemela L2
Bolivia o4
Chile 23
Hondutas o9
Peru 23
Nicaragua By
Panama o
Atgentina ro.l
Dotninican Rep. e
Mexico o2
Costa Rica Y
Uruguay
Brazil
Philippines
Regional
Averages
Afrlca
Lasin Ametica
S.E. Asia
Overall

Average
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and an improvement in export earnings which offset the effect of
the rise in debt volume (see Table 7). However, this overall average
hides a wide diversity of experience, which we noted eatlier for the
case of Latin and Central American countties. Firstly, African coun-
tries have not gained as much from rescheduling as Latin and Cen-
tral American countries (see regional averages, Table 7). This re-
flects a phenomenon already mentioned, namely the fact that
African countries gained less from the fall in world interest rates
because the vast bulk of their borrowing was official on concession-
al terms.

Secondly, individual country experience within both these re-
gions is diverse. Some countries, such as Nigeria (+19.0 p.p.), Togo
(+16.2 p.p.), Argentina (+14.8 p.p.) and Costa Rica (+17.9 p.p.)
have had large increases in their debt setvice ratios over the period,
while others such as Ecuador (-38.8 p.p.), Brazil (-38.5 p.p.) and
Nicaragua (-25.2 p.p.) have had relatively large decreases. It is diffi-
cult to estimate the impact of rescheduling terms on the debt ser-
vice ratio of these countries, This difficulty arises because the debt
setvice ratio is calculated using data for interest and amortisation
payments that have actually been paid out in any one year (as op-
posed to debt service payments that wete due to be made under the
loan agreement). The more debt service that a country refuses to
meet, the greater will be the fall in the debt service ratio over any
period of time, other things being equal. In the case of those coun-
tries which experienced a fall in their debt setvice ratio between
1982 and 1985, the fall in interest payments they experienced is
likely to be almost entirely due to the fall in US interest tates over
the period rather than to non-repayment of interest due’ ot to any

concessions on the part of the international banks or official bor-
towers. Average spreads over LIBOR imptroved by about only 0.5%
on rescheduled loans and new money under rescheduling agree-
ments over the period 1982-5. By contrast the fall in amortisation
payments is almost entirely due to suspension of principal repay-
ments and their subsequent rescheduling. However, although the

7 Suspension of interest payments by counties is far more unusual than suspension of
principal repayments. US banks are supposed to call countries into default if interest pay-
ments are not met within a cestain period. However, there are some exceptions — Argentina,
Mexico, Peru, Sudan and Bolivia have had interest arrears on private debt over the perlod
undey review. Interest arrears are much less of a problem on official deb.
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matutities of rescheduled private debt have increased {rom an aver-
age of 7 years in 1983 to 10 years in 1985, the problem has been
ably postponed. o

arglli‘.lvidznlée olg come success in the management of the crisis is the
fact that in the post-1982 period debt volume contim'led to increase
(albeit at a slower rate). This was true even of countries Wh('Jse‘ debt
service ratio declined, with the decline resulting from falls in inter-
est and amortisation rates that were sufficient to offset the rise in
the debt service ratio that would have resulted from the accumula’:
son of new debt. This reflects the policy of the IMF to “persuafie-
banks to continue to lend to countries with debt repayment dlff.l-
culties. However, two factors tend to temper the success of t}us
policy. Firstly, the continued negative transfers from ;ieveloplng
countries, which have been well-documented elsewl}ere. Secondly,
evidence of a “debt trap” situation in which countries use the new
money facilities to repay existing commitments rather than for pro-
ductive investments. ‘

The main conclusion which emerges from our apalysls _of the
management of the crisis is that there ]:}as been a W}de variety qf
expetience among rescheduling countties. 'I"hes:.e diverse expeti-
ences may reflect the lack of a set of policy guidelines for ?eschedul—
ing, resulting in a relatively uncoordinated ap.proach. This suggests
that there s room for improvement even within the current method
of debt management. In particular, there is a need for more uni-
fortn improvement in rescheduling and new money terms.

However, more realistic maturities, and lower and more stable
interest rates, may not be sufficient. There W'O\ﬂd need to be a
significant improvement in debt service 'ratios in order to end th(e1
negative transfers which have been detr1men:cal to the growth ar]xj
development of these economies. The relationship between debt
service ratios and negative transfers is a complex'one. High and
increasing debt service ratios may not imply negative t-ransfers be-
cause the former may be the result of a latge increase in deb.t vol-
ume, something that would tend to reduce negative transfers in ‘fhe
short tun. Thus whilst an increase in the volume of new lending

may help to ease the negative transfer problem, it would ultimately

lead to tising debt setvice ratios unless it were accompanjed by a

8 See, for example, LEVER and HUBNE (1985).
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fall in interest and amortisation rates or some debt relief. Indeed,
our results indicate that rising debt volume has made the largest
contribution to debt service ratio increases. Yet this rise in volume
has not been sufficient to stem the negative transfers.

There are basically two ways to reduce the flow of service
payments. The first is to reduce the volume of outstanding debt.
The second is to reduce the annual rate of flow. There have been
many proposals of both types. To reduce the volume of outstanding
debt, there would be several possibilities: e.g. the buy-back of debt
by the debtor countries; the conversion of debt into equity; debt
forgiveness. The possibility of debt relief has received little atten-
tion from those ditectly involved in debt rescheduling (i.c. the IMF,
developed countty governments or the banks), in-spite of many
proposals in the literature (e.g. see Soros ,1984; Rohatyn ,1983; and
Kenen ,1983, to name but a few). However, in recent months, it
figured on the agenda for the first time at the IMF and World Bank
meeting in Berlin, September 1988. To reduce the flow of debt
service payments, there would also be several possibilities: extend-
ing the matutity of debt; capping interest payments; debt conver-
sion at lower rates of interest (including zero coupon bonds); the
payment of debt service in local currency or commodities.

Our own view is that rather than opting for a “single solu-
tion”, action ought to take place on all fronts at once. Whatever
options are resorted to, however, the burden of adjustment should
be shared by the creditors, debtors and the world community which
benefitted from the creation of debt in the 1970s to the extent that
the on-lending process buoyed up the whole world economy. In
patticular, our results provide evidence of the need for a three-
pronged policy: firstly, an attempt to mitigate the effect of interest
rate instability; secondly, a reduction of export earnings instability;
and thirdly, debt relief.

It is widely acknowledged (see, for example, Allsopp and Joshi,
1986; and Cline, 1984) that the rise in interest rates in the early
1980s was instrumental in precipitating the debt crisis (see Table 1).
International banks had originally moved to variable interest rate
lending in order to remove the interest rate risk inherent in maturi-
ty mismatching, The risk was not, however, eliminated from banks’
balance sheets by this policy, but rather took on a different form. It
increased the risk of the borrower experiencing debt servicing diffi-
culties when interest rates tose. Our results show the benefits of the
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fortuitous fall in interest rates in the post-1982 period. Nonetheless,
this easing of the interest rate problem should not disguise the fact
that any future rises in interest rates would again impose a heavy
burden on countries who are already having debt servicing diffi-
culties. Proposals to deal with this problem include Solomon’s plan
to capitalise the increase in interest payments if market rates tise
above a certain level (Solomon ,1983) and the Economist’s plan to
extend the Compensatory Financing Facility to interest rate fluctua-
tions (The Econormiist, 1983).° Without full compensation the devel-
oping countries will still be highly vulnerable to advesse changes in
world interest rates, as well as other shocks.

At the same time as interest rates rose, export earnings deterio-
rated due to falling primary commodity prices and world recession
(Table 1). Moteovet, in the period 1982-853, some countries contin-
ued to suffer from export earnings deterioration — notably the
African countries, but also some Latin American countries (e.g. Bo-
livia and Uruguay, see Table 7). Out results show that those which
were most affected by export earnings deterioration over the whole
petiod were those countries for whom primary exports formed a
higher percentage of total exports. Tn addition, the negative correla-
tion between the contribution of expost earnings and the contribu-
tion of interest and amortisation rates suggests that those most affect-
ed by a decline in export earnings have had the least relief. These
yesults point to the need for a reappraisal of policy relating to export
carnings and prices instability. There are several possible methods for
dealing with the primary commodities problem. Firstly, buffer stock
schemes seek to teduce price fluctuations in individual primaty cotn-
modities. By buying the commodity when the ptice is at a designated
floor level, and by selling it when the price s at its designated ceiling
level, price fluctuations can be ironed out.’® From the point of view
of developing country debt servicing, however, the promotion of
export price stabilisation may not be the solution. It is export earnings
which are the key factor determining the ease with which debt
servicing obligations can be met. Stabilising export prices only sta-

9 This has now been done on a partial basis with the new IMF Compensatory and
Contingency Financing Facility (CCTT) announced in August 1988, For Solomon’s plan, sec
GRIFFITHJONES (1986). )

¢ Keynes's “Commod Control Scheme” put forward in 1942 was designed for this
purpose; which would have been financed through his proposal for an International Clearing
Union. Today, buffer stocks could be fihanced by SDRs,
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bﬂises export earnings when the cause of the instability is variations
in demand. Where the product is subject to supply variations, stabil-
ising price will not stabilise earnings, and may even lead to ,greater
instability, exacerbating the country’s debt servicing difficulties.

Fo.r this reason, the second method of dealing with earnings
fluctuations is often preferred — a compensatory financing sc:lrlenrle.%1
These ?,chemes seek to offset export earnings fluctuations by offering
loans in the event of earnings shortfalls which are repaid when
earnings are above trend. The IMF’s Compensatory Financing Facil-
ity (CFF) operates in this way. However, its usefulness as presently
opell“ated is limited." Firstly, its method of estimating earnings short-
fall is unsatisfactory. Indeed, as a result of inaccurate earnings fore-
casts, the CIT has fafled to achieve its aim of stabilising export
carnings. Secondly, access is restricted by quota limits, thus prevent-
ing full compensation from being paid out. Finally, countries may
have to make repayments even if expott earnings do not improve. As
a result of these three factors, the success of the CFF in stabilising
expott earnings has been limited. Reform of the CFF in these areas
would increase its usefulness and help to prevent the debt servicin
difficulties resulting from earnings shortfall. °

A'qlore serious problem with respect to export earnings is the
recognition that the export earnings of developing countries may no
longer be unstable atound a growing trend as they were in the 1950s
an'd 1960s. Instead the trend may be reversing itself. Therefore, there
might also be a case for intervening to influence relative pri,ces to
attempt to reverse this decline. Such an aim is not easily achieved
tbroul.gh a compensatory financing scheme. Rather, it requires a com-
bination of a buffer stock system and export quotas to control the
sppply of the commodity. Policies aimed at improving (rather than
simply stabilising) export earnings have the added advantage that
they would help the poorest developing countties who have had the
least relief in the 1980s.

Finally, there is the question of debt relief. This is required to
move many of the countries examined here out of the debt trap, a

11
SC[’!emeFﬂr ;Xﬂ‘ﬁfle’ the BEC’s STABEX scheme and the IMF’s Compensatory Financing
meaane. ts l(Im be noted that buffer stock and compensatory financing schemes ate by no
E combinatin of » el stock At compenaation schcies s a wtperio mbod of ek
: " ufter stock and com; i i i
ing earnings than cither on thels ot pensation schemes ate a supetior method of stabilis-

See, for example, FINGER and DEROSA (1980) and GRIFFITH-JONES (1983).
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situation which is not conducive to the long-term prospects for devel-
opment and debt repayment. There is some evidence that we have
got to the stage where developing counties are stagnating under the
burden of debt repayments which is preventing any return to growth
conditions and making it unlikely that they will be able to regenerate
their economies sufficiently to meet the rescheduled debts when they
begin to become due for payment. Even those countries where debt
service ratios fell between 1982 and 1985 are still experiencing debt
servicing difficulties, This is reflected in the fact that they continue
to require rescheduling of debt falling due, and that most of the fall
in debt service was a result of non-repayment rather than a fall in the
debt service that should have been paid.

The relief on official debt owed by some African countries,
proposed by Britain and France, and accepted at the IMF meeting
in Berlin by those involved in Paris Club reschedulings, is to be
welcomed. Howevet, it is likely that such an approach is also needed
to reduce the debt overhang faced by some Latin American countries
in particular. One aim of debt relief should be not just the removal
of negative transfers but also the promotion of a positive transfer of
resoutces from industrialised to developing countries. Thus any debt
relief scheme must incorporate proposals to deal with the future flow
of funds to developing countries hoth for development finance and
for balance of payments finance. In other words, a short-term solu-
tion to the problem of the debt overhang must also incorporate
long-term considerations. In particular, an important question relates
to the role of commercial banks in any future lending. Studies have
shown that commercial banks are not ideally suited to sovereign
Jending.” The combination of the highly competitive environment
of international banking and the market failures (particulatly related
to information fajlures) which characterise banlking markets tends to
lead to an underestimation of the risks involved. Any proposals must
therefore be based on a much greater role for public institutions.’

Canterbury
Hrataer D. GiBsoN - AP. THIRLWALL

[ —

1 See, for example, GUTTPNTAG and HERRING (1985, 1986) and Gipson (1989).
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