The International Debt Crisis:
The End of the Beginning, not yet
the Beginning of the End
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Introduction

The so-called “international debt ctisis” first came to public
attention on August 13, 1982, when Mexico unilaterally announced
that it could no longer setvice its $ 80 billion external debt. Although
individual countties like Ghana, Turkey and Indonesia had suffered
debt servicing problems in the 1970s, these had essentially been
isolated incidents of internal policy mismanagement. In contrast,
during the second half of 1982, it became apparent that dozens of
other developing countries shared Mexico’s problems. Squeezed be-
tween world recession and high real interest rates, and suffering capital
flight on an unprecedented scale, the developing world found itself
incapable of servicing the external debt it had accurulated during the
1970s. As its major creditor, the international banking system faced the
prospect of collapse in the event of a generalized default by the
developing countries. In this sense, the international debt crisis was
initially a banking crisis and the solutions advanced for its management
were primarily directed at maintaining the solvency of the inter-
national banks (Lever and Huhne, 1987).

By the late 1980s, however, the threat of financial disaster had
receded. The international banks had set aside sufficient “loan-loss”
provisions to secure their balance sheets against the possibility of
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default. The developing countries, on the other hand, had refocused
their economies on servicing external debt, compressing imports with
setious repercussions for economic growth and development (War-
ner, 1992; Cohen, 1992). The international debt crisis gradually
evolved from a banking crisis into a development crisis and new
initiatives by the International Monetary Fund (IMF) and the Inter-
national Bank for Reconstruction and Development (IBRD or
“World Bank”) were launched with the aim of ending what was
widely perceived as “debt slavery” (but see Vogl, 1990). This article
explores the changing nature of the international debt crisis. It begins
with an overview of the changing debt position of the developing
world. It then considers the reasons why developing countries be-
come indebted and the causes of the post-1982 crisis. It finally
discusses events since 1982, critically assessing the management of the
crisis to date.

The evolving debt position of the developing world

Table 1 provides an ovetview of the debt position of the
developing world over the ten years to 1993. It shows that total
external debt has grown steadily, from $ 879 billion in 1984 to §$
1451 hillion by 1993. Over the same period, debt service payments
(i.e., payments of interest and scheduled capital repayments) have also
risen by a similar factor, from $ 124 billion per annum in 1984 to §
170 billion per annum by 1993. These crude data must, however,
be adjusted in some way to allow for changes in the developing
countries’ ability to pay, in order to get a truly meaningful picture.
One possible approach is to focus on external debt (or debt service
payments) as a percentage of developing countries’ gross domestic
product (GDP). However, the binding constraint on the ability of
developing countries to manage external debt is not their GDP per se,
but rather their capacity to generate the export revenues necessary to
meet their debt servicing obligations. For this reason, external debt
(and debt service payments) are conventionally expressed as a per-
centage of export revenues, in order to give a clearer picture of the
underlying position of the developing countries.
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Expressed in this way, Table 1 shows that there appeats to have
been a marginal improvement in the situation of the developing
countries over the last ten years. As a percentage of exports, total
external debt has fallen from 137.0% in 1984 to 112.5% by 1993.
Over the same period, debt service payments as a percentage of
exports (also known as the “debt service ratio” or DSR) have shown
an even sharper decline, from 19.3% in 1984 to 13.2% by 1993.

While Table 1 suggests some marginal improvement in the
developing countries’ position since 1984, disaggregating the data by
region reveals worrying differences. Table 2 shows that in the devel-
oping countries of Asia, where external debt was never a patticularly
setious problem, DSRs have more than halved from their peak in
1986. For the “Asian Tigers” (Hong Kong, Singapore, South Korea
and Taiwan), the improvement in the debt situation has been even
more impressive, with the DSR dropping from 9.1% in 1984 to 2.8%
by 1993. For the developing countries of Africa, and those of Sub-
Saharan Africa in particular, however, the last ten years have seen
almost no change in their debt position. And while the Latin Am-
erican countries have enjoyed a decline in their DSRs, debt servicing
continues to absorb almost one-third of total export earnings. In
other words, at a regional level, the marginal improvement in the
debt situation of the developing countries as a group is very unevenly
shared out. While Asia has brought an initially modest debt problem
under control, Africa has made almost no headway and, despite some
progress, the position in Latin America is still bleak,

Moreover, these data on debt cannot be taken in isolation from
the economic citcumstances in which they arise. A DSR of, say, 25%
in 1993 may actually be more worrying than a DSR of 30% in 1984,
The obvious reason is that the developing world has undergone a
sustained period of adjustment since 1982, as their economies have
been refocused on the need to service external debt. T'o the extent
that this adjustment has typically involved deflation (in order to
compress imports and free export revenues to service debt), the
political capacity of many developing countries to endure continuing
high DSRs may be in doubt. This point is explored further below.
Secondly, high DSRs in the mid-1980s coexisted with positive net
resource transfers to the developing world. Net resource transfers
may be defined as:

net resource transfers = new loans less debt service payments /Jess
other net capital outflows
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branching networks, the international banks found themselves able to
operate on much nartower margins, offering lending rates that
undercut, and deposit rates that outbid, their competitors.

The first oil price “shock”

The growth of the euro-markets apart, the other special con-
tributory factor in the present international debt crisis was the pair of
oil price shocks which rocked the international economy in 1973 and
1979. The first more than quadrupled the price of oil, reshaping
overnight the international pattern of balance of payments surpluses
and deficits: the oil-exporting nations, especially the Middle Eastern
states with small populations, enjoyed huge surpluses, while the
oildmporting nations suffered sharp deteriorations in their trade
balances (see Table 4). Because oil is almost universally priced and
traded in US dollars, the so-called “oil surpluses” manifested them-
selves in a rapid build up of dollar balances with the competitive
international banks, which they in turn sought to invest.

Because western governments typically responded to the first oil
price shock by deflating their economies in an attempt to restore
external balance, investment opportunities in the developed world
proved scarce in the latter half of the 1970s. In contrast, the inter-
national banks found willing borrowers in the third world. Amongst
the oil-importing developing countries, the trade imbalances caused
by the sharp rise in oil prices were exacerbated by the slump in
primary export sales to the depressed industrialized world. Borrowing
from the banks to fill the gap appeared the only way of maintaining
growth. And for the oil-exporting developing countries with large
populations like Mexico, Nigeria and Indonesia, the anticipation of
even larger oil price rises in future encouraged mote ambitious
growth programmes financed by foreign bank debt. Reflecting the
terms on which the deposits were accepted, the loans made by the

international banks were predominantly in US dollars, at variable
interest rates and on a short term basis, although the normal practice
was to “rollover” loans (i.e., to pay off a maturing loan by extending

another).

TasLe 3

NET RESOURCE TRANSFERS TQO DEVELOPING COUNTRIES
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The second oil price “shock”

In 1979, oil prices doubled, with much the same effects on the
global economy as the 1973 shock; indeed, until 1982, history seemed
to be tepeating itself, with both the oil-importing and large popu-
Jation, oil-exporting developing countries increasing their borrowing
from the international banking system. The important difference lays
in the west’s reaction to the second price shock. Years of electorally-
unpopular inflation and the rise of monetatism as a political force
caused many western governments to respond to the sutge in OPEC-
induced inflation by sharply tightening monetary policy. In the US,
where this change in policy stance took place against the background
of loosening fiscal policy, the effect was particularly dramatic: interest

rates, which in real terms had been negative during the 1970s, soared

in both nominal and real terms between 1979 and 1982. With the
bulk of developing country debt short term and denominated in
dollars, the impact on debt setvicing costs was almost immediate.

The huge stocks of overseas bank debt, which had been accumu-
Jated in the expectation of continuing low or negative real interest
rates, simply became unmanageable by mid-1982. One after anothet,
third world countries were inexorably squeezed into financial crisis.
Against this background, it is clear that the fundamental cause of the
present debt crisis was not an epidemic of internal debt misman-
agement actoss the third world, but rather a combination of largely
external factors which affected the developing countries as a group
(see also Sachs, 1989). In assessing the measures used to contain the
crisis since 1982, it is important to bear this analysis firmly in
mind.

Phase one: “muddling through” the debt crisis, 1982-89

The International Monetary Fund (TMF) played the key role in
managing the early stages of the debt crisis. Tts approach was
predicated on the underlying assumption that the developing
countries’ external debt should, and with approptiate policy changes
could, be repaid in full and was driven by the overriding need to
prevent a generalized default which could threaten the stability
of the international banking system, The Tund adopted a twin-track
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strategy, seeking to maintain the net flow of capital to the developing
countries in the short term to allow them a breathing space, while at
the same time promoting “structural adjustment” within the debtor
countties in order to increase their debt servicing capacity in the longer
term (sce also Healey, 1990, for a critique of muddling through),

In relation to the scale of the debt crisis, the Fund’s resources
were (and remain) so limited that direct financial assistance to all but
the smallest developing countries is, of itself, little more than symbolic.
Total quota subscriptions by the Fund’s members, for example,
currently amount to approximately $ 120 billion - little more than the
outstanding debt of Brazil alone. For this reason, the Fund was forced
to enlist the reluctant support of the international banks in dealing
with the crisis. Its wodus operandi for the more heavily-indebted
developing countries was to negotiate three-sided deals: the banks
(often through the so-called “London Club”) agreed to “reschedule”
(i.e., rollover) existing debt and provide additional loans to maintain
economic development, provided the developing country government
undertook to implement an IMF package of policy “reforms”,

The Baker Plan

The Baker Plan marked the high water mark of the “muddling
through” approach to the debt crisis. In October 1985, the then US
Treasury Secretary, James Baker, announced a plan which effectively
formalized muddling through and the twin-track approach taken by
the IMF to date. It emphasized, on the one hand, the need for the
banks to continue lending to the developing world (the Baker Plan
called for a further $ 20 billion over three years to the fifteen most
heavily-indebted countties) and, on the other, growth-otiented struc-
tural reform programmes in the debtor countries. New money was, as
hitherto, to be highly contingent on adherence to IMF-orchestrated
adjustment policies, The only novel feature of the Baker Plan was the
inclusion of the World Bank as a joint partner with the IME. The plan
was thus predicated on the clear assumption that, with appropriate
policy reforms, the developing world could be induced to repay its
external debt in full,
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In the event, the Baker Plan failed to take into account the
changing nature of the debt crisis. Even as it was announced, the
ctisis was turning from a banking to a development crisis. As the
banks managed to reduce their exposure and the threat of insolvency
receded, their willingness to commit new money was sharply cur-
tailed. At the same time, years of deflation and economic stagnation
were taking their toll in the developing world. The Baker Plan was
further undermined by the weakening of commedity prices and the
collapse of oil prices in 1985-86, which led to further economic
dislocation in many developing countries. Not only was new lending
by the commercial banks not forthcoming on the scale envisaged, but
net lending by the multilateral development banks, the IMF and
bilateral official creditors also fell well below projections.

While muddling through “succeeded” in averting the banking
ctisis, in the sense that it headed off widescale defaults and conse-
quent bank collapses, it suffered from two major flaws, which became
increasingly apparent in the latter half of the 1980s: first, it ran
directly counter to the objective of the banks, which was to teduce
theitr exposure to the developing countries rather than increase it
further; and it forced the burden of adjustment on the poorest
countries of the world, locking them into apparently unending “debt

slavery”.

Muddling through: the view from the developing world

From the point of view of the developing countries, “muddling
through” meant falling living standards and continuously rising debt:
growth was sacrificed to make the switch from capital-importer to
capital-exporter, while the stock of outstanding debt continued to
mount (Ficleke, 1990). Table 5 summarizes the expericnce of the
1980s for the most heavily-indebted developing countries, It shows
the scale of the cumulative compression of imports (which declined
by as much as 8.4% per annum over the period 1982-90 in Nigeria)
and the knock-on effects this had for investment, which conttacted
sharply. The starkest statistics are for the growth of per capita
consumption. In twelve of the fifteen cases, per capita consumption
foll between 1982 and 1990, with countries like Cote d’Ivoire (-4.7%
per annum) and Nicaragua (-6.5% per annum) recording declines of

catastrophic proportions.
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The Fund’s early approach to managing the crisis was, moreover
vulnerable to criticism in several other respects. The ﬁ,rst was | }
refus.all to view the debt situation as the result of an external :Ijof:i
and Its consequent preoccupation with internal adjustment policies
Even if there were scope for adjustment within an individual Sountr |
the same could not logically be true of the developing world taken g ;
a wh'ole.. One country’s impotts are anothet’s exports. If Ar entins
cuts its imports, it buys less from Chile, Brazil and Me:'dco w%]ich ia
tutn must embark on further rounds of austerity themselves — leadi .
to an endless, downward spiral. sace
n A second probllern was thaft many third world countries export
the same raw l}zaterlals, for which world demand is both price- and
mcom}e—melastm. The huge IMF-inspired increases in the third
world’s output basic commodities like cotton, coffee, cocoa and
copper depre?ssed prices, often leading to lower exp(;rt reven
des-plte. the higher export volumes, T'able 6 shows the stead dete;;es
ration in the terms of trade (the value of exports relative to };he Vall(l) h
of Im.ports) for the developing countries, with Aftica and L t'e
America suffering particularly damaging declines, -

_ These “fallacies of composition” apart, the logic of internal
ad]ustr{lent was also dangerously misconceived for a third reasoz
There is no escaping the stark fact that cutting imports and increasin '
exports meant reducing the real living standards of the World’g
poorest peoples to generate the surpluses needed to service debt Irf
many cases, the depth of the cuts requited was so sociall un
ceptable, and the political structures so weak, that this f)(I)rm ac();
adjustment proved simply unworkable. In the latter half of the 1980
25 of the de_veloping countties which had sought assistance from ths’
Fund. expetienced serious civil disorder as public hostility to the
IMF-lmposed austerity measures spilled over into violence T}I;C WO et:
dlsturbances were in Venezuela, where so-called “IMF ri' ? led N
hundreds of deaths in 1989, o et

The emergence of market-based debt reduction

Tovaards the end of Phase One, secondary markets began to
emetge in developing countty debt (Barston, 1989). These markets
were particularly attractive to smaller banks, which could reduce their
exposure by selling their clais on developing countries at a discount
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- The price at which the debt traded was a function of the debt service
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& 27T technical terms, the price of the debt was equal to the discounted or
M~y o Oy Iy N T Ny « " O :
TETFSETTT S present value” of expected debt servicing payments to maturity), The
buyers of discounted debt initially comprised other small banks which
slaze had low exposure to sovereign debt, but the practice quickly spread
ST to embrace multinational companies and the debtor countries them-
e selves. By the late 1980s, several distinct transactions had become
N 31 \:zl 5 PR CT> ¢ commonplace (Helpman, 1989):
|
é S = 7) Debt Buybacks: while the sccondary market offered 2 way
for banks to reduce their exposure, interbank transactions made no
difference to the debtor country. It was still contractually obliged to
SR B R B Rt . service the debt at its full face value, even though the new owner had
! e g SRR acquired it at a discount. Debt buybacks allowed debtor countries to
captute the benefits of this discount, by repurchasing their own debt
i in the secondary market. For example, if a country’s debt were
= - trading at 50 cents on the dollar, it could buy back its outstanding
P B B e B i z |8|5°°% obligations at 50% of their face value. One difficulty with debt
! b % buybacks is that they necessarily affect the price of such debt in the
% E secondary market (.e., by reducing its stock of outstanding debt, the
SR N I debt servicing capacity of a developing country is increased, leading
E g R|lo=9 to a rise in the price of its debt). Large scale buybacks were therefore
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AR g their debt.
" Blogowe i) Debt-for-Equity Swaps: multinational companies became
T significant buyers of debt in the secondary markets in the late 1980s,
g | SO - normally with the intention of exchanging the debt acquired with the
g 95 SBERYF debtor government for local assets, In some cases, the debtor country
2la o would swap local currency for its debt (with which the multinational
Bl A could finance purchases of shares in local companies), in others the
S - g debtor government would swap shares directly (e.g., by transferting
gmennnTag & "0‘3 control of a former state-owned enterprise to the multinational).
RowonSgSRa | B .
oo 5 % ii) Debt-for-Debt Swaps: some developing countries at-
i & tempted to buy back debt in exchange for “senior” debt, rather than
. 3 g E hard cutrency. The principle of senior debt is that it commands a first
£ . « B E A claim on the debtor country’s reserves. Suppose its existing debt were
5558 % _ % E: = e % trading at 50 cents on the dollar. .The: debtor country could b}ly back
§ E é S E EEZ t 423 E debt with a face value of $ 2 million in exchange for new senior debt
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with a face value of $ 1 million. Because the preferential terms of the
senior debt imply that it will be paid in full, the market value of the
senior debt would be exactly the same as the old debt which had been
retired, so that the lender would be unaffected (although it would
have to accept the formal write-down of its book assets). For the
debtor, its contractual debt servicing costs would have been halved.
Although a secondary market price of 50 cents on the dollar reflecis a
market expectation that the debtor will only meet half of its debt
service costs in the long tun, in the short run the developing country
may actually be paying most or all of its debt service costs; in this
case, the saving from the debt-for-debt swap would be a 1eal one.
Moreover, there are other penalties which may stem from being in
arrears of partial default, not least the denial of access to new loans. A
successful debt-for-debt swap may unlock new mosney in the future.
Variations on this basic theme included the swapping of collateralized
debt for existing debt (i.e., debt that was guaranteed in some way, for
example, because it was underwritten by a third country).

Phase two: debt forgiveness and the Brady Plan

By the late 1980s, it had become clear that the banking ctisis had
been successfully averted, The international banks had greatly
strengthened their balance sheets, to the extent that a generalized
default no longer threatened the stability of the system. On the other
hand, evidence of a growing development ctisis was mounting
(Fischer and Husain, 1990). In aggregate, the developing countries
had a higher debt-export ratio in 1988 than in 1982, while their DSR
was only 1% lower. For the severely-indebted low-income and
middle-income countries, the position was much worse. Arreats grew
to $ 52 billion by December 1988, while the failure of many debtors
to carry through adjustment policies was reflected by the decline in
secondary market prices: between 1986 and 1989, the weighted
average of debt for the major developing countries halved from 70
cents in the dollar to 35 cents in the dollar.

In March 1989, the then US Treasury Secretary, Nicholas Brady,
advanced a new approach to managing the debt crisis (Fried and
Trezise, 1989). Unlike the previous Baker Plan, which was based on
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the assumption that sovereign debts would be repaid in full, the
Brat'iy Plan argned that debt forgiveness rather than further’bop
rowing was the key to restarting economic growth in the developin
}:vorld (see also Krugman, 1988). A key feature of the Brady Plan Wﬂg
its use of the newer, market-based debt reduction techniques as a

r;:irsliso ﬁi:easmg the debt burden. The Brady Plan had three main di-

i it urged commercial banks to develop a broader range of

alternatives fo.r financial support, to include debt service reductions
and debt forgiveness;

- i) it ca!led on Western governments to amend national
anking regulations, so that accounting rules did not impede debt

forgiveness by their bank i
above); and ! anks {e.., see the rules of performing loans

i) it encouraged the IMF and the World Bank to provi

‘ vid
funding f?f c}ilezt anld debt service reduction purposes (e.g., by Ii]ending
money which developing countries could use to b ( thei

in the secondary market). © by back their debr

. At the I}eart of the Brady Plan was the proposition that devel-
oping countries should be able to capture the benefits offered by the
discounted price of their debt in the secondary market. Tn May 1989
the IMF and the World Bank adopted guidelines for lending in
support of debt and debt service reduction and a number of such
paglfage,:s has so far been agreed, including agteements with the
Philippines, Costa Rica, Venezuela, Uruguay and Niger. By far the
lgrg.est has been the agreement involving Mexico, under which $ 49
!31].11011. of debt was restructured. The package was highly complex
involving all of the market-based debt reduction techniques outlineé
above. The banks were offered a menu of options: they could swap
f)ld debt (at 65 cents on the dollar) for new debt bearing market
interest rates; they could swap old debt at par for fixed interest rate
bonds (where the fixed rate was below the prevailing market rate); or
they could swap old debt for equity. In the case of the debt—for-djebt
swaps, the new debt was partly collateralized with US Treasuty bonds
{the purchase of which was financed by the IMF and the World Bank
to guarantee the principal on the new bonds) and backed by a special
pool of earmarked foreign exchange reserves which provided a rollin
cighteen month guarantee that interest payments would be met. ;
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Since the deal was completed, Mexico’s IMF programme has
remained broadly on course and the secondary market price of its
debt has increased sharply. Nevertheless, the complexity of the deal
and the length of time it has taken to arrange similar, less ambitious
agreements for other debtors suggest that the impact of the Brady
initiative is likely to remain limited (Unal e# al., 1993; Rogoff, 1992).
Moreovet, it is easy to overstate the value of the Brady deal to debtor
countries. In the case of Mexico, for example, although $ 49 billion of
debt was involved, it has been calculated that the actual value of the
debt relief to Mexico was only $ 12-13 billion, from which must be
deducted the $ 7 billion cost to Mexico of providing collateral for the
new bonds (Bank of England, 1991).

The Paris Club and the 1988 Toronto Economic Summit

The Brady Plan’s analysis of the emerging development ctisis was
shared in the late 1980s by an important sub-set of the developing
world’s creditors, namely the so-called “Paris Club” of official lenders.
At the 1988 Toronto Economic Summit, the British Chancellor of the
Exchequer, Nigel Lawson, preempted his US counterpatt by calling on
official lenders to grant debt relief to the poorest debtor nations (i.e.,
those with per capita GDP of less than § 600). Under the Toronto
terms (since amended by the 1990 Trinidad agreement), debt may be
rescheduled at concessional interest rates in cases where DSRs exceed
25%. Some twenty countries have taken advantage of these arrange-
ments, all of them African with the exception of Bolivia and Guyana.
Given the small relative size of the countries so far involved, however,
these initiatives have made only a marginal impact on the overall debt

situation.

The case for and against debt forgiveness

The Brady Plan and the Toronto Agreement have been widely
criticized, on the grounds that debt forgiveness rewards developing
countries for their past profligacy and undermines their incentive to
pursue internal adjustment policies. The basic argument follows
“moral hazard” lines and suggests that widespread debt forgiveness
may actually prove counterproductive, increasing ihe likelihood of
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further debt servicing problems in the future, This critique implicitly
assumes that the cause of debt problems is internal mismanagement,
rather than some external combination of unforeseeable circum-
stances and may be effectively challenged on this basis. There are,
however, compelling reasons to consider debt forgiveness as a sol-
ut'ion to debt servicing difficulties, regardless of their ultimate caus-
ation.

The calculus of debt repudiation {i.e., complete unilateral default
on debt obligations) suggests that with rising adjustment costs and
negative net resource transfers, debtor countries face an increasing
incentive to renege on their obligations. Knowing that the banks are
better able to withstand the balance sheet losses that would follow,
such action may further embolden some debtors, since they may
expect the hostile reaction by lenders (and their national govern-
ments) to be less muted than hitherto. It may be, therefore, that if
developing country debt is allowed to exceed a cettain level, the flow
of debt setvice payments may decline. Under these circumstances,
debt forgiveness could actually increase the flow of interest and
capital payments to the lenders. This concept is captured by the “debt
relief Laffer curve” (see Figure 1). It shows that, as the stock of
outstanding debt rises, so the present value of expected debt setvicing
payments also incteases, but at a decteasing rate, If point A is
exceeded, the debtor countries will find it increasingly attractive to
default, sacrificing the opportunity of future credit for the immediate
savings in debt service costs. It follows that, if countries are allowed
to accumulate debt beyond point A, debt forgiveness by the banks
will actually increase the present value of expected debt servicing
payments, (N.b.: As noted above, the price of debt in the secondary
market is simply the capitalized value of future expected debt service
payments, so debt forgiveness should lead to a rise in the price of a
country’s debt for countries to the right of point A))

The economics of debt repudiation may be more formally ex-
plored within the framework of the simple model developed by
Krugman and Obstfeld (1988); see also Schwattz and Zurita (1992).
In judging whether or not to default, a debtor country must weigh the
benefits of default (namely, the savings in foreign exchange earnings
which will no longer be diverted into debt service) against the costs
(i.e., the loss of access to new loans).
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Ficure 1

Present Value of Excepted Debt Service

Debt

For a given stock of external debt, D, a given interest rate on
this debt, r, and scheduled repayment of principal, D*,. the benefit of
default is given by total debt service payment due in the current
petiod; i.e., tD + D¥*, Against this benefit from default must be set the
cost of default, namely the loss of new loans, L. The net benefit from
default is the net resource transfer (RT) from the debtor to the
creditor country (see above); i.e.:

RT =D* + D - L.

TIf RT is positive (i.e., if D* 4+ tD > L), then there is a posit%ve
benefit from default. Conversely, all other things equal, a negative
resource transfer eliminates the incentive to default. From this ba.sm
relationship may be derived schedule AB in Figure 2 below, which
shows combinations of L and r at which the benefits of default are
equal to the costs for a given D, D¥; i.e., along the length of AB:

RT =0

or equivalently,

D*+ D=L
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The AB schedule is upward-sloping, because an increase in r
increases the debt service obligations, requiring an offsetting increase
in I to maintain a zero RT. At combinations of r, L above AB, the
debtor countty is likely at default (i.e., RT > 0). On the other hand,
at combinations below AB, the debtor country will continue to
service its debt (7.e, RT < 0).

While AB represents the combinations of r, T, at which the
debtor country will be indifferent between defaulting and servicing its
debt, SS represents the supply of new loans from the international
banks (i.e., the feasible combinations of r, L open to the debtor
country). The SS schedule slopes upwards because, for a given market
rate of interest, the banks will charge individual botrowers a higher
rate of interest as the supply of loans increases (see also Thapa and
Mehta, 1991). The reason is that, as the supply of loans to an
individual borrower increases, the likelihood of default in the long
run is increased, inducing banks to demand a higher return to
compensate for the increased risk. Thus while an increased flow of
funds reduces the probability of default in the current period, it raises
the likelihood of default in subsequent periods by increasing the stock
of outstanding debt, D (and so future debt setvice payments)

.
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Provided that some portion of the SS schedule is below AB, then
there exist feasible combinations of r, I, at which the debtor country
has an incentive to continue setvicing its debt. For example, in Figure
2, SS intersects AB at points M and N. At any point along the section
of SS between M and N, the debtor country will choose to continue
to service its debt rather than default. Suppose, however, that the SS
schedule were to shift to the left to §'S'. With the new loan supply
schedule, there is no feasible combination of 1, L at which the debtor
countty has an incentive to continue servicing its debt, Under such
circumstances, default is inevitable.

This model suggests that there is a strong likelihood of debt
repudiation on the part of certain debtor countries. In the early 1980s,
the SS cutve shifted sharply to the left (e.g., to S'S" in Figure 2), as
monetary conditions in the United States levered up the prevailing
market interest rate on dollar-dominated instruments (thereby driving
up the marginal cost of funds to the international banks), The result
was to temporatily force many developing countries into a position
where default became attractive. Although market interest rates have
subsequently eased from the levels reached in 1982, a rightwards shift
in the loan supply schedule from 'S’ (i.e., back towards SS) has been
inhibited by two factors. First, banks have revised their judgement of
the riskiness of lending to the developing countries, so that they are
less willing to advance new funds at any given interest rate. And
secondly, their willingness to lend has been further reduced by the
loan-loss provisioning of the international banks, which has strength-
ened their capacity to write-off existing debt. The result is that despite
the easing in market interest rates, the loan supply function remains at
§'S’ (ie., above the AB schedule) for many developing countries,

making default incentive-compatible. ‘

Debt forgiveness would have the effect of reducing the debtot’s
external debt, D, shifting the AB schedule upwards (until eventually it
cuts the 'S’ schedule). This is because at any given interest rate, the
debtor country would require a smaller flow of new loans to ensure a
sero RT. Under circumstances in which default is incentive-com-
patible, therefore, some form of debt forgiveness may be the only way
of preventing outright default and ensuring that debt setvice payments
continue to be paid (in part, at least).
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Conclusions

Since the debt crisis first began in 1982, the threat of widespread
default and the collapse of the international banking system has
‘1:eceded.. However, by the end of the 1980s, it had become clear that
I?uddhn.g through” had led to the creation of a development crisis
with an increasing number of third world countries facing years of
economic stagnation and internal unrest, during which income and
wealth would flow massively — and regressively — to the industrialized
world. For a large group of developing countties, the benefits of
formal debt repudiation, namely the retention of debt setvice pay-
ments for domestic uses, now outweigh the costs, namely exclufio};
fI‘OIFl overseas credit markets. Several Latin American nations, notabl
Bolivia and Peru (but also on occasions Brazil) have been in, de |, ry
default for some years. T
It 1s now generally recognized that the ultimate solution to the
debt crisis must be through economic growth, rather than austerit
Dez'nand-side adjustment policies have not been successful and aZf;
logically misconceived. Longer-term supply-side adjustment policies
are the' only way forward and for such policies to succeed the
restoration of positive net capital transfers from the west to the
developing countries is essential. Given the scale of the problem
some form of generalized “debt forgiveness” is a sine qua non of 2
lasting solution, but such measures can only ease the negative re-
source transfers — debt and debt service reduction cannot, per se
bring about a resumption of positive capital flows to the dex’zelo in ,
world. Herein lies the real danger. e
» Th.e experience of the Baker and Brady Plans highlights the
difficulties of levering new money from a commercial banking system
that has seen its faith in the secutity of sovereign lending termjirnall
damaged. The multilateral agencies, including the IMF and thz
Wotld Bank, have also experienced difficulties in setting in place
structural adjustment projects on the scale needed and western gov-
ernments have strongly resisted further quota increases in the re-
sources of such agencies. With the governments of the major industri-
alized countries currently dealing with serious fiscal deficits, the
prospect of a spontaneous recovery in bilateral aid flows is relilote
Finally, the creation of new regional trade blocs {e.g., the EC’s sin lé
market and the North American Free Trade Area) and the openigng
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up of Eastern Lurope are attracting flows of FDI away from the
developing world. Not is it clear that there is any strong political will
in the industrialized world to tackle the new development crisis.
Unlike the earlier banking crisis, which threatened the stability of the
international financial system, the consequences of developing
country debt for economic development command little public in-
terest. The most likely outcome is that defaults and arrears will
quietly mount, while economic development in the world’s poorest
nations will continue to be retarded into the next century.
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